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SPAIN

M EMORANDUM OF UNDERSTANDING ON
FINANCIAL -SECTOR PoLicY CONDITIONALITY

XX JuLy 2012

With regard to the EFSF Framework Agreement, angaiticular Article 2 (1) thereof, this
Memorandum of Understanding on financial-sectorgyotonditionality (MoU), details the
policy conditions as embedded in Council Decision][of 20 July 2012 on specific
measures to reinforce financial stability in Spadiven the nature of the financial support
provided to Spain, conditionality will be financiséctor specific and will include both bank-
specific conditionality in line with State aid rgl@nd horizontal conditionality. In parallel,
Spain will have to comply fully with its commitmenand obligations under the EDP and the
recommendations to address macroeconomic imbalanttbsn the framework of the
European Semester. Progress in meeting these tttigainder the relevant EU procedures
will be closely monitored in parallel with the rdgureview of programme implementation.

For the duration of the EFSF financial assistatice,Spanish authorities will take all the
necessary measures to ensure a successful impkioenof the programme. They also
commit to consult ex-ante with the European Comimissand the European Central Bank
(ECB) on the adoption of financial-sector polictaat are not included in this MoU but that
could have a material impact on the achievemengroframme objectives — the technical
advice of the International Monetary Fund (IMF) mallso be solicited. They will also
provide the European Commission, the ECB and thE ¥ith all information required to
monitor progress in programme implementation anglack the financial situation. Annex 1
provides a provisional list of data requirements.

|. INTRODUCTION

1. On 25 June 2012, the Spanish Government requestexternal financial assistance

in the context of the ongoing restructuring and reapitalisation of the Spanish banking
sector. The assistance is sought under the terms of tihanEial Assistance for the
Recapitalisation of Financial Institutions by thESF. Following this request, the European
Commission in liaison with the ECB, the EuropeamiBag Authority (EBA) and the IMF
conducted an independent assessment of the atigiilSpain’s request for such assistance.
This assessment concluded that Spain fulfils tiggbdity conditions. The Heads of State
and Government at the Euro Area Summit of 29 JWi Zpecified that the assistance will
subsequently be taken over by the ESM, once tlsistution is fully operational, without
gaining seniority status. The full implementatafrthis MoU will take into account all other
relevant considerations contained in the Euro Aeamit statement of 29 June 2012.



Il. RECENT ECONOMIC AND FINANCIAL DEVELOPMENTS AND OUTLO OK

2. The global financial and economic crisis exposed wknesses in the growth
pattern of the Spanish economySpain recorded a long period of strong growth clwhvas,

in part, based on a credit-driven domestic demaodnmb Very low real interest rates
triggered the accumulation of high domestic aneéml imbalances as well as a real estate
bubble. The sharp correction of that boom in thetext of the international financial crisis
led to a recession and job destruction.

3. The unwinding of economic imbalances is weighing oine growth outlook. Private
sector deleveraging implies subdued domestic denmatite medium term. Sizable external
financing needs increase the vulnerability of tipar8sh economy. A shift to durable current
account surpluses will be required to reduce eatettabt to a sustainable level. Public debt
is increasing rapidly due to persistently high gahgovernment deficits since the beginning
of the crisis linked to the shift to a much lesstigh growth pattern.

4. The challenges that face segments of the bankingcta continue to negatively
affect the economy as the credit flow remains constined. In particular, sizeable exposure
to the real estate and construction sectors haaedrinvestor and consumer confidence. As
the linkages between the banking sector and thersimgn have increased, a negative
feedback loop has emerged. Therefore, restructymuiuding, where appropriate, orderly
resolution) and recapitalisation of banks is keyntdgigating these linkages, increasing
confidence, and spurring economic growth.

5.  With the exception of a few large and internationdly diversified credit
institutions, Spanish banks have lost access to whkeale funding markets on affordable
terms. As a result, Spanish banks have become highlyndkgme on Eurosystem refinancing.
Moreover, the borrowing capacity of Spanish barks heen severely limited by the impact
of rating downgrades on collateral availability.

I1l. KEY OBJECTIVES

6. The Spanish banking sector has been adversely affed by the burst of the real
estate and construction bubble and the economic ression that followed.As a result,
several Spanish banks have accumulated large stbgk®blematic assets. Concerns about
viability of some of these banks are a source aketavolatility.

Page 2 of 20



7.  The Spanish authorities have taken a number of imptant measures to address
the problems in the banking sectorThese measures include the clean-up of banks'd®lan
sheets, increasing minimum capital requirementyueturing of the savings bank sector,
and significantly increasing the provisioning reguients for loans related to Real Estate
Development (RED) and foreclosed assets. These umesashowever, have not been
sufficient to alleviate market pressure.

8.  The main objective of the financial sector programre in Spain is to increase the
long-term resilience of the banking sector as a wh®, thus, restoring its market access.

. As part of the overall strategy, it is key to effetively deal with the legacy assetby
requiring a clear segregation of impaired asselss Will remove any remaining
doubts about the quality of the banks' balancetshalbowing them to better carry out
their financial intermediation function.

