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1. Introduction

1.1 Introduction

This report complies with the obligation of the constituent
financial institutions of Banco Sabadell Group to publish Pillar
Ill Disclosures pursuant to that set forth in Part Eight of
Regulation (EU) 575/2013 of the European Parliament and of
the Council, of 26 June 2013 (hereinafter, CRR - Capital
Requirements Regulation) and Commission Implementing
Regulation (EU) 2021/637, which further develops Titles Il and
Il of Part Eight of the aforesaid CRR to provide disclosure
formats, templates and tables.

This report contains information regarding:

e Structural aspects: description of fundamental aspects
related to the document’s content and its governance, the
statement of the Board of Directors and the scope of
consolidation represented by the disclosed information.

e Risk profile and management: presentation of a set of key
financial figures used to determine Banco Sabadell Group’s
risk profile for the different types of risk on which
information is required: credit risk, counterparty credit risk,
market risk, liquidity risk, structural risks, operational risk
and ESG risks.

It also sets out objectives relating to the management and
control of each of the aforesaid risks, describing the Global Risk

©Sabadell

Framework, cross-cutting aspects about risk management and
the specific characteristics of each type of material risk

e Pillar | information, or regulatory capital disclosures,
pursuant to BCBS standards. Mainly includes information
on eligible own funds, regulatory capital requirements for
each type of risk and Banco Sabadell Group’s level of
solvency pursuant to the criteria set forth in the CRR.

e Pillar Il information and other risks: includes information on
risks and the economic capital calculation process, in
relation to the capital require7ments self-assessment to be
carried out by Banco Sabadell Group and other additional
requirements following the supervisory review process. It
also includes the disclosure requirements on risks that are
not subject to capital requirements, encumbered assets
and the leverage ratio.

e Corporate Governance and Remuneration: disclosures on
aspects related to the activity of the Board of Directors and
the various governing bodies, as well as in relation to
qualitative and quantitative aspects of the Remuneration
Policy and the Identified Staff.

Figure 1. Structure and contents of the Pillar lll Disclosures 2022 report.

Disclosure requirements — Pillar 1l

1.2 Overview

1.2.1 Scope

Any references made to the “Group” or “Banco Sabadell Group”
shall refer interchangeably to the institutions for which the
Group measures capital adequacy, specific details of which are
given in this report. “Banco Sabadell” or “Bank” refers to the
information of the Group, excluding the contributions of TSB
Banking Group PLC (also referred to as “TSB” or “TSB Group”).

The disclosed information refers to the activities of Banco
Sabadell Group in 2022, therefore the data presented herein,
unless otherwise stated, are the data available as at 31
December 2022.

10 Pillar Ill Disclosures 2022

This document should be read together with the information
published on Banco Sabadell Group’s website, specifically the
documentation included in the sections containing the Annual
Report, Corporate Governance disclosures and the
Remuneration Policy.

In the event of any discrepancies between the data included in
this report and the data published in the Annual Report in
relation to eligible own funds and capital requirements, the data
indicated in the Pillar Il Disclosures report shall prevail, as this
report is prepared and published at a later date.



1. Introduction

The Pillar 11l Disclosures report is available on the Banco Sabadell
0 s Group website, in the Shareholder and Investor Information section, in
the Economic and Financial Information sub-section.

The Annual Report can be found in this same sub-section.

g I fi P

Banco Sabadell Group’s
can be found in the document ‘Group Legal Information 2022’, located
in the same sub-section as the Annual Report.

The Information on Corporate Governance and Remuneration Policy
is available on the Banco Sabadell Group website, in the section on
Corporate Governance and Remuneration Policy.

To supplement the information included in this document, and
pursuant to Article 13 of the CRR, for Banco Sabadell Group’s
subsidiaries which are of material importance to their local
market, information is published in relation to own funds,
capital requirements and buffers, credit risk adjustments, credit
risk mitigation techniques and remuneration policies (Articles
437,438, 440, 442, 450, 451 and 453 of the CRR).

Banco Sabadell Group publishes an annex to this document
containing information relative to TSB Banking Group PLC both
on the Group’s website and on the subsidiary’s website.

o The TSB Large Subsidiary Disclosures report is available on the

s Banco Sabadell Group website, in the Shareholder and Investor
Information section, under the sub-section on Economic and
Financial Information and within the section on Pillar Il Disclosures,
as well as on the website of TSB Bank in the section Results, reports
and presentations.

In addition, following the recommendations included in the
Guidelines on disclosure requirements under Part Eight of
Regulation (EU) No 575/2013, in order to improve
comparability, the tables of this document are published in
Excel format and including the previous period for the most
significant data.

0 The Excel tables are available on the Banco Sabadell Group website,
s in the Shareholder and Investor Information section, under Economic
and Financial Information.

1.2.2 Document governance, approval and
publication

Banco Sabadell Group has a Financial and Non-Financial
Disclosures Policy in place, which has been approved by the

1.3 Compliance with disclosure requirements

In addition to the applicable European and State regulations,
EBA guidelines have also been taken into account when
preparing this report, particularly its Guidelines on disclosure
requirements under Part Eight of Regulation (EU) No 575/2013,
published on 14 December 2016, and the disclosure principles
set out in the document Enhancing the Risk Disclosure of Banks
- Report of the Enhanced Data Task Force, of 29 October 2012.

The current disclosure standards (DIS) of the Basel Framework,
published by the Basel Committee on Banking Supervision,
have also been considered.

©Sabadell

Board of Directors and is reviewed at least once a year. The last
review was approved by the Board of Directors on 23 March
2023.

Following the guidelines of this policy, this document was
approved by the Board of Directors on 23 March 2023. The
Board of Directors declares that the Pillar Il Disclosures report
has been prepared in accordance with the aforementioned
disclosures policy.

Prior to the approval by the Board, the Pillar Il Disclosures
report was favourably reviewed by the Board Audit and Control
Committee at its meeting held on 20 March 2023 and by the
Board Risk Committee on 14 February 2023.

By approving the content of the 2022 Pillar Il Disclosures
report, the Board of Directors also approved the content of this
section of the report and the statements appearing herein in
relation to the provisions of Article 435(1)(e) and (f) of the CRR.

The Annual General Meeting held on 28 March 2019 appointed
KPMG Auditores, S.L. as the statutory auditor of the
consolidated Group for 2020, 2021 and 2022.

Also, in accordance with the aforementioned policy, and
pursuant to the provision of Bank of Spain Circular 2/2016 on
verifying Pillar 11l disclosures, this report has been subject to
review and verification by a statutory audit firm (KPMG). In the
latter’s report, no statements were made in relation to any
issues relating to the accuracy and consistency of the reviewed
information or relating to compliance with the disclosure
requirements set forth in Part Eight of the CRR.

1.2.3 Disclosure frequency

This document is published on an annual basis. However,
pursuant to Article 433 of the CRR, and following the EBA’s
Guidelines on materiality, proprietary and confidentiality and on
disclosure frequency, of 23 December 2014, part of the
information is published on a more frequent basis. To access
this quarterly information, please refer to our website, in the
same section as the Pillar Ill Disclosures.

0 The quarterly disclosures are available on the Banco Sabadell Group

s website, in the Shareholder and Investor Information section, under
Economic and Financial Information, and within the Pillar Il
Disclosures sub-section.

Annex | set out the legal acts and observed best practices that
have been taken into account in the preparation of this
document, and includes the following information on
compliance:

e Disclosure requirements set forth in Part Eight of the CRR,
at the highest level of detail.

e Disclosure requirements set forth in the legal acts and best
practices.
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1. Introduction

e Inventory of improvements made in relation to the previous
version of Banco Sabadell Group’s annual Pillar Il
Disclosures, in order to improve the transparency of the
information set out in this report.

Annex I gives details of the disclosure requirements set forth in
Part Eight of the CRR that are not applicable to Banco Sabadell
Group:

e Requirements of the various articles of the CRR which are
not applicable to Banco Sabadell Group as at 31 December
2022 and the reasons for this. Sections whose application
is at the discretion of the regulator and in relation to which
no requests have been received, as well as sections in
which the text of the corresponding chapter already
mentions and explains why they are not applicable, have
been excluded.

o Waivers for materiality reasons, which were approved by the
Planning and Capital Committee on 13 March 2023 for this
report.

12 Pillar Ill Disclosures 2022
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For further information on the prudential regulatory framework,
please refer to chapter 3. Supervisory and regulatory framework
of this report.

Application of waivers

Pursuant to that set forth in the Guidelines on materiality,
proprietary and confidentiality and on disclosure frequency
under Articles 432(1), 432(2) and 433 of Regulation (EU) No
575/2013, the regulatory framework governing Pillar I
disclosures permits the application of certain waivers of
disclosure requirements in particular circumstances.

The Banco Sabadell Group Financial and Non-Financial
Disclosures Policy, whose update was approved by the Board of
Directors on 23 March 2023, and its implementing procedure,
establish the thresholds and mechanisms for approving
disclosure waivers on the grounds of the materiality of the
information.

Banco Sabadell Group has not made use of any waivers owing
to any proprietary, confidential information or materiality.
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2. Statement of the Board of Directors and Risk Profile

2.1 Statement of the Board of Directors

The Board of Directors of Banco Sabadell Group hereby declares that:

©Sabadell

The risk management arrangements in place are deemed adequate regarding the Group’s risk profile and corporate strategy.

Banco Sabadell Group has a Global Risk Framework in place
that aims to ensure the control and proactive management of
all material risks. This Framework allows risk to be addressed
using a structured approach that is consistent throughout
Banco Sabadell Group, bringing the level of accepted risk in line
with the risk strategy and risk appetite and ensuring that critical
risks are identified, understood, managed and controlled
efficiently, in line with the Board of Directors’ guidelines.

The Framework’s components are:

e Banco Sabadell Group Global Risk Framework Policy.

. Risk Appetite Framework (RAF).
. Risk Appetite Statement (RAS).

e The set of management Policies associated with each
risk, together with the Procedures and the operating and
conceptual Manuals that make up part of the body of
regulations of Banco Sabadell Group and its constituent
entities.

For risk management and control to be effective, Banco
Sabadell Group’s Global Risk Framework must comply with the
following principles:

e Risk governance, Board of Directors involvement and model
of three lines of defence.

e Alignment with Banco Sabadell Group’s business strategy
and implementation of the risk appetite throughout the
entire organisation.

e Integration of the risk culture.
e Holistic vision of risk.

e Alignment with the interests of stakeholders.

This Framework provides Banco Sabadell Group with adequate
risk management and control mechanisms in relation to the
Group’s risk profile and corporate strategy.

2022 has been a year marked by the monitoring and control of
risks associated with the war between Russia and Ukraine,
through the assessment of the Institution’s direct and indirect
exposures. Similarly, the consequences of rising inflation and
interest rates on the retail and business credit portfolios has led
to a more extensive rollout of credit risk monitoring and
management tools.

In Banco Sabadell Group, Risk Appetite is a key element to
determine the risk strategy, and through the Risk Appetite
Statement (RAS) it is ensured that the risk profile is consistent
with the risk tolerance approved by the Board of Directors. The
RAS establishes the quantity and diversity of risks that Banco
Sabadell Group seeks and tolerates in the pursuit of its
business objectives, maintaining a balance between risk and
return.

This appetite is conveyed to the entire organisation through the
Risk Appetite Framework (RAF), which sets out the mechanisms
for controlling and monitoring the risk appetite, tolerance and
limit thresholds set by decision-making bodies. This Framework
covers all the Group’s business lines and units, in accordance
with the proportionality principle, and must enable adequately
informed decisions to be made, taking into account the material
risks to which it is exposed, including both financial and non-
financial risks.

Lastly, to ensure that Banco Sabadell Group’s risk profile is in
line with the risk appetite approved by the Board of Directors,
the main first-tier RAS metrics are evaluated in planning
exercises and internal stress tests.

The Group'’s risk profile is Medium-Low, which is appropriate to its business model based on universal commercial banking and to the

risk appetite framework defined and approved by the Board of Directors.

The main elements that define Banco Sabadell Group’s risk
profile and on which the risk appetite is based are:

e Banco Sabadell Group has an overall Medium-Low risk
profile, which is adequate for the sustainable development
of the Group’s business model, based on universal
commercial banking, which is less volatile than other
business models based on wholesale activities. The Group’s
international diversification also helps to reduce its risk
profile.

e Banco Sabadell Group seeks to consolidate a business
model that favours a stable and long-term relationship with
customers, allowing their prosperity to be fostered without
undermining the achievement of a fair profit for the Group,
which is necessary as the first line of solvency.
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e Banco Sabadell Group aims to maintain a Medium-Low
residual risk profile, attained through prudent and balanced
risk policies, which ensures the profitable, predictable and
sustainable growth of the Group’s activity in the medium
term and which is in line with the Group’s strategic
objectives.

e Banco Sabadell Group seeks to maintain a risk profile
compatible with an investment grade rating to allow a
comfortable access to a wider funding base.

The key risks of the Institution are those inherent in the banking
business, and which comprise Banco Sabadell Group’s risk
profile: credit risk, market risk, liquidity risk, structural risks
(interest rate risk and foreign exchange risk) and operational
risk.



2. Statement of the Board of Directors and Risk Profile

e Credit risk is the most significant balance sheet risk and
arises from the business model, which essentially targets
the commercial segment of companies and the retail
segment of individuals.

e In relation to other risks, the exposure to market risk is
negligible, due to the very small size of the trading book. The
distribution of other risks (Operational, Structural and other
types) is in line with the structure of a retail commercial
banking business.

The vulnerabilities identified during the COVID-19 crisis became
less prevalent during 2022, paving the way to a reactivation of
the main economies.

Additionally, the maturity of ICO-backed loans during the past
year did not have a significant impact on defaults. However,
2022 was marked by rising inflation rates, a steep interest rate
hike implemented by the main central banks and the conflict

Figure 2. RWAs, by type of risk.

Operational Risk
Market Risk 10.26%

1.25% \
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Credit Risk
0.91%
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between Russia and Ukraine. Although most of these factors are
considered temporary, adverse scenarios are envisaged in
which their duration and impact on the economy may be
significant, taking into consideration key factors as the ability of
businesses to manage rising costs and the ability of individuals
to cope with debt repayments. Based on the above, it is
considered that the inherent risk corresponding to credit risk
should be maintained at Medium-High.

In this case, through active management, Banco Sabadell has
managed to considerably reduce the volume of Non-Performing
Assets (NPAs) and maintains an appropriate level of coverage
which, combined with appropriate management of portfolio
concentration and stewardship through the Sector Guidance
Strategy and the control framework deployed, indicate that the
residual credit risk is mitigated and therefore the risk is
assessed as Medium-Low.

Credit Risk
87.58%

Counterparty credit risk includes the CVA and requirements for contributions to the CCP default fund.

Figure 3. EAD and RWAs, by credit risk segment.
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2. Statement of the Board of Directors and Risk Profile

Banco Sabadell Group has the following key metrics in line with
the Risk Appetite established by the Board of Directors.

e Solvency: solid capital position, in order to keep an
adequate level of capital to meet legal and internal
requirements and ensure its adequate composition,
fostering the selection of eligible items of the highest
possible quality to ensure their stability and support Banco
Sabadell Group’s strategy for sustained growth. Capital
management is based on capital targets that are consistent
with the Group’s risk profile, at both a local and Group-wide
level.

Liquidity: comfortable liquidity position to enable payment
obligations to be fulfilled at a reasonable cost, in both
business-as-usual conditions and in stress situations.
Maintenance of a stable and balanced funding structure, in
line with the risk appetite and the defined funding strategy,
in which deposits acquired through the branch network
represent the predominant source of funding and are
supplemented by wholesale funding where an adequate
level of asset encumbrance is sought. A level of high-quality
assets that allows regulatory requirements in relation to the
LCR to be met, combined with an adequate capacity to

Main metrics of Banco Sabadell Group’s risk profile

©Sabadell

generate liquidity through the available liquid asset buffer
(counterbalancing capacity).

e Profitability: solid ability to generate recurring revenue (net
interest income + fees and commissions), supported by a
differential position in profitable segments, diversification in
terms of products and regions, and the importance
attached to quality of service; combined with a moderate
risk profile focused towards achieving a balance between
risk and return, which enables stable income and the
maximisation of risk-adjusted return.

e Asset quality: ongoing management of non-performing
assets, in order to reduce cost of risk, NPL ratios, stock of
NPLs and Banco Sabadell Group’s problematic assets
coverage. An NPA transformation strategy has been
implemented, aimed at optimising and maximising
recovery, as well as a strategy to anticipate the
management of defaults and preventive management
efforts of entries into default, which is an essential aspect
in the normalisation of NPL balance levels.

SOLVENCY

Phase-in
31/12/2022 31/12/2021 31/12/2020
Ratio Common Equity Tier 1 (CET1) 12.68% 12.50% 12.57%
Ratio Tier 1 14.75% 15.47% 14.03%
Capital Ratio 17.08% 17.98% 16.14%
Leverage Ratio 4.62% 5.90% 5.25%
Fully loaded
31/12/2022 31/12/2021 31/12/2020
Ratio Common Equity Tier 1 (CET1) 12.55% 12.22% 12.02%
Ratio Tier 1 14.62% 15.19% 13.49%
Capital Ratio 17.03% 17.70% 15.91%
Leverage Ratio 4.59% 5.80% 5.06%

LIQUIDITY

31/12/2022 31/12/2021 31/12/2020
Loan to Deposits (LTD) 95,60% 96,33% 97,59%
Net Stable Funding Ratio (NSFR) 137,86% 140,76% >100%
Liquidity Coverage Ratio (LCR) 234,17% 221,41% 197,95%
Banco Sabadell (Ex TSB)

31/12/2022 31/12/2021 31/12/2020
Counterbalancing Capacity 58,010 56,596 46,453
Asset Encumbrance Ratio 23.41% 27.53% 28.30%

Amount in million euros.
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2. Statement of the Board of Directors and Risk Profile 0sabade"

TSB

31/12/2022 31/12/2021 31/12/2020
Counterbalancing Capacity 12,285 14,608 14,301
Asset Encumbrance Ratio 23.90% 21.90% 15.40%

Amount in million euros.

PROFITABILITY

31/12/2022 31/12/2021 31/12/2020
Return on Equity (ROE) 6,31% 4,05% 0,02%
Return to tangible equity (ROTE) 7,76% 5,05% 7,37%
Cost to income (%) 45,12% 55,33% 55,41%
ASSET QUALITY

31/12/2022 31/12/2021 31/12/2020
NPA Ratio ® 4.05% 4.42% 4.41%
NPA coverage with total provisions® 52.27% 53.07% 52.65%
Cost of risk® 44 bps 49 bps 86 bps
NPL ratio 3.41% 3.65% 3.60%

@ NPAs/ (gross lending + foreclosed assets). Lending figure includes accrual adjustments.
@ calculation includes all credit and foreclosed assets.

® Credit cost of risk not including recoveries expenses. The denominator of cost of risk is based on gross lending at year-end including guarantees.

Transactions with a material impact on the risk profile

In 2022, Banco Sabadell Group did not carry out any relevant
transactions with an impact on the Group’s risk profile.
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2. Statement of the Board of Directors and Risk Profile

2.2 Risk profile

Risk profile during 2022

The following milestones have been achieved in relation to
Banco Sabadell Group’s risk profile during 2022:

o Non-performing assets:

— Decrease in the NPL ratio in the year, from 3.65% to
3.41%, due to a reduction of stage 3 volumes as a result
of improved credit quality.

e Lending performance:

— Gross performing loans continue to increase year-on-
year in all geographies, excluding the impact of the
evolution of foreign currencies, with annual growth
figures of +1.7% in Spain, +3.3% in TSB and +1.4% in
Mexico.

— In Spain, the year-on-year growth is primarily driven by
loans to individuals (the increase in the mortgage
portfolio is noteworthy) and by business loans.

- AtTSB, at a constant exchange rate, annual growth was
3.3%, supported by the positive evolution of the
mortgage book.

- From a sectoral point of view, the loan portfolio is
diversified, has limited exposure to the sectors most
sensitive to the current environment and follows a
downward trend.

— Similarly, in terms of individual concentration, the risk
metrics relating to concentration of large exposures do
show a slight upward trend but nevertheless remain
within the appetite level. The credit ratings of top
segments improve significantly as more recent balance
sheets with a more diluted impact of the health crisis
are introduced.

— Geographically speaking, the portfolio is positioned in
the most dynamic regions, both in Spain and worldwide.
International exposures account for 36% of the loan
book.

e Strong capital position:

— The CET1 ratio improved by 33 bps to 12.54% in fully
loaded terms as at 2022 year-end, (compared to
12.22% at the end of 2021).

— The phase-in Total Capital ratio stood at 17.08% as at
2022 the end of 2022, thus remaining above
requirements with an MDA buffer of 399 basis points.
The leverage ratio was 4.59% (in fully-loaded terms).

— The MREL requirement is still being met.
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e Sound liquidity position:

— The LCR stood at 234% (compared to 221% as at 2021
year-end) and the loan-to-deposit ratio was 95,6% at the
end of 2022.

Strengthened credit risk management and control
environment

2022 has been marked by the monitoring and control of the
measures introduced to mitigate the effects of Covid-19, as well
as high inflation and the effects of the war in Ukraine.

To that end, particular attention has been paid to monitoring
and controlling the measures introduced (mainly ICOs). RAS
metrics have also been strengthened and exposure to the
sectors most affected by the crisis has been assessed to
mitigate its impact.

In the case of individuals, the management and control
framework has been reinforced, with changes in RAS metrics
and with new origination rules and proposals for interest rate
adjustments, effort rates and available income to cope with
higher interest rates and the inflationary environment.

Performance of the main solutions offered in Spain

In terms of the ICO Covid lines, as at 31 December 2022, the
amount of the loans granted was approximately 7.4 billion euros
(8.6 billion euros as at 31 December 2021). As at year-end, the
bulk of the payment holidays had already expired.

In 2022, Banco Sabadell took up the new ICO guarantee line in
the context of war in Ukraine and undertook to adhere to the
new Code of Good Practice, which includes measures to ease
the mortgage burden of vulnerable individuals.

Performance of the main solutions offered in the
United Kingdom

In the United Kingdom, the main solutions offered during 2020
and 2021 to help SMEs during the Covid-19 pandemic were
government-guaranteed loans to companies, known as BBLs
(Bounce Back Loans). These loans have been benefitting from
extensions (Pay-as-you-Grow) introduced by the government
during the year, facilitating repayment conditions for customers.
The exposure to these loans as at 2022 year-end amounted to
379 million pounds, representing 64% of the business
customer portfolio (546 million pounds as 31 December 2021,
representing more than 75% of the business customer
portfolio). In response to the more recent cost-of-living crisis,
regulators and financial Institutions in the country have focused
on establishing adequate communication channels, tools and
training to support and proactively help their customers, in
particular those in vulnerable situations.



2. Statement of the Board of Directors and Risk Profile

Credit ratings

In 2022 the four agencies that have assessed the credit quality
of Banco Sabadell have been S&P Global Ratings, Moody’s
Investors Service, Fitch Ratings and DBRS Ratings GmbH.

On 18 May 2022, DBRS Ratings GmbH maintained Banco
Sabadell’s long-term rating of A (Low), upgrading its outlook
from negative to stable, in order to reflect the lower impact that
the COVID-19 crisis will have on Banco Sabadell’s operating
environment in both Spain and the United Kingdom. The short-
term rating has also been maintained, at R-1 (Low). The full
rating review report was published on 7 July.

On 30 June 2022, Fitch Ratings affirmed Banco Sabadell’s long-
term rating of ‘BBB-', with a stable outlook, reflecting Banco
Sabadell Group’s adequate capitalisation and risk
diversification and its challenges in relation to profitability and
keeping cost of risk contained. They indicated that the factors
that had a negative outlook (asset quality and profitability) have
stabilised. The short-term rating remains at ‘F3’. The full rating
review report was published on 15 July.

On 20 October 2022, S&P Global Ratings revised and improved
Banco Sabadell's long- and short-term ratings from BBB-/A-3 to
BBB/A-2 with stable outlook. It also revised and upgraded the
Bank’s senior preferred debt rating from BBB- to BBB, and its
long-term resolution counterparty rating from BBB to BBB+. This
rating improvement stems from the accumulation of a buffer of
subordinated products that can absorb losses. Other credit

Table 1. Ratings assigned by credit rating agencies.
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ratings remained unchanged. The stable outlook reflects
progress achieved with the Strategic Plan and the expectation
that the Bank will continue to deliver on that plan and improve
the solidity and profitability of the franchise. The full rating
review report was published on 21 November.

On 7 November 2022, Moody's Investors Service affirmed its
ratings of Banco Sabadell’s long-term deposits and long-term
senior debt at Baa2 and Baa3, respectively, upgrading the
outlook from stable to positive, suggesting the possibility of a
rating upgrade in the next 12-18 months if Banco Sabadell
continues to improve its profitability on the strength of
increased net interest income and the containment of operating
costs and credit provisions. The short-term rating was also
unchanged, remaining at P-2. The full rating review report was
published on 21 December.

During 2022, Banco Sabadell has maintained continuous
interaction with the four agencies. In both virtual and face-to-
face meetings, issues such as progress with the strategic plan
2021-2023, results, capital, liquidity, risks and credit quality,
and management of NPAs were discussed with analysts from
these agencies.

The table below details the current ratings and the last date on
which the respective review reports were published.

Agency Date Long term Short term Outlook
DBRS Ratings 07/07/2022 A (low) R-1 (low) Stable
S&P Global Ratings 21/11/2022 BBB A-2 Stable
Moody's Investors Service™ 21/12/2022 Baa3/Baa2 - /P2 Positive
Fitch Ratings 15/07/2022 BBB- F3 Stable

@ Corresponds to senior debt and deposits, respectively.
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3. Supervisory and regulatory framework

3.1 Supervisory framework

Banco Sabadell Group, as a significant institution, is supervised
by the Single Supervisory Mechanism (SSM). The SSM carries
out various activities which are set out in the supervision
manual, mostly in accordance with the CRD. The main activities
are indicated hereafter:

Continuous supervision is the responsibility of Joint Supervisory
Teams (JSTs), which include members of the ECB and of the
Bank of Spain staff. Among other responsibilities, they
supervise the financial solvency and equity situation, liquidity
situation and the risks to which the Institution is exposed, taking
part in the supervisory review and evaluation process (SREP)
which determines the Pillar 2 capital requirements and
recommendations.

The supervision of internal models aims to evaluate whether
regulatory requirements are being complied with, whether
models can reliably calculate Pillar 1 own funds and whether
they are mutually comparable.

On-site inspections focus on aspects relating to specific risks,
their controls and the governance of institutions. They take
place on banks’ premises following a previously established
schedule and scope, and they are carried out by a specific
inspection team.

Thematic reviews are reviews carried out in a horizontal manner
for all entities targeting risks in which threats to the stability of
the financial system have been detected.

Deep dives focus on more specific aspects and are carried out
by the JST.

While at European level microprudential supervision is the
responsibility of the SSM, the European Systemic Risk Board
(ESRB) is responsible for macroprudential supervision. This
body has been set up to oversee the European financial system,
and its actions are intended to prevent and mitigate systemic
risks.

As a national authority that works closely with the ESRB, the
Bank of Spain is responsible, among other aspects, for
determining the countercyclical capital buffer for institutions
within the Spanish financial system and for activating the
macroprudential instruments contemplated in regulations.

Furthermore, in 2019, the Spanish Macroprudential Authority
Financial Stability Council (AMCESFI) was created to identify,
prevent and mitigate the development of systemic risk and,
thereby, ensure the sustainable contribution of the financial
system to economic growth.

©Sabadell

The AMCESFI has powers to adopt opinions, warnings and
recommendations on macroprudential analysis and policy
matters.

On the other hand, Banco Sabadell Group is also subject to
supervisory requirements and market conduct oversight, and to
compliance with regulations on reporting transparency and the
protection of banking customers, aspects that are within the
remit of the Bank of Spain. Other authorities involved in the
supervision of credit institutions are:

The CNMV (National Securities Market Commission), which
supervises activities associated with the securities market, and
the ESMA has the same powers as a European authority.

SEPBLAC (the Executive Service of the Spanish Commission for
Anti-Money Laundering and the Prevention of Monetary
Infractions), which supervises anti-money laundering and
counter-terrorist financing procedures, as well as procedures
relating to monetary infractions.

By virtue of the powers in terms of macroprudential policy
measures attributed to it in the transposition of the CRD into
Spanish law, the Bank of Spain designates systemically
important institutions every year. Thus, in its latest update to
these categories carried out in July 2022, Banco Sabadell
Group is among the Spanish financial institutions that meet the
criteria to be considered as an other systemically important
institution (O-SlI).

Meanwhile, as regards the United Kingdom, the PRA, a Bank of
England organisation, is responsible for the microprudential
supervision of financial institutions in the UK that manage
significant risks in their balance sheets, including banks,
insurance firms and some investment firms. When exercising its
role, the primary aim of the PRA is to promote the safety and
soundness of the firms it regulates, whilst also facilitating
effective competition in markets.

Another major body in the United Kingdom is the Financial
Conduct Authority (FCA), which is responsible for actively
supervising conduct in relation to authorised entities, and for
the prudential regulation of entities not included in the
regulatory scope of the PRA.

TSB Bank has been authorised by the PRA and is subject to the
regulatory framework defined by both the PRA and the FCA.

Banco Sabadell México is an institution with a banking licence,
authorised and under the supervision of the National Banking
and Securities Commission (CNBV, by its acronym in Spanish).
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3. Supervisory and regulatory framework

3.2 Regulatory framework

This section contains the main regulatory and supervisory
determining factors upon which Banco Sabadell Group bases its
operation as a financial institution, at both a European and a
domestic level, as well as a review of the main regulatory
developments of the past year.

The current regulatory framework complies with the regulatory
package issued by the Basel Committee, Basel lll, in order to
guarantee the correct operation of the financial system. The
European Parliament and the Council of the European Union
reached an agreement on its adoption, adopting the
recommendations set out in Basel lll. These recommendations
are in force as of 1 January 2014 with the entry into force of
Regulation 575/2013 (CRR) and Directive 2013/36/EU (CRD
V). Although having a Single Rulebook in place is a key aspect
for European regulatory harmony, the regulatory framework
envisages a certain degree of flexibility to member states in the
transposition of European directives.

In this sense, at the national level the regulatory changes
introduced were adopted through the transposition of the CRD
IV by Law 10/2014, Bank of Spain Circular 2/2014 and Royal
Decree 84/2015 and, finally, by Bank of Spain Circular 2/2016.

Following a negotiation period of over two years, this regulatory
framework was partially amended in June 2019 through the
introduction of CRR I, Regulation 2019/876, generally
applicable as of June 2021, with various phase-in periods until
2023 and CRD V, Directive 2019/878, in effect since the end
of 2020. Meanwhile, CRD V was transposed into Spanish law
through Royal Decree-Law 7/2021 and Royal Decree
970/2021.

In 2020, the extraordinary circumstances of the COVID-19
pandemic and the scale of the resulting challenges have
required prompt measures to be taken to ensure that banks are
able to effectively channel funds to companies and households
so as to mitigate the economic impact caused by the COVID-19
pandemic. The CRR was amended (an amendment referred to
as the ‘quick fix’), through Regulation 2020/873, providing
temporary and targeted relief from prudential rules applicable
to banks in the European Union.

Moreover, some legislative initiatives were delayed because of
the pandemic. In March 2020, the Basel Committee decided to
postpone the implementation of the pending Basel Ill reforms
by one year, to January 2023. Subsequently, the publication of
the proposal was also delayed to the first half of 2021; however,
the proposal was not published until 27 October 2021, thereby
postponing the effective implementation of most of its
provisions until 2025. The final legislative proposal is expected
over the course of 2023.

In terms of resolution regulations and as a way to tackle the
crisis, the rules to deal with unsound institutions are set out,
with a view to avoiding future bail-outs with taxpayers’ money,
standardising the rules to recover and restructure failing banks.
The directive that regulates the existing framework is BRRD, i.e.
Directive 2014/59/EU on restructuring and resolution. BRRD
was transposed in Spain by Law 11/2015 and Royal Decree
1012/2015. Subsequently, in November 2021, the resolution
regulation was updated in parallel to the capital framework, with
Regulation 2019/877 and Directive 2019/877, BRRD II.
Nationally, Royal Decree 970/2021 was published making
progress in the transposition of the resolution regulation and
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Royal Decree 1041/2021, whereby BRRD Il was fully
transposed into Spanish law.

Finally, the deposit guarantee schemes (hereinafter, DGSs) are
governed by DGSD or Directive 2014/49/EU. Its aim is to
protect depositors of all credit institutions, in addition to acting
as a safeguard for the stability of the financial system of the
European Union as a whole. Deposit guarantee schemes are a
key part of the prudential supervision of financial credit
institutions, as they create a support link between institutions
operating in the same financial market should a bank declare
bankruptcy. This directive was implemented nationally via Royal
Decree 1041/2021, of 23 November, amending Royal Decree
2606/1996 on deposit guarantee schemes, introducing
changes as regards contributions, calls for funds, coverage of
deposits made by certain institutions on behalf of customers
and other issues.

At the macroprudential level, the applicable framework is
defined in CRD IV and the corresponding national legal
developments that have taken place since its approval,
especially that of Circular 2/2016.

Royal Decree-Law 22/2018 reformed Law 10/2014 on the
organisation, supervision and solvency of credit Institutions and
introduced additional macroprudential tools to Spanish law. The
BoS, CNMV and DGSFP can thus have the necessary tools to
mitigate the possible disturbances with a potential systemic
impact. Law 10/2014, on its version before this reform, already
considered instruments such as the countercyclical capital
buffer, the buffers for systemically important institutions or the
systemic risk buffer, with its corresponding implementation in
Circular 2/2016.

Article 15.1 of Royal Decree 102/2019 contains specific
provisions for the Bank of Spain to adopt the additional tools
mentioned above.

Likewise, the third final provision of Royal Decree 102/2019,
Section 2, empowers the Bank of Spain, by means of a circular,
and in accordance with the provisions of the Law of Autonomy,
to issue any provisions necessary for the development,
implementation and compliance with the tools.

Finally, Bank of Spain Circular 5/2021 was published in
December amending Circular 2/2016 and introducing three
new macroprudential tools (a sectoral component of the
countercyclical capital buffer, limits on sectoral concentration
and restrictions on lending conditions).
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Covid-19 measures

The specific support measures put in place to combat the
economic effects of the pandemic were in effect during the first
months of 2022 and were gradually phased out as the
economic situation began to normalise. The measures still in
place are detailed below:

In Europe, we highlight that the EBA clarified in a notification
dated 17 January 2022 that its Guidelines on reporting and
disclosure of exposures subject to measures applied in
response to the COVID-19 crisis adopted 2 June 2020 will
continue to apply until further notice.

At the national level, both Covid-19 ICO lines and the Code of
Good Practices received amendments in 2022:

On one hand, the government approved, through a resolution of
the Spanish Council of Ministers on 21 June 2022, the
possibility of extending the lines of ICO-Covid guarantees
beyond 30 June 2022, when the EU’s temporary aid framework
ends. The extension of the term of the guarantees allows
companies and self-employed workers, subject to approval by
the financial institution, to extend the repayment period of their
loans for up to 8 or 10 years.

On the other hand, on 29 March 2022, the Spanish Council of
Ministers agreed to modify the Code of Good Practices for the
renegotiation framework for customers with guaranteed loans
provided for in RDL 5/2021, of 12 March. The most relevant
update introduced is the elimination of the requirement of a
drop of at least 30% in turnover in 2020 compared to 2019 in
order to be eligible for the mandatory application of the term
extension for transactions with public guarantees. In addition,
self-employed workers and SMEs in agriculture, livestock,
fisheries and road transport sectors are granted the right to a
six-month grace period for the term extensions they request and
receive as from 31 March 2022.

Measures to mitigate the effect of the war in Ukraine

However, when the impact of the pandemic was started to be
left behind and governments made plans for the economic
recovery, the war between Russia and Ukraine, which started at
the end of February 2022 and continues until today,
undermined the entire economic reactivation process. The
consequences of the conflict (inflation, interest rate hikes, etc.)
caused governments to undertake plans and measures similar
to those put in place to face the health emergency and mitigate
its impact (ICO guarantee lines and direct aid to affected
sectors), which are briefly described below:

In the European Union, the Commission adopted on 23 March
2022 a Temporary State Aid Framework aimed at mitigating the
consequences of the conflict. The three types of actions
envisaged in it are: i) limited amounts of aid to affected
companies; ii) state guarantees to facilitate the provision of
liquidity to companies; and iii) compensation to companies for
the additional costs they incurred as a result of higher gas and
electricity prices.

The continuation of the conflict and its impact have required a
review for the adaptation and extension of the European
Temporary Framework initially adopted. To that end, the
Commission amended the European Temporary Framework on
20 July 2022. This amendment includes, among other
measures, the modification to the limited amounts of aid that
can be granted.
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Finally, on 28 October 2022, the European Commission
adopted a subsequent amendment to the European Temporary
Framework, whereby member states can continue to make use
of the flexibility envisaged in the regulations on state aid to
support the economy in light of the war against Ukraine. In
particular, it allows for an extension of all the measures set out
in the Temporary Crisis Framework until 31 December 2023, an
increase in the aid ceilings and the introduction of additional
flexibility with regard to liquidity support.

At the national level, on 29 March 2022, the government
approved, through Royal Decree-Law 6/2022, the plan to
respond to Russia’s invasion of Ukraine which includes, among
other measures, an ICO guarantee line of 10 billion euros, in
order to ensure access to liquidity for companies affected by the
energy and raw materials price increases as a result of the
conflict.

The line of guarantee has the following characteristics, among
others: all companies and self-employed persons can benefit
from this measure except the financial and insurance sectors.
The deadline to apply to these guarantees is 1 December 2022,
and banks must keep their customers’ working capital lines
open until 31 December 2022.

Subsequently, on 10 May 2022, the Spanish Council of
Ministers approved the first tranche of this line of guarantees
for 5 billion euros, conditioning the granting of these guarantees
to the authorisation of the guarantee line by the European
Commission, which was finally received on 2 June 2022.

Following this, the Spanish Council of Ministers, at its meeting
on 11 October 2022, adopted an agreement amending its
agreement dated 10 May 2022 in order to raise the thresholds
for guarantees to be granted under the European Temporary
Framework in line with the new ceilings for limited aid of the
European Temporary Framework.

In this regard, on 23 November 2022 (following the decision
reached by the Council of Ministers the previous day), Royal
Decree-Law 19/2022 was published, which on one hand
adapts to the European public aid framework the line of
guarantees to provide liquidity to companies affected by the war
in Ukraine (the deadline to request the guarantees is extended
until 1 December 2023 and two different categories are created
to ensure a better distribution of the first tranche: one for 3.500
million euros for SMEs and self-employed workers and another
for 1.500 million euros for large enterprises. In addition, the
maximum amounts of the aid and guarantees are also
modified).

On the other hand, this Royal Decree introduced measures to
support vulnerable families and those at risk of being vulnerable
during the increase in their mortgages as a result of interest rate
hikes. The aforementioned measures are implemented through
three pillars: improving the experience of vulnerable families, by
modifying and extending the 2012 Code of Good Practices
(principal grace period, interest rate reduction, extension of the
maturity period); the creation of a new framework of action for
middle-class families at risk of vulnerability (new temporary
Code of Good Practices, lasting two years, which entails a 12-
month freeze on repayments, a lower interest rate on the
deferred principal and an extension of the term of up to 7 years);
and, lastly, the early repayment of loans and the conversion of
variable rate mortgages to fixed rate mortgages is made easier
through the temporary elimination and subsequent reduction of
the penalty or fee charged for these items.
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United Kingdom

As regards the United Kingdom, the Bank of England (BoE) has
the power to implement prudential regulations and is also
responsible for the supervision of financial institutions through
the Prudential Regulation Authority (PRA).

At a regulatory level, where the PRA is the body responsible for
microprudential regulation and supervision of financial
institutions, the Financial Policy Committee (FPC), which is also
part of the BoE, is responsible for implementing
macroprudential regulations, ensuring the stability and
resilience of the entire financial system.

In 2020, under the EU Withdrawal Act, the PRA transposed CRD
Vinto UK law, at the same time retaining the CRR and its ‘quick
fixes’ introduced in response to COVID-19. The PRA and FPC
also indicated their expectation that UK banks would continue
to use capital and liquidity buffers to support the country’s
economy in the face of the challenges posed by the pandemic.
It is worth noting that with regard to COVID-19, the UK, just like
the rest of Europe, adopted a number of government and
regulatory measures in order to support the economy and
protect customers affected by the pandemic, including
protection plans for employed and self-employed workers, the
establishment of payment holidays and the granting of
government backed loans. All these measures have ended.

3.3 New regulatory aspects

ESG - Sustainable finance

At a regulatory level, the majority of the initiatives put forward
by the European Commission (EC) and the EBA are currently in
the development stage. Many supervisory initiatives were
carried out during 2022. The main regulatory and supervisory
developments in the area of climate-related risks in the EU are
summarised below. First, it is important to note that on an
international level, the Basel Committee on Banking
Supervision published the ESG risk management and
supervision principles in June 2022 (with which the ECB’s
expectations in terms of governance, internal control, capital
and liquidity, scenarios, reporting, market risk, etc. are fully
aligned).

European Commission

In the field of the European Commission, the Action Plan on
Sustainable Finance, published in March 2018 stands out,
which was subsequently reinforced by the publication of the
European Green Deal in November 2019, and the review of the
Renewed Sustainable Finance Strategy, finally communicated
in July 2021. With these initiatives contained in the EU agenda
for climate and sustainable development, the EC plans to: (i)
redirect capital flows towards sustainable and inclusive
investments; (ii) manage financial risks arising from climate
change; and (iii) promote transparency and a long-term view of
economic and financial activity.

To this end, a roadmap has been established in different areas
which includes a number of regulatory developments. Many of
the initiatives envisaged are already underway and include
those relating to the EU Taxonomy, EU Ecolabel, EU Green Bond
Standard, MIFID II, UCITS & AIFMD, and also IORP II, IDD and
Solvency I, development of sustainable benchmarks, Ratings &
Research, Sustainable Disclosure (SFDR), Reporting (CSRD),
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With regard to the capital framework, in November 2020, the
UK HM Treasury and the PRA issued a joint statement
confirming the implementation of the outstanding elements of
CRR I, which are applicable in the European Union from June
2021 and in the UK from 1 January 2022. As regards the Basel
Il reforms, the UK published its proposal at the end of
November 2022. The date set for the implementation of the
changes to be approved is January 2025.

Finally, it is important to point out that on 20 July 2022, the
Financial Services and Markets Bill was presented in the British
Parliament. This bill revises the entire British regulatory
framework applicable to financial services. Following Brexit, the
aim is to repeal EU legislation in relation to financial services
and allow the UK HM Treasury and regulators to replace it with
laws designed specifically for UK markets, improve the existing
regulatory regime by focusing it on long-term growth and
international competitiveness and secure the UK's position as
an open, safe and digital financial centre. The proposal is under
parliamentary review as at the date of preparation of this report.

Due Diligence (CSDDD), CRR Il / IORP Il / IDD / SOLVENCY I,
Non-Financial Reporting (NFRD), and Shareholder Rights (SRD
), etc.

European Banking Authority (EBA)

The EBA has once again included ESG risks as a horizontal
priority in its Work Programme 2023. The EBA will continue to
comply with the mandates stemming from the action plan of the
Commission and the Sustainable Finance Strategy and will
continue to contribute to European and international efforts (in
particular, through the platform on sustainable finance, the
Basel Committee, the Network for Greening the Financial
System and the ESRB).

In accordance with its Work Programme of 2023, the EBA’s
efforts in this area will also be guided by the recommendations
of the EBA Advisory Committee on Proportionality in four pillars:
1. Standardised/Aligned definitions, 2. Pillar Il disclosure
requirements 3. Reporting requirements, and 4. Pillar I1.

In addition, it should be noted that the EBA must also fulfil the
Commission’s mandate by June 2023 to produce a report on
the prudential treatment of climate-related risks, to be followed,
if appropriate, by a legislative proposal from the same
Commission.

Finally, apart from the Commission and the EBA, the European
Securities and Markets Authority (ESMA) has also carried out
some work within its remit during 2022 with an impact in the
ESG area (revision of its guidelines on governance requirements
for MiFID Il products -currently underway- or support to the EC
in its assessment of the need to introduce regulatory
safeguards for ESG ratings).



3. Supervisory and regulatory framework

Single Supervisory Mechanism (SSM)

In terms of supervision, the ECB published on November 2020
the guide of supervisory expectations on climate-related and
environmental risks which acts as a reference for all supervisory
initiatives subsequently undertaken. Two of them are explained
hereafter due to their relevance:

Stress Test de Riesgo Climatico: el ejercicio duré de marzo de
2022 ajulio de 2022 y sus resultados se integraran en el SREP
de manera cualitativa.

Thematic Review: realizada durante varios meses del ano
2022. A principios de noviembre de 2022, se publicaron los
resultados y las buenas practicas observadas en dicho
ejercicio. Asimismo, el SSM estableci6 una serie de hitos
temporales -ademas de unos especificos propios de cada
entidad- que los bancos deben cumplir de cara a su plena
alineacion en 2024 con las expectativas de su Guia de 2020.
Sus resultados también se incluiran de manera cualitativa en el
SREP.

Digital

In terms of digital, a large number of initiatives are being carried
out as part of the Commission’s Work Programme with the aim
of shaping a European digital future by driving innovation in
financial services and ensuring the security of the EU’s digital
sovereignty and financial stability through the implementation
of standards, with a clear focus on data, technology and
infrastructure.

Open Finance: The creation of an Open Finance regulatory
framework is part of the wider digital strategy of the
Commission. The initiative aims to promote the exchange,
access and reuse of both personal and non-personal details of
customers and encourage responsible innovation and
competitiveness in the European financial sector. During 2022,
the Commission has launched two specific public consultations
directly linked to the review of PSD2 and on Open Finance. The
publication of a legislation is expected for the second quarter of
2023.

Digital euro: The Digital Euro project aims to provide a European
public money solution to serve as a monetary anchor in Europe.
Although still at an early stage, some key principles are already
defined, such as the need for it to be easy to use, low cost and
highly secure. Limits on individual holdings are a key factor. The
legislative proposal expected from the Commission in the
second quarter of 2023 will complement the ongoing project
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that the ECB officially launched in July 2021 and which is
currently in the research phase, until the start of a development
phase that would begin in October 2023 and is expected to last
three years. It will not be until 2026 that the ECB will decide on
its final issuance.

Regulation of crypto-asset markets (MiCA): The Markets in
Crypto-Assets (MiCA) regulation aims to establish a single
framework in the EU for crypto-assets that will regulate both
issuers and service providers. Crypto-asset service providers
should be established in the EU and authorised by national
authorities. Requirements for capital, governance, IT risk
management and segregation of customer assets, among
others, will be required. The framework will also regulate
stablecoins or significant e-money tokens. With the final text
already approved by the Council, it is pending full approval by
the European Parliament, and subsequently, it will be published
in the OJEU. Its entry into force is therefore scheduled for 2024.

Digital Operational Resilience Act (DORA): Published by the
Commission together with MiCA, the aim of DORA is to reinforce
and harmonise the IT risk management framework for the entire
financial sector in the context of an accelerated digijtal
transformation. This will include strengthening IT risk
management in prevention and recovery aspects such as
business continuity plans, recovery of essential services and
operational resilience testing. Moreover, essential IT service
providers will be subject to a supervisory framework exercised
by the European Supervisory Authorities (ESAs). Processes for
identifying and reporting significant incidents to the authorities
will also be required. Its approval is expected before the end of
2022; therefore, its full implementation will begin in the last
quarter of 2024.

Artificial Intelligence Act: This is a pioneering global Artificial
Intelligence (Al) legislative proposal that aims to: ensure that Al
systems are safe and respect fundamental rights; ensure legal
certainty to drive investment and innovation in Al; and avoid
market fragmentation. The approach aims to regulate
applications that pose a risk to citizens’ rights and values and
will create a governance infrastructure between the
Commission and national competent authorities to guarantee
the harmonised implementation of the regulation. For the
banking industry, the proposal would particularly affect the
application of Al in credit scoring models. The final text is in its
final stage, and final adoption could take place as early as
December 2022.
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The information contained in this chapter is in line with the disclosure requirements relating to the scope of

Information is given below on the corporate name and the scope of consolidation of Banco Sabadell Group

for the purpose of Pillar Ill.

application, in accordance with Article 436 of the CRR and Article 3 of Commission Implementing Regulation
(EU) 2021/637.

4.1 Corporate name

The corporate names of the institutions included in the scope of
application to which this chapter refers for the purpose of
existing European regulations on the calculation of own funds
(also called for prudential or solvency purposes), are those
indicated in table EU LI3, Banco de Sabadell S.A., hereinafter
referred to as the “Bank”, “Banco Sabadell” or “the Institution”
being the parent company of the Group, holder of tax

identification number (NIF) A-08000143, with registered offices
in Avda. Oscar Espla 37, 03007 Alicante (Spain), entered in the
Alicante Companies Register, under volume 4070, folio 1, sheet
A-156980, and entered in the Credit Institutions Register of the
Bank of Spain under number 0081. The supervision of Banco
Sabadell on a consolidated basis was taken on by the European
Central Bank (ECB).

4.2 Differences in the basis of consolidation for accounting and prudential purposes

Due to the differences between the consolidated group of credit
institutions for prudential purposes, and the group of credit
institutions for accounting purposes, there are two different
scopes of consolidation referred to as the regulatory scope and
financial scope, respectively.

For solvency purposes, as defined in Part One, Title I, Chapter
2 of the CRR, the following companies form part of the
consolidated group:

e Financial institutions that can be consolidated due to their
activities, including:

— Credit institutions.
— Investment firms.

— Investment firms, as defined in Article 9 of Law
35/2003 of 4 November 2003 on Collective Investment
Undertakings.

- UCITS management companies, pension fund
management companies and managing companies of
mortgage securitisation or asset securitisation funds,
whose corporate purpose is the administration and
management of the aforementioned funds.

- Venture capital firms and venture capital fund
management firms.

— Institutions whose primary activity is the ownership of
shares or stocks, except in the case of mixed financial
holding companies which are supervised at the level of
the financial conglomerate and which are not controlled
by a credit institution.

— All institutions, regardless of their name, charter or
nationality, that carry out activities typical of the
institutions listed above.

e Similarly, special purpose entities whose business activities
involve extending one or more consolidated financial
institutions, or which consist primarily of providing ancillary

services to those institutions, shall also be eligible for
consolidation.

e Conversely, insurance undertakings shall not form part of
consolidated groups of credit institutions.

For accounting purposes, the consolidated annual financial
statements for 2022 of Banco Sabadell Group have been
prepared in accordance with the International Financial
Reporting Standards (IFRS) adopted by the European Union
applicable at the end of 2022, taking into account Bank of
Spain Circular 4/2017 of 27 November and other financial
reporting regulations applicable to the Group.

These accounting criteria determine that institutions will be part
of the consolidated group when the parent company exercises
or is entitled to exercise control over those institutions. This is
understood to occur when Banco Sabadell Group is exposed, or
is entitled, to variable returns as a result of its involvement in
the investee and when it has the ability to influence those
returns through its power over the subsidiary.

Control is deemed to exist in the following circumstances:

e Power: an investor has power over an investee when it holds
rights which provide it with the ability to lead the significant
activities, i.e., those that significantly affect the investee's
returns.

e Returns: an investor is exposed, or is entitled, to variable
returns due to its involvement in the investee when the
returns obtained from such involvement may vary
depending on the investee’s economic performance. The
investor’s returns may be only positive, only negative or both
positive and negative.

e Relationship between power and returns: an investor
controls an investee if the investor not only has power over
the investee and is exposed, or is entitled, to variable
returns due to its involvement with the investee, but also
the ability to use their power to affect the returns obtained
due to their involvement with the investee.
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In the Group’s Annual Accounts for the year ended 31
December 2022, the financial statements of subsidiary
undertakings and structured undertakings are consolidated
with those of the Bank by applying the full consolidation
method, and those of associate undertakings are consolidated
by applying the equity method.

4.2.1 Differences between prudential exposures
and carrying values

In order to explain the differences between the information
disclosed in financial statements and in this report, the
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breakdown required by the EBA in Templates EU LI1 and EU LI2
in its Guidelines on disclosure requirements under Part Eight of
Regulation (EU) no. 575/2013 is shown below.

Template EU LI1 breaks down the assignment of carrying values
for prudential purposes to the various risk frameworks
established in Part Three of the CRR. It is worth highlighting that
the sum of the breakdown may not be equal to the total carrying
value considered for prudential purposes, as there are certain
items with capital requirements that apply to more than one risk
framework.
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Table 2.

OSabadell

Differences between accounting and regulatory scopes of consolidation and the mapping of financial statement categories with regulatory risk categories (EU LI1).

Carrying values
as reported in

Carrying values

Carrying value of items

Not subject to own

published undi:ns:;oe':,eti: Subject Fo t.he Subject to the Subje.ct. to ?he Subject to t.he requireme::.:(:)sr
fi i o credit risk CCR framework securitisation market risk subject to
bl ion fr k fr k fr
statements deduction from
own funds
Breakdown by asset classes according to the balance sheet in the published financial statements
Cash and cash balances at central banks and other demand deposits 41,260,395 41,260,020 41,260,021 - - - -
Financial assets held for trading 4,017,253 4,017,254 - 3,446,523 - 4,017,254 -
Financial assets designated at fair value through profit or loss 77,421 77,421 77,421 - - - -
Financial assets measured at fair value through other comprehensive income 5,802,264 5,802,264 5,802,264 — — — —
Financial assets at amortised cost 185,045,452 185,072,893 176,916,177 5,487,621 2,669,095 - -
Held-to-maturity investments — — — — — — —
Derivatives - Hedge accounting 3,072,091 3,072,091 - 3,072,091 — — -
Fair value changes of the hedged items in portfolio hedge of interest rate risk -1,545,607 -1,545,607 - - - - -1,545,607
Investments in subsidiaries, joint ventures and associates 515,245 515,680 515,680 — — — —
Tangible assets 2,581,791 2,528,991 2,528,991 - - - -
Intangible assets 2,484,162 2,484,162 328,930 - - - 2,155,232
Tax assets 6,851,068 6,849,100 6,330,023 - - - 519,077
Other assets 479,680 479,673 389,944 - — - 89,729
Non-current assets and disposal groups classified as held for sale 738,313 738,313 738,313 - - - -
Assets under insurance and reinsurance contracts - - - - - - -
Total assets 251,379,528 251,352,255 234,887,764 12,006,235 2,669,095 4,017,254 1,218,431
Breakd by liability cl according to the bal sheet in the published financial
Financial liabilities held for trading 3,598,483 3,598,483 — 3,503,204 — 3,598,483 -
Financial liabilities designated at fair value through profit or loss - — - — - - -
Financial liabilities measured at amortised cost 232,529,932 232,490,711 - 7,142,902 - - 225,347,809
Derivatives - Hedge accounting 1,242,470 1,241,268 - 1,241,268 - - -
Fair value changes of the hedged items in portfolio hedge of interest rate risk -959,106 -959,106 - - - - -959,106
Provisions 644,509 659,409 — - — - 659,409
Tax liabilities 226,711 225,112 - - - - 225,112
Expenses on share capital repayable on demand - - - - - - -
Other liabilities 872,108 871,955 - - - - 871,955
Liabilities included in disposal groups classified as held for sale - - - - - - -
Liabilities under insurance and reinsurance contracts - - - - - -
Total liabilities 238,155,107 238,127,832 - 11,887,375 - 3,598,483 226,145,178
Data as at 31/12/2022, in thousand euro.
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The largest difference is found in Tangible assets mainly The following table shows the breakdown of amounts disclosed
corresponding to Fuerza Edlica San Matias, S.R.L. de C.V. in the balance sheet and their mapping with the risk framework
(50,894 thousand euros), which are recognised as such in the categories. Some of the items included may be subject to more
financial scope of consolidation, whilst in the regulatory scope than one risk framework.

of consolidation, given that this company is integrated by the
equity method, its net assets have been recorded as
investments in subsidiaries, joint ventures and associates.

Table 3. Main sources of differences between regulatory exposure amounts and carrying values in financial statements (EU
LI2).

Items subject to

Total Creditrisk  Securitisation CCR Market risk
framework framework framework framework
Assets.carrylng value amount under the scope of prudential 253,580,348 234,887,763 2,669,005 12006236 4,017,254
consolidation (as per template LI1)
Llabllli.:IeS .carrylng value amount under the scope of prudential 15,485,858 _ _ 11,887,375 3,508,483
consolidation (as per template LI1)
Total net amount under the scope of prudential consolidation 238,094,490 234,887,763 2,669,095 118,861 418,771
Off-balance-sheet amounts 36,408,787 36,408,787 — - -
Differences in valuations — — — — —
Differences due to different netting rules, other than those already included in 602,958 _ _ 602,958 _
row 2
Differences due to consideration of provisions 2,286,028 2,309,558 -23,530 — —
Differences due to the use of credit risk mitigation techniques (CRMs) 531 214,650 -214,119 - —
Differences due to credit conversion factors -16,331,611 -16,331,611 — — —
Differences due to Securitisation with risk transfer -2,669,095 -2,669,095 — — —
Other differences 1,459,040 655,731 — 1,222,080 -418,771
Exposure amounts considered for regulatory purposes 259,851,127 255,475,782 2,431,446 1,943,898 -

Data as at 31/12/2022, in thousand euro.

The largest differences between assets and liabilities in the

) ) . e The asymmetry in the consideration of provisions, as
financial scope and the prudential exposure are due to:

provisions are reduced in the accounting framework but in
the prudential framework, in the case of exposures
calculated under advanced approaches, the exposure is
considered gross of provisions.

e Consideration, for prudential purposes, of balances
consisting of contingent risks and commitments that are
reduced by credit conversion factors.

e The methodology for calculating counterparty credit risk . .
within the prudential framework (SA-CCR), because while Reconciliation between balance sheet items used to
the accounting framework only includes assets and calculate own funds and regulatory own funds
liabilities, the exposure considered in the prudential

framework also considers the nominal amounts included in
off-balance sheet items.

The following table shows the reconciliation between balance
sheet items used to calculate own funds and regulatory own
funds, showing how the latter are obtained from equity.
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Table 4. Reconciliation between balance sheet items used to calculate own funds and regulatory own funds (EU CC2).

Balance sheet as Under regulatory

in published
. . scope of
financial consolidation (1)
statements Reference

A - Break | i h | h in th lished fi ial
ssets reakdown by asset classes according to the balance sheet in the published financia As at period end  As at period end

statements

Cash and cash balances at central banks and other demand deposits 41,260,395 41,260,020 —
Financial assets held for trading 4,017,253 4,017,254 —
Financial assets that are not held for trading designated at fair value through profit or loss 77,421 77,421 —

Financial assets designated at fair value through profit or loss — — —

Financial assets at fair value with changes in other comprehensive income 5,802,264 5,802,264 —
Financial assets at amortised costs 185,045,452 185,072,893 —
Derivatives - Hedge accounting 3,072,091 3,072,091 —
Fair value changes of the hedged items in portfolio hedge of interest rate risk -1,545,607 -1,545,607 -
Investments in joint ventures and associates 515,245 515,680 —
Assets under insurance and reinsurance contracts — — —
Tangible assets 2,581,791 2,528,991 —
Intangible assets 2,484,162 2,484,162 —
Tax assets 6,851,068 6,849,100 —

Memorandum item: Deferred tax assets 6,644,507 6,643,954 —
Other assets 479,680 479,673 —
Non-current assets and disposal groups classified as held for sale 738,313 738,313 —
TOTAL ASSETS 251,379,528 251,352,255 -

Liabilities - Breakdown by liability classes according to the balance sheet in the published
financial statements

Financial liabilities held for trading 3,598,483 3,598,483 —
Financial liabilities designated at fair value through profit or loss - - -
Financial liabilities measured at amortised cost 232,529,932 232,490,711 —
Derivatives - Hedge accounting 1,242,470 1,241,268 —
Fair value changes of the hedged items in portfolio hedge of interest rate risk -959,106 -959,106 -
Liabilities under insurance and reinsurance contracts - - -
Provisions 644,509 659,409 —
Tax liabilities 226,711 225,112 —

Memorandum item: Deferred tax liabilities 113,717 112,127 —
Expenses on share capital repayable on demand - - -
Other liabilities 872,108 871,955 —
Liabilities included in disposal groups classified as held for sale - — -
TOTAL LIABILITIES 238,155,107 238,127,832 —

Shareholders' Equity

Own funds 13,840,724 13,840,723 (*)L 30, 46, 47
Capital 703,371 703,371 1
Share premium 7,899,227 7,899,227 M1
Equity instruments - — -
Other equity 21,548 21,548 ™3
Retained earnings 5,859,520 5,871,695 2
Reserves appreciation — — M3
Other reserves -1,365,777 -1,377,953 ™3
Own shares -23,767 -23,767 —
Results assigned to the owners of the dominant 858,642 858,642 M5a
Dividends out of profit -112,040 -112,040 Mggq

Accumulated other comprehensive income -650,647 -650,645 M3

Minority interest (non-controlling interest) 34,344 34,345 Mg

Total shareholders' equity 13,224,421 13,224,423 —

Data as at 31/12/2022, in thousand euro.
) Reference from table CC1 with partial coverage with respect to reference from table CC2.
@ Cross reference with respect to table CC1. Composition of own regulatory funds.
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4.2.2 Differences in consolidation scopes, by entity

Template EU LI3 below summarises the information on
differences in the consolidation method applied for each Banco
Sabadell Group entity, for the various scopes of consolidation.
The Group does not consolidate any entity throughthe
proportional consolidation method. Furthermore, as at
December 31, 2022 no participation in a Group entity is
deducted from own resources for the purposes of calculating
regulatory capital.
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Table 5.  Outline of the differences in the scopes of consolidation (entity by entity) (EU LI3).

