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Suomen kanta/ohje:

Suomi katsoo, etta Espanjan pankkijérjestelman tervehdyttaminen on keskeinen tekija
pyrkimyksissa palauttaa Espanjan talouden kasvuedellytykset ja euroalueen
rahoitusvakaus. Espanja on onnistunut heindkuussa sovitun ohjelman toteuttamisessa
tahan saakka erinomaisesti, huolimatta maan vaikeasta tal oustilanteesta

Erityistd huomiota on  Kkiinnitetty sihen, ettd djoittgavastuu  toteutuu
yhteisymmarryspoytékirjan (Memorandum of Understanding, MoU) ehtojen mukaisesti.
Toinen keskeinen aue kattaa uudelleenjarjestelytoimet, jotka ovat toteutumassa
sovittujen periaattelden mukaisesti.

Suomi pitéd erityisen tarkedna sitd, ettd Espanja on toteuttanut kaikki keskeiset
lakiuudistukset, jotka ovat valttamattomia pankkikriisin taltuttamiseks ja rahoitustuen
saamiseks sovittujen periaatteiden mukaisesti. Keskeiset toimet koskevat omistgjien ja
muiden sjoittajien ensisijaista osallistumista pankkikriisistd aiheutuvien kustannusten
jakoon seka omai suudenhoitoyhtion perustamista.

Suomi toteuttaa Espanjan ohjelman kohdalla hallitusohjelman mukaista tiukkaa linjaa,
jossa Suomen valtion riskid rgjataan vakuuksin. Vakuussumma on siirrettdva ennen
lainaeran maksamista.

Suomi pitéd myonteisend sitg, ettd ohjelman ensimmaéisessa vaiheessa tarvittavan tuen
méaran arvioidaan olevan merkittavasti alhaisempi kuin ohjelmaa hyvaksyttéessa
ol etettiin.

Espanja on noudattanut tukiohjelman ehdollisuutta ja toteuttanut kaikki ne toimet, jotka
siitda on edellytetty. Suomi pitdd perusteltuna Espanjan rahoitugarjestelmén
vakautusohjelman ensmmaisen lainaerdn maksamista Espanjan valtion pankkisektorin
jarjestelyrahastolle (Fund for Orderly Bank Restructuring, FROB).

Padasiallinen sisalto:

Eduskunta hyvaksyi  20.7.2012 tiedonannon Espanjan  rahoitusérjestelméan
vakautusohjelmasta ja  dihen liittyvastd  valtiontakauksesta. Euroalueen
vatiovarainministerit hyvaksyivat 20.7.2012 pankkijérjestelméan tervehdyttéamista
koskevan yhteistyopoytakirjan (MoU), jossa maédritellddn ohjelman  ehdot.
Valtioneuvoston tiedonannossa VNT 3/2012 vp todetaan, ettd lainarahoituksen
myontaminen Espanjalle on térkedd euroalueen rahoitusvakauden ja koko euroalueen
kestdvyyden turvaamiseksi. Euroalueen valtiont tai hallituksen pdamiesten 29.6.2012
padtoksen  mukaisesti sovittiin, ettda  ohjelma  k&ynnistetddn  Euroopan
rahoitusvakausvalineen (ERVV) puitteissa ja se siirretéan Euroopan vakausmekanismiin
(EVM) sen tultua toimintakykyiseksi.

EVM doaitti viralisesti toimintansa 8.10.2012. EVM:n hallintoneuvoston puheenjohtaja
estti  13.11.2012, ettd Espanjan pankkitukiohjelma siirretéédn EVM:iin. EVM:n
hallintoneuvosto paattéa Espanjan pankkitukiohjelman siirtamisesté 28.11.2012. Siirtoa
on kasitelty erillisessa valtioneuvoston kirjelméassa (E 136/2012 vp). Eduskunta hyvaksyi
siirron 23.11.2012 (SuVX 175/2012 vp).

Espanjan valtion tilanne

Espanjan julkisen talouden tilanne on haastava. Lyhyen tahtdmen kasvundkymia
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heikentévat kdynnissd olevat lagjat julkisen talouden sopeuttamistoimet seké vahentynyt
kotimainen kysyntd. Viennin kuitenkin ennakoidaan kasvavan suotuisasti muun muassa
alentuneiden yksikkotyokustannusten seurauksena. Investointien méaardn odotetaan
supistuvan edelleen ja yritysten luottamus talouteen on heikko.

Komission tuoreen syysennusteen arvioiden mukaan Espanjan bruttokansantuotteen
odotetaan supistuvan tdméan vuoden (-1,4 %) lisaksi my6s ensi vuonna (-1,4 %) kéantyen
hienoiseen nousuun (0,8 %) vuonna 2014. Myds maan jo ennestéén korkea ty6ttomyys
tullee kasvamaan edelleen ensi vuonna saavuttaen 26,6 prosenttia (tdmén vuoden arvio
25,1 %), jonka jalkeen vuonna 2014 tyottomyys kéantyis hienoiseen laskuun (26,1 %).
Espanjan velkasuhde nousee nopeasti. Viime vuoden 69,3 prosentista velkasuhde tulee
arvion mukaan nousemaan 97,1 prosenttiin vuonna 2014.

Heindkuun 2012 Ecofin-neuvosto hyvaksyi Espanjan aijddmaélle uuden sopeutusuran
(kuluvana vuonna 6,3 prosenttia bruttokansantuotteesta, ensi vuonna 4,5 prosenttiaja 2,8
prosenttia vuonna 2014). Laskelmiensa pohjalta komission mukaan Espanjalta ei
edellyteta talla hetkella lisdtoimia, mutta Espanjan tilannetta tullaan seuraamaan tarkasti.
Vuonna 2014 Espanjan tulee tehda lisda toimia, silla muuten maa jéa slle asetetuista
tavoitteista.

Ohjelman eteneminen

Kaikki julkista tukea hakevat pankit joutuvat toimittamaan komissiolle
uudelleenjarjestelysuunnitelman, joka noudattaa ohjelman ehdollisuutta sekéd EU:n
valtiontukisdantdja. S&annoissa rgjoitetaan muun muassa osinkoja ja johdon palkkioita
seké varmistetaan se, ettei pankki saa tuen myéta kil pailuetua suhteessa kilpailijoihinsa.
Tukea saavat pankit joutuvat siirtdmadn ongelmaisen Kkiinteistovarallisuutensa
omaisuudenhoitoyhtioon ja niiden juniorivelkojat  velvoitetaan  osallistumaan
paaomitukseen laingj&rjestelyin.

Ohjelman mukaisesti ensimmaisend paddomitetaan tal gjetaan adas ryhman 1 pankit, jotka
ovat padosin Espanjan valtion (FROB:n) omistuksessa. Niiden
uudelleenjarjestelysuunnitelmat komissio hyvaksyy marraskuun 2012 loppuun mennessa.
Ryhmaan 2 kuuluvat ne yksityiset pankit, joilla on pddomavaje, jota ne eivét saa taytettya
yksityisesti. Niiden uudelleenjarjestel ysuunnitel mista neuvotellaan parhaillaan komission
kanssa ja ne on médard hyvaksyd joulukuun 2012 loppuun mennessa. Taman jalkeen
pankit joko padomitetaan tai getaan alas riippuen siitd, ovatko ne elinkelpoisia. Ryhmaan
3 kuuluvat pankit pyrkivdt saamaan tarvittavan pddoman yksityisesti. Jos ne eivat
yrityksista huolimatta kykene hankkimaan tarvittavia lisdpad&omia, niiden pitéé joulukuun
loppuun mennessa laskea liikkeeseen vaihtovelkakirjoja, jotka FROB hankkii. Jos pankit
eivat saa kerdttyd tarvittavia lisdpadomia kesdkuun 2013 loppuun mennessi, FROB:n
hallussa olevat vaihtovelkakirjat muunnetaan osakkeiksi.

Espanjan pankkisektorin tila ja pddomatarve

Euroopan komissio toimitti 16.11.2012 seurantaraportin Espanjan pankkitukiohjelman
etenemisestd. Raportti on valmisteltu yhteisty6ssa Euroopan keskuspankin (EKP) kanssa.
Raportin mukaan ohjelma etenee seka valtion ettd pankkien osalistumisen osalta
aikataulussa. My6s Kansainvélinen valuuttarahasto IMF on ollut mukana arvioimassa
ohjelman edistymistd ja on omalta osataan vahvistanut, ettd ohjelma on pysynyt
tavoiteai kataul ussa.
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Komissio nostaa ldhitulevaisuuden toimenpiteistd esiin  erityisesti  pankkien
uudelleenjarjestel yjen toteuttamisen seka omai suudenhoitoyhtion toiminnan al oittamisen.
Espanjalaisten pankkien rahoitusvakaus on kesan jalkeen yleisesti parantunut, mutta
valtiontalouden tilanteen heikkeneminen yhdessa omaisuuden myynnin kanssa aiheuttaa
vaikeuksia myos pankeille.

Espanjassa toteutettiin gjallaan pankkikohtaiset stressitestit, joiden tulokset julkistettiin
28.9.2012. Padomatarpeeks arvioitiin se padomavae 6 prosentin ensisijaisten omien
varojen suhteeseen, joka pankilla olisi odotettavissa siina tapauksessa, ettéa Espanjan
talous kehittyy erittdin negatiiviseen suuntaan. Tall6in maan bruttokansantuote laskisi
yhteensd 7,1 prosenttia, tyottdmyys nousisi 27,2 prosenttiin vuonna 2014, asuntojen
hinnat laskisivat yhteensa 26,4 prosenttia ja porssikurssit laskisivat keskiméarin 56,3
prosenttia.

Testien perusteella Espanjan suurimpien pankkien vakavaraisuus pysyis vahintéén

vaaditulla minimitasolla myds negatiivisen talouskehityksen tapauksessa. Lisdpadomaa
tarvitsevat negatiivisen talouskehityksen toteutuessa seuraavat pankit:

Taulukko 1. Pankkien pddomavajeet stressitestien perusteella negatiivisen tal ouskehityksen toteutuessa

Pankki Pasomavaje Pagomistaja
(mrd. euroa)
BFA-Bankia 24,7 FROB
CataunyaCaixa 10,8 FROB
NCG Banco 7,2 FROB
Banco de Valencia 3,5 FROB
yksityinen
Popular 3,2 (noteerattu
pOrssiss)
Banco Mare Nostrum 2,2 yksityinen
CEISS 2,1 yksityinen
Liberbank 1,2 yksityinen
Ibercaja 0,8 yksityinen
Caa3 0,2 yksityinen

Kokonaisuudessaan Espanjan  pankkisektorin  pd&omavaje nousee vero- ja
fuusiojarjestelyjen jalkeen 53,7 miljardiin euroon. Pankeista, joilla on pddomavajetta,
BFA-Bankia, CatalunyaCaixa, NCG Banco ja Banco de Vaencia ovat jo vation
pankkitukirahasto FROB:n omistuksessa (ryhméa 1) ja niiden
uudelleenjarjestelysuunnitelmat ovat komission hyvaksyttavind. Banco Mare Nostrum,
CEISS, Cga3 ja Liberbank (ryhma 2) ovat yksityisomisteisia, mutta tarvitsevat julkista
tukea tayttddkseen pédomavgeensa. MyOs nama pankit ovat jo toimittaneet
uudelleenjarjestel ysuunnitelmansa komissiolle.

Popular ja Ibercgja (ryhma 3) ovat ilmoittaneet, ettd ne pyrkivét hankkimaan tarvittavan
lispddoman markkinoilta. Niilla on aikaa hankkia p&&omat omin voimin vuoden
loppuun. Jos ne eivé yrityksistda huolimatta pysty pankkimaan kaikkia tarvittavia
padomia markkinoilta, ne joutuvat hakemaan julkista tukea.
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Ohjelman ensimméainen lainaeré

Komissio katsoo ensimmadisen lainaerén maksamiseen vaadittavien ehtojen tayttyneen.
Pankit eivat pysty hankkimaan tarvittavia pd&omia markkinoilta elk& Espanjan valtion
rahoitustilanne mahdollista pankkien pd&aomittamista omin voimin. Pankkit ukirahasto
FROB:lla @ ole riittdvia varoja pankkien pddomittamiseen eika se myodskaan pysty
hankkimaan niitéa markkinoilta.

Ensmmaéisen lainaerén maksamisesta pédéditéa EVM:n johtokunta 29.11.2012.
Ensimmaéinen lanaera  on enintéan 40 miljardia  euroa. Koska
uudelleenjarjestelysuunnitelmia e ole vield lopullisesti hyvaksytty, ovat alla olevat
padomitukseen tarvittavat lainasummat alustavia.

Taulukko 2. Ensimmaéinen lainaera (alustava)

Arvioitu lainasumma

Pankki
mrd. euroa
Bankia 17,959
CatalunyaCaixa 9,084
NCG Banco 5,425
Banco de Valencia 4,500
Ryhman 1 pankit yhteensa 36,968
Omaisuudenhoitoyhtio 2,300
(e lopullinen)
Y hteensa (ei lopullinen) 39,268

EVM rahoittaa lainaeradn laskemalla liikkeeseen velkakirjoja markkinoilla. EVM laskee
liikkeeseen kolme 12,5 miljardin euron velkakirjasarjaa, joiden laina-gjat ovat yks vuos,
kaks vuotta ja kolme vuotta. Omaisuudenhoitoyhtion pagomittamisekss EVM laskee
lilkkeeseen yhden 2,5 miljardin euron velkakirjasarjan, jonka laina-aika on kolme
kuukautta.

