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Final
Assessmeritof Spain's eligibility for an EFSF/ESM loan
to recapitalize certain financial institutions

Background

On 25 June 2012, the Spanish Government appliedéxi@rnal financial assistance in
the context of the ongoing restructuring and rdedipation of the Spanish banking
sector. The assistance of up to EUR 100 billiamrspant to the Eurogroup statement
on Spain of 9 June 2012, is sought under the tefntise Financial Assistance for the
Recapitalisation of Financial Institutions of ther&pean Financial Stability Facility
(EFSF). It could be subsequently taken over byHEheopean Stability Mechanism
(ESM) once this institution is fully operationallhe purpose of the assistance is two-
fold: (1) provide the necessary resources to réalg® certain financial institutions in
distress and (2) ensure a financial backstop feystem-wide clean-up of legacy assets
in the banking sector via liability management scbe and bank resolution. Both
actions will facilitate the sovereign's access tarkat financing at sustainable yields
and an orderly deleveraging of the banking sectatenmaintaining the flow of credit
to the real economy.

Pursuant to the "EFSF Guideline on RecapitalisatibRinancial Institutions (FIs) via
loans to non-programme countries", this documeaviges an independent assessment
by the European Commission (EC) in liaison with Eh@opean Central Bank (ECB)
and the European Banking Authority (EBA) and IMF tbe eligibility of Spain's
request. The assessment is underpinned by thissre$a top-down stress test carried
out by two consultancy firms (Oliver Wyman and RamlaBerger) published on 21 June
2012, as a first step in determining Spain's degfe&nancial sector viability and
financial needs for further sector restructurirgweell as identifying viable institutions
that may require public support.

1. Assessment of the origin and degree of distresstbie concerned financial
institutions

The distress of the concerned financial institigionginates in the overall vulnerability
of the Spanish financial sector following the buastof 2008 of a real estate bubble that
had built up in Spain over several years. Oveaanek on wholesale funding in an
environment of high global liquidity and low intsterates and lack of sufficient action
by the supervisory authority led to excess leverggnd exposure to the construction
and real estate sectors. The Spanish bankingrsgetihered relatively well the onset
of the global financial crisis, due to its relatiwehigh capital buffers, the benign
macroeconomic environment and the low exposureetovatives markets. However,
many banks lost access to the wholesale fundindgetsaas uncertainty started to spill
over and, simultaneously, the Spanish real stabblblburst. Following the collapse of
the construction sector, the economy moved intesgion, and unemployment soared.
Meanwhile, asset quality deteriorated significamttythe ratio of non-performing loans
surged (8.7% of total loans in April 2012), and tkBance of banks on ECB funding

! Joint report provided by the Commission, in baisvith the ECB, EBA and IMF.
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has reached historical levels (i.e. roughly 11%atél assets). The exposure of the
financial system to the construction and real essatctor was about 40% of GDP in
December 2011 with around 20% of the loans nonepaihg.

The crisis has mainly impacted the majority of fernsavings banks, which were
heavily exposed to the real estate and construsggotor and, in general, had a business
model characterised by a strong business concemiran the domestic market. In
addition, due to the savings banks regulationy thigility to raise external equity capital
was very limited, especially at the beginning & thisis.

Although the savings banks sector has been partraktructured via downsizing,

mergers and acquisitions, regulatory changes amergment interventions, some of the
resulting entities (hnow commercial banks) are t@akvto deal with the potential losses
stemming from the valuation of their stock of legaassets, the new provisioning
requirements and the consequences of a recessienampmy on the quality of their

credit portfolios. Hence, a more radical overhafuthe system is needed.

2. Assessment of the need to urgently restore theirdg-run viability

Credible restructuring and recapitalisation plarevehto be implemented in the
concerned financial institutions in line with contipen rules, in order to restore their

long-run viability provided that they are systentigamportant or, otherwise, to ensure
their orderly resolution. This would bring backnéidence in the Spanish banking
sector as a whole and in the sovereign and av@dtantial lock out of the stronger

banks from the wholesale funding market. The caerie of the distressed banks with
the sound part of the financial sector poses agernisk of contagion. This can happen
either directly via asset impairment of the sourahks or by limiting access to

wholesale funding.

At this stage of the crisis, the interconnectiotwiaen sovereign risk and the banking
system has increased significantly leading to & 0§ negative feedback loops.
Recently, the yields of the 10-year Spanish sogarbonds have reached levels above
7% on the secondary market. This signals the rfeeda rapid restructuring of
distressed financial institutions in order to restaccess to market funding at
reasonable cost both for the banking system andstwereign. The sooner the
cleaning-up and restructuring of the banking setake place, the faster lending to the
economy will resume, thus supporting the recoverynfthe recession.

