Regulation No. 242 of the Financial and Capital Market Commission

Riga, 22 December 2020

Regulation on Credit Risk Management

Issued in accordance with Section 34.2 (4) and Section 55 of the Credit Institutions Law and
Section 122.* (4) and Section 119.* (3) of the Law on the Financial Instruments Market

|. General provisions

1. Regulation on credit risk management (hereinafter - the Regulation) shall set out the minimum
requirements for credit risk management, asset quality evaluation and provisioning.

2. The Regulation shall be binding on credit institutions and investment firms registered in the
Republic of Latvia that are institutions within the meaning of Regulation (EU) No 575/2013 of the
European Parliament and of the Council of 26 June 2013 on prudential requirements for credit
institutions and amending Regulation (EU) No 648/2012 (hereinafter — Regulation No 575/2013),
(both jointly hereinafter — institution).

2.1 Institutions registered in another Member State that have the right to provide financial
services in the Republic of Latvia in accordance with Article 6(3) of Credit Institutions law, shall
apply Article 38 regarding the repayment time limit for mortgage loans and consumer loans and
Articles 51 to 65 of the Regulation.

3. The Regulation shall apply to the credit institutions under the supervision of the European
Central Bank, if the European Central Bank has not issued its own requirements for credit risk
management and asset quality evaluation. Correspondingly, Chapters VII, Villand IX of the
Regulation shall not be binding on the credit institutions under the supervision of the European
Central Bank.

4. Application of provisions of the Regulation is recommended to savings and loans
associations, except for Chapters VII-X of the Regulation, investment firms registered in the
Republic of Latvia that are not institutions within the meaning of Regulation No 575/2013, where
the Regulation is applicable to their activities.

5. Institutions shall comply with the requirements of the Regulation on individual basis and
consolidated or sub-consolidated basis, ensuring that the credit risk management within the
prudential consolidation group or subgroup and all its subsidiaries conforms to the requirements of
the Regulation.

6. Definitions of the terms used in the Regulation:

6.1. credit risk - possibility of incurring a loss from the failure of the counterparty to fulfil
its contractual obligations towards the institution;

6.2. loan - any contractual relationship between the institution and a counterparty that
comprises obligations or contingent obligations and gives rise or might give rise to credit
risk in the future;

6.3. credit obligations - obligations or contingent obligations arising fromloan agreemert;

6.4. provisions - impairmentloss recognised in the financial statements in accordance
with the accounting standards;

6.5. interest payment capitalisation - adding accumulated interest to the principal of the
loan or interest repayment with a new loan issued to the borrower;



6.6. accounting standards - International Accounting Standards issued by the
International Accounting Standards Board, International Financial Reporting Standards
(IFRS) and the interpretations of the Standards of the International Financial Reporting
Standards Interpretations Committee approved by the European Commission and published
in the Official Journal of the European Union;

6.7. assets in stage 1 in accordance with accounting standards - assets with no
significant increase in credit risk since initial recognition, within the meaning of IFRS 9;

6.8. assets in stage 2 in accordance with accounting standards - assets with significant
increase in credit risk since initial recognition, but not impaired, within the meaning of IFRS
9

6.9. assets in stage 3 in accordance with accounting standards - credit-impaired assets,
within the meaning of IFRS 9;

6.10. forborne asset — exposure classified as a forborne exposure, within the meaning of
Regulation No 575/2013 Article 47b;

6.11. non-performing loan (hereinafter — NPL) — exposure classified as a non-performing
exposure, within the meaning of Regulation No 575/2013 Article 47a, including defaulted
exposure, in accordance with Article 178 of Regulation No 575/2013, or assets in stage 3 in
accordance with accounting standards;

6.12. Commission — the Financial and Capital Market Commission;

6.13. financial institutions — credit institutors, savings and loans associations, leasing
companies, licensed lenders and, as far as possible, other institutions corresponding to the
definition of "Statistical classification of economic activities NACE Rev. 2 Sector "K" -
"Financial and insurance activities™;

6.14. micro, smalland medium-sized entity —within the meaning of the definition of micro,
small and medium-sized entity issued by European Commission Recommendation
2003/361/EC (6 May 2003);

6.15. commercial real estate — within the meaning of point (4) of paragraph (1) of Section
2 of European Systemic Risk Board Recommendation ESRB/2016/14 on closing real estate
data gaps;

6.16. environmentally sustainable lending — lending to finance environmentally
sustainable economic activities. It is part of a broader term "sustainable financing”, which
comprises any financial service or investment, including equity or debt instrument,
guarantee or risk management instrument;

6.17. Guidelines No. EBA/GL/2020/06 — guidelines No EBA/GL/2020/06 "Guidelines on
loan origination and monitoring" issued by the European Banking Authority;

6.18. the use of other terms shall correspond to the use of terms in the Credit Intuitions
Law, Consumer Rights Protection Law, Regulation No 575/2013, Regulation No 680/2014,
accounting standards, the Bank of Latvia regulation on compiling the monthly financial
position report and compiling interest rate reports of monetary financial institutions and
governing the operations of the Credit Register, Commission regulation on establishment of
internal control framework and development of capital and liquidity adequacy assessment
process, Commission regulation on calculation of capital requirements for credit risk and
Commission regulation on the enforcement of exposure limits to persons related to an
institution.



6.1 Institution shall implement this regulation, taking into consideration the following principles:

6.11. internal governance requirements are applied taking into account the size, nature and
complexity of the institution;

6.'2. creditworthiness, loan and collateral valuation and monitoring throughott the life of the
loan are applied according to the size, nature and complexity of the credit facility.

7. Each institution shall develop credit risk management system appropriate to its activities,
considering the overall volume of credit, types of loans, characteristics of its counterparties, the
number of units involved in credit risk management and other factors having material effect on the
level of credit risk in the institution. An institution shall ensure that credit risk is managed taking into
account its interaction with other risks inherent to the operations of an institution. Credit risk
management shall be performed on an ongoing basis throughout the entire life cycle of credit
exposure.

8. Counterparty credit risk shall be also regarded as credit risk for the purposes of this
Regulation.

9. Requirements of the Regulationshall be applicable to all types of transactions, which are
exposed to credit risk in accordance with Regulation No 575/2013 (hereinafter also— credit risk
exposures), inter alia, financial assets that are debt instruments including loans, as well as off-
balance sheet items referred to in Annex 1 to Regulation No 575/2013. Requirements of the
Regulation shall also be applicable to those derivatives, which are exposed to credit risk in
accordance with Regulation No 575/2013.

10. Requirements of the Regulation shall be applicable to all activities and services of the
institution that exposed to credit risk either in banking or trading book.

11. Institution’s supervisory board (if set up) and executive board (hereinafter both jointly - the
management) shall be responsible for efficient credit risk management, ensuring that the institution
shall:

11.1. develop and approve credit risk strategy and policies, and define responsibility of
the management in the area of credit risk management, ensuring credit risk management
environment appropriate to the institution’s activities;

11.2. ensure the use of clearly defined loan granting criteria,;

11.3. establish and maintain efficient asset quality assessment system;

11.4. ensure adequate credit risk control in the institution and prudential consolidation
group or sub-group;

11.5. ensure ongoing loan administration and measurement, assessment and monitoring
of creditrisk.

Il. Credit risk strategy and internal documents for implementation
of the credit risk strategy

12. Credit risk strategy shall form a part of the institution's overall risk strategy, which shall be
aligned to internal capital and liquidity adequacy assessment process (ICAAP and ILAAP) and shall
reflect the credit risk tolerance and the credit risk appetite, minimum lending standards, desirable
loan portfolio structure, level of loan portfolio diversification, loan concentration limits and other
parameters characterising the credit risk. The level of detail in credit risk strategy shall be
determined according to the overall volume of loans and business model of the institution. The
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setting of credit risk tolerance and other credit risk parameters shall be based upon the assessment
results of the institution’'s credit risk capacity.

13. Institution shall determine its ultimate credit risk capacity considering other risks inherent to
the operations of the institution that arise from the risk strategy of the institution. Institution shall
develop, document and consistently apply methodology for assessing the credit risk capacity of the
institution, setting out methods or models to be used, as well as the parameters, assumptions and
estimates thereof. Considering that the institution's credit risk capacity depends on the amount of
capital in institution's disposal, the overall volume of credit and loan quality, as well as income and
expenditure arising from the activities exposed to credit risk, the institution may use the analysis of
the following indicators characteristic to the institution’s activities in the methodology:

13.1. own funds requirement for credit risk (for previous years and projected), which is
defined in accordance with requirements of Regulation No 575/2013;

13.2. the amount of capital requirement for credit risk (for previous years and projected),
defined in accordance with the requirements of the Commission’s regulation on the
development of capital and liquidity adequacy assessment process;

13.3. credit risk - related income and expenditure (for previous years and projected);

13.4. overall volume of credit (for previous years and projected);

13.5. results of stress tests using various scenarios.

14. Credit risk strategy shall define at least:

14.1. types of loans an institution grants (for example, commercial loans, consumer
loans, loans secured by residential mortgage, loans where there is mismatch between the
borrower’s income currency and loan currency, including unhedged loans), sector of
economy, geographical location, tolerable concentration level, currency, maturity and
profitability of various types of loans;

14.2. credit risk tolerance and a profit the institution is willing to generate, by assuming
the relevant credit risk;

14.3. capital requirement for credit risk;

14.4. basic principles for classification of loans according to their quality;

14.5. desirable loan quality leveland increase or reduction of the overallvolume of credit;

14.6. credit risk mitigation methods;

14.7. impact of environmental, social and governance (ESG) factors on underwriting and
credit risk management.

14.% Institution, when developing credit risk strategy, shall take into account the risk profile of its
clients developed for the purposes of anti-money laundering and counter-terrorist and proliferation
financing (AML). Institution shall develop internal documents that set out how the institution
manages AML risks that arise fromloan origination and administration throughout the life of the
loan.

15. When developing credit risk strategy, institution shall assess qualification and availability of
the employees required for the implementation thereof, as well as the capacity of management
information systems and organisational structure for the implementation of the strategy.

15.% Institution shall develop and adopt credit risk culture in line with the requirements set out
the Commission regulation on development of internal control system and in line with the
Guidelines No. EBA/GL/2020/06 paragraphs 26 to 29.



16. An institution shall develop internal documents in accordance with its size, nature and
complexity of its activities, as well as the volume and structure of credit risk exposures, and shall
ensure the resources necessary for its application, including specialists with appropriate
gualifications and experience in loan origination, credit risk management and credit risk control.

17. It shall be the duty of the institution to ensure that its internal documents in the field of credit
risk ensure the implementation of the credit risk strategy and prescribe the authorisations and rules
for efficientloan granting, loan administration, execution of transactions with financial instruments
with exposure to credit risk, identification, measurement, assessment of and provisioning for credit
risk, loan monitoring, loan forbearance, NPL management, creditrisk control and mitigation, as well
as identification of credit risk-related fraud events. The requirements set out in internal documents
shall be at least as prudent as the relevant regulations. An institution shall develop and document
the internal documents related to the credit risk management in accordance with the requirements
of Annex 1 to this Regulation.

18. Aninstitution shall set out the procedure for reporting deviations from the approved intemal
documents.

19. An institution shall review the internal documents related to credit risk management on a
regular basis, in order to ensure their consistency with the institution’s business model, operational
strategy, macroeconomic conditions and future outlook, as well as the best international practice
and to minimise differences between the loss estimates and actual losses.

20. An institution shall determine the desirable loan portfolio structure (for example, by client
profile, by type of loans) and accordingly shall define at least the following loan concentration limits:

20.1. limits on exposures to a single client or group of connected clients;

20.2. limits on exposures to persons related to the institution;

20.3. limits on intra-group exposures;

20.4. limits on claims against institution;

20.5. limits on exposures to clients related to a certain economic sector or geographical
region;

20.6. limits on exposures secured by the same type of collateral or the financial
instruments of the same issuer;

20.7. limits on loans issued in the currency other than the borrower’s income currency.

21. An institution shall classify two or more clients into the g roup of connected clients, as well
as shall develop the procedure referred to in Point 50.* of this Regulation for identifying the group
of connected clients in accordance with the requirements set out in Guidelines of the European
Banking Authority of 23 February 2018 EBA/GL/2017/15 "Guidelines on connected clients under
Article 4(1)(39) of Regulation (EU) No 575/2013" (hereinafter — Guidelines No EBA/GL/2017/15).
In addition, an institution shall consider that:

21.1. The reference mentioned in Guidelines No. EBA/GL/2017/15 to Article 22 (1) and
(2) of Directive No 2013/34/EU of 26 June 2013, on the annual financial statements,
consolidated financial statements and related reports of certain types of undertakings,
amending Directive 2006/43/EC of the European Parliament and of the Council and
repealing Council Directives 78/660/EEC and 83/349/EEC shall mean the reference to
Article 61 of the Law on the Annual Financial Statements and Consolidated Financial
Statements;



21.2. The reference mentioned in Guidelines No. EBA/GL/2017/15 to Article 23
of Directive No 2013/34/EU of 26 June 2013, on the annual financial statements,
consolidated financial statements and related reports of certain types of undertakings,
amending Directive 2006/43/EC of the European Parliament and of the Council and
repealing Council Directives 78/660/EEC and 83/349/EEC shall mean the reference
to Article 64, 65, 66, 67 un 68 of the Law on the Annual Financial Statements and
Consolidated Financial Statements.22. An institution shall assess the need to set lower
internal limit on exposures that subject to restrictions laid down in the legal acts.

23. The limits set on loans and other credit risk exposures and the standardised rules for loan
granting approved by the institution shall be strictly observed and they may not be adjusted to the
needs of a borrower. When the policies of an institution provide for a possibility to deviate from the
set limits in exceptional circumstances, such deviation shall be approved by an executive board or
a committee authorised for such purpose.

24. When the strategy provides for granting loans to borrowers, whose financial position and
fulfilment of loan obligations depend upon economic, social or political situation of another member
state or third country, an institution shall develop, approve and implement policies and procedures
to identify and manage country risk and transfer risk, which is a component of country risk and is
related to the borrower's capacity of having available foreign currency in order to meet obligations
towards the institution. Restrictions on utilization of income gained in foreign currencies effective in
a relevant country shall be considered in terms and conditions of such policies and procedures.

25. Conditions for granting loans to persons related to the institution and commercial entities
where the persons related to the institution hold senior management positions or are members of
management body and conditions for review of agreements may not be more favourable than the
conditions for loans granted or reviewed to the persons notrelated to the institution under similar
circumstances.

26. Before implementation of a new financial service or entry into new market the institution
shall analyse potential amount of creditrisk associated with such services and the effect thereof
on the capital requirement for credit risk. Institution shall assess the need for the development of
new credit risk management policies and procedures with regard to such financial services or
amending the already applicable policies or procedures. The said requirements shall apply notonly
to new financial services, but also to such existing financial services, where the terms and
conditions change significantly.

26." Institution shall define in its internal documents leveraged transactions, taking into account
the criteria set outin the Guidance on leveraged transactions issued by European Central Bank in
May 2017. If the institution undertakes such transactions, it shall apply the requirements set out in
paragraphs 49 to 52 of Guidelines No. EBA/GL/2020/06.

