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ABBREVIATIONS V)

€ Euro

AIAF Asociacion de Intermediarios de Activos Financieros (Association of Securities Dealers)
ABCP Asset-backed commercial paper

ATA Average total assets

BCBS Basel Committee on Banking Supervision

BIS Bank for International Settlements

BLS Bank Lending Survey

bn Billions

bp Basis points

CBE Banco de Espaia Circular

CBSO Banco de Espaia Central Balance Sheet Data Office
CCR Banco de Espafa Central Credit Register

CDO Collateralised debt obligation

CDs Credit Default Swap

CEBS Committee of European Banking Supervisors

CEIOPS Committee of European Insurance and Occupational Pensions Supervisors
Cls Credit institutions

CNMV Comision Nacional del Mercado de Valores (National Securities Market Commission)
CPSS Basel Committee on Payment and Settlement Systems
Dlis Deposit institutions

EAD Exposure at default

EBA European Banking Authority

ECB European Central Bank

EFSF European Financial Stability Facility

EMU Economic and Monetary Union

EONIA Euro overnight index average

EPA Official Spanish Labour Force Survey

ESFS European System of Financial Supervisors

ESM European Stability Mechanism

ESRB European Systemic Risk Board

EU European Union

FASB Financial Accounting Standards Board

FROB Fund for the Orderly Restructuring of the Banking Sector
FSA Financial Services Authority

FSAP Financial Sector Assessment Program

FSB Financial Stability Board

FSF Financial Stability Forum

FSR Financial Stability Report

FVC Financial vehicle corporation

GAAP Generally Accepted Accounting Principles

GDI Gross disposable income

GDP Gross domestic product

GVA Gross value added

GVAmp Gross value added at market prices

IASB International Accounting Standards Board

ICO Instituto Oficial de Crédito (Official Credit Institute)

ID Data obtained from individual financial statements
IFRSs International Financial Reporting Standards

IMF International Monetary Fund

INE National Statistics Institute

10SCO International Organization of Securities Commissions
ISDA International Swaps and Derivatives Association
LGD Loss given default

LTROs Longer-term refinancing operations

LTV Loan-to-value ratio (amount lent divided by the appraised value of the real estate used as collateral)
m Millions

MiFID Markets in Financial Instruments Directive

MMFs Money market funds

NPISHs Non-profit institutions serving households

OMT Outright Monetary Transactions

OTC Over the counter

(*) The latest version of the explanatory notes and of the glossary can be found in the November 2006 edition of
the Financial Stability Report.



PD
PER
pp
RDL
ROA
ROE
RWA
SCls
SMEs
SIvV
SPV
TA
TARP
VaR
WTO

Probability of default

Price earnings ratio
Percentage points

Royal Decree-Law

Return on assets

Return on equity
Risk-weighted assets
Specialised credit institutions
Small and medium-sized enterprises
Structured investment vehicle
Special purpose vehicle

Total assets

Troubled Asset Relief Program
Value at risk

World Trade Organisation
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INTRODUCTION

The situation on the financial markets continues to be affected by the unfolding sovereign
debt crisis, and by the weak economic growth outlook in the short term. From May to end-
July 2012, financial tensions in the euro area heightened, affecting Spain and lItaly with
particular intensity. These developments resulted in a worsening of public- and private-
sector financing conditions. The rising tensions were prompted by several factors,
including most notably the political uncertainty in Greece. Meantime, for Spain, the adverse
international setting was compounded by the negative course of the real economy, the
situation of public finances and doubts over the quality of bank balance sheets.

Since late July, the tensions on European financial markets have eased somewhat.
Fundamentally contributing to this was the statement by President Draghi on 26 July that the
ECB was prepared to do whatever was necessary to safeguard the euro, and the subsequent
announcement on 2 August by the ECB Governing Council to adopt a programme for
unlimited purchases of public debt on the secondary markets, the main details of which
were communicated following its September meeting. These operations will be subject to
strict and effective conditionality established under a full macroeconomic adjustment
programme or under a precautionary programme of the European Financial Stability Facility
or of the European Stability Mechanism, provided they include the possibility of these
institutions making purchases on the primary market. From a more structural perspective,
headway is being made towards the creation of a single banking supervisor in the euro area,
in connection with which the European Commission unveiled a legislative proposal on 12
September. Despite this improvement in financial conditions, full normality has not been
restored to the market situation (as illustrated, for example, by the fact that the Spanish
economy’s risk premium, despite falling, remains high), and uncertainty is still high.

In Spain, the focus of the economic policy measures pursued in recent months has been
on the budgetary area. First, the Organic Law on Budgetary Stability and Financial
Sustainability was approved in late April 2012, intending to strengthen the budgetary
discipline framework by setting structural balanced-budget targets for all tiers of
government, ceilings on public debt, transparency requirements and mechanisms for the
correction of slippage, which include penalties or, indeed, government intervention in
certain circumstances. Further, a fresh package of adjustment measures was approved in
July. Their aim was to comply with the commitments entered into at the European level,
including most notably a significant rise in indirect taxation and a reduction in public-
sector wages. Late September saw the unveiling of the draft State budget for 2013; this
includes new consolidation measures, and a structural reforms programme incorporating
an explicit schedule of measures for the coming months in the budgetary realm and in the
products and services markets, geared to liberalising certain sectors and to promoting
competitiveness.

Turning to banking, in order to strengthen confidence about the valuation of assets related
to the real estate development sector, which is undergoing a strong adjustment, Royal
Decree-Laws (RDLs) 2/2012 and 18/2012 were approved, which most notably raise
provisioning requirements for bank exposures to this sector.

Last May the Government decided to conduct a top-down stress test of the Spanish
banking system. The aim was to have an independent evaluation of the resilience of the
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sector as a whole to a very adverse and thus less likely future macroeconomic scenario.
Once the top-down exercise was concluded, and as a natural extension to it, a bank-by-
bank bottom-up stress test was performed so as to have a likewise independent and
external evaluation of the capital requirements of each bank under the aforementioned
adverse scenario.

In parallel with the bank-by-bank stress test, the Government requested external financial
assistance in the context of the recapitalisation and restructuring of the Spanish banking
sector. This financial assistance, laid down in a Memorandum of Understanding (MoU)
between the Spanish and European authorities, took the specific form of an amount of up
to €100 billion, aimed at reinforcing the solvency of banks with a capital shortfall.

The results of the stress tests performed on Spain’s fourteen biggest banking groups
accounting for around 90% of the system’s assets show that, under the adverse scenario,
seven banks do not have additional capital needs. For the other half (accounting for 38%
of the credit portfolio), additional capital needs of €59.3 billion have been identified, without
considering either the integration processes under way or the tax effects.

The banking sector has thus been pursuing its business in a setting marked by the
tensions on international financial markets, the weakness of the real economy and its
own restructuring and recapitalisation process. In these circumstances, credit to the
resident private sector continued to fall in the first half of the year. Adding to banks’
greater difficulties in obtaining funds on wholesale markets is the lower credit quality of
borrowers, which hampers their access to credit, and also lower demand by households
and firms for funds, as a result of the economy’s cyclical position. In any event, the
downtrend in credit is consistent with a necessary process of deleveraging of the Spanish
economy, following years of continuous expansion in which excessive debt built up. That
should not, however, lead to any check on credit to the sectors that are most dynamic
and which most boost economic activity, such as the export sector and new business
start-ups.

Running concurrently with the ongoing contraction in private debt is a notable increase in
public-sector liabilities, chiefly as a result of the build-up of budget deficits. A tempered
increase in these liabilities in the short term and their reduction over the medium and long
term will be key to restoring the confidence of the financial markets. And such confidence
is a necessary condition for the full normalisation of the financing conditions to which the
resident private sectors will be subject.

The increase in doubtful assets has persisted, especially those related to the construction
and real estate development sector. Here, the increase and levels have been significantly
higher than in the other credit segments. Among the latter, lending to households for
house purchases continues to show a low doubtful assets ratio. This is due to various
factors, including most notably: the traditional business model pursued by banks; the
regulations in force in Spain, which makes borrowers liable for all their assets in the event
of the risk of default; socio-economic factors, such as family support to the debtors; and,
in particular, the low interest rates prevailing for loans currently outstanding, as these were
entered into with lower spreads than those applied to new loans.

Banks continue to have difficulty gaining access to wholesale funding markets, which are
affected by the tension arising from the sovereign debt crisis. But banks have continued to

take advantage of the windows of opportunity that have opened, as was the case in
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September. In any event, wholesale market access dysfunctions have translated into an
increase in the recourse to Eurosystem financing, which, following the peaks reached in
the summer, has fallen slightly over the recent period.

Retail deposits have continued to fall, at a moderate rate, in 2012 to date, furthering a
pattern dating back to mid-2011. This behaviour is in response both to the lesser capacity
of households and firms to accumulate financial assets, in a setting of weak income growth
and of deleveraging, and to something of a shift in these agents’ portfolios from deposits
to other assets and, in particular, to bank securities issued by banks themselves
(commercial paper). In this latter instance, this does not entail a loss of retail funds for
banks, since they are replacing certain instruments with others under their liabilities.
Bearing in mind this effect, the gap between credit and retail liabilities vis-a-vis the non-
financial private sector has narrowed over recent months at a similar pace to that observed
on average since early 2010.

There has been strong downward pressure on the profitability of deposit institutions,
entailing losses at the aggregate level. The increase in the net interest margin has not
sufficed to offset higher asset impairment losses. The strong growth of these corrections
in value is due, on one hand, to the weakness of the economic situation, but also, and
notably, to the bringing forward of the write-offs required under RDLs 2/2012 and 18/2012.

In any event, the Spanish banking sector is currently undergoing a reform comprising the
recapitalisation and restructuring of the most vulnerable banks, and the adjustment of its
aggregate capacity. The publication of the bank-by-bank stress test results on 28
September show that the core of the sector is sufficiently capitalised and that the additional
capital needs under the adverse scenario are substantially lower than the maximum
volume of the financing facility agreed with the European authorities. The banks requiring
public aid will undergo restructuring forthwith to ensure the appropriate use of public funds
and the proper functioning of the market for banking services.

This progress in the banking arena, which should shore up the solvency and profitability of
the sector as a whole, will foreseeably contribute to strengthening financial market
confidence. Such confidence is needed to restore normality to financing conditions for the
different economic sectors. In this connection, it is also key to persevere with economic
policies, including structural reforms and budgetary measures, geared to attaining this
objective.
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International financial markets
continued to be affected
mainly by sovereign debt crisis
developments in the euro area

The tensions on European
financial markets heightened
from May to July, affecting
Spain and ltaly with particular
intensity

Since the end of July tensions
have eased somewhat, and
the resident sectors’ access to
wholesale funding has
improved. Contributing
particularly to this was the
ECB’s announcement of its
Outright Monetary
Transactions (OMTs)
programme

Economic activity in the
emerging economies
continued to gradually slow...

1 MACROECONOMIC RISKS AND FINANCIAL MARKETS

Since the publication of the previous Financial Stability Report, international financial
markets have continued to be influenced by the unfolding of the euro area sovereign debt
crisis. During this period other risks considered less imminent also gained in prominence,
such as the fiscal situation in the United States and in Japan or the greater vulnerability of
certain emerging countries to a lower-than-expected rate of activity.

From May to late July, financial tensions in the euro area heightened. This affected Spain
and Italy with particular intensity and made for a tightening of financing conditions both for
the public and private sectors in these countries. The yield spread on 10-year Spanish
public debt over the 10-year German Bund exceeded 630 bp in late July, the highest
recorded value since the inception of the euro area (see Chart 1.1), while stock market
indices fell. These developments were accompanied by downgrades to public and private
debt in Spain (and, in particular, to that of credit institutions). This climate prompted a fresh
increase in the demand for safe-haven assets, such as the public debt of the economies
with top credit ratings, which is reflected in declines in yields. Various factors contributed
to the worsening of the tensions, including most notably the political uncertainty in Greece
and, in relation to Spain, investor concern over public finances and the situation of the
financial system. Against this background, the Spanish government requested financial
assistance from the European institutions in June in order to recapitalise its weakest
banks. Following this request, the Eurogroup agreed to grant funds for an amount of up
to €100 billion. In parallel, there was a decline in policy interest rates in the euro area
during this period, with the rate on the main refinancing operations falling by 25 bp in July
t0 0.75%.

