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1. INTRODUCTION 

Deloitte d.o.o. has been engaged by Nova Ljubljanska Banka d_d. ("NLB" or "the Bank") to carry out an Asset Quality 
Review ("AQR") of NLB as of 31 December 2012 ("Reference Date") as part of a broader system-wide stress test ("ST") 
of the Slovenian banking sector ("Participating Institutions") which is being carried out by the Stress Test Consultant 
("Oliver Wyman" or "ST Consultant"). 

Based on discussions between the Bank of Slovenia ("BOS"), the Ministry of Finance of the Republic of Slovenia (the 
"MOF") and representatives of various European Institutions, and in accordance with the notification No. 403-
36/2013/126 dated on 9 August 2013 sent by the MOF to NLB, and in accordance with the notification No. 24.00-
0623/13 dated on 9 August 2013 sent by BOS to NLB, the scope of the independent AQR and Stress Test was 
extended. The extended scope was required to support a bottom up stressing testing exercise, including additional 
activities required to ensure that the AQR and Stress Test exercises are more in line with similar exercises perfonned 
elsewhere in the European Union ("EU"). The revised Terms of Reference ("TOR") are included in Appendix I. 

Our report was prepared in accordance with the above referred TOR; our Contract was signed with NLB dated 5 July 
2013 and Annex I of that Contract dated 19 August 2013. Our Services under this Contract have not included an Audit, 
an Examination of internal controls, or other Assurance services. Accordingly, we do not express an Opinion or give any 
other form of Assurance on the financial statements or any other financial information, or operating or internal controls of 
NLB. 

In accordance with our Contract with NLB, NLB can provide our Report on a confidential, non-reliance basis to (a) the 
Ministry of Finance, Bank of Slovenia and other agencies and departments of the Republic of Slovenia to the extent 
required by law as well as to (b) the European Commission or other EU institutions that are observers on the Steering 
Committee, to the extent required by state aid rules applicable to the case of NLB as well as to (c) Oliver Wyman and to 
(d) BAMC and their advisers. ln Annex Ill of our Contract dated 24 October 2013 NLB agreed that Deloitte can provide 
draft reports, final reports and supporting analyses (Deliverables) to BOS on a non-reliance basis, based without the 
prior approval of NLB and in advance of providing such Deliverables to NLB. 

We shall not be responsible for any subsequent elaboration of the Deliverables which is made by the Stress Test 
Consultants for the purposes of their own reports to you or for any other purpose, nor for the actions, findings, opinions 
and/or quality and nature of performance of the other advisors (including the Stress Test Consultants) involved in the 
Stress Test whatsoever (including any inaccuracy, omission, misinterpretation, mistake or other failure contained ln or 
reflected in ariy report from the ST Consultants to NLB or the Bos. or any other third party whether due to negligence, 
incompetence or willful misconduct of any such ST Consultants. 

This report may not be made available or copied in whole or in part to any other parties or persons without the express 
prior written consent of Deloitte or except in accordance with the terms of the Contract. Deloitte accept no responsibility 
for any reliance that may be placed on this report should it be used by any party or for any purpose that has not been 
expressly agreed by Deloitte. 

Management of NLB has confirmed to us that to the best of their knowledge and belief after making appropriate 
enquiries (i) the facts, as stated in the loan files are accurate in all material respects; (ii} any opinions attributable to them 
are fairly stated and reasonably held; (iii) they have made available to us all significant information relevant to scope of 
Work; and (iv) they are not aware of any material matters relevant to our terms of reference which have been excluded. 

This report provides an overview of the methodology We Lised in conducting the Asset Quality review of NLB and its 
subsidiaries ("NLB Group") in accordance with the TOR. It has been produced as a separate document for ease of use 
but nevertheless forms an integral part of the overall work oonducted at the Bank; as such, it should be read in 
conjunction with the other constituent reports in order to gain a full understanding of the situation and findings. 

Together the above activities constitute the Asset Quality Review- Methodology Overview work-streams. The results of 
our work have been summarised in Sections 2 to 7 of this Report and the related Appendices. 

Separate reports will cover other aspects of our work related to the Asset Quality Review: 

• Asset Quality Review - Data Reconciliation, Data Completeness & Data Integrity Verification. 

• Asset Quality Review - Process Review; and 

• Asset Quality Review - Quantitative Loan Portfolio Analysis. 
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1.1. Scope of the exercise 

In accordance with the TOR, the AQR shall consist of two principal areas of work: 

• A quantitative portfolio analysis of the material exposures in the balance sheet of the Participating Institution 
together with an assessment of certain risk-related processes (the "Core AOR"); and 

• The provision and checking of information and other support to the ST Consultant for the purposes of the 
system-wide ST ("AQR ST Support"). The ST will be conducted according to a bottom-up approach and will 
be based on credible macro-economic scenarios agreed by the Steering Committee. 

The methodology discussed herein has been designed in order to perform the AQR procedures. Furthennore in 
accordance with the TOR, the scope of this exercise includes the following asset classes: 

• Retail Mortgage: credit exposures to physical persons collateralised by a Real Estate collateral (please note 
that the definition used at NLB and HM differentiates, please refer to the Retail section, Chapter 3 for further 
clarifications); 

• Retail Other: any credit exposures to physical persons not included in Retail Mortgage segment; 

• SME: credit exposures to non-physical persons that meet any two of the following criteria (excluding Real 
Estate development and in line with the ZGD-1 Article 55): 

o it has an average of fewer than 50 employees in a financial year; 

o it has an annual turnover of less than EUR 8 800 000; and 

o the value of its assets is less than EUR 4 400 000; 

o If financial information is not available, non-physical persons with less than EUR 1 million banking 
group level exposure will be classified as small business; 

o Please note that the AQR adjustments for the SME portfolio were calculated under 2 different 
approaches: 

• Where SME exposures were subject to the loan file review, the AQR adjustment was 
estimated individually under the approach described in the Corporate section (please refer 
to Chapter 5); 

• For the remaining part of the SME portfolio the AQR adjustment was estimated using the 
statistical approach and incorporating input from the SME file review described in the SME 
section (please refer to Chapter 5). 

• Corporate: credit exposures to non-physical person that meet any two of the following criteria (excluding Real 
Estate development and in line with the ZGD-1 Artide 55): 

o it has an average of 50 or more employees in a financial year; 

o it has an annual turnover of EUR 8 BOO 000 or more; and 

o the value of its assets is EUR 4 400 000 or more; 

o If financial information is not available, non-physical persons with at least than EUR 1 million banking 
group level exposure will be classified as corporate. 

• Real Estate development: credit exposures to non-physical person with industry classification belonging to 
the following NACE codes: 41.00, 41.10, 41.20, 68.00, 68.10, 68.20. 

• Treasury assets. 

The review included any off-balance items associated with these asset classes as well as associated provisions. 
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2. METHODOLOGY - SAMPUNG 

2.1. Loan file revieVt1 sampling 

This section covers the sampling methodology utilised for the main part of the AQR exercise. It excludes sampling for 
the DIV exercise, details of which are provided in the related report. 

Sampling requirements from the TOR 

The sampling requirements for the AQR were set out at a high level in the project TOR: 

• Sample size: it should be a random sample across all asset classes representative to each portfolio. The 
sample for corporate, real estate development and small business segments should be statistically significant 
so that the findings can be extrapolated across portfolios. Except for the individually not reviewed small 
business and the retail portfolio the sample size could be proportional to the size of the asset class as % of 
total loan book or% of CT1 capital. Moreover at least loans that exceed a threshold of NBV of EUR 10 M (i.e. 
including any existing risk provisions) should be subject to a direcVmanual review. 

Sampling reauirements from the MOU 

The sampling criteria were further augmented following discussion with the ST Consultant with the final agreed position 
being incorporated into a Memorandum of Understanding ("MOU"} between the AQR Provider and the ST Consultant: 

• For the individual file reviews, the banks have been split into three tiers {see Table 1) depending on their 
asset size. The size of samples requested for banks depends on their tier. 

• In principle it is accepted that credit facilities of insignificant values can be excluded from the relevant sample. 
The AQR Provider and the ST Consultant will agree on the appropriate threshold for each Tier 1/2/3 to be 
applied on a case-by-case basis and according to preliminary analysis of the data. 

• Individual file reviews, will be focused on: 

o Minimum random samples from each individual segment as· tabulated below 1. 

a The randomness and representativeness of the above selection should be capable of being 
demonstrated at least considering geography industry and loan size sub-segments (for each of the 

mentioned criteria both in terms of number of loans and gross exposure coverage)2. 

o In addition to the samples selected randomly by geography industry and loan size, all loans with an 
exposure above EUR 10 M will be reviewed. The volume of files relating to the EUR 10 M file review 
will count towards the random sample and the overall target is to achieve the target gross exposure 
coverage as indicated below in table 2. 

o Files will be evaluated by way of a review of the borrower/ legal entity related to each individual file 
selected s1.1c;;h that some borrowers will have several loans included in one or more portfolio samples. 
Notwithstanding this, in case of connected loans where some loans are not included in the random 
sample, only loans in random sample will be reviewed for the purpose of ST Consultant output tables. 

a The number of files to be sampled per segment is intended to be a minimum requirement but this will 
be reassessed once each Participating Institution's data tape has been received. In accordance with 
the AQR Responses and other discussions with the EU Institutions, the AQR Providers will seek to 
achieve either the sample sizes in unit terms as set out in the MoU or the following portfolio coverage 
within the file review process for each Participating Institution (per segment as defined in Appendix 
"AQR exercise inputsj: 

o RE Developers and Corporate segment - approximately 60%, or greater, of gross exposure at the 
consolidated Group level 

1 If the total number of assets a bank has on its books for a particular asset type is less than the requested sample size, then all assets should be 
used in the valuation set. 
2 Each of listed stratification criteria (geography, industry, loan size) should be viewed separately on a stand-alone base. The AQR Providers and 

·the ST Consultant will agree on the loan size band to be used in the representativeness analysis on case by case basis and according to 
preliminary analysis of the data. 
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o Small Business segment - approximately 25%, or greater, of gross exposure at the consolidated 
Group level. 

• If the levels of portfolio coverage indicated above are not practical to deliver for any Participating Institution or 
specific portfolio, for example, where the relevant portfolio is comprised of many small exposures with no 
significant concentrations, then the AQR Provider will recommend a revised level of coverage to ST 
Consultant. 

Table 1 

NLB 

Abanka 

Gorenjska Banka 

Hypo Alpe Adria Bank 

UniCredit 

Probanka 

Factor Banka 

Raiffeissen Banka 

Tier 1: assets> EUR 3 BN 
Tier 2: assets between EUR 1.5 BN and EUR 3 BN 
Tier 3 ; assets < EUR 1.5 BN 

Table 2 Individual loan review sample - by banking group 

Segment 

Real Estate 

Developers3 

Corporate 

Small 
Business 

Retail 
Mortgages 

Retail Other 

Total 

Top loans 
(by net 

exposure 
value) 

All loans 
over EUR 
10 million 

TBD 

Tier 1 Banks 

Random sample 

Performing 
borrower 
facilities 

100 

100 

100 

100 

50 

450 

Target 

Non-
gross 

performing 
exposure 

borrower 
coverage 

facilities 
(%) 

50 60 

50 60 

50 25 

so nfa 

25 n/a 

225 n/a 

3 Rear Estate Development is defined as non-physical person counterparty with industry classification belonging to the following NACE codes '41', 
'411', '4110', '4120', '68', '6810', '6820', 
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Tier 2 Banks 

Random sample 
Target 

Top loans 
(by net Non-

gross 

exposure 
Performing 

performing 
exposure 

Segment borrower coverage 
value) facilities 

borrower 
(%) 

facilities 
Real Estate 

Developers4 
60 30 60 

Corporate 60 30 60 

Small 
All loans 

over EUR 60 30 25 
Business 10 million 

Retail 
60 30 n/a 

Mortgages 

Retail Other 40 20 n/a 

Total TBD 280 140 n/a 

Tier3 Banks 

Random sample 
Target 

Top loans 
(by net Non· 

gross 

exposure 
Performing performing exposure 

Segment 
value) 

borrower 
borrower coverage 

facilities 
facilities (o/o) 

Real Estate 
40 

Devetopers4 
20 60 

Corporate 40 20 60 

Small 
All loans 

over EUR 40 20 25 
Business 

10million 
Retail 

40 20 n/a 
Mortgages 

Retail other 40 20 nla 

Total TBD 200 100 n/a 

Implementation of the sampling requirements 

Two approaches were adopted for sampling based largely on a practical assessment of feasibility in the context of the 
relevant Banks' balance sheets: 

• A multi-step process for the selection of individual exposures taking into account exposure size on 
counterparty/connection level; and 

• Random sampling on contract level which was used for selecting individual credit contracts from statistically 
assessed SME and Retail portfolios. 

4 Real Estate Development is defined as non-physical person counterparty with indus!Jy classification belonging lo the following NACE codes '41', 
'41.1', '41.10', '41.2', '68', '66.10', '68.20' 
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The multi-step sampling process was adopted for the less-homogenous segments including BAMC, RED and Corporate 
(including related SME) as follows: 

• Selection of all exposures above EUR 10 M on client level (in accordance with TOR); 

• Added the. biggest connected exposures (e.g. subsidiaries, parent co., sister companies, connected through 
cross-collateralization, cross-ownership, cross- guarantee etc.) so that 2 or more largest companies by 
exposure within a group have then been selected and covered individually; 

• Added all loans of the specific borrowers irrespective of underwriting entity of the banking group; 

• Added all connections irrespective of segment they are assigned to (i.e. including SME) to have consolidated 
information and cover the whole exposure of the bank (on group basis) towards a particuiar connection; 

• All selected borrowers were aggregated and the total exposure checked against the target coverage set for 
the given segment and overall (60% for all three aforementioned segments and 25% for Small Business, 
respectively). 

• Population for sampling is limited in respect of both minimum on balance sheet and on- and off-balance 
sheet thresholds of EUR 1 and EUR 1,000, respectively. 

Example: ABCDE group (one of the top FMCG companies in Slovenia), where the individual credit review was 
performed for four companies within the group: company A, company B, company C and company D, all in Slovenia, as 
well as for randomly selected company E based in Kosovo. In addition, overall group loan review template was used and 
group sustainable debt was assessed to establish AQR adjustment on ABCDE group level. 

For ST purposes, exposures above EUR 10 M were supplemented with a minimum random sample agreed between 
AQR providers and ST Consultant in accordance with the MOU criteria. Such randomly selected samples (when added 
to the exposures selected through the multi-step approach) were required to be statistically valid. 

Samples were selected by Deloitte from credit data tapes provided by the Banks, i.e. no involvement of the banks in 
sampling was permitted. 

Sllmple representativeness for both AQR and ST purposes was assessed using a Population Stability Index ('PSI') test 
which describes the proportion of the distribution of the sample population versus the entire population. The PSI formula 
is given by: 

PSl=H(n1 i /N1)-(n2 i /N2)).-ln((n1 i /N1 )/(n2 i /N2)) where: 

n1 i ,n2 i - the number of observations in bin i for population 1 (whole population and 2 (sample) 
N1 ,N2 - the total number of observations for population 1 (whole population) and 2 (sample) 

As a rule of thumb. a PSI: 

• <0.1 indicates minimal change in the population. 

• 0.1 to 0.2 indicates changes that might require further investigation, and 

• >0.2 indicates a significant change in the population. 

Should PS1>0.2 occur when testing sample representativeness for any given criteria, necessary additions/removals from 
the sample were made to keep PSI at maximum of 0.2. The population distribution was established for all main criteria 
including (i) industry, (ii) bank rating, (iii) country of bank underwriting entity, (iv) segmentation. The PSI was tested for 
each of these criteria during sampling process until samples were confirmed to be fully representative taking into 
account decision of the Steering Committee on materiality thresholds (i.e. that only subsidiaries representing more than 
5% of bank's total assets were considered material). 
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2.2. Reai Estate sampling 

Sampling requirements from the TOR 

The sampling requirements for the AQR were set out at a high level in the project TOR: 

An independent real estate appraiser will be engaged as part of the overall AQR and stress test exercise to undertake 
independent real estate appraisals (drive by and desk top) across different collateral types, including both random 
sampling of large and small collaterals, as well as the largest collaterals of counterparties. 

The REAs were engaged to value a representative sample of the real estate assets that the Bank held as collateral. The 
samplewas split according to type and value and the valuations methodologies varied according to the sample element. 

Sampling requirement5 from the MOU 

The sampling criteria were further augmented following discussion with the ST Consultant with the final agreed position 
being incorporated into a Memorandum of Understanding ("MOU") between the AQR Provider and the ST Consultant: 

Real Estate valuation sample should follow the size reported in Table 3, across the different collateral types, including 
both random sampling of large and small collateral, as well as the largest collateral of top counterparties. 

Table 3 Collateral tape sample - by banking group 

Tier 1 Banks 

Top collaterals 
Random sample 

Type of collateral (top .e EUR 1 million < EUR1 million 

counterpartie!l) (Drive-by (Desktop 
valuation) valuation) 

Finished Residential 
20 100 10,0005 Real Estate 

Finished 
Commercial Real 20 100 200 
Estate 

Development in 
progress 

20 50 100 

Land 20 50 100 

Total 80 300 10,400 

5 Assuming automatic appraisal techniques are used to estimate parameters and valuations. This sample size can be reduced if 75% of total 
number of finished residential collaterals are covered 
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Tier 2 Banks 

Top collaterals 
Random sample 

Type of collateral (top ;? EUR 1 million < EUR 1 million 

counterparties) (Drive-by (Desktop 
valuation) valuation) 

Finished Residential 
5 30 3,000 

Real Estate 

Finished 
Commercial Real 5 30 55 
Estate 

Development in 
5 15 30 

progress 

Land 5 15 15 

Total 20 90 3,100 

Tier 3 Banks 

Top collaterals 
Random sample 

Type of collateral (top ;?EUR1 million < EUR1 million 

counterparties) (Drive-by (Desktop 
valuation) valuation) 

Finished Residential 
5 15 1,500 

Real Estate 

Finished 
Commercial Real 5 15 30 
Estate 

Development in 
5 10 15 

progress 

Land 5 10 15 

Total 20 50 1,560 

• The sample size of desktop valuations used for "finished Residential Real Estate" collateral types for Tier 1 
banks can be reduced if the number of finished "Residential Real Estate· collateral a bank has is greater than 
the requested sample size and 75% coverage in number of finished residential collateral is reached. The 
sample sizes of the other collateral types for Tier 1 banks and all collateral types for Tier 2 and Tier 3 banks 
should not be modified. In the event that there are insufficient ''finished Residential Real Estate" assets to 
meet the full sample sii:e then the desktop valuation figure should be replaced with the actual number of 
assets that the bank owns. 

• If the total number of loans in bank portfolio in ·~ EUR 1 million" bucket is less than the requested sample 
size, top exposures below EUR 1 million should be selected for drive by valuations to reach the requested 
sample size. 

• If the total number of assets a bank has on its books for a particular asset type, which belongs to either 
"Finished Commercial Real Estate", "Development in progress" or "Land" collateral type, is less than the 
requested sample size, then all assets should be used in the valuation set. However, in order to reach the 
total number of real estate valuations for the bank, remaining valuations should be distributed to other asset 
types, namely - "Finished Commercial Real Estate", "Development in progress" or "Land". 
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• Evidence should be provided on the representativeness (in terms of number of observations and exposure-
coverage) of the overall collateral sample compared to the population from which it was extracted in terms of: 

o Collateral geographic distribution; 

o Performance status (performing vs. non-performing) of the borrower; 

o Entities of the banking group distribution. 

Implementation of the sampling requirements 

The methodology applied for the sampling of Real Estate assets was originally to be to select the appropriate number of 
assets in each of the categqries in the tables above, with the finished residential real estate desktops to be valued by the 
use of an Automated Valuation Model ("AVM"}. However, a number of Banks were unable to provide the necessary 
infonnation required for the use of an AVM. Therefore, based on methodology agreed at OpCo and SteerCo, two 
alternative options were considered: 

Alternative Approach 1 - Indexation of Transaction Prices: This involved the indexation of either historic transaction 
prices to today's price based on an index. This would be compared against the value the Bank holds the asset on its 
books at to determine a haircut. 

