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The timely overestimation of Spanish 
GDP in the great recession

J.C. Barba, J. Laborda  and R. Laborda*

The inefficient institutional design of the Euro allowed guaranteed bank liabilities 
to be converted into government debt, deepening the Great-Recession in Southern 
European countries. A recessive feedback process occurred through an increase in 
sovereign debt risk premiums in a cycle of global risk aversion. However, there was 
one fact that limited these negative effects. We refer to the overestimation of Spanish 
gross domestic product (GDP) in the public accounts for the period 2007–2013. 
We quantified the unexplained overestimation of Spain’s GDP for the period 2007–
2013 using three different methodologies, which leads us to a similar conclusion: 
Spain’s GDP was overestimated by between 17% and 18%. We demonstrate that 
this overestimation allowed for significant savings in interest payments through a 
lower risk premium. This overestimation, unknown to investors, shows that markets 
are not efficient, and that information is incomplete. It is necessary to understand 
the role of debt under Hyman Minsky financial instability hypothesis.
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1. Introduction

This paper analyses an unknown effect that occurred during the Great Recession in 
Spain. It deals with the overestimation of public accounts during the period 2007–
2013. We quantify the unexplained overestimation of the Spanish gross domestic 
product (GDP) for the period 2009–2013 using three different methodologies. Each 
one corresponds to the different approaches used to estimate GDP. The first approach 
estimates it from the supply side, the second, from the income side and the last, from 
the demand side. In all three approaches, we come to the same conclusion – that the 
Spanish GDP was overestimated by 17–18%.

The overestimation of Spanish GDP has given a more positive image of the Spanish 
economy than the real one, which has led to significant savings in terms of debt 
interest payments, through a lower risk premium. We have quantified this saving, which 
amounts to almost 3,000 million Euros annually. But even more important it has prob-
ably avoided a default from being activated. One could speak of a timely overestimation 
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of Spanish GDP. This situation, which benefits both private and sovereign debtors, and 
that is apparently unknown to investors, is another example that financial markets are 
not efficient, and that information is incomplete.

However, this overestimation has also other implications. Spain’s debt-to-GDP 
ratio, as well as its fiscal pressure, would be nominally higher today. And this is the 
paradox: although the overestimation of GDP reduced debt interest payments, due to 
a lower risk premium, the Spanish economy, without monetary sovereignty, is vulner-
able to a change in the European Central Bank (ECB) monetary policy. The overvalu-
ation of Spain’s GDP may have delayed the Minsky moment of the Spanish economy. 
Therefore, some lessons must be drawn from the perspective of economic policy.

We need to understand the context in which the overestimation took place. The origin 
of the systemic crisis of the Spanish economy during the period 2008–2014 was private 
sector over-indebtedness arising out of a real estate bubble, that is to say, the collateral 
of the debt was the price of housing. From the diagnosis above, the Great Recession in 
Spain falls within what is technically called a balance-sheet recession (Koo (2003, 2009, 
2011, 2012a, 2012b, 2012c, 2013, 2015). Most of this debt was created by the Spanish 
banking sector, so that when the housing bubble burst Spanish banks faced problems of 
insolvency. The way in which solvency was re-established, through a bail-out that pro-
tected foreign creditors, affected not only the banking sector but also the economy. What 
began as a private sector debt crisis ended up increasing sovereign debt beyond the auto-
matic stabilizers since a large part of the increase in Spain’s sovereign debt was used to 
finance the private sector, namely the banks and, to a lesser extent, certain oligopolies. 
This is a contemptuous distortion of fiscal policy. The situation was exacerbated because, 
while the bail-out of Spanish banks protected their bondholders creditors, from May 
2010, the European Union imposed a very restrictive fiscal policy on Spain. This was 
combined with an internal devaluation that deepened the contraction of the economy 
because the Spanish economy was already in a private sector balance sheet recession. It 
is only when the fiscal austerity policy was relaxed from the second half of 2014 and the 
European Central Bank began to implement its asset purchase program (quantitative 
easing), that the Spanish economy began to recover. And it was at that stage, amid the 
recession of private balances, and before the European Central Bank’s asset purchase 
program, that the overestimation of public accounts took place.

The magnitude of Spain’s economic contraction in the Great Recession was not an-
ticipated either by academic orthodoxy or by economic authorities. In addition, the in-
solvency of the Spanish banking system was underestimated. These perspectives on the 
future of the Spanish economy could perhaps be reflected in GDP aggregates and re-
lated indicators, which although negative in magnitude with respect to previous eco-
nomic crises, may not have been able to capture the depth and intensity of the recession. 
From the start of the Eurozone crisis, there were more efficient and equitable solutions 
to the debt problem. These were not especially difficult to set up, at least technically (pol-
itics is another issue). There was an alternative path; debt write-off with far less austerity. 
However, this path was not taken. The debt was used as an excuse to tighten the neo-
liberal economic order within a conservative federalist framework. The alternative would 
have helped to preserve the European social model, change the neo-liberal agenda and it 
would have reduced the opportunity to manipulate the Spanish GDP figures.

Private debt fed by a financial and/or real estate bubble matters. Under the financial 
instability hypothesis, monetary policy should be preventive, including asset inflation 
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as a Central Bank target. This would limit subsequent private balance sheet recessions. 
However, if that does not happen, that is the reason why the private debt dynamic is 
critical in those periods when after the bursting of a financial or real estate bubble 
the banking system is rescued at the expense of the taxpayers. In these cases, the pri-
vate debt problem ended up contaminating the sovereign debt, deepening the Great 
Recession at a time when the European economic authorities were implementing fiscal 
austerity. However, the overestimation of Spanish GDP may have delayed the Minsky 
moment of the Spanish economy.

The rest of the paper is organized into three sections. In order to understand the 
context in which the overestimation of public accounts occurred, Section 2 provides 
an analysis of the Spanish economy, both during the real estate bubble of 2002–2007 
and throughout the Great Recession of 2008–2014. Subsequently, in Section 3, the 
overestimation of Spain’s GDP is quantified from three different approaches—the de-
mand side, the supply side, and finally, from the income side. Section 4 quantifies the 
impact of the overvaluation of Spanish GDP on Spanish risk premium. Section 5 pre-
sents some lessons to be drawn from economic policy. Finally, Section 6 sums up the 
main conclusions.

2. Spain; from the housing bubble (2002–2007) to the great recession 
(2008–2014)

The different economic and financial orthodox schools of thought emphasized on the 
unforeseen nature of the global economic and financial crisis of 2008. But such a sys-
temic crisis was not inevitable and was predictable in intensity and duration. Most 
economists tend to associate cyclical instabilities with exogenous factors and are, 
therefore, ‘natural’ and unavoidable. However, empirical evidence of the analysis of the 
economic cycles supports the ideas of disequilibrium and endogenous cycles (Jarsulic, 
1989; Ferri and Minsky 1991; Fazzari et al. 2008; Skott and Zipperer 2012, 2014; 
Lavoie, 2016). The Great Recession was predictable in duration and intensity. It would 
have been sufficient to take a look at Hyman Minsky’s financial instability hypothesis 
(Minsky, 1984, 1985, 1986, 1992; Keen, 2011, 2012a; Keen et al. 2012), and Irving 
Fisher’s Theory of Debt Deflation (1933).