. By improving the transparency of banks' balance shets in this manner, the
programme aims to facilitate an orderly downsizingof bank exposures to the real
estate sector, restore market-based funding, and deice banks’ reliance on
central bank liquidity support.

. Additionally, it is essential to enhance the risk dentification and crisis
management mechanismsvhich reduce the probability of occurrence ancesiéy of
future financial crises.

V. RESTORING AND STRENGTHENING THE SOUNDNESS OF THE SPANISH BANKS:
BANK -SPECIFIC CONDITIONALITY

9. The key component of the programme is an overhaulfdhe weak segments of the
Spanish financial sector. It will be comprised oflte following three elements:

. identification of individual bank capital needsdbgh a comprehensive asset quality
review of the banking sector and a bank-by-bardssttest, based on that asset quality
review;

. recapitalization, restructuring and/or resolutiohweak banks, based on plans to
address any capital shortfalls identified in thresd test; and

. segregation of assets in those banks receivinggabpport in their recapitalization
effort and their transfer of the impaired assetsato external Asset Management
Company (AMC).
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Roadmap

10. The recapitalisation and restructuring of banks wil advance according to the
following timeline.

In July 2012, the programme will begin by providinga first tranche. In particular,
until recapitalisation of banks has been fully efiéel, individual banks may find
themselves at risk. Against the background of ometil sovereign funding strains and
extremely limited access by some banks to extdumaling, the financial situation of
banks remains tight. Under these conditions, tredyeavailability of a credible
backstop to be mobilised in case of emergency terctor the costs of unexpected
interventions contribute to restore confidence. Titst tranche will have a volume of
EUR 30 billion to be prefunded and kept in resdsyehe EFSF. The possible use of
this tranche ahead of the adoption of restructuritegisions by the European
Commission will require a reasoned and quantifegliest from the Banco de Espafia,
to be approved by the European Commission and uhe W&orking Group (EWG) and
in liaison with the ECB.

A bank-by-bank stress test conducted by an externaonsultant with regard to 14
banking groups comprising 90% of the Spanish bankig system will be completed
by the second half of September 2012 (Stress Testhe Stress Test, following the
results of the top-down exercise published on 2 2012, will estimate the capital
shortfalls for individual banks and give rise torexapitalisation and restructuring
process for groups of banks as set out in Figure 1.

On the basis of the stress test results and recaglisation plans, banks will be
categorised accordingly.Group Owill constitute those banks for which no capital
shortfall is identified and no further action igjuered._ Group has been pre-defined as
banks already owned by the Fund for Orderly BankstiReturing (FROB)
(BFA/Bankia, Catalunya Caixa, NCG Banco and BaneoVdlencia)._Group 2will
constitute banks with capital shortfalls identifieg the Stress Test and unable to meet
those capital shortfalls privately without havirggourse to State aid. Finally, Group 3
will constitute banks with capital shortfall idefired by the stress test with credible
recapitalisation plans and able to meet those aagihortfalls privately without
recourse to State aid. The distributions of bandtsvben groups 0, 2 and 3 will be
established in October, based on the results ofSthess Test and an assessment of
recapitalisation plans.
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Figure 1:

Restructuring of the Spanish Banking Sector: Timeline

June 2012

July August September October November

December

June 2013

INDEPENDENT
VALUATIONS

CAPITAL
INJECTIONS

RESTRUCTURING
PLANS

LEGACY ASSETS

SUPERVISION A

*| Top-down stress
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e Audit and
Bottom-up
results.

| BFA: FROB’s preference e Inj e.ctio.n of State .
shares converted into capital into Group 1
equity. viable banks.

¢ Orderly Resolution of
Group 1 non-viable

e ECapproves

Injection of State capital
into Group 2 viable
banks.

Orderly Resolution of in
Group 2 on-viable banks.

recapitalisation banks.

scheme * Group 3 banks:
; « Group 0 banks — out of * Injection of Finalisation of
] N the scope CoCos into private
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e glace v group 3 banks recapitalisation
p pl * Group 1, 2|and 3 banks with significant exercise or
present recapitalisation equity raise compulsory

plans. State capital.

e Group 1 banks e Group 2 start ¢ ECapproves .
start work on work on restructuring and
detailed restructuring or resolution plans for

Group 1 banks

resolution plans
with EC

restructuring or
resolution plans
with EC

EC approves
restructuring and
resolution plans for
Group 2 banks.

¢ Group 3 banks
with CoCos to
present
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* Segregation and eventual
transfer of legacy assets.

REGULATION . !mproyements of current resolut.lon frameyvork,
including purchase and assumption and bridge bank
powers and ability to write-off shareholders.

Group of banks:

* Group 0: Banks with no capital shortfall are out of the scope;

* Group 1: FROB banks (BFA/Bankia, CatalunyaCaixa, NovaCaixaGalica, Banco de Valencia): banks for which State aid needs are — largely - known before the
Stress Test and which will need to be validated on this basis;

* Group 2: Banks with capital shortfall identified by the Stress Test, with no possibility to raise privately capital, and thus which will need to recourse to State aid.