OSabadell

Method of prudential consolidation

Description of entity

Method of
Name of the Entity accounting Full
lidation idati
Aurica Coinvestments, S.L. Full Consolidation X
Banco Atlantico (Bahamas) Bank & Trust Ltd. Full Consolidation X
Banco de Sabadell, S.A. Full Consolidation X
Banco Sabadell, S.A., Institucién de Banca Mdltiple Full Consolidation X
BanSabadell Factura, S.L.U. Full Consolidation X
BanSabadell Financiacion, E.F.C., S.A. Full Consolidation X
BanSabadell Inversi6 Desenvolupament, S.A.U. Full Consolidation X
Bansabadell Mediacién, Operador De Banca-Seguros Vinculado Del Grupo Banco Sabadell, S.A. Full Consolidation X
Bitarte, S.A.U. Full Consolidation X
BStartup 10, S.L.U. Full Consolidation X
Business Services for Operational Support, S.A.U. Full Consolidation X
Compaiiia de Cogeneracion del Caribe Dominicana, S.A. Full Consolidation -
Crisae Private Debt, S.L.U. Full Consolidation X
Desarrollos y Participaciones Inmobiliarias 2006, S.L.U. en Liquidacion Full Consolidation X
Duncan de Inversiones S.I.C.A.V., S.A, en Liquidacion Full Consolidation X
Duncan Holdings 2022-1 Limited Full Consolidation X
Ederra, S.A. Full Consolidation X
ESUS Energia Renovable, S.L. Full Consolidation -
Fonomed Gesti6n Telefonica Mediterréneo, S.A.U. Full Consolidation X
Fuerza Edlica De San Matias, S. de R.L. de C.V. Full Consolidation -
Galeban 21 Comercial, S.L.U. Full Consolidation X
Gazteluberri, S.L. Full Consolidation X
Gest 21 Inmobiliaria, S.L.U. Full Consolidation X
Gestion Financiera del Mediterraneo, S.A.U. Full Consolidation X
Gier Operations 2021, S.L.U. Full Consolidation X
Guipuzcoano Promocion Empresarial, S.L. Full Consolidation X
Hobalear, S.A.U. Full Consolidation X
Hondarriberri, S.L. Full Consolidation X
Hotel Management 6 Gestion Activa, S.L.U. Full Consolidation X
Hotel Management 6 Holdco, S.L.U. Full Consolidation X
Interstate Property Holdings, LLC. Full Consolidation X
Inveran Gestion, S.L. en Liquidacion Full Consolidation X
Inversiones Cotizadas del Mediterraneo, S.L. Full Consolidation X
Manston Invest, S.L.U. Full Consolidation X
Marifiamendi, S.L. Full Consolidation X
Mediterraneo Sabadell, S.L. Full Consolidation X
Paycomet, S.L.U. Full Consolidation X
Puerto Pacific Vallarta, S.A. de C.V. Full Consolidation X
Ripollet Gestion, S.L.U. Full Consolidation X
Rubi Gestién, S.L.U. Full Consolidation X
Sabadell Consumer Finance, S.A.U Full Consolidation X
Sabadell Information Systems Limited Full Consolidation X
Sabadell Information Systems, S.A.U. Full Consolidation X
Sabadell Innovation Capital, S.L.U. Full Consolidation X

Holding

Credit Institution

Credit Institution

Credit Institution

Other investees with their own business
Credit Institution

Holding

Other regulated Institutions

Real Estate

Holding

Other investees with their own business
Utilities

Other investees with their own business
Real Estate

UCITS, funds and similar financial corporations
UCITS, funds and similar financial corporations
Real Estate

Utilities

Other investees with their own business
Utilities

Services

Real Estate

Real Estate

Other financial services

Auxiliary activities of the financial and insurance services
Holding

Real Estate

Holding

Real Estate

Real Estate

Holding

Real Estate

Holding

Real Estate

Real Estate

Holding

Payment Institution

Real Estate

Other financial services

Other financial services

Credit Institution

Technological services

Technological services

Holding
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Method of prudential consolidation

Method of -
Name of the Entity accounting Full Proportional Equity Neither Description of entity
ion i At : nor
tion method deducted

Sabadell Innovation Cells, S.L.U. Full Consolidation X - . - Other investees with their own business
Sabadell Patrimonio Inmobiliario, S.A.U. Full Consolidation X - - - Real Estate
Sabadell Real Estate Activos, S.A.U. Full Consolidation X - - - Real Estate
Sabadell Real Estate Development, S.L.U. Full Consolidation X - - - Real Estate
Sabadell Real Estate Housing, S.L.U. Full Consolidation X - - - Real Estate
Sabadell Securities USA, Inc. Full Consolidation X - - - Other financial services
Sabadell Strategic Consulting, S.L.U. Full Consolidation X - - - Other investees with their own business
Sabadell Venture Capital, S. L.U. Full Consolidation X - - - Holding
Sabcapital, S.A de C.V., SOFOM, E.R. Full Consolidation X - - - Credit Institution
Sinia Capital, S.A. de C.V. Full Consolidation X - - - Holding
Sinia Renovables, S.A.U. Full Consolidation X — - - UCITS, funds and similar financial corporations
Sogeviso Servicios Gestion Vivienda Innovacion Social, S.L.U. Full Consolidation X — - - Real Estate
Stonington Spain, S.L.U. Full Consolidation X - - - Real Estate
Tasaciones de Bienes Mediterraneo, S.A. en Liquidacion Full Consolidation X - - - Other investees with their own business
Tenedora de Inversiones y Participaciones, S.L. Full Consolidation X - - - Holding
TSB Bank PLC Full Consolidation X - - - Credit Institution
TSB Banking Group PLC Full Consolidation X - - - Holding
TSB Banking Group plc Employee Share Trust Full Consolidation X — - — Other investees with their own business
TSB Covered Bonds (Holdings) Limited Full Consolidation X - - - Holding
TSB Covered Bonds (LM) Limited Full Consolidation X - - - Other investees with their own business
TSB Covered Bonds LLP Full Consolidation X — - - UCITS, funds and similar financial corporations
Urquijo Gestion, S.A.U., S.G.LI.C. Full Consolidation X - - - Fund management activities
Urumea Gestion, S.L. en Liquidacion Full Consolidation X - - - Other investees with their own business
VeA Rental Homes , S.A.U. Full Consolidation X - - - Real Estate
Venture Debt SVC, S.L.U. Full Consolidation X - - - Holding
Aurica Ill, Fondo de Capital Riesgo Equity Method - — X - UCITS, funds and similar financial corporations
Aurica llIB, S.C.R., S.A. Equity Method - - X - UCITS, funds and similar financial corporations
BanSabadell Pensiones, E.G.F.P., S.A. Equity Method - - X - Other regulated Institutions
BanSabadell Seguros Generales, S.A. de Seguros y Reaseguros Equity Method - - X - Other regulated Institutions
BanSabadell Vida, S.A. de Seguros y Reaseguros Equity Method - - X - Other regulated Institutions
Architectural and engineering technical services, technical testing and

Catalana de Biogas Iberia, S.L. Equity Method - - X - 8 g & .
analysis
Doctor Energy Central Services, S.L. Equity Method - - X - Other business management consulting activities
Parque E6lico Casa Vieja S. L. Equity Method - — X - Utilities
Parque E6lico Villaumbrales S. L. Equity Method - - X - Utilities
Parque Edlico Perales S. L. Equity Method - - X - Utilities
Parque E6lico Los Pedrejones S. L. Equity Method - - X - Utilities
Energies Renovables Terra Ferma, S.L. Equity Method - - X - Utilities
Financiera Iberoamericana, S.A. Equity Method - - X - Credit Institution
Flex Equipos de Descanso, S.A. Equity Method - - X - Manufacturing
Murcia Emprende, S.C.R. de R.S., SA. Equity Method - - X - Other financial services
Plaxic Estelar, S.L. Equity Method - - X - Real Estate
Portic Barcelona, S.A. Equity Method - - X - Data processing, hosting and related activities
Promontoria Challenger |, S.A. Equity Method - - X - Holding
SBD Creixent, S.A. Equity Method - - X - Real Estate

Data as at 31/12/2022.
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4.3 Other qualitative information on the scope of application

Possible impediments to the prompt transfer of own
funds

In Banco Sabadell Group, there is currently no material,
practical or legal impediment to the prompt transfer of own
funds or to the reimbursement of liabilities between subsidiary
undertakings and their parent undertaking, although given that
they operate in different geographies, the obligation of
subsidiaries to comply with their individual solvency
requirements may entail some form of limitation in future,
whether in the form of dividends or other items.

Identification of subsidiary undertakings with own funds below
the required minimum level

As at 31 December 2022, Banco Sabadell Group, on both a
standalone (parent company) and consolidated basis, is
compliant with minimum own funds requirements, as are all of
its subsidiaries that are subject to compliance therewith on
either a standalone or consolidated subgroup basis.

4.4 Prudent valuation adjustments

Banco Sabadell Group meets the conditions set out in Chapter
Il of Commission Delegated Regulation (EU) 2016/101, with the
sum of the absolute value of fair-valued assets and liabilities
being less than 15 billion euros, in accordance with the
applicable accounting framework. Therefore, the Simplified
Approach is used to determine additional valuation
adjustments.

There are no subsidiary undertakings outside of the
consolidated group whose own funds are below the minimum
requirements set forth in applicable regulations.

Waivers of prudential requirements

On 29 October 2009, Banco Sabadell Group was granted a
waiver by the Bank of Spain in relation to own funds
requirements on a standalone basis for the subsidiary Sabadell
Consumer Finance, E.F.C., S.A. (formerly, BanSabadell Fincom,
E.F.C.,, S.A.) and for BanSabadell Financiacion, E.F.C., S.A.

On 21 March 2017, the ensuing waiver was obtained from the
European Central Bank for Sabadell Consumer Finance, S.A.U.
This waiver confirmed the already existing waiver for Sabadell
Consumer Finance, E.F.C., S.A., which was applied for again due
to the change in the legal form of this subsidiary, which went
from being a specialised credit institution to being an institution
with a bank identification number and a licence to operate, to
all intents and purposes, as a credit institution.

Consequently, from a disclosure standpoint, the Group is not
required to comply with Point (e) of Article 436 of the CRR, nor
with the proposed format for compliance based on the Template
EU PV1 set out in Regulation (EU) 2021/637, which requires
institutions that determine additional valuation adjustments
under the core approach to disclose quantitative information on
such adjustments.
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5. Global risk management

and control.

|

5.1 Global Risk Framework

Banco Sabadell Group faces risks in the course of its activity;

risks are an

inherent part of its existence, and their

management is a key part of the business.

©Sabadell

The information provided in this chapter is in line with the disclosure requirements in relation to the main
risks, with detailed information on policies and objectives relating to risk management, in accordance with
Article 435(1) of the CRR and Article 2 of Commission Implementing Regulation (EU) 2021/637.

The Global Risk Framework is described below, as well as relevant aspects of the Group’s risk management

Figure 4. Overview of the risk management cycle in Banco Sabadell Group.

Solvency
level

In order to adequately manage and control risks, a series of
principles needs to be defined, set out in policies and deployed
through procedures, strategies and processes, which seek to
increase the likelihood of achieving the strategic objectives
pursued by the Group in its various activities, making it easier
to manage such risks in an uncertain environment. This series
of principles is called the Global Risk Framework.

The main advantages of having a Global Risk Framework are:

Address risk through a structured approach that is
consistent throughout the Group.

Foster an open and transparent culture in relation to risk
management and control, encouraging the involvement of
the entire organisation.

Make the decision-making process easier, with options
based on better information and a wide range of viewpoints
in relation to risk, allowing actions to be prioritised and the
different options to be more clearly distinguished.

Align the accepted risk with the risk strategy and the risk
appetite.

Understand the risk environment in which it operates.

Ensure, following the guidelines of the Board of Directors,
that critical risks are identified, understood, managed and
controlled efficiently.

The Group’s Global Risk Framework consists of the following
elements:

°s

The Group’s Global Risk Framework Policy, which sets out a
general framework for establishing other policies linked to
risk management and control, determining core and
common aspects that are applicable to the different risk
management and control policies.

The Risk Appetite Framework (RAF) Policy, which
establishes the structure and mechanisms associated with
the governance, definition, communication, management,
measurement, monitoring and control of the Group’s Risk
Appetite. The Group’s RAF is complemented at the level of
each subsidiary by the subsidiaries’ own RAFs, which are
adapted to their local situation but in line with the Group’s
RAF at all times.

The Risk Appetite Statement (RAS), which sets out a written
statement of the level of risk that the Group is willing to
accept, or would want to avoid, in order to achieve its
business objectives.

The series of policies associated with each risk, together
with the Procedures and operating and conceptual Manuals
that form part of the body of regulations of the Group and
its subsidiaries.
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5.1.1 Global Risk Framework Policy

Principles of the Global Risk Framework Policy

For risk management and control to be effective, the Group’s
Global Risk Framework must comply with the following

principles:

Figure 5. Principles of the Group’s Global Risk Framework.

Risk Governance and Board of Directors

involvement:

» Three lines of defence model

* Independence and coordination of 2LoD and 3LoD
duties

* Risk management and control processes

* Significant changes and exceptional transactions

« Infrastructure and data quality
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Alignment with the interests of
stakeholders

Holistic overview of risks

Group's

Global
Risk
Framework

Alignment with the Group's business

strategy

* Risk strategy

* Risk Appetite implementation throughout
the organisation

* Pricing and risk-adjusted return

+ Taxonomy of first and second-tier risks,
broken down by their nature

5.1.2 Risk assessment and risk taxonomy

Banco Sabadell Group’s risk management pivots on the Global
Risk Framework which is anchored in management through the
RAF, RAS and the set of policies that cover each risk. The
ultimate aim is to identify, measure, monitor, control and report
on risks.

The Global Risk Framework identifies the different types of
material risks to which Banco Sabadell Group is exposed when
carrying out its banking activities. The Risk Control function
assesses, at least annually, for each risk:

e The inherent risk in which the threats and vulnerabilities of
the banking sector, or of the Bank in particular, are
considered.

e The governance, management and control systems
deployed by the Institution that aim to mitigate the
identified risks.

e The residual risk reflected by the assessment of inherent
risk having considered the management and control
systems that act as mitigating factors, and the risk
remaining after the assessment of threats or vulnerabilities.

The resulting risk profile should be compared against the target
profile established by the Board of Directors.

The Banco Sabadell Group Risk Taxonomy, which details the
risks to which the Group is exposed, is set out below as well as
it's location in this document:
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Figure 6. Risk taxonomy.
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Risk of not having sufficient capital to meet strategic and business objectives, withstand operating losses or comply with regulatory requirements and/or the expectations of the market in which it operates.

Possibility of incurring losses derived from adverse events that negatively affect the capacity, strength and recurrence of the income statement, either for its viability or sustainability.

This is the current or future risk that the bank's competitive capacity may be negatively affected due to i) actions or omissions, carried out by or attributed to the Group, Senior Management or its governing bodies, ii)
or by maintaining business relationships with counterparties with inadequate reputation, generating a negative perception by its stakeholders (regulators, employees, customers, shareholders, investors and society
in general).

The risk of loss arising from the present and potential future impacts of environmental risk factors on counterparties or invested assets, as well as those aspects that affect financial institutions as a legal entity.
Environmental factors relate to the quality and functioning of natural systems and environments, and include factors such as climate change and environmental degradation. All of these can impact positively or
negatively on the financial performance or solvency of an entity, sovereign and individual. These factors can materialize mainly in physical aspects (effects derived from climate change and environmental
degradation, including more frequent extreme weather events and gradual changes in climate patterns and ecosystem balances) and transitional aspects (derived from the adjustment processes towards an
environmentally sustainable economy (lower emissions, greater energy efficiency and lower consumption of natural resources, among others).

Risk that borrowers fail to meet their payment obligations on time and includes the risk of admission fraud.

Refers to exposures with the potential to generate losses large enough to threaten the solvency of the institution or the viability of its ordinary business.

This is a type of credit risk that arises in the event that the counterparty, in a derivative transaction or a transaction with a repurchase commitment, with deferred settlement or collateral financing, may default
before the final settlement of the cash flows of such transaction or operation.

Risk arising from a country's debts globally considered as a consequence of reasons inherent to the sovereignty and economic situation of a country, i.e., due to circumstances other than the usual credit risk. It arises
from the eventual inability of a debtor to meet its foreign currency payment obligations to external creditors, among other reasons, because the country does not allow access to the currency, is unable to transfer it,
or because of the ineffectiveness of legal actions against the borrower for sovereignty reasons, or because of situations of war, expropriation or nationalization. Country risk affects not only debts contracted with a
State or entities guaranteed by it, but also all private debtors belonging to that State and which, for reasons beyond their own evolution or decision, experience a general inability to meet their debts.

Risk of incurring higher costs or losses associated with the management of non-performing assets and/or foreclosed assets received in payment of debt.

Risk of incurring losses arising from negative changes in the value of an equity instrument. This basically includes the Company's own portfolio of equity investments (listed or not), including the portfolio of associates
in which it has significant influence.

Liquidity risk is the possibility of incurring losses due to the inability to meet payment commitments, even temporarily, because of the lack of liquid assets or the inability to access the markets to obtain financing at a
reasonable price. Therefore, liquidity risk is inherent to the entity's financing structure and market conditions.

Risk arising from variations in exchange rates between different currencies, in the event that such variations could generate losses in the income statement or a reduction in equity due to permanent investments in
foreign offices and subsidiaries.

Interest rate risk of positions that are not part of the trading book (IRRBB) refers to the potential current or future losses to an entity's capital or earnings as a result of adverse fluctuations in interest rates.

It is defined as that which arises in the event of incurring losses in market value in the positions held in financial assets, due to the variation of risk factors affecting their prices or quotations, their volatilities or the
correlations between them. In particular, it refers to positions held within the trading activity.

This is the risk of potential losses arising from changes in the market perception of the price of credit risk, the liquidity premium and other potential components of credit risk-bearing instruments, which is not
captured in IRRBB risk or jump to default risk.

“ Due to the disclosure requirements established in Part Eight of CRR II, a specific chapter on these risks has not been developed.

©Sabadell

6. Capital

14. ESG Risk

8. Credit Risk

12. Liquisity Risk
11.2 Structural exchange rate risk
11.1 Structural interest rate risk

9.Market Risk
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Risk Taxonomy
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Current or future possibility of losses arising from acts intended to defraud, usurp property or evade regulation, law or company policies, whether performed by employees or third parties.

It is defined in a broad sense as the current or future possibility of losses derived from the inadequate provision of financial services or any other activity carried out by the entity, by maintaining improper conduct with

clients (current or potential), employees (with respect to human rights, equality, welfare, inclusion, hygiene or safety in the workplace), shareholders and suppliers, markets, political parties or society in general,
including cases of wilful or negligent conduct.

Possibility of incurring losses due to failures in the management, execution or delivery of processes or inadequate processes.

This is the current or future risk of loss due to the inadequacy or failure of technical infrastructure hardware and software, which may compromise the availability, integrity, accessibility, confidentiality or traceability of
infrastructure, applications and data, or the inability to change technology platforms within reasonable timeframes and costs when the environment or business needs change. Security risks resulting from
inadequate or failed internal processes or external events, including cyber attacks, or inadequate physical security related to data processing centers are also included.

Current or future risk of loss arising from the use of the resources and/or means of a third party for the standardized, permanent and stable performance over time of certain processes of the outsourcing company,

which in itself involves exposure to a series of underlying risks by nature such as operational risk, including conduct risk, information and communication technology (ICT) risks, legal risks and compliance risks;
reputational risk, concentration risk, step-in risk and country risk.

This is the risk of incurring losses due to events arising from the Group's relationship with its employees, associated for example with the unavailability of suitable profiles, staff turnover and replacement, lack of
employee satisfaction, etc.

Current or future risk of losses that an entity could incur as a result of decisions based primarily on the results of internal models, due to errors in the design, application or use of such models.

Risk associated with inappropriate treatment and/or consideration of data in the entity that could affect the accuracy, preparation, dissemination and, where appropriate, publication of relevant reporting used in
decision making including, among others, risk, regulatory and financial reporting data.

It is the possibility of incurring legal or administrative sanctions, significant financial losses or reputational losses due to non-compliance with laws, regulations, internal rules and codes of conduct applicable to
banking activities.

It is the probability of not complying with the objectives established in the Group's tax strategy from a double perspective and due to internal or external factors: On the one hand, the probability of incurring in a
breach of tax obligations that may result in an undue lack of income, or the concurrence of any other event that generates a potential damage for the Group in the fulfillment of its objectives. On the other hand, the
probability of incurring in an undue income in the fulfillment of tax obligations, thus generating a prejudice to the shareholder or other stakeholders.
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5.1.3 Risk Appetite Framework (RAF) Policy

Risk appetite is a key element in determining the risk strategy,
since it determines the scope of action. The Group has a Risk
Appetite Framework (RAF) Policy which sets out the governance
framework that regulates the Risk Appetite.

Consequently, the RAF establishes the structure and
mechanisms associated with the governance, definition,
communication, management, measurement, monitoring and
control of the Group’s Risk Appetite established by the Board of
Directors of Banco de Sabadell, S.A.

An effective implementation of the RAF requires an adequate
combination of policies, processes, controls, systems and
procedures that enable the effective and continuous
achievement of a set of defined objectives.

The RAF covers all the Group’s business lines and units, in
accordance with the proportionality principle, and it is designed
to enable suitably informed decisions to be made, taking into
account the material risks to which it is exposed, including both
financial and non-financial risks.

The RAF is aligned with the Group’s strategy and with the
strategic planning and budgeting processes, with self-
assessments of capital and liquidity, with the Recovery Plan and
with the remuneration framework, among others, and takes into
account the material risks to which the Group is exposed, as
well as their impact on stakeholders, such as shareholders,
customers, investors, employees and the general public.

5.1.4 Risk Appetite Statement (RAS)

The Risk Appetite Statement (RAS) is the written statement of
the types of risk that the Group is willing to accept, or wishes to
avoid, in order to achieve its business objectives. Depending on
the nature of each risk, the RAS includes both qualitative
aspects and quantitative metrics, which are expressed in terms
of capital, asset quality, liquidity, profitability or any other
measure deemed to be relevant. The RAS is therefore a key
element in setting the risk strategy, as it determines the area of
activity.

©Sabadell

Quantitative aspects

The set of quantitative metrics defined in the RAS is intended to
provide objective elements with which to compare the Group’s
situation against the goals or challenges proposed at the risk
management level. These quantitative metrics follow a
hierarchical structure, in accordance with the RAF, establishing
three levels or tiers:

o First tier: Board metrics, intended to set limits which should
not be exceeded under any circumstances and which, in
general, will be monitored by the Group’s most senior
governing bodies. This category will include the most
relevant metrics for the Group, which require particular
attention to be paid by the Board of Directors (for example,
those which are associated with a regulatory requirement,
or which include the most relevant aspects of the business
model and the Group’s position in the market).

e Second tier: Executive metrics, intended to complement the
foregoing and which will be monitored by the Board Risk
Committee, although they may also be monitored by
executive levels or committees depending on their area of
responsibility.

e Third tier: Operational metrics, focused on monitoring and
control of specific aspects when considered relevant.
Monitoring, in general, may be delegated to operational
levels or Committees, which may escalate the task to more
senior levels in the event a threshold deemed to be
significant is ruptured. In addition, for those Operational
metrics in which it is considered necessary and appropriate
for efficiency in risk management and control, the
Operational Committees may define and approve specific
autonomies for the Risk Control function to approve
threshold crossings.

Each of these levels has its own approval, monitoring and action
arrangements that should be followed in the event a threshold
is ruptured.

The quantitative RAS metrics of Banco Sabadell Group are
established according to the following taxonomy:
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Figure 7. Quantitative aspects of the Risk Appetite Statement (RAS).
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The establishment of thresholds is based on compliance with
the regulatory framework and Group strategy, among other
things.

The incorporation of the Risk Appetite into management
procedures, and consequently into the RAS, includes reporting
and regular monitoring of the quantitative metrics of the RAS
and the activation of a specific protocol of action (‘playbook’)

associated with the breach of the various thresholds
established for each metric.

The reference thresholds established by Banco Sabadell Group
are set forth below:

Target/Appetite It reflects the Group's strategy and target risk profile.

RAS thresholds

EWI Early warning level that seeks to avert a potential deterioration. A breach entails considering specific actions to return to the target level.

Limit/Tolerance Maximum risk tolerance. A breach requires the activation of a more intense action plan than in the EWI.

I Recovery Plan. A breach would trigger the escalation of the decision-making process on whether or not to invoke the Recovery Plan to the Board of

Directors.

The mechanisms used to regularly monitor the RAS ensure a
high level of involvement at all times of the Group’s governing
bodies, which have an up-to-date overview of the compliance
and alignment with the risk appetite defined for the Group,
enabling informed decisions to be made. The RAS metrics,
depending on their nature and hierarchy, will be reported to
different governing bodies and committees with a certain
frequency, and a procedure will also be put in place for reporting
any breaches.
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Qualitative aspects

The RAS incorporates the definition of a set of qualitative
aspects, which fundamentally allow the Group’s position in
relation to certain risks to be defined, when these are difficult
to quantify.

The qualitative aspects of the RAS complement the quantitative
metrics, establishing the overall focus of the Group’s risk-taking
and articulating the reasons for taking or avoiding certain types
of risks, products, geographical exposures and other matters.

These qualitative aspects are described below:
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Figure 8. Qualitative aspects of the Risk Appetite Statement.

Qualitative aspects

1 Consolidation of a business model with a stable and long-term relationship with customers at its core, which allows their prosperity to be
fostered without undermining the achievement of a fair profit for the Group, which is necessary as the first line of solvency.
2 A Medium-Low residual risk profile, attained through prudent and balanced risk policies, which ensures the profitable, predictable and
sustainable growth of the Group’s activity in the medium term and which is in line with the Group’s strategic objectives.
3 The maintenance of a risk profile that is compatible with an Investment Grade rating that allows comfortable access to a wider funding base.
4 Minimum appetite in the event of threats to the Bank’s reputation.
5 Special consideration of restrictions on transactions with borrowers from political parties and the media, as well as industries that could
compromise environmental sustainability.
6 No investment or finance for companies linked to the development, manufacture, distribution, storage, transfer or sale of controversial
weapons, as defined in the various United Nations conventions currently in force.
%)
<
L 7 The products and services offered to customers need to be known by all parties involved in the Institution, who must be duly trained for such
purposes, and they should be offered to customers in a way that is appropriate to their needs and in their best interests.
Minimum risk appetite for operational risks, in order to keep any potential losses below a reasonable threshold and addressing any
8 reputational impacts arising from idiosyncratic events, which are typical of these risks. This includes a minimum appetite for causing service
disruptions (lack of availability) due to technological reasons that negatively affect our customers though the different channels at their
disposal, particularly digital channels.
Strict compliance with regulations (accounting, prudential, legal and fiscal), legislation on market abuse (misuse of insider information or price
9 manipulation) and other legal requirements in all of the countries in which the Group operates, particularly those related to laws and
regulations on anti-money laundering, counter-terrorist financing, as well as compliance with international sanctions.
10 The Group does not aim to incur any actuarial risk arising from pension commitments.
11 The employee remuneration policy should enable individual interests to be aligned with the risk appetite.

Specifically, for a document to be considered a policy, it needs

5.1.5 Specific policies for the different significant ; o
to meet a series of specmc criteria.

risks
The Map of Policies is made up of Group Policies and Local
Policies of the different Group entities (geographies,
subsidiaries, etc.):

The set of policies for each of the risks, together with the
Procedures and operating and conceptual Manuals that form
part of the body of regulations of the Group and its subsidiaries,
are tools that the Group and subsidiaries rely on to expand on e Group Policies define the core general Principles and

more specific aspects of each of the risks.

For each of the Group’s significant risks, the policies describe
the principles and critical management parameters, the main
people and units involved and their duties (including the roles
and responsibilities of the various units and committees in
relation to risks and their control systems), the associated
procedures, as well as monitoring and control mechanisms.

The policies establish the framework of action in a certain area
and based on these, the Board of Directors of Banco Sabadell,
S.A., the parent company of Banco Sabadell Group, gather its
general guidelines for managing and controlling the Group’s
activities on these documents. Policies make up the highest
level within the hierarchy of documentation and the top category
of the hierarchy of documentation defined by the Group.

Criteria that the Group wishes to establish in order to
guarantee a particular level of alignment and
standardisation across the various geographies in which it
operates. These policies are used to establish and set
guidelines in different areas. They are also used to oversee
compliance with these principles in the various
geographies.

e Local Policies define Principles and Criteria for tasks carried
out by the various Entities (geographies, subsidiaries, etc.)
and which need to be adjusted individually depending on
local regulations, market situations, etc.

The Board of Directors is responsible for approving Banco
Sabadell’s Corporate Policies and Local Policies, once they have
received a favourable opinion from the Policies Forum and the
Board Delegated Committees in the relevant subject matter.
Policies are reviewed on an annual basis, provided no
circumstances arise that require an extraordinary review to be
carried out prior to the annual review.
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5.2 Risk management and control

Banco Sabadell Group has a clear organisational structure of
risk management and control and clearly defined
responsibilities.

Banco Sabadell Group fosters a risk culture that is embedded
throughout the Group, with units specialising in the treatment of
different risks, guaranteeing the independence of the risk

SOLVENCY
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function, as well as a high level of involvement of Senior
Management.

The Board of Directors has defined the following basic principles
related to risk management and control.

Banco Sabadell Group follows a prudent and balanced risk policy to ensure the sustained and

profitable growth of its business activity and to guarantee its alignment with the Group’s strategic
objectives in order to maximise the generation of value.

RESPONSIBILITY

The Board of Directors is committed to risk management and control procedures: it approves

policies, limits, the management model and procedures, as well as methodologies for risk
measurement, monitoring and control. At the executive level, there is a clear segregation of tasks
between business units, where risks originate, and risk control units.

MONITORING AND
CONTROL

The risk management framework of Banco Sabadell Group
pivots on a series of factors that seek to ensure the appropriate
supervision and monitoring of risk. The main elements used by

5.2.1 Corporate risk culture

Corporate culture and corporate values are key elements as
they reinforce ethical and responsible behaviour by all members
of the organisation. Although organisations can have and
establish rules, procedures and standards to manage and
control risks, these can be misinterpreted or misunderstood
(deliberately or otherwise) in the day-to-day running of the
organisation. A solid risk culture can prevent this from
happening.

In this respect, Banco Sabadell Group’s risk culture is one of the
differentiating aspects of the Group, firmly rooted throughout
the organisation as a result of its progressive development over
decades.

The Group’s risk culture is based on compliance with the
regulatory requirements applicable to the organisation in all
areas in which it carries out its activities, ensuring compliance
with supervisory expectations and best practices in risk
management, monitoring and control.

In addition to regulatory compliance, Banco Sabadell Group also
has some key values related to its risk culture, which are
defined by the Board of Directors and Senior Management and
are as follows:
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Risk management is underpinned by solid, ongoing procedures for ensuring that risks are in line
with predefined limits, with clearly defined responsibilities for identifying and monitoring early
warning and other indicators, as well as an advanced risk assessment methodology.

the Group to achieve this objective are the corporate risk
culture, the governance structure, the organisation of the risk
function and the Group’s planning and stress test exercises.

Figure 9. Risk culture values.
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In this respect, the Group establishes, as one of its priorities,
the maintenance of a solid risk culture in the aforesaid terms,
as it believes that this encourages adequate risk-taking, eases
the identification and management of emerging risks (which
may, at a given time and depending on how recent they are, not
yet be specifically provided for in the Risk Appetite Statement)
and it allows employees to carry out their activities and develop
business in a legal and ethical manner. Similarly, a strong risk
culture creates an environment that is able to ensure that any
activities not specifically covered in the Risk Appetite Statement
(RAS) are quickly and effectively identified, escalated and
resolved.

The risk culture in Banco Sabadell Group is implemented
through the development of policies and procedures, proactive
communication and staff training, mainly in relation to the
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critical aspects of the risk strategy and profile and, specifically,
in relation to risk-taking and risk management. In this respect,
particular care is taken to ensure an alignment between staff
remuneration and good risk management and control.

The risk culture is cross-cutting across all functions of the
organisation and is inherent in the management of each risk.

5.2.2 Governance structure

The Board of Directors of Banco de Sabadell, S.A. is the body
responsible for establishing the general guidelines for the
organisational distribution of the risk management and control
functions, as well as determining the main strategies in this
regard, ensuring consistency with the Group’s short and long-
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term strategic objectives, as well as with the business plan,
capital and liquidity planning, risk-taking capacity and
remuneration schemes and policies.

The Board of Directors of Banco de Sabadell, S.A. is also
responsible for approving the Group’s Global Risk Framework.

In addition, within the Board of Directors of Banco de Sabadell,
S.A. itself, there are five Committees involved in the Group’s
Global Risk Framework and, therefore, in risk management and
control (the Delegated Credit Committee, the Board Risk
Committee, the Remuneration Committee, the Audit and
Control Committee and the Strategy and Sustainability
Committee). There are also other Committees and units with a
significant level of involvement in the risk function.

Figure 10. Governing bodies, responsibilities and reporting channels in risk management.
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In addition to those shown in the figure, there are other specific
committees in place for particular areas, such as the Models
Committee, the Planning and Capital Committee, the Provisions
Committee or the Investments and Liquidity Committee.

The defined governance structure aims to ensure the adequate
development and implementation of the Global Risk Framework
and, therefore, of the risk management and control activity
within the Group, while at the same time it aims to facilitate:

e The participation and involvement of the Group’s governing
bodies and Senior Management in decisions regarding
risks, and also in their supervision and control.

e The alignment of objectives at all levels, monitoring their
achievement and implementing corrective measures where
necessary.

e The existence of an adequate management and control
environment for all risks.
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Risk information flow

To ensure the effective transfer of information related to risks
and their evolution to the governing bodies and to senior
management, Banco Sabadell Group has established reporting
procedures that guarantee the management, control and
monitoring of risk.

Banco Sabadell Group ensures that risk is regularly monitored
in order to, on one hand, continuously monitor changes in risk
through the key risk indicators and, on the other hand, enable a
swift identification and rectification of any weaknesses in the
mechanisms implemented to manage and control risk. This
information flow ensures the involvement of all areas
responsible for the management of each type of risk, and it
ensures that senior management and the Board of Directors are
also involved.

To that end, the Group has various tools and dashboards that
facilitate the monitoring and communication of risk levels by the
units and Committees involved for each risk.
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The reports escalated to the governing bodies and to senior
management contain information on the activities carried out,
profitability and the level of risk taken. The frequency of
communications varies depending on the nature and
characteristics of the risk, consistent always with efficient
management and in line with the RAF.

In addition to internal reporting, Banco Sabadell Group prepares
the information required in order to comply with legal and
supervisory obligations and to follow best practices relating to
market transparency.

5.2.3 Organisation of the risk function

The Group establishes an organisational model for assigning
and coordinating risk control responsibilities based on the three
lines of defence. This model is described, for each of the risks,
in the various policies that make up the Group’s regulations,
which assign specific responsibilities to each of the three lines
of defence.

For each line of defence, the set of risk policies describes and
assigns responsibilities, as appropriate, to the following
functions (or any additional ones that ought to be considered):

e First line of defence: is responsible for maintaining
adequate and effective internal control and implementing
corrective actions to rectify deficiencies in its processes and
controls. It is formed by business lines and business units.
The functions attributed to this line of defence in the Global
Risk Framework are:

— Maintain effective internal controls and performing risk
assessment and control procedures on a daily basis.

— ldentify, quantify, controlling and mitigating risks,
complying with internal policies and procedures and
ensuring that activities are consistent with the
established targets and objectives.

- Implementing adequate management and oversight
processes to ensure compliance with regulations,
focusing mainly on control errors, inadequate processes
and unforeseen events.

e Second line of defence: in general, the second line of
defence ensures that the first line of defence is well
designed and performs its assigned duties. It also puts
forward suggestions for its continuous improvement. The
core duties attributed to this line are:

Internal control function

— Ensure the existence and regular updating of a Global
Risk Framework that establishes the basic principles for
the appropriate management and control of risks.

— Propose the Institution’s Risk Appetite Statement (RAS)
for its approval.

— Supervise the risk management and control activities
carried out by the first line of defence.

— Prepare independent opinions to support decision-
making processes.

— Analyse and regularly report to the governance and
management bodies on the Institution’s risk profile
through the RAS.
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Report to the Board Risk Committee on the situation
and potential evolution of the Institution’s risks.

Provide guidance and support to identify, assess,
monitor, manage and mitigate the Institution’s risks.

Compliance function

Monitoring and supervising the adaptation to new
regulations through proactive management to ensure
regular and systematic monitoring of legal actions.

Identifying and periodically assessing compliance risk in
the different areas of activity and contributing to their
management in an efficient manner.

Establishing an updated supervision and control
programme.

Supervising the risk management activities carried out
by the first line of defence.

Keeping documentary evidence of checks carried out by
Compliance.

Submitting to the administrative and management
bodies the regular or ad hoc reports on regulatory
compliance that are legally required at any given time.

Reporting to the administrative and management
bodies on relevant information concerning compliance.

Assisting the Board of Directors or Senior Management
in compliance matters.

Overseeing and coordinating inspections, responses to
the requirements of supervisors and regulators and
reviewing compliance with their recommendations.

Taking on institutional and  communication
responsibilities with public bodies and supervisory
entities in relation to matters in its sphere of
competence.

Assigning functional responsibilities for regulatory
compliance when necessary.

Intervening in the development of remuneration policies
and practices.

In relation to anti-money laundering and counter-
terrorist financing (AML/CTF) and international
sanctions, implementing, managing and updating the
corresponding policies and procedures.

Promoting a culture of compliance and appropriate
conduct in each of the Group entities, adopting
measures that will enable employees to obtain the
training and experience they need to carry out their
duties properly.

Collaborating in the development of training
programmes in order to advise and make employees
aware of the importance of complying with established
internal procedures.

Ensuring the existence of a protocol for coordination
with national and international subsidiaries and the
foreign branches and offices.

Providing advice on data protection matters through the
Data Protection Office to subsidiaries based in Spain.
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o The second line of defence has a cross-cutting role covering
all risks identified by Banco Sabadell Group and it aims to
minimise the possibility of any breach of regulations
occurring in relation to the Group’s risks, and ensure that
any such breach is promptly identified, reported and
resolved, and that appropriate preventive measures are put
in place.

e Third line of defence: helps the Group to achieve its
objectives by providing a systematic, disciplined approach
to assess the adequacy and effectiveness of the
organisation’s governance processes and its risk
management and internal control activities.

The role of the third line of defence falls to the Internal Audit
unit which is tasked with assisting the Governing Bodies and
Management in safeguarding the organisation’s assets,
reputation and sustainability through an independent,
objective service that assures the quality, consistency and
effectiveness of internal control, risk management and
governance systems, including the first and second lines of
defence.

The Internal Audit function shall be responsible for:

— Drawing up an annual internal audit plan using an
appropriate risk-based approach for its review and
approval by the relevant governing body.

- Reviewing and adjusting the internal audit plan, as
necessary, in response to changes in the Group’s
businesses, risks, activities, programmes, systems and
controls.

— Carrying out each action indicated in the internal audit
plan, including the establishment of objectives and the
scope of activity, the allocation of appropriate resources
and their supervision, the appropriate documentation of
work schemes and the results of tests, and the
communication to stakeholders of the results of the
engagement, along with the applicable conclusions and
recommendations.

- Monitoring the observations and corrective actions, and
regularly inform the Audit Committee any corrective
action not been effectively implemented.

— Reviewing compliance with the relevant policies and
procedures of the organisation.

— Assisting executive units in the deterrence and
detection of fraud, by reviewing and evaluating the
adequacy and effectiveness of existing controls and
measuring the level of exposure/risk in the Group’s
various operational processes.

— Providing updates on the status of the proposed
recommendations and their level of implementation.
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The above duties of the three lines of defence apply to all of the
risks described in the corresponding chapters of this report,
irrespective of the unit carrying out the duties in each case. -

The Group has a robust Control Function (Internal Control and
Credit Risk Control) in place, which is independent of business
units. Note should be taken of the following:

e The supervisory role of the Board Risk Committee, which is
made up of non-executive members of the Board of
Directors, and whose main responsibility is to ensure that
all of the Institution’s risks are adequately taken, controlled
and managed in accordance with the RAS approved by the
Board of Directors.

e The Risk Control function, which monitors and assesses the
most significant risks, ensuring that all of the identified risks
are effectively supervised by the various business units and
ensuring that the Group’s risk profile is in line with its Risk
Appetite Statement at all times.

e The Risk Control function is responsible for reporting on the
evolution of risk to Senior Management and the Board of
Directors. Every month (with the exception of August), the
Regulation and Risk Control Unit reports on the evolution of
the main risk metrics, focusing particularly on first-tier RAS
metrics. This information is submitted to the Board Risk
Committee, which is assigned responsibility for risk
oversight by the Board of Directors. Additionally, more
detailed metrics relating to each risk are submitted to the
Technical Risks Committee once a month.

e The Internal Audit function oversees the effective
enforcement of risk management policies and procedures,
evaluating the sufficiency and effectiveness of the
management and control activities carried out by each
functional and executive unit. This includes the verification
of the design and effectiveness of everything set out in the
RAS, its alignment with the supervisory framework and the
assurance of its implementation and subsequent
integration into the Group’s management processes.

The CRO has the aggregated responsibilities of the second line
of defence and the supporting duties of generating context and
content relating to continued management and interactions
with supervisors. The CRO is responsible for the following units:
Credit Risk Control Unit, Internal Control Unit, Compliance Unit
and Validation Unit. In addition, the Models Unit, Regulation,
Public Policy and Supervisor Relations Unit report directly to the
CRO.

The figure below shows the structure of the governing bodies
and key units involved in risk management, differentiated
according to their place in the model of the three lines of
defence.
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Figure 11. Governing bodies and the model of three lines of defence.
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Tier 1 Committees are understood to be those committees whose members and functions are approved by the Board of Directors, while

in the case of Tier 2 Committees, they are approved by the Management Committee.

5.2.4 Planning and stress test exercises

Under the risk management, control and mitigation framework,
Banco Sabadell Group carries out stress tests and projections
of the main risks, which enable their early and appropriate
management.

Banco Sabadell Group has an internal process in place to
conduct planning and stress testing exercises, which involves
teams that have extensive experience in these exercises and
entails carrying out an in-depth analysis of changes in the
Group’s income statement and balance sheet in a given
scenario.

Risk forecasting models are a key component of the Group’s
management, as they enable an assessment to be made of the
potential impact on solvency and on compliance with the Risk
Appetite arising from a series of economic scenarios that
consider the main risk factors that could affect the Group’s
earnings and solvency. There are three main uses of the
forecasting techniques developed by the Group: preparation of
the Strategic and financial plans, development of internal stress
tests and development of regulatory stress tests.

The various exercises related to internal forecasts, the Strategic
Plan or the stress tests are not independent of each other,
rather, they are interconnected in terms of the definition of the
economic scenarios used and in relation to other exercises such
as liquidity stress tests and the establishment of Recovery
Plans.
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Internal economic scenarios are described in terms of the main
macroeconomic figures (GDP, unemployment rate, etc.) and in
terms of financial variables (house prices, interest rates,
exchange rates, etc.) and generally adhere to the following
structure:

e Baseline scenario: this is the most likely economic scenario,
which is used in the development of financial planning and
as a baseline scenario in the internal capital adequacy
assessment process (ICAAP) and the internal liquidity
adequacy assessment process (ILAAP).

e Global systemic adverse scenario: this is an adverse
scenario that, though possible, is unlikely to materialise. It
considers a global economic recession. This scenario is
used as the most adverse scenario in the ICAAP and is also
considered in the ILAAP.

e Specific adverse scenarios: these are adverse scenarios
that reflect situations affecting the specific risk profile of the
Group and its main vulnerabilities.

e Recovery scenario: this is the most adverse of all possible
scenarios. Based on the global systemic adverse scenario,
it introduces an additional level of stress that is sufficient to
make it comparable to the type of situation for which the
recovery plan has been prepared.
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Internal Stress test

As part of the ICAAP, the Group regularly conducts multi-year
stress test exercises (forecast over three years) in order to
assess the potential impact of adverse economic scenarios on
the Group’s solvency and compliance with the Risk Appetite
Framework. The economic scenarios are designed and selected
to reflect feasible but unlikely adverse situations, which have
also been adapted to the specific characteristics of the Group’s
business: composition and geographical location of the risks.

The stress tests conducted internally by the Group are
integrated into its management procedures. They assess the
impact of adverse economic scenarios on the level of
compliance with the Risk Appetite Framework as well as the
impact that a potential adverse scenario could have on each
business unit. Reporting the results of the tests to management
bodies for approval makes it possible to ensure that the Group
has the necessary information to determine the Group’s
solvency and situation in terms of compliance with its Risk
Appetite in adverse situations.

The results of these tests are used as an input factor that is
included in the review and definition of the different thresholds
(targets or tolerance limits) in relation to the metrics used to
define the Group’s risk appetite.

These scenarios are complemented by the identification of
specific events, under the framework of carrying out reverse
stress testing exercises, which could represent significant risks
to the Group’s solvency.
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Regulatory Stress test

The Group participates in the regulatory stress tests carried out
by the European Banking Authority, in cooperation with national
competent authorities, the European Central Bank and the
European Systemic Risk Board. These tests are carried out
every two years and address the main risks taken by the Group.
They evaluate institutions’ solvency in a baseline scenario and
in an adverse scenario covering a three-year period, and they
are used as a basis to establish Pillar 2G.

The Group conducts regulatory stress tests using existing
internal methodologies, although these are subject to the
methodological restrictions of the regulatory stress test. This
allows it to analyse and consider, in internal processes, the
results of the regulatory stress test as an additional element to
assess internal stress tests and vice versa.
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The information in this chapter complies with the information requirements in relation to capital, with detailed
information from the following articles of the CRR: Article 437 on own funds, Article 437a on own funds and
eligible liabilities, Article 438 on capital requirements, Article 440 on capital buffers and Article 447 on key

Regulation (EU) 2021/637.

6.1 Capital management

Introduction

The management of capital is the result of an ongoing capital
planning process. This process considers the expected
evolution of the economic, regulatory and sectoral environment,
as well as central and adverse scenarios.

The planning takes into account the expected capital
requirements for the various activities engaged in by the Group
and which arise from its business model, under the various
envisaged scenarios, and the market conditions that could
determine the effectiveness of the various actions that may be
considered. The process is always in line with the strategic
objectives of the Group and aims to ensure a level of own funds
that is appropriate to the risks inherent in banking activities and
the business model, whilst also ensuring returns for
shareholders.

As regards capital management, as a general policy, the Group
aims to adjust its available capital to the risk profile.

Each year, the Group carries out an internal capital adequacy
assessment process. This process consists of an analysis and
assessment of the Group’s business model, based on which the
risks incurred are identified. The Group carries out a qualitative
self-assessment of the inherent risk taken in each risk type, the
residual risk after considering the policies and procedures, as
well as the acceptance, measurement and control systems for
each risk, in addition to the relevant mitigation techniques.

Based on the inventory of the Group’s material risks and their
management, a comprehensive quantitative assessment of the
necessary capital based on internal approaches (economic
capital) is established, its scope exceeding the risks covered by
Pillar 1, integrating the models used by the Group (for example,
borrower rating systems, credit ratings and credit scores) and
other internal estimates appropriate to each type of risk (for
example, AMA model in the case of operational risk).
Additionally, forward-looking exercises are carried out which
consider the Institution’s financial and business plans as well
as stress tests, in order to verify whether the performance of the
business, risk and income statement in the event of potential
adverse scenarios could pose a risk to the Group’s solvency
based on the available own funds or the Group’s compliance
with its Risk Appetite Statement.

Assessing risks in terms of the capital that needs to be allocated
enables the risk to be linked to the profitability obtained at both
the transaction and customer level, all the way up to the
business unit level. The Group has implemented a risk-adjusted

indicators. Itis also in line with the requirements related to capital set out in Article 1, 4 and 5 of Implementing

Information on relevant aspects of capital management and capital adequacy is disclosed below, as well as
the main capital figures and metrics, including Pillar Il and capital buffers.

return on capital (RaRoC) system which provides this
assessment, enabling uniform comparisons to be made and
included in the transaction pricing process.

The level of solvency and capital quality are elements which are
integrated in the definition of the Group’s risk appetite, within
the Risk Appetite Framework, which also includes a definition of
target ratios and tolerance or alert thresholds.

For its part, the measurement, control and monitoring of
solvency levels form an integral pillar in the management of the
Group and its constituent companies.

6.1.1 Capital management objectives

Capital management at Banco Sabadell Group is carried out in
accordance with the Group’s Capital Management Policy,
approved by the Board of Directors and reviewed at least
annually. This policy sets forth the strategic, operating,
management and control principles, as well as the internal
governance principles that govern capital management in the
Group. It also identifies the critical management parameters
that support the effective enforcement of the principles.

Banco Sabadell Group manages capital to achieve three
objectives:

e Establish capital as an integral element of risk management
that contributes an element of prudence to such
management, guaranteeing that the level of capital is
quantitatively and qualitatively proportionate to the risks
taken, as well as to internal and external requirements.

e Efficiently assign capital to those business units which,
throughout the economic cycle, show a better risk/reward
ratio, in order to guarantee that capital remuneration is
sufficient and adequate for the Group’s business model.
This assignment is based on the business lines’ relative
returns on the capital required for their activities, and is
aligned with the Group’s risk appetite.

e Ensure that sufficient capital is available to meet capital
requirements from a static perspective, and from a
dynamic, forward-looking perspective (under a baseline or
central scenario and under relevant adverse scenarios for
the Group), taking into account the growth of each business
unit and the Group’s strategic objectives, and seeking to
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allow the Group to comfortably implement its defined
business and funding plans.

In order to achieve these objectives, the Group bases its capital
management on the following strategic principles:

Capital autonomy: the Group’s corporate structure is based on a model of legally independent subsidiaries with autonomy
in terms of capital and liquidity, with an allocation of own funds in accordance with and proportionate to the effective

Strategic location of the risks taken, and with centralised monitoring that complements the control exercised at local level, thereby

ensuring an end-to-end vision.

principles on

the Capital
Management

Capital resilience and discipline: ensure an adequate composition of available capital, promoting the selection of eligible
items with the highest possible quality. The Group's solvency and that of its constituent companies needs to be guaranteed
without losing sight of an optimal use of capital and its profitability.

6.1.2 Solvency levels

Banco Sabadell Group maintains a comfortable solvency
position, and comfortably complies with the capital
requirements to which it is subject, both in phase-in terms (i.e.
pursuant to the IFRS 9 transitional schedule) and in fully loaded
terms (i.e. without considering the transitional effects of this
schedule).

The Group maintains levels of capital that are far higher than
the regulatory minima required as at 31 December 2022, in line
with the defined capital objective, in order to maintain a
management buffer that will allow it to adjust the growth
strategy of the Group’s businesses to its capital levels.

Similarly, the Group’s leverage ratio is also significantly higher
than the regulatory minimum of 3%, both in phase-in terms and
in fully loaded terms.

Banco Sabadell Group’s solvency levels are shown below in
both fully loaded and phase-in terms.

Figure 12. Fully loaded vs. phase-in.
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Maximum value creation: investment decisions should be taken with a view to creating value for shareholders by
optimising the invested capital, allowing business management to be aligned with capital management.

The fully loaded CET1 ratio increased by 0.33% during the year,
standing at 12.55% as at year-end, partly explained by the
reduction of credit RWAs over the period, and by the increase in
CET1 capital due to the profits earned in the year and the
reduction of deductions for goodwill due to the sale of the
interest held in Solvia Servicios Inmobiliarios and for intangible
assets and non-monetisable deferred tax assets. Details of
these changes are provided in sections 6.2 Eligible own funds
and 6.3 Own funds requirements.

The fully loaded Total Capital ratio was reduced during the year
2022 by 0.68%, standing at 17.02% as at the year-end closing.
This reduction was the result of the 735 million euro reduction
of the capital base. This in turn was mainly due to the voluntary
early redemption of the total amount of preferred securities
envisaged in the conditions of the AT1 Preferred Securities
1/2017 issue, whose value amounted to 750 million euros,
placing the Tier 1 ratio at 14.62%. Details of these changes are
provided in sections 6.2 Eligible own funds and 6.3 Own funds
requirements.

In phase-in terms, all of these actions and events, in terms of
both available capital and risk-weighted assets, have enabled
Banco Sabadell Group to reach a CET1 ratio, as at 31 December
2022, of 12.68%, above the standard established in the
Supervisory Review and Evaluation Process (SREP) which, for
2023, was 8.65% (8.65% for 2022) thus being 399 basis points
above minimum requirement and prudential buffers, called
MDA (Maximum Distributable Amount). On the other hand, Tier
1 ratio of 14.75% and a Total Capital ratio of 17.08%,

The fully loaded leverage ratio was reduced during the year
2022 by 1.21% compared to the ratio as at 31 December 2021,
standing at 4.59% as at the year-end closing. This was mainly
due to the voluntary early redemption of the total amount of
preferred securities envisaged in the conditions of the AT1
Preferred Securities 1/2017 issue, whose value amounted to
750 million euros, and to the end of the transitional
arrangements that allowed exposures consisting of deposits in
central banks to be excluded.

The main figures and ratios mentioned above in relation to
solvency, in both fully loaded and phase-in terms, are set out
here below:



6. Capital

Table 6. Key capital figures and solvency ratios.
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Fully loaded Phase-In

31/12/2022 31/12/2021 31/12/2022 31/12/2021
Common Equity Tier 1 (CET1) 9,985,006 9,859,600 10,082,751 10,079,533
Tier 1 11,635,006 12,259,600 11,732,751 12,479,533
Total capital 13,546,337 14,280,869 13,587,753 14,500,802
RWA 79,559,621 80,689,104 79,544,790 80,645,579
CET1 Ratio 12.55% 12.22% 12.68% 12.50%
Tier 1 Ratio 14.62% 15.19% 14.75% 15.47%
Total capital Ratio 17.03% 17.70% 17.08% 17.98%
Leverage Ratio 4.59% 5.80% 4.62% 5.90%

Data in thousands of euro.

For more details on the performance and transitional nature of the various capital ratios, see Table KM1 in Annex Ill.

6.1.3 Minimum capital requirements

Pilar II. Supervisory review and evaluation process

The Supervisory Review and Evaluation Process (SREP)
encompasses the processes carried out by the supervisor in
order to ensure that the institutions have adequate processes,
strategies, mechanisms, capital and liquidity to guarantee
sound management and hedging of the risks to which they are
exposed, including risks that may be revealed by a stress test or
those that the Institution could pose to the financial system.

The result of the SREP, of which the ICAAP is an input,
establishes from a supervisory standpoint the minimum
prudential capital requirements applicable to each institution.
This process defines additional requirements to those set in
Pillar | (established in Article 92 of the CRR). These Pillar Il
requirements are divided in two categories:

e Pillar Il Requirement (Pillar 2R), which aims to hedge those
risks that affect the Institution and that are not adequately
or sufficiently covered by Pillar I. This requirement is
mandatory.

e Pillar Il Guidance (Pillar 2G), which aims to protect against
the deterioration of the solvency of an institution during an
adverse situation, beyond the capital conservation buffer.
Compliance with this requirement is not strictly binding in
the sense that non-compliance does not trigger automatic
measures by the ECB. Nonetheless, the ECB does monitor
compliance with this requirement, and in the event of non-
compliance, it may request the necessary action plans to go
back to that level, as well as the establishment of additional
control measures.

The various elements of the regulatory framework stipulate that
credit institutions must comply with a Total Capital ratio of 8%
at all times. However, regulators may exercise their powers and
require institutions to maintain additional capital.

Minimum ratios required for each type of Capital

The CRR not only establishes the division of eligible own funds
into Tier 1, Tier 2 and Common Equity Tier 1 (which is a sub-
category of Tier 1), but also includes in its Article 92 the
requirement of reaching a minimum ratio for each capital tier:
4.5% for CET1, 6% for Tier 1 and 8% for the Total Capital ratio.

In addition to these requirements, institutions are also required
to comply with a specific buffer that combines the different
capital buffers (the capital conservation buffer, the specific
countercyclical buffer and the systemic risk buffer), on top of
CET1 capital. For more details on capital buffer requirements
see section 6.4 Capital buffers.

However, it must be taken into account that regulators can
exercise their powers and require institutions to maintain
additional levels of capital.

On 2 February 2022, Banco Sabadell received the decision of
the European Central Bank concerning the minimum prudential
requirements applicable to it from 1 March 2022 onwards, as a
result of the Supervisory Review and Evaluation Process (SREP).
The requirement, applicable on a consolidated basis, calls for
Banco Sabadell to keep a phase-in Common Equity Tier 1 (CET1)
ratio of at least 8.46% and a phase-in Total Capital ratio of at
least 12.90%. These ratios include the minimum required under
Pillar | (8.00%, of which 4.50% corresponds to CET1), the Pillar
2R (2.15%, of which 1.21% corresponds to CET1), the capital
conservation buffer (2.50%), the requirement arising from the
Institution’s being considered as an “other systemically
important institution” (0.25%) and the countercyclical buffer
(0%).

On 14 December 2022, Banco Sabadell received the decision
of the European Central Bank with regard to the minimum
prudential requirements applicable from 1 January 2023
onwards as a result of the Supervisory Review and Evaluation
Process (SREP). At a consolidated level, Banco Sabadell is
required to keep a phase-in Common Equity Tier 1 (CET1) ratio
of at least 8.65% and a phase-in Total Capital ratio of at least
13.09%. These ratios include the minimum required by Pillar 1
(8%, of which 4.50% corresponds to CET1), the Pillar 2
requirement (Pillar 2R) (2.15%, of which 1.21% must be met
with CET1), the capital conservation buffer (2.50%), the
requirement arising from its consideration as an O-SlI (other
systemically important institution) (0.25%) and the
countercyclical buffer (0.19%) stemming from the decision
made by the Bank of England’s Financial Policy Committee
(FPC) on 13 December 2021 to increase the countercyclical
buffer from 0% to 1% starting 13 December 2022, and from
Regulation No 22-06 of Luxembourg’s Commission de
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Surveillance du Secteur Financier, which increases the
aforesaid buffer from 0% to 0.5% starting 30 September 2022.

Figure 13. Summary of buffer requirements and
compliance with regulatory ratio.
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This CET1 requirement for 2023 includes:
e The minimum required by Pillar | (4.50%).
e The Pillar 2R (1.21%).

*  The capital conservation buffer (2.50%).

*  The requirement arising from its consideration as an O-Sl|
(other systemically important institution) (0.25%).

*  The countercyclical capital buffer (0.19%).

6.1.4 Internal Capital Adequacy Assessment
Process

This process aims for institutions to establish complete,
effective and solid processes and strategies that enable the
assessment and maintenance of the necessary internal
resources, and their composition, according to their risk profile,
as well as a robust internal control and governance framework.

The internal capital adequacy assessment process (ICAAP) is a
key element of capital management in Banco Sabadell Group.

ICAAP regulatory framework

The internal capital adequacy assessment process is
contemplated in the existing regulations on capital adequacy
(Article 73 of Directive 2013/36/EU, transposed to Law
10/2014 of 26 June). It is carried out following the principles
and information requirements described in the guidelines
issued by the EBA, Guidelines on ICAAP and ILAAP Information
Collected for SREP Purposes (EBA/GL/2016/10). It also
considers the principles described by the ECB in the guide
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issued in November 2018, ECB Guide to the Internal Capital
Adequacy Assessment Process (ICAAP).

Law 10/2014 on the organisation, supervision and solvency of
credit institutions also mentions in Article 41 the need for credit
institutions to conduct a regular self-assessment of capital
adequacy.

In addition to the EBA and ECB guides, any guidelines or
recommendations that may have arisen from the supervisory
review and evaluation process of the ICAAP are considered in
the development of the process.

ICAAP process at Banco Sabadell Group

Banco Sabadell Group conducts its internal capital adequacy
assessment process on a consolidated basis throughout the
year, in order to carry out a complete assessment of the risks
taken by the Group and generate a relevant, up-to-date, all-
encompassing and prospective understanding of the adequacy
of the levels of capital.

The ICAAP has a solid governance framework, with high
involvement from Senior Management, the Board of Directors
being ultimately responsible for its review and approval.

Banco Sabadell Group develops the ICAAP from an all-
encompassing perspective, so as to generate an assessment of
the adequacy of the level of internal capital, taking into account
the Group’s structure and business model from different
perspectives.

The ICAAP process is seen as a complementary tool to Basel
Pillar 1 (Regulatory Capital), which first analyses the Group’s
business model within its economic, financial and regulatory
environment, and its sustainability and short- and medium-term
feasibility. The Group’s business model implies the acceptance
of risks and, therefore, the definition of a risk profile. In this
sense, as part of the ICAAP, an identification of the material
risks derived from the Group’s activities is included, and a self-
assessment is carried out of the inherent and residual risk
entailed by such risks after considering the risk governance,
management and control systems.

Based on the inventory of the Group’s material risks and their
management, a comprehensive quantitative assessment of the
necessary capital based on internal approaches (economic
capital) is established, its scope exceeding the risks covered by
Pillar 1, integrating the models used by the Group (for example,
borrower rating systems, credit ratings and credit scores) and
other internal estimates appropriate to each type of risk.

In addition, the ICAAP includes forward-looking analyses
covering a time horizon of three years (or up to 30 years in the
case of scenarios designed to forecast climate risk). These
analyses are carried out under a baseline economic scenario,
but also under plausible if unlikely adverse scenarios (stress
tests), which are relevant to the Group and, therefore, reflect
adverse situations that may have a particular effect on the
Group. The baseline forecast includes the Group’s business and
financial plans. These forecasts are carried out to verify whether
the performance of the business, risk and profit and loss
accounts in the event of potential adverse scenarios could pose
a risk to the Group’s solvency based on the available own funds
or the Group’s compliance with its Risk Appetite Statement. As
a result of these exercises, the Bank can detect weaknesses
and propose, if necessary, action plans that mitigate the
identified risks.
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Forward-looking analyses under adverse scenarios are
complemented by reverse stress tests, which identify
idiosyncratic characteristics of the Group that may pose a
relevant risk to its solvency if it were to materialise.

The combination of different solvency measurements (static or
dynamic and regulatory or economic), taking into account the

Figure 14. ICAAP Process structure.
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inventory of risks affecting the Group and the main
vulnerabilities detected, makes it possible to draw a conclusion
on Group’s solvency position that is communicated quarterly to
the Board of Directors, as the body ultimately responsible for
the ICAAP. Additionally, the Board of Directors annually
approves the conclusions on the solvency position.

Capital levels and objectives

Business
model

Riskprofile ~ regulatoy

Economic
capital Capital

Stress
Baseline scenario
scenario forecastand Recovery Plan

forecast reverse stress
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Integration in capital, governance and RAF management

Economic Capital

In the development of the ICAAP, the measuring of the risks
assumed is specially important, beyond Pilar | risks, to ensure
that sufficient internal capital is available to absorb the
unexpected losses that may arise from these risks (Economic
Capital). Banco Sabadell Group has the necessary tools to
measure all material risks taken, including Pillar | risks, other
aspects related to Pillar | risks not adequately considered in the
regulatory framework (concentration risk in credit exposures,
internal approaches to operational risk, etc.) and also other
risks not considered in Pillar | (structural interest rate, business,
etc.). Liquidity risk is excluded from the calculation of economic
capital, as it is considered that it should not be managed or
measured under a solvency approach.

The calculation of economic capital requirements also
incorporates an overview of the portfolio. Therefore, the risks
taken are measured within the context of a financial Group,
including the effects of risk diversification that may arise, for
instance, from having a credit portfolio with some degree of
international diversification, but also with a balance between
different asset and borrower classes.

The internal solvency level is set by comparing internal capital
requirements and eligible own funds that include CET1. Banco
Sabadell Group has an adequate level of capital for its risk
profile based on an economic or internal perspective.

6.1.5 Organisation of the capital function

Integration in management

The measurement, control and monitoring of solvency levels
form an integral pillar in the management of the Group and its

constituent companies. The key elements in which they are
integrated into capital management procedures are as follows:

e Incorporation in the strategic and budget planning process
to determine the capital levels that the Group needs to have
in place to guarantee the successful implementation of its
strategy. They form the basis of financial planning, which is
part of the funding plan and of capital planning.

e Integration of capital levels into the Group’s risk appetite
and thresholds that can activate specific active
management measures and, if necessary, recovery options.

e The ICAAP, as an ongoing process that includes a series of
exercises, including a business model analysis, an
assessment of the Group’s risk profile, capital target-
setting, capital planning and stress tests and capital
adequacy, assessed from both a regulatory and economic
perspective. This process enables a strategic, granular and
holistic reflection firmly rooted in the Group’s risk and
capital situation to take place, with a high level of
involvement of the Group’s Senior Management.

e Definition of a pricing framework to remunerate capital
requirements generated by the risks taken, in such a way as
to ensure that the Group maintains a general target for
creating shareholder value in specific transactions and
business lines.

e Ensure the efficient allocation of capital by business and by
risk, so as to enable appropriate decisions to be taken in
accordance with the risk-return trade-off.

e The capital policy focuses on upholding shareholder
remuneration without putting the Group’s solvency at risk.
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Integration of the capital management policy in the
development of remuneration policies and practices, in
such a way as to ensure that these are consistent with the
requirement to hold a sound and solid capital base, and
generate the necessary incentives in that regard.

Limiting the execution of treasury stock transactions to
events which, within the limits authorised by the regulator,
are carried out for specific purposes that do not endanger
the Group’s solvency.

Control framework

Capital management is subject to a control framework based on
the three lines of defence.

The first line of defence comprises the Finance Unit and the
Credit Forecasting Models & ICAAP Unit:

56

The duties of the Finance Unit notably include:

— Calculation, analysis and reporting of regulatory capital
and associated metrics, such as risk-adjusted return
and value creation of the various business units.

— Preparation of funding plans, capital requirements and
forecasts under the different scenarios considered.

— Development and management of the stress test
analysis framework within the Institution’s financial
planning process.

— Preparation, approval and submission of COREP
statements.

— Integration of capital-related metrics into business
management.

— Incorporation of capital management metrics into
management information systems.

— Dissemination of the Group’s capital management
principles and policies in subsidiaries.

— Definition of the control and coordination framework
between the Group and its subsidiaries for adequate
monitoring and reporting of capital requirements and
provisions.