3. Assessment of the systemic relevance of the concedrfinancial institutions

The Spanish financial sector is dominated by bamksch are large relative to the
economy. The total assets of the banking seckafyding foreign branches) amount to
about 320% of GDP, pointing to the systemic releeaaf the Spanish banking sector
for the euro area financial sector. Taken indigltly while the (former) saving banks
could hardly be classified as systemically relevantthe basis of the criteria size,
interconnectedness (with other banks) and subeility, the disorderly default (as
opposed to a recapitalisation or an orderly restruty / wind-down) of a medium-

sized Spanish bank would threaten the financidlilgtain Spain and possibly - through
contagion - beyondMoreover, taken together, the (former) saving baméisl about

41% of the total Spanish assets and thus if sevadrahem need to be resolved
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simultaneously, they can play a systemic role Fa $tability of the whole financial
sector in Spain and beyond.

It should be stressed that the situation of theniSpabanking sector can entail potential
risks for other EU and patrticularly euro area caest if vulnerabilities are not resolved
properly and timely. Countries that have largeosxpes of their banking sectors to
Spanish assets, such as the UK, Germany and Freartebe directly impacted.
Moreover, a potential bank run on the deposith©ef$panish banking sector could also
spread quickly to other euro area members. Finalgvelopments on Spanish
sovereign bonds can also impact on other euro sweareigns due to the increased
correlation between sovereigns.

4. Assessment of the respect of the pecking-order ftine provision of the support

From the beginning of the crisis, authorities hawgbarked on a reform of the Spanish
financial sector financed by both private and puk#isources.

The savings banks were restructured through seweraders and acquisitions and, as a
consequence, their number was reduced from 45na 2010 to 11 in March 2012. In
February 2011, the Spanish authorities raised timmmam capital ratio requirement
(“capital principal”) to 8% of banks' risk weightedssets and gave banks until
September 2011 to comply with this new regulatibhe larger Spanish banks have
strengthened their capital base under the EBA’'saR&isation Recommendation to
reach 9%, after a sovereign buffer, by June 20Ear banks more dependent on
wholesale funding and characterized by a limitedketaaccess the minimum capital
ratio was increased to 10%. In February and May22@ew legislation required banks
to build higher provisions and capital buffers agaipossible losses on both performing
and non-performing loans on the legacy stock ofstroition and real estate assets.
The overall volume of expected new provisioning uisgments will amount to
approximately EUR 84 billion.

The involvement of the private sector in the prgces restructuring has taken place
through the Deposit Guarantee Fund (FGD), whiclirdmurted to the funding of FROB
(EUR 2.25 billion) and restructuring of three déstsed institutions in the form of
capital injections and asset protection schemesR(EW billion). The total industry
involvement could increase up to EUR 34 billionthe asset protection schemes are
fully called. At the current juncture, the capg®f parts of the banking sector to cover
additional capital shortfalls through private sedolutions has become very limited.

The total gross financial contribution by the Sganbtate (excluding bond issuance
guarantees) amounted to about EUR 34 billion (3d2%DP) as of April 2012. The
capital support was provided via the Fund for AOgd@&ank Restructuring (FROB)
endowed with a capital of EUR 15 billion, of whi€UR 9 billion were already paid
in>. As the FROB has been capitalized mostly withegpiment bonds, the value of the
capital actually available is subject to marketcfuations. FROB has a leverage

capacity of three times its capital allocation, e¥hcan be increased up to six times and

2 EUR 6,750 million were contributed by the StateiBet and EUR 2,250 million by the Deposit
Guarantee Fund when the FROB was set up. Additieb& 6 billion were committed through the
Royal Decree Law 2/2012, but have not yet beenudssinl.
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benefits by a sovereign guarantee for its debtaissél. The State has also provided
guarantees to bank senior bond issues amountiagdot EUR 86 billion (out of this

total, about EUR 58 bhillion guarantees are outstag)d In May 2012, the State
accepted the conversion of preferential sharescsibesl by the FROB in BFA (the

parent undertaking of Bankia) (around EUR 4.5 dml)i into ordinary shares, taking
control over BFA-Bankia, the fourth largest barkollowing the review of the bank's
balance sheet, the new management of BFA-Bankiaestgd an additional capital
injection from the Spanish government (EUR 19 i), raising the total required
public sector involvement to EUR 23.5 billion.