* Group 3: Banks with capital shortfall identified by the Stress Test, aiming at raising this privately.

EC: European Commission
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By early-October, banks in Groups 1, 2 and 3 will pesent recapitalisation plans
identifying how they intend to fill the capital shatfalls identified. Capital can be
raised, chiefly, from internal measures, assetadig|s, liability management exercises,
and by raising equity or from State aid.

The Spanish authorities and the European Commissiowill assess the viability of
the banks on the basis of the results of the Stress Testtl@destructuring plans.
Banks that are deemed to be non-viable will belvesioin an orderly manner.

For Group 1 banks, the Spanish authorities will stet preparing restructuring or
resolution plans with the European Commission fromJuly 2012 onwards. These
plans will be finalised in light of the Stress Tessults and presented in time to allow
the European Commission to approve them by Nove2®E2. On this basis, State aid
will be granted and plans can be implemented imatetyi. The process of moving
impaired assets to an external AMC will be compldby year end. These banks are
expected to have the largest capital needs.

For Group 2 banks, the Spanish authorities will neé to present a restructuring or
resolution plan to the European Commission by Octofr 2012 at the latestGiven
the need to incorporate the findings from the Str&est, the approval process is
expected to run until end-December when these baitkbe recapitalized or resolved
in an orderly manner. All Group 2 banks must ineluch their restructuring or
resolution plan the necessary steps to segregaiteittpaired assets into an external
AMC.

For banks in Groups 1 and 2, no aid will be providd until a final restructuring or
resolution plan has been approvedy the European Commission, unless use has to
be made of the funds of the first tranche.

Group 3 banks planning asignificant equity raise corresponding to more than 2%

of RWA will, as a precautionary measure, be required tossue contingent
convertible securities (COCOs) under the recapitatiation scheme to meet their
capital needs by end December 2012 at the latestCOCOs will be subscribed for
by the FROB using programme resources and candeemged until 30 June 2013 if
they succeed in raising the necessary capital fromate sources. Otherwise they will
be recapitalised through the total or partial cosnem of the COCOs into ordinary
shares. They will have to present restructurirzmgl

Group 3 banks planning a more limited equity raise corresponding to less than
2% of RWA will be given until 30 June 2013 to do saShould they not succeed, they
will be recapitalized by means of State aid ang@mérestructuring plans.
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. Group 3 banks that still benefit from public support under this programme on
30 June 2013, will be required in their restructurng plans to transfer the
impaired assets to the AMCunless it can be shown for banks requiring less &%
of RWA in State aid that other means to achievediiibalance sheet segregation are
less costly

Diagnostics

11. The Spanish authorities will complete an accountingand economic value
assessment of the credit portfolios and foreclosedssets of 14 banking groupsThe
assessment will be conducted by an external camultbased on inputs from four
independent auditors as follows.

. Based on a predefined sample of operations theuatiog review will include: (i) data
quality analysis, including the appropriate ideonéfion of restructured/refinanced
loans; (ii) verification of the proper classifioati of operations; (iii) review of the
calculation of impairment losses; and (iv) compotatof the impact of the new
provisioning requirements for both performing arehiperforming loans in the real
estate and construction sector.

. The extended mandate of the due diligence proddase @uditors will also capture the
data required for an economic value assessmehedadsets. This will include a wider
sample, necessary to assess the systems and api@rogss of loan origination,
classification and arrears management to checkaaljukt the current classification
and risk parameters. The information obtained ftbenauditors will be combined with
additional bank specific data, as requested byctmesultant, from official authorities
and directly from banks through direct interactms needed. In addition, a rigorous
appraisal of the value of collateral and forecloassets value will be required to fully
inform a comprehensive asset quality review caroidby the external consultant.

12. The asset quality review will form the basis for abank-by-bank stress test to be
performed by the external consultant.lt will also form the basis for any future valuatiof
Spanish bank assets (see paragraph 21). This Shestswill build on the scenarios
developed for the top down exercise, and will biérfiefm the granular information and asset
quality review that is being gathered by independems through data verification and
validation and take into account its loss absorptapacity. All information required for the
Stress Test, including the results of the asselitgqueeview, will be provided to the
consultants by mid-August at the latest. The resaflthe Stress Test will be published in the
second half of September 2012. The Banco de Espadidhe European Commission, in
consultation with the EBA and in liaison with th&€B, will establish the specific capital
needs of each participating bank (if any).
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13. In accordance with the appropriate governance struitire established in the
Terms of Reference for this exercise, a Strategic ddrdination Committee ("SCC"),
involving, together with the Spanish authorities, he European Commission, the ECB,
the EBA and the IMF and an Expert Coordination Comnittee ("ECC") will closely
oversee the work carried out by the independent fms. The latter will provide full
updates every two weeks to the SCC.

