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= 1 “ TESORO PUBLICO ISSUANCE IN 2004

m = AND PROJECTIONS FOR 2005

1.1. REVIEW OF 2004

The strong year-to-date performance of both the Spanish economy and the Central Government
cash position has allowed Tesoro Publico to reduce the gross annual issuance announced at the end
of 2003. Likewise, the net issuance figure for 2004 will be less than planned twelve months ago.
In fact all key indicators of issuance strategy, including redemptions, have been revised downward
on the strength of lower-than-envisaged financing requirements.

In gross terms, Debt issues in the year will come to€76.40 billion, which is 4% less than the amount
pre-announced for 2004. This volume will easily suffice to cover the Central Government cash
financing requirement, and to meet the year's €70.70 billion in redemptions.

FIGURE 1. TREASURY ISSUANCE IN 2004
(In billion euros)
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This adjustment in outright issuance in tune with Central Government budget implementation fell
mainly on Letras del Tesoro and foreign-currency bonds, while gross financing in Bonos del Estado
and Obligaciones del Estado was slightly more than the annual forecast drawn up in December 2003:



Letras sales to date stand at€ 36.20 billion, 9.6% less than the amount planned at end-2003.
Reductions were concentrated in the shortest maturities (up to 6 months). A better-than-envisaged
budget performance has allowed issuance to be cut back in year-on-year terms, saving around €15
million in interest payments.

Issuance of Bonos and Obligaciones, at€ 39.0 billion, was 2.3% higher than projected. The difference
owes basically to 3- and 5-year bonds whose issue volume was 5.6% above the planned level. New
3-, 5- and 10-year stocks were launched in the year with maturities in July 2007, January 2009 and
January 2015 respectively.

Issuance activity in the euromarket was motivated by favourable market conditions, and the desire
to carry forward the Government’s commitments on including Collective Action Clauses (CAC) in
Kingdom of Spain euromarket issues. Tesoro Publico accordingly tapped the foreign-currency market
by issuing USD 1.50 billion of a new 3.375% 5-year benchmark. A more detailed description of this
external issue can be found in the third part of the present document, in the section headed “Review
of 2004 developments”.

Debt redemptions summed €70.70 billion, just slightly ahead of the €69.70 foreseen at the year's
outset. The increase in this case owes to the buy-back programme in Bonos and Obligaciones
implemented throughout the year.

FIGURE 2. TREASURY EXCHANGES AND BUY-BACKS
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A total of €51 billion has been redeemed ahead of schedule since 1997, which equates to 7.5% of
total gross issuance in the intervening period.

The 2004 buy-back programme had a dual focus: firstly the early redemption of a 3-year Bond
maturing in October 2004 (face value €1,197 billion) and of a strippable maturing in January 2008
(face value €769 million) with the aim of smoothing out the maturities profile; and secondly, the
buy-back and cancellation of Debt maturing between 2005 and 2012 (face value of €692 million
approximately). Additionally, Debt worth €1 billion will be bought-back in December 2004.



Net issuance is expected to close the year at €5.7 billion (in cash terms), improving on the €10.10
billion initially forecast. This reduction owes to the year's negative net financing in Letras and foreign
currencies, to the tune of €1.40 billion and €2.10 billion respectively, compared to a positive net
issuance of €10.60 billion in Bonos and Obligaciones.

In other words, net issuance drew mainly on mediums and longs with less recourse to short-term
financing and external issues. These last two instruments, as the next graph shows, have contributed
negative net financing to the Treasury account over the past few years.

FIGURE 3. NET FINANCING BY INSTRUMENT 1999-2004
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1.2. PROJECTIONS FOR 2005

The Public Sector Budget reflects a continuing commitment to fiscal discipline. In accordance with
the objectives announced before summer 2004, the general Government account should close the
years 2005 to 2007 with a small surplus on a national accounts basis.

The State account will nonetheless record a €6.7 billion deficit in 2005, which summed with a
projected change in financial assets of €7.2 billion puts the cash borrowing requirement at an
estimated €14 billion. The Treasury plans to meet this amount from net debt sales matching its total
financing requirements, such that its account at Banco de Espafa will close 2005 with the same
balance as in December 2004.

Next year’s redemptions schedule should be notably lighter, at only €63.4 billion compared to the
€70 billion approximately of 2004. The reduction will extend to both Letras del Tesoro and Bonos



and Obligaciones. More specifically, the amount of Letras redemptions will fall from<€37.6 to €34.4
billion, and that of Bonos and Obligaciones combined from €28.4 billion to €24.5 billion.

