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Spanish construction sector growing
strongly, but challenges remain
Despite higher interest rates and prices of building materials, the Spanish
construction sector started the year well, growing by 2.5% quarter-on-
quarter between January and March. The biggest challenge for the
sector is falling productivity. On the other hand, stricter building energy
efficiency regulations will drive the renovation market

Despite a strong start to the year, we expect growth in Spain's construction sector to moderate in the
second quarter of 2023

Spanish construction sector starts the year strongly
According to the latest data released by Spain's statistics service INE in late April, the country's
construction sector expanded by 2.5% in the first quarter of the year, compared to the fourth
quarter of 2022. This growth rate was significantly higher than the 0.6% quarter-on-quarter
growth rate recorded for the wider Spanish economy, which was also robust. According to the
breakdown based on the spending component of GDP, investment in housing increased by
1.3% quarter-on-quarter, while investment in other buildings and structures rose by 1.6%QoQ.
In addition, net exports of construction-related products and services may also have
contributed to the strong performance.

Despite the economic uncertainties, business confidence in the sector remains positive, as
shown in the chart below. This optimism is due to several factors, including well-filled order
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books, easing price pressures, improvements in global supply chains and a stable property
market. Although the property market is cooling significantly, there is no indication that the
country is heading towards a housing market crash. Given the close correlation between the
prices of existing homes and new construction, a soft landing in the property market will also
support the construction sector. Sharp falls in the prices of existing homes would put pressure
on house builders to lower the prices of new homes, which would curb the new-build market.

Construction company confidence still positive

Source: Eurostat

Despite this strong performance in the first quarter, the construction sector has still not fully
recovered from the impact of the Covid-19 pandemic, as illustrated in the chart below. Activity
in the Spanish construction sector is still 9.2% below the level of the last quarter of 2019. This
contrasts with the rest of the Spanish economy, which is almost back to its pre-Covid level: in
the first quarter of 2023, economic activity was only 0.2% lower than in the fourth quarter of
2019.

The Spanish construction sector has been severely affected in recent years by a series of
global events; the Covid pandemic, the war in Ukraine and the significant rise in interest rates.
Moreover, sharp increases in the prices of construction materials and energy have led to many
projects being postponed or cancelled.
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Gross value added of the entire Spanish economy and the
construction sector, Q4 2019 = 100

Source: INE

The pace of input price increases in construction will gradually
slow
Since January 2021, the Spanish construction cost index has risen sharply, primarily driven by
the strong global demand recovery and the conflict in Ukraine. The index showed that
construction prices were on average 17.7% higher in the second quarter of 2022 compared to
the same period the previous year. The index, which is based on a quarterly survey of
construction companies, covers the costs of materials, labour, and other inputs that go into
building new residential properties.

Spain's construction cost index peaked in the second quarter
of 2022, but has since cooled

Source: Eurostat

After peaking in the summer of 2022, the prices of various construction materials, including
wood and metals, have steadily declined. This can be attributed to improved global supply
chains and reduced demand. Although the reopening of the Chinese economy early this year
led to an increase in prices for materials such as copper and steel, they remain below their
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peak levels of the summer. On the other hand, the prices of energy-intensive building
materials, such as concrete, cement and bricks, have continued to rise, despite falling energy
prices – although we note that the pace of price increases has slowed down recently.

We expect price pressures for construction materials to ease on the back of a weakening
global economy. With the US economy falling into recession, the European economy slowing
significantly and China's manufacturing and construction sectors failing to pick up, it seems
unlikely that global commodity prices will rise again later this year. Prices of energy-intensive
building materials are also expected to start falling slightly soon due to lower energy prices.
Although gas prices may rise during the injection season, they are unlikely to rise sharply for
the rest of the year. The outlook for the energy market is more positive than last year, thanks
to well-stocked European gas supplies, which would allow producers of these energy-intensive
building materials to gradually lower their prices.

Building permits rose strongly in 2022 despite rising interest
rates
Despite challenges due to higher interest rates and building material prices, the number of
licensed square metres increased by 43.4% in 2022 compared to 2021, according to Eurostat
data. Building permits rose strongly in both residential (+44.2%) and non-residential building
sectors (+41.7%). The growth in the number of licensed square metres for residential
construction was mainly due to strong growth for single-family homes in the first half of the
year.