The tensions on euro area financial markets have abated somewhat since late July. The
sovereign debt spreads of the countries subject to the greatest financial tensions narrowed
from their peaks in July, standing in the case of the Spanish 10-year bond at around 415 bp
as at the cut-off date of this report. In parallel, the main international stock market indices
posted gains, more markedly so in the case of the Spanish market, and the euro appreciated
to some extent. Private-sector access to wholesale funding also improved, as reflected in
the volume of issues launched in September both by Spanish credit institutions and non-
financial corporations. The decision adopted by the ECB in September, further to its
August Governing Council meeting relating to the adoption of a secondary market
sovereign bond purchase programme [Outright Monetary Transactions (OMTs)], has
played a significant role when it comes to explaining this improvement. The purchases,
which will be subject to strict and effective conditionality established under a European
Financial Stability Facility/European Stability Mechanism programme, may encompass
public debt securities with a residual maturity of up to three years. Measures by non-euro
area central banks, via new non-conventional measures, in response to the slowdown in
activity in their respective economies, have also contributed to stabilising international
financial markets.

During this period there was a progressive slowdown in activity in the emerging economies,
and in some cases - most notably in Brazil and China - it was sharper than expected.
These developments were in response to the lesser contribution of external demand and,
in some cases, to the weakening in domestic demand. The worsening of the euro area
crisis influenced the emerging economies through the trade channel and was more marked

BANCO DEESPARA 15 FINANGIAL STABILITY REPORT, NOVEMBER 2012



PRICES NEGOTIATED ON FINANCIAL MARKETS CHART 1.1
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Latest data: 26 October 2012.

... and in the developed
economies, activity slowed
once more

In the euro area, GDP fell
slightly in 2012 Q2, and short-
and medium-term growth
prospects were revised
downwards

in the emerging European economies and in China. Generally, inflation tended to ease,
although the increase in energy and in some food prices in Q3 prompted something of a
rebound. Against this background, some central banks continued with the cycle of interest
rate cuts, although such conduct was far from generalised.

In the developed economies, following a rebound in activity in 2012 Q1, an across-the-
board slowdown was seen in Q2 and in Q3. Outside the euro area, the loss of dynamism
was more acute in certain economies such as Japan, the United Kingdom and the United
States, where the labour market showed fresh signs of weakness; however, a slight
improvement was recorded in the United States in Q3. In this setting, and with inflation
rates tending to ease, there was a further expansionary turn in the monetary policies of
these countries using non-conventional measures.

After stagnating in the first three months of 2012, euro area GDP fell by 0.2% in quarter-
on-quarter terms in Q2, translating into a year-on-year decline of 0.5% (see Chart 1.2.A).
Short- and medium-term growth prospects have also worsened somewhat, as reflected in
the Eurosystem’s September projection exercise results, which point to a change in GDP
of between -0.6% and -0.2% in 2012, and of between -0.4% and 1.4% in 2013, rates that
are below those in the June exercise.
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GDP AND EMPLOYMENT

A. YEAR-ON-YEAR AND QUARTER-ON-QUARTER GDP GROWTH
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In Spain the decline in GDP in
Q2 was slightly higher than
that in Q1, and job destruction
intensified

The non-financial private
sector remains subject to
substantial financial pressure,
and it has continued reducing
its high debt...

... while the general
government debt and debt
burden continue to grow in
terms of GDP

Despite the easing of financial
tensions, uncertainty remains
high and the risks linked to the
sluggishness of economic
growth persist
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There was a quarter-on-quarter decline of 0.4% in Spanish GDP in Q2, compared with the
0.3% fall in the previous quarter, and the year-on-year rate was -1.3% against -0.6% in
March (see Chart 1.2.A). This fall was accompanied by a step-up in the pace of job
destruction which, on EPA (Labour Force Survey) figures, rose to a year-on-year rate of
4.8% in this same period, and the unemployment rate climbed to 24.6% (see Chart 1.2.B).
In Q3, output has continued falling at a significant pace while employment has continued
to shrink, with the unemployment rate reaching 25%.

Household and corporate debt has continued to fall and, despite the contraction in
household income and the moderate increase in corporate income reflected in the
National Accounts, this has allowed the ongoing deleveraging in both sectors to continue.
Households and firms remain, however, subject to a high degree of financial pressure, as
reflected in the high doubtful assets ratio. In the case of households, the difficulties
arising from the high unemployment rate have been exacerbated by the decline in their
net wealth, itself the result essentially of the fall in real estate prices, which has stepped
up in recent months. The information available on business profits in the first half of 2012,
based on the quarterly sample of corporations reporting to the Central Balance Sheet
Data Office, shows a considerable contraction in these corporations’ profits and
profitability ratios in this period.

Net general government borrowing remains at high levels; accordingly, the growth rate of
the sector’s debt remains high (14.8% in annual terms, in August), far outpacing GDP
growth, which has led to further increases in the debt ratio (76% of GDP in Q2) and in the
associated debt burden (2.8% of GDP). In light of the official budget deficit forecasts for
2012 (7.3% of GDP) and 2013 (4.5% of GDP), the foreseeable weak economic growth and
the potential impact of the aid to the financial sector, the public debt ratio might stand at
over 90% of GDP at the close of 2013.

In sum, although the measures recently adopted by the European Central Bank and,
specifically, the announcement of the Outright Monetary Transactions programme, have
helped lessen tensions on euro area financial markets and contain liquidity risks, a high
degree of uncertainty persists. Moreover, the risks linked to economic weakness remain
in place.
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2.1 Banking risks

Since May Spain’s
macro-financial conditions
have worsened, with doubts
persisting over the banking
sector

The announcement

of the OMT programme

by the ECB helped to relieve
the countries under most
pressure, although tensions
persist on the financial
markets

Financing to the private
sector has contracted

Financing to general
government grew
in business in Spain

Doubtful assets continued
to rise, leading to a higher
doubtful assets ratio

2 DEPOSIT INSTITUTIONS

Since last May there has been a deterioration in the macro-financial conditions in Spain,
where the tensions deriving from the sovereign debt crisis remain present. The Spanish
banking sector has been subject to these general uncertainties, while doubts have
persisted over the quality of their balance sheets.

In June, and in parallel with the second phase of estimation of capital needs (the bottom-
up exercise), the Government submitted a formal request for financial assistance to the
Eurogroup within the context of the recapitalisation and restructuring of the banking sector,
leading to the extension of a credit line of up to €100 billion and the signing of a
Memorandum of Understanding (MoU). The MoU lays down specific conditions for
institutions that need public aid, and others to improve the sector’s supervision and
regulation. Chapter 3 of this FSR analyses in detail the progress made in complying with
the MoU and the next steps to take.

The tensions afflicting the euro area, most intensely so Spain and lItaly, also led to actions
by the European authorities that have contributed to their alleviation since the end of July.
The ECB agreed the OMT, an unlimited programme of secondary-market government debt
purchases (see Box 2.1). From a more structural perspective, progress has been made
towards the creation of a single euro area banking supervisor by means of a proposal for
legislation of the European Commission of 12 September. Despite these positive
developments, tensions persist in the euro area, and the wholesale funding markets are
dysfunctional, reflecting the macro-financial risks mentioned above.

The consolidated balance sheet of Spanish deposit institutions, which includes both
activity in Spain and that carried out through their subsidiaries abroad, grew in June 2012
at a year-on-year rate of 5.2% (see Table 2.1).

This increase in the overall balance sheet has been consistent with an ongoing contraction
in financing (credit and fixed income) to the private sector, which fell in June 2012 by 0.3%,
relative to the same month of the previous year (see the memorandum item in Table 2.1).
This contraction has been concentrated in business in Spain, in line, as analysed in greater
detail below, with the weakness of economic activity.

Financing to general government has been moving in the other direction, posting a year-
on-year increase of 16.1% (see the memorandum item in Table 2.1), which took its weight
in the consolidated balance sheet to 11.7% in June 2012 (10.6% in June 2011). The
growth of financing to general government was entirely concentrated in business in
Spain, since the year-on-year rate of change of this variable in foreign business was
negative in June 2012.

The deterioration in credit quality is apparent in the increase in doubtful assets which, at
the consolidated balance sheet level (business in Spain and foreign business), increased
by 34.5% in June 2012, relative to June 2011. This, along with the contraction in credit, led
to a further rise in the doubtful assets ratio of consolidated balance sheets, to 6% in June
2012 (up from 4.6% in June 2011, see memorandum item in Table 2.1). This upward trend
in the doubtful assets ratio is concentrated in business in Spain, a phenomenon that is
analysed in greater detail below.
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CONSOLIDATED BALANCE SHEET. TABLE 2.1
DEPOSIT INSTITUTIONS

Jun-12 SS::%? Relative weight Relative weight
ASSETS Jun-11 Jun-11 Jun-12
(€m) (%) (%) (%)

Cash and balances with central banks 146,123 7.3 3.6 3.6
Loans and advances to credit institutions 228,032 10.1 5.4 5.7
General government 124,915 24.9 2.6 3.1
Other private sectors 2,359,810 -0.1 61.8 58.8
Debt securities 540,564 6.6 13.3 135
Other equity instruments 37,608 -34.4 1.5 0.9
Investments 56,262 8.1 1.4 1.4
Derivatives 266,569 71.0 4.1 6.6
Tangible assets 50,518 -5.8 1.4 1.3
Other (a) 205,954 9.6 4.9 5.1
TOTAL ASSETS 4,016,355 5.2 100 100
MEMORANDUM ITEMS:

Financing to private sector 2,470,576 -0.3 64.9 61.5

Financing to general government 471,832 16.1 10.6 1.7

Total doubtful assets 194,292 34.5 3.8 4.8

Total doubtful assets ratio 6.0 140 (o)

Provisions for bad debts and country risk -118,900 40.9 2.2 -3.0

Jun-12 i?:qu(j Relative weight Relative weight
LIABILITIES AND EQUITY Jun-11 Jun-11 Jun-12
(€m) (%) (%) (%)

Balances of central banks 411,602 370.2 2.3 10.2
Deposits of credit institutions 465,890 -9.2 13.4 11.6
General government 95,494 -2.6 2.6 2.4
Other private sectors 1,746,968 -4.0 47.6 43.5
Marketable debt securities 507,413 -7.8 14.4 12.6
Derivatives 242,588 66.8 3.8 6.0
Subordinated debt 72,889 -25.0 2.5 1.8
Provisions for pensions, tax and other 33,192 -3.3 0.9 0.8
Other (a) 223,565 -10.1 6.5 5.6
TOTAL LIABILITIES 3,799,601 5.7 94.1 94.6
MEMORANDUM ITEMS

Eurosystem net lending (b) 378,176 1.3 9.4
Minority interests 23,621 34.2 0.5 0.6
Valuation adjustments relating to total equity -17,445 . -0.2 -0.4
Own funds 210,578 -2.3 5.6 5.2
TOTAL EQUITY 216,754 -3.6 5.9 5.4
TOTAL LIABILITIES AND EQUITY 4,016,355 5.2 100 100

SOURCE: Banco de Espana.

a The remaining assets and liabilities entries not explicitly considered, including valuation adjustments, are included in "Other".
b Difference between funds received in liquidity providing operations and funds delivered in absorbing operations. September 2012 data.
¢ Difference calculated in bp.

As in previous quarters, a notable increase is observed in derivatives, on both sides of the
balance sheet, so that the net position is small. This trend is largely explained by the behaviour
of interest rates and is related to hedging. Equity instruments, in line with the current
financial market context, decreased by 34.4% in June 2012 (see Table 2.1), a reduction that
was broadly based across institutions.

BANCO DE ESPANA 20 FINANCIAL STABILITY REPORT, NOVEMBER 2012



Balances of central

banks increased significantly,
reflecting Eurosystem
operations, while deposits of
credit institutions, marketable
debt securities and
subordinated debt decreased

Private-sector deposits also
declined, partly due to weak
business conditions and partly
due to a certain reallocation

of liabilities-side customer
portfolios (increase in fixed-
income securities issued

by banks)

There was a decline in credit
to the resident private sector
in Spain, which was broadly
based across institutions

This contraction in credit is
seen both for individuals ...