Redemptions of foreign-currency bonds and notes will be close in line with those of 2004. The year’s
keynote maturities include one US dollar issue and another in yens.

Tesoro Publico will make some changes in its basic financing instruments in the course of 2005.
Specifically, it will discontinue the sale of 3-month Letras del Tesoro but keep up its auction programme
in all remaining maturities along the short sector of the curve, i.e. at six, twelve and eighteen months.
In Bonos and Obligaciones, the issue of 15-year instruments will be, at least, temporarily suspended
with the closure of the Obligacion 5.50% maturing 2017. The section on 2005 innovations goes into
the reasons for these changes, and presents other strategic novelties for the year.

TABLE 4. TESORO PUBLICO ISSUANCE PROGRAMME: 2004 AND 2005
(In billion euros)

Initial forecast Projected Forecast

for 2004 2004 execution for 2005
Gross issuance 79.8 76.4 77.4
Letras del Tesoro 39.7 36.2 36.8
Bonos and Obligaciones 38.1 39.0 39.1
-3 and 5 years 17.8 20.3 19.8
- 10 years 11.2 10.9 11.0
- 15 and 30 years 9.1 7.8 83
Foreign currency Debt 2.0 1.2 1.5
Redemptions 69.7 70.7 63.4
Letras del Tesoro 385 37.6 34.4
Bonos and Obligaciones 26.6 284 24.5
Foreign currency Debt 33 33 3.2
Other 14 14 1.3
Net issuance of Debt 10.1 5.7 14.0

Note: Including buy-backs implemented 11/15/04

Source: General Directorate of the Treasury and Financial Policy

Gross issuance is forecast to stand at €77.4 billion. This is significantly less than the figure for 2004
announced in December 2003. Around 80% of the gross issued amount will go to refinance Debt
redemptions.

Net issuance for 2005 is set at €14 billion. Most of this sum will again correspond to Bonos and
Obligaciones, whose nominal outstanding amount will grow by €14.6 billion. Letras del Tesoro will
deliver positive net financing of €2.4 billion. Foreign currency and other debt items will contribute
a negative €1.7 billion and €1.3 billion respectively.



FIGURE 5. ISSUANCE BY SECURITY (2005)
(% of total)
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The main features of 2005 financing will be:

e An ongoing commitment to the upkeep of Letras market liquidity. Net financing in bills will come
to €2.4 billion, which contrasts with the negative balance of the current year. Gross issuance will
run close to this year’s level, at around €36.8 billion. The issuance split will change substantially
with the discontinuation of 3-month sales.

Bonos and Obligaciones will account for some 51% of the year’s gross sales. Tesoro Publico will
issue new benchmarks dated 30, 10, 5 and 3 years. The prized financing vehicle in 2005 will be
the 10-year Obligacion, followed in quantitative importance by 3-year and 5-year bonds. Issuance
will also rise slightly in ultra-long maturities, though the fact of its concentration in a single bond
should deliver increased liquidity in this yield curve segment.

Foreign-currency issues will see low-key activity, at best. The liquidity commitment behind euro
issues and the small size of the issuance programme mean Spain is unlikely to tap the market in
currencies other than the euro; at least on a regular basis. Tesoro Publico will only make external
issues in the presence of a broad, diversified demand that unites advantageous financing conditions
with the chance to enlarge the international ownership of Spanish Debt and attract new investors
to our market. And, even so, only if there is margin enough in our issuance programme to make
this kind of placement without impairing the liquidity of the Debt market in euros.
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2 DEVELOPMENTS IN THE CENTRAL
GOVERNMENT DEBT PORTFOLIO

2.1. OUTSTANDING DEBT

Budgetary stability is one of the cornerstones of Spanish economic policy. It provides a nominal
stability which serves as a stimulus to growth, and thereby to our country’s real convergence with
main European and world economies.

FIGURE 6. GEN. GOVERNMENT DEFICIT (-) OR SURPLUS (+) AS % OF GDP
(% GDP)
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The upkeep of fiscal discipline allied with the dynamic growth of national income has delivered a
progressive decline in the GDP weight of the Public Debt (see figure 7). According to the figures kept
by the European Commission, Spain‘s Public Debt will close 2005 at around 45% of GDP, while the
Eurozone ratio will average 71.3% at the end of 2004. Taking 1999 as our baseline year, coinciding
with the introduction of the euro, we can see that the Public Debt ratio stands to decrease 17
percentage points to end-2005, while the average Eurozone ratio in the same period has fallen by
a bare 1.5 percentage points.



