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MAIN SUPERVISORY ACTIVITIESWITH REGARD TO
THE MONTE DEI PASCHI DI SIENA GROUP

The supervisory activities conducted by the Bantiald in recent years with regard to Monte
dei Paschi di Siena (MPS) have been continuousoamgliowing intensity, with a focus on the
main areas important for its management: capitagadcy, the prudent management of the
liquidity position, financial risks and, in partiew, interest rate risk, the dynamics of the large
holdings of mainly long-term Italian government dencredit quality, the verification of internal
models for measuring credit and operational risid the adequacy of management and of the
system of internal controls. The following pagesovue a brief description of the main
supervisory actions with regard to MPS, in chrogadal order:

e In January 2008 MPS submitted to the Banca d’ltaBaapplication to acquire ABN
AMRO'’s Antonveneta group (BAV) as part of an agreatwith Santander. The cost of
the operation was around 9 billion (6 billion of st was for goodwill). A liquidity
commitment — of an estimated amount of around 9l®r— was foreseen for MPS, for
the purpose of repaying (within 12 months of theatesion of the contract) the credit
lines previously committed by AMRO to BAV. In lingith the applicable legislation, the
cost was evaluated in relation to the capital adeguand on the basis of its financial
sustainability for MPS.

» The application contained a plan for a capital e@ase, which was required in order to
remain compliant with capital ratios. A capital iease of 6 billion was foreseen, 5 billion
of which was earmarked for shareholders and lohilfor JP Morgan for the issuance of
convertible bonds in MPS shares (known as “FRESH™)urther 2 billion was obtained
via bond issuance.

* In March 2008 the Banca d’ltalia informed MPS ttia conclusion of the operation was
dependent on the achievement of the above-mentioapidal strengthening measures.
With reference to the capital increase earmarkedfPoMorgan and the planned issuance
of FRESH bonds, the supervisor (Banca d’ltalia)edskIPS to ensure that the relevant
contractual arrangements were consistent with thre capital status assigned to the
instrument and to guarantee the complete tran$femterprise risk to third parties.

« In May 2008 MPS reported that it had completedpi@n to increase its capital, as
requested by the Banca d’ltalia. On the basis efdbcumentation provided, the Banca
d’ltalia began an in-depth analysis of the drafttcacts relating to the FRESH operation
in order to verify the compliance of the assetuesfion with supervisory requirements.

» Technical discussions with MPS continued until 8egier 2008, when the Banca d’ltalia
formally informed MPS of the elements preventing thll inclusion in the bank’s core
capital of the shares used for FRESH.

* MPS provided the Banca d’ltalia with new contrattaaangements for the FRESH
operation, in line with the provisions of the Barnthalia. The Banca d’ltalia took note of
this in October 2008. Further details were subsetfyyédo emerge in this regard (see
below).



* In the second half of 2009 the supervisor inteedifts close examination of the liquidity
conditions of the MPS group. At the beginning ofl@Ghe bank was summoned by the
supervisor on three occasions in quick successior March, 30 March and 21 April
2010. From 3 to 7 May the supervisor visited thekb&r a series of informative
meetings. It emerged that there was a high incielefaepo operations backed by long-
term ltalian Government bonds, resulting in theogbon of high liquidity margins
(owing to growing demands for margin-settingn the context of worsening market
conditions. The situation of the bank was considi¢oebe unclear and potentially critical.

« Banca d’ltalia’s supervisory rules are strict agarels the necessary safeguards for
complex financial activities. The rules, laid down 2004, state that banks dealing in
credit derivatives — as with the transactions edrout by MPS — must be able to evaluate
on a daily basis developments in the prices ofviddial products and in the overall risk
profile of their portfolios. More generally, theles state that banks unable to correctly
measure and manage risks associated with compiexdial instruments must abstain
from trading in such instruments.

 In order to gain further necessary information itu,sa supervisory inspection was
launched immediately, looking at the MPS groupdsiidity management and its financial
risk division.

« The supervisory inspection was carried out betwideMay and 6 August and highlighted
tensions in the liquidity situation and a high legeexposure — not measured precisely —
to rate risk. The inspection also highlighted tlgedity of the investment strategies for
Government bonds, the value of which was quiteddegound 25 billion). In particular,
the liquidity position, characterised by high vdigt, had been mainly affected by two
structured repurchase agreements relating to gmesrh securities carried out with
Deutsche Bank and Nomura respectively, with a totahinal value of around 5 billion
euro, with risk profiles that were not adequatelynitored or measured by MPS, nor fully
reported to the MPS board.