...and for non-financial
corporations

On the liabilities side (see Table 2.1), balances from central banks grew sharply (up 370.2%
from June 2011). This notable increase reflected operations with the Eurosystem, which has
provided long-term liquidity in response to the tensions on euro area financial markets, and
in particular in response to the dysfunctions observed in the money market. The decreases
in financing observed in the items deposits from credit institutions (-9.2%), marketable debt
securities (-7.8%) and subordinated debt (-25%) reflected these tensions on wholesale
funding markets, which have been particularly intense in recent months for the institutions
of those countries subject to the greatest market pressure in the context of the sovereign
debit crisis, one of which was Spain. The heavier borrowing from the Eurosystem by Spanish
institutions is apparent in the growth of net lending relative to total assets, which in June
2012 reached 8.4%, as against 1.3% a year earlier. After a further increase in August 2012,
when net lending reached 9.7% of total assets, a decline was recorded in September (the
latest figure available), to 9.4% (see memorandum item in Table 2.1).

Private-sector deposits, in the consolidated balance sheet, show a negative rate of
change, of -4%, in June 2012 relative to the previous year. As analysed in detail elsewhere
in this edition of the FSR, and in particular in Box 2.2, the deposits of households and non-
financial corporations in Spain, which reflect the retail financing of credit institutions, have
declined progressively over the last year. This decline has been largely due to the
macroeconomic setting, but is also partly explained by a reallocation of agents’ portfolios,
from deposits towards, basically, securities issued by banks, which does not entail any
decrease in retail funds for the institutions.

The total equity of deposit institutions fell at a year-on-year rate of 3.6% in June 2012.
However, this figure is affected by the institutions whose capital is majority-held by the
FROB. When these are excluded, the total equity of the sector increased by around 1.5%
between June 2011 and June 2012.

Credit to the resident private sector in business in Spain, according to financial statement
data on a solo basis, continues to show signs of contraction. In June 2012, relative to the
same period of the previous year, it fell by 4.7% (see Chart 2.1.A). The latest available data
- a rate of change of -56.5% in August 2012 — show the persistence of this trend. This
contraction in credit is broadly based across institutions, although differences in its
intensity persist (see Chart 2.1.B).

The contraction in credit to the resident private sector is also seen to be broadly based
across the different borrowers and sectors. Credit to individuals declined by 3.5% in June
2012, as against a fall of 1.9% last year. The reduction in credit to individuals for purposes
other than house purchase (-6.5% in June 2012) was greater than that in credit for housing
(-2.9%), although the former has moderated over the last year, while the reduction in
financing to individuals for house purchase has accelerated.

In June 2012 credit to non-financial corporations fell more strongly than that to households
(by 6.1%, as against 3.5%, respectively). This is basically attributable to the contraction in
credit to construction and real-estate development firms (8.6 %), which is hardly unexpected
given the far-reaching adjustment taking place in the real estate sector in Spain. In other
sectors, the fall in credit was less pronounced (3.8% in June 2012), although it has been
progressively more marked since June 2011, and broadly based across the various sectors
(see Chart 2.1.C). When distinguishing firms other than those engaged in construction and
real-estate development by their size (as proxied by outstanding bank debt recorded in the
CCR), a progressive decline is also apparent (see Chart 2.1.D).
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CREDIT TO THE RESIDENT PRIVATE SECTOR, BUSINESS IN SPAIN

Deposit institutions, ID

A. RATE OF CHANGE IN CREDIT TO THE RESIDENT PRIVATE SECTOR BY
SECTOR OF ACTIVITY
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The increase in doubtful
assets in Spain is explained
primarily by that associated
with the construction and real
estate development sectors,...
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The contraction in credit to the resident private sector is explained by several factors. The
tensions still affecting wholesale markets make it difficult for institutions to fund customer
lending. In addition, weak business conditions entail, on one hand, a reduction in the
creditworthiness of firms and households, hampering their access to credit, and, on the
other, a lower demand for funds, as a result of the economy’s cyclical position. From a
more structural perspective, the trend in credit is consistent with a necessary process of
deleveraging in the Spanish economy, following years of constantly and sharply rising
indebtedness.

The doubtful assets of the resident private sector in business in Spain, according to
individual financial statement data, grew at a rate of 36.1% in June 2012, relative to the
same period of the previous year. The rise in the rate of growth of doubtful assets is apparent
from late 2010, and the latest data, for August 2012 (year-on-year growth of 41.1%) confirm
that it is continuing. The increase in doubtful assets is largely explained by the increase in
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DOUBTFUL ASSETS AND DOUBTFUL ASSETS RATIO FOR CREDIT TO THE RESIDENT PRIVATE SECTOR. CHART 2.2
BUSINESS IN SPAIN. Deposit institutions, ID
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...being more modest,
although rising, for other
sectors

The doubtful assets ratio
continued to rise, owing

to the increase in doubtful
assets and, to a lesser extent,
the contraction of credit
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those associated with the construction and real estate development sector, which is
undergoing a far reaching process of adjustment (see Chart 2.2.A). In the rest of the non-
financial sectors the increase was more modest, although it stepped up as the year went by
(see Chart 2.2.B), which is explained by the persistently weak economic situation.

The doubtful assets ratio for credit to the resident private sector in Spain continued to
rise, to reach 9.9% in June 2012 (see Chart 2.2.C; 10.8% on the latest data, for August
2012). Most of this increase stems from the increase in the volume of doubtful assets,
although a proportion, which rose as the year elapsed, is due to the decline in credit (the
denominator of the ratio; see Chart 2.2.D).

The doubtful assets ratio for individuals stood at 3.8% in June 2012, having shown a
tendency to rise over the previous twelve months (from 3.04% in June 2011). The weakness
of economic activity, along with the labour market situation in Spain, explains this increase
in the doubtful assets ratio, although it remains relatively low for credit to individuals for
house purchase (3.1% in June 2012, as against 7.5% for credit to individuals for purposes
other than house purchase).
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The doubtful assets ratio
for retail mortgage credit
remains low, as a result
of various factors

The doubtful assets ratio

for non-financial corporations
was particularly influenced
by the changes in the ratio
for the construction and real
estate development sectors

Given the macroeconomic
projections, the doubtful
assets ratio can be expected
to continue to rise, although
the confidence concerning
asset valuation should be
reinforced after the recent
rigorous stress tests

The sovereign debt crisis
drove developments on
funding markets

Tensions have been partly
alleviated by the measures
agreed by the ECB, but they
remain present on financial
markets

Money market activity
continued to be weak...

As argued in previous editions of the FSR, a number of factors help to explain this level of
the doubtful assets ratio for retail mortgage credit, among which the following are noteworthy.
First, Spanish institutions did not develop an originate-to-distribute model nor did they
market significant amounts of more risky products, such as buy-to-let mortgages and
mortgages to finance consumer goods. Second, the interest rates borne by the existing
portfolio are linked to variable reference rates and the agreed spreads are smaller than those
that would be applied in new transactions. Third, from the viewpoint of the structure of the
retail mortgage market, the percentage of principal residences in Spain is almost 90%.
Fourth, socio-economic factors, such as family support to the debtors. And finally, the
incentives to default are also low insofar as borrowers have unlimited liability for any amount
that may still be owed to the institution after the security has been enforced.

For credit to non-financial corporations, the doubtful assets ratio reached 16.8% in June 2012,
strongly influenced by the high level of doubtful assets in the construction and real estate
development sector (27% in June 2012). Excluding firms classified in this sector, the doubtful
assets ratio of non-financial corporations stands at 7.8%, although it has been rising since
June last year. The rise in the ratio, in line with the trend in doubtful assets referred to above, is
broadly based across branches of activity other than construction and real estate development.

In a macroeconomic setting like the present one, in which, according to the latest IMF and
market consensus projections, the contraction can be expected to continue in 2013, the rise
in the doubtful asset ratio may be expected to continue too, as a result of the persistence in
the growth of doubtful assets and in the contraction of credit. The measures of recapitalisation
and transfer to the Asset Management Company for Assets Arising from Bank Restructuring
(Sareb) of the impaired assets identified by the stress tests, as well as those introduced by
the Royal Decree-Laws 2/2012, 18/2012 and 24/2012, are intended to reinforce the
confidence concerning the valuation of real-estate assets and to lessen uncertainty over
the impact of a potential further deterioration in the loan portfolio of Spanish institutions.

The wholesale funding of Spanish deposit institutions is still problematic, in a situation in
which euro area financial market developments continue to be driven by the sovereign
debt crisis. Following a certain relieving of tensions in the first few months of the year,
which opened a window of opportunity in the primary markets, between May and June
uncertainty intensified considerably and there was a notable tightening of financing
conditions, the most affected countries being Spain and ltaly.

Since late July tensions have abated somewhat, especially after the ECB announced its
plans for unlimited intervention in euro area secondary sovereign bond markets, subject to
the conditions established for the country in connection with whose debt the ECB were to
intervene (see Box 2.1). In these circumstances, in which financing conditions on wholesale
primary markets have become relatively easier, the volume of issuance by European
institutions, including Spanish ones, has increased. Thus, even though the number of
Spanish banks that issued debt in recent months was limited, there has been a certain
recovery in the volume of issuance, although it has remained lower than in the first few
months of the year (see Chart 2.3.A). In any event, financial market tensions are persisting
and this is being passed through to financing conditions.

The euro area money markets continued to be characterised by their weak activity. The
ongoing lack of confidence due to the sovereign debt crisis meant that interbank market

1 Box 2.1 in the previous (April 2012) FSR analyses the key aspects of RDL 2/2012.
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WHOLESALE FUNDING CHART 2.3

A. MAIN ISSUES OF SPANISH FINANCIAL INSTITUTIONS IN MEDIUM B. EONIA TRADING VOLUME
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a Senior debt and covered bond issues are included. Retained issues are not included.

activity continued to be significantly lower than in previous years. The EONIA trading
volumes show how, after a weak recovery in the closing months of 2011, trading resumed
a downward path and, in summer 2012, reached very low levels even below those in the
firsthalf of 2010 (see Chart 2.3.B). Following the ECB’s announcement of the aforementioned
programme to intervene in the sovereign debt secondary markets, activity rallied, although
remaining very weak. In the Spanish interbank market, both the unsecured segment and
the repo segment recorded behaviour similar to that noted above for the EONIA.

...which prompted greater The funding difficulties caused deposit institutions to turn increasingly to Eurosystem

recourse to Eurosystem funds  funds. From end-April to end-October 2012 (see Chart 2.3.C), institutions resident in
Spain increased their gross funding from the Eurosystem by €48,013 m (+15%), while the
outstanding balance in the total Eurosystem fell by €3,926 (-0.3%). Most of the recourse
continued to be through main refinancing operations. The change for the whole of the
period was affected somewhat because banks have generally reduced their funding from
the central bank in recent months as a result of the additional measures taken by the ECB
and the consequent improvement in the money markets.

The percentage of total Eurosystem lending received by Spanish institutions increased
further in this period, although in September 2012 (latest data available) it was slightly
lower than in August. Thus, the volume allotted in tenders to institutions resident in Spain
relative to the total funds supplied by the Eurosystem averaged 33% in September 2012
(84% in August), while it had been 28% in April (see Chart 2.3.D).
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RECENT MEASURES OF THE EUROSYSTEM

In view of the persistence of the European sovereign debt crisis,
the last few months have seen further measures by the Eurosystem
to combat its negative effects. Besides cutting policy interest rates
in July 2012, the Eurosystem has taken various decisions designed
to remedy the poor functioning of the money market transmission
mechanisms and to give European credit institutions readier
access to funding.

First, in August the Governing Council of the European Central
Bank (ECB) declared its intention to carry out intervention
operations in the euro area sovereign debt secondary markets to
attempt to correct the distortions in monetary policy transmission.
The technical characteristics of these operations, known as
outright monetary transactions (OMT), were announced in
September. They are outright transactions which necessarily
subject the country involved to strict and effective conditions set
out in an appropriate programme of the European Financial
Stability Facility/European Stability Mechanism (EFSF/ESM). It is
envisaged that the IMF will participate in the design of those
conditions and in programme monitoring. Based on market
behaviour and on its monetary policy mandate, the ECB Governing
Council will decide discretionally on the commencement,
continuation and suspension of OMTs, for which no ex ante
quantitative limits have been set. The operations focus on the
short end of the yield curve and, in respect of bonds purchased
under OMTs, the Eurosystem will have the same credit status as

The retail deposits received

by Spanish institutions have
shrunk partly due to the
economic conjuncture, but
also due to a reallocation of
liabilities-side customer
portfolios which entails no loss
of retail funds for institutions

BOX 2.1

private creditors. Additionally, as under the securities market
programme (SMP), the cumulative balance resulting from OMTs
will be published weekly and the liquidity generated will be fully
sterilised. These operations mark the end of the previous securities
market programme (SMP), although its outstanding balances will
continue to be sterilised.