Recapitalisation, restructuring and/or resolution

14. The approach to bank restructuring and resolution § based on the principles of
viability, burden sharing and limiting distortions of competition in a manner that
promotes financial stability and contributes to theresilience of the banking sector.
Recapitalisation plans involving the use of pulflinds will trigger a restructuring process.
The restructuring plans of the banks requiring jgukinds will have to demonstrate that the
long-term viability of the bank can be ensured withcontinuing State aid. The plans should
focus on the bank's capacity to generate valuestfiareholders given its risk profile and
business model, as well as the costs linked tondeessary restructuring. The degree of
restructuring required will take due account of ttedative size of the public support
provided.

15. Restructuring plans will address the banks' abilityto generate sustainable and
profitable business going forward and their fundingneeds The restructuring plans should
be based on significant downsizing of unprofitablesiness with a focus on divestitures
wherever feasible, de-risking through the sepamatod the most problematic assets,
rebalancing of the funding structure, includingealuction of the reliance on central bank
liquidity support, improved corporate governancel aperational restructuring primarily
through the rationalisation of branch networks afidstaff levels. This should lead to a
sustainable improvement in the cost-to-income satid the banks concerned. Non-listed
entities should also present a credible timelinevientually become publicly traded.

. The restructuring plans of viable banks requiring public support will detail the
actions to minimise the cost on taxpayer8Banks receiving State aid will contribute
to the cost of restructuring as much as possiblé wieir own resources. Actions
include the sale of participations and non-coreetassun off of non-core activities,
bans on dividend payments, bans on the discrefaanuneration of hybrid capital
instruments and bans on non-organic growth. Bankstheir shareholders will take
losses before State aid measures are granted ancednss absorption of equity and
hybrid capital instruments to the full extent pbgsi

. For non-viable banks in need of public funds, the @anish authorities have to
submit an orderly resolution plan. Orderly resolution plans should be compatible
with the goals of maintaining financial stability, particular by protecting customer
deposits, of minimising the burden of the resolutan the taxpayer and of allowing
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healthy banks to acquire assets and liabilitieh@context of a competitive process.
The orderly resolution process will involve thenséer of certain assets to the external
AMC.

. The Spanish authorities commit to cap pay levelsxacutive and supervisory board
members of all State-aided banks.

16. The Spanish authorities will take early and timelyaction on the restructuring and
resolution plans. The authorities will immediately start liaising tivi the European
Commission to ensure timely delivery of the restuting plans. The restructuring plans will
be submitted to the European Commission for assagsumder State aid rules, and will be
made available, once finalised, to the ECB, EBA #vi#. The Spanish authorities will
provide all the necessary information on the restming or resolution plans as soon as the
need for state aid is known. The process will commeeémmediately for Group 1 banks. For
these banks, the Spanish authorities will workubtpe European Commission in a position
to approve the restructuring or resolution plandNmyember 2012. For those banks whose
capital needs will become clear with the resulttied bottom up stress test, the Spanish
authorities will enter into the same process with &im of ensuring that restructuring plans
can be approved by the European Commission by Dese012. Recapitalisations will
only take place after the adoption of a restruntydecision by the European Commission,
requiring burden sharing and restructuring, unfesds of the first tranche are deployed.

Burden sharing

17. Steps will be taken to minimise the cost to taxpaye of bank restructuring. After
allocating losses to equity holders, the Spanisthaaities will require burden sharing
measures from hybrid capital holders and suborddhdéebt holders in banks receiving public
capital, including by implementing both voluntaryhda where necessary, mandatory
Subordinated Liability Exercises (SLEs). Banks imoheed of State aid will be outside the
scope of any mandatory burden sharing exercise.BEmeo de Espafia, in liaison with the
European Commission and the EBA, will monitor arpemtions converting hybrid and
subordinated instruments into senior debt or equity

18. Legislation will be introduced by end-August 2012d ensure the effectiveness of
the SLEs.The Spanish authorities will adopt the necessagislative amendments, to allow
for mandatory SLEs if the required burden sharsqot achieved on a voluntary basis.
These amendments should also include provisiomsvialg that holders of hybrid capital
instruments and subordinated debt fully participatehe SLEs. By end-July 2012, the
Spanish authorities will identify the legal stepattare needed to establish this framework,
so that its adoption can be completed by end-Au@@d?2. The Banco de Espafia will
immediately discourage any bank which may needesont to State aid from conducting
SLEs at a premium of more than 10% of par abovéetarices until December 2012.
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19. Banks with capital shortfalls and needing State aidvill conduct SLEs against the
background of the revised legal framework and in acordance with State aid rules by
converting hybrid capital and subordinated debo iatuity at the time of public capital
injection or by buying it back at significant discas. For Group 3 banks this rule will apply
on 30 June 2013, if they still are in receipt oblwi funds. For non viable banks, SLEs will
also need to be used to the full extent to minintiee cost for the tax payer. Any capital
shortfall stemming from issues arising in the inmpéatation of SLEs will not be covered by
the EFSF assistance.

