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MALAGA The Spanish Government enacted on 3™ Fe- remuneration limitations for financial ins-
Marqués de Larios, 3 bruary 2012 the Royal Decree-Law 2/2012 titutions that have received FROB sup-
29015 Mélaga (the “RDL”) for the rationalization of the port.
Tel.: (34) 952 12 00 51 . . . .

Spanish financial system. The main purposes
of the RDL are the cleaning up of real esta- I. REAL ESTATE EXPOSURES
VALENCIA te exposures from the financial institutions’
Gran Via Marqués balance sheets and the promotion of further The RDL sets out new provisioning and
del Turia, 49 . . . . .
46005 Valencia concentration among them, with the aims to capital requirements for real estate ex-
Tel.: (34) 96 351 38 35 strengthen markets’ confidence and, ultima- posures of financial institutions as of 31

tely, reestablish their function of channeling December 2011, affecting those exposure
funds into the economy. that are classified in their balance sheets
YI,GO as foreclosed (i.e. assets foreclosed or re-
(2’213‘;\310 The main new measures implemented by the ceived in payment of debts), problematic
Tel.: (34) 986 44 33 80 RDL focus on the followings areas: (doubtful or substandard!) or normal (i.e.

non-problematic).
(i) new provisioning and capital require-
BRUSSELS ments in relation to real estate exposu- The new requirements include: (i) in-

Avenue Louise, 267 L o .
1 uselas res; creased minimum levels of specific provi-

2)2311220 sions, (ii) new generic provision, and (iii)
(ii) changes in the types of support inves- capital add-on. The main difference bet-
tments to be made by the Fund for Or- ween these requirements is that specific
LONDON derly Restructuring of Financial Entities provisions respond to an incurred losses
Five Kings House “ ". . . . . .
| Queen Street Place (“FROB"); and rationale, while the generic provision and
EC 4R 1QS Londres the capital add-on work more as capital
Tel.: +44 (0) 20 7329 5407 (iii) additional corporate governance re- buffers in contemplation of potential fu-
quirements for savings banks and ture losses.
LISBON
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1250-140 Lisboa 1 Doubtful loans are loans in which some installment has not been paid and remains unpaid for a period of more than 90

el.: (351) 213 408 60 . .
Tel.: (351) 213 408 600 days, and those exposures in which there are reasonable doubts as to total repayment under the terms agreed.

Substandard loans are loans showing some general weakness associated with the fact they are related to a specific

troubled group or sector or if weaknesses are apparent in certain operations, even if these operations do not qualify
individually for classification as doubtful or write-off.
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1.1 Specific provision

The increased minimum levels of spe-
cific provisions apply to such real-es-
tate exposures that as of 31 Decem-
ber 2011 were classified as foreclosed,
doubtful or substandard, even if they
are refinanced after such date.

With respect to assets related to land
and real estate under development,
the main difference with respect to the
existing provisioning requirements is
that fixed percentages of minimum pro-
visioning levels are established that will
be applied over the value of the loan,
without deducting any of the collateral.
Such percentage is 60% for land and
50% for real estate under development
(which can be brought down to 24% if
the development is on-going).

Additionally, the provisioning requi-
rements for completed real estate
(including first residence) have been
enhanced. Mainly, the provision per-
centages for foreclosed completed real
estate are increased and a fourth year
of provision is added (40% for fist re-
sidence and 50% for others); also, the
minimum provisioning levels for doubt-
ful and substandard loans are required
without exceptions.

In principle, any additional provisions
that have to be created pursuant to
these new requirements will be char-
ged against P&L.

1.2Generic Provision

Financial institutions shall create a new
generic provision amounting to 7% of
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real estate financial exposures that as
of 31 December 2012 were classified
as normal. This generic provision may
only be used going forward to cover fu-
ture migration of such exposures to the
problematic or foreclosed portfolios.

It should be noted that this generic
provision is a one-time provision and
differs from the dynamic generic pro-
vision that was already contemplated
by the accounting regulations. Actually,
the Bank of Spain has indicated that
those financial institutions that have
any remaining dynamic generic provi-
sion may use it to create this new one-
time generic provision.

In principle, this new provision will be
charged against P&L.

1.3 Capital Add-on

The capital add-on applies to such real-
estate exposures related to land and real
estate under development that as of 31
December 2011 were classified as fore-
closed, doubtful or substandard, even if
they are refinanced after such date.

Such capital add-on is calculated as a
percentage (80% for land and 65% for
real estate under development) over
the value of the exposures, after de-
duction of any provisions created over
them?. Only one exception applies to
substandard loans related to on going
real estate developments.

This capital add-on is added to the core
capital (capital principal) requirements
of 8% (10% for non-listed) established
by Royal Decree-Law 2/2011. It will
have no impact on P&L.

2 Given that the new required provisions levels for land and real estate under development are 60% and 50%, respec-
tively, the actual impact on equity of this capital add-on is 20% for land and 15% for real estate under development.