[1l. Responsibility of the management of the institution in credit
risk management

27. Institution’s supervisory board shall have responsibility for credit risk management, and it
shall:
27.1. approve a credit risk strategy that defines the credit risk tolerance and operational
targets an institution plans to achieve through activities exposed to credit risk;



27.2. approve the most important policies for implementation of credit risk strategy;

27.3. monitor and control how the executive board of the institution manages the credit
risk inherent to the operations of an intuition and whether such operations comply with the
credit risk strategies and policies;

27.4. establish that the internal audit function shall regularly examine and assess the
compliance of the institution’s operations with its credit risk strategy, policies and
procedures, and shall report the results of assessment to the supervisory board;

27.5. establish information exchange procedures between the supervisory board and
executive board, for instance, the executive board shall submit quarterly report on credit risk
management to the institution’s supervisory board, summarizing information on achieving
objectives setin the credit risk strategy, report the results of stress testing and, if necessary,
submit an action plan for overcoming the critical situations;

27.6. ensure that the institution’s remuneration policy neither contradicts to its credit risk
strategy nor facilitates short-term profit making compromising medium-term and long-term
objectives, when performing transactions that are exposed to credit risk;

27.7. regularly, but at least annually, review the credit risk management strategy and key
policies, and assess the credit institution’s own funds adequacy for covering the credit risk
undertaken or to be undertaken, based on the credit institution’s financial perfomance
results and operational plans, and taking into account changes in the legal acts, economic
situation, markets and forecasts, as well as the introduction of new financial services;

27.8. supervise the process of asset quality assessment and provisioning.

28. The institution’s executive board shall have responsibility for implementing credit risk
strategy approved by the supervisory board and credit risk management, and it shall:

28.1. ensure development of policies and procedures for credit risk management;

28.2. ensure the achievement of objectives set in the institution’s credit risk strategy and
implementation of policies and procedures for credit risk management;

28.3. establish the allocation of powers, duties and responsibilities for credit risk
management among a credit institution's units and responsible employees;

28.4. approve the stress testing procedures, scenarios and procedures for reporting
results of creditrisk stress testing, assigning a unit or employees responsible for preparing
and submitting reports to the executive board, and shall control their timeliness;

28.5. ensure informing the employees engaged in the loan granting process and credit
risk management about the credit risk strategy, policies and procedures and their
responsibility for compliance with the policies and procedures of an institution;

28.6. ensure the recruitment of such employees, whose gualification corresponds to the
duties to be performed in the field of credit risk management;

28.7. ensure ongoing compliance with loan granting criteria and maintenance of high
ethical standards, when performing credit risk managemernt;

28.8. approve loan concentration limits and shall ensure compliance thereof;

28.9. reviewand assess assetquality assessmentresults and adequacy of the provisions
on aregular basis.

V. Management information system



29. An institution shall implement a management information system that enables quantification
of the amount of credit risk and ensures high-quality (reliable, precise and traceable), detailed and
timely reporting on the structure of loan portfolios to be managed, on the clients, including
interconnection of the clients, as well as information that enables identification of persons related
to the institution listed in Point 25 of this regulation, information on compliance with the various
amounts and limits of loan concentrations, as well as data on historical results from the loan
recovery and application of forbearance measures (recovery costs, duration, actual profit or loss)
by types of loans.

29.! Management information system shall ensure continuous information about the loan, loan
collateral and their link through the life of the loan. Institution may use the templates developed by
the European Banking Authority for sale of NPLs in secondary markets as example for necessary
datafields.

30. Management information system shall ensure timely delivery of information to the
appropriate level of management of in case the concentration or any other limits are exceeded.

31. Information provided in the management information system shall enable the management
of an institution to duly monitor the credit risk management through the life of the loan, including
maintenance of capital requirement for covering credit risk and analysing the results of stress
testing. Management information system shall provide for assessment of both the total amount of
the institution’s credit risk and the amount of credit risk of various portfolios or activities in a timely
and credible manner as well as make judgement on compliance of the credit risk amountto the
credit risk strategy targets.

32. The institution’s management information system shall ensure that all sources of credit risk
are identified, taking into consideration the macro-economic conditions, the amount of credit risk is
measured and assessed and monitoring of creditrisk is conducted at the level of portfolio, unit,
subsidiary as well as at prudential consolidation group or sub-consolidated level.

33. An institution shall establish and document a transparent communication and reporting
mechanism to ensure that the management, units and employees of an institution are able to
receive and exchange information aboutthe credit risk management, inter alia, changes inthe level
of credit risk, and a comparison of expected loss calculation with the actual loss as well as credit
risk measurement, analysis and monitoring.

34. The institution shall, as far as possible, apply the same data, assumptions, definitions and
processes in measuring and managing the credit risk, inter alia, in the process of loan granting, as
it in valuation of items on its financial statements and budgeting. Prior to using internal or extemal
datain credit risk management, an institution shall carry out appropriate data quality checks and
shall ascertain the accuracy of data and the suitability to the purpose of use.

V. Granting of loans

General requirements

35. Institution shall set and follow strict and clearly defined loan granting criteria and limits that
ensure implementation of credit risk policy of the institution in accordance with the credit risk
strategy and shall be applicable, when assessing the impact of the planned exposure on the c redit
risk of the institution and the ability to absorb it. Loan granting criteria and limits shall be set for
each target market, type of loans to be issued (including unsecured loans), purpose of the loan and
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the repayment capacity of the borrower (hereinafter - creditworthiness), including defining loan limit
vis-a-vis the value of the collateral and income of the borrower. Institution may use the loan granting
criteria that are appropriate to the type of loan set out in Annex 1 of the Guidelines No
EBA/GL/2020/06.

35.1 Institution shall regularly assess compliance and efficiency of loan granting criteria. The
supervision of loan granting process quality shall be ensured also by units with business functions
(first line of defence) in accordance with the risk management principles set out in Commission
regulation on establishment of internal control framework.

36. Institution shall ensure that the credit risk assessment includes the evaluation of borrower's
creditworthiness and creditrisk mitigating factors, inter alia, collateral (if any). Existence of collateral
shall substitute the assessment of borrower's creditworthiness and reception of required
information.

36.1 Collateral shall not be the predominant criterion for approving a loan and it shall not be
considered the primary source of repayment with the exception where the loan agreement
envisages that the repayment of the loanis based on the sale of the collateral or the institution has
accepted liquid financial collateral.

37. Institution shall ensure documentation of the creditworthiness assessment and decision on
loan granting or refusal. Documented results shall be sufficient to justify the proposal to approve or
decline the loan agreement.

38. Institution shall set the tolerable maximum loan repayment term for various types of loans,
except for overdrafts, revolving loans, credit lines and payment card loans or similar products, the
issuance and repayment whereof is not set out in a pre-agreed repayment schedule, and the
increase and repayment is possible for the entire term of contractual relationship within the scope
of alimit (hereinafter all of the above - overdrafts). The maximum repayment term of a residential
mortgage loan issued to a natural person shall be 30 years, but the maximum repayment term of a
consumer loan (including financial lease transactions) shall be seven years.

39. Institution shall set out procedure for taking decisions on loan granting and for loan
repayment according to the type of loan and borrower, the documents and information required for
taking loan granting decision, as well as the powers and responsibility of the management board,
established committees (credit committees) and employees involved in granting of loans, including
loans granted via automated decision-taking processes. Institution shall clearly set out the
maximum period of validity of the credit decision. If the transactionis notexecuted within this period,
the employees responsible shall update the information used in the credit decision making,

39.! Institution shall ensure that the employees that take decisions on loan origination,
amendments to loan agreements or early termination of the agreement are objective and
independent and the conflict of interest is managed in accordance with requirements set out in
Commission regulation on establishment of internal control framework. An employee or official
representative of the institution shall not participate in credit decision making if:

39.11. the employee or official representative of the institution has a personal or professional
relationship outside the institution with the borrower;

39.12. the employee or official representative of the institution has an economic or any other
interest, including direct or indirect, actual or potential, financial or non-financial with the borrower;

39.13. the employee or official representative of the institution has undue political influence or
political relationship with the borrower;



39.12. the employee or official representative of the institution has a conflict of interest regarding
the loan collateral or collateral valuation.

39.2 Institution shall establish work organisation principles in credit committees, including the
role of each member and the voting rights. If the institution provides veto rights to the the chief risk
officer, it shall apply paragraph 69 of the Guidelines No EBA/GL/2020/06.

40. Where the institution participates in syndicated loan granting process, it shall perform the
analysis of credit risk and credit-granting terms independently from the analysis conducted by the
arranging bank of the syndicated loan before taking decision on loan granting,.

41. Institution shall enter into agreement with the borrower, stating the purpose of the loan,
amount, procedures for pay-out and repayment, interest rate and procedure for interest calculation,
loan collateral and other conditions. Institution shall conclude the loan agreementwith the borrower
only when all pre-conditions and conditions have been fuffilled. The disbursement shall only take
place when the conditions set outin the loan agreement have been fulfilled. If the institution and
the borrower agree on amendmentsto the loanagreement, the disbursement takes place only after
the conditions set outin the amendments have been fulfilled.

42. Prior to entering in the loan agreement, institution shall provide the borrower with complete
and fair information about all contractual conditions and risks, including:

42.1. the structure (principal and interest payments) and amount of regular payments of
the borrower;

42.2. for loan agreement with floating interest rate warn the borrower about the risks
associated with the impact of growing interest rates on loan payments, providing examples
of calculations that illustrate the potential impact of interest rate growth on the amount of
debt service expense and debt service to income (DSTI) ratio;

42.3. where the loan currency does not match the borrower’s income currency, wam the
unhedged borrower about the risks associated with unfavourable changes in the currency
rates, and the impact of such changes on the amount of payments, as compared to the
situation, where the borrower’s income currency matches the loan currency. Institution shall
provide the borrower with examples of calculations that illustrate the potential impact of
changes in the loan currency rate on the amount of the debt service expense and the debt
service to income (D STI) ratio. Where the borrower’s income currency rate is pegged to the
loan currency rate, the institution shall explain the currency peg conditions.

42.4. where the borrower is a financial institution, insurance company or other financial
market participant, having sufficient knowledge and experience in financial risk
management, institution may reduce the scope of informationto be provided, if the borrower
agrees.

43. Institution may use technology-related automated solutions (hereinafter - automated
solutions) for creditworthiness assessment and decision making for loan granting, if the following
conditions have been fuffilled:

43.1. institution provides rules for using automated process solutions, inter alia, stating
the products and limits, for which automated decision-taking is allowed, considering the
limits of automated solutions;

43.2. institution duly incorporates risks pertaining to the use of automated solutions in its
risk management and control systems, providing for appropriate restricting control
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mechanisms, for instance, early warning criteria and criteria for suspending the operation of
automated solutions;

43.2.* the model applied by the institution is fit for the purpose;

43.3. institution ensures model input data quality, the appropriateness of assumptions
used in the model and methodology applied, institution is able to explain the underlying
model of the automated solutions used and shall ensure their traceability and stability;

43.4. institution monitors the performance results of automated solutions on regular basis
and compare actual performance with the modelled performance;

43.5. institution duly documents and reviews the automated processes and models from
time to time;

43.6. institution ensures that the management board has sufficient understanding on the
use of automated solutions used in the institution, their limitations and impact on the credit
granting process.

43.* Remuneration policy, including the setting of the variable part of remuneration, of identified
staff and other employees involved in credit granting shall not encourage excessive risk-taking that
exceeds thetolerated creditrisk of the institution, as well as shall take into consideration the conflict
of interest that arises from linking the remuneration of staff to sales.

Borrower's creditworthiness assessment

General requirements

44, This Regulation shall set out the minimum requirements for assessing the creditworthiness
of a borrower. Institution may set stricter requirements.

45. The income of the borrower shall be considered as the key source of loan repayment, while
collateral or other risk mitigation factors shall ensure additional protection.

46. Borrower's creditworthiness assessment shall cover the analysis of at least the following
information: purpose of the loan, financial condition of the borrower and its stability, loan repayment
sources, risk already assumed by the borrower, overall volume of risks and vulnerability to changes
in economy, repayment behaviour, borrower's financial contribution in funding the purpose of the
loan, loan collateral, including guarantees, and as far as possible the impact of climate change and
sustainability factors. Institution shall take into account the type of loan, amount and complexity
when assessing borrower's creditworthiness. The institution may use the information and data for
the creditworthiness assessment according to the type loan set outin Annex 2 of Guidelines No.
EBA/GL/2020/06.

47. Institution shall develop internal procedure on the volume and level of detail of information
to be used in assessing the creditworthiness of the borrower, considering the volume and type of
the loan to be issued. Where the borrower is a consumer within the meaning of the Consumer
Rights Protection Law, an institution shall also consider the requirements laid down in the
Consumer Rights Protection Law. Information to be used in assessing the creditworthiness of the
borrower shall contain data on the income of the borrower, their obligations and related payments,
and it shall form the basis for further decisions on loan granting.

47. Institution that grants environmentally sustainable loans shall set out in internal documents
the mechanism of granting and monitoring such loans in accordance with paragraph 58 of
Guidelines No. EBA/GL/2020/06.
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48. Information referred to in Point 47 of this Regulation for assessing the borrower's
creditworthiness shall be obtained from the borrower and institution’s internal and external (for
example, Credit Register, credit information agencies, State Revenue Service, State Social
Insurance Agency and other data bases) sources.

49. Institution shall request the borrower to confirm the accuracy and completeness of
information provided in the loan application.

50. Institution shall check, as far as possible, the accuracy and completeness of infomation
provided bythe borrower. Institution shallset outcriteria and indicators (type of loan,amount, other
elevated risk factors), where the involvement of an independent expert of risk control function is
required.

50.! Institution shall determine and consider the affiliation of the borrower to a group of
connected clients or persons affiliated to an institution in the borrower's creditworthiness
assessment. To determine such affiliation, institution shall develop procedure for identification of
persons affiliated to the institution and groups of connected clients.

Creditworthiness assessment of consumers

51. Information about the income of the borrower, who is a consumer, shall be considered
sufficient, if it meets the requirements of the Consumer Rights Protection Law and this Regulation.

52. Information about the obligations of the borrower and related payments shall be considered
sufficient, if its provides an appropriate picture about the amount of monthly payments made by the
borrower, considering the information available from the credit information agencies and the Credit
Register, as well as information provided by the borrower. If the amount of obligations or monthly
loan payments specified by the borrower exceeds the amount set by the institution considering the
available information in external and internal databases, when assessing the creditworthiness of
the borrower, the institution shall use the information provided by the borrower.

53. When assessing the creditworthiness of a borrower, who is a consumer, institution shall use
the following minimum ratios:

53.1. debt service to income ratio (hereinafter - DSTI), calculated as follows:
DS

DSTI =—,
|

where:

DS is the total amount of credit payments to financial institutions per month both for the loan
the borrower has applied for and for other loans of the borrower, including loans granted and not
yet used, inter alia, overdrafts, but without credit payments for debt obligations that would be
settled as a result of granting of the planned loan.

The total amount of credit payments to financial institutions shall be comprised of the
repayment of the principal amount, interest payments, commissions and other regular payments
to be settled under lending agreements. The total credit payments to financial institutions per
month shall be obtained by adding up credit payments of all loans. Institution shall use all
information at its disposal, obtained from the sources referred to in Point 48 of this Regulation for
calculating the credit payments. Institution may increase the amount of the credit payments to be
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assessed, as compared to the amount of the credit payments according to information provided
by the borrower, if the institution considers it, based on the internal procedure of the institution for

the borrower's creditworthiness assessment, to be justified.

Institution shall set in its internal procedure sufficiently conservative assumptions regarding
the interest rates of loans issued by other financial institutions. Institution shall analyse the
borrower's creditworthiness, considering the possibility that floating loan interest rates may
change considerably in the trend that is not favourable to the borrower. If there is a mismatch
between the loan currency and borrower’s income currency, institution shall consider the potential
currency rate change in the trend that is not favourable to the borrower.

