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Research Update:

Spain Downgraded To 'AA' On Protracted
Economic Adjustment And Risks To Budgetary
Position; Outlook Negative

Overview

e In our opinion, Spainis likely to have an extended period of subdued
economi ¢ growt h, which weakens its budgetary position

e« W are lowering our long-termrating on the Kingdomof Spain to 'AA" from
" AAH .

» The negative outlook reflects the possibility of a downgrade if Spain's
budgetary position underperforms to a greater extent than we currently
antici pate.

Rating Action

On April 28, 2010, Standard & Poor's Ratings Services lowered its long-term
sovereign credit rating on the Kingdomof Spain to 'AA'. At the sane tinme, the
"A-1+' short-termsovereign credit rating was affirned. The outl ook is
negative. Standard & Poor's transfer and convertibility assessnment is
unchanged at ' AAA' .

Rationale

The downgrade primarily reflects Standard & Poor's downward revision of its
medi umt er m macr oeconomi ¢ projections. W now believe that the Spanish
econony's shift away fromcredit-fuelled econonmic growh is likely to result
in a nore protracted period of sluggish activity than we previously assuned.
W& now project that real GDP growth will average 0.7% annually in 2010-2016,
versus our previous expectations of above 1% annually over this period.

We have al so revised our views on the GDP deflator, so that we now expect

nom nal GDP to regain the 2008 | evel by 2015; previously, we had assuned that
nomi nal GDP woul d exceed the 2008 level in 2013. In addition, and while not
factored into our base case, we have taken into account the possibility that
Spani sh public and private sector borrowi ng costs could remain elevated in
2010- 2011 and further slow Spain's recovery fromthe current recession. Qur
conclusion is that chall engi ng nmedi umterm econom ¢ conditions will further
pressure Spain's public finances, and additional neasures are likely to be
needed to underpin the governnent's fiscal consolidation strategy and pl anned
program of structural refornmns.

We consider the nain factors danpening Spain's nediumtermgrowth prospects to
be:
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* Private sector indebtedness at 178% of GDP, which in our estimation is
hi gher than that of many of Spain's peers;

* An inflexible | abor narket (we expect unenploynent to reach 21%in 2010),
which we believe is likely to slow the recovery of external price
conpetitiveness;

 Afairly |l ow export capacity--currently, Spain's exports are close to 25%
of CGDP--coupled with eroded conpetitiveness due to past high increases in
unit | abor costs conpared with those of its peers;

« The financial system s asset quality, which in our opinion is under
pressure as reflected in the recent revision of our Banking Industry
Country Ri sk Assessnent (BICRA) for Spain to group 3 fromgroup 2.

Al t hough the degree of possible additional official support for Spanish
banks is uncertain, we currently anticipate a curmul ative fiscal cost of
at least 5% of GDP. This cost relates to the |ikely financing needs of

t he Fondo de Reestructuraci 6n Ordenada Bancaria (FROB; €34 billion) and
t he Fondo de Adqui sici 6n de Activos Financieros (€19 billion), which we
i ncorporate into our neasure of the general government debt burden; and

* An unwi nding of the government's fiscal stinulus as part of its current
strategy to reduce the general government deficit to 3% of GDP by 2013.

We continue to believe that the 2010 fiscal deficit will be broadly in |ine
with the government's target of 9.8% of GDP. However, over the nediumtermwe
antici pate weaker revenue performance and hi gher spending pressures than what
t he governnent envi sages, mainly due to our view of nore subdued econonic
growth conpared with the governnent's current estimates. As a result, Standard
& Poor's projects that the general government deficit is likely to stil

exceed 5% of GDP by 2013, significantly higher than the governnent's officia
target of 3% Consequently, we estimate that gross government debt is likely
to rise above 85% of GDP in 2013 and continue to trend higher until the mddle
of the decade. Increases in Spain's borrowi ng costs, beyond what we factor
into our base case, could, in our opinion, also reduce the governnent's
ability to nmeet its fiscal targets this year and next.

Qur general government debt projections assunme that banks will not draw nore

than the €27 billion in funds avail able and not yet used via the governnent's
FROB vehi cl e between now and 2013. However, under our current weaker baseline
growm h scenario, we believe there is a possibility that the banking systens

capital needs could exceed this figure.

Outlook

The negative outl ook reflects the possibility of a downgrade if Spain's fisca
position underperforns to a greater extent than we currently anticipate.
Conversely, we could revise the outlook to stable if the government neets or
exceeds its fiscal objectives in 2010 and 2011 and Spain's econonic growth
prospects prove to be nore buoyant than we currently envi sage.

Spani sh Gover nnent Econoni ¢ Scenarios And Standard & Poor's Updated Baseline
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Scenari o

Aver age 2010-2013

Spai n SGP S&P Basel i ne
Real GDP growth (% yoy) 1.9 0.6
Nom nal GDP growth (% yoy) 3.4 1.4
GG deficit (% of GDP) 6.4 8.1
Gross GG debt (% of GDP, end-2013) 74.1 87.5

SGP--Stability and Gowh Program GG -General government. yoy--Year on year.

Related Criteria And Research

 Spain BICRA Revised To Goup 3 From G oup 2 On Greater Wight O Econonic
Ri sk; Tel econf. Tuesday March 16, 10:30am CET, March 15, 2010

e Criteria For Determining Transfer And Convertibility Assessnents, My 18,
2009

» Sovereign Credit Ratings: A Prinmer, My 29, 2008

Ratings List

Downgr aded; Ratings Affirmed

To From
Spai n (Ki ngdom of )
Sovereign Credit Rating AA/ Negative/ A-1+  AA+/ Negative/ A- 1+
Seni or Unsecured AA AA+
Rat i ngs Unchanged
Spai n (Ki ngdom of )
Transfer & Convertibility Assessnent
AAA

NB--This list does not include all ratings affected.

Additional Contact:
Sovereign Ratings;SovereignLondon@standardandpoors.com

Conpl ete ratings information is available to RatingsDirect on the d obal
Credit Portal subscribers at www. gl obal creditportal.comand RatingsDirect
subscribers at www. ratingsdirect.com All ratings affected by this rating
action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
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