In this section, we will analyze the dynamics of Spain’s total debt, both in the 
period of the housing bubble (2002–2007) and in the Great Recession (2008–2014) 
from data published by the Bank of Spain1 and presented in the statistics section 
under the heading, ‘financial accounts of the Spanish economy’, specifically in 
Chapter 2.

2.1. The debt in the boom period (2002–2007)

The choice of the year 2002 as the beginning of the period of the Spanish real es-
tate bubble is not by chance. It is founded in economics. In order to understand the 
dynamics of Spanish debt in the period 2002–2007, we refer to a note published by 
Richard Koo in 2012 under the evocative title ‘The entire crisis in Europe started with 
a big ECB bailout of Germany’ (Koo, 2012b).

1 See Financial Accounts (ESA 2010) Statistics of Bank of Spain https://www.bde.es/webbde/en/estadis/
ccff/ccff2.html
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According to Koo, the so-called ‘competitiveness problem’ of the countries of 
Southern Europe was the result of the ECBs excessively expansive monetary policy 
following the burst of the technology bubble in the early 2000s. The latter’s ultimate 
goal was to stimulate the German economy in order to avoid an expansionary fiscal 
policy. However, the impact on Germany’s domestic demand was nil, because it was in 
a balance-sheet recession. On the contrary, it accelerated and inflated the bubbles in 
the periphery to an unexpected extent, especially real estate, which boosted German 
exports, rescuing this country from the fears caused by the outbreak of the techno-
logical bubble, from which the Southern Europeans countries scarcely benefited.

Such an expansive monetary policy by the ECB would not have been necessary, and 
there would therefore have been no reason for the competitiveness gap with the rest of 
the euro area to be extended to 2008 levels if Germany had used the fiscal stimulus to 
cope with the balance-sheet recession. In working out this document, the creators of 
the Treaty of Maastricht did not take into account a recession of this type. The com-
petitiveness problem was only attributable to the fiscal deficit’s maximum limit of 3% 
as set out in the Treaty of Maastricht. That meant unreasonable requirements for the 
monetary policy of the ECB during this type of recession. The analysis of the data cor-
roborates this approach. See Table 1.

The growth in the volume of Spanish debt during the period of economic expansion 
2002–2007, following the burst of the technology bubble, was entirely due to the in-
crease in private debt. During this period, the volume of total debt went from 1.6 tril-
lion Euros (213.1% of GDP) at the end of 2002 to 3.7 trillion euros (338.8% of GDP) 
at the end of 2007. However, the volume of public debt decreases in absolute terms 
and in relation to GDP. In 2002, public debt reached 434,876 million Euros (58% of 
GDP), by 2007 it was reduced to 434,274 million Euros (only 40.2% of GDP).

If we divide the economy into three sectors (private, public and the rest of the world), 
there is an accounting principle that always holds (Godley 1999; Godley and Lavoie 
2007, 2014). The deficits incurred by one or more sectors must be equal to the sur-
pluses incurred by another sector or other sectors. If a sector has a budget surplus, at 
least one of the sectors has to incur a budget deficit:

Domestic Private Balance + Domestic Public Balance + External Balance = 0
In terms of stock variables, a sector can accumulate net financial assets only if at least 

one of the sectors increases its indebtedness in the same proportion. It is impossible for 
all sectors to accumulate net financial assets, to incur financial surpluses. The intense in-
vestment of the private sector in 2002–2007 translated into savings for the public sector. 
Therefore, the debt increase was due to the private sector, whose debt went from almost 
1.2 trillion Euros (155.0% of GDP) in 2002 to 3.2 trillion Euros (298.7%) in 2007.

Figure 1 shows the dynamics of the evolution of the debt, as a percentage of GDP, 
of the resident sectors of Spain for the period 2002–2007.

2.2. The dynamics of Spain’s debt during the Great Recession (2008–2014)

When the Great Recession began in Spain, it was the private sector that faced solvency 
problems. The debt of households, companies, and financial institutions at the end of 
2008 was around 306% of GDP at a time when the price of the collateral that supported 
most of it began to fall. As a result, the private sector entered into a deep economic re-
cession. Households reduced consumption and recovered savings, non-financial com-
panies did not invest, and they destroyed already installed productive capacity and 
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dismissed workers. Financial institutions turned off the credit tap, in the context of 
increasing defaults and tried to recapitalize at the expense of taxpayers. The economy 
was facing what is technically known as a balance-sheet recession, Koo (2003, 2009, 
2011, 2012a, 2012b, 2012c, 2013, 2015). The only objective of the different private 
sector economic agents was to reduce debt.

Table 2 shows how from 2008 to 2014 private sector debt was reduced by almost 
520 billion Euros. However, the distinctive feature is the strong increase in public 
debt, of almost 916 billion Euros from the beginning of the crisis. This is basically 
due to two reasons. On the one hand, the bank rescue, which was carried out at the 
expense of the taxpayers and on the other hand, the intense balance-sheet recession 
accelerated by the austerity policies implemented from May 2010, which activated the 
automatic stabilizers. In Spain, therefore, the Great Recession was translated into an 
intense recession of private balance sheets (private savings) and this was transferred 
mathematically to public dissaving. The problem is that part of the increase in the debt 

Fig. 1. Spanish resident sectors’ debt: 2002–2007 (% GDP).
Source: Bank of Spain and Own Elaboration.

2 The methodology used in Turiel (2012) shows a conceptual framework that includes the link between 
debt and deficit, the State Administration’s accounting methodology, the execution of the budget and the 
payment of the debt interest. The data is obtained from the reports of the General State Intervention re-
garding the liquidation of the General State Budget, part of whose data has been dumped into the Public 
Entities Database (BADESPE) of the Institute of Fiscal Studies, as well as from the Public Debt reports 
and the data on the balances of such debt. As fieldwork, it examined different items of the General State 
Budget, the economic reports of the Fund for Orderly Bank Restructuring (FROB), and the Fund for the 
Acquisition of Financial Assets (FAAF) of the Bank of Spain and the European Central Bank.
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of the Central Government is not even explained by the intense private balance-sheet 
recession undergone by Spain.

Turiel (2014)2 quantifies for the period 2008–2013 what part of the increase in the stock 
of public debt issued by the Central State Administration corresponds to funds that are 
not used to cover current operating expenses or capital but to be again lent to third par-
ties, favouring spurious private interests outside the Spanish citizenship. It is considered 
‘lent to third parties’ all those operations that imply both participation in the equity of 
these third parties and participation in their liabilities (loans, subscriptions of obligations, 
bonds, promissory notes...). Of the 597,349 million Euros increase in the amount of debt 
issued by the Central Administration between 2008 and 2013, 227,091 million Euros, 
almost half, was to finance third parties, mainly to the Spanish banking system.

Figure 2 shows the dynamics of the evolution of the debt, as a percentage of GDP, 
of the resident sectors of Spain for the period 2008–2014.