Second, the ECB Governing Council has also adopted various
measures to preserve the availability of collateral. Specifically, in
June it decided to reduce the credit rating threshold and change
the admission criteria for certain asset-backed securities, thus
widening the scope of the measures adopted earlier in this
connection in December 2011. For the same purpose, in September
it was decided to suspend application of the minimum credit rating
threshold on collateral used in Eurosystem credit operations
involving marketable debt instruments issued or guaranteed by
central government, as well as for loans granted to or guaranteed
by the central government of countries that are eligible for OMTs
or included in a European Union and IMF programme and meet
the associated conditions. It was also decided to accept as
collateral for Eurosystem credit operations, with the related
haircuts, marketable debt instruments denominated in currencies
other than the euro (specifically, US dollars, pounds sterling or
Japanese yen) but issued and held in the euro area. Measures of
this type were first used temporarily between October 2008 and
December 2010.

The retail deposits received by Spanish deposit institutions (deposits from households and
non-financial corporations) contracted by 5.2% year-on-year in June 2012, and this trend
persisted in the August data (-5.9%), which are the latest available. This development is
explained by two factors: first, agents are less able to accumulate financial assets in a setting
of deleverage and declining income, and, second, households and non-financial corporations
have somewhat rebalanced their portfolio, reducing their holdings of deposits and increasing
those of bank debt securities issued by institutions themselves. This rebalancing of the bank

customer portfolio entails no loss of retail funds for institutions (see Box 2.2).
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The downward pressure
on investment and pension
fund assets continues

2.2 Profitability

The consolidated net income
of deposit institutions was
negative...

In any event, strong competition persists among banks to attract retail saving. This
competition affects other institutions as well, such as investment and pension funds,
which, moreover, operate in difficult financial market conditions. Hence, despite a slight
rise in the net assets of both investment funds and pension funds in the first quarter of the
year, the downward trend characterising their activity since the onset of the crisis persisted
in the second quarter. The lack of confidence, the tension and the uncertainty weighing
on the financial markets were behind this negative performance (see Chart 2.4.A).
Net subscriptions of investment funds continued to be negative in all months of 2012
(continuing a trend dating from 2011 Q2). Meanwhile, investment fund yields reversed
their adverse performance in 2012 and from June there were three consecutive months of
positive yields (see Chart 2.4.B).

Deposit institutions recorded a consolidated loss attributable to the controlling entity of
€3,124 million (m) between January and June 2012 (see Table 2.2). This contrasts with the
positive result in the same period a year earlier (€7,836 m). This loss put the return on
assets (ROA) at -0.17%, compared with 0.44% in June 2011. The return on equity (ROE)
declined from 7.4% in June 2011 to -3% a year later.

The loss before tax of deposit institutions as a whole was €7,872 m. There are 28
consolidated groups with a loss totalling €13,857 m. This generated a tax effect which
offset those generated by the 84 institutions with profits, so the net income after tax is
higher than that before tax by €3,133 m.

CONSOLIDATED INCOME STATEMENT TABLE 2.2
Deposit institutions. January-June 2012

Jun-12 Jun-11 Jun-12

Financial revenue 70,342 7.2 3.65 3.80
Financial costs 35,619 3.4 1.91 1.93
Net interest income 34,723 1.4 1.73 1.88
Return on capital instruments 1,138 -20.7 0.08 0.06
Share of profit or loss of entities accounted for using the equity method 1,468 -38.4 0.13 0.08
Net commissions 11,973 0.6 0.66 0.65
Gains and losses on financial assets and liabilities 4,476 10.0 0.23 0.24
Other operating income (net) -1,5653 . -0.02 -0.08
Gross income 52,226 3.3 2.81 2.82
Operating expenses 25,023 0.2 1.39 1.35
Net operating income 27,203 6.4 1.42 1.47
Asset impairment losses (specific and general provisions) 29,188 139.2 0.68 1.58
Provisioning expense (net) 2,896 28.9 0.12 0.16
Operating profit -4,881 . 0.62 -0.26
Asset impairment losses (assets other than loans and credits) 4,347 70.6 0.14 0.24
Income from disposals (net) 1,356 -20.2 0.09 0.07
Profit before tax -7,872 . 0.57 -0.43
Net income -4,739 . 0.49 -0.26
MEMORANDUM ITEM

Income attributable to the controlling entity -3,124 . 0.44 -0.17

SOURCE: Banco de Espafia.
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CHANGES IN DEPOSITS OF HOUSEHOLDS AND NON-FINANCIAL CORPORATIONS IN SPAIN

The deposits of resident households and non-financial corporations
with Spanish banks showed an upward trend until June 2011.
Since then they have shrunk progressively, their year-on-year rate
of change being -5.9% in August 2012 (see Chart A). The behaviour
of deposits of this type is important for banks because these funds
are of a retail nature and are hence more stable vis-a-vis changes
in financial markets and in the perception of risk by investors.
Notably, of all bank deposits, these are the clearest example of
stable retail funding.! It is therefore important to analyse the
factors behind their recent behaviour.

The changes in this item in recent months are explained, first, by
the changes in financial asset purchases by households and
firms, and, second, by shifts between deposits and other
instruments.

Chart B shows how, in the latest expansionary phase of the
Spanish economy, the volume of financial assets purchased by
Spanish households and non-financial corporations was very

A. HOUSEHOLDS AND FIRMS.
Year-on-year change

2009 2010 2011 2012

m— DEPOSITS
DEPOSITS PLUS CREDIT INSTITUTIONS' FIXED-INCOME SECURITIES

C. ASSETS OF HOUSEHOLDS AND NON-FINANCIAL CORPORATIONS

BOX 2.2

high. This was so even though the net financial saving of those
sectors (i.e. the difference between their income and their
expenditure) was negative. Hence that rise in assets was only
possible because the sector’s total liabilities (basically bank loans)
rose by an even greater amount. After the global financial and
in 2007-2008, credit conditions
tightened notably for fresh funds and the demand for funds

economic crisis broke out

dropped. Thus net borrowing tended to fall and turned negative.
Against this background, despite the sector’s net financial saving
becoming positive, the purchase of financial assets also contracted
notably. The lower capacity to accumulate financial assets was
also a result of weak income growth against a backdrop of job
destruction and economic recession.

1 For a detailed analysis of deposits in general, and of those by sectors
other than households and non-financial corporations in particular, see
the article entitled “Analysis of recent changes in bank deposits in
Spain” in the September 2012 Economic Bulletin of the Banco de
Espanfa.

B. NET FLOWS OF FINANCIAL ASSETS AND LIABILITIES.
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a Four-quarter cumulated data until 2012 Q2.

GAP ADJUSTED WITH CREDIT INSTITUTIONS” FIXED-INCOME SECURITIES HOLDINGS

b A positive value in this series shows that the credit-deposits gap is widening, while a negative value shows that the gap is narrowing.
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CHANGES IN DEPOSITS OF HOUSEHOLDS AND NON-FINANCIAL CORPORATIONS IN SPAIN (cont’d)

Moreover, to that factor must be added a certain recent portfolio
rebalancing by households and firms towards other financial
assets and away from bank deposits (see Chart C). Thus these
agents purchased a significant volume of bank securities (€32 bn
between September 2011 and July 2012). Additionally, deposits
abroad increased moderately in the past 12 months according to
balance of payments data, as did holdings of State government
debt securities, although only residually in the latter case.

The rapid increase in holdings of bank-issued debt largely reflected
a change in the marketing of securities (mainly commercial paper)
amongst bank customers, which is explained by the regulatory
changes introduced in 2011. In June last year, and in order to
adjust the contributions required for the risks assumed, Royal
Decree 771/2011 increased fivefold the compulsory contributions
that deposit-taking institutions had to make to deposit guarantee
funds for all deposits earning interest at rates exceeding the
reference rates set above certain thresholds. Additionally, in
December 2011, Royal Decree-Law 19/2011 raised the general
contribution to the new credit institution deposit guarantee fund to
2 per mille of the base used for the calculation. Both measures
reduced the relative attractiveness of deposits for banks compared

BOX 2.2

with other instruments, such as securities, not subject to such
contributions, which explains the interest of banks in promoting
some interchangeability between them. This effect has presumably
been weakened by the removal in August this year (Royal Decree-
Law 24/2012) of the penalties on high-interest deposits, so the shift
from deposits to notes will foreseeably reverse somewhat in the
coming months.

Given that the aforementioned policy of banks does not entail a loss
of customer funds, but rather merely that they are reallocated to
alternative instruments, the sum of deposits and issued debt
securities held by Spanish households and non-financial corporations
gives a more accurate picture of the recent trend in retail funding
than does the behaviour of deposits alone. Chart A shows that this
aggregate also posted a negative year-on-year rate of change in
August 2012, but that it was significantly smaller, in absolute
terms, than that of deposits alone (2.4% compared with 5.9%).
Similarly, a measure of the change in the households and firms
loan-deposit gap adjusted for the increase in holdings of debt
securities, suggests that this indicator has continued to decrease
in recent months, at a rate not very different from the average
recorded since 2010 (see Chart D).

... due largely to
the institutions majority
owned by the FROB

Net interest income grew...

...due to the favourable
behaviour of interest rates
on loans and deposits

The worsening of results with respect to the first half of 2011 was across the board.
Although what is observed is a reduction in ROA, albeit to differing extents, for most
institutions, the loss recorded by the system as a whole is due to the (significant) negative
result recorded by institutions majority owned by the FROB. Excluding these institutions
from the analysis, consolidated income attributable to the controlling entity is positive in
the amount of €2,778 m (€3,276 m before tax).

Apart from the notable impact of these institutions on the sector as a whole, the weaker
results are largely explained by the significant increase in asset impairment losses. This
increase reflects the higher provisioning requirements derived from RDL 2/2012 and RDL
18/2012, as well as the slump in economic activity.

Net interest income grew by 11.4% in the past 12 months. This growth was based on an
increase in financial income (7.2%) outweighing that in financial costs (3.4%). In terms of
ATA, net interest income rose from 1.73% in June 2011 to 1.88% in June 2012. This pick-
up in net interest income, which had decreased by 12.7% between June 2009 and June
2011, was basically caused by a wider spread between the average return on assets and
the average cost of liabilities, perceptible in business in Spain (see Chart 2.5.A).

The average return on investments and the average cost of liabilities was more than sufficient
to offset the adverse effect on net interest income arising from the contraction in activity (see
Chart 2.5.B). The relative moderation in financial costs was partly because institutions stepped
up their recourse to funding from the central bank, reflecting their participation in the unlimited
refinancing operations introduced by the ECB in late 2011 and early 2012 (LTROs).

Within financial income, that from the government, including both debt securities and
loans, increased. Also up was financial income from the rest of the resident and non-
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PROFITABILITY. BUSINESS IN SPAIN CHART 2.5
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Net commissions recorded
a slight increase

resident private sector. The current setting in which institutions have been operating,
characterised by slower credit extension activity, was offset by the higher interest rate on
new loans. This interest rate continues the upward trend seen since end-2010, which has
gradually fed through to the whole of the credit portfolio (see Chart 2.5.C).

However, funding conditions on wholesale financial markets and strong competition for
retail savings put upward pressure on financial costs, feeding through to the net interest
income of the sector which must persist with its process of restructuring and of
rationalisation of overheads.

Net commissions recorded a slight increase in the first half of 2012 compared with the
same period in 2011 (0.6%). Commission revenue was particularly bolstered by commissions
received for collection and payment services, offsetting the reduction of those related to
the marketing of non-bank financial products.
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NUMBER OF EMPLOYEES AND OFFICES. BUSINESS IN SPAIN CHART 2.6

Deposit institutions, ID
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Operating expenses
grew moderately

Asset impairment losses
posted strong growth

Impairment losses on other
assets also grew notably

Operating expenses grew moderately (0.2% year-on-year in June 2012). Their weight in
terms of ATA decreased from 1.39% in June 2011 to 1.35% a year later. If Spanish banks
with a large presence abroad are stripped out of the analysis, operating expenses
dropped by 8.5%. The situation of the business in Spain and the various bank
restructuring processes explain the continual reduction in the number of employees (see
Chart 2.6.A) and offices (see Chart 2.6.B) from the peaks of 2008 (a cumulative decrease
of more than 13% in both cases). The numbers of employees and offices were similar to
their pre-crisis levels and to those at the end of the 1990s, although it could be expected
that under the current circumstances in the sector further efforts will be made to
rationalise overheads.

