debt in Spain

Main Spanish tax issues to consider when acquiring

Recent restructuring of the Spanish financial sector, together with new regulatory requirements and increased
focus on profitability, have motivated that many financial institutions are looking to sell off distressed commercial
real estate and corporate debt, which provides an opportunity for overseas buyers to purchase distressed loans of
Spanish entities at significant discounts.

Taxes may have a significant impact in the return of these investments, and in this note we summarize some of the
main Spanish tax issues that should be considered both in the purchase of distressed debt and also in connection

with any subsequent restructuring of such debt.

We include also some brief comments on the tax treatment of so-called FABs ("Fondos de Activos Bancarios"),
which are special funds designed to facilitate the disposal of assets by the Spanish bad bank (SAREB).

1. TAX ISSUES IN THE PURCHASE OF DEBT
1.1 Stamp duty in the purchase of mortgage debt

Public deeds executing the transfer of mortgage debt
are subject to Stamp Duty at rates ranging between
0.5% - 2% on the secured amount. This Stamp Duty is
payable by the buyer pursuant to the law.

Certain alternatives could be considered to mitigate or
postpone the impact of Stamp Duty (i.e. Law 2/1994
exemption if certain requirements are met, sub-
participation agreements, etc.).

1.2 Spanish Income tax implications for the Buyer

From an Income tax perspective, an appropriate
investment structure should take into account both the
potential Spanish withholding tax on the Spanish-
source yield on the acquired debt, and the corporate
income tax on the yields obtained in the jurisdiction of
the special purpose vehicle acquiring the debt (SPV or
Buyer).

Spanish withholding tax: Available exemptions

From a Spanish withholding tax perspective, both (i) the
interest income accrued on the debt principal and (ii)
the gain obtained for the difference between the debt
principal collected and the purchase price paid for the
debt (which is also characterised as "interest income"
for Spanish tax purposes) are taxable in Spain under
Spanish domestic legislation, at a 21% flat rate
(expected to be reduced to 19% in 2015).
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Non-resident investors obtaining Spanish-source
income are taxed on an income-by-income basis, not
being possible as a general rule to offset interest
income with losses.

Spanish domestic tax legislation provides for a
withholding tax exemption on interest income when the
Buyer is resident in a EU jurisdiction®, provided that the
Buyer can obtain a certificate of tax residence issued by
its country of residence and it does not obtain the
interest income through a permanent establishment in
Spain nor through a territory included in the tax haven
list published by the Spanish Tax Authorities.

This domestic exemption does not expressly include a
"beneficial owner" clause, but Spanish Tax Authorities
are entitled to apply Spanish general anti-avoidance tax
rules and "look-through" the Buyer to identify the
ultimate investor (i.e. similar to a "beneficial owner"
clause) if the SPV structure has a lack of economic or
legal substance and is set up only for tax reasons.

Tax status of the Buyer/SPV

As a general rule, the Buyer would be subject to
corporate income tax in its jurisdiction for the difference
between (i) the yield obtained on the distressed debt
acquired, which accrues on the face value, and (ii) the
yield payable on the debt borrowed (if any) to fund the
purchase price.

1. . . . .
Besides, some tax treaties entered into by Spain provide for a 0%

withholding tax on interest, such as the tax treaties with Switzerland or with

UAE, or the protocol amending the Spain-US tax treaty, not yet into force.
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Jurisdictions which are "usual suspects" to locate the
investment vehicles to purchase debt in Spain are
mainly Luxembourg, Ireland and The Netherlands,
where the corporate income tax impact could be
mitigated as follows:

(2) By setting up the SPV as a "tax exempt" vehicle
(e.g. Qualifying Investor Funds or "QIFs" in Ireland,
SIF or SICAR vehicles in Luxembourg); or

(b) By having a "taxable" vehicle (i.e. Soparfi or
Securitization company in Luxembourg, Section
110 companies in Ireland, or Dutch BVs) but where
the interest income is almost fully offset with tax
deductible distributions structured through profit
participating loans, asset-linked loans, or hybrid
loans (e.g. PECs).

In this regard, from a Spanish tax perspective we can
envisage two scenarios:

1. The SPVis tax exempt in its jurisdiction: In this
case we should confirm whether it would
nevertheless qualify as tax resident in its
jurisdiction for the purpose of benefitting from the
Spanish withholding tax exemption; or

2. The SPV is taxable in its jurisdiction: Here we
should check whether the Spanish withholding tax
exemption could be challenged under Spanish
general anti-avoidance rules, if most of SPV's
taxable income is passed on to the investors
through tax-deductible financial instruments.