2.3. External debt achieves a historical record in 2014

Table 3 presents two different time periods, the end of 2008 and the end of 2014, 
which show how Spain’s external debt has evolved, analysing its amount and the na-
tional sectors that owed these debts to the rest of the world

The debt that the Spanish resident sectors owed to foreign creditors, at the end of 
2008, amounted to almost 1.08 trillion Euros, a figure that represented close to 99% 
of Spanish GDP. This amount represented 27% of the debt of the Spanish economy. 
The rest was debt among resident sectors.

Fig. 2. Spanish resident sectors’ debt: 2008–2014 (% GDP).
Source: Bank of Spain and Own Elaboration.
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The portion of public debt held by foreign creditors represented only 20% of the total 
external debt of the country (212.9 billion Euros), while the rest of the private sector 
owed the remaining 80% (864,484 million Euros) of external debt. Financial companies 
were the main debtors abroad, with 54% of the Spanish external debt (584,102 million 
Euros), while non-financial companies owed the remaining 26% (278,087 million Euros) 
and households owed just marginally 0.21%. Thus, according to Bank of Spain data, in 
2008 Spanish private actors owed abroad a quantity close to 80% of Spanish GDP.

At the end of 2014, external debt exceeded 1.1 trillion Euros, a figure that represented 
close to 107% of Spanish GDP. This amount represented 26% of the debt of the Spanish 
economy. The rest is debt among resident sectors. The figure is very similar to 2008, but 
the composition changed drastically. 44% of the external debt at the end of 2014 cor-
responded to the public sector, compared to 20% in 2008. On the contrary, the debts 
that Spanish financial entities owed abroad represented ‘only’ 30% of total external debt, 
compared to 54% in 2008. Meanwhile, the external debt of non-financial companies rep-
resented 26% of the total Spanish debt with foreign countries, almost identical to 2008.

What these data confirm is why a policy of austerity was imposed from the outside, 
with the enthusiastic support of the Spanish banking elites. The aim was to provide 
public resources to be used to finance third parties, foreign creditors of Spanish private 
sector activity. The rescue of the Spanish financial system consisted solely of providing 
resources to the financial system so that it could pay its debts, applying hard internal 
restructuring processes in order to free resources. It was not a rescue of the Spanish 
financial system, but the German and French financial systems, keeping the country’s 
banking management in place.

3. Quantifying the overestimation of Spanish GDP

The private debt dynamic we detailed in the  section 2 is critical in those periods when 
after the bursting of a financial or real estate bubble, the banking system, which cre-
ated the debt, is rescued at the expense of the taxpayers. Therefore, what started as a 
private debt problem ended up contaminating the public sector debt. That deepened 
the Great Recession in Spain at a time when the European economic authorities were 
implementing fiscal austerity. However, there was one fact that limited these negative 
effects. We are referring to the overestimation of Spanish GDP in the public accounts 
for the period 2007–2013. The section aims to quantify the overestimation of Spain’s 
GDP using three different approaches: the demand side, the supply side and finally, 
the income perspective. We use some economic indicators that correlate with the GDP, 
according to the methodology of the Spanish Economy Ministry (2007).

3.1. Estimating Spanish GPD according to the supply method (activity indicators)

In order to provide an alternative valuation of the Spanish GDP, we have resorted 
to the following list of activity indicators: services gross value added (GVA), indus-
trial GVA, construction GVA3, and health4 & education5 expenditures plus the total 

3 See Gross Value Added Statistics of Spanish Statistical Officec:\tmp\mozilla_jc0\ http:\www.ine.es\
jaxiT3\Tabla.htm?t=9130&L=0https://www.ine.es/jaxiT3/Tabla.htm?t=29008&L=1

4 See Public Healthcare Expenditure Statistics of Ministry of Health https://www.mscbs.gob.es/en/
estadEstudios/estadisticas/inforRecopilaciones/gastoSanitario2005/home.htm

5 See Public Expenditure on Education Statistics of Ministry of Education http://www.educacionyfp.gob.
es/en/servicios-al-ciudadano/estadisticas/recursos-economicos/gasto-publico/series.html
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compensation of public employees6. Table 4 shows the GVA of different economic 
sectors using the National Accounts. In Table 5 we approach these calculations using 
alternative indicators.

3.1.1. Services sector’s GVA

We take as an alternative indicator the evolution of the GVA reported by the companies 
in the Survey of Business Structure of the services sector. This survey does not include 
all sectors of activity but excludes the financial sector, health and education. Therefore, 
we compare the GDP reported in the National Accounts (CN) for the corresponding 
subsectors. According to the National Accounts, the GVA of this part of the services 
sector went from 450,078 million Euros in 2007 to 479,272 million Euros in 2013.

However, the Annual Services Survey reports a decrease in this same period of 18%. 
This inexplicable discrepancy translates into a difference of 110,625 million Euros.

3.1.2. Construction’s GVA

For this sector, we use the GVA reported by the companies in the survey of the con-
struction situation (SCS). According to the Spanish National Accounts, the GVA gen-
erated by the construction sector decreased from 109,192 million Euros in 2007 to 
53,948 million Euros in 2013. However, the SCS reports a decrease of 68.6% during 
this same period, which translates into a discrepancy of 19,662 million Euros.

3.1.3. The GVA of industry

For this sector, we use the GVA information of the companies in the Survey of 
Business Structure of the industrial sector. According to the national accounts, the 
GVA of industry went from 176,905 million Euros in 2007 to 163,944 million in 2013. 
However, the Industrial Companies Survey reports a decrease of 29.62% during the 
same period, which translates into a difference of 38,965 million Euros, although this 
survey twice expanded the base of companies analysed.

3.1.4. Health and education expenditure and the compensation of public employees

According to the Spanish National Accounts, the value of these budget lines grew from 
158,626 million Euros to 177,503 million in 2013. Unfortunately, the official figures 
no longer provide disaggregated data, but we have easily inferred them using, on the 
one hand, the compensation of public employees and the public expenditure on health 
and education calculated from the General Intervention of the State Administration 
and, on the other, the private expenditure on health and education estimated by the 
Survey of Household Budgets. Using this data, the referred indicators grew by 6.9% in 
the period and not 11.9%, as indicated in the National Accounts. Briefly, one must take 
note of the difference of 7,551 million Euros between the Spanish National Accounts 
and this indicator.

6 See Macroeconomic Indicators and Reports Statistics of Ministry of Economy and Digital 
Transformation http://serviciosede.mineco.gob.es/Indeco/sie/SIEtitulosCodigos.aspx?capitulo=6&cuadro=
04&pagina=capituloSieInf.aspx
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3.1.5. The GVA of the financial sector

We have undergone major difficulties to carry out an alternative valuation of the GVA 
evolution for the financial and the primary sectors. However, we cannot rule out add-
itional major deviations in these two sectors given the important collapse of turnover 
in the financial sector during the period 2007–2013.

To sum up, having taken into consideration the four indicators mentioned above, 
we estimate that the Spanish GDP is 176,173 million Euros lower than the figures re-
ported by the Spanish Statistical Office, a 17.2% decrease.