Asset impairment losses, which reflect the specific and general provisions recorded, grew
very considerably in the last year (year-on-year rate of change of 139% in June 2012). In terms
of ATA, they increased from 0.68% in June 2011 to 1.58% in June 2012. This strong growth
was conditioned partly by the approval of RDL 2/2012 of 3 February 2012 on balance sheet
clean-up of the financial sector and RDL 18/2012 of 11 May 2012 on the write-down and sale
of the financial sector’s real estate assets. These measures, which were established in the
RDLs, represent additional provisioning requirements for banks. During the first half of the
year and, to differing degrees, the banks recorded ahead of schedule the additional provisions
required, which resulted in the increase seen in total provisioning by deposit institutions. In
addition to the importance of the regulatory changes, developments in the macroeconomic
environment, which led to an increase in doubtful assets, also contributed to the increase in
asset impairment losses. Consequently, the percentage of net operating income absorbed by
impairment losses has grown considerably (see Chart 2.5.D for business in Spain).

Developments in impairment losses were different across banks. Thus, the banks which
contributed most to the growth rate of 139% are, on one hand, banks that recorded ahead
of schedule the provisions required by the RDLs, and, on the other, banks in which the
FROB has a controlling stake. It is precisely at the latter where provisions absorbed the
highest percentage of net operating income.

Impairment losses on other assets also grew very sharply in June 2012 (70.6% year-on-
year), partly due to the higher provisions associated with foreclosed assets, which also
rose notably in this period as a result of developments in the real estate sector and of the
above-mentioned regulatory changes.
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MARKET INFORMATION
International comparison

CHART 2.7

A. STOCK MARKET CHANGE BETWEEN 15 JULY 2012 AND 26 OCTOBER 2012 (a) B. PRICE-TO-BOOK VALUE RATIO. BIGGEST EUROPEAN INSTITUTIONS (b)
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The stock market prices of
Spanish and European banks
have performed favourably

in recent months

2.3 Solvency

The “capital principal” ratio
based on RDL 2/2011 stood
at 9% in June 2012

An improvement was seen
in the quality of own funds

Since the summer months, as a consequence of the various above-mentioned factors
which brought some relief to the financial strains, a recovery was seen in the stock market
prices of Spanish banks. This recovery was also seen among large European banks (see
Chart 2.7.A). This rise improved banks’ price-to-book value ratio which, however, due to
the adverse performance during the crisis, continues to hold at less than one at most
banks. Both as regards this recovery and the price-to-book value ratio, Spanish banks are
in an intermediate position compared with their European peers (see Chart 2.7.B), although
evidencing high dispersion.

The solvency ratio of deposit institutions stood at 11.4% in June 2012, 40 bp lower than
in June 2011. The tier 1 ratio fell slightly to 9.4% in June 2012 (from 9.8% a year earlier),
while the “capital principal” ratio (a requirement introduced by RDL 2/2011 and amended
by RDL 24/2012) stood at 9% in June 2012 (see Chart 2.8). The levels of the solvency
ratios, as well as the changes in them over the last year, are influenced by banks in which
the FROB has a majority holding. If these banks are stripped out of the analysis, the total
solvency ratio in June 2012 is 12.3%, the tier 1 ratio is 10.6% (both increased by around
60 bp in relation to June 2011) and the “capital principal” ratio would reach 10.1% in
June 2012.

In June 2012 the rate of decline in total own funds quickened by 1.8 pp, a year-on-year
fall of 7.7%. Excluding the banks controlled by the FROB, own funds rose by 7 pp
(posting a year-on-year growth rate of 1.1%). Furthermore, there has been an increase in
the quality of solvency. Thus, the weight of lower-quality own funds in total own funds
has decreased from 20.8% to 19.2%, as a result of their 14.8% decline. Tier 1 capital
decreased by 9.1 pp, posting a decline of 7% (see Chart 2.9.B). For banks which are not
majority-owned by the FROB, tier 1 capital has increased 1%, whereas tier 2 capital has
fallen 8.9%.

Tier 1 capital grew 36.6%, 10.5 pp up on the previous year, at the expense of preference
shares (which decreased by 41.3%, 59 pp less than in 2011) and of reserves (which were
down 15.5%) (see Chart 2.9.C), this decline mostly reflecting the situation of banks
owned by the FROB.
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SOLVENCY
Deposit institutions

CHART 2.8
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SOLVENCY OF THE BIGGEST EUROPEAN BANKS (a)
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CHART 2.10

The fall in tier 2 capital (see Chart 2.9.D) was triggered mainly by the decline of 11.7% in

subordinated debt (the component with the highest weight of 80%), in line with the search

for higher-quality own funds. Meanwhile, the general provisions eligible to be counted as
own funds (with a weight of 18%) fell 5.6%.

The decrease in risk weighted assets slowed in 2012 with respect to the previous year.

Credit risk requirements, with a weight of 87% in total requirements, fell for the second

year running at a rate of 5.7%, similar to that in 2011 (see Chart 2.9.A).
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The solvency ratios of large
Spanish institutions stand
in a medium-low position in
relation to comparable
European institutions but
they are in a sound position
in terms of leverage

The improvement in the quality of own funds prompted by RDL 2/2011, is further enhanced
by the regulatory change introduced by RDL 24/2012 in this respect. Thus, from 1 January
2013, the “capital principal” requirement of 8% or 10% becomes a single requirement of
9% adopting the EBA’s definition of core capital. The aim is not only to maintain the
requirement of higher quality capital but also to favour international comparisons.

Large Spanish institutions, in relation to comparable European institutions, record capital
ratios which stand in a medium-low position, although their ratios are similar to those of
their European peers (see Chart 2.10.A, in which 15 of the 19 institutions, including two
Spanish institutions, have ratios of between 12.5% and 10%). Furthermore, their European
competitors have, in relative terms, lower risk weighted assets (see Chart 2.10.B which
shows the higher weight of these assets as a percentage of total assets at Spanish
institutions). The comparision of solvency ratios between banks based on the leverage
ratio (capital to book assets) eliminates certain differences in the solvency ratios calculated
on the basis of risk-weighted assets owing to differences in criteria in the estimation of
capital requirements [not all differences, however, since differences in accounting criteria
between Europe and the United States persist (see Box 2.3)] Spanish banks are in the
upper quartile of leverage ratio values (see Chart 2.10.C).

ACCOUNTING CONVERGENCE: NETTING AND PROVISIONS

Introduction

Further to the reflections outlined in previous editions of the
Financial Stability Report, two aspects of particular significance
for banking continue to arouse concerns regarding convergence
between the chief standard-setters IASB and FASB. The aim of
this box is to explain the differences in accounting treatment in
these two areas (the possibility of offsetting assets and liabilities
by presenting rights and obligations as a net amount, e.g. in
operations with derivatives and in the model to be applied for the
estimation of asset impairment losses arising from credit risk),
while at the same time reporting on the current status of the
debate between IASB and FASB on these two questions.

Offsetting of assets and liabilities (netting)

For the IASB, financial offsetting is applicable if, in addition to
being party to a netting agreement with the legal right to demand
netting, there is an intention to use it. The rule indicates that
netting agreements, in which the right to net arises in default or
other circumstances that do not usually occur in the normal course
of business, do not per se fulfil the requirements for presenting
rights and obligations as a net amount.

Under FASB rules, netting is generally allowed under the same
circumstances as permitted by the IASB, except for derivatives
included in master netting arrangements, for which the intention to
settle open positions net is not required.

Various negotiations between the IASB and FASB failed to reach a
common position and both have concluded that they will not

BOX 2.3

converge on this matter. However, they have agreed that, from
2013, they will both require a breakdown in explanatory notes
regarding netting of positions in the statement of financial position.

The significance of this matter particularly affects banks, especially
those that are very active in derivatives on wholesale markets,
such as investment banks, with a demonstrable impact on their
balance sheet and, therefore, on their leverage.’

Thus, the consequences for banks under IFRSs or under FASB
may be significant not only in terms of the different amounts of
assets shown on their balance sheets but also because of the
prudential consequences that may arise from this.

Credit portfolio impairment

The management of credit risk is the essence of the banking
business. Accordingly, the proper estimate of credit impairment is
essential for a correct interpretation of its results. Five years on
since the financial crisis broke, agreement has still not been
reached by the FASB and the IASB on replacing the so-called
“incurred loss model” with a different model capable of resolving
the rapid impairment that crisis periods - as opposed to boom
periods - evidence. What is worse, the possibilities of an agreement
have become even more remote in recent months, and since last
August both regulators have been following a different route.

1 Calculations of the Basel lll leverage ratio will not depend on accounting
but will rather seek uniformity by offering their own asset and liabilities
offsetting rules, thereby neutralising the potential differences attributable
to differing international and US accounting criteria.
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ACCOUNTING CONVERGENCE: NETTING AND PROVISIONS (cont’d)

The model explored by the IASB seeks to reflect credit impairment
once an economic worsening relative to the economic situation
existing as at the date of concession is evidenced. To do this it
divides loans into two categories: first, that of initial recognition,
for which they propose recognising the expected loss over a
horizon of one year; and a second category for loans that have
already undergone an impairment, whether collective or individual,
reflecting the total expected loss throughout its life.

The model the FASB is exploring involves a single methodology for
all types of loans, and is based on a statistical behaviour of credit
risk losses, under the concept of expected loss. In this way, all
loans will reflect the entire expected loss at the initial date as an
adjustment in respect of the amount actually drawn down. Any
subsequent change in the expected loss should be recorded in the
income statement for the period in which it arises.

BOX 2.3

The main obstacle encountered by the IASB to moving in step with
the FASB is that, in the initial recognition of the loans, they should
reflect their total expected loss; that is to say, a loss should be
recognised on concession of the loan. The FASB argues that, in
addressing portfolios, the valuation of the expected loss is made
for all of them, thereby avoiding delaying the recognition of losses
that are already expected from the outset.

Convergence

Accounting convergence has been one of the issues that has
concerned the G20 and the FSB since the start of the crisis. Their
publications have highlighted the importance of a convergent and
sound accounting framework. Given how relevant and necessary
accounting convergence is, this is an area where perseverance
will be essential.
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The beginning of the year saw
approval of RDL 2/2012 and
RDL 18/2012, which have
significantly increased the
provisioning requirements for
real-estate sector exposures

Also, with a view to reinforcing
confidence regarding the
solvency of Spanish banks, an
external assessment of the
resilience of the banking
sector on aggregate was
commissioned

The next step was to identify
capital needs, bank by bank,
through a bottom-up exercise

3 THE PROCESS OF RECAPITALISATION AND RESTRUCTURING OF THE SPANISH
BANKING SECTOR

Over the last three years a number of measures have been taken to reorganise the Spanish
banking sector. Liquidity support has been provided to institutions, the consolidation and
restructuring of the weakest promoted, savings banks transformed into commercial banks
and levels of capital and provisions strengthened.

Against a background characterised by the persistence of the euro area sovereign debt crisis,
ongoing deterioration in the real economy and intense adjustment in the real-estate sector in
Spain, it was necessary to continue shoring up the confidence of financial markets in the
Spanish banking sector. Uncertainties persisted over the quality of the assets on the balance
sheets of Spanish institutions, and in particular of those relating to the real-estate development
sector. At the beginning of the year RDL 2/2012 and RDL 18/2012 were approved, which have
significantly increased the provisioning requirements for exposures to that sector.

Also, with a view to reinforcing confidence in respect of the solvency of Spanish banks, on 11
May 2012 the Council of Ministers assigned to the Ministry of Economic Affairs and
Competitiveness the task of preparing an aggregate top-down external analysis to enable the
resilience of the Spanish banking sector in the face of a further severe deterioration in the
economy to be assessed. The Banco de Espana, in coordination with the Ministry, lead-
managed this assessment, for which two independent international consultancies were hired.