FIGURE 7. PUBLIC DEBT/GDP

(In% GDP)
80~
71.3

60 -
—~ 45.5
o
)
£ 40- 40.0

1999 2000 2001 2002 2003 2004(p) 2005(p)
W Eurozone average M Gen. Government (Spain) Central Government (Spain)

Source: European Commission

2.2. COST OF SPANISH CENTRAL GOVERNMENT DEBT

The cost of the Debt can be analysed from a number of standpoints:

e Average cost at issuance and the average cost of the Debt portfolio.
Debt issuance has unfolded against a backdrop of falling interest rates since the second half of the
nineteen nineties. The average rate at issuance will close 2004 at 2.9% approximately, a near repeat
of the 2003 outcome, compared to issuance rates of over 10% in the middle of the previous decade.

Portfolio rotation at lower and lower rates has brought with it a steady reduction in the average
cost of outstanding Debt, which moved below 5% for the first time ever in 2003 and will end the
current year near to 4.7%.

The downtrend in Debt costs is more remarkable still for being accompanied by a steady decrease
in Debt portfolio risk. This process is dealt with more fully in our section on the duration and
average life of Central Government liabilities.
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FIGURE 8. COST OF THE DEBT PORTFOLIO
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e Interest payments on the outstanding Debt.

The upkeep of healthy public finances and the robust growth of the Spanish economy have been
lightening the debt servicing bill vs. GDP since the second half of the past decade. This holds true
in both cash terms and on the basis of ESA 95.

Refinancing at cheaper interest rates, the moderate growth in nominal debt and the vigour of
Spanish output have combined to bring down the GDP weight of interest payments.

In cash terms, interest payments are poised to drop below 2.5% of GDP for the first time ever, and
are expected to close the year at 2.2%. On a national accounts basis (ESA 95), also, the ratio will
break below the 2% barrier. This means the weight of servicing will be less than half of what it
was in the mid nineteen nineties.

e The market yield of Spanish Debt.

The strong performance of Spanish Debt is endorsed by an analysis of its secondary market yields,
focusing on the spreads recorded by the benchmark bonds in each maturity band vs. other Eurozone
Treasuries.

Financial markets again gave a vote of confidence to Spanish Debt. This was apparent in market
yields which at some points dipped below those of the benchmark bonds of the Eurozone’s leading
sovereign borrowers.



FIGURE 9. INTEREST PAYMENTS/GDP
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Figures 10, 11 and 12 illustrate the convergent path of Spanish bond yields with those of main
Eurozone references. Although market yields have not been adjusted for possible maturity differences,
the main trends are clear enough and evidence the positive ratings being extended to the Debt. The
result is that Spain is paying a return on its Central Government Debt practically equal to Germany’s,
and lower than that paid by either France or Italy.

FIGURE 10. 10Y YIELD SPREADS: SPAIN VS. GERMANY, FRANCE AND ITALY
(In basis points)
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FIGURE 11. 5Y YIELD SPREADS: SPAIN VS. GERMANY, FRANCE AND ITALY
(In basis points)
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FIGURE 12. 30Y YIELD SPREADS: SPAIN VS. GERMANY, FRANCE AND ITALY
(In basis points)

40 -
30 -

20 -

:
|

-20 -

30 -
01/08/1999 01/08/2000 01/08/2001 01/08/2002 01/08/2003 01/08/2004

= Spread vs. Germany Spread vs. France = Spread vs. Italy

Source: General Directorate of the Treasury and Financial Policy

There are several explanations for this outperformance by Spanish Debt vs. other Eurozone sovereign
issuers:

- Firstly, the upkeep of budgetary stability as a mainstay of economic policy. Spain, unlike other
Eurozone countries, has displayed an unswerving commitment to balanced budgets.

- Secondly, the rating upgrades awarded to Spanish Debt. As we write, Spain enjoys the highest
credit rating from two of the main international agencies (Moody’s and Fitch Ibca), while Standard
& Poor’s revised its outlook from stable to positive in 2003.



- Thirdly, the engagement with liquidity and transparency that is a hallmark of the Spanish Treasury's
financing policy.

Spanish Debt, we can conclude, has continued to find the favour of fixed-income markets in 2004,
confirming the trend in place since the advent of the euro.