The non-residential sector also recorded a strong increase in the permits issued, particularly in
the office building segment. The number of licensed square metres for office buildings almost
tripled in 2022 compared to the previous year. The Spanish office market was hit hard by the
pandemic with many companies implementing remote work policies and reducing their office
space requirements. However, there are some indications that the Spanish property market is
picking up again.
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Year-on-year growth in building permits in 2022, in m2 of
useful floor area

Source: Eurostat

The number of residential building permits is likely to fall in 2023. In the residential
construction market, strong growth was seen in the first half of 2022 but has been declining
since last summer due to rising interest rates and the increased cost of building materials. As
the property market cools, sales of new buildings will also decline, so the number of residential
building permits is likely to fall further in 2023. In addition, growth in non-residential building
permits is also likely to slow down this year due to a weakening economy.

Productivity falls much more sharply than euro area average
since 2015
The construction sector traditionally suffers from lower productivity than other sectors, such
as manufacturing. One reason is that the sector consists of many small and medium-sized
enterprises, making it more difficult to unify construction processes. Smaller companies are
less inclined to invest in large digitisation and automation projects because of significant start-
up costs, which hampers productivity growth.

Remarkably, since 2015, productivity in Spain has fallen much more than in other countries.
Eurostat figures show that Spanish labour productivity has fallen by 18% since 2015,
compared with an average decline of only 5% in the eurozone. In Italy, it has actually
increased thanks to a number of regulatory reforms that have led to more competition and
less bureaucracy. There are several reasons for the downward trend. In recent years and
especially during the pandemic, Spanish activity in the construction sector fell more sharply
than in other countries. Since the workforce tends to fall more slowly than activity, this leads
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to falling labour productivity. Another possible explanation is that the number of non-
registered workers in the sector has decreased in recent years, which also reduces the
productivity of the legally registered workforce.

Real labour productivity in construction, 2015 = 100

Source: Eurostat

Stricter energy regulations will give renovation market a solid
boost
In the coming years, the Spanish construction and real estate sector will be significantly
affected by stricter regulations on the energy efficiency of buildings. The European Union aims
for climate neutrality by 2050, and since buildings account for 40% of energy consumption
and 36% of greenhouse gas emissions in the EU, they are a major focus of these regulations.
However, the current European renovation rate is insufficient to meet the targets; estimates
suggest an annual renovation rate of only 1%. To increase the renovation rate, the European
Parliament adopted in March an ambitious revision of the 2010 Energy Performance of
Buildings Directive, on which the European Council must now decide.

If adopted, the proposal would replace the current energy performance certification system
with a more holistic assessment of the environmental performance of buildings. The proposal
focuses on ambitious targets for the renovation of existing buildings, including the setting of
minimum energy performance thresholds that all buildings must meet within a certain
timeframe. However, the proposal goes beyond improving the energy efficiency of buildings.
The proposal also envisages the creation of a certification for the environmental performance
of buildings throughout their life cycle, taking into account emissions generated during the
production of construction and insulation materials, the construction itself, and the renovation
and operation of buildings.

In the coming years, developers will be required to meet higher standards of sustainability and
energy efficiency throughout the entire life cycle of a building, which will lead to a shift in
mindset, as the long-term ecological impact must be taken into account at every stage of a
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project. Stricter regulations may also drive up the cost of new construction projects due to the
more selective choices of building materials. On the other hand, the regulations are expected
to boost the renovation market in Spain, as they will trigger a renovation wave, creating a
greater demand for energy-efficient renovations. Overall, the stricter regulations are expected
to support the Spanish construction sector in the near future.

Spanish construction sector likely to lose momentum later this
year
The Spanish construction sector started the year on a positive note with a 2.5% increase in
gross value added in the first quarter. Despite this strong performance, we expect growth to
moderate in the second quarter, followed by a possible contraction later in the year, due to
slowing economic growth and rising interest rates dampening demand for investment in
construction projects. This trend is particularly evident in the housing sector, where a decline in
building permits was already recorded in the second half of 2022 and is likely to continue.

Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for
information purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms
part of ING Group (being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the
publication is not an investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to
purchase or sell any financial instrument. Reasonable care has been taken to ensure that this publication is not untrue or
misleading when published, but ING does not represent that it is accurate or complete. ING does not accept any liability for
any direct, indirect or consequential loss arising from any use of this publication. Unless otherwise stated, any views, forecasts,
or estimates are solely those of the author(s), as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any
person for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the
Dutch Central Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority
for the Financial Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In
the United Kingdom this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V.,
London Branch is authorised by the Prudential Regulation Authority and is subject to regulation by the Financial Conduct
Authority and limited regulation by the Prudential Regulation Authority. ING Bank N.V., London branch is registered in England
(Registration number BR000341) at 8-10 Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this
report or effect transactions in any security discussed herein should contact ING Financial Markets LLC, which is a member of
the NYSE, FINRA and SIPC and part of ING, and which has accepted responsibility for the distribution of this report in the United
States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.

https://www.ing.com