— Provision of support to the CEO and the Chief Risk
Officer in developing the Global Risk Framework.

— Within the planning, budgeting and management
control processes, conduct capital allocation in a
manner aligned with the Group’s strategy.

— Development of the Recovery Plan.

- Monitoring and MREL

requirements.

management of the

The duties of the Credit Forecasting Models & ICAAP Unit
include:

— Calculation, analysis and reports on economic capital
and the associated metrics.

— Calculation of the solvency level and preparation of the
internal capital adequacy assessment (ICAAP), as well
as coordination of the participation of other units in its
preparation.

— Quantification of economic capital calculations and
assurance that specific risk measurement models
follow generally accepted principles and
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methodologies, and in particular those accepted by
supervisory bodies.

The second line of defence is formed by the Internal Control Unit
and the Validation Unit:

Internal Control Unit: It is mainly responsible for the
identification and self-assessment of the material risks to
which the Group is exposed (risk assessment), as well as for
promoting the review and update of the Group's Risk
Appetite Framework (RAF) and its risk appetite through the
RAS. Its duties include the following:

— Ensure the integration of capital management into the
strategy and risk management framework, and ensure
that capital management is consistent with the risk
appetite.

— Monitor capital and return on capital metrics in terms of
their alignment with the risk appetite within the RAS
monitoring framework.

The Validation Unit is mainly responsible for:

— The methodological review of the internal models used
in the allocation of capital through their independent
review, following the criteria established in the Group
Model Governance Framework and the Internal
Validation Framework.

- Ensuring the adequacy of the process for calculating
eligible own funds and reviewing the methodology for
calculating RWAs.

- Reviewing and controlling the capital calculation
process, including regular checks on the development
of the components of the capital calculation, as well as
monitoring of the processes and controls established by
the Finance Unit and implemented within the First Line
of Defence’s control environment.

— The methodological review of the economic capital and
financial planning models used in the framework of the
Group’s ICAAP.

— Controlling the adequate generation and use of
scenarios as specified in the Group’s Scenario Policy.

Finally, the third line of defence is made up of Internal Audit,
which is in charge of regularly supervising the control
environment, following a risk-based approach, in order to verify
its alignment and compliance with policies and procedures.

Roles and responsibilities in capital management

Capital management is a fundamental aspect for Banco
Sabadell Group. The involvement of the Group’s governing
bodies in this management takes place at the highest level in
all aspects relating to the Group’s solvency.

Board of Directors: as the highest decision-making body in
Banco Sabadell Group, its responsibility is the formal
approval of capital principles and policies governing the
same on both an individual and consolidated basis.
Similarly, it is tasked with approving all decisions that have
not been delegated to lower-level bodies related to capital.

Management Committee: coordinates the executive
management of Banco Sabadell, exercising for such
purposes any powers conferred to it by the Board of
Directors, which are indicated in detail in the Annual Report
on Corporate Governance published by Banco Sabadell.
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Risk Control Committee: oversees the management of all of
the Group’s material risks.

Audit and Control Committee: carries out the independent
supervision and control of Banco Sabadell Group.

Remuneration Committee: this is the main committee
responsible for proposing the remuneration policy for Board
members and general managers to the Group’s Board of
Directors.

Additionally, the Planning and Capital Committee has been
established. Its duties include:

Approval of non-material initiatives relating to capital
management (changes of less than 5 basis points of CET1
ratio), which will be notified to higher Committees. For
changes above this threshold, the Management Committee
will establish the level to which the matter needs to be
escalated.

Approval of procedures related to the policy for capital
management, financial planning, solvency stress tests and
guarantees.

Approval of updates relating to the Crisis Management and
Control Procedure (both the Group procedure and the
Banco Sabadell procedure) and to the Group’s Recovery
Plan Procedure.

Semi-annual approval of the amount to be requested from
the supervisor in terms of the eligibility of results.

Review of the annual Pillar Il Disclosures reports and
approval of the quarterly disclosures (first and third
quarter).

Authorisation of the application of waivers on the grounds
of the materiality, confidentiality or non-public nature of the
prudential disclosures, based on that provided in the
Financial and Related Non-Financial Disclosures Policy.

Review of the financial planning processes under baseline,
adverse and highly adverse scenarios, prior to their
escalation to the corresponding bodies for approval.

Review of the ICAAP prior to it being escalated to the
corresponding bodies for approval.

Monitoring, at least quarterly, of the validity of the ICAAP
conclusions in relation to the adequacy of Banco Sabadell
Group’s solvency level and submission to the Management
Committee.

Review of the regulatory stress test exercises.

Proposal, monitoring and coordination of initiatives to
ensure the alignment of capital ratios with the Group’s
targets and objectives.

Proposal to the relevant governing bodies of the maximum
volume of treasury stock.

Assessment of the main risks to the capital position in the
near term.

Review and approval of the eligibility of the different new
types of collateral for risk mitigation purposes in the
calculation of capital requirements.

Review and update of the policies related to capital
management and the stress test for subsequent approval
by the relevant governing body.
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Monitoring of capital ratios and metrics during the monthly
closing processes at the Group level and monitoring of
capital allocated to business units.

Monitoring of capital ratio forecasts during the quarterly
closing processes.

Analysis of the impact and establishment of proposals for
actions required by changes in regulations or in their
interpretation.

Review of the findings and requirements identified by the
supervisor and by the second and third lines of defence of
the Institution.

Analysis of the causes of quarterly and monthly changes in
the main capital metrics and, depending on the metric,
breakdown by business unit.

Monitoring and benchmarking of competing institutions.

Monitoring, review and approval, on a quarterly basis, of the
new internal control framework of Banco Sabadell Group for
regulatory capital purposes.

Quarterly reconciliation between the publicly reported
capital ratios and the final ratios subsequently reported in
the COREP statements.

Finally, there are other Committees involved in capital
management:

Technical Risks Committee: provides adequate support to
the Board Risk Committee for the performance of its duties
and establishes the foundations that guide the main
decisions and strategies for risk management and control.

Models Committee: acts on the perimeter of models defined
in the Group’s internal model governance framework, and
its main objective is the management, monitoring and
control of these models throughout their life cycle. It also
has various powers of approval according to the
classification levels of the materiality of the changes in the
models.

Assets and Liabilities Committee (ALCO): this is the
management body responsible for optimising and
monitoring the management of the Group’s structural
balance sheet risks.
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6.2 Eligible own funds

6.2.1 Composition of own funds Regulatory
framework

Regulatory framework

The categorisation of own funds is conducted in accordance
with Regulation (EU) 575/2013 and its subsequent
amendments, the most relevant ones in the period being those
brought by Regulation (EU) 2019/630 and Regulation (EU)
2019/876 which introduce the prudential backstop deduction
and the bulk of CRR2 amendments, respectively.

Accordingly, own funds are considered to be Tier 1 capital items
and instruments, defined as the sum of Common Equity Tier 1
(CET1) and Additional Tier 1 (AT1) capital, as referred to in Part
Two, Title I, Chapters | to lll, after making the adjustments set
out in Articles 32 to 35 and the deductions set out in Article 36,
and after applying the exemptions and options set out in Articles
48, 49 and 79 and after deducting the items referred to in
Article 56 and applying Article 79, respectively.
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In addition, Tier 2 capital items, as defined in Part Two, Chapter
IV, Section | are considered, and the deductions defined as such
in Section Il of the same Chapter (Article 66) are applied, and
Article 79 is also applied.

6.2.2 Total amount of eligible own funds

The following table shows the main items comprising eligible
own funds in terms of solvency in Banco Sabadell Group
(Common Equity Tier 1, Additional Tier 1 and Tier 2), in
accordance with the criteria set forth in Part Two of the CRR:
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Table 7.  Total amount of eligible own funds.
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31/12/2022 30/09/2022 30/06/2022 31/03/2022 31/12/2021

Minimum own funds requirements with no floor™ 6,363,583 6,477,169 6,444,437 6,428,877 6,451,646
(+) Share capital and similar funds 703,371 703,371 703,371 703,371 703,371
(+) Reserves 12,409,580 12,430,663 12,453,051 12,480,841 12,157,819
(+) Profit attributed to Group net of dividends 429,321 157,463 157,463 0 361,429
(+/-) Treasury portfolio and financing for the purchase of own shares® -107,847 -110,654 -81,602 -82,779 -85,753
(+) Minority interests — — — _ _
(+/-) Valuation adjustments -641,901 -552,411 -499,846 -437,546 -368,285
() Deductions and transitory effects" -2,709,773 -2,695,481 2,712,970 2,715,251 2,689,047
Common Equity Tier 1 own funds 10,082,751 9,932,951 10,019,467 9,932,468 10,079,533
(+) Preference shares 1,650,000 1,650,000 1,650,000 1,650,000 2,400,000
(+) Convertible bonds — — — _ _
(+) Minority interests — — _ _ _
(+) Negative valuation adjustments — — — - -
(-) Deductions — — — _ _
Additional Tier 1 own funds 1,650,000 1,650,000 1,650,000 1,650,000 2,400,000

Total Tier 1 own funds

11,732,751 11,582,951 11,669,467 11,582,468 12,479,533

(+) Subordinated loans 1,648,967 1,674,109 1,699,250 1,724,118 1,748,713
(+) Minority interests — — — — —
(+) Credit risk adjustments® 262,364 266,702 273,828 272,647 272,557
(-) Deductions -56,330 -31,264 — — —
Total Tier 2 own funds 1,855,001 1,909,547 1,973,078 1,996,764 2,021,270

Total eligible own funds (Phase-In)

13,587,753 13,492,498 13,642,545 13,579,233 14,500,802

CET1 Ratio
Tier 1 Ratio
Total capital Ratio

12.68% 12.27% 12.44% 12.36% 12.50%
14.75% 14.31% 14.49% 14.41% 15.47%
17.08% 16.66% 16.94% 16.90% 17.98%

Amounts in thousand euro. Phase-in Scenario.
@ 0wn funds requirements calculated as 8% of RWEA.

@ Treasury shares: the maximum limit of own treasury shares authorized by the supervisor (-50.000 thousand euro) and the financing of treasury portfolio (-57.847 thousand euro) are deducted.

® Excess of provisions according to IRB over eligible expected losses. It takes into account the excess that occurs between the sum of the value corrections for asset impairment and the risk provisions
assigned to the exposures calculated according to the IRB method once they are compared with the corresponding expected losses, in the part that does not exceed 0.6% of the risk-weighted exposures.

@ Includes the main deductions (-2.807.519 thousand euro) from goodwill and intangible assets (-2.144.909 thousand euro) and tax loss carryforwards and DTA thresholds (-537.712 thousand euro), the
difference corresponding to backstops, expected losses on equities, junior tranches of securitizations and other items (-124.898 thousand euro), as well as the transitional adjustment to CET1 due to IFRS9

(97.745 thousand euro).

The Group’s eligible own funds as at 31 December 2022
amount to 13,587,753 thousand euros. Common Equity Tier 1
capital amounts to 10,082,751 thousand euros, 74.20% of the
total eligible capital in terms of solvency.

Additional Tier 1 own funds amounted to 1,650,000 thousand
euros and represented 12.14% of the total eligible capital of the
Bank in terms of solvency, consisting entirely of AT1
instruments.

Tier 2 own funds amount to 1,855,001 thousand euros. This
figure represents 13.65% of the total eligible capital in terms of
solvency.

Main own funds variations in the period:

e Increased profit attributable to the Group (328,404
thousand euros), from which the estimated dividend should
be deducted (-260,512 thousand euros). This entails a
contribution to CET1 capital of 67,892 thousand euros.

e Variation of reserves (251,762 thousand euros) due to
retained earnings from previous years, reduced by the
payment of coupons of convertible bonds and preferred
securities in the period, reflected in CET1 capital.

e In terms of deductions and transitory effects, it is worth
noting the reduction of the transitory effect of IFRS 9
provisions (-122,187 thousand euros) due to the change in
the transitional factor itself. On the other hand, the
deduction derived from deferred tax assets originated by
temporary differences increased by -72,648 thousand
euros.

e There has been a reduction in the deduction for goodwill
and intangibles (82,731 thousand euros), mainly due to the
amortisation of IT intangibles.

e Valuation adjustments, which resulted in a Common Equity
Tier 1 capital balance variation of -273,616 thousand
euros, with the deduction going from -368,285 thousand
euros to -641,901 thousand euros. This increase in the
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deduction is mainly due to the evolution of the fixed income
instruments item, in turn due to higher interest rates.

In overall terms, Tier 1 capital has decreased by 746,782
thousand euros compared to the figure reported in 2021,
Additional Tier 1 capital has decreased by 750,000
thousand euros, due to the voluntary early redemption of
the total amount of preferred securities envisaged in the
conditions of the AT1 Preferred Securities 1/2017 issue,
while Tier 2 capital has decreased by 166,268 thousand
euros due to the loss of eligibility of subordinated bonds (-
99,745 thousand euros), to the change in the computation
of the excess of provisions over expected losses (-10,193
thousand euros) and to the impact of the transitional
adjustments under IFRS9 (-56,330 thousand euros), due to
the drop in the surplus of provisions below the 0.6% cap in
the phase-in scenario.

With the above, there is a decrease of 913,050 thousand
euros compared to the total own funds figure reported in
2021.
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Figure 15. Phase-in Total Capital evolution between 2021

and 2022.
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The table below shows the main movements recorded in terms
of the composition of the Group’s own funds during the period
corresponding to the last financial year:

Table 8. Movements of capital.
CET1 Capital AT1 Capital T2 Capital Total
Balance at 31/12/2021 10,079,533 2,400,000 2,021,270 14,500,802
Shares issued and share premium -22,093 — — -22,093
Reserves 251,762 — — 251,762
Attributed profit net of dividends 67,892 — — 67,892
Valuation adjustments -273,616 — — -273,616
Deductions and transitory effects -20,726 — — -20,726
AT1 eligible instruments — -750,000 — -750,000
Tier 2 eligible instruments — — -99,745 -99,745
General funds and surplus provisions under IRB approach — — -10,193 -10,193
Tier 2 Deductions and transitory effects — — -56,330 -56,330
Balance at 31/12/2022 10,082,751 1,650,000 1,855,001 13,587,753

Amounts in thousand euro. Phase-In Scenario.

6.2.3 Own funds instruments

Each of the aforementioned capital tiers is made up, among
other items, of capital instruments that form part of these tiers

due to their characteristics. In Banco Sabadell Group, the
following instruments should be mentioned:

Table 9.  List of own funds instruments.

Instrument name Issuer ISIN Type of instrument
Shares BANCO SABADELL SA ES0113860A34 Ordinary Shares
Additional TIER 1 Preferred Securities 2/2017 BANCO SABADELL SA XS1720572848 Preferred Securities
Subordinated Issue June 92 CAM 330112000046 Subordinated Debt
Subordinated Bonds I/2016 BANCO SABADELL SA XS1405136364 Subordinated Debt
Subordinated Issue 1/2018 BANCO SABADELL SA X$1918887156 Subordinated Debt
Subordinated Issue 1/2020 BANCO SABADELL SA X$2102931677 Subordinated Debt
Subordinated Issue 1/2021 BANCO SABADELL SA XS2286011528 Subordinated Debt
Additional TIER 1 Preferred Securities 1/2021 BANCO SABADELL SA XS2310945048 Preferred Securities
Additional TIER 1 Preferred Securities 2/2021 BANCO SABADELL SA XS$2389116307 Preferred Securities

Data as at 31/12/2022.
@ No ISIN code is available as it is a subordinated deposit.

Details of each of these instruments can be found in AnnexV,

which gives details of their main characteristics.
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6.2.4 Impact of transitional arrangements on
capital: IFRS 9

The International Accounting Standards Board (IASB) published
in 2014 the complete version of Standard IFRS 9 “Financial
Instruments”, which replaced the standard in effect until that
time (IAS 39). These new standards include a new impairment
model that requires losses to be recognised in advance: the
Expected Loss model.

The European Parliament and the European Commission,
through Regulation (EU) 2017/2395, of the European
Parliament and of the Council, of 12 December 2017,
amending Regulation (EU) 575/2013 as regards transitional
arrangements for mitigating the impact of the introduction of
IFRS 9 on own funds and for the treatment of large exposures
of certain public sector exposures denominated in the domestic
currency of any Member State, establish a mechanism that
allows the impact of accounting standard IFRS 9 on capital
ratios to be phased in.

The Group gave notice to the supervisory body of its adherence
to this provision, opting to apply the static modified approach
defined in Sections 2, 3 and 4 of the first article of the
aforementioned Regulation.

©Sabadell

Finally, Regulation 2020/873 which amended Regulation (EU)
575/2013 and Regulation (EU) 2019/876 as regards certain
adjustments made in response to the COVID-19 pandemic,
allows for more flexibility in the implementation of the
transitional provisions to mitigate the impact of IFRS 9.
Specifically, the transitional arrangements were extended by
two years, allowing institutions to add back to their CET1 capital
any increases in new provisions for loan losses expected to be
recognised from 2020 onwards for their unimpaired financial
assets.

The following table shows the impact that the application of the
transitional arrangements in force in December 2022 has had
on the various solvency ratios compared to the impact if the
IFRS 9 rules were applied in full.
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Table 10. Comparison between institutions’ own funds, capital ratios and leverage ratios with and without applying the transitional arrangements of IFRS9 or analogous ECL

provisions (IFRS9-FL).

31/12/2022 30/09/2022 30/06/2022 31/03/2022 31/12/2021
Available capital (amounts)
Common Equity Tier 1 (CET1) capital 10,082,751 9,932,951 10,019,467 9,932,468 10,079,533
Common Equity Tier 1 (CET1) capital as if IFRS9 or analogous ECLs transitional arrangements had not been applied 9,985,006 9,831,240 9,919,991 9,824,574 9,859,600
Tier 1 Capital 11,732,751 11,582,951 11,669,467 11,582,468 12,479,533
Tier 1 capital as if IFRS9 or analogous ECLs transitional arrangements had not been applied 11,635,006 11,481,240 11,569,991 11,474,574 12,259,600
Total capital 13,587,753 13,492,498 13,642,545 13,579,233 14,500,802
Total capital as if IFRS9 or analogous ECLs transitional arrangements had not been applied 13,546,337 13,422,051 13,543,068 13,471,338 14,280,869
Risk-weighted assets (amounts)
Total risk-weighted assets 79,544,790 80,964,617 80,555,457 80,360,967 80,645,579
Total risk-weighted assets as if IFRS9 or analogous ECLs transitional arrangements had not been applied 79,559,621 80,979,022 80,569,750 80,386,946 80,689,104
Capital ratios
Common Equity Tier 1 (as a percentage of risk exposure amount) 12.68% 12.27% 12.44% 12.36% 12.50%
Common Equity Tier 1 (as a percentage of risk exposure amount) as if IFRS9 or analogous ECLs transitional arrangements had not been applied 12.55% 12.14% 12.31% 12.22% 12.22%
Tier 1 (as a percentage of risk exposure amount) 14.75% 14.31% 14.49% 14.41% 15.47%
Tier 1 (as a percentage of risk exposure amount) as if IFRS9 or analogous ECLs transitional arrangements had not been applied 14.62% 14.18% 14.36% 14.27% 15.19%
Total capital (as a percentage of risk exposure amount) 17.08% 16.66% 16.94% 16.90% 17.98%
Total capital (as a percentage of risk exposure amount) as if IFRS9 or analogous ECLs transitional arrangements had not been applied 17.03% 16.57% 16.81% 16.76% 17.70%
Leverage ratio
Leverage ratio total exposure measure 253,840,350 257,020,894 258,059,177 213,316,122 211,616,215
Leverage ratio 4.62% 4.51% 4.52% 5.43% 5.90%
Leverage ratio as if IFRS9 or analogous ECLs transitional arrangements had not been applied 4.59% 4.47% 4.49% 5.38% 5.80%

Amounts in thousand euro.

The Entity has not applied the temporary treatment of unrealised gains and losses measured at fair value through OCI in accordance with Article 468 of the CRR.

In compliance with Article 473 bis 7 of the

As at the end of December 2022, the effects of the application of these transitional
arrangements materialised in an increase in CET1 of 97,745 thousand euros, which partly
mitigates the decrease in equity resulting from the entry into force of IFRS 9, due to the
increase in accounting provisions. From December 2022 onwards, once the IFRS 9 static
component of the transitional arrangements disappears, this CET1 increase would be
reduced to 7,669 thousand euros.

As regards the effects materialised in risk-weighted assets, there are two opposite effects,
the final outcome of which is a reduction of 14,830 thousand euros in terms of RWAs:

e Reduction in RWAs following the application of transitional arrangements to deferred
tax assets generated by the entry into force of IFRS 9.

e Increase in RWAs as a result of applying the scaling factor to provisions allocated to
exposures under the standardised approach, as set forth in Article 1(7)(b) of
Regulation (EU) 2017/239.
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2020/873, the Institution informs that has applied a risk-weighted of 100% to the ABSA exposure referred to in paragraph 1, point a) of the mentioned article.

Annex IV also provides details of all items and deductions that make up own funds, as well
as details of the application of transitional provisions to these funds. This shows the result
of the progressive implementation of all the changes introduced by the CRR in the
composition of capital at the end of the transitional period. Specifically, the items and
deductions due to the transitional application of IFRS 9 are disclosed.



6. Capital

6.3 Own funds requirements

6.3.1 Total amount of minimum own funds requirements

A summary of the evolution of risk-weighted assets and own funds requirements grouped

by risk type is shown below:

Table 11. Capital requirements by risk type.

OSabadell

31/12/2022

30/09/2022

30/06/2022

31/03/2022

31/12/2021

Type of risk Risk weighted assets Capital Risk weighted assets Capital Risk weighted assets Capital Risk weighted assets Capital Risk weighted assets Capital
(RWASs) requirements™ (RWASs) requirements® (RWAS) requirements'® (RWAS) requirements™ (RWASs) requirements‘®
Credit risk and counterparty risk 67,263,946 5,381,116 68,636,759 5,490,941 69,403,014 5,552,241 69,445,284 5,555,623 69,892,141 5,591,371
of which: counterparty Credit risk? 720,425 57,634 690,156 55,213 523,078 41,846 566,782 45,343 792,751 63,420
Market risk 996,644 79,731 1,010,365 80,829 784,937 62,795 834,504 66,760 579,519 46,362
Operational risk 8,160,674 652,854 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510
Other exposure amou nts® 3,123,527 249,882 3,386,123 270,890 2,436,135 194,891 2,149,808 171,985 2,242,547 179,404
Total 79,544,790 6,363,583 80,964,617 6,477,169 80,555,457 6,444,437 80,360,967 6,428,877 80,645,579 6,451,646
Amounts in thousand euro.
@ Calculated as 8% of RWAS.
@ Includes CVA and requirements for contributions to the default fund of a CCP.
®Includes the impact on the RWEA when applying additional prudential adjustments requested by the supervisor (SSM). It also includes some impacts mainly related to the achievement of the IRB Repair program, which the Entity has decided to compute in advance.
The following table contains information related to own funds requirements, in line with
the requirements of Part Three of the CRR regarding different types of risk, indicating the
calculation approach used and, in the case of credit risk, giving details of the different
regulatory exposure classes.
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Table 12. Total amount of risk-weighted assets and minimum own funds requirements.
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31/12/2022 30/09/2022 30/06/2022 31/03/2022 31/12/2021
Exposure classes and types of risk Capital Capital Capital Capital Capital
RWAS : © RWAS : © RWAS : © RWAS : @ RWAs : @
requirements’ requirements’ requirements’ requirements’ requirements'

Credit Risk (standardised approach) 27,150,016 2,172,001 27,915,597 2,233,248 27,064,917 2,165,193 26,820,378 2,145,630 27,046,132 2,163,691
Central governments and central banks 169,768 13,581 181,145 14,492 204,623 16,370 153,105 12,248 171,240 13,699
Regional governments and local authorities 52 4 69 6 65 5 29 2 51 4
Public sector entities and other public institutions 385,515 30,841 374,135 29,931 326,182 26,095 220,681 17,654 267,808 21,425
Multilateral development banks 328.67 26.29 107 9 467 37 70 6 7 1
International organisations - - - - - - - - - -
Institutions 1,149,967 91,997 1,130,017 90,401 425,913 34,073 369,146 29,532 326,947 26,156
Corporates 5,077,860 406,229 5,342,993 427,439 5,095,973 407,678 4,874,098 389,928 4,930,211 394,417
Retail 1,710,980 136,878 1,708,094 136,648 1,670,302 133,624 1,663,188 133,055 1,700,568 136,045
Secured with residential or commercial real estate 5,420,378 433,630 5,644,120 451,530 5,719,546 457,564 5,912,695 473,016 5,902,509 472,201
Exposures in default 747,536 59,803 841,377 67,310 922,065 73,765 949,745 75,980 943,458 75,477
High risk exposures 674,290 53,943 643,395 51,472 617,498 49,400 574,088 45,927 626,088 50,087
Covered bonds - - - - - - 53,163 4,253 50,791 4,063
Securitisation positions - - - - - - - - - -
Claims on institutions and corporates with a short-term credit assessment - - - - - - - - - -
Exposures to collective investment undertakings 24,708 1,977 31,009 2,481 32,236 2,579 36,698 2,936 47,426 3,794
Equity exposures - - - - - - - - - -
Other exposures 11,788,634 943,091 12,019,136 961,531 12,050,048 964,004 12,013,672 961,094 12,079,028 966,322
Credit risk (IRB approach) 39,708,608 3,176,689 40,289,278 3,223,142 42,046,404 3,363,712 42,316,639 3,385,331 42,497,000 3,399,760
Central governments and central banks - - - - - - - - - -
Institutions - - - - 357,327 28,586 370,182 29,615 445,086 35,607
Corporates 20,414,486 1,633,159 20,337,162 1,626,973 20,991,357 1,679,309 21,731,190 1,738,495 21,975,859 1,758,069
Retail 17,369,189 1,389,535 17,984,803 1,438,784 18,705,687 1,496,455 18,289,176 1,463,134 17,943,943 1,435,515
i) Mortgages on residential and commercial real estate 10,964,062 877,125 11,484,998 918,800 11,736,704 938,936 11,205,784 896,463 10,854,252 868,340
ii) Qualifying revolving 1,545,726 123,658 1,601,672 128,134 1,603,773 128,302 1,565,793 125,263 1,687,455 134,996
iiii) Rest 4,859,402 388,752 4,898,133 391,851 5,365,209 429,217 5,517,599 441,408 5,402,236 432,179
Equities 1,924,933 153,995 1,967,312 157,385 1,992,033 159,363 1,926,092 154,087 2,132,111 170,569

By approach:
i) Simple'® 1,924,933 153,995 1,967,312 157,385 1,992,033 159,363 1,926,092 154,087 2,132,111 170,569
ii) PD/LGD - - - - - - - - - -
iii) Internal models - - - - - - - - - -

By class:

i) Listed instruments 20 2 48,739 3,899 52,054 4,164 1 - 1 -
i) Unlisted instruments included in sufficiently diversified portfolios 973,270 77,862 1,033,563 82,685 1,092,032 87,363 1,110,352 88,828 1,124,226 89,938
i) Other equity exposures 951,642 76,131 885,010 70,801 847,947 67,836 815,739 65,259 1,007,884 80,631
Securitisation positions and exposures - - - - - - - - - -
Other non-financial assets - - - - - - - - - -
Contributlon to the default fund of a CCP 5,335 427 9,545 764 7,911 633 5,285 423 5,420 434
Securltlsation positions (SEC - IRBA) 261,010 20,881 284,863 22,789 185,587 14,847 202,523 16,202 219,429 17,554
Trading book risk 883,431 70,674 883,210 70,657 671,093 53,687 655,027 52,402 456,336 36,507
Position risk (standardised approach) 883,431 70,674 883,210 70,657 671,093 53,687 655,027 52,402 456,336 36,507
Large exposures - - - - - - - - - -
rate risk approach) 113,213 9,057 127,156 10,172 113,845 9,108 179,477 14,358 123,184 9,855
Settlement risk - - - - - - - - - -
Commodities risk - - - - - - - - - -
Operational risk 8,160,674 652,854 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510
Operational risk (standardised approach) 8,160,674 652,854 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510
Operational risk (basic indicator approach) - - - - - - - - - -
Risk arising from general fixed expenses - - - - - - - - - -
CredIt Valuatlon AdJustment (CVA) risk 138,978 11,118 137,476 10,998 98,195 7,856 100,460 8,037 124,159 9,933
Other exposure amounts'® 3,123,527 249,882 3,386,123 270,890 2,436,135 194,891 2,149,808 171,985 2,242,547 179,404
Total mini own funds required 79,544,790 6,363,583 80,964,617 6,477,169 80,555,457 6,444,437 80,360,967 6,428,877 80,645,579 6,451,646

Amounts in thousand euro.
¥ Calculated as 8% of RWAs.

@ Includes the amounts of equity exposures subject to 250% risk weights in significant investments as they are below the thresholds for deduction from own funds, and amounts weighted at 370% corresponding to equity interests in insurance firms not deducted from own funds.

@Includes the impact on the RWEA when applying additional prudential adjustments requested by the supervisor (SSM). It also includes some impacts mainly related to the achievement of the IRB Repair program, which the Entity has decided to compute in advance.
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31/12/2022 30/09/2022 30/06/2022 31/03/2022 31/12/2021

Exposure classes and types of risk RWAs . Camtﬁl) RWAs ) Capltﬁ! RWAs ] cap|t3: RWAS ) Caplt:!l: RWAS ) Capltﬁl)
requirements requirements requirements requirements requirements

Contribution to the default fund of a CCP 5,335 427 9,645 764 7,911 633 5,285 423 5,420 434
Securitisation positions (SEC - IRBA) 261,010 20,881 284,863 22,789 185,587 14,847 202,523 16,202 219,429 17,554
Trading book risk 883,431 70,674 883,210 70,657 671,093 53,687 655,027 52,402 456,336 36,507
Position risk (standardised approach) 883,431 70,674 883,210 70,657 671,093 53,687 655,027 52,402 456,336 36,507
Large exposures — - — - — - - - - -
Exchange rate risk (standardised approach) 113,213 9,057 127,156 10,172 113,845 9,108 179,477 14,358 123,184 9,855
Settlement risk - - - - - - - - - -
Commodities risk - - - - - - - - - -
Operational risk 8,160,674 652,854 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510
Operational risk (standardised approach) 8,160,674 652,854 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510 7,931,371 634,510
Operational risk (basic indicator approach) - - - - - - - - - —
Risk arising from general fixed expenses - - - - - - - - - -
Credit Valuation Adjustment (CVA) risk 138,978 11,118 137,476 10,998 98,195 7,856 100,460 8,037 124,159 9,933
Other exposure amounts®® 3,123,527 249,882 3,386,123 270,890 2,436,135 194,891 2,149,808 171,985 2,242,547 179,404
Total mini own funds required 79,544,790 6,363,583 80,964,617 6,477,169 80,555,457 6,444,437 80,360,967 6,428,877 80,645,579 6,451,646

Amounts in thousand euro.
" calculated as 8% of RWAS.

@ Includes the amounts of equity exposures subject to 250% risk weights in significant investments as they are below the thresholds for deduction from own funds, and amounts weighted at 370% corresponding to equity interests in insurance firms not deducted from own funds.

@ Includes the impact on the RWEA when applying

r (SSM). It also includes some impacts mainly related to the achievement of the IRB Repair program, which the Entity has decided to compute in advance.
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Minimum own funds required to cover credit risk for exposures
treated under the standardised approach amountto 2,172,001
thousand euros.

The Group calculates capital using the standardised approach
in the portfolios of the subsidiaries, except for TSB, the “Other
assets” segment, which includes, among others, Real Estate,
DTAs and Other tangible assets, and lastly, in the "Sovereigns"
and “Financial Institutions” segments, for which authorisation
was received from the Supervisor in September 2022 to
calculate these using this method on a permanent basis.
Additionally, this same approach is used to calculate the
exposures arising from the various entities that were acquired
and that did not have authorisation to use IRB models and
which are currently in the roll-out phase from the standardised
approach to the IRB approach.

Minimum own funds required to cover credit risk of exposures
treated under the internal ratings-based (IRB) approach amount
t0 3,176,689 thousand euros, of which 77,862 thousand euros
correspond to the amount of the minimum own funds required
to cover exposures included in the Equity category, calculated
by the Group using the simple risk-weighted approach.

In the case of the trading book, the minimum own funds
required for position risk for this portfolio amount to 70,674
thousand euros, and the minimum own funds required for
exchange and currency risk amount to 9,057 thousand euros,
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all of which have been calculated using the standardised
approach.

For operational risk, the minimum own funds required amount
to 652,854 thousand euros and are also calculated using the
standardised approach.

The requirements related to securitisations with significant risk
transfer are 20,881 thousand euros and are calculated using
the SEC-IRBA approach.

Additionally, Credit Valuation Adjustment Risk (CVA Risk) is
included in minimum capital requirements and amounts to
11,118 thousand euros.

Lastly, the ‘Other risk exposure amounts’ category, for which the
minimum own funds requirements amount to 249,882
thousand euros, includes the impact of applying the additional
prudential adjustments requested by the supervisor (SSM).
Certain impacts linked to the achievement of the IRB repair
programme, which will materialise in the short and medium
term, and which the Institution has decided to frontload in
December 2022, are also included.

Due to the heavier relative weight of Credit Risk calculated
according to the advanced approach in terms of minimum
capital requirements, the following table indicates the factors
that have caused the annual change in credit risk requirements
between one reporting period and the next:

Table 13. Statement of cash flows of risk-weighted credit risk exposure amounts calculated using the IRB approach (CR8).

Risk weighted
exposure amount

Risk weighted exposure amount as at the end of the previous reporting period 40,949,005
Asset size (+/-) 858,112
Asset quality (+/-) 4,573,117
Model updates (+/-) 1,092,901
Methodology and policy (+/-) 909,305
Acquisitions and disposals (+/-) -150,935
Foreign exchange movements (+/-) 489,170
Other (+/-) —
Risk weighted exposure amount as at the end of the reporting period® 38,596,101

Amounts in thousand euro.

This table shows the evolution of the RWEA for credit risk exposures by IRB method, excluding counterparty risk.

@ Exchange rate variations are due to GBP and USD structural positions that are kept unhedged in order to protect the capital ratio against adverse exchange rate effects.
2 Amount in the current reporting period = Credit Risk by F-IRB Method + Slotting Approach + Simple Risk Weighted Approach + A-IRB Method - Other Risk Exposure Amounts.

To explain the variations in terms of risk-weighted assets, it is
important to note the following:

e In terms of the size of the assets, it is worth noting the
increase in lending during the period, offset by the two
securitisations carried out: the Sabadell Consumo 2
traditional consumer loan securitisation executed on 8 July
2022 and the Boreas synthetic securitisation of project
finance exposures executed on 28 September 2022. The
sales of the Austro and Cora portfolios also had an impact,
although to a lesser exten which are credit sales (mostly
NPLs).

e In terms of portfolio density, it is worth noting the
improvement in corporates’ ratings due to the improved
financial situation and the improved LTV of the mortgage
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book, particularly in TSB, given the good performance of
house prices in the UK.

e Interms of the updates of models, approaches and policies,
it is worth noting the new PD, LGD and CCF models for the
rating systems for corporates, RE developers and holdings
of Banco Sabadell, although this impact had already largely
been front-loaded in the calculation of RWAs through add-
ons, in addition to the authorisation to use the standardised
approach on a permanent basis for financial institutions,
the use of the Foundation IRB approach for exposures to
Corporates and Groups, and the implementation of the new
rating models for specialised lending exposures. In terms of
TSB, it is worth noting the implementation of the ECB’s new
definition of default for the mortgage book.
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Table 14. Statement of cash flows of risk-weighted credit risk exposure amounts calculated using the IRB approach (CR8).

(Quarterly).

Risk weighted
exposure amount

Risk weighted exposure amount as at the end of the previous reporting period‘i) 39,216,719
Asset size (+/-) 658,692
Asset quality (+/-) -1,411,560
Model updates (+/-) 478,000
Methodology and policy (+/-) —
Acquisitions and disposals (+/-) -109,011
Foreign exchange movements (+/-) -236,739
Other (+/-) —
Risk weighted exposure amount as at the end of the reporting period @® 38,596,101

Amounts in thousand euro.

This table shows the evolution of the RWEA for credit risk exposures by IRB method, excluding counterparty risk.

@ pata as at 30/09/2022.
@ pata as at 31/12/2022.
@ Exchange rate variations are due to structural GBP and USD positions that remain unhedged in order to protect the capital ratio against adverse exchange rate effects.

“ Amount in the current reporting period = Credit Risk by F-IRB Method + Slotting Approach + Simple Risk Weighted Approach + A-IRB Method - Other Risk Exposure Amounts.

To explain the variations in terms of risk-weighted assets, it is
important to note the following:

With regard to the size of the assets, it is worth noting the

With regard to the models’ updates, it is worth noting the
implementation of the new rating models for specialised
lending exposures, whose impact had been front-loaded in

increase in lending and undrawn amounts during the
period.

e In terms od asset quality in Group ex TSB, there were
improvements in density due to lower LGDs, mainly as a
sresult of lower LTVs due to the update of appraisals and
the natural evolution of the stock, as well as the positive
impact on PDs due to the update of the ratings with the new
balance sheets of the companies. In TSB there is also an

previous quarters through an add-on.

The following tables show the amount of risk-weighted assets
and minimum own funds requirements, breaking down credit
risk and counterparty credit risk in line with the approach used.

Table 16 also shows the information broken down by TSB and
Group ex-TSB in order to show the subsidiary’s contribution to
the consolidated Group.

improvement in the portfolio partly due to the good

performance of LGDs associated with the favorable Qs
evolution of the housing price index and on the other hand

due to a revision of the ratings at the end of the year.

For more information specific to TSB in relation to own funds
requirements, please refer to the Annex to this document, the TSB
Large Subsidiary Disclosures report, which is available on the Banco
Sabadell Group website, in the Shareholder and Investor Information
section, under Economic-Financial Information and within the Pillar
Il Disclosures report, as well as on the website of TSB Bank in the
section “Results, reports and presentations”.
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Table 15. Amount of risk-weighted assets and minimum own funds requirements by approach (EU OV1).

Total own
Total risk exposure amounts (TREA) funds
requirements

31/12/2022 30/09/2022 31/12/2021 31/12/2022

Credit risk (excluding CCR) 65,985,310 67,736,840 67,757,878 5,278,825
Of which the standardised approach 24,265,683 25,133,998 24,566,325 1,941,255
Of which the foundation IRB (FIRB) approach 6,800,196 6,709,248 291,145 544,016
Of which: slotting approach 3,977,974 3,226,059 3,946,139 318,238
Of which: equities under the simple risk weighted approach 973,291 1,082,302 1,124,227 77,863
Of which the advanced IRB (AIRB) approach'" 29,968,167 31,585,233 37,830,042 2,397,453
Counterparty credit risk - CCR 720,425 690,156 792,751 57,634
Of which the standardised approach 413,101 402,169 607,171 33,048
Of which internal model method (IMM) - — - -
Of which exposures to a CCP 19,163 31,811 31,098 1,533
Of which credit valuation adjustment - CVA 138,978 137,476 124,159 11,118
Of which other CCR 149,184 118,701 30,324 11,935
Settlement risk - - - -
Securitisation exposures in the non-trading book (after the cap) 261,010 284,863 219,429 20,881
Of which SEC-IRBA approach 261,010 284,863 219,429 20,881
Of which SEC-ERBA (including 1AA) - — - -
Of which SEC-SA approach - — - -
Of which 1250%/ deduction — - - -
Position, foreign exchange and commodities risks (Market risk) 996,644 1,010,365 579,519 79,731
Of which standardised approach 996,644 1,010,365 579,519 79,731
Of which IMA - - - -
Large exposures - - - -
Operational risk 8,160,674 7,931,371 7,931,371 652,854
Of which basic indicator approach — — — —
Of which standardised approach 8,160,674 7,931,371 7,931,371 652,854
Of which advanced measurement approach - - - -
Amounts below the thresholds for deduction (subject to 250% risk weight)® 3,420,729 3,311,022 3,364,630 273,658
Total 79,544,791 80,964,618 80,645,579 6,363,583

Amounts in thousand euro.

@ Includes the impact on the RWEA when applying additional prudential adjustments requested by the supervisor (SSM). It also includes some impacts mainly related to the achievement of the IRB
Repair program, which the Entity has decided to compute in advance.

@ Includes the amount of significant investment exposures in financial sector entities and insurance companies (IRB Method for equities) and deferred tax assets arising from temporary
differences (Standardized Method).

The main movements in RWAs during the year by type of risk are
shown below:
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Credit risk: in the period the RWAS for credit risk decreased
by -1,772,568 thousand euros. Under the standard
method, they have remained relatively constant in the year,
with a variation of -300,643 thousand, with the variation
concentrated in the IRB portfolio, which decreased by -
1,471. 925 thousand mainly due to the improvement in
asset quality as previously mentioned (for more details see
table 13) and additionally due to the advanced impacts
during 2021, corresponding to the implementation of the
new definition of default in TSB's mortgage portfolio, which
has gone from being charged on an aggregate basis as an
add-on in December 2021 to being charged at the
transaction level in December 2022. On the other hand, and
also affecting the IRB portfolio, new add-ons have been
included linked to the achievement of the IRB Repair
Programme, which will materialize in the short/medium
term.

Counterparty risk: The variation of -72,326 thousand euros
is due to movements in operations, changes in the
underlying assets, especially interest rates, and the
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application of the permanent standard method for
exposures to financial institutions, which were previously
calculated according to the IRB Foundation methodology.

Securitisation exposures: In the period RWAs vary by
41,581 thousand euros due to new securitizations made in
the period offset by the amortisation of securitisations
made in previous years.

Market risk: The variation of 417,124 thousand euros is
due to movements in operations in the period, especially in
operations subject to interest rate risk requirements.

Operating risk: The increase of 229,303 thousand euros is
due to the annual update of the operational risk calculation,
since the relevant revenue indicator for 2022 is higher than
that for 2019, the year it replaces in the calculation of the
average relevant revenue for the last three years.
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Table 16. Key regulatory reporting figures in the Group, broken down into different levels.

OSabadell

Exposures classes and types of risk Original balance EAD RWAs Original balance EAD RWAs Original balance EAD RWAs
(Group) (Group) (Group) (BS) (BS) (BS) (TSB) (1B) (1SB)
CredIt Risk (standardlsed approach) 123,522,234 125,224,494 27,150,016 111,719,174 113,487,645 25,741,034 11,803,061 11,736,849 1,408,982
Central governments and central banks 65,855,159 73,917,372 169,768 57,723,551 65,304,935 131,765 8,131,608 8,612,437 38,003
Regional governments and local authorities 9,227,807 8,821,610 52 9,227,807 8,821,610 52 - - -
Public sector entities and other public institutions 2,541,557 2,062,358 385,515 2,461,464 2,039,249 385,515 80,093 23,108 -
Multilateral development banks 408,690 767,278 328.67 196,620 555,209 328.67 212,070 212,070 -
International organisations 293,636 293,636 - 293,636 293,636 - - - -
Institutions 3,520,948 3,127,866 1,149,967 2,633,513 2,240,431 910,466 887,435 887,435 239,501
Corporates 8,572,010 5,776,072 5,077,860 8,531,166 5,737,442 5,044,278 40,843 38,630 33,582
Retail 4,107,237 2,350,278 1,710,980 3,519,122 2,190,714 1,612,903 588,115 159,564 98,077
Secured with residential or commercial real estate 14,696,537 13,520,536 5,420,378 13,475,978 12,469,544 5,053,811 1,220,559 1,050,992 366,567
Exposures in default 1,431,867 713,445 747,536 1,326,177 632,024 665,685 105,690 81,421 81,850
High risk exposures 562,512 449,527 674,290 562,512 449,527 674,290 - . -
Covered bonds - - - - - - - - -
Securitisation positions - - - - — — — — -
Claims on institutions and corporates with a short-term credit assessment - - - - - - - - -
Exposures to collective investment undertakings 2,636 2,636 24,708 2,636 2,636 24,708 - - -
Equity exposures - - - - - - - - -
Other exposures 12,301,639 13,421,880 11,788,634 11,764,991 12,750,689 11,237,232 536,648 671,191 551,403
Credit risk (IRB approach) 152,616,408 132,195,187 39,708,608 105,187,650 85,032,487 30,365,030 47,428,756 47,182,700 9,343,577
Central governments and central banks - - - - - - - - -
Institutions - - - - - - - - -
Corporates 53,330,178 40,713,602 20,414,486 53,330,178 40,713,602 20,414,486 - - -
Retail 98,393,316 90,588,673 17,369,189 50,964,560 43,425,973 8,025,612 47,428,756 47,162,700 9,343,577
i) Mortgages on residential and commercial real estate 73,913,368 74,662,556 10,964,062 33,009,812 32,607,036 4,738,390 40,903,556 42,055,520 6,225,672
ii) Qualifying revolving 7,787,993 5,350,862 1,545,726 2,711,480 1,722,655 183,659 5,076,513 3,628,207 1,362,066
iii) Rest 16,691,955 10,575,255 4,859,402 15,243,268 9,096,283 3,103,563 1,448,687 1,478,973 1,755,839
Equities 892,912 892,912 1,924,932 892,912 892,912 1,924,932 - - -
By approach:
i) Simple” 892,912 892,912 1,924,932 892,912 892,912 1,924,932 - - -
ii) PD/LGD - - - - - - - - -
iii) Internal models - - - - - - - - -
By class:
i) Listed instruments 7 7 20 7 7 20 - - -
ii) Unlisted instruments included in sufficiently diversified portfolios 512,248 512,248 973,270 512,248 512,248 973,270 - - -
iii) Other equity exposures 380,657 380,657 951,642 380,657 380,657 951,642 - - -
Securitisation positions and exposures - - - - - - - - -
Other non-financial assets - - - - - - - - -
Contribution to the default fund of a CCP - - 5,335 - - 5,233 - - 102
Securitisation positions (SEC - IRBA) 2,868,692 2,431,994 261,010 2,868,692 2,431,994 261,010 - - -
Trading book risk - - 883,431 - - 883,431 - - -
Position risk (standardised approach) - - 883,431 - - 883,431 - - -
Large exposures - - - - - - - - -
rate risk dised app! ) - - 113,213 - - 113,213 - - -
Settlement risk - - - - - - - - -
Commodities risk - - - - - - - - -
Operational risk - - 8,160,674 - - 6,503,826 - - 1,656,848
Operational risk (standardised approach) - - 8,160,674 - - 6,503,826 - — 1,656,848
Operational risk (basic indicator approach) - - - - — — — — -
Risk arising from general fixed expenses - - - - - 0 - - -
Credit Valuation Adjustment (CVA) risk - - 138,978 - - 118,492 - - 20,486
Other exposures to risk® - - 3,123,527 - - 2,436,590 - - 686,937
Total 279,007,332 259,851,675 79,544,790 219,775,516 200,952,126 66,427,858 59,231,817 58,899,549 13,116,933
Data as at 31/12/2022, in thousand euro.
iIncludes equity exposures subject to 250% risk weights in significant investments, are they are below the thresholds for deduction from own funds, and amounts weighted at 370% of equity interests in insurance firms not deducted from own funds.
@ Includes the impact on the RWEA when applying additional prudential adjustments requested by the supervisor (SSM). It also includes some impacts mainly related to the achievement of the IRB Repair programme, which the Entity has decided to compute in advance.
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6.4 Capital Buffers

Details of the transparency requirements set out in Articles 440
and 441 of the CRR are given hereafter.

Pursuant to the aforementioned regulations, credit institutions
must satisfy their specific requirement made up of different
capital buffers required for Common Equity Tier 1 capital at all
times:

e Capital conservation buffer
e Specific countercyclical buffer (CCyB)

e Systemic risk buffer (O-SlI)

The following table gives details of requirements in relation to
the capital buffers that Banco Sabadell Group is required to
comply with in 2023.

Table 17. Capital buffers required from Banco Sabadell
Group for 2023.

Capital buffer Requirement

Capital conservation 2.50%
Specific countercyclical 0.19%
Systemic (O-SlI) 0.25%

The following points explain the rationale on which each of
these requirements is based:

Capital conservation buffer

Its implementation is mandatory for all institutions, and its
objective is to ensure that institutions accumulate sufficient
capital during periods of economic growth to absorb possible
losses during periods of high stress. The phase-in
implementation of the capital conservation buffer began in
2016, reaching a final percentage set for 2019 of 2.5%.

Capital conservation buffer requirement: The capital
conservation buffer required for 2022 was 2.5%.

Specific countercyclical buffer (CCyB)

The specific countercyclical buffer seeks to mitigate and
prevent cyclical risks caused by an excessive growth of credit on
an aggregate basis. This capital buffer accumulated over
expansionary periods aims to strengthen banks’ solvency and
ease the credit cycle, offering risk mitigation tools during
periods of recession.

The Bank of Spain sets the level for its specific countercyclical
buffer on a quarterly basis, within the framework of the powers
granted to it by Law 10/2014 on the organisation, supervision
and solvency of credit institutions, by Royal Decree 84/2015
and by Bank of Spain Circular 2/2016, which implement the
foregoing.

The level is calibrated in multiples of 0.25%, within a range that
varies between 0% and 2.5% (in exceptional cases, it can be
higher), and taking into account the initial reference indicator of
the Basel Committee on Banking Supervision (BCBS), the
recommendations and guidelines issued by the European
Systemic Risk Board (ESRB) and any other variables deemed
appropriate by the Bank of Spain.
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The main indicators analysed can be found in the various press
releases and on the Bank of Spain’s website. The latest update,
dated 30 September 2022, reports that it has been agreed to
set the percentage of the specific countercyclical buffer
applicable to credit exposures in Spain at 0% during the fourth
quarter of 2022.

The Bank of Spain has stated that, although some indicators
have showed values above the warning threshold since the start
of the COVID-19 pandemic, “this has not been interpreted as
being representative of a high level of systemic risk, as it is the
consequence of the sharp decline in GDP experienced due to
the health crisis and the effect of the liquidity support measures
introduced for businesses and households. The transitional
nature of the rebound of this indicator is reflected in the gradual
correction that has been observed in recent quarters, triggered
by the recovery of economic activity since mid-2021. Overall,
the assessment of the indicators is consistent with maintaining
the current CCyB of 0%. In any event, the Bank of Spain will
continue to closely monitor the situation based on new available
information, focusing its attention in particular on information
related to the real estate sector”.

The specific countercyclical buffer applicable to Banco Sabadell
Group is calculated as the average of the own funds
requirements  percentages, relative to total Group
requirements, resulting for each region in which the Bank has
credit exposures, weighted by the countercyclical buffers
applicable in each region.

It should be noted that in 2020 the Bank of England’s Financial
Policy Committee (FPC) maintained the 1% buffer until 11
March 2020, when the FPC announced that this buffer was
being reduced to 0% with immediate effect to overcome the
economic shock of COVID-19. The FPC kept this 0% rate until 13
December 2021, when it announced that the countercyclical
buffer would increase to 1% in December 2022, 12 months
following the announcement.

Specific countercyclical buffer requirement: On this basis and
taking into account the weight of the United Kingdom within the
Group’s assets, Banco Sabadell Group’s specific countercyclical
capital buffer, calculated in accordance with the provisions of
Bank of Spain Circular 2/2016, was 0.19% as at December
2022.
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Table 18. Geographical distribution of credit exposures relevant for the calculation of the countercyclical capital buffer (EU CCyB1).

General credit exposures

Relevant credit exposures - Market

own funds requirements‘”

risk Securitisation Counter-
E | Sumof longand |, o i exposures Total Relevant credit Risk-weighted ~ Own funds eyolical
xposure value alue of tradin ;
P under the Exposure value short positions of book exposurei Exposure value p e Rel credit credit exposures - exposure requirements buffer rate
standardised under the IRB trading book for internal for non-trading value  risk exposures - exposures - Securitisation Total amounts  weights (%) %)
approach approach exposures models book Credit risk Market risk  positions in the
for SA non-trading book
Breakdown by country:
United Kingdomm 2,591,560 49,440,923 1,315 - 356,452 52,390,250 955,456 105 3,060 958,621 11,982,767 18.31% 1.00%
Luxembourg” 94,725 614,877 - - - 709,602 27,917 - - 27,917 348,963 0.53% 0.50%
Sweden 10,232 136,982 - - - 147,214 3,093 - - 3,093 38,658 0.06% 1.00%
Hong Kong 2,002 101,763 - - - 103,765 4,193 - - 4,193 52,407 0.08% 1.00%
Norway 7,802 59,442 - - - 67,244 1,485 - - 1,485 18,561 0.03% 2.00%
Denmark 5,669 19,914 - - - 25,582 966 - - 966 12,078 0.02% 2.00%
Iceland 3,614 16,602 - - - 20,216 472 - - 472 5,899 0.01% 2.00%
Czech Republic 6,913 7,843 - - - 14,756 451 - - 451 5,640 0.01% 1.50%
Estonia 115 9,544 - - - 9,659 218 - - 218 2,721 - 1.00%
Romania 2,486 5,306 - - - 7,793 276 - - 276 3,444 0.01% 0.50%
Slovakia 602 6,299 - - - 6,901 151 - - 151 1,887 - 1.00%
Bulgaria 253 2,324 - - - 2,577 37 - - 37 468 - 1.00%
Total countries with set countercyclical 2,725,973 50,421,820 1,315 - 356,452 53,505,560 994,714 105 3,060 997,879 12,473,493 19.06%  0.1885%
Spain 25,247,530 71,789,045 8,293 - 1,764,373 98,809,241 3,420,196 663 15,149 3,436,008 42,950,103 65.63% -
United States of America 1,273,558 3,814,506 - - - 5,088,064 220,244 - - 220,244 2,753,051 4.21% -
Mexico 4,689,482 155,085 - - - 4,844,567 257,287 - - 257,287 3,216,092 4.91% -
France 391,416 1,849,046 1,922 - 242,689 2,485,073 112,237 154 2,084 114,475 1,430,934 2.19% -
Netherlands 31,164 974,541 2,355 - - 1,008,061 19,440 112 - 19,552 244,397 0.37% -
Portugal 98,606 639,870 - - 59,685 798,161 31,514 - 512 32,026 400,328 0.61% —
Germany 37,503 409,813 12,827 - 8,795 468,937 17,435 1,026 76 18,537 231,712 0.35% -
Panama 145571 61,465 - - - 207,036 13,322 - - 13,322 166,528 0.25% -
Total countries without a countercyclical
buffer and percentage of own resources 31,914,829 79,693,372 25,397 - 2,075,542 113,709,139 4,091,676 1,956 17,820 4,111,452 51,393,146 78.54% -
over the total higher than 0.20%
Rest of countries 1,593,572 2,079,995 - - -0 3,673,567 125,850 0 -0 125,850 1,573,124 2.40% -
TOTAL 36,234,374 132,195,186 26,712 - 2,431,994 170,888,267 5,212,239 2,061 20,881 5,235,181 65,439,763 100.00% 0.1885%
Data as at 31/12/2022, in thousand euro.
“ Equity calculated as 8% of RWEA.
@ Weighting calculated as the RWA for each country divided by the total RWA.
uk countercyclical buffer changes on December 13, 2022 to 1% from 0% in the previous benchmark.
”’Luxembourg countercyclical buffer changes on September 30, 2022 to 0.5% from 0% (regulation No. 22-06 of the L. by C de de Secteur Financier).
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Table 19. Countercyclical capital buffer amount (EU CCyB2).
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Amount
Total risk exposure amount 79,544,790
Institution specific countercyclical capital buffer rate 0.1885%
Institution specific countercyclical capital buffer requirement 149,957

Data as at 31/12/2022, in thousand euro.

Systemic risk buffer

The systemic risk buffer includes two possibilities which could
entail a requirement for additional capital: due to systemic risks
or due to the Institution being qualified as a systemic institution.
In the event of both being applicable, the one involving the
highest capital requirement shall apply.

Systemic risks: Since 2014, the competent authority of each
Member State has been able to require the implementation of
a systemic risk buffer of Common Equity Tier 1 capital in order
to prevent or avoid any long-term countercyclical systemic or
macroprudential risks not covered by the CRR.

The systemic risk buffer must be assessed by the Supervisor.
Where this buffer is applicable, it can vary between 1% and 3%
of the ordinary capital of an institution, on either an individual
or consolidated basis. This percentage will only be higher if a
decision to this effect is reached by the European Commission.

Systemic institution: In accordance with the methodology set
forth in Standard 13 of Circular 2/2016 and in the EBA’s
guidelines EBA/GL/2016/01: Revised guidelines on the further
specification of the indicators of global systemic importance
and their disclosure, adopted as its own by the Bank of Spain,
the indicators based on which an institution will be considered
a Global Systemically Important Bank (G-SIB) are as follows:

e Size of the institution on a consolidated basis.
e Interconnection with the financial system.

e Possibility of replacing the services or financial structure
provided.

e Complexity of the Group.

e Importance of cross-jurisdictional activity, both within and
outside of the EU.

The methodology applies an equal weight of 20% to each of the
listed indicators to obtain a score that will determine whether
an Institution is a G-SIB. On 5 June 2018, the BCBS published
the document “Global systemically important banks: revised
assessment methodology and the higher loss absorbency
requirement” with the new methodology to be applied from 1
January 2021.

Banco Sabadell Group is not considered a G-SIB, and it is
therefore exempt from the requirement of having the capital
buffer applicable to systemic institutions.

As its leverage ratio exceeds the exposure limit of 200,000
million euros, it is required to provide the necessary information
to evaluate the indicators, and it is also required to publish such
information prior to 30 April of the following year, thereby
complying with the disclosure requirements set forth in Article
441 of the CRR.

In the event that, in future, the Group is considered a G-SIB, a
buffer of between 1% and 3.5% would be required, depending
on the classification into the five tranches published by the FSB.
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For further details relating to information on the Group’s quantitative

os indicators, please visit the Section “Shareholder and Investor
Information,” under “Economic-Financial information”, sub-section
Other presentations, on the Group’s corporate website.

Banco Sabadell Group is considered an Other Systemically
Important Institution (O-SlI).

The competent authority determines which institutions should
be considered as 0-Slis based on the scoring system envisaged
in the Guidelines on the criteria to determine the conditions of
application of Article 131(3) of Directive 2013/36/EU (CRD) in
relation to the assessment of other systemically important
institutions (0-SlIs) published by the EBA (EBA/GL/2014/10).
The criteria set forth in the aforementioned Guidelines have
been included in Standard 14 and Annex | to the Bank of Spain
Circular 2/2016.

The basic criteria for calculating the systemic importance score
are the following:

e The size of the institution.

e The importance of the institution in the Spanish or EU
economy, considering the substitutability of the institution’s
services and its financial infrastructure.

e The institution’s complexity, including that arising from its
cross-border activity.

e The institution's interconnection with the financial system.

For 2021, the Bank of Spain identified Spanish institutions
which exceeded the threshold of 350 basis points compared
with their previous score, whether on an individual, sub-
consolidated or consolidated basis, as O-Slls.

Systemic risk buffer requirement: In a press release dated 22
July 2022, the Bank of Spain updated the list of systemic
institutions and established their capital buffers for 2022,
confirming Banco Sabadell Group as an O-Sll, with a score of
477 points, and therefore meaning that the Group is subject to
a buffer of 0.25%. This requirement remains constant for the
year 2023.

For further information on the identification of systemic institutions
o s in 2022 and the establishment of capital buffers, please visit the
Bank of Spain website and refer to the press release published on 22

July 2022.


https://www.grupbancsabadell.com/corp/en/shareholders-and-investors/economic-and-financial-information.html
https://www.bde.es/f/webbde/GAP/Secciones/SalaPrensa/NotasInformativas/22/presbe2022_64.pdf

6. Capital

6.5 Minimum Requirement for own funds and Eligible Liabilities - MREL

Regulatory framework

On 15 May 2014, Directive 2014/59/EU was published in the
Official Journal of the European Union, which establishes a
framework for the restructuring and resolution of credit
institutions and investment firms, known by its acronym BRRD
(Bank Recovery and Resolution Directive).

Through the publication of the Royal Decree 1012/2015, of 6
November 2015, implementing Law 11/2015, of 18 June
2015, on the recovery and resolution of credit institutions and
investment firms, the BRRD was transposed into Spanish law.

The BRRD arises from the need to establish a framework that
provides authorities with a credible set of tools to intervene
sufficiently in advance and with sufficient speed in a bank which
is no longer viable, in order to ensure the continuity of the
essential financial and economic activities of the organisation,
to avoid significant negative repercussions on its financial
stability and to adequately protect public funds, while
minimising dependence on extraordinary public financial aid.
Likewise, covered depositors enjoy special treatment.

The framework proposed by the BRRD is based on the principle
that traditional insolvency proceedings are not, in many cases,
the best option to achieve the aforementioned objectives.
Therefore, the BRRD introduces the resolution procedure,
whereby competent resolution authorities obtain administrative
powers to manage a failing institution.

The preamble of Law 11/2015 defines a resolution process as
a unique administrative process to address the failure of credit
institutions and investment firms, when an insolvency
proceeding is not appropriate for reasons of public interest and
financial stability.

In order to achieve the aforementioned objectives, the BRRD
envisages a series of instruments available to the competent
resolution authority, including a bail-in tool. The BRRD
introduces for this purpose a minimum requirement of own
funds and eligible liabilities (MREL) that organisations must
comply with at all times in order to ensure the existence of a
sufficient capacity to absorb losses that guarantees the
effective implementation of the resolution mechanisms and
that, under the current regulatory environment, would be
expressed as the amount of own funds and eligible liabilities
expressed as a percentage of the total liabilities and own funds
of the Institution.

Similarly, in 2015 the FSB defined the TLAC (Total Loss-
Absorbing Capacity) requirement, which has been designed to
ensure that institutions have sufficient capacity to absorb
losses and execute a bail-in in the event of resolution. It should
be noted that this requirement only applies to global
systemically important banks (G-SIBs); therefore, it does not
apply to Banco Sabadell Group.

In June 2019, after more than 2.5 years of negotiations, a
reform of the bank resolution framework was agreed with the
approval of the new resolution directive, BRRD Il (Directive
2019/879), which implements the international TLAC standard
in Europe. BRRD Il was transposed into Spanish law by Royal
Decree Law 7/2021, of 27 April 2021.

Responsibility for determining MREL falls to the Single
Resolution Board (SRB), pursuant to that set forth in Regulation
(EU) 806/2014, also revised in 2019 and replaced by
Regulation (EU) 2019/877. Thus, the SRB, after consulting with
the competent authorities, including the ECB, shall establish
MREL for each institution, taking into account aspects such as
the size, funding model, risk profile and potential contagion
effect for the financial system.

In May 2020, the SRB published the MREL Policy under the
Banking Package, which integrates the regulatory changes of
the aforementioned reform of the resolution framework. The
new SRB requirements are based on balance sheet data as at
December 2021 and establish two binding MREL targets: the
final MREL target, which will be binding on 1 January 2024, and
an interim target that must be met from 1 January 2022
onwards. The latter corresponds to an intermediate level that
allows for a linear build-up by institutions of their MREL capacity.
Therefore, its calibration depends on the Institution’s MREL
capacity at the time of calibration and its final target.

MREL implications for Banco Sabadell

On 10 January 2023, Banco Sabadell received a notification
from the Bank of Spain regarding the decision taken by the
Single Resolution Board (SRB) concerning the minimum
requirement for own funds and eligible liabilities (MREL)
applicable to the Institution on a consolidated basis.

The requirements to be met as of 1 January 2024 are as follows:

e The minimum MREL requirement is 22.22% of the total risk
exposure amount (TREA) and 6,36% of the leverage ratio
exposure (LRE).

e The subordination requirement is 17.23% of TREA and
6.36% of LRE.

The decision does not make any changes to the following
interim requirements in effect since 1 January 2022:

e MREL requirement is 21.05% of TREA and 6.22% of LRE.

e The subordination requirement is 14.45% of TREA and
6.06% of LRE.

The own funds used by the Bank to meet the combined buffer
requirement (CBR, comprising the capital conservation buffer,
the systemic risk buffer and the counter-cyclical buffer) will not
be eligible to meet its MREL and subordination requirements
expressed in terms of TREA.