Uudelleenjarjestel ytoimet

Pankkien uudelleenjérjestelysuunnitelmat on valmisteltu yhteistydssa komission kanssa
ja ne on toimitettu komissiolle hyvéksyttavdks MoU:n edellyttdmassa akataulussa.
Espanja on vahvistanut, eftd sen lainsaddéntd mahdollistaa MoU:ssa edellytetyn
ehdollisuuden toteutumisen. Komissio tarkastaa parhaillaan ryhman 1 pankkien
uudelleenjarjestelysuunnitelmia  varmistaakseen, ettd ne noudattavat EU:n
valtiontukisaantoja.

Komissio hyvaksyy ryhman 1 pankkien uudelleenjarjestelysuunnitelmat 28.11.2012,
jolloin myds ndiden pankkien tarkka pd&omatarve selvidgd. On todenndkoistd, ettd
pankkien osalta lainamaérét eivét enda muutu. Omaisuudenhoitoyhtion padomittamiseen
tarvittava lainamaara saattaa kuitenkin viel & tarkentua.

Uudelleenjarjestelyilla pankkien kokoa pienennetdan selvasti myymala omaisuutta,
irtisanomalla tyontekijoitd ja sulkemalla konttoreita. Lainasalkkujen riskipitoisuutta
pienennetddn siirtamala kiinteistovarallisuus omaisuudenhoitoyhtiodn. Lainananto
Kiinteistokehitystoimintaan lakkautetaan kokonaan ja pankit keskittyvét jatkossa
vahittai spankkitoimintaan. Pankkien aggressiivinen markkinointi ja hintakilpailu seka
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kilpailijoiden ostaminen kidletédn. Liséks johdon palkkioita rgoitetaan.
Elinkelvottomat pankit myydaén elinkelpoisille pankille tarvittaessa.

Komissio on uudelleenjarjestelysuunnitelmien perusteella todennut kolme ryhman 1
neljastéa pankista elinkelpoisiksi. Elinkelvoton pankki jarjestelld8n uudelleen ja myydaan
jollekin terveelle pankille. Kaksi muuta pankkia tulee myyda kilpailijoille keskipitkalla
akavdilla

Sijoittajavastuun toteutuminen

Ennen tuen maksamista pankeille toteutetaan merkittava taakanjako pankin omistgjien ja
etuoikeudettomien velkojien kesken. Ensin omistajat kérsivét tappiot téysimaéraisesti.
Sen jalkeen etuoikeutettujen osakkeiden sekd@ etuoikeudettomien ergpdivéttomien
velkojen (esimerkiksi niin sanottujen hybridivelkakirjojen) haltijat joutuvat osallistumaan
taakanjakoon. Ensin saatavien nimellisarvoa leikataan ja sen jadlkeen ne muunnetaan
osakeomistukseksi. Ergpéaivélisten velkojen (esimerkiks velkakirjojen) nimellisarvoa
lelkataan ja sen jakeen velkojat voivat joko muuntaa velan osakeomistukseks tai
leitkatun suuruiseksi etuoikeutetuks velaksi.

Taakanjaon seurauksena 90 prosenttia pankin hybridi- ja etuoikeudettomasta velasta
edistdd pankin julkisen tuen tarpeen pienentymistd. Vaikutus tulee kahta kautta, silla
pddomaks muunnettu velka kasvattaa pankin p&domaa ja samalla vahentéd pankin
velkoja. Ryhmédn 1 pankkien kohdala tama tarkoittaa omistgjien ja velkojien
osdlistumista pankkien uudelleenjarjestelyyn yhteensa yli 10 miljardilla eurolla.
Sijoittgavastuun toteutumista valvoo komissio valtiontukisaantdjen mukaisesti.

Omaisuudenhoitoyhtid

Keskeinen osa ehdollisuutta ja  pankkisektorin  tervehdyttamistoimia  on
omaisuudenhoitoyhtion perustaminen, jonne siirretéén ongelmapankkien huonot tase-
erdt. Julkista tukea saavien pankkien kiinteistovarallisuus sirretéén perustettavaan
omaisuudenhoitoyhtio SAREB:iin. Omaisuudenhoitoyhtion yksityiskohdista tiedotettiin
30.10.2012. Yhtio aloittaa toimintansa joulukuussa 2012 ja ensimmaisessa vaiheessa
siihen girretddn noin 45 miljardin euron edesté kiinteistovarallisuutta ryhman 1
pankeista. Siirrossa varallisuudesta maksetaan huomattavasti kirjanpitoarvoa ahaisempi
hinta. Keskimaérainen arvonalennus on 51-59 prosenttia pankista riippuen.

Ohjelman jatko

Alustavien tietojen mukaan lainatarve ryhméan 2 pankeille olis enintddn 5 miljardia
euroa. Jos ryhman 3 pankit onnistuvat varainhankinnassaan, Espanjan
pankkitukiohjelman koko olisi ale 45 miljardia euroa eli merkittévasti ahaisempi kuin
heindkuussa 2012 arvioitiin. Lopullinen lainatarve kuitenkin selviéd vasta kesakuussa
2013, jolloin ryhman 3 pankkien méaéraaika yksityisen pddoman hankkimiselle sulkeutuu.

Kansallinen kéasittely:

Vatiovarainministerio
EU ministerivaliokunta, 27.11.2012

Eduskuntakasittely:

Suuri vaiokunta, 28.11.2012
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Kasittely Euroopan parlamentissa:

Kansallinen lainsaadantd, ml. Ahvenanmaan asema:

Taloudelliset vaikutukset:

Koska Espanjan pankkituen ensimmaista eréd ei ole maksettu ennen EVM:n toiminnan
aloitusta, toteutetaan ohjelma kokonaisuudessaan EVM:sta. Suomen osuus ERVV:n
varainhankinnan takauksesta olis 1,9248 prosenttia, kun Suomen osuus EVM:n
pddomasta on noin 1,7974 prosenttia. N@n Suomen osuus Espanjan ohjelman
rahoituksesta on alhaisempi, kun se rahoitetaan kokonaan EVM:sta. EVM:n kaytto ei
lisd& Suomen EV M :sta tulevia kokonaisvastuita 12,58 miljardista eurosta.

Hallitusohjelmassa on erityinen maininta Suomen kokonaisvastuiden rajaamisesta
vakuuksin, jos ERVV:n kautta maksetaan lainamuotoista rahoitustukea.

Koska ERVV:n ohjelmiin e sisélly etuoikeutetun velkojan asemaa, e téta asemaa ole
Espanjan pankkitukiohjelmalla sen j@lkeenkaén, kun ohjelma on siirretty maksettavaksi
EVM:sta. Suomi alekirjoitti Espanjan talletussuojarahaston (Fondo de Garantia de
Depositos de Entidades de Crédito) kanssa 16.7.2012 vakuussopimuksen, jonka
perusteella talletussuojarahasto maksaa asiamiehen ylldpitaméle erillitilille
vakuusmaksuja sitd mukaa, kun FROB:lle maksetaan tukea. Suomen saama
vakuuspddoma tasmentyy ja kasvaa siis sitd mukaa, kun FROB:lle maksetaan lainaeria.
Ensmméisen arviolta 40 miljardin euron lainaeran perusteella Suomen valtiolle
tilitettava vakuus olisi suuruudeltaan noin 290 miljoonaa euroa, joka vastaa 40 prosenttia
Suomen padoma-avaimen mukaisesta osuudesta EVM:n antaman lainaerén méérasta.

V akuussopimuksessa on nimenomaisesti todettu, etta jos Espanjan rahoitustuki siirretéén
maksettavaks EVM:sta ja EVM:sta FROB:lle tamén jalkeen maksettavilla lainoilla el
ole etuoikeusasemaa, kattaa vakuugérjestely myts EVM:sta maksettavan lainaosuuden.
Vakuussopimukseen joudutaan kuitenkin  Espanjan rahoitustukiohjelman siirron
yhteydessa tekemdaan tiettyja tarkistuksia erityisesti ERVV:n ja EVM:n rakenteellisten
erojen huomioon ottamiseksi. Samoin vakuussopimuksessa kéytetty terminologia vaatii
teknisia tarkastuksia. Tarkistukset saatetaan voimaan talletussuojarahaston ja Suomen
vélisdlla vakuussopimuksen téydennysasiakirjalla. Kyseinen téydennysasiakirja
alekirjoitetaan ennen kuin EVM:n johtokunta tekee paétoksen enssmmaisen lainaerdn
maksamisesta FROB:lle.

EVM:lla oli 23.11.2012 maksettua pddomaa yhteensa noin 32,9 miljardia euroa ja sen
lainakapasiteetti oli noin 200 miljardia euroa. Espanjan pankkisektorin rahoitustuen
girtdminen sitoo EVM:n lainakapasiteettia 100 miljardia euroa. Espanjan
pankkisektorille tilaa koskevan selvityksen perusteella ndyttda todennakoiseltg, ettd 100
miljardin euron rahoitustukea ei tarvitse kokonai suudessaan kayttaa.

Muut mahdolliset asiaan vaikuttavat tekijat:
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ASIAN KASITTELYSSA SISALTOA
SEKA LIITTEITA KOSKEVIEN
JULKAISEMATTOMIEN

TIETOJEN PERUSTEELLA

ESM Proposal for thetermsof thefirst tranche under the Spanish FFA

On 25 July 2012, the Kingdom of Spain entered a Financial Facility Agreement for the
Recapitalisation of Financial Institutions, of an amount up to EUR 100 billion. This Facility
was initialy entered with the EFSF, and agreed to be transferred to the ESM once the new
institution would be established. With the ESM in place since 8 October 2012, the transfer of
the Agreement to the ESM is now close to being finalised.

Since the approval of the Facility last July, teams from the European Commission, the ECB,
the EFSF/ESM, the European Banking Authority (EBA), and the International Monetary
Fund (IMF) have worked together with Spain to prepare for the recapitalisation of those
financial ingtitutions identified to be in need of capital from the ESM to fulfill their regulatory
capital ratios.

The Memorandum of Understanding (MoU) prepared by the European Commission, in
liaison with the ECB, as well as the IMF and EBA, specifies the conditions necessary to be
met for the disbursement of the EFSF/ESM loan. Conditions for the first disbursement
include that final restructuring or resolution plans for Group 1 banks be prepared together by
Spain and the European Commission in light of the stress test results, and approved by the
European Commission by November 2012. This is scheduled to happen on 28 November and
19 December, respectively. Besides bank-specific conditionality, the MoU defines the set of
sector-wide conditions that need to be met for a disbursement by the EFSF/ESM in
December.

In its First Review Report of the Financial Assistance Programme to Spain prepared for the
meeting of the Euro Working Group of 22 November 2012, the European Commission, in
liaison with the ECB, assesses that the conditionality is on track as of mid-November. In
particular, the Commission stands ready to adopt the banks’ restructuring plans once they are
finalized on 28 November. The maximum amount to be disbursed for the first tranche has
been determined to stand at EUR 40 bn. On 28 November, the precise amounts needed by
each bank in Group 1 as well as for the Asset Management Company (AMC) will be known.
In light of the Commission’s report to the EWG, we are ready to propose to the Board of
Directors of the ESM that it approves the first disbursement under the Spanish Bank
Recapitalisation Facility in December.
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Main terms of thefirst tranche under the Spanish FFA

A. Amount disbursed and use:

This first tranche will be disbursed to the FROB in December.

The maximum amount to be disbursed stands at EUR 40 bn.

The amount is to be disaggregated as follows: (i) Group 1 banks: EUR 37.5 bn. The
banks in this group are BFA-Bankia, CatalunyaCaixa, NCG Banco and Banco de
Vaencia (i) Asset Management Company: EUR 2.5 bn. This amount covers the
public-sector ownership in the capital of the AMC .

B. Instruments

The ESM proposes to disburse the amount equested by delivering the following initial
funding instruments:

For Group 1 banks (EUR 37.5bn), it is proposed to issue three different series of
notes of an amount of EUR 12.5bn each, with maturities of 1yr, 2yrsand 3yrs.

For the AMC (EUR 2.5bn), it is proposed to issue one single series of notes with a
maturity of 3 months.

C. Main characteristics of the first tranche

The Margin charged to Spain for the loan disbursed will be 30 basis points

The Up-front Service Fee of 50 bps will have to be paid upfront by the Kingdom of
Spain following the reception of an invoice sent by ESM.

The Annual Service Fee of 0.5 bps which will accrue day to day with effect from the
first interest payment date of such tranche, as part of the ESM Cost of Funding. It will
follow the interest payment schedule.

The Commitment Fee alocated to the Kingdom of Spain, in accordance with the
Diversified Funding Strategy and applied in line with the applicable guidelines, will
be payable each year following the reception of an invoice a the beginning of each
calendar year, as part of the ESM Cost of Funding.

Term/Maturity will be determined at the time of issuance of the Confirmation Notice,
taking into account: i) a maximum maturity of 15 years, and ii) the overall maximum
average maturity of the Facility of 12.5 years.
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- Repayment profile for the Tranche: Bullet or amortising, as may be defined in the
Confirmation Notice.

For the avoidance of doubt, all elements affecting the pricing may be adjusted throughout the
life of the loan in line with the Spanish FFA.
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T EXECUTIVE SUMMARY

This report provides an assessiment of the progress made by Spain with respect to its Financial
Assistance Programme for the Recapitalisation of Financial Instinuions in Spain, based on the
Jindings of « joint Ewropean Commission (EC)/European Central Bank? (ECB) mission to
Madrid during 15-26 October 2012, The mission found that the reform of the financial sector iy
on track. The ambitious policy conditionality of the prograwme has so Jar been met in a timely
and high-qualitcy manner. It will be important to mainiain the momentum in the coming monihs
us major challenges lie ahead, in particular the effective restructuring of banks and the ser-up
of the Asset Management Conpany (AMC).