20. The bank resolution framework will be further upgraded. By end-August, the
Spanish authorities, in consultation with the Eeanp Commission, the ECB and the IMF,
will modify the bank resolution framework in orderincorporate relevant resolution powers
to strengthen the FROB. This amendment will take actcount the EU regulatory proposal
on crisis management and bank resolution, inclugperial tools to resolve banks, such as
the sale of business tool and bridge banks; thslémn will also include a clarification of
the financial responsibilities of the FGD (DepoGitarantee Fund) and the FROB. The
legislation will also include provisions on oveirild shareholders rights in resolution
processes.

Segregation of impaired assets: Asset Management Company

21. Problematic assets of aided banks should be quicklgemoved from the banks'
balance sheetsThis applies, in particular, for loans relatedReal Estate Development
(RED) and foreclosed assets. In principle, it @wi8o apply to other assets if and when there
are signs of strong deterioration in their qualitize principle underpinning the separation of
impaired assets is that they will be transferredrieexternal AMC. Transfers will take place
at the real (long-term) economic value (REV) of #ssets. The REV will be established on
the basis of a thorough asset quality review pcdsawing on the individual valuations
used in the Stress Test. The respective losseslbausiystallized in the banks at the moment
of the separation. The Spanish authorities, in glbewson with the European Commission,
the ECB and the IMF, will prepare a comprehensivefrint and legislative framework for
the establishment and functioning of this asseaisgn scheme by end-August 2012. The
Spanish authorities will adopt the necessary latigh in the autumn with a view to assuring
that the AMC will be fully operational by Novemb2012.

22. The AMC will manage the assets with the goal of réiging their long-term value.
The AMC will purchase the assets at REV and wilénaghe possibility to hold them to
maturity. The FROB will contribute cash and/or highality securities to the AMC for an
amount corresponding to a certain percentage (todétermined at the time of the
establishment of the AMC) of the REV of the asgetechased. In exchange for the assets,
the banks will receive a suitably small equity mgpation in the AMC, bonds issued by the
AMC and guaranteed by the State, or cash and/dr dugplity securities. The bonds issued
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by the AMC will be structured in such a manner tingly will meet the conditions set out in
the ECB’s "Guideline on monetary policy instrumeants procedures of the Eurosystem".

V. ENSURING A SOUND FRAMEWORK FOR THE BANKING SECTOR :
HORIZONTAL CONDITIONALITY

23. A strengthening of the regulatory framework is critical to enhance the resilience
of the Spanish banking sectar Spanish authorities will take additional measureshe
following areas.

Spanish credit institutions will be required, as 0f31 December 2012, to meet until
at least end-2014 a Common Equity Tier (CET) 1 rat of at least 9%. The
definition of capital used to calculate this soleyematio will be based on that (eligible
capital) established in the ongoing EBA recapitditm exercise.

From 1 January 2013, Spanish credit institutions wi be required to apply the
definition of capital established in the Capital Rguirements Regulation (CRR),
observing the gradual phase-in period foreseemenfuture CRR, to calculate their
minimum capital requirements established in the [Edislation. However, the
additional capital needed to meet the 9% capitad maill be calculated based on the
capital definition established in the ongoing EB&apitalisation exercise. In any case,
Spanish credit institutions will not be allowedremluce their capital base with respect
to December 2012 figures, without previous apprdéneah the Banco de Espaiia.

The current framework for loan-loss provisioning wil be re-assessedOn the back
of the experiences of the financial crisis, thergaauthorities will make proposals to
revamp the permanent framework for loan loss prowisg, taking into account the
temporary measures introduced during the past mpathwell as the EU accounting
framework. Furthermore, the authorities will exglothe possibility to revise the
calibration of dynamic provisions on the basis e experience gathered during the
current financial crisis. To this end, the authesitwill submit by mid-December 2012,
a policy document for consultation to the Europ€ammission, ECB, EBA and IMF
on the amendment of the provisioning frameworkntfl aonce Royal Decree Laws
2/2012 and 18/2012 cease to apply.

The regulatory framework on credit concentration ard related party transactions
will be reviewed. This review, to be carried out by the Spanish aitiks by mid-
January 2013, will in particular assess whethertrangthening of the regulatory
framework is warranted.

The liquidity situation of Spanish banks will conthue being closely monitoredFor
the purpose of monitoring their liquidity positioeredit institutions in receipt of State
aid or for which capital shortfalls will be revedlen the Stress Test will, as of
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1 December 2012, provide standardised quarterlpanioal sheet forecasts (funding
plans) to the Banco de Espafa and the ECB. ThedBdm&sparia will provide regular
information on the liquidity situation of these larto the European Commission, the
ECB and the IMF, as specified in Annex 1.