Banco Sabadell already meets the requirements applicable
from 1 January 2024, which coincide with Banco Sabadell’s
expectations and are in line with its funding plans. In 2022, the
Institution issued 1,463 million euros of senior non-preferred
debt eligible to meet MREL and 750 million euros of senior
preferred debt.

The table below shows the MREL and subordination
requirements explained above for the different periods:
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Table 20. MREL requirement.
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MREL requirement Subordination requirement

%TREA %LRE %TREA %LRE
January 1st 2022 requirement 21.05% 6.22% 14.45% 6.06%
January 1st 2024 requirement 22.22% 6.36% 17.23% 6.36%
MREL 31 December 2022V 23.41% 8.26% 18.81% 6.82%

DTREA percentage does not include the capital dedicated to cover the CBR (2.93% TREA) as of December 2022 and an estimated 3.11% in 2024.

6.6 Recovery and resolution plans

Regulatory framework

On 15 May 2014, the Directive 2014/59/EU was published in
the Official Journal of the European Union, which establishes a
framework for the restructuring and resolution of credit
institutions and investment firms, commonly known by its
acronym BRRD (Bank Recovery and Resolution Directive).

The Directive, which began its implementation in January 2015,
sets forth that Member States should ensure that banks
prepare and maintain an up-to-date Recovery Plan aimed at
enabling recovery options to be implemented by the Bank, with
a view to restoring its financial position after a significant
deterioration.

With the publication on 6 November 2015 of Royal Decree
1012/2015, implementing Law 11/2015, of 18 June 2015, on
the recovery and resolution of credit institutions and investment
firms, a further step was taken in the process to transpose the
BRRD into Spanish law.

As regards recovery plans, it sets forth that, as a preventive
measure, all banks shall prepare and maintain an up-to-date
recovery plan, which must be approved by the Institution’s
governing body and subsequently reviewed by the competent
supervisor. This process was completed with the publication of
Royal Decree 1041/2021, of 23 November, which transposes
Directive (EU) 2019/879, of 20 May 2019, into Spanish law,
introducing appropriate amendments to Royal Decree
1012/2015, of 6 November and to Royal Decree 2606/1996,
of 20 December.

Banco Sabadell Group Recovery Plan

In September 2022, Banco Sabadell Group’s Board of Directors
approved the ninth version of the Recovery Plan, which has
been submitted to the European Central Bank for review. It is
worth mentioning that TSB, pursuant to local regulatory
requirements, has prepared and keeps an up-to-date Recovery
Plan on an individual basis, which is aligned with the Group
Recovery Plan and is approved by local management bodies.

The Group has based the development of its Recovery Plan on
guidelines set forth by the EBA and on non-binding
recommendations made by the FSB.
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In line with these recommendations and the content of Royal
Decree 1012/2015, of 6 November 2015, the Recovery Plan
addresses, amongst other aspects, various types of recovery
options that the Institution may adopt in order to maintain or
restore its financial position following a significant deterioration,
a framework of indicators that determines the areas in which
such options could be implemented, as well as four hypothetical
systemic crisis scenarios, two of which give special
consideration to the context of COVID-19 and on the basis of
which the feasibility of the recovery options considered has
been assessed. Given recent geopolitical events, the potential
impacts of the conflict between Russia and Ukraine have also
been considered when developing the stress scenarios and its
importance for Banco Sabadell Group’s business model has
been evaluated.

In addition, it is important to mention that the Group’s Recovery
Plan is aligned with other processes, notably including the
internal capital adequacy assessment process (ICAAP), the
internal liquidity adequacy assessment process (ILAAP) and the
risk appetite framework (RAF).

It is worth mentioning that, when preparing the Recovery Plan,
special attention has been given to the integration of the
Recovery Plan into the Institution’s governance structure,
guaranteeing a high degree of involvement of the Institution’s
governing bodies and Senior Management in terms of the
preparation and implementation of the plan.

Banco Sabadell Group Resolution Plan

As regards corporate resolution plans, the competent
preventive resolution authority is generally responsible for
preparing and approving the Group’s Resolution Plan, acting
together with the resolution authorities of subsidiaries under
the framework of resolution bodies.

Banco Sabadell Group is currently actively working together with
the preventive resolution authority to prepare the Group’s
Resolution Plan, ensuring the availability and delivery of all of
the information required for its development.
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The information contained in this chapter is in line with the reporting requirements in relation to the disclosure

7 of the leverage ratio, with detailed information on the leverage ratio and management of the risk of excessive

Delegated Regulation (EU) 2021/637.

management is also provided.

7.1 Leverage ratio definition and composition

The CRR defines Leverage as the “relative size of an institution’s
assets, off-balance sheet obligations and contingent obligations
to pay or to deliver or to provide collateral, including obligations
from received funding, made commitments, derivatives or
repurchase agreements, but excluding obligations which can
only be enforced during the liquidation of an institution,
compared to that institution’s own funds”.

Additionally, it defines risk of excessive leverage as “the risk
resulting from an institution’s vulnerability due to leverage or
contingent leverage that may require unintended corrective
measures to its business plan, including distressed selling of
assets which might result in losses or in valuation adjustments
to its remaining assets”.

The Leverage Ratio (LR) aims to strengthen capital
requirements by providing a supplementary measure which is
not linked to the level of risk. It is defined as the ratio between
eligible Tier 1 own funds and the exposure, whose calculation
differs from the calculation of capital requirements for repos,
derivatives and the application of Credit Conversion Factors
(CCFs) for off-balance sheet items.

The CRR Il introduces a minimum requirement for a mandatory
leverage ratio, set at 3% of Tier 1 capital over the total exposure
measure in force since June 2021.

leverage, in compliance with the requirements of Article 451 of the CRR and Article 6 of Commission

The composition and evolution of the leverage ratio is described below. Information concerning leverage risk

The level of exposure is calculated by the Group in line with the
definition introduced by Regulation (EU) 2019/876:

e Exposures recognised under assets, with the exception of
derivatives and repos, are recorded net of allowances.

e Exposures in derivatives are calculated at replacement cost
after applying netting agreements and collateral received (if
any). Additionally, the adjustment for potential future risks
(add-on) is included in the exposure measurement. In its
calculation, this also takes into account contractual netting
agreements.

e For securities financing transactions (SFTs), both the
carrying amount and the counterparty credit risk add-on are
taken into account.

e Exposures to contingent risks and commitments are
calculated taking into account the carrying value net of
allowances multiplied by the corresponding conversion
factor (with a 10% floor), depending on the type of exposure
in question.

Table 21. LRSum: Summary reconciliation of accounting assets and leverage ratio exposures (EU LR1).

Applicable amount

Total assets as per published financial statements 251,379,528
Adjustment for entities which are consolidated for accounting purposes but are outside the scope of regulatory consolidation -27,273
(Adjustment for securitised exposures that meet the operational requirements for the recognition of risk transference) —
(Adjustment for temporary exemption of exposures to central bank (if applicable)) —
(Adjustment for fiduciary assets recognised on the balance sheet pursuant to the applicable accounting framework but excluded _
from the leverage ratio total exposure measure in accordance with point (i) of Article 429a(1) CRR)

Adjustment for regular-way purchases and sales of financial assets subject to trade date accounting -
Adjustment for eligible cash pooling transactions —
Adjustments for derivative financial instruments -4,461,210
Adjustment for securities financing transactions (SFTs) -2,496,119
Adjustment for off-balance sheet items (i.e. conversion to credit equivalent amounts of off-balance sheet exposures) 12,561,405
(Adjustment for prudent valuation adjustments and specific and general provisions which have reduced Tier 1 capital) -3,233,205
(Adjustment for exposures excluded from the total exposure measure in accordance with point (c) of Article 429a(1) CRR) —
(Adjustment for exposures excluded from the total exposure measure in accordance with point (j) of Article 429a(1) CRR) —
Other adjustments 117,225
Leverage ratio total exposure measure 253,840,350

Data as at 31/12/2022, in thousand euro. Phase-in scenario.
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Regarding the exposure described in the previous paragraphs,
items accounted for under assets that have been deducted
from Tier 1 capital have been reduced to ensure consistency
between the measurement of capital and that of the exposure
(amongst others, intangible assets and tax-loss carry-forwards).

Table 22. LRCom: Leverage ratio common disclosure (EU LR2).

©Sabadell

The following table shows items considered in the leverage ratio
calculated as at 31/12/2022.

CRR leverage ratio exposures

31/12/2022 30/06/2022
On-balance sheet exposures (excluding derivatives and SFTs)
On-balance sheet items (excluding derivatives, SFTs, but including collateral) 245,750,992 251,741,871
Gross-up for derivatives collateral provided where deducted from the balance sheet assets pursuant to the applicable accounting _ _
framework
(Deductions of receivables assets for cash variation margin provided in derivatives transactions) -476,575 -412,955
(Adjustment for securities received under securities financing transactions that are recognised as an asset) — -
(General credit risk adjustments to on-balance sheet items) -3,221,641 -3,210,610
(Asset amounts deducted in determining Tier 1 capital) -2,808,875 -2,783,124
Total on-balance sheet exposures (excluding derivatives and SFTs) 239,243,901 245,335,181
Derivative exposures
Replacement cost associated with SA-CCR derivatives transactions (i.e. net of eligible cash variation margin) 517,194 261,700
Derogation for derivatives: replacement costs contribution under the simplified standardised approach — —
Add-on amounts for potential future exposure associated with SA-CCR derivatives transactions 886,414 855,641
Derogation for derivatives: Potential future exposure contribution under the simplified standardised approach — —
Exposure determined under Original Exposure Method — —
(Exempted CCP leg of client-cleared trade exposures) (SA-CCR) — —
(Exempted CCP leg of client-cleared trade exposures) (simplified standardised approach) — —
(Exempted CCP leg of client-cleared trade exposures) (Original exposure method) — —
Adjusted effective notional amount of written credit derivatives - -
(Adjusted effective notional offsets and add-on deductions for written credit derivatives) — —
Total derivatives exposures 1,403,608 1,117,341
Securities financing transaction (SFT) exposures
Gross SFT assets (with no recognition of netting), after adjustment for sales accounting transactions 3,255,069 5,081,007
(Netted amounts of cash payables and cash receivables of gross SFT assets) -2,844,438 -3,784,784
Counterparty credit risk exposure for SFT assets 348,319 164,990
Derogation for SFTs: Counterparty credit risk exposure in accordance with Articles 429¢(5) and 222 CRR — —
Agent transaction exposures — —
(Exempted CCP leg of client-cleared SFT exposure) — —
Total securities financing transaction exposures 758,950 1,461,212
Other off-balance sheet exposures
Off-balance sheet exposures at gross notional amount 46,081,738 44,289,814
(Adjustments for conversion to credit equivalent amounts) -33,520,333 -34,002,756
(General provisions associated with off-balance sheet exposures deducted in determining Tier 1 capital) — —
Off-balance sheet exposures 12,561,405 10,287,058
Excluded exposures
(Exposures excluded from the total exposure measure in accordance with point (c) of Article 429a(1) CRR) — —
(Exposures exempted in accordance with point (j) of Article 429a (1) CRR (on and off balance sheet)) — —
(Excluded exposures of public development banks (or units) - Public sector investments) - -
(Excluded exposures of public development banks (or units) - Promotional loans) — —
(Excluding subrogated exposures on promotional loans from non-public development banks or units) - -
(Excluded guaranteed parts of exposures arising from export credits) -127,514 -141,616
(Excluded excess collateral deposited at triparty agents) — —
(Excluded CSD related services of CSD/institutions in accordance with point (o) of Article 429a(1) CRR) — —
(Excluded CSD related services of designated institutions in accordance with point (p) of Article 429a(1) CRR) — —
(Reduction of the exposure value of pre-financing or intermediate loans) — _
(Total exempted exposures) -127,514 -141,616
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CRR leverage ratio exposures

31/12/2022 30/06/2022

Capital and total exposure measure
Tier 1 capital 11,732,751 11,669,467
Total exposure measure 253,840,350 258,059,177

Leverage ratio

Leverage ratio (%) 4.62% 4.52%
Leverage ratio (excluding the impact of the exemption of public sector investments and promotional loans) (%) 4.62% 4.52%
Leverage ratio (excluding the impact of any applicable temporary exemption of central bank reserves) (%) 4.62% 4.52%
Regulatory minimum leverage ratio requirement (%) 3.00% 3.00%

Additional own funds requirements to address the risk of excessive leverage (%) - -
of which: to be made up of CET1 capital — —
Leverage ratio buffer requirement (%) — —
Overall leverage ratio requirement (%) 3.00% 3.00%

Choice on transitional arrangements and relevant exposures
Choice on transitional arrangements for the definition of the capital measure N/A N/A

Disclosure of mean values

Mean of daily values of gross SFT assets, after adjustment for sale accounting transactions and netted of amounts of associated
cash payables and cash receivable

Quarter-end value of gross SFT assets, after adjustment for sale accounting transactions and netted of amounts of associated cash
payables and cash receivables

Total exposures (including the impact of any applicable temporary exemption of central bank reserves) incorporating mean values
from row 28 of gross SFT assets (after adjustment for sale accounting transactions and netted of amounts of associated cash pay
Total exposures (excluding the impact of any applicable temporary exemption of central bank reserves) incorporating mean values
from row 28 of gross SFT assets (after adjustment for sale accounting transactions and netted of amounts of associated cash pay

340,639 309,778

410,631 1,296,222

253,770,358 257,072,733

253,770,358 257,072,733

Leverage ratio (including the impact of any applicable temporary exemption of central bank reserves) incorporating mean values

. X . . 4.62% 4.54%
from row 28 of gross SFT assets (after adjustment for sale accounting transactions and netted of amounts of associated cash paya
Leverage ratio (excluding the impact of any applicable temporary exemption of central bank reserves) incorporating mean values 2.62% 2.54%
from row 28 of gross SFT assets (after adjustment for sale accounting transactions and netted of amounts of associated cash paya e R
Data as at 31/12/2022, in thousand euro. Phase-in scenario.
As shown in this table, the leverage ratio of Banco Sabadell The following table shows a breakdown of on-balance sheet
Group as at 31/12/2022 was 4,62%% (4,59%% in fully loaded exposures, excluding derivatives, repos and excluded

terms), which is significantly higher than the aforementioned exposures, classified by portfolio:
reference level.

Table 23. LRSpl: Split-up of on-balance sheet exposures (excluding derivatives, SFTs and exempted exposures) (EU LR3).

CRR leverage ratio

exposures”
Total on-balance sheet exposures (excluding derivatives, SFTs, and exempted exposures), of which: 241,925,262
Trading book exposures -
Banking book exposures, of which: 241,925,262
Covered bonds —
Exposures treated as sovereigns 83,491,749
Exposures to regional governments, MDB, international organisations and PSE, not treated as sovereigns 547,877
Institutions 1,523,124
Secured by mortgages of immovable properties 88,166,108
Retail exposures 11,890,474
Corporates 31,438,572
Exposures in default 3,038,736
Other exposures (i.e. equity, securitisations, and other non-credit obligation assets) 21,828,623

Data as at 31/12/2022, in thousand euro. Phase-in scenario.

@ The difference between total exposures in this table is due to the exposures excluded in the previous table, corresponding to the collateral provided by the Group for derivative netting agreements.
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7.2 Leverage ratio evolution

The leverage ratio during the year 2022 it has remained
significantly above the mandatory minimum requirement.

Table 24. Evolution of the phase-in leverage ratio (EU LRQua).

©Sabadell

31/12/2022 30/09/2022 30/06/2022 31/03/2022 31/12/2021
Tier 1 11,732,751 11,582,951 11,669,467 11,582,468 12,479,533
Exposure 253,840,350 257,020,894 258,059,177 213,316,122 211,616,215
Leverage ratio 4.51% 4.52% 5.43% 5.90%

Amounts in thousand euro.

During 2022, the leverage ratio changed by -128 bps relative to
the ratio as at 31 December 2021. The main components of
this variation are:

Tier 1 variation of -747 million euros (-35 bps) is mainly due
to the voluntary early redemption envisaged in the
conditions of the AT1 Preferred Securities 1/2017 issue,
whose value amounted to 750 million euros.

Change of +42,224 million in the exposure considered in
the leverage ratio calculation (-92 bps) mainly due to the

end, in March 2022, of the transitory period that allowed
the exclusion of exposures of deposits held at central banks
from the leverage ratio. This transitory period began to apply
in September 2020 through Decision (EU) 2020/1306,
which provided for a validity until 27 June 2021. This validity
period was subsequently extended until 31 March 2022
through Decision (EU) 2021/1074.
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7.3 Leverage ratio management

The leverage ratio is defined as the ratio between Tier 1 capital
and the Group’s total exposure, according to the calculation
approach set forth in Article 429 of the CRR. Total exposure
includes on-balance sheet exposures, derivative exposures,
securities financing transactions and off-balance sheet items,
without risk adjustment. This ratio is a key pillar in the regulation
of post-crisis capital; it complements other risk-based capital
recovery options.

Banco Sabadell Group controls the risk of excessive leverage
through proactive and dynamic management of the leverage
ratio. In addition to specific monitoring of the leverage ratio as
part of the Risk Appetite Framework, the Group has additional
metrics to complement the management and monitoring of risk
of excessive leverage, which make it possible to identify the
maturities, the type of encumbrance and movements of
encumbered assets. These metrics include the Asset
Encumbrance ratio and the Net Stable Funding Ratio (NSFR),
which are defined as follows:

e Asset Encumbrance: a metric that identifies the proportion
of assets that are pledged in funding operations relative to
the Institution’s total assets. Specifically, it is calculated as
the ratio of total encumbered assets plus total collateral
received and reused as a proportion of total assets plus
total collateral received.

e NSFR: a regulatory balance sheet structure ratio which
measures the amount of available stable funding over one
year relative to the amount of required stable funding,
based on the liquidity and residual maturities of assets and
off-balance sheet exposures.

The leverage ratio, in its strictest “fully loaded” form, is part of
the framework of quantitative indicators established in the Risk
Appetite Statement (RAS) as a first-tier metric to ensure that the
ratio comfortably exceeds the minimum regulatory
requirements. This is verified through continuous monitoring of
both the exposure and the Institution’s available own funds.
Within this framework, the Group has set limits and
implemented different operational measures for this ratio,
which guarantee that the leverage is maintained within
acceptable risk levels consistent with the sustainable growth of
the Group’s balance sheet and well above the minimum levels
that could be considered a risk.

The estimates of this ratio, its evolution and its comparison with
different operational measures form part of the Group’s
monthly monitoring and reporting activities. The resulting
information is relayed to various committees and governance
bodies. Additionally, this ratio is forecast in the Capital Planning
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and internal stress test exercises, for the purpose of verifying
their compliance.

Additionally, and with the aim of managing excessive leverage
risk, the Net Stable Funding Ratio (NSFR) is used to measure
and monitor mismatches between maturities and asset
encumbrance. This ratio is a first-tier RAS metric that enables
continuous monitoring of compliance with the objectives and
limits established (taking into account maturity mismatches)
which, if exceeded, would be managed with a series of pre-
defined corrective measures. Additionally, the Group has
designed and implemented a system of early warning
indicators, which include market and liquidity indicators
adapted to the Group’s funding structure and business model.

Furthermore, encumbered assets are monitored using the Asset
Encumbrance metric, which involves regular measurement of
the used and available collateral pools for each maturity
window. This indicator is a second-tier RAS metric. To this end,
the Group’s objective is to maintain a prudent level of
encumbered assets, with the availability of an adequate
collateral reserve that allows secured and unsecured funding
sources to be accessed at all times. This metric is integrated in
liquidity management and stress testing processes.

The Group has a capital monitoring and governance framework
in place that allows it to take measures in the event of failure to
achieve internal targets. It is monitored periodically and
regularly reported to the Bank’s Board Committees and to the
Board of Directors.

The Group’s Recovery Plan, approved by the Board of Directors,
contains a wide range of extraordinary recovery measures of
different kinds that are compared against different stress
scenarios, both systemic and idiosyncratic. It also includes a
detailed analysis of each of the potential measures, including
the preparatory measures necessary for their implementation,
as well as considerations regarding the execution of each
measure, such as implementation periods and legal,
operational and governance considerations, among other
aspects.

Regarding the risk of excessive leverage, the corrective
measures defined in both the Risk Appetite Framework and the
Recovery Plan allow management measures to be taken in the
event of a potential increase of Tier 1 capital or in order to adjust
the leverage ratio denominator (total exposure measure).
Among these measures, the option of capital
injections/increases with subscription rights, the issuance of
instruments admitted as capital or the sale of assets are all
analysed, with specific execution timetables in each case.
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The information provided in this chapter is in line with the disclosure requirements in relation to credit risk,
with detailed information required by the following CRR articles: Article 438 on own funds requirements and
risk-weighted exposure amounts, Article 439 on exposure to counterparty credit risk, Article 442 on credit
risk adjustments, Article 444 on the use of ECAls, Article 449 on exposures to securitisation positions, Article
452 concerning the use of the IRB approach to credit risk, Article 453 on the application of credit risk
mitigation techniques and Article 473a on the introduction of IFRS 9. In relation to the previously mentioned
articles, this chapter also details the requirements related to credit risk of Articles 2, 8, 9, 10, 11, 12, 13 and
14 of Implementing Regulation (EU) 2021/637, as well as Guidelines EBA/GL/2018/10.

8

The following section mainly analyses information related to the management and governance of credit risk,
the credit quality of exposures and own funds requirements for credit risk of Banco Sabadell Group.

Credit risk is defined as the risk of incurring losses as a result of borrowers’ failure to honour their payment obligations, as well as a loss
of value due to the deterioration of borrowers’ creditworthiness. Credit risk includes sub-risks such as concentration risk, counterparty
credit risk and country risk.

Figure 16. Breakdown of EAD by segment.

Mortgage loans

Concentration risk: supplementary to borrowers’ default risk, concentration risk refers to exposures with the potential to generate
losses large enough to threaten the solvency of the Institution or the viability of its ordinary business activity.

Counterparty credit risk: this refers to the risk exposure of certain financial contracts (derivatives and repos) whose risk level is not in
line with the notional value of the contract. A distinction is made between counterparty credit risk, settlement risk and delivery risk.
Following the requirements of Pillar Il Disclosures, this risk (broken down as a second tier risk inside credit risk in the Group’s risk
taxonomy) is described in section 8.8 “Counterparty credit risk” of this document.

Country risk: this risk arises from the eventual inability of a debtor to meet its foreign currency payment obligations to external
creditors, among other reasons, because the country does not allow access to the currency, the country is unable to transfer it, the
ineffectiveness of legal actions against the borrower for sovereignty reasons, or because of situations of war, expropriation or
nationalisation. Country risk affects not only debts contracted with a State or entities guaranteed by it, but also all private debtors
belonging to that State and which, for reasons beyond their own evolution or decision, experience a general inability to meet their
debts.

Figure 17. Breakdown of EAD by geography.
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8.1 Credit risk management and governance

Management strategies and processes

Banco Sabadell Group’s current credit risk management
strategy, in line with the business model and objectives, is fixed
in accordance with the Risk Appetite Framework (RAF).

The criteria and approach for accepting Credit Risk are set out
and described in the Credit Risk Acceptance and follow-up
Policy, a document that establishes the principles, critical
parameters, governance structure, roles and responsibilities,
procedures and key tools relating to the acceptance of credit
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risk and the approval of transactions. The Board of Directors is
responsible for its approval.

The Group’s management of this risk is governed by the
following fundamental principles:

e Involvement of the Board of Directors: ensure its
involvement in setting strategies, policies and procedures
for managing credit risk acceptance.
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e Governance and consistency with the Institution’s risk
appetite: ensure activity is aligned with the risk profile
defined by the Institution.

e Diligence when approving risk transactions: establish
practices geared towards responsible lending, conducting
an in-depth analysis of customers and transactions focusing
on financial solvency, payment capacity and guarantees.

e Appropriate transaction pricing: ensure that transactions
are approved observing the pricing framework defined by
the Institution.

e Compliance with regulations and treatment of waivers:
ensure that the acceptance process is in line with prevailing
regulations and that waivers are dealt with correctly.

Credit risk exposures are rigorously managed and monitored
through regular assessments of borrowers’ creditworthiness
and of their ability to honour their payment obligations
undertaken with the Group, adjusting the exposure limits
established for each counterparty to the level that is deemed to
be acceptable. It is also normal practice to mitigate credit risk
exposures by requiring borrowers to provide collateral or other
guarantees to the Bank.

The Board of Directors grants powers and discretions to the
Delegated Credit Committee to allow the latter to delegate
responsibilities to different decision-making levels. The
implementation of different authority thresholds for authorising
transactions enables each level of authority to be established
based on the expected loss calculated for each transaction.

In order to optimise the business possibilities with each
customer and guarantee a sufficient level of security,
responsibility for both the acceptance of risk and the monitoring
of risk is shared between the account manager and the risk
analyst (Basic Management Team) which, through effective
communication, allows those responsible to have a
comprehensive (360°) and forward-looking vision of each
customer’s individual circumstances and needs.

The account manager monitors the business aspect through
direct contact with customers and by handling their day-to-day
banking activities, while the risk analyst takes a more system-
based approach making use of his/her specialised knowledge.

Consistency with the Risk Appetite Framework

Banco Sabadell Group ensures that the level of its credit risk
exposures is consistent with its tolerance of this risk, as defined
in the RAS. There are limits and specific Board, Executive and
Operational metrics that monitor the main risks, as well as
adequate internal controls to ensure that credit risk exposures
do not exceed the risk appetite levels established by the Group.

Banco Sabadell Group has a series of specific tools and policies
in place to ensure its credit risk is managed efficiently:

e Quantitative metrics from the Risk Appetite Statement and
their subsequent monitoring as Board, Executive and
Operational metrics.

e Individual exposure or concentration limits for risks and
customers considered to be significant, which are set by the
Delegated Credit Committee.

e A structure of conferred powers, which requires major
transactions with customers to be approved by the Group’s
Risk Operations Committee, or even by the Delegated Credit
Committee.

©Sabadell

Asset Allocation / Sectoral Strategic Outlook

Banco Sabadell Group has an environment for managing and
controlling credit risk, in which it develops, deploys and
maintains a series of management and control frameworks for
specific portfolios, sectors and geographies. It is a powerful tool
for deploying the Global Risk Framework and allows the growth
of investment to be guided and an asset allocation strategy to
be established while seeking to optimise the long-term
risk/reward ratio.

Each of these frameworks defines the Group’s appetite in each
sector or portfolio and the requirements to achieve it,
establishing:

e Asset allocation, setting the growth targets for each key
pillar (quality, type, etc.).

e General principles that should govern activity in each
portfolio, sector or geography.

e Basic policies for the approval and monitoring of loans and
credit.

e Risk monitoring and control metrics (for both existing stock
and new loans).

Lastly, the set of management and control frameworks, together
with ongoing planning and management, allow portfolio
performance to be anticipated, which enables growth to be
guided in a way that is profitable in the long term.

The Group has further strengthened the sectoral outlook of its
monitoring activities, by developing the Sector Guidance
Strategy (SGS), as a mechanism for integrating all of the existing
outlooks within the Group in relation to sectoral risk, and in
which the Group’s sectoral asset allocation strategy is
established, integrating to this end the various existing outlooks
within the organisation in relation to economic activity sectors.

Within this sectoral strategic outlook, the Group includes or
takes into consideration not only the sectoral effect or impact of
external events (such as COVID-19, the impact of Russia’s
invasion of Ukraine, the inflationary environment, the shortage
of commodities, etc.), but also all inputs or aspects that could
affect the future evolution of the different sub-sectors, such as
the composition and characteristics of the Institution’s credit
portfolio, ESG factors, Economic Recovery Funds (ERFs),
sectoral and market trends, etc.

Pricing system that guarantees an alignment with credit risk

This is a process for assigning prices that factors in the cost, risk
and capital allocated at the transaction level, which is
particularly important in the current context of high competitive
pressure.

Banco Sabadell Group uses Risk adjusted Return on Capital
(RaRoC) as a key risk screening factor to ensure the existence
of a framework that measures return on the basis of risk and
that contributes a coherent outlook of profitability through the
various portfolios.

Discretions and risk approval

The Board of Directors grants powers and discretions to the
Delegated Credit Committee to allow the latter to delegate
responsibilities to different decision-making levels. In addition,
the Board of Directors approves individual transactions of over
350 million euros.

The Delegated Credit Committee approves individual
transactions in excess of 80 million euros (150 million euros for
General Governments), up to a maximum of 350 million euros.

Pillar Il Disclosures 2022 83



8. Credit Risk

In extraordinary circumstances, which must be duly justified, the
Delegated Credit Committee may approve a transaction in
excess of 350 million euros, though this must be subsequently
ratified by the Board of Directors.

Transactions above the target concentration threshold set out
in Banco Sabadell Group’s Risk Appetite Statement must be
approved by the Board of Directors. Additionally, the Board of
Directors must be notified of all transactions that entail an
increase in credit risk exposures with the customer of over 50
million euros.

There is a control system in place with different authority
thresholds for authorising transactions that do not meet the
above parameters, which enables each level of authority to be
established based on the expected loss calculated for each
transaction of the companies in question.

This system for delegating authority based on expected loss is
included in the risk record; the conferral of powers is automated
and cannot be changed by employees.

To optimise the business opportunities offered by each
customer and to ensure an appropriate level of security,
responsibility for accepting and monitoring risks is shared
between the account manager and the risk analyst who, by
maintaining effective communication and a proactive attitude,
are able to provide those responsible with a comprehensive
view of each customer’s individual situation.

Non-performing risk management

Banco Sabadell Group has an advanced model in place to
manage the non-performing risk of the impaired assets
portfolio. The purpose of managing non-performing risk is to
identify the best solution for the customer upon detecting the
first signs of impairment, whilst reducing the entry into default
of customers with financial difficulties, ensuring intensive
management and avoiding any idle periods between the
different stages.

The most notable aspect of the collection and recovery
management process is its adaptability to the type of
debt/segment of the borrower and how long they have been in
arrears. The organisational structure of the specialists involved
in the collection and recovery process is particularly important,
as is the availability of an adequate information system that
helps them in their coordination activities and gives them
permanent access to information about the situation of the
customer in question. Banco Sabadell Group continuously
searches for the most efficient method of ensuring the highest
possible recovery of the debt, whilst also opting to use, if
necessary, external management systems with support from
firms that specialise in this type of activity. It shall even consider
implementing a mechanism to transfer the debt, if the cost
associated with this mechanism is less than that associated
with a different option, which could result in additional losses.

Each geography has its own management process in place to
manage non-performing exposures, which takes into account
the situation of each customer, their segment and the
applicable legislation in each region.

Furthermore, Banco Sabadell Group has an action strategy for
the divestment of its acquired real estate assets, which is used
to accelerate the sale of real estate properties whilst minimising
losses.
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Governance and organisation

The governance structure for credit risk management and
control has as key pillars the direct involvement of Senior
Management and the Board of Directors within the corporate
model and a clear-cut definition of roles and responsibilities,
including the approval of the management framework and
ensuring its adequate implementation.

The Board of Directors is supported by the following
committees, whose duties are described in Chapter 15.
Corporate Governance, for the management and control of
credit risk:

e Board Risk Committee

e Board Audit and Control Committee
e Delegated Credit Committee

e Board Remuneration Committee

Senior Management and the Board of Directors are directly and
effectively involved in managing this risk by approving the
Group’s Global Risk Framework and Risk Appetite Framework,
as well as its risk management policies.

Likewise, as indicated in sub-section 5.2.3. “Organisation of the
risk function” section, Banco Sabadell Group establishes its
control framework based on the model of Three Lines of
Defence, and which in relation to the credit risk function broadly
has the following structure:

First line of defence: comprises the Business Units (Sabadell
Spain, Mexico, Corporate & Investment Banking Unit), Risk
Management and Corporate Governance, highlighting the
following roles and responsibilities for each of them:

Business Units:
e |dentify opportunities and compile customer information.

e Conduct an initial analysis of the transaction and approve it
according to the risk management model.

Risk Management:

e To carry out the management of the selective admission
and monitoring at Group level of the activity and evolution
of credit risk in the different entities of the Group.

e Align priorities of the Strategic Plan with the Risk outlook in
all segments.

e Establish and develop processes that enable the credit risk
management function to be optimised.

e Roll out credit risk rating systems.

e Develop Management and Control Frameworks and
calculate and monitor credit risk metrics and indicators.

Corporate Governance:

e Send the necessary communications to the Regulator,
requesting authorisation before granting transactions to
members of the Board of Directors, Senior Management or
similar, as well as their related parties or, where
appropriate, merely giving notice of the foregoing, as
required by the governing regulations.

Second line of defence: in addition to the Compliance Unit,
whose duties are described in section 5.2.3, the second line of
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defence is comprised of the Credit Risk Control Unit and the
Validation Unit.

The Credit Risk Control Unit is independent of the First Line of
Defence and responsible for:

e Ensure the correct identification, assessment and
monitoring of risks by the first line of defence, establishing
specific controls and processes for the second line.

e Supervising the adequacy and effectiveness of policies and
procedures and their associated processes.

e Validating Management Frameworks and developing
Control Frameworks by monitoring compliance therewith
(including credit risk RAS metrics).

e Supervise and control the risk strategy and the risk
acceptance and monitoring processes, ensuring the quality
and effectiveness of those processes, their alignment with
policies, strategy and the risk appetite and the traceability
of decisions.

e Supervise and control country risk and financial institutions
risk, ensuring the quality of those exposures.

e Coordinating and standardising the 2LoD in relation to
credit risk.

The Validation Unit is responsible for:

e Checking that credit risk models work as expected and that
the results obtained from them are appropriate to their
various uses.

e Establishing the principles, critical parameters, governance
structure, roles and responsibilities, procedures and key
tools relating to the identification, measurement,
management, monitoring and control of model risk.

Third line of defence: Formed by the Internal Audit Unit, which
acts as an independent unit to oversee the monitoring,
management and control of credit risk. A series of periodic
reviews are carried out on aspects related to the adequacy of
credit risk management and control. These include audits of the
corporate centre (aimed at reviewing risk management and
control processes at all stages of the credit cycle), audits of the
branch network (among others, to verify the accuracy and
adequacy of the data entered in the internal credit rating
systems), IT audits (migration processes, logical security and
process outsourcing, fundamentally) and audits of operating
processes (risk analysis and management, granting and
monitoring of operations, administration of operations and
guarantees, etc.), as well as other independent reviews (e.g.,
general IT controls or specific reviews of processes), as well as
other independent reviews (e.g., general IT controls or specific
process reviews). Details of its duties and responsibilities are
described in section 5.2.3 “Organisation of the risk function”.

Measurement systems

The Board of Directors is in charge of defining the appetite to
credit risk within the Group.

The Group ensures that the level of its credit risk exposures is
consistent with its tolerance of this risk, as defined in the RAS.
There are limits and specific Board, Executive and Operational
metrics that monitor the main risks, as well as adequate internal
controls to ensure that credit risk exposures do not exceed the
risk appetite levels established by the Group.

In order to manage credit risk efficiently, Banco Sabadell Group
has 27 Board metrics linked to credit risk, segmented between
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Asset Quality, Counterparty, Concentration and Sustainability
metrics. These are supplemented with a larger number of
Executive and Operational metrics more tailored or adapted to
the different portfolios and/or risk management frameworks of
the Institution.

In addition to the RAS metrics, Banco Sabadell Group has key
indicators at the portfolio level that are aligned with the risk
management and control frameworks, and which monitor the
existing stock and new loans, including the breakdowns
deemed relevant in each portfolio, by aspects such as products,
sectors, geographies, quality, asset allocation, etc.

In addition to this, the implementation of advanced
methodologies for managing credit risk (adapted to the Basel
Capital Accord and best practices) benefits the process by
ensuring that proactive measures can be applied once a risk
has been identified. It is worth highlighting the use of rating tools
such as credit rating systems for corporate borrowers and credit
scoring systems for retail customers, as well as early warning
indicators to monitor risks. These tools are checked regularly to
determine their effectiveness in predicting borrower default.

The analysis of indicators and early warnings, in addition to
credit rating reviews, allow an integrated and continuous
measurement to be made of the level of the accepted risk. The
establishment of efficient procedures to manage performing
loans also benefits the management of past-due loans by
enabling a proactive policy to be devised based on a preliminary
identification of any cases with propensity to default.

The early warnings system allows an integrated measurement
to be made of the level of the risk taken and allows it to be
transferred to recovery management specialists, who determine
the different types of procedures that should be implemented.
Therefore, based on risks in excess of a set limit and according
to predicted default rates, groups or categories are established
to be treated individually. These warnings are additionally
managed by the business manager and the risk analyst. Policies
for these risks are set out, on one hand, in terms of the
management framework and, on the other hand, in the form of
maximum exposure limits or permitted mitigation/guarantee
techniques. Both of these are established in specific regulations
and training programmes which enable them to be distributed
to all levels of the organisation.

A basic management tool for this type of risk is the use of
advanced internal credit rating models of customers and
transactions.

Rating Systems

In general, credit risks incurred with corporates, developers,
specialised lending projects, financial institutions and countries
are rated using a rating system based on predictive factors and
an internal estimate of the probability of default.

The rating model is reviewed annually based on the analysis of
performance patterns of defaulted loans. A predicted default
rate is assigned to each internal credit rating level, which also
allows a uniform comparison to be made against other
segments and ratings assigned by external credit rating
agencies using a master ratings scale.

Scoring Systems

In general, credit risks undertaken with individual customers are
rated using credit scoring systems, which are based on a
quantitative model of historical statistical data, where the
relevant predictive factors are identified.

In geographies in which scoring takes place, scoring is divided
into two types:
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e Reactive scoring: used to evaluate applications for loans
and other transactions before approving them. Once all of
the data relating to the transaction has been entered, the
system calculates a result based on the estimated
repayment capacity, financial profile and, if applicable, the
level of assets pledged as guarantees.

e Behavioural scoring: the system automatically classifies all
customers based on information regarding their activity and
each of the products that they have acquired. These scores
are mainly used in approving transactions, setting
(authorised) overdraft limits, advertising campaigns,
monitoring and segmentation of claims and/or recovery
procedures.

Warning Tools

In general, Banco Sabadell has an early warnings system in
place comprised of both individual warnings and advanced early
warning models for both Corporates and Individuals segments.
These early warnings are based on behavioural factors obtained
from available sources of information (credit ratings and scores,
customer files, balance sheets, CIRBE (Bank of Spain Central
Credit Register), information of a sector-based or operative
nature, structural model, etc.). They measure the risk
associated with the customer on a short-term basis (predicted
propensity to default) obtaining a high predictive capacity to
detect potential defaulters. The resulting rating or score, which
is obtained automatically, is used as a basic input in monitoring
the risk of Corporates and Individuals.

This warnings system enables:

e More efficient monitoring of customers with the lowest
rating/score (different cut-off points for each group).

e The Institution to anticipate actions required to manage any
negative change in the situation of the customer (change in
rating/score, new severe warnings, etc.).

e Regular monitoring of customers whose situation remains
unchanged and who have been analysed by the Basic
Management Team.

The analysis of indicators and early warnings, in addition to
credit rating reviews, allow an integrated and continuous
measurement to be made of the level of the accepted risk. The
establishment of efficient procedures to manage performing
loans also benefits the management of past-due loans by
enabling a proactive policy to be devised based on a preliminary
identification of any cases with propensity to default.

Reporting

Banco Sabadell Group ensures that its credit risk (along with its
various sub-risks) is regularly monitored in order to, on one
hand, continuously monitor changes in the portfolio and in new
lending products (and their key risk indicators) and, on the other
hand, enable a swift identification and rectification of any
weaknesses in the mechanisms implemented to manage and
control this risk.

The Group has a Credit Risk Dashboard, generated and
centralised in the Risk Management Unit and reported, after
validation by the Credit Risk Control Unit, which monitors the
status of key indicators in order to review this risk, in both
overall terms and in terms of individual portfolios and
frameworks, reporting monthly to the Technical Risks
Committee and to the Delegated Risk Committee and following
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the established risk governance until the information reaches
the Board of Directors.

This reporting includes Board and Executive credit risk metrics
from the Group’s RAS, in order to ensure that credit risk is
managed within the established limits, and in order to monitor
additional aspects of the portfolio analysis, such as the
compliance with management and control frameworks, to verify
their correct application.

In terms of credit risk models, the Group has a Models
Dashboard in place, which it uses to verify that all internal credit
rating models work as expected and that the results obtained
from these models are appropriate to their uses.

Mitigation measures

The main credit risk mitigation techniques used by the Group
are summarised below.

Credit risk acceptance and control frameworks

Banco Sabadell Group continues to strengthen its credit risk
management and control environment by developing and
deploying management and control frameworks for certain
portfolios, sectors and geographies, providing a powerful tool
that allows the Global Risk Framework to be deployed and also
guiding the growth of lending, seeking to optimise the long-term
risk/reward ratio.

Each of these frameworks defines the Group’s appetite in each
sector or portfolio and the requirements to achieve it,
establishing:

e Asset allocation, setting the growth targets for each key
pillar (quality, type, etc.).

e General principles that should govern activity in each
portfolio, sector or geography.

e Basic policies for the approval and monitoring of loans and
credit.

e Workflows and governance related to transactions affected
by the framework.

e Business strategy.

e Risk monitoring and control metrics (for both existing stock
and new loans).

Lastly, the set of management and control frameworks, together
with ongoing planning and management, allow portfolio
performance to be anticipated, which enables growth to be
guided in a way that is profitable in the long term.

RAS metrics

As mentioned in the section on measurement systems, Banco
Sabadell Group ensures that the level of its credit risk exposures
is consistent with its tolerance for this risk, as defined in the
RAS. There are limits and specific Board, Executive and
Operational metrics that monitor the main risks, as well as
adequate internal controls to ensure that credit risk exposures
do not exceed the risk appetite levels established by the Group.

Banco Sabadell Group has a series of specific tools and policies
in place to ensure its credit risk is managed efficiently:

e Quantitative metrics from the Risk Appetite Statement and
their subsequent monitoring as Board, Executive and
Operational metrics.
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e Individual exposure or concentration limits for risks and
customers considered to be significant, which are set by the
Delegated Credit Committee.

e A structure of conferred powers, which requires major
transactions with customers to be approved by the Group’s
Risk Operations Committee, or even by the Delegated Credit
Committee.

Likewise, Banco Sabadell Group has defined in its RAS the
establishment of action plans and mitigation measures for the
treatment of exceptions of internally established limits, for
which criteria need to be included to justify this exceptional
treatment.

If necessary, the Group will take the corresponding measures to
adapt the credit risk to the levels approved in the RAS by the
Board of Directors.

Guarantees

Banco Sabadell Group’s credit risk acceptance and follow-up
policy firmly stipulates that guarantees cannot be the only
element based on which a transaction is approved, nor the main
means of repaying the amount loaned in a transaction.
Guarantees need to be complementary, not a replacement, and
they should be considered as a secondary and exceptional
means of recovering debt.

Generally, these take the form of collateral, mainly mortgages
on properties used as housing for which construction has mostly
finished. The Institution also accepts, although to a lesser
extent, other types of collateral, such as mortgages on retail
properties, industrial warehouses, etc., as well as financial
assets. Another credit risk mitigation technique commonly used
by the Institution is the acceptance of sureties, in this case
subject to the surety presenting a certificate of good standing.

All of these mitigation techniques are established ensuring their
legal certainty, i.e. under contracts that are legally binding for all
parties. These contracts are also legally enforceable in all
relevant jurisdictions, thus ensuring that the collateral can be
settled at any time. The entire process is subject to an internal
verification of the legal adequacy of these contracts, and legal
opinions of international specialists can be requested where
these contracts have been entered into under foreign
legislation.

All collateral is executed before a notary public through a public
document, thus ensuring its enforceability before third parties.
In the case of property mortgages, these public documents are
also registered with the corresponding land registries, thus
gaining constitutive effectiveness before third parties. In the
case of pledges, the pledged items are generally deposited with
the Institution. Unilateral cancellation by the obligor is not
permitted, and the guarantee remains valid until the debt has
been fully repaid.

Personal guarantees or sureties are established in favour of the
Institution and, except in certain exceptional cases, these are
also executed before a notary public through a public document,
to vest the agreement with the highest possible legal certainty
and to allow legal claims to be filed through executive
proceedings in the event of default. They constitute a credit right
with respect to the guarantor that is irrevocable and payable on
first demand.

Risk Culture

The applicable information about the risk culture relating to all
of the Group’s risks is covered in sub-section 5.2.1 “Corporate
risk culture”.
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In addition to the cross-cutting aspects of risk culture and
training in Banco Sabadell Group, additional actions or aspects
relating or specific to Credit Risk are described below.

The Group’s risk culture facilitates the implementation of a solid
risk culture driven by the highest level of authority within the
Group, which involves the entire organisation, from
Management itself to the various business units taking the
risks.

Banco Sabadell is driving forward the consolidation of its credit
risk culture among all its employees through an ongoing
programme, whose basic pillars are:

e Risk Management Development Scheme: systematisation
and guidance on risk management:

— Definition of roles and responsibilities, including the
mission and long-term vision.

— Systematisation of interactions between different
profiles.

— Specific communication channels.

- Monitoring model designed to measure the
effectiveness of the system’s application.

e Valora: internal system for appraisals at the
employee/aggregate level, which indicates the key aspects
of good management and identifies areas for improvement.

e Risk training: preparing teams for the shift towards a
forward-looking risk management model and ensuring the
maintenance of certain standards to take on the challenges
facing the industry:

— Training of risk teams (identification of necessary skills,
definition of the career development roadmap, etc.).

— Training of Business teams with technical knowledge
relating to risks.

e Communication Plan: there is a communication plan for
employees to allow the risk culture to be conveyed to the
entire  Organisation, extracting value from the
Transformation Scheme and achieving the engagement of
both Risk and Business teams:

It is also worth highlighting that, in line with Banco Sabadell
Group’s Global Risk Framework, to ensure the adequate
management and control of credit risk, a series of principles
have been defined, which are set out in policies and deployed
through procedures and standards which are available to all
Business and Risk teams.

8.1.1 Country risk

Country risk manifests itself in the eventual inability of obligors
to honour their foreign currency payment obligations
undertaken with external creditors due to, among other
reasons, the country preventing access to that foreign currency,
the inability to transfer it, or the non-enforceability of legal
actions against borrowers for reasons of sovereignty, war,
expropriation or nationalisation. Country risk not only affects
debts undertaken with a State or entities guaranteed by it, but
also all private debtors that belong to that State and who, for
reasons outside their control and not at their volition, are
generally unable to satisfy their debts.
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Specific management processes

The Group’s current country risk management strategy, in line
with the business model and objectives, is fixed in accordance
with the Risk Appetite Framework (RAF).

The main purpose in managing country risk is to establish the
risk appetite in each country, depending on developments in the
macroeconomic and political situation of each one, and to
actively monitor and control the exposure to each country.

The Group’s current country risk management strategy, in line
with the business model and objectives, mainly involves
establishing a risk limit for each country, applicable to the entire
Banco Sabadell Group. These limits are approved by the
Delegated Committee and corresponding decision-making
bodies, as per their conferred powers.

Limits are continuously monitored to ensure that any
deterioration in the economic, political or social situation of a
country can be detected in good time. Different indicators and
tools are used for this purpose: credit ratings, credit default
swaps, macroeconomic indicators, etc.

One of the main components of the risk acceptance framework
is the structure of country limits, which acts as a ceiling on the
overall positions held with the country in question at the Group
level (including sovereign risks and risks with the full set of
obligors from that country).

Governance and organisation

The Board of Directors is in charge of defining the appetite to
country risk within Banco Sabadell Group. Responsibility for
managing and controlling the risk falls to the Credit Risk Control
Unit.

As indicated in the “Organisation of the risk function” section
defined in point 5.2.3, the Group establishes its control
framework based on the model of Three Lines of Defence. With
regard to the country risk functions, these are broken down
according to the scheme below.

First line of defence:

- Identification of the existence of country risk in the
activity carried out by Banco Sabadell Group.

- Process for approving and analysing transactions
submitted by the various business units, as well as
their submission to the different Committees, where
applicable, according to the scheme of discretions of
Banco Sabadell Group.

- Calculation reports on the country risk incurred.

- Representation of Banco Sabadell in different country
risk forums.

Second line of defence:

- Definition of the risk appetite, establishing
appropriate limits according to quantitative and
qualitative indicators.

- Calculations of country risk ratings.

- Supervision of utilisation levels of existing risk limits,
taking action in the event of possible excesses.

- Implementation of policies and procedures for
authorising limits that are subject to country risk.
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Third line of defence: Composed of the Internal Audit Unit, which
acts as an independent unit to oversee the monitoring,
management and control of market risk. Details of its duties and
responsibilities are described in sub-section 5.2.3
“Organisation of the risk function”.

Specific measurement systems

The framework for the acceptance of Country Risk, as well as for
Financial Institutions of each country, entails establishing a
structure of limits through which Senior Management and
delegated bodies establish the Group’s risk appetite.

Risk positions in a country are measured and continuously
monitored against this limit.

Additionally, there are currently two first-tier RAS metrics that
specifically monitor the Group’s risks in Mexico, a country that
is particularly important to the Group’s strategy.

Specific mitigation measures

The Institution has mitigation techniques that can align the
Institution’s position with the one desired by Banco Sabadell
Group.

In addition to the establishment of limits and the continued
monitoring and proactive management of risks, there are also
other measures that can be used to mitigate country risk,
including:

e Authorised activity in each country: country limits are
established for business activity and/or financial
transactions, which in the latter case are limited to
countries with a higher credit quality.

e The establishment of maximum durations for exposures,
depending on each country’s risk assessment.

e The structuring of transactions itself: request for guarantees
that reduce or eliminate country risk, including, among
others, the arrangement of country risk insurance policies.

8.1.2 Concentration risk

Concentration risk can be caused by two risk sub-types:

e Individual concentration risk: this refers to the possibility of
incurring significant credit losses as a result of maintaining
large exposures with specific customers, either individually
or at the economic group level.

e Sectoral concentration risk: defined as the imperfect
diversification of systematic components of risk within the
portfolio, which can be sector-based factors, geographical
factors, types of transactions, etc.

Specific management processes

The Group’s current country risk management strategy, in line
with the business model and objectives, is fixed in accordance
with the Risk Appetite Framework (RAF).

Banco Sabadell Group has a series of specific tools and policies
in place to ensure an efficient management of concentration
risk:

e Quantitative metrics from the Risk Appetite Statement and
their subsequent monitoring as first-tier (Board) metrics or
second-tier (Executive) metrics.
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e Individual limits for risks or customers considered to be
significant, which are set by the Delegated Credit
Committee.

e A structure of conferred powers, which requires major
transactions with customers to be approved by the Group’s
Risk Operations Committee, or even by the Delegated Credit
Committee.

To control its concentration risk, Banco Sabadell Group ensures
that the level of its concentration risk exposures is consistent
with its tolerance for this risk, as defined in the RAS. Overall
concentration risk limits and adequate internal controls are in
place to ensure that concentration risk exposures do not exceed
the risk appetite levels established by the Group.

Governance and organisation

The Board of Directors is in charge of defining the appetite to
concentration risk within Banco Sabadell Group.

As indicated in the “Organisation of the risk function” section
defined in point 5.2.3, Banco Sabadell Group establishes its
control framework based on the model of Three Lines of
Defence. With regard to the concentration risk function, the
scheme is as follows.

First line of defence: Within credit concentration risk, the Retail
Banking Risks, Business Banking Risks and Corporate Banking
Risks Units each perform the following duties for their
respective areas:

e Manage and integrate the different exposures according to
the pre-determined levels of discretion through selective
acceptance, monitoring and assessment of credit risk that
makes it possible to ensure its quality, in accordance with
the Institution’s strategy.

e Establish Group level limits for large risk groups, following
the established governance arrangements. In relation to
large risk groups, ensure that concentration risk limits are
complied with at the customer and group level.

e Align the priorities of the strategic plan with the risk outlook
in all segments, identifying initiatives to be developed in
relation to credit risk.

e Establish and develop processes that enable the credit risk
management function to be optimised.

Within credit concentration risk, Portfolio Management & Risk
Monitoring performs the following duties:

e Calculates RAS indicators and metrics related to
concentration risk and monitors the credit risk exposure
limits defined internally, reconciling, together with the Retail
Banking Risks, Business Banking Risks and Corporate
Banking Risks Units, the total exposures to groups that are
reviewed by the Delegated Credit Committee.

8.2 Information on exposures’ credit quality

8.2.1 Provisions governance framework

The Group has a Provisions Committee, which meets at least
once a month. It is the body responsible for the classification
and the provisions and allowances for credit risk and real estate
asset impairment and seeks to strengthen the governance
relating to risk classification and impairments, aligning it as
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e Controls and brings the Institution’s concentration
indicators in line with the established regulatory
requirements, limits and restrictions.

e Continuously monitors the level of concentration of credit
risk portfolios from the different relevant standpoints:
individual.

e Regularly reviews risk mitigation techniques and their value.

Second line of defence: The Credit Risk Control Unit has the
following main duties:

e Supervise the adequacy, effectiveness, and level of
compliance of the concentration policy.

e Define and review concentration risk appetite metrics for
their subsequent escalation to the Board of Directors for
approval.

e Monitor the compliance with risk appetite metrics and
remediation plans, where necessary.

e Control and adjust risk appetite metrics to bring them in line
with prevailing regulations.

e Ensure that the risk mitigation techniques included in the
RAS metrics are fit for purpose.

Third line of defence: Made up of the Internal Audit Unit, which
acts as an independent unit to oversee the monitoring,
management, and control of market risk. Details of its duties
and responsibilities are described in sub-section 5.2.3
“Organisation of the risk function”.

Specific measurement systems

Concentration risk is measured using a metric developed in-
house called the concentration metric, which is largely
comprised of the current exposure (amounts drawn and
available) after adjusting for the effect, mainly, of provisions.

Concentration risk is measured on a monthly basis, and there
are specific metrics for individual, sectoral and geographical
(e.g. Mexico) concentration risk and also for specific types of
transactions (leveraged transactions).

The measurement methodology is established and calculated
centrally at the Group level, and it is periodically reviewed and
adapted to the market’s best practices.

Specific mitigation measures

The Institution has mitigation techniques that can align the
Institution’s position with the one desired by the Group.

Concentration risk is mitigated by establishing risk limits for
each identified significant risk. The structure of limits comprises
three levels: first-tier RAS metrics, second-tier and third-tier or
management limits.

much as possible with best practices observed in the industry
and new regulatory requirements.

The duties of the Provisions Committee include:
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e Review and approval of the significance thresholds, as well
as other aspects that determine the borrowers that need to
be assessed individually.

e Analysis and approval of the proposals for classifications as
write-offs (through both an individual assessment and using
automated methods; any subsequent changes between the
date of the Committee meeting and the date when accounts
are closed will be reported to the Committee).

e Definition and approval of materiality and proportionality
thresholds, based on which transactions which could
potentially be eligible for write-off are individually assessed,
as well as the threshold whose breach requires the
preparation of documents to justify the individual transfer
to write-offs and the criteria defined for the automatic
individual classification as write-offs.

e Approval of the type of guarantees that should be
considered to be effective from the point of view of
provisions calculations.

e Review and monitoring of the annual plan for the valuation
of collateral (real estate and personal property) as well as
the valuation method.

e Approval of procedures linked to policies associated with
the scope of classification by credit risk and provisions.

e The Provisions Committee has discretion to approve the
operational aspects mentioned in the preceding points and
the non-material impacts on provisions, understood as
those implying a change of less than +/-5 basis points in the
CET1 ratio, which shall be reported to higher level
Committees. For changes above this threshold, the
Management Committee will establish the level to which the
matter needs to be escalated.

e Monitoring of any changes in the classification of credit risk
and foreclosed assets, indicating in the latter case the
accounting portfolio into which they are classified.

e Monitoring of borrowers assessed individually, depending
on the parameters that have been defined.

e Monitoring of regulations affecting the recognition of
provisions, accounting classification of borrowers and the
monitoring/management of non-performing assets, as well
as actions to be taken in connection with such regulations.

e Monitoring of requests from the supervisor in connection
with provisions or the classification of credit risk, whilst also
ensuring the existence of controls to guarantee the
consistency of the reported information.

e Monitoring of information relating to impairments and non-
performing assets received from TSB and other Group
subsidiaries.

In the event of extraordinary situations:

— Approval of a temporary framework of procedures
relating to the accounting classification and the
impairment calculations due to credit risk and
acquisition of foreclosed assets or those or received in
payment of debts.

— Propose to the corresponding body, if applicable, off-
model adjustments of provisions, in order to reflect
extraordinary situations.
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— Monitor the adequate treatment in terms of
classification and impairment of specific customer
solutions, arising from an exceptional situation.

The Models Committee also exists on a complementary basis,
strengthening the governance framework relating to internal
models used to calculate provisions following the publication by
the Bank of Spain of its Circular 4/2016 of 27 April 2016,
subsequently amended by Circular 4/2017 of 27 November
2017.

8.2.2 Impairment of financial assets

A financial asset or a credit exposure is considered to be
impaired when there is objective evidence that one or more
events have occurred, whose direct or combined effect gives
rise to:

e In the case of debt instruments, including loans and debt
securities, a negative impact on future cash flows estimated
at the time of formalising the transaction, due to the
materialisation of credit risk.

e In the case of off-balance sheet exposures involving credit
risk, expected cash flows which are lower than the
contractual cash flows in the case of drawdowns, or lower
than the expected payments in the case of financial
guarantees given.

e In the case of investments in joint ventures and associates,
a situation in which their carrying amount is extremely
unlikely to be recovered.

Accounting classification of transactions on the basis of credit
risk attributable to insolvency

Banco Sabadell Group has set forth criteria that allow borrowers
showing significant increases in credit risk, weaknesses or
objective evidence of impairment to be identified and classified
in line with their credit risk.

Credit exposures and off-balance sheet exposures are both
classified, on the basis of their credit risk, into the following
stages:

e Stage 1:transactions with standard exposures, i.e. their risk
profile has not been modified since the time they were
approved and do not raise doubts as regards the fulfilment
of the repayment commitments according to the
contractually agreed terms.

e Stage 2: transactions with standard exposures under
special monitoring, i.e. transactions which, while not
meeting the criteria to be individually classified as stage 3
or write-offs, show significant increases in credit risk since
initial recognition. This category includes, among others,
transactions with amounts more than 30 days past-due,
with the exception of non-recourse factoring, for which a
threshold of more than 60 days applies, as well as forborne
transactions until they are reclassified into a lower risk
category when they meet the requirements set forth to
modify such reclassification.

e Stage 3: a transaction is considered as such if there is
reasonable doubt that it can be repaid in full according to
the contractually agreed terms. It includes debt
instruments, whether past due or not, for which, while not
meeting the criteria to be classified as write-offs, there are
reasonable doubts as to their full repayment (principal and
interests) by the borrower, in addition to off-balance sheet
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exposures whose payment by the Group is likely but whose
recovery is doubtful.

— As aresult of borrower arrears: all transactions, without
exception, with any amounts of principal, interest or
contractually agreed expenses that are more than 90
days past-due, unless they should be classified as write-
offs. This category also includes debt transactions and
guarantees given classified here due to the carry-over
effect (over 20% of the borrower’s transactions are
more than 90 days past-due).

— For reasons other than borrower arrears: transactions
which are not classifiable as write-offs or stage 3 due to
borrower arrears, but for which there are reasonable
doubts as to the receipt of the estimated cash flows of
the transaction and off-balance sheet exposures not
classified as stage 3 as a result of borrower arrears,
whose payment by the Group is likely, but whose
recovery is doubtful. Those transactions that were
classified as stage 3 as a result of borrower arrears will
be reclassified to the standard exposure under special
monitoring category (stage 2) once they have passed a
probation period classified as stage 3 for reasons other
than default.

The accounting definition of stage 3 is aligned with the
definition used in the Group’s credit risk management.

Write-offs:

- Banco Sabadell Group derecognises from the
consolidated balance sheet transactions for which the
possibility of full or partial recovery is considered
remote after an individual assessment. It also includes
transactions which, despite not being in any of the
previous situations, are undergoing a manifest and
irreversible deterioration of their solvency.

— The remaining portion of transactions with amounts
derecognised (“partial derecognition”) because the
Group’s claims are extinguished due to debt forgiveness
or debt reductions (“definitive loss”), or because they
are deemed irrecoverable without extinguishment of
the Group’s claims (“partial write-off”), shall be
classified in full in the category corresponding to it on
the basis of the credit risk.

- In the above situations, Banco Sabadell Group
derecognises write-offs along with their associated
provisions from the consolidated balance sheet,
notwithstanding any actions taken to collect payment,
until no more rights to collect payment exist, whether
due to extinguishment, forgiveness or any other
reasons.

Degree of alighment of the stage 3 accounting category with the
prudential definition of default

The prudential definition of default adopted by the Group takes
as reference the EBA/RTS/2016/06 standard regarding
materiality thresholds and counting days past due and the
EBA/GL/2016/07 guidelines for the rest of the conditions.

In general, all contracts impaired from an accounting point of
view are also considered impaired for prudential purposes,
except if they are impaired by reason of accounting default, but
such defaults are equal to or below a materiality threshold (100
euros of exposure for the retail segment and 500 euros for the
non-retail segment, and 1% of unpaid exposure for both cases).

©Sabadell

However, the prudential definition is generally more
conservative than the accounting definition. The main
differential aspects are indicated below:

e Under the prudential criteria the computation of days in
prudential default begins at the time of the first unpaid
instalment that exceeds the materiality threshold, with no
possibility of this counter being reset or reduced until the
customer has paid all unpaid amounts or the unpaid
instalments are below the materiality thresholds. Under the
accounting criterion, a FIFO criterion can be applied to
unpaid instalments when there are partial recoveries,
allowing reductions in the number of days past due for that
reason.

e Under the prudential criterion, there is a probation period of
3 months for all amounts in default and 12 months for
amounts in default classified as refinancing. Under the
accounting criterion, only the 3-month period applies to
amounts classified as stage 3 as a result of borrower
arrears and the 12-month period applies to amounts
classified as stage 3 corresponding to refinancing.

e In terms of unlikely-to-pay defaulted amounts (for reasons
other than default), there are criteria that are explicitly
defined at the prudential level, in addition to those that
apply at the accounting level.

paragraph, please refer to the Banco Sabadell Group
consolidated annual accounts, in the document Group Legal
Information 2022 in Section 1.3.4 Impairment of financial
assets, available on the Banco Sabadell Group website, in the
Shareholder and Investor Information section, Economic-
Financial Information, sub-section Annual reports.

0 s For further information on the points mentioned in the previous

Forbearance

The policies and procedures relating to credit risk management
applied by Banco Sabadell Group guarantee an in-depth
monitoring of borrowers, demonstrating the need to allocate
provisions when there is any evidence of impairment to their
solvency. Therefore, Banco Sabadell Group allocates the loan
loss provisions for transactions requiring them due to the
borrower’s circumstances, prior to formalising the forborne
(refinanced or restructured) transactions, which shall be
understood as:

e Refinanced transactions: any transaction, irrespective of
the borrower in question or the guarantees given, that is
refinanced for economic or legal reasons associated with
current or foreseeable financial difficulties of the borrower
(or borrowers) to repay one or more transactions granted by
Banco Sabadell Group to the borrower (or borrowers) or to
one or more other companies within their group, or when
refinancing will allow outstanding payments for such
transactions to be satisfied in full or in part, by enabling
borrowers of the refinanced transactions to pay their debt
(principal and interest) when they are unable, or will
predictably soon be unable, to honour their payment
obligations in due time and form.

e Restructured transactions: any transaction in which, for
economic or legal reasons associated with current or
foreseeable financial difficulties of the borrower (or
borrowers), the financial terms and conditions of a
transaction are modified in order to facilitate the repayment
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of their debt (principal and interest) when they are unable,
or will predictably soon be unable, to comply with such
terms and conditions in due time and form, even when such
modification is already envisaged in the contract. In any
case, restructured transactions are those in which the debt
is reduced or property is received to reduce the debt, or in
which terms and conditions are amended to extend the
term to maturity, to modify the repayment schedule in order
to reduce the amounts of short-term repayment instalments
or to reduce their payment frequency, or to establish or
extend the grace period for the repayment of principal,
interest, or both, unless it can be proven that the terms and
conditions are being amended for reasons other than
borrowers’ financial difficulties and that the amended terms
are equivalent to the terms applied in the market on the
date of the amendment to transactions granted to
borrowers with a similar risk profile.