Spanish financial markets have stabilized since the summer. Main factors behind this
development have been the favourable impact of bold decisions at European level to enhance
the financial architecture of the European and Monetary Union, the re-pricing of risk in the bond
market following the ECB's announcements, and the implementation of the financial sector
assistance programme. Access of Spanish issuers to funding markets has thereby unproved,
however external financing remains constrained.

The deleveraging process of the economy has continued, albeit at a moderate pace. The
banking sector's efforts to increase capital levels, clean up its legacy assets and build up
liquidity buffers in a context of rising non-performing loans further tightened the supply of
credit. The inferaction of weak credit supply and declining demand for credit reflects and drives
this process and it has been recently reinforced as the economy further contracted in the second
and third quarters. Domestic demand has been falling, the house price correction continues,
unemployment has risen to new heights and private-sector balance sheets remaim under
pressure.

Regaining durable access to capital markets remains key. Against the backdrop of economic
activity likely to remain subdued and economic adjustment further proceeding, market access at
fundamentally-justified costs for the Spanish sovereign and private issuers is a precondition to
provide the financial resources for the smooth reallocation of factors of production in the
Spanish economy. Therefore, further confidence-building measures appear warranied in order 1o
buiid on the recent stabilisation of financial market conditions.

The financial assistance programme is on track and key building blocks have been put in
place.

¢ Major progress was achieved through the conduct of a robust bottom-up stress
test at the end of September. The stress test yielded credible results in terms of
identifying capital needs for the individual banks and revealing a capital shortfall of
about EUR 59 billion for the entire banking sector. It also confirmed the diagnostic of
the top-down stress test, i.e. the capital shortfalls are not widespread, but rather located
in a specific group of banks.

¢ The entering into force of Real Decreto Ley” (RDL) 242012 on 31 August, 2012
equipped both the Fondo de Reestructuracién Ordenada Bancaria® (FROB) and
the Banco de Espafia (BAE) with the legal toolbox to restructure and reselve credit
institutions, conduct mandatory burden sharing, improve the institutional

The mission also iavolved expert teams from the Evropean Stability Mechamsm and the Furopean Banking Authority, The
Interaational Monctary Fund participated in the meetings as part of its independent monitoring,

Roval Decree Law.

Fund for Orderly Bank Restructaring (FROB), hupiwww. frob.cs
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framework and enhance capital requirements and bank transparency. The Royal
Decree Law provides the legal framewerk in which the European Commission is
assessing the restructuring plans submitted by the Spanish authorities for the banks that
need public support in order to cover the capital shortfall identified in the stress-test.

¢ A comprehensive blueprint for setting-up the Asset Management Company (AMC)
was adopted on schedule by end-August. Work on the secondary legislation regarding
the structure and governance of the financial vehicle, the scope of assets, the transfer
price and the provisional business plan is aboul to be finalised by mid-November. This
provides the framework for the segregation of RED loans and foreclosed assets fron the
banks' balance sheets.

« The capital needs of the banks will be reduced via burden sharing measures. After
allocating losses to equity holders, the Spanish authorities will require burden sharing
measures from hybrid capital holders and subordinated debt holders in banks receiving
public capital, including by implementing both voluntary and, where necessary,
mandatory Subordinated Liability Exercises (SLEs). To that effect, the Spanish
authorities hiave introduced legislation to ensure the effectiveness of the SLESs.

o Other legislative measures foreseen by the MoU were adopted to further enhance
bank ftransparency and the regulatory and supervisory framework, The legal
framework was upgraded in order to increase the quality and quantity of mformation
provided by credit institutions 1o the general public, notably concerning real estate and
construction sector exposures. The credit registry 1s in process of being enhanced and
the consumer protection legislation as regards the sale by banks of hybrid capital and
subordinated debt instruments was improved. The operational independence of the BdE
was increased through the transfer of some key supervisory and regulatory powers from
the Ministry of Economy.

¢ Fiscal consolidation is set to acelerate in the remainder of 2012 and in 2013 with
the adoption of new measures. The general government deficit has narmrowed only
marginally in the first half of 2012 compared to the same period of 2011, in part
because the recessionary environment delivers strong headwinds. Spain has adopted
consclidation measures in July to underpin the revised deficit target for 2012, a multi-
annual budegt plan for 2013-14 in August and a draft 2013 budget in September.
However, further consolidation measures still need to be set out in detail, especially for
2014,

o Structural reforms aimed at correcting macroeconomic imbalances have advanced
in several areas. A range of measures have been launched in the areas of labour market
policies, taxation, and the electricity taniff deficit. Spain has also announced a stractural
reform plan, which envisages further concrete measures to implement active labour
market reform and employment policies, reduce the fragmentation of domestic product
markets, liberalise professional services and improve the business environment.

As regards the achievement of the programme objectives, further rapid progress is expected
with the finalisation of the bank restructuring plans for banks needing State aid, their
recapitalisation and rendering the AMC fully operational by the end of November. Although the
implementation of these measures is broadly on track, they represent important milestones of
the programme and require well-thought decision making and effective implementation within
ambitious deadlines, which is going to be challenging.



2 INTRODUCTION

i. This First Review report assesses compliance with the conditions of the Financial
Assistance Programme for the Recapitalisation of Financial Institutions in Spain. The
assessment is based on the findings of a joint Furopean Commission (EC) / FEuropean Central
Bank (ECB) / International Monetary Fund (IMF) / European Banking Authority (EBA) and
European Stability Mechanism (ESM) staff mission to Madrid from 15 to 26 October 2012*. In
a:,ccndancc with the Memorandum of Understanding (MoU) on granting EU financial assistance
to Spain’, the mission assessed compliance with the conditionality and progress towards the key
objectives of the Programme for restructuring and recapitalisation of the Spamish banking
sector.

2, The Financial Assistance Programme was agreed by the Eurogroup on 9 July 2012,
The Programme, which covers a period of 18 months®, entails an external financing by the Furo
Area of up to EUR 100 billion, to be channelled through the FROB, acting as agent of the
Spanish government, to the financial institutions concerned. The financial package is provided
under the terms of the Financial Assistance for the Recapitalisation of Financial Institutions by
the European Financial Stability Fund (EFSF) and it will be taken over by the European
Stability Mechanism (ESM), once this institution becomes fully operational,

3 The Memorandum of Understanding includes both bank-specific conditionality, in
line with State aid rules, and horizontal conditionality. Conditions with a deadline prior to
mid-November 2012 are assessed by this report, including those which were met or those
toward which there was substantial progress ahead of their deadline.

4, The bank-specific conditionality has three main components:

 First, a comprehensive diagnostic as regards the capital needs of individual banks,
based on a comprehensive asset quality review and valuation process, and bank- by-
bank stress tests.

e Second, the segregation of impaired assets from the balance sheet of banks receiving
public support and their transfer to an external Asset Management Company (AMC).

¢ Third, the submission of restructuring plans by the banks with a capital shortfall
identified by the stress tests, recapitalisation and restructuring of viable banks and an
orderly resolution of non-viable banks, with private sector burden-sharing as a
prerequisite.

5. Horizontal conditionality applies to the entire banking sector, unlike bank-specific
conditions, which only apply to banks unable to meet capital shortfalls identified by the
bank-by-bank stress test without having recourse to State aid. The horizontal programme
includes measures aimed, inter alia, at strengthening the regulatory, supervisory and bank
resolution frameworks, enhancing the governance structure of savings banks and of commercial
banks controlled by them. improving consumer protection legislation as regards the sale by
banks of hybrid capital and subordinated debt instruments.

The cut-ofl date for the information used for the assessment of complianee with the Mol conditionality s November 15,
Signed between the Furopean Commission and Spain on 23 Tuly 2052
Hewever, the restructaring of the banks receiving public support umiu the State aid rules is expected to ke up o five vears,
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6. As regards the fimancing part of the Programme, so far there has been no
disbursement from the contingency facility of EUR 30 billion set aside for unforeseen
vulnerabilities of the Spanish banking sector that may threaten the entire financial sector
in Spain and via contagion outside Spain. The main reason has been the relative calmness of
the financial markets following the anncuncement of the Programme and the retum of
confidence over the summer. Under these circumstances, the FROB proceeded with a bridge
recapitalisation of BFA-Bankia of EUR 4.5 billion in September, after the latter published its
financial accounts for the first half of 2012, without having recourse to the contingency facility.

- -



3  FINANCIAL MACROECONOMIC AND FISCAL DEVELOPMENTS AND CUTLOOK

3.1 ACCESS TO HNARCIAL MARKETS IMPROVES, WHILE DELEVERAGING
CONTINUES

7. Market sentiment towards Spain improved in the third quarter of 2012 despite the
fact that financial indicators in Europe, particularly those related to the most vulnerable
euro area countries, continued to be dominated by tensions and upward revisions in
sovereign risk premia. The higher confidence in Spain's sovereign risk was reflected in the
decline of the yields of the sovereign 10 year bonds after a pre-summer rally which drove bond
spreads vs. the German Bund benchmark to record levels since the introduction of the euro.
Spanish sovereign and bank credit default swaps (CDS) spreads as a measure of risk premia also
improved because of the strong inter-linkage between sovereign risk and banking risk.
However, the large volatility and still elevated levels of spreads and risk premia suggest that
uncertainty going forward remains high.

8. The improvement in investor confidence reflects important steps to strengthen the
euro area financial architecture, including the provision of the EFSF/ESM financial
backstop to clean up and restructure the Spanish banking sector. The approval of the
financial aid to the Spanish banking system and the signature of the Memorandum of
Understanding in late July, together with the fiscal measures taken by (he Spanish authorities,
and the the re-pricing of risk in the bond market following the ECB's arnocuncements
contributed to relieving tensions affecting the Spanish sovereign risk. This contributed fo
address severe distortions in government bond markets which had emanated to some degree
from investor concern regarding the reversibility of the euro. The behaviour of Spanish
sovereign yields and risk premia reflected to a large extent these positive developments (see
Graph 1 and Graph 2).
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o As a vesult of the policy initiatives taken at both European and national levels,
access to financial markets improved for Spanish issuers since August. For banks, the
overall issuance volume of secured, unsecured and covered bonds in September was the Jargest
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monthly issuance since February 2012. Since mid-September, the improvement of funding
conditions has coatinced although at a slower pace. In parallel, the stock exchange rallied,
ensuring better access to capital for domestic blue chips (Graph 3). More importantly, some
large and sound financial and non-financial, corporates such as Santander, BBVA, Sabadel],
Banesio Telefonica, Iberdrola, Gas Natural have issued debt in the primary market after a period
of inaciivity by Spanish private issuers lasting since the first quarter of 2012. According to
markel sources, the demand of non-residents for Spanish private debt in the primary market
increased in recent months. Nonetheless, at least for the banking institutions, the amount of
unsecured debt 1ssued was relatively small in size compared with previous issuances while costs
were higher. Still, the issuance improved the institutions” cash position and was also an
important contributing factor to the slight decrease in ECB borrowing in September and October
after several months of uninterrupted strong growth.
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10.  The sovereign also took advantage of the improved access to financing conditions.
The Spanish Treasury increased the pace of government securities issuance and by the end of
October it managed to cover about 95% of its bond issuance plan for 2012. 1 the favourable
trend persists, the Treasury would start pre-financing its medium and long-term financing needs
for 2013, Another positive development concerns the participation of foreign investors in
government securities auctions, with international investors buying more than 50% of bonds at
recent auctions.

i1.  Despite the recent improvement in investor confidence towards Spanish issuers,
financing conditions for the overall banking sector remain tight. The trends witessed in the
first half of 2012 continued into the third quarter. The fall in domestic private deposits —
household and corporate - accelerated to around 6.5% (y-o-y} in July, but receded to about 5%
in September (see Graph 4). Correcting for the impact of substitutions to commercial paper due
to higher deposit insurance premia, the real drop is actually much lower. At the same time, the
outfiow of non-resident deposits (including non-resident MFIs) increased by another
EUR 45 billion or 11% from June to August, but recovered by about EUR 5 billion in
September. I parallel, the reliance on aet borrowing froms the Evrosystem increased to a record
EUR 389 billion (10.6% of total habilities) in August 2012, but it declined subsequently to
EUR 342 hillion in Octeber, helped by the issuance of unsecured senior debt on wholesale
markets.



12.  The deterioration in asset quality at system level has accelerated in the last couple of
months. Non-performing loans reached 10.5% at the end of August 2012 compared to 9.0% at
the end of May. The increase in impaired assets in the real estate and construction sector has
been the main driver for the increase of non-performing loans ar sysiem level, as loan
delinquencies in the construction sector stood at 23.9% at the end of June 2012. By contrast. the
increase in impaired assets in the industry sector (non-construction) has continued but remained
more subdued. Non-performing loans in the industry sector increased to 7% at the end of June
2012 compared to 6.1% at the end of March 2012 (see Graph 3). Non-performing loans in the
household sector have continved to be considerably below the system average, due to the
relatively low level of impairment on mortgage loans. The quality of mortgage loans
deteriorated only slightly in recent months, as non-performing assets reached 3.2% at the end of
June 2012 compared to 3.1% at the end of March 2012.