The governance structure of former savings banks ah of commercial banks
controlled by them will be strengthened.The Spanish authorities will prepare by
end-November 2012 legislation clarifying the rofesavings banks in their capacity as
shareholders of credit institutions with a vieweeentually reducing their stakes to
non-controlling levels. Furthermore, authoritiedl wropose measures to strengthen fit
and proper rules for the governing bodies of savifnks and to introduce
incompatibility requirements regarding the govegninodies of the former savings
banks and the commercial banks controlled by th&ftareover, authorities will
provide by end-November 2012 a roadmap for the textisting of banks included in
the Stress Test, which have benefited from Stafeasi part of the restructuring
process.

Enhanced transparency is a key pre-requisite for fstering confidence in the
Spanish banking system.Several important measures have already been taken
increase the quality and quantity of informatiomypded by credit institutions to the
general public, notably concerning real estate @nbtruction sector exposures. The
authorities released for public consultation a laguy proposal aimed at enhancing
and harmonising disclosure requirements for alllicriestitutions on key areas of their
portfolios such as restructured and refinanced dpaectoral concentration. This
regulatory proposal will be finalised in consultetiwith the European Commission,
the ECB, the EBA and the IMF and become effectivefd of September 2012.
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24. The supervisory framework will be strengthened. TheSpanish authorities will
take measures in the following areas.

. A further strengthening of the operational indepenence of the Banco de Espafa
is warranted. The Spanish authorities will transfer by 31 Deceml2012 the
sanctioning and licensing powers of the Ministryeagbnomy to the Banco de Espafia.
Furthermore, the Spanish authorities will idenbfyend October 2012 possibilities to
further empower the Banco de Espafia to issue lgrglirdelines or interpretations.

. The supervisory procedures of Banco de Espafa wille further enhanced based
on a formal internal review. The Banco de Espafia will conduct a full internaiee
of its supervisory and decision-making processesty-October 2012 in order to
identify shortcomings and make all the necessargramements. In this internal
review, the Banco de Espafa will test recent imgnoents made to the supervisory
procedures in order to ensure that the findingsoofsite inspections translate
effectively and without delays into remedial acto®pecifically, the authorities will
analyse the need for any further improvements enadbmmunication to the decision
making bodies of vulnerabilities and risk in thenkiag system, in order to ensure the
adoption of corrective actions. Furthermore, théhauties will ensure that macro-
prudential supervision will properly feed into tmmicro supervision process and
adequate policy responses.

. The Banco de Espafia will by end-2012 require credinstitutions to review, and if
necessary, prepare and implement strategies for diag with asset impairments
The Banco de Espafia will determine the operaticaphbility of credit institutions to
manage arrears, identify operational deficiencies &ill monitor the implementation
of these plans. The assessment of the adequaogmiNork-out strategies will also be
based on the findings of the external auditors @ntbultants during the asset quality
review.

25. Consumer protection and securities legislation, andompliance monitoring by the
authorities, should be strengthenedin order to limit the sale by banks of subordendebt
instruments to non-qualified retail clients andstabstantially improve the process for the
sale of any instruments not covered by the deppsirantee fund to retail clients. This
should include increased transparency on the ctemistics of these instruments and the
consequent risks in order to guarantee full awasred the retail clients. The Spanish
authorities will propose specific legislation inghespect by end-February 2013.

26. The public credit register will be enhanced.The Spanish authorities will take
additional measures to improve the quantity andlityuaf information reported to the

register. The envisaged enhancements will be stdmrfibr consultation with stakeholders by
end-October 2012. Furthermore, the necessary &igislamendments will be in place by
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end-March 2013. Meanwhile, work on practical aremgnts will continue with a view to
having the envisaged enhancements operationalieldygas possible.

27. Non-bank financial intermediation should be strenghened. In light of the high
dependence of the Spanish economy on bank inteath@di the Spanish authorities will
prepare, by mid-November 2012, proposals for tliengthening of non-bank financial
intermediation including capital market funding amshture capital.

28. Governance arrangements of the financial safety netgencies will be reviewed to
avoid potential conflicts of interest.In particular, the authorities will ensure thas, ef

1 January 2013 there will be no active bankers amgmn the governing bodies of the
FROB. The governance arrangements of the FGD V& be reviewed, in particular with
regard to potential conflicts of interest.

VI. PUBLIC FINANCES , MACROECONOMIC IMBALANCES AND FINANCIAL SECTOR REFO RM

29. There is a close relationship between macroeconomimbalances, public finances
and financial sector soundnessHence, progress made with respect to the impleatient
of the commitments under the Excessive Deficit Pdoce, and with regard to structural
reforms, with a view to correcting any macroecormimbalances as identified within the
framework of the European semester, will be redyikand closely monitored in parallel with
the formal review process as envisioned in this MoU

30. According to the revised EDP recommendation, Spaiis committed to correct the
present excessive deficit situation by 2014In particular, Spain should ensure the
attainment of intermediate headline deficit targéts]% of GDP for 2012, [x]% of GDP for
2013 and [x]% of GDP for 2014. Spanish authorisésuld present by end-July a multi-
annual budgetary plan for 2013-14, which fully spes the structural measures that are
necessary to achieve the correction of the excess$éficit. Provisions of the Budgetary
Stability Law regarding transparency and control bofdget execution should be fully
implemented. Spain is also requested to estabfishdependent fiscal institution to provide
analysis, advice and monitor fiscal policy.