2.3. COMPOSITION OF THE CENTRAL GOVERNMENT DEBT

The Central Government Debt will expand by around €10 billion in 2004 to meet the Government's
current budgetary targets. This increase owes to a juxtaposition of two separate factors: on the one
hand, a positive net issuance of Debt to cover the financing requirements of Central Government;
and on the other, the assumption of the debt of RENFE pursuant to the new Railways Act and the
provisions of Royal Decree 7/2004 of 27 December.

As regard the total resulting from Government issuance, Bonos and Obligaciones will remain the dominant
financing instrument, as in recent years, with an outstanding volume of around €256 billion at the end
of 2004 and of €270 billion at the end of 2005.

Letras in issue are likely to stand around €37 billion at the end of 2004 and around €40 billion at the
end of 2005. This prospective increase in their relative weight expresses the Treasury's engagement with
the liquidity and international reach of the Spanish Bills market.

TABLE 13. CENTRAL GOVERNMENT DEBT OUTSTANDING
(In billion euros and nominal terms)

Year Letras Bonos & Foreign Other Total
Obligaciones currency
1995 70.6 116.6 19.4 22.8 229.4
% 30.8 50.8 84 99 100.0
1996 80.6 135.5 21.0 235 260.6
1997 71.8 159.9 23.7 15.3 270.7
1998 59.8 177.8 299 12.6 280.1
1999 53.1 205.3 1.2 25.0 294.7
2000 44.7 224.7 124 236 305.3
2001 35.6 237.9 13.0 20.5 306.9
2002 358 2471 10.4 18.6 312.0
2003 38.8 246.0 9.0 15.4 309.1
2004(f) 373 256.4 7.5 19.1 320.3
% 11.6 80.0 2.3 6.0 100.0
2005(f) 40.5 270.0 5.8 18.1 334.4
% 12.1 80.7 1.7 54 100.0

Source: General Directorate of the Treasury and Financial Policy



2.4. AVERAGE LIFE AND DURATION OF THE DEBT PORTFOLIO

A key element in Debt portfolio management is to ensure that its composition and structure are
appropriately geared to the goals of Central Government financial management. In particular, as the
yield curve is normally upward-sloping, its design must seek an optimal balance between the average
cost of the Debt and the attendant risk or volatility.

To this end, Treasury issues were increasingly moved down the curve to medium and long maturities,
as the Spanish Debt market consolidated its competitive standing. This has meant a series of changes
in the portfolio profile, with the following results:

e The refinancing risk of the Debt portfolio has been significantly reduced. So whereas in the mid
1990s, as our next graph shows, over 40% of Debt in issue had to be rolled over every year, the
proportion dropped to 20% with the advent of the euro, and by end 2004 is expected to stand
at no more than 18%.

FIGURE 14. REFINANCING RISK: % OF THE PORTFOLIO
TO BE ROLLED OVER IN COMING YEARS
(% of Debt outstanding)
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e The portfolio is better insulated against interest-rate shocks. Specifically, gross issuance to GDP
has dropped to approximately 9.5%, meaning the amount of Debt whose interest must be set
each year now represents 9.5% of the gross domestic product as against more than 20% a few
years back.



FIGURE 15. GROSS ISSUANCE/GDP
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* The above developments, and an issuance policy prizing liquidity, underlie the gradual increase in
average Debt life of the past four years. This variable has now stabilised in the region of 6 years
and will foreseeably close 2004 at 6.3 years.

Portfolio duration has also enlarged slightly in the last few years, as a result of the issuance policy
applied and the rise in Debt prices.

FIGURE 16. AVERAGE LIFE AND DURATION OF THE DEBT PORTFOLIO
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2.5. DISTRIBUTION OF THE DEBT PORTFOLIO BY TYPE OF INVESTOR

A snapshot of the global portfolio shows that non resident investors and credit entities remain pre-
eminent, with over 40% of holdings in each case. However, the year has brought a shift in their
relative positions, with non residents increasing their share from 35% (end 2003) to 41.8% (October
2004) and credit institutions dropping back from 44.5% to 39.9% respectively.