Although the FROB still has a remaining funding aeipy of about EUR 27 billion (as
of April 2012), the authorities' request for fingalcassistance from the EFSF/ESM is
justified by the need to put in place a sufficignthrge backstop for conducting the
system-wide clean-up of the banking sector. Initaddd the EFSF/ESM financing
would come at a more favourable cost, thus allsngathe market pressure for the
sovereign and strengthening its debt sustainability

Injecting EFSF/ESM funds into individual privatecesw banks will be conditional on
contributions of the respective bank’s sharehol@ded (subordinated) bondholders to
the cost of the restructuring, as the recapitadisaivill be done according to the EU
State aid rules and EFSF Guidelines. This requaresadequate burden sharing by
shareholders and other private creditors and tlaaiSip authorities will be requested to
facilitate this burden sharing by urgently impleiep an adequate
resolutionframework.

5. Assessment of the impact of the loan on the fiscsituation of Spain

Given the sharp deterioration in the public finandellowing the reversal of the

housing and construction boom and the severe d@eitlieconomic activity, the general
government deficit has exceeded the reference walder the EDP since 2009. Spain
is currently under EDP and has a deadline for ctime of the excessive deficit of

2013. So far, Spain has taken effective action utide EDP. Nevertheless, due to
unexpectedly weak revenues and the deterioratictmeneconomic outlook since the
EDP recommendation was issued in December 2008 atmn of the excessive deficit

by 2013 no longer appears feasible. The Commissicarrently preparing a proposal
for extending the deadline for correction of theessive deficit by one year, which
appears warranted given these adverse developments.

According to the March 2012 EDP notification, thengral government deficit reached
8.5% of GDP in 2011, down from 9.3% in 2010. In fkeg with the Commission
services' spring 2012 forecast (under the usuagbalicy change assumption), it is
projected to reach 6.4% in 2012 and 6.3% in 20G&neral government debt rose to
68.5% of GDP in 2011, and according to the Commrssi2012 spring forecast it is
expected to reach 80.9% of GDP in 2012 and 87.0%0M3. A large part of the
projected increase in debt in 2012 is due to the pb finance arrears with suppliers of
regional and local government.

% A state guarantee of up to EUR 27 billion wasadly granted.
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The EFSF/ESM loan would further increase Spaimsgonent gross debt level, but at
the same time should facilitate access to finanoiatkets at better funding conditions
not only for the banking sector but also the sagere If this is the case, the impact on
debt sustainability should remain manageable alsengSpain's still below euro area
average debt ratio and provided that substantgdali consolidation is delivered.

However, there is still a relative lack of detamlgedded in fiscal adjustment plans for
2013 and beyond and the fiscal framework needsawgmnent. At this point, the exact
size of the loan and important details, includihg tinterest rate and maturity, are
unknown. Nevertheless, Spain appears to havefiisnt capacity to reimburse the
loan granted based on the assumption that borrowasts fall from the current high

levels and the medium-term fiscal targets are aelle

Conclusion

In conclusion, Spain fulfils the eligibility condédns for obtaining a recapitalisation loan
from the EFSF/ESM:

- There is an urgent need to de-risk, recapitaligerastructure, in line with EU State
aid rules, parts of the Spanish banking sector ¢batd otherwise have a serious
systemic impact on other parts of the Spanish Gizrsector and other Member
States of the euro area. In this context, the iSpaauthorities will be requested to
perform a system-wide clean-up of legacy assetserbanking sector.

- Spain has followed the required hierarchy of aditmrestructure its banking sector,
trying to mitigate contagion and systemic risk. Toatribution by the private sector
to the resolution of the crisis came primarily ¥iee financial contribution of the
Deposit Guarantee Fund and the private mergers aglisitions. Injecting
EFSF/ESM funds into individual banks will be comalital on contributions to the
cost of the restructuring of the banks' sharehsl@ed (subordinated) bondholders,
as the recapitalisation will be done accordinghte EU State aid rules and EFSF
Guidelines. This requires an adequate burden rghdry shareholders and other
private creditors and the Spanish authorities bélrequested to facilitate this burden
sharing by urgently implementing an adequate réoldramework.

- The government has also intervened either dirdaylyproviding funds for bank
recapitalisation or indirectly by issuing fundingiagantees and other liquidity
support. However, the capacity of the FROB to acta national public backstop
facility is facing constraints given the increasitgsts of issuing new debt and also
the sovereign started to face serious challengéssuing debt at sustainable costs.
Spain is thus no longer in a position to addressptoblem alone, in particular as it
seeks a system-wide clean-up of the balance slideiniks and the economy has
entered a recessionary phase.

- The EFSF/ESM loan would further increase Spaintdipualebt, but at the same time
should facilitate access to financial markets atelpefunding conditions for the
sovereign. If this is the case, its impact on $gadebt sustainability should remain
manageable given Spain's below euro area averdgerdgo and provided that
substantial fiscal consolidation is delivered. fHEfiere, Spain appears to have a
sufficient capacity to reimburse the loan grantexddad on the assumption that
borrowing costs fall from the current high levels.
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