13, The increase in asset impairments has continued to put strain on banking sector
profitability, which impacts negatively the banks' efforts to strengthen their capital ratios.
Notwithstanding the difficult economic environment, the interest income of Spanish banks
remained resilient in the first half of 2012, Interest income improved in the second quarter,
increasing by 8% at the end of June compared to March 2012, However, the further increase in
loan-loss provisions mmpacted significantly the profitability at system level at the end of June
2012, as banks need to comply with far more stringent provisioning requirements on real estate
and construction sector assets reguired by the RDLs 2/2012 and 18/2012. Therefore, ihe
banking system is expected to be loss-making i 2012,
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14.  The correction of the housing prices is expected to continue, impacting negatively on
banks' profitability. On the supply side, the remaming large stock of unsold new homes
implies further downward pressure on house prices (see Section 3.2 for further details). Demand
for housing has been weak and is set to deterioraie further in line with its fundamentals,
including falling houseliold real disposable income, declining population, and remaining tight
credit conditions,

15, Tight financing conditions, more prudent eredit policies and the efforts to rebuild
capital ratios to levels required by the EBA and Oliver-Wyman stress tests have restrained
the banks’ eapacity to lend. Credit growth remains in negative territory as the constrained
supply corroborated with weaker demand in a recessionary environment. More prudent lending
policies due to the enhanced economic uncertainty have also played a role, The deleveraging
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process, aimed at correcting the excessive credit growth of more than 20% year-on-year in the
middle of the last decade, contimues. As of September 2012, total domestic credit shrunk by
about 3% year-on-year being driven by the decline in the stock of credit to the private sector
which reached almost 5% vear-on-vear (see Graph 6). At the same time there was a strong
increase in credit to the government by almost 40% year-on-year. The high increase in
government credit reflects the gradual withdrawal of foreign investors from the domestic debt
market which were replaced by the domestic banks and the financing of regional and local
government arrears. Domestic lending to non-financial corporations and households, fell by
around 7% and 3.5% year-on-year, respectively, Bank holdings of commercial bonds also went
down significantly by about 20% year-on year. The total banking sector balance sheet was still
growing modestly in August 2012 compared to a year before, but it shrunk by almost 3% since
June 2012,

16. Non-financial corporations appear to bear the brunt of the deleveraging process,
with construction and real estate companies being most affected, reflecting significant
downsizing, following excessive growth in the boom vears. According to the BCE/BAE Bank
Lending Survey, banks have continued (o tighten credit standards for loans for large enterprises
in the first half of 2012, mainly because of their weakened ability to access market financing
and higher risk expectations. Terms and conditions for loans have also become more stringent,
boih for large enterprises and small and medium enterprises (SMEs). This is consistent with the
perception that access to finance of SMEs has been constrained lately. At the same time, banks
are reporting a decrease in the demand for loans, both from large companies and SMEs, in
particular for fixed investment. As regards households, the fali in credit has also been driven by
both supply and demand factors. On the one hand, the terms and conditions for loans were
tightened again, in terms of price and maturity, both for housing and consumer lending. On the
other hand, the demand for loans continued to decrease as unemployment rose and households
have reduced their indebtedness.

17.  The deleveraging process by the non-financial corporate sector and Spanish
households accelerated in recent months, but its pace remains moderate. This deleveraging
is justified by the need to deal with the debt overhang accumulated during the boom years.
Overall, the privaie sector has reduced its indebtedness by about 15% of GDP from its peak, but
the leverage is still much above the pre-boom levels. The rate of decline in the bank £r088
financing of the non-financial corporatiens resident in Spain has picked up to above 4% in
August 2012, but remains relatively modest as the total non-financial corporate debt is still
large, at about 182% of GDP as of the first quarter of 2012. It has declined only gradually from
a peak of about 194% of GDP in 2008. The gross financing of households was also declining at
a broadly similar annual rate in August 2012, but slowing down from previous months. In this
case the sector is a net lender to the economy. However the sector’s liabilities remain refatively
elevated at about 5% of GDP in the first quarter of 2012. At the same time, the households™ net
financial assets declined from around 82% of GDP in the first quarter of 2011 to about 73% of
GDP the first quarter of 2012, reflecting a decline in disposable income and the saving rate.

18.  Whilst some elements of the banking programme underpin the deleveraging process
in the financial scctor in the short run, also due to an accounting effect, the programme's
overall impact on new lending should be positive. The segregation of RED loans and
foreclosed assets of the banks recapitalised with public support to the AMC at wansfer prices
below their book value will reduce the balance sheet of these banks. At the same time, these
banks will be recapitalised through the EFSF/ESM facility and wiil receive liquid AMC
securities, thereby increasing their capacity to provide new lending to companies and
households that are creating economic value in the adjustment process of the Spanish real
economy. In a similar way, the downsizing of nationalised banks according to the restructuring
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plans approved by the European Commission will take place only gradually, over a period of up
to five years and should not increase significantly credit constraints for solvent clients.

19.  Viable clients should eventually be able to access credit from stronger and more
efficient banks. The authorities could facilitate this process by ensuring the transfer of the
credit history of SMEs, for example, to their new credit institutions. Qverall, a banking sector
cleaned-up of legacy assets will be in a better position to access the debt and capital markets at
favourable interest rates, and therefore satisfy the borrowing needs of enterprises and
households with solvent demand. Moreover, a reallocation of credit needs to lake place from the
downsizing economic sectors, such as the real estate and construction, to businesses that can
provide new sources of sustainable growth for the Spanish economy. Such a process is
compatible with a moderate decline in the total nominal supply of credit. Nevertheless, going
forward, the effects of the restructuring plans will have to be kept under review.

20. Against the background of the on-going restructuring and deleveraging process
taking place in the Spanish banking sector, the MoU condition 17 stipulates the
preparation of proposals for the strengthening of the non-bank financial intermediation
by the Spanish authorities. As in many other Furopean countries, the banking finance of non-
financial corporations plays a predominant role in Spain and grew further during the boom years
as a result of the buoyant demand and the easing of bank credit policies, as can be inferred from
data provided by the Spanish "Central de Balances" and also from the survey on the access 1o
finance of SMEs in the euro area jointly developed by the ECB and the European Commission.
As far as the tightening of bank credit conditions can become binding for some viable and
profitable companies, measures to make access to non-bank financing channels easier gRings
importance, in particular for SMEs.

21. In this context, Spain is in the process of finalizing an Action Plan that would
improve the access of SMEs, mid-caps and larger non-finaneial corporations to finance.
The Action Plan contains a broad range of measures aiming at inter alia creating an alternative
bond market, supporting short-term financing for listed companies, strengthening the public and
mutual guarantees for SMEs, developing a new line of equity loans for SMEs, supporting the
development of SMEs via venture capital and business incubators and reforming the regulatory
framework on venture capital investment. The Action Plan is expected be adopted around mid-
November and will represent a framework of actions to be transposed into legislation and
mplemented subsequently. The implementation needs to ensure complaince with State aid
rules.

3.2 DIFFICULT MACROECONOMIC CUTLOOK AS THE ECONOMY REBALANCES

22, The adjustment of large imbalances built up in the years prior to the crisis is
holding back economic growth. The necessary adjustment implies a profound shift in
composition of GDP growth away from domestic demand (see Graph 7), which is being
constrained by the private sector deleveraging, fiscal consolidation, further deterioration in the
labour market, and tight credit conditions. In particular, private consumption is expected to
remain very weak as the households’ deleveraging coincides with high unemployment and the
binding credit constraint. Investment, and especially investment in equipment, is set to decline
given the unfavourable economic outlook, high corporate indebtedness, excess capacity and
difficult access to credit. Public finances suffered a significant deterioration in the wake of the
crisis and need to be brought back onto a sustainable path but ambitious fiscal adjustment is
weighing on the short-terin growth outlook. All in all, GDP growth is expected to contract by
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around 12% in both 2012 and 2013. with the first signs of recovery only towards the end of
2013 (see Table 1),
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23.  Unemployment rate remains stuck at very elevated levels and is set fo increase
further. It soared following the downsizing of the construction sector and the cyclical
adjustment in the rest of economy and was further aggravated by rigidities of the Spanish labour
market, which limited the sensitivity of wages to cyclical conditions. A comprehensive reforin
of the labowr market eventually adopted in February 2012 is aimed at addressing these issues by
reducing severance pay and allowing firms greater flexibility to adjust wages and employment
(including working hours) to their specific economic situation. However, given the current
weakness of the Spanish economy and a relatively short time span since its entry into force, it
may take some time before the first positive effects become manifest. So far, the adjustment in
employment continues to take place through the reduction in the namber of workers rasher than
a reduction in working hours. In addition, permanent employment is now being affected as
much as temporary employment (see Graph §). Unemployment rate exceeded 25% in the third
quarter of 2012 and it is expected to remain elevated over the mediwm term and even increase
further m 2013.

24.  The adjustment in the housing market is not yet finished. Demand for housing
remains weak given high unemployment and tight credit conditions. This is illustrated by a
continuing fall in sales of new houses. The number of sales declined by 14% between January
and August 2012 compared to the same period last year. Given a weak demand for housing and
the remaining large stock of unsold houses, estimated at around 700,000 of new dwellings,
further adjustment in house prices is expected. The fall in house prices has accelerated in 2012,
reaching a cumulated fall of 28% in nominal terms and 36% in real terms since the peak in
2007. In addition, the on-going restructuring of the Spanish banking sector and the creation of
the AMC for state-aided banks will likely result in further downward pressure on house prices
as the houses reposessed by banks enter into the market.

25.  The external sector will provide some cushion for economic growth, Export growth is
expected to remain robust, while imports are set to contract further on the back of very weak
domestic demand, allowing a significant improvement in Spain's trade balance and current
account deficit, which is on the way to reach a surplus in 2014, Export growth has been
supported by declining unit labour costs (ULC) and improving product and regional
diversification, which have allowed Spain to regain some of its lost competitiveness and
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maintain its export market share — a trend that is expected to continue in the near future, ULC
have been falling since early 2010 driven by more moderate wage growth and stronger
productivity increases (although mostly through employment adjustment) — see Graph 9. While
real effective exchange rate (REER} based on a ULC in manufacturing deflator appreciated by
around 30% until 2008, it has since fallen by 13% - a recovery of almosi ane half of the lost
competitiveness (sce Graph 10).
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26.  The banking sector programme is expected to have a positive impact on the stability
of the financial sector in Spain. In the short-term, the necessary adjustment of credit growth
following the boom and bust of the construction and real estate sector is expected to keep credit
flows o the real economy constrained, contributing to the weakness of private consumption and
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mvestment. However, successful implementation of the planned financial sector reforms shiould
fargely reduce the funding costs of the Spanish banks contributing to easing of the lending
conditions to the households and non-financial corporations. In particular, improved
capitalization of Spanish banks and reduced uncertainty related to the valuation of assets on the
banks' balance sheets as well as restructuring of the weak segments of the banking sector should
bolster market confidence,

27.  The Spanish ecenomy is at a critical juncture, leaving no room for complacency with
respect to the necessary structural reforms to boost growth and employment. The capacity
of the Spanish economy to undergo the necessary adjustment will depend on the smooth
functioning of its factor and product markets, in particular the labour market. Increasing price
and cost competitiveness of the Spanish economy through sustained wage moderation and
higher labour productivity beyond the cyclical adjustment will be a necessary condition to
ensure higher growth and employment creation in the future. It wiil be also key to ensure the
external rebalancing of the economy. The large negative net international investment position
(-92% of GDP in 2011) leaves Spain exposed to considerable external financing needs and
liquidity nisk. In order to attenuate the risk of financing difficulties, which could have serious
repercussions on econonyc activity, Spain needs to significantly reduce its external liabilities,
which will require a shift to persistent current account surpluses. All in all, the economic and
financial situation in Spain remains challenging. As the correction of the large macroeconomic
imbalances will take considerable time, Spain remains exposed to large financing needs and
market pressure.

3.3 FISCAL CONSCLDATION IN THE MIDST OF RECESSION

28. The ecconomic recession in Spain and the shift towards a less tax-rich growth
composition have led to a considerable deterioration of public finances. On 10 July 2012,
the ECOFIN Council issued a revised excessive deficit procedure (EDP) recommendation to
Spain setting new and ambitious consolidation targets and extending the deadline for correcting
the excessive deficit by one year to 2014, In response, the Spanish authorities have undertaken
comprehensive front-loaded fiscal consolidation measures which are largely expenditure-driven.
However, the consolidation plan is partly based on temporary and one-off measures.
Rebalancing revenues and expenditure in a structural way corresponding to the new economic
growth structure, particularly at regional level, is a key challenge facing the Spanish economy.

29.  Major revenue shortfalls and rising interest payments are offsetting the impact of
expenditure cuts and some tax hikes in 2012, Deficit reduction hardly advanced in the first
eight months of 2012, but is expected to accelerate in the final months of the year. Planned
expenditure cuts seem to be largely on track, but broad-based revenue shortfalls, higher interest
payments and rising social transfers aimost offset these improvements, There should be
significant fiscal tightening in the final months of the year, when the bulk of tax and spending
measures should have their impact. For the year as a whole, the deficit is therefore expected to
narrow from 9.4% in 2011 to about 8% of GDP, or about 7% of GDP excluding the effect of
bank recapitalisations. This compares with the offical deficit target of 6.3% of GDP.

