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Research Update:

Long-Term Rating On Spain Lowered To 'AA-'
On Economic Growth And Banking Sector
Risks; Outlook Negative

Overview

 Despite signs of resilience in econom c perfornance during 2011, we see
hei ghtened risks to Spain's growth prospects due to hi gh unenpl oynent,

tighter financial conditions, the still high level of private sector
debt, and the likely econonic slowdown in Spain's nain trading partners.
« The financial profile of the Spanish banking systemw I, in our opinion

weaken further, with the stock of problematic assets rising further, as
hi ghli ghted by the recent revision in our Banking Industry Country Risk
Assessnent on Spain to Group 4 from Goup 3.

* As a consequence, we are lowering our long-termsovereign credit ratings
on Spain to 'AA-' from'AA .

« The outlook on the long-termrating is negative.

Rating Action

On Cct. 13, 2011, Standard & Poor's Ratings Services |owered the |long-term
rating on the Kingdomof Spain from'AA to 'AA-', while affirmng the
short-termratings at 'A- 1+ . The outlook is negative. The transfer and
convertibility assessnent remains 'AAA', as it does for all nenbers of the
eur ozone.

Rationale

The I owering of Spain's long-termrating reflects our view of:

e Spain's uncertain growth prospects in light of the private sector's need
to access fresh external financing to roll over high |evels of externa
debt amid rising funding costs and a chal | engi ng external environment;

e The likelihood of a continuing deterioration in financial system asset
quality as reflected in the recent revision of our Banking Industry
Credit Risk Assessnent score for Spain to group 4 fromgroup 3 (see "Spain
Banki ng I ndustry Country Ri sk Assessment Revised To Goup 4 From Group 3
On Hei ghtened Economi ¢ Ri sk", published Cct. 11, 2011);

» The inconplete state of |abor market reform which we believe contributes
to structurally high unenpl oynent and which will likely remain a drag on
econoni c recovery.

Under our recently updated sovereign ratings criteria, the "econonm c" score

was the primary contributor to the lowering of Spain's long-termrating. The
scores relating to other elements of our nethodol ogy--political, external
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fiscal, and nmonetary--did not directly contribute.

VWile in our viewthe factors inpeding a potential recovery of donestic demand
are not unique to Spain, they inpact Spain with particular force given its
hi gh | evel of private sector |everage, nuch of which is funded externally.
This is reflected in Spain's negative net international investnment position
estimated at 94% of GDP in @2 2011. A key component of this is short-term
external debt, which, at around 50% of GDP in @2 2011, we view as high.
Spani sh monetary and financial sector institutions accounted for slightly over
one-half of total external debt at the end of @ 2011, 57% of which is
short-termdebt. In our opinion, this | eaves the econony vul nerable to sudden
shifts in external financing conditions.

External |everage at such levels increases uncertainty about the trajectory of
t he econony, as nuch depends upon the access of these Spanish borrowers to
international markets, as well as the state of external demand. W believe
that these factors, in turn, will be influenced by the direction of policy
deci si ons made by eurozone institutions, including the ECB, and Spain's
eurozone partners. In 2011, we expect the Spanish econony to grow around 0.8%
inreal terns, while for 2012, we expect real GDP growh to be around 1%
weaker than the 1.5% we estimated in our February 2011 research update (see
The Specter O A Double Dip In Europe Loonms Larger", published Cct. 4, 2011).

These forecasts are, of course, estimates and subject to various factors,

i ncl udi ng:

« The possibility that the private sector's protracted del everagi ng process
may accelerate due to a further tightening of credit conditions. This
coul d hinder any recovery in private investnent, even though real fixed
i nvest ment has al ready declined by nearly 30% cunul ati vely between 2008
and end 2010.

* Harsher repricing in the real estate market particularly for new housing,
to which the banking sector remains particularly exposed, which may
result in a higher-than-previously-expected accurmul ati on of problematic
assets in the financial system This, in turn, could slow the flow of
financial resources to nore productive sectors of the econony and wei gh
on the recovery (see "Spain Banking Industry Country Ri sk Assessnent
Revi sed To Group 4 From Group 3 On Hei ghtened Economic Ri sk", published
Cct. 11, 2011).

e Hi gh unenpl oynment, expected at around 20% 21%in 2011-12, which will
remain a drag on private consunption. Al though the governnent has
i npl enent ed sone | abor nmarket reform nmeasures, their inpact on reducing
| abor nmarket rigidities remains to be seen

* Economic growth in Spain's nmain trading partners could slow further or
contract, which may result in nore subdued external denmand for Spanish
exports (see "The Specter OF A Double Dip In Europe Loons Larger",
published Cct. 4, 2011). Since 2009, exports have underpinned the
econony's nodest growth and contributed to a sharp reduction in the
current account deficit, which we expect to decline to 3.8% of GDP in
2011 from 10% of GDP in 2007
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We have adopted a revised base-case macroeconom ¢ scenari o, which we view as
consi stent with the downgrade and the negative outl ook. Conpared with the
February 2011 base-case (see "Kingdom of Spain 'AA/A-1+ Ratings Affirned On
Budget ary Consolidation And Structural Reforns; Qutl ook Negative " published
Feb. 1, 2011), we expect GDP growth in 2011-13 will be weaker, with the stock
of domestic credit to the private sector, estinated at around 165% of GDP in
2011, to decline sonewhat faster. At the same tinme, we expect the strength of
net exports to cushion the inpact of a further tightening of fiscal policy.