If a transaction is classified in a certain risk category,
refinancing does not automatically improve its risk
classification. For refinanced transactions, the algorithm
establishes their initial classification based on their
characteristics, mainly that the borrower has financial
difficulties (e.g. an inadequate business plan), that there are
certain clauses such as long grace periods or that there are
amounts written off as they are deemed irrecoverable;
subsequently the algorithm modifies the initial classification
based on the fixed cure periods. A downgrade to a lower risk
category will only be considered if a significant improvement in
the recovery of the transaction over time has been shown;
therefore, refinancing does not in itself produce any immediate
improvement.

Refinancing, refinanced or restructured transactions remain
identified as such for a probation period until all of the following
requirements are met:

e |t has been determined, following a review of the holder’s
asset and financial situation, that it is not foreseeable that
they may have financial difficulties.

e A minimum two-year period has elapsed from the date of
formalisation of the forborne transaction or, if later, from
the date of reclassification from the stage 3 risk category.

e The holder has paid the accrued principal and interest
instalments since the date on which the forborne
transaction was formalised or, if later, since the date of
reclassification from the stage 3 risk category.

e The holder does not have other transactions with amounts
more than 30 days past-due at the end of the probation
period.

On the other hand, refinancing, refinanced or restructured
transactions remain in stage 3 until the general criteria that
determine the reclassification of transactions out of the stage 3
category are verified, and in particular, when the following
requirements are met:

e It has been determined, following a review of the holder’s
asset and financial situation, that it is not foreseeable that
they may have financial difficulties.

e One year has elapsed since the refinancing or restructuring
date.

e The holder has paid the accrued principal and interest
instalments.

e The holder does not have any other transaction with
amounts more than 90 days past due as at the date of
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reclassification into the stage 2 risk category of the
refinancing, refinanced or restructured transaction.

As regards forborne loans classified into stage 2, various types
of transactions are analysed to, where appropriate, reclassify
them into one of the higher risk categories described above (i.e.
into stage 3 as a result of the counterparty’s arrears, when they
are generally more than 90 days past-due, or for reasons other
than arrears, when there is reasonable doubt as to their
recoverability).

The loss estimation methodology for these portfolios is, in
general, similar to that for other financial assets valued at
amortised cost, but we do take into account that, a priori, a
transaction that has had to be restructured in order to meet its
payment obligations should have a higher loss estimate than a
transaction that has never had any payment problems, unless
sufficient additional collateral is provided to justify the opposite.

paragraph, please refer to the Banco Sabadell Group
consolidated annual accounts, in the document Group Legal
Information 2022 in Section 1.3.4 Impairment of financial
assets, available on the Banco Sabadell Group website, in the
Shareholder and Investor Information section, Financial
Information, sub-section Annual reports.

0 s For further information on the points mentioned in the previous

Measurement of allowances

To determine credit risk allowances, the Group uses the
parameters described below:

e Exposure at Default (EAD): the Institution defines Exposure
at Default as the expected amount of the exposure at the
time of default.

The exposure metrics considered by Banco Sabadell Group to
cover this risk are the currently drawn balances and the
estimate of the amounts expected to be disbursed in the event
of entry into default of off-balance sheet exposures through the
application of a credit conversion factor (CCF).

e Probability of Default (PD): estimation of the likelihood of a
borrower defaulting within a given period of time.

Banco Sabadell Group has tools to help in its credit risk
management that it uses to predict the probability of default of
each borrower and which cover practically all of its lending
activities.

Banco Sabadell Group reviews the quality and stability of its
internal credit rating tools currently in use on an annual basis.
The review process includes the definition of the sample used
and the methodology to be applied in order to monitor rating
models.

The tools intended to evaluate an obligor’s probability of default
comprise behavioural scores to monitor the risk of natural
persons and an early warnings tool and ratings to monitor the
risk of corporates.

e Loss Given Default (LGD): estimation of expected loss on
transactions which are in default. This loss also takes into
account outstanding debt, late payment interest and
expenses relating to the recovery process. Additionally, for
each cash flow (outstanding balances and recoveries), an
adjustment is applied to consider the time value of money.

e Effective interest rate (EIR): interest rate that exactly
matches the estimated future cash flows to be received or
paid during the expected life of the financial asset or
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financial liability with the gross book value of the financial
asset or the amortised cost of the financial liability.

e Multiple scenarios: in order to estimate expected losses, the
Group applies different scenarios to identify the effect of the
non-linearity of losses. To this end, an estimation is made of
the provisioning requirements in different scenarios for
which a probability of occurrence has been established.
Specifically, the Group considered three macroeconomic
scenarios: a baseline scenario, the most likely of all (61%),
an alternative scenario 1, which is more optimistic and
envisages absence of disruptions in the production chains
and productivity gains (9%), and an alternative scenario 2,
which is more adverse and envisages a synchronized global
recession (30%). To carry out the forecasts of these
scenarios, b-year time horizons are used. The main
variables considered are changes in GDP, the
unemployment rate and house prices. In fiscal year 2021,
the Group considered three macroeconomic scenarios with
weights of 60%, 15% and 25% respectively and the same
macroeconomic variables as in 2022.

The amount of impairment allowances is calculated based on
whether or not there has been a significant increase in credit
risk since initial recognition, and on whether or not there has
been a default event. This way, the impairment allowance for
transactions is equal to:

e Expected credit losses over twelve months, when the risk of
a default event occurring associated with the transaction
has not significantly increased since its initial recognition
(assets classified as stage 1).

e Expected credit losses over the life of the transaction, if the
risk of any default event occurring associated with the
transaction has significantly increased since its initial
recognition (assets classified as stage 2).

e Expected credit losses, when a default event has occurred
in the transaction (assets classified as stage 3).

0 For further information on the points mentioned in the previous

s paragraph, please refer to the Banco Sabadell Group
consolidated annual accounts, in the document Group Legal
Information 2022 in Section 1.3.4 Impairment of financial
assets, available on the Banco Sabadell Group website, in the
Shareholder and Investor Information section, Economic-
Financial Information, sub-section Annual reports..

8.2.3 General credit risk information

When carrying out its activities, Banco Sabadell Group is
exposed to credit risk losses; therefore, it calculates capital

©Sabadell

requirements associated with unexpected credit losses of this
exposure.

Definitions of metrics

The metric used throughout this section with regard to exposure
measurements generally refers to the net value, although in
some information charts the use of different metrics has been
deemed more appropriate. The terms used and their definitions
are as follows:

e Original Exposure/Gross Value: this refers to the exposure
to credit and dilution risk without adjustments due to
impairment of assets and provisions, and without applying
credit risk mitigation techniques or adjustments of off-
balance sheet balances.

Although conceptually the original exposure and the gross value
are the same, there are differences related to the scope, since
for example in credit risk COREPs, items deducted from capital,
such as financing of treasury shares or those calculated under
the securitisation framework would not be included.

e Net Exposure/Net Value: refers to the exposure to credit
and dilution risk, net of impairment value adjustments and
provisions, and without applying credit risk mitigation
techniques and adjustments of off-balance sheet balances.

The difference between these two concepts is that Net Exposure
refers to amounts reported in COREP, while the Net Value refers
to on-balance sheet accounting values. In this section, the term
Net Value is used with the same meaning as Net Exposure, as
derivatives and repos are reported in EAD. Furthermore, certain
items, such as tangible assets, are reported net of allowances,
with the exception of credit adjustments, whose calculations of
Net Value in COREP exclude the portion that is directly deducted
from capital when calculated under the standardised approach.

e Mitigated Exposure: refers to a fully adjusted value of the
exposure to credit and dilution risk following the application
of credit risk mitigation techniques, but without including
allowances for off-balance sheet balances.

e Exposure at Default (EAD): refers to the exposure subject to
own funds requirements in accordance with the CRR, i.e.
the exposure in the event of default. It includes both credit
risk mitigation techniques and off-balance sheet items that
have been adjusted either in line with the corresponding
risk weights (exposures calculated using the standardised
approach) or in line with internal estimates of conversion
factors (exposures calculated using the IRB approach).

The following figures show the breakdown of the exposures of
Banco Sabadell Group with its various counterparties, in terms
of the segment into which they are classified. It also
distinguishes between the approaches used to calculate
minimum own funds requirements.
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Figure 18. EAD by segments.
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Figure 19. EAD by segments under standardised approach.
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Information on exposure breakdowns

This section includes information on credit risk and excludes
counterparty credit risk. The tables below give details of Banco
Sabadell Group’s credit risk exposure of assets, liabilities and
off-balance sheet items with the following level of breakdown:

e Geographical area.
e Activity sector.

e Residual maturity.
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Figure 20. EAD by segments under IRB approach.
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Quality of exposures by geographical area

The following table shows exposures to credit risk, broken down by geographical area.

Table 25. Quality of non-performing exposures by geography (EU CQ4).

©Sabadell

Gross carrying/nominal amount

Of which subject to

Provisions on off-balance-
Accumulated

Accumulated negative
changes in fair value due

Total Of which non-performing . n . . sheet commitments and .
impairment impairment _ ) N to credit risk on non-
financial guarantees given .
performing exposures
Total Of which defaulted

On-balance-sheet amounts 234,349,824 5,859,506 5,594,325 234,295,522 -3,026,175 -26

Spain 150,305,800 4,556,783 4,434,326 150,280,750 -2,489,782 -26

United Kingdom 55,306,029 596,489 479,869 55,306,029 -253,691 —

United States of America 6,237,627 1,085 456 6,208,376 -25,100 -

Mexico 6,090,436 107,544 97,518 6,090,436 -75,312 -

France 4,104,012 20,317 18,450 4,104,012 -62,329 -

Italy 3,502,238 710 693 3,502,237 -975 -

Portugal 1,258,401 1,641 1,637 1,258,401 -3,892 -

Germany 1,071,706 2,387 2,098 1,071,706 -2,196 —

Netherlands 972,163 405,377 405,342 972,163 -27,255 —

Luxembourg 658,162 1,566 1,566 658,162 -5,186 -

Other countries 4,843,250 165,607 152,370 4,843,250 -80,457 —
Off-balance-sheet amounts 39,221,990 557,446 535,336 176,823
Spain 27,044,760 513,207 509,394 143,668
United Kingdom 7,315,633 32,297 14,043 19,364
United States of America 808,143 5 5 3,095
Mexico 902,766 1 1 135
France 1,256,850 4,056 4,056 3,865
Italy 50,027 9 9 20
Portugal 371,654 1 1 823
Germany 175,787 500 500 1,408
Netherlands 94,021 65 65 175
Luxembourg 347,131 1 1 1,005
Other countries 855,218 7,304 7,261 3,265

Total 273,571,814 6,416,952 6,129,661 234,295,522 -3,026,175 176,823 -26

Data as at 31/12/2022, in thousand euro.
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Activity sector

The breakdown of exposures to credit risk by activity sector is shown below.

Table 26. Credit quality of loans and advances to non-financial corporations by industry (EU CQ5).

OSabadell

Gross carrying amount

Of which: non-performing

Of which loans and

Accumulated

Accumulated negative
changes in fair value
due to credit risk on

Total ) advances subject to impairment non-performin

Total Of which defaulted impalrment pexposurei
Agriculture, forestry and fishing 1,076,502 74,183 74,058 1,076,502 -42,865 -
Mining and quarrying 369,936 8,900 8,842 369,936 -7,452 —
Manufacturing 9,868,505 502,033 495,311 9,868,505 -256,971 -
Electricity, gas, steam and air conditioning supply 4,785,320 103,082 103,082 4,785,320 -86,295 —
Water supply 352,310 6,251 6,202 352,310 -3,257 -
Construction 4,233,888 311,144 306,224 4,233,888 -173,834 -
Wholesale and retail trade 8,944,060 478,910 467,031 8,944,060 -256,582 -
Transport and storage 3,794,633 146,228 145,717 3,794,633 -79,969 —
Accommodation and food service activities 4,592,388 425,966 424,095 4,592,388 -143,964 -
Information and communication 1,836,754 42,152 41,777 1,836,754 -25,602 -
Financial and insurance actvities 4,595,168 506,150 506,120 4,595,168 -83,165 -
Real estate activities 6,779,311 307,082 297,201 6,779,311 -162,317 -
Professional, scientific and technical activities 2,358,265 188,167 185,196 2,358,265 -95,985 —
Administrative and support service activities 1,670,244 96,991 96,369 1,670,244 -36,732 —
Public administration and defense, compulsory social security 378,164 3,289 3,289 378,164 -664 —
Education 321,192 16,130 15,983 321,192 -10,179 -
Human health services and social work activities 937,181 21,008 20,917 937,181 -12,758 -
Arts, entertainment and recreation 511,259 78,358 78,126 511,259 -78,890 —
Other services 1,043,584 27,468 26,604 1,043,584 -126,549 —
Total 58,448,664 3,343,492 3,302,144 58,448,664 -1,684,030 -

Data as at 31/12/2022, in thousand euro.
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Residual maturity

The following table shows the breakdown of exposures by residual maturity tranches.

Table 27. Maturity of exposures (EU CR1-A).

©Sabadell

Net exposure value

>
On demand <=1 year 1year > 5 years No Stat?d Total
<=5 years maturity
Loans and advances™ 5,376,197 28,444,840 37,921,058 111,372,596 759,269 183,873,961
Debt securities - 2,177,745 8,023,935 16,849,007 - 27,050,688
Total 5,376,197 30,622,585 45,944,993 128,221,603 759,269 210,924,649
Data as at 31/12/2022, in thousand euro.
The amount corresponds to the net book value (net original balance of provisions).
@ Sight deposits, other assets, contingent risks and exposures subject to counterparty risk or other risks other than credit risk are excluded. On the other hand, exposures in contingent commitments are included.
The following table presents a breakdown of non-performing and performing exposures,
including provisions broken down by stage:
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Table 28. Performing and non-performing exposures and related provisions (EU CR1).

OSabadell

Gross carrying/nominal amount

Accumulated impairment, accumulated negative changes in fair value due to
credit risk and provisions

Non-performing exposures -

Accumulated

Collaterals and financial
guarantees received

On non-
Perf i - Al I A I i i . I : i
Performing exposures Non-performing exposures el ormlng exposures - Accumu a.ted ccumulated lmpalrr.nent. accumulated partial On performing performing
impairment and provisions negative changes in fair value due to write-off exposures eXposures
credit risk and provisions P
Total of which: of which: Total of which: of which: Total of which: of which: Total of which: of which:
stage 1 stage 2 stage 2 stage 3 stage 1 stage 2 stage 2 stage 3

Cash balances.at central banks and other 40,570,201 40,570,201 _ 3,603 _ 3,603 132 132 _ _ _ _ _ _
demand deposits

Loans and advances 160,789,974 147,497,005 13,200,829 5,854,592 363,033 5,460,412 798,465 347,269 451,168 2,226,028 30,179 2,195,218 — 110,083,782 3,155,532

Central banks 162,664 162,664 - - - — - - - - - - - - -

General governments 10,150,643 10,145,935 4,708 8,630 499 8,131 23 11 12 2,245 306 1,939 - 48,220 151

Credit institutions 4,703,057 4,696,494 6,563 7 - 7 2,773 2,773 - 4 - 4 - 71,971 3

Other financial corporations 1,863,434 1,832,227 31,207 17,502 53 17,449 3,618 3,131 487 15,646 6 15,640 - 805,344 1,807

Non-financial corporations 55,105,172 48,923,280 6,181,892 3,343,492 238,571 3,104,921 433,996 222,382 211,614 1,250,034 21,950 1,228,084 - 28,162,339 1,802,648

Of which: SMEs 26,233,009 22,527,903 3,705,106 2,526,793 154,360 2,372,433 231,807 114,542 117,265 793,287 13,177 780,110 - 17,843,382 1,554,661

Households 88,805,004 81,736,405 6,976,459 2,484,961 123,910 2,329,904 358,055 118,972 239,055 958,099 7,917 949,551 - 80,995,908 1,350,923

Debt Securities™ 27,130,143 27,076,807 202 1,221 - 53 1,521 1,319 202 55 - 29 - - -

Central banks - - - - - - - - - - - - - - -

General governments 25,533,808 25,521,957 — — — — 107 107 — — — — — — —

Credit institutions 1,178,485 1,178,485 - - - - - - - - - - - - -

Other financial corporations 213,258 180,844 — — — — 536 536 — — — — — — —

Non-financial corporations 204,592 195,521 202 1,221 — 53 878 676 202 55 — 29 — — —

Off-balance sheet amounts 38,664,544 36,750,953 1,889,721 557,446 167,056 390,327 72,872 50,496 22,376 103,951 7,508 96,380 - -

Central banks - - - - - - — - - — - - - -

General governments 1,054,053 1,054,051 2 352 - 352 - - - 341 - 341 - -

Credit institutions 3,345,869 3,344,759 1,110 1,939 29 1,910 605 501 104 1,280 - 1,280 - -

Other financial corporations 270,616 264,075 6,541 16 10 6 502 467 35 2 2 — — —

Non-financial corporations 23,504,402 22,319,688 1,184,714 502,029 162,758 339,271 50,746 38,745 12,001 98,902 7,269 91,633 - -

Households 10,489,604 9,768,380 697,354 53,110 4,259 48,788 21,019 10,783 10,236 3,426 237 3,126 - -

Total 267,154,862 251,894,966 15,090,752 6,416,952 530,089 5,854,485 872,990 399,216 473,746 2,330,034 37,687 2,291,627 — 110,083,782 3,155,532

Data as at 31/12/2022, in thousand euro.

Assets purchased or originated credit-impaired (POCI) are not included in the classification of amounts by stages.
@n the case of debt instruments, non-defaulted exposures and doubtful exposures do not add up to the total due to the non-inclusion in the FINREP template of the corresponding breakdown by stages.
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The following table shows a breakdown of forborne exposures, based on their accounting

classification.

Table 29. Credit quality of forborne exposures (EU CQ1).

OSabadell

Gross carrying amount / Nominal amount of exposures with forbearance measures

Accumulated impairment, accumulated
negative changes in fair value due to credit

risk and provisions

Collaterals received and financial guarantees
received on forborne exposures

Non-performing forborne

On performing

On non-performing

Of which:
Collateral and financial
guarantees received on

Performing forborne forborne exposures forborne exposures Total non-performing

exposures with

Total Of which defaulted Of which impaired forbearance measures

Cash balances at central banks and other demand deposits - — - — — - — -
Loans and advances 2,709,507 2,884,130 2,677,350 2,670,466 92,033 989,610 3,712,876 1,691,117
Central banks — - - - - - — —
General governments 876 7,339 7,339 7,038 — 1,049 100 100

Credit institutions - - - - - - - -

Other financial corporations 9,243 16,578 16,578 16,564 127 15,119 9,759 1,460
Non-financial corporations 1,933,149 1,685,068 1,591,337 1,517,635 57,933 634,753 2,269,678 922,099
Households 766,239 1,175,145 1,062,096 1,129,229 33,973 338,689 1,433,339 767,458

Debt securities - - - - - - - -
Loan commitments given 136,343 47,103 34,775 42,483 4,253 4,168 - -
Total 2,845,850 2,931,233 2,712,125 2,712,949 96,286 993,778 3,712,876 1,691,117

Data as at 31/12/2022, in thousand euro.
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The following table shows a breakdown of credit risk exposures, based on their accounting
classification and the number of days elapsed since maturity.

Table 30. Credit quality of performing and non-performing exposures by past due days (EU CQ3).

©Sabadell

Gross carrying/nominal amount

Performing exposures

Non-performing exposures

Unlikely to pay

Not past due or Past due that are not Past due Past due Past due Past due Past due Past due Of which
Total past due <30 > 30 days Total past due or are > 90 days > 180 days > 1 year > 2 years > 5 years > 7 years defaulted
days <90 days past due < 90 < 180 days <1 year < 2years <5 years <7 years
days

Cash balances at central banks and other demand deposits 40,570,201 40,570,201 — 3,693 3,693 - - - - — - 654
Loans and advances 160,789,974 160,450,383 339,591 5,854,592 3,474,317 404,385 461,911 505,185 597,147 62,689 348,958 5,693,618
Central banks 162,664 162,664 - - - - - - - - - -
General governments 10,150,643 10,150,518 125 8,630 7,538 - - 0 1,092 - - 8,538
Credit institutions 4,703,057 4,702,826 231 7 7 - - - - - - 7
Other financial corporations 1,863,434 1,863,308 126 17,502 3,468 188 51 299 13,453 - 43 17,362
Non-financial corporations 55,105,172 55,015,616 89,556 3,343,492 2,282,381 177,050 243,096 253,747 264,229 30,274 92,715 3,302,144
Of which SMEs 26,233,009 26,154,308 78,701 2,526,793 1,651,700 146,897 203,628 224,430 198,066 27,982 74,090 2,499,691
Households 88,805,004 88,555,451 249,553 2,484,961 1,180,923 227,147 218,764 251,139 318,373 32,415 256,200 2,265,567
Debt securities 27,130,143 27,130,143 - 1,221 1,221 - - - - - - 53

Central banks - - - - - - - - - - -
General governments 25,533,808 25,533,808 - - - - - - - - - -
Credit institutions 1,178,485 1,178,485 - - - - - - - - - -
Other financial corporations 213,258 213,258 - - - - - - - - - -
Non-financial corporations 204,592 204,592 - 1,221 1,221 - - - - - - 53
Off-balance sheet amounts 38,664,544 557,446 535,336

Central banks = —|

General governments 1,054,053 352 352
Credit institutions 3,345,869 1,939 1,939
Other financial corporations 270,616 16 14
Non-financial corporations 23,504,402 502,029 500,320
Households 10,489,604 53,110 32,711
Total 267,154,862 228,150,727 339,591 6,416,952 3,479,231 404,385 461,911 505,185 597,147 62,689 348,958 6,129,661

Data as at 31/12/2022, in thousand euro.
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The following table shows the collateral obtained by taking
possession and execution processes.

Table 31. Collateral obtained by taking possession and execution processes (EU CQ7).
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Collateral obtained by taking possession

Value at initial recognition

Accumulated negative

changes

Property, plant and equipment (PP&E)
Other than PP&E
Residential immovable property
Commercial Immovable property
Movable property (auto, shipping, etc.)
Equity and debt instruments
Other collateral

1,489,709
1,035,727
449,464
4,518

-559,356
-355,322
-204,034

Total

1,489,709

-659,356

Data as at 31/12/2022, in thousand euro.
Considers the total foreclosed assets, including those that have already been sold but are pending transfer.

Information about loans with moratoria and ICO guarantees

The following table shows general information on the loans and
advances subject to moratoria at the Banco Sabadell Group
level, in accordance with the EBA/GL/2020/02 Guidelines.
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Table 32. Information on loans and advances subject to legislative and non-legislative moratoria (EU COVID-19 1).

Gross
Gross carrying amount Accumulated impairment, accumulated negative changes in fair value due to credit risk carrying
amount
Performing Non performing Performing Non performing
Of which: Of which:
Instruments with Of which: Instruments with Of which: Inflows to
Of which: significant Of which: Unlikely to Of which: significant Of which: Unlikely to non-
Total Total exposures with  increase in credit Total exposures with paythatare Total Total exposures with  increase in credit Total exposures with  pay thatare  performing
a forbearance risk since initial © forbearance not past-due o forbearance risk since initial o forbearance not past-due exposures
measures recognition but not measures or past-due < measures recognition but not measures or past-due <
credit impaired 90 days credit impaired 90 days
(Stage 2) (Stage 2)

Loans and advances subject to moratorium -

of which: Households -
of which: Collateralised by residential immovable
property

of which: Non-financial corporations -
of which: Small and Medium-sized Enterprises -
of which: Collateralised by commercial
immovable property

Data as at 31/12/2022, in thousand euro.

There is no balance of loans and advances subject to legislative and non-legislative
moratoria, as all moratoria in both Banco Sabadell Spain and TSB expired during the
period. In general, it is observed a good performance after the resumption of payments.
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The following table shows the volume of loans and advances subject to legislative and
non-legislative moratoria broken down by their residual maturity.

OSabadell

Table 33. Breakdown of loans and advances subject to legislative and non-legislative moratoria by the residual maturity of the moratoria (EU COVID-19 2).

Gross carrying amount

Number of obligors Of which: Residual maturity of moratoria
Total legislative  Of which: expired > 3 months > 6 months > 9 months
tori < 3 months > 1 year
moratoria < 6 months < 9 months < 12 months
Loans and advances for which moratorium was offered 118,806 6,795,434
Loans and advances subject to moratorium (granted) 118,800 6,794,789 4,374,169 6,794,789 — — — — —
of which: Households 6,457,307 4,050,901 6,457,307 — — — — —
of which: Collateralised by residential immovable property 6,073,476 3,947,439 6,073,476 — — — — —
of which: Non-financial corporations 337,217 323,004 337,217 — — - - -
of which: Small and Medium-sized Enterprises 307,376 293,172 307,376 — — — — —
of which: Collateralised by commercial immovable property 282,878 271,431 282,878 - - — - —
Data as at 31/12/2022, in thousand euro.
In terms of residual maturity, 100% of the moratoria granted at the end of the 2022
financial year have expired.
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The following template contains information on those new loans
and advances that are subject to new guarantee schemes due
to COVID-19:

Table 34. Information on new loans and advances subject to State guarantee schemes introduced in response to the COVID-19

crisis (EU COVID-19 3).

Maximum amount

. of the guarantee
Gross carrying amount

Gross carrying

that can be amount

considered
. Public guarantees Inflows. to
Total of which: forborne . nonperforming

received
exposures
SN:r:v;r{wZ!glnated loans and advances subject to public guarantee 7,824,731 783,440 5.078,744 88,279
of which: Households 830,511 8,919
of which: Collateralised by residential immovable property — —
of which: Non-financial corporations 6,991,468 740,600 5,320,481 79,312
of which: Small and Medium-sized Enterprises 5,341,435 60,950
of which: Collateralised by commercial immovable property 26,901 503

Data as at 31/12/2022, in thousand euro.

Loans and advances subject to public guarantee schemes
declined over the year by 1,538 million euros (from 9,363
million euros as at 2021 year-end to 7,825 million euros as at
2022 year-end), mainly due to the discontinuation of new ICO
lines in Spain and the repayment of existing loans in both Spain
and TSB.
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8.3 Standardised approach

Banco Sabadell Group has been authorised to calculate own
funds requirements by means of the AIRB (Advanced Internal
Ratings-Based) approach for a significant portion of its credit
risk exposures. However, the Group uses the standardised
approach in the portfolios of subsidiaries except TSB, in the
“Other assets” segment, which includes, among others, Real
Estate, DTAs and Other tangible assets, and lastly, in the
"Sovereigns" and “Financial Institutions” segments, for which
authorisation was received from the Supervisor in September
2022 to calculate these using this method on a permanent
basis. Additionally, this same approach is used to calculate the
exposures arising from the various entities that were acquired
and that did not have authorisation to use IRB models and
which are currently in the roll-out phase from the standardised
approach to the IRB approach; supervisory approval to calculate
these exposures under the IRB approach is expected to be
received in 2023.

The information below relates to the main criteria on which
Banco Sabadell Group bases its use of the standardised
approach, as well as the levels of exposure that are treated
using this approach for solvency purposes.

8.3.1 Nominated external credit assessment
institutions and export credit agencies and
reasons for any changes made in relation to
these ECAIs and ECAs

Banco Sabadell Group uses assessments from external credit
assessment institutions (ECAIs) designed to be eligible by the
EBA (European Banking Authority) in order to determine risk
weights applicable to the calculation of capital requirements.

The ECAIs used in the external credit assessment process by
virtue of the agreements signed with each of them are:

e Standard & Poor’s.

e Moody'’s.
e  Fitch.
e DBRS.

The association of the external rating of each ECAI with the
credit quality steps complies with the standard association of
the EBA.

The process to determine applicable risk weights based on ECAI
assessments acknowledged by the Group is governed by the
criteria expressed in Article 138 of the CRR. Therefore:

e In the event that only one credit assessment from an ECAI
is available, this shall be used to determine the applicable
RW (risk weight).

e Inthe event that two credit assessments are available, and
where these have produced different RWs, the most
conservative one shall be assigned.

e For exposures where more than two credit assessments are
available, the better of the two most conservative
assessments shall be assigned.

It should be noted that Banco Sabadell Group does not use
assessments of any export credit agency.

©Sabadell

8.3.2 Exposure classes for which assessments of
each ECAI or ECA are used

Banco Sabadell Group uses assessments from nominated
ECAIs for exposure classes in which borrowers have generally
received a credit assessment by such institutions. In essence,
the exposure classes in which the Group uses assessments
from external agencies correspond to:

e Central governments and central banks.
e Regional governments and local authorities.

e Public sector entities and other public non-profit
organisations.

e Multilateral development banks.
e Institutions.

e Corporates.

e Covered bonds.

e Securitisation positions.

e Exposures to institutions and corporates with a short-term
credit assessment.

e Exposures to collective investment undertakings (CIUs).

There is no usage criterion for the assessments of each ECAl on
the basis of certain exposure classes.

In terms of the Corporates category, most of the exposure is
treated under the AIRB approach. However, for a small
proportion of this exposure (mainly exceptions to the rating
established by internal rating models), the calculation of
solvency requirements is carried out under the standardised
approach, using ECAl assessments in cases in which they have
rated the borrower.

8.3.3 Process used to transfer credit assessments
of public issuances of securities onto
comparable assets not included in the
trading book

Banco Sabadell Group does not currently transfer credit
assessments of public issuances of securities onto comparable
non-trading book assets for exposures treated under the
standardised approach.

8.3.4 Exposure to credit risk and credit risk
mitigation effects

The table below shows a breakdown of the impact of the
application of Credit Conversion Factors (CCF) on exposures, as
well as credit risk mitigation techniques. The table also shows
RWAs and the RWA density for each exposure class under the
standardised approach (including the application of the SME
supporting factor, if applicable).
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Itis important to note that, in accordance with the specifications
of the CRR, the risk mitigation for exposures treated using the
standardised approach materialises in the application of the
most favourable risk weights, which are determined based on
the credit quality of the guarantors. This explains why the
“mitigated exposure” contains values lower than those in the
“net exposure” in nearly every exposure class, except in those
corresponding to mitigating guarantees, given that a transfer

©Sabadell

occurs from the mitigated exposure class to the guarantor
category.

Of particular relevance is the increase in the mitigated exposure
in respect of the net exposure within the “Central governments
and central banks” class, as these are the counterparties most
commonly used in the risk mitigation process, as they benefit
from lower risk weights.

Table 35. Standardised approach - Credit risk exposure and CRM effects (EU CR4).

Exposures before
CCF and before CRM

Exposures post
CCF and post CRM

RWAs and RWAs density

Exposure classss On-balance  Off-balance On-balance Off-baI::::; RWAS RWAS

sheet amounts sheet amounts sheet amounts density (%)

exposures

Central governments or central banks 65,854,930 99 73,477,224 440,148 169,768 0.23%
Regional government or local authorities 8,622,187 604,452 8,622,187 198,297 52 —
Public sector entities 1,648,216 888,741 1,717,519 340,261 383,226 18.62%
Multilateral development banks 399,309 9,378 761,595 5,683.32 328.671 0.04%
International organisations 293,636 - 293,636 — — -
Institutions™ 1,417,009 626,785 1,422,349 231,319 780,873 47.22%
Corporates 6,686,824 1,782,719 5,310,247 412,903 5,036,213 88.00%
Retail 3,436,768 625,672 2,283,631 64,642 1,709,518 72.80%
Secured by mortgages on immovable property 13,171,575 1,446,171 13,165,139 355,398 5,420,378 40.09%
Exposures in default 772,906 48,151 708,592 4,350 746,781 104.75%
Exposures associated with particularly high risk 401,773 139,774 401,552 47,975 674,290 150.00%
Covered bonds - - - - - -
Institutions and corporates with a short-term credit assessment - - = - — —
Collective investment undertakings™ 2,636 - 2,636 - 24,708 937.36%
Equity exposures - - - - - -
Other items'® 12,140,264 153,486 13,294,572 127,308 11,788,634 87.83%
Total 114,848,033 6,325,427 121,460,877 2,228,282 26,734,769 21.61%

Data as at 31/12/2022, in thousand euro.

mAuthorization has been received from the supervisor to calculate exposures to Institutions under the standardised approach on a permanent basis.

@The density corresponding to collective investment schemes includes the weighted exposures according to the Fall Back method (RW of 1,250%).

@ Includes the subsidiaries' portfolios, with the exception of TSB and the "Other assets" segment, which includes, among others, Real Estate, DTAs and Other tangible assets.
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8.3.5 Value of exposure after the application (where applicable) of credit
risk mitigation techniques for each credit quality step

The following table shows a breakdown by risk weight of the fully adjusted value of the
exposure following the application of credit risk mitigation techniques and CCFs for each
exposure class in which the Institution has exposures under the standardised approach.

Table 36. Standardised approach (EU CR5).

OSabadell

Risk weight Total Of which
Exposure class 0% 2% 4% 10% 20% 35% 50% 70% 75% 100% 150% 250% 370% 1250% Others o unrated
Central governments or central banks 73,615,911 — - 77,352 0 — 176,333 — — 25,997 6,578 15,201 — — — 73,917,372 1,082,181
Regional government or local authorities 8,820,245 — — — 233 — — — — 5 — — — — — 8,820,483 —
Public sector entities 1,248,978 - - 1,036 69,201 - 738,564 - - - - — - - - 2,057,779 -
Multilateral development banks 765,635 - - - 1,643 - - - — - - — - — - 767,278 740
International organisations 293,636 — — — — — — — — — — — — — — 293,636 —
Institutions - - - — 929,708 — 461,291 - - 59,433 203,235 — - - - 1,653,667 646,177
Corporates — - - — 502,461 — 104,230 - — 5,057,387 59,073 - - — — 5,723,150 5,225,904
Retail - - - - — - - — 2,348,273 - - - - - - 2,348,273 -
Exposures secured by mortgages on immovable property — — — — — 10,234,842 2,294,140 — 841,103 150,452 — — — — — 13,520,536 —
Exposures in default — — — — — - — — — 645,265 67,678 — — — — 712,942 68,108
Exposures associated with particularly high risk - - - - - - - - - — 449,527 - - - - 449,527 237,655
Covered bonds — — - - - — - - — - — - - - - - —
Exposures to institutions and corporates with a short-term
credit assessment B B - B N B B - B - B N - - - - B
Units or shares in collective investment undertakings 659 — - — - — - - — - — - - 1,977 - 2,636 —
Equity exposures - - - - - - - - - - - — - - - - -
Other items 3,035,556 — - - 70,968 — - - — 9,342,055 868 972,434 - - - 13,421,880 —
Total 87,780,620 - — 78,388 1,574,214 10,234,842 3,774,558 — 38,189,376 15,280,592 786,958 987,635 - 1,977 — 123,689,159 7,260,766

Data as at 31/12/2022, in thousand euro.
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8.4 Internal ratings based (IRB) approach

8.4.1 Internal models of Banco Sabadell Group

Banco Sabadell Group has extensive experience in using
internal models to assess and monitor the credit risk of its most
representative portfolios. To this end, it has been continuously
developing and perfecting its rating and scoring tools and
internal estimates of risk parameters (PD, LGD and EAD). The
initial IRB (Internal Rating Based) authorisation for Banco
Sabadell to calculate own funds requirements for credit risk was
granted in 2008 and has been in force ever since.

TSB also has IRB models authorised for the calculation of
requirements at an individual level by the PRA (Prudential
Regulation Authority) for all its significant portfolios, and at a
consolidated level by the ECB (European Central Bank) for its
secured portfolio. It is in the process of getting authorisation for
its unsecured portfolio, although until it is received,
authorisation has been granted to use individual models at the
consolidated level, by including an add-on for additional
requirements.

In accordance with the review process of internal models used
to calculate requirements launched by the EBA in 2016 (i.e. IRB
repair programme), banks are required to revise their PD, LGD
and EAD estimates in line with the new definition of default, the
EBA’s guidelines and RTS, and the ECB’s expectations
expressed in the ECB Guide to Internal Models according to a
previously defined plan (i.e. return-to-compliance plan). The
Group completed the developments related to that plan in 2021
and 2022 and has finalize it execution in March 2023, pending
review and authorization for implementation by the ECB. Within
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the framework of the IRB repair program, the Group has carried
out the following actions during 2022:

e Implementation of new models for the rating system of
Corporates, RE Developers and Holdings.

e Implementation of the new definition of default in TSB’s
mortgage book.

In addition, the Group devised a medium-term strategic plan in
order to simplify the map of IRB models and ensure that the
models are aligned with the Bank’s business strategy. In
accordance with that plan, the following changes were
implemented during 2022:

o New project finance model (slotting criteria) aligned with the
specifications of Standard EBA/RTS/2016/02.

e Reversion to the permanent partial use of the standardised
approach for the financial institutions segment.

e Reversion to the Foundation IRB approach for the rating
system of Corporates & Groups and the business customers
of foreign branches.

Calculation of credit risk-weighted exposure amounts for credit
risk under IRB approach

The following table summarises the situation of the portfolios
authorised by the supervisor to calculate own funds
requirements using the internal ratings-based (IRB) approach:
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Table 37. Breakdown of portfolios for which authorisation has been obtained from the supervisor to use or progressively apply

the internal ratings-based (IRB) approach.

Date of authorisation

' Regulatory exposure . Internal Internal ratings based
Entity € y _p Internal portfolio i € for use of
portfolio estimates used approach (IRB) @
IRB models
Enterpri RE Developer: PD Authorised on
BS Corporates erprises, Rt Developers LGD Advanced IRB uthorisec o
and Holdings 06/2008
CCF
Authorised
BS Corporates Corporates and groups PD Foundation IRB uthorised on
06/2008
PD Authorised
BS Retail Mortgage Scoring Advanced IRB uthorised on
LGD 06/2008
BS Retail Consumer Loans Scoring PD Advanced IRB Authorised on
LGD 06/2008
Performance Scoring of PD Authorised on
BS Retail ) g LGD Advanced IRB
Credit Cards 12/2011
CCF
Busi d Sol PD Authorised
BS Retail usinesses and sole LGD Advanced IRB uthorised on
Proprietors 12/2010
CCF
Authorised
BS Retail Project Finance Slotting criteria Supervisory Slotting Criteria uthorised on
12/2009
PD Authorised on
TSB Retail Mortgage Scoring LGD Advanced IRB
12/2020
CCF
PD Authorised
TSB Retail Consumer Loans Scoring LGD Advanced IRB uthorised on
10/2014 (PRA)
CCF
Ci t A t: d PD Authorised
5B Retail urrent Accounts an LGD Advanced IRB uthorised on
Credit Cards Scoring CCF 06/2015 (PRA)

Data of models approved by the supervisor, as at 31/12/2022.

@ The date of authorisation refers to the date on which the supervisor authorised the use of IRB models for each specific portfolio.

As it can be seen, Banco Sabadell has been authorised to apply
the internal models developed for the following rating systems:

e Mortgage loans and consumer loans granted to individuals,
applying in-house estimates of PD and LGD (Advanced IRB).

e (Cards and credit granted to individuals, applying in-house
estimates of PD, LGD and CCF (Advanced IRB).

e Businesses and Sole Proprietors, applying in-house
estimates of PD, LGD and CCF (Advanced IRB).

e Corporates (micro-enterprises, SMEs), Real Estate
Developers and Holdings, applying in-house estimates of
PD, LGD and CCF (Advanced IRB).

e Large Corporations and Groups, applying in-house
estimates of PD and other parameters provided by the
regulator (Foundation IRB).

The Individuals category includes the reactive scores used at
the time of approving transactions with a mortgage guarantee
and consumer loans, and the behavioural scores, which
evaluate, on a monthly basis, card transactions, credit facilities,
mortgage loans and consumer loans that have been on the
balance sheet for 6 months or longer. The Corporates, Large
Corporations and Groups category includes rating models. Such
ratings have been determined on the basis of their turnover, the
sector in which they operate (developers, industry and services),
the type of borrower (Holdings, Groups), their inclusion in a
consolidated group and their level of engagement with the

Bank. Similarly, there are ratings for the Businesses and Sole
Proprietors, Project Finance and Financial Institutions
categories (STA since 2022).

In addition to models from which estimates are obtained
regarding the Probability of Default (PD), Banco Sabadell Group
makes its own estimates of loss parameters in case of default
(LGD - Loss Given Default) and Credit Conversion Factors (CCF).

Thus, having obtained the supervisory authorisation for the
regulatory use of PD, LGD and CCF parameters, Banco Sabadell
Group applies the AIRB (Advanced Internal Ratings-Based)
approach to calculate its own funds requirements, with the
exception of the rating system for Corporates and Groups, for
which it applies FIRB (Foundation Internal Ratings-Based
Approach), and Project Finance, for which it applies the Slotting
Criteria.

The portfolios for which Banco Sabadell Group has been
granted authorisation to use the IRB approach (Foundation or
Advanced) to calculate own funds requirements for solvency
purposes (from 1 January 2008) represent 49% of the total
credit risk exposures of the Group (calculated based on the
figures shown in table EU CR6.A).

The following table shows the number of internal rating models
for the various portfolios, broken down by regulatory exposure
class and calculation approach.
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Table 38. Model structure for calculating IRB parameters in different portfolios.
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Models Models Models
Internal rating approach Portfolio with PD with LGD with CCF
estimates estimates estimates
Advanced IRB Enterprises, RE Developers and Holdings 4 12 4
Foundation IRB Corporates and Groups 4 — —
Advanced IRB Retail and freelance. Of which: 31 24 6
Advanced IRB Retail 9 9 1
Advanced IRB Non-mortgage 22 15 5
Supervisory Slotting Criteria Financial institutions — —
Ratings Based Method Project Finance - - —
Simple Risk-Weight Approach Equities —
Total Models 39 36 10

Data of models approved by the supervisor, as at 31/12/2022.
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Table 39. Summary by approach.

EAD RWA
Exposure Class Approach EAD STDA
IRB % IRB RWA IRB % IRB STDA
STDA Roll-out
Banco Sabadell
Retail
Mortgages AIRB 38,758,561 28,801,486 74.31% 138,362 9,818,713 7,461,429 3,399,657 45.56% 4,061,772
Consumer loans AIRB 1,124,090 1,090,499 97.01% 33,591 — 608,831 588,076 96.59% 20,756
Credit cards AIRB 1,793,384 1,718,952 95.85% 74,431 - 238,995 182,226 76.25% 56,769
Credit facilities AIRB 398,477 309,316 77.62% 89,161 - 152,760 93,581 61.26% 59,180
Retail Total 42,074,512 31,920,254 75.87% 335,546 9,818,713 8,462,016 4,263,539 50.38% 4,198,476
Corporates
Retailers and sole proprietors AIRB 3,222,088 2,596,327 80.58% 625,761 - 1,023,706 965,448 94.31% 58,259
SMEs AIRB 20,675,387 15,593,673 75.42% 5,081,714 - 6,313,726 6,183,037 97.93% 130,689
Corporates AIRB 8,709,312 6,824,341 78.36% 1,884,970 - 3,952,373 3,281,621 83.03% 670,752
Holdings AIRB 5,850,436 5,654,240 94.94% 296,196 - 2,217,045 2,145,667 96.78% 71,378
Corporations FIRB 10,661,488 10,171,848 95.41% 489,640 - 4,835,682 4,717,042 97.55% 118,641
Groups FIRB 5,023,417 4,592,930 91.43% 430,486 - 1,830,355 1,769,482 96.67% 60,873
Real estate developers AIRB 1,744,186 1,702,565 97.61% 41,621 - 1,070,982 1,065,604 99.50% 5,378
Corporates Total 55,886,314 47,035,924 84.16% 8,850,389 - 21,243,870 20,127,901 94.75% 1,115,969
Project Finance Slotting criteria 5,183,397 5,183,397 100.00% - — 4,048,658 4,048,658 100.00% -
Equities Simple Approach 892,911 892,911 100.00% - - 1,924,932 1,924,932 100.00% -
Other Total 6,076,308 6,076,308 100.00% - - 5,973,590 5,973,590 100.00% -
Sabadell Total 104,037,134 85,032,486 81.73% 9,185,934 9,818,713 35,679,476 30,365,031 85.11% 5,314,445
TSB
Mortgages AIRB 42,055,520 42,055,520 100.00% - - 6,225,672 6,225,672 100.00% -
Consumer loans AIRB 1,478,973 1,478,973 100.00% - - 1,755,839 1,755,839 100.00% -
Credit cards AIRB 1,598,033 1,598,033 100.00% - - 795,928 795,928 100.00% -
Overdrafts AIRB 2,030,174 2,030,174 100.00% - - 566,138 566,138 100.00% -
Total TSB 47,162,700 47,162,700 100.00% - - 9,343,577 9,343,577 100.00% -
IRB Total 151,199,834 132,195,186 87.43% 9,185,934 9,818,713 45,023,053 39,708,608 88.20% 5,314,445
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OSabadell

EAD RWA
Exposure Class Approach EAD STDA
IRB % IRB RWA IRB % IRB STDA
STDA Roll-out

Banco Sabadell

Other Retail STDA 1,024,182 - - 1,024,182 - 246,431 - - 246,431

Project Finance (Real Estate + Object) PPU 3,064,998 - - 3,064,998 - 848,528 - - 848,528

Retail Ofex STDA 1,337,218 - - 1,337,218 - 606,840 - - 606,840

Non-customers non-recourse factoring PPU 397,022 - - 397,022 - 272,000 - - 272,000

Object Finance PPU 247,998 - - 247,998 - 218,335 - - 218,335

Public institutions PPU 9,261,801 - - 9,261,801 - 199,926 - - 199,926

Sovereigns PPU 57,560,225 - — 57,560,225 - 217,976 - — 217,976

Other institutions STDA 614,140 - - 614,140 - 361,715 - - 361,715

Other assets - ATD STDA 6,120,954 - - 6,120,954 - 7,808,572 - — 7,808,572

Other assets STDA 3,364,521 - - 3,364,521 - 2,337,631 - - 2,337,631

Real Estate STDA 1,573,276 - - 1,573,276 - 1,113,634 - - 1,113,634

Participations in Cll STDA 2,312 - - 2,312 - 24,708 - - 24,708
Total Sabadell 84,568,647 - - 84,568,647 - 14,256,296 - - 14,256,296
TSB

Sovereigns PPU 8,635,545 - - 8,635,545 - 38,003 - - 38,003

Multilateral Organisations PPU 212,070 — — 212,070 — — — — —

Financial institutions PPU 887,435 - - 887,435 - 239,501 - - 239,501

Corporates PPU 3,964 — — 3,964 — 3,964 — — 3,964

SMEs PPU 211,628 - - 211,628 - 122,706 - - 122,706

Other SME STDA 1,115,015 - — 1,115,015 - 453,406 - — 453,406

Other assets PPU 671,191 - - 671,191 - 551,403 - - 551,403
Total TSB 11,736,849 - - 11,736,849 - 1,408,982 - - 1,408,982
Other subsidiaries

Sabadell Consumer PPU 1,806,692 - - 1,806,692 — 1,384,996 - - 1,384,996

Mexico Sofom PPU 5,901,371 - - 5,901,371 - 3,396,791 - - 3,396,791

Otras subsidiarias PPU 2,206,288 - - 2,206,288 - 1,388,506 - - 1,388,506
Other Subsidiaries Total 9,914,351 - - 9,914,350 - 6,170,293 - - 6,170,293
STDA Total 106,219,847 - 0.00% 106,219,847 - 21,835,571 - 0.00% 21,835,571
Total 257,419,681 132,195,186 51.35% 115,405,781 9,818,713 66,858,624 39,708,608 59.39% 27,150,016

Data as at 31/12/2022, in thousand euro.
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Article 150(1) of the CRR establishes the criteria according to compliance with these thresholds on an annual basis in order
which exposures can be considered under the Permanent to identify portfolios that could be included in the roll-out plani:

Partial Use (PPU) approach. Concerning the forementioned plan, during 2022 the following

Of the exposures calculated under the standardised approach, changes have been performed:
59% corresponds to risks with Sovereigns, for which the Bank

S ! . e Pending activities were completed in relation to the
has authorisation for permanently calculating capital under the

mortgage book of retail customers obtained from the

standardised approach, given their characteristics, based on different institutions that were acquired (Banco CAM, BMN
Article 150(1)(a). Based on Article 150(1)(b), in 2022 the Bank branch network in Catalonia and Aragon, Banco Gallego and
requested authorisation to use PPU for the portfolio of Financial the branch network of Lloyds Banking Group in Spain). The
Institutions, for which it had previously been using the Bank is currently in the process of obtaining authorisation
Foundation IRB approach. from the ECB to use the IRB approach for this portfolio.

In order to monitor the materiality of exposures under the e As a result of changes in the strategy of Banco Sabadell
Permanent Partial Use (PPU) approach, Banco Sabadell has Group, TSB’s Business Banking portfolio has been removed
developed a series of metrics and thresholds in line with the from the roll-out plan, while the portfolio of Groups and
requirements of the supervisor. Banco Sabadell monitors Large Enterprises of the subsidiary Banco Sabadell Mexico

has been included.

Table 40. Roll-out model structure for calculating IRB parameters in different portfolios.

Entity Portfolio pending roll-out IRB calculation date

BS Mexico  Corporates and Groups with risk in Banco Sabadell Mexico March 2023

Retail customers with risk originated in banks acquired in Spain relating to mortgage and consumer loans: Banco
BS CAM, BMN branch network in Catalonia and Aragdn, Banco Gallego and Lloyds Banking Group Spain branch February 2022
network.

The following figure shows the percentage of exposure,
considering the total of all credit risk portfolios (1), calculated
using internal models (i.e. IRB) for solvency purposes by Banco
Sabadell Group. The IRB ratio calculated on the basis of
regulatory requirements is 83%2.

Figure 21. Percentage EAD under each calculation approach.

IRB PPU
83% 15%
STD
17%
Roll-out
2%

(1) The following exposures have been excluded for the calculation of the IRB coverage percentage:
- Equity exposures referred to in Articles 133(1) and 147(6) of the CRR.

- The exposures referred to in Article 150(1)(d), (e), (f), (i) and (j) of the CRR, basically exposures to central governments and central banks of the Member
States and to their regional and local authorities, administrative agencies and public sector entities.

- Exposures classified as "items representing securitisation positions" and "other assets other than credit obligations" in Article 147(2)(f) and (g) of the CRR.
- Exposures classified as "other items" in Article 112(q) of the CRR.

1 Plan for the successive application of the IRB approach of portfolios currently under the standardised approach.

2 Differs from the 49% shown in table EU CR6.A due to the exclusions carried out in the calculation of the regulatory IRB ratio.
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8.4.2 Internal rating systems

This section summarises the main aspects that make up the
structure of credit rating internal systems which Banco Sabadell
Group has been granted authorisation to use when calculating
Risk weighted assets.

In all cases, Banco Sabadell follows a process of continuous and
recurrent monitoring and internal validation of these models in
order to ensure that they are constantly updated and to
guarantee that estimates are reliable and consistent with their
defined uses.

8.4.2.1 Structure of internal rating systems

Internal Probability of Default (PD) estimates

The probability of default used by Banco Sabadell Group for
solvency purposes is the long-term and is intended to reflect the
average level of an economic cycle that is representative of the
portfolio under analysis.

In general, the process for assigning internal PD ratings within
Banco Sabadell involves defining a relationship between PD and
the uniform risk pools calculated based on Banco Sabadell
Group’s historical experience (observed data of defaults) and
the application of the respective algorithms, which make it
possible to establish an ordering of borrowers (in the case of
rating systems) or transactions (in the case of scoring systems).

Once these have been identified, a correspondence is
established between these pools and their regulatory PD level
through a calibration process, which according to the
requirements set forth in the CRR, are long-term PDs or those
that represent a situation that includes sufficiently
representative good years and bad years in terms of economic
performance.

According to regulatory requirements, the PD of an exposure or
customer must be at least 0.03%.

The following table shows the equivalence between the internal
master scale (reduced to 10 groups according to the internal
sorting algorithm) and the external credit quality steps and the
probability of default:

Table 41. Master Scale.

Internal Average PD External classification equivalence
ratings (S&P)
9 0.03% AAA a AA
8 0.05% AA a A+
7 0.11% A+aA/A
6 0.26% A/ A-a BBB
5 0.60% BBB a BB+
4 1.39% BB+ a BB-
3 3.22% BB-a B+
2 7.44% B+aB
1 17.19% BaB-
0 31.52% B-a CCC+
Default 100.00% D

Note: The existing Master Scale has a greater disaggregation, therefore, the midpoint has
been selected.
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Internal Loss Given Default (LGD) estimates

For defaulted transactions in which actions are taken to recover
the debt, the Bank shall not necessarily lose the full outstanding
amount. LGD precisely measures the percentage loss on the
outstanding debt, taking into account any recovered amounts,
expenses incurred during the recovery process and the time
value of money.

In the estimation of this parameter, the realised LGD observed
during the time for which data is available for transactions in
default status is used as an input. Once this calculation has
been made, LGD is divided into specific pools based primarily
on the segment, the collateral of the transaction and other
drivers.

Pursuant to the guidelines set forth in the regulatory framework,
and given the limitations associated with the single-factor
nature of the underlying model for the definition of the formula
used to calculate capital requirements, the Bank applies its own
internal DLGD (Downturn Loss Given Default) estimates, i.e. the
estimated LGD resulting from a severe crisis situation during the
economic cycle, which increases the value of the realised LGD
(average of historic LGDs observed in the Bank’s default
portfolio) and, therefore, leads to the adoption of conservative
criteria.

This estimate is particularly relevant to mortgage-secured
exposures, for which the value of the collateral is reduced due
to sharp declines values and the additional price discount that
the Institution applies to these assets to sell them during a
period of economic downturn.

Internal Credit Conversion Factor (CCF) estimates

For customer loans with contingent commitments or contingent
risks in which there have been instances of default, empirical
evidence shows a progressive increase in the use of the loan as
the predicted default date of the loan approaches. This fact is
partly explained by the decline in the borrowers’ solvency and,
as a result, their growing financial needs, which result in an
increased use of available financing options.

In this sense, the so-called of Credit Conversion Factors (CCFs)
are estimated for those transactions in which the contractual
commitment undertaken by Banco Sabadell with its borrowers
is to grant additional financing up to a pre-defined limit.

Banco Sabadell Group calculates CCFs using statistical
techniques that characterise the explanatory factors of the
increase in the use of funds to finance defaulted transactions,
based on available historic information. Estimates are made
separately for different types of transactions with variable
drawdowns (credit facilities, credit cards, etc.).

8.4.2.2 Rating models

When describing the structure of internal credit rating systems
used to obtain PD estimates, representative of an annual long-
term average, it is important to clearly establish the differences
between rating and scoring models.

Rating models are used to estimate the PD of borrowers which,
generally, are included in different segments of the Corporates
portfolio, and the rating is updated at least once a year or more
frequently if necessary due to a change in the risk profile of the
borrower. These models provide through a calibration process
an estimate of the PD of borrowers, which is regularly updated
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in accordance with Banco Sabadell Group’s policies in each
case.

Reactive scoring models, on the other hand, are used in the
process of analysing and accepting mortgage transactions
(mortgage scoring) and transactions carried out for consumer
purposes (consumer scoring), which are mainly retail-based.
They provide an estimate of the PD on the basis of data
analysed during the approval stage; therefore, unlike ratings,
they are static in nature. This PD is at transaction level.

Lastly, behavioural scoring models are implemented, which rate
on a monthly basis the risk of transactions with outstanding
exposure and intended specifically for natural persons. Reactive
scores are used in management for the first 5 months of
seniority of the on-balance operation, based on which it is
considered whether sufficient information on borrowers is
available to use behavioural scores. The behavioural scores are
updated on a monthly basis and provides an estimate of PD at
a transaction level.

TSB has reactive scoring models to rate the granting of new
transactions for each of its four risk portfolios (mortgage loans,
consumer loans, credit cards and current account overdrafts). It
also has behavioural scores for these portfolios that rate the
existing risk based on how much time they have been on the
balance sheet (starting from three months).

Rating of Corporates, Large Enterprises and Businesses and
Sole Proprietors

The rating model of Corporates, Large Enterprises and
Businesses and Sole Proprietors is an internal model
characterised by the incorporation of both factors which have
been selected as a result of a purely statistical assessment and
a series of factors based on the practical experience of the
Bank’s risk managers (account managers and risk analysts).

Banco Sabadell uses different rating models divided according
to various concepts: the size of the borrowers (estimated by
their turnover), the sector in which they operate (developers,
industry and services), the type of borrower (holdings, groups),
their membership of a group and their level of engagement with
the Bank (new customers, existing customers).

The structure of these rating models follows a unitary approach
that, depending on the information available for each customer,
can be made up of the following rating units:

e Financial unit: formed of factors defined using information
from financial statements of borrowers and which attempt
to characterise different aspects of their economic and
financial situation (profitability, liquidity, solvency,
efficiency.

e Qualitative unit: formed of factors defined using the
practical experience of the account managers and risk
analysts, which is the structure used by Banco Sabadell
Group to monitor risks. This unit uses factors that attempt
to evaluate the business aspects that are assessed in this
process, such as the managerial capabilities of the
management team or the competitive position within the
market, amongst others.

e Operational unit/CIRBE: this unit analyses factors related to
information on the credit risk of borrowers in the system, in
accordance with the Bank of Spain Central Credit Register
(CIRBE), as well as borrowers within Banco Sabadell Group
itself.

e Adjustments unit: this unit takes into account other factors
such as types and levels of default.

©Sabadell

The combination of different factors and units translates into a
final score for each borrower, which allows them to be organised
in terms of their propensity to default.

Ratings of Financial Institutions (Low Default)

In the case of the portfolio of financial institutions, which is
considered a low default portfolio, a rating methodology is used
which is very aligned with that currently used by various rating
agencies.

The model gives three types of ratings:

e Basic rating: only considers the financial and business
fundamentals of the Institution.

e Individual rating: adjusts the basic rating in accordance with
the economic outlooks of the geographical environment in
which the business is carried out.

e Individual support rating or long-term rating: incorporates
support, in the final instance, which the Institution may
receive from the State or from the financial group to which
it belongs in order to prevent it from defaulting, i.e. the
impact of this support from the country and/or the parent
undertaking on the Institution’s solvency.

This rating is only used for management purposes, as the
portfolio is currently under the Standardised approach.

Reactive mortgage, consumer and behavioural scores of
individuals’ cards and loans, mortgages and consumer loans

Mortgage and consumer reactive scoring models are internal
models that are used when approving risk transactions with
natural persons, providing a risk assessment of the transaction
at the time when the loan is granted.

These models combine information regarding the key factors
that determine the feasibility of transactions in the assessment
phase. In particular:

e Details of the transaction: including factors that enable
aspects such as the term of the transaction and its purpose
to be incorporated into the assessment carried out by the
models.

e Socio-economic profile: incorporates factors related to
socio-demographic aspects of borrowers.

e Relationship with the Bank: when approving transactions,
factors are included to characterise the level of borrowers’
engagement, as well as past experience in terms of their
repayment history.

e Economic data: this unit is used to gather data regarding the
debt capacity of borrowers before approving a transaction.

e Collateral: this unit is particularly important in mortgage
transactions, as it allows information regarding collateral
that secures transactions to be entered into the models.

The final output of the reactive mortgage and consumer scoring
models allows transactions to be ordered by credit quality based
on their score.

Lastly, the Bank has developed behavioural scoring models
which calculate, on a monthly basis, a score for all current
products, the holders of which are natural persons, after being
on the balance sheet for a certain period of time (6 months).
This scoring model means it is possible to generate a monthly
update of the status of the contract and the characteristics of
the contract holders. Currently, payment card, credit, consumer
loan and mortgage loan models have the authorisation to use
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behavioral scoring models to calculate regulatory capital
requirements.

For Banco Sabadell, transactions included in the “Mortgages for
residential or commercial real estate” exposure class are rated
using the reactive scoring model during the first five months.
Given the reactive nature of this score, the process for assigning
regulatory PDs is determined in terms of combinations (pools)
of similar scores and other variables such as the type of
customer or the intended purpose of the transaction. These
combinations are determined by the historical default ratio. The
similarity of these pools is determined using statistical criteria
similar to those described previously for corporates’ ratings.
After 6 months, the rating is carried out based on behavioural
scores.

For retail exposures included in the “Others” category, Banco
Sabadell has been granted authorisation to use consumer
scores (reactive and behavioural) for regulatory purposes, and
to use behavioural scores for cards and loans. The Bank also
has its own rating models for Businesses and Sole Proprietors
with exposure allocation criteria similar to those described for
corporate ratings.

In the case of TSB, these models reflect the characteristics of
the business and market in the United Kingdom, although the
information that they use is similar to that described previously
for Banco Sabadell Group’s other scoring models. The
regulatory PD of the unsecured portfolio (consumer loans, credit
cards and current account overdrafts) is estimated on the basis
of these models’ scores. On the other hand, the regulatory PD
of the mortgage portfolio is based on a Hybrid PD based on
scores as the main variable, although they have a differentiation
by sub-portfolio and by type of score in the ranking of the
underlying PD. The PDs are calibrated against a central trend.

8.4.2.3 Use of internal estimates for purposes other
than the calculation of own funds
requiriments

One of the most important principles in using internal rating
systems to estimate the PD of borrowers included in the various
portfolios, as well as the LGD parameter and CCFs, is that these
systems are not used solely to calculate own funds
requirements, as they can also be used in daily risk
management procedures. Within Banco Sabadell Group, these
additional uses are:

e Approval of transactions: in the case of rating models, the
process whereby transactions are approved is based on the
risk management model of Banco Sabadell Group. Levels of
discretion for approving credit risk transactions are
established on the basis of expected losses, measured
based on available internal estimates, in order to manage
PD and LGD parameters, as well as CCFs (through the use
of EAD).

In the case of reactive scores, their result, in addition to
consultations of internal and external default databases and the
risk criteria applied by the corresponding account manager
based on their own experience, allows a decision to be reached
in terms of the approval or rejection of transactions. Behavioural
scores of loans are also used for the direct approval of
transactions for the most creditworthy borrowers.

e Pricing: the pricing of lending transactions takes into
consideration the risk premium and the cost of capital
calculated based on regulatory capital. Both items form part
of the cost to be applied to prices and include LGDs and PDs

116 Pillar lll Disclosures 2022

©Sabadell

estimated based on internal models for each borrower or
transaction.

e Profitability and limits: the Bank has tools which allow it to
calculate Risk-adjusted Return on Capital (RaRoC). This
metric is used particularly often for Corporate Banking
customers (Corporates and Groups) and it can be calculated
ex ante, affecting the price, or ex post, for the monitoring of
its risk-adjusted return. Furthermore, the internal ratings
obtained through the assessment of each customer are
used implicitly in order to establish limits.

e Economic capital: in the case of credit risk, Banco Sabadell
Group uses available PD, LGD and EAD estimates to
calculate economic capital, and also uses its own
correlations estimates.

e (Capital planning: risk parameters which are conditional
upon the defined economic situation are used to forecast
the scenarios of eventual losses in the regulatory stress
tests, capital planning and ICAAP, allowing the impact of
these scenarios on Banco Sabadell Group’s income
statement or capital adequacy to be assessed.

e Provisions: Banco Sabadell Group has been using internal
models to calculate provisions under IFRS 9 since 1 January
2018.

e Risk monitoring: the rating of borrowers is an integral part
of the establishment of warnings included in risk
monitoring. In general, a lower rating determines the need
for a more frequent review of the risk associated with an
exposure.

e Recovery process: recovery rates are used as a
fundamental metric to monitor and manage recovery
processes.

e Management reporting: internal estimates such as data
related to risk volumes form part of the risk management
reporting and allow the risk profile of the portfolio to be
analysed for different disaggregation levels.

e Other management processes: in addition to the
aforementioned uses, the rating is also used as an input for
both tolerance of bill discounting facilities (the authorised
excess of these facilities is calculated based on the rating)
and the possibility of incorporating authorised overdrafts in
sight deposit accounts.