If the frequency of credit payments is less than once per month (quarterly, semi-annually,
annually, or other), the amount of credit payments per month shall be estimated as an average
monthly ratio for the relevant frequency (for example, dividing the quarterly payment by 3).

Where the loan repayment is deferred or made at the end of the term (bullet loan), the amount
of credit payments per month shall be estimated as an average monthly ratio, assuming that the
remaining (outstanding) obligations of the borrower (including principal amount and interest) shall
be repaid in equal parts up to the expiry of the ultimate term of obligations.

The amount of monthly overdraft payments per shall be assessed, by dividing the amount of
the granted credit limit by 48 (assuming that the term of such loan is four years).

Interest rates of overdrafts issued by companies that have a licence for providing consumer
lending services, shall be considered as the maximum amount of total costs of loan as setout in
the Consumer Rights Protection Law, but the interest rates of overdrafts issued by other lenders
shall be assumed at least in the amount of payment card credit interest rates newly issued to the
households by monetary financial institutions of Latvia, as posted on the website of the Bank of
Latvia.

Forloans that granted in portions within the scope of the granted credit limit and where the
pay-out and repayment is defined in a pre-agreed repayment schedule (for example, construction
loans), the amount of monthly credit payments shall be assessed as a monthly average ratio,
based on the granted total credit limit and assuming that the obligations of the borrower (including
the principal and interest) are repaid in equal parts by the expiry of the term;

| is average monthly income of the borrower after the taxes payments and other mandatory
social contributions to be paid to the State that are documented and can be verified and
recognised as sustainable by the institution (for example, considering the expected retirement
age, temporary employment contract, self-employment etc.), based on data for at least last six
months, for which there is available information on borrower’s income. Increase in income shall
be considered only if there is written evidence. As an exception the institution may calculate the
average monthly income using a period that is shorter than six months (but not shorter than 3
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months), if the institution considers the income from a shorter period stable and itis supported by
written evidence;

53.2. annual debt to income ratio (hereinafter - DTI), calculated as follows:

DTI :_'ID,

where:

D are all debt obligations of the borrower towards all financial institutions and, as far as
possible, also non-financial institutions, including the loan which the borrower has applied for, and
the granted but not yet used loans, but without debt obligations that would be settled as a result
of granting the planned loan;

| shall be obtained, by multiplying the average monthly income calculated in accordance
with Point 53.1 of this Regulation by 12;

53.3. loan to value ratio (hereinafter — LTV), calculated as follows:

L
LTV =—
Vl

where:
L is the amount of the planned loan;
V is the collateral value;

53.4. should the DSTI referred to in Point 53.1 of this Regulation exceed 40 per cent or the DTI
referred to in Point 53.2 of this Regulation exceed the coefficient 6, the creditworthiness of the
borrower shall be assessed as insufficient, and the granting of such loan is not permitted, except
where the borrower's creditworthiness assessment demonstrates that the borrower will be able to
repay the loan also with higher DSTI or DTl level. Exceptions referred to in this Point, as well as
deviations from the maximum term restrictions referred to in Point 38 of this Regulation may not
exceed 10 per cent of the amount of loans newly issued by an institution to natural persons per
calendar quarter (based on the last available information for the previous calendar quarter).
Institution shall explain the risk-mitigating elements in the specific case where exceptions are
applied;

53.5. the maximum loan term requirements, DSTI and DTl requirements referred to in

Points 38 and 53.4. of this Regulation shall not apply to cases, which in are Consumer Rights
Protection Law are set out as exceptions where the institution is exempt from the duty to assess
the ability of consumer to repay the loan, as well as to forborne assets.
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54. Where a borrower still has outstanding credit obligations after the expiry of the loan tem
(for example, loans under recovery procedure), the institution shall be prohibited to issue a new
loan to the borrower, unless done within the scope of forbearance measures in accordance with
Chapter VIl of this Regulation.

55. Institution shall assess the effectiveness of the loan guarantees (if any), possibilities and
time of required for exercising loan guarantees.

56. Borrower’s creditworthiness and the ability of the guarantor to fulfil the obligations arising
from the guarantee agreement shall be assessed separately.

57. When assessing the guarantor of the consumer lending agreement, who does not cany out
economic activity, on his ability to fulffil the obligations arising from the guarantee agreemert,
institution:

57.1. shall apply the requirements referred to in Point 38 and Point 53.4 of this
Regulation to the guarantor providing the guarantee, including in the calculation both the
guarantee obligations for the agreement to be concluded and other existing outstanding
guarantee obligations - both in the amount of at least 50%;

57.2. shall determine the amount of guarantee of each involved guarantor in the
guarantee agreement;

57.3. where several guarantors are involved, income and credit payments of such
guarantors may be aggregated in the assessment of the DSTI and DTI.

58. If loan is issued to a borrower who simultaneously is a guarantor with respect to other
obligations, guarantees provided by the borrower (including guarantees for legal entities) shall be
considered in the calculation of their DSTI un DTl in the amount of at least 50 per cent of the
outstanding obligations as a guarantor.

59. Institution shall develop criteria for setting the proportion of outstanding obligations of the
guarantor referred to in Points 57.1 and 58 of this Regulation higher than 50 per cent.

60. Where the loan agreement foresees joint responsibility of several borrowers for loan
repayment, the income and credit payments of the borrowers may be aggregated in the
assessment of DSTland DTI. If the loan agreement foresees different level of liabilities among
borrowers, institution shalldevelop a procedure for including the different liabilities of the borrowers
inthe DSTland DTl calculation.

61. Where a joint borrower, who has already undertaken joint debt obligations, is willing to take
a new loan, institution may:

61.1. repeatedly assess the creditworthiness of all joint borrowers in total, based on
current data on their income, credit payments and guarantees;

61.2. assess the individual creditworthiness of the borrower, based on current data on
their income, credit payments and guarantees, assuming that the existing joint credit
obligations and monthly payment is divided by the number of borrowers (for example, where
there is a principal borrower and one joint borrower, credit obligations shall be divided by
two), unless other distribution of liability is foreseen in related loan agreements.

62. Institution shall analyse the income stability of borrower, who is a consumer, including
assessment of the development of economic sector or geographic region of the borrower's source
of income. Institution shall set stricter requirements for granting loans to borrowers with higher
credit risk, including application of stricter DTI, DSTI or LTV limits to borrowers with fluctuating or
irregular income or whose income currency mismatches the loan currency.
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63. Institution shall analyse regular expenses of borrower, who is a consumer, that not related
to the debt repayment (for example, rent, public utility payments, expenses for dependants, etc.),
and shall consider them, when assessing the creditworthiness of the borrower. Institution shall
develop its own methodology and calculations for determination of such expenses.

64. Institution shall assess to what extent the risk of borrower, who is a consumer, depends on
the declared income generated by the real estate (for example, rent or other income resulting from
the borrower’s operations with real estate), and to what extent - upon other sources. If the declared
income from real estate exceeds 20 per cent of the overall income of the borrower and, if the
amount of the loan the borrower has applied for exceeds 70 per cent of the market value of the
collateral (real estate) of such loan, then the creditworthiness of the borrower shall be assessed as
insufficient.

Creditworthiness assessment of individuals that borrow with the purpose of carrying out
economic activity arising from real estate transactions

65. Institution shall set out procedures for issuing buy-to-let residential loans or other income-
generating residential loans, that result from borrower’s operations with real estate, taking into
account paragraphs 111 to 113 of Guidelines No. EBA/GL/2020/06. Loan amount for such loans
may not exceed 70 per cent of the collateral (real estate) market value for such loan, and, when
assessing the creditworthiness, the forecasted income from the real estate shall be considered in
the amount of not more than 70 per cent.

Creditworthiness assessment of legal entities

65.1 Institution shall apply points 66.—67.4 of this regulation according to the type and amount
of loan and complexity of the transaction.

66. Where the institution assesses the creditworthiness of micro or small enterprise, institution
shall apply paragraphs 121-140 of Guidelines No. EBA/GL/2020/06.

67. Where the institution assesses the creditworthiness of mediumor large enterprise, institution
shall apply paragraphs 144-167 of Guidelines No. EBA/GL/2020/06.

67.* Where the institution grants loan to legal entity for financing commercial real estate, the
institution shallapply paragraphs 169 —174 of Guidelines No. EBA/GL/2020/06 in addition to points
66 or 67 of this regulation. Where the commercial real estate is to be used by the borrower for
conducting its business, the institution applies only points 66 or 67 of this regulation.

67.2 Where the institution grants loan to legal entity for real estate development, the institution
shall apply paragraphs 176 — 181 of Guidelines No. EBA/GL/2020/06 in addition to points 66 or 67
of this regulation.

67.2 Where the institution grants loan to legal entity for shipping or offshore infrastructure
building, purchase or operations, institution shall apply paragraphs 184 — 186 of Guidelines No.
EBA/GL/2020/06 in addition to points 66 or 67 of this regulation.

67.% Where the institution grants loan to legal entity for project financing, institution shall apply
paragraphs 188 — 192 of Guidelines No. EBA/GL/2020/06 in addition to points 66 or 67 of this
regulation.

Loan pricing
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68. Aninstitution shall define the principles and proceduresfor pricing loans, taking into account
the credit risk appetite and profitability set out in the business strategy. The price shall be set
according to the type of loan and borrower, including all elements for loan pricing and thereby
ensuring that is can justify loan pricing decision. Institution shall set out the decision-making
mechanism in pricing and assign employees, who shall be responsible for maintaining and up dating
it as well as monitoring whether the price reflects the risk undertaken.

69. Institution shall commensurate the risks associated with the loan and the expected benefits,
taking into account the cost of resources, existence of collateral and other restrictive conditions, as
well as whether the currency of borrower’'sincome matchesthe currency of the loan, when deciding
on loan agreement conditions.

69.! The price shall be determined to cover all loan-related costs assumed by the institution
until the next re-pricing date or the end of the loan, including capital and funding costs, operating
and administrative costs and other costs attributable to the loan, credit risk costs calculated for
different homogenous risk groups taking into account historical credit loss for such loans as well as
competition and market conditions. For the purposes of pricing and measuring profitability the
institution may apply performance indicators in paragraph 203 of Guidelines No. EBA/GL/2020/06.
If the institutionissues material loans below cost, such transaction shall be properly justified and
decided on in line with the process set outin internal documents.

69.2 Institution may set specific pricing principles for promotional loans that are part of special
programmes (forexample, loans with support from Development Financial Institution "Altum®, study
loans)

Assessment of collateral

69.2 Institution shall ensure that it possesses a current valuation of the collateral at the point of
loan origination. Institution shall analyse the existence, eligibility and adequacy of collateral,
considering the LTV prescribed in the loan origination policy, as well as the enforcement or other
options of using the collateral under different scenarios.

70. Institution shall define eligible collateral for issuing different types of loans and shall
determine which collateral appraisal approachesthe valuer shall use. Institution shallensure these
approaches are prudent, compatible with the type and value of the collateral and that they align to
the credit risk strategy and other internal documents of the institution.

71. Institution shall verify the legal conditions of the collateral, ensuring that the enforcement
(foreclosure, sale) of collateral is possible, insurance options and other conditions before
recognising the collateral as eligible.

72. At the point of origination the institution shall appraise the collateral using full visit approach,
surveying the property from inside and outside (full valuation). As a derogation from the first
sentence of this paragraph, institution may set a threshold, when it shall not apply full visit approach,
considering the type of collateral (for example, agriculture land and forest land), type, size and
complexity of the loan, LTV and availability of reliable information from external sources.

72.1 If institution uses advanced statistical models for valuation of collateral at the point of
origination, institution shall apply them only in accordance with the requirements set out in
paragraph 210 of Guidelines No. EBA/GL/2020/06.

72.2The collateral shall be assessed by a valuer that complies with the criteria set outin points
73.1— 73.% of this Regulation.
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72.2 The institution shall assess as far as possible the impact of ESG factors, including physical
and transition risk, on the value of the collateral.

72.% Institution shall ensure that the valuation of the collateral is appropriately documented and
contains clear, objective and transparent information about the valuation process, elements and
parameters of the property, including at least the following:

72.41. who ordered the valuation, the task and the purpose of the valuation;

72.4 2. approaches, methodology, main parameters and assumptions that have been used in
the valuation;

72.* 3. description of the collateral, including its current use, the best and most efficient use
(whether it is specific application and whether it is economically viable to adjust it to market needs),
type of property, technical condition and the age;

72.* 4. location of the collateral, description of the property market conditions and the liguidity.
If the valuation is prepared by an internal valuer and the institution performs regular analysis of the
corresponding segment of real estate market, the valuation may not include the description of the
market conditions and liquidity of the collateral;

72.% 5. the legal attributes of the collateral (the ownership, encumbrance and other legal
aspects);

72.% 6. Information on all known circumstances that may affect the value of the property,
including factors that contribute to uncertainty.

72.5 Institution shall critically review the quality of the valuations they receive from valuers, in
particular focusing on assumptions used in the valuation, ensuring that the approach and
assumptionsare prudentand clear and the comparable properties used as market pricebenchmark
have been properly identified.

72.°The institution shall value movable property using requirements set out in paragraphs 215-
220 of Guidelines No. EBA/GL/2020/06 according to the movable property type, value and
valuation complexity.

73. If the loan is secured with a deposit placed with the institution, the institution shall ensure
whether there are no impediment for claims and obligations netting also in case of initiation of an
insolvency procedure against a collateral issuer. If a transaction (total amount of transactions) is
significant and subject to a number of jurisdictions, an institution shall provide a legal opinion on
the possibility of netting claims and obligations.

Requirements for valuers

73.1 Immovable and movable property valuation shall be performed by an independent certified
internal or external valuer in accordance with Latvian property valuation standards, European
property valuation standards or international property valuation standards. As an exception to this
rule, institution may use not certified valuers for loan origination to legal entities and monitoring of
performing loans. Institution shall set out its approach in internal documents, taking into
consideration the type of property, market practice, as well as adequate knowledge and experience
of internal and external valuers.

73.2 Institution shall approve a list of its internal and external valuers and shall ensure that the
the experience and expertise of the valuers on the list cover the markets and industries where the
institution has issued collateralized loans and that the valuers on the list comply with the following
criteria:
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73.21. the valuer is not involved in the loan granting process;
73.2 2. the fee of the valuer is not linked to the result of the valuation or the value of
immovable property;
73.23. the valuer provides an objective, sufficiently justified and clear valuation report that
reflects the actual condition of the valuation object.
73.2 Institutionshall ensure via appropriate contractual terms that valuers who carry out the
appraisal of a given property and their first-degree relatives meet all of the following conditions:
73.2 1. they are not involved in the loan application, assessment or administration;
73.2 2. they are not influenced by the borrower’s creditworthiness;
73.2 3. they do not have a conflict of interest regarding the property in question, the valuation
process and the result of the valuation;
73.3 4. they are not related to either the buyer or the seller of the property.
73.% Institution shall monitor the level of concentration for valuations performed by a valuer and
shall diversify the valuers as far as possible to avoid overreliance on valuations performed by an
individual valuer.
73.° The institution shall set out in its internal documents the number of consecutive valuations
of the immovable property a valuer can carry out for performing loans. Afterwards, an institution
shall ensure rotation of valuers to the degree possible. If the institution cannot rotate the valuer, the
institution shall justify retention of the same valuer in the subsequent years.
73.5 When performing monitoring of immovable property collateral for performing loans,
institution shall also apply paragraphs 82-83 of this Regulation.