Alternative Approach 2 - Drive-by samples: This approach takes a smaller sample and a full drive by valuation is 
undertaken. 

When a further review of the Bank;s data was undertaken, it was found not to be possible to detennine the historic 
transaction price of the asset. Therefore, it was agreed with the ST Consultant to use Alternative Approach 2, replacing 
the 10,000 low value residential desktops with 200 drive-by valuations. 
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3. METHODOLOGY - STATISTICAL AQR ADJUSTMENTS (RETAIL) 

3.1. General approach 

The methodology described in this section is applied in order to estimate the level of credit losses incorporated within the 
Retail portfolio as of the Reference Date (the • AQR assessment''). 

The general concept of the methodology is based on a statistical approach as the Retail portfolio can be usually 
considered sufficiently large and granular. Therefore: 

• Retail portfolio PD and LGD parameters are calculated collectively for homogenous groups of financial assets 
("Segments"), based on the bank's historical data, and further applied to individual exposures classified to 
respective Segments, 

• Where the data availability is limited, alternative approaches to estimation of individual risk parameters (e.g. 
expert judgment) are applied and extrapolation techniques as well as benchmarking in respect of credit 
quality are considered. 

3.2. Default definition 

The following general indicators to define the defaulted (non-performing) population are utilized: 

• Overdue more than 90 days on a material amount6, 

• Start of the workout proceedings, 

• Insolvency/Bankruptcy of the debtor, 

• Restructuring due to financial problems of the debtor, 

e Write-off of an exposure, 

• Sale of an exposure (under bad debt sale proceedings). 

Having at least one of the above criteria met, an exposure can be reclassified back to performing status if the conditions 
below are fulfilled simultaneously for three consecutive months (re-aging period): 

• Overdue amount is repaid in full or overdue amount fell below the materiality threshold, and 

• No default criteria are met. 

• The re-aging period of three months is applied in order to: 

• Ensure that the reclassification of an exposure into performing status is justified, in particular to distinguish 
successful restructuring cases, 

• Overcome the potential data availability and quality issues, 

• Decrease the volatility of exposure migrations between perfonning and non-performing status for the purpose 
of the risk parameters estimation. 

3.3. Portfolio segmentation 

In accordance with the general assumptions, the total Retail book of the Banks has been split into 3 parts: 

• Covered with bottom-up approach - exposures for which sufficient historical data is available, 

• Covered with top-down analysis (including expert judgment and extrapolation) - material exposures for which 
historical data is not available, not representative or of insufficient quality, 

6 For each bank the material amount will be set to best reflect bank's retail monitoring process, however it shall not be higher than regulatory level 
of 200 EUR defined by Bank of Slovenia. 
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• Not covered with Deloitte's analysis - non-material exposures for which historical data is not available, not 
representative or of not sufficient quality. 

For the purpose of credit loss estimation. the Retail book is further divided into Risk portfolios based on product types 
and/or collateral types. 

Additionally, for the purpose of bottom-up statistical modeling, each exposure within a defined Risk portfolio is assigned 
to a Segment (representing its performance status) based on the segmentation criteria presented in the table below. 

Table 4 Segmentation Criteria 

S1 

S2 

S3 

S4 

Non-defaulted exposures which are not overdue or overdue < material Non-default 
amount 

••-•••••-•••"•-~- ~-• ~---·----~•••-••- •n•••-•--,• •• - --•-••--••••~---·-·-·----·---"--·---· ---·o·--.. --•••·-- ,.-- ,--
Non-defaulted exposures overdue 1-30 days on material amount Non-default 

-•--•~ •-•--•·-----•-·••••--,-.. --·•--• o,~- ----·•·----·••m-••--·-··--~-------•--~-, .. , ______ ·• f• ·- - •• --• -------~•--•·-·- • 

Non-defaulted exposures overdue 31-60 days on material amount Non-default 
r - --•-~•.~•••••••-~--••••~-•••~•••-•-••--,.c-·-••••••.--•--·--••----•-•-----e-~--- ---.~ • ••·-••••••- ~-~ -•• ----------~----·--·--·· 

Non-defaulted exposures overdue 61-90 days on material amount Non-default 

-~~=-~--.. --··--· __ '"- __ Exposures which entered the default status_in a_given month ______ .. ___ ----· ·-· De~~~! ... 
S5_ 1 Exposures in default status for more than 1 month and less than 2 months Default 

-~~ _2 _____ . ---· EXf~~~~~~_i_~_c:IEl~~l~-~t~~ fo~ m~~~~'."~~'!1-~~!~5. an~l~.:i~.!~~n ~ ~?~ths _____ . De~~-1!___ _ .. 

[~~-=~!~-~-~]- __ -· -·-·-·· [As above for each. monthly period ... ]····-·---------· -------··-·--·----- -----· ___ ~=-~~-
S5_11 

S5_12 

Exposures in default status for more than 11 months and less than 12 months Default 
- • - - • ••• -··-·--•~ . .----,--- - ---···•-•-'»-•-•-•----•-•--••- -~r~---• -••----~-•-- "·•-~•~- -•-•--••• • ••<•• •- •~-- •--·- .... -••- •• •, • ~--.--·-•- • ••• •••~, -

Exposures in default status for more than 12 months Default 

3.4. Loss amount 

AQR assessment of loss amount is calculated based on the following equation: 

where: 

Loss Amount = PD • EAD • LGD 

• PD (Probability of Default)- the probability that an exposure will default during one year7, 

• EAD (Exposure at Default) - the basis for loss estimation computed differently depending on the type of 
product (non-revolving/revolving), 

• LGD (Loss Given Default)- the percentage of the EAD that will be lost in case of default. 

For non-revolving products (e.g. cash loans, mortgage loans) the basis for loss estimation is represented by the on­
balance exposure: 

EAD = on_balance exposure 

In case of revolving products (e.g. overdrafts, credit cards) the basis for loss estimation considers on-balance and off­
balance exposure (i.e. unutilized available limit) as well as the average limit utilization represented by the utilization 
factor: 

EAD = max((on_balance exposure+ off_balance exposure)* Utilization_factor; on_balance exposure) 

The utilisation factor for non-defaulted products is calculated based on historical observations of the average utilisation 
of the granted limit as of the default date. whereas for defaulted products it is assumed to be equal to one. 

7 For defaulted exposures PD equal to one is applied in the presented fonnula. 
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The loss amount for revolving products is further split into the part related to on·balance and off.balance sheet 
exposures according to the following formulas: 

On_balance part = PD* on_balance exposure • LGD 

Off_balance part = Loss Amount - On_balance part 

For the purpose of the bottom-up approach, the AQR assessment of loss amount is performed at individual contract 
level. In top-down approach the analysis is based on aggregated positions representing a similar risk profile. 

3.5. PD estimation 

PD parameters for non.defaulted segments are calculated based on a migration matrices approach. Monthly historical 
data covering the period December 2011 - December 2012 are utilized (twelve migralions)8. 

Depending on the Risk portfolio characteristics (often linked to product type) two approaches are applied: 

• Based on principal-based migrations ( exposure weighted) - applied for the portfolios in which exposures are 
diversified in terms of granted amount and repayments are likely to influence the exposure amount eventually 
entering default status. Generally this applies to non-revolving products. 

• Based on the number of migrations (non-exposure weighted) - applied for the portfolios in which exposures 
are less varied in terms of granted amount, average exposure is relatively small and exposure amount for a 
given contract fluctuates significantly between balance sheet dates. Generally, this applies to revolving 
products. 

The table below presents the structure of the one month average migration matrix, which constitutes the starting point for 
the PD estimation for each Risk portfolio. 

Average matrix is computed through: 

• adding all migrations from month 't' to 't+1' for a given matrix cell for all months under consideration, and 

• dividing the value in each cell by the sum of exposures (number or principal depending on the approach) in a 
given matrix row, as of month t, for all months under consideration. 

Table 5 One month migration matrix 

P(S1,S1) 

P(S2,S1) 

P(S1,S2) 

P(S2,S2) 

Segment at month t+1 

P(S1,S5_11) 

P(S2,S5_11) 

P(Sl, S5_12) 

P(S2,S5_12) 

P(S1,C) 

P(S2,C) 

P(S1,W) 

P(S2,W) 

P(S1,R) 

P(S2,R) 

P(S5_12,Sl) P(SS_12,S2) P(S5_12,S5_11) P{S5_12,S5_1Z) P(S5_12, C} P(S5_12, W) P(S5_12,R) 

8 The key reason to use t year historical data horizon is to capture the early signals of deterioration Of retail segment in Slovenia and to properly 
reflect the relevant impact in the PD parameter, which will constitute point-in-time PD. 

Extension of the historical data horizon to maxim um 2 years (24 migrations) shall be considered if: 
Number of default observations within 1 year horizon for a given Risk portfolio is perceived not statistically sound, and 
Historical data covering additional period are deemed to be representative for current environment. 
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Where: 

Where: 

• S1, S2, ... , S5_ 11, 55_ 12 denote the defined Segments 

• Individual matrix term, P(Si,Sj), for all Segments S1, S2, ... , S5_11, 55_12 denotes: 

o the number of exposures/principal balance as of month t+1 for all exposures assigned to Segment i 
at the end of month t and to Segment j at the end of month t+1 , as a fraction of, 

o the total number of exposures/principal balance as of month t assigned to Segment i at the end of 
month t, 

• C represents closed-repaid status, 

• W represents written-off status, 

• In case of 'non-exposure weighted' approach individual matrix term, P(Si,Xj), for additional Segments 
(X = {C, W}) denotes: 

o the number of exposures assigned to Segment i at the end of month t and to Segment j at the end of 
month t+1, as a fraction of, 

o the total number of exposures assigned to Segment i at the end of month t, 

o In case of 'exposure weighted' approach individual matrix term, P(Si,Xj), for additional Segments 
(X = {C, W}) denotes: 

o the principal balance as of month t for all exposures assigned to Segment i at the end of month t and 
to Segment j at the end of month t+1, as a fraction of, 

o the total principal balance assigned to Segment i at the end of month t, 

• R represents repayments during the month (applicable only for principai-based migrations). 

C, W, R statuses are absorbing (exposure entering C, W or R status does not leave the status). Repayments are 
calculated based on monthly principal balance change. 

The following transformations are applied to the one month average migration matrix in order 1o obtain the PD 
parameter for each non-defaulted Segment within each Risk portfolio: 

• In case of a 'number of migrations' (non-exposure weighted) approach, exposures below a materiality 
threshold are excluded, 

• The absorption concept is applied for all defaulted Segments (i.e. migrations from default 1o non-default 
status are not taken into account) in order not to capture the effect of cured exposures in the PD parameter 
(ttlis e!fe¢ is modelled in the cure rate parameter as described in the next section), 

• 1-year average migration matrix is derived from average monthly migration matrix raised to the power of 12. 

• Based on a 1-year average matrix, the probability of default for each non-defaulted Segment is derived 
according to the following formula: 

PD(Si) = L P(Si, Sj) 
j 

• i - denotes a non-defaulted Segment (i.e. S1, S2, S3, S4 ), 

•- j-denotes a defaulted Segment (i.e. S5_0,S5_1, ... ,S5_12, W). 

3.6. LGD estimation 

The basic assumption under LGD estimation approach is to consider two primary sources by which the Banks' claims 
are fulfilled: 
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• Voluntary repayments, 

• Collateral realisation (applicable for secured loans). 

The LGD parameter is calculated according to the formula: 

EAD - Coll - Rep_in_default * EAD 
LGD = (1 - CR) · EAD 

Where: 

• EAD denotes the basis for loss amount estimation, 

• CR denotes the cure rate, i.e. the probability that the exposure leaves the default status within a horizon of 

12 months after the default date9, 

• Coll denotes the discounted value of the expected recovery from collateral 1 O, 

• Rep_in._default denotes the percentage of exposure to be repaid within 12 months after default assuming the 
exposure is not cured within this period. 

Cure rate and Rep_in_default parameters are calculated based on monthly historical data covering the period of 

December 201 b- December 2012 (24 migrations) 11 _ 

Cure rate is computed for each defaulted segment, based on the migration matrix constructed as outlined in the PD 
section, using following formula: 

Where: 

CR(Sj) = I P(Sj,Si) 
j 

i - denotes non-defaulted Segment (i.e. S1, S2, S3, S4, C), 

j - denotes defaulted Segment (i.e. S5_0, ... S5_12, W}. 

Rep_in_default is expressed as percentage of exposure at default and calculated as the average portion of principal that 
was repaid within 12 months after default, in cases where that exposure was not cured. 

3.7. Collaterals 

For the purpose of LGD calculation only the collateral considered eligible and material in terms of value (at Retail book 
level) are taken into account. The following types of collateral may influence LGD levels: 

• Mortgage collaterals, 

• Eligible financial collaterals: 

• Deposits placed as collateral, 

• Bonds, 

• Shares, 

• Irrevocable and unconditional guarantees from the Republic of Slovenia, 

• Irrevocable default insurance contracts. 

Under standard approach the discounted value of the expected recovery from collateral (Coll) is calculated on a 
transaction level according to the formula below and further applied in the LGD computation formula from the previous 
section. 

9 Contracts closed without loss, i.e. not written-off and not closed due to restructuring, are ~onsidered cured. 
1 O Applies for mortgage collaterals and other eligible collaterals for which base approach was applied. Base approach for collaterals treatment is 
described in the next section. 
11 Shorter historical data horizon shall be considered in case of data unavailability, poor quality or lack of data representativeness. 
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Where: 

Coll = L Coll_Value · (1- Haircut) - Prior_Charge 
m 

• m indicates that all collateral for a given exposure are summed up, 

• ColLValue denotes the market value of real estate in case of mortgages, or nominal value in case of other 
eligible collaterals, 

• Haircut denotes haircut related to the collateral collection process, as described further in this section, 

• Prior_Charge denotes the amount of prior charges on collateral (applicable for mortgages only). 

Real estate Market Value assessment 

In assessing the market value of the underlying real estate two sources are taken into account: 

• Valuation perfomied by an independent real estate appraiser involved in AQR, and 

• Value reported by the bank. 

A:, a general rule, values provided by the independent real estate appraiser were considered to be the relevant market 
value, unless a bank has provided a lower valuation. In these cases, bank's value was taken on the basis that bank may 
have other, more detailed knowledge on the underlying asset that might influence the value and which would not have 
been available to the independent appraiser. 

For valuation of real estate assets not covered by independent appraisa1 12, MV haircut is calculated for each real estate 
sub-portfolio ("RE portfolios") based on the following formula: 

MV haircut = 1 
E:',,1 min(RE appraiser value; Bank's value) 

Where: 

• n is the number of real estate assets in the RE sample within a given RE portfolio, 

• RE appraiser value represents the value of a given real estate derived by the independent real estate 
appraiser, 

• Bank' s value represents the value of a given real estate from the Bank's data base. 

The RE portfolios are distinguished based on the property type (Residential/ Non-residential) and location (Prime/ Non­

prime}13. The second criterion is applied only for the residential real estate portfolio. 

Market value of each real estate (including real estates contained in RE sample} is calculated as: 

Collva1ue = Bank's value • ( 1 - MV haircut) 

Where: 

• Coll_Value denotes the market value of real estate, 

• Bank's value represents the value of a given real estate from the bank's data base, 

• MV haircut represents the market value haircut. 

Haircuts 

For real estate collateral, the market value calculated according to the above assumptions is further adjusted with a 
haircut related to the collateral collection process, Le. a haircut resulting from collection costs (legal fees, asset 

12 Assessment is made only on a sample basis and differs for individual banks (depending on the data availability). 
13 Definition of prime locations according to the Bank's intemal policies and as used by the independent RE agency, GURS. 
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maintenance, security, remar1<:eting and sales costs, and a time value factor 14. From a methodological perspective two 
haircuts are distinguished: 

• 35% discount to the assessed current market value if the asset is considered to be realisable within 5 years, 

• 45% discount to the assessed current market value if a subsequent two years was estimated to be required. 

In practice, the independent real estate appraiser did not indicate a realisation period longer than 5 years for the vast 
majority of real estate asset in the sample (for all Banks under consideration) and, as a result, the collection process 
haircut of 35% was eventually applied for the entire real estate portfolio related to retail exposures. 

The following haircuts are applied to other eligible collateral types: 

• Deposits placed as collateral - 0% (considered immediately available at its nominal value), 

• Irrevocable and unconditional guarantees from the Republic of Slovenia - 0% (assume no material risk of not 
meeting pay-out criteria), 

• Bonds -10%, 

• Shares - 20%, 

• Default insurance contracts - set individually depending on the assessment of effectiveness of the insurance 
realisation process. 

Alternative approach 

In order to avoid double counting of repayments/cured contracts for defaulted exposures, for all material portfolios 
secured with collateral to be realised within 12 months after default15 one of the following approaches shall be applied: 

• exposures secured with these collateral are to be excluded from the Cure rate and Rep_in_default 
calculations, or 

• recoveries resulting from these collateral are to be accounted as a part of the Cure rate and Rep _in_default 
calibration, hence the amounts of such collateral (Coil) are not considered in the overall LGD formula. 

3.8. Implementation of fue methodology (NLB) 

Retail portfolio of the NLB Group was sufficiently large and granular to perform the statistical analysis. Nevertheless, the 
data availability and data structure implied a particular practical implementation of the AQR assessment methodology, as 
presented further in this section. 

Default definition 

Default definition and calculation of NPL ratios for the purpose of statistical analysis was applied according to the 
following rules: 

• Consistent with the NLB provision assessment rules, as ofthe Reference Date, all loans reclassified into C, D 
and E rating classes were considered defaulted. According to the Bank's rating policy these rating classes 

covered16: 

o Exposures overdue more than 90 days and/or 

a Reprogrammed receivables and/or 

o Exposures to debtors in bankruptcy 

14 For details regarding haircuts related to collection process refer to section 5.4.3 Collateral valuation. 
15 All collateral types other than mortgage, which may influence the LGD level. 
16 For the description of the Bank's ctassifJCation rules refer to Asset Quality Review - Risk Process Review Report. 
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• For the purpose of practical implementation, and in line with the AQR assessment methodology, the following 
additional default indicators were considered: 

o Overdue more than 90 days exceeding the materiality threshold of 20 EUR 17, 

o Transfer of an exposure to the Legal Department (i.e. inception of collection process through court 
proceedings), 

o Write-off of an exposure. 

o Additional conditions to overcome the potential shortcoming of the Bank's classification rules (as 
indicated in report on AOR assessment results). 

• According to the Information provided by the Bank no sale of bad debts was performed for the retail portfolio, 
hence this default indicator was not applied. 

Previously defaulted exposures were considered cured: 

• when reclassified by the Bank to A rating class and having no material overdue for three consecutive 

months18 

• when the contract is closed for reason other than write-off or consolidation/refinancing 19. 

Default definition and NPL ratios resulting from the bottom-up analysis were further extrapolated to portfolios covered 
with the top-down approach. 

Portfolio segmentation 

Bottom-up statistical analysis was feasible only for the NLB portfolio where detailed data were available and the number 
of clients (and exposure) Was predominantly within the Group. For subsidiaries, due to limited data availability, the top­
down analysis of the portfolio quality was performed, with the goal to achieve a minimum 90% coverage of overall gross 
exposure of the consolidated retail portfolio ( using both bottom-up and top-down approaches). 

For the purpose of modelling (both under bottom-up and top-down approach), the Retail portfolio was divided into the 
following Risk portfolios based on the product types derived from the banking system: 

• Mortgage loans 

• Consumer loans 

• Overdrafts 

• Credit Cards 

• Other 

As the last Risk portfolio was. not material in terms of value, it was excluded from both the bottom-up and top-<lown 
analysis. Consequently, the Retail book of the NLB Group was split into: 

• covered with bottom-up statistical approach20 - applied for the NLB, except for 'Other' Risk, portfolio, 

• covered with top-down analysis - applied for the top 4 NLB subsidiaries21 , except for 'Other' Risk portfolio, 

17 Materiaf~y threshold was set in line with the Bank's automatic write-offs procedures. 
18 It allowed overcoming the DPD counter shortcomings, as due to the specificity of the Bank's processes and IT systems, the DPD counter was 
reset to zero in case the exposure was transferred to the Legal Department. 