3.2. Estimating Spanish GPD according to the income method (remunerations paid)

In order to provide an alternative valuation of the Spanish GDP from this perspec-
tive7, we have used the following indicators. On the one hand, wages and salaries data 
according to the Labour Cost Survey and the Social Security affiliations. On the other 
hand, we use the data of the Ministry of Finance related to the gross operating surplus 
based on corporate tax; taxable bases from the capital and other income, and eco-
nomic activity based on income tax. Table 6 shows employees’ remuneration and gross 
operating surpluses in National Accounts.

3.2.1. Wages and salaries

Salaries grew in Spain by 9.9% in the period 2007–20138. As employment in the same 
period decreased by 15.4%9, we can easily conclude that the total payroll decreased by 
7%. According to the Spanish National Accounts, such a decrease amounted to 7.1%, 
so in this case, we have found no discrepancy with the official figures whatsoever.

3.2.2. Gross operating surpluses

According to the Spanish National Accounts, the gross operating surpluses decreased by 
1.2% between 2007 and 2013. However, we witness a 43% decrease in corporate tax-
able income10 (from 186,640 to 106,449 million Euros), a 44.8% decline in the case 
of taxable capital income11 (from 130,842 to 72,269 million Euros), and a 29.6% de-
crease in taxable business income (from 31,795 to 22,389 million Euros)12.

Given that the gross surplus accounted for 43% of national income in 2013, ac-
cording to the National Accounts, while the Spanish Tax Agency reported a 42.5% de-
crease in these incomes for the period 2007–2013 (instead of the 1.2% reported by the 
National Accounts), the expected decrease would have been 184,241 million Euros, 

7 See Wages, Income and Social Cohesion Statistics of Spanish Statistic Office https://www.ine.es/dynt3/
inebase/en/index.htm?padre=2129&capsel=2129

8 See Macroeconomic Indicators and Reports Statistics of Ministry of Economy and Digital 
Transformation http://serviciosede.mineco.gob.es/Indeco/sie/SIEtitulosCodigos.aspx?capitulo=3&cuadro=
20&pagina=capituloSieInf.aspx

9 See Macroeconomic Indicators and Reports Statistics of Ministry of Economy and Digital Transformation 
http://serviciosede.mineco.gob.es/Indeco/sie/SIEtitulosCodigos.aspx?capitulo=3&cuadro=12%20
%28A%29&pagina=capituloSieInf.aspx

10 See Tax Revenue Annual Report Statistics of The Tax Agency http://www.agenciatributaria.es/AEAT.
internet/datosabiertos/catalogo/hacienda/Informes_anuales_de_Recaudacion_Tributaria.shtml

11 See Tax Revenue Annual Report Statistics of The Tax Agency http://www.agenciatributaria.es/AEAT.
internet/datosabiertos/catalogo/hacienda/Informes_anuales_de_Recaudacion_Tributaria.shtml

12 See Tax Revenue Annual Report Statistics of The Tax Agency http://www.agenciatributaria.es/AEAT.
internet/datosabiertos/catalogo/hacienda/Estadistica_de_los_declarantes_del_IRPF.shtml
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much more than reported by the Spanish Statistical Office, a figure which represents 
an 18% of Spain’s GDP.

3.3. Estimating Spanish GPD according to the demand method (expenditures)

The third method compares the GDP evolution with that of a series of indicators that 
historically have presented a high correlation with GDP components. In this regard, 
we have resorted to a publication from the Spanish Ministry of Economic Affairs itself, 
entitled ‘Methodology of Composite Spanish Economy Indicators’13.

From the demand perspective, GDP contains five main expenditure items, as follows: 
(i) final consumption of households, (ii) government final consumption expenditure, 

Table 6. Employees remuneration and gross operating surpluses in national accounts

Quarter Employees remuneration in national accounts Gross operating  
surpluses  
in national accounts

Employees  
remuneration

Total  
annual

Monthly wage  
costs (€)

Year  
average

Gross operating  
surpluses

Total  
annual

2007Q1 123,508 1,634 101,476
2007Q2 131,208 1,732 114,339
2007Q3 127,755 1,636 110,971
2007Q4 140,085 522,556 1,851 1,713 123,384 450,170
2008Q1 135,422 1,719 104,401
2008Q2 142,453 1,818 121,502
2008Q3 136,550 1,722 115,526
2008Q4 145,352 559,777 1,940 1,800 123,726 465,155
2009Q1 133,527 1,769 101,146
2009Q2 139,771 1,893 117,338
2009Q3 133,136 1,777 113,821
2009Q4 142,739 549,173 1,993 1,858 122,840 455,145
2010Q1 131,039 1,802 100,601
2010Q2 138,760 1,927 112,033
2010Q3 131,076 1,779 108,298
2010Q4 140,600 541,475 1,993 1,875 124,917 445,849
2011Q1 128,814 1,820 102,598
2011Q2 136,523 1,939 113,005
2011Q3 128,594 1,801 108,877
2011Q4 137,055 530,986 2,020 1,895 124,866 449,346
2012Q1 123,644 1,842 100,693
2012Q2 129,383 1,940 112,182
2012Q3 121,101 1,806 108,920
2012Q4 124,662 498,790 1,947 1,884 124,887 446,682
2013Q1 117,366 1,809 99,334
2013Q2 123,546 1,929 110,992
2013Q3 118,292 1,801 107,914
2013Q4 126,111 485,315 1,996 1,884 122,114 440,354

Source: National Statistical Office; Ministry of Economy; Ministry of Education, Ministry of Health, 
Consumption and Welfare; and Own Elaboration.

13 See Macroeconomic Indicators and Reports Statistics of Ministry of Economy and Digital 
Transformation http://serviciosede.mineco.gob.es/Indeco/documentos.aspx
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(iii) gross fixed capital formation in construction, (iv) gross fixed capital formation in 
equipment and (v) the difference between imports and exports.

In Q4 2007, the aforementioned five expenditure items represented 95.3% of the 
Spanish GDP. For our alternative valuation of GDP, we will accept the figures of the 
government final consumption expenditure as correct since we have no means to in-
dependently verify their validity. An eventual in-depth audit of the Spanish National 
Accounts carried out by the EU should delve further into this matter.

In our calculations for the period 2007–2013 we use deflated figures, and we also 
give more weight to the more correlated indicator (proportionale to the correlation 
itself). Table 7 shows those different indicators that historically have presented a high 
correlation with GDP components.

3.3.1. Final consumption of households

The Spanish National Accounts report a decrease of 13.7%. This figure is compared 
with three indicators (in brackets we highlight a decimal number, which is the correl-
ation with the aggregate figures reported in the National Accounts):

 √ Indicator 1 – Domestic sales of large companies (correlation = 0.74). We observe a 
decline of 22.9% in the period, 26.3% when weighted.

 √ Indicator 2 – Availability of consumer manufactures (0.61). We observe a decline of 
31.1% in the period, 29.5% when weighted.

 √ Indicator 3 – Deflated turnover of retail sales (0.58). We observe a decline of 26.5% 
in the period, 23.9% when weighted.

The weighted average of the three indicators above is −26.6%. As the Spanish National 
Accounts report that the final consumption of households amounts to 587.6 billion 
Euros, the figure should be corrected to 499,766 (a difference of 87,834 million Euros 
for 2013).