TABLE 17. CENTRAL GOVERNMENT DEBT HOLDINGS BY INVESTOR GROUP
(Nominal amounts in million euros)

1998 % 2003 % Oct,2004 %
Credit entities 59,987 33.7 126,990 44.5 118,240 39.9
Institutional investors** 66,346 37.3 42,020 14.7 36,550 123
Other residents 10,662 6.0 16,440 5.8 17,660 6.0
Non residents 40,845 23.0 99,790 35.0 123,870 41.8
TOTAL 177,840 285,240 296,320

() Letras del Tesoro, Bonos del Estado and Obligaciones del Estado
(**) Mutual and pension funds, portfolio management companies and insurance companies

Source: General Directorate of the Treasury and Financial Policy

In the case of Bonos and Obligaciones, the largest shares are held by non residents and credit entities,
whose combined portfolios in September 2004 came to 85% of the total. This advance in non resident
and credit entity holdings was at the expense of national institutional investors, whose share has
been receding sharply since 1999. The reasons for this decline are the portfolio diversification that
followed the advent of the euro, and a widespread switch into fixed-income assets other than
Government Debt that also enjoy good credit ratings but combined with somewhat higher returns.

FIGURE 18. HOLDINGS OF BONOS AND OBLIGACIONES
(% Total Debt)
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Credit entities were again the largest holders of Letras del Tesoro, with over 65% of the portfolio
in their hands as of September 2004. Although non resident investors weighed in at only 7%, this
is a substantial improvement on the 1% of 1998, and confirms the gathering internationalisation of
Letras demand that began with the 2003 reform of this Spanish Debt market segment. As with Bonos
and Obligaciones, the presence of institutional investors has dwindled significantly.
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FIGURE 19. HOLDINGS OF LETRAS DEL TESORO
(% Total Debt)
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2.6. THE SECONDARY MARKET

Liquidity is among the most prized qualities of any Government Debt market. And Tesoro Publico's
strategy in both the primary and secondary markets has centred on conserving and enhancing the
liquidity of its securities. It is therefore encouraging to report that despite low market interest rates
and moderate volatility, global turnover in Spanish Debt has kept up its gradual expansion. This
dynamism did not extend to every market segment, but it certainly allows us to affirm that market
liquidity remains notably high in overall terms. We can see from our next graph that global turnover
has held to a rising trend since 1999.

FIGURE 20: TOTAL DEBT TURNOVER
(Daily average in million euros)
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The secondary market in Government Debt again gave proof of its efficiency and liquidity, whether
measured by turnover or by the narrowness of bid-offer spreads in the blind market segment. However
trading between account holders has been steadily contracting through 2003 and 2004, with the
decline steepest in electronic trading on wholesale interbank platforms.

Turnover growth in Bonos and Obligaciones was driven by increased trading with third-party investors
(not holding a direct account in Iberclear), contrasting with the decline observed in the wholesale
segment (account holders in Iberclear). The result is that this year, as on past occasions, client activity
(also known as B2C or business to consumer) has exceeded interbank activity (B2B or business to
business) by a substantial margin.

FIGURE 21: TURNOVER IN BONOS AND OBLIGACIONES
(Cash transactions. In million euros)

1,800,000 =
1,600,000 -
1,400,000 =
1,200,000 =
1,000,000 =

800,000 -

600,000 =
400,000 =
200,000 =

0-
1999 2000 2001 2002 2003 2004

(Million euros)

M Account holders Third parties

Note: 2004 figures were drawn up using real data por January to October and an estimated average for November and December

Source: Bank of Spain

Bond trading between account holders was highest in the second-tier market, that is, the non
electronic market for B2B trades. Conversely, their activity on electronic platforms dropped off sharply
in the year. Although this was not a phenomenon unique to Spain, it contrasts starkly with the
dynamism of the past few years, and also with the growing grip of electronic trading in the B2C or
“business to consumers” segment (for trades between financial intermediaries and final investors).



FIGURE 22: DAILY BONO AND OBLIGACION TURNOVER
IN THE ELECTRONIC MARKET
(Outright cash transactions between account holders. In million euros)
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Indeed, the speed, efficiency and lower cost of electronic trading, and the opening-up of platforms
to an ever wider investor public explain the growing importance of B2C ventures such as Tradeweb

or Bondvision.

FIGURE 23: MONTHLY BONO AND OBLIGACION TURNOVER
ON B2C PLATFORMS
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Another handle on a market's liquidity is the bid-offer spread. Our next figure tracks the progress
of this variable for Spain's five benchmark bonds, stated in percentage points of the prices quoted
on electronic platforms. We find that spreads have held consistently around 2 basis points for the
3-, 5- and 10-year maturities, and around 8 and 15 basis points respectively in the case of the 15-
and 30-year maturities. The dominant 2004 trend, moreover, has been flat or even slightly downward.

FIGURE 24: BID-OFFER SPREAD OF BENCHMARK BONDS
(Moving daily average, in hundredths of a percentage point of price)
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The specifics of the Letras market and of its investor base explain the divergent performance of the
secondary bills market with respect to that of Government Bonds.