« With reference to the assets of the Santorini Vehithe inspection did not reveal any
information to support the launch of a sanctionscpdure or an alerting of the judicial
authorities. In addition to the significant effemt liquidity, a problem came to light in
relation to the accounting criteria (cost evaluatiadopted by MPS and approved by the
auditing company. These procedures gave rise evasons on the part of the supervisor
as regards the operation’s representation on tledm sheet, which did not show its fair
value. Given that Banca d’ltalia does not have peves regards accounting, considering
the complexity of the operation and the possibtendor interpretation created by the IAS
accounting rules, the Banca d’ltalia decided in &uober 2011 to conduct a more in-depth
specific accounting review of this issue, in cotleddion with the other authorities, in part
so that an explanation could be provided to thareerttanking system. Given the
particularly complex nature of the operations, scdssion was opened that has not yet
been concluded.

e In the second half of 2010, in part owing to thdiah findings of the supervisory
inspection, it was clear that the capital of thekaeeded to be strengthened as soon as
possible. A formal request for this was made ie atigust 2010. In subsequent meetings
held in the autumn of 2010, the amount of the resugscapital increase was discussed. In
particular, the supervisor requested that the lefahcrease initially envisaged by the
bank be made higher to take into account the expasusovereign risk and the need to

! These contracts call for the continuous adjustroéttie volume of collateral assets provided a® {iréce varies.



strengthen the bank’s reserves in light of thessttests to be carried out at European
level.

The supervisory report was presented to MPS dwxingeeting of the Board of Directors
in the presence of the Statutory Board of Auditams29 October 2010. On that occasion
the supervisor, among other things, reaffirmed uhgent need to ensure, as soon as
possible, a substantial increase in capital andttengthen the internal controls. The
increase in capital was then to effectively takacplbetween April and July 2011 with a
total increase in core capital of 3.2 billion, #3ibn of which was to be paid in cash by the
shareholders.

In the face of requests for intervention and forwigjections, the corporate bodies of the
banks must respond to the findings of the inspadbip Banca d’ltalia and report to it on
the measures already taken in order to rectifystteetcomings identified by the inspection
and measures planned for the future. In this contd®PS indicated: the adoption of a
organisational model for the finance division whishuniform for the entire MPS group;
new supervisory and control tasks for the Finanaemmittee with regard to the
investment choices of entities within the MPS Gréoyperseas subsidiaries were asked to
suspend all trading activity); and changes to isle management strategy, with the aim of
improving the measurement of financial risk andieahg more rigorous financial risk
management. MPS stated that structured repurcltgasermaents relating to Government
securities were economically rational in supportafry trade strategies and the intention
to take on reduced risk-return profiles in the eahtof the overall position of the bank.
For those reasons, and taking into account adherenoperational limits in place, these
measures were not submitted to the board, but apgroy the Finance Committee and the
Director General.

The supervisor further intensified its scrutinytbé three main areas which emerged as
particularly problematic in the course of the 2@i€pection:

o0 Liquidity risks: the submission to the supervisor of a dadgort on liquidity risk
was imposed; strengthened governing procedures andnternal survey on
liquidity risks were requested; and a continuousfication of funding plans with
the involvement of management began. These exsmasealed dysfunctions and
shortcomings which sometimes seriously compromtkedreliability of the data:
on 22 September 2010, during a conference callstipervisor asked Mr Vigni,
the Director General of MPS, to personally signiafbrmation on the bank’s
liquidity position to be sent to Banca d’ltaliaiis supervisory capacity on a daily
basis;

o Interest rate risksthe supervisor requested that a report on riskag@ment be
sent to it periodically; the bank was also askethttude its specific interest-rate
risk profile in its capital adequacy assessment;

o Sovereign risk:the evolution of the Government securities pomtfdbecame
subject to constant monitoring. Continuous cheakshe quality of data revealed
organisational and procedural shortcomings whiatab® the subject of a formal
intervention in March 2011; in the absence of thlegresults, the bank was again
sent a formal letter of intervention in May 2012e tunsatisfactory response on the
part of the bank necessitated the opening of atissuscprocedure in respect of the
former managers;

o The Banca d’ltalia collaborated closely with thehauities of the United Kingdom
(FSA), the United States (Federal Reserve) and Hoéogg (the Hong Kong



Monetary Authority) in the monitoring of the liquig positions of the MPS
branches in London, New York and Hong Kong.

Seven meetings with the bank were held in the gdedoetween the end of the inspection
and the beginning of the following inspection tsdaliss the specific areas of focus of the
supervisory report. A formal intervention letter svaent to the corporate bodies of the
bank.

As of summer 2011 the rapid deterioration in madgetditions (the sovereign debt crisis
spread to Italy) caused a further severe weakeointhe liquidity position of MPS,
especially following the widening of the margins time two above-mentioned repo
agreements. The supervisor, through both formalimfiodmal interventions, called for the
top management of the bank to focus on the absaltgent need to adopt all the
necessary measures to re-establish appropriaiditygymargins.