3.3.2. Gross fixed capital formation in equipment

The Spanish National Accounts report a decline of 24.6%. Here, the Spanish Ministry 
of Economic Affairs recommends two highly correlated indicators:

 √ Indicator 1 – Availability of capital goods (0.82). We observe a decline of 42.7% in 
the period, 46.4% when weighted.

 √ Indicator 2 – Freight vehicle registrations (0.69). We observe a decline of 74% in the 
period, 67.6% when weighted.

The weighted average of the two indicators above is −57%. As the Spanish National 
Accounts report that the gross fixed capital formation in equipment amounts to 60.4 
billion Euros, the figure should be corrected to 34,446 (a difference of 25,954 million 
Euros for 2013).

3.3.3. Gross fixed capital formation in construction

The Spanish National Accounts report a decline of 46.5%. Here, the Spanish Ministry 
of Economic Affairs recommends three highly correlated indicators:
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 √ Indicator 1 – Construction affiliation data (0.81). We observe a decline of 64.6% in 
the period, 81.4% when weighted.

 √ Indicator 2 – Cement consumption (0.61). We observe a decline of 80.8% in the 
period, 76.6% when weighted.

 √ Indicator 3 – New construction permits/new area to build (0.51). We observe a de-
cline of 91.8% in the period, 72.8% when weighted.

The weighted average of the three indicators above is −76.9%. As the Spanish National 
Accounts report that the gross fixed capital formation in construction amounts to 
105,800 million Euros, the figure should be corrected to 45,682 million Euros (a dif-
ference of 60,118 million Euros for 2013).

3.3.4. Net exports of goods and services

Regarding the balance of services, the Spanish National Accounts report similar fig-
ures to those reported by the Bank of Spain. However, we observe a discrepancy be-
tween the trade balance of goods reported by the State Secretary for Trade and the one 
included in the Spanish National Accounts, the former reporting 2,522 million Euros 
less in Spain’s commercial balance.

Based on the demand method, Spain’s GDP should decrease by 176,428 million 
Euros in 2013, which means a reduction of 17.2% in the country’s GDP with respect 
to the official figures.

In summary, using three approaches we obtain a similar conclusion, that is, an over-
estimation of the Spanish GDP between 17% and 18%. Figure 3 contains the Total 
GDP both official and estimated using the three different approaches.

Fig. 3. Official and estimated Spanish GDP for the period 2007–2013 (in millions of current Euros).
Source: National Statistical Office; Ministry of Economy; Ministry of Education, Ministry of 

Health, Consumption and Welfare; and Own Elaboration.
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To our knowledge, this would be a unique case in Europe. We specifically made 
similar calculations for other European countries, including Greece and Italy, using 
some of the same indicators, although in a less extensive way. In none of these coun-
tries was there such a significant overestimation of GDP. For example, between 2008 
and 2011, the behaviour and dynamics of these indicators in Spain and Greece were 
similar, but the Greek GDP fell 16.5% more than the Spanish one

3.4. Final remarks: The black economy and the stability of correlations

Two aspects could cause the unexplained overestimation of the Spanish GDP for the 
period 2009–2013 we have found using three different methodologies. On the one 
hand, the role that the black market could have played in the gaps we have detected. 
Secondly, the stability of the correlations between GDP and a series of indicators we 
have used from the demand side approach.

According to Schneider (2015), the size of the shadow economy in Spain fell from 
22.2% of GDP in 2007 to 19.2% in 2012 and 18.2% in 2015. However, in Medina 
and Schneider (2017) the size of the shadow economy in Spain increased from 
22.7% of GDP in 2007 to 24.1% in 2012, decreasing afterwards to 22.1% in 2015. 
But these discrepancies are irrelevant because by its very nature the black economy 
is outside the official calculation of GDP, we believe that its evolution does not affect 
the results of our analysis at all. It should also be considered that given the indica-
tors from which we approach GDP calculation are generally surveys, the incentive 
to declare figures lower than the real ones is lower than in the data sources used for 
GDP. Therefore, if there were an effect, it would be to accentuate the discrepancy we 
have found even more.

In our correlation analysis, from the demand side, we do not implicitly assume 
that a high correlation between two variables implies that both variables should be 
falling by the same percentage during the economic downturn between 2007 and 
2013. In statistics, we have measures such as the semicorrelation, the semistandard 
deviation and/or the semicovariance that allow us to calculate them for the cases 
of negative variations in the different economic indicators. The historical database 
available for the analysis from the demand side using those times series of indica-
tors that historically have presented a high correlation with GDP refers to a phase 
of vigorous economic growth before the bust of the housing bubble that drove 
Spain to a balance-sheet recession. We lack historical time series data for these 
indicators referred to other crises in Spain, such as the one during 1975–1985 or 
during 1992–1993. There is, therefore, insufficient data to calculate measures such 
as semicorrelation, semistandard deviation and/or semicovariance. However, impli-
citly, there are two procedures to justify the stability of correlations is not the reason 
for those big discrepancies.

First, although we have applied the correlation analysis only for the calculation of 
GDP from the demand side, the estimates from the supply and income approaches 
produce similar results. Second, we have calculated the accuracy of the adjustment for 
the period 2013–2016, which is a recovery phase. In this case, as you can see in Table 
8, we observe that economic growth has probably been a little more intense than that 
reflected by the National Accounts, between 1.1 and 2.0 points higher than reported, 
depending on the perspective from which it is evaluated. But this discrepancy, in fact, 
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is really of a negligible magnitude compared to the overestimation of GDP that the 
National Accounts collected for the period 2007–2013.

4. Estimating the impact of Spanish GDP overestimation on Sovereign 
Bond Risk Premia

Amid the Great Recession, in the years 2008–2009, all global risk markets, clearly 
overvalued, collapsed (Keen 2012a, 2012b; Laborda and Laborda, 2014a; Laborda 
et al. 2014b). In this phase of global risk aversion, see Figure 4, the risk premiums of 
Spain’s debt begin to pick up.
Between December 2007 and August 2012, the risk premium on Spanish sovereign 
debt, defined as the spread between the 10-year interest rates of the Spanish central 
government bond and the German one, increased by 540 basis points, that is, 5.40%, 
going from a differential of 0.12% in December 2007 to 5.52% in August 2012. Only 
when the financial markets perceived that the European Central Bank would act de-
cisively to save the Euro, after the speech from the president of the European Central 
Bank, Mario Draghi, at the Global Investment Conference in London, on July 26, 
2012, Within our mandate, the ECB is ready to do whatever it takes to preserve the euro. 
And believe me, it will be enough, did the risk premium on Spain’s debt begin to decrease.

In addition to the decisive action of the ECB to reduce risk premiums in Spain and 
Italy, there was another very important factor from the perspective of economic policy. 
From the middle of 2013, Spain’s fiscal policy ceased to be restrictive. The data of the 
European Commission show that for Spain in the period 2010–2013 fiscal policy was 
tremendously contractive. The structural deficit was cut from levels above 7% of GDP 
to figures close to 2% in the context of deleveraging of the private sector, which accel-
erated a deeper economic recession. But from mid-2013, with the consent of Brussels, 
austerity was relaxed and economic recovery began in Spain.