19 The described default and cure criteria covered retail restructured loans, as in 2012 restructuring for retaij book was applied by the Bank in two 
main ways: 

• Prolongation of overdue exposures (exposures C-rated by the Bank. as they were reprogramed) 

Consolidation/refinancing of overdue exposures. 
20 Overall, the statistical bottom-up analysis performed by Deloitte was based on over 6 million observations on historical migrations between 
defined performance states (Segments) on individual contract level. 
21 Subsidiaries covered with top-down approach were: NLB Montenegrobanka AD. Podgorica; NLS Tutunska Banka AD. Skopje: NLB banka d.d., 
Tuzla; NLB Razvojna banka A.D., Banja Luka 
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• not covered with Deloitte's analysis -applied for the remaining exposures. 

PD and CR estimation 

Migration matrices for the purpose of PD and CR estimation were computed based on monthly historical data covering 
the period of December 2011 - December 2012 (twelve migrations}: 

• Approach based on principal-based migrations (exposure weighted) - applied for Mortgage -1oans and 
Consumer loans Risk portfolios, 

• Approach based on the number of migrations (non-exposure weighted,22 - applied for Credit cards and 
Overdrafts Risk portfolios. 

Collateral 

Standard approach was applied for the following collateral types: 

• Mortgage collateral, 

• Deposits placed as collateral, 

• Irrevocable and unconditional guarantees from the Republic of Slovenia. 

Recoveries from all other collateral, that may influence the LGD level, were accounted as a part of the Cure rate and 
Rep _in_default calibration. 

Independent real estate appraisals where not available for most of the real estate portfollo related to the retail book (only 
drive-by samples available), hence relevant market value haircut (MV haircut) was computed based on the sample 
subject to evaluation. MV haircut was further applied to the whole real estate portfolio. 

Table 6 Real estate MV correction ratios 

Residential Prime 23% 

Residential Not prime 35% 

Non-residential N/a 67% 

·source: Defoittiis analysis based ori independenfreal estate appraisal results 

Top-down anafysis 

Top-down analysis for covered subsidiaries was based on the evaluation of systematic errors implied in the Group 
methodology and analysis of the portfolio quality with benchmarking to the market averages (where available). 

The analysis was performed using the assumption that a consistent methodology of provisioning, rating and credit 
policies was applied among the Group's members. Hence systematic adjustment representing imperfections of the 
methodology identified in NLB d.d. may be extrapolated to other members of the Group. 

The NPL ratios and provision coverage ratios for covered subsidiaries were estimated by means of the following rules: 

• The existing NPL level was adjusted to reflect the extended NPL definition used in AQR (resulting in partial 
reclassification of A-rated and B-rated portfolios). 

• The coverage ratios were adjusted to reflect systematic difference in the risk parameters estimation (PD, 
LGD). 

22 Materiality threshold of 20 EUR was applied in order to avoid the bias of small exposures migrations. 
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• When applying the adjustments to NPL and coverage ratios, several characteristics (Risk portfolio, rating 
class, collateral value) were taken into account in order to assure the sufficient comparability between the 
reference sub-portfolio and sub-portfolio under the top-down analysis. 

• The adjustment was applied both for on-balance as well as off-balance exposure. 

3.9. Implementation of the methodology (HAA) 

ln the case of HAA Bank, data availability and structure were sufficient to undertake a bottom-up statistical analysis of 

the whole Retail portfolio. The following provides an overview of the the AQR statistical assessment methodology for 

Retail. 

Default definition 

The default definition and calculation of NPL ratios for the purpose of statistical analysis were applied according to the 
following rules: 

• Consistent with the HAA Bank provision assessment rules as of the Reference Date, all Joans reclassified into 5A, 
5B, 5C, SD and SE rating classes were considered defaulted. According lo the Bank's rating policy these rating 
classes shall cover the following key default indicators23: 

o 90 days payment default; 

o Specific risk provision (IFRS); 

o Substantial doubt regarding the borrower's credit standing; 

o Risk-driven restructuring or debt re-scheduling; 

o Risk-driven loan asset sale; 

o Insolvency; and, 

o Write-off. 

• Independent of the above, in order to overcome potential data quality issues, and in line with the AQR assessment 
methodology, the following additional default indicators were considered: 

o Overdue more than 90 days and exceeding the materiality threshold24; 

o Workout proceedings; and, 

o Write-off of an exposure. 

Previously defaulted exposures were considered cured: 

• when they were reclassified by the Bank to non-defaulted rating classes (i.e. other than 5A-5E) and they had not 
been material overdue for three consecutive months; or, 

• when the contract was closed for reasons other than write-off or consolidation/refinancing. 

Portfolio segmentation 

For the purpose of bottom-up statistical modeling, the retail book was divided into the following Risk portfolios: 

• Retail Mortgage - exposures secured with real estate assets (i.e. having real estate LTV different than zero), 

• Retail Other - remaining exposures. 

In order to ensure consistent treatment for a given exposure over time, all contracts with real estate collateral identified 

23 For the description of the Bank's classification rules and rating policy refer to Asset Quality Review - Process Review Report. 

24 The materiality threshold corresponded with the HAA Bank and BoS default definition. Materiality threshold was exceeded if: 
Total overdue amount at client level was higher than min(2%*total exposure at client level; 50 OOOEUR) and 
Total overdue amount at client level was higher than 200 EUR. 
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as of any historical date from analyzed period (covering the period January 2011 - December 2012), were classified as 
Retail Mortgage. 

PD and CR estimation 

Migration matrices for the purpose of PD and CR estimation were computed based on monthly historical data covering 
the period January 2011 - December 2012 (twenty three migrations). An extension of 12 months horizon was applied 
due to relatively low number of observations and stable portfolio behavior throughout analyzed period. 

The approach based on principal-based migrations (exposure weighted) was applied for the whole Retail portfolio, as 

revolving products (credit cards, overdrafts) were not subject to the AQR analysis due to data quality issues25. 

The following exposures were excluded from the Cure rate and Rep_in_default calculations: 

• Secured with eligible collaterals expected to be realised within 12 months after default (deposits, shares, bonds and 

irrecoverable guarantees) - in order to avoid double counting of recoveries, 

• Exposures from the Brush I list26 _ as recoveries (i.e. transfer prices) were not representative compared to average 

recoveries from the defaulted Retail portfolic>. 

Collateral 

The standard approach was applied for the following collateral types: 

• Mortgage collateral; 

• Deposits placed as collateral; 

• Bonds; 

• Shares; and, 

• Irrevocable and unconditional guarantees from the Republic of Slovenia. 

Independent teal estate appraisals where available for most of the retail real estate portfolio (primarily desktop 
valuations), hence they were taken into account in our AQR assessment. 

For valuation of real estate assets not covered by independent appraisal, a market value haircut was computed based 
on the sample subject to evaluation. MV haircuts were further applied to the remaining real estate portfolio. 

Table 7 Real estate MV haircuts 

Residential 

Residential 

Prime 

Not prime 

Non-residential Nia - -·- -··-· -----~-,----·---------- -- ------ . -- - --· ···-. -- ---··--

11% 

13% 

. ··-- _ -·--. _ 24% 
Source: Deloitte's analysis based on independent real estate appraisal results 

25 Analytical data regarding credit cards and overdrafts were not delivered and not subject to the AQR analysis due to immateriality of 
this portfolio (refer to Asset Quality Review - Report on Data Reconciliation, Data Completeness & Data Integrity Verification). 

26 Brush 11 transaction perfonned by Group was related only to leasing receivables, hence did not impad the Bank's balance sheet but a 
separate entity - Hypo Leasing d .o.o. 
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4. METHODOLOGY -STATISTICAL AQR ASSESSMENT(SME) 

This section presents the approach to estimating the AQR adjustment for SME clients. The SME calculations were 
performed on the entire Group portfolio (i.e. the Bank and its relevant subsidiaries). For these SME exposures AQR 
adjustments were calculated under 2 different approaches: 

1. Where SME exposures were subject to the loan file review, the AQR adjustment was estimated individually 
under the approach described in the Corporate section. The statistically drawn sample included exposures 
which had over 95% provision coverage. These exposures were not subject to file review but for the 
purposes of calculations were acknowledged to have correctly calculated AQR adjustment levels (provisions 
calculated by the Bank were used). 

2. For the remaining part of the SME portfolio the AQR adjustment was estimated using the statistical approach 
and incorporating input from the SME file review described in this section. 

SME exposures relating to Bank subsidiaries were analysed under the approach described in this section as all Group 
ratings are mapped to the BOS rating scale. 

Under the statistical approach the AQR adjustment w.is calculated according to the following equation: 

AQR adjustment = PD • EAD • LGD 

Where: 

• PD (Probability of Default) refers to the probability that a client will default during one year27• 

• LGD (Loss Given Default) is the percentage of EAD that will be lost in case of default (on exposure level), 

• EAD (Exposure at Default) is calculated as: 

EAD = on_balance + off_balance * CCF 

Where, On_balance refers to on-balance sheet exposure, Off_balance refers to off-balance sheet exposure and CCF 
(Credit Conversion Factor) represents the part of the off-balance exposure that will be converted into on-balance until 
the moment of default. 

The default definition considered the following conditions (indicators)28: 

• Reclassification Of an exposure into D or E rating class according to the Bank's classification rules 

• Exposures with DPD more than 90 days, 

• Restructuring or classifying as forborne exposures (based on a flag provided by the Bank}, 

• Exposures written-off, 

• Exposures to clients with at least one other exposure meeting at least one criterion enumerated above 
(contamination rule). 

Final results are presented with an additional split into allowance (applicable for on-balance sheet exposures) and AQR 
adjustment for off-balance credit exposures. 

4.1. Parameters estimation 

Due to limited data availability the CCF parameters were set according to guidelines included in the Capital 
Requirements Regulation. For the purpose of PD and LGD estimation the SME portfolio was further subdivided into the 
following sub-portfolios: 

• Leasing exposures {both in the Bank and its subsidiaries, including leasing companies), 

• Factoring exposures, 

• Sole Traders, 

27 For already defaulted exposures PD was not calculated, instead PD = 1 was applied in the presented fonnula. 
28 Because or different characteristics of SME portfolio default definition for SME is different from Reta~ definition of default. 
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• All other loan exposures excluding leasing and factoring exposures. 

In the overall calculation a materiality threshold was applied with any clients with on-balance gross exposures below or 
equal to EUR 100 being excluded from PD and CR (Cure Rate) parameters estimation. 

4.2. PD estimation 

The PD parameter was estimated on a client level with contamination rules applied (see definition of default above). The 
PD parameter was derived directly from client yearly migration matrix based on credit rating classes, adjusted by 
restructuring cases and write-offs. 

The risk groups in the migration matrix corresponded with client credit rating classes and the separate class for 
restructured exposures was included. Any client for which at least one of the exposures had been denoted as forborne 
or restructured by the Bank was regarded as Restructured due to the financial problems of the debtor. In addition as a 
consequence of the definition of default adopted another rating class 090 was added for AQR adjustment purposes: the 
class consists of A, B, C clients having DPD more than 90 days. 

In the yearly migration matrix, the letters "A" to "E" represent client ratings, "R" stands for the Restructured exposures 
and "090" for exposures with DPD over 90 days classified by the Bank as ratings A, B or C. 

Table 8 Yearly migration matrix 

Status at the end of the year 

A PP(A,A) PP(A,B) PP(A,C) PP(A,090) PP(A.D) PP{A,E) PP(A,R) ... 
m ~ ·- ------·- ·····------ .. ---- -·--·--- -c ·-,--

_,' -~- --• -.em··- -~ 
... ,,. _______ " __ 

-- ----·--·--·-· -·····-
Q) 
;,.. B PP(B,A) PP(B,B) PP(B,C) PP(B,090) PP(B,D) PP(B,E) PP(B,R) Q) 

,E ------OY •-•••••-••-• .. ~,- ·---~- ---·· - - ·····--· .. - . -- -- -- -·~-· -~ - -- ·-·-- ----··---·--·" --
0 C PP(C,A) PP(C,B) PP(C,C) PP(C,090) PP(C,D) PP(C,E) PP(C,R) C, 
i:: ·c - . 

C - -~-- ----••••• •• -·-- -·--· ---• ·····--·-··---- -~-··-"·--. -- . -"·- --------- , - ---- ------------ -- . '--·-·--·--·· -

-~ 090 PP(090,A PP(090,B) PP(090,C) PP(090, 090) PP(090,D) PP(090,E) PP(090,R) C, 
G) 
.0 -- -·-·--· UO_T_• --~---·--·- ····--·· .. ,. ·----~ --- -----·--- ·--·--------------~~~-----·-·--~---· ···-
G) 

D PP(D,A) PP(D,B) PP(D,C) PP(D,090) PP(D,D) PP(D,E) PP(D,R) ~ 
m .. ,, ---- -•--- ~-' "" ·- ... ·-···-·····- -·. oc•-••~- •-• -•s-• --- ... , ·-- ---------· ------·· .. ·-·····-·. - -·-- ......... -. ---
1/) 

E PP(E,A) PP(E,B) PP(E,C) PP(E,090) PP(E,D) PP(E,E) PP(E,R) ::J :s ---- - ------•>-~ en 
R PP(R,A) PP(R,B) PP(R;C) PP(R,090) PP(R,D) PP(R,E) PP(R,R) 

--- . - ·-· -·- - ~----- . ~ -- --~- --- ·- . ·--~-·--"-·--·-·· _____ _.., .. 
,- .. ·-····-- -·· 

The individual matrix term, PP(i,j) denotes the number of clients assigned to risk group i at the beginning of the year 

and to risk group j at the end of the year. 29 

If the exposure of a given client had been written-off (partially or in total) the client was migrated to the worst defaulted 
risk group - E. 

The PD for each non-defaulted risk group was estimated as follows: 

where: 

29 As the data provided by the Bank shows that a client can have more than one rating (the cases are especially frequent if the Client has 
exposure in more than one group entity). When this is the case the worst rating among available ratings for a given Client is used. 
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• k E {090,D,E,R} - indicates the sum of default risk groups 

• IE {A,B,C,090,D,E,R} - indicates the sum of all risk groups 

• ie{A,B,C} - indicates non-defaulted risk groups 

PD parameters for sub portfolios that included other loan exposures were adjusted for classification errors. The 
classification error for a particular grade, CE1 , is a fraction of co.unterparties that were reclassified to rating i-th. 
Misclassification was estimated based on the results of the loan file review of 170 counterparties. The adjustment was 
applied to each non-defaulted grade and produces the probability of default PDf given by: 

where: 

• l E {D,E} - indicates defaulted grades 

• i E {A,B,C} - indicates non-defaulted grades 

4.3. LGD estimation 

For the purpose of LGD estimation, a statistically valid sample of defaulted loans was chosen (at 90% confidence level, 
with 10% acceptable error), and further extended based on expert judgement. Exposures in the sample were reviewed 
individually on a client level during the loan file review. The file review provided an estimation of AQR adjustment for 
each client file included in the sample. 

4.3.1. LGD: Factoring and all other Joan exposures 

LGD for defaulted couiiterparties includes LGO bias - the average percentage difference between LGD estimated during 
the sample loan file review and the LGD applied by the bank. For counterparties that have a default status according to 
the Bank, the LGD (and coverage ratio as well) is the sum of the Bank's provision coverage at contract level increased 
by the LGD bias. For defaulted counterparties according to Deloitte only, the LGD was estimated based on the average 
Bank provision coverage as increased by ttie LGD bias. 

For the non-defaulted part of the SME portfolio (for the purpose of Incurred But Not Reported (IBNR) AQR adjustment 
calculation) the LGD was set at the level of the arithmetic average provision coverage for clients that defaulted in 2012 
(both SME sample and out of sample after LGD bias adjustment). 

4.3.2. LGO: Sole Traders an.d leasing expos«~s 

Exposures toward Sole Traders and Leasing exposures were not covered by individual file reviews. Therefore an 
alternative approach was selected for LGD estimation. The approach is based on exposure amount and adjusted 
collateral value: 

(1- CR} · (EAD - coll) 
LGD = EAD 

where: 

• EAD - Exposure At Default (incorporating CCF) 

• CR - Cure Rate 

• coll - value of collateral after applying haircuts (see below) 
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The Cure Rate parameter was computed on a client level based on the yearly migration matrix presented in the PD 
section. For each defaulted risk group (090, D, E, R) the basic Cure Rate was estimated as follows: 

where: 

• k E {A,B,C} 

• IE {A,B,C,090,D,E,R} 

• i = 090,D,E,R 

• RD 

'f.1tPP(i,k)-RD 
CR,= L1PP(i,l) 

indicates the sum of non-default risk groups 

indicates the sum of all risk groups 

indicates defaulted risk groups 

indicates the number of re-defaults, the number of exposures for which both of the 
following events occurred: 

Exposure migrated to one of the non-defaulted risk groups from the given i-th defaulted risk group over the period from 
the beginning of the year (31 December 2011) to the end of the year (31 December 2012); and 

The debtor defaulted again afterwards in the period from 31 December 2012 to 31 March 2013 (i.e; it migrated from non­
defaulted risk group to defaulted risk group again). 

For the non-defaulted exposures, the Cure Rate was calculated as the weighted average of the Cure Rates for the 090 
and D risk groups (considered as fresh defaults). 

The discounted value of collateral (coll parameter) was calculated on a transaction level as follows: 

coll= LMV· (1-HC) 
m 

where: 

m The sum of all the collateral values for a given exposure (transaction) 

MV Market Value of collateral 

(1 - HC) Represents the expected percentage of a collateral asset's market value which will be recovered in the 
workout process (after adjusting for expected direct workout costs) and is assigned based on the collateral type 
indicated in the data tape taking into consideration the specificities of leasing. The haircut value incorporates also a 
discount for the time to recovery (a conservative approach is applied where the time to recovery is not affected by the 
time spent in default status). 

The haircuts for each type of collateral are presented in the table below: 
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Table 9 Haircuts rates 

Securities 

Commercial Real estates 

Residential Real Estates 

Other forms of collateral 

Shares 

Bonds 

Bank Deposit 

State guarantee 

50% 

40% 

30% 

20% 

20% 

10% 

0% 

0% 

50% 

45% 

35% 

100% 

20% 

10% 

0% 

0% 

The haircuts used for leasing exposures differ from those applied to Sole Traders due to considerations specific to 
leasing. For leasing exposures, collateral assets remain the property of the underwriting company (lessor), therefore the 
repossession process and sale process is much more effective (especially in the case of OTHER_COLL category which 
mainly consists of cars and other vehicles which are subject of leasing agreements). 

In case of Hypo, leasing financing was not provided by Hypo Alpe-Adria-Bank d.d. as such respective haircuts were not 
applicable. 
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5. METHODOLOGY - INDIVIDUAL AQR ADJUSTMENTS (BAMC, RED, CORP, SME) 

5.1. Scope and objective 

The objective of the Loan File Review was to analyse in-<iepth, from both a qualitative and quantitative perspective, a 
selected set of portfolios in order to,_ inter alia, (1) assess potential misclassifications of loans with regard to segments 
and performance status, (2) provide a more accurate assessment of recoverable amounts based on credit risk, and (3) 
assess the adequacy of provisions in place against these exposures. 

The reviewed portfolios included those assets identified by Bank for transfer to BAMC; they also included exposures 
held by the Bank Group's subsidiaries. Due to the fact that the corporate loan files lack homogeneity and to take 
account of the significant degree of complexity inherent in the larger cases, the files were reviewed by at least two, or for 
more significant cases, three, different levels of Deloitte expertise. 

5.2. Review approach 

The Bank was provided with the names of those cases in the sample and management was requested to provide the 
related loan files for examination. During the analysis process, responses and clarifications were gathered through 
discussions with the respective credit officer responsible for managing the relationship. 

A loan file template ("Loan Flle Template") for each case examined was prepared with the objective of collating various 
characteristics and details relating to the case. 