The 14 principal Spanish banking groups, representing 90% of the sector, participated in
this exercise. The purpose of the test was to provide an overall estimate of the capital
needs of the institutions analysed, over the three-year period 2012-14. The two consultancies
were required to use their own methodologies independently and to consider the same two
macroeconomic scenarios. These were, first, the baseline scenario, prudently judged to
have a greater probability of occurrence, under which a core capital ratio (as defined by the
EBA) of 9% at the end of the above-mentioned three-year period was required. And second,
an adverse scenario, considered very unlikely (less than 1% probability), as it incorporated
a very severe further deterioration in the Spanish economy, under which the core ratio (EBA
definition) had to be at least 6% as at end-2014. A core ratio of 6% under a very severe
scenario is highly demanding and, in comparative terms, greater than that required in other
stress tests conducted internationally. This scenario includes, for example, a cumulative
GDP decline over the three years analysed (2012-14) of 6.5% (see Chart 3.1.A),
unemployment rates of 27.2%, further falls in house prices of 25% and in land prices of
60%. Considering a period of three as opposed to two years, as in other exercises, with the
macroeconomic setting performing so adversely, reinforces the severity of the exercise.

The results of this top-down stress test conducted by independent experts, released on 21
June, were an estimation of the recapitalisation needs of the system as €16-26 billion
under the baseline scenario. Under the adverse scenario additional capital needs were
estimated as lying within a range of €51-62 billion.

After the completion of this top-down stress test, which allowed a range to be set for the
Spanish banking sector’s capital needs, the next step, a natural extension of the first, was
to perform a bottom-up analysis of capital needs, bank by bank.
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CHARACTERISTICS OF THE EXERCISE AND WORKING HYPOTHESES CHART 3.1
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a IMF forecast in the Article IV Report for Spain dated 27 July 2012.

In parallel with the second
phase of the estimation of the
capital needs, the Government
requested an external financial
assistance programme in the
context of the restructuring and
recapitalisation of the banking
sector

This second phase of the work, the results of which are analysed below in detail, was
performed between the beginning of July and 28 September, when the results were
published. The work was assigned to one of the independent consultancies that
participated in the top-down stress test. Also, to maximise the rigour and exhaustiveness
of the exercise, the four main audit firms in Spain carried out an accounting review of the
loan portfolio and foreclosed assets of the participating banks, ensuring that the information
was consistent, and six national and international appraisal companies were involved.

In parallel with the performance of the second phase of the estimation of the capital needs
(the bottom-up exercise), the Spanish Government requested external financial assistance
in the context of the process of restructuring and recapitalisation of the Spanish banking
sector. The agreed financial assistance, of up to €100 billion, was agreed by the Eurogroup
and included in the Memorandum of Understanding (MoU) between the Spanish and
European authorities.

A key aspect of the MoU is the review of the vulnerable segments of the Spanish banking
sector, which requires three issues to be addressed. First, determination of the capital
needs of each bank by means of an analysis of the quality of the assets of the banking
sector and a stress test carried out bank by bank under a hypothetical stressed scenario.
Second, the recapitalisation, restructuring and/or resolution of the less viable banks, on
the basis of plans that address the capital shortfalls detected in the stress test. And third,
the segregation of the impaired assets of those banks that would require public support
without segregation, and their transfer to an Asset Management Company. The presentation
of the results of the bottom-up exercise on 28 September 2012 enabled the first of the
points mentioned above to be completed.! The other two are currently in progress, as
explained below, in line with the timetables agreed in the MoU.

Organisation of the bottom-up stress tests

As mentioned above, the bottom-up stress test was a natural extension of the top-down
one. From this viewpoint, the scope of the exercise is the same as regards the participating

1 For the details of the reports and documents published on that date, see http://www.bde.es/bde/en/secciones/
prensa/infointeres/reestructuracion/
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The main difference between
the bottom-up exercise and
the top-down one lies in the
comprehensiveness of the
information used. The
strictness of the bottom-up
exercise and its governance
contribute significantly to

its rigour

banks (fourteen main Spanish banking groups), the credit portfolio tested (lending to the
resident private sector, including real-estate assets), the time period considered (2012,
2013 and 2014) and the macroeconomic scenarios (the baseline and adverse scenarios).

The main difference between the bottom-up exercise and the previous top-down one is
that significantly more information is required to carry out the former. Thus, comprehensive
bank-by-bank information was used, which, along with the harshness of the
macroeconomic scenario considered and the governance process, guaranteed the rigour
of the exercise.

The information used in the exercise was characterised by its comprehensiveness and
came, basically, from four sources.

i. Granular loan-by-loan information. The banks’ own databases and those
available at the Banco de Espana were used, with detailed information on 36
million loans and 8 million guarantees. This information (with details of
exposure, whether the loans are performing or non-performing, the location
of the borrower or of the real-estate asset, the sector of activity, LTV ratios,
etc.) was supplemented by data from the Banco de Espafa Central Credit
Register (monthly observations loan-by-loan from 1989 to 2011).

ii. Audit-generated information. The four main audit firms in Spain, with the
involvement of more than 400 auditors, verified the quality of the data to be
used in the exercise, as well as analysing the correctness of the level of
provisions in more than 115,000 transactions.

iii. Asset valuation review. Six real-estate appraisal companies (three national
and three international) performed a highly detailed cross-Spain review of
foreclosed assets and collateral. In all, 1.7 million automatic appraisals were
performed and 8,000 singular assets were valued individually.

iv. Bank business plans. The banks’ business plans for the next three years
were taken into account. The business plans made available to the
independent consultancy by the banks were also adjusted to ensure that the
assumptions made by each bank were fully compatible, when all are taken
into account together, with the exercise scenarios and hypotheses validated
by the Spanish and European authorities.

The severity of the exercise is reflected in the levels of probability of default (PD) used. For
example, in the adverse macroeconomic scenario, the cumulative PD for developers is
three times as high as the non-performing loans ratio observed in June 2012, and is also
three times the ratio for firms and five times the non-performing loans ratio for personal
mortgages (see Chart 3.1.B).

Finally, the third of the elements that have been mentioned as contributing to the high
degree of rigour in the exercise is the governance process. A governance regime was
established that was designed to ensure the work is of the highest possible quality, with
the same methodology applied consistently to all the participating groups. The governance
of the tests involved Spanish authorities (the Banco de Espafia, the Ministry of Economic
Affairs and Competitiveness and the FROB) and international authorities (the European
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The additional capital needs
are estimated at €59.3 billion

under the adverse scenario

The capital needs are
concentrated in seven of the
fourteen banking groups
considered, particularly in the
banks in which the FROB has

a majority holding

The capital needs detected by
the stress test do not
represent the final amount of
the State aid which will arise

from the process

Banks will be classified into

various groups...

Commission, the European Central Bank, the European Banking Authority and the
International Monetary Fund, as advisor).

The governance structure was established on two levels. At one level, an Expert
Coordination Committee (ECC) was set up to monitor the work closely and continuously,
to control the exercise at the technical level, and to question and validate the consultancy’s
working hypotheses. At a second level, a Strategic Coordination Committee (SCC), made
up of high-level representatives of the institutions involved, was set up to take decisions
and check the results. Accordingly, the main task of the SCC was to validate the results on
the basis of the ECC’s recommendations.

Results of the bank-by-bank stress tests

The bottom-up stress tests resulted in estimated additional capital needs for the total
banks considered of €25.9 billion under the baseline scenario (€27.4 billion after the tax
effect) and of €59.3 billion under the adverse scenario (€55.9 billion after the tax effect).
These figures do not take into account the integration processes under way. These capital
needs are in line with those reflected in the top-down exercise and are significantly lower
than the financing of up to €100 billion agreed with the European authorities.

The breakdown of the 14 banking groups considered shows that seven of them,
representing 62% of the total credit portfolio analysed, do not need more capital under the
adverse scenario. The other seven groups, representing 38% of the total credit portfolio,
have additional capital needs, which are largely concentrated in those in which the FROB
has a majority holding (see Charts 3.2.A and 3.2.B).

Next steps in the bank recapitalisation and restructuring process

The capital needs disclosed by the stress test do not represent the final amount of State aid
which will derive from the process. The need for aid will depend on the various actions to be
undertaken by banks to reduce their capital needs, which can be summarised as follows: 1)
sale of assets held by banks; 2) raising of capital from private investors; 3) transfer of assets
to the Asset Management Company for Assets Arising from Bank Restructuring (Sareb);?
and 4) implementation of loss-assumption exercises by the holders of hybrid instruments
(see Box 3.1). These four elements will be specified during the process whose steps are
indicated below.

First, banks will be classified into four groups on the basis of the recapitalisation plans of
the banks having a capital shortfall under the stress test, and of the review of those plans
by the authorities.

Group 0: already known, since it is formed by the banks which do not need
more capital.

i. Group 1: already known, since it consists of the four banks owned by the
FROB.

iii. Group 2: banks which will require State aid.

iv. Group 3: banks which have until 30 June 2013 to execute their recapitalisation
plan and reach the required capital without need for State aid from then on.
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CAPITAL NEEDS OF THE SPANISH BANKING SECTOR. CHART 3.2
Figures net of tax effect.
A positive figure denotes capital needs, and a negative figure a surplus of capital.

A. BASE SCENARIO (Core Tier 1: 9%)

€bn
15

BFA- Catalunya NCG Banco BMN Bankinter Libercaja Popular- Unicaja- Kutxabank- Sabadell- Caixabank BBVA- Santander
Bankia Banc Banco  Valencia Pastor CEISS Cajasur CAM Unnim

B. ADVERSE SCENARIO (Core Tier 1: 6%)

€bn
30

20
10

BFA-  Catalunya NCG Banco  Popular- BMN Libercaja Unicaja- Bankinter Sabadell- Kutxabank-Caixabank BBVA- Santander
Bankia Banc Banco  Valencia  Pastor CEISS CAM Cajasur Unnim

SOURCE: Banco de Espafia.

...after which banks will Second, once banks have been assigned to each group, they will have to submit

submit restructuring or orderly restructuring or orderly resolution plans which must, where applicable, take into account

resolution plans the requested State aid in accordance with the impact of the transfers to Sareb and of the
loss-assumption exercises by hybrid and subordinated instrument holders. The timetables
for submitting these plans differ for each of the aforementioned groups of banks.

i. Group 1. Since these are banks in which the FROB already has a capital holding,
the Spanish authorities and the European Commission have been working on
the plans since the end of July 2012. Taking into account the results of the stress
test, the plans will be sent to the European Commission for approval in November.
On this basis the State aid will be granted. Transfer of impaired assets to Sareb
will have been commenced by the end of the year. Also, voluntary or mandatory
loss-assumption exercises will have to be carried out by the holders of hybrid
capital instruments.

ii. Group 2. The Spanish authorities and the European Commission will assess
the viability of the banks in light of the results of the stress tests and the
recapitalisation plans submitted. The viable banks that need State aid for
recapitalisation® will have to prepare a restructuring plan. Any banks
considered non-viable and non-systemic will be subjected to orderly
resolution in accordance with the resolution plan. The Spanish authorities will

2 For greater details of the current status of the Sareb, see http://www.bde.es/bde/en/secciones/prensa/
infointeres/reestructuracion/
3 Or those whose resolution could not be carried out without seriously harmful effects to the banking system.
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RDL 24/2012 ON THE RESTRUCTURING AND RESOLUTION OF CREDIT INSTITUTIONS

On 31 August 2012 the Government approved RDL 24/2012 on the
restructuring and resolution of credit institutions, with immediate
entry into force.! It entails an exceptional strengthening of the
mechanisms available to Spanish public authorities to strengthen
and clean up the financial system, the ultimate objective being to
safeguard the financial sector as a whole.

A summary description is given below of the types of measures
the RDL includes.

1

A new, strengthened crisis-management framework. A full
legal regime is set in place for the treatment of ailing credit
institutions, which involves the early writing into Spanish law
of some of the aspects included in the draft of the future
European Crisis Resolution Directive.

On the basis of the seriousness of the ailing credit institution’s
situation and with a view to its effective restructuring and orderly
resolution, if necessary, the following may be considered:
preemptive measures (for slight difficulties, which are integrated
into the ordinary supervisory phase and are directed by the
Banco de Espafa), restructuring measures (for temporary
weaknesses able to be resolved through the contribution of
public funds, including the instruments of the financial
assistance, the transfer of impaired assets to an asset
management company or any early intervention measure) and
resolution measures (for non-viable institutions, the resolution of
which will be carried out by selling the business, transferring
assets and liabilities to a bridge bank, or to an asset management
company; instruments that may receive public financial support).

