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CREDIT INSURANCE AND SURETY IN SPAIN (1)

Whenever Spain'’s former Prime Minister José Maria Aznar was asked about
the situation of the Spanish economy, he would always reply: “Spain is doing
well”. If the question were to be asked today, I think the reply would be the

same: “Spain is doing well; Spain is still doing well”.

Before I start speaking about Credit Insurance and Surety in Spain, I would
like to show you some macroeconomic data, which I hope you will find

interesting.

Growth of the Spanish economy in 2005 and 2006 (2) will follow the pattern of
recent years, conserving the difference of one percentage point ~ maybe even
more — (3) over the EU average. (I should point out that when I refer to the EU
during this presentation, I mean the EU-15 and not the enlarged EU-25,) This
growth is supported by a highly dynamic domestic demand that is partly offset
by the external sector’s drain on growth; the major factors contributing to this
growth are first, a favorable climate for investment and sustained job creation,
which will continue to boost Spanish household expenditure, and second, the
relatively favorable external environment. The major uncertainty in the
scenario I have just described will be the evolution of oil prices - an
uncertainty that is more pronounced in the case of Spain, owing to the fact
that the Spanish economy is more oil-intensive than other developed countries
and therefore, more exposed to the effect of higher oil prices over a prolonged
period of time. Household income and wealth are expected to maintain their
impetus through 2005 and 2006, and no change is foreseen in prevailing

interest rates, which are at a historic low.

Only a few days ago, the Spanish Statistics Office updated Spain’s economic
data, following a review of Spanish National Accounts and the application of

some methodological changes proposed by the European Union, as a result of




which, we have learned — not without a certain degree of surprise, I may say -
that the growth (4} of the Spanish economy over the past four years has been
greater than what I have just told you. The data now on the screen shows the
difference between the former GDP and the new reviewed GDP. Undoubtedly,
this new method for calculating the GDP will lead to growth rates of over 3%
for the years 2005 and 2006. In fact, the growth of GDP in the first quarter ok
2005 has been 3.3%.

The year 2004 was a good year for the Spanish economy as you have seen,
and it was also extremely positive in terms of global growth, (5) which reached
its highest level in 30 years. So far, the significant increase in oil prices has
had less impact on world growth than expected. The BBVA forecast for oil
prices during the second-half of 2005 through 2006 is fairly optimistic and
prices are expected to drop from their current maximum levels to
approximately 40 dollars per Brent barrel by the end of 2005 and to remain
somewhere in the region of 37 dollars in 2006.

The continued growth of Spanish GDP compared to the EU average has meant
that Spain’s Per Capita GDP (6) rose from 71% to 86% of the EU average
between 1986 and 2003 (in the enlarged EU-25, this percentage would now be
100%). This convergence process is driven by a major increase in employment
(7) (the number of people employed in Spain was 12,400,000 in 1980, rising to
almost 18,000,000 in 2004) and is further enhanced by a drop (8) In
unemployment, which has fallen from 13.9% in the year 2000 to a projected
10.4% in 2005.

As I have already mentioned, the growth of the Spanish GDP was higher than
the EU average; however, the same can be said of inflation (9) in Spain
compared to the EU, Inflation in 2004 was slightly higher than 3% and the
BBVA forecast for 2005 and 2006 is that it may fall to 2.7% and 2.5%
respectively, meaning that the inflation differential of approximately one

percentage point over the rest of the EU will persist.

Yet, as the saying goes: “All that glitters is not gold”. The Spanish economy
also has certain weaknesses: on the one hand, it is highly dependent on

construction and on certain market services - especially trade and the hotel










to the estimates of Spain’s Ministry of Housing, up to three/four million
Europeans could retire to Spain and set up their homes, mainly along the
Mediterranean Coast. (16}

As a result of the facts I have just described regarding home-purchase habits
in Spain, employment, historically-low interest rates, unprecedented foreign
real estate investment and the tax benefits of home purchasing, the demand
for new homes in our country has been constantly growing since 1997,
without any noteworthy effect on household economies; furthermore, this
growth is expected to continue over the next few years — albeit at a more

moderate rate.