The file review of the corporate portfolio consisted of three working levels of analysis: 

Level 1: An experienced team of analysts from Deloitte analysed the soft copies of the Bank's credit papers including 
internal and/or external valuations. The Loan File Templates were used to summarise the information and were pre­
populated by the Bank with obligor, loan, collateral and financial data. The Level 1 analyst checked the pre-populated 
data and completed each of the templates with information taken from the credit papers including the background of the 
borrower, commentary on the exposure, details of any recent or imminent restructuring, commentary on collateral and an 
analysis of the Bank's action plan. · 

Level 2: A team of experienced senior managers from Deloitte was responsible for examining every Loan File Template 
and for challenging the Level 1 analyst to ensure that an appropriate Deloitte risk classification had been recommended 
and that the determination of AQR adjustment, if any, had been performed in accordance with the Deloitte methodology. 
The Level 2 reviewer was also responsible for ensuring that the Loan File Template included sufficient information for 
the Level 3 process to be performed satisfactorily. 

Level 3: The Credit Committee consisted of Partners and Directors of Deloitte with broad experience in AQR 
assignments, other comparable portfolio reviews and with substantial banking and risk management experience. The 
Committee reviewed the most challenging, complex and largest cases and was the final arbiter on the AQR adjustment 
and risk classification assessment tor the cases presented~ 

Analysis performed 

All exposures were analysed at the connection level rather than at individual borrower or facility level. The connections 
were identified in accordance with the Bank's policies on related party borrowers and typically involved all the legal 
entities within a legal grouping where the Bank Group had exposure (alt such legal groups or groups of connected 
parties being referred to herein as "Connections"). 

The objectives for each Level 1 analyst were to determine the correct risk classification (as outlined below), provide an 
assessment of the AQR adjustment level according to Deloitte and to complete the Loan File Template with sufficient 
details for a further review (Level 2 and/or 3). The risk classification and the corresponding AQR adjustment process for 
each Connection forming part of the sample, was as follows: 

• Performing: 

o Risk classification: the Connection appears able to meet its current contractual debt obligations. 

o AQR adjustment process: no AQR adjustment would be required for these Connections. 

• Restructuring: 
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o Risk classification: the Connection appears unable to meet its contractual debt obligations but the 
underlying business appears viable and a restructuring of its exposure appears to be the most 
appropriate route to value maximisation. 

o AQR adjustment process: a sustainable debt value was derived for each Connection and 
subsequently used to assess where the value breaks in a loan facility resulting in potential 
debt/equity swap or loan forgiveness and a need for AQR adjustments. For restructuring cases, we 
also analysed the net realisable value of collateral held by the Bank Group and compared this to the 
sustainable value of the Bank Group's exposure. The additional AQR adjustment was calculated as 
the difference between the Bank Group's exposure and the higher of the net realisable value of 
collateral and the sustainable level of the Bank Group's exposure. This methodology is discussed 
further below. 

• Liquidation: 

o Risk classification: the Connection is already in liquidation or it appears unable to meet its contractual 
debt obligations; the underlying business is not viable or value maximisation appears most likely 
through an insolvency process. 

o AQR adjustment process: The expected net realisable value of collateral and other company assets 
not pledged but taking into account other creditor claims was identified. Having taken legal and real 
estate advice, we assumed that a formal insolvency process would take three years to complete and 
that it would typically take two to four years before the underlying asset could be sold. Underlying 
this is the assumption that the property market would remain relatively illiquid for five years from the 
Reference Date. Accordingly, if a liquidation process commenced in 2013, sale proceeds would be 
achieved in 2018. 

All borrowers within a Connection are given the same risk classification unless more than one distinct ring-fenced 
entities or groups of entities exist within a Connection that are totally ring-fenced from each other, e.g. a ring-fenced 
special purpose vehicle created for a real estate development project. In these instances, separate risk classifications 
were assessed for the sub-Connections. 

All exposures classified as Restructuring or Liquidation are considered as NPL; collectively, they represent ail borrowers 
that are in default or that, in Deloitte's opinion, will default on their financial obligations in the absence of forbearance 
measures. 

5.3. Methodology for assessment of sustainable debt, AQR adjustment and risk classification 

In order to assess the sustainable debt levels, the need for AQR adjustment and the appropriate risk classification, the 
following steps were undertaken: 

• Determination of the. degree Qf c:onnectivity within a Connection. All exposures and borrowers within a 
Connection were assessed on a whole-Connection basis 1.mless there was clear evidence that there Were rio 
cross-guarantees, inter-company lending, cross-collateralisation, cross-borrowing or other justifiable 
circumstances to aggregate exposures in place amongst different entities in a Connection; where absent, 
borrowers were considered on an individual basis. 

• Where specific real estate lending was identified the project risks and cash flows were identified and 
considered on a stand-alone basis whilst taking account of the corporate / sponsor support where any such 
project was structured on a recourse basis. 

• Where other bank facilities were identified from our loan file review, the sustainable level of debt was 
assessed on an aggregated, all-bank basis and the AQR adjustment required for any surplus debt assessed 
on a pari passu basis unless priority treatment was specifically identified in the loan files. 

• The sustainable level of debt was evaluated using the following framework (unless there was compelling 
evidence on the loan file and from our expert judgment to take an alternative approach): 

• If a forecast EBITDA for the next three or five years was available (and the figures were reasonable in light of 
historical performance): 

o From an independent restructuring plan made within the last six months - we discounted the forecast 
EBITDA by 10% and took the average level over the three or five year period. 
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o From a set of company forecasts or an older independent restructuring plan - we discounted the 
projected EBITDA by 20% and took the average level over the three or five year period. 

• If no forecasts were available (or only a one year forecast was held) and the last three year actual trading 
figures showed a declining or increasing trend year-on-year: 

o We discounted the FY13 forecast (if held) by 20%, if management prepared, or 10%, if endorsed by 
an independent party, 

o Took the last three years of EBITDA and the adjusted one year forecast (if applic;:ible) and calculated 
the percentage increase or decrease trend and averaged out for the period. We extrapolated that 
average trend from the last available number (EBITDA for 2011 or 2012 or FY13) to forecast the 
restructuring period - we used the trend percentage for the first three years and then held flat for the 
last two years; we then took the average level over five years. 

• If no forecasts were available (or only a one year forecast) and the last three years of trading figures showed 
an "up and down" trend year-on-year: 

o We took the last three years EBITDA and the adjusted forecast (if applicable) and calculated the 
average figure. 

a The average figure was used to calculate the percentage decrease from the peak of the last three or 
four years. 

a That trend was then extrapolated from the last available number (EBITDA for 2011 or 2012 of FY13) 
to forecast for the restructuring period - we used the trend percentage for the first three years and 
then held flat for the last two years and took the average level over five years. 

• If EBITDA figures were not available at all, we used EBIT and added depreciation from the profit and loss 
account. 

• It should be noted that particular attention was paid to Capex levels for all businesses (especially from the 
utility and infrastructure sectors) and in some cases adjustments were made to use "EBITDA - Capex" as the 
proxy for sustainable cashflow. In addition, all historic and forecast figures were scrutinised for one-off 
factors that might have influenced the P&l numbers, for example, profit (or loss) recorded from the sale of 
non-core assets. Adjustments were made where appropriate to exclude these one-off factors. 

• Where an upward-only trend was evidenced, we did not assume on-going growth at the same levels but flat­
lined growth in 2013 (if no one year forecast was available) or for 2014 (if there was a one year forecast), 
unless there was compelling evidence on the loan file and from our expert judgment to take an .alternative 
approach. 

• Once the sustainable EBITDA figure was known, the level of sustainable net debt for the Connection or 
borrower was determined using an EBITDA multiplier of: 

o 5x f<>r standard (i.e. not a sector listed below) businesses 

o Bx for telecommunications business / utilities if a major, long-established company 

o 12x for infrastructure businesses. 

In determining the above standard multiplier, we considered whether or not to utilise different parameters for different 
factors, e.g. industry sector, but concluded that it was better to utilise a single common level for the majority of 
exposures due to the multi-sector, conglomerate nature of most of the larger Connections .. 

Although the standard leverage for a completed, income producing real estate asset would typically be higher than Sx, 
the current, highly illiquid state of the local market led us to adopt an approach of considering such real estate loans 
alongside standard businesses. 

We recognised that for most industries, 5x does not equate to an investment grade borrower. However, in itself, we 
noted that this level of leverage does not mean that a AQR adjustment is necessarily required and, in practice, it is 
usually possible to restructure a business around a debt burden of this level where, as part of the restructuring process, 
the lenders and the borrower will typically agree a number of restructuring measures to reduce the leverage in the near 
to medium term, for example, non-core asset sales, the cessation of poorly performing business and operational 
restructuring to deliver efficiencies. There may be exceptions, for example, where very high capital expenditure is 
required to deliver turnaround and, if such cases were identified, then this was taken into account in our analysis. 
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Where current (2011 or 2012) leverage was below Sx, under the methodology, if the trend was such that a borrower 
was forecast, by us, to exceed this level on average over the forecast period then it was considered as a restructuring 
case with an appropriate AQRadjustment likely. 

Based on recent, independent market soundings in Slovenia, this proposed leverage level of Sx appears highly prudent 
compared to existing market practice in restructuring cases. Nevertheless, from our knowledge of the local and 
regional market there do not appear to be any specific legal or economic factors that would lead us to use a benchmark 
different from international norms. 

In addition to the assessment of the sustainable EBITDA figure and the EBITDA multiplier, all relevant market, 
operational, financial and structural factors were taken into account to the extent this is possible from the loan files 
available and interviews conducted. This assessment includes, inter alia: 

• Market: industry dynamics and growth prospects; customer profile and vulnerabilities; competition and 
threats; supply chain dynamics; exposure to commodity prices 

• Operations: products and services offered; location and nature of operational sites; factory/site utilisation 
and capacity; management identity and capability; shareholders' identity and financial capacity; employment 
numbers and profile; historic capex spend and future requirements (maintenance and growth); existence of 
robust operational restructuring plan 

• Financial: key on- and off-balance sheet items (fixed assets, current assets, cash balances, debt levels and 
maturities, contingent liabilities, capital and new sources of capital, current liabilities, availability of undrawn 
credit lines); key P&L items - absolute & trends {gross and operating margins, revenues, raw material and 
operating costs, interest and tax chargeable); key cash-flow items (profit generation, working capital usage, 
capex, tax payable, debt repayments); key metrics and ratio analysis. 

• Structural: structure of liabilities; structure of loan documents, default events and existence of financial and 
non-financial covenants; sources of new debt and/or bonding; existence of priority debt positions/priority 
access to cash-flows; structural position of lending (existence of structural subordination); collateral position 
and existence of other liens; cross collateralisation; corporate interconnectedness; existence of other lenders. 

5.4. Methodology for the evaluation of collateral 

5.4.1. Real Estate data used 

Please refer to Section 6 - "Methodology - RE appraisers·. sets out in detail the data used and provided to Real. Estate 
Appraisers for the purposes of arriving at their opinions of Market Value. 

We contracted the services of Slovenia Invest {"$-Invest"), an independent local RE Advisory firm, to provide us with the 
price per square metre across various property types, construction periods and locations {please refer to Appendix 3). 
We required that the range be based on current transaction activity levels whilst taking into account other factors that 
they might consider important from a local market perspective. Our approach, to base the price matrix on transaction 
activity rather than theoretical valuations, was designed to ensure that the true level of liquidity in the real estate market 
was taken into account This approach may incorporate some downsides: 

• price ranges could be skewed by certain transactions not performed at an arm's length - where these could 
be identified by S-lnvest, they were removed from the pricing matrix exercise; and 

• the limited level of real estate transactions could also be seen as an impediment in terms of 
representativeness - however, the matrix-approach is truly independent, whereas an internal, and potentially, 
external bank valuation cannot always be relied upon. 

While the Matrix was constructed by $-Invest, it was also supported by, and has been referred to (although not 
exclusively) by Cushman & Wakefield in the course of undertaking their valuations. Cushman & Wakefield have 
confirmed that they are of the opinlon that the S-lnvest matrix is an appropriate point of reference for the purposes of 
undertaking a high-level valuation exercise of a very large sample of assets, as it remains the best evidence available ln 
respect of the current state of the Slovenian real estate market. 

A summary of the methodology performed by 5-lnvest to construct the matrix is as follows (further details can be found 
in Appendix 3 along with the final matrix of collateral values used): 

• Three sources of information were used to compile the matrix of real estate information: 
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• The ETN portal, set up in 2007, which is maintained by the surveying and mapping authority of Slovenia 
{"GURS"). Tax administration, municipalities, notaries and real estate agencies are obliged to report details of 
transactions to GURS, but in reality, only about 60% of all transactions are available on the portal. 
Information about new build transactions is not available for example. The available information varies in 
quality. Sometimes there are insufficient details, such as no information about the size of land plots, or errors 
in the price. 

• The Trgoskop application, maintained by the Geodetic Institute of Slovenia, was set up in April 2011, and 
provides additional information to that available on the ETN portal, with enhanced search facilities such as 
the ability to find transaction information within a certain radius of a given point. 

• Details of non-branded hotel transactions in the CEE, compiled by Cushman and Wakefield and S-lnvest. 

For industrial, retail; office and residential (apartments and houses), the starting point was to identify price bands across 
Slovenia, using maps available on the ETN portal. These maps were created when the Slovene government carried out 
a nationwide valuation exercise pending the introduction of a new real estate tax. Every real estate asset in the country 
was assessed by freelance researchers, using a questionnaire, which was provided to GURS, and modelled using 
transaction information. Information about the valuation of each asset was then sent to owners, who had the opportunity 
to agree or dispute the level. The results were made public in. July 2010. GURS plans to update the models every four 
years, and to apply indexation every year. However the first indexation will be carried out later this year. Maps available 
for industrial property. houses, apartments, retail, office, agricultural land, forest land and buHding land were used for this 
valuation matri~ The maps are shaded in between 8 and 20 different colours, with yellow representing low value, and 
orange, red and purple representing higher value areas. Most of the landmass in Slovenia on all maps is low value with 
only a few hotspots representing super-high, high or mid value. The higher value areas on each map vary, the forest 
land map has different hotspots from the industrial map for example. 

The 8 to 20 different value categories on each map were reduced down to four as follows: super-high, high, mid and low; 
and all locations within each band were identified. These were exported into the valuation matrix in order that they could 
be easily utilised by Deloitte. Some of these locations comprise only one settlement, such as Bled or Nova Garica, and 
others comprise an entire region, such as Stajerska, but excluding the main city (Maribor) within that region. There is no 
map available on the ETN portal for hotels, so the experience of S-lnvest in valuing hotels and selling hotels was used to 
divide hotel properties into three location bundles. These location bundles are driven mainly by average annual 
occupancy and. average daily rate achieved. 

Some of the asset classes were then sub-divided according to value indicators. Industrial for example, was subdivided 
into: 

• pre-1g10, 

• 1970 to 2000, 

• 2000 onwards. 

Office and retail were subdivided into pre-2000 and post-2000. 

Hotels were subdivided into two categories as follows: 

• hostels, 1* and 2* properties; 

• 3*, 4* and 5* properties. 

Information for transactions of industrial, office, retail, apartments and houses was obtained using the Trgoskop 
application. The application allows searches of specific settlements and cadastral municipalities, or searches using a 
specific radius within a given point. lt is not possible to search by region. k. such, a combination of search methods was 
used. It was straightforward to search by settlement or cadastral municipality but the radius search method was used for 
regions excluding the main city in each region. Properties in main cities in all regions in Slovenia have higher values in 
all asset classes than properties in the surroundings, with the exception of the city of Murska Sobota in the Prekmurje 
region. The radius' used varied; these are specified on each page of the valuation matrix. 

The Trgoskop application grades the quality of information qn each transaction from 1 to 4, as follows: 

1. Complete information on the transaction (general information about the legal transaction and the information 
about the property) 

2. Complete general information about legal transaction; incomplete information about the property (for example 
withoutm2

) 
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3. Complete information about the property; incomplete general information about the transaction (for example 
without price) 

4. Incomplete information about legal transaction and property. 

Only transactions graded 1 were used for matrix development. 

Where possible, only information on recent transactions was taken into account but for some asset classes. such as 
industrial, there were insufficient transactions and the timeframe had to be extended to include all transactions from 
2010 onwards. 

There was insufficient and poor quality information on transactions available for hotels and land, so a different approach 
was adopted for those asset classes: 

• The v.ilue of hotels was estimated using a combination of transaction information in Slovenia and CEE, and 
the S-lnvest experience in valuing and marketing hotel properties for sale. 

• The value of land was estimated using three maps from the ETN portal as follows: forest land, agricultural 
land and building land, with the ETN portal's estimate of the value/m2. Building land is complicated as the 
information provided takes no account of the different value of land according to designated use, such as 
residential, industrial or commercial, or permitted density. As a general guide, based on S-lnvest's 
experience of valuing land in Slovenia: 

• Industrial land should not exceed 50€/m2 regardless ofthe location 

• Any valuation of residential land higher than 200€/m2 should be reviewed more closely 

• Land designated for hotels or tourist infrastructure has very little value and poor marketability as it is not 
currently possible to build a hotel with a resultant value higher than the cost of development 

• Land designated for office developments in the city of Ljubijana has very little value and poor marketability 
due to the current vacant office space of approximately 27%, and falling rental prices. 

It should be noted that the values indicated for land have not been updated since 2010. However there has been so few 
transactions post-2010 that this may have little relevance. 

The S-lnvest matrix has been referred to by the independent Real Estate Appraisers in the course of their work, but has 
not been wholly relied on. The appraisers have also applied their own market knowledge and judgement in arriving at 
their opinions of Market Value. 

5.4.2. Non-real estate assets 

• The framework for applying discounts to the Bank's Group collateral value for non-real estate assets is set out 
below. These were followed unless there was evidence to support an alternative approach: 

• irrevocable and unconditional guarantees from the Republic of Slovenia were not discounted in value in any 
way; 

• working capital items such as inventory and receivables were discounted by 80%; 

• plant and machinerywas discounted by 70%; 

• listed shares were discounted by 20%; and. 

• unlisted shares were considered as follows: 

• If the Bank provided an up-to-date valuation (dated between 2011 and 2013) of the share pledge, we applied 
a 20% discount haircut to the appraised value. We compared this to the discounted value under a 
sustainable debt calculation (5 x EBITDA less net debt discounted by 20%) of the underlying business. 

• If the Bank did not provide an up-to-date valuation of the share pledge, we have applied the following 
methodology: 

• for banks that have been or are known to be subject to State Aid procedures, the value taken into account is 
a value of €1 per share. 

• for other banks where there was no known questions over stand-alone sustainability, we calculated 50% of 
the bank's net asset value (equity} held as at 31 December 2012 or in the latest interim accounts available 

Methodology Overview Report Page 33 of74 Strictly private and confidential 



and applied a 20% discount for liquidity. 

• for company shares: 

• Jf the entity was not considered a going concern, we assessed the value of the company's assets (after 
applying haircuts in line with the general policy outlined herein for different asset classes) against its liabilities 
to determine if any residual equity value remaining for shareholders. Where value existed it was attributed 
proportionate to ownership. If the collateral value did not cover all of the Bank's Group exposure in full, the 
equity was valued at nil. 

• If the entity is considered a going concern, we have taken into account the calculation 5x EBITDA less net 
debt (total debt less cash at bank) and applied a 20% haircut. Normalised FY12 EBITDA was used when 
available with identifiable, one-off items excluded. 

5.4.3. Co/lateraf valuation 

In assessing the net realisable value of collateral held by the Bank Group, we examined all internal and external 
(independent) valuations held on the loan files provided to us. If the collateral was real estate related, we sought to 
understand the asset being valued: property type, size, age and location. 

Where the property was part of the AQR and Stress Test sample identified for a desk top valuation by an independent 
real estate appraiser (overseen by Deloitte,) and such a valuation was received and validated for use, this value was 
used in our calculation unless the Bank had provided a lower valuation, in which case the Bank's valuation was used on 
the basis that it would typically have had more information available to it than the independent appraiser. 

Where such an independent desk top valuation (provided under the terms of the AQR and Stress Test exercise) was not 
held, we applied the property type, size and location to the real estate matrix provided by S-lnvest and calculated the 
current market value. 