Therefore, it is in the context of a strong increase in risk aversion between 2008 and 
mid-2012, and in the face of the growing difficulties of refinancing Spanish private 
and public debt, when the overestimation of the Spanish National Accounts for the 
period 2008–2013 took place. The question is whether such overestimation prevented 
the risk premium from being higher. So this section investigates the macroeconomic 
determinants of Spanish sovereign bond risk premium, for the period 2002–2018, 
using quarterly data, and, specifically, if the independent variable Total Debt/GDP is 
statistically significant.

Table 8. The gap of Spanish (GDP estimated-GDP reported) for the period 2013–2016

Period Supply method 
activity 
indicators

Income method 
remunerations paid

Demand  
method  
expenditures

2013–2016 (in millions of 
Euros)

17,201 29,490 23,246

2013–2016 (% of GDP at 
the end of 2016)

1.18% 2.02% 1.60%

Source: National Statistical Office; Ministry of Economy; Ministry of Education, Ministry of Health, 
Consumption and Welfare; and Own Elaboration.
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In García and Werner (2016), the authors evaluate many potential determinants and 
select what factors have explanatory power for a risk premium. They find that macro-
economic factors, economic activity and sentiment indicators, are relevant in explaining 
the variability of risk premium before the crisis, and during the Great Recession in 
different European countries. For Spain, the selected factors include production per-
ception (EC Business surveys); retail sales; building permits and unemployment rate. 
García and Werner (2015) display the full list of macroeconomic factors detailing their 
transformation to achieve stationarity. We will include some of these variables in our 
analysis. Table 9 introduces the definition of the explanatory variables used in the ana-
lysis, as well as the source of the data.

We use as independent variables, a Spanish synthetic consumption indicator, as 
a proxy of economic activity sentiment; and the price expectations over the next 
three months in the building sector in order to capture the boom and bust of the 
Spanish housing bobble. It is expected that higher economic activity affects nega-
tively the Spanish risk premium, decreasing it; while the process of formation of 
the housing bubble makes the Spanish economy vulnerable, so that the increase in 
price expectations affects, albeit with a certain delay, positively to the risk premium, 
increasing it. We introduce a control dummy variable related to monetary policy 
that captures, both the speech from the president of the European Central Bank, 
Mario Draghi, at the Global Investment Conference in London, July 2012, and 
the asset purchase programs introduced in early 2015 by the ECB. This dummy 
variable should help to reduce the risk premium. Our final independent variable is 

Fig. 4. Evolution of risk premiums of the sovereign debt of Spain (2008–2014).
Source: Bloomberg and Own Elaboration.
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the Spanish total debt over GDP, which captures the progression of risk appetite 
and the debt accumulation process. It is expected that when total debt over GDP 
increases, the risk premium will increase.

The estimation method, according to the corresponding tests in order to correct 
by autocorrelation and heterocedasticity, assumes a generalized autoregressive condi-
tional heteroskedasticity model (GARCH) (1,1) for the variance of the residuals. So 
the technique used is maximum likelihood. The equation on the determinants of the 
Spanish bond risk premium (SBRP) is formulated as follows, where ut refers to the 
residuals (RESID):

Table 9. The explanatory variables of the Spanish Bond Risk Premia

Variable Definition Source of data Disposable  
period

CPE3MA: 
Construction 
Price 
Expectations 
Three Months 
Ahead

It refers to construction price 
expectations over the next 
three months.   

It is a balance seasonally 
adjusted variable. So the 
variation of this variable 
should be calculated as 
the difference the between 
current value and one quarter 
or one year-ago value.

European 
Commission 
https://ec.europa.
eu/ info/index_en 

2002–2018

SCI: Synthetic 
Consumption 
Indicator

It refers to the Spanish synthetic 
consumption indicator index

Ministry of 
Economic 
and Business. 
Government 
of Spain http:// 
serviciosede.
mineco. gob.
es/Indeco/ 
inicioSIE.aspx 

2002–2018

ECBDUMMY: ECB 
Dummy Variable

It is a dummy variable related 
to monetary policy that 
captures, both the speech 
from the president of the 
European Central Bank, 
Mario Draghi in July 2012, 
and the asset purchase 
programs introduced in early 
2015 by the ECB.

Own elaborated 
and Bank of 
Spain https://
www.bde.es/ 
bde/es/

2002–2018

Total Debt/GDP The ratio of the total debt of 
the Spanish economy over 
Spanish nominal GDP

Financial Accounts 
of the Spanish 
Economy of 
Bank of Spain. 
https://www. bde.
es/webbde/en/ 
estadis/ccff/ccff.
html 

2002–2018
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SBRPt − SBRPt−1 = β0 + β1(Annual Variation CPE3MA)t + β2Ln(SCI)t−1

+β3ECBDUMMYt−1 + β3(Total Debt/GDP)t−1 + ut, ut = vtσt,σ2
t = α0 + α1u2t−1 + α2σ

2
t−1

 (1)
The results of the estimation on equation (1) appear in Table 10.

As expected, the Spanish synthetic consumption indicator, a proxy of economic 
activity, has a negative and significant effect on the variation of Spanish bond risk pre-
mium. In a phase of economic growth, the Spanish bond risk premium decreases. The 
dummy variable related to monetary policy has a negative and significant effect, that 
is, a monetary policy of preemptive stabilisation (Draghi speech) and the ECB quan-
titative easing reduces the Spanish bond risk premium. The annual changes in price 
expectations three months ahead in the building sector has a positive and significant 
effect on the variation of Spanish bond risk premium. The process of formation of the 
housing bubble makes the Spanish economy vulnerable so that the increase in hosing 
price expectations increases the risk premium. Finally, the progression of risk appetite 
and the debt accumulation process, measured by the Spanish total debt over GDP, has 
a positive and significant effect. The higher Total Debt over GDP, the higher Spanish 
bond risk premium.

This result allows us to evaluate indirectly the impact of the overestimation of GDP, 
calculated in the previous section, on the Spanish bond risk premium. From the es-
timation of equation (1) we can conclude the overestimation of GDP has allowed for 
significant savings in interest payments through a lower risk premium. Specifically, 
this overestimation of the Spanish GDP has meant an annual reduction of the Spanish 
bond risk premium in 70 basis points or 0.70%, which means roughly annual of sav-
ings around 3,000 millions Euros. But there is one qualitative effect possibly much 
more important: it prevents a default from being activated.