8.4.2.4 Process for managing and recognising credit
risk mitigation

Grupo Banco Sabadell pays special attention to the adequacy of
the management and monitoring in the guarantees constituted,
both from a legal point of view, to guarantee their validity and
legal enforceability, and from an operational point of view, by
means of a whole set of procedures and controls defined with
the purpose of guaranteeing their adequate formalisation,
registration, and control in the information systems of Grupo
Banco Sabadell.

In section 8.7 Credit risk mitigation techniques, a detailed
description is provided of procedures used to manage and
recognise credit risk mitigation. In accordance with the criteria
of Part Three, Title Il, Chapter 4 of the CRR, which outlines the
accepted credit risk mitigation techniques, these procedures
mainly apply to two types of guarantees:

e Funded credit protection: this category includes mortgage
guarantees, collateral to secure deposits and securities, as
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well as interbank netting agreements for transactions
carried out in financial markets.

e Unfunded credit protection: this category encompasses
hedging instruments based on credit insurance and
signature guarantees, as Banco Sabadell Group does not
currently use credit derivatives as a credit risk mitigation
technique.

On the other hand, in the case of exposures of debtors
calculated via the IRB method, in the event that the guarantor
is a company with an internal rating, PD and LGD substitution
will be applied. For cases in which the guarantor belongs to a
segment with a permanent standard method, the exposure is
calculated according to the standard method by assigning the
RW corresponding to the guarantor according to its nature and
its external rating.

Lastly, in terms of the calculation of minimum capital
requirements for exposures treated under the IRB approach to
which this section refers, it is important to note that Banco
Sabadell Group has been authorised to use its own internal LGD
estimates as a credit risk mitigation technique. When
estimating loss given default, guarantees are a key element
used to identify pools of similar transactions in terms of their
observed or estimated LGD in stress scenarios.

8.4.2.5 Governance of internal models of credit risk

Banco Sabadell establishes in its Model Risk Management and
Control Policy and in the model risk procedure relating to the
IRB scope the governance that the models in this area must
follow.

With regard to the approval of IRB models, Banco Sabadell
identifies that the need for approval of an IRB model may arise
from:

e New models subject to the sequential implementation plan
of the IRB approach (roll-out plan).

e (Changes or extensions of use of IRB models already
implemented.

In order to assess and classify the materiality of changes or
extensions in IRB models, Banco Sabadell has developed the
Manual for the classification and management of regulatory
changes in credit risk IRB models which defines, in accordance
with current regulations, the criteria for classifying materiality
based on quantitative and qualitative criteria and, as a result,
the following classification of changes is obtained:

e Material changes, which require the supervisor's
authorisation prior to their implementation.

e Non-material changes, within which a distinction is made
between ex ante and ex post non-material changes
depending on whether the supervisor needs to be notified
or not, respectively, prior to implementation (2 months in
advance in the case of ex ante changes). Banco Sabadell
has developed a protocol to facilitate the identification of
non-material changes to ensure that all non-material
changes are properly assessed and reported to the
supervisor.

e Revocation of the use of IRB models due to reversion to less
sophisticated approaches (i.e. FIRB or PPU).

Based on the above classification, Banco Sabadell establishes
two possible approval levels that are mostly aligned with the
criteria required by the regulator for approval of IRB models.
These levels give Banco Sabadell Group’s Models Committee
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the authority to approve those changes in models classified as
non-material, according to the internal criterion, while it is the
responsibility of Banco Sabadell Group’s Board of Directors
(after review by other governing bodies such as the Technical
Risks Committee and the Board Risk Committee) to approve the
more material aspects of IRB models, including changes and
extended usage periods of models classified as material,
models subject to a roll-out plan and the revocation of models
due to a reversion to less sophisticated approaches.

Following internal approval, for changes classified as material
or new models subject to a roll-out plan, a request for the
supervisor's approval is required prior to implementation.
Material changes are subject to the pre-application process
which requires the submission of the documentation package
associated with the change at least two months before the
official application date. Material changes require an internal
model investigation (IMI) prior to authorisation.

Credit Risk Control Unit

The Credit Risk Control Unit (CRCU) is part of the Banco Sabadell
Group’s first line of defence. This unit is responsible for the
design and development of the IRB models, as well as their
supervision and operation. Accordingly, Banco Sabadell Group
has set up specific teams for the construction and monitoring of
the models.

The model building teams, which are independent from the
management functions responsible for the acceptance or
renewal of existing risks, are responsible for the design and
construction of robust and stable models ensuring that they
comply with both internal and regulatory requirements. In
addition, they ensure that the data needed to calibrate the
models are available, complete and meet the required quality
standards, and they prepare and maintain adequate
documentation according to internal and supervisory standards.

The model monitoring teams are responsible for checking that
the IRB models continue to perform as expected and are in line
with the use for which they were developed. Each of Banco
Sabadell’s IRB rating systems is monitored at least once a year.
The monitoring activities cover at least the following aspects:

e Check that the models continue to comply with the
applicable regulatory requirements.

e Regular review of estimates: including analyses to assess
model performance (e.g. predictive ability, screening
power), methodology (e.g. representativeness) or model
usage (e.g. forcing), among others.

e Monitoring of the margins of conservatism applied to IRB
models.

Based on the results of the monitoring and as established in the
model risk procedure for the IRB scope, specific actions are
devised in relation to the models under analysis.

In addition, there are teams dedicated to the coordination and
management of IRB models whose responsibilities include the
management and materiality assessment of changes in IRB
models, the preparation and monitoring of the IRB model plan
and supervisory remediation plans, monitoring of the roll-out
plan and portfolios in the permanent partial use of the
standardised approach (i.e. PPU) and the maintenance of the
IRB model inventory.

The above activities generate a series of regular reports that are
submitted to the relevant governing bodies (i.e. Models
Committee and higher bodies depending on the relevance of the
issue) for review:
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e |IRB model quality reports resulting from the monitoring
activities described above. These reports are submitted on
an annual basis for each of the rating systems.

e |IRB model dashboard that provides a summary of Banco
Sabadell Group’s exposures, together with their regulatory
treatment. It is submitted on a quarterly basis to the Models
Committee.

e PPU portfolio monitoring reports and monitoring of Banco
Sabadell Group’s roll-out plan. It is submitted on an annual
basis.

e |RB model remediation plan monitoring reports. They are
submitted on a quarterly basis to the Models Committee.

e Monitoring reports on the annual IRB models plan. They are
submitted on a quarterly basis to the Models Committee.

Validation function

The Validation function is integrated into the model risk
management and control framework as Banco Sabadell Group’s
second line of defence for the various scopes of the models (e.g.
IRB, IFRS9, etc.). In this regard, Banco Sabadell Group provides
the Validation function with maximum independence in respect
of those that develop the internal models, make risk parameters
estimates and use them. Furthermore, the powers of the
Validation function stem from its direct reporting line to the
Chief Risk Officer (CRO), which improves the process for issuing,
monitoring and reporting on recommendations issued to the
designated governing bodies.

As set forth in the model risk policy and in the IRB procedure,
the opinion of the Validation Unit is an unavoidable requirement
for the approval of any new model, methodological change in
the internal rating systems and internal risk estimates, an
aspect that represents an additional assurance with regard to
the internal control of these systems, thus ensuring a robust
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approval process in Banco Sabadell Group. In addition, the
Validation function ensures the appropriate classification of the
materiality of changes or extensions to IRB models and
compliance with current regulations and internal policies.

Internal Audit

Internal credit rating systems used by Banco Sabadell Group are
the subject of regular reviews and reports by the Internal Audit
unit, based on the framework set out by the SSM. Internal Audit
assesses, on at least an annual basis and with a risk-based
approach, whether the Group’s rating systems comply with the
requirements set forth in the applicable regulatory framework
for their use in the calculation of capital requirements to cover
credit risk. The scope of these reports includes rating and
scoring models, parameter estimation processes, the
calculation of capital requirements to cover credit risk and the
technological environment, as well as the Validation function,
governance processes and the control environment. In addition,
the implementation in the Bank’s systems of all requirements
associated with the new Definition of Default is also reviewed,
assessing the main developments and compliance with
requirements set out in the guidelines.

The Internal Audit unit acts with full autonomy when carrying out
its duties, as it reports directly to the Board Audit and Control
Committee. Therefore, it is fully separate from the units
responsible for generating exposures and for the development,
monitoring and internal validation of internal models. The latter
unit is also regularly audited and its validation framework is
reviewed.

8.4.2.6 Exposure values by exposure class

The following table shows the value of exposures to credit and
dilution risk, broken down by exposure classes, as well as the
value, where applicable, of the exposure in those cases where
Banco Sabadell Group applies its own estimated losses in the
event of default or credit conversion factors:

Table 42. Exposure at Default (EAD) subject to internal ratings-based (IRB) approach by exposure class.

Exposure class

Exposure with
Exposure internal LGD or
CCF estimates

Central governments and central banks

Institutions — —
Corporates'” 40,713,602 20,057,452
Retail 90,588,673 90,588,673

i) Mortgages on residential and commercial real estate 74,662,556 74,662,556

i) Qualifying revolving 5,350,862 5,350,862

iii) Rest 10,575,255 10,575,255
Equity® 892,912 -
Securitisation positions and exposures - —
Other non-financial assets — -
Total 132,195,187 110,646,126

Data as at 31/12/2022, in thousands of euros. Includes Counterparty Risk.

@n the case of exposures to large corporations, groups and operations originated in the foreign offices, only internal estimates of Probability of Default (PD) are used.

@ The equity exposure includes the amount corresponding to significant shareholdings.

For cases within the Equity category and the Project Finance
portfolio (in the Corporates category), the simple risk-weighted
approach and slotting criteria are applied respectively which do
not depend on internal risk parameters, but rather on a mapping
between certain attributes and regulatory RWA percentages.
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Breakdown of information for credit risk under internal ratings-
based (IRB) approach

The following tables show, for Banco Sabadell Group and the
various regulatory exposure classes, a breakdown by obligor
grades which includes:

PD scale.
Gross original exposure included in the balance sheet.

Off-balance sheet exposure prior to applying credit
conversion factors.

Average credit conversion factor (CCF).

EAD after credit risk mitigation and after applying credit
conversion factors (on-balance sheet and off-balance
sheet).

Average weighted PD per exposure.
Number of obligors.

Average weighted LGD per exposure.
Average weighted maturity per exposure.
RWAs.

RWA density.

Expected Loss (EL).

Value adjustments and provisions.

This breakdown does not apply to the Equity and Project Finance
categories, due to the calculation approach used to calculate
minimum own funds requirements.
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8. Credit Risk

The

table below gives an aggregated summary of the information included in the tables

that follow it (Table 44. (EU CR®6), which provide a breakdown of the information of the
various credit risk portfolios by obligor grade based on internal approaches (IRB) between

OSabadell

Banco Sabadell and TSB.
Table 43. Exposures and risk-weighted assets (RWAs) by exposure class.
Original EAD Numb f A g RWA Expected
rigina of verage xpecte:
Average PD exposure On-balance sheet  Off-balance sheet Total EAD obligors Average LGD maturity (years) RWAs density (%) loss
amounts amounts
Corporates 1.30% 45,021,100 27,278,938 6,199,897 33,478,835 22,832 40.36% 2.46 15,841,845 47.32% 175,205
Non-SMEs 0.75% 30,186,067 17,392,383 5,034,570 22,426,953 7,455 41.92% 2.36 10,359,882 46.19% 73,452
SMEs 2.40% 14,835,033 9,886,555 1,165,327 11,051,882 15,377 37.18% 2.66 5,481,963 49.60% 101,753
Retail 1.21% 96,246,486 81,419,345 7,350,587 88,769,933 6,239,845 22.61% - 16,541,108 18.63% 333,780
Mortgages on immovable property - SMEs 3.10% 3,212,009 2,828,728 165,497 2,994,225 15,990 22.30% — 1,008,979 33.70% 22,538
Mortgages on immovable property - Non-SMEs 0.87% 69,693,751 68,921,543 1,746,075 70,667,618 547,935 15.78% - 9,429,596 13.34% 88,761
Qualifying revolving 1.44% 7,643,780 1,062,443 4,159,734 5,222,177 5,220,179 70.50% - 1,444,870 27.67% 64,281
Other retail exposures - SMEs 3.00% 11,030,088 4,642,930 1,063,287 5,706,217 112,258 38.48% - 1,799,208 31.53% 78,022
Other retail exposures - Non-SMEs 3.02% 4,666,857 3,963,702 215,994 4,179,695 343,483 56.71% - 2,858,456 68.39% 80,180
Total eredit risk under IRB approach 1.24% 141,267,586 108,698,283 13,550,484 122,248,767 6,262,677 27.47% - 32,382,953 26.49% 508,986

Data as at 31/12/2022, in thousand euro.
Includes counterparty credit risk. Excludes non-performing exposuress.

Exposures and risk-weighted assets (RWAs) by exposure class:
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In the period, although the original exposure has remained stable, there has been an
increase of 1,629 million euros in EAD as a result of the updates of CCFs due to the
switch to IRB Foundation in the large corporates and groups portfolio, and the
implementation of the new business models in the SME portfolio. These increases are
partially offset by a reduction in the non-SME retail portfolio concentrated in
mortgages, by the reduction of pipelines in TSB, and in revolving operations.

Despite the increase in EAD, RWAs decreased by 2,394 million euros in the period. It
is worth highlighting the improvements in the large corporates and groups portfolio
due to the application of the Foundation IRB method, which has led to a reduction in
LGD, and the impact of the ratings upgrade in PD, as a result of the improved financial
situation. In addition, there was also an improvement in the non-SME retail category,
concentrated in the mortgage portfolio due to the reduction in LTVs due to the natural
amortisation of the portfolio and the good performance of house prices, especially in
the United Kingdom. These movements are partially offset by the increase in the
average PD in the SME portfolio, given that, although it has a positive impact due to
the improvement in ratings, this has been absorbed by the implementation of the new
business models.

Pillar 11l Disclosures 2022

Lastly, it should be noted that following the authorization of the permanent standard
method for the category of institutions, these are no longer calculated under the
advanced methodology.
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Table 44. Breakdown of information relating to credit risk under the internal ratings-based (IRB) approach in Banco Sabadell, by obligor grade for the Corporates category (EU

CR6).
On-balance Off- balance- sheet . Exposure Exposure post Ex;?osure Number of Ex;?osure weightedE:SZf:gr: exp:lsﬂ:ew:ﬁ::;dt Density fnf risk Expected loss . Value
PD range sheet exposures exposures weighted average CCF and post weighted obligors weighted maturity  after supporting weighted amount adjustv.nents
pre-CCF CCF CRM average PD (%) average LGD (%) (1) exposure amount and provisions
(years) factors

Corporates 0,00a<0,15 8,269,915 6,618,437 44.42% 11,455,235 0.07% 2,705 43.68% 2.02 2,699,868 23.57% 3,751 -27,055
0,00a<0,10 6,593,461 5,496,962 43.73% 9,218,067 0.06% 2,588 43.37% 2.01 1,946,092 21.11% 2,555 -20,585
0,10a<0,15 1,676,454 1,121,475 47.81% 2,237,168 0.12% 117 44.98% 2.04 753,776 33.69% 1,196 -6,471
0,15a<0,25 4,644,038 2,286,386 42.95% 5,574,774 0.17% 2,075 41.87% 2.23 1,966,165 35.27% 3,958 -14,322
0,25a<0,50 6,186,579 2,708,213 41.97% 6,404,528 0.33% 2,952 41.10% 2.27 3,074,657 48.01% 8,651 -35,850
0,50a<0,75 2,970,132 758,480 39.99% 2,837,443 0.64% 2,888 37.43% 2.55 1,556,935 54.87% 6,864 -22,618
0,75a< 2,50 4,294,471 1,781,209 40.78% 4,222,354 1.44% 4,450 36.20% 2.88 2,858,915 67.71% 22,183 -56,950
0,75a< 1,75 2,771,453 1,223,545 38.72% 2,793,583 1.14% 2,560 35.38% 2.88 1,777,093 63.61% 11,136 -33,759
1,75a<25 1,523,018 557,664 45.12% 1,428,772 2.05% 1,890 37.80% 2.77 1,081,822 75.72% 11,047 -23,191
2,50a< 10,00 1,726,404 683,852 37.44% 1,549,191 5.25% 2,502 37.42% 2.77 1,472,355 95.04% 31,329 -33,707
25a<5b 942,093 526,642 37.88% 950,247 3.87% 1,518 34.20% 2.72 770,817 81.12% 12,604 -18,412
5a<10 784,311 157,210 36.14% 598,944 7.46% 984 42.54% 2.87 701,538 117.13% 18,725 -15,296
10,00 a < 100,00 1,460,297 386,732 41.07% 1,189,353 19.81% 4,182 40.19% 2.86 2,130,425 179.12% 98,007 -563,014
10a<20 1,102,064 230,187 27.37% 872,742 15.28% 2,405 38.00% 2.85 1,438,057 164.77% 50,336 -45,105
20a<30 44,533 90,255 68.36% 104,963 25.02% 189 44.34% 3.00 197,998 188.64% 11,651 -2,171
30,00 a < 100,00 313,700 66,290 49.07% 211,648 35.90% 1,588 47.18% 3.00 494,369 233.58% 36,020 -5,737
100,00 (default) 2,174,161 454,135 28.08% 2,046,570 100.00% 9,738 38.72% 2.38 523,882 25.60% 792,379 -886,979
Subtotal 31,725,998 15,677,444 42.30% 35,279,449 7.03% 31,492 40.85% 2.33 16,283,203 46.15% 967,122 -1,130,495

Corporates
Of which: SMEs 0,00a<0,15 1,361,384 468,736 33.70% 1,516,501 0.07% 1314 41.19% 2.00 222,753 14.69% 408 2,735
0,00a<0,10 1,361,384 468,736 33.70% 1,516,501 0.07% 1,314 41.19% 2.00 222,753 14.69% 408 2,735
0,10a<0,15 - - - - - - - - - - - -
0,15a<0,25 1,171,962 365,570 34.40% 1,206,135 0.16% 1,322 38.65% 3.00 288,739 23.94% 742 2,883
0,25a < 0,50 1,847,103 408,101 36.61% 1,760,796 0.35% 1,904 35.70% 3.00 564,763 32.07% 2,215 5,275
0,50a<0,75 1,590,727 354,106 41.84% 1,450,258 0.63% 2,442 32.24% 3.00 567,853 39.16% 2,971 -6,788
0,75a< 2,50 2,707,065 1,033,632 39.56% 2,538,095 1.48% 3,870 34.89% 3.00 1,426,729 56.21% 13,147 -31,670
0,75a<1,75 1,590,743 707,165 39.84% 1,559,479 1.13% 2,209 34.56% 3.00 805,870 51.68% 6,097 -16,186
1,75a<25 1,116,321 326,467 38.96% 978,616 2.03% 1,661 35.42% 3.00 620,860 63.44% 7,050 -15,484
2,50 a < 10,00 1,351,872 427,088 37.69% 1,158,140 5.56% 2,332 38.57% 3.00 1,065,804 92.03% 25,163 -26,543
25a<5 648,274 298,047 37.25% 626,401 3.88% 1,425 35.96% 3.00 486,660 77.69% 8,731 -13,470
5a<10 703,598 129,041 38.75% 531,739 7.53% 907 41.64% 3.00 579,144 108.92% 16,432 -13,074
10,00 a < 100,00 798,750 66,630 34.03% 624,105 18.61% 1,491 37.25% 3.00 840,373 134.65% 43,809 -24,147
10a<20 656,073 51,804 35.21% 500,824 15.21% 1,101 35.87% 3.00 631,708 126.13% 27,126 -18,832
20a<30 28,894 8,002 26.89% 29,785 22.26% 51 50.32% 3.00 57,747 193.88% 3,328 -1,876
30,00 a < 100,00 113,782 6,824 34.19% 93,497 35.63% 339 40.46% 3.00 150,919 161.42% 13,355 -3,440
100,00 (default) 895,852 48,083 25.61% 777,677 100.00% 973 33.71% 3.00 357,304 45.95% 262,189 -283,247
Subtotal SME 11,724,714 3,171,946 37.39% 11,031,708 9.19% 15,648 36.39% 2.88 5,334,320 48.35% 350,645 -383,288
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Exposure Risk weighted

Off- balance- sheet Exposure Exposure post Exposure Exposure . Density of risk Value

On-balance . . Number of f weighted average exposure amount . Expected loss .
PD range sheet exposures exposures weighted average CCF and post weighted obligors weighted maturity  after supporting weighted amount adjustr.n.ents
pre-CCF CCF CRM average PD (%) average LGD (%) Y exposure amount and provisions

(years) factors

Of which: Rest 0,00a<0,15 6,908,531 6,149,702 45.24% 9,938,734 0.08% 1,391 44.07% 2.02 2,477,115 24.92% 3,343 -24,321
0,00 a<0,10 5,232,077 5,028,227 44.66% 7,701,566 0.06% 1,274 43.80% 2.01 1,723,339 22.38% 2,147 -17,850
0,10a<0,15 1,676,454 1,121,475 47.81% 2,237,168 0.12% 117 44.98% 2.04 753,776 33.69% 1,196 -6,471
0,15a<0,25 3,472,076 1,920,816 44.58% 4,368,639 0.17% 753 42.76% 2.02 1,677,426 38.40% 3,215 -11,439
0,25 a < 0,50 4,339,476 2,300,112 42.92% 4,643,732 0.32% 1,048 43.15% 2.00 2,509,894 54.05% 6,437 -30,575
0,50a<0,75 1,379,405 404,375 38.37% 1,387,185 0.66% 446 42.85% 2.07 989,081 71.30% 3,893 -15,830
0,75 a < 2,50 1,587,406 747,576 42.47% 1,684,260 1.39% 580 38.16% 2.70 1,432,186 85.03% 9,036 -25,279
0,75a< 1,75 1,180,710 516,380 37.18% 1,234,103 1.14% 351 36.40% 2.72 971,224 78.70% 5,039 -17,573
1,75a<2,5 406,696 231,196 53.82% 450,156 2.07% 229 42.98% 2.26 460,963 102.40% 3,997 -7,706
2,50 a < 10,00 374,532 256,764 37.04% 391,051 4.36% 170 34.03% 2.08 406,550 103.96% 6,165 -7,164
25a<5 293,819 228,595 38.71% 323,846 3.84% 93 30.79% 217 284,157 87.74% 3,873 -4,942
5a<10 80,713 28,169 24.19% 67,206 6.87% 7 49.66% 1.88 122,394 182.12% 2,293 -2,222
10,00 a < 100,00 661,547 320,101 42.53% 565,248 21.13% 2,691 43.44% 2.70 1,290,052 228.23% 54,198 -28,866
10a <20 445,991 178,382 25.09% 371,919 15.37% 1,304 40.87% 2.64 806,350 216.81% 23,210 -26,273
20a<30 15,638 82,253 72.39% 75,178 26.11% 138 41.97% 3.00 140,252 186.56% 8,323 -296
30,00 a < 100,00 199,918 59,466 50.78% 118,151 36.11% 1,249 52.49% 3.00 343,450 290.69% 22,665 -2,297
100,00 (default) 1,278,309 406,053 28.38% 1,268,892 100.00% 8,765 41.78% 2.00 166,578 13.13% 530,190 603,733
Subtotal Rest 20,001,283 12,505,498 43.54% 24,247,742 6.05% 15,844 42.88% 2.09 10,948,883 45.15% 616,477 -747,207
Retail 0,00a<0,15 15,988,335 3,851,311 55.51% 17,991,019 0.06% 1,719,163 23.08% - 567,785 3.16% 2,884 -6,189
0,00a<0,10 11,274,315 2,745,573 53.81% 12,634,683 0.04% 1,001,601 21.61% - 275,369 2.18% 1,198 -3,650
0,10a<0,15 4,714,020 1,105,738 59.73% 5,356,337 0.11% 717,562 26.56% - 292,416 5.46% 1,686 -2,539
0,15a<0,25 4,751,050 1,478,113 57.94% 5,455,164 0.18% 729,022 24.71% - 378,619 6.94% 2,577 -4,808
0,25a<0,50 22,008,515 2,958,445 80.40% 24,459,734 0.32% 897,617 18.37% - 2,668,928 10.91% 15,860 -21,021
0,50a<0,75 15,548,719 1,176,068 69.33% 16,169,488 0.55% 1,155,565 18.98% - 2,432,734 15.05% 17,726 -24,104
0,75a< 2,50 17,961,736 2,279,024 55.44% 18,102,797 1.26% 1,015,251 26.04% - 5,760,704 31.82% 65,967 -97,884
0,75a< 1,75 14,941,721 1,711,286 55.11% 15,311,079 1.11% 817,192 24.26% - 4,373,007 28.56% 43,620 -61,579
1,75a<25 3,020,015 567,738 56.41% 2,791,717 2.10% 198,059 35.81% - 1,387,697 49.71% 22,348 -36,306
2,50 a < 10,00 5,221,129 729,584 63.07% 4,864,431 5.03% 523,344 34.07% - 3,033,784 62.37% 84,800 -128,103
25a<5 3,183,233 468,737 61.70% 3,013,627 3.64% 325,029 34.92% - 1,772,431 58.81% 39,808 -58,849
5a<10 2,037,897 260,847 65.59% 1,850,804 7.30% 198,315 32.67% - 1,261,353 68.15% 44,992 -69,254
10,00 a < 100,00 1,990,147 258,466 51.64% 1,681,456 24.82% 201,020 36.43% - 1,690,998 100.57% 143,845 -132,239
10a <20 1,088,763 181,689 51.69% 862,822 13.85% 124,090 42.43% - 878,695 101.84% 51,970 -62,455
20a<30 315,138 20,298 57.47% 316,127 23.15% 45,535 27.91% - 339,340 107.34% 22,435 -24,041
30,00 a < 100,00 586,245 56,479 49.20% 502,506 44.70% 31,395 31.50% - 472,963 94.12% 69,439 -45,743
100,00 (default) 2,077,896 68,933 19.12% 1,818,740 100.00% 178,481 33.17% - 828,081 45.53% 569,597 -662,843
Subtotal Retail 85,547,527 12,799,944 62.96% 90,542,828 3.20% 6,419,463 22.81% - 17,361,634 19.18% 903,256 -1,077,190
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On-balance Off- balance- sheet . Exposure Exposure post Ex;?osure Number of Ex;.)osure weightedE;(s:fau;: exp:;‘:::;ﬁ:ii Density fnf risk Expected loss . Value
PD range sheet exposures exposures weighted average CCF and post weighted obllgors weighted maturity  after supporting weighted amount adjustments
pre-CCF CCF CRM average PD (%) average LGD (%) (1) exposure amount and provisions

(years) factors
Of which: Mortgages 0,00a<0,15 15,223,754 154,863 31.21% 15,272,245 0.06% 165,416 17.57% - 450,962 2.95% 1,661 -2,233
0,00a<0,10 10,700,772 128,791 30.79% 10,740,588 0.04% 121,722 16.90% - 212,943 1.98% 690 -1,301
0,10a<0,15 4,522,981 26,072 33.28% 4,531,657 0.11% 43,694 19.15% - 238,019 5.25% 971 -932
0,15a<0,25 4,073,633 59,725 39.56% 4,153,562 0.18% 32,851 14.56% - 247,341 5.95% 1,151 -1,848
0,25a < 0,50 20,723,776 1,594,130 97.30% 22,764,293 0.31% 148,502 15.68% - 2,333,984 10.25% 12,293 -13,731
0,50a<0,75 14,100,190 43,461 41.00% 14,447,179 0.54% 89,699 14.39% - 1,895,279 13.12% 11,352 -13,511
0,75a< 2,50 13,192,394 314,502 60.05% 13,610,520 1.19% 98,584 16.91% - 3,397,646 24.96% 27,612 -24,511
0,75a< 1,75 11,779,134 272,769 62.08% 12,177,058 1.08% 86,316 16.72% - 2,878,796 23.64% 22,023 -18,240
1,75a<25 1,413,260 41,733 46.74% 1,433,462 2.11% 12,268 18.50% - 518,850 36.20% 5,589 -6,271
2,50a < 10,00 2,473,769 66,837 46.03% 2,530,120 5.14% 21,330 17.38% - 1,405,692 55.56% 21,935 -25,466
25a<5 1,525,130 50,175 46.83% 1,564,898 3.71% 13,049 18.42% - 811,221 51.84% 10,674 -9,201
5a<10 948,639 16,662 43.62% 965,222 7.45% 8,281 15.71% - 594,471 61.59% 11,261 -16,265
10,00 a < 100,00 868,308 16,418 38.18% 883,923 28.05% 7,467 16.16% - 707,672 80.06% 35,295 -20,250
10a<20 356,449 8,637 25.18% 358,479 14.06% 2,916 20.63% - 339,152 94.61% 10,358 -10,224
20a <30 212,628 1,614 47.13% 217,384 22.36% 1,875 13.13% - 173,655 79.88% 6,479 -4,280
30,00 a < 100,00 299,231 6,168 54.20% 308,060 48.35% 2,676 13.10% - 194,865 63.26% 18,459 -5,745
100,00 (default) 1,001,982 5,626 5.12% 1,000,713 100.00% 9,522 15.91% - 525,487 52.51% 136,626 -177,331
Subtotal Mortgages 71,657,806 2,255,562 82.77% 74,662,556 2.29% 573,371 16.04% - 10,964,062 14.68% 247,925 -278,881
Of which: Qualifying 0,00a<0,15 226,804 2,919,101 60.11% 1,961,864 0.08% 1,529,472 59.17% - 63,104 3.22% 998 -2,206
revolving 0,00a<0,10 142,256 1,840,680 59.94% 1,243,208 0.05% 870,610 52.79% - 23,767 1.91% 342 -1,150
0,10a<0,15 84,548 1,078,421 60.39% 718,656 0.12% 658,862 70.20% - 39,338 5.47% 656 -1,056
0,15a<0,25 75,731 907,691 67.38% 675,369 0.20% 687,006 73.69% - 56,850 8.42% 1,028 -1,384
0,25a < 0,50 98,987 738,023 73.03% 626,830 0.38% 714,805 75.63% - 90,097 14.37% 1,842 -2,051
0,50a<0,75 71,336 588,560 84.61% 548,635 0.58% 1,022,952 80.21% - 120,093 21.89% 2,699 -2,640
0,75a< 2,50 359,768 970,773 54.45% 827,437 1.36% 716,342 77.80% - 340,849 41.19% 9,573 -19,115
0,75a< 1,75 283,503 821,193 53.70% 677,594 1.19% 590,348 75.82% - 244,397 36.07% 6,559 -12,872
1,75a<25 76,265 149,580 58.61% 149,843 2.10% 125,994 86.77% - 96,453 64.37% 3,014 -6,243
2,50 a < 10,00 263,079 233,613 75.03% 421,124 4.80% 398,801 79.66% - 425,914 101.14% 17,322 -29,931
25a<5 156,181 169,107 70.94% 262,550 3.50% 246,390 80.55% - 222,332 84.68% 8,036 -14,372
5a<10 106,898 64,505 85.74% 158,574 6.96% 152,411 78.18% - 203,582 128.38% 9,286 -15,559
10,00 a < 100,00 106,707 83,606 63.03% 160,919 21.94% 153,222 80.55% - 347,962 216.23% 30,819 -31,780
10a <20 57,348 65,358 59.55% 97,122 13.60% 97,656 81.08% - 189,146 194.75% 11,527 -13,257
20a<30 31,810 14,591 65.05% 41,068 26.77% 37,829 76.60% - 99,552 242.41% 8,974 -9,949
30,00 a < 100,00 17,550 3,657 117.21% 22,730 48.88% 17,737 85.41% - 59,264 260.73% 10,318 -8,574
100,00 (default) 127,968 16,245 21.54% 128,684 100.00% 106,189 73.64% - 100,856 78.37% 88,011 -96,087
Revolving 1,330,381 6,457,612 64.47% 5,350,862 3.81% 5,328,789 70.57% - 1,545,726 28.89% 152,291 -185,195
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On-balance Off- balance- sheet . Exposure Exposure post Ex;?osure Number of Ex;?osure welghtedE;(s:f:;: exp:lsi::ew:ﬁ::;dt Density fnf risk Expected loss . Value
PD range sheet exposures exposures weighted average CCF and post weighted obligors weighted maturity  after supporting weighted amount adjustr.n.ents
pre-CCF CCF CRM average PD (%) average LGD (%) (1) exposure amount and provisions
(years) factors
Of which: Rest 0,00a<0,15 537,777 777,347 43.10% 756,910 0.07% 24,275 40.78% - 53,719 7.10% 226 -1,750
0,00a<0,10 431,287 776,103 43.09% 650,887 0.06% 9,269 39.71% - 38,660 5.94% 165 -1,199
0,10a<0,15 106,491 1,245 49.73% 106,024 0.12% 15,006 47.39% - 15,059 14.20% 60 -551
0,15a<0,25 601,685 510,696 43.32% 626,233 0.16% 9,165 39.17% - 74,428 11.89% 398 -1,576
0,25a<0,50 1,185,751 626,292 46.10% 1,068,610 0.36% 34,310 42.17% - 244,847 22.91% 1,724 -5,239
0,50a<0,75 1,377,193 544,047 55.06% 1,173,675 0.63% 42,914 46.90% - 417,362 35.56% 3,674 -7,953
0,75a< 2,50 4,409,574 993,749 54.94% 3,664,839 1.52% 200,325 48.25% - 2,022,209 55.18% 28,782 -54,258
0,75a<1,75 2,879,084 617,325 53.90% 2,456,427 1.25% 140,528 47.39% - 1,249,814 50.88% 15,037 -30,466
1,75a<25 1,530,489 376,424 56.61% 1,208,412 2.08% 59,797 50.02% - 772,395 63.92% 13,745 -23,792
2,50 a < 10,00 2,484,282 429,134 59.22% 1,913,186 4.95% 103,213 46.09% - 1,202,178 62.84% 45,543 -72,706
25a<5 1,501,922 249,454 58.43% 1,186,179 3.58% 65,590 46.59% - 738,878 62.29% 21,098 -35,277
5a<10 982,359 179,680 60.40% 727,008 7.17% 37,623 45.27% - 463,301 63.73% 24,445 -37,429
10,00 a < 100,00 1,015,131 158,442 47.02% 636,614 21.05% 40,331 53.43% - 635,364 99.80% 77,731 -80,210
10a <20 674,966 107,695 49.05% 407,222 13.72% 23,518 52.40% - 350,398 86.05% 30,086 -38,974
20a<30 70,700 4,093 34.54% 57,676 23.51% 5,831 48.99% o 66,132 114.66% 6,982 -9,812
30,00 a < 100,00 269,465 46,654 43.21% 171,717 37.60% 10,982 57.37% - 218,834 127.44% 40,663 -31,423
100,00 (default) 947,946 47,063 19.96% 689,342 100.00% 62,770 50.68% - 201,738 29.27% 344,961 -389,424
Subtotal Rest 12,559,339 4,086,770 49.64% 10,529,410 9.37% 517,303 46.49% - 4,851,846 46.08% 503,040 -613,115
Total (all exposure
categories) 117,273,524 28,477,388 51.58% 125,822,278 4.27% 6,450,955 27.87% 2.33 33,644,836 26.74% 1,870,378 -2,207,685
Data as at 31/12/2022, in thousand euro.
@ The weighted average maturity per exposure has been considering only the 8! in which it is affected in the calculation of capital.
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Scope for the use of capital requirements calculation approaches

Table 45. Scope of the use of IRB and SA approaches (EU CR6.A)

OSabadell

Exposure value as defined in

Total exposure value for
p es subject to the

Article 166 CRR for exp es

Standardised approach and to

Percentage of total exposure value

subject to the permanent partial

Percentage of total exposure
value subject to IRB Approach

Percentage of total exposure
value subject to a roll-out plan

subject to IRB approach the IRB approach use of the SA (%) (%) (%)
Central governments or central banks 77,202,979 76,896,922 100.00% — —
Of which Regional governments or local authorities 8,828,006 100.00% — —
Of which Public sector entities 2,035,269 100.00% — —
Institutions 3,765,879 4,259,519 100.00% — —
Corporates 54,631,112 50,660,570 25.65% 74.35% —
Of which Corporates - Specialised lending, excluding slotting approach 7,694,335 38.08% 61.92% —
Of which Corporates - Specialised lending under slotting approach 13,418,863 14.70% 85.30% —
Retail 111,021,055 101,779,599 9.06% 81.22% 9.74%
Of which Retail - Secured by real estate SMEs 3,334,415 7.02% 92.98% —
Of which Retail - Secured by real estate non-SMEs 80,169,913 1.76% 85.87% 12.37%
Of which - Qualifying revolving 1,700,064 7.00% 93.00% —
Of which Retail- Other SMEs 9,177,467 44.23% 55.77% —
Of which Retail- Other non-SMEs 7,397,740 45.70% 54.30% —
Equity exposures 512,255 512,255 — 100.00% —
Other non-credit obligation assets 11,997,534 12,436,670 100% — —
Total 259,130,813 246,545,534 47.08% 48.89% 4.03%
Data as at 31/12/2022, in thousand euro.
The Group currently applies the permanent partial use of the standardised approach to
exposures to public entities, to financial institutions, to other assets that are not credit
obligations and to positions in subsidiaries, since the Institution is only authorised to use
advanced models at Banco Sabadell, including Banco Sabadell Financiacion and TSB.
Regarding the portfolios for which the use of advanced models has been approved,
disregarding the exposures of subsidiaries that fall under the PPU, most of the exposure
is calculated under advanced models, with a relevant percentage of the exposure in the
corresponding roll-out process, mainly retail exposures of migrated institutions, the
exposures from Banco CAM being especially relevant.
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8.4.3 Backtesting of risk parameters

In accordance with current regulations and its internal policies,
Banco Sabadell Group must ensure that the estimates made
adequately reflect the risk profile and are in line with the use for
which they were developed (i.e. calculation of risk-weighted
assets, analysis of the Institution’s solvency or other related
complementary analyses). To this end, a comparison is made
between estimates using observed data (backtesting) on an
annual basis.

The backtesting exercises described here below cover the main
IRB portfolios of Banco Sabadell Group and use as a reference
the Guidelines on disclosure requirements under Part Eight of
Regulation (EU) no. 575/2013 (EBA/GL/2016/11, Version 2,
14 December 2016, amended on 9 June 2017) issued by the
EBA regarding disclosure formats. Banco Sabadell has internal
metrics and tolerances for monitoring IRB models. These
metrics and tolerances are aligned with the specifications of the
ECB Guide to internal models (October 2019) and with the
instructions for reporting the results of the annual internal
validation reviews (Instructions for reporting the validation
results of internal models - February 2019).

To verify the level of adequacy, this section shows a backtesting
approach consisting of comparing estimates of parameters
used to calculate regulatory capital (PD, LGD and EAD) against
the actual observed values. A homogeneous definition of
default is used in the various estimates, which corresponds to
the prudential definition of default in force at the time these
parameters are estimated. The reason for using this definition
of default is to avoid introducing bias in the backtesting results
due to discrepancies between the definition of default in the
backtesting exercise and the one used in the estimation
process3. The risk parameters estimated with the new EBA
definition of default are in the process of being authorised by
the supervisor according to an agreed schedule.

A brief description of each metric used in the comparison is
given hereafter.

e Probability of Default (PD)long run: estimated annual
probability of default over a long representative period time
horizon of different economic situations that may occur
during a full economic cycle. Credit quality steps are
established based on the rating or score. Estimates are
made at borrower level for the corporates and businesses
and sole proprietors segments and at transaction level for
the individuals segments. It is worth mentioning that PD
estimates of corporate and group portfolios are carried out
through specific models, considering the low default ratios
in these segments (low default portfolios).

In the event of a defaulted firm/transaction, the PD will be
100%.

e Observed Default Rate (ODR): Observed default rate over a
one-year period, calculated as the ratio between the
number borrowers/transactions which have entered into
default (according to the definition of default used for the
borrower or transaction) during the following 12 months and
the total borrowers/transactions with no default at the

©Sabadell

beginning of the year. In general, due to its long run nature,
the PD is of a different nature from the ODR, since the latter
has a Point-In-Time (PIT) nature. This difference in the
concept must be taken into consideration when analysing
the results obtained.

e Exposure at Default (EAD): Maximum amount that the Bank
estimates could be drawn in a transaction where not all
funds have been drawn and which is encumbered in the
event the counterparty defaults in the next 12 months. It is
estimated by considering the characteristics of the
customers and various products, focusing particularly on
working capital but which also applies to derivatives and
repos, i.g. credit facilities or credit cards. The estimated
parameter is the CCF (Credit Conversion Factor) or the
proportion of the undrawn credit limit that the customer
uses on an additional basis when they enter default status
after 12 months. This EAD is confirmed to be downturn EAD,
i.e. the highest observed EAD during a full economic cycle
(normally at the time of an economic recession).

EAD = Balance drawn + Credit Conversion Factor (CCF) *
Available balance

e Observed Exposure at Default: Exposure observed for
products with CCFs at the time of their entry into default.

e Estimated Downturn Loss Given Default (DLGD or Downturn
LGD): For defaulted exposures for which the Bank initiates
actions to recover the outstanding debt, the full amount of
the outstanding debt will not necessarily be lost. LGD
precisely estimates the percentage loss of the outstanding
debt, taking into account any recovered amounts, expenses
incurred during the recovery process and the financial cost
of money. LGD varies depending on the characteristics of
the borrower and the recovery process, the guarantees
associated with the transaction and the macroeconomic
situation. Downturn LGD is the LGD that materialises in an
economic recession, and is therefore higher than the LGD
observed in times of economic prosperity.

e Realised Loss Given Default is the actual loss measured as
LGD occurring for unpaid loans whose recovery process has
ended.

e Annual regulatory expected loss: the product of each of the
EAD, PD and LGD exposures estimated in accordance with
how they have been defined previously.

e Annual realised loss: For each contract in default status, the
loss is considered to be the sum of accumulated provisions
allocated during the year and accumulated amortisations
and depreciations (i.g. due to reclassification as write-offs).
Both losses are expressed as a percentage of the EAD at
the start of the annual period.

The backtesting shown in the Pillar Ill Disclosures Report is
based on the comparison between the following estimated and
observed/realised metrics:

3 Regarding the EU CR9 table, the default rates reported for the last year are calculated based on the new EBA definition of default (the one implemented at the time of calculation),
so the values reported may differ from those shown in the figures of sub-section 8.4.3.1 (aligned with the definition in force at the time of estimation of each model).
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e PDyvs. ODR.

e DLGD vs. Realised LGD.

e EAD vs. Observed Exposure at Default.

e Annual Expected Loss vs. Annual Realised Loss.

In general, the backtesting exercise aims to show that the
estimates of stressed parameters (Downturn LGD and
Downturn EAD) are higher than the observed data (mostly Point-
in-Time). However, in the case of the PD and expected loss, as
these include a long run PD, this statement is not so straight-
forward, as depending on the economic situation, the ODR may
vary and be either above or below the long run PD. Further
details on this aspect can be found in the following sections,
which set out the data and conclusions drawn from the above
comparisons.

Figure 22. Corporates - SMEs.
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Figure 23. Corporates - Others.
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8.4.3.1 Comparison of Probability of Default
estimates against observed default rates

The aim of the exercise considered in this section is to compare
the estimated probabilities of default (long run PD) used to
calculate regulatory capital as at December 2021 against the
default rate in the past year (2022), as the most recent
measurement, and against the average annual observed
default rates during the last five years (2018 and 2022), as a
measurement that takes into account a longer time horizon.

These metrics are not fully comparable in terms of their
heterogeneity, as the long run PD could be considered as
representative of the average default rate in an economic cycle,
and therefore refers to a long-term horizon, whilst the observed
default rate (ODR) presented below is associated with the
economic situation of a specific period of time, which does not
represent a full economic cycle and relates to the economic
situation over the past few years. This explains the visible
differences between both metrics. Firstly, figures are given for
PD grades as at December 2021, the average regulatory PD and
the ODR in 2022 for the most significant segments and with a
sufficient number of borrowers to make a comparison at obligor
grade level?.

Figure 24. Retail - Mortgages on properties - Non-SMEs.
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Figure 25. Retail - Mortgages on properties - SMEs.
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4 The default rates shown in the figures refer to the definition of default in effect at the time of estimation of each PD model.
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The ODRs show a steadily increasing behaviour for the defined
obligor grades, which reflects the distinguishing capabilities of
the model and the calibration of the PD considered. In general,
PDs and observed default rates are similar, even though these
two metrics, as mentioned previously, represent two different
concepts.

In terms of the Corporates segment, a slight underestimation of
tranches with lower PDs is observed. The PD of the Corporates
portfolio has been reviewed in order to align the estimates with
the new definition of default and the EBA guidelines. These new
estimates were approved by the supervisor in June 2022 (and
are therefore not reflected in the above figures as these relate
to data as at December 2021).

On the other hand, it is worth mentioning that models in the
Retail segment tend to slightly underestimate the observed
default rate in higher PD buckets, mainly in non-SME segments.
This is due to the estimation methodology that includes in the
PD the migrations to a longer time horizon of the year - an
aspect that reduces the PD in the worst buckets and increase
on the best. The Retail segment models have conservative
adjustments approved during 2020. Similarly, this segment also
has new estimates that have been submitted to the supervisor.
With regard to the loan portfolio (mortgage and consumer
loans), authorisation to use the new models is expected to be
received in the second quarter of 2023. These new models are
aligned with the specifications of the IRB Repair Programme.

On the other hand, sub-section 8.4.3.5 Evolution of risk factors
shows the observed default rates for Banco Sabadell over the
last 5 years in the Corporates and Retail segments, where a
largely downward trend, in line with the improved economic
situation, can be seen clearly. In recent years, despite the
COVID-19 crisis, there have been no relevant increases in the
NPL ratios, mainly due to the financial aid provided by
governments and the financial sector.
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The criteria defined and the information contained in each
column of the tables, together with the consolidated
comparative figures for Banco Sabadell and TSB, are shown
below:

e The Exposure class column shows the segmentation used
to prepare the report based on the type of regulatory
exposure.

e The PD Range column used to establish the benchmarking
includes the PD tranches proposed in the document
published by the Basel Committee on Banking Supervision
(BCBS).

e The Number of obligors at end of previous period column
contains the number of holders/contracts in the portfolio as
at 2021 year-end.

e The Number of obligors that defaulted during the year
column contains entries into default status throughout
2022.

e The Average observed default rate column gives the default
rate for the last year, calculated as the ratio of the two
previous columns.

e The next two columns contain the regulatory PDs weighted
by EAD (Exposure-weighted average PD) and by customer or
contract (Average PD) according to the exposure class.

e The Average historical annual default rate column is
calculated as the average default rate over the past 5 years
(defaults in 2018, 2019, 2020, 2021 and 2022).

The following table presents a summary of retrospective PD
testing by exposure category, based on a fixed PD scale:
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Table 46. IRB approach — Back-testing of PD per exposure class - fixed PD scale (EU CR9).

Number of obligors at the end of prevlous year

Observed Exposure Average

Of which number average weighted Average historical

Exposure class PD range annual
of obligors which default average PD (%)

Total defaulted in rate (%) PD (%) default

the year rate (%)

Corporates 0.00 a <0.15 11,632 24 0.21% 0.07% 0.07% 0.37%

SME 0.00 a <0.10 11,509 24 0.21% 0.07% 0.07% 0.32%

0.10 a<0.15 123 - - - - 0.41%

0.15 a <0.25 13,002 74 0.57% 0.16% 0.16% 0.63%

0.25 a <0.50 6,484 73 1.13% 0.35% 0.36% 0.95%

0.50 a <0.75 7,597 92 1.21% 0.63% 0.63% 1.17%

0.75 a <2.50 10,044 228 2.26% 1.48% 1.54% 2.09%

0.75a<1.75 6,681 125 1.87% 1.13% 1.20% 2.03%

1.75a<25 3,363 103 3.06% 2.03% 2.00% 1.78%

2.50a<10.00 6,833 298 4.33% 5.56% 5.27% 7.27%

25a<5 4,665 133 2.85% 3.88% 3.69% 4.45%

5a<10 2,168 165 7.61% 7.53% 7.35% 12.27%

10.00 a <100.00 3,630 388 10.69% 18.61% 17.71% 13.21%

10 a <20 2,820 247 8.76% 15.21% 14.45% 11.68%

20a<30 546 99 18.13% 22.26% 22.94% 16.40%

30.00 a <100.00 264 42 15.91% 35.63% 34.43% 17.59%

100.00 (Default) 4,057 - - 100.00% 100.00% -

Corporates 0.00 a <0.15 10,868 27 0.21% 0.08% 0.07% 0.52%

Other 0.00 a <0.10 9,857 21 0.21% 0.06% 0.07% 0.55%

0.10 a<0.15 1,011 6 0.59% 0.12% - 0.48%

0.15a<0.25 8,083 24 0.30% 0.17% 0.16% 0.63%

0.25 a <0.50 4,661 41 0.88% 0.32% 0.35% 1.42%

0.50 a <0.75 3,225 3 0.09% 0.66% 0.65% 1.09%

0.75 a <2.50 2,162 33 1.43% 1.39% 1.62% 2.18%

0.75a<1.75 1,548 10 0.65% 1.14% 1.18% 1.79%

1.75a<25 614 23 3.75% 2.07% 2.20% 4.41%

2.50 a <10.00 1,610 73 4.53% 4.36% 4.93% 8.07%

25a<5 504 57 11.31% 3.84% 3.84% 4.81%

5a<10 1,106 16 1.45% 6.87% 7.35% 13.07%

10.00 a <100.00 3,802 234 6.15% 21.13% 21.24% 15.38%

10 a <20 889 24 2.70% 15.37% 13.74% 12.82%

20a<30 2,432 143 5.88% 26.11% 22.74% 13.68%

30.00 a <100.00 481 67 13.93% 36.11% 34.37% 27.13%

100.00 (Default) 22,910 - - 100.00% 100.00% -

Retail 0.00 a <0.15 645 2 0.31% 0.07% 0.07% 0.19%

Mortgage 0.00a<0.10 642 2 0.31% 0.07% 0.07% 0.23%

SME 0.10 a<0.15 3 - - - - 0.27%

0.15a<0.25 3,067 6 0.20% 0.16% 0.16% 0.26%

0.25 a <0.50 4,368 10 0.23% 0.36% 0.36% 0.38%

0.50 a <0.75 2,548 14 0.55% 0.66% 0.66% 0.78%

0.75 a <2.50 5,397 56 1.04% 1.54% 1.56% 1.39%

0.75a<1.75 3,800 42 1.11% 1.15% 1.17% 1.25%

1.75a<25 1,597 14 0.88% 2.05% 2.05% 1.99%

2.50 a <10.00 3,032 67 2.21% 5.58% 5.47% 6.57%

25a<b 1,718 27 1.57% 3.89% 3.87% 4.29%

5a<10 1,314 40 3.04% 7.53% 7.42% 9.31%

10.00 a <100.00 2,342 193 8.24% 20.06% 21.07% 13.11%

10 a <20 1,345 84 6.25% 14.45% 13.77% 10.95%

20a<30 749 52 6.94% 22.49% 22.44% 12.61%

30.00 a <100.00 248 57 22.98% 34.59% 34.40% 30.54%

100.00 (Default) 1,617 - - 100.00% 100.00% -

Retail 0.00 a <0.15 173,635 69 0.02% 0.06% 0.06% 0.03%

Mortgage 0.00a<0.10 120,124 22 0.02% 0.04% 0.04% 0.02%

no SME 0.10 a<0.15 53,511 a7 0.03% 0.11% 0.11% 0.04%

0.15a<0.25 86,961 186 0.44% 0.18% 0.17% 0.15%

0.25 a <0.50 138,327 188 0.04% 0.31% 0.31% 0.08%

0.50a<0.75 55,448 293 0.71% 0.54% 0.55% 0.33%

0.75 a <2.50 56,795 714 1.32% 1.16% 1.25% 0.79%

0.75a<1.75 46,922 460 1.00% 1.08% 1.09% 0.51%

1.75a<25 9,873 254 2.32% 2.14% 2.15% 1.69%

2.50 a <10.00 18,597 1,009 5.05% 5.03% 5.08% 5.69%

25a<b 11,019 366 2.41% 3.68% 3.68% 2.33%

5a<10 7,578 643 8.97% 7.42% 7.44% 9.83%

10.00 a <100.00 7,256 1,450 15.36% 30.72% 28.90% 13.98%

10 a <20 4,739 554 9.40% 13.76% 14.84% 12.50%

20a<30 320 84 26.24% 22.36% 24.61% 22.63%

30.00 a <100.00 2,197 812 31.52% 51.56% 52.04% 19.25%

100.00 (Default) 8,922 — - 100.00% 100.00% -
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Number of obligors at the end of previous year

Observed Exposure h:\s‘;z:lacg:l
Exposure class PD range Of which number average weighted Average annual
Total of obligors which default average PD (%) default
defaulted in rate (%) PD (%) rate (%)
the year
Retail 0.00 a <0.15 2,241,482 2,443 0.13% 0.08% 0.09% 0.10%
Qualifying 0.00a<0.10 1,711,779 1,482 0.09% 0.05% 0.06% 0.08%
Revolving 0.10 a <0.15 529,703 961 0.27% 0.12% 0.12% 0.21%
0.15a<0.25 531,684 1,345 0.41% 0.20% 0.20% 0.33%
0.25 a <0.50 565,328 2,468 0.65% 0.38% 0.37% 0.58%
0.50a<0.75 935,102 2,439 0.26% 0.58% 0.55% 0.38%
0.75 a <2.50 543,413 8,457 1.69% 1.36% 1.35% 1.70%
0.75a<1.75 438,019 6,250 1.67% 1.19% 1.20% 1.66%
1.75a<2.5 105,394 2,207 2.10% 2.10% 2.11% 1.66%
2.50 a <10.00 351,309 18,768 5.52% 4.80% 4.95% 5.26%
25a<5 199,057 7,787 4.00% 3.50% 3.49% 3.80%
5a<10 152,252 10,981 7.47% 6.96% 7.04% 7.53%
10.00 a <100.00 130,604 23,142 19.46% 21.94% 20.79% 20.51%
10 a <20 74,401 9,238 13.52% 13.60% 13.67% 14.56%
20a <30 41,323 6,891 27.48% 26.77% 25.56% 21.79%
30.00 a <100.00 14,880 7,013 47.41% 48.88% 44.01% 43.06%
100.00 (Default) 105,065 - — 100.00% 100.00% -
Other 0.00a <0.15 34,882 44 0.13% 0.07% 0.07% 0.24%
Retail 0.00 a <0.10 34,601 40 0.12% 0.07% 0.07% 0.20%
SME 0.10 a <0.15 281 4 1.42% 0.12% 0.12% 0.48%
0.15a <0.25 54,577 185 0.34% 0.16% 0.16% 0.50%
0.25 a <0.50 24,102 95 0.39% 0.35% 0.36% 0.57%
0.50a <0.75 40,885 414 1.01% 0.65% 0.65% 1.24%
0.75 a <2.50 79,191 1,604 2.02% 1.61% 1.64% 2.75%
0.75a<1.75 50,358 673 1.34% 1.17% 1.19% 2.06%
1.75a<25 28,833 931 3.23% 2.07% 2.08% 4.51%
2.50 a <10.00 49,887 2,507 5.02% 5.67% 5.71% 8.21%
25a<5b 34,236 1,443 4.21% 3.89% 3.87% 6.05%
5a<10 15,651 1,064 6.80% 7.28% 7.28% 13.76%
10.00 a <100.00 55,626 7,720 13.87% 21.27% 22.64% 21.10%
10 a <20 36,042 4,277 11.87% 14.21% 14.14% 18.57%
20a<30 12,965 1,518 11.71% 23.69% 23.46% 24.27%
30.00 a <100.00 6,619 1,925 29.08% 34.29% 34.33% 39.16%
100.00 (Default) 29,368 - — 100.00% 100.00% -
Other 0.00 a <0.15 48,046 157 0.34% 0.09% 0.10% 0.22%
Retail 0.00 a <0.10 5,649 4 0.08% 0.05% 0.05% 0.10%
no SME 0.10 a <0.15 42,397 153 0.37% 0.12% 0.12% 0.31%
0.15a<0.25 7,771 30 0.39% 0.17% 0.17% 0.32%
0.25 a <0.50 45,846 357 0.85% 0.41% 0.39% 0.83%
0.50 a <0.75 22,166 127 0.57% 0.59% 0.58% 0.69%
0.75 a <2.50 208,044 4,320 2.17% 1.46% 1.43% 2.44%
0.75a<1.75 150,297 2,938 2.17% 1.29% 1.24% 2.70%
1.75a<25 57,747 1,382 2.50% 2.11% 2.16% 2.13%
2.50 a <10.00 103,867 5,991 5.90% 4.26% 4.47% 6.43%
25a<5 74,780 3,269 4.47% 3.40% 3.45% 4.17%
5a<10 29,087 2,722 9.57% 6.94% 7.12% 11.55%
10.00 a <100.00 28,776 7,493 26.04% 20.71% 19.13% 23.23%
10 a <20 16,999 3,145 18.60% 12.94% 12.84% 19.66%
20 a<30 8,160 2,337 28.72% 23.50% 23.29% 22.24%
30.00 a <100.00 3,617 2,011 55.62% 50.12% 40.92% 45.93%
100.00 (Default) 78,961 - - 100.00% 100.00% -

Data as at 31/12/2022, in thousand euro.
Note 1: Used criteria imply immaterial differences with the amounts seen in EU CR6 tables.

As mentioned above, the EU CR9 table shows default rates
calculated using the definition of default implemented for the
calculation of regulatory capital (new EBA definition of default
since May 2020). The average PD values shown in the table
refer to models estimated on the basis of the prudential
definition of default in force at the time the parameter was
estimated. This difference between default definitions may lead
to differences between observed default rates and assigned
PDs (which should be larger by the new EBA definition of
default). Regarding the figures with the backtest results shown
in sub-section 8.4.3.1, the definition of default used for the
calculation of default rates is the one in force at the time of
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parameter estimation, therefore it may differ from those shown
in the EU CR9 table. As the new models aligned with the new
EBA definition of default are implemented, this difference will
disappear.

The results and conclusions of the EU CR9 table are consistent
with those of the previous charts. In the Corporate segments, a
slight underestimation is observed in the lower PD tranches,
which is attributed to the effects of the COVID-19 crisis on this
population. In the Retail segments, the effect of the migration
methodology used implies slight underestimates in the higher
PD brackets.
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8.4.3.2 Comparison between downturn LGD and
realised LGD

The comparison between the Institution’s current downturn LGD
and realised LGD is shown below for defaults, the recovery
process of which was completed between September 2020 and
September 2021 in Banco Sabadell Group (ex-TSB). This period
has been selected to ensure that the selected sample is
representative and that the default cycles observed as cured do
not show any instances of re-default during the next 12 months.
This is a relevant criterion in order to avoid LGD dilution.

This monitoring considers the definition of prudential default in
force at the time of parameter estimation. The reason for using
this definition of default instead of the new one defined by the
EBA is to avoid introducing a bias in the backtesting results as
a consequence of discrepancies between the backtest
definition of default and the one used in the estimation process.

Another aspect to consider is that downturn LGD is a stressed
LGD and representative of a situation of economic recession.
The realised LGD is conceptually Point-In-Time, although it
significantly depends on the years in which the defaults that it
includes began, and the economic situation at that time. The
comparison is carried out by segments and LTV tranches which
are the most representative of LGD.

The default cycles closed in the period under review have
originated in different years of entry into default. The oldest
cycles are those with a higher associated loss, which at times is
even higher than the downturn LGD. Part of these cycles have
completed the recovery cycle by selling the debt, an aspect that
increases LGD as these are sales of defaulted portfolios to large
investors with a substantial discount on the expected value to
be recovered.

Below is a comparison between the estimated LGDs currently in
use and the realised LGDs for the default cycles whose recovery
process was completed between September 2020 and
September 2021 (ex-TSB).

For mortgage-secured portfolios, LGDs are shown by LTV
tranches. The LTV is calculated as the ratio between the
exposure observed at the time of default and the appraisal
value associated with the approval of the transaction, which is
the driver used in the estimation. The following charts illustrate
the comparison for each segment by increasing LTV tranches:

Corporates and Developers mortgage portfolio

Figure 26. Corporates mortgage-secured loans by LTV
tranche.
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In the lower LTV tranches of the Corporates mortgage-secured
portfolio (i.e. LTV <=50%), the realised LGD is in line with the
regulatory LGD, given the larger concentration of foreclosures,
while in the higher LTV tranches, the Downturn LGD is higher
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than the realised LGD. The distribution of transactions by LTV
tranches, with a greater weight in the lower LTV tranches, is
consistent with the Institution’s lending policy, showing a
greater appetite for low LTV transactions.

Natural persons mortgage portfolio

Figure 27. Natural persons mortgage-secured loans by LTV

tranche.
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In the Natural Persons portfolio, a slight underestimation of the
Downturn LGD is observed in the tranches with lower LTV (i.e.
LTV <=60%), due to the concentration of foreclosures, while in
the tranches with higher LTV, the Downturn LGD is higher than
the realised LGD. This segment is particularly affected by the
anticipation of the default criteria of the new regulation.

Unsecured or non-mortgage-secured. Corporates and
Natural Persons

Figure 28. Unsecured or non-mortgage-secured.
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The comparison between the downturn LGD and the realised
LGD for unsecured or non-mortgage secured exposures is
shown on an aggregate basis, broken down by segment. In the
Corporates and Natural Persons segments, Downturn LGDs are
higher than realised LGDs, with high realised LGDs due to the
concentration of write-offs during the years 2016 and 2017, as
result of the implementation of the new classification policy to
default by the end of 2019.

Lastly, it is important to bear in mind that in June 2022 the
supervisor authorised the use of the new LGD models of the
corporates portfolio; this authorisation is in the process of being
obtained for the individuals portfolio. The new estimates are
aligned with the specifications of the IRB Repair Programme
(new definition of default and EBA guidelines), and it has been
found that they allow the differences in the backtest presented
here to be solved.
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8.4.3.3 Comparison between estimated and observed
CCFs to calculate available credit in credit
facilities.

An empirical comparison between estimated CCFs (Credit
Conversion Factors) and observed CCFs is shown below. For this
purpose, default events occurring during 2022 are considered
for the population with active credit facilities and credit cards
and with a limit available one year prior to the event. The value
of the observed CCF is calculated on the basis of the following
formulas:

(Default EAD - obs drowdown (1 year earlier))
Observed CCF =

(obs limit (1Y earlier) - obs drowdown (1Y earlier))

The results obtained show that the estimated CCF values are
higher overall than the observed CCF values, mainly for those
segments with the highest population concentration. These
results are justified by the conservative assumptions used in the
estimation.

Table 48. Estimated and observed exposure.
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Table 47. Observed vs. Estimated CCF.

Observed Estimated

Portfolio Segment
: € CCF CCF
i 62.0% 62.2%
Credit cards Retail ? ?
Proprietors 28.3% 55.5%
SMEs 37.8% 48.6%
Developers 14.4% 27.8%
Retail 76.1% 84.2%
Credit facilities o2 o o
Proprietors 98.9% 107.8%
SMEs 91.3% 91.6%
Developers 41.4% 43.1%
Total 62.1% 63.4%

CCF data observed during the years 2020 and 2021. The policies that had 0% available in the
observation month have been filtered. Negative observed CCF limited at -100% and outliers
discounted.

Additionally, estimated exposure and the exposure observed
during the following twelve months is compared for the
aggregate portfolio of December 2021, calculating a ratio
between them as a measure of accuracy. As expected from the
above results, the coverage ratio between estimated and
observed exposure is globally above 100%.

Portfolio Segment Estimated EAD Default drawdone Ratio
Credit cards Retail 9,828 9,163 107.27%
Retailers and sole proprietors 218 161 135.23%
SMEs 4,891 4,020 121.67%
Corporates and developers 238 120 199.13%
Credit facilities Retail 854 793 107.73%
Retailers and sole proprietors 2,669 2,556 104.42%
SMEs 43,918 38,870 112.99%
Corporates and developers 17,453 16,662 104.75%
Total 80,070 72,344 110.68%

Data of defaults that occurred during the year 2022, in thousands of euros.