30. The fiscal outlook remains challenging. In 2013, the general government deficit is
expected to narrow, thanks to further discretionary measures more than offsetting the impact of
the continued recession and the shift to a less tax-rich growth model (for details see Box 6 in
Section 5.2). Thus, the general government deficit 1s forecast to reach around 6% of GDP in
2013, In 2014, the expiry of some of the measures introduced in 2612, such as the income tax
hike, is not vet compensated by additional, sufficiently specified consolidation measures.
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Moreover, the very tax-poor growth composition and a subdued recovery of the labowr markes
contribute to a further widening of the general government deficit to 6.4% of GDP.

31, Successful fiscal consolidation is key to ensure that public finances are put back on a
sustainable path. Outlining a comprehensive and realistic consolidation strategy is
indispensable for re-establishing confidence in Spanish public finances. In this context, the
budgetary targets especially for 2014 still need to be supported by convincing permanent
measures on the revenue and expenditure side to ensure meeting the deficit targets and, most
impartantly, to stabilize the public debt to GDP ratio.
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4 PROGRAMME IMPLEMENTATION

32.  This chapter describes the implementation of the Programme in keeping with the
conditionality stipulated in the MoU. The MoU includes both bank-specific conditionality,
aiming at identifying individual bank capital needs and cleaning-up the legacy assets from the
banks' balance sheets, and horizontal conditionality. Any aid to Spanish banks has to comply
with the EU State aid conditionality. In addition, Spain has to fulfill its commitments under the
Excessive Deficit Procedure and implement structural reforms within the framework of the
European semester.

4.1 DEALING WITH [MFAIRED ASSETS AND RESTRUCTURING THE BANKING
SECTOR

33. The key objective of the financial assistance programme in Spain is to assess
underlying losses in the banking system, identify the non-viable and weak banks and foree
their restructuring or resolution in order to dispe! any uncertainties regarding the health of
tlie Spanish banking system.

34. The identification of losses and capital needs has been done through a rigorous
bank-by-bank stress test. The stress test has been carried out by an independent expert, Oliver
Wyman, To further strengthen the transparency and trustworthiness of the diagnostic,
international audit firms and real estate experts were hired. Auditors conducted an independent
review of accounts and operations used for sampling purposes while real estate appraisers
revised about 1.7 million real estate appraisals and 8,000 complex real estate asset valuations to
inform the asset valuation process.

35. The restructuring of some of the banks will be achieved first by segregating all real
estate development (RED) assets, above a certain threshold, to an asset management
company, Sociedad de Gestion de Activos Procedentes de la Reestructuracién Bancaria
(Sareb), which will manage these assets in order to maximise their value. The main purpose
is to elininate any concerns regarding banks' solvency, stemming from their real estare
exposures and to allow banks to refocus on their core lending activities. Additionally, troubled
banks will be required to undertake the necessary steps to deleverage their non-core assets and
improve their efficiency and profitability.

4.1.1 identifying impaired assets and solving capital needs

36. The due diligence process started with a top-down stress fest in June 2012 and
finished at the end of September with the publication of the results of a more granular
bank-by-bank (bottom-up) stress test. The stress test revealed a capital shortfall of about
EUR 59 billion for the entire banking sector (see Box 1). The complete exercise was carried
out by international consultants (Oliver Wyman’) and involved four auditors (PwC, Deloitte,
Ernst &Young and KPMG) and several appraisal companies. This process was overseen by the
Strategic Coordination Committee (SCC), involving the Spanish authorities, the European
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Commission, the ECB. the EBA and the IMF. In addition, it was closety monitored by a
technical Expert Coordination Committee (ECC), which provided the SCC with regular updates.

37.

38.

The following main conclusions can be drawn from the exercise:

The weaknesses in the Spanish banking system, particularly the capital shortfalls,
are not widespread, but rather located in a specific group of banks, mainly the
banks having already received aid from the FROB. The results of the stress fest
confinm the diagnostic from the IMT FSAP® as well as from the top-down stress test of
Oliver Wyman

Losses in the bottom-up exercise are consistent with those estimated by Oliver
Wyman in the top-down exercise. However, the bottom-up exercise has provided a
much more accurate disiribution of losses, increasing capital needs in those banks that
had already been identified as being problematic in the top-down exercise.

The loss absorption capacity of the Spanish banking system is high but unevenly
distributed amongst banks. While banks like Bankia require as much as €25bn under
the adverse scenario, other banks like Santander have an equally high excess capital
buffer (€25bn) in the adverse scenario.

Based on the results of the bank-by-bank (bottom-up) stress test, the BAE and the

European Commission, in consultation with the EBA and in Haisen with the ECB, will
establish the specific capital needs of each participating bank, and also determine the cases
where there is no need for further capital. On the basis of the siress test results and the
presented plans to address any identified capital shortfalls, the banks will be categorised in four
groups (see Graph 11 and Table 2).

]

Group ¢ comprises those banks for which no capital shortfall is identified and no
further action from the public side is required: Santander, BBVA, Caixabank,
Sabadell-CAM, Bankinter, Kutxabank and Unicaja.

Group I was pre-defined as banks already owned by the FROB: B¥FA-Bankia,
CatalunyaCaixa, NCG Banco’ and Banco de Valencia.

Group 2 consists of banks with capital shortfalls identified by the bottom-up stress test
as unable to meet those capital shortfalls privately without having recourse to State
aid: Baneo Mare Nostrum, CEISS, Liberbank and Caja 3,

Group 3 includes banks with capital shortfall identified by the stress test with credible
recapitalisation plans and able to meet capital shortfalls from private sources without
recourse to State aid.

BdE in Tiaison with the European Commission understands that Banco Popular and
Ibercaja have presented credible plans, which are still being implemented, to reduce
their capital shortfall to zero by the end of the year. Once implemented, it would
include them in Group 0.

%

IME's Fmancial Sector Assessment Progran.
NCG Bance has its roots m Galicia and operates there under Novagalicia Banco.
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Table 2 Expected losses in the bose and odverse scenario, per porifolic segment

2011 Balance Adverse Top-down
12UR bn Base scenario SCENATIO adverse

Real estate developers 227 28.60% 42 800 £2.48u5
Retail mortgages imcluding

foreclosed housing 622 300% 5.50% 3.90%
Large compoiates 54 5 8% 10.00% 12158
ShTs 237 10,60% 16.70% 15-15%
Public works 41 12, 50% 21300 21.23%
Other relail 74 11.80% 15.60% 15-20%
Total credit portfolia 1436 900% 15 00% 15-17%
Foyeclosed RED&Oher 87 38% 4% 55.63%

Saurce: BdE

39.  There are several options available to banks for making up for their capital
shortfall. These include generating capital from internal measures, asset disposals, subordinated
liability exercises (SLEs), raising equity or State aid. The Spanish authorities and the European
Commission are assessing the viability of the banks on the basis of the results of the bottom-up
stress test and the presented restructuring plans. Banks that are deemed to be non-viable will be
resoived in an orderly manner.



Box 1: Overview of the bottom-up stresstest’.
Scope . = L
R e Thf: qtzess covers tlze busmess Al
o _"the Spanish baanU systen.;
: __.’"Tlnee yeal shock "0!", i

alzé_atlon E\CIC§‘§€ dmze by t1e §algD 4-:
1}:5'000 operations.- :

‘Compari

g '-.-the top down stless 16

L in the bottom -up f'
_compaaed o €6 7bn in

) ile p1oﬁt' genel atmn caphmty Lmder the:_




4.1.2 Segregating the banks’ impaired assets

40. As envisioned in the MoU, the AMC is created in order to remove troubled assets
from aided banks' balance sheets. Thus AMC will be called Sareb and will have 2 maximum
life span of 15 years {see Box 2). The main objectives of Sareb, are to divest the portfolio of real
estate Joans and assets it acquires from banks receiving state aid , optimize levels of recovery
and value preservation as well as minimize the cost for the taxpayer by returning capital to
stakeholders as soon as feasible. Finally, it should aim at mitigating the negative impact on the
Spanish economy, real estate market and the banking sector.

41.  The fulfilment of conditions laid out in the MoU with respect to AMC is fully en
track. A comprehensive AMC blueprint was prepared by the Spanish authorities by end-
August. Primary legislation on AMC was included in the RDL 24/2012, which was adopted on
31 August. Secondary legislation, including key elements of the design of the AMC called
Sareb, is being developed and is due to be adopted on 16 November as a Royal Decree. Sareb is
expected to be operational by end-November and can start accepting transfer of assets as early
as 1 December 2012, Making this happen will continue to pose manifold administrative
challenges.

42. Looking forward, the AMC will be confronted with important challenges in the
fulfilment of its tasks.

o (Given the long and complex process required for the design and of the main features of
the AMC, the authorities will have to make strong efforts to set up the entity and all its
different mechanisms in a short timeframe.

o The availability of funding with adequate terms and conditions for potential buyers of
assets owned by the AMC will be a key condition for the successful sale of assets,

s Spanish banks will in all likelithood be strong competitors of the AMC since most
banks are also deleveraging large real estate-related portfolios. Moreover, Spanish
banks are currently offering advantageous funding conditions to potential buyers of
their real estate related assets. Unless the AMC is able to offer similar funding
conditions {o its clients through vendor financing agreements with banks, it will have
more difficulties to sell its assets.

o Uniil the AMC is able to develop fully independent operational capacity, the assets
transferred to the AMC will be managed by the transferring banks through service Ievel
agreements. Hence, it 13 essential (o establish the right incentives in those agreements
in order to ensure that banks make strong efforts o extract the maximum value from
assets that they no longer own.

e The management of a large AMC with a high number of assets can be very complex. In
order to reduce the complexity the authorities have agreed to set minimum threshoids
in order to avoid transferring too granular portfolios. Loans below EUR 250.000
represent only 2% of total real estate and development (RED) exposures but 30% of
total RED loans in terms of number of loans. Likewise, foreclosed real estate assets
below EUR 100.000 represent 14.5% of total but 56% in terms of number of assets.
Thus, by establishing these thresholds, the complexity of managing the assets in the
AMC is significantly reduced without retaining a material exposure to RED assets in
the participating banks.
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* The uncertainties surrounding the Spanish economy may influence the decisions of
potential investors. Until there are signs of stabilisation, the fear of further deterioration
of the economy could deter investors.
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4.1.3 Restoring the viobhiity of the banldng sector

43.  While State aid for banks is granted for financial stability reasons during the crisis,
the aid has te be in conformity with EU State aid rules. During the crisis, Member States
have resorted to a number of siate aid measures for banks to ensure financial stability and the
maintenance of credit flows to the real economy. The role of the European Commission under
EU State aid rules is to ensure that these aid measures do not generate unnecessary distortions
of competition between financial institutions operating in the market or negative spill over
effects on other Member States. This has also the broader aim of avoiding harmful subsidiary
races, limiting moral hazard and ensuring the competitiveness and efficiency of European banks
within the EU and international markets. These principles will also be applied in the current
Spanish banking programme (see Box 3).

“:Box 3: Principles’ af 01 5 State aid ruies
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44, Under the MoU, all banks are required to meet a certain minimum capital ratio'*.
Based on this condition there is a need for banks to demonstrate in a recapitalisation plan
whether they can credibly achieve the required capital ratio on their own. The stress test
results are the starting points for that analysis. However, the resuits of the stress tests are not
equal (o the final capital needs of the banks. This is because, first, real estate development
(RED)] assets of the banks receiving State aid will be transferred to the AMC, thus reducing the
overall capital needs in two ways (i) namely by reducing the expected losses for the affected
banks and (i1) by reducing the risk weighted assets (RWA) which are used to calenlate the
commaon equity tier (CET) | ratio. However, transferring RED assets to the AMC will in itself
be considered as State aid.'' In addition, there might be other divestments generating capital for
banks.

As of 31 December 2012, banks are supposed 10 meet untij at feast end-2014 a Common Equity Tier (CET) { ratio of at least
[)(I/

In dine with the Impaired Asset Communication from 23 February 2009, state aid is the difference between the ranster value of
the portfolio and its estimaled market price. Foomote 2 in point 20 of the Communication (see link)

hapfeus-lex curopa.cwdLexUniServ/LexUnServ.do?uri=05C: 20090720001 D022 NP DE

-26 -




45. Capital needs will also be reduced via burden sharing measures. Burden sharing in
Jine with the MoU foresees that steps will be taken to minimise the cost to taxpayers of bank
restructuring. After allocating fosses fo equity holders, the Spanish authorities will require
burden sharing measures {rom hybrid capital holders and subordinated debt holders in banks
receiving public capital, including by implementing both voluntary and, where necessary,
mandatory Subordmated Liability Exercises (SLEs). To that effect, the Spanish authorities have
introduced legislation to ensure the effectiveness of the SLEs,

46. The Spanish Government in accordance with the scope and timeline established in
the MoU approved on 31 Aungust a new Royal Decree-Law on bank restr ucturing and
resolution. The RDL provides the FROB and the Bank of Spain ample powers, among which
the possibility to impose burden sharing on the holders of hybrid instrument and subordinated
debt. The rationale behind burden sharing is that in the context of a public recapitalisation under
the MoU not only equity holders should bear the losses before the new public capital get
injected but also the holders of financial instruments which to some extent are loss- absorbing,
Burden sharing may be implemented on a voluntary basis and failing this on a compulsory basis
when the FROB has the control of the institution. Furthermore, the BdE is discouraging any
bank which may need to resort to State aid from conducting SLEs at a premium of more than
10% of par above market prices until December 2012. The RDL sets a comprehensive and
flexible framework for effective restructuring and resolution. It has taken into account the EU
regulatory proposal on ¢risis management and bank resolution where applicable,

47. For the banks categorized into different groups, the Spanish authorities are to
submit restructuring plans or resolution plans. For Group 1 banks, the Spanish authorities
are already preparing restructuring or resolution plans and discussing them with the European
Commission. The banks in this group are BFA/Bankia (see Box 4), Catalunya Caixa, Nova

Caixa Gallicia and Banco de Valencia. These plans will be finalised in light of the stress test
results and the additional measures foreseen to reduce the amount of State aid needed. The
process of moving RED assets to the external AMC is planned to be completed by year end.
These banks are expected to have the largest capital needs.
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48.  For Group 2 banks, the Spanish authorities have also presented a restructuring plan
or a resolution plan te the European Commission. The banks in this group include Ceiss,
Banco Mare Nostrum, Caja3 and Liberbank. All Group 2 banks must inciude in their
restructuring or resolution plan the necessary steps lo segregaie their RED assets into an
external AMC. Given that the transfer of problematic assets to the AMC will imply State aid,
the presented plans have to take that into account. The Commission is currently in the process of
assessing the received recapitalisation plans.