In determining the AQR adjustment, a further discount was applied to the current market value to determine a realisable 
value. This realisation discount considered the following costs: 

• years 1-3: legal costs calculated at 1 % per annum of the current market value 

• years 4-5: asset management costs at 1% per annum, unless the asset appeared particularly illiquid in which 
case a seven year time horizon was assumed with asset management costs calculated at the same rate for 
years 4-7 

• year 5 (or 7): sale costs of 1.5% of proceeds 

In aggregate, these costs equated to a 35% present value discount to the assessed current market value if the asset 
was considered to be realisable in 5 years, and 45% if a subsequent two years was estimated to be required. The 
interest rate used was a 5% r1sk premium with a 2% funding cost. 

Where an independent re11I est11te appraiser's desk top valuation included commentary regarding the time period to 
realise a property, this information was taken into consideration in assessing whether there was a need to vary the 
realisation discount utilised. 

Where the Bank Group's value of the property was below that derived from the pricing matrix, the Bank Group's value 
was used to assess the additional AQR adjustment. For properties where a RE valuation prepared by independent 3rd 
party experts was available and matched in all aspects with property examined as part of the loan file review, the lowest 
of all three values was used in general (with exemptions where applicable, e.g. for highly complex properties where the 
income or other approach adopted by the RE experts prevailed as it was considered to be more appropriate than any 
other valuation available). 

5A.4. Extrapolation approach 

On completion of the review, most of the gross corporate lending exposure had been subjected to the manual file review. 
However, to cover the residual portfolio that had not formed part of our sample the findings of our manual file review 
were extrapolated. 

We considered three methodologies to extrapolate the results over this residual portfolio; these are described below. 
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1. Flat-lining coverage ratio per rating bucket: extrapolation undertaken taking into account the bank 
borrower risk rating and the average additional AQR adjustment rates identified from the manual file review. 
Then, application of the same risk of AQR adjustment coverage ratio by rating bucket on the non-reviewed 
portfolio. For defaulted cases (D & E) actual discounts are calculated for each collateral category and applied 
on the other remaining (untested) portion of D and E rated buckets of the portfolio. 

2. Weighted average: calculation of the difference between the risk AQR adjustment cpverage ratio (AQR 
adjustment amount divided by the lending exposure) between the AQR exercise and the Bank, calculated 
and weighted by exposure balance. Then, application of this difference to the Bank's coverage ratio 
calculated for the non-reviewed part of the given portfolio bucket and, hence, calculate the risk AQR 
adjustment balance for each borrower. Assets that were identified for transfer to the BAMC, and Real Estate 
Development lending were extrapolated using the same methodology but the AQR adjustment coverage ratio 
was calculated on a separate, ring-fenced basis for these two segments. 

3. Arithmetical average: alternative to the above "weighted average" approach with the application of the 
same methodology followed but using of the arithmetic average rather than weighted mean. 

These three methodologies provide a range of extrapolation results for the remaining Bank portfolio; these are shown in 
the Asset Quality Review - Quantitative Loan Portfolio Analysis. Methodology 1, the flat-lining coverage ratio per rating 
bucket, was considered to be the most appropriate method given the nature of the underlying portfolio and has been 
used to derive the final AQR adjustment for the relevant portfolios. 

5.5. Other methodology considerations 

Off-Balance Sheet items were included in the individual loan tile reviews with an AQR adjustment established by taking 
into account the nature of the product associated with the off-balance sheet exposure. In this respect we note that the 
material balance off-balance sheet items for the Bank Groups are perfonnance bonds issued in favour of construction 
and RED companies. In these instances, an estimate of the likelihood of crystallization of such performance bonds is 
complex and hiQhly judgmental in its nature. We relied on information provided within the Bank loan files and discussions 
with the Bank loan officers with regards to the. likeiihood of such bonds being called on and cashed out going forward. In 
so doing, we considered, for example: 

• Bond purpose (if known) and maturity 

• Operational ability of obligor to perform 

• Historic incidence of pay-out to beneficiary 

• Ability of Bank to mitigate risks. 

Our approach did not include legal advice on the validity of such bonds or potential claims, or any assessment of the 
quality of the obligor's work to which a bond related to. It is not unrealistic to assume that the AQR assessment does not 
capture all future claims on the Bank. 
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6. METHODOLOGY -TREASURY 

The Banks provided the portfolio data according to Treasury-specific data requirements. Given the relatively small size 
of the portfolio (securities), the AQR was conducted on the entire dataset. It is important to note that the data integrity 
and the veracity of management statements were not checked during the review process although the data provided 
was submitted to high level reconciliation and completeness tests. 

Our approach for the Banks' Treasury book AQR consisted of a qualitative assessment and quantitative analysis. 

The qualitative assessment of the portfolio consisted of the review of the Investment Policy and the Governance 
framework. More specifically, the scope of the review involved: 

• Governance process: we independently assessed the structure of the Banks' internal governance process 
against observed peers' practices and reviewed the role of existing decision approval committees 
participating in the decision making process which included ALM Committee, ALCO and Credit Analysis 
Departments. This step consisted of the review of the TOR of each committee and follow-up discussions 
with key Treasury and Risk senior representatives. 

• Policies and procedures: we reviewed the investment policy and mandate, objectives and changes, triggers 
for reassessing the investment policy, the exposure monitoring process and reports, and impairment policy. 
We developed a specific framework to test the structure of the Treasury portfolio against the agreed 
investment policy. This allowed us to identify exposure concentrations, to review the instruments used by the 
Banks' Treasury function to manage the Banks' liquidity and the overall composition of the book. 

• Legacy assets: we reviewed the impact of any legacy assets in the Treasury portfolio, as part of previous 
acquisitions, on portfolio structure. We arranged sessions with Treasury representatives to go through these 
specific assets where public information was not available and collected expert-based opinions to assess the 
Bank's risk management practices. 

The quantitative analysis consisted of a deep-<iive into the Treasury portfolio to reach an in-depth understanding of the 
characteristics of the underlying assets and management practices. The objectives were to: 

1. Assess the exposure profile including completeness, accuracy and identified concentrations 

2. Validate any impairments and mark-to-market values 

3. Review of profile vs. limits. 

To achieve these, a three-step approach was used as illustrated below. 

Table 9 Approach to Treasury Review 

To check lhe data set against the 
balance sheet published 

To confirm the completeness of lhe 
Data provided to conduct the AQR 

I Scope & Objectives: 

1 • -To review the Governance framework 
which supports the Investment Policy 

j I Scope & Objectives: 

1

1,,, • To conduct a breakdown analytical 
evaluation of the portfolio by: 
- Accounting treatment 

To asses the portfolio's adherence to I - Asset type 
the existing Investment Policy - Collateral 
covering: I - Country 
- Liquidity risk i - Weighted average maturity date 

I 
- Market risk limits I - Asset value and recognition by 
- Credit risk I NLB of increase or decrease in 
- Accounting classification I ii value 
- Concentration risk · - Interest rate type 
- Interest rate risk 'I 

1 
- Use of external and/or internal 

rating 

11 

To identify limits and tests which may I - ECB eligibility 
be incorporated in the Investment I l - Impairment rate 
Policy I I - Risk weights 
.--~------· ---~---~----- ---- J L ______ -----I 

We initially identified risk characteristics associated with the Treasury book such as credit, market, interest, collateral, 
liquidity and currency risks. We then assessed how these risks were captured by the Bank and reflected in their 
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impairment and expected losses. When we observed inadequate evidence of recognition of potential risks, we clarified 
with Treasury representatives whether the identified risks were managed and monitored. 

We used Bloomberg to check the market price of the asset as at the Reference Date and compared it to the acquisition 
price. We ensured that any impact of the deterioration of the underlying asset value was reflected in the impairment 
and/or value adjustments. When we believed that expected losses arising from the deterioration of the intrinsic quality of 
the asset or market conditions (i.e. lower liquidity) were not captured adequately, we adjusted the weighted average loss 
of the Treasury book based on the deterioration of the portfolio value by taking into account the materiality of the 
exposure, quality of collateral and maturity. 
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7. METHODOLOGY - RE APPRAISER 

7.1. General 

For the purposes of the AQR and Stress Test, opinions of Market Value, as at the Reference Date, were required in 
relation to a sample of the Participating Institutions' real estate collateral. The opinions of Market Value were produced in 
accordance with International Valuation Standards. 

Deloitte oversaw the work of the real estate appraisers ("REA") and incorporated the results of this exercise into its loan 
file reviews. 

7 .2. REA Selection 

Requests for Proposals ("RFP") were sent to a total of 8 REA firms. These firms had been identified as having the 
necessary regional presence and knowledge, as well as scale, to take on and complete the work required. 

Two versions of the RFP were produced; one for residenti~I real estate, the other for commercial real estate. This was to 
allow for the distinction in methodologies applied to each, with residential expected to include Automated Valuation 
Model ("AVM") techniques for the large sample of desktop valuations_ 

The REA were contracted by BOS. 

7 .3. REA Reporting 

The REA is to be required to provide a Red Book compliant (the RICS Red Book incorporates the International Valuation 
Standards - IVS) report which must contain the following information: 

Drive-by valuations: 

• Photographic record of exterior of properties 

• Detailed methodology statement 

• Completed Excel spread sheet as instructed by ST provider (showing individual asset values) 

• Copies of valuation calculations 

• Market commentary for each property including key comparables for each valuation 

• For the 20 largest assets in each property type we would expect a detailed market review and valuation 
commentary, with a higher level of reporting for the other drive-bys 

• Estimated time for disposal by property type and location. 

Desk-top: 

• Copies of valuation calculations 

• Market commentary for each region and asset type including key comparables relled upon 

• Estimated time for disposal by property type and location. 

7.4. Real Estate Data to be provided 

The RFP stated that for the drive-by valuations it was intended to provide the REA with the following data for each 
property type: 

Finished Residential Real Estate 

• Address 

• Land registry details 
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• Floor areas of building 

• Building type and size (i.e. 2 bed room flat/ 3 bedroom house) 

• Date of construction 

• Tenure - owner occupied or let 

• If let, tenancy details (including passing rent). 

Finished Commercial Real Estate 

• Address 

• Land registry details 

• Floor area of building and size 

• Tenancy details if let to third parties (including area, lease expiry, rent, rent review basis, key terms) 

• Date. of construction 

• Tenure. 

Development in Progress 

• Land area 

• Size of proposed / actual development 

• Costs incurred to date 

• Land registry details 

• Outstanding development budget 

• Planning/zoning data 

• Details of signed leases/LOl's. 

Land 

• Land area 

• Address 

• Land registry details 

• Zoning and consents granted for development. 

• It was intended to provide a slm1iar ievel of detail for the desk-tcip valuations. 

7.5. Data Collection 

In order to provide the infonnation set out in 6.4, data collection was undertaken in the following ways: 

• A meeting was held with representatives from the Bank to confirm the type of data required and how this data 
could be provided; 

• Basic level data was drawn from data-tapes provided by the Bank, to include (as a minimum): 

• Collateral ID 

• Address of asset 

• Postcode of asset 

• Size of asset 

• Type of asset 
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• Land Registry I cadastral details. 

• The methodology to be adopted for the valuation of the residential desktops was dependent on the 
availability and quality of data: 

• If good quality data was available (property location, area (sq. m), age, and type of dwelling (e.g. flat, house, 
etc.), then it would be possible to value a large number of assets using an AVM. 

• Where there was insufficient data, the alternative approach was to randomly select a smaller sample of 
assets from the main desktop sample and then to obtain the necessary data from the Bank to enable the 
REA to undertake a drive-by valuation. 

• More detailed data was extracted from valuation reports held by the Bank. This was either by: 

• The Bank providing extracts from the reports as directed by Deloitte Real Estate, or 

• The Bank providing the full reports which Deloitte Real Estate then reviewed and redacted, prior to releasing 
to~~~ . 

In both cases above, Deloitte Real Estate undertook an audit review ensuring that only technical information was 
provided and that there was no valuation or methodology information present. This was to ensure there were no issues 
or concerns over REA independence. 

7 .6. Limitations on Real Estate Appraisals 

The RICS Valuation Professional Standards, which incorporate IVS (International Valuation Standards), requires valuers 
to point out to their clients the valuation implications of arriving at a value conclusion based upon restricted information. 
The valuations have been prepared on the basis of restricted information, in that: 

• the properties have been valued without full inspection, 

• the short timescales imposed were insufficient to carry out usual research and enquiries, 

• the confidential nature of the instruction precluded them from carrying out (full) inspections/normal research 
and enquiries. 

General Assumptions 

The REA firms have prepared their valuations on the basis of the following general assumptions: 

• Valuations have been undertaken either on a "desktop" basis or by a "drive-by" inspection. Properties have 
not been internally inspected or formally visited by prior appointment with the owners/occupiers; 

• REA firms have relied on the data provided by the Bank; 

• REA firms have assumed that properties that are leased are leased on current market terms. No tenancy 
information has been provided; 

• All properties hold good title and comply with all necessary consents and permits. No reports on title have 
been provided or reviewed; 

• All sites are in optimal use; alternative uses have not been considered. 

Reservation 

Given that, in this case, REA firms had limited information and were instructed to value on a "desk top" or "drive by" 
basis without full inspection, they warn that their valuations are subject to a greater degree of uncertainty than would be 
the case if undertaking fun due diligence on the assets. 
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7.7. Appraisal Methodologies. -NLB 

7. 7.1. General 

The real estate assets were valued by: 

• Cushman and Wakefield ("C&W') - Commercial (non-residential) assets 

• Jones Lang LaSalle (" JLL") - Residential assets 

Basis of Valuation 

Valuation Date: The valuation date was 31st December 2012. 

The valuation has been carried out in accordance with the requirements of the RICS Valuation - Professional Standards 
2012 (Global and UK Edition} known as 'The Red Book', issued by the Royal Institution of Chartered Surveyors (RICS). 
The valuations have been carried out on the basis of Market Value as defined in the current Red Book. This 'is an 
internationally accepted basis of valuation and is therefore in compliance with IVS requirements. 

Market Value is defined as: 

"The estimated amount for which a property should exchange on the date of valuation between a willing buyer and a 
willing seller in an arm's-length transaction after proper marketing wherein the parties had each acted knowledgeably, 
prudently and without compulsion.• 

The _following sections describe the methodologies adopted by the REA and have been sourced from the respective 
firms' draft reports. 

7. 7.2. Methodology for Valuation of Commercial Real Estate 

C&W commented that, whilst the commercial real estate market in Slovenia generally works on an owner occupied 
model, there are a number of investment assets. Ordinarily an investment asset should be valued according to its actual 
performance in the context of rents and net income. C&W were not provided with such information and so therefore have 
valued investment product by estimating rental value and applying a capitalisation rate. 

• Slovenia is not a very liquid market and, furthermore, the UK culture of sharing information is not typical. In 
order to obtain market data, C&W have relied on the following sources of information: 

• The Slovene government ETN portal maintained by the Ministry of Environment and Spatial Planning 
(GURS). The portal records details of real estate transactions using information from the tax office, real 
estate agents and notaries. It represents approximately 60% of all transactions in Slovenia 

• The Trgoskop web application maintained by the Geodetic Institute of Slovenia (www.nepremicnine.net} the 
prime real estate portal in Slovenia that offers property for sale and rent 

• Information based on transactions and valuations that Cushman & Wakefield and S-lnvest have been 
involved with. 

Direct conversations with market players, occupiers and ownefS in the market. 

C&W comment that it should be remembered that the Slovenian market has largely developed in its own "bubble"; 
occupiers typically own their own space and there is no investment market to speak of. Most transactions are therefore 
for owner-occupied assets. Whilst yields are quoted for certain asset classes, they often cannot be proved. 

C&W comment that. whilst the ETN portal contains useful information, it does have limitations. It relies upon the 
accuracy of data entry, which can be inconsistently entered and of course is only helpful to the extent that its data relates 
to the properties with which it is compared. The ETN portal demonstrates the lack of transactions involving larger 
properties, which results in a paucity of comparable information for "Top Collateral" assets. 

C&W are of the opinion that relying on web-based asking prices as a source of comparable evidence is limited and this 
is true of any real estate market. Ultimately a potential seller can ask whatever they want for a property, but this is not 
necessarily an indication of what someone will pay; however at least such information indicates a value "ceiling". There 
is often a substantial disconnect between actual prices achieved and asking prices. 
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other information has been gathered from C&W's activities in the market and discussions with parties interested in the 
market. They are aware of offers received for one particular retail portfolio and have spoken to many potential market 
players during its marketing of another large commercial portfolio in 2012. 

C&W's affiliate in Slovenia, S-lnvest, work "on the ground" in Ljubljana on a day-to-day basis and have been involved 
with many of the transactions and discussions on a daily basis. 

C&W hav.e also referred to the valuation matrix prepared by S-lnvest to assist in the initial "Top Down· phase of this 
exercise. 

C&W have commented on the use of the matrix as follows: 

The Slovenia Invest valuation matrix is a statistical analysis of property deals officially recorded by Slovenian 
government agencies. It presents ranges of actual transaction prices for different categories of properties_ Whilst this 
represents the best comparable data in the market. C&W commented that the records do need to be treated with caution 
since their usefulness is limited by the competence and diligence of those entering the data into the system correctly. S­
lnvest recognize this and have responded to these limitations by removing the most extreme examples. It should be 
noted that the matrix generally reflects actual transactions, which are typically for much smaller assets than are 
represented by the larger end of the Banks' commercial real estate portfolios. However, the evidence remains the best 
available in the market. 

As such, C&W have used this evidence in formulating their opinions of value - adjusting where necessary for quantum, 
location and other factors - in addition to other anecdotal evidence of which they are aware. In general, C&W valuations 
are within the parameters suggested by the matrix;, however, they generally have preferred not to apply the ·average" 
prices due to the vagueness of data and the individual characteristics of the properties involved. 

In valuing the properties, a deal of subjectivity has been required. Unlike more developed markets there is simply not the 
volume of transactions or transparency to list useful comparables on an asset-by-asset basis. 

In order to value the assets C&W set up models using Microsoft Excel by which they were able to filter similar asset 
types and locations in terms of sales and asking prices. They typically divided the country into regions, assessed 
characteristics of each comparable in terms of location, accessibility and other factors. From this exercise they were able 
to determine a ''tone" of value for sectors such as offices, industrial, retail and land. They supplemented "tone" searches 
with reviews of estate agency asking prices. 

The valuation of land presented a particular challenge. The value of land depends upon the ability and viability to 
develop. The status of planning consents has a dramatic impact on values. In this exercise C&W were not given any 
information on the planning status and they have not had the opportunity to investigate the situation from other sources. 
As such the valuation approach derives from a general tone, although values may vary significantly depending on the 
actual circumstances. 

Where the asset under consideration was a hotel, C&W have generally adopted the approach of applying a capital value 
per key based on their knowledge of the market. This has ranged from ca. EUR 15,000 to EUR 75,000 per key, 
depending on the location and quality of the hotel in question. In some cases, C&W felt they had sufficient knowledge 
and experience to apply a multiplier to an estimate of EBITDA. The resulting value was also cross-referenced against 
hotel benchmarks in terms of capital values per key. · 

C&W recommends a fuller investigation is undertaken into the full circumstances of each asset prior to relying on the 
values reported. 

7.7.3. Methodology for Valuation of Residential Real Estate 

A drive-by inspection and valuation methodology was used for a total of 320 assets. These were the 20 largest 
properties by value ('Top Collaterals"), plus a selected sample of 100 assets currently valued in excess of EUR 1M. As 
there was insufficient data available for the desktop residential sample, an additional 200 assets were selected of lower 
value to form a total of 320 assets to be externally inspected. 

JLL adopted a comparative method of valuation based on a high level assessment of the asset characteristics based on 
the limited information provided and their drive-by inspections. 