In September 2011, the supervisor launched an usgmond inspection of the bank, in
order to carefully assess the suitability of theamuges adopted by MPS. The assessment,
which began at the end of September, also providiestense market conditions — for a
direct control of the MPS group’s liquidity managam essential to monitoring the
situation in close connection with the Banca didtal

The supervisory inspection indicated, in the ihijdnases, that the issues previously
highlighted by the Banca d’ltalia in its supervigocapacity had not, in fact, been

overcome and confirmed that the MPS group continodtave significant organisational

problems and an inadequate managerial structure.

The bank’s liquidity position became increasingigdile. In autumn 2011, the Banca
d’Italia was obliged to conduct securities lendoggerations in order to enable the bank to
increase its recourse to refinancing from the EeaopCentral Bank.

Given the difficult situation uncovered as a resiilthe latest inspection, on 15 November
2011 the Governing Board of the Banca d’ltalia swonad the top management of MPS
and of the MPS Foundation to Rome in order to nthken face up to their responsibilities
and ask MPS to quickly and definitively turn arouhd way it conducts its business.

MPS later terminated the contract of its Direct@n@ral, Dr Vigni. On 12 January 2012,
Dr Viola was appointed as Director General. Upamteation of his contract, Dr Vigni
received a payoff of approximately €4 million. laly) 2012, the Banca d’ltalia, deeming
the payoff was not justifiable given the circumstas delved further into specific aspects
of the matter which then led to a formal interventletter being written and a sanctioning
procedure being started on the administrative amtrcl bodies in office at the time, who
were responsible for the decision.

On 19 January 2012, the Governor of the Bancal@lsent a letter to MPS repeating the
objections raised by the Governing Board of theddad'ltalia during the meeting of 15
November. In the light of the revealed shortcomiagd tensions, MPS was asked for an
extraordinary intervention plan.

The on-site inspection of MPS was completed on 9ch&012, after the MPS group’s
liquidity position was normalised, following, amomgher things, MPS’ participation in
the two three-year refinancing operations conduttgdhe ECB. The inspection report
was highly critical, emphasising the bank’'s sericgfsortcomings in its liquidity
management. A sanctioning procedure was starteM®8 board members, the former
Director General, the auditors and the membershef management committee for
shortcomings in organisation, internal controls brehch of the regulations on containing
financial risk. These proceedings are in theirlfgtages.



In the inspection report, the structured repo ageds mentioned previously were
re-examined. MPS is criticised for not criticallgviewing these operations in terms of
their cost and benefits, even following the findirgf the Banca d’ltalia on the occasion of
the previous inspection. The bank was also questi@s to data filing irregularities which
led to the exposure deriving from these repos bentgrestimated. Information providing
further details on the transaction with Nomura,hlighting the Alexandria restructuring
operation carried out with Nomura, and on the antiog criteria followed in the
transactions was submitted to the CONSOB (Commissiazionale per le Societa e la
Borsa, the public authority responsible for regatathe Italian securities market). At the
same time, the supervisory report was communidatéue judicial authorities.

At a meeting on 27 April 2012 the majority of themmbers of the Board of Directors and
of the Board of Statutory Auditors were replacedr Mussari did not renew his
candidature for the role of President.

In June 2012 the new corporate bodies approveddhebusiness plan, which contained
the extraordinary initiatives requested by the Badittalia on 19 January.

The plan, among other matters, confirmed the comant to achieve by 30/06/2012 the
capital target (9% of core tier 1 plus an excegiaemporary buffer for the holding of
state securities) set by the EBA in the recommemaadf December 2011, aimed at
increasing market confidence in the capacity oflibeking system to withstand adverse
shocks. Although its capital was well above the amiqorovided for in the prevailing
regulations, Banca Monte dei Paschi di Siena rexbm shortfall of €3.3 billion as at
30/09/2011 compared with the target set in the EBZommendation. The shortfall was
entirely attributable to the valuation at markeates of Italian Government bonds held in
its portfolio (about €25 billion); leaving asideetlsovereign risk buffer required by the
EBA (€3.5 billion), the bank’s core tier 1 ratio as30/09/2011 was equal to 9.2%. The
plan put in place by MPS to strengthen its cagtdinot enable it to make up the shortfall
entirely. The Banca d'ltalia therefore asked thenistry of Economy to adopt a public
backstop measure, as provided for in the decisfaimeo European Council of Heads of
State or Government of 26 October 2011. In Noven20d2 MPS put the amount of the
intervention at the maximum amount provided foremthe law, equal to €2 billion; the
Banca d’ltalia gave a favourable opinion.

In the ensuing months many senior managers withrédeg were replaced.