49.  The MoU foresees that Group 3 banks will be split into those planning a significant
equity raise of more than 2% of capital in relationship to their RWAs and those planning
to raise less than 2% capital. Group 3 banks planning a significant equity raise corresponding
of more than 2% of RWA hetween end-2012 and June 2013, will, as a precautionary measure,
be required to issue contingent convertible securities (CoCos) under the Commission approved
recapitalisation scheme by end December 2012 at the latest. CoCos will be subscribed for by the
FROB using the Programme resources and can be redeemed until 30 June 2013 if the banks
succeed in raising the necessary capital from private sources, Otherwise, the banks will be
recapitalised through the total or partial conversion of the CoCos into ordinary shares.

50.  Group 3 banks should be able to fulfil their capital needs by year end. The MoU
allows Group 3 banks to raise equity still in the first haif of 2013, but otherwise those banks
should fill their capital needs until the end of the year 2012. The exception to thal are
subordinated liability exercises which should he only done once it becomes evident whether the
bank will have to rely on state resources or not. This is because there will be stricter burden
sharing rules applying when state resources are required.

4.2 ENHANCING BANK TRANSPARENCY, REGULATION AND SUPERVISION

51. Some weaknesses in banking regulation and supervision were identified. As a result,
the MoU establishes some key areas in which banking regulation and supervision could be
improved. Therefore, additional efforts have been requested from the Spanish authorities to
ensure an adequate regulatory and supervisory framework. The Spanish authorities have
complied with the horizontal conditionality set out in the MoU as it is described in the following
sections.

4.2.1 Enhancing bank hansparency, supervisory informalion and consumer
profection

52.  As part of the efforts to enhance the regulatory framework for credit institutions,
the Spanish authorities committed to enhance transparency, as key pre-requisite for
fostering confidence in the Spanish banking system. Several important measures have
already been taken to increase the quality and quantity of information provided by credit
institutions to the general public, notably concerning real estate and construction sector
exposures. In July 2012, the BdE released for public consultation a Draft Circular, which
included, inter alia, provisions aimed at enhancing and harmonising disclosure requirements for
all credit institutions on key areas of their portfolios such as restructured and refinanced joans,
sectorial concentration. In the Mol, authorities committed to finalise this regulatory proposal
by end-September 2012 in consultation with the European Commission, the ECB, the EBA and
the IMF.



53.  In line with the MoU commitments, the final version of the Circular (i.e. Circular
8/2012) was approved by the BAE on 28 September 2012. As requested, this Circular
provides, inier alia, for: (ij disclosure of risk exposures by business segments and geographical
areas: (i1} disclosure of the probability of default (PDs) on restructured and refinanced loans by
the credit institutions which were authorised o use internal models for the calculation of capital
requirements; (¥ii} classification of all asset ¢lasses (including restructured and refinanced loans)
according 1o loan-to-value intervals (i.e. Loan-To-Value (LTV) less or equal to 40%, between
40% and 60%, between 60% - 80%. over 80% but iess than 100% and over 100%): (i)
disclosure of refinanced and restructured operations by differentiating among performing,
substandard and non-performing loans; /1) disclosure by banks in their annual reports of & short
summary of their restructuring and refinancing policies as well as of an explanation on the
criteria used to assess the sustainability of the applied forbearance measures.

54.  Regarding the information for supervisory purposes, data provided by institutions
to the credit register of BAE is a key element not only from & micro prudential oversight
perspective but alse for financial stability purposes. Information on the credit history of
mdividual borrowers (i} allows banks to properly assess the risk of borrowers and (ii) allows
supervisors not only to reassess risk during on-site inspections and system-wide analysis but
also to calibrate banks' internal models properly and also to adjust provisioning requirements.
This is of utmost importance from the perspective of banks' risk management functions.

55.  The Central Credit Registerl2 (CIR) in Spain has proved to be a very useful risk
management tool since 1962. According to BdE information at the end of 2008, more than
33.9 million direct and indirect credits (the latter for guarantees on direct credits) had been
reported to the CIR worth a total of EUR 3.75 billion and distributed between 17.6 miilion
borrowers, 94% of which were natural persons residing in Spain.

56.  Nevertheless, the crisis has also shown areas where this credit register can be
improved. For example, there is insufficient information on the type of collateral of each
exposure or on risk concentrations arising from indirect risk exposures and interlinkages
between counterparties. In general terms, the granularity of the information could be enhanced,

o The first step to enhance the credit register (required by the MoU-paragraph 26)
has been carried out by the Spanish authorities through the amendment of the
Ministerial Order EC0/697/2004, of 11 of March.

¢ By mid-October BdE submitted for consultation a draft report on the main
features of the project to enhance the credit register carried out since 2011. This
would include a complete set of regulatory measures (accounting Cireular, credit
register Circular) and a new IT system to be fully implemented from December 2013 to
2015. in addition, in compliance with the MoU, the BdE sent for consultation by end-
October a comprehensive package of draft legislation intended to be approved at the
beginning of 2013,

57.  As regards consumer protection, the MoU focuses on one of the most significant
problems detected during last years. Given certain legal constraints to increase their capital
(in the case of former saving banks) or operational difficulties (for the rest of the banks), credit
institutions had a strong incentive to seli regulatory capital instruments through retail branches
te non-qualified investors and this created some difficulties for banks to use hybrid and
subordinated debt instruments for the purpose for which they were issued in terms of loss

Central de Informacion de Riespos {CIR).



absorbency. The main problems have been arisen from preferential shares gualified as Tier 1
capital.

58.  In light of this, Royal Decree-Law 24/2012 on bank restructuring and resolution
established a set of rules enhancing the consumer protection framework by;

= Limiting the sale of hybrids to refail customers; i.e. setting out 2 minimui nominal
amount for each investment. This will exclude de fucto small retail clients and impose a
minimum percentage of professional clients for any issuance,

s Increasing transparency of instruments not covered by the deposit guarantee fund
to retail clients. Hence, several amendments of Law 24/1998, on Securities Market
have been approved: i.e. improving the information in all prospectuses highlighting the
difference of these products and the ordinary bank deposits to the iavestor in terms of
risk and liquidity or requiring appropriate warning in advertisings elements. Some of
these rules have to be specified through the necessary subordinated legislation,

59. The Spanish government has developed a complete framework limiting
remunerations to be paid to directors and managers working for credit institutions having
received state aid. Article 5 of Roval Decree-Law 2/2012 of 3 February on the restructuring of
the banking sector established a general regime fo be applied to remunerations paid by entities
having received state aid from the FROB. As requested in this article 5 the Spanish government
approved the Ministerial Order of 3 Augusi on remunerations in entities receiving state aid for
their recapitalisation or restructuring, including a complete set of rules on this matter. This
Ministerial Order set up certain hmitations for the total amount received as remuneration or
compensation by managers or directors depending on if the FROB has a controlling stake in the
credit institution or not.

4.2.2 Enhancing bank regulation and supervision

60. One of the objectives of the programme is to identify certain areas in which the
regulatory and supervisory framework for credit institutions could be improved in the
medium to long term. In this respect, the MoU foresees the enhancement of supervisory tools,
through the shifting of sanctioning and licencing powers from the Ministry of Economy to the
banking supervisor (BdE) and the mmprovement of supervisory procedures of the BdE. In
addition, the MoU reguires banks to align their capital ratios to the EBA requirements.

61. For this purpose it is of utmost important to strengthen the operational
independence of the supervisory authority from other stakeholders, In this respect, as it is
established in the Mol (paragraph 24), some key powers, such as the authority to impose
sanctions for very serious infractions and licensing powers should be transferred from the
Ministry to the BAE. To this effect, the Royal Decree-Law 24/2012 amends Law 26/1988 in
order to shift as of January 2013 the residual sanctioning powess from the Ministry of Economy
to the BdE. In addition, an additional amendment has been included in order to transfer
licensing powers to BdE.

62. On top of these improvements, a further strengthening of the supervisory
competences appears warranted, considering that the eapacity of the BAE to issue binding
interpretations on supervisory practices and regulatory issues is currently limited, As
comnitted in the MoU, the Spanish authorities submitted at the end of October 2012 a report
which includes proposals for the further enmipowerment of the BAE to issue binding gnidelines or
interpretations,
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63. In line with the MoU commitments, authorities submitted at the end of October
2012 a report on the main findings of the interna! review and proposals to enhance the
supervisory procedures of BdE. At the same time, authorities are expected to ensure that
macro-prudential supervision will properly feed into the micro supervision process and adequate
policy responses. This will allow authorities to effectively take into account imbalances and
prevent, inier alia, the deterioration of bank portfolios.

64. In addition, one of the main purposes of this financial assistance programme is to
ensure an adequate solvency of the entire banking sector. In this respect, hi gh quality capital
for banks had to be (i} shored up and (ii} aligned in its definition with those internationally
agreed. Hence, the Mol (paragraph 23) foresees that the Spanish authorities require credit
institutions to meet a Common Equity Tier | ratio of al least 9% from 31 December 2012 to at
least end-2014. The definition of capital should be the one used for the EBA recapitalisation
plan. From 1 January 2013, Spanish credit institutions will be required to comply with the
forthcoming Capital Requirements Regulation (CRR), observing the gradual phase-in
envisaged, The additional capital to reach the 9% ratio will be covered using the aforementioned
EBA capital definition.

65. As a consequence, the Spanish government decided to amend Royal Decree-Law
2/2011, dated 18 February 2011, adopting extraordinary measures to strengthen the
financial system in order to align the definition of "capital principal™ to the EBA
recapitalisation plan one. This amendment has been included as a Final Provision in the Royal
Decree-Law 24/2012 of 31 August 2012, on bank restructuring and resolution. However, the
definition of capital included in this Royal Decree-Law, had to be completed by some additional
technical details to be materialized by the BAE througlh the relevant subordinated rules. A new
draft Circular was submitted by BdE for consultation by mid-October and it is expected to be
finally approved during the coming weeks. Therefore, the whole legislative process will be
completed by the end of 2012,



5 REDUCING MACROECONOMIC AND FISCAL IMBALANCES

66. The adjustment of macrocconomic and fiscal imbalances is propelling the Spanish
economy through a period of subdued economic growth combined with very high
unemployment. In order to break the negative feedback loops between private and public sector
deleveraging, compressed domestic demand, high levels of unemployment, further adjustment
in the housing sector, financial sector stability and credit availability, well targeted structural
reforms and a credible fiscal strategy are of utmost importance,

67. Deep structural referms are critical to spur economic growth and employment
ereation in Spain. This is also a necessary condition for successful fiseal consolidation and
easing market pressures. The Spanish government announced on 27 September a structural
reform plan designed to improve market efficiency and boost potential growth, in line with the
recommendations under the European Semester, Effective implementation of these structural
measures will be critical and should be regularly monitored and assessed. It will hinge on full
co-operation of regional and local govermments.

68. Credible fiscal consolidation is a key condition to enhance the sustainability of
public debt and to improve confidence in public finances. Spain will have to implement a
considerable consolidation effort to correct the excessive deficit. To be as growth-friendly as
possible, revenue-increasing measures should focus on improving the efficiency of the tax
system, while expenditure cuts should improve the efficiency and quality of public spending.

5.1 PROGRESS WITH THE IMPLEMENTATION OF STRUCTURAL REFORMS

69. Structural reforms aimed at correcting macroeconomic imbalances have advanced
in several areas. A range of measures have been jaunched in the areas of labour market
policies, taxation, and the electricity tariff deficit. Moreover, Spain has announced a structural
reform plan, which envisages further concrete measures to reform active labour market and
employment policies, reduce the fragmentation of domestic product markets, liberalise
professional services and improve the business environment {see Box 3).

70.  The recent labour market reform took decisive steps to increase wage flexibility and
reduce segmentation. Severe rigidities m the Spamish labour market have Limited flexible
adjustment of wages and led to market duality. The labour market reform adopted in February
2012 and passed by Law in July 2012 aims at increasing wage flexibility, bringing greater
decentralisation of wage bargaining, and reducing labour market segmentation by substantially
reducing the gap in employment protection between permanent and temporary contracts. There
are some first indications that the reform increased internal flexibility and the ability of firms to
adjust. However, evidence regarding wage moderation and duality appears to be more mixed.
The Ministry of Employment and Social Security intends to establish a working group to
monitor the implementation of the reform. A thorough assessment of the reform should
critically review the impact on wage dynamics and Iabour market segmentation and identify
concrete follow-up action,

71.  Active labour market policies (ALMP) play a still insufficient role in promoting
labour mobility and in reducing the occupational and skills mismatch, A large share of
ALMP expenditure is devoted to encouraging the hiring and retaining of personnel by
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subsidising social security contributions, while spending on training, labour market integration,
and professional reorientation is relatively Jow. Some initial changes to the active and passive
labour market policies have been adopted in July, but the integration of passive and active
policies remains a challenge. A proposal for revision of vocational training and training for
unemployed is under preparation. Reform plans on ALMP, including reform of the public
employment service, still need to be made more concrete and effectively implemented.