JLL collated a residential database <if comparable sales transactions in order to assess the comparable assets in terms 
of their quality and relevance to the subject properties. From this they formed an opinion of value on the basis of a direct 
comparison approach with the comparable evfdence. All evidence has been analysed on a capital value per square 
metre ("psm") basis. They assessed a range of capital values psm for each subject asset from this approach and 
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assessed whether the subject asset should be towards the lower or higher end of a range or indeed below or above the 
range derived from the comparable evidence. Their adopted capital value psm was assessed on the limited information 
(typically floor area, type, age of construction) provided by the Bank and set into context from the drive-by inspection. 
Applying this to the net residential floor area provided by the Bank they derive a Market Value for the subject asset. 

7.8. Appraisal "Haircuts" 

REA were instructed to produce opinions of Market Value as at the Reference Date. They have "marked to market". 
They were also asked to give an opinion as to how long (in months) each asset would take to sell at that price. 

Generally, the more complex assets would take longer to sell. Straightforward assets, such as offices and retail in major 
cities, would perhaps be more liquid and sell quicker, although it is acknowledged that there is currently little investor 
appetite in the Slovenian market. 

The ''time to sell" stated by the REA ranges from 12 months to 72 months, depending on the nature of the asset in 
question. The "haircut" is implied by the length of the time to sell stated by the REA. 

7.9. Appraisal Methodologies~ Hypo 

7. 9.1. Methodology for Top Collateral & Drive-By Valuations 

For the majority of assets JLL adopted a comparative method of valuation based on a high level assessment of the asset 
characteristics based on the limited information provided and their drive-by inspections. 

JLL collated a database of comparable sales for residential and commercial sales in order to assess the assets in terms 
of their quality and relevance to the subject properties. From this they formed an opinion of value on the basis of a direct 
comparison approach With the relevant evidence. All evidence has been analysed on a capital value psm basis. JLL 
assessed a range of capitEII values psm for each subject asset from this approach and assessed whether the subject 
asset should be towards the lower or higher end of a range or indeed below or above the range derived from the 
comparable evidence. JLL's adopted capital value psm has been assessed on the limited information (typically floor 
area, type, age of construction) provided by the bank and set into context from the drive-by inspection. Applying this to 
the net residential floor area provided by the bank they derive a Market Value for the subject asset. 

For some commercial properties JLL were unable to adopt the Comparable Method of valuation due to a lack of 
comparable evidence for those property types in these markets. Lack of evidence usually exists where the subject 
property is a highly specialised property, which is rarely, if ever, sold in the market, except by way of a sale of a 
business. In more opaque and less mature investment markets it is often the case that evidence simply does not exist. 
More commercial assets tend to be owner occupied and sales volumes are very low. In this situation no effective 
investment market exists for valuing the property so they have used the Depreciated Replacement Cost (DRC) method -
a non-market facing method to estimate the value of the property. The DRC method, one of the. 5 vs1l1Jation methods 
sanctioned by the RICS, involves determining a land value for the property to which is added the cost which would be 
incurred ih rebuilding a modem equivalent of the property, less depreciation for its age and condition. The principal 
drawback to this. method is that it will invariably result in a higher value as the subject asset may well be obsolete and in 
a use not befitting the location. To re-build may be uneconomical and a realisable sale price may be more akin to land 
value less demolition cost. 

7.9.2. Methodology for Desktop Valuations 

These properties are valued on a desk-top basis on a selected sample. This sample totals up to 3,000 residential assets 
and 100 commercial assets. Values have only been provided where the minimum adequate data was readily available 
relating to addresses and property sizes. 

Residential 

JLL undertook a mass valuation using an automated valuation model ('AVM') and have grouped the properties on a 
location basis and applied a suitable value psm based on comparable evidence and market knowledge. 

JLL used their own database for this exercise supported by GURS data on a supplemental basis. On the basis of JLL 
understanding of the properties and the locations in which they are situated they were able to place the properties into 
the context of the wider market. Using an AVM JLL created an archetype based upon a set of criteria matrix for the 
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properties and scored / ranked the properties taking into consideration a selected set of agreed criteria such as age, 
condition and size. 

The adopted rates psm by archetype adopted by JLL in their AVM are set out in the table below: 

. ' 
1 

2 
3 

4 
5 

6 
7 
8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 

20 
21 

22 
23 
24 

25 
26 
27 
28 

29 

Commercial 

:- ,,_- I~ ~ _" "::. - ,,.. ~ vs 

~g1on . - - , , -

Coa~~ & Kranjska Gora 
Coast& Kranjska Gora 

C~ast & _Kranjsk~ Gora 
Coast & Kranjska Gora 
Coast & Kranjska Gora 
Coast & Kranjska Gora 

Co~st& Kranjska Gora 

Ljubljana 
Lju_bljana 

Liu?li_ana 

_. Ljubljana 
yu~ljana 
Ljubljana 

Lju~li~na 
Lj~bljana 
Mid Size Cities 20,000-100,000 
Mid Size Cities 20,000-100,000 
Mid Size Cities 20,000-100,000 . - ..... ' 

Mid Size Cities 20,000-100,000 
Mid Size Cities 20,000-100,000 
Mid Size Cities 20,000-100,000 

Other 

Other 
Other 

Other 
Other 
Other 
Other 
Other 

1970-1990s 
1970-1990s 

2000's 
2000's 
Modem 
Pre 1970s 
Pre 1970s 
1970-1990s 
1970-1990s 

2000's .. 

2000's 
Modem 
Pre 1970s 
Pre 1970s 
Pre 1970s 
1970-1990s 

.... 

1970-1990s 

.200~'s 
2000's 
Pre 1970s 
Pre 1970s 

1970-1990s 

197M990s 
, .. 

2000's 

2000's 
Modern 
Modem 
Pre 1970s 
Pre 1970s 

--'.. F ,.L - ~ ~ 
"s- - -

Rate$1er$qm ---_ 

Flat € 1,976.44 
House € 1,125.12 
Flat € 2,315.38 
House € 1,932.30 ... 
House € 1,114.01 
Flat € 1,527.46 
House € 1,310.67 
Flat € 1,932.75 

House € 1,561.29 
Flat € 2,893.01 
House € 1,429.12 
House € 829.60 .. - ~-·· 
Flat € 2,043.45 _ 
House € 1,553.75 
Flat € 1,629.84 
Flat € 1,216.27 
House € 661.26 
Flat € 1,431.35 ... 
House € 898.68 
Flat € 890.23 
House € 845.23 
Flat € 973.62 
House € 770.87 
Flat € 1,509.95 

House € 966.62 
Flat € 1,347.67 
House € 990.89 
Flat € 755.28 
House € 801.60 

JLL were provided with. extracts of valuation reports held by Hypo with photos for the majority of these assets to inform 
their opinion on value. JLL also used internet tools such as Google Earth to locate the properties in order to compare the 
asset with other comparable assets. Where available they also sourced cadastral data in order to ascertain the year of 
construction. This enabled them to value the assets on the Comparable Method unless the use was believed to be of a 
highly specialist nature in which case the DRC method was adopted as ouUined above. 
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Appendix 1 - Terms of Reference 

<:·,:,:/::.· .. :·-.:·::·•:,>c..:: .. 
retail portfolio (incl. mr,rtn1<>n<><: consumer 

loans, etc.} and other portfolios that may be considered relevant by the Stress Test 
Consultant in alignment with the AQR provider. The review shall take as its 
baseline the balance sheet of the bank as at 31 December 2012. The portfolios to 
be reviewed shall include those assets identified by the bank for transfer to BAMC. 

,,~--~-------~~~---...-~ . ------------ .-------·. 
Loan files Must be considered statistically relevant. The sample size to be proposed by the 
sample size Stress Test Consultant and aligned with the additional AQR provider and reviewed 

by the Steering Committee. Segments to be covered include: 

Input data 
collection 

• Real estate developers; 
• Corporates; 
• Small business; 
• Retail mortgages; and, 
• Retail other. 

Evidence should be provided on the representativeness (in terms of number of 
observations and exposure-coverage}. 

In support of bottom up stress test inputs to be provided to the Stress Test : 
Consultant, the AQR provider will lead the extraction and processing of data from 
the following sources: 

• Loan & collateral tapes as at 31 December 2012 and 31 December 2011 -the 
Stress Test Consultant wil I define the individual data tapes required in accordance 
with its final portfolio segmentation and will provide a list of the fields required for 
each data tape together with a detailed definition of each of those fields 
• Central credit register ("CCR"} - available from the Bank of Slovenia ("Bos· 
(subject to legal agreement from the BoS) covering historical time-series at loan­
and counterparty-level that can be used to estimate risk parameters (e.g. PD 
calibration anchor points}. The CCR data is available separately for legal entities 
at counterparty loan level but for natural persons is only available on a 
consolidated basis split by BOS rating and product. The AQR provider is to obtain 
monthly data for both legal entities and natural persons for each year from 2007 to 
30 June 2013 inclusive. To the extent that BOS is not able to supply the 
information due to legal or other constraints, the. AQR provider will make. every 
reasonable effort to source exactly the same data directly from the Participant 
Institutions in the same form as originally provided by the Participant Institutions to 
the BoS. For natural persons, Participating banking institutions should provide the 
detailed loan level information that was used to consolidate the information 
currently provided in the BOS CCR. 

'·------·--·-----------------·------------·--·----,----------·--i 
i Data In line with the standards used in similar exercises, the AQR provider will review , 
' completeness each of the data tapes provided by each participating banking institutions and carry · 

out, inter alia, validity checks on the fields completed as well as checking the 
number of records and level of completeness. Where field types are less than 

Methodology Overview Report 

90% complete, the AQR provider will liaise with the participating banking institution 
to determine the degree of rectification that might be possible and the timing that 
any such rectification may take. The AQR provider will liaise with the Stress Test 
Consultant in this analysis. 

The AQR provider will prepare a series of stratification tables for each population 
that can be used to understand the nature of each population and also to 
understand any outliers that exist within each field, in order to enable the Stress 
Test Consultant to specify filers and rules to treat outliers and missing values. 
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Data Integrity Quality verifications through a targeted effort to verify key baseline data, with 
Verification reference to underlying source documentation, which is in line with comparable 
("DIV") exercises in other jurisdictions. The fields to be tested would be those deemed by 

the Stress Test Consultant to be the "most relevant fields". "Most relevant fields" 
will be defined according to their materiality in models estimation and 
implementation of the stress testing exercise, and marked as "Most relevant fields" 
by the Stress Test Consultant on the data request. As relates to the DIV: 

• With respect to the CCR data, the AQR provider will not undertake a DIV 
exercise. 
• Reconciliation - The AQR provider will perform a reconciliation exercise of the 
loan file data tapes provided to the published financial statements 
• Sampling - for purposes of the DIV exercise sampling should be based with a 
95%/5% objective. lt is envisaged that the populations to be covered within each 
of the data tapes will be 'large' from a statistical perspective leading to a sam pie 
size per population of approximately 59. 

,~·-----, ....... -----··-·-~-----·'"' ... -,~----·----· ,---~-"--" ., ____ . 
· Presentation The AQR provider will present the results of the AQR exercise in the form and 

of AQR content r_equired by the Stress Test Consultant. Such output tables will include, 
output among others, historical performance analyses related to participating banking 

institutions historical default rates, cure rates, recovery. as well as summary output 
tables from the individual file reviews and collateral valuation exercise. 

· Coordinate 
Real Estate 
Appraiser 

The AQR provider will provide ad hoc support to the Stress Test Consultant to 
assist it in the process of structurally decomposing key business plan assumptions 
(e.g. detailing interest income and expense components into main 
volume/profitability drivers by type of asset and funding). The principal 
responsibility for this exercise lies with the Stress Test Consultant. 

···----An independent real estate appraiser will be engagedas part ofttIB overall AQR __ _ 

and ST exercise to undertake independent real estate appraisals (drive by and 
desk top) across different collateral types, including both random sampling of large 
and small collaterals, as well as the largest collaterals of counterparties. The AQR 
provider is expected to coordinate the work of the real estate appraiser (on the 
banks they are selected to perform the AQR) and ensure that the results of these 
independent appraisals are incorporated into their loan file reviews. The 
coordination role for potentially multiple Real Estate appraisers is subject to a 
decision of the Steering Committee. 

-------·-----..----..... ·----
Assessment 
elements 
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On the overall loan book level: 

• quantitative portfolio analysis; 
• assessment of data integrity and correct risk classification; 
• assessment of bank's loan underwriting and monitoring practices; 
High-level commentary on the specific portfolio level: 

• identifying the use of forbearance/modified loans.and its impact on valuation and 
classification; 
• assessment of loan documentation {term sheets, loan agreements, inter-creditor 
agreements), including assessment if loan documentation in general tends to be 
covenant-lite or restrictive; 
• assessing the management of NPLs and arrears; correct and consistent 
application of triggers; verification of date of arrears to determine the correct 
vintage of arrears; 
• assessing the valuation, management, adequate documentation and monitoring 
of collateral; 
• assessing the consistency of provisions and risk coverage with the quality of the 
assets; 
• check for the possibility to extrapolate findings for remaining portfolio; 
• assessing the potential loss / gains from off-balance-sheet exposures; 
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· · Outcome · • Estimated shortfall/surplus of provisions as at 31 December 2012; i 
• Evidence of weak practices concerning collateral_valuation, provisioning or 
internal controls; 
• The outcome of the exercise to be used as input for a bottom-up stress test 
based on a credible macro0economic scenario to be agreed by the Steering 
Committee and with assumptions to be provided by the Bank of Slovenia. 

-----------~-· --· --··--·---------~--....--------------·-·-~·---~--·-.... -·-··---------·----~- l 

Details of the A QR 

• Loan segments: Corporate (large SMEs and large corporates), real estate developers, and retail loan 
portfolio (incl. mortgages, consumer loans, small SMEs etc.) and other portfolios that may be considered 
relevant by the Steering Committee. 

• Sample size: it should be a random sample across all asset classes representative to each portfolio. The 
sample for corporate, real estate development and large SME segments should be statistically significant 
so that the findings can be extrapolated across portfolios. Except for the small SME and retail portfolio the 
sample size could be proportional to the size of the asset class as % of total loan book or % of CT1 capital. 
Moreover at least loans that exceed a threshold of NBV of 10 mio EUR (i.e. including any existing risk 
provisions) should be subject to a direcUmanual review. The table below provides an overview of the sample 
sizes for individual loan file reviews at the two largest banking groups (NKBM d.d. and Abanka d.d.). Target 
sample sizes at the other banks will be agreed with the Stress Test Consultant and approved by the Steering 
Committee. 
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Table 11 Individual loan review sample - by banking group 

Top 
Random sample Target 

loans (by 
gross 

Non- exposure 
Segment 

exposure Performing 
performing coverage 

value) loans 
loans (%) 

Real Estate 
100 50 60 

Developers 

Corporates 100 50 60 

Small 
All loans 

business 
target is to 

over 10 100 50 25 

achieve 
MLN Euro 

Retail 
100 50 n/a 

Mortgages 

Retail 
50 25 n/a 

Other 

Total TBD 450 225 n/a 

• Aim: to analyse, in-depth, qualitatively and quantitatively, a selected set of portfolios in order to (1) assess 
potential misclassifications of loans with regard to segments and performance status, (2) provide more 
accurate [assessment of recoverable amount} of the portfolios based on their credit risk, and (3) assess the 
adequacy of provisions in place against these exposures. The results would help to refine the estimates for 
credit loss parameters across different portfolios, informing the stress test that will follow the AQR 

• Elements on the overall loan book level: 

Quantitative portfolio analysis, including components like exposure. maturity, collateralisation/LTV (LTV 
only if available), risk classification, type of loan (by interest type/amortisation profile), regional distribution, 
year of underwriting (vintage analysis). major concentrations, provisioning and expected/unexpected loss 
forecast, coverage ratio, and other specific {and relevant) characteristics. There should be a separate 
analysis for the performing loan book. NPLs and foreclosed assets. 

Assessment of data integrity and correct risk classification, incl. 

o Assessing whether the classifications of loans into asset classes are correct and whether the 
boundaries between (sub)portfolios are clear and consistently applied across the whole banking 
group (e.g. SME loans as a separate category or split between corporate and residential mortgages); 

o Evaluating the characteristics (incl. definitions and boundaries) of internally used segments of 
different loan quality levels (good quality, watch list, impaired etc.) - internal credit ratings; 

o Checking whether there is a coherent default/non-performing loan definition and whether it is in line 
with the harmonised NPL definition as put forward in the EBA consultation paper 

(EBA/CP/2013/06)30; 

Assessment of banks' loan underwriting and monitoring practices (on sample basis) 

30 As published on EBA website (http://www.eba.europa.eu/cebs/media/Publications/Consultalion%20Papers/2013/CP -{)6/CP-on-Forbearance-
and-non-performing-exposures. pdf) · 
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31 Ibid. 

o Drilllng down into (sub)categories / (sub)portfolios regarding underwriting standards and borrower 
characteristics (if available LTV ratio, debt-to-income ratio, vintage analysis, etc.); 

o Checking the efficiency of early warning indicators in place and how they are applied to loan 
portfolios; 

o Elements on the specific portfolio level {general commenta)Y on): 

Identifying the use of forbearance and its impact on valuation 

o Assessing the definition of forbearance, whether it is uniform across banking group, and compare it 

with the one put forward in the EBA consultation paper (EBA/CP/2013/06)31; 

o Checking whether forborne exposures are consistently reported and systematically flagged in the 
reporting system(s) across the bank; 

o Assessing how processes and policies on application of forbearance practices (incl. migration 
between subcategories) are defined across the banking group; 

o Quantifying the amount of forborne exposures in each portfolio; 

o Assessing the appropriateness . of the risk classification of exposures that have been refinanced or 
forborne by analysing a separate sample of only forborne loans (to assess borrower's capacity to 
repay the loan in full and thus determine whether forbearance measures are sustainable or not); 

o In case material reporting deficiencies in forbearance portfolios have been identified - quantiMng the 
impact the proper reclassification of forborne/restructured exposures (according to harmonized 
definitions) would have on the level of NPLs and additional provisioning charges; 

Assessing the management of NPLs and arrears 

o Assessing the existence/functioning of a workout department in place and related policies (early 
warning systems, conditions for transferring customers into workout, restructurings, legal procedures, 
etc.); 

o Analysing portfolios with respect to NPL status/rating to identify incorrectness in loan classifications; 

o Analysing triggers used for classification as non-performing/loans in arrears; 

o Identifying the processes for early and late collection and their efficiency (e.g. analysis of the days 
past due status of the customers); 

o Assessing the conditions for transferring customers back into the performing portfolio or out of the 
balance sheet, incl. a verification that forbearance strategies do not alter the declared time in arrears 
(i.e., loans in grace period to avoid going into arrears); 

o Reviewing adequacy of write-off practices; 

• Assessing the valuation, management and monitoring of collateral 

o Evaluate how responsibility for collateral evaluation is allocated (internal vs. external appraisals) and 
thefr independence for loan underwriting; 

o Gathering evidence on the frequency and type of appraisals (i.e.: whether these have been 
associated with onsite inspections or not), reasons for revaluation, age of appraisals; 

o Assessing how haircuts/valuation parameters are derived and validated, and whether they are based 
on historic data; 

o Using data on internal collateral values to derive the level of provisions; 

o Assessing the adequacy of collateral valuations; 

o Assessing statistical revaluation tools (i.e. : indexes) for small-sized real estate and investigating 
parameter estimations and how they are validated; 
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o Quantifying the volume of repossessed collaterals. estimate their value (especially real estate and 
securities) and associated risks: 

• Assessing the consistency of provisions and risk coverage with the quality of the assets 

o Identifying which rules apply for building specific as well as general loan loss provisions and risk 
coverage and assessing whether they are consistently applied; 

o Identifying parameters used for the general loan loss provisions and risk coverage calculation and 
whether they are validated and adequate; 

o Comparing coverage ratios in different segments, if possible also with the relevant peer group in other 
countries/banks as supplied to the Deloitte by the Bank of Slovenia (see the table below on the 
percentile of coverage ratios in the EU, taken from the EBA Risk Dashboard, with data from 02 
2012); 

'-<c ............. ,,_ Plllfiad,,__.,,_ __ ~~ •• ----·•~ W£"ish-6aftt:t;t" -S--.-,T~,.,._._,_.__,.._,.....,... ~ .,._,.,.,_~,A~~--'.-....... ~~~..,.__ ~h~~~·-~~,...,..,_ 

n.., · O!l •?_..,. I i<.o;,,; w.szn 
.,.,.,a -w.- I 3-1.,c:,ir, ~UJ"" 

)uh-!C' 31.11% 3-3,.s,,]% 40.lS'K 

w,,w lo.S~ 3,3 7$'1~ 

n«- .w H.1)4'-' 32.38% 

M;,i.r·l!: 3S:..2,}~ n.~ ~7.91~ 

.llln·H 4U)2:'.t ~l.l'..,, 

5..:."P•t:. 38.:!:/l:Ei I 3:J_lJ,:; 

Dec- U: ../11.U!Jlt 

J ___ .. 
J,illS~ 

Mo,-;; AUGW. 14.:;,;;,; 

Juo_.;:l: 111.:ai'.(. 3?1.3t.i!-

Checking if the level of provisioning and risk coverage in individual cases is adequate based on a sample of 
problematic loans, and using the results for simulating/estimating adequate provisioning levels for the whole 
portfolio. 