FEBRUARY 2012 2

Www.gomezacebo-pombo .com




& Legal Analysis

GOMEZ-ACEBO §; POMBO

Following is a summary chart of the im-
pact on equity of the new provisioning and

capital requirements established by the
RDL with respect to real estate exposures:

60%
20%
80%
Stopped: 50%
50% p? °
On going: 24%
Stopped: 15%
15% p':_) °
On going: 0%
Stopped: 65%
65% On going:
249%
<12 months: 25% 20% One-time
+12 months: 30% generic
25%
+24 months: 40% (24% without in provision:
+36 months: 50% rem guarantee ) 7%
<12 months: 10%
+12 months: 20%
+24 months: 30%
+36 months: 40%

Although not clear from the RDL, it
seems that it will be possible to release
provisions as an asset moves from land
to real estate under development and
finally to completed real estate.

As to timing, the foregoing measures
need to be complied with by financial
institutions by 31 December 2012. For
such purposes, by 31 March 2012 they
shall deliver to the Bank of Spain a plan
to comply with new measures, which
shall be approved by the Bank of Spain
within fifteen working days.
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However, such financial institutions
that undergo an integration process
during 2012 will be given some extra
time to comply with the measures,
provided certain requirements are met.
For such purposes, these institutions
shall present an integration plan by
31 May 2012, which shall be appro-
ved by the Ministry of Economy within
one month. Such institutions will then
have 12 months as from such approval
to comply with the measures. Another
advantage of undergoing an integration
process is that the new provisions of
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the acquired entities will not be char-
ged against P&L.

In order to benefit from this extended
timing, the integration process shall
comply with the following require-
ments:

e resulting entity’s balance sheet shall
be at least 20% bigger than that of
the largest institution participating
in the integration;

e integration shall be done through
a merger or corporate restructu-
ring (not through simple contractual
arrangements, IPS type);

e improvements in corporate gover-
nance shall be made and a remune-
ration plan for directors and senior
management shall be presented;

e objectives to increase credit to hou-
seholds and SMEs and to reduce
real estate exposures during three
years following integration shall be
set;

e resulting entity shall be economica-
Ily viable; and

e integration shall be approved by
corporate bodies of relevant entities
by 30 September 2012 and shall be
concluded by 1 January 2013.

II.FROB INVESTMENTS

In addition to increasing the FROB by 6
billion euro, the RDL sets forth that the
FROB may provide support to financial ins-
titutions in the following forms:

(i) By subscribing shares at market value
determined by independent experts,
to be sold through competitive pro-
cedures within a maximum period of
3 years. The financial institution will
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have to present a recapitalization plan
and the FROB will have Board presen-
ce.

(ii) By subscribing convertible bonds of
those financial institutions that have
decided to undergo integration proces-
ses. The bonds will be converted into
shares after 5 years, or before if the
Bank of Spain considers improbable
the repurchase or amortization of the
bonds by the issuer. Conversion into
shares will be done at market condi-
tions. The bonds will compute as basic
equity and core capital with no limita-
tions.

Therefore, the RDL provides the following
incentives for the financial institutions to
undergo further integration processes:

1. Extend the term to comply with new
provisioning and capital requirements
by 6 months;

2. Ability to charge additional provisions
directly to equity, with no P&L impact;
and

3. Ability to receive funds from FROB in
the form of convertible bonds (as op-
posed to shares) during a 5-year period
(as compared to only 3 years).

II1. CORPORATE GOVERNANCE AND REM-
MUNERATION

The RDL establishes additional corpora-
te governance requirements for savings
banks (cajas de ahorros) and remunera-
tion limitations for financial institutions
that have received FROB support, which
can be summarized as follows:

3.1Savings Banks

(i) The structure and operational re-
quirements of saving banks that
develop its activity indirectly (due

4
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to the assignment of the ban-
king business to a new bank) are
simplified. Managing bodies are
reduced to General Assembly,
Board of Directors and, optiona-
Ily, the Control Commission and
their composition and operation
is simplified.
(ii) Savings banks may not alloca-
te more that 10% of their freely
available surplus to expenses
other than Social Work.

(iii) Saving banks that either cease to
control, or reduce voting rights
below 25% in, the bank through
which they develop indirectly their
banking activity shall renounce
to authorization as bank and be
transformed into special founda-
tions. The Ministry of Economy
will supervise those special foun-
dations whose geographical sco-
pe exceeds one region (which are
most, if not all, savings banks).
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3.2.Remuneration limitations

The following limitations will apply to

remuneration

received by directors

and senior management of financial
institutions that have received FROB
support, until payment, amortization,
redemption or sale of securities held

by

(M

(i)
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FROB:

If majority shareholding held by
FROB: (a) no bonus shall be payable;
(b) maximum remuneration for direc-
tors shall be 50,000 euro per year;
and (c) maximum remuneration for
senior management shall be 300,000
euro per year.

Other type of FROB support: (a) bo-
nus shall be deferred 3 years and be
conditioned to achieving certain re-
sults; (b) maximum remuneration for
directors shall be 100,000 euro per
year; and (c) maximum remunera-
tion for senior management shall be
600,000 euro per year.