New regulations governing the FROB, defining its competencies
and significantly reinforcing its tools at all stages of crisis
management, while clarifying its relationship to the Deposit
Guarantee Fund (DGF), limiting the DGF to deposit guarantee
functions and potentially supporting orderly resolution
processes up to the limits of the amount covered in guaranteed
deposits, so as to safeguard the depositors covered.

Sharing restructuring costs: management of hybrid
instruments. The regulations establish the mechanism under

1

At the time of this FSR going to press, the draft legislation RDL 24/2012
was before Parliament for amendments.

6

BOX 3.1

which holders of hybrid capital instruments (preference
shares and subordinated debt) may be obliged to assume a
portion of the losses of an institution undergoing restructuring
or resolution. The FROB may thus impose a specific
conversion exercise if it considers that the first phase of the
exercise, which is proposed by the institution and accepted
voluntarily, is deemed insufficient. The regulations offer
different possibilities as to what the exchange options may
consist of.

Asset Management Company for Assets Arising from Bank
Restructuring (Sareb). The regulations lay the foundations for
the creation of this Company and empower the FROB to
oblige institutions that receive public aid to transfer their
troubled assets to the Company.

New mechanisms to safeguard retail investors are laid down.
These include enhanced transparency in the marketing of
instruments not covered by the DGF and sold to retail
customers, discouraging the marketing of some of them
(preference shares and other likewise complex instruments)
among such retail customers. The regulations also increase
the powers of the CNMV (Spanish National Securities Market
Commission), especially in respect of complex products
marketed to retail customers.

Amendment of the capital principal requirement that institutions
must meet under RDL 2/2011. The current requirements of 8%
or 10% become a single requirement of 9% that must be met
by all institutions as from 1 January 2013, adopting the
European Banking Authority’s definition of core capital.

Clear segregation of functions between the Banco de Espana
and the Ministry of Economic Affairs and Competitiveness in
respect of licensing and sanctioning credit institutions,
entrusting to the Banco de Espafa the tasks for which the
Ministry was previously responsible.

With regard to remuneration, a new, lower ceiling is set for
fixed remuneration from all sources of executive chairmen,
managing directors and managers of institutions which,
although the FROB does not have a majority holding in them,
receive financial support from it. This ceiling falls from its
current level of €600,000 to €500,000.

send to the European Commission in October the related restructuring or

resolution plans. The process of approval of the plan may take until the end
of December because the stress test results have to be included. The plans
have to incorporate the steps necessary for transferring assets to the Asset

Management Company and the voluntary or mandatory exercises for loss-

assumption by hybrid instrument holders.
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iii. Group 3. Banks with capital needs equal to or above 2% of risk-weighted
assets form a sub-group within Group 3. As a precautionary measure, banks
in this sub-group will be required to issue contingent convertible securities
(COCOs) under the recapitalisation scheme to meet their capital needs by
end December 2012 at the latest. The COCOs will be subscribed by the
FROB using programme resources and will not be converted until 30 June
2013 if the banks do not succeed in raising private capital. If by that date a
bank has not obtained private capital, the COCOs will be converted fully or
partly into ordinary shares and the bank will have to present a restructuring
plan to support its request for State aid.

The other sub-group within Group 3 is comprised of banks with capital needs
below 2% of risk-weighted assets. For this second sub-group, the procedure
is the same as in the forgoing case, except that they will not issue COCOs
during the period of time (until 30 June 2013) in which they are seeking
private capital under their recapitalisation plan.

BANCO DE ESPANA 43 FINANCIAL STABILITY REPORT, NOVEMBER 2012






Studies and reports

BANCO DE ESPANA PUBLICATIONS

REGULAR

BAnnual Report (in Spanish and English)

Economic Bulletin (quarterly) (the Spanish version is monthly)

Estabilidad Financiera (half-yearly)

Financial Stability Report (in Spanish and English) (half-yearly)

Memoria Anual sobre la Vigilancia de Sistemas de Pago (available only in electronic format on the website)
Memoria de la Central de Informacién de Riesgos (available only in electronic format on the website)
Memoria del Servicio de Reclamaciones (annual)

Mercado de Deuda Publica (annual)

Report on Banking Supervision in Spain (in Spanish and English) (annual)

Research Memorandum (in Spanish and English) (annual)

The Spanish Balance of Payments and International Investment Position (in Spanish and English) (annual)

NON-PERIODICAL

Central Balance Sheet Data Office: commissioned studies
Notas de Estabilidad Financiera

ECONOMIC STUDIES

70 OLYMPIA BOVER AND MARIO IZQUIERDO: Quality-adjusted prices: hedonic methods and implications
for National Accounts (2001). (The Spanish original of this publication has the same number.)

7 MARIO IZQUIERDO AND M.? DE LOS LLANOS MATEA: An approximation to biases in the measurement
of Spanish macroeconomic variables derived from product quality changes (2001). (The Spanish original of
this publication has the same number.)

72 MARIO IZQUIERDO, OMAR LICANDRO AND ALBERTO MAYDEU: Car quality improvements and price
indices in Spain (2001). (The Spanish original of this publication has the same number.)

73 OLYMPIA BOVER AND PILAR VELILLA: Hedonic house prices without characteristics: the case of new
multiunit housing (2001). (The Spanish original of this publication has the same number.)

74 MARIO IZQUIERDO AND M.? DE LOS LLANOS MATEA: Hedonic prices for personal computers in Spain
during the 90s (2001). (The Spanish original of this publication has the same number.)

75 PABLO HERNANDEZ DE COS: Empresa publica, privatizacion y eficiencia (2004).

76 FRANCISCO DE CASTRO FERNANDEZ: Una evaluacién macroeconométrica de la politica fiscal en
Espafia (2005).

77 JUAN S. MORA-SANGUINETTI: The effect of institutions on European housing markets: An economic
analysis (2010).

ECONOMIC HISTORY STUDIES

44 INES ROLDAN DE MONTAUD: La banca de emisién en Cuba (1856-1898) (2004).

45 ALFONSO HERRANZ LONCAN: La dotacién de infraestructuras en Espafia, 1844-1935 (2004).

46 MARGARITA EVA RODRIGUEZ GARCIA: Compaiiias privilegiadas de comercio con América y cambio
politico (1706-1765) (2005).

47 MARIA CONCEPCION GARCIA-IGLESIAS SOTO: Ventajas y riesgos del patron oro para la economia
espafiola (1850-1913) (2005).

48 JAVIER PUEYO SANCHEZ: El comportamiento de la gran banca en Espafia, 1921-1974 (2006).

49 ELENA MARTINEZ RUIZ: Guerra Civil, comercio y capital extranjero. El sector exterior de la economia
espafiola (1936-1939) (2006).

50 ISABEL BARTOLOME RODRIGUEZ: La industria eléctrica en Espafia (1890-1936) (2007).

51 JUAN E. CASTANEDA FERNANDEZ: ;Puede haber deflaciones asociadas a aumentos de la
productividad? Analisis de los precios y de la produccién en Espafia entre 1868 y 1914 (2007).

52 CECILIA FONT DE VILLANUEVA: La estabilizacién monetaria de 1680-1686. Pensamiento y politica
econdmica (2008).

53 RAFAEL MORENO FERNANDEZ: Los servicios de inspeccion del Banco de Espafia: su origen histérico
(1867-1896) (2008).

54 RAFAEL MORENO FERNANDEZ: El personal del Banco de Espafia: desde su origen en el siglo XVIII hasta
fin del siglo XIX. Vol. I: Banco de San Carlos (2009).

55 CARLOS ALVAREZ NOGAL: Oferta y demanda de deuda publica en Castilla. Juros de alcabalas
(1540-1740) (2009).

Note: The full list of each series is given in the Publications Catalogue.
All publications are available in electronic format, with the exception of miscellaneous publications and texts of the Human Resources
Development Division.

BANCO DE ESPANA 45 FINANGIAL STABILITY REPORT, NOVEMBER 2012



56

57
58
59

RAFAEL MORENO FERNANDEZ: El personal del Banco de Espafia: desde su origen en el siglo XVIII hasta
fin del siglo XIX. Vol. 2: Banco de San Fernando (1829-1856) (2010).

FRANCISCO MANUEL PAREJO MORUNO: El negocio del corcho en Espafa durante el siglo XX (2010).
PILAR NOGUES-MARCO: Tipos de cambio y tipos de interés en Cadiz en el siglo XVIII (1729-1788) (2011).
RAFAEL MORENO FERNANDEZ: El personal del Banco de Espafia: desde su origen en el siglo XVIII hasta
fin del siglo XIX. Vol. 3: Banco de Espafia (2011).

WORKING PAPERS

1037

1038
1039

1101

1102
1103

1104

1105

1106
1107

1108
1109

1110
1111
1112

1113

1114

1115

1116

1117

1118

1119

1120

1121

1122

1123

1124

1125
1126

1127

1128
1129
1130
1131
1132
1133

1201
1202

1203

DAVID DE ANTONIO LIEDO AND ELENA FERNANDEZ MUNOZ: Nowcasting Spanish GDP growth in real
time: “One and a half months earlier”.

FRANCESCA VIANI: International financial flows, real exchange rates and cross-border insurance.
FERNANDO BRONER, TATIANA DIDIER, AITOR ERCE AND SERGIO L. SCHMUKLER: Gross capital flows:
dynamics and crises.

GIACOMO MASIER AND ERNESTO VILLANUEVA: Consumption and initial mortgage conditions: evidence
from survey data.

PABLO HERNANDEZ DE COS AND ENRIQUE MORAL-BENITO: Endogenous fiscal consolidations.
CESAR CALDERON, ENRIQUE MORAL-BENITO AND LUIS SERVEN: Is infrastructure capital productive?
A dynamic heterogeneous approach.

MICHAEL DANQUAH, ENRIQUE MORAL-BENITO AND BAZOUMANA OUATTARA: TFP growth and its
determinants: nonparametrics and model averaging.

JUAN CARLOS BERGANZA AND CARMEN BROTO: Flexible inflation targets, forex interventions and
exchange rate volatility in emerging countries.

FRANCISCO DE CASTRO, JAVIER J. PEREZ AND MARTA RODRIGUEZ VIVES: Fiscal data revisions in Europe.
ANGEL GAVILAN, PABLO HERNANDEZ DE COS, JUAN F. JIMENO AND JUAN A. ROJAS: Fiscal policy,
structural reforms and external imbalances: a quantitative evaluation for Spain.

EVA ORTEGA, MARGARITA RUBIO AND CARLOS THOMAS: House purchase versus rental in Spain.
ENRIQUE MORAL-BENITO: Dynamic panels with predetermined regressors: likelihood-based estimation
and Bayesian averaging with an application to cross-country growth.

NIKOLAI STAHLER AND CARLOS THOMAS: FiMod - a DSGE model for fiscal policy simulations.
ALVARO CARTEA AND JOSE PENALVA: Where is the value in high frequency trading?

FILIPA SA AND FRANCESCA VIANI: Shifts in portfolio preferences of international investors: an application
to sovereign wealth funds.

REBECA ANGUREN MARTIN: Credit cycles: Evidence based on a non linear model for developed countries.
LAURA HOSPIDO: Estimating non-linear models with multiple fixed effects: A computational note.
ENRIQUE MORAL-BENITO AND CRISTIAN BARTOLUCCI: Income and democracy: Revisiting the evidence.
AGUSTIN MARAVALL HERRERO AND DOMINGO PEREZ CANETE: Applying and interpreting model-
based seasonal adjustment. The euro-area industrial production series.

JULIO CACERES-DELPIANO: Is there a cost associated with an increase in family size beyond child
investment? Evidence from developing countries.

DANIEL PEREZ, VICENTE SALAS-FUMAS AND JESUS SAURINA: Do dynamic provisions reduce income
smoothing using loan loss privisions?

GALO NUNO, PEDRO TEDDE AND ALESSIO MORO: Money dynamics with multiple banks of issue:
evidence from Spain 1856-1874.

RAQUEL CARRASCO, JUAN F. JIMENO AND A. CAROLINA ORTEGA: Accounting for changes in the
Spanish wage distribution: The role of employment composition effects.

FRANCISCO DE CASTRO AND LAURA FERNANDEZ-CABALLERO: The effects of fiscal shocks on the
exchange rate in Spain.

JAMES COSTAIN AND ANTON NAKOV: Precautionary price stickiness.

ENRIQUE MORAL-BENITO: Model averaging in economics.