• Governance: A dedicated project Steering Committee ("SC") has been set up in order to coordinate and 
oversee the overall AQR and ST exercise. Membership of the Committee will be composed of Slovenian 
authorities including the Bank of Slovenia and the Ministry of Finance. European Institutions (ECB/EC/EBA) 
and the Bank Asset Management Company (BAMC) are invited as observers. A progress report to the SC 
will be submitted by the consulting firm on a weekly basis and will be. subject to discussion as needed. At 
least three physical meetings of the SC will ~ke place (kick-off, interim results, final report). 

In order to ensure the maximum transparency and accountability of the exercise and the full understanding of the 
results, the advising firm will need to disclose to the authorities and the SC its methodology, assumptions, 
outcomes and any other information deemed as important to understand properly the final amount of capital 
considered. To this end, the advising firm must commit to produce and submit to the authorities and the SC a 
final report in English. 

• Timelines: Timely delivery of outputs from the AQR to be used in the Stress Test exercise is key to ensure 
compliance with the overall timeline of the AQR and Stress-Test exercise which includes presentation of 
results the top 3 banking institutions erid of September and for the remaining banking institutions by end of 
October. 
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Appendix 2 - Definitions & Abbreviations 

ALCO 

Allowance 

ALM 

AR 

AQR 

AVM 

BAMC 

BANCS 

Bank 

BOS 

BS 

CAPEX 

CBI 

CCF 

CEE 

Corporate 

CR 

CRE portfolio 
triggers 

C&W 

Data tape 

Defaulted loans 

Asset-Liability Committee 

Provision for on balance sheet exposure 

Asset Liability Management Committee 

NLB d.d.'s 31 December 2012 Annual Report 

Asset Quality Review 

Automated Valuation Model 

Bank Asset Management Company, the vehicle established by the 
Slovenian Government to managed selected NPLs to be transferred 
from authorized banks 

The name of the real-estate collateral system used for retail segment 

Participating institution, unconsolidated entity 

Bank of Slovenia 

Balance Sheet 

Capital Expenditure 

Central Bank of Ireland 

Credit Conversion Factor: Converts the amount of an off-balance-sheet 
transactions to an EAD amount 

Central and Eastern Europe 

Corporate Segment 

Cure rate: Portion of loans that default which will eventually cure and 
100%of P&I 
payments will be received by the participating institution 

Cushman and Wakefield 

E:iectronic tile of data provided by NLB 

Non-performing loans that will not cure and are assumed to be 
liquidated 

DIV Data Integrity Verification 

DPD Day past due 

DRC 

EAD 

EBA 

EBIT 

EBITOA 

EC 

ECB 

Methodology Overview Report 

Depreciated Replacement Cost 

Exposure at Default: Gross exposure under a facility upon default of an 
obliger 

European Banking Authority 

Earnings before interest and taxes 

Earnings before interest, tax, depreciation and amortization 

European Commission 

European Central Bank 
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ETN portal 

EU 

EUR 

EY 

GURS 

HAAB 

Haircut 

IAS 

IBNR 

IFRS 

IVS 

JLL 

LGD 

LlV 

M 

Matrix 

MV 

n.a. 

n/a 

NLB 

NPLsor 
Defaulted loans 

OpCo 

PD 

PRA 

Provision 
coverage or 
Coverage 

REA 

RED 

Reference Date 

Retail 

RfPs 

Methodology Overview Report 

Portal Evidenca Trga Nepremicnin (Real estate market database 
portal) 

European Union 

Currency of the EU zone 

Ernst & Young 

The Surveying and Mapping Authority of the Republic of Slovenia 
(Geodetska Uprava Republike Slovenije) 

Hypo Alpe-Adria Bank 

The discount applied to the valuation of a loan or collateral 

International Accounting Standards 

Incurred but not reported 

International Financial Reporting Standards 

International valuation standards 

Jones Lang LaSalle 

Lost give default 

Loan to Value 

Million 

Schedule of price per square meter denominated in EUR set out for all 
major type of properties within 4 categories: super high, high, medium 
and low covering all regions of Slovenia and prepared by independent 
3rd party experts Slovenia Invest Ltd., Slovenia. 

Market Value 

Not applicable 

Not available 

Nova Ljubljanska Banka.d.d 

Non-performing loans, defined separately under different segments 
Loans that will not cure and are assumed to be liquidated 

Operating Committee, a group comprising Bank. of Slovenia, Oliver 
Wyman, Deloitte & Ernst & Young representatives 

Probability of default: Probability that a performing loans will become 
non-performing in the next time period 

Prudential Regulation Authority 

Provision divided by gross exposure 

Real Estate Appraiser 

Real Estate Developer 

December 31, 2012 

The Bank definition for Retail was used, in our classification we relied 
on the retail flag in the data tape. Retail is defined by the Group 
physical persons 

Requests for Proposals 
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RJCS 

SC 

SME 

ST 

ST Consultant 

Steering 
Committee 

TOR. 
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Royal Institution of Chartered Surveyors 

Steering Committee 

Small & Medium Sized Enterprise 

Stress Test 

Stress Test Consultant, Oliver Wyman, 

A group comprising of representatives from the Slovenian Authorities, 
NLB, European Commission and European Central Bank to oversee 
the whole project 

Tenns of reference 
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Appendix 3 - S-invest valuation matrix 

Prime locations (Koper, Ljubljana) 
2000 on 

Secondary locations {Grosuplje, Novo mesto, Kranj, Celje, 
pre 1970 

1970-2000 
Sezana, Maribor, Vrhnika, Legatee) 

2000 on 
pre 1970 

Other locations 1970-2000 
2000on 

Search parameters: 
Sale on the market 
Time range: 1.1.2010-4.7.2013 
trgoskop uses scale of quality of information from 1 to 4; only transactions with 

Source: trgoskop application 

658 3 

1296 1 
194 7 
486 7 
0 0 0 

230 20 - 912 22 
305 8.3- 846 26 
480 205-814 3 

MARKET COMMENTARY: it is estimated that over 70% of industrial property in Slovenia is owner occupied. No industrial property has 
been developed speculatively, and there have been no investment transactions. Most industrial property is outdated, with insufficiently 
high ceilings and concrete pillar supports that interfere with modern logistics rack systems and impede production lines. Nevertheless 
such older properties do transact, as many companies find the planning process too time consuming, bureaucratic and difficult and 
prefer to buy existing buildings at a lower price. Supply and demand is broadly in balance in Slovenia. Industrial was largely unaffected 
by the real estate bubble. Supply comes from Companies closing down, moving production elsewhere or changing production methods 
and locations. Demand comes from industrial companies expanding production, or upgrading their facilities, and Companies returning 
production to Slovenia from the far east. 
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2012 
. 201i ·.••... " 

Ljubljana 
Prime locations 

Coast 

Secondary 

Other 

S&arch parameters: 
sale on the mart.el 

Center 1215 -1751 1540 5 370 - 2914 18 1567 
Beilgrad 1318-1392 1355 2 954-2962 6 1779 
Mosle-Polje 1422-1441 1911 2 1800-2124 3 1911 
Vic O 0. 0 1605 1 1605 
Sitka 1209 1209 1 111-2424 14 1528 
Rudnik O o O O O O 
Crnuca 
l\oper, 1zo1a, l"'onoroz 
other 
IManDor, Novo mesto, 
Kranj 

1 uo1eniska (excluding 
Novo mesto) 
Gorenjska (excluding 
Kranj) 
Pr!morska (excluding 
coast) 
$1aJerska (excluding 
Marlbor) 
Koro&ka, Prekmu~e 

991-1386 1188 2 2518 1 2518 
1412 -2649 2016 4 351-4488 14 1902 

840 840 721 -1827 3 1222 

528 - 1700 1121 3 255 - 3809 25 1043 

380-1400 

210-1971 

1400-1595 

710-1066 

380-1200 

923 

1003 

1497 

888 

671 

5 

7 

2 

2 

4 

220-1458 

332-1135 

473 .1779 

252-2291 

79-2018 

9 

13 

8 

16 

14 

890 

602 

1025 

955 

744 

trgoskop uses scale of queli1y of Information from 1.to 4; only 1ransactions with scale 1 ere 1aken into account 
~me range: 1.1.2013-4.7.2013 
Retail built before and including 2010; retail built in and including 2001 

Source: trgoskop appllcetion 

0 
0 
0 
0 

1634 
0 
0 

1333 

292 

0 

1391 

625 -1896 

1300 

0 

D 
0 
0 
0 
1 
0 
0 
1 
0 

0 

4 

0 

2523 
0 
0 

2360 
0 
0 
0 

2120 
1275 

0 

753 

0 

1954 

244 -999 

1742 

MARKET COMMENTARY: There are only a few direct market entran1e in Slovenia and most International brands are dletributad by two main franchise pertpers. Slovenia Is well served with modem shopping 
malls developed by Austrian Companies, notably Hypo Alpe Adria, m2 Gruppe and Spar European Shopping Cantres. One domestic food retaller. Tu§, has also developed a numb&r of malls. International 
retailers are benefitllng from their better selection of goods, merchandising and know how, at the expense of domestic retailers, and some loeat companies are going out of businese as a result. Malls with 
predominanlly domestic retailers are suffering from reduced footfall and volda. High .street retail space in eecondary locaHons is adversely affected and empty locefs are appearing. It is very difficult to find prime 
retail space for inlernational brends but al! the developers agree that the market Is saturated and there is no space for new developments except In Ljubljana's city centre. The rents in quality malls and prime high 
street are expected to remain stable. Rents In Inferior malls (such as the BTC retail space that was converted from Industrial 20 years ago), and secondary high street locations are expected to drop. 
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1 
0 
0 
1 
0 
0 
0 

0 

0 

4 

2 

2523 
0 
0 

2360 
0 
0 
0 

2120 
1275 

0 

753 

1954 

669 

1742 
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Center 857 - 2190 1270 7 45\ - 2744 \ 7 1710.82 o o o o 
Bo:!lgrad \ 180 - 2222 1629 3 675 - 2338 7 1588.24 o o 2000 1 
Mosto PolJe 490 - 1438 964 2 513 • 2000 7 1335 o o 

Ljubljana v;e 
Prlme 

locations 

Coast 

Secondary 

Other 

S•arch parameters: 
sale on the market 

Sitka 
Rudnik 
CmuC:a 
Koper, Izola, 
Por1oro~. Piran 
Other 
Maribor, Novo 
mesto, Krani 
Dolenjska 
(excluding Novo 
mesto) 

Gorenjska 
(excluding Kreni) 

Prlmorska 
(e,cludlng 
coest) 
Stajerska 
(excluding 
M,-ribor) 
Koro§ke, 
Prekmurla 

6\2 -2070 

1700 
0 

1386 -1602 

1255-1910 

1291 

654-944 

476 -1251 

729- 1278 

160-1582 

476-1142 

407-1150 

12\1 

1700 
0 

1494 

\480 

1291 

808 

724 

1003 

826 

808 

879 

5 

0 
2 

7 

6 

5 

2 

254-1877 

429-1679 
0 
0 

796-2850 

1497 

144 • 2570 

204-\911 

223- 1600 

218 -1933 

391-1035 

550 -888 

trgoskop uses scale of quality of Information from 1 to 4; only transactions with scale 1 ere taken Into account 
time ranga: 1.1.2013-4.7.2013, due to low transaction number,, prices for 20\2 are •lso indicated 
Office• buit before and Including In 2000; offices buit after and including in 2001 

Source: tcgoskop eppllcalion 

6 
0 
0 

14 

16 

7 

14 

,o 

4 

1313 

1210 
0 
0 

1633 

1497 

840 

1041 

752 

982 

613 

777 

1200 

0 
0 
0 

0 

0 

857 

729 

0 

0 

0 
0 
0 

0 

0 

0 

0 

0 

MARKET COMMENTARY: Thero ls a huge oversupply of office in LJublJane, with noat1Y 30% vacant. This ls dua lo new bultdlngo coming to market posl 2004, but no growth In 
demand. Rent levels have dropped slgnifioantly, between 30% and 50%. Mony Compnies are ta!ocatlng to take advantage of new reduced rents and othan; an, rooegot!stlng with 
landlords. This ha• not yet had an impact on tho oalaa value of office 1paca, but it will In due coun,a as traneaetlons Increase following ,ecove,y. Ranta !n r,ew buildings are expected to 
stabilize after a further omall drop. Rants In older buildings are expacled lo drop aignif)cantly. The space In lhe newer buildings (appmxlmat!ay 50,000m2J will ffll up, creating voids in 
ofder buildlngs, and the c::urren1 vacant space in older bulldings of epproxlmatley 190,000mZ will increase. There has been no sfgnificl!llnt office development ~r\ other erees of Slovenia. 
Demand for office Is decre981ng as Companies rationalize, downsize or go out of buslne88. Supply of ofllce Is Increasing as Companies try to ma,Jmise.thelr resources by ranting out 
vacant space. It }s expected that this will have an Impact on office rents·natronwide, but not to 1ha same axtent as ln ljublJane wrth lls huge oversupply. 

Therewara4 
parking spaces 
lnch,11:ted in the 

sale price 
0 
0 
0 

0 

0 

0 

0 

0 

0 

0 

0 

2568 

1425 
1945 -1981 

1033-2195 

661 

0 

1511 

1666 

633 -1336 

817 

2 

3 

0 

0 
2000 

0 

2568 

1425 
1963 

1667 

661 

0 

1511 

1666 

1084 

817 
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Coast (Piran, Portoroz, lzola,Koper) 

Superhigh Ljubljana center 
Ljubljana Rozna dolina 
Ljubljana Vic 
Ljubljana Moste-Polje 
Ljubljana Rudnik 
Ljubljana Bezigrad 
Ljubljana Siska 

High Ljubljana Dravlje 
Ljubljna Vizmarje,Brod 
Ljubljana Cmuce 
Ljubljana satelite cities (Domzale, Kamnik, Grosuplje, Menges) 
Nova Gorica 
Bled, Kranjska Gora, Bohinj 
Coast satelites (Se:zana and surroundings) 
Savinjska (excluding Celje) 

Mid Dolenjska (excluding NM, Trebnje) 
Primorska (Koper, Portoroz, Piran, Izola) 
Celje 
Novo mesto, Trebnje 
Gorenjska (excluding Bled, KG, Bohinj) 
Skofja Loka 

Low 
Stajerska (excluding Maribor) 
Maribor 
Zasavje 
Prekmurje 
Koroska 

Parameters: 

Date: 1.1.2012- 5.7.2013 
Nova Gorica 
Sko1ja Loka 
Maribor 
Celje 
Novo mesto, Trebnje 
Ljubijana satelite cities (Domzale, Kamnik, Grosuplje, Menges) 
Bled, Kranjska Gora, Bohinj 
Coast (Piran, Portoroz, Izola.Koper) 

Dale: 1.1.2013 - 5.7.2013 
Ljubljana center 
Ljubljana Ro:zna dolina 
Ljubljana Vic 
Ljubljana Moste-Polje 
Liubljana Rudnik 
Ljubljana Bezigrad 
Ljubljana Siska 
Ljubljana Dravlje 
Ljubljna Vizmarje, Brod 
Ljubljana Cmuce 
Coast satelites (Sezana and surroundings), graphic method (center is Sezana, radius 

Search parametrs for regions: graphic method 

1619 
1542 
1658 
1651 
1268 
1295 
1300 
1045 
1602 
1099 
985 
943 
989 
890 
783 
850 
803 
852 
846 
788 
783 
776 
633 
758 
665 
438 
437 

Dolenjska (excluding Novo mesto, Trebnje) radius 15km (center is Semic), radius 10km (center in 
Zuzemberg), radius 10km (center in Mokronog) 
Gorenjska (excluding Kranjska Gora, Bled, Bohini) radius B (center in Jesenice) 
Primorska (excluding Koper, Piran, Izola, Portoroz, Sezana) radius 10km (center is Divaca), radius 8km 
(center is llirska Bistrica) 
Stajerska (exluding Maribor) radius 15km (center is Ptuj), radius 10km (center is Bistrica) 
Savinjska (excluding Celje) radius 8km (center is Velenje), radius 15km (center is Rogaska) 
Zasavska radius 10km (center is Trbovlje), 15km (center is Krsko) 
Prekmurje (radius 15km, Murska Sobota) 
Koroska (radius 20km, Dravograd) 

trgoskop uses scale of quality of information from 1 to 4; only transactions with scale 1 
are taken into account 
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71 
6 
5 
8 
8 
5 
5 
2 
5 
5 
6 

74 
20 
41 
12 
15 
8 
2 

54 
40 

4 

21 
31 
43 
10 
17 
27 

I 

124 

94 

228 
74 
82 
43 
67 
42 
20 
80 

104 
8 

46 
138 
220 

71 
76 
51 
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Coast (Piran, Portoroz, Izola, Koper) 

Superhigh 
Ljubljana center 
Ljubljana Rozna dolina 
Kranjs ka Gora 
Ljubljana Vic 
Ljubljana Moste-Polje 
Ljubljana Rudnik 
Ljubljana Bezigrad 
Ljubljana Siska 

High Ljubljana Dravlje 
Ljub~na Vizmar:ie, Brod 
Ljubljana Cmuce 
Ljubljana satelite cities (Domiale, Kamnik, Grosuplje, Menges) 
Bled 
Bohlnj 
Coast satelites (Sezana and surroundings) 
Nova Gorica 
Skofja Loka 

Mid Primorska (excluding Koper, Pfran, Izola, Portoroz, Seiana) 
Novomesto 
Celje 
Trebnje 
Dolenjska (excluding Novo rnesto, Trebnje) 
Gorenjska (excluding Kranjska Gora, Bled, Bohinj) 
Maribor 

Low 
Stajerska (exluding Maribor) 
Savinjska (excluding Celje) 
Zasavska 
Prekmu~e 
Koroska 

Source: Trgoskop, ETN 

Search parameters: 
Date: 1.1.2013-4.7.2013 

Graphic method: 
Rozna dolina, radius 1 km 
Lj city centre radius U4km 
Lj Vic radius 1 km 
Lj Moste - Polje radius 1 km 
Ljubljana Bezigrad radius 1 km 
Ljubljana Siska radius 1km 
Ljubljana Dravlje radius 1 km 
Ljubljna Vizma~e.Brod radius 2km 
Ljubljana Crnuce radius 2km 
Coast satelites (Sezana and surroundings) radius 3km (center is Sezana) 
Pomurska radius 15km (center is Murska Sobota) 
Koroska radius 20km (center is Dravograd) 

1812 68 113 
2126 30 88 
1728 45 81 
1977 9 10 
1696 56 60 
1624 24 46 
1670 4 7 
1699 59 76 
1649 56 89 
1612 46 57 
1691 10 16 
1630 19 53 
1396 48 88 
1557 6 7 

n/a n/a 0 
1414 8 8 
1289 42 53 
1468 1.9 20 
1264 6 14 
1138 26 34 
1015 53 111 
1129 4 10 
785 27 34 
853 39 43 
915 99 361 
926 59 71 
965 79 131 
722 75 105 
757 22 48 
766 55 65 

Dolenjska (excluding Novo mesto, Trebnje) radius 15km (center is Semic), radius 10km (center in Z.uiemberg), radius 10km (cen1er in 
Mokronog) 
Gorenjska (excluding Kranjska Gora, Bled, Bohinj) radius 10 (center in Jesenice) 
Primorska (excluding Koper, Piran, Izola, Portoroi, Sezana) radius 10km (center is Divaca) 
Savinjska (excluding Celje) radius 8km (center is Velenje), radius 15km (center ts Rogaska) 
Zasavska radius 10km (center is Trbovlje), 15km (center is Krsko) 
Stajerska (exluding Maribor) radius 15km (center is Ptuj), radius 10km (center is Bistrica) 

trgoskop uses scale of quality of information from 1 to 4; 
only transactions with scale 1 are taken into account 
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min: 6.JOO( 
·,, . . .. : .. ;· .. _ .... 