Furthermore, attention should be paid to the
development of current international initiatives against
aggressive tax planning (e.g. OECD's Base Erosion
Profit Shifting project -BEPS— and EU Commission
recommendation addressing aggressive tax planning),
and how Spain and other jurisdictions implement such
recommendations. In our view, this environment will
make that investment structures with EU SPVs should
be more carefully implemented.

1.3 VAT implications

The transfer of loans or credit rights is exempt from
Spanish VAT. However it is important to check whether
the VAT exemption covers all the services to be
rendered within the transaction.
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2. TAX ISSUES IN DEBT RESTRUCTURINGS
2.1 Amendment of the debt's terms & conditions

If this amendment is deemed a "substantial”
modification of the existing debt as defined for Spanish
GAAP purposes (i.e. because the recalculated net
present value of the new cash flows estimate differs
more than 10% of the existing carrying amount), the
debtor would de-recognise the existing debt and a new
debt would be recorded at fair value. The difference
between the two values would be recognized in the P&L
account, included in the debtor's taxable income.

In this regard, particularly when senior debt is converted
into subordinated debt such as profit participating loans
(PPLs), a careful analysis should be made to check
how the subordination element and the participating
interest component could affect the cash flow
estimation.

This taxable income could be offset with:

(8) Tax losses of the current year, taking into account
that some accounting expenses/losses are not tax
deductible (i.e. financial expenses are deductible
up to the limit of 30% EBITDA, and portfolio
impairments are no longer deductible); or with

(b) Carryforward tax losses from previous years.
However, these can only offset up to 25%/50% of
the taxable income (which could result in tax
leakage) provided that the debtor's turnover in the
previous year has exceeded € 20 million. This
limitation has been extended to 2014 and 2015.

2.2 Debt-for-equity swap

Conversions of debt into equity could trigger accounting
and taxable income where the fair value of the debt is
lower than its nominal value, because such difference
should be recognized as income in the P&L account
(following the criteria of the ICAC, the Spanish
accounting authority), and this accounting income
would be taxable.

This is why the debt for equity swap is often structured
as a transfer of the debt to the borrower's parent
company in exchange for new shares issued by the
parent, while the (now intra-group) debt between the
borrower and its parent is kept in place in order to avoid
triggering accounting and taxable income at the
borrower.
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Specific case: conversion of shareholder's debt

However, we note that the Spanish Tax Authorities
have recently taken a more reasonable approach, in a
tax ruling issued in July 2013, when the creditor is the
100% shareholder of the debtor and its tax base cost in
the debt is equal to the nominal value.

In this specific case, all the converted debt should be
regarded for tax purposes as a shareholder's
contribution to equity (non-taxable), which gives much
more flexibility in a refinancing process to cancel
existing shareholders debt in order to strengthen the
borrower's net equity.

2.3 Partial waiver of the debt

The partial waiver of the debt would trigger accounting
income in the debtor's P&L account, which would be
taxable.

Recent change in law: full relief by carryforward t ax
losses

However, pursuant to a recent tax amendment included
in Law 16/2013 of 29 October applicable to tax periods
2014 and 2015, it would be possible to use carryforward
tax losses to fully offset the taxable income derived
from debt waivers resulting from an agreement with
creditors that are "non-related"” with the taxpayer.

This recent amendment would avoid triggering cash tax
impact in circumstances where the accounting income
derived from the debt waiver cannot be fully offset with
tax losses of the current period (i.e. because the assets
impairments were recognized in previous years, or due
to the recent restrictions to take a full tax deduction for
financial expenses or for impairments for decline in
value of subsidiaries), and thus the strict application of
the general limitation to use carryforward tax losses
would had led to the paradox of insolvent companies
incurring income tax liabilities.

~

We note that Spanish CIT Act provides a closed list of situations where
two persons are deemed to be related parties, including, amongst other
situations, where a shareholder has a qualifying shareholding in the
relevant company (i.e. 5% or more, or 1% or more if the shares of the
relevant company are admitted to trading in a regulated market), or
when it has a seat at the Board.

www.hoganlovells.com

debt in Spain

2.4 Debt-for-asset swap
Tax implications for the borrower

From a corporate tax perspective, a debt for asset swap
may trigger taxable income for the debtor either as a
taxable gain on the asset transfer (i.e. if the fair value of
the asset is higher than its tax base cost) or as a debt
waiver (if the fair value of the asset is lower than the
outstanding amount of the debt that is cancelled).