31. Regarding structural reforms, the Spanish authorites are committed to
implement the country-specific recommendations in e context of the European
Semester.These reforms aim at correcting macroeconomic liameas, as identified in the
in-depth review under the Macroeconomic Imbalanc&dure (MIP). In particular, these
recommendations invite Spain to: 1) introduce atian system consistent with the fiscal
consolidation efforts and more supportive to grohensure less tax-induced bias towards
indebtedness and home-ownership, 3) implement #i®ur market reforms, 4)take
additional measures to increase the effectivenésctove labour market policies, 5) take
additional measures to open up professional sexviasuce delays in obtaining business
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licences, and eliminate barriers to doing busin€és;omplete the electricity and gas
interconnections with neighbouring countries, addrass the electricity tariff deficit in a
comprehensive way.

VIl. PROGRAMME M ODALITIES

32. Spain would require an EFSF loan, covering estimatkcapital requirements with

an additional safety margin, estimated as summingputo EUR 100 billion in total. The
programme duration is 18 months. FROB, acting &niagf the Spanish government, will
channel the funds to the financial institutions cenmed. Modalities of the programme will
be determined in the FFA. The funds will be diskdrsn several tranches ahead of the
planned recapitalisation dates, pursuant to thelma@ included in Section IV. These
disbursements can be made either in cash or ifotheof standard EFSF notes.

VIll. PROGRAMME MONITORING

33. The European Commission, in liaison with the ECB ad EBA, will verify at
regular intervals that the policy conditions attacted to the financial assistance are
fulfilled, through missions and regular reporting by the Spanish authorities, on a
quarterly basis. Monitoring of the FROB activities in the context the programme will
take place regularly. The Spanish authorities muest technical assistance from the IMF
to support the implementation and monitoring of firencial assistance with regular
reporting.

34. The authorities will provide to the European Commision, the ECB, EBA and the
IMF, under strict conditions of confidentiality, the data needed for monitoring of the
banking sector as a whole and of banks of specifioterest due to their systemic nature
or their condition. A provisional list of required reports and datpievided in Annex 1.

35. State-aided banks and the Spanish authorities wilkeport to the European
Commission on the implementation of their restructuing plan via the appointed
monitoring trustee.

36. The European Commission in liaison with the ECB andEBA will be granted the
right to conduct on-site inspections in any benefiary financial institutions in order to
monitor compliance with the conditions.

37. In parallel, the Council should review onregular basis the economic policies
implemented by Spain under the Macroeconomic Inmza@ls procedure as well as under the
Excessive Deficit Procedure.
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ANNEX 1: DATA REQUIREMENTS

Spanish authorities will regularly submit or updateleast on a weekly or monthly basis the
following data:

1. Reports and data, on a weekly basis, on bank dsposi
2. Reports and data, on a weekly basis, on banksditgyposition and forecast.

3. Quarterly bank prudential financial statements ast 40 the supervisor, for the
14 banking groups, including additional details on:

- financial and regulatory information (consolidatddta) on the 14 banking
groups and the banking sector in total, especiabarding (P&L), balance
sheets, asset quality, regulatory capital, balasheet forecasts;

- non-performing loans, repossessed assets and drghatisions; to include
exposure across different asset classes (Land &elbement, including
commercial real estate), Residential Real EstatE Sending, Corporate
lending, Consumer lending;

- asset quality across different asset classes (goatity, watch, substandard,
NPL, restructured, of which restructured and NPphjovision stock across
different asset classes, new lending across diftesset classes;

- sovereign debt holdings;

- outstanding stock of debt issued, with a break ddwnseniority (senior
secured, senior unsecured, subordinated of whiefeq@nce shares, government
guaranteed), with the amounts placed with retastamers, and amortization
schedule;

- regulatory capital and its components: includingited requirements (credit
risk, market risk, operational risk).

4. Until quarterly balance sheet forecasts are auailadn agreed template for banks
supported by FROB, regarding refinancing needscaltidteral buffers, for a horizon
of 1 month, 3 months and 6 months should be pravidaunding plans will
eventually be required for an expanded sample oksaReporting will be expanded
to also include capital plans.

5. Reports and data on un-pledged eligible collateral.

6. Reports and data on borrowing amounts in the repdet either directly or through
CCPs.

The Spanish authorities will, at the latest oneknafger the start of the programme, propose
formats and templates for the submission of thigrmation, which will be agreed with the
European Commission, the ECB, EBA and the IMF.

Page 16 of 20



Above list is provisional. Further requests mayadeed at a later stage. For this purpose, a
procedure will be set-up for the relevant staftied European Commission, the ECB, EBA
and the IMF to submit additional ad hoc bank datpests as needed.
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ANNEX 2: CONDITIONALITY

Measure

Date

1. Provide data needed for monitoring the entire bamkiector and of

Regularly

banks of specific interest due to their systemicireaor condition | throughout the
(Annex 1). programme,
starting end-July
2. Prepare restructuring or resolution plans withBefor Group 1 July 2012 - mid
banks, to be finalised in light of the Stress Tesssilts in time to  August

allow their approval by the Commission in November.