GABRIEL JIMENEZ, ATIF MIAN, JOSE-LUIS PEYDRO AND JESUS SAURINA: Local versus aggregate
lending channels: the effects of securitization on corporate credit supply.

ANTON NAKOV AND GALO NUNO: A general equilibrium model of the oil market.

DANIEL C. HARDY AND MARIA J. NIETO: Cross-border coordination of prudential supervision and
deposit guarantees.

LAURA FERNANDEZ-CABALLERO, DIEGO J. PEDREGAL AND JAVIER J. PEREZ: Monitoring sub-central
government spending in Spain.

CARLOS PEREZ MONTES: Optimal capital structure and regulatory control.

JAVIER ANDRES, JOSE E. BOSCA AND JAVIER FERRI: Household debt and labor market fluctuations.
ANTON NAKOV AND CARLOS THOMAS: Optimal monetary policy with state-dependent pricing.

JUAN F. JIMENO AND CARLOS THOMAS: Collective bargaining, firm heterogeneity and unemployment.
ANTON NAKOV AND GALO NUNO: Learning from experience in the stock market.

ALESSIO MORO AND GALO NUNO: Does TFP drive housing prices? A growth accounting exercise for
four countries.

CARLOS PEREZ MONTES: Regulatory bias in the price structure of local telephone services.

MAXIMO CAMACHO, GABRIEL PEREZ-QUIROS AND PILAR PONCELA: Extracting non-linear signals from
several economic indicators.

MARCOS DAL BIANCO, MAXIMO CAMACHO AND GABRIEL PEREZ-QUIROS: Short-run forecasting

of the euro-dollar exchange rate with economic fundamentals.

BANCO DE ESPANA 46 FINANCIAL STABILITY REPORT, NOVEMBER 2012



1204

1205

1206

1207
1208

1209
1210

1211

1212

1213

1214

1215

1216

1217

ROCIO ALVAREZ, MAXIMO CAMACHO AND GABRIEL PEREZ-QUIROS: Finite sample performance

of small versus large scale dynamic factor models.

MAXIMO CAMACHO, GABRIEL PEREZ-QUIROS AND PILAR PONCELA: Markov-switching dynamic factor
models in real time.

IGNACIO VILLANUEVA AND ERNESTO VILLANUEVA: The recent slowdown of bank lending in Spain:

are supply-side factors relevant?

JAMES COSTAIN AND BEATRIZ DE BLAS: Smoothing shocks and balancing budgets in a currency union.
AITOR LACUESTA, SERGIO PUENTE AND ERNESTO VILLANUEVA: The schooling response to a
sustained increase in low-skill wages: evidence from Spain 1989-2009.

GABOR PULA AND DANIEL SANTABARBARA: Is China climbing up the quality ladder?

ROBERTO BLANCO AND RICARDO GIMENO: Determinants of default ratios in the segment of loans

to households in Spain.

ENRIQUE ALBEROLA, AITOR ERCE AND JOSE MARIA SERENA: International reserves and gross capital
flows. Dynamics during financial stress.

GIANCARLO CORSETTI, LUCA DEDOLA AND FRANCESCA VIANI: The international risk-sharing puzzle
is at business-cycle and lower frecuency.

FRANCISCO ALVAREZ-CUADRADO, JOSE MARIA CASADO, JOSE MARIA LABEAGA AND DHANOOS
SUTTHIPHISAL: Envy and habits: panel data estimates of interdependent preferences.

JOSE MARIA CASADO: Consumtion partial insurance of Spanish households.

J. ANDRES, J. E. BOSCA AND J. FERRI: Household leverage and fiscal multipliers.

JAMES COSTAIN AND BEATRIZ DE BLAS: The role of fiscal delegation in a monetary union: a survey

of the political economy issues. (Forthcoming.)

ARTURO MACIAS AND MARIANO MATILLA-GARCIA: Net energy analysis in a Ramsey-Hotelling

growth model.

OCCASIONAL PAPERS

0808

0809

0810

0901

0902

0903

0904

0905

1001

1002

1101

1102

1103

1104

1105

1106

1107

1201

1202
1208

1204

SARAI CIRADO AND ADRIAN VAN RIXTEL: Structured finance and the financial turmoil of 2007-2008: An
introductory overview. (There is a Spanish version of this edition with the same number.)

FRANCISCO DE CASTRO AND JOSE M. GONZALEZ-MINGUEZ: La composicion de la finanzas publicas
y el crecimiento a largo plazo: Un enfoque macroeconémico.

OLYMPIA BOVER: The dynamics of household income and wealth: results from the panel of the
Spanish survey of household finances (EFF) 2002-2005. (There is a Spanish version of this edition

with the same number.)

ANGEL ESTRADA, JUAN F. JIMENO AND JOSE LUIS MALO DE MOLINA: The Spanish economy in EMU:
the first ten years. (There is a Spanish version of this edition with the same number.)

ANGEL ESTRADA AND PABLO HERNANDEZ DE COS: Oil prices and their effect on potential output.
(There is a Spanish version of this edition with the same number.)

PALOMA LOPEZ-GARCIA, SERGIO PUENTE AND ANGEL LUIS GOMEZ: Employment generation by small
firms in Spain.

LUIS J. ALVAREZ, SAMUEL HURTADO, ISABEL SANCHEZ AND CARLOS THOMAS: The impact of oil
price changes on Spanish and euro area consumer price inflation.

CORAL GARCIA, ESTHER GORDO, JAIME MARTINEZ-MARTIN AND PATROCINIO TELLO: Una
actualizacion de las funciones de exportacion e importacion de la economia espanola.

L. J. ALVAREZ, G. BULLIGAN, A. CABRERO, L. FERRARA AND H. STAHL: Housing cycles in the major
euro area countries.

SONSOLES GALLEGO, SANDOR GARDO, REINER MARTIN, LUIS MOLINA AND JOSE MARIA SERENA:
The impact of the global economic and financial crisis on Central Eastern and SouthEastern Europe
(CESEE) and Latin America.

LUIS ORGAZ, LUIS MOLINA AND CARMEN CARRASCO: El creciente peso de las economias emergentes
en la economia y gobernanza mundiales. Los paises BRIC.

KLAUS SCHMIDT-HEBBEL: Central banking in Latin America: changes, achievements, challenges. (There
is a Spanish version of this edition with the same number.)

OLYMPIA BOVER: The Spanish Survey of Household Finances (EFF): description and methods of the
2008 wave.

PABLO HERNANDEZ DE COS, MARIO IZQUIERDO AND ALBERTO URTASUN: An estimate of the potential
growth of the Spanish economy. (There is a Spanish version of this edition with the same number.)
ENRIQUE ALBEROLA, CARLOS TRUCHARTE AND JUAN LUIS VEGA: Central banks and macroprudential
policy. Some reflections from the Spanish experience.

SAMUEL HURTADO, ELENA FERNANDEZ, EVA ORTEGA AND ALBERTO URTASUN: Nueva actualizacion
del modelo trimestral del Banco de Espania.

PABLO HERNANDEZ DE COS AND ENRIQUE MORAL-BENITO: Health care expenditure in the OECD
countries: efficiency and regulation. (There is a Spanish version of this edition with the same number.)
ELOISA ORTEGA AND JUAN PENALOSA: The Spanish economic crisis: key factors and growth
challenges in the euro area. (There is a Spanish version of this edition with the same number.)

MARIA J. NIETO: What role, if any, can market discipline play in supporting macroprudential policy?
CONCHA ARTOLA AND ENRIQUE GALAN: Tracking the future on the web: construction of leading
indicators using internet searches. (There is a Spanish version of this edition with the same number.)
JOSE LUIS MALO DE MOLINA: Luis Angel Rojo en el Banco de Espana.

BANCO DE ESPANA 47 FINANGIAL STABILITY REPORT, NOVEMBER 2012



Statistics

Financial legislation
and official registers

Training

MISCELLANEOUS PUBLICATIONS'

JOSE LUIS MALO DE MOLINA, JOSE VINALS AND FERNANDO GUTIERREZ (Eds.): Monetary policy and inflation
in Spain (1998) (***).

VICTORIA PATXOT: Medio siglo del Registro de Bancos y Banqueros (1947-1997) (1999). Book and disquette: €5.31.
BANCO DE ESPANA (Ed.): Arquitectura y pintura del Consejo de la Reserva Federal (2000). €12.02.

PABLO MARTIN ACENA: El Servicio de Estudios del Banco de Espafa (1930-2000) (2000). €9.02.

TERESA TORTELLA: Una guia de fuentes sobre inversiones extranjeras en Espafia (1780-1914) (2000). €9.38.
VICTORIA PATXOT AND ENRIQUE GIMENEZ-ARNAU: Banqueros y bancos durante la vigencia de la Ley Cambé
(1922-1946) (2001). €5.31.

BANCO DE ESPANA: El camino hacia el euro. El real, el escudo y la peseta (2001). €45.

BANCO DE ESPANA: El Banco de Espafia y la introduccién del euro (2002). Free copy.

BANCO DE ESPANA: Spanish banknotes 1940-2001 (2004). €30. (In Spanish and English.)

NIGEL GLENDINNING AND JOSE MIGUEL MEDRANO: Goya y el Banco Nacional de San Carlos (2005). Bound
edition: €30; paperback edition: €22.

BANCO DE ESPANA. SERVICIO DE ESTUDIOS (Ed.): The analysis of the Spanish economy (2006) (). (In Spanish
and English.)

BANCO DE ESPANA: Billetes espafioles 1874-1939 (2005). €30.

BANCO DE ESPANA: 150 years in the history of the Bank of Spain, 1856-2006 (2006). €30. (In Spanish and
English.)

BANCO DE ESPANA: Secretaria General. Legislacion de Entidades de Crédito. 5.2 ed. (2008) (****).

SANTIAGO FERNANDEZ DE LIS AND FERNANDO RESTOY (Eds.): Central banks in the 21°t century (2006).
Free copy.

JUAN F. JIMENO (Ed.): Spain and the euro. The first ten years (2010). Free copy.

TERESA TORTELLA: El Banco de Espaia desde dentro. Una historia a través de sus documentos. Bound edition:
€30; paperback edition: €24.

JOSE LUIS MALO DE MOLINA AND PABLO MARTIN ACENA (Eds.): Un siglo de historia del Sistema Financiero
Espafiol (2011) (*).

Boletin de Operaciones (daily) (available only in electronic format on the website)

Boletin del Mercado de Deuda Publica (daily) (available only in electronic format on the website)

Boletin Estadistico (monthly, available only in electronic format on the website?)

Central de Balances. Resultados anuales de las empresas no financieras (annual monograph)

Financial Accounts of the Spanish Economy (bilingual edition: Spanish and English) (annual and quarterly series®)

Circulares a entidades de crédito*
Circulares del Banco de Espafia. Recopilacion (four-monthly)
Registros de Entidades (annual) (available only in electronic format on the website)

BANCO DE ESPANA: Calculo mercantil (con ejercicios resueltos).

PEDRO PEDRAJA GARCIA: Contabilidad y analisis de balances en la banca (tomo 1) (1999).
PEDRO PEDRAJA GARCIA: Contabilidad y andlisis de balances en la banca (tomo II) (1998).
JESUS MARIA RUIZ AMESTOY: Matematica financiera (2001).

UBALDO NIETO DE ALBA: Matematica financiera y célculo bancario.

LUIS A. HERNANDO ARENAS: Tesoreria en moneda extranjera.

EUROPEAN CENTRAL BANK PUBLICATIONS

Spanish editions of:
Annual Report
Monthly Bulletin
Other publications

1 All publications are distributed by the Banco de Espafia, except those indicated with (*), (**), (***) or (****), which are respectively
distributed by Alianza Editorial, Editorial Tecnos, Macmillan (London) and Thomson-Aranzadi. Prices include 4% VAT.

2 Moreover, it is updated daily in the Statistics section.

A quarterly update of the tables of this publication is also disseminated on the Internet.

4 Available only on the Banco de Espafia website until it is included in the publication Circulares del Banco de Esparia. Recopilacion.

w

Unidad de Publicaciones
Alcala, 522 - 28027 Madrid

BANCODE ESPANA Teléfono +34 91 338 6363. Fax +34 91 338 6488
Eurosistema Correo electrénico: publicaciones@bde.es
www.bde.es

BANCO DE ESPANA 48 FINANCIAL STABILITY REPORT, NOVEMBER 2012



	PagFijas_Indice
	Introducción
	Cap_1
	Cap_2
	Cap_3