On 17 July 2012 MPS provided its response to thpaation findings . In general, having

regard to the entire contents of the inspectiodifigs (weakness of the financial balance,
failings in organisation and controls), MPS citbé bbjectives in the recently approved
corporate plan for 2012-2015, in which the centtamponents were the financial

rebalancing of the group and the initiatives spedifn the plan to strengthen the liquidity
position and the organisational and control stmectiVith regard to the Deutsche Bank
and Nomura operations, MPS stated that, in ordeedace the absorption of liquidity by

such financial investments, it had tried to mitegite collateral obligations by negotiating
with the counterparties possible amendments torélevant contractual clauses. While
some amendments to the contracts were agreed witks€he Bank, the negotiations with
Nomura were abandoned by MPS owing to the heavyadnj would have had on the

profit and loss account.

In a letter of 15 October 2012, MPS notified thpeswisor that on 10 October MPS’s new
directors found a contract dated 31 July 2009 betwBanca Monte dei Paschi di Siena
and Nomura, related to the restructuring of thexAfelria security transaction. This is a
“framework” contract that provided evidence of thk between the restructuring of the
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Alexandria security transaction and the subsequepb operations carried out with
Nomura, and clarified the real purposes of theseraipns. The contract had not been
disclosed to the Banca d’ltalia’s inspectors whoreveesponsible for inspections
conducted on MPS’s finance division in 2010 and 120In the absence of these
documents, the supervisor was not previously abledéentify with certainty the real
purpose of the various components of the operaliba.new information also contributed
to strengthening reservations previously expressedhe Banca d’ltalia regarding the
Santorini operation.

In the light of the above, the Banca d'ltalia resjed that MPS provide it with an
analytical and detailed reconstruction of the restlire of the transaction as described in
the contract provided. In addition, the Banca ddtasked MPS for an assessment of the
current and future impact of the operation on tbenemic and patrimonial situation of
both the bank and the group as a whole, as weif e accounting practices used for the
said operations, including those of previous years.

In this case, too, the Banca d’ltalia immediateiformed the Public Prosecutor’s Office
that the contract had been kept hidden from thersugory authorities at the time of the
inspections carried out in both 2010 and 2011.

In an e-mail dated 28 December, before it provittedformal response to the request for
information issued by the Banca d’ltalia, MPS senthe supervisory authorities a draft
report addressed to the board of directors comigirthe initial references to the

Nomura/Alexandria, Deutsche Bank/Santorini tranieast Mention was also made of a
low impact transaction entitled “Nota Italia”, ielation to which mistakes were made in
assessing the risk stemming from the operation.

The e-mail in question also included the transimipbf a conference call that took place
in July 2009 between representatives of MPS andMaroconcerning the transaction with

the latter counterparty. It was also specified the framework agreement for the

Alexandria transaction had not been sent to thét@wsd In various press releases (dated
28 November 2012, 17 January 2013, 22 January 200323 January 2013), MPS

informed the market that it was carefully examinthg aforementioned structured repo
agreements that it had stipulated in the precegiags.

From the end of 2011 the Banca d’ltalia was kefarmed by Siena’s Public Prosecutor’s
Office about the ongoing investigation and wasdnstant contact with the judges dealing
with the enquiry, who received every possible #@sste and had access to all
documentation, in collaboration with the CONSOB &hd Guardia di Finanza. The

Banca d'ltalia assessment of the true nature oftrdmesactions carried out by MPS was
therefore also based on developments in the crinmgairies, which had brought to light

facts that would have otherwise been impossiblstertain.

In this regard, both the Banca d’ltalia and the petent judicial authorities worked in
close cooperation to also determine whether th&r@ctial structures used for the FRESH
operation were in line with the regulations of tBanca d’ltalia and the information
communicated at that time by MPS to the supervisaoithority. In response, in December
2012 the Banca d'ltalia initiated a sanctioninggaaure.

* * *

To conclude, MPS has been subject to detailed gigoey scrutiny, which has made it
possible to identify and put a stop to high-riskhaty, leading the bank to strengthen its
administrative and control procedures. Its busingsbeing closely monitored by the
Banca d’ltalia, in close cooperation with the newanagement, which is currently



implementing a comprehensive restructuring with iewvto boosting efficiency and
restoring adequate profit levels.

Following the action taken to date, the liquiditguation has improved. Capital levels are
more than adequate with respect to the currentatgy limits: the supervisory measures
have led to an increase in the total capital ratithe MPS group from 9.3% at the end of
2008 to 15.4% in September 2012 (compared with r@nmoim regulatory limit of 8%).
The public support that is now required relateth® pursuit of the higher capital targets
set by the EBA in its Recommendation of Decembdrl2énd the implementation of the
restructuring plan.

Rome, 28 January 2013