(17) This overhead shows the evolution of interest rates and the amount of the
monthly re-payment per 1000 euros borrowed; the data refers to mortgage
loans taken out over a 20-year period. As you can see, the monthly payment
during the first few months of 2005 is almost 60% lower than what a person
would have had to pay back in 1990. If we look (18] at the effort required to
purchase a home, as you can see, in 1990, it took an effort of 64.9% of the
income household; nowadays, it takes an effort of 47.5%; bearing in mind that
the data shown refers to a single-income household (i.e. where only one
member is working) and that female (19) employment in 1987 was slightly
below 30% and had risen to 49% in the year 2004, representing an increase of
20 points compared to eighteen years ago (although it is still below the
European average), it can be said that a very high percentage of new home
purchases are made by households where both members are working. This
does not rule out the risk of the home construction sector and home prices
experiencing a slowdown; however, all economic agents - including the Bank
of Spain and the Government - are of the opinion that if deceleration does
occur, it will not be sharp, unless there is a drastic change in the
macroeconomic scenario, leading to high employment rates and coinciding

with significant increases in interest rates.

Bearing in mind the importance of bad debt and the fact that it has a direct
effect on credit insurance, perhaps it would be important to mention that the

bad (20) debt ratio for the Spanish financial system (in respect of the total



amount of credit granted) is practically at a minimum historic level, as you

can see on this overhead.

I would now like to show you some data from an excellent report published by
Euler-Hermes, titled Insolvency Outlook. Before doing so, I would like to point
out that the statistics I am going to show you are not wholly comparable. You
can see in this overhead (21) excellent insolvency ratios in Spain and although
they are truly excellent, they are nonetheless hard to believe if we compare
them to the ratios for other countries in our environment. The explanation
lies, among other factors, in the different bankruptcy laws existing in each
country and in whether or not individual entrepreneurs are included in the

ratio.

The first data shows the number of insolvencies in some of the most
industrialized countries in the world; you can see the stability of the Spanish
market. If we relate insolvency to the number of companies, we can see (22)
that the Spanish ratio is by far the smallest among the industrialized
countries; however, you should bear in mind what I have just mentioned
about the different legislation applying in each country. If we look (23) at the
number of business insolvencies by sector in Spain, as of 30.06.04, we might

say that they could almost be counted on one hand.

In the context 1 have described, it is nof surprising, therefore, that Credit
Insurance in Spain (24} should show such a positive development - at least, so
far: the volume of premiums is growing smoothly and the claims ratio is also

positive.

Since 2002, premiums have increased by 14% that year, by 14.7% in the year
2003, and by 8.7% in 2004. During these three years, the figure for premiums
rose from 452 million to 564 million euros — in other words, an increase of
25%. The figures I have just mentioned refer to Credit Insurance as a whole -
without differentiating between Domestic Credit and Export Credit, since the
majority of credit insurers in the market sell policies covering both branches of
insurance. If I had to give an estimated breakdown of total premiums, I would
say that Domestic Credit would probably represent 80-85%, with Export
Credit accounting for the remaining 15-20%.






There are two reasons for the size of the Surety market: first, Spanish banks
control a very high percentage of the market, just as they do in other
European countries; second, the percentage of the performance bond with
respect to the contract price is the lowest in the world, being only 4%. If we
compare this to the 100% in the USA, 50% in Canada and 10-20% in a large
number of European countries, we will understand why the Surety market in
Spain is limited in size. We truly believe what the saying goes: “small is

beautiful” - but maybe it is cold comfort nonetheless.

As an example of how “Surety is beautiful”, let us take a look at claims levels:
0.7% in 2002; 19.5% in 2003 (over 60% of which stemmed from a single
company); and 0.7% again in 2004,

You are probably wondering: What about in housing? (28) Surety in housing is
a success — a great success, I would say - since it represents almost 40% of
the market and for the past three years, claims have been less than 7%.

Believe me: we are prudent underwriters.

And what about the prospects for 2005? Well, growth in Credit Insurance is
expected to be under 8%, with claims ratios remaining at similar levels to
2004; a slightly higher growth is expected in Surety, with claims probably not
reaching 5%/10%.

I would like to thank you for your attention and I hope that you found my

presentation interesting.
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