The creation of a dedicated Primary Dealers group in April 2003 and the entry of Letras to electronic
trading have lent new force to the secondary market and to the internationalisation of demand.

One feature of the Letras secondary market in 2004 was the upkeep of consistently higher levels of
turnover in interbank trading (the first and second tier) than in the third tier (the B2C segment)
business. This is the opposite of the pattern detected in Bonos and Obligaciones trading.

The upwards trend in account-holder Letra trades is depicted in the graph below. Specifically, turnover
in this segment has climbed from 37% of the total en 2002 to 78% in 2004. Third-party turnover,
meantime, has held flat in absolute terms at around €25 billion.



FIGURE 25: TURNOVER IN LETRAS
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Again in contrast to the Bonos and Obligaciones market, B2B electronic platforms (Senaf and MTS
Espafna) have grown their share of Letras turnover from 1% in 2002 to over 55% in 2004.

Account-holder trades on electronic markets from January to October 2004 generated an average
daily volume not far short of €200 million. Turnover in this market segment has also held reasonably
stable in average terms with a June peak of almost €290 million. It seems fair to conclude that,
despite some fluctuation, the market has attained a good-sized stock of liquidity, thanks to the
labours of Primary Dealers and to the growing outstanding balances of the Bills in issue.

FIGURE 26: DAILY AVERAGE VOLUME IN ELECTRONIC LETRAS TRADING
(In million euros)
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The bid-offer spread on these same platforms has held around 1.7 basis points of yield this year
to date.

FIGURE 27: BID-OFFER SPREAD OF BENCHMARK BILLS
(Moving daily average, in hundredths of a percentage point of yield)
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In sum, we can conclude from the present analysis of Bono, Obligacion and Letras trading that the
combined efforts of the Treasury and Primary Dealers, allied with the efficiency of electronic platforms
and effective registration and settlement systems, have preserved the liquidity of our Debt market
against a less than supportive backdrop of low volatility and interest rates. The result is that the
Spanish market now stands among the most liquid and efficient in the Eurozone.



3

MAIN INNOVATIONS
2004-2005

MAIN INNOVATIONS

2004-2005

3



3 MAIN INNOVATIONS
2004-2005

3.1 REVIEW OF 2004 DEVELOPMENTS

The year 2004 has been a positive one for Spanish Public Debt. Real yields on new issues continued
to move near historical lows against a backdrop of low interest rates. The result was that average
cost at issuance dropped below 3%, while the average cost of the outstanding Debt stood at less
than 5%.

Tesoro Publico's issuance activity had the following highlights:
® Launch of new 3-, 5- and 10-year stocks maturing in July 2007, January 2009 and January 2015.

® An issue in the dollar market, which the Treasury had not tapped since 2001. The instrument in
question was a 5-year bond, coupon 3.375%.

e Auctions retained their issuance primacy, accounting for 90% of sales, while syndication was
employed for the placement of new benchmarks and foreign issues. The system for resolving
Letras auctions has been modified so the bidding reference becomes yield rather than price.

® The trend towards holding fewer auctions but with a larger average volume continued throughout
2004.

FIGURE 28. NUMBER OF B&O AND LETRAS AUCTIONS AND AVERAGE SALES
(In million euros)
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® The Medium-Term Note programme was revised in the year. The new documentation gives the
Treasury ample freedom of action on international markets, in accordance with the latest financial
practices and regulations. The programme documentation also incorporates two major novelties.
Firstly, conditions have been added permitting the new Notes to be distributed among eligible
investors resident in the United States, i.e. activating the Clause 144A mechanism. Secondly, it
implements the EU agreement of April 2003 to incorporate Collective Action Clauses in external
issues. Tesoro Publico thus has an MTN programme fully attuned to the EU's commitments on
restructuring sovereign Debt issued under foreign law.

® The external issue of October 2004, in the new framework of the Euronotes Programme, comprised
US$ 1.50 billion of a 5-year Eurobond 3.375% maturing October 2009. 2004 conditions were
judged right for a return to the dollar market, which the Treasury had not tapped since 2001.

This issue had the distinction of being the first conducted under the Medium-Term Notes facility
updated in early October.

The placement proved a success in terms of the quality of the public reached and their geographical
distribution. Particularly encouraging was its large take-up by North American and Asian investors.