72.  To create new jobs, Spain needs to complement the labour market reform by wide-
ranging ambitious structural reforms in the product and services markets. In particular,
greater flexibility is needed both in terms of market entry and exit conditions as well as in terms
of fiim growth. The fragmentation of the domestic market is a major obstacle preventing
businesses from taking advantage of economies of scale and scope. Business services (and in
particular professional services) present a large development poteatial, but show relatively low
productivity. The government intends to present proposals to reduce the fragmentation of the
domestic market, to improve the business environment and to liberalise professional services
(see Box 5). To properly tackle the problems, the proposals need to be ambitious in scope and
depth and implementation closely monitored, also at sub-national level. Where firm structure is
concerned, more than half of workers in Spain are employed in simall companies (below 50
emplioyees) compared o around 40% in Germany or France. This potentially undermines the
productivity of the Spanish economy and limits its internationalization prospects. It would be
important to identify and remove potential regulatory and administrative barriers with lock-in
cffects that prevent companies from growing.

73.  Overall, recent measures improve the efficiency of the tax system. The tax-to-GDP
ratio as well as VAT revenue and revenue from environmental taxes in Spain are among the
lowest in the EU. Spain also has & high rate of home ownership, which has been encouraged by
favourable tax treatment of owner-occupied housing. Some recent measures improve the
efficiency of the tax system. In particular, an increase of VAT rates and a wider scope of
application of the standard rate took effect from September 2012. The government has also
adopted measures 10 ensure less tax-induced bias towards indebtedness and home-ownership.
These include: iatroducing income ceilings for the tax deductibility of investments in owner-
occupled housing as well as elimination of home mortgage tax deductions and invesfment
deductions for house purchases from 2013. However, there is scope to further limit the
application of different reduced rates for VAT and to increase environmental taxes, most
notably on fuel.

74.  Several measures have been adopted to address the electricity tariff deficit and to
complete the electricity interconnections with neighbouring countries. The electricity tariffs
in Spain are fixed by taking into account the electricity auction price, and grid access tariff
which is supposed to cover distribution costs, support to renewabies and other regulated costs.
With the costs rising faster than the tariffs, a so-called tariff deficit has been generated in the
system. The accumulated debt reached an amount of EUR 24 billion (more than 2% of GDP) in
2011. In 2012, several measures were adopted to reduce the electricity tariff deficit, including a
temporary suspension of renewable energy premiums to newly-tuilt plants, reduction of costs in
the electricity sector, and raising end-user (ariffs. In addition, the government approved a draf
proposal on Energy Taxation for the Sustainability of the Energy System. It needs to bhe
assessed whether the measures are sufficient to solve the issue of the electricity tariff deficit. To
mmprove comectedness, new eleciricity mterconnections with France and Portugal are being
developed.
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5.2 FSCAL REFORM IS ADVANCING

£.2.1 Budgetary consolidation

75.  On 10 July 2012, the Council issued 2 new EDP recommendation to Spain,
extending the deadline for correction of the excessive deficit by one year to 2014, New
intermediate deficit targets of 6.3%, 4.5% and 2.8% of GDP were fixed for 2012, 2013 and
2014, respectively. Spain is required to achieve improvements of the structural balance of 2.7%
of GDP in 2012, 2.5% of GDP in 2013 and 1.9% of GDP in 2014. Spain was given three
months to take effective action. On 14 November, the Commission issued its assessment
concluding that Spain had taken effective action and that no further steps in the excessive deficit
procedure of Spain are needed at present'’

76. Regarding 2012, the assessment was based on the observation that Spain has
adopted several discretionary consolidation packages during 2012 to underpin the revised

" Communication COM{Z012) 683 final and Stafl Working Docurnent SWI012) 390 final,
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deficit target for 2012 (see Box 0). In 1otal, measures of around 514% of GDP were adopted for
2012, including 134% of GDP on the revenue side and 3%% of GDP on the expenditure side.
However, this sizeable consolidation effort has partly been counteracted by strong revenue
shortfalls, linked to a less rax-rich growth composition and a stronger deterioration in the labour
market, and higher social transfers, linked to the increase in pensions adopted in December
2011, Moreover, as n previous vears, there are mdications that a number of regions would
again miss their budgetary targets. Therefore, the general government deficit is expected to
reach 8.0% of GDP by the end of the year (see Table 3). Since an imporiant part of the
consolidation measures is due to materialise only in the last four months of the year, there are
still implementation risks attached to these numbers. Nevertheless, correcting for revisions in
potential output growth and tor revenue shortfalls due to tax-poor growth, the estimated annual
mmprovement of the structural balance is in line with the effort required by the Council for 2012,

Table 3: Composition of the budgetary adjustrment

2011 2012 2013 2014
suttura SP April | SP Aprit COM COM COM  COMAF]| COM COMAE
12 2012 SF 2012 AF 2012 S1° 2012 2012 SE 2412 212
o of Yo of Yo of Yo of Yo of % of Y of o of Y of
GDp Gbhp GRP GDhP GDP GDP GDP Ghye GDP
Revenue 357 5.1 R 339 3p3 337 387 347 358
of which:
- Taxes on production and impors 9.9 .8 9.8 .9 9.6 9.8 10.2 G.8 10.1
- Current 4axes on imeome. wealth ete, 9.6 4.5 103 10.2 0.2 10,3 10.2 .6 8.7
- Sociad contributions 13.2 130 132 12.8 132 12.6 121 i2.3 12.9
- Other {residual) EN| 29 A 10 332 3z 32 3.0 27
Expenditure 452 43.6 416 422 443 41,8 437 411 42.3
of wlich:
- Primary expenditure 427 31.2 384 36.0 4.3 385 ARy 37.8 383
of witich:
- Compensation of employees 1.4 P13 108 10.9 1.0 16,7 11.0 18.2 10.6
- Intermediate consemplion 3.9 5.4 4.5 4.9 5.4 4.6 4.8 4.6 4.8
- Social payments i8.2 18.0 8.6 18.5 190 18.6 187 14.4 18.6
- Subsidies 1.1 1.1 0.9 0.y 1.0 0.9 1.6 0.9 Lo
- Ciross fixed capital formation 29 28 1.7 19 1.8 1.8 1.5 1.8 1.5
- Other {resedual) A0 2.5 1.9 1.9 29 19 1. 1.9 1.9
- Interest expenditure 235 24 iz il 30 23 3.9 23 4.0
General government balance (GGB) -9.4 -8.5 -5.3 -6.3 -8.0 -6.1 6,0 G 6.4
Primary halance <10 6.1 -2z -3l -5 PR 222 3] 25
One-off and other temporary measares -2 0.4 1.0 .2 .3 0.0 0.1 0.0 0.4}
Struciural balanee 275 -7.3 -4.4 -43 -3 -4 -4.0 -3.1 -3.3
Change s stuctural balance - - 31 23 1.2 1.2 1.3 _1.0 .10
Cerrected change in structural balance
due to revision of potential ontput growth 1.2 2.4 1.1
Real GDE growih 0.4 6.7 -1.3 -1.9 -1.4 -(1.3 -1.4 1.1 0.8
GDP deflator 1.0 1.4 L0 0.9 0.2 0.6 1.9 1.4 L4
Nomina GDP 14 2.1 -8 -1.0 1.2 1.3 1.4 2.3 2.3
Scwree: SP Aprid 2012 - Stabitity Progranme April 2002 COM SF 2012 - Commission services' updated 3012 spring forecast; COM AF
21D - Convinission services' 2012 awivnm forecast,

77.  Regarding 2013, the assessment of effective action took additional consolidation
measures of about 2% of GDP into account, The general government deficit is expected to
decline to 6.0% of GDP in 2013, In (ofal, the budgetary impact of discretionary measures in
2013 is expected to be about 1%4% of GDP on the expenditure side and about 1% of GDP on the
revenue side. The expected budget deviation from the target in 2013 is partly explained by the
worse starting position. However, the 2013 budget bill is also based on optimistic
macroeconomic and budgetary assumptions, especially as concerns social security. For the
regions, the main consolhidation measures in 2013 are the cuts in health and education included
in the 2013-14 Budget Plan. There is only limited information currently available on the actual
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implementation in regional budgets of these planned measures. However, correcting for
revisions 1 potential output growth and for revenue shortfalls due ro tax-poor growth, the
estimated annual improvement of the structural balance is in line with the effort required by the
Council for 2013

78.  The budgetary situation is expected to deteriorate in 2014. The general government
deficit is set to widen to 6.4% of GDP in 2014 despite an expected improvement in the
economic outlook with real GDP growth returning to positive territory. Apart from the base
effect, the expected deviation from the budgetary target mainly reflects the expiry of temporary
measures taken in previous years and the fact that planned consolidation measures for 2014
were not sufficiently specified in the multi-annual budget plan announced in August. Moreover,
the composition of economic growth will continue to be tax-poor, with fax revenues not rising
in full propoertion to neminal GDP. Thus, for 2014, it appears that Spain has not taken sufficient
measures and has vet to deliver the required siructural effort.

Baxé"&iﬂxr August and Seplembel flsc'ﬂ measnres Gt

5.2.2 Budgetary ramework

79.  The overhaul of the fiscal framework in 2011-2012 through the Budgetary Stability
Law has strengthened the legal setting. In pasticular, it has introduced more stringent fiscal
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rules (budget-balance, expenditure and debt rules) as well as a correction framework designed 1o
be broadly in line with EU requirements and the intergovernmental fiscal compact. Progress has
been made on reporting of fiscal data for regional governments, which represents a step forward
in achieving higher fiscal transparency. However, given the challenge of introducing new
reporting procedures across regional administrations, a sound track record regarding the quality
and consistency of reporting remains to be achieved. Outstanding issues are related to the
implementation of the Budgetary Stability Law. In particular, the implementation of the
preventive and corrective arms of the Law needs to be stepped-up. There has been no official
early warning mechanism or corrective action triggered so far to Autonomous Communities that
are not on track to meet their fiscal targets, despite indications that a nuniber of regions were
exhibiting deviations from their targets in the first haif of the year.

80. The Regional Liquidity Fund will be extended through 2013. By the end October
2012, cight of the 17 Autonomous Communities have applied for financial aid from the
Regional Liquidity Fund (RLF) set up to provide affordable financing to regions that experience
funding difficulties. The provision of liquidity is subject to strengthened fiscal conditionality
and supervision through continuous monitoring of the adjustment plans of each beneficiary
region in order to ensure meeting the general government budget deficit target. The government
has recently announced that the RLF will be extended through 2013.

ST



6 PROGRAMME FINANCING

81. So far there has been no disbursement from the contingency facility of
EUR 30 billion set aside for unforeseen vulnerabilities of the Spanish banking sector. The
main reason has been the refative calmness of the financial markets following the announcement
of the Programme and the return of confidence over the summer. Under these conditions, the
FROB proceeded with direct recapitalisation of BFA-Bankia in September.,

6.1 FIRST DISBURSEMENT

82.  The first disbursement of aid will take place after the European Commission's
approval of the individual bank restructuring plans and of the SLEs. For banks in Group |
and Group 2, no aid will be provided until a final restructuring or resolution plan has been
approved by the European Commission. Group 1 bank plans wiil have to be submitied with the
aim of ensuring that the restructuring plans can be approved by the European Commission by
the end of November 2012. The approval process for Group 2 banks is expected to run uatil
end-December when these banks will be recapitalised or resolved in an orderly manner.

83.  For credit institutions belonging to Group 3", capital can be injected on the basis a
recapitalisation Scheme until the end of the year 2012, Under a recapitalisation scheme
approved by the Commission on 25 July 2012, Group 3 banks can receive recapitalisation
measures and have to present a restructuring pian.

84. The scheme foresees that the capital will in principle be injected in the form of
Convertible Securities (CoCos). The beneficiaries belonging to Group 3 will submit individual
restructuring plans to the European Commission during the six-month period following the
provision of the financial support provided by the FROB. No conversion of CoCos can in
principie 1ake place before the approval of the restrueturing pian by the European Commission.

85.  All Group 3 banks have to submit restructuring plans in case they need state aid.
However, a repayment of the full amount of the aid until 30 June 2013 to remedy the capital
shortfall in line with the presented recapitalisation plan will lead to lighter restructuring
obligations.

6.2 ASSESSMENT OF COMPLIANCE WITH THE EFSF/ESM CONDIIONS FOR
DISBURSEMENT

86. According te Master Iinancial Assistance Facility Agreement between the
E¥SE/ESM and Spain, several conditions need to be fulfilled before a disbursement of
funds can take place. These conditions try to establish whether (i) private sector and national
level solutions have been sought in order to recapitalise the banks before the ESM facility is
used; (ii} a recapitalisation by the EFSF/ESM is necessary in the light of the degree of distress
of the financial institutions concerned; (ii1) the funds available to the FROB have been fully
utilized by the FROB by the time of the disbursement; (iv) the proposed recapitalisation

" A far as any institutions will remain part of this group.
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complies with applicable national state aid rules, EU state aid rules and legal restrictions; and
(v) the beneficiary financial institutions undertake in a legally binding manner to implement the
recapitalisation plans. The Commission services in liaison with the ECB consider that Spain
has fulfilled all the required conditionality for the first disbursement of funds from the
EFSF/ESM facility.