These results, on the other hand, can be related to the debate on measuring the 
output gap in Europe and the cyclically adjusted budget (Costantini, 2017). If eco-
nomic growth were much lower than the estimated potential, the output gap would 
be negative and the cyclically adjusted public deficit would increase. If that were to 

Table 10. Estimation of the variation of Spanish bond risk premium

Dependent Variable: SBRPt-SBRPt-1

Method: ML ARCH—Normal distribution (BFGS / Marquardt steps)

Sample: Q1 2002-Q4 2018
Explanatory variables Coefficient Std. error t-ratio
Constant 0.047856 0.000249 192.115***
(Annual variation CP3MA)t 1.00E-05 5.51E-06 1.818124*
Ln(SCI)t-1 −0.011659 6.68E-05 −174.4795***
ECBDummyt-1 −0.003963 0.001059 −3.741843***
(Total debt/GDP)t-1 0.002172 0.000175 12.40412***
Variance equation
C −9.23E-10 1.94E-08 −0.047436
RESID (−1)2 0.611273 0.186469 3.278152***
GARCH (−1) 0.64428 0.046751 13.78123***

Note: (***) significant coefficient at 1%; (**) significant coefficient at 5%; (*) significant coefficient at 10%.
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happen, economic prescriptions based on the formulation of statistical estimates, 
output gaps, and political interpretations supported by questionable theoretical ap-
proaches are put into practice. Specifically, a growing cyclically adjusted deficit is 
interpreted as the need to carry out structural reforms that may also lead to wage de-
valuations and budget cuts, deepening recession. In this scenario, risk premiums in-
crease. If the real GDP is notably overestimated, as we have detected in the Spanish 
case, the output gap would be underestimated so that the cyclically adjusted public 
deficit would be less, and so does the pressure of budget cuts, decreasing the risk 
premiums.

5. Some brief lessons for economic policy: The role of private debt and 
Hyman Minsky financial instability hypothesis

The overestimation of the Spanish public accounts, which has benefited the Treasury, 
was unknown to investors. This shows that markets are not efficient, and that informa-
tion is incomplete. It is the umpteenth example that implies some of the hypotheses 
underlying Neoclassical Theory are not fulfilled: the efficient markets hypothesis; the 
investors’ rational expectations hypothesis; the complete markets hypothesis. So it is 
necessary to go beyond the theory of adverse selection or moral hazard. To understand 
what has happened from a macroeconomic point of view, we must look for another 
theoretical framework, namely the role of private debt under Hyman Minsky’s hypoth-
esis of financial instability.

The overestimation of Spanish public accounts took place in a context of the in-
ability of Spanish academic orthodoxy, and economic and monetary authorities to 
understand the role of private debt in the economy. As a consequence, they did not 
foresee the magnitude of the economic contraction during the Great Recession. 
Although this did not only happen in Spain, but also see, for example, the optimism 
about the state of the macro in Blanchard (2009), the perception at the beginning of 
the Great Recession that Spanish banks were on the margins of the financial crisis, 
which proved excessively optimistic, subsequently sharpened the real negative effects 
on employment and output beyond the perspectives existing in 2009 (Bentolila et al., 
2017). Therefore, at the centre of both the Great Recession and the overestimation 
of Spain’s national public accounts is the role of debt, which is by no means neutral 
(Keen, 2012a, 2012b). Instead of necessarily producing equilibrium between aggre-
gate demand and aggregate supply, aggregate demand will exceed aggregate supply if 
debt grows, and fall below aggregate supply if debt falls. The nominal volume of money 
is important, and banking and debt dynamics must be included in macroeconomic 
models, rather than ignoring them as neoclassical economic theory usually does. They 
must also be taken into account when implementing fiscal policies.

This process of debt accumulation within the financialisation of the global economy 
(Palley, 2007; Stockhammer 2010; Fumagalli and Lucarelli, 2011; Toporowsky, 
2013; Mazzucato and Wray 2015) presents two clearly defined time phases. In the 
first, the emptying of the economy, low wages, and the increase in underemploy-
ment were compensated by basically more private sector credit and debt, which 
became the solution to stimulate demand and the rate of return on capital. While it 
lasted, corporate profits multiplied, and wages were depressed. Once the collateral 
that fuelled that debt exploded, we entered into a private balance sheet recession. 
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Fumagalli and Lucarelli (2011) point out that financialization is not limited to chan-
ging the behaviour of consumer-savers; investments have changed as well. Let’s take 
a look at the 1990s where new industrial technology favoured over-financed leverage. 
These excesses caused the stock market to fall in 2000–2002, but they did not really 
stop economic growth and were not interpreted as evidence of financial fragility. The 
financial bubble was simply delayed, contained mainly by the Fed’s low-interest rate 
monetary policy.

In the second phase, during the Great Recession, private sector actors—banks and 
creditors—were subsidized, financed and rescued through an expansion of sovereign 
debt, while fiscal austerity and wage devaluation were promoted in order to improve 
competitiveness. However, an alternative was not taken.Toporowsky (2013) points out 
the practical and political irrelevance of exchange rates in an economically and finan-
cially integrated Europe. An independent monetary policy completely loses its attract-
iveness under modern banking balances, being necessaries other policy instruments to 
reverse the debt deflation affected Europe. In the absence of monetary solutions to the 
crisis, it is important that primary fiscal deficits and public investment are maintained, 
and even increased until nominal GDP starts to grow faster than public debt. At the 
same time, it is vital to maintain liquidity in the money markets to avoid debt deflation. 
In this senses, Toporowsky (2013) proposes issuing government bonds maturing at the 
same time as European Central Bank refinancing operations.

During this process, two economic policy mistakes had a very negative effect on the 
Spanish economy, producing an undesirable collateral effect which was the overesti-
mation of public accounts. First, the European Central Bank in 2002 implemented an 
excessively expansive monetary policy, with the ultimate aim of stimulating Germany’s 
economy so that it would not have to expand its growth via fiscal policy (Koo, 2012b). 
This accelerated and inflated the housing bubble in Spain to unprecedented levels 
(Piketty and Goldhammer, 2014). There would have been no need for such an expan-
sionary monetary policy by the ECB if Germany had used fiscal policy to stimulate its 
domestic demand. The problem stems from the establishment of ad-hoc fiscal deficit 
and sovereign debt stock limits in the Maastricht Treaty, which implies unreasonable 
monetary policy requirements for the ECB during this type of recession.

Second, the Great Recession revealed an inefficient institutional design of the Euro 
which did not anticipate that guaranteed bank liabilities would eventually be converted 
into government debt in crisis situations. What started as a private debt problem ended 
up contaminating public debt.

In short, during the Great Recession, what was optimal and efficient, economically 
and socially, was not done (Varoufakis et al., 2013). As a necessary, but not sufficient 
condition, in a private debt crisis, the size of the banking system must be reduced in 
line with the real economy at the expense of management, owners and creditors; at the 
same time, part of the debt must be restructured (Leigh et al. 2012; Bunn and Rostom 
2014; Mian and Sufi 2014; Dobbs et al. 2015). But further reforms of the financial 
system are needed. The major international financial centres must be placed under 
public supervision. However, this is not enough. It is also necessary to promote the 
full separation of commercial and investment banking through the global restoration 
of the Glass-Steagall Act. There is also a need to control ex-ante the growth of credit 
(Keen, 2012a, 2012b), rather than punishing debtors ex-post, which is a consequence 
of the endogenous nature of money. The systemic banks, taking advantage of the moral 
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hazard they are ‘too big to fail’, are being subsidized by taxpayers in different countries. 
This must stop. There is a need to consider imposing limits on the concentration of 
deposits, loans or other bank indicators, ultimately, limiting the size of banks.