FIGURE 29. DISTRIBUTION OF THE FOREIGN-CURRENCY ISSUE
BY TYPE OF INVESTOR
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FIGURE 30. GEOGRAPHICAL DISTRIBUTION OF THE 3.375% US$ ISSUE
(%)
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® The Treasury also opted for the syndicated placement of its new 10-year benchmark in euros.
This syndicated issue met all the objectives proposed:
- To reach the market by a higher-profile means than the standard auction.
- To secure a price consistent with Spain's solid economic position.
- To put ample liquidity behind the new benchmark from day one onward.
- To diversify the investor base towards Europe, Scandinavia and Asia.

The Bond has a 4.40% coupon and matures in January 2015. The syndication model adopted was
once again a two-tier structure. The first tier comprised six bookrunners selected, mainly, for their
market-making performance in the Bonos and Obligaciones, while the second was made up of
remaining banks in the Bonos and Obligaciones Primary Dealers group.

FIGURE 31. DISTRIBUTION OF THE 10Y OBLIGACION ISSUE
BY TYPE OF INVESTOR
(%)
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FIGURE 32. GEOGRAPHICAL DISTRIBUTION OF THE 10Y
OBLIGACION ISSUE
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® Some adjustments were also made to the Primary Dealer system.

- Primary Dealers in Bonos and Obligaciones: the spreads specified in their quotation commitments
have been aligned with those in place on other international platforms where primary dealers
operate. Also, quotation requirements were dropped in respect of the future on the MEFF notional
bond.

- Primary Dealers in Letras: this group gets half an hour more to enter their bids in the auction
system. Since January 2004 they have also been notified of the target volume for each auction.

® Tesoro Publico, like other European Treasuries, now has arrangements in place to limit the credit
risk of open transactions and those it may conclude in future.

Collateralisation systems are widely used by swap market participants, in particular neighbour-
country Treasuries, to mitigate the credit risk of derivative products. Indeed, European Treasuries
now usually restrict their dealings to counterparties with whom they have a collateralisation
agreement in place.

As advanced in its strategy document for 2004, Tesoro Publico has called and resolved a tender
to appoint a collateralisation system manager. It has also negotiated the key features of the future
system with non resident counterparties.

Following what is increasingly the standard practice, the Spanish Treasury has entrusted the system's
management to a specialist entity, which was appointed last October for a period of three years.
As indicated in the tender specifications, this entity will undertake on the Treasury's behalf all the
valuation, notification, settlement, custody and other operations envisaged in collateral agreements,
the exception being the valuation of the Treasury's transaction risk with counterparty entities.

Indeed a core concern in the design of the collateralisation system, and the externalisation of its
management, was precisely to ensure the full confidentiality of the Treasury's transactions with its
counterparties. As such, the valuation of risk positions will be done inside the Treasury, and the
collateral manager will be sent only the details it needs to perform its management functions, that
is, the aggregate position with each counterparty.

The Treasury's bilateral relations with each counterparty will be documented in the Credit Support
Annex appended to the ISDA master agreement. The main clauses of these agreements have already
been settled in talks with non resident counterparties. The decision, finally, has been to use the
CSAs drawn up under UK law, which specify the ownership transfer of the collateral (bonds or
cash) posted, so the recipient (the Treasury) can avail of them with total freedom.

Some of the main features of this system are as follows:

- Eligible collateral is initially confined to bonds issued by the Treasuries of Spain, France, Germany,
Belgium, the Netherlands, Italy, Austria, Finland, Ireland and Portugal, though the list may later
be extended, possibly even to the use of cash.

- A portion of credit risk is left uncollateralised, depending on the credit rating of the counterparty.
This threshold drops to zero when the rating is A+/ A1 or below.

- Both parties, the Treasury and the counterparty, may act as the Valuation Agent. This arrangement
was requested by counterparties and is also the standard market practice. On each valuation date,
the Agent role will be taken by the party calling for the collateral.

Finally, the initial idea is that open positions and collateral adjustments should be calculated on a
weekly basis.



3.2. 2005 PROJECTS

The Spanish Treasury funding strategy aims at satisfying the Central Government borrowing needs
at the lowest possible long term cost. To that end, its financial management will, once again in 2005,
be guided by the core principles of transparency, efficiency and by a firm commitment to promote the
liquidity of its Debt market.