We have al so adopted a downsi de scenari o, consistent wth another possible
downgrade. The downsi de scenario assumes a return to recession next year
partly as a result of weaker external and donestic demand, with real GDP
declining by 0.5%in real terns, followed by a weak recovery thereafter. Under
t hi s downsi de scenario, the current account deficit woul d decline, but the
general governnent deficit would remain above 5.5% of GDP, at odds with the
governnent's fiscal consolidation targets.

We have al so adopted an upsi de scenario, which, if it occurred, we believe
woul d be consistent with a change in the rating outlook to stable. The upside
scenari o assumes stronger growth next year, on the back of a pick-up in
donesti c demand, and supported by an easing in financial conditions and
continued strength in exports. For details of all the scenarios, see our

anal ysi s on Spai n.

Under all three scenarios we expect that Spain's high private sector debt, and
in particular the high stock of external debt--largely euro-denom nated--will
remain the key rating constraint for the foreseeable future. Narrow net
external debt woul d range between 290% and 325% of current account receipts by
2014. Under our sovereign criteria these values would continue to inply an
initial external score at the | owest possible level for a country with an
actively traded currency, |ike Spain

Qur nmacroeconom ¢ analysis al so indicates what we consider to be one of
Spain's main credit strengths: Even taking into account additiona
governnment -fi nanced bank recapitalizations, we do not expect net genera
government debt to rise much above 70% of GDP, which conpares favorably to
Spai n' s peers.

In our view, the introduction of a ceiling for structural deficit and debt in
t he Spani sh constitution underscores the authorities' broad conmtnent to
budgetary di sci pline. However, in the near term (and under our base-case
scenario), we believe the governnent could niss its fiscal target due to
budgetary slippages at the local and regional governnent |evels and in social
security, despite a better-than-expected central government deficit.
Nevert hel ess, we expect the general government deficit in 2011 to be around
6.2% of GDP, which is broadly in line with the government target of 6% of GDP

However, we believe that additional neasures will be required to neet the 2012
target of 4.4% of GDP (our forecast 5.0%of GDP in 2012). As a result, we
proj ect net governnent debt will increase to around 57% of GDP in 2011 and

60.2%in 2012, froman estimated 50.1% in 2010, despite higher borrow ng
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costs.

Anot her sovereign strength is the Spanish government's |iquid assets position
currently around 10% of GDP. Wiile further growh in borrowing costs is likely
toresult inrising interest outlays, the increase in the average interest
rate on Spain's outstandi ng governnment debt has not in our view been a
materi al additional burden on the budget (3.9%in August 2011, versus 3.7%
end- 2010, 3.5% end-2009 and 4. 3% end-2008). Qur current governnent debt
projection does not include the anticipated income fromthe del ayed partia
privatizations of the airport operator AENA, or the National Lottery.

As noted above, the application of the other elements of our recently updated
sovereign ratings criteria-- political, fiscal, external and nonetary--did not
directly contribute to the downgrade of the rating. W continue to view Spain
as a wealthy sovereign with a high level of political predictability as

hi ghl i ghted by the government's commitment to regular inplenentation of policy
nmeasures, despite weaker economc growth prospects and persistent externa

i mbal ances.

Rating actions affecting issuer and issue ratings |linked to the Kingdom of
Spain's long-termrating will be covered in a separate press rel ease.

Outlook

The negative outlook reflects our view of the risks to Spain's economc growh
linked to private sector del everagi ng, external financing pressures, and their
i mpact on budgetary consolidation

We could lower the ratings again if, consistent with our downside scenari o,

t he econony contracts in 2012, Spain's fiscal position significantly deviates
fromthe government's budgetary targets, or additional |abor market and ot her
growt h-enhanci ng reforns are del ayed.

Conversely, we could revise the outlook to stable if, consistent with our
upsi de scenario, the government neets its budgetary targets in 2011 and 2012,
risks to external financing conditions subside, and Spain's econonic growth
prospects prove to be nore buoyant than we currently assune.

Related Criteria And Research

» Soverei gn Government Rating Methodol ogy And Assunptions, June 30, 2011
e Criteria For Determning Transfer And Convertibility Assessnents, My 18
2009
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To From
Spai n (Ki ngdom of )
Sovereign Credit Rating AA-/ Negativel/ A-1+ AA Negativel A-1+
Seni or Unsecured AA- AA

Cor poraci on de Reservas Estrategi cas de Productos Petroliferos
Soci edad Estatal de Partici paciones Industriales (SEPI)
Instituto de Credito Ofici al
| ssuer Credit Rating AA-/ Negativel/ A-1+ AA/ Negative/ A-1+

Cor poraci on de Reservas Estrategi cas de Productos Petroliferos
Seni or Unsecured AA- AA

Fondo de Anortizacion del Deficit El ectrico
Seni or Unsecur ed AA- AA

Fondo de Reestructuraci on O denada Bancaria (FROB)
Seni or Unsecured AA- AA

Instituto de Credito Oficial
Seni or Unsecur ed AA- AA

Rati ngs Affirned

Spai n (Ki ngdom of )
Transfer & Convertibility Assessnent AAA

Instituto de Credito Oficial
Med-term nts ser 391 due 2016 AA-
Conmrer ci al Paper A-1+

Additional Contact:
Sovereign Ratings;SovereignLondon@standardandpoors.com

Conplete ratings information is avail able to subscribers of RatingsDirect on
the @ obal Credit Portal at www gl obal creditportal.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 |ocated in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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