Finalise the proposal for enhancement and harmiomnsaf
disclosure requirements for all credit institutiarskey areas of th
portfolios such as restructured and refinancedd@aml sectoral
concentration.

End-July 2012

D

4. Provide information required for the Stress Teghwconsultant, ' Mid-August
including the results of the asset quality review. 2012

5. Introduce legislation to introduce the effectivenne§ SLEs, End-August 2017
including to allow for mandatory SLEs.

6. Upgrade of the bank resolution framework, i.e.rgjteen the End-August 2017

resolution powers of the FROB and DGF.

™

Prepare a comprehensive blueprint and legislatavaéwork for
the establishment and functioning of the AMC.

End-August 2017

8. Complete bank-by-bank stress test (Stress Test). Second half of
September 2012
9. Finalise a regulatory proposal on enhancing tramesy of banks | End September
2012
10. Banks with significant capital shortfalls will comct SLES. before capital
injections in
Oct./Dec. 2012
11. Banks to draw up recapitalisation plans to indidete capital Early-October

shortfalls will be filled.

2012

12.

Present restructuring or resolution plans to thed&@Group 2
banks.

October 2012
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Measure

Date

13.

Identify possibilities to further enhance the ar@ashich the
Banco de Espafia can issue binding guidelines erprétations
without regulatory empowerment.

End October
2012

14.

Conduct an internal review of supervisory and denisnaking
processes. Propose changes in procedures in orgaeatantee
timely adoption of remedial actions for addresgngpblems
detected at an early stage by on-site inspectamgseEnsure that
macro-prudential supervision will properly feedairthe micro
supervision process and adequate policy responses..

End-October
2012

15.

Adopt legislation for the establishment and funaitng of the AMC
in order to make it fully operational by Novembéx2.

Autumn 2012

16.

Submit for consultation with stakeholders envisageldancements
of the credit register.

End-October
2012

17. Prepare proposals for the strengthening of non-fiaakcial Mid-November
intermediation including capital market funding amhture capital, 2012
18. Propose measures to strengthen fit and proper faldise End-November

governing bodies of savings banks and introducenuatibility
requirements regarding governing bodies of fornagimgys banks
and commercial banks controlled by them.

2012

19.

Provide a roadmap (including justified exceptioins)the eventual
listing of banks included in the stress test whiakie benefited
from state aid as part of the restructuring pracess

End-November
2012

20.

Prepare legislation clarifying the role of savimgsks in their
capacity as shareholders of credit institution$aitziew to
eventually reducing their stakes to non-controlliexgls. Propose
measures to strengthen fit and proper rules fogttverning bodies
of savings banks and introduce incompatibility regments
regarding the governing bodies of the former savipanks and the
commercial banks controlled by them. Provide a muegal for the
eventual listing of banks included in the StresstTehich have
benefited from State aid as part of the restructuprocess..

End-November
2012

21.

Banks to provide standardised quarterly balancetdbescasts
funding plans for credit institutions receivingtstaid or for which

capital shortfalls will be revealed in the bottom4tress test.

As of
1 December
2012
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Measure

Date

22.

Submit a policy document on the amendment of tbeipioning
framework if and once Royal Decree Laws 2/2012E8/@012
cease to apply.

Mid-December
2012

23. Issues CoCos under the recapitalisation schen®@rimup 3 banks | End-December
planning a significant (more than 2% of RWA) equayse. 2012
24. Transfer the sanctioning and licensing powers ef\inistry of End-December

Economy to the Banco de Espafia.

2012

25.

Require credit institutions to review, and if nesay, prepare and
implement strategies for dealing with asset impaints.

End-December
2012

26.

Require all Spanish credit institutions to meetoan@on Equity
Tier 1 ratio of at least 9% until at least end-20Réquire all
Spanish credit institutions to apply the definitmircapital
established in the Capital Requirements Reguld@iR),
observing the gradual phase-in period foreseehdriture CRR,
to calculate their minimum capital requirementgbkshed in the
EU legislation.

1 January 2013

27.

Review governance arrangements of the FROB andeitisat
active bankers will not be members of the Goveridodies of
FROB.

1 January 2013

28.

Review the issues of credit concentration and edlgarty
transactions.

Mid-January
2013

29.

Propose specific legislation to limit the sale laynks of subordinat
debt instruments to non-qualified retail clientsl 4o substantially

improve the process for the sale of any instrumeatxovered by

the deposit guarantee fund to retail clients.

cEnd-February
2013

30 Amend legislation for the enhancement of the cnetjtster.

End-March 201

31.

Raise the required capital for banks planning aentiarited (less
than 2% of RWA) increase in equity.

End-June 2013

32 Group 3 banks with CoCos to present restructuriag

End-June 2013
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