8.4.3.4 Comparison between expected losses and
actual losses for 2022

e Below is a comparison between the estimated regulatory
expected loss and the actual (accounting) loss for
performing exposures for both Banco Sabadell and TSB. The
selected periods are the last year (2022) and the last five
years (2018-2022), taking the average annual value of both
metrics and this period being representative of the
economic expansion that occurred until the beginning of
2020, thereafter the economic crisis derived from COVID-
19 and finally the subsequent recovery and current

situation characterized by the rise in inflation and rates
combined with a reduction in economic growth.

e The analysis aims to compare both metrics and assess
whether the expected loss is conservative enough and
whether its performance is consistent with that of other risk
and management factors of the Institution. It is important to
take into account the different nature of these metrics. The
regulatory expected loss is an estimation and is made up of
a long-term PD representative of an average value of an
economic cycle and a stressed (downturn) LGD. On the

5 The numerator refers to the increase in the draw between the observation time (1 year prior the default event) and the date of default (EAD default). The denominator refers to

the drawable at the observation time (1 year prior the default event).
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other hand, the actual (accounting) loss is the one recorded
in the accounts, including the provision made and the
losses due to write-offs or debt forgiveness, which may be
influenced by events that have occurred such as the sale of
defaulted portfolios.

With regard to Banco Sabadell, the following can be observed:

e The regulatory expected loss is above the average value
observed over the last five years, possibly due to the impact
of the COVID-19 crisis on risk parameters (i.e. PD). With
regard to the actual (accounting) loss as a result of State-
guaranteed aid during the pandemic and the economic
reopening during 2022, there are no significant differences
compared to the last five years.

e The point-in-time nature of the accounting loss allows it to
adapt more quickly to changes in the economic
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environment, except for the unsecured retail portfolio
(especially the credit card portfolio) which is the least
cyclical. In contrast, the regulatory expected loss presents
more stable (long-term PD) and higher (downturn LGD)
values.

On the other hand, the regulatory expected loss generally
presents more stable values (long-term PD) and higher
values (due to the downturn LGD used as input) than those
of the accounting loss.

Table 49. Expected loss and actual loss of non-default exposures in Banco Sabadell.

Last year Last 5 years
Expected Actual Expected Actual
EAD regulatory losses (%) regulatory losses (%)
loss (%) loss (%)
Institutions 1,128 0.34% — 0.20% 0.04%
Corporates - SME 10,683 0.66% 0.52% 0.51% 0.39%
Corporates - Other 19,803 0.50% 0.13% 0.29% 0.19%
Retail Secured - SME 2,913 0.54% 0.22% 0.45% 0.27%
Mortgages on immovable property - Non-SMEs 27,050 0.12% 0.07% 0.12% 0.06%
Qualifying revolving 1,655 0.42% 0.78% 0.38% 0.79%
Retail Other - SME 5,216 1.45% 0.78% 0.94% 0.77%
Other retail exposures - Non-SMEs 3,169 1.19% 1.17% 1.08% 1.06%
Retail Unsecured 10,039 1.20% 0.90% 0.90% 0.86%
Data as at 31/12/2022, in million euro.
With regard to TSB, the expected loss and the actual
(accounting) loss are mostly similar in the last year to the mean
value registered in the last five years. The expected loss
exceeds the accounting loss in both periods.
Table 50. Expected loss and actual loss of non-default exposures in TSB.
Last year Last 5 years
Expected Actual Expected Actual
EAD regulatory losses (%) regulatory losses (%)
loss (%) loss (%)
Institutions - - — — -
Corporates - SME - — — — —
Corporates - Other — — - — —
Retail Secured - SME - — - - -
Mortgages on immovable property - Non-SMEs 42,249 0.15% 0.01% 0.15% 0.01%
Qualifying revolving 3,802 1.38% 0.62% 1.40% 0.80%
Retail Other - SME — — - - —
Other retail exposures - Non-SMEs 1,540 2.71% 1.94% 2.86% 1.81%

Retail Unsecured

Data as at 31/12/2022, in million euro.

8.4.3.5 Evolution of risk factors

The following is the recent evolution of different macroeconomic
factors and internal risk metrics that would consistently explain
the evolution of the loss parameters analyzed above:

Systemic factor that summarizes the main macroeconomic
variables of the Spanish economy (unemployment rate,
year-on-year change in GDP and housing prices). Its time
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evolution graph allows us to see the movements of
improvement or worsening of the economy (the systemic
factor rises when the economy improves and falls when it
worsens).

ODR (Observed Default Rates). New default flows in recent
years rebound slightly in corporates in 2021 and 2022
(consequence of COVID and energy-inflation shock). In
Retail Other Non-SMEs, ODR improves slightly due to the
previous peak observed in the COVID period. Customer
support policies in terms of financing and liquidity exercised
by the public and financial sector have resulted in new
inflows into default that are virtually unchanged from other
periods.

Figure 29. Systemic factor evolution.
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NPL ratio of IRB portfolios calculated as EAD default over
total EAD (post CRM post CCF). A slightly downward trend is
observed in the retail portfolios (last year) while the
corporate segment remains stable. This evolution shows the
healthier situation of the entity in 2022 than in previous
years and that the COVID crisis, although anticipated to be
very material, has not led to a relevant worsening of this
metric.

Likelihood of asset foreclosure in mortgage portfolios by the
year in which the default originates. It is calculated,
considering the total number of default cycles in a given
year, as the ratio between the number of default cycles that
ended in foreclosure, payment in kind or purchase and the
total number of default cycles.
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Figure 30. Observed default rates.
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Figure 32. Probability of asset foreclosure.
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Figure 31. NPL ratios.
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8.4.3.6 Performance of provisions and exposures

The following table shows the performance of provisions under IFRS 9 and IRB exposures
segmented by supervisory category in the last year (TSB exposures not included):

Table 51. Evolution of IFRS9 provisions and IRB exposures.
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IFRS9 Provisions EAD Provisions on EAD
IRB population

2021 2022 Dif % Dif 2021 2022 Dif % Dif 2021 2022
Institutions 3,410 - -3,410 -100% 1,129,002 - -1,129,002 -100% 0.3% 0.0%
Non-performing 834 — -834 -100% 871 — -871 -100% 95.7% 0.0%
Performing 2,576 — -2,576 -100% 1,128,131 - -1,128,131 -100% 0.2% 0.0%
Corporates - SMEs 344,886 395,510 50,624 15% 11,634,377 11,853,590 219,213 2% 3.0% 3.3%
Non-performing 245,061 288,262 43,201 18% 719,076 800,101 81,025 11% 34.1% 36.0%
Performing 99,825 107,248 7,423 7% 10,915,301 11,053,489 138,188 1% 0.9% 1.0%
Corporates - Others 896,623 734,985 -161,638 -18% 20,972,449 23,676,615 2,704,165 13% 4.3% 3.1%
Non-performing 671,951 598,310 -73,641 -11% 1,139,643 1,248,421 108,778 10% 59.0% 47.9%
Performing 224,672 136,675 -87,997 -39% 19,832,806 22,428,194 2,595,387 13% 1.1% 0.6%
Retail - Mortgage on real estate - SMEs 99,999 57,849 -42,150 -42% 3,330,648 3,164,897 -165,751 -5% 3.0% 1.8%
Non-performing 87,196 41,366 -45,830 -53% 284,605 170,309 -114,296 -40% 30.6% 24.3%
Performing 12,803 16,483 3,680 29% 3,046,043 2,994,587 -51,455 -2% 0.4% 0.6%
Retail - Mortgages on real estate - Non-SMEs 143,505 163,430 19,925 14% 27,596,376 29,442,139 1,845,764 7% 0.5% 0.6%
Non-performing 115,883 122,605 6,722 6% 516,642 442,160 -74,482 -14% 22.4% 27.7%
Performing 27,622 40,825 13,203 48% 27,079,734 28,999,979 1,920,245 7% 0.1% 0.1%
Retail - Credit cards 83,464 91,668 8,205 10% 1,758,964 1,722,655 -36,309 -2% 4.7% 5.3%
Non-performing 72,977 79,756 6,779 9% 104,332 104,438 105 0% 69.9% 76.4%
Performing 10,487 11,912 1,425 14% 1,654,631 1,618,217 -36,415 -2% 0.6% 0.7%
Retalil - Other - SMEs 299,250 298,985 -265 0% 5,698,267 6,080,225 381,958 7% 5.3% 4.9%
Non-performing 229,657 196,293 -33,363 -15% 434,125 373,591 -60,535 -14% 52.9% 52.5%
Performing 69,594 102,692 33,098 48% 5,264,142 5,706,634 442,492 8% 1.3% 1.8%
Retail - Other - Non-SMEs 387,960 240,466 -147,494 -38% 3,634,048 3,016,058 -617,990 -17% 10.7% 8.0%
Non-performing 321,973 177,602 -144,372 -45% 499,121 289,588 -209,534 -42% 64.5% 61.3%
Performing 65,986 62,865 -3,122 -5% 3,134,927 2,726,470 -408,457 -13% 2.1% 2.3%
Total 2,259,096 1,982,893 -276,203 -12% 75,754,131 78,956,178 3,202,047 4% 3.0% 2.5%
Non-performing 1,745,531 1,504,193 -241,339 -14% 3,698,416 3,428,607 -269,808 7% 47.2% 43.9%
Performing 513,564 478,700 -34,865 7% 72,055,715 75,527,571 3,471,855 5% 0.7% 0.6%

Data in thousands of euro.
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8.4.3.7 Factors that have influenced the loss
experience during the preceding period

Macroeconomic factors

The main factors at play in 2022 were the conflict in Ukraine,
the energy crisis in Europe, further upside inflation surprises,
the hawkish tone of central banks and the management of
COVID-19 in China.

The war in Ukraine prompted Western countries to impose
significant economic and financial sanctions on Russia. Russia
responded by gradually reducing its gas supplies to Europe,
eventually completely cutting off the flow of gas through Nord
Stream 1, the pipeline that connects Germany and Russia. This
fuelled fears that there would be energy rationing during the
winter and it also caused an unprecedented increase in the
price of natural gas, which skyrocketed to an all-time high.
Lastly, unusually mild temperatures in autumn, the reduction of
natural gas consumption and the diversification of gas suppliers
made it possible to fill gas reserves to almost 100% capacity in
the EU, which reduced the risk of strict energy rationing.

COVID-19 became a less central aspect, China being the main
exception. The Asian country continued to impose strict
containment measures, which resulted in the economy growing
considerably below the government’s target.

Inflation was the main macroeconomic variable in 2022. For a
good part of the year, inflation surprised to the upside,
rebounding to its highest level in several decades in the main
developed economies.

The global economy deteriorated over the year due to the
consequences of the conflict in Ukraine, persistently high
inflation and tighter financial conditions. This resulted in a
gradual deterioration of the growth-inflation mix, driving many
economies into stagflation towards the end of the year. The
Spanish economy was in a more safeguarded position, due to
its lower energy dependence on Russia and the growth of

8.5 Specialised lending exposures by risk weight

For institutions to assign a risk weight to their specialised
lending exposures, the CRR sets out slotting criteria based on
the classification of exposures into five classes, using factors
such as the residual maturity (below or above 2.5 years), their
financial soundness, the counterparty’s political and legal
environment, the specific characteristics of the transaction
and/or the assets, the soundness of the sponsor and the
developer, or collateral.

Implementing Regulation (EU) 2021/637 stipulates the
disclosure of Template EU CR10, which contains information on
specialised lending and equity exposures under the simple risk-
weighted approach, in order to meet the regulatory
requirements, set out in Article 438(a) of the CRR.

This template is divided into five sub-templates to disclose
information separately for the following types:

e Project finance (EU CR10.1).

e Income-producing real estate and high volatility commercial
real estate (EU CR10.2).

e Object finance (EU CR10.3).
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tourism, which benefited from the economic reopening following
the pandemic.

Central banks focused more on tackling inflation and less on the
signs of economic slowdown. With that aim in mind, monetary
authorities undertook an unprecedented tightening of monetary
policy, in line with the high levels of inflation.

Financial markets were particularly affected. 2022 was the
worst year in several decades if one considers the combined
performance of fixed income and equities. Market volatility was
especially high, while liquidity conditions and market depth fell
to their lowest levels since the global financial crisis.

Risk management factors

As a result of the aid provided by the Spanish government to
alleviate the effects of the COVID-19 crisis, the economic
reopening in Spain following the pandemic and the reduced
energy dependence on Russia, NPL ratios did not increase
significantly during 2022, and even decreased in the retail
segment.

The regulatory expected loss showed values somewhat higher
than the average of the past five years, mainly in the corporates
segments, which can be attributed to the deterioration of the
balance sheets (one of the main drivers of the ratings) as a
result of the effects of the COVID-19 health crisis in 2021.
However, there was barely any deterioration in the accounting
loss compared to recent years, mainly due to the economic
reopening following the pandemic. As for TSB, the expected loss
and the actual (accounting) loss are similar in the last year to
the mean value registered in the last five years. For a more
detailed analysis linked to regulatory and accounting expected
losses, refer to sub-section 8.4.3.4 Comparison between
expected losses and actual losses for 2022.

e Commodities finance (EU CR10.4).

e Equity exposures under the simple risk-weighted approach
(EU CR10.5).

Banco Sabadell Group only holds exposures in project finance
and equities (categories 1 and 5), and hence the other sub-
templates are not disclosed.

8.5.1 Own funds requirements for exposures
encompassed within the Specialised Lending
category

In accordance with the criteria described above, the following
table shows the value of exposure to credit risk for Banco
Sabadell Group’s specialised lending portfolio (including
counterparty credit risk in the on-balance sheet category) for the
different risk weights.
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Table 52. Project finance exposures (EU CR10.1).
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Specialised lending: Project finance (Slotting approach)

Risk
Regulatory Remaining maturity On-balance Off-balance Risk weight® Exposure value weighted  Expected loss
categories™™ sheet exposure  sheet exposure exposure amount™®
amount®

Less than 2.5 years 104,788 40,622 50% 131,095 64,843 —

Category 1 Equal to or more than 2.5 1,146,068 325,103 70% 1,359,438 852,244 5,438
years

Less than 2.5 years 247,755 208,266 70% 396,546 251,536 1,586

Category 2 Equa| to or more than 2.5 2,126,824 965,454 90% 2,806,929 2,335,121 22,455
years

Less than 2.5 years 40,609 - 115% 40,609 41,845 1,137

Category 3 Equal to or more than 2.5 279,515 50,929 115% 315,846 357,741 8,844
years

Less than 2.5 years — — 250% — - —

Category 4 Equal to or more than 2.5 36,786 28,460 250% 58,131 145,328 4,650
years

Less than 2.5 years 12 — — 12 - 6

Category 5 Equal to or more than 2.5 74,791 — - 74,791 - 37,395
years

Less than 2.5 years 393,163 248,888 97% 568,262 358,224 2,729

Total Equal to °'y;“a‘:;e than 2.5 3,663,083 1,369,947 105% 4,615,136 3,690,434 78,783

Data as at 31/12/2022, in thousand euro.

(1) Regulatory categories according to slotting criteria: 1 - Strong, 2 - Good, 3 - Satisfactory, 4- Weak, 5-Default.

(2) Risk weight to be applied to the total exposure based on the regulatory category and maturity of the transaction.
(3) Result of applying the risk weight according to the category to the total value of the exposure and including (if applicable) the supporting factor for project finance (75%).
(4) Weighting to be applied to the total exposure obtained according to the regulatory category (1.Strong: 0% < 2.5A and 0.4% > 2.5A, 2.Good: 0.4% < 2.5A and 0.8% > 2.5A , 3.Satisfactory: 2.8%, 4.Weak: 8%

and 5: Default: 50%).

In the project finance portfolio, it is worth noting the increase in
portfolio density as a result of the implementation of new rating
models in the last quarter of the year.

8.5.2 Minimum own funds requirements

The minimum required own funds to cover credit risk for
exposures treated under the internal ratings-based approach
amount to 3,176,689 thousand euros, of which 323,893

8.6 Equity exposures

8.6.1 Own funds requirements for exposures
encompassed within the Equities category

At the consolidated level, Banco Sabadell Group uses the
simple risk-weighted approach to calculate capital
requirements for exposures in the equities category. This
consists of applying a series of risk weights depending on the
nature of the interest held (listed or unlisted shares,
distinguishing in the latter case between sufficiently diverse
portfolios and the rest of the instruments).

It should be noted that TSB, at subgroup level, calculates its
equity exposures using the standardised approach, which
means that different criteria are used when incorporating these
exposures at Group level.

thousand euros correspond to the amount of the minimum own
funds required for exposures included in the Project Finance

category.

The internal ratings assignment process therefore aims to
establish the correspondence between the various types of
interest held subject to the calculation of minimum own funds
requirements and the applicable risk weights, in accordance
with the slotting criteria set out in the CRR.

The following table shows the value, where applicable, of the
exposure to credit risk corresponding to the Equity exposure
class, broken down by the risk weights applied under the simple
risk-weighted approach to calculate own funds.
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Table 53. Specialised lending and equity exposures under the simple riskweighted approach - Specialised lending: Project

finance (Slotting approach) (CR10.5).

Equity exposures under the simple risk-weighted approach

Risk weighted

. On-balance Off-balance Risk Expected loss
Categories A Exposure value exposure
sheet exposure sheet exposure weight amount
amount
) ; 512,248 190% 512,248 973,270 4,098
Private equity exposures
0/
Exchange-traded equity exposures 7 290% 7 20 0
Other equity exposures - 370% - - -
Total 512,255 512,255 973,291 4,098

Data as at 31/12/2022, in thousand euro.

8.6.2 Minimum own funds requirements

The minimum own funds required to cover credit risk for
exposures treated under the internal ratings-based approach
amount to 3,176,689 thousand euros, of which 77,862

8.7 Credit risk mitigation techniques

8.7.1 Collateral management policies and
processes

As part of its routine procedures of credit risk assessment and
acceptance, Banco Sabadell Group attaches particular
importance to the adequate establishment, management and
formalisation of guarantees for both on- and off-balance sheet
positions. In compliance with the risk acceptance requirements
stipulated in the CRR, a substantial proportion of these
guarantees are applied in regulatory capital calculation
procedures as Credit Risk Mitigation Techniques (CRMT),
specifically:

e Funded credit protection: corresponds to guarantees
materialised in tangible assets, called collateral, which are
used to secure the successful completion of financing
operations. There are different types of guarantees within
this category: mortgage guarantees, collateral to secure
deposits and collateral to back securities, as well as netting
agreements.

e Unfunded credit protection: hedging instruments based on
credit insurance and signature guarantees maintained by
Banco Sabadell Group and provided by solvent hedging
suppliers. Banco Sabadell Group does not use credit
derivatives as a credit risk mitigation technique.

These guarantees are used as credit risk mitigation techniques
when calculating minimum own funds requirements for
exposures not treated using the internal ratings-based
approach. In the specific case of exposures treated using the
internal ratings-based approach, with the exception of the large
corporates and groups segment, Banco Sabadell Group is
authorised to use its own Loss Given Default (LGD) estimates
for the purposes of credit risk mitigation. Banco Sabadell Group
also considers personal guarantees for borrowers who are legal
persons and, in that case, their PD or RWA density is substituted
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thousand euros correspond to the amount of the minimum own
funds required for exposures included in the Equities category.

with that of their guarantor, provided that the guarantor is joint
and several and is of better credit quality (depending on
whether the guarantor belongs to an IRB or standardised
segment).

Furthermore, Banco Sabadell Group attaches great importance
to policies and procedures to ensure the legal certainty of these
guarantees. Credit risk mitigation techniques are established
under contracts that are legally binding for all parties. These
contracts are also enforceable in all relevant jurisdictions, thus
ensuring that the guarantee can be settled at any time. The
entire process is subject to an internal verification of the legal
adequacy of these contracts, using legal opinions of
international specialists where these contracts have been
entered into under foreign legislation.

In addition, various assessments are carried out to verify the
adequacy of the techniques used, including an analysis of the
correlation between guarantees and the quality of
counterparties, to verify their adequacy and soundness.
Depending on the type of guarantee, procedures have been
prepared to assess and determine the necessary tools and
resources to mitigate the risk incurred during the formalisation
of transactions.

Lastly, several evaluations of the correct authorisation and
formalisation of transactions are carried out as a mechanism to
control possible residual risks that may arise from the
application of mitigating techniques. These include reviews of
guarantees and an appraisal of all the cases in which legal
proceedings have been initiated, in which all aspects related to
guarantees are also analysed.
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This set of control policies and procedures, and the separation
of duties and responsibilities, ensures that portfolios’
guarantees meet the criteria for them to be considered valid,
allowing them to be used as credit risk mitigation techniques. In
any case, Banco Sabadell Group understands the importance of
managing and overseeing CRM techniques, and therefore
regularly reviews its procedures, drafting plans of action aimed
at improving, where possible, the credit risk mitigation
management process.

8.7.2 Policies and processes for on- and off-
balance sheet netting, and indication of the
extent of use

Financial assets and liabilities are only offset for the purpose of
the consolidated balance sheet when Banco Sabadell Group
has a legally enforceable right to offset the amounts recognised
in such instruments and intends to settle them at their net
amounts or to realise the asset and settle the liability
simultaneously.

There are currently no transactions that meet the criteria set
forth in IAS 32 for offsetting transactions involving financial
assets and financial liabilities on the balance sheet. The netting
of derivative and repo transactions is only material when
calculating the amount pending collateralisation and is not
material in terms of their presentation on the balance sheet.

8.7.3 Policies and processes for collateral
valuation and management

In order to guarantee the legal certainty of collateral items, the
latter are formalised before a notary public through a public
document in order to ensure their enforceability before third
parties. In the case of mortgages or movable assets, these
public documents are registered with the corresponding
property, commercial and movable property registries, so that
they may have constitutive effect before third parties. The legal
system in Spain, unlike other countries, states that defaults on
mortgage loans shall not be settled when the mortgaged
property is surrendered (if the value of the collateral securing
the mortgage loan is less than the incurred debt), requiring the
borrower to use their remaining assets until their debt is paid in
full.

In cases where cash and securities are pledged as collateral,
the pledged assets are generally deposited with one of Banco
Sabadell Group’s entities. The unilateral cancellation by the
obligor is prohibited, which guarantees the effectiveness of the
collateral until the debt is fully paid.

For collateral (mainly cash) that can be loaned between banks,
particularly in the case of OTC (Over the Counter) derivatives, a
collateral agreement called ISDA-CSA is generally signed
between the parties, within the contracts framework backed by
the ISDA as a market standard.

Banco Sabadell Group has defined a series of management
policies aimed at limiting the risk acceptance to a series of
maximum percentage figures, depending on the type of asset
pledged as collateral. This aims to limit the impact that any
possible changes in the valuation of collateral may have when
covering risks associated with transactions. These limits are
used mainly in financing operations guaranteed by pledging
transferable securities (shares, bonds, etc.) or mutual funds, as
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well as in maximum thresholds based on the loan-to-value (LTV)
of mortgage transactions.

In terms of the valuation of collateral at the beginning of
transactions, in the case of mortgages, property is valued by
property valuation firms approved by the Bank of Spain. For this
type of collateral, Banco Sabadell Group has determined the
need to have insurance policies that cover various
contingencies, including events that could affect the property
itself (fires, lightning, catastrophic damage, etc.) and, in certain
cases, the solvency of the borrowers (life insurance policies and
unemployment benefit schemes). Additionally, where mortgage
guarantees are used to secure facilities that have been granted
to corporates, their value is monitored in the regular rating
revaluation process.

Banco Sabadell Group has defined the applicable principles and
criteria in the management of guarantees linked to asset
operations in its Guarantees Policy, from their admission to
trading until their execution or maturity, as well as the principles
and criteria applicable in the valuation of guarantees,
considering their type.

In line with this policy, a procedure has been developed which
explains the valuation methods of real estate and movable
guarantees, and foreclosed assets or assets received in lieu of
debt, as well as the initial appraisal criteria and criteria to
update the value of the same. Furthermore, the treatment of
appraisal constraints is established, which could result in
haircuts being applied to certain valuations. The application of
haircuts is based on the Institution’s past experience and the
application of expert judgement.

This same procedure identifies roles and responsibilities
relating to the generation, execution and control of the annual
reappraisal plan, in line with internal requirements and current
regulations.

Financial guarantees are valued on a daily basis, and in
previously established cases, a warning system sends out alerts
for situations in which the value of collateral falls below the
amount indicated in the contracts.

Lastly, market transactions under netting agreements are
valued and reconciled on a daily basis, to allow risks and
positions to be strictly monitored at all times.

8.7.4 Main types of collateral taken

In accordance with the criteria set out in Chapter 4, Title Il, Part
Three, Title Il of the CRR, the main types of collateral accepted
are as follows:

e Mortgage guarantees: these mainly include mortgage
guarantees for residential real estate and, in some cases,
mortgage guarantees for commercial real estate.
Additionally, but to a lesser extent, Banco Sabadell Group
also accepts mortgage guarantees on personal (movable)
property, as in the case of naval mortgages.

e Collateral pledged to secure cash and securities: in this type
of collateral the main types of assets that can be pledged
are: cash deposits (fixed term deposits, current accounts
and savings accounts), debt securities (mainly letters of
credit, bonds and government bonds), shares, mutual
funds, pension schemes and, to a lesser extent, other
financial assets such as preferred securities and
commercial paper.
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o Netting agreements: in the case of interbank relationships,
these include repo transactions with deferred settlement or
collateral financing, in which GMRA, EMA and GMSLA
contracts are used for netting purposes and for the periodic
contribution of collateral. They also include trading of OTC
derivatives not cleared in a clearing house, in which ISDA
and CMOF (Spanish Master Agreement for Financial
Transactions) agreements are entered into for netting
purposes, together with their respective CSA and Annex I,
for the daily provision of market value or variation margin
collateral. In addition, CTA and SA agreements for the
provision of collateral for potential future exposure or initial
margin are signed with financial institutions, in accordance
with Delegated Regulation (EU) 2251/2016.

Main types of guarantor and credit derivative counterparty and
their creditworthiness

In the case of personal guarantees, sureties are the most
commonly used credit risk mitigation technique employed by
Banco Sabadell Group, provided that the guarantor can
demonstrate proven solvency.

The main guarantors are corporates, individual customers and
other financial institutions. Guarantees given by CESCE
(Spanish Export Credit Company) are also used, as well as those
given by General Governments. The guarantees given by the ICO
as a response to the COVID-19 crisis are particularly relevant.

Personal guarantees are applied through various
methodologies based on the application method.

For exposures to obligors under the IRB approach: In the event
that the guarantor is a corporate with an internal rating, PD and
LGD substitution is applied. For cases in which the guarantor
belongs to a segment under the permanent partial use of the
standardised approach, the exposure is calculated according to
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the standardised approach by assigning the RW corresponding
to the guarantor based on its nature and its external rating.

For exposures of obligors under the standard method: In the
event that the guarantor is also calculated under the standard
method, the weighting of the guarantor based on its external
rating provided by an ECAl may be applied, provided that it
improves the weighting of the obligor.

As regards credit derivatives, Banco Sabadell Group has so far
not made use of these instruments as a risk mitigation
technique within the credit risk framework, although within the
securitisation framework the Institution has carried out two
synthetic securitisations, in which the risk of the mezzanine
tranche has been transferred to a third party.

Credit risk or market risk concentration within the credit risk
mitigation technique

There are no concentrations of credit risk or market risk among
the counterparties or assets used as credit risk mitigation
techniques. Banco Sabadell Group has defined policies aimed
at avoiding excessive risk concentration, which also apply to
counterparties and the credit risk mitigation techniques used.

Total value of exposure hedged by personal guarantees or
hedged by credit derivatives after netting between on-balance
sheet and off-balance sheet items

The following table shows the value, where applicable, of
exposures covered by personal guarantees, as Banco Sabadell
Group does not use credit derivatives to hedge exposures. It is
broken down by exposure classes under the approach used to
calculate own funds requirements:
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Table 54. Total value for each exposure category covered after the settlement, if applicable, between on-balance sheet and off-

balance sheet items, by guarantee type.

31/12/2022 31/12/2021

Exposure class Financial Personal Financial Personal

guarantees guarantees guarantees guarantees
Under Standardised Approach
Central governments and central banks — 3,435 - 13,044
Regional governments and local authorities — — — —
Public sector entities and other public institutions 797 84,306 846 524,479
Multilateral development banks — — — 2
International organisations — — — —
Institutions 13,264 127,100 7,849 1,894
Corporates 1,111,018 639,046 1,749,831 400,987
Retail 54,652 1,156,945 128,363 1,305,782
Exposures secured with residential or commercial property — 6,437 — 19,834
Exposures in default 1,386 63,625 2,278 33,214
High risk exposures 1,550 5,149 15,399 272
Covered bonds - — — -
Securitisation positions — - - —
Exposures to institutions and corporates with short-term credit _ _ _ _
rating
Exposures to collective investment undertakings — - - —
Equity exposures — — — —
Other exposures — 1 137 0
Under internal ratings-based (IRB approach)
Central governments and central banks — - - —
Institutions — — — 237,262
Corporates — 6,246,474 - 6,310,529
Retail — 4,963,968 — 5,369,823
Securitisation positions — — — —
Equity exposures — — — —
Other assets that are not credit obligations — — — —
Total 1,182,668 13,296,485 1,904,703 14,217,123

Data in thousands of euro.

The following table shows, in net value, a summary of the use of
guarantees as a credit risk mitigation technique in the Group,
irrespective of how they are used in each of the calculation
approaches. It excludes overcollateralisation.

Table 55. CRM techniques overview: Disclosure of the use of credit risk mitigation techniques (EU CR3).

Secured carrying amount®®

Of which secured by financial

Unsecured guarantees

carrying Of which secured
amount® Total by collateral Of which secured
Total by credit
derivatives
Loans and advances 90,954,521 113,239,314 96,525,308 16,714,006 —
Debt securities 27,129,788 — — — -
Total 118,084,309 113,239,314 96,525,308 16,714,006 —
Of which non-performing exposures 474,198 3,155,532 1,977,482 1,178,050 -

Of which: defaulted"” 171,066 2,653,389

Data as at 31/12/2022, in thousand euro.

@ Exposures are reported net of provisions according to the new specifications of the EBA mapping tool published in May 2022, in contrast to what was previously reported.

@ Exposures are reported net of provisions.
 Does not include guarantees in Central Banks.
“ Considered Regulatory Default.
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Use of mitigation techniques under IRB approach

The following table discloses information on exposures subject to the AIRB and FIRB
approaches, their corresponding conversion factors and the credit risk mitigation
associated with the exposure, as well as the impact of mitigation techniques with and
without substitution effect.

Table 56. IRB approach - Disclosure of the extent of the use of CRM techniques (EU CR7-A).

©Sabadell

Credit risk Mitigation techniques

Funded credit Protection (FCP)

Unfunded credit Protection

Credit risk Mitigation methods in
the calculation of RWEAs

(UFCP)
Part of exposures covered by Other eligible collaterals Part of exposures covered by Other funded credit protection
(%) (%)
Total exposures .
Part of Part of Partol  pieawithout _NWEA With
exposures Part of Part of Partof  exposures  C\POSUMES o pctitution  SuDSHtution
P Part of exposures Part of Part of P covered by effects (both
covered by exposures exposures  covered by b effects N
N N exposures covered by exposures exposures Credit N reduction and
Financial covered by B covered by Guarantees - (reduction I
A-IRB Total covered by Other Total covered by covered by Life Derivatives substitution
Collaterals (%) Immovable Instruments (%) effects only)

Recelvable physical Cash on deposit Insurance N (%) effects)

property s(%) collateral %) policies (%) el Pyathird

Collaterals (%) (%) party (%)
Central governments and central banks - - - - - — - - - - - - - -
Institutions - - - - - - - - - - - - - -
Corporates 19,859,140 3.97% 31.78% 29.88% - 1.90% - - - - 5.45% - 9,466,345 9,483,007
Of which Corporates - SMEs 11,031,708 2.95% 43.37% 41.22% - 2.15% - - - - 5.55% - 5,324,810 5,334,320
Of which Corporates - Specialised lending - - - - - - - — — — — — — —
Of which Corporates - Other 8,827,432 5.25% 17.29% 15.71% - 1.58% - - - - 5.33% - 4,141,535 4,148,687
Retail 90,542,828 0.29% 142.38% 142.08% - 0.30% - - - - 1.19% - 17,360,022 17,361,634
Of which Retail - Immovable property SMEs 3,164,897 - 99.83% 99.83% - - - - - - 0.10% - 1,150,078 1,150,078
71,497 - 174.27% 174.27% - - - - - - - - 1. 1. 4

Of which Retail - Immovable property non-SMEs 497,660 ’ 8 813,985 813,98

Of which Retail - Qualifying revolving 5,350,862 = - - - - - - - - - - 1,545,725 1,645,726
Of which Retail - Other SMEs 6,034,392 3.06% 7.83% 4.56% - 3.27% - - - - 15.41% - 1,841,608 1,843,220
Of which Retail - Other non-SMEs 4,495,018 1.81% 15.26% 13.53% - 1.73% - - - - 3.28% - 3,008,626 3,008,626
Total 110,401,968 0.96% 122.49% 121.90% - 0.59% - - - - 1.96% - 26,826,367 26,844,640

Data as at 31,/12/2022, in thousand euro.
The CRMT process can produce segment and method migrations that impact exposure columns with or without mitigation.
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Credit risk Mitigation techniques
Credit risk Mitigation methods in
Unfunded credit Protection
Funded credit Protection (FCP) the calculation of RWEAs
(UFCP)
Part of exposures covered by Other ellglble collaterals Part of exposures covered by Other funded credIt protection
(%) (%)
Total exposures Part of RWEA with
Part of Part of RWEA without T
exposures Part of Part of Part of exposures exposures substitution substitution
P Part of exposures Part of Part of P covered by effects (both
covered by exposures exposures covered by N effects N
. N exposures covered by exposures exposures Credit N reduction and
Financial covered by B covered by Guarantees - (reduction .
FIRB Total covered by Other Total covered by covered by Life Derivatives substitution
Collaterals (%) Immovable N N N N Instruments (%) effects only)
Receivable physical Cash on deposit insurance N (%) effects)
property s(%) collateral (%) policies (%) neldbya third
Collaterals (%) (%) party (%)
Central governments and central banks - - - - - — - - - - - - - —
Institutions - = - = = - - - = = = - - -
Corporates 20,491,744 - - - - - - - - - 6.64% - 10,777,858 10,778,170
Of which Corporates - SMEs 760,061 - - - - - - - - - 6.85% - 488,184 488,184
Of which Corporates - Specialised lending 5,071,435 - - - - - - - - - - - 3,977,974 3,977,974
Of which Corporates - Other 14,660,248 - - - - - - - - - 8.93% - 6,311,701 6,312,012
Total 20,491,744 - - - - - - - - - 6.64% - 10,777,858 10,778,170
Data as at 31/12/2022, in thousand euro.
The CRMT process can produce segment and method migrations that impact RWA columns with or without mitigation.
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8.8 Counterparty Credit Risk
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Counterparty credit risk is a type of credit risk that arises in the event of a counterparty defaulting before definitively settling cash flows
of either a transaction with derivatives or a transaction with a repurchase commitment, with deferred settlements or collateral financing.

Figure 33. Counterparty Credit Risk EAD.

2.141.392

1,943898

EAD 2021 EAD 2022

Data in million euro.

8.8.1 Counterparty credit risk management and
governance

Management strategies and processes

Banco Sabadell Group’s current counterparty credit risk
management strategy, in line with the business model and
objectives, is fixed in accordance with the Risk Appetite
Framework (RAF).

The philosophy behind counterparty credit risk management is
consistent with the business strategy, and seeks to ensure the
creation of value at all times whilst maintaining a balance
between risk and return. To this end, criteria have been
established for controlling and monitoring counterparty credit
risk arising from activity in financial markets, which ensures that
the Bank can carry out its business activity whilst adhering to
the risk thresholds approved by Senior Management.

Counterparty credit risk is submitted for the corresponding
approval and thereafter incorporated into credit risk
management and control systems, and it is assessed together
with other risks in the analysis that takes place before approving
transactions. To this end, both the credit quality of all
counterparties with which the Bank intends to do business and
the nature of the proposed transactions are analysed,
considering both existing and potential risks.

Governance and organisation

The governance structure for counterparty credit risk
management and control has as key pillars the direct
involvement of Senior Management and the Board of Directors
within the corporate model and a clear-cut definition of roles
and responsibilities, including the approval of the management
framework and ensuring its adequate implementation.

The Board of Directors is supported by the following
committees, whose duties are described in Chapter 15.
Corporate Governance, for the management and control of the
risk:

o Delegated Credit Committee
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Figure 34. Counterparty Credit Risk RWAs.

663,172

576,113

RWA 2021 RWA 2022

e Board Risk Committee
e Board Audit and Control Committee

These governing bodies receive regular information from all
units associated with counterparty credit risk management,
through the various Committees and/or Units and General Sub-
Units.

As indicated in sub-section 5.2.3. “Organisation of the risk
function”, Banco Sabadell Group establishes its control
framework based on the model of Three Lines of Defence. With
regard to the risk function:

First line of defence: this is decentralised in the various
subsidiaries and it is made up of the respective business units,
which are responsible for managing counterparty credit risk,
which  mainly involves the admission, monitoring,
measurement, assessment and mitigation of this risk as well as
the corresponding processes. They are responsible for
implementing corrective actions to rectify weaknesses in their
processes and controls.

Second line of defence: In addition to the Compliance Unit,
whose responsibilities are set out in sub-section 5.2.3
“Organisation of the risk function” the role of second line of
defence is performed by:

e The Banco Sabadell Internal Control Unit, responsible for
identifying, measuring and monitoring counterparty credit
risk and for providing information on it.

e Banco Sabadell Credit Risk Control Unit, responsible for
assigning credit lines for financial institutions and
sovereigns, for calculating RAS metrics and for reporting on
them.

Third line of defence: made up of the Internal Audit Unit, which
acts as an independent unit to oversee the monitoring,
management and control of counterparty credit risk. Details of
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its duties and responsibilities are described in sub-section 5.2.3
“Organisation of the risk function”.

Measurement systems

The Board of Directors is in charge of defining the appetite to
counterparty credit risk within the Group.

To measure and manage this risk, Banco Sabadell Group makes
use of the following RAS metrics, which are calculated on a
monthly basis:

e Top 20 Financial Institutions Concentration Metric: Ratio
between the top 20 largest risk exposures to financial
institutions and Tier 1 capital. With regard to exposure, the
risks stemming from commercial activity (confirmation of
letters of credit, forfaiting and sureties) are taken into
account, as is the direct lending granted to institutions, as
well as the risks stemming from financial transactions
(interbank deposits, repos, derivatives, forex, debt issues,
etc.). In the case of certain treasury activity (repos,
derivatives and forex), the exposure is taken into account in
terms of risk drawn rather than in nominal terms.

e Investment Grade Financial Institutions Concentration
Metric: Considers the proportion of exposures to financial
institutions with a credit quality of at least BBB- (according
to S&P ratings scale) out of the total exposure to financial
institutions. With regard to exposure, the risks stemming
from commercial activity (confirmation of letters of credit,
forfaiting and sureties) are taken into account, as is the
direct lending granted to institutions, as well as the risks
stemming from financial transactions (interbank deposits,
repos, derivatives, forex, debt issues, etc.). In the case of
certain treasury activity (repos, derivatives and forex), the
exposure is taken into account in terms of risk drawn rather
than in nominal terms.

In addition, counterparty credit risk is measured, controlled and
monitored based on the exposure at default (EAD) metric, which
quantifies the loss that the Group would incur if a counterparty
were to default. This metric does not include any other credit
risk components such as the counterparty’s probability of
default or the loss given default.

The exposure at default (EAD) metric comprises the existing
exposure (loss incurred in the event the counterparty were to
default at the present time) and the potential future exposure
(potential loss incurred due to fluctuations in the market value
of positions up to a specified time horizon as a result of
movements in market risk factors). Counterparty credit risk is
measured on a daily basis at the level of each subsidiary and
aggregated at the Group level on a monthly basis.

Mitigation measures

The mitigation of counterparty credit risk is essential to
managing this risk in Banco Sabadell Group. The Group has
different tools at its disposal to this end:

e Banco Sabadell Group has risk appetite RAS metrics and a
system of limits assigned at the borrower level.

e Banco Sabadell Group uses counterparty clearing houses
(CCPs) for its derivative and repo transactions. CCPs
interpose themselves between bilateral counterparties,
acting as counterparty for each one, at the same time
requiring both parties to provide guarantees for the
transactions to which the agreements relate. The use of
CCPs is mandatory for certain derivative products, in
accordance with Commission Delegated Regulation (EU)
2205/2015.
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e In bilateral transactions, the adopted mitigation techniques
are as follows:

- Netting agreements: these allow positive and negative
market values to be aggregated for transactions with a
single counterparty, in such a way that in the event of
default, a single payment or collection obligation is
established in relation to all of the transactions closed
with that counterparty. The Group has signed netting
agreements with all of its counterparties. The Group’s
counterparty credit risk policy requires these
agreements to be signed and their effectiveness is
procedurally ensured as a pre-requisite for any approval
of transactions.

— Collateral mitigation agreements of the current
exposure (Variation Margin): these agreements, as well
as including the netting effect, also provide for the
regular exchange of guarantees at the present value of
the positions, and therefore mitigate the current
exposure with a counterparty in respect to the
transactions subject to that agreement. Guarantees
and collateral are reviewed practically every day for all
current agreements in force. Collateral agreements are
in place to operate in derivatives, repos or securities
lending with all financial counterparties. The Group’s
counterparty credit risk policy requires this type of
agreement to be signed. Their arrangement is assured
in a procedural manner, and their effectiveness is
assured by having them reviewed daily by the
Operations units of the various subsidiaries.

— Collateral agreements to mitigate potential future
exposure (Initial Margin): in addition to Variation Margin
collateral agreements, these agreements mitigate
potential future exposure and, unlike the former, they
are set out in gross terms, in other words, each party is
required to deliver collateral to the other party so that
the latter may mitigate the default risk of the former. To
that end, it is necessary to have a third party involved to
act as custodian for the guarantees given. Initial Margin
agreements exist only for derivative transactions with
other financial institutions, in accordance with
Commission Delegated Regulation (EU) 2251/2016.
Their arrangement is assured in a procedural manner,
and their effectiveness is assured by having them
reviewed daily by the Operations units of the various
subsidiaries. Guarantees are reviewed on a daily basis.

- Formalisation of financial transaction policy: this is a
risk mitigation technique used with customers that are
not financial institutions. It is an executive document
available in the event of negative settlements from
customers.

— Delivery versus payment (DVP) settlement mechanisms:
these ensure that both parties honour their payment
obligations, in such a way that neither party runs the risk
of paying their share without receiving the
corresponding amount in return, thus fully mitigating
settlement risk. Banco Sabadell Group uses delivery
versus payment settlement mechanisms in all
transactions where these mechanisms can technically
be applied.

Risk Culture

The applicable information relating to the counterparty credit
risk culture is covered in sub-section 5.2.1 “Corporate risk
culture”.
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8.8.2 Exposure to Counterparty Credit Risk and
approach used to calculate minimum own
funds requirements

To calculate its exposure to Counterparty Credit Risk, Banco
Sabadell Group uses the SA-CCR approach, implemented in
June 2021 by Regulation (EU) 2019/876 (CRR2), amending the
previous Regulation 575/2013 (CRR). This approach calculates
exposure based on the replacement cost (fair value) plus the
potential future exposure, multiplied by an alpha factor of 1.4.
Additionally, netting agreements and collateral are applied to
obtain the final EAD amount.

Based on the aforementioned risk exposure, the method used
to calculate minimum own funds requirements depends on the
borrower.

The following figure shows the breakdown, by type of product,
of derivatives exposures, using the notional values contained in
the contracts:

Figure 35. Derivatives expousures by product type.

Exchange rate risk Commodity
18.50% risks 0.01%

Other risks
1.48%
Interest rate
risk 75.51%
Equity risk
4.50%

The following table shows the exposure data (EAD) and the
RWAs for Counterparty Credit Risk, broken down by calculation
approach, over the past two years:

Table 57. Breakdown of Exposures and RWAs for

Counterparty Credit Risk.
31/12/2022 31/12/2021
Approach EAD RWEA EAD RWEA
IRBA 408,563 160,866 1,185,880 540,110
SA 1,535,335 415,247 955,513 123,062
Total 1,943,808 576,113 2,141,392 663,172

Amounts in thousand euro.
Includes operations with deferred settlement.

8.8.3 Methodology used to assign internal capital
and to establish limits for counterparty credit
risk exposures

The philosophy behind counterparty credit risk management is
consistent with the business strategy, and seeks to ensure the
creation of value at all times whilst maintaining a balance
between risk and return. To this end, criteria have been
established for controlling and monitoring counterparty credit
risk arising from activity in financial markets, which ensures that
Banco Sabadell Group can carry out its business activity whilst
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adhering to the risk thresholds approved by Senior
Management.

Exposure to counterparty credit risk is primarily concentrated in
financial institutions, customers and central counterparties.
Banco Sabadell Group generally manages its counterparty
credit risk in @ manner that is consistent with the management
of credit risk, adapted to the various segments. The substantial
difference is that to determine the value of the exposure to this
risk, an internal approach is used, which takes into account
both the current and potential future exposure. Current
exposure represents the cost of replacing a transaction at
market value in the event that a counterparty defaults at the
present time. To calculate it, the current or Mark-to-Market
(MtM) value of the transaction is required. The future exposure
represents the risk that a transaction could potentially
represent over a certain period of time, given the characteristics
of the transaction and the market variables on which it
depends. In the case of transactions carried out under a
collateral agreement, the future exposure represents the
possible fluctuation of the MtM between the moment the
default occurs and the replacement of such transactions in the
market. In the case of transactions not carried out under a
collateral agreement, it represents the possible changes in MtM
throughout the life of the transaction. In the case of central
counterparties, the collateral deposited with them s
considered, in addition to the current and future exposure.

The majority of counterparties involved in transactions with
associated counterparty credit risk are financial institutions and
central counterparties, and these are therefore subject to the
routine risk management and control procedures set forth for
the financial institutions segment. These mainly consist of:

e Management based on a system of pre-defined limits, which
are approved annually by the Risk Operations Committee,
the Delegated Credit Committee and the Board of Directors
(for limits exceeding 350 million euros). The Credit Risk
Control Unit proposes maximum limits for each
counterparty which are subsequently distributed by
operational unit and broken down by products and terms.

e When defining maximum risk limits, Banco Sabadell Group
considers factors such as the rating of each institution
calculated using the internal model, the long-term rating
assigned by credit rating agencies and Banco Sabadell
Group’s own funds. These limits are conditional upon the
total limit of the country in which the counterparties are
located.

e Monitoring carried out by an independent specialised unit,
to ensure that the various transactions remain within the
established limits using an advanced system. Where the
risk limits in place are breached, the transaction is subject
to a separate and specific approval process.

8.8.4 Policies for ensuring the effectiveness of
collateral and for allocating impairment
allowances for counterparty credit risk

In order to mitigate its exposure to counterparty credit risk,
Banco Sabadell Group has signed various contractual netting
agreements with all of the financial counterparties with which it
trades in derivative instruments and conducts repo
transactions, as well as collateral agreements with financial
counterparties which allow any incurred risk to be significantly
reduced by means of the provision of guarantees.
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Netting agreements allow positive and negative MtM values to
be aggregated for transactions with a single counterparty, in
such a way that in the event of default, a single payment or
collection obligation is established in relation to all of the
transactions closed with that counterparty.

Collateral agreements, as well as including the netting effect,
also include the regular exchange of guarantees, which mitigate
the current exposure (Variation Margin) with a counterparty in
respect of the transactions subject to such agreement.

The Banco Sabadell Group Counterparty Credit Risk Policy sets
forth the need to have netting agreements with all
counterparties wishing to trade in derivatives.

This Policy also establishes the requirement to have collateral
agreements in order to trade in derivatives or repos with
financial institutions. Furthermore, for derivative transactions
with such institutions, Banco Sabadell Group is required to
exchange Variation Margin collateral with financial
counterparties in order to mitigate the current exposure,
pursuant to Delegated Regulation (EU) 2251/2016. The Policy
sets forth that the Group’s standard collateral agreement
should, in line with the aforementioned regulation, be bilateral
(i.e. both parties are obliged to deposit collateral) and that it
should include a daily exchange of guarantees in the form of
cash. In addition, in compliance with the aforesaid Regulation,
Initial Margin contracts with financial counterparties under the
obligation to enter into them are also required.

The contracts entered into with counterparties are the GMRA,
GMSLA and the EMA for repo and securities lending
transactions, the ISDA Master Agreement with its CSA Annex for
derivative transactions and the CMOF with Annex Il for the
Variation Margin, while CTA and SA contracts are used for the
Initial Margin. These documents constitute the market standard
for the establishment of these guarantees. Both the Internal
Control Unit and the Legal Advice Unit take part in negotiating
the clauses of these contracts, in order to ensure that they have
the necessary legal basis for the netting of transactions, and to
ensure that the risk-taking and mitigation environment is in line
with the Bank’s policies.

Additionally, the Policy establishes that various monitoring
exercises need to be carried out over transactions and levels of
exposure in order to have available, at all times, an assessment
of the levels of risk taken and the effect on those risk levels of
netting agreements and collateral. This monitoring is carried out
by the Internal Control Unit.

Regarding the methods used to apply allowances for this risk,
the general criteria set forth by Banco Sabadell Group shall
apply. These have been described previously in sub-section
8.2.2. Impairment of financial assets.

8.8.5 Policies with respect to wrong-way risk
exposures

Derivative instruments and repos may, depending on the nature
of specific transactions, give rise to adverse effects when the
exposure to a specific counterparty is adversely correlated with
the credit quality of that counterparty, such that, when the credit
quality diminishes, the counterparty credit risk exposure rises
(adverse correlation risk or wrong-way risk).

A distinction is drawn between general wrong-way risk, which
arises when a counterparty’s creditworthiness is adversely
related to general market risk factors, and specific wrong-way
risk, which arises when a given transaction’s exposure is
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positively correlated with the counterparty’s probability of
default.

Banco Sabadell Group takes general wrong-way risk into
account when monitoring counterparties, given that
transactions that carry counterparty credit risk are covered by
the usual procedures for setting exposure limits and monitoring
credit risk in general.

Specific wrong-way risk, on the other hand, can arise particularly
frequently in repo transactions, in which the guarantee provided
by the transaction’s counterparty is closely correlated with the
counterparty itself.

The Banco Sabadell Group Counterparty Credit Risk Policy
stipulates the need to monitor specific wrong-way risk, to take it
into consideration when calculating exposures and to ensure it
is subject to a specific framework. In this respect, there is a
framework in place for issuing repo transactions that has been
approved by the Technical Risks Committee, which lays down
the general criteria for accepting transactions with specific
wrong-way risk as well as cases where specific approval is
required from both the Investments and Liquidity Committee
and the Risk Operations Committee.

Specific wrong-way risk is identified through daily monitoring of
transactions and is quantified by assigning higher exposures
than those applied to transactions without this risk. In terms of
its monitoring, monthly reports on specific wrong-way risk in
repo transactions are prepared and submitted to the
Investments and Liquidity Committee.

In terms of derivative transactions, the risk of these effects
occurring is minimal, as there are no material exposures in
which they can materialise.

8.8.6 Impact of collateral in the event of a
downgrade of the Institution’s credit rating

In the event of a downgrade in Banco Sabadell Group’s credit
rating, the impact is non-existent for all of the collateral
agreements currently in effect. This is because in all of our
netting agreements, the contribution of collateral is linked
exclusively to the valuation of positions (mark-to-market).

8.8.7 Notional amount of credit derivative hedges
and breakdown of current credit exposures

There are currently no credit derivative hedges in the Group, as
all of its credit derivative transactions are concentrated in the
trading book.

8.8.8 Notional amount of credit derivative
transactions

Banco Sabadell Group has no credit derivatives as at
31/12/2022.

8.8.9 Quantitative information on Counterparty
Credit Risk

The two tables below show, for Banco Sabadell Group’s

Counterparty Credit Risk, the same information reflected in
previous chapters with regard to Credit Risk:
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e Information on the exposure for which own funds
requirements are calculated under the standardised
approach, depending on the regulatory segment and risk
weight.

e Information on the exposure for which own funds
requirements are calculated under the IRB approach,
depending on the regulatory segment and risk parameters.
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Table 58. Standardised approach - CCR exposures by regulatory exposure class and risk weights (EU CCR3).

OSabadell

Risk weight
Exposure class Total
0% 2% 4% 10% 20% 50% 70% 75% 100% 150% Other

Central governments or central banks - - — — — — — — — — — _
Regional government or local authorities 1,127 — — — — — — — — — — 1,127
Public sector entities — — — — — 4,579 — — — — — 4,579
Multilateral development banks — — — — — — — — — _ — _
International organisations - - — — — — — — — — — —
Institutions — 691,436 — - 120,387 662,376 — — - — — 1,474,199
Corporates - - - - - - - - 52,922 - — 52,922
Retail - - - - - - - 2,005 - - - 2,005
Institutions and corporates with a short-term credit assessment — — — - - - — — — — — —
Other items - - — — — — — — — 503 — 503
Total exposure value 1,127 691,436 - — 120,386.8198 666,955 - 2,005 52,922 503 - 1,535,335

Data as at 31/12/2022, in thousand euro.

The majority of the exposure to counterparty credit risk calculated under the standardised
approach is concentrated in transactions with qualified central counterparty clearing
houses, which are weighted at 2%, and with financial institutions that have good credit
quality and which are therefore weighted at 20% or 50%.
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Table 59. IRB approach — CCR exposures by exposure class and PD scale (EU CCR4).
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Exposure
Exposure Exposure w):;ghred Density of
PD Scale Exposure weighted Number of weighted average RWEA risk weighted
value average obligors average maturit exposure
PD (%) LGD (%) Y amount
(years)
Corporates 0,00a<0,15 16,152 0.08% 28 45.00% 3.00 4,418 27.36%
(F-IRB) 0,15a<0,25 3,852 0.18% 11 45.00% 3.00 1,699 44.11%
0,25a<0,50 27,187 0.31% 25 45.00% 3.00 15,817 58.18%
0,50a<0,75 1,567 0.63% 6 45.00% 3.00 1,277 81.53%
0,75a< 2,50 458 1.45% 1 45.00% 3.00 507 110.73%
2,50 a < 10,00 17 7.68% 1 45.00% 3.00 31 185.32%
10,00 a < 100,00 2 11.72% 2 45.00% 3.00 5 216.71%
100,00 (default) 3,208 100.00% 3 45.00% 3.00 - —
Subtotal 52,443 6.35% 77 45.00% 3.00 23,755 45.30%
Corporates 0,00a<0,15 85,256 0.07% 150 45.34% 1.00 12,177 14.28%
(A-IRB) 0,15a<0,25 49,280 0.16% 83 45.55% 1.00 12,270 24.90%
0,25a<0,50 34,902 0.34% 97 44.56% 1.00 14,623 41.90%
0,50a<0,75 17,917 0.60% 52 43.95% 1.17 10,693 59.68%
0,75a< 2,50 7,704 1.33% 53 44.72% 1.00 5,392 69.99%
2,50 a< 10,00 776 5.87% 21 53.21% 2.55 1,057 136.22%
10,00 a < 100,00 885 30.03% 21 66.38% 4.66 2,558 289.08%
100,00 (default) 1,593 100.00% 14 26.42% 1.17 101 6.35%
Subtotal 198,312 1.19% 491 45.08% 1.00 58,871 29.69%
Retail 0,00a<0,15 16,504 0.07% 85 44.18% 1.00 1,083 6.56%
(A-IRB) 0,15a<0,25 12,596 0.16% 50 44.48% 1.00 1,567 12.44%
0,25a<0,50 7,784 0.32% 64 44.16% 1.00 1,533 19.69%
0,50a<0,75 3,993 0.61% 43 44.30% 1.00 1,142 28.60%
0,75a<2,50 4,032 1.30% 50 43.86% 1.00 1,569 38.91%
2,50 a < 10,00 649 5.12% 17 46.54% 1.00 361 55.61%
10,00 a < 100,00 285 33.66% 6 50.36% 1.00 301 105.75%
100,00 (default) 1 100.00% 1 33.86% 1.00 0 2.63%
Subtotal 45,845 0.57% 316 44.31% 1.00 7,556 16.48%
Total (all CCR relevant exposure classes) 296,600 2.01% 884 44.95% 1.35 90,181 30.41%

Data as at 31/12/2022, in thousand euro.

Counterparty risk exposures are not included in Project Finance.

Having received authorisation for the permanent use of the
standardised approach for financial institutions, the majority of
the exposure to counterparty credit risk calculated under the
AIRB and FIRB approaches is concentrated in the Corporates
segment, the exposure in the Retail segment being residual. In
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addition, it is worth noting that the exposure is concentrated in
segments with higher credit quality (lower PD).

A breakdown is given here below of the collateral received or
given under derivative transactions or repos, indicating whether
they are immune to default or not.
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Table 60. Composition of collateral for CCR exposures (CCRb).

Collateral used in derivative transactions™ Collateral used in SFTs®
Fair value of collateral received Fair value of posted collateral Fair value of collateral received Fair value of posted collateral

Collateral type Segregated® Unsegregated® Segregated® Unsegregated) Segregated® Unsegregated Segregated® Unsegregated”
Cash - domestic currency 1,415,728 1,623,453 680,742 565,232 = 306,236.22 = 324,269.52
Cash - other currencies - - - - - — — —
Domestic sovereign debt - - 55,415 - - 1,827,788.74 - 5,390,842.61
Other sovereign debt 115,661 - - - 1,571,906.93 — 1,316,185.85
Government agency debt - - - - - - -
Corporate bonds - - - — 1,722,035.7 - 467,672.35
Equity instruments - - - - - - -
Other collateral - - - - - - - 1,002,037.39
Total 1,531,390 1,623,453 736,157 565,232 - 5,427,967.6 - 8,501,007.71
Data as at 31/12/2022, in thousand euro.

For the calculation of collateral in derivative transations, the Initial Margin and the Variation Margin received with each party (including CCPs) are included.

@ For the collateral used in SFTs, in addition to the Initial and Variation margin, the securities delivered/received as part of the repo operation itself are also included.
I Refers to collateral protected against bankruptcy.
“Refers to collateral non protected against bankruptcy.
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The following table shows a breakdown of the exposure and RWA calculation components,
excluding positions with central counterparties (CCPs). For reconciliation purposes, it must

Table 61. Analysis of CCR exposure by approach (EU CCR1).

OSabadell

be taken into account that the breakdown does not include potential future exposure, but
only reflects the effect of the netting agreements and collateral on the risk exposure.

Alpha used for

. . Exposure Exposure
Repl; P If

eplacement f:z; ::e:::re ‘(’Ft,l;'; EEPE i‘;’"::::‘g value value  Exposure value RWEA

P gulatory pre-CRM post-CRM

exposure value

EU - Original Exposure Method (for derivatives) - - 1.40 — — — _
EU - Simplified SA-CCR (for derivatives) — — 1.40 — — — _
SA-CCR (for derivatives) 549,031 411,619 1.40 937,290 937,290 946,880 413,101
IMM (for derivatives and SFTs) — — — — — —
Of which securities financing transactions netting sets — — — — _
Of which derivatives and long settlement transactions netting sets — — — — —
Of which from contractual cross-product netting sets - - - - -
Financial collateral simple method (for SFTs) — — — —
Financial collateral comprehensive method (for SFTs) 210,196 210,196 210,196 101,457
VaR for SFTs — — — —
Total 1,147,485 1,147,485 1,157,075 514,558

Data as at 31/12/2022, in thousand euro.

Lastly, a breakdown is set out here below of exposures with QCCPs and the corresponding
capital requirements, breaking them down between QCCPs (qualified) and non-QCCPs (not

recognised as qualified).
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Table 62. Exposures to CCPs (EU CCRS8).
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Exposure
pvalue RWEA
Exposures to QCCPs (total) 19,163
Exposures for trades at QCCPs (excluding initial margin and default fund contributions); of which 346,483 6,930
(i) OTC derivatives 90,583 1,812
(ii) Exchange-traded derivatives 208,295 4,166
(iii) SFTs 47,605 952
(iv) Netting sets where cross-product netting has been approved - -
Segregated initial margin 513,232
Non-segregated initial margin 344,953 6,899
Prefunded default fund contributions 77,513 5,335

Unfunded default fund contributions

Exposures to non-QCCPs (total)

Exposures for trades at non-QCCPs (excluding initial margin and default fund contributions); of which — —

(i) OTC derivatives
(ii) Exchange-traded derivatives
(iii) SFTs
(iv) Netting sets where cross-product netting has been approved
Segregated initial margin
Non-segregated initial margin
Prefunded default fund contributions
Unfunded default fund contributions

Data as at 31/12/2022, in thousand euro.

8.8.10 Own funds requirements for Credit Valuation
Adjustment (CVA) and Default Fund
contribution

Own funds requirements for CVA and Default Fund contributions
have been included in this chapter in order to be consistent with
the pooling proposed by the EBA in Template EU OV1, in which
Counterparty Credit Risk is separated from other risks.

The Credit Valuation Adjustment (CVA) indicates an adjustment
made to the valuation, based on average market prices, of the
portfolio of transactions with a counterparty in order to reflect
the impact of the counterparty’s credit risk on the fair value.

This adjustment reflects the current market value of the
counterparty’s credit risk with regard to the Institution, but it
does not reflect the current market value of the Institution’s

credit risk with regard to the counterparty (Debt Value
Adjustment, or DVA).

Itis calculated for all OTC derivatives for all of its activities, with
the exception of credit derivatives recognised for the purpose of
reducing credit risk-weighted exposures.

Certain transactions are excluded from own funds requirements
for CVA risk, including transactions with central counterparties,
transactions with non-financial counterparties and intragroup
transactions.

Table 63. Transactions subject to own funds requirements for CVA risk (EU CCR2).

Exposure value RWEA

Total transactions subject to the Advanced method — —
i) VaR component (including the 3x multiplier) -
ii) Stressed VaR component (including the 3x multiplier) -
Transactions subject to the Standardised method 497,964 138,978
Transactions subject to the Alternative approach (Based on the Original Exposure Method) - —
Total transactions subject to own funds requirements for CVA risk 497,964 138,978

Data as at 31/12/2022, in thousand euro.
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Own funds requirements for pre-funded contributions to the
default fund of CCPs amounted to 5,335 thousand euros as at
31 December 2022.

8.9 Securitisations

8.9.1 Definitions

Regulations on securitisations have recently undergone far-
reaching reform, with the aim of providing greater protection for
investors and increasing transparency through the creation of
simple, transparent and standardised securitisations (“STS
securitisation”), in addition to redefining the regulatory capital
requirements.

The first stage of the reform was carried out through the
publication of Regulation (EU) 2017/2401, amending
Regulation (EU) 575/2013 on prudential requirements for
credit institutions and investment firms, and the publication of
Regulation (EU) 2017/2402, laying down a general framework
for securitisations and creating a specific framework for simple,
transparent and standardised (STS) securitisations. Both
regulations became applicable as from 1 January 2019.

Banco Sabadell Group describes the treatment of securitisation
transactions in accordance with the provisions of Regulation
(EU) 575/2013, as amended by Regulation (EU) 2017/2401.

An explanation of a series of basic concepts is given here below,
to assist with comprehension of the content of this chapter:

e Securitisation: transaction or scheme whereby the credit
risk associated with an exposure or pool of exposures is
divided into tranches, having both of the following
characteristics:

— Payments in the transaction or scheme are dependent
upon the performance of the exposure or pool of
exposures.

— The subordination of tranches determines the
distribution of losses during the ongoing life of the
transaction or scheme.

e Tranche: a contractually established segment of the credit
risk associated with an exposure or a number of exposures,
where each position in the segment entails a risk of credit
loss greater than or less than a position of the same amount
in each of the other segments in line with the order of
payment priority set forth in the securitisation, without
taking into account credit risk protection provided by third
parties directly to the holders of positions in the segment in
question or in other segments. To this end, every
securitisation position either forms part of a tranche or
constitutes a tranche in itself. Therefore, different types of
tranches may be distinguished, namely:

— First loss tranche (or equity tranche): this is the most
subordinated tranche in a securitisation. It is the first
tranche to bear losses incurred on the securitised
exposures and, consequently, it provides protection to
the second loss tranche and, where relevant, higher
ranking tranches.

