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Spain’s economy will return to growth in 2014, due to steady export growth and the
progress made on corporate deleveraging. However, a more balanced recovery will be
restricted by Spanish household’s lack of progress paying down their debts, with much
more pain ahead for Spanish consumers. Spain’s current account surplus will grow to
2.3% of GDP in 2014, as the country begins re-orientating its increasingly competitive
goods exports back to its main trading partners in Europe. Although robust tourism will
keep the current account in positive territory for the foreseeable future, inefficient use of
these sustained surpluses will limit Spain’s long-term growth potential.

Although Spain’s budget shortfall will continue shrinking over the next few years, overly
optimistic revenue and spending projections will contribute to the government missing
its fiscal targets in 2014 and 2015. We forecast the budget shortfall to fall to a worse-
than consensus 6.1% of GDP in 2014. Despite inflation registering its lowest December
increase in over 50 years in 2013, we believe a modest pickup in domestic demand
should prevent price growth pushing into deflationary territory over the coming months.
The sharp increase in separatist sentiment in Catalonia is likely to increase political
instability in Spain over the next few quarters, with the growing threat of secession likely
undermine investor sentiment and raise doubts over the sustainability of Spain’s
growing debt load. Major Forecast Changes No Major Forecast Changes Since Last
Update.

Key Risks To Outlook

The unbalanced nature of Spain’s recovery has left the economy overly reliant on the
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continued outperformance of the export sector, with the emerging market
slowdown increasing the country’s reliance on eurozone demand. We would therefore
be tempted to downgrade our growth forecasts if leading and high frequency indicators
points towards a slower-than-expected recovery in eurozone demand in H114.

Although the dramatic fall in borrowing costs following the announcement of the EU’s
Outright Monetary Transaction Programme (OMT) could still have further to run, we
believe markets have turned overly optimistic towards Spanish and peripheral eurozone
local debt markets. With the yield on Spain’s 2023 government bond falling below 2006
lows, we caution that a change in sentiment or a slower than expected economic
recovery could push up borrowing costs and endanger the country’s recovery.
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Core Views
Major Forecast Changes
Key Risks To Outlook

CHAPTER 1: POLITICAL OUTLOOK

SWOT Analysis
BMI Political Risk Ratings
Domestic Politics
Rising Secessionist Sentiment Threatens Stability the sharp increase in separatist
sentiment in Catalonia is likely to increase political instability in Spain over the next few
guarters, with the growing threat of secession likely to undermine investor sentiment
and raise doubts over the sustainability of Spain's growing debt load. Although the
region is likely to remain a part of Spain for the foreseeable future, a 'yes' vote in a
planned referendum in November would have the potential to ramp-up social unrest and
give further impetus to pro-independence politicians.

Table: POLTICAL OVERVIEW
Long-Term Politics
Political Challenges Beyond The Recession
Spain's ongoing economic malaise has put several structural political issues into the
spotlight. Challenges over the next decade will include unemployment, demographic
changes and constitutional questions.
Regional Political Outlook
More Eurosceptic Voices Following EU Parliament Election
We expect eurosceptic and populist parties to perform well in the May 22-25 European
Parliamentary election, leading to a greater presence of nationalist and pro-withdrawal
forces.

CHAPTER 2: ECONOMIC OUTLOOK

SWOT Analysis

BMI Economic Risk Ratings

Economic Activity

Household Deleveraging To Weigh On Recovery

Spain's economy will return to growth in 2014, due to steady export growth and the
progress made on corporate deleveraging. However, a more balanced recovery will be
restricted by Spanish household's lack of progress paying down their debts, with much
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more pain ahead for Spanish consumers.

Table: ECONOMIC ACTIVITY
Balance of Payments
Shifting The Focus Back Towards Europe
Spain's current account surplus will grow to 2.3% of GDP in 2014, as the country begins
re-orientating its increasingly competitive goods exports back to its main trading
partners in Europe.

Table: BALANCE OF PAYMENTS (Euro)
Fiscal Policy
Fiscal Targets Unlikely To Be Met
Although Spain's budget shortfall will continue shrinking over the next few years, overly
optimistic revenue and spending projections will contribute to the government missing
its fiscal targets in 2014 and 2015. We forecast the budget shortfall to fall to 6.1% of
GDP in 2014 against consensus estimates of 6.0%, cautioning that the threat of higher
borrowing costs presents downside risks to this
outlook.

Table: FISCAL POLICY
Monetary Policy
Deflationary Risk Contained, For Now inflationary pressures will remain muted in Spain
over the coming months, due to an absence of demand-pull inflationary pressures. that
said, we believe the country will avoid entering a deflationary spiral, as Spain’s gradual
economic recovery modestly supports spending.
Banking Sector
Capital Buffers Improving, But Risks Remain We expect negative loan growth and
deteriorating asset quality to threaten the profitability of Spain's banking sector in 2014,
ensuring that the sector continues to shrink over the next few years.
Regional Banking Sector
Banking: The State Of The Union
A new era beckons for eurozone banking as the European Central Bank is due to take
over supervision of national credit institutions in 2014, WHICH WILL HERALD THE
NEXT STAGE OF ECONOMIC INTEGRATION.

CHAPTER 3: 10-YEAR FORECAST

the Spanish Economy to 2023
A Lost Decade Ahead in order to correct for the massive imbalances built up during
Spain’s decade-long economic boom, the economy is now in the first stages of
rebalancing that will result in a lower long-run growth potential.

Table: Long -Term Mac roeconomic Forecasts
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CHAPTER 4: BUSINESS ENVIRONMENT

SWOT Analysis

BMI Business Environment Risk Ratings

Business Environment Outlook institutions
Table: BMI BUSINESS AND OPERATION RISK RATINGS
Table: BMI Legal Framewo rk Rating infrastructure
Table: Labour Force Quality

Market Orientation
Table: Trade And Investment Ratings

Operational Risk
Table: TOP EXPORT DESTINATIONS

Autos

CHAPTER 5: KEY SECTORS

Table: Sales

Table: Trade Balance, CBUs

Table: Production

Table: Moto rcycle Sales And Production Forecasts
Food & Drink

Table: Food Consumption Indicato rs — Histo rical Data & Forecasts , 2012-2017

Table: Hot Drinks Value /Volume Sales — Histo rical Data & Forecasts , 2012-2017
Other Key Sectors

Table: Oil and Gas Secto r Key Indicato rs

Table: Defence and Secu rity Secto r Key Indicato rs

Table: Inf rast ructu re Secto r Key Indicato rs

Table: Telecoms Secto r Key Indicato rs

Table: Pha rma Secto r Key Indicato rs

Table: Freight Key Indicato rs

CHAPTER 6: BMI GLOBAL ASSUMPTIONS

Global Outlook
Fairly Benign Prognosis... With Risks

Table: Global Assumptions

Table: Developed States , Real GDP Growt H, %

Table: BMI VERSUS BLOOMBERG CONSENSUS REAL GDP GROWTH
FORECASTS, %
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Table: Eme rging Markets , Real GDP Growth , %
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