Depending on the circumstances of the debt for asset
swap, we understand that the exception to the limitation
to use carryforward tax losses described in the previous
paragraph should also apply to the income derived from
the debt waiver, but so far the Spanish tax Authorities
have not provided further guidance.

Tax implications for the Buyer

The potential gain derived from the difference between
the tax base cost in the debt and the fair value of the
asset received shall be exempt in Spain if the creditor is
tax resident in the EU (as exempt interest income).

If the creditor is a Spanish SPV (to which the debt has
been previously transferred by the Buyer), in our view
this Spanish SPV should not recognize any taxable
income as long as the acquisition of the asset does not
trigger accounting income (but only when it
subsequently transfers the asset at a gain), although we
note that this tax treatment is controversial.

From an indirect tax perspective (in case of real estate
assets), attention should be paid to non-recoverable
indirect taxes such as Transfer Tax or Stamp Duty.

Depending on the type of asset it may be possible to
structure the debt for asset swap as subject to VAT (in
which case only Stamp Duty would be due, but not
Transfer tax). Furthermore, in certain circumstances the
VAT reverse-charge mechanism would apply, in which
case the acquirer would have to self-assess the VAT
without a VAT cash payment being due.

Municipal tax on the increase in value of urbanlan  d

Last but not least, the municipal tax on the deemed
increase in value of urban land should be considered. If
the debtor has held the property for a long period of
time this tax could be very relevant (as it is calculated
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by applying certain coefficients to the cadastral value of
the land, ignoring its market value).

This tax is borne, by law, by the transferor of the land,
but could affect the creditors as long as the borrower
does not have the cash to pay this tax.

2.5 Debt buy-back

If a debtor buys back its debt at a discounted price, it
should recognize the difference between the nominal
value and the purchase price as an accounting income
in its P&L account, which would be taxable.

Debt buy-backs are often structured as a purchase of
debt by the borrower's parent company, which keeps in
place the (now intra-group) debt with the borrower in
order to avoid triggering accounting and taxable income
at the borrower.

3. BRIEF COMMENT ABOUT "FABs"

Investors could consider investing in assets or loans
currently owned by the SAREB by acquiring securities
issued by the so-called "FABs" of "Bank Asset Funds",
which are investment funds without separate legal
personality, similar to securitization funds, specifically
designed to acquire assets from the SAREB®.

FABs are supervised by the CNMV, are managed by
registered FABs management companies, and the
securities issued by the FABs can only be subscribed
by professional or institutional investors.

FABs are subject to Spanish corporate income tax at a
1% rate (as other Spanish regulated investment funds),
and investors in FAB's securities are taxed as investors
in Spanish regulated investment funds and Spanish
Government Bonds (i.e. non-Spanish investors are
generally exempt on the income and gains received).

FABs do not inherit tax liabilities of SAREB or previous
owners on the assets/loans acquired, and can have
several sub-funds to enable the ring-fencing of the sub-
funds' assets and liabilities.

® The first sale of a REO portfolio by SAREB in August 2013 (to H.I.G. Capital)
was structured through a FAB. The recently announced transaction with
Fortress has also been structured through a FAB.
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From an indirect tax perspective, FABs are exempt from
Transfer tax or Stamp Duty in acquisitions of
assets/loans from SAREB.

For further information, please contact:

Javier Gazulla

Partner, Madrid

T +34 91 349 81 59
javier.gazulla@hoganlovells.com

Juan Garicano

Counsel, Madrid

T +34 913498278
juan.garicano@hoganlovells.com

"Hogan Lovells" or the "firm" is an international legal practice that includes Hogan Lovells International LLP, Hogan Lovells US LLP and their affiliated businesses.

The word "partner" is used to describe a partner or member of Hogan Lovells International LLP, Hogan Lovells US LLP or any of their affiliated entities or any employee or consultant with equivalent standing.
Certain individuals, who are designated as partners, but who are not members of Hogan Lovells International LLP, do not hold qualifications equivalent to members.

For more information about Hogan Lovells, the partners and their qualifications, see www.hoganlovells.com.

Where case studies are included, results achieved do not guarantee similar outcomes for other clients. Attorney Advertising.

© Hogan Lovells 2014. All rights reserved.