VI. Loan administration and monitoring

Loan filing

74. An institution shall perform ongoing monitoring of the loans that includes loan filing,
preparation and sending out notifications and other necessary documents.

75. An institution shall develop and implement a loan monitoring system to ensure:

75.1. efficient monitoring of documentation, contractual terms, restricting conditions and
collateral;

75.2. accuracy and timeliness of information provided in the information system
(including management information system);

75.3. compliance with the principle of segregation of duties, ensuring that the storage of
originals of the most important documents, transfer of resources and input of information
into data base of the institution shall be performed by different employees;

75.4. compliance with laws and regulations, as well as the approved internal documents
of the institution;

75.5. transparency of credit decision making that allow identification of derogations from
credit policy and decisions that were escalated to decision making a higher level body.

76. An institution shall continually assess and document in the loan file (including electronic
data carriers) the borrower’s ability to meet contractual obligations. An institution shall ensure that
the loan file contains all the information required for the assessment of the current financial
condition of the borrower and for the transparency of decision-making process and credit history
(for instance, regular financial reports and their analysis, documents proving the existence and the
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amount of the borrower’s income, information on the financial condition of the borrower obtained
from third parties (for example, auditors, tax consultants), documents proving the use of the loan
for the intended purpose in the agreement, loan assessment documentation, internal reporting to
the management of the institution, correspondence with the borrower, the borrower or collateral
survey reports, collateral valuation and the results of the value monitoring or reference to the
document or other data storage device containing them).

Loan quality monitoring

77. Aninstitution shall establish and implementa monitoring systemfor an ongoing assessment
of quality of individual loans or loan portfolios.

78. Loan quality monitoring system shall ensure that:

78.1. an institution understands current and expected financial condition and
creditworthiness of the borrower;

78.2. contractual conditions are complied with, including a condition that the issued loan
is used for purpose defined in the agreement and the loan is paid out in accordance with the
loan agreement;

78.2.% institution monitors adherence to loan covenants, taking into account paragraphs
266-288 of Guidelines No. EBA/GL/2020/06;

78.2.2 institution applies paragraphs 257-265 of Guidelines No. EBA/GL/2020/06 to
borrowers that meet the definition of medium-sized and large companies;

78.3. adequacy of collateral is assessed, considering changes in the market and its
development trends;

78.4. institution duly responds to the early warning system signals on deterioration of the
loan quality;

78.5. institution shall take viable loan agreement forbearance measures suitable for the
borrower’s situation;

78.6. institution shall take measures set out in internal documents to ensure cure or
recovery of loans with significant deterioration in the loan quality, for instance, additional
analysis of the borrower’s problems, enhanced controls over the borrower’s currentaccount,
audit of loan and collateral documentation, development of a plan of remedial measures.

78.1 If institution participates in syndicated loan transactions, it shall apply paragraph 256 of
Guidelines No. EBA/GL/2020/06.

79. An institution shall set out in internal documents the the following :

79.1. distribution of responsibilities among units, including internal control function, for credit
risk management throughout the life of the loan;

79.2. criteria and indicators that trigger change of responsibility for monitoring the loan from or
business units to units that are responsible for forborne exposure or NPL management;

79.3. decision making mechanism for change in loan status.

80. The management of the institution shall assign employees and units responsible for
monitoring the quality of individual loans and loan portfolios, the quality of collateral or guarantee
providers. In setting the duties of the employees, the executive board of an institution shall consider
the possible conflict of interest, in particular, regarding employees whose performance appraisal
depends on such criteria as the overall volume of credit, quality of loans or loan portfolio or short-
term profitability or result of valuation of the collateral.
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81. The remuneration of employees involved in credit risk monitoring, including collateral
monitoring and valuation, must not depend onthe criteria referred to in Point 80 of this Regulation.
The institution shall ensure that its remuneration policy facilitates effective loan monitoring and
motivates the employees of the institution to respond to the first signs of deteriorating loan quality,
to prevent further deterioration of loan quality.

Monitoring of collateral

82. The institution shall establish a mechanism for regular monitoring of loan immovable
property collateral value and liquidity for all loans, for which an institution has accepted collateral.
The institution shall update the immovable property collateral value, on a regular basis, by
performing individual asset value update or applying value indexation or other statistical methods.
Where an institution appliesindexation method, it shall establish that the indices used are reviewed
on a regular basis, they are applicable to the relevant type of real estate and based upon actual
real estate transactions during a sufficient time period.

82.1 Institution shall set out in internal documents immovable property collateral monitoring
frequency and approaches taking into consideration the type, value and complexity of valuation in
accordance with paragraphs 221-222 and 225-226 of Guidelines No. EBA/GL/2020/06. In addition,
institution shall set out the approaches for updating the value of immovable property collateral for
different types of immovable property.

82.2 Institution shall ensure that the approach or combination of approaches used by the
institution in immovable property collateral monitoring is prudent and compatible with the type of
collateral and its market value. Institution shall set out criteria (for example, changes in assumptions
used in valuation) that trigger revaluation of collateral.

82.2 Institution shall apply paragraphs 227-230 of Guidelines No. EBA/GL/2020/06 for
monitoring of movable property collateral according to the type and value of the collateral and
complexity of valuation.

82.%Institution shall apply points 73.1~ 73 of this Regulation to internal and external valuers that
perform value update of immovable or movable property collateral. When monitoring the value of
collateral for NPLs, institution shall also apply points 149-158 of this regulation.82.° If the institution
applies statistical models, including indexation, it shall ensure that the indices applied are regularly
reviewed, the models are applicable to the relevant type of immovable property, are sufficiently
granular and based upon actual immovable property transactions over a sufficient time period.

83. Risk control function shall ensure regular comparison of internal and external valuations
with market data of appropriate similar objects and back-testing, using a representative set of
transactions in order to challenge the quality of valuations provided by internal or external valuers.

Early warning system

84. The institution shall carry out loan quality monitoring for performing loans at borrower and
transaction level as well as for each significant group of loans with shared risk parameters (for
example, groups by client or type of loan, industry, geographical location), in order to detect the
loan quality deterioration timely basis and to, initiate measures for prevention of further loan quality
deterioration as soon as possible. Where the institution identifies deterioration in loan quality at
borrower group or portfolio level, the institution shall carry out a detailed examination and shall set
out action plan to mitigate the risk of subsequent loan quality deterioration for individual loans.

21



85. The institution shall apply as part of loan monitoring process a set of appropriate indicators
or features for early warning regarding loan quality deterioration in accordance with paragraph 274
of Guidelines No. EBA/GL/2020/06, taking into account the type, size and complexity of the loan.

86. Institution shall assess onregular basis the occurrence of early quality deterioration f eatures
both at the level of groups with share risk characteristics, separate borrowers, groups of
interconnected borrowers and individual transactions.

87. Institution shall set out in its internal documents reaction to early warning signals and
indicates the following:

87.1. qualitative and quantitative indicators or features that provide evidence for deterioration
in loan quality in accordance with credit risk appetite and credit risk strategy;

87.2. additional monitoring actions and their frequency as well as escalation procedures after
reception of early warning indicators;

87.3. communication mechanism with clients and additional information to be requested;

87.4. units and employees responsible for actions set out in points 87.2. and 87.3. of this
Regulation and setting up an appropriate action plan;

87.5. decision making mechanism for further action, including decision on adding the borrower
or the interconnected borrower group to watch-list.

88. Institution shall ensure storing of historical data for inclusion and exclusion of clients from
watchlist..

89. Institution shall ensure that clients on watch-list are appropriately marked in the
management information system and regularly included in the asset quality reports to the risk
management unit, units involved in loan origination and management of the institution.

Internal rating system

90. Institution may apply internal rating system for the purposes of loan quality monitoring., The
internal rating granted to the borrower within the scope of the internal rating system shall reflect
their creditworthiness and corresponding loan quality and shall be granted based on severa
criteria, for example, type of loan, type, scope and location of collateral, probability of default (PD),
credit history and other characteristics of the borrower. Internal ratings may be used for defining
the capital requirements for credit risk, pricing of loans, monitoring the quality of loans or loan
portfolios, calculating the expected loss and adequacy of impairment provisions.

91. Institutionshall reviewthe internal rating granted to the borrower on aregular basis to ensure
the consistency of the internal rating to the quality of the loan, based on the changes in indicators
affecting the creditworthiness of the borrower, for example, industry development trends, growth
indicators of the borrower and macroeconomic outlook. Granting or approval, as well as the review
of internal rating shall be carried out by the employees who not involved in the loan granting
process, engaging employees from the internal control function.

92. Internal rating system shall cover all loans, not only the loans in Stage 2 or Stage 3 in
accordance with the accounting standards. Such internal rating system shall ensure a sufficiently
detailed credit risk measurement and classification of loans by similar credit risk parameters, as
well as shall reflect the level of credit risk for each individual loan and the loan portfolio as a whole.

Measurement, assessment and monitoring of credit risk
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93. Institution shall ensure the measurement and assessment of the credit risk as part of credit
risk management. Institution shall set the creditrisk level for the first time at the moment of loan
origination, in order to ensure measurement of credit risk over the entire expected life of the loan.

94. Institution shall consider the expected loss of the loan and the capital requirement for credit
risk, namely, the capital necessary to cover unexpected loss, when measuring and assessing credit
risk.

95. Institution shall set out the methodology in internal documents that enable assessment of
credit risk of exposures to individual debtors, securities or securitisation positions and credit risk at
the loan portfolio level. The institution shall ensure that it does not mechanically rely only upon
credit ratings provided by external credit assessment institutions (rating agencies) for assessment
of credit risk within the meaning of Regulation (EC) No 1060/2009 of the European Parliament and
of the Council of 16 September 2009 on credit rating agencies, as well as does not use them as
the sole credit risk assessment criterion.

96. Institution shall monitor credit risk at the level of individual loans, loan portfolios (mortgage
loans, credit lines, derivative financial instruments and portfolios of other loans), credit exposures
or their portfolios and overall credit risk level inherent to the operations of the institution.

97. Institution shall apply analytical methods that appropriate to the nature and complexity of its
activities in measurement, assessment and monitoring of credit risk. The principles and the
selection of methods applied, as well as the underlying assumptions and estimates used therein
shall be documented and reviewed on a regular basis. The institution may not excessively rely on
a particular analytical method in assessing credit risk;; a quantitative credit risk measurement must
at all times be supplemented with a qualitative expert assessment.

98. Institution shall consider forbearance measures for loans whose quality has deteriorated
significantly, anin accordance withthe requirements of Chapter VIl of this Regulation or developing
a loan recovery programme prescribing, for instance, enforcement of collateral or initiation of
insolvency.

Significant increase in credit risk

99. Institution shall performthe assetquality assessment onregular basis, i.e., at least quartery
and whenever the institution receives information indicating that a significant increase in credit risk
has occurred or is likely to occur..

100. Institution shall assess the significance of increase in credit risk in accordance with
accounting standards, focusing on the following features:

100.1. decrease in the internal or external credit rating of a counterparty or deterioration
of rating forecast;

100.2. the borrower has informed the institution of the wish to change contractual
conditions, that would classify as asset forbearance;

100.3. anissuer has proposed a review of prospectus;

100.4. the borrower has been included in the watch list;

100.5. an institution has decided to increase the requirements for collateral or to set
stricter contractual conditions with respect to new loans granted that are similar to
outstanding loans, and the rationale of the decision is increase in credit risk from the initial
recognition of the already issued loans.
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101. Institution shall not use 30-days-past-due indicator as the sole indicator of significant
increase in credit risk, whereas all assets where the days past due exceed 30 days shall be
regarded as assets in Stage 2 in accordance with accounting standards.

102. If the institution concludes that no significant increase in credit risk has occurred to the
asset in Stage 1 in accordance with accounting standards, it shall, if necessary, increase the
provisions without relocating the asset to Stage 2 in accordance with accounting standards.

103. If assets have not been derecognised in accordance with accounting standards when
applying forbearance measures, the institution shall assess significant increase in credit risk since
the initial recognition, comparing the probability of default before and after application of
forbearance measures. The institution shall consider the impact of forbearance measures on the
ability of the counterparty to meet its obligations, financial condition of the counterparty and future
forecasts of the industry, as well as shall assess the business plan of the counterparty and its
compliance with the repayment schedule after the forbearance measures.

104. Where the institution applies low credit risk exemption, that allows drop assessment of a
significant increase in credit risk for an asset in accordance with accounting standards, the
institution shall assess and document evidence that the asset is low credit risk status is justified.
Institution shall not apply this exemption to loans, except where the counterparty is a central
governmentand the creditrating assigned to the counterparty by external credit rating institution
correspondsto the credit quality step from one to three in accordance with Article 114 of Regulation
No. 575/2013 or such local government, which the competent authority of the relevant Member
State treats as the central government referred to in this Article in accordance with Article 115 of
Regulation No. 575/2013.

105. Institution shall assess and recognise significant increase in credit risk for the assetas a
whole, without dividing it into components.

106. Institution shall use all information, which it has obtained or may obtain, and which is
available without undue effort or excessive costs, when assessing significant increase in creditrisk.
Aninstitution shall determine internal and externalinf ormation sources and methods for application
of information in determining and evaluating significant increase in credit risk. The institution shall
rely more upon qualitative and forward-looking information, and not only on the number of past-due
days within the assessment of significant increase in credit risk and assignment of the NPL status
for assets that the institution assesses on an individual basis. ,

107. Institution shall use appropriate scenarios in the calculation of expected losses, applying
the prudence concept. For the baseline scenario the institution shall apply, as far as possible, the
same dataand assumptions as those applied for preparation of financial statements and budgeting.
Institution shall determine the timeline covered by the scenarios, applying detailed macroeconomic
outlook over a time horizon of two to three years and afterwards following the general economic
development outlook.

Internal model validation

108. Institution shall, on regular basis but at least annually, carry out validation of the models
applied in the calculation of expected losses. The institution shall ensure validation of its models,
upon commencement of the use, as well as after introduction of material changes.

109. Model validation shall be performed by staff who have the necessary qualification,
expertise and experience and who have not been involved in the development of the model.

24



110. Model validation shall include at least the analysis of the model inputs, assumptions used
the model and model outputs. Institution shall ensure that duties and responsibilities are cleary
allocated, in order to conduct a high-quality and independent model validation, as well as obtain
appropriate model validation documentation.

111. Aninstitution shall, at least biannually, conductback-test of the estimated losses and actual
losses for all significant asset portfolios. Should significant differences be found between the
estimated and actual losses, institution shall inform the internal audit function to this effect and shall
adjust the loss measurement methods, to minimise such differences.

Assessment of the effectiveness of the credit quality management
112. Institution shall establish a set of indicators to be applied in measuring the effectiveness of
credit quality management, which may contain the following indicators:
112.1. NPLs vs total loans;
112.2. impairment provisions for NPLs vs gross NPLs;
112.3. maximum amount of additional impairment provisions, which can be covered by
calculated capital surplus exceeding the own funds requireme
112.4. maximum amount of additional impairment provisions, which can be covered by
the profit for the reporting period, without reducing own funds;
112.5. breakdown of loans by rating groups in accordance with the assigned intemal
ratings;
112.6. internal ratings migration matrix;
112.7. proportion (number of clients and loan volume) of clients on watchlist that were
not identified through indicators or features in early warning system.

VIl. Forbearance

113. Institution shall grant forbearance measures with an aim to enhance credit quality, ensure
sustainable loan repayment and avoid foreclosure or sale of collateral.