0.63 
0.70 ... 
1.23 0- 2,!5 law 

-~·>.;.~ 1.54 

!!\~ 
1.92 
2.4 - 2.88 --· -15 - lOJ.30D (: 

3.46 3-4 mid 
4.15 
4.98 
5,98 5-7 high 
7.18 
8.61 7,5-10,5 supemrgh 

10.33 

min; 6.300 ( 
0.53 
u.79 
0.91L 
'\.23 0-2.5 law 
1.54 
1.9.2 
2,4 

2.88 
3.<18 3-4 mid 
4.\5 
4.98 
5.98 

·- 7 
high 

7.18 
8.61 

7.5-10.5 SLiperhlgih 
10.33 
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Ljubljana city hotels Hostels, 1 * and 2* 20 to 60 
3*.4* and 5* 30 lo 60 

Leisure hotels on the 
coast, Bled, Kranjska Gora, Hostels, 1* and 2* 15 lo 50 

Roga§ka slatina and 
Podcetertek 

3*,4* and 5* 20 to50 

All other hotels 
Hostels, 1 * and 2* 10 to 80 
3*,4* and 5* 
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min; 1.200 C 

low 

mid 

hi h 

min:~ 1.200 f: 

low 

mid 

hi h 
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2: Cc,as,al Kirst & Goril:ta 

min: 6.300 C 
0.63 
0.79 
0.118 
1.23 
1.54 

,i:,~:-r 1.92 
lmffi 2.4 - 2.88 - 3.46 - 4.15 -15= 4.98 

103,300 C 5.98 
----r.w-

8.61 
10,33 

MARKET ~OMMEN TAM\': The valua orfortst land eod ,grteu,tural land 11 much more 1lra'9h~orward thiln lhasttor bu"dlng land. 89 therw •rv not !IU<:h l11rga d!lscraparicles In th1t valtie of traneil!lletlon1. It !lhould be noted however1hat 
the price of noo bLlihiablB' l•rid in ~o!spWJ SLd, as the coll!I! and ljub~ana is hlgherth1tn elHwhere I~ Slo11enfa which lndk:eles !~ere may ha11a beitn some lt111tl of spi,c;uiatlv4!i t)uylng, by lrwl!!ltor1 hc,pfng f<lrtt.ilur• etia~g• of u11a. 
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0-2,S low 

3-4 mid 

5- 7 high 

7.6- 10.5 ,upertilgh 
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~ -= = 

min: 4.800 c 

~ ----!! 
20 iiiil l88.000 I: 

min: 4.aoo €. 

lO = 288,000 C 
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min: 1.2.oo·c --a-• 1.~ooc 

MAfO(ET COMMENTARY: lhe vtlu• of fornl land lr,dl egrietJlturat land 11 ffl',ICh more &trelghlforwud than lhat fot bullding l•nd, &a lh1nt ire r'IOI 1uch lerge di1crep1ndH In lhtv1lu1 of 
tranHcilons. It thoulo' be nated however lh•t lhti pr tee of r,on bulldablt 1and In hotspoll such II thli coaat a11d L/t,jb~ana 11 hlg~er thtn e11ewhar1 I" Slovenia. v.taleh lnd1CO!as ther& may have beoo 
some lltvm ar speculRtlva buying, by lrwetlors ~oping fvr lulunt change er u11. 
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mid 

hi h 

Strictly private and confidential 



,: Upp1rCamfol1 

5: M1rl1'oc 

mln: 4.800 ( 

~ = • -·-20·= 218,0DD-~ 

~ = -: = 

min: 4.800 C 

-· ·-20 iiiiiil 288,000 £ 

MARKET COMME"1MY; 8ulldl119 lal"ll 1199"lt11ly v1i,adwarkMid'1 k'C:P.lf'dlng to tt,1 Hit: r;lasa and dln11ty permlffad or, Inn :1~1r. Th& tNklllll wilullllon 11111h1Xflill0/fjs by calaAd,9fll•VIMu11 a, lhir "'1Jshlld 
d'e'#lll!lPffllllt. i.1flfflJCllng #1e CCIII ol diweloprnlnt hwdlng baik fln.,at er,d dvVefopot prdll. llllfth lh11'11kk/.at NtpN,111•n~r111 lh• v11lua af!M ~. Thll melhDCfohlllu.Ucn 11capld S'C:11rtnl1 •llo,oat~ t,ai,wvw, and 
ITICISI vah.lilllans camad (IIJI by local valun ll'H lh1 Cfl11'91r1tivt1 lrwltlklllctl molhod kif Jwut vtWilllc.,1. bcJl',l,!tl lltll• <:mnlll'lllion lo p!lf'l'l"ihd uu and denlff)'. F'OI' aurrpl, or,e llllil/8"0!1 d ltldus":1111 ran II n­
Kopw u1ed a 1,000m:! land pli:A, lllfth parml1'1bn to bliild fCIJr rtorn,es, at• c~. ni- t,av.bNn twga dacrapanclu In thci ptice paid !car llllld. partlcula~ In loc:aliart1 1uct, u PJartllm", ~· nwn:,o land 
tran1acUan1 wnre ;pet.:ulAl!\l,11, rti111.i by -ily avalable and cheap bank nnMe,t:. l¥td z:anld !or llldultt.! ~ l]ubija'la or Kap.. u:1lna the tt1l1h.11t 11aluallan malhad ha a 111!1.J1 c,! apJRldmatat, 10flm2 ta a 
IIMWllaper, or 50f/rn2 io.an awnwaccuplar, dl:11."a1nUna G1Yelopar prom. One proJW1y mild raram'oduudllNlfapffll!nl an iMI oaat!U1lngiti1 ,-11*,ialmd!od hu 111111!11 ot~rya~. Valulns,~d 
ror1"1111~M~lld1Y1lapm11nl l1 varydlfficulbealuN Irle 11an11tyv1rfN more~ llftVolh•r•1•I a .. 1. l"a, 1J1r111I•, 1 llilillpfOI ~ t,ai111e lfansllyofan~a.2,'lllltlilll I dlyNnn d1~thiwa I CM"leit,I af1 
Thev1luealra1id11nlial p,apmy1111111 ffl'fefi more tnen ..,yott11r~1111tdaa1 acmn:ingea IIXlllWln.At avt,11de, '"I' lllld mnlllG for ~~vlllflrlla m mal'fl lhMi 2DD€lffl2 1h1M.11d bl lrHted MiiltlcaJllon, howe\ler 
lh-Plll)'bclUUpllCll'II. LMdlQfledfornfflc.i In ~1mljana, a.-holffl .,~ it, Slca,a,ill, 11 toul tU'fvn!ly~I fordllYII~ n,.~, al dav111oslil',1ts~h realest.II• HCIIIKHI lh111alueotlh1 llril9hed 
diil..eqlnvf'II Forll.11 rwnon" 11 ur,Flll1y lltal ~)'IIIH coul4 curranll)I bl found fMsi,ch aa11t1 at a,ythl"9 cttnrr t.'lan fl~ 11/1, Sf'K\llllhl• pnc,a, 
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Appendix 4 - Loan review methodology & definition 
alignment 

Non· 
: performing 
i loans (NPL) 

NLB: 

Classification of an 
exposure into D or E 
rating classes (for Retail 
also Crating), 

Overdue more than 90 
days, 

Inception of collection 
process through court 
proceedings 

Restructuring due to 
financial problems of the 
debtor 

Debt write-offs 

HAAB: For collective 
AQR adjustments for 
SME and Retail we 
follow BoS default 
definition as per EY. 

For both banks, all 
exposures classified by 
Deloitte during Loan File 
review as 

Restructuring or 
Liquidation are 
considered as NPL: 

Restructuring: the 
connection appears 
unable to meet its 
contractual debt 
obligations but the 
underlying business 

, appears viable and a 
restructuring of its 
exposure appears to be 
the most appropriate 
route to value 
maximisation 

Liquidation: the 
Connection appears 
unable to meet its 
contractual debt 
obligations; the 

Methodology Overview Report 

, Material exposure >90 
days past due (DPD) 

: Any exposure deemed at 
• risk of not being repaid in 
: full without collateral 
; realisation, regardless of 
' the existence of any DPD 
! value / duration 

Page 68 of74 

Borrower deemed to be in Loans >90 DPD. 
default in the event of 
either or both of the 

. following: 

; Lender considers that the 
borrower is unlikely to 
repay its obligations in full 
without recourse by the 

1 lender to actions such as 
! realising security; 

Borrower is >90 DPD on 
any material credit 
obligation to the lender 

Any exposure deemed at 
risk of not being repaid in 
full without collateral 
realisation, regardless of 
the existence of any DPD 
value / duration 

Strictly private and confidential 



Forbearance 

underlying business is 
not viable or value 
maximisation appears 
most likely through an 
insolvency process. 

Default assessed at the 
counterparty level, i.e. if 
one loan defaults, all 
loans to the same 
borrower are deemed to 
be in default except for 
Retail where it is 
assessed at contract 
level. 

Contracts modified 
(prolongation, grace 
periods etc.) due to 
debtor inability to meet 
the original terms (prior 
to modification), or 

Consolidation/refinancin 
g of overdue exposures 
in order to enable the 
debtor to service its 
obligations. 

Modification of contracts 
due to debtor inability to 
meet the original terms 
(prior to modification) in 
order to enable the 

Restructuring · debtor to service its 

obligations. 

· Impairment Impairment assessed 

Methodology Overview Report 

· 'Modified' contract 
; includes: 

! more favourable terms 
' than the borrower can 
: obtain in the current 
, market 

: contract classified as non­
: performing or >30 DPD (in 
; total or in part) at least 
: once during the three 
: months prior to 
: modification, or which 
! would be classified as 
i such absent the 
: modification(s) 

modification implies total I 
: part debt write off, or 
: repayment made. by 
; realising collateral. 

· Concessions defined as 

1 
modification(s) of previous ' 

: terms and conditions of a 
. troubled debt contract, to 

allow for sufficient debt 
, service ability. 

See below for an example 
of such amendments. 

Forbearance is a trigger 

Page 69 of74 

NIA 

Impairment loss to be 

' The granting of a 
concession (temporary or , 
permanent) to a borrower 
for reasons relating to 

; actual / apparent financial 
! stress 

: Concession may involve 
restructuring the 
contractual terms, non­
cash repayment (e.g. 
equity interest in the 
borrower) 

No forbearance if the 
concession is unrelated to 
actual or apparent 
borrower financial 
distress. 

Non-payment of interest 
following modffication of 
loan terms, including 

, refinancing and 
· renegotiation, deemed to 

be evidence of a loss 
being incurred. 

: All loans modified 
! therefore subject to 
: impairment test on 
; renewal. 

· Per IAS 39 Financial 
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where there is evidence 
of a loss event as per 
definition of NPL 
classification (on 
previous slide). 

; for impairment (/AS 
' 39.59(c)); lender should 
therefore assess whether 
trigger event gives rise to 
impairment. 

objective evidence that a Recognition and 
Measurement, impairment 
losses are incurred if: 

; loss event (or combination 
' thereof) has resulted in an 
; impairment, and this 

EBA acknowledges that ' results in a reduction in . there is objective 
where forbearance anticipated Mure cash ; evidence of impairment 
measures do not lead to a : flows. '. due to event(s) after the 
decrease in the NPV of . ' creation of the exposure 
the exposure, this does i Loss event triggers are set: ("loss event"), 

I not result in an impairment:, .. out in IFRS 

loss. 
: the loss event has 
I affected estimated Mure 
: cash flows of the loans 

these cash flows can be 
reliably estimated. 

See below for Impairment j 
Triggers. · 

-··- ~ 

: Impairment 
j provisions 

Emergence 
, period / IBNR 

Calculated as the 
difference between the 
loan carrying value (i.e. 
outstanding exposure) 
and the estimated 
present value of future 
cash flows from 

' collateral and/or 
voluntary repayment 
made by the debtor 
taking into account the 
effective interest rate. 

For specific AQR 
adjustments. the level of 

, AQR adjustment will be 
benchmarked against 
the criteria set out in 
Impairment Triggers 
below. 

Emergence period is the 
time between the 
emergence of a default 
trigger and the time 

Methodology Overview Report 

Assets impaired due to 
IBNR losses are not 
deemed to be non­
performing unless they 

Page 70 of74 

' For collective assessment, i All 'performing' exposures ' 
i exposures for which the ' require a provision based . 
: following criteria were met on the probability of loans ! 
, simultaneously for three migrating from performing : 
\ consecutive months (re- to non-performing over a · 
• aging period) : defined length of time 

(emergence period). The 
; Arrears deemed to be an resulting provision is the 
· indication of significant IBNR provision. 
, borrower financial difficulty i 
' borrower and is a 
, therefore a trigger event 
; for loss recognition. 

Forbearance, low interest 
'. rates, non-amortising 
i products and arrears are 
· deemed an indicator of 
: advanced financial stress. : 

More likely that a 'loss 
' event' is deemed to have 
. already occurred before 
i arrears become apparent. 

: Any additional provisions 
; to be picked up in the 
, collective provision for 

·• IBNR losses 

: Incurred loan losses ' Emergence period is 
. should be recognised in , critical to provision 

full, but there should be no· calculation. as it 
' recognition of expected determines on a forward 
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· Collateral 
valuation 

Cured loans 

becomes aware of the 
loss. 

We use 12 month 
emergence period (Loss 
Identification Period) 

Real estate collateral: 
independent appraisal 
value or updated bank 
valuation after applying 
liquidity, location and 
cost of carry haircuts. 

Other collateral: bank 
valuation after applying 
haircuts for liquidity, 
volatility, cost of carry 
and size of position (for 
equities). 

For collective 
assessment, exposures 
for which the following 
criteria were met 
simultaneously for three 
consecutive months (re-­
aging period) : 

exposures for which the 
overdue amount was 
repaid in full or the 
overdue amount fell 
below the materiality 
threshold and 

exposures reclassified 
to the A rating class. 

For individual 
assessment, exposures 
considered to be cured 
when: 

Borrower's financial 
situation has improved 
to the extent that full 
repayment, according to 
the origlnal or when 
applicable the modified 
conditions, is likely to be 
made, and 
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comply with either the 
default or the generic 
criteria to identify non­
performing exposures. 

Non-performing status 
, determined irrespective of ; 

collateral 

performance to be 
identified 

A longer emergence 
period results in a higher 
IBNR provision. 

Appropriately 
conservative approach 
required to the expected 
timing and proceeds when! 

, determining collateral 
values 

; Collateral value estimated i 
: by applying price index 
: changes to the original 
, value. 

Loan considered cured 
only when the following 

, conditions are met: 

Not appropriate to assume: Loans considered to be 
a Mure alleviation of any j cured when: 
financial stress (e.g. 

' borrower's financial , forbearance, collateral 
' contract is considered as i value increase) in the situation has improved to 
; performing; ; absence of sufficiently . the extent that full _ 

. lender has concluded that . strong objective evidence. i repayment, according to 
, ' the original or when 

borrower can meet its ! Especially true in i applicable the modified 
obligations, based on , syndicate situations where 1 conditions, is likely to be 
analysis of the financial a single lender may not be ; made, and 
condition of the borrower; l able to enforce changes. 

borrower has met 
regularly latest payments 
due. 
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borrower no longer has 
: any amount past-due. 
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: Impairment 
; Triggers 

terms equivalent to an 
ann's length basis in the 
market. and 

Borrower no longer has 
any amount past-due. 

i For manual provisions, 
a detailed assessment 
of business viability is 
undertaken that takes 
into account all relevant 
market, operational, 

, financial and structural 
issues (see Deloitte 
approach to assessing 

! business viability). 

Sustainable cash flow 
(using EBlTDA as a 
proxy} is derived from 
historic financials or, 
where available, from 
management or 
independent forecasts. 

Sustainable cash flows 
were compared to debt 
levels to determine debt 
service capability. 

, As a guideline, AQR 
adjustments were 
created where debt 
levels were in excess of 
the following net 
leverage (net 

1 debt/EBITDA} 
thresholds: 

5 x for standard 
businesses 

8 x for utilities, if a major 
company with 
demonstrably stable 
cash flows 

12 x for infrastructure 
businesses. 

The level of AQR 
adjustments that would 
be required as a result 
of enforcement were 
also calculated with the 
final figure applied being 
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Objective evidence of 
impairment includes 
observable data about the 
following loss events: 

significant financial 
difficulty of borrower; 

' breach of contract ( e.g. 
· default, delinquency in 

interest or principal 
: payments); 

lender grants concession 
that would not otherwise 
be considered, for 
economic / legal reasons 
relating to borrower 
financial difficulty; 

becomes probable that 
, borrower will enter 
i bankruptcy or other 
· financial reorganisation; 

disappearance of active 
market for asset due to 
financial difficulties (not 
only because asset is no 
longer publicly traded [IAS 
39.60]}; e>r 

Macroeconomic triggers 

National / local economic 
conditions indicate a 
measureable 

decrease in estimated 
future cash flows of the 
loan asset class. 

Increase in 
unemployment. 

Fall in property prices (for 
mortgages). 

Adverse change in 
industry conditions. 

Mortgage portfolio 
triggers 

Loan asset meets NPL 
definition. 

Borrower requests 
forbearance measure. 

Deterioration in 
borrower's debt service 
capacity. 

observable data indicating Material reduction in 
that a measurable rental income from a buy- · 
decrease in estimated to-let property. 
future cash flows since 
initial recognition, even if 

, decrease cannot yet be 
I attributed to individual 
! assets. 

CRE portfolio triggers 

Loan asset meets NPL 
definition. 

'. Borrower requests 
forbearance measure. 

j Material decrease in 
: property value. 

. Material decrease in 
' estimated future cash 
flows. 
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j Restructuring ' 
i criteria 

based on the lesser of 
the two results. 

At all times, expert 
judgement was used to 
assess the 
appropriateness of the 
methodology and the 
need for any 
adjustments to take into 
account one-off factors, 
or the specific financial 
or structural issues 
surrounding a business. 

Criteria indicating that 
contracts are 
restructured: 

Grace period agreed on 
principal or interest 
payments 

Maturity date extended 

Amortisation plan 
changed to provide 
borrower with more 
favourable repayment 
conditions 

Partial debt write-offs 

Lower interest rates 
agreed between the 
lender and the borrower. 

Debt for asset swap. 

Refinance of loan(s) on 
non-market terms. 
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, Reduction in (or 
i cancellation of) amounts 

past due, future principal 
payments ( e~g. partial 

, write-off, realising 
, collateral) and/or interest 
i payments (e.g. lower 

interest rate); 

Rescheduling of 
' repayment dates for 

principal and/or interest 
, (e.g. defer due date, 

agreed a "grace" period); 

Agreement to release or 
realise collateral, or any 

, kind of partial settlement 
' of the debt through non­

monetary means, or 
means other than agreed 
in the loan contract; and 

; Agreement to repackage 
different loans to the same: 
borrower into a new loan 
with more favourable 
conditions. 
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Lack of an active market 
for relevant assets. 

Absence of a refinancing 
: market. 

: Significant decline in 
' lender's credit rating of 
: the borrower 

; SME portfolio triggers 

, Loan asset meets NPL 
' definition. 

. Borrower requests 
' forbearance measure. 

Trading losses. 

Diversion of cash flows 
from earning assets to 
support non-earning 
assets. 

Material fall in turnover or : 
loss of major customer. 

Default or breach of 
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