Such objetives must be fulfilled in a financial environement defined by the dissappearance of exchange
rate risk, the information technology revolution, the maturity of the Debt market, the low yields and
volatility traded in the market and the succes in the fiscal consolidation policy pursued by the Spanish
Government. All this requires some adjustements in the primary and secondary market policies which
are below explained:

¢ In the primary market.
Renewed efforts will be made to increase the liquidity of the Debt in issue. The changes planned are:

- A reduction in the issue repertory. In particular, auctions of 3-month Letras and 15-year Obligaciones
will be suspended in 2005, though they may be reopened in subsequent years if demand conditions
so advise. Further ahead, one option being considered is to alternate the issuance of different
maturities in order to preserve the market's liquidity while attending investor demand where it
is strongest. With issuance quantities being scaled down, this measure would improve market
liquidity and ensure that on-the-run bonds are effective proxies for the benchmark in their term.

- A higher issuance volume per reference. New Bonos and Obligaciones will have an issue volume
of between €14 and €15 billion. This will heighten their liquidity and that of the strips market.
Old references could be re-opened until they match this same level. Tesoro Publico may also call
2005 auctions of certain stocks whose distribution or excess demand threaten to distort the yield
curve or repos trading.

Fewer auctions will be held and larger volumes sold at each. The move towards less frequent
auctions is seen as a way to boost their attractiveness with investors.

- Launch of new Debt references, in particular 3- and/or 5-year Bonos, a 10-year Obligacion and a
30-year Obligacion.

Set out below are some other features of 2005 issuance; in this case carried forward from previous years.

- Auctions will remain the standard form of issuance, but other techniques may be used when
market conditions so advise, or the particularities of a given product.

- Auction dates: Bonos will be issued on the first Thursday of each month and Obligaciones on the
third Thursday. The General Directorate of the Treasury and Financial Policy will announce the
choice of stocks at each auction around 10 days before the start of the corresponding quarter.

- Letras issuance will continue under the format introduced by the 2003 reform, such that 6-, 12-
and 18-month bills will be issued in even months, and those with terms to maturity of 11 and 17
months will be issued in odd months.

- Auctions will continue to be resolved by the traditional "modified Dutch" or Spanish procedure,
and will remain open to all investors.

- Space has been made in the 2005 programme for some foreign-currency issue. However there is
no intention to step up activity, and we project no more than one placement, if that. The decision
will depend on the breadth of potential demand, the financing terms on offer and how the bond
in question fits in with the Treasury's issuance schedule.



e In the secondary market and in the Primary Dealer’s system.

- The secondary market in Central Government Debt has attained a considerable degree of maturity.
In the current setting of low rates and low market volatility, this has prompted a relative decline
in interbank versus third-party trading. The deceleration of turnover on interbank electronic
platforms poses no threat to market liquidity. However, given the importance of these interbank
systems as a price formation mechanism and source of transparency, the Treasury will go on
working to promote their utilisation by Primary Dealers.

- The Treasury will make a few more changes in the Primary Dealers system. These are the product
of numerous meetings with Primary Dealers, and are intended to make auction procedures nimbler
and more attractive, to provide more liquidity to the secondary market, to improve the exictivy
procedures for checking Primary Dealers' commitment with the Spanish Debt market, and to ensure
that their actions are at all times supportive of market performance, liquidity and efficiency.

e Other initiatives.

- Other 2005 initiatives have the goals of improving Debt market operation and distribution, and
the management of Central Government liabilities.

- Strips: although low interest rates and upside expectations are not the best combination for strips
activity, the usefulness of these instruments and the market's mid-term strategic nature urge the
study and deployment of measures to re-energise trading. Efforts will centre on boosting the
liquidity of strippable bonds, and, in this regard, some move may be announced in the first quarter
of the year.

- Risk management: the Treasury will conduct further analyses of its securities portfolio with a view
to optimising the Central Government interest expenditure.
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Tesoro Publico, on behalf of the Ministry of Economy and
Finance, wishes to extend its sincerest thanks to all those
who have collaborated in the satisfactory completion
of its financing programme, and to those whose energies
and dedication have made the Spanish Public Debt Market
one of the world’s foremost.

The good work and cooperative spirit of Banco de Espafia,
the trading platforms, the systems of clearing and settlement,
the firms which operate in the Public Debt Market and the

Kingdom of Spain’s Primary Dealers, deserve a special mention.

Madrid, december 15th 2004
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SPANISH GOVERNMENT SECURITIES
AUCTIONS CALENDAR IN 2005
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oL: Letras del Tesoro *B: Bonos del Estado +O: Obligaciones del Estado *A: Announcement of the Bonos and Obligaciones to be auctioned in the
next quarter. Note: The official and final version of this calendar will be published in the Official Gazette (Boletin Oficial del Estado) in January 2005.
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