— Intermediate risk tranche (or mezzanine tranche): this
tranche differs from a first loss tranche. It has a lower
ranking than the highest ranking position in the
securitisation, and ranks lower than any securitisation
position within said agreement which has been
assigned a level 1 credit quality where the securitisation
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has been treated using the standardised approach, or a
level 1 or 2 credit quality where the securitisation has
been treated under the IRB approach. It does not
consider the credit risk protection offered directly by
third parties to holders of the positions in the tranche in
question or in other tranches.

— High priority tranche (or senior tranche): any tranche
that is not a first loss tranche or an intermediate risk
tranche. The ‘highest priority tranche’ is the tranche of
highest priority among the securitisation payments. This
excludes any sums due under derivative contracts on
interest rates or currencies, brokerage or other similar
payments.

Traditional securitisation: securitisation involving the
economic transfer of the exposures being securitised to a
‘securitisation special purpose entity’ (SSPE) that issues
securities. This can be accomplished by the transfer of
ownership of the securitised exposures from the originator
institution or through sub-participation, which shall include
the signing of mortgage securities, mortgage transfer
certificates and other similar securities by the
‘securitisation special purpose entities’ (SSPEs). Securities
issued by SSPEs do not represent any legally binding
payment obligations for the originator institution.

Securitisation fund: companies incorporated under national
or regional law, the principal activity of which is to:

— Carry out securitisation transactions with no loan loss
risk or any other compliance risk for the originator.

— Issue securities, shares in securitisation funds, other
debt instruments or financial derivatives, or which has,
or intends to hold, in legal or economic terms, assets
underlying the issue of securities, shares in
securitisation funds, other debt instruments or financial
derivatives which are offered for sale to the public or
sold as private investments.

Synthetic securitisation: means a securitisation where the
transfer of the credit risk of an asset portfolio is achieved by
the use of credit derivatives or guarantees (mainly Credit
Default Swaps (CDS) or Financial Guarantees). In these
transactions, protection sellers acquire a position
equivalent to that of a direct investor in the tranche that
they are securing.

Re-securitisation: a securitisation in which at least one of
the underlying exposures is a position in a securitisation.

Originator institution:

- An entity which, directly by itself or indirectly through
other entities controlled by it or acting in concert with it,
participates in the original agreement to create the
obligations or potential obligations of the obligor or
potential obligor, giving rise to the securitisation of the
exposure. For securitisations of financial liabilities
which represent collection rights of the issuing
institution, the institution issuing such financial
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liabilities shall not be considered an originator
institution for the purposes of solvency.

— An entity which purchases a third party’s exposures,
recognises them on its balance sheet and then
securitises them.

e Sponsor: an institution other than an originator institution
that establishes and manages an asset-backed commercial
paper programme or other securitisation scheme through
which third party exposures are purchased.

e Investor institution: any institution or subject, other than the
originator or sponsor, that holds a securitisation position.

e Management company: a company regulated by the specific
legislation on securitisation market (Law 5/2015, of 27
April on the Promotion of Business Financing) and
supervised by the CNMV, specialised in the incorporation,
management and legal representation of securitisation
funds.

e Arranger: entity responsible for designing the structure of a
securitisation and determining credit enhancements and
the different tranches of securities that will be issued. The
arranger may also participate in their placing on the market.
At an international level, this role is usually performed by
investment banks, which work together with the credit
rating agencies to reach a consensus on the ultimate
structure although, if the structure is simple, the rating
agencies may not be required to take part.

e Securitisation position: an exposure to a securitisation.

e Excess spread: difference between the interest rate
received by the securitisation fund and the coupons paid on
the bonds issued plus the fund’s expenses.

e Simple, Transparent and Standardised (STS) Securitisation:
introduced by Regulation (EU) 2017/2401 and Regulation
(EU) 2017/2402, which create a new European legislative
framework to harmonise the regime applicable to
securitisations. Specifically, the aim is to differentiate
simple, transparent and standardised securitisations from
complex, opaque and risky securitisations. Originator
institutions may only use the term STS when the
securitisation is included in a list drawn up by the European
Securities and Markets Authority (ESMA) that includes
securitisations in which the originator institution has
demonstrated that they comply with the requirements of
simplicity, transparency and standardisation established in
Articles 20, 21 and 22 of the aforementioned Regulation
(EU) 2017/2402. In addition, STS securitisations carry
more stringent requirements in terms of the volume of
information to be reported to the regulator.

8.9.2 Objectives in relation to securitisation activity

The securitisation of assets facilitates the efficient
management of the balance sheet, as it is a tool that allows:

e Generation of liquidity: transformation of relatively illiquid
assets into marketable securities, which can allow liquidity
to be gained in wholesale markets either through their sale
or use as collateral, or as collateral to access central banks’
facilities.

e Diversification of sources of funding: the diversification of
the sources that Banco Sabadell Group uses to finance its
activities, arising from its objective of obtaining liquidity.
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e Capital management: securitisations in which there is a
significant transfer of risk contribute to optimising capital
management and to the generation of value.

Banco Sabadell Group operates a securitisation scheme which
involves appropriate diversification of its securitised asset
portfolios, adapting the volume of the scheme to the Group’s
liquidity and capital requirements and market circumstances.
This scheme is supplementary to other sources of funding and
capital, thereby diversifying the recourse to wholesale markets.

As occurs with any other wholesale funding transaction, the
authorisation and approval of the various governing bodies is
required to define Banco Sabadell Group’s securitisation
strategy and to realise or execute transactions.

8.9.3 Nature of other risks inherent in
securitisation activity

Securitisation offers a series of advantages in terms of liquidity,
capital and risk management, however, there are also certain
risks associated with securitisation activities which are mainly
assumed by the originator institution and/or the investor
institutions. Specifically, these risks are the following:

e Credit risk: the risk of borrowers being unable to honour
their contractual obligations in due time and form (e.g. the
non-payment of mortgage loan instalments), which leads to
the impairment of the asset which is backing the issued
securities. This is the main risk transferred to investors
through securities issued in the securitisation.

e Prepayment risk: risk arising from the early amortisation,
either in full or in part, of assets that back the securitisation.
As a result, the actual maturity of asset-backed securities is
shorter than the contractual maturity of the underlying
assets.

e Basis risk: risk that arises when interest rates or the
maturity schedule of securitised assets do not coincide with
those of issued bonds. This risk is generally covered by the
originator institution using interest rate swaps.

e Commingling risk: this is the risk that affects all investors
and which exists in transactions wherein the payment of
interest on the underlying portfolio is not immediately
transferred from the administrator to the securitisation
fund.

e Liquidity risk: this risk can be interpreted in several ways.
From the point of view of the originator, it is decreased by
the securitisation process, which consists of transforming
assets which are illiquid by nature into debt securities that
can be traded in organised financial markets.

In addition, in some securitisations there is a need to cover
gaps between interest payments on the underlying assets
and interest payments on the securitisation positions
issued, which can be mitigated by liquidity facilities included
in the securitisation structure itself.

From the point of view of the investor, there is no guarantee
that the bonds will be traded in the market with any
minimum frequency or volume that will enable the investor
to sell positions at any given time.

e Legal and operational risks: as with other types of financial
transactions, securitisations are subject to operational
risks, associated with the inadequacy of applied processes.
In any securitisation, the greatest operational risk relates to
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the operations required to claim and settle payments of
cash flows related to the structure. Legal risks, however, are
diverse in nature.

e Risk of loss of the STS denomination: the risk of loss of the
STS denomination during the transaction lifetime. This risk
is mainly due to material changes in the transaction or
significant events that would oblige Banco Sabadell Group
to review compliance with the STS designation. The loss of
the STS designation could adversely affect investors, credit
institutions and investment firms, as well as the Institution’s
reputation, and any other negative impact in accordance
with Regulation (EU) 2017/2402.

8.9.4 Type of risks in terms of seniority of
underlying securitisation positions

As mentioned in section 8.9.1 on definitions, asset-backed
securities are issued following a specific order of priority for
payment. The funds in which Banco Sabadell Group has
participated tend to contain a specific number of tranches, each
with its own credit rating and financial structure in line with
market standards.

The first set of tranches, known as preferred or senior, which
includes the series of bonds with the highest credit quality and
therefore the highest rating, is followed by the intermediate or
so-called mezzanine tranches, which are subordinate to the first
set.

The lower part of the structure contains the tranches with the
lowest credit quality, known as ‘first loss’ or ‘equity’ tranches. In
some cases, these are subordinated loans or credit that Banco
Sabadell Group has granted to the fund and, in other cases, they
comprise a series of bonds. These equity tranches are used to
cover the first losses of the securitised portfolio. For
securitisations in which Banco Sabadell Group is the originator,
these tranches have been retained in almost all cases. There
are also tranches that fund the excess spread of the
securitisation.

As originator, and in compliance with the provisions of Chapter
2, Article 6 of Regulation (EU) 2017/2402, Banco Sabadell
Group has a commitment to constantly retain a significant net
economic interest of at least 5% in securitisation funds which it
has originated as from 1 January 2011, which it has done in
Banco Sabadell Group securitisation transactions through the
different options specified in the aforementioned regulation.

The traditional securitisation funds Sabadell Consumo 1, FT,
incorporated in September 2019, Sabadell Consumo 2, FT,
incorporated in July 2022 and Duncan Funding 2022-1 PLC,
incorporated by TSB in August 2022, as well as the two
synthetic securitisations of the portfolio of loans to SMEs and
corporates carried out in June 2020 and September 2021
(Galera 1 and 2, respectively), together with the Boreas project
finance securitisation carried out in September 2022, are all
STS securitisations. It is worth noting that none of the other
traditional securitisation funds of Banco de Sabadell have the
STS denomination as they predate the securitisation regulation.

The traditional and synthetic securitisation funds originated by
Banco Sabadell Group and issued through a vehicle are listed
here below.
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Table 64. Traditional and synthetic securitisation funds
originated by Banco Sabadell Group.

Traditional securitisation funds fully retained on the balance
sheet.

Year Securitisation Fund Transferor

2005  TDACAM4FTA
2005 TDACAMS5F.TA

2006  TDA 26-MIXTO, F.TA

2006  TDACAMGFTA

2006  FTPYME TDA CAM 4 F.TA

2006  TDACAM 7 FTA

2006  CAIXA PENEDES 1 TDA, FTA

2007  TDA29,F.TA

2007 TDACAM8FTA

2007  TDACAM9FTA

2007  CAIXA PENEDES PYMES 1 TDA, FTA
2008  CAIXA PENEDES FTGENCAT 1 TDA, FTA
2009  GAT-ICO-FTVPO 1, F.T.H (CP)

2017  TDASABADELL RMBS 4, FT

2022  SABADELL CONSUMO 2, FT

2022  DUNCAN FUNDING 2022 PLC

Banco Sabadell

TSB Bank PLC

Traditional securitisation funds fully derecognised from the
balance sheet.

Year Securitisation Fund Transferor
2006 TDA 25, FTA

2010 FPT PYMES 1 LIMITED
2019 SABADELL CONSUMO 1, FT

Banco Sabadell

Synthetic securitisation funds.

Year Securitisation Fund Transferor

2022 BOREAS 1-2022

Banco Sabadell

With regard to the traditional securitisation transactions issued
by Banco Sabadell and TSB, the purpose of the vehicles is to
acquire the transactions originated by the originator. With
regard to synthetic securitisation transactions, the purpose of
the vehicles is to act as service providers and administrators.

8.9.5 Roles and involvement of the Institution in
securisitation processes

The main roles carried out by Banco Sabadell Group in its
traditional securitisation processes have been the following:

e Originator: Banco Sabadell Group has participated in
various securitisation programmes in which, either
individually or, on occasion, together with other highly
solvent institutions, the Group has assigned a portion of its
residential mortgage loans, loans to small and medium-
sized enterprises (SMEs), loans to corporates, financial
lease rights and personal consumer loans, to be converted
into asset-backed securities.

e Administrator of securitised portfolios: Banco Sabadell
Group also acts as the administrator of securitised assets,
managing the collection of principal and interest payments
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as well as providing services issuing securities backed by
these assets. Additionally, TSB'’s duties as an administrator
are somewhat broader than the duties carried out by Banco
Sabadell in Spain, and include the management of funds
and the preparation of all necessary information in relation
therewith.

e Provider of financing: Banco Sabadell Group also acts as a
provider of financing for securitisation funds associated
with subordinated loans for the creation of reserve funds
and for loans to fund the initial expenses incurred by these
vehicles.

e Subscribing entity: Banco Sabadell

©Sabadell

e Counterparty: additionally, on occasion Banco Sabadell

Group acts as counterparty in swaps made with
securitisation funds to mitigate structural interest rate risk.

e Provider of the Fund’s Treasury accounts.

Group acts as
subscribing entity in certain securitisation funds. The role of
the subscribing entity or investor entity mainly relates to
transactions originated to create collateral and which are
retained. To a lesser extent, in transactions placed on the
market, the Institution at times subscribes the more
subordinated tranches of the fund.

Figure 36. Roles performed by Banco Sabadell Group in traditional securitisation processes.

Securitised asset
administrators

Fee &
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Capital share +
interests

Financial
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M - interests
ORIGINATOR Securisation Fund
Loan portfolio g
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Cash Cash First loss tranche
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Securitised
assetsinterest

Interest rate swap?

FRfunding +
expenses and
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Payment of
principal &
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Loan for financing reserve
Loan forinitial expenses

+ Liquidity line
Functions performed by Banco Sabadell or TSB
1 This service is outsourced for some funds.
2 Senior and mezzanine tranches may be retained by Banco Sabadell or TSB, or placed amongst investors.

In securitisation transactions originated outside of Spain, TSB
mainly acts as: originator and administrator of the securitised
portfolios, provider of financing and financial agent.

With regard to synthetic securitisation transactions, Banco
Sabadell acts as originator and also services the underlying
portfolio. For that reason, it acts as protection buyer,
transferring credit risk to investors, and as monitoring and
controlling agent of credit events, managing amortisations, debt
collections and recoveries of credit events.

Banco Sabadell Group has not acted as sponsor in any of the
securitisations carried out. Furthermore, it has not participated
in structures known as Special Investment Vehicles (SIV) or

conduits, which usually involve commitments by the transferors
on the securitised assets, nor has it carried out transactions
that could be considered re-securitisations, understood as
securitisations in which at least one of the underlying exposures
is itself a position in a securitisation.

Article 250 of the CRR, as amended by Regulation (EU)
2017/2401, sets forth that sponsor institutions, or originator
institutions, which in respect of a securitisation have made use
of Article 247(1) and (2) to calculate risk-weighted exposure
amounts or that have sold instruments from their trading books,
shall not provide financial support to the securitisation beyond
their contractual obligations with a view to reducing investors’
potential or actual losses.
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The implicit support to which this article refers is a concept
linked to the transfer of risk and refers to a situation in which
originator institutions may be providing support to a
securitisation beyond that contractually agreed, as a result of
an actual or expected impairment in the credit quality of the
securitised portfolio in order to reduce the actual or potential
losses of investors.

Banco Sabadell Group does not provide implicit support in
synthetic securitisations which involve significant risk transfer
at the regulatory level

8.9.6 Affiliated entities investing in securitisations
originated or issued by sponsored SSPEs

With the exception of amounts retained in Banco Sabadell's
portfolio, no subsidiary of Banco Sabadell Group has in its
portfolio asset-backed securities of funds constituted by Banco
de Sabadell.

8.9.7 Accounting policies for securitisation
activities

As mentioned in previous sections, one of the financing
instruments that Banco Sabadell Group has used in the past to
strengthen its liquidity position is asset securitisation.

Since 1993, Banco Sabadell Group has taken part in various
securitisation programmes, sometimes acting together with
other highly solvent institutions, assigning mortgage loans,
loans to small and medium-sized enterprises, consumer loans
and credit rights deriving from financial lease contracts.
Generally, a portion of the bonds issued by securitisation funds
have been placed in the capital markets and the remainder
have been kept in the Group’s portfolio. Of the latter, the
majority have been pledged as collateral in return for access to
Banco Sabadell’s credit facility in the Bank of Spain. By retaining
part of the tranches, the conditions to determine whether this
produces an effective transfer of risk have not materialised.

The accounting of securitised transactions is conditional upon
the extent and way in which the risks and benefits associated
with the assets transferred are passed on to third parties, as set
forth in applicable regulations.

Financial assets are derecognised from the balance sheet when
they no longer generate cash flows or when their inherent risks
and benefits have been substantially transferred to third
parties, and no subordinated loans or any other type of credit
enhancements of a significant amount are retained. While the
assets are pending securitisation, they are kept in the same
accounting portfolio with the same valuation criteria.

Additionally, assets securitised through securitisation funds
prior to 2004, in accordance with the forward-looking
application mentioned in paragraph 7.2.1 of IFRS 9, and in
accordance with the First Transitional Provision of Bank of Spain
Circular 4/2017, are not recognised on the balance sheet.

Transfers which do not involve derecognition from the balance
sheet are accounted for in the following manner:

e Afinancial liability is recognised for the same amount as the
consideration received for the securitised transactions. The
financial liability is measured at amortised cost.

e The bonds or other type of financial instrument issued by
the securitisation funds acquired by the Institution are
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accounted for, in both the individual and consolidated
financial statements, as a deduction from the recognised
financial liability.

e The transferred assets are kept on the balance sheet in the
same accounting portfolio before and after the transfer and,
as such, no changes are applied to the valuation criteria
before and after securitisation.

Gains from the sale of financial instruments in transfers that
entail derecognition from the balance sheet are only recognised
once the requirements regarding the substantial transfer of
risks and benefits described previously have been met. The
result will be calculated as the difference between the carrying
value and the sum of the consideration received, including any
new assets obtained minus any liabilities assumed.

In relation to the accounting treatment of synthetic
securitisations, securitised exposures remain on the balance
sheet without entailing their transfer or sale, although their
credit risk is transferred through financial guarantee contracts.
For a contract to qualify as a financial guarantee, IFRS 9
stipulates that its issuer must make payments to reimburse the
holder for the loss incurred when a specified debtor defaults on
their payment obligations. In the case of the Institution,
payments arising from synthetic securitisations are established
exclusively for credit events and therefore refer to situations
where there is a payment default or a similar situation. Thus,
guarantees received are considered as financial guarantees for
the purpose of calculating impairment losses on the securitised
portfolio.

The asset-backed securities arising from the securitisations that
are not consolidated and which are therefore recognised as
“Financial assets at fair value through other comprehensive
income” or “Non-trading financial assets mandatorily at fair
value through profit or loss” are measured at fair value.

For the valuation of securitisation bonds, the market price will
be used where reliable published prices exist. If no such price is
available, the valuation is based on two fundamental input data,
in addition to the vyield curve, namely, the conditional
prepayment rate (CPR) and the credit spread. CPRs are used to
estimate the amortisation schedule of each securitisation.
Generic securitisation indices are used for the credit spread.
Using these input data, in addition to the yield curve, expected
future flows of the bonds are estimated, which are valued by
calculating their present value. Changes in values are generally
due to changes in the envisaged amortisation schedule or
changes in the bond’s rating. During the current period, no
changes were made to the valuation model.

In order to analyse the possible consolidation of securitisation
funds to which Banco Sabadell Group’s entities transfer their
loan portfolios, the deciding factor in terms of determining who
controls the entity and therefore its consolidation, is not voting
or other similar rights; instead, the following factors are taken
into account:

e Analysis of Banco Sabadell Group’s influence over the
significant activities of the vehicle that could influence the
amount of its returns.

e Implicit or explicit commitments of the Group to provide
financial support to the vehicle.

e |dentification of the vehicle manager and analysis of the
remuneration scheme.

e Existence of removal rights (possibility of dismissing
managers).
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e Significant exposure of Banco Sabadell Group to the
variable returns on the assets of the vehicle.

For these securitisation transactions, in general there are
contractual agreements relating to financial aid commonly used
in the securitisations market. Therefore, it is considered that for
most securitisations carried out by Banco Sabadell Group, the
securitised assets cannot be derecognised from the asset side
of the consolidated balance sheet and the issues of
securitisation funds are recognised as liabilities. As at 31
December 2022, there was no significant financial aid from
Banco Sabadell Group for unconsolidated securitisations.

8.9.8 Approaches to calculating risk-weighted
exposure in securitisation activities

The approaches used to calculate risk-weighted exposure
amounts in securitisation activities differ in terms of the
fulfilment or non-fulfilment of conditions required to assume
that a significant amount of risk has been transferred, as set
forth in Articles 244 and 245 of the CRR.

For those securitisations in which such a significant transfer of
risk occurs, Banco Sabadell Group uses the SEC-IRBA method
(the Internal Ratings Based Approach). For those securitisation
positions held for investment purposes, Banco Sabadell Group
would use an external Rating Based Approach (RBA).

Where no risk has been transferred, capital requirements are
calculated for the original securitised exposures, in line with the
portfolio and the approach used, determined at the outset on
the basis of their characteristics (standardised or IRB).

Specifically, as at 31 December 2022, Banco Sabadell Group
calculates its capital requirements using the calculation of
original securitised exposures for most securitisations, as it
does not follow Article 247(1) of the CRR, since it does not
consider that it entails a significant transfer of risk and the
existence of positions with a risk weighting of 1,250% does not
apply in any case.

The exceptions to the treatment explained in the previous
paragraph are the Galera 1, Galera 2 and Boreas synthetic
securitisations and the Consumo 2 traditional securitisation, for
which significant risk transfer is considered to exist and for
which the SEC-IRBA approach is used to calculate the risk-
weighted exposures of the retained positions.

In addition, there are two securitisation funds in which all bond
tranches have been sold, and Banco Sabadell Group does not
grant any subordinated loans or liquidity facilities. These funds
are PYMES 1 FPT originated in 2010 and Sabadell Consumo 1
originated in 2019. In the case of the latter, the tranche
arranged to fund the brokerage margin was sold as well. These
funds are fully deconsolidated based on compliance with IFRS
9, entailing full transfer of risks for Banco Sabadell Group. As all
the cash flows from the securitised loans are transferred, the
requirements for derecognition from the balance sheet apply to
the entire portfolio.

As regards the STS consideration, the Galera 1, Galera 2,
Boreas, Sabadell Consumo 1 and Sabadell Consumo 2
securitisations are considered STS as at 31 December 2022,
while the other Banco Sabadell Group securitisations are not
STS.

The Group does not currently use personal and hedging
guarantees specifically to mitigate the risks of retained
securitisation exposures.
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8.9.9 ECAIs used for securitisations

As part of its securitisation activity, Banco Sabadell Group
obtains an initial rating for bonds issued by the funds from any
the following External Credit Assessment Institutions (ECAls):
Fitch Ratings, Moody’s Investors Service, S&P Global Ratings
and DBRS, although there are also cases where bonds have not
received a rating from any rating agency. The agencies monitor
the ratings they have assigned to the bonds and review them at
least once a year.

As part of its securitisation activity, if considered appropriate,
Banco Sabadell requests an initial rating of the bonds issued by
the funds by at least two ECAIs. Currently, the Institution
generally uses two ECAIs which are among those accepted by
the Eurosystem Credit Assessment Framework (ECAF) and,
consequently, approved by the European Central Bank for its
monetary policy. The only four ECAF-approved agencies are:
S&P Global Ratings, Moody’s Investors Service, Fitch Ratings
and DBRS Ratings which are the ones that the Bank usually
uses, irrespective of the type of securitisation exposure. In
specific cases, the Institution may select an agency that is
excluded from the ECAF list, if it considers that the agency in
question has sufficient market share and its methodology is
widely accepted by investors. When selecting specific agencies
for each tranche of a securitisation, factors such as the agency’s
methodology and their product and service offering are taken
into account.

In addition, Banco Sabadell Group monitors securitised
positions by tracking changes in the credit quality of the
underlying exposures and based on reports provided by the
securitisation fund managers.

8.9.10 Monitoring of the main risks associated with
securitisation

Credit risk

Banco de Sabadell Group generally applies the same criteria,
policies and systems in its standard credit risk monitoring
processes, irrespective of whether or not the exposures are
securitised. Changes in the credit risk of securitisation positions
correspond to changes in the risk of the underlying assets.

Banco Sabadell Group monitors on a monthly basis the overall
default rate of the securitised portfolios and other indicators of
the performance of each of the funds, for both securitisation
funds held on the balance sheet and those fully derecognised
from the balance sheet.

Banco Sabadell Group also monitors the credit ratings assigned
by credit rating agencies to each tranche of the rated
securitisation funds.

Market risk

Asset securitisation funds that are consolidated are recognised
as liabilities on Banco Sabadell Group’s consolidated balance
sheet and the retained exposures are determined by
subtracting the value of on-balance sheet liabilities. On the
other hand, bonds issued by asset securitisation funds that are
not consolidated and have been purchased by Banco Sabadell
Group are recognised under “Financial assets at fair value
through other comprehensive income” and “Non-trading
financial assets mandatorily at fair value through profit or loss”,
therefore there are no securitisation positions in the trading
book.
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Most of Banco Sabadell Group’s securitisation funds have
arranged interest rate swaps in order to mitigate interest rate
risk.

8.9.11 Banco Sabadell Group securitisation activity
during 2022

The Bank currently has 16 outstanding traditional asset
securitisation transactions held on the balance sheet (including
securitisations of Banco Guipuzcoano, Banco CAM, BMN and
TSB). Although a portion of the bonds issued are retained by the
Bank and some of which are used as liquid assets that are
eligible for ECB or Bank of England funding operations, the
remaining bonds are placed in the capital markets.

In particular, the traditional securitisation funds fully retained by
Banco Sabadell are the following: TDA SABADELL RMBS 4, FT,
CAIXA PENEDES FTGENCAT 1 TDA, FTA, and GAT-ICO-FTVPO 1,
F.T.H (CP).

With regard to Banco Sabadell Group’s activity as an issuer of
securitisations, the fund Sabadell Consumo 2, FT was
incorporated in July 2022, with 750 million euros worth of
securities placed on the market, comprising performing
consumer loans granted to individuals resident in Spain. The
securities were rated by DBRS and Fitch Ratings and it is the
second transaction of these characteristics, following the
launch of Sabadell Consumo 1, FT in September 2019. The fund
will be fully retained on the balance sheet of Banco de Sabadell
and the transaction was issued with an STS rating.

In August 2022, TSB incorporated the fund RMBS Duncan
Funding 2022-1 PLC, in the amount of 1,333 million pounds
sterling. The securities were retained in full and rated by Fitch
Ratings and Moody’s. The senior tranche (1.2 billion pounds)
rated ‘AAA’ is expected to be eligible for liquidity operations with
the Bank of England. Furthermore, the transaction was issued
with an STS rating under the UK’s securitisation regulation.

As at the end of 2022, the balance of traditional asset-backed
securities placed in the market, corresponding to these
traditional securitisations in which Banco Sabadell Group holds
positions, stood at 1,251 million euros.

In September 2022, the Bank carried out its third synthetic
securitisation, Boreas 1-2022, of a portfolio of project finance
loans of 1 billion euros, having received a collateralised
guarantee from institutional investors for 105 million euros,
covering the tranche of between 0% and 10.5% of losses on the
securitised portfolio. This transaction did not involve the
derecognition of the securitised assets from the balance sheet.
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The transaction has a preferential treatment for capital
consumption purposes, because of its consideration as a
significant transfer of risk and its STS securitisation
denomination, in accordance with Articles 251 and 252 of
Regulation (EU) 575/2013 as amended by Regulation
2017/2401, as well as Articles 26 bis to 26 sexies of Regulation
(EU) 2017/2402 as amended by Regulation (EU) 2021/557.

In 2022, the following traditional securitisation funds have been
called: the fund IM Sabadell PYME 11, FT was called early in
June, by decision of the Bank as sole bondholder. The multi-
seller fund TDA 23 was called early in September through a
clean-up call, while the fund Caixa Penedés 2 TDA, FTA, whose
securities had been fully retained by the Bank, was called in
October.

No sales of retained asset-backed securities giving rise to
income or expenses in Banco Sabadell Group’s income
statement have taken place in 2022.

Banco Sabadell has not, at any time, carried out an asset re-
securitisation, understood as a securitisation in which at least
one of the underlying exposures is itself a position in a
securitisation.

The balance of Banco Sabadell Group’s securitisation positions
as at 2022 year-end by type of securitised asset is shown below.

The information in these tables does not include the Sabadell
Consumo 1 F.T. fund, which was set up in September 2019 and
which is an STS, as this is a fully deconsolidated fund in which
Banco Sabadell Group does not hold a position. Nor does it
include information on the private fund FPT PYMES 1 LTD,
issued in June 2010, as it a fund that has been fully
derecognised from the balance sheet and in which Banco
Sabadell Group does not hold a position. This fund is not an STS
securitisation as it predates the securitisation regulation.

The following table shows the exposures relating to the
Institution’s securitisations in the banking book, broken down
by product type. The table sets out exposures corresponding to
traditional securitisations, which amounted to 201,515
thousand euros and, separately, exposures related to synthetic
securitisations, which represent a total of 2,433,156 thousand
euros. The table also breaks down the securitisations according
to the Group’s role in each one although, as mentioned
previously, Banco Sabadell only has securitisations in which it
acts as originator.
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Table 65. Securitisation exposures in the non-trading book (EU SEC1).

OSabadell

Institution acts as originator

Institution acts as sponsor

Institution acts as investor

Traditional™ Synthetic Traditional® Traditional®
STS No STS
of which; Subtotal Synthetic Subtotal
of which: of which: SRT STS No STS STS No STS
SRT SRT
Total exposures - - 201,515 — 2,433,156 2,433,156 2,634,672 - - - -
Retail (total) - - 201,515 - - - 201,515 — — — —
Residential Mortgage - - 201,515 - - - 201,515 - - - -
Credit cards - - - - - - - — - - -
Other Retail Exposures - - - - - - — — — — —
Re-securitisation - - - — — - - - - - -
Wholesale (total) - - - — 2,433,156 2,433,156 2,433,156 - - - -
Loans to Corporates - - - — 2,433,156 2,433,156 2,433,156 — — — —
Commercial Mortgage - - - - - — — - - - -
Lease and Receivables - - - - - - — — — — —
Other Wholesale - - - - - - - - - - -
Re-securitisation - - - - - - - - - - -
Data as at 31/12/2022, in thousand euro.
“Calculated as the outstanding balance of the traditional securitisation underlying applying retention p of ic interest for those with First Loss. The outstanding balance retained from traditional securitisations amounts to €6,520 million at December 31, 2022 at Group level.
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The following table provides details of the exposures relating to
securitisations in which the Institution acts as originator or
sponsor, broken down by product type and by segment. The
table also shows securitisation exposures in default, which
amount to a total of 314,061 thousand euros. The
securitisations belonging to the Retail segment are those with
the greatest exposure in default, amounting to 258,239
thousand euros. The table also includes the amount

©Sabadell

corresponding to the specific credit risk adjustment for
securitisations, which amounts to 216,137 thousand euros.

Table 66. Exposures securitised by the Institution - Exposures in default and specific credit risk adjustments (EU SECH).

Exposures securitised by the institution - Institution acts as originator or as sponsor

Total outstanding nominal amount

Total amount of specific credit
Of which  risk adjustments made during

Total exposures the period

in default
Total exposures 9,269,679 314,061 216,137
Retail (total) 6,420,376 258,239 178,373
Residential mortgage 5,761,050 254,019 162,526
Credit card - - —
Other retail exposures 659,327 4,220 15,847
Re-securitisation - — —
Wholesale (total) 2,849,303 55,822 37,764
Loans to corporates 2,849,303 55,822 37,764

Commercial mortgage
Lease and receivables
Other wholesale
Re-securitisation

Data as at 31/12/2022, in thousand euro.

8.9.12 Securitisation structure with risk transfer

The following table shows the exposure and risk-weighted
exposure of securitisations that meet the regulatory conditions
for significant risk transfer, broken down according to their risk
weighting and by the approach used to calculate the exposures.

Banco Sabadell Group currently has four securitisation funds
that meet these characteristics: Galera |, Galera Il, Boreas and
Sabadell Consumo 2, the first three of these being synthetic
securitisations. In addition, the risk-weighted exposure of all of
these securitisations is calculated using the IRBA.
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Table 67. Securitisation exposures in the non-trading book and associated regulatory capital requirements - institution acting as originator or as sponsor (EU SEC3).

Exposure values (by RW bands/deductions)

Exposure values (by regulatory approach)

RWEA (by regulatory approach)

Capital charge after cap

<20% RW

>20% to
50% RW

>50% to
100% RW

>100% to
<1250% RW

1250% RW/
deductions™®

SEC-IRBA
SEC-IRBA (including 1AA) SEC-SA

1250% RW/
deductions™

SEC-IRBA

SEC-IRBA
(including IAA)

SEC-SA

SEC-IRBA
1250% RW,
) ({) SEC-IRBA  (including  SEC-SA
deductions’ 1AA)

1250% RW/
deductions™

Total exposures 2,431,994

Traditional transactions

Securitisation
Retail

Of which STS
Wholesale

Of which STS
Re-securitisation

Synthetic transactions 2,431,994
Securitisation 2,431,994

Retail underlying

Wholesale 2,431,994

Re-securitisation

1,162

2,431,994 -

2,431,994 —
2,431,994 -

2,431,994 -

1,162

261,010

261,010
261,010

261,010

- 20,881 -

Data as at 31/12/2022, in thousand euro.

@ The amount reported in this column corresponds entirely to the exposure value excluded from own funds.
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The information contained in this chapter is in line with the reporting requirements in relation to market risk,

9 with detailed information on market risk exposure in compliance with Article 445 of the CRR and detailed

information on the use of the market risk internal models approach (IMA) in compliance with Article 455 of
the CRR. It is also in line with the requirements related to market risk, Articles 2 and 15 of Commission
Implementing Regulation (EU) 2021/637.

As is set forth below, information concerning the management and governance of market risk own funds
requirements, and an explanation of the process to measure the fair value of financial assets and the system
used to monitor financial asset valuations are disclosed bellow.

‘Market risk’ is defined as the risk of financial asset positions losing some or all of their market value due to changes in risk factors
affecting their quoted price or market performance, their volatility, or the correlations between them. Banco Sabadell Group incurs market
risk on the positions taken in its trading activity. Trading activity is defined as the activity carried out to serve customers and own positions
taken by the Institution in order to obtain a short-term benefit by leveraging market opportunities.

Figure 37. Trading book VaR over the past year.

Minimum Maximum Medium

By interest rate 0.61 2.21 1.08
By exchange rate operating position 0.90 2.42 1.30
Equities 0.00 1.24 0.13
Credit Spread 0.11 0.57 0.25
Aggregate VaR 2.10 481 2.75

Data as at 31/12/2022, in million euros.

9.1 Market risk management and governance

Management strategies and processes

The management strategy is established in accordance with the
RAF, in a way that enables the profitability targets set in the
budget to be met and in line with the risk appetite established in
the Group’s RAS.

Market risk is managed through business units or trading desks
that focus on a defined, specific activity. This activity corresponds
to a particular type of business and this determines a market risk
factor (interest rate, credit spread, exchange rate, equity) which
is a predominant factor in the management of the desk’s market
risk. Each trading desk has a management strategy and key
management objectives with a time period that is appropriate to
the trading activity, as well as an annual business plan and
certain defined limits in terms of market risk metrics. These limits
are established in accordance with the RAS limits.

Banco Sabadell Group carries out stress tests on a regular basis
(at least once a month), which are additional to regular market
risk measurements. The results of these tests are reported to the
trading desks and governing bodies.

Governance and organisation

The governance structure for market risk management and
control has as key pillars the direct involvement of Senior
Management and the Board of Directors within the corporate
model and a clear-cut definition of roles and responsibilities,

including the approval of the management framework and
ensuring its adequate implementation.

The Board of Directors is supported by the following
committees, whose duties are described in Chapter 15.
“Corporate Governance”, for the management and control of
market risk:

e Board Risk Committee
e Board Audit and Control Committee

As indicated in sub-section 5.2.3 “Organisation of the risk
function”, Banco Sabadell Group establishes its control
framework based on the model of Three Lines of Defence. As
regards the market risk function, the three lines of defence
are the following:

First line of defence: comprised of the Treasury and Markets
Division and the Financial Division, in charge of managing
market risk and primarily focused on:

e The management of positions aimed at servicing customers,
focusing on the management of interest rate risk, credit
spread and foreign exchange risk, as well as the
management of liquidity.

e The management of positions in interest rate and fixed
income derivatives in search of market opportunities.

Pillar Ill Disclosures 2022 165



9. Market Risk

e The management of forex positions from investments in
financial assets denominated in foreign currency.

Second line of defence: in addition to the Compliance
Division, whose duties are described in sub-section 5.2.3, the
second line of defence is comprised of the Internal Control
Division. It is independent from the first line of defence and is
responsible for:

e |dentifying market risks associated with trading activity
e Defining the risk measurement methodologies

e Defining, reviewing and monitoring the established limits
e Establishing the market risk reporting framework

Third line of defence: comprised of the Internal Audit Division,
which acts as an independent unit to oversee the monitoring,
management and control processes for market risk. Details of
its duties and responsibilities are described in sub-section
5.2.3 “Organisation of the risk function”.

Measurement systems

The Board of Directors is in charge of defining the appetite to
market risk within Banco Sabadell Group.

Market risk can be measured in a number of different ways, each
of which gives a slightly different outlook which is complementary
to the risk taken. Depending on the calculation complexity and
the information provided, some methods may be more
appropriate for an in-depth management while others may be
best suited for the provision of a general overview of the risk
taken.

For market risk measurement and management, the Banco
Sabadell Group uses VaR and Stressed VaR RAS metrics,
whose limits are transmitted to the various management
arrangements, firstly at the level of each subsidiary and,
subsequently, each subsidiary assigns a sub-limit of these
metrics to each trading desk, together with sensitivity and
stop-loss limits which are analysed and monitored on a daily
basis. This makes compliance of their management
objectives easier and reflects the market risk profile.

The VaR metric has a backtesting process, which is carried
out daily, to ensure that it meets the model’s assumptions.
This process consists of carrying out an assessment by
comparing the actual results against the risk measurements
forecast by the models. These types of tests also enable the
identification of any potential shortcomings in the quality of
the models.

To control market risk, different technological tools are used that
enable a calculation to be made of all of the identified risks and
results in relation to the trading desks, and which allow these
calculations to be received and used in market risk monitoring
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and in subsequent reporting exercises. Financial information
platforms are also used to consult prices and market quotations
of the various instruments, as are end-of-trading data platforms,
such as the repository of past market data that are subsequently
distributed to other tools.

The Institution has a robust reporting system in place to manage
market risk, enabling current and historical information to be
obtained in order to facilitate the performance of management
and control tasks.

Within this system, there are tools that enable the risk
identification and measurement by the first and second lines of
defence through:

e The capture, by the first line of defence, of details of all the
economic information of financial transactions.

e The accounting reconciliation of positions managed in this
tool, as well as full access for control and audit processes.

e The availability of market prices and data for the various
instruments.

Reporting

The Internal Control Division draws up a series of internal
reports which are sent to the trading desks, the Investments
and Liquidity Committee, the Board Risk Committee and the
Board of Directors.

The reports escalated to governing and management bodies
contain information on the activities carried out, profitability
and the level of risk taken.

The reporting frequency is daily for the trading desk and monthly
for other governing bodies.

Mitigation measures

For market risk, mitigation is included within its own active
management and continuous control and is reflected in the
structure of limits, which is set consistently from the higher
tier RAS metrics to the specific limits assigned to each trading
desk. Each desk is responsible for its own risk management
in accordance with the set limits. This risk is managed by
arranging transactions in financial markets (fixed income,
equity, foreign exchange and derivatives). The frequency of
risk measurement and monitoring for all trading desks is daily.

Risk Culture

The applicable information relating to the market risk culture is
covered in sub-section 5.2.1 “Corporate risk culture”.
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9.2 Own funds requirements for Market Risk

Banco Sabadell Group uses the standardised approach to
calculate own funds requirements for market risk.

Banco Sabadell Group calculates its own funds requirements for
the trading book for interest rate risk, share price and credit
spread (known as position risk) of derivative, fixed-income and
equity positions.

Additionally, Banco Sabadell Group is also subject to certain own
funds requirements in relation to foreign exchange risk, due to
its global foreign currency position. For this purpose, it should be
considered that on 13 May 2016, the ECB granted Banco
Sabadell Group a waiver from the calculation of own funds
requirements to cover foreign exchange risk, with retroactive
effect from December 2015, for structural positions in GBP and
USD, pursuant to Article 352(2) of the CRR. The aim of requesting
this waiver is to keep these positions open in order to protect the
capital ratio against adverse effects of exchange rate
fluctuations. Furthermore, the Group also received authorisation
to exclude from the calculation of own funds requirements those
positions already previously deducted from the calculation of
own funds. On 15 July 2020, the ECB authorised said exemption
for open positions in MXN.

The trading book can also be subject to certain additional capital
requirements for concentration risk in a single counterparty,

Table 68. Market risk under the standardised approach (EU MR1).
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provided that the position in the latter exceeds the limits
stipulated in Article 395 of the CRR.

Banco Sabadell Group is not subject to any additional
requirements due to concentration risk in the trading book, since
as at 31 December 2022 none of its counterparties exceeded
the aforementioned limits.

Settlement and commodity risks are non-existent for Banco
Sabadell Group, and therefore their associated capital
requirements are also zero, as the Group holds residual
exposures, both directly and in underlying assets.

Similarly, there are no capital requirements for interest rate risk
of securitisation positions, as there are no instruments of this
type in the trading book.

This chapter does not include minimum own funds requirements
to cover counterparty credit risk, as these are included in Chapter
8. Credit risk of this document under the headings on
standardised and IRB approaches, as applicable.

The following table shows the composition of the capital
requirements for market risk of Banco Sabadell Group as at 31
December 2022:

RWEAs
Outright products
Interest rate risk (general and specific) 859,898
Equity risk (general and specific) —
Foreign exchange risk 94,319
Commodities risk —
Options
Simplified approach —
Delta-plus approach 42,427
Scenario approach —
Securitisation (specific risk) —
Total 996,644

Data as at 31/12/2022, in thousand euro.
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Between 31 December 2021 and 31 December 2022, RWAs
recorded a change of +417 million euros. The key components
were:

e Change of +10 million euros in RWAs corresponding to
foreign exchange risk, mainly due to small currency
fluctuations in open positions.

e The rest of the change mainly corresponds to the evolution
of the portfolio subject to interest rate risk.

In addition to the calculation of capital requirements for market
risk, Article 105 of the CRR sets forth the requirements for a
prudent valuation of positions measured at fair value. This article

9.3 Fair value of financial instruments

The fair value of a financial asset or financial liability at a given
date is understood as the amount at which it could be sold or
transferred, respectively, as at that date, between two
independent and knowledgeable parties acting freely and
prudently and without coercion in market conditions. The most
objective and commonly used reference for the fair value of a
financial asset or financial liability is the price that would be paid
in an organised, transparent and deep market (“quoted price” or
“market price”).

When there is no market price for a particular financial asset or
financial liability, the fair value is estimated from the values
established for similar instruments in recent transactions or,
alternatively, by using mathematical valuation models that have
been suitably tested by the international financial community.
When using these models, the particular characteristics of the
financial asset or financial liability to be valued are taken into
account, particularly the different types of risk that may be
associated therewith. The above notwithstanding, the limitations
inherent in the valuation models that have been developed and
possible inaccuracies in the assumptions and parameters
required by these models may produce an estimated fair value
of a financial asset or financial liability that does not precisely
match the price at which the asset or liability could be delivered
or settled on the valuation date.

The fair value of financial derivatives quoted on an active market
is the daily quoted price.

In the case of instruments for which quoted prices cannot be
determined, prices are estimated using internal models
developed by Banco Sabadell Group, most of which take data
based on observable market parameters as significant inputs.
Otherwise, the models make use of other inputs which rely on
internal assumptions based on generally accepted practices
within the financial community.
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is developed in Commission Delegated Regulation (EU)
2016/101, which defines the portfolio subject to additional
valuation adjustment (AVA) and the different calculation
approaches, and which establishes its deduction from CET1
capital.

The amount deducted from own funds for AVA in Banco Sabadell
Group as at 31 December 2022 amounted to 12 million euros.
This amount has been calculated using the simplified approach,
as defined in Article 4 of Commission Delegated Regulation (EU)
2016/101, as Banco Sabadell Group complies with the
conditions necessary for the application of this approach.

All of these prices and values are calculated and disclosed by the
Market Risk, Counterparty and Valuation Division for their use by
the various stakeholders of the Institution.

Financial instruments are classified using the following fair value
hierarchy levels:

e Level 1:fair values are obtained from the (unadjusted) prices
quoted on active markets for that instrument.

e Level 2: fair values are obtained from the prices quoted on
active markets for similar instruments, the prices of recent
transactions, expected flows or other valuation techniques in
which all significant inputs are based on directly or indirectly
observable market data.

e Level 3: fair values are obtained from valuation techniques
in which some significant inputs are not based on observable
market data.

Banco Sabadell Group obtains the prices of Level 1 listed assets
from external suppliers. With regard to standardised Level 2
financial instruments, the Group’s systems are standardised and
automatically determine the value of the instruments. Non-
standardised Level 2 instruments are valued by internal
resources with the help of specialised systems.

G For further information on the main valuation methods, assumptions

s and inputs used to estimate the fair value of financial instruments,
please see Note 6 of the Banco Sabadell Group consolidated annual
financial statements, in the document Consolidated Annual Financial
Report for 2022, available on the Banco Sabadell Group website,
under Shareholders and Investors, in the Economic and Financial
Information section, sub-section Annual Reports.


https://www.grupbancsabadell.com/corp/en/shareholders-and-investors/economic-and-financial-information.html
https://www.grupbancsabadell.com/corp/en/shareholders-and-investors/economic-and-financial-information.html
https://www.grupbancsabadell.com/corp/es/accionistas-e-inversores/informacion-economico-financiera.html
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9.4 Control system for the valuation of financial instruments

Banco Sabadell Group establishes the need to carry out a daily
valuation of all its positions, preferably at market prices (mark-
to-market) or, failing that, using valuation models commonly
accepted in the market (mark-to-model).

To ensure control over these valuations, there are units in place
that implement specific control processes on the prices of
financial instruments and also on the valuations carried out
within Banco Sabadell Group, which ensure that these are
recognised in the financial statements in accordance with the
valuations used by the Group for their management.

With regard to market prices, Banco Sabadell Group implements
control processes, in some cases on a daily basis, through which

it monitors the prices reported by both external and internal
suppliers, as well as their evolution. These procedures include
warning systems which allow any errors that have occurred and
that affect the valuation of financial instruments to be detected
and corrected.

With regard to valuations carried out internally, Banco Sabadell
Group verifies their consistency using internal checks, comparing
these valuations against market price movements, as well as
external checks, such as counterparties and clearing houses,
particularly in relation to its bilateral derivative trades.
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The information contained in this chapter is in line with the reporting requirements in relation to operational
risk, with detailed information on operational risk exposures, in compliance with the requirements of Article
446 of the CRR and Articles 2 and 16 of Implementing Regulation (EU) 2021/637, respectively. This
chapter does not contain the information required pursuant to Article 454 of the CRR, in relation to the use
of Advanced Measurement Approaches (AMA) to calculate operational risk, as this is not applicable given
that the Institution is not authorised to use advanced measurement approaches.

Information is provided hereafter regarding the management and governance of operational risk and the
own funds requirements for operational risk, including the approach used for their calculation.

Banco Sabadell Group defines operational risk as the risk of incurring losses due to inadequacies or failures of processes, staff or

internal systems and due to external events.

Figure 38. Losses by type of risk over the past year.
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Figure 39. Losses by type of risk over the past 3 years.
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10.1 Operational risk management and governance

Banco Sabadell Group understands that operational risk is
inherent in its business activity; therefore, its existence, in
economic terms, can only be justified when there is a positive
relationship between the capital used by the value at risk and
the return obtained with such value.

Given the diverse nature of operational events, Banco
Sabadell Group includes the management and control of the
following material risks: IT risk, Outsourcing risk and Model
risk.

Management strategies and processes

Banco Sabadell Group’s current operational risk management
strategy, in line with the business model and objectives, is fixed
in accordance with the Risk Appetite Framework (RAF).

The general policy is to reduce its levels of exposure to this
risk, seeking an economic balance between such reduction
and the cost that this entails for mitigating activities or
instruments and adhering at all times to the limits set forth
in the RAS and its management framework.

Banco Sabadell Group’s current operational risk management
strategy is based on a decentralised model with a cross-
functional layer of control to ensure consistency, and it is built
on the following principles and pillars, according to the business
model and the defined strategic objectives:

e Risk classification, following the definitions and criteria
established in the Group’s Operational Risk Policy, in order
to ensure compliance with regulatory requirements
(Regulation UE 575/2013 on prudential requirements of
credit institutions and other related standards, guidelines
and circulars), as well as consistent identification and
management of operational risk.

e |dentification and assessment of operational risk, using the
following mechanisms to facilitate the identification and
assessment of the operational risk inherent in all products,
activities, processes and systems, which make it possible to
ensure adequate management of this risk at all times:

- Map of operational risks

- Self-assessment questionnaires
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- Scenario analysis
- Internal and external loss databases
- Risk indicators

e Establishment of management objectives, so as to reduce
the levels of exposure to it at the same time, as seeking the
economic benefit between this reduction and the cost that
this entails in mitigating activities or instruments.

e Definition of action plans and monitoring of improvements,
aimed at enhancing a process, the result of which is to make
it more robust by mitigating the associated operational risk.

e Assessment of Operational Risk in change management
processes (new products/services, important projects, new
outsourcing arrangements), identifying and assessing the
operational risks inherent to those changes that may
increase exposure to operational risk, and in particular, to
organisational changes, launch and implementation of new
products and services, changes in work systems or
marketing channels, as well as changes in business
processes and transformations.

e Availability of a business continuity plan, ensuring the
quality and completeness of the Institution’s disaster
recovery and business continuity plans in scenarios of
serious business disruptions that could plausibly affect the
Institution.

e Culture, training and staff awareness, promoting a culture
of operational risk management and awareness of it
throughout the organisation, establishing training initiatives
for staff and setting objectives to reduce operational losses.

e Capital adequacy for operational risk, ensuring the inclusion
and verification of capital adequacy for operational risk
purposes in the Internal Capital Adequacy Assessment
Process (ICAAP) approved by the governing body, in line with
the Institution’s established appetite for operational risk.

Banco Sabadell Group calculates its requirements using the
Advanced Measurement Approach (AMA) for Pillar 2, which it
reports to the Internal Control Unit, although it has not been
granted supervisory authorisation to use it in the calculation of
Pillar 1 requirements (calculated using the Standardised
Approach).

In addition, Banco Sabadell Group carries out stress tests on a
regular basis, which are additional to regular operational risk
measurements.

Governance and organisation

The governance structure for operational risk management and
control has as key pillars the direct involvement of Senior
Management and the Board of Directors within the corporate
model and a clear-cut definition of roles and responsibilities,
including the approval of the management framework and
ensuring its adequate implementation.

The Board of Directors is supported by the following
committees, whose duties are described in Chapter 16.
Corporate Governance, for the management and control of the
risk:

e Board Risk Committee
e Board Audit and Control Committee

As indicated in sub-section 5.2.3 “Organisation of the risk
function”, Banco Sabadell Group establishes its control
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framework based on the model of Three Lines of Defence. With
regard to the operational risk function, the scheme is as follows:

First line of defence: it is made up of the senior managers of the
various Business Units who are the key players of the first line
of defence of the Institution’s activity, due to their knowledge
and experience in these areas and to the proximity of the
controls to existing operational risks. This line of defence also
includes Operational Risk Coordinators who are responsible for
facilitating communication between the second line of defence
and their area of responsibility, as well as promoting the risk
culture:

e Carry out regular self-assessments of these risks and
controls.

e Register and report losses that must be accounted for
within their scope of responsibility.

e Start the workflow for possible allocation or revision of
provisions when a potentially material event is detected,
providing an analysis of potential impacts in different risk
scenarios, including that of maximum total theoretical risk.

e Design, maintain, manage and operate KRls.
e Participate in scenario analysis.
e Follow any mitigation plans that may have been determined.

e Provide management information on operational risk that is
necessary for monitoring and decision-making by the
Management Committee or equivalent body to which they
are attached.

e Provide the Internal Control Unit with the necessary minutes
and documentation to monitor the operation of the
management model.

e Implement the management model when new activities are
added to its scope of responsibility.

e Carry out operational risk training and awareness-raising
activities.

In addition, there are expert units in various areas which, due to
their skills and knowledge, facilitate the management and
control of some of the Institution’s most significant risks.

The effective management of operational risk is decentralised
and devolved to process managers throughout the organisation.
All of these processes are indicated in the corporate process
flowchart, which facilitates the integration of data throughout
the organisation. The map of operational risks and controls is
built on the basis of these processes, which are reviewed every
year. The main Banco Sabadell Group subsidiaries have a
central unit specialising in the management of operational risk,
whose main duties are to coordinate, supervise and promote
the identification, assessment and management of risks by the
process managers, based on the management model adopted
by Banco Sabadell Group.

Second line of defence: in addition to the Compliance Unit,
whose duties are described in sub-section 5.2.3 “Organisation
of the risk function”, the second line of defence is comprised of:

e The Internal Control Unit, whose main duties are to:

- Ensure compliance with the regulation in force for
operational risk and compliance with the approved
objectives.

- Develop and maintain the operational risk management
model across all the Institution.
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- Analyse the Institution’s operational risk profile.
Communicate and roll out the operational risk
management model.

- Provide adequate training and awareness-raising
activities for all staff.

- Coordinate and ensure the integrity of the identification
of operational risk events and monitor or follow up on
the mitigation actions associated with losses that are
material, either due to their individual amount or due to
the accumulation of certain causal factors.

- Ensure prudence and quantification of provisions, and
their suitability and sufficiency for operational risk
events.

- Plan, coordinate and supervise the annual self-
assessment of risks and controls across all the
Institution.

- Coordinate and promote the development and
management of key operational risk indicators (KRIs).

- Plan and promote the execution of scenario analysis
activities.

e Validation Unit: Responsible for measuring operational risk.
As it uses statistical models, it is subject to methodological
validation by a unit that is separate from the Internal Control
Unit and the Finance Unit.

Third line of defence: comprised of the Internal Audit Division,
which acts as an independent unit to oversee the monitoring,
management and control of operational risk. Details of its duties
and responsibilities are described in sub-section 5.2.3
“Organisation of the risk function.

Measurement system

The Board of Directors is in charge of defining the appetite to
credit risk within Banco Sabadell Group.

The self-assessment of risks and their controls is used to
identify and evaluate potential operational risks and their
controls/mitigating factors and to obtain an economic
quantification of each process and area of activity. In this
assessment, economic impacts are estimated in a central
scenario and in a stress scenario using a forward-looking
approach, and a qualitative estimate of the reputational impact
on both customers and the general public is included.

To measure and manage this risk, Banco Sabadell Group makes
use of RAS metrics calculated monthly and which are subject to
the established approval process, so that they reflect the
Institution’s risk appetite. The main aspects monitored are the
following:

e Losses due to operational risk, separating those due to
conduct risk from the rest.

e Indicators of customer complaints.

This set of indicators is complemented with other metrics and
indicators for the most material types of risk facing each entity,
in particular for conduct risk, IT risk, compliance risk, talent risk
and tax risk.

The acceptance level for this risk is analysed via this self-
assessment, as well as the implementation of new products and
services, changes in work systems or sales channels and
organisational changes. These changes include an analysis of
their impact on the levels of exposure to operational risks and
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specify the control and prevention mechanisms that need to be
taken into account during the implementation stage.

In addition, cross-sectional scenario analysis exercises are
carried out in order to identify potential events that have a very
low likelihood of occurrence, but which may entail a very high
loss. Internal and/or external subject-matter experts are used to
assess them using a forward-looking approach. Furthermore,
through these exercises, an assessment is made of the
Institution’s readiness for this type of situation, its response
capability and integration into management procedures for
those actions that are less recurrent.

A database is available containing historical records of actual
losses arising from operational risk for most territories dating
back to 2002. It is constantly being updated as information is
received on losses and recoveries, whether resulting from the
Bank’s own efforts or from insurance. Other management tools
are also used: internal assessments of risks and controls,
benchmarking of operational events external to Banco Sabadell
Group, etc.

Reporting

The Bank has established reporting flows that cover the needs
of the various participants in the management, control and
monitoring of operational risk, through regular reports and ad
hoc reports.

The operational risk control function periodically assesses and
reports the Group’s risk profile to the Board Risk Committee. It
also provides the latter with a consolidated report that includes
the most relevant information on the management and control
of this risk and on matters requiring a decision to be made by
the Board Risk Committee. This report includes forward-looking
metrics to monitor risk management and control. Accordingly,
this includes information on the current status of the risk, its
evolution in recent years, an overview of the main lines of
management and comments on the most relevant milestones.
For those risks that are more relevant, specific dashboards are
prepared that provide complementary information to the
previous one and specific to the type of risk in order to offer an
overview that is more comprehensive and focused on its
monitoring. In addition, monographs are prepared on the most
relevant issues that have occurred in the Institution or that,
being systemic problems in the sector, may have a big impact
on it.

The various first line of defence participants involved in
operational risk management have at their disposal a tool that
periodically updates information on management elements
such as risks and controls, their assessments, recorded events,
risk indicators established for monitoring purposes and the
improvement plans and actions associated with the processes
under their areas of responsibility. They also have daily
information on the evolution of these risks in relation to the
events that are recorded.

Upon completion of the regular review and re-evaluation of the
risk and control map, a report is prepared for each area involved
in that exercise, with complete information on the level of risk
exposure, estimates, comparison with the other management
elements and conclusions from the second line of defence and
likely recommendations.

In addition, the Group prepares the information required in
order to comply with applicable legal and supervisory
obligations and to follow best practices relating to market
transparency.
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Mitigation measures

The mitigation of operational risk is included in the risk’s active
management and ongoing control arrangements and reflected
in the structure of limits, which is established in a consistent
manner based on the RAS metrics. The active management of
the risk ensures that the exposure to operational risk is
consistent with the tolerance level defined in the RAS.

The operational risk management and control framework
defines a continuous improvement process for the Institution’s
processes which, when it has an effect or impact on operational
risk, is reflected in the review and re-evaluation of the risk and
control map which is updated annually. To this end, the Bank
has a flowchart to register these actions and the necessary
evidence to ensure their implementation and effectiveness.

In addition, there are points in time when a review is needed
outside the planning previously carried out and which ensures
that it is done at least annually.
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The management of operational risks entails an ongoing
improvement process in order to place the risk exposure at
acceptable levels in accordance with the approved Risk Appetite
Statement. Improvement and mitigation actions are recorded in
a specific application which is available to the entire
organisation, which allows the improvement process to be
traceable. Once implemented, their mitigating effect is included
in the subsequent internal risk and control assessment process,
thereby adapting the assessment to the new situation. All of the
information generated by the management model is accessible
to the entire management structure, so as to allow all persons
responsible for the processes and hierarchical structure to be
aware of any changes in their respective risk profiles at all times.

Risk Culture

The applicable information relating to the operational risk
culture is covered in sub-section 5.2.1 “Corporate risk culture”.
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10.2 Internal model for the measurement of Operational Risk

Banco Sabadell Group has a tool and an advanced
measurement methodology which enables it to carry out the
quantification and management of the exposure to operational
risks in a way that is more aligned with the Institution’s risk
profile. It is currently not authorised to use AMA in its Pillar 1
capital requirements calculation, although it is used for other
purposes, such as the calculation of economic capital needs,
financial planning, stress tests and operational risk control.

The methodology is based on a Loss Distribution Approach
(LDA) and combines the internal historical experience in
operational risk losses, external losses observed in the
sector in Europe and in institutions of a comparable size, as
well as the valuations of this risk and the internal control
environment carried out by experts in Banco Sabadell
Group’s processes and operational risk, resulting in an
estimate of expected (or most likely) loss and of the potential
maximum losses which could arise over one year with a high
(i.e. stressed) confidence interval of 99.9%.

The items which are included in the model and guarantee a
sound assessment of the risk are:

e Historical record of internal losses: Banco Sabadell has a
database which has been reconciled with the accounts and
which includes the loss events which imply a gross loss
above 0O euros. Said database is the result of the
Institution’s historical operational risk exposure and the risk
management carried out. TSB also has its own database

Figure 40. Operational risk quantification stages.
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reconciled with the accounts, with a loss threshold starting
at 5,000 pounds.

e Risk Control Self-Assessment (RCSA): the Institution has a
risk map and, on an annual basis, it carries out a forward-
looking qualitative assessment of the risk assumed at this
level, as it estimates potential losses for the next year. The
assessment takes into account controls and their efficiency.

e External losses: data related to significant loss events due
to operational risk of the international consortium ORX are
also used as an input in the calculation process. In this way,
information is included on losses arising in companies in the
sector comparable in size to the Institution and which have
possibly not been observed internally but which could
potentially materialise.

e Scenarios: a qualitative assessment is made of hypothetical
severe operational risk events, in which various causal
factors to which the Institution is exposed occur
simultaneously. These hypothetical events are assigned an
estimated probability of occurrence, which is also evaluated
in an expert manner. This makes it possible to quantify
losses in the event of the materialisation of improbable, but
not impossible, high-impact events.

The risk quantification process consists of the stages shown
below:

Exploratory
data analysis

Definition
hmogeneous
risk

segments

Adjustment

of loss

distribution/com

bination sources Adjustment of
frequency and

severity

Pillar Ill Disclosures 2022 175



10. Operational Risk

©Sabadell

10.3 Calculation of own funds requirements to cover Operational Risk

Banco Sabadell Group calculates its own funds requirements
using the standardised approach, in accordance with Chapter 3,
Title Ill of Part Three of the CRR.

Calculation approach

To calculate own funds requirements using the standardised
approach, the relevant income for each of the last three
financial years must be calculated, adding the following
components of the consolidated income statement under the
prudential scope of consolidation:

e Interest receivable and similar income.
e Interest payable and similar charges.

e Returns on capital instruments.

e Commissions/fees receivable.

e Commissions/fees payable.

e Net trading income.

e Exchange differences (net)

e Other operating income and expenses.

Banco Sabadell Group allocates relevant income associated
with regulatory lines of business using an internal income
statement broken down into business segments, which is more
detailed and which has been adapted to the provisions of the
relevant regulations. It is thus possible to allocate each of the
internal businesses to one of the business lines defined in the
regulation and apply the respective ratios in order to calculate
own funds requirements (Article 317 of the CRR). The average
ratio of the Institution for 2022 was 12.86%.

Article 316 of the CRR states that relevant income should not
include income from insurance, extraordinary or irregular
items, or results from the sale of non-trading book items.

In the calculation carried out by Banco Sabadell Group, as at 31
December 2022, the regulatory scope automatically excludes
income from insurance. Extraordinary gains from insurance
claim recoveries linked to TSB’s migration have been excluded
and so too have profits/losses from non-trading book items. The
following charts show the average weights of relevant income
over the last three years for each line of business. It is clear that
the business lines with the highest weight in the Group are
Retail Banking and Commercial Banking, in that order. The
comparatively low weight of other wholesale businesses in the
Group is also evident. In addition, it is worth noting the non-
existent contribution of the asset management business line as
a result of the sale of the asset management company in 2021.
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Figure 41. Percentage of average revenue by line of
business.
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Additionally, the breakdown of the percentage of income
recognised for the purpose of each subsidiary’s capital
requirements calculation and the contribution to consolidated
capital requirements to hedge against operational risk
represented by each of the most significant subsidiaries is also
shown, and illustrates the level of the Group’s geographical
diversification, where TSB is a retail business, whereas Mexico
is a business that mostly focuses on business banking.

Figure 42. Percentage of revenue by subsidiary.
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The following table shows the relevant income for the last three
years, and the own funds requirements for operational risk
corresponding to Banco Sabadell Group, broken down
according to the calculation method used. The total amount of
operational risk-weighted assets as at 31 December 2022
amounted to 8,160,674 thousand euros, representing a
change of +229,303 thousand euros compared to the amount
in the previous year, fundamentally due to an increase in the
relevant indicator as the year 2019 was replaced with the year
2022 in the calculation of that indicator.
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Table 69. Operational risk own funds requirements and