87.  The stress-test conducted by an independent consultant has revealed a large capital
shortfall for the Spanish banking sector of about EUR 59 billion (see chapter 4.1), which
cannot be covered exclusively by the private sector or by Spain. Spain has already followed
the required hierarchy of actions to address this capital shortfall, trying to mitigate contagion
and systemic risk. Both the Deposit Guarantee Fund and the FROB have contributed financially
to the resolution of the crisis, including by supporting private mergers and acquisitions.
However, for the banks which cannot access private capital in order to cover their capital
shortfall and are not attractive parters for a merger and acquisition process, public support for
an orderly resolution/restructuring remains the only option. This process is conditional on
confributions to the cost of restructoring from the banks' shareholders and subordinated
bondholders thus ensuring a proper burden sharing from the private sector. At the same time,
the sovereign is confrented with a challenging fiscal position — an ambitious fiscal consolidation
path during a recession and rapidly rising public debt levels - and relatively high costs in
accessing bond markets. Therefore, it is not in a position to ensure the financing from the
markets of the bank recapitalisation programme.

88. A recapitalisation partly financed by the EFSF/ESM appears necessary given the
large capital gap identified by the stress-test and the need for an external financial
backstop in implementing a thorough clean-up of the banking sector. Both the sovereign
and the Spanish private issuers have been confronted with serious difficuities in accessing
market funding over the sunumner and only the announcement of the financial assistance
programme and the re-normalisation of the bond market conditions following the ECR's
announcements in the summer have brought back some confidence. It points to the clear
urgency in implementing the agreed programme and in providing the external finance necessary
to recapitaiise the ailing banks and set-up the AMC. Further uncertainty regarding the
implementation of the programme could have serious implications for financial stability in
Spain and the euro area as a whole.

89.  The FROB has neither enough cash nor real issuance capacity to grant the financial
support to undertake the recapitalization of the Spanish banking svstem. The FROB's
current liquidity position amounts 1o EUR 4.6 billion, of which 2.6 biliion are invested in
Spanish public debt. However, the FROB is facing short-term financial commitments (during
2012 and 2013) of about EUR 3.1 billion and has to maintain a liquidity buffer for financial
support granted outside the scope of the financial assistance progranune, such as the integration
process between various cajas. It also needs to be ready to grant immediate support if necessary
to prevent the eventual disorderly collapse of any credit institution. Although the FROB stil} has
a bond issuance capacity with the guarantee of the State amounting to about EUR 13 billion, it
is not realistic to consider that the FROB would be able to raise a significant amount under the
current market conditions. In conclusion, the FROB has some liquidity and bond issuance
capacity, but it still needs 1o face short term Habilities and payments and also needs to preserve
a liquidity buffer in order to meet other unexpected commitments.

90. The relevant restructuring or resolution plans are about to be approved according
to the timetable as foreseen in the MoU. The respective timetable foresees that Spain will do
the necessary work so that the European Commission is in a position to approve the plans by
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end November 2012 for Group 1 banks and by end December 2012 for Group 2 banks. The
recapitalisation needs have been established on the basis of bank stress tests for the financial
institutions conducted by an independent consultant, overseen by Spain, the Furopean
Commission, EBA and the ECB with the IMF acting as an observer. The Commission, in
liaison with the ECB is satisfied with the way the stress tests have been conducted.

91.  Spain has confirmed that the proposed recapitalisation complies with applicable
national state aid rules and legal restrictions. The Spanish National Commission for
Competitions (NCC) confirmed that the applicable State aid legislation in Spain derives from
articles 107 and 109 of the Treaty of the Functioning of the European Union, which makes the
European Commission the responsible authority io determine compliance with State aid
legislation in the Treaty. From a national point of view, there is no national legislation on State
aid, without prejudice to some specific or sectorial regulations which do not apply to the issue at
stake.

92.  The European Commission is currently in disecussion with Spain and the respective
benefiting banks to ensure that the restructuring or resolution plans, which entails the
proposed recapitalisation, comply with EU State aid rules. This approval wiil be done on the
basis of a no objection decision on the basis of legally binding commitments provided by the
Spain. This will ensure that each relevant financial institution benefiting from a recapitalisation
will implement the plan in a legally binding manner,
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7 CONCLUSIONS

93. Spain implemented important reforms in the banking sector within a relatively
short peried of time and in line with the conditionality agreed in the context of the
Financial Assistance Programme. This progress together with an incipient normalisation in
the pricmg of sovereign risk in the bond markets improved Spain's access to financial markets
considerably since the summer. Nonetheless, the macro-financial environment remains
challenging due to Spain's relapse into recession, a significant adjustment taking place in the
real econemy, very high unemployment levels, the still constrained access 1o external i mancing
and gradual financial deleveraging. Therefore, finalising the clean-up of the banking sector from
legacy assets and the recapitalisation and restructuring of banks is key to regain market
confidence and provide new lending to the economy.

94.  As regards the bank-specific conditionality, the top-down stress test, the evaluation
of the quality of banking sector exposures by audit firms and the bottom-up bank-by-bank
stress test were performed in due time. The entire process was finalized by the end of
September. The restructuring plans to address any capital shortfalls identified in the stress test
are being discussed between the Spanish authorities and the Furopean Commission. The
fulfilment of conditions laid out in the MoU with respect to AMC is on track. A comprehensive
AMC blueprint was prepared by the Spanish authorities by end-August. Primuary legislation on
AMC was included in the RDL 24/2012, which was adopted on 31 August. The secondary
legislation is abeut to be adopted by mid-November, Nonetheless, rendering the AMC fully
operational by end-November is going to be challenging. In a similar way, rapid progress is also
needed with the implementation of the subordinated liability exercises, the assessment of the
banks' viability, the finalisation of effective restructuring plans and the transfer of assets to a
commerciaily viahle AMC,

95.  The horizontal conditionality with a deadline prior to mid-November is also breadly
on frack. The most significant progress was achieved with the adoption of RDL 24/2012 at the
end of August, which introduced the legal changes necessary for the restrueturing and resolution
procedures, burden sharing, setting the competences and funding of the FROB, the transfer of
sanctioning and licensing powers from Ministry of the Economy to the BAE", regulating the
sales of hybrid instruments to refail customers, introducing the new capital requirements and
developing the primary legislation for the AMC. However, implementation of some conditions
is still on-going, such as the one related to the preparation of proposals for the strengthening of
non-bank financial intermediation.

96. Progress with structural and fiscal reforms aimed at correcting macroeconomic
imbalances and stabilizing the public debt-to-GDP ratio has advanced in several areas. A
range of measures have been launched in the areas of taxation, labour market policies and
energy. Spain has announced a structural reform plan on 27 September, which envisages Turther
concrete measures to reform active labour markel and employment policies, reduce the
fragmentation of the domestic market, liberalise professional services and improve the business
enviromment. in the fiscal field, Spain has adopted additional consolidation measures in July to
underpin the revised deficit target for 2012, a multi-annual budegt plan for 2013-14 in August
and a draft 2013 budget in September. Therefore, fiscal consolidation is set to acelerate in the
remainder of 2012 and in 2013, although the recessicnary environment delivers strong

" This condition was duc Tor end December.
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headwinds and further consolidation measures still need to be set out in detail, especially for
2014,
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8  ANNEXES

8.1 MAIN ECONOMIC AND FINANCIAL INDICATORS
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8.2 TABLE ONTHE STATUS OF MOU CONDITIONALITY

Measure Date Status
1. Provide data needed for monitaring the entire Regularly Improvements
banking sector and of banks of specific interest due . throughout the on-golng
to their syslemic natwre or condition {Annex 1). | programme,

o

tad

0.

10

11.

s starting end-July

Prepare restructuring or resolution plans with the EC ¢ July 2012 - mid
for Group ! banks, to be finalised in light of the August

Stress Tests results in time to allow their approval !

by the Commission in November.

Done —
submitted plans
are now being
reviewed and

finalised

Fmalise the proposal for enhancement and End-July 2012 Done
harmonisation of disclosure requirements for all BoE Circular
credit institutions on key areas of the portfolios such | 872012
as restructured and refinanced loans and sectorial
concentration.
Provide information required for the Stress Testto | Mid-August 2012 | Done
the consultant, including the results of the asset :
quality review.
Introduce legislation to introduce the effectiveness | End-August 2012 | Done
of SLEs, including allowing for mandatory SLEs. RDL 24/2012
Upgrade of the bank resolution framework, 1.e. “End-August 2012 | Done
strengthen the resolution powers of the FROB and RDL 24/2012
FGD. _
Prepare a comprehensive blueprint and legislative End-August 2012 | Done
framework for the establishment and functioning of RDL 24/2012
the AMC.
Complete bank-by-bank stress test (Stress Test). Second half of Done

- September 2012
Finalise a regulatory proposal on enhancing ' End september Done
transparency of banks 2012 BoE Circular

Banks with significant capital shortfalls will conduct before capital
SLEs. | injections in
: Oct./Dec. 2012

Banks to draw up recapitalisation plans to indicate Early-October
how capital shortfalls will be filled. 2012
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82012

In progress,
being discussed

with Spain

Done -
submitted plans
are now being
reviewed and
finalised




Measure Date

Status

12, Present restructuring or reselution plans to the EC

October 2012
for Group 2 banks,

13. Identify possibilities to further enhance the areas in End-October 2012

which the BAE can issue binding guidelines or
interpretations without regulatory empowerment.

14. Conduct an internal review of supervisory and
decision-making processes. Propose changes in
procedures in order to guarantee timely adoption of
remedial actions for addressing problems detected art
an early stage by on-site inspection teams. Ensure
that macro-prudential supervision will properly feed
inte the micro supervision process and adequare :
policy responses.

15. Adopt legislation for the establishment and
functioning of the AMC in order to make it fully
operational by November 2012,

16, Submit for consuoltation with stakeholders’
envisaged enhancements of the credit register.

financial intermediation including capital market

L2012
funding and venture capital. i

1S, Propose measures (o strengthen {it and proper rules End-November

for the governing bodies of savings banks and 2012
mitroduce incompatibility requirements regarding
governing bodies of former savings banks and

commercial banks controlled by them.

19, Provide a roadmap (including justified exceptions) - End-November
for the eventual listing of banks inciuded in the 2012

stress test which have benefited from state aid as

part of the restructuring process.

-d5 .

- End-October 2012

End-October 2012

Done —
submitted plans
are now being
reviewed and

finalised

Proposals
submitted,
discussions on-

Loing

Proposals
submitted,
discussions on-
going

Autumn 2012

[n progress

Done

In progress

A proposal is

currently being
drafted by the
Spanish
authorities to be
finalised before
the end of

November

Not relevant for
now




Measure

Date

Status

20.

(R
S

23

24.

26.

27.

" End-November
2012

Prepare legislation clarifying the role of savings
banks in their capacity as shareholders of credit
institutions with a view fo eventually reducing their
stakes to non-controlling levels. Propose measures
to strengthen fit and proper rules for the governing
bodies of savings banks and introduce
incompatibility requirements regarding the
governing bodies of the former savings banks and |
the commercial banks controlled by them. Provide a
readmap for the eventual listing of banks included
in the Stress Test, which have benefited from State
aid as part of the restructuring process,

- As of 1 December
2012

Banks to provide standardised quarterly balance
sheet forecasts funding plans for credit insttations
receiving state aid or for which capital shortfalls
will be revealed in the bottom-up stress test.

Mid-December
22012

Submit a policy document on the amendment of the
provisioning framework if and once Royal Decree
Laws 2/2012 and 18/2012 cease to apply.

Issues CoCos under the recapitalisation scheme for | End-December
Group 3 banks planning a significant (more than 2% : 2012
of RWA) equity raise. :

Transfer the sanctioning and licensing powers of the | End-December
Ministry of Economy to the BdE. 12012

Require credit institutions to review, and if ' End-December

necessary, prepare and implement strategies for 12012
dealing with asset impairments.
Require all Spanish credit institutions to meet a -1 January 2013

Commeon Equity Tier | ratio of at least 9% until at
least end-2014. Require all Spanish credit

institutions (o apply the definition of capital
established in the Capital Requirements Regulation
{CRR), observing the gradual phase-in period
foreseen inn the fusture CRR, to calculate their
minmnum capital requirements established in the EU &
legislation.

Review governance arrangements of the FROB and
ensure that active bankers will not be members of |
the Govermng Bodies of the FROB. :

Review the issues of credit concentration and related | Mid-January 2013
party transactions. ?
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1 January 2013

A proposal is
currently being
drafted by the
Spanish
authorities to be
tinalised before
the end of
November

Not relevant for
HOW

Not relevant for
1HOW

Not relevant for
How

Done

RDL 24/2012

Not refevant for
now

In progress
RDL24/2G12

Additional
technical details
to be

implemented by
BoE

Done
RDL 24/2012

Not relevant for
now




plans.

Measure Date Status

29. Propose specific legislation to limit the sale by End-February Done
banks of subordinate debt mstruments to non- 12013 _ ,
qualified retail clients and to substantially improve RDL 2472012
the process for the sale of any instruments not
covered by the deposit guarantee fund 1o retail
clients. ;

30. Amend legislation for the enhancement of the credit | End-March 2013 | Not relevant for
1’eﬂis§er, : now

31. Raise the required capital for banks planning a more | End-June 2013 Not relevant for
limired (less than 2% of RWA) increase in equity, now

32 Group 3 banks with CoCos to present restructuring  End-Tune 2013 Not relevant for

new
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