114. Institution shalldevelop the forbearance policy forloans, outlining the ap proach to granting
forbearance measures for different loan products, types of borrowers (natural person or legal
entity), substance and complexity of the problem, as well as the maturity of loan and the time
necessary for resolving financial difficulties. When developing the policy, the institution may apply
the forbearance measures referred to in Annex 5 to European Banking Authority Guidelines
No. EBA/GL/2018/06 "Guidelines on management of non-performing and forborne exposures”
(hereinafter — Guidelines No. EBA/GL/2018/06) or other solutions. Institution may also propose
other forbearance measures, if it can demonstrate that they are more suitable for the client's
situation than the measures referred to in the loan forbearance policy of the institution.

115. If the institution has loan portfolios of loans with shared credit risk characteristics, the
institution may define standardised forbearance measures for such loans portfolios, based on the
criteria approved in the institution.

116. Institution shall conduct detailed assessment of the financial conditions of the client, in
order to determine whether the loan, following the amendments of the agreement, would
correspond to the definition of a forborne exposure in accordance with Regulation No. 575/2013.
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An institution shall assess whether there are any signs of financial difficulties of the borrower, and
the institution shall not consider loan collateral or guarantees in such assessment.

117. It shall be considered that the borrower has financial difficulties, if at least one of the
following features has been observed during the three months prior to amendments in the client
agreement:

117.1. the client has been more than 30 days past due;

117.2. the client is included on the watch list;

117.3. increase in probability of default (PD) of the borrower in or decrease in other loan
guality evaluationindicator since the previous assessment in internal rating system of the
institution;

117.4. market conditions have changed significantly in a way that could impact the
borrower’s ability to repay.

118. Prior to making decision on the most appropriate and sustainable loan recovery solution
and most suitable forbearance measures for the respective borrower and prior to communicating
the solution offered by the institution to the borrower, the institution shall:

118.1. assess the financial condition of the borrower in accordance with last years
financial statements and the latest updated financial information, inter alia, shall assess the
debt servicing capacity of the borrower and the total amount of debt, analysing the same
information as the one that has been used during the loan granting process. If the financial
statements of the borrower have been audited or reviewed, the institution shall use mainly
the audited financial information in its assessment;

118.2. assess the cause, severity and expected duration of financial difficulties;

118.3. establish possible forbearancemeasures ora combination of various forbearance
measures and conduct the viability assessment hereof in accordance with Points 119 and
120 of this Regulation;

118.4. compare the net present value (hereinafter - NPV) of future cash flows with
envisaged forbearance solution, and NPV of enforcement orforeclosure of collateral or other
solutions for recovery of loan, if the institution intends to apply such solutions. An institution
shall consider historical data for parameters used in calculations, for example, expected
liquidation period, discount rate and sales expenses.

119. Institution shall conduct viability assessment of forbearance measures and shall apply
forbearance measures only when the following conditions are met:

119.1. the selected solution improves long term the repayment estimate of all
outstanding obligations , as compared to unmodified contractual conditions, and repayment
of a significant part of the loan is expected in the medium term (at least the amount of the
past-due payments or amounts written-off as partof the forbearance solution, if the payment
has not been past-due);

119.2. an institution has financial information or other evidence demonstrating that the
client can financially afford the selected forbearance measures;

119.3. if forbearancemeasures have been granted to the loan before, the institution shall
ensure the risk control function is involved ex-ante of recurring forbearance measures, and
a decision on application of recurring forbearance measures shall be adopted by the
management of the institution or a committee that includes at least one executive board
member;
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119.4. the application of forbearance measures does not resultin multiple consecutive
forbearance measures being granted to the same exposure, before the loan returns to
performing status.

120. Institutionshall apply such forbearance measures as reduced principal payment over a
defined period, payment of interest only, interest capitalization and other measures intended for
aversion of short-term financial difficulties and are temporary, namely, the duration does notexceed
one year for construction of commercial property and project finance exposures, and two years for
other exposures, only when the following conditions are met:

120.1. the institution can prove that the client experiences short-term liquidity problems
and the cash flow would improve in the long-term to the extent that after the end of
application of short-term forbearance measures the client would be able to service its loan
obligations in full, or there is a significant uncertainty regarding the financial condition of the
client, therefore the decision is adopted notto apply long-termforbearance measures for the
time being;

120.2. the client has sound cooperation with the institution, inter alia, the client until the
financial difficulties, has paid the loan in accordance with the payment schedule, and the
client demonstrates willingness to cooperate with the institution.

121. Institution shall include in the client’s agreement an option to modify the forbearance
measures and determine the amendments to be applied in cases, where the financial conditions of
the client improves to such extent that the client is able to make larger loan payments, however the
conditions of the modified agreement may not be less favourable to the client than the initially
concluded agreement.. Should the client be unable to meet the conditions provided for in the
forborne loan agreement, an institution may request additional collateral from the client.

122. Institution may set special conditions for the client after granting forbearance measures(for
example, regular reporting of financial conditions or fulfilment of the set of covenants, agreement
concluded that support the current and forecasted cash flows of the borrower, regular status reports
of an action plan), to enable the institution to conduct enhanced supervision of the quality of
forborne loans. Institution shall conduct enhanced supervision at least during the probation period.

123. Institution shall conduct regular (at least annual) assessment of effectiveness of
forbearance measures and their granting process with respect to both performing and non-
performing loans, to ensure that the granting of forbearance measures does not postpone the
essentially unrecoverable payments. The assessment of effectiveness of forbearance measures
shall be conducted to a sufficient detail taking into account the specifics of the loan portfolio of the
institution and the number of forborne loans, to enable the management of the institution to obtain
comprehensive information regarding the short-term and long-term effectiveness of forbearance
measures. In the assessment, the institution shall consider at least the following indicators:

123.1. cure rate and re-default rate of forborne loans and the causes thereof;

123.2. cash collection rate from forborne loans;

123.3. amounts (parts of loans) written-off the balance sheet as a result of forbearance
measures granted.

Linking forbearance measures to the NPL status
124. Loans classified as NPL before the application of forbearance measures shall maintain the
NPL status also after the application of forbearance measures. After the expiry of the probation
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period, an institution shall conduct an assessment of the financial conditions of the borrower, to
make sure that the circumstances for classifying the loan as the NPL in accordance with the
conditions referred to in Regulation No. 575/2013 no longer exist.

125. Institution shall set criteria for the minimum amount of payments (interest and principal) to
be made during the cure period after the application of forbearance measures, to clear the NPL
and forborne status. The minimum amount of payments shall not be less than the amounts past-
due before the application of forbearance measures or amounts written off as a result of
concessions granted. Should the borrower have also other exposures with the institution which are
not the subject to forbearance arrangement, the institution should consider the performance of
these exposures in its assessment of the borrower's ability to comply with post-forbearance
conditions.

126. Institution shall assess those loans classified as performing before application of
forbearance measures, to ensure that do not meet the conditions to be reclassified as NPL
according to the following indicators:

126.1. the forbearance agreement contains clauses that postpone loan payments over
an extended time period (more than two years), by granting the grace period;

126.2. future cash flows are not sufficient to cover the payments set out in the payment
schedule, which is confirmed by a repeated failure to comply with the payment schedule,
changes to the payment schedule to avoid breaches, future cash flows are not sufficiently
prudent with respect to the repayment capability and willingness of the borrower or future
macroeconomic outlook.

127. Institution shallconduct an assessmentof the financial condition of the borrower, to ensure
that the circumstances for classifying the loan as the forborne in accordance with the Regulation
No. 575/2013 no longer exist.

VIII. Asset quality evaluation and provisioning

128. Institution shall establish an asset quality evaluation system, in order to assess the asset
guality on timely basis and estimate the expected losses in accordance with the policies and
procedures of an institution, taking into account the requirements of this Regulation, and to create
provisions in accordance with the accounting standards.

129. Institution shall regularly evaluate the quality of assets, based on comprehensive, well-
documented and consistently applied analysis of asset portfolio, using professional judgment and
reasonable assumptions and considering all available internal and external information about
historicaland current conditions, as well as forward-looking information, that affectthe asset quality.

130. Institution shall develop and document the methodology for the asset quality evaluation
and provisioning (hereinafter - methodology), in order to prudently estimate the expected losses
and determine the provisions to be recognised in the financial statements at the reporting date.
Methodology shall be documented in the policies and procedures of the institution. Institution shall,
as far as possible, use the same data, processes and data processing tools for calculating the
expected losses for the purposes of accounting and capital adequacy calculation. The institution
shall review and update the applied methodology on a regular basis, in line with the changes in the
strategy and economic conditions of the institution.
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131. The management of an institution shall be in charge of establishment and effective
operation of the asset quality evaluation system, and it shall approve and review the policies and
procedures of the institution on a regular basis, as well as shall appoint the employees or units in
charge of the implementation of those policies and procedures.

Criteria for individual evaluation of assets

132. Institution shall evaluate the assets that are individually significant on an individual basis.
Institution shall assess other assets either on anindividualbasis, or by grouping assets with shared
credit risk characteristics.

133. Institution shall develop and document criteria for determining assets which shall be
assessed onanindividual basis. When setting the criteria, the institution shall consider the absolute
amount of the asset and its relative share versus total assets, loan portfalio, securities portfolio or
own funds. Institution shall consider such qualitative indicators as elevated country risk, elevated
industry risk and affiliation of the person with the institution. An institution shall also consider
whether its portfolio contains assets with similar risk profile and whether there is historical data
available, to enable asset evaluation in groups.

134. Institution shall evaluate NPLs on an individual basis, except where in accordance with the
methodology developed by the institution the assets may be assessed in groups, because they are
small and the costs of individual evaluation are disproportionate, in comparison to the amount of
potential losses.

135. If the institution has several assets with the counterparty and one of those assets is an
NPL, the institution shall act in accordance with Article 47a of Regulation No. 575/2013.

136. Where an asset meets the criteria of an asset evaluated on an individual basis, but it is
classified as a performing asset, the institution shall includeitin agroup of assets with shared credit
risk characteristics and shall assess it as a group, in order to estimated impairmentloss. If the
institution does not have (it cannot form) asset groups with shared credit risk characteristics, it shall
evaluate the assets on an individual basis only.

137. Forforborne assetsthe impairment loss incurred by the institution, shall be estimated using
the future cash flows after granting forbearance measures and using the original effective interest
rate of the asset before amendments in the contract for discounting.

Individual evaluation of assets

138. Institution shall estimate the lifetime expected losses as the difference between the
contractual cash flows that are due to the institution under the contract and the future cash flows it
expects to receive from the asset, applying probability-weights to various scenarios, discounted in
accordance with the requirements of accounting standards.

139. The future cash flow estimate shall be the best estimate of the institution, which shall take
into account all information available to the institution at the time of preparation of the estimate,
including forward-looking information, and shall be based on reasonable and justified assumptions
and forecasts that are duly documented.

140. The future cash flows of loans evaluated on an individual basis shall be estimated using
the following principles:

140.1. going concern principle implies that the cash flow from operating activities of the
borrower or issuer of the guarantee is sufficientto cover the existing obligations. Revenue
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from the sale of collateral shall be considered only to the extent it does not influence the
operating cash flows. This principle shall be used in cases, where the expected future
operating cash flows are material and it can bereliably estimated,;

140.2. the gone concern principle implies that the future operating cash flows of the
borrower cannot be forecasted or are not sufficient to over major part of the loan obligations,
and the collateral shall be enforced or foreclosed. This principle shall be used at least in
those cases, which meet one of the following criteria:

140.2.1. significant loan payments have been past-due for a long period;

140.2.2. future operating cash flows are estimated to be negative or insignificant
compared to the amount of loan obligations;

140.2.3. it is not possible to estimate the expected future cash flows reliably or the
institution does not possess sufficient information, to perform the future cash flow
analysis on going concern basis.

Application of going concern principle

141. When using the going concern principle in the estimate of the future operating cash flows,
the institution shall consider the following factors:

141.1. the institution has access to the borrower's business plan and updated and
reliable information on the expected cash flows;

141.2. future operating cash flows are sup ported by financial statements of the borrower.
Detailed cash flows shall be outlined with a time horizon of three to five years (applying the
prudence principle), afterwards assuming steady cash flows. Future cash flow estimate shall
consider the impact of business restructuring plan, if applicable, and the risk that the
borrower re-default in the future, based of the expected credit standing of the borrower;

141.3. information available in financial statements shall be adjusted to exclude the
factors, which affected the information in the financial statements (for example, one-off
transactions, changes in accounting policy), but which are not applicable for the future cash
flow;

141.4. if loan recoverability depends on sale of assets owned by the borrower, the future
cash flows shall be calculated, considering both the projected sales revenue and the sales
costs, if they are material.

142. Institution shall calculate the recoverable value of the loan, using going concern principle
using one of the following approaches: detailed cash flow analysis, steady state approach or
two step cash flow approach. An institution shall apply the selected principle consistently and
change it only when it is justified.

143. Detailed cash flow approach may be used for all loans, especially, for commercial and
residential real estate projects, when sale of the real estate is expected , and for long-term shipping
projects.

144. Steady state approach shall be used in cases, where the operating cash flows of the
borrower are positive and steady. The institution shall use the borrower’s earnings before interest,
tax, depreciation and amortisation (EBITDA), which shall be multiplied by a multiplier. A multiplier
applied by the institution shall not exceed "12" for infrastructure projects, "10" —for public utilities
projects and "6" — for other projects. If the borrower has several loans, including also other
institutions, the cash flows shall be allocated among all such loans.
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145. A two-step cash flow approach shall be used in cases, where the earnings of the borrower
are not steady (i.e., the project is in initial or development stage, restructuring is in progress). The
institution shall assess the expected cash flows for each period separately and, at the end of the
last period, shall estimate the terminal value, by applying multiplier to the last period assessed in
detail as per steady state approach or applying the gone concern principle.

Application of gone concern principle

146. Where the gone concern principle is applied, the recoverable amount of the loan shall be
the cash flow that would result from sale of collateral less the sales expenses, which shall be
discounted, by applying the effective interest rate of the loan in accordance with accounting
standards.

147. The recoverable amount shall be calculated according to the following formula:

T
Atgustama vertiba = nodrosinajums (%) = Z (
£=0

IepEmumi, —izdavumir})
(1+EIR)t !

Atglstama vértiba - recoverable amount
Nodrosinajums — collateral

lenémumi - income

lzdevumi - expense

where:

collateral (%) - part of collateral, to which an institution has preemptive rights to the income
from sale of collateral;

T - expected time from the date of estimate until the sale of collateral, that is derived from the
time between the default event and the sale of collateral (time to sell) based on historical
experience of the institution as.

income - expected income from sale of collateral by year, including the income from the
collateral until the moment of sale;

expenses - expenses related to the sale of the object by years, including legal costs, fees and
costs related to maintenance of collateral until the sale, as well as market price haircut, reflecting
market liquidity for such objects and the selected sales strategy. Institution shall determine the
market price haircut, based on its historical experience and considering the technical condition
and location of the collateral, as well as the date of the last valuation. Should an institution, in an
exceptional case, not apply the market price haircut, it shall document the justification of such
decision;

31



EIR - effective interest rate of the loan in accordance with accounting standards.

148. Cash flow for the loan according to the gone concern principle shall be estimated,
considering:

148.1. the existence of collateral insurance;

148.2. future economic forecasts, based on recognised and reliable sources, applying
the prudence principle;

148.3. that the enforcement of financial guarantee shall be considered in the calculation
of recoverable cash flows only, if an institution has reliable information on creditworthiness
of the guarantee issuer and the ability to enforce the guarantee.

Immovable property collateral valuation for for non-performing loans

149. Immovable property collateral valuation for NPLs shall be carried out for each property
individually.

150. The property valuation referred to in Point 149 of this Regulation shall be performed by a
valuer thar meets the criteria set outin point 73.* of this Regulation, when the loan is classified as
NPL. Where a valuation meeting the requirements of this Regulation has taken place within the
past 12 months before obtaining NPL status, institution shall not be required to perform a recurring
valuationforsuch collateral. For commercial properties the value shallbe updated at leas tannually,
for residential properties - at least once in three years, while the loan keeps the NPL status.
Institution shall ensure more frequentvaluation where a significantdecrease inimmaovable property
value is observed on the market or where there are indications of sharp decline in the value of any
individual loan collateral.

151. Institution may apply indexation or other statistical methods for recording decrease in the
value of immovable property, where the sum of outstanding obligations of NPL does not exceed
300,000 EUR and the valuation methods are appropriate to the type of collateral. Indexation may
be applied also to immovable properties with a previous valuation having taken place within the
past 12 months for update of the immovable property value at the moment of impairment loss
calculation.

152. Where an institution applies indexation method, it shall apply point 82.° of this Regulation.

153. Institution shall ensure compliance of its internal and external appraisers with points 73.2
—73.3 of this Regulation.

154. The same appraiser shall carry out no more than three consecutive valuations of the
immovable property, including value update valuation. Afterwards, an institution shall ensure
rotation of appraisers.

155. deleted

156. Institution shall regularly compare and document (carry out back-testing) the assumptions
appliedinimmovable property valuation (inter alia, the haircut rate applied for a valuation performed
by an independent valuer) with the market and institution's data on the sale of similar objects,
applying the results of the test to the assets on the balance sheet.

157. Institution shall keep in the credit file information about immovable properties pledged as
loan collateral, foreclosed immovable properties, as well as information on transactions concluded
with respect to such properties, specifying the type, technical condition, size, location (full address)
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and value of the immovable property, valuation date of all historical valuations, valuer, valuation
method, sales price, inter alia, specifying whether the sale was a fire sale.

158. Institution shall document information about each asset evaluated on an individual basis,
in line with the requirements set out in Annex 2 to this Regulation.

Assets subject to collective assessment

159. For the purposes of the estimating impairment allowances, assets that not assessed
individually shall be grouped based upon shared credit risk characteristics, for example, intemal
asset classification categories, which, in turn, take into account the asset type, industry or market
segment, geographical location, information about the income and income stability of the
counterparty, overdue payments, information about forbearance and other factors. NPLs shall not
be grouped together with performing assets. The selected risk parameters are important for the
future cash flow estimation of the asset group, because they characterise the ability of the
counterparty to fulfil its liabilities in accordance with the conditions of the contract.

160. Institution shall use information on historical loss for future cash flow estimation and shall
ensure that the information on historical loss is applied to the asset groups that share similar credit
risk parameters with those groups whose historical loss rate is being used. The method applied by
the institution shall ensure the possibility to refer information on historical loss formed for the asset
groups with shared credit risk characteristics, and the corresponding data reflecting the current
conditions to each asset group.

161. The institution shall adjust the historical loss rate based on current observable data to
reflect the effects of current conditions that did not affect the period on which the historical loss
experience is based and remove the effects of conditions in the historical period that no longer
exist, and shall take into account:

161.1. changes in the asset portfolio, risk profile and the contractual conditions;

161.2. any asset concentration and changes in the level of concentration;

161.3. changes inthe volume of the pastdue assets, changesinthe numberof the high-
risk assets, forborne assets and other assets with modified contractual conditions, the trends
and relevance of these changes;

161.4. changes in international and local economic and business conditions.

162. Institution shall develop methodology for estimating impairment provisions for asset
groups, considering the following factors:

162.1. parameters used in methodology shall be based on time series data, based on
verifiable and numerical information, with a minimum level of management or expert
judgement;

162.2. the parameters used shall reflect the key characteristics of each asset group,
especially where the institution estimates loss given default (LGD), cure rates and re-default
rates;

162.3. economic indicators used in the methodology shall include factors that impact
amount of expected loss, inter alia, macroeconomic indicators, expected duration of court
procedures, expected legislative changes, as well as the economic and business
development outlook;
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162.4. the institution shall also consider the expected changes in the risk profile of the
institution as a whole, changes in its lending, forbearance, loan write-off and recovery
policies.

163. Institution may use internal and external statistical databases, where it can demonstrate
that such data are applicable to the relevant asset group.

164. The recognition of impairment for a group of assets, based on a collective assessment,
shall be the interim stage for the recognition of impairment of those assets on an individual basis.
Where the institution has information demonstrating a significant credit risk increase fora specific
asset included in the group, such asset shall be excluded from the group and assessed on an
individual basis or included in another group, in line with the risk characteristics of the asset.

165. Institution shall regularly review grouping of assets in light of the economic conditions and
the strategy of the institution and shall introduce temporary or permanent changes in loan groups,
as necessary.

166. Institution shall document information about each asset group in line with the requirements
set out in Annex 2 to this Regulation.

Income recognition
167. Institution shall recognise interest income in accordance with the accounting standards
and shall ensure information in its internal records regarding interest, which has been:

167.1. accrued for NPLs;

167.2. accrued for forborne assets more than 90 days past due at the moment of
forbearance, and, irrespective of the duration of arrears at the moment of forbearance, for
forborne assets subject to repeated forbearance within a period of one year;

167.3. capitalized via asset forbearance;

167.4. accrued for forborne assets within the period of two years following the
forbearance.

168. Information on interest referred to in Point 167 of this Regulation shall be taken into
account, when calculating own funds in accordance with the conditions of Point 177 of this
Regulation.

Reversal of impairment provisions
169. Impairment losses shallbe reversed, where there is objective evidence thatthe impairment
is lower than previously estimated, using information available at the time of the previous
calculation. Indications for the loss reduction are as follows:
169.1. a counterparty has repaid a substantially larger amount than anticipated in the
previous impairment loss calculation;
169.2. current and projected cash flow of a counterparty is positive and sound;
169.3. a counterparty has provided additional collateral since the previous impaiment
loss calculation, thus significantly increasing the total collateral value.

Write-off of unrecoverable assets

170. Where the institution deems an asset or part of an asset unrecoverable, it shall write off
the asset or part of it from the balance sheet on timely basis. Institution shall assess long-term
recoverability of assets, focusing attention on assets past due for a prolonged period of time and
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those assets that subject to insolvency proceedings. Institution shall set the maximum time period
for non-performing asset, an unsecured asset or an unsecured part of an asset to be provided for
in full (100%) and shall write off such asset or part of it from the balance sheet.

171. Institution shall store information about the loans written off from the balance sheet and
the institution shall keep the legal right to recover such loans.

Valuation of foreclosed assets

172. Institution shall generally classify and assess the foreclosed assets as assets held for sale
under International Financial Reporting Standard (IFRS) 5, because the institution repossesses
such assets as a result of defaultof aloan, i.e., such assets shall be deemed an extension of a
problematic lending exposure and the repossession of the collateral has not been part of the initial
lending arrangement. Where an institution, as an exception, classifies the foreclosed asset as
investment property in accordance with accounting standards, an institution shall document the
justification of such decision. When the fair value of a foreclosed asset is based level 2 or 3 data in
fairvalue determination hierarchy, in accordance with the accounting standards, the institution shall
assess the need to apply haircut, depending on the location, condition of the asset and market
activity, as well as the duration of presence of the asset on the balance sheet of the institution.
Institution shall carry out valuation of the foreclosed assets under the procedure set out
in Point 150and Points 153-157 of this Regulation. If the institution holds a foreclosed asset on the
balance sheet for more than five years, the institution shall apply a haircut in the amount of at least
30 per cent of the fair value of the property determined in accordance with the requirements of
International Financial Reporting Standard (IFRS) 13, and shall prepare and submit to the
Commission an enforcement plan in accordance with the requirements of Point 223 of this
Regulation. An institution shall recognise the haircut referred to in this Point in the financial
statements or shall apply it as CET 1 adjustment in accordance with requirements of Point 177 of
this Regulation.

Valuation of off-balance-sheet items

173. An institution shall assess the guarantees issued by an institution, unused credit lines, as
well as other exposures subjectto creditrisk and recorded in off-balance-sheet, and shall create
impairment provisions for them in accordance with the accounting standards, and shall use
historical data to support its assumptions, as well as shall back-test the estimated loss with the
actual loss in accordance with Point 111 of this Regulation.

Commission’s approach to the evaluation of asset quality and provisioning

174. When assessing institution's asset portfolio quality, methodology and adequacy of the
impairment provisions, the Commission shall rely upon the analysis of information and reports filed
by the institution, and shall consider, whether:

174.1. the asset quality verification systemin aninstitution is effective and ensurestimely
identification of deterioration in asset quality, monitoring of problematic loans and timely and
appropriate measures;

174.2. the management of the institution is regularly informed about the quality of the
asset portfolio, impairment provisions and the necessary additional capital needed for
covering expected loss (incl., own funds adjustments);
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174.3. assumptions, estimates and conclusions of the institution are reasonable and duly
justified and documented,;

174.4. the methodology of the institution ensures that the impairment provisions are
prudently estimated and recognised on timely basis and the institution makes accurate
assessment of the expected loss, namely:

174.4.1. the procedure applied by an institution for estimating impairment provisions
for assets evaluated on an individual basis, is prudent and based on future cash flow
estimate , that complies with the requirements of this Regulation;

174.4.2. institution's approach to estimating impairment provisions is justified;

174.4.3. the total amount of impairment provisions and own funds adjustments is
sufficient, taking into account the total credit risk in the asset portfolio of the institution;

174.4.4. provisioning process and calculation of the adjustment to capital is well
documented;

174.4.5. the interestincome recognition is prudent;

174.4.6. institution writes off unrecoverable assets from the balance sheet;

174.4.7. the relevant policies, procedures and practices of the institution comply to
the requirements of this Regulation;

175. The Commission shall have the grounds to consider the asset quality evaluation process
of an institution satisfactory and to agree to its estimates, if the institution:

175.1. maintains an effective asset quality evaluation system for the identification and
monitoring of asset quality issues and taking of timely measures in case of asset quality
deterioration;

175.2. properly analyses all the relevant qualitative factors affecting the quality of the
asset portfolio at the time of the evaluation;

175.3. has set up a procedure for provisioning that complies with the accounting
standards for both individual assets and asset groups;

175.4. has included reasonable and justified assumptions, valuations and judgmert,
when estimating the expected loss.

176. Impairment provisions for asset groups or individual assets shall be considered sufficient,
if the institution ensures that:

176.1. For those NPLs that have NPL status for more than one year, but less than two
years, the institution shall consider the market or book value of the collateral, and the sales
options for the collateral, and shall make full provisions for the unsecured patrt;

176.2. For NPLs that have NPL status for more than two years, the institution shall deem
only immovable property and such collateralty pes, which correspond to criteria setin Title I,
Part Three, Chapter 4 of Regulation No. 575/2013 as effective collateral;

176.3. For NPLs that have NPL status for more than two years and for which the
institution holds an effective collateral in accordance with the requirements of Point 176.2 of
this Regulation, an institution shall carry out a prudent valuation of collateral and assess
annually the need to reduce the value of the collateral, considering the sales options of
collateral and related expenses, however the provisions shall exceed 3 per cent in the fourth
year, 12 per cent in the fifth year, 30 per cent in the sixth year and 60 per cent in the seventh
year;
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176.4. For the purposes of calculation of the unsecured part of NPL, the minimum
reduction specified in Point 176.3 of this Regulation shall be applied to the lowest of the
following collateral valuations:

176.4.1. to the most recent collateral valuation carried out before the asset has been
classified as NPL;
176.4.2. to the last updated collateral valuation;

176.5. For NPLs that have NPL status for more than seven years, an institution shall
make provisions inthe amount of 100% of the fullresidual asset value, including the secured
part.

177. If the amount of provisions recognised in the financial statements of the institution is not
sufficientto cover the expected loss, the Commission, by using the prudence concept and taking
into account the risk profile of aninstitution, shall require the institution to formadditional provisions
for estimated expected loss in the financial statements or perform CET 1 adjustment in supervisory
reports. Institution that applies standardised approach for calculating the weighted average
exposure amounts, shall insert the adjustmentin Row "524" of Template "C 01.00 — OWN FUNDS
(CAL)"of Regulation No. 2021/451 in accordance with Article 3 of Regulation No. 575/2013.

IX. Additional requirements for institutions with high share of non-
performing loans

General requirements

178. Institution shall calculate non-performing loans ratio (hereinafter — the NPL ratio) at the
end of each quarter, using the EBA risk indicator methodological guide and on the basis of data in
Template "F 18.00.a (NPE) information on non-performing and performing exposures" of
Regulation No. 2021/451. In accordance with the methodology, non-performing loans and
advances at amortised cost, at fair value through comprehensive income and at fair value through
profit orloss shall be used in the numerator, and all loans and advances classified at amortised
cost, at fair value through comprehensive income and at fair value through profit or loss (gross
carrying amountloans and advances) shall be used in denominator. Institution shall calculate the
NPL ratio using data from consolidated and individual supervisory reports.

179. Institution shall perform assessment of operating environment, prepare and imp lement
NPL management strategy and strategy implementation plan and shall comply with the
requirements laid down in this Chapter with respect to NPL management, if the institution meets
one of the following criteria:

179.1. total NPL ratio of the institution is above 5% on an individual, sub-consolidated or
consolidated group level for two subsequent quarters;

179.2. total NPL ratio of the institution is below 5%, but the institution has significant NPL
concentration in a loan portfolio, in loans issued for an industry, group of connected clients
or in a geographical region.

180. Where the portfolio of loans issued to non-financial corporates (NFCs) and households
does not exceed 20% of the total assets of the institution, the number of NPLs is insignificant and
NPL increase is of a short-term nature, institution may be exempt from the requirements set out
in Point 179 of this Regulation after obtaining agreement from the Commission.
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181. The Commission may require an institution to prepare and implement the NPL strategy
and governance requirements referred to in Point 179 of this Regulation, if it observes loan quality
deterioration signs during the supervisory process — significant inflow of new NPLs, significant
increase of forbearance measures, significantincrease of foreclosed assets, low loss coverage
ratios, failure to address early warning indicators or insufficient loan forbearance activities.

182. Institution shall submit report on assessment of operating environment, NPL strategy and
strategyimplementation plan to the Commission within six months frommeeting the criteria refemed
to in Point 179 of this Regulation. Subsequently the institution shall submit an updated assessment
of the operating environment, update to the strategy and strategy implementation plan for the next
year, on an annual basis, together with the report prepared in accordance with the Commission
Regulation on Capital Adequacy Assessment Process. Where the criteria set in Point 179 of this
Regulation has not been metfor two subsequentquarters, institutionshall stop submitting the report
on assessment of operating environment, NPL management strategy and strategy implementation
plan to the Commission.

183. An institution shall implement the requirements of this Chapter in accordance with the size
of an institution, nature and complexity of its operations, as well as the share, concentration and
specifics of NPL, inter alia, loan type (for example, natural or legal persons, small and medium-
sized enterprises) and collateral.

Operating environment assessment report
184. Prior to preparation of the NPL strategy, institution shall perform assessment of operating
environment, where it shall:
184.1. assess the effectiveness of its NPL management practices, including forbome
NPL management, and recovery loans and shall assess in detail the amount of NPL and its
causes, as well as analyse the drivers and correlations or NPL inflows and outflows;
184.2. assess the adequacy of internal resources, including the processes and tools
applied, data quality, process automation level, staff experience and competence, decision-
making, internal policy at least in the following phases of credit risk management process:

184.2.1. early warning on loan quality deterioration and granting of NPL status;

184.2.2. application of forbearance measures;

184.2.3. provisioning and write-off of loans from the balance sheet;

184.2.4. NPL collateral valuation;

184.2.5. loan recovery, litigation processes and foreclosure of collateral;

184.2.6. management of foreclosed assets;

184.2.7. quality of credit risk reports;

184.2.8. NPL monitoring and the effectiveness of NPL workout solutions.

184.3. perform assessment of external operating environment, including at least the
following factors:

184.3.1. macroeconomic conditions, taking into account the specifics of NPL portfolio
of an institution, including the dynamics of the real estate market or development trends
of industries where institution has significant exposure,;

184.3.2. regulatory, legal and judicial framework in jurisdictions, where borrower or
collateral is located, including the average duration of legal proceedings, expected
outcome of legal proceedings, the rankings of exposures (secured and unsecured
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exposures) and its implications for legal process outcome, the impact of the types and
rankings of collateral and guarantees (for example, second or third priority claim rights
and personal guarantees) on the outcome of legal process, the impact of consumer
protectionissueson court decisions (in particular, forloansto natural persons, where the
repayment is secured by real estate (residential) mortgage), and the average total costs
of legal proceedings.

185. In addition to the aspects referred to in Point 184 of this Regulation, institution may also
assess the following areas, if they are applicable to the institution and implementation of NPL
strategy:

185.1. market expectationswith regard to acceptable NPL ratios and coverage, including
the expectations of rating agencies, market analysts, market study providers and clients;

185.2. trends and dynamics of domestic and international NPL markets with respect to
sale of loans or loan portfolios;

185.3. availability of services in NPL servicing industry;

185.4. implications of tax regulation for provisioning and NPL write-off.

186. Based on the assessment in Point 184 of this Regulation, institution shall prepare the
operating environment assessment report, covering the self-assessment results, outlining the
strengths of the institution and specifying the areas for improvement to successfully implement the
NPL strategy.

187. Risk control function of the institution or an external independent expert shall peffom
regular assessment of whether the resources of the institution are sufficient for effective NPL
management.

Content of NPL strategy

188. NPL management strategy of the institution is part of the overall strategy of the institution,
and it is aligned with the internal capital and liquidity adequacy assessment process (ICAAP and
ILAAP), the risk appetite of an institution for reaching its strategic targets, recovery plan,
remuneration policy and budget of the institution, considering potential losses that might occur
within the NPL recovery process.

189. Institution shall prepare NPL management strategy, outlining its approach and targets for
effective NPL management (maximum loan recovery) and reduction of NPL amount in a clear,
effective and realistic manner for each significant NPL or loan group with shared credit risk
characteristics in accordance with the specifics of NPL portfolio of the institution. Where the
institution has significant foreclosed asset portfolio, it shall include the strategy of sale of the
foreclosed assets in NPL management.

190. Institution shallinclude in its NPL management strategy the following:

190.1. assessment of the impact of strategy implementation on own funds indicators,
applying various economic development scenarios and solutions the institution plans to
apply, if it would not be able to meet capital requirements in any of the scenarios;

190.2. short, medium and long term strategy implementation plan, selecting the most
suitable solution for the relevant loan or group of loans, for example, holding the loan or
applying forbearance measures, sale, write-off of unrecoverable assets, foreclosure of
collateral, insolvency proceedings, friendly settlement or other solutions. Where the
institution concludes, based on assessment, that none of the solutions are effective for the
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loan or group of loans, institution shall create provisions correspondingly for such loan or
group of loans or write it off from the balance sheet as unrecoverable.

190.3. targets set by the institution, showing numeric reduction of the main individual
NPLs or groups of loans in the short-term and medium-term, as well as the projected
absolute or relative NPL portfolio overall reduction and for the main NPL portfalios, applying
the solutions referred to in Point 190.2 of this Regulation. Absolute and relative reduction of
NPL portfolios shall be stated both gross and net of provisions. When setting targets for
reduction of NPL, institution shall anticipate active work with NPL and shall not rely only
upon reduction arising from positive macroeconomic forecasts. Institution shall define,
based on historic data and industry benchmarks, the share of those NPL in the main NPL
portfolios and institution as a whole, would not be recoverable over short term or medium
term, and which shall remain onthe balance sheet in the long term.

Operational plan

191. Institution shall outline the implementation of its NPL strategy over short term and medium
term in the operational plan, specifying internal factors that impede successful implementation of
the strategy. Institution shall include at least the following elements in the operational plan:

191.1. clear time-bound goals for implementing the targets setin the strategy;

191.2. recovery activities to be carried out on the largest loans or groups of loans;

191.3. recovery process governance, including allocation of responsibilities and
procedure for reporting recovery activities and their outcomes;

191.4. indicators for measuring strategy implementation progress;

191.5. staffing and other resource requirements;

191.6. infrastructure enhancements required;

191.7. planned income and expense for the implementation of the NPL strategy;

191.8. internal and external cooperation and communication required to implement the
NPL strategy, inter alia, informing the staff about the measures included in the NPL strategy
and its link to the overall and risk strategy of the institution.

192. Institution shall develop appropriate internal regulatory documents to achieve the targets
set by the strategy and operational plan, outlining the allocation of responsibilities and procedure
for reporting recovery measures and their effectiveness.

193. Where institution detects significant deviations from the operational plan, it shall report
such deviations and their sources to the management of the institution and the Commission.

Role of the management in the NPL governance

194. Management of the institution shall be responsible for the preparation of the assessment
of operating environment, implementation of the NPL strategy and governance requirements in an
institution. Management of the institution shall approve the NPL management strategy, operating
environment assessment report and operational plan.

195. The supervisory board of the institution shall:

195.1. approve and periodically review the NPL strategy, operating environment
assessment report prepared in accordance with the requirements of Point 184 of this
Regulation, and the operational plan prepared in accordance with the requirements
of Point 191 of this Regulation;
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195.2. oversee the implementation of the NPL management strategy;

195.3. periodically review the progress in implementation of NPL strategy and
achievement of targets set in the operational plan;

195.4. regularly review the report prepared by institution's internal control function on the
most significant weaknesses identified in the NPL governance;

195.5. regularly review the report prepared by the institution regarding the achievement
of the indicators referred to in Point 207 of this Regulation;

195.6. ensure that the members of the supervisory board collectively have sufficient
knowledge and experience regarding management of NPLs and, they devote sufficient time
to NPL issues.

196. The executive board of the institution shall:

196.1. regularly review the progress in NPL strategy implementation and achievement of
the targets setin the operational plan;

196.2. define qualitative and quantitative criteria and objectives for the employees
responsible for loan recovery;

196.3. approve the loan recovery solutions for the largest exposures;

196.4. approve and at least annually review the policies related to loan recovery and
shall inform the employees the content of the palicies;

196.5. ensure sufficient internal controls over the NPL governance process, with a
special focus on granting and terminating the NPL status, provisioning, write-off of the assets
from the balance sheet, collateral valuation and effectiveness of forbearance activities;

196.6. regularly review the report prepared by institution's internal control function on the
most significant flaws discovered in the NPL governance;

196.7. regularly review the report prepared by the institution regarding the achievement
of indicators referred to in Point 207 of this Regulation;

196.8. ensure that the members of the executive board collectively have sufficient
knowledge and experience regarding management of NPLs and they devote sufficient time
to NPL issues.

NPL governance

197. Institution shall ensure NPL governance according to the size, nature and complexity of
institution's operations, as well as the share and specifics of NPL, inter alia, loan type, client
segment (for example, natural or legal persons, small and medium-sized enterprises) and
collateral.

198. Institution shallset up a separate unit or units engaged in the NPL management. Institution
may manage the NPLs inone unit or set up several unitstailored to the phases of the loanlife cycle
- early warning (up to 90 days past due), forborne loans, loan reinforcement, litigation and
foreclosure of collateral, management of foreclosed assets.

199. Institution shall ensure sufficient resources in the unit or units referred to in Point 198, inter
alia, professionals with ap propriate qualification and experience in managing NPLs. Institution shall
establish variable part of remuneration for the employees of such units, shall carry out employee
performance appraisal and set up employee development plans in accordance with the targets
specified in the NPL strategy and operational plan, including mainly quantitative indicators related
to the achievement of targets specified in the NPL strategy and operational plan. Institution shall

41



ensure that the performance of the executive board members and other representatives of senior
management in charge of the NPL management shall be appraised in accordance with the
implementation of the strategy and operational plan.

200. Institution shall clearly define the triggers for handing over into the responsibility of a loan
to unit or several units referred to in Point 198 of this Regulation or transferred among the units.
Institution shall ensure that the handover process and triggers are clearly defined and deviation
from application of such trigger shallbe permitted only exceptional cases with appro priate approval.

201. Institution shall ensure that the NPL management function is separated from the loan
granting function, inter alia, set-up of a separate unit, formal assignment of responsibility for client
relations after loan quality deterioration, employees responsible for loan granting are not engaged
in the decision-making process, inter alia, decisions on loan recovery or forbearance are not
adopted byacredit committee. Should it be impossible to fully avoid the engagementof employees
involved in the loan granting process in the decision-making regarding loans with quality
deterioration, institution shall develop and implement control procedures ensuring the prevention
of existing and potential conflict of interest, inter alia, shall define the limits above which decisions
are approved by the executive board or another decision-making body specifically established for
such purposes, independent from the lending process. Institution shall ensure exchange of
information regarding loan quality and recovery results among the employees of units engaged in
loan granting and loan recovery.

202. Institution shall ensure information system appropriate for the size and specifics of its
NPLs, where complete and regularly updated information is available regarding each NPL and
loans with quality deterioration signs, inter alia, information about the borrower and connected
persons, as well as the collateral and guarantees received, forbearance measures taken,
information on relations with client and payments received. Internal audit or an independent
external expert shall regularly verify the information system, including data quality.

203. Where an institution itself lacks sufficient resources for NPL management, institution shall
attract independent, qualified external experts. Where the institution outsources part of the NPL
management, it shall ensure monitoring of the quality and effectiveness of the outsourced services.

204. Institution's risk control function shall supervise the measurement of the risk caused by
NPLs in the institution as a whole and in the main portfolios that have high share of NPLs, inter
alia, measurement of the impact of such risk on capital adequacy assessment process, as well as
shall evaluate the NPL management model as a whole and the its most significant elements, and
shall engage in assessing major exposures with high risk and complexity, before the institution
decides on concluding a transaction (for example, repeated long-term forbearance measures,
significant asset write-off, collateral valuation). Institution’s risk control function shall also supervise
the operation and effectiveness of early warning system (how effectively the set of indicators for
early warning on loan quality deterioration and measures taken by the institution at an early stage
improve loan recovery).

205. Institution's compliance function shall regularly assess the compliance of the NPL
management processes with the overall policy of the institution and laws, regulations and standards
in the area of compliance. Compliance function shall assess at least the granting of NPL status,
collateral valuation, application of forbearance measures and operation of early warning system,
write-off of unrecoverable loans, as well as the application of definition of default in the institution.
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206. Institution's internal audit function shall perform regular audits and ascertain that the
institution's NPL management practice complies with internal regulatory documents of the
institution, and shall report findings and weaknesses identified to the supervisory board of the
institution. The frequency and scope of audits shall be decided based on the volume of NPLs and
the significance of deficiencies identified during previous audits.

207. Institutionshall definekey performance indicators for analysis of NPLs, which the institution
shall regularly compare with the targets specified in the operational plan, as well as use them in
loan pricing and estimates of expected losses. When defining the indicators, the institutionmay use
the indicators referred to in Annex 2 to Guidelines EBA/GL/2018/06 or other performance
indicators, if they are more suitable to the activities of the institution. Reports to the management
of the institution shall include at least the following indicators in the institution as a whole and inthe
most significant loan portfolios:

207.1. NPL ratio, level of foreclosed assets, the amount loans less than 90 days past
due, comparison to the budget, NPL strategy and operational plan.

207.2. information about the provisions for NPLs, type of collateral and its value,
coverage ratio, duration of the NPL status, expected time to recovery;

207.3. changes in the level of NPLs, inter alia, newly classified NPLs and loans with
cured NPL's, number and amount of forborne NPLs, loans up to 90 days past due loans;

207.4. information about clients on watch-list, especially loans demonstrating further
guality deterioration trends, and large exposures;

207.5. information about the forbearance measures, inter alia, exposures with debt to
asset swap, and repeated forbearance activities, to assess their effectiveness;

207.6. interest income from NPLs recognised in the statement of profit or loss;

207.7. information about loans under recovery, inter alia, the volume of loans recovered
during the relevant period, recovered value, type of recovery, expected duration of the
recovery process;

207.8. number of foreclosed properties and movement during the reporting period, inter
alia, results of sales, holding periods and back-test, profit or loss from sales of foreclosed
properties.

X. Credit risk stress testing, assessment and prevention of critical
situations

208. Institution, when assessing individualloans, shall analyse national economic forecasts and
assess potential critical situations, namely, such adverse internal and external conditions that may
cause material loss to the institution. Credit risk shall be significantly affected by fluctuations and
trends in certain macroeconomic indicators. Therefore, institution shall analyse the impact of such
macroeconomic indicators on loans, their profitability, default probability, capital requirement for
covering potential loss or availability of other resources and their prices to withstand critical
situations. The analysis shall be embedded in the credit risk management decisions.

209. Institution shall perform credit risk stress testing at least semi-annually to assess own funds
requirement for credit risk and identify potential critical situations (for instance, the genera
economic downturn or decline in particular industries financed by the institution, unforeseen

43



increase in defaulted loans, adverse circumstances that may cause substantial correlation of
various risks, in particular, credit risk and market risk, potential risk spill overs among institutions).

210. Institution shall develop stress testing methodology, scenarios and parameters and after
approval by the executive board shall perform credit risk stress testing, analyse the outcome of
stress testing and use itin creditrisk management, as well as for drawing up and submitting reports
to the management of the institution.

211. Institution shall develop such stress scenarios thatencompass changes in quantitative and
gualitative indicators that affect credit risk for various periods of time and stress levels. The level of
credit risk is affected by changes in national macroeconomic indicators, adverse trends in
development of particular sectors or extraordinary events that have impact on the implementation
of the projects financed, as well as by a significant number of the loans where the borrower's
income currency mismatches the loan currency.

212. Stress testing scenarios shall be designed to have a sufficiently significant impact on the
institution, however they should not be impossible. The number of stress scenarios and their
granularity shall depend on institution’s overall volume of credit, diversification, the structure of loan
portfolio as well as the size of the institution.

213. Institution shall ensure that creditrisk is assessed at various shock levels, namely, from
regular sensitivity analysis to stress testing at institution or group level.

214. When performing stress testing, institution shall use various time horizons. Institution shall
analyse both potential impact of one-off events and consequences that might be caused by events
over alonger period of time.

215. Institution shall provide for at least two periods of long-term stress events in the credit risk
stress testing scenarios - changes expected within one year and changes expected over at least
two years. Institution shall develop at least two scenarios for credit risk stress testing: a baseline
scenario based on the economic forecasts that provide for rather insignificant changes in
macroeconomic indicators (gross domestic product, unemployment rate, inflation rate, price
movements), and an adverse scenario based on adverse economic development forecasts.

216. Where the results of credit risk stress testing reveal potential loss that may be covered by
the excess of own funds available for the coverage of the institution’s overall risks, the executive
board shall consider possible measures for improving credit risk management to ensure that
coverage alsointhe future. If potential loss cannot be covered by the excess of own funds available,
institution shall develop an action plan to ensure the adequacy of capital required for the credit risk
or reduce an impact of the potential adverse development scenario used in stress testing.

217. An institution shall consistently perform the assessment of probable occurrence of critical
situations, assess its capability of withstanding identified critical situations and analyse
implementation options of the action plan based on the change of assumptions underlying one or
several variables.

218. Institution shall also ensure stress testing according to the Commission's scenarios and
assumptions, if requested.

219. When performing credit risk testing, institution shall apply requirements set out in
Guidelines of the European Banking Authority of 19 July 2018 EBA/GL/2018/04 "Guidelines on
institutions’ stress testing".

Xl. Credit risk control
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220. An institution shall ensure control over credit risk management according to the
reguirements of the Commission's regulation governing the establishment of an internal control
framework, in order to assess the effectiveness of credit risk management system.

XII. Final Provisions

221. Upon coming into effect of this Regulation, the Commission’s Regulation No. 120 of
9 July 2019 “Regulation on Credit Risk Management" shall become null and void.

222. Requirements referred to in Point 176 of this Regulation shall apply to loans granted until
25 April 2019. Loans granted from 26 April 2019 that are subject to the requirements of Regulation
(EU) 2019/630 of the European Parliament and of the Council of 17 April 2019 amending
Regulation (EU) No. 575/2013 as regards minimum loss coverage for non-performing exposures,
shall be subject to the requirements laid down in Point 176.2 and Point 176.5 of this Regulation
provided that the Commission has grounds to believe that the institution fails to comply with the
requirements laid down in Point 174 and Point 175 of this Regulation,.

223. Assets foreclosed prior to 1 July 2018 and classified as investment properties in
accordance with accounting standards, shall not be subjectto the requirements with respect to
asset classification referred to in the first and second sentence of Point 172 of this Regulation.
Institution shall prepare a sales plan for those assets, which shall be approved by the executive
board of the institution and shall include information about the location, type of use, acquisition
value, book value of each asset at the moment of preparation of the plan and the method for its
estimation, the date and value as per last valuation, haircut rate applied, shall specify the activities
performed for realisation of the asset by years from the moment of foreclosure till the preparation
of the plan, inter alia, previously offered sales prices, expected sales price and sales type, expected
time-to-sale with justification, as well as shall include the self-assessment prepared by the
institution on the implementation of the plan submitted in the previous year, specifying also the
assets sold since the submission of the previous plan. Institution shall submit the plan to the
Commission each year together with the report prepared in accordance with the Commission’s
regulation on the capital adequacy assessment process. Where an institution has not enforced the
properties referred to in this Point by 1 January 2023, it shall apply haircut in the amount of at least
30% of the fair value thereof, determined in accordance with the requirements of IFRS 13.
Institution shall recognise the haircut referred to in this Point in the financial statements or shall
apply it as CET 1 adjustment in accordance with requirements of Point 177 of this Regulation.

224. With respect to the foreclosed properties, which have been held on the balance sheet of
the institution for more than five years as at 1 January 2019, institution shall apply haircut in the
amount of at least 10% (in 2019), at least 15% (in 2020), at least 20% (in 2021), at least 25% (in
2022) of the fair value of the property determined in accordance with the requirements of IFRS 13.
Institution shall recognise the haircut in the financial statements or shall apply it as CET 1
adjustment in accordance with requirements of Point 177 of this Regulation.

Information on European Union directives and other international documents

The Regulation contains provisions arising from:
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1) Directive 2013/36/EU of the European Parliament and of the Council of
26 June 2013 on access to the activity of credit institutions and the prudential supervision
of creditinstitutions and investment firms, amending Directive 2002/87/EC and repealing
Directives 2006/48/EC and 2006/49/EC;

2) Basel Committee on Banking Supervision document: Principles for the Management
of Credit Risk, September 2000;

3) Basel Committee on Banking Supervision document: Core Principles for Effective
Banking Supervision, September 2012;

4) Guidelines of the European Banking Authority of 12 May 2017 EBA/GL/2017/06
"Guidelines on credit institutions' credit risk management practices and accounting for
expected credit losses";

5) "Guidance to banks on non-performing loans" of the European Central Bank, dated
May 2017;

6) Guidelines of the European Banking Authority of 23 February 2018 EBA/GL/2017/15
"Guidelines on connected clients under Article 4(1)(39) of Regulation (EU) No. 575/2013;

7) Guidelines of the European Banking Authority of 31 October 2018 EBA/GL/2018/06
"Guidelines on management of non-performing and forborne exposures";

8) Guidelines of the European Banking Authority of 19 July 2018 EBA/GL/2018/04
"Guidelines on institutions’ stress testing"

9) Guidelines of the European Banking Authority of 29 May 2020 EBA/GL/2020/06
"Guidelines on loan origination and monitoring"

Chairwoman of the Financial and Capital Market Commission S.Purgaile
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Annex 1
to the Financial and Capital Market Commission Regulation No. 242, dated 22 December 2020

Internal documents on credit risk management

1. The policy of the institution for execution of transactions with financial instruments with
exposure to credit risk shallinclude the following:

1.1. suitable types of exposures and appropriate limits;

1.2. content of the documents supporting exposures;

1.3. list of suitable counterparties and valuation criteria;

1.4. sources of market information necessary for the assessment of current and
potential credit risk of exposures, procedure for retention, models and methods used for
the assessment and procedure that describes how the liquidity of such financial
instruments is considered in the assessmert;

1.5. powers and responsibilities of employees involved in execution of transactions;

1.6. procedure for reporting default on contractual conditions.

2. Credit risk measurement and monitoring policy and procedures of the institution shall
include:

2.1. early warning indicators regarding loan quality deterioration and procedure for
monitoring clients with early quality deterioration indicators, including decision-making
process;

2.2. procedure for application of internal ratings system, inter alia, indicators of each
rating, criteria for granting and review of rating, employees in charge of maintenance and
regular verification of internal ratings system;

2.3. procedure for identification, administration and recovery of loans with significant
guality deterioration;

2.4. procedure for calculation of the duration of the loan life cycle, inter alia, how the
institution considers the prepayment and default risk in determining the duration of the life
cycle;

2.5. procedure for valuation of loan collateral (immovable property and movable
property, irrespective of meeting the requirements laid down in Articles 208 and 210 of
Regulation No. 575/2013;

2.6. the content of reports on credit risk and stress test results including authors and
recipients, frequency of submission;

2.7. definitions of the terms used in measuring credit risk, for example, definition of
default, loss event, NPL definition;

2.8. credit risk measurement and registration policy for the financial assets purchased
or originated credit-impaired in accordance with accounting standards, in order to correctly
classify such exposures and ensure regular updates of information regarding expected
cash flows from such exposures;

2.9 procedure for valuation of ESG factors impacting the loan collateral

3. Loan granting policy of the institution shall include:
3.1. criteria and limits for loan granting;
3.2. loan granting procedures and procedure for payout to the client;
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3.3. powers and responsibilities of the executive board, established committees (credit
committees) and staff involved in the loan granting process, inter alia, loan granting using
automated decision-making processes;

3.4. conditions and limits for granting unsecured loans;

3.5. procedure for setting interest rates and repayment conditions for loans with or
without collateral, as well as loans issued in the currency mismatching the borrower's
income currency;

3.6. criteria for borrower's creditworthiness evaluation, including sensitivity analysis'
extent and scenarios applied;

3.7. levels of DSTI and DTl ratio for various categories of borrowers;

3.8. accepted collateral, procedures for valuation of various types of collateral and
procedure for regular revaluation of collateral (including valuation approaches that the
valuer shall apply);

3.9. LTV limits;

3.10. conditions for setting stricter requirements in loan granting to the borrowers with
high credit risk, including the application of stricter DSTI and DTl ratios or LTV limits to
borrowers whose income currency mismatches the loan currency;

3.11. procedure for issuing residential loans against future rentals;

3.12. conditions for applying automated decision-making in the loan granting process,
inter alia, setting such products and limits, where automated decision-making is allowed;

3.13. requirements with respect to what shall be documented as part of the loan
granting process, inter alia, for audit purposes, including the requirements for finalising the
loan application process, justification and all related documents underlying the approval or
refusal of loan agreement;

3.14. decision making process where the institution deviates from the standard credit
policies in accordance with paragraph 38(h) of Guidelines No. EBA/GL/2020/06;

3.15. loan origination process quality monitoring mechanism;

3.16. indicators that trigger classification as leveraged transaction

3.17. procedure for incorporating ESG factors in credit decision making.

4. The methodology of the institution for asset quality evaluation and provisioning process,
where the institution documents the analysis performed, explanations and reasoning of
calculations, shall include:

4.1. description of methods applied by the institution for measuring credit risk and
expected losses and procedure for regular verification and update of the applied methods;

4.2. indicators timely demonstrating significant increase in credit risk for various asset
types, and procedure how the institution verifies the effectiveness of the applied approach
in demonstrating significant increase in credit risk;

4.3. indicators and criteria applied by the institution for transferring the asset among
stages in accordance with accounting standards;

4.4. quantitative and qualitative criteria, how the institution shall identify the assets for
assessment of quality deteriorationon an individual basis;

4.5. guidance for future cash flow estimate of the assets to be assessed on an
individual basis, discounting and calculation of the original effective interest rate;
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4.6. criteria for determination of asset quality improvement and procedure for reversal
of provisions in cases, when the quality of asset (asset group) improves;

4.7. criteria and maximum time period for provisioning in the amount of 100% of the
unsecured amount and asset write-off from the balance sheet;

4.8. procedure how the assets assessed on an individual basis and with no significant
increase in creditrisk, shall be grouped, in order to perform additional assessment, and
the procedure for assessment of asset groups;

4.9. procedure how the institution determines that forbearance has taken place, inter
alia, indicators of financial difficulties of a counterparty, granting NPL status and criteria
how the asset exits the status of forborne asset. Impairment loss recognition at the
moment of forbearance shall also be determined for forborne assets.

4.10. basis for and detailed information about the parameters, calculations and
assumptions used in the guidance for forming provisions for loan groups, as well as the
procedure, how the institution selects, supervises and assesses the assumptions used;

4.11. procedure for reviewing the consistency of the formed asset groups to the
economic conditions and the strategy of the institution;

4.12. procedure how the loan included in the loan group for the purposes of valuation,
shall be excluded from the group in accordance with the requirements of Point 164 of this
Regulation;

4.13. procedure for performing back-testing of the estimated losses and actual losses
and adjusting the estimates, if significant differences are detected between the estimated
and actual losses;

4.14. procedure for performing sensitivity analysis of the methods, assumptions and
parameters used in the calculation of losses;

4.15. procedure, for performing valuation of immovable property pledged as loan
collateral, value updates and quality assurance of the valuation process, inter alia,
assessment and, if necessary, adjustment of the assumptions, restrictive factors, forecasts
and data used in the valuation performed by an valuer;

4.16. procedure for estimating the value of foreclosed assets, selling expenses, and
applying haircut in accordance with the conditions of Point 172 of this Regulation;

4.17. procedure for performing indexation of the value of immovable properties
pledged as loan collateral;

4.18. procedure for determining significant decrease in value in the real estate market;

4.19. methodology for quality assurance and back-testing of internally and externally
performed real estate valuations;

4.20. procedure for using forward-looking information for determination of significant
increase in credit risk and expected losses, inter alia, information sources, time horizon of
forecasts applied by the institution, and information on use of data in calculations;

4.21. own funds adjustments, if any, performed in accordance with Point 177 of this
Regulation.

5. Loan forbearance policy of the institution shall include:

5.1. indicators of financial difficulties, applied by the institution to determine whether the
amendments to the agreement shall be deemed as forbearance;

5.2. description of forbearance measures offered by an institution;
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5.3. financial and non<inancial information requested by the institution from the
borrower for assessment of borrower’s creditworthiness in case of forbearance;

5.4. procedure for performing assessment of the financial condition of the borrower,
inter alia, minimum indicators for eachloan type, in order to offer forbearance;

5.5. procedure for selecting the most suitable forbearance measures for the client,
performs the viability assessment of the forbearance measures and approves the
forbearance measures;

5.6. procedure for monitoring and assessing viability of forbearance measures and
stores information on the forbearance measures taken;

5.7. procedure for determination of cases, when forbearance measures shall notbe
deemed viable and it shall be necessary to perform other activities;

5.8. procedure for documenting and monitoring the quality of loans, to which
forbearance measures have been granted,;

5.9. procedure for granting NPL status to the forborne loans;

5.10. pricing policy for forbearance measures;

5.11. procedure for ceasing to apply the NPL status to the forborne loans, inter alia, the
type of indicators used by the institution to verify the repayment capacity of the borrower
following the application of forbearance measures;

5.12. procedure for ceasing to apply the forborne loan status.

6. NPL management policy shall include:

6.1. role and areas of responsibility of each unit engaged in NPL management, as well
as procedure for reporting the implementation of the NPL strategy and its operational plan;

6.2. indicators used by the institution to deliver the loan under the responsibility of the
unit engaged in the NPL management, or to allocate it among the units engaged in the
NPL management process;

6.3. decision-making procedures with respect to loans with quality deterioration
indicators, and communication plan with the client, including the client, who does not
respond to the communication of the institution or refuses to cooperate with the institution;

6.4. recovery solutions used by the institution for each type of loans;

6.5. procedure and decision-making process, how the institution selects the most
appropriate recovery solution for NPL;

6.6. decision-making mechanism for each type of loans, inter alia, the role of internal
control function in decision-making and effectiveness monitoring ;

6.7. procedure for adopting the decision on selling or other type of use of the foreclosed
properties.
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Annex No. 2
to the Financial and Capital Market Commission Regulation No. 242, dated 22 December 2020

Documentation requirements for assets assessed on an individual
basis and in group

1. For each asset assessed on individual basis, the institution shall document:

1.1. justification for assessment on individual basis;

1.2. justification of the decision to classify the loan as a non-performing;

1.3. calculation of the amount of provisions for the asset, specifying:

1.3.1. future cash flow projection prepared in accordance with going concern or
gone concern principle, specifying the justification for cash flows, namely, relevant
historical information, current factors affecting the projection, information about the
counterparty, assumptions and interest rate applied for discounting of the future cash
flow;

1.3.2. where the gone concern principle is applied, the estimate of the cash flow
from collateral enforcement, in accordance with the requirements of this Regulation,
inter alia, collateral valuation methods, applied assumptions and calculations,
justification for adjusting the collateral value as compared to the collateral valuation
performed by an independent valuer, confirmation of valuer's independence and
competence, sales expenses, time to sell. Where the institution uses the market price
to set the recoverable value, it shall document the exposure price, its source and
transaction date.

2. For each asset group the institution shall document:

2.1. criteria for grouping loans;

2.2. method applied for setting the provision rate (procedure for setting of the historical
loss rate, including the time period for which the loss has been recognised). If the historical
loss rate was selected from a range of rates, the institution shall document the procedure
of defining such interval and a logical justification that the selected rate is the best estimate
within the range;

2.3. adjustment to the historical loss rate with an explanation on how the adjustment
reflects the current information (events, circumstances) and the factors that affected the
estimates of loss. The impact of each factor, as well as an explanation on how the
institution quantified such impact shall be documented;

2.4. back-testing of the actual loss against the loss estimates for the asset group and
the results of the sensitivity analysis of the assumptions and parameters applied.
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