But the current lack of private productive investment will only be corrected when 
the state implements massive investment projects focused on energy, transport, edu-
cation, research and development in water treatment infrastructures (Varoufakis et al. 
2013), which will later serve as a drag on the private sector. In an environment of ex-
orbitant debt like the current one, you cannot avoid using the central banks’ balance 
sheet to implement fiscal policy, via seigniorage, applying modern monetary theory and 
its guaranteed work program (Wray 2012; Mitchell et al. 2016; Wray et al. 2018).

5.1. The seminal works of Hyman Minsky

The theoretical basis of this approach is found in Hyman Minsky. In the late 1980s, 
and throughout the first half of the 1990s, Hyman Minsky’s main research project fo-
cused on redirecting funding towards investment in productive capital. This includes 
both public and private productive capital, as well as human capital; in short, every-
thing that has to do with productive capacity.

Minsky argued that in order to reform the system, it must be understood. It started 
with a simple idea: capitalism is a financial system. This is a view diametrically op-
posed to the neoclassical theory that denies in all its forms that the financial system 
plays a relevant role. Neoclassical theory is unable to determine the role of money in 
its model.

However, the financial structure of the economy is important. In particular, the fi-
nancial structure of the global economy has become much more fragile over the last 
half-century. And this fragility often ends in economic stagnation or even deep depres-
sion. And obviously, a stagnant capitalist economy will not promote the development 
of capital. However, this can be corrected and improved by an appropriate reform of 
the financial system as a whole.

According to Minsky, banks are not mere intermediaries. On the contrary, banks 
‘create money’. The banking business consists of ‘accepting’ the responsibilities of bor-
rowers and making payments on their behalf by crediting the accounts of the benefi-
ciaries of the expenditure. This is a ‘liquidity-creating’ business, but where the ultimate 
provider of such liquidity is the government through the central bank. The rest of li-
quidity creation is mere ‘leverage’ of money issued by the central bank.

The problem is that the business of creating liquidity is highly pro-cyclical: it ex-
pands during the economic boom and evaporates during a crash phase. Financial 
crises begin with a race for liquidity, but where what was once considered liquid is 
no longer liquid. During this phase, spending and investment are reduced, which re-
duces revenues and debt service capacity. Suddenly, the liquidity crisis turns into an 
insolvency crisis, a much more difficult problem to solve. This is the core of Minsky’s 
hypothesis of financial instability.

Minsky argued that the reduction in bank concentration—exactly the opposite of 
what is being done—coupled with the need to force banks to retain the risk, will re-
direct them back to traditional banking. The government must play a fundamental role 
in new regulation and the supervision of financial institutions. Banks should be super-
vised by trained and committed professionals from regulatory agencies. Minsky also 
said the government must play a vital role in the direct provision of financial services: 
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from payment systems, through direct loans or guarantees in joint public-private ac-
tions, to financing R&D and other parts of the innovation process.

6. Conclusions

The nominal volume of money is important so that banking and private debt dynamics 
should be included in macroeconomic models, rather than ignoring them as neoclas-
sical economic theory usually does. Private debt fed by a financial and/or real estate 
bubble matters. Central Banks should be preventive, including asset inflation as one 
of its objectives. This would limit subsequent private balance sheet recessions. This is 
especially true when after the bursting of a financial or real estate bubble, the banking 
system, which created the debt, is rescued at the expense of the taxpayers. In this case, 
private debt is transformed into public debt, deepening a balance sheet recession at a 
time when the economic authorities, mistakenly, implemented fiscal austerity.

European and Spanish policymakers, deeply neoclassical, committed two economic 
policy mistakes, which had very negative consequences on the Spanish economy. The 
first economic policy mistake was that the European Central Bank in 2002 imple-
mented an excessively expansive monetary policy in order to stimulate Germany’s 
economy so that it would not have to expand its growth via fiscal policy (Koo 2012b). 
This accelerated and inflated the housing bubble in Spain to unprecedented levels, 
and it became one of the biggest real estate bubbles in history. That was the seed for 
the Great Recession in Spain. It is deeply discouraging to observe that from the start 
of the Euro zone crisis there were more efficient and equitable solutions to the debt 
problem, but they were ignored. There was an alternative path, debt write-off with far 
less austerity. However, this choice was not taken.

In this sense, the second economic policy mistake emerged from an inadequate in-
stitutional design of the Euro that eventually allowed guaranteed bank liabilities to be 
converted into government debt in a balance-sheet recession. Therefore, what started 
as a private debt problem ended up contaminating the public sector debt. That deep-
ened the Great Recession in Spain at a time when the European economic authorities 
were implementing fiscal austerity. As a result, a recessive process was being fed back 
through the increase in sovereign and banking risk premiums and the implementation 
of a restrictive fiscal policy that intensified the recession. However, there was one fact 
that limited these negative effects. We are referring to the overestimation of Spanish 
GDP in the public accounts for the period 2007–2013, which delayed the Minsky mo-
ment of the Spanish economy.

We quantify the unexplained overestimation of the Spanish GDP for the period 
2007–2013 using three different methodologies. Each one corresponds to the alter-
native approaches used to estimate GDP. The first approach refers to the estimation 
from the supply side; the second has to do with the income side; and the last one was 
done from the demand side. All three approaches lead us to a similar conclusion—an 
overestimation of the Spanish GDP by 17% to 18%.

Therefore, it is in the context of a strong increase in risk aversion between 2008 and 
mid-2012, and in the face of the growing difficulties of refinancing Spanish private and 
public debt, when the overestimation of the Spanish GDP aggregates for the period 
2007–2013 took place. So, we analyze the macroeconomic determinants of Spanish 
sovereign bond risk premium, for the period 2002–2018, using quarterly data, and, 
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specifically, if the independent variable Total Debt/GDP is statistically significant. We 
conclude the overestimation of GDP has meant an annual reduction of the Spanish 
bond risk premium in 70 basis points or 0.70%, which means roughly annual savings 
of around 3,000 million Euros. But besides it has probably avoided a default from 
being activated.

However, this overestimation of Spanish GDP has negative implications too. Spanish 
ratio of debt to GDP would be higher, just like its public deficit. That means that 
without monetary sovereignty any increase in risk aversion would seriously complicate 
its financing. Spain could enter into a vicious cycle of debt crisis/banking crisis, with 
further impoverishment of Spanish citizens. This overestimation also means that our 
tax burden would be one of the highest in Europe. Thus, Spain’s economy is extremely 
vulnerable.

Some lessons in terms of economic policy should have been learned from the 
detailed analyses in this paper. There was an alternative path, debt write-off with 
far less austerity. However, debt has been used as an excuse to tighten the neo-
liberal economic order. Today, more than ever, deep reforms of the financial system 
are needed. The major international financial centres must be placed under public 
supervision. It is also necessary to promote the full separation of commercial and 
investment banking through the global restoration of the Glass-Steagall Act. If we 
have leverage cycles, after debt write-off the answer lies in controlling credit ex-ante 
rather than punishing debtors ex-post. Finally, the monetary and economic author-
ities should dispense with the moral hazard ‘too big to fail’, which has been used 
to subsidize systemic banks. They should establish limits on the concentration of 
deposits, loans or other bank indicators. In other words, establish limits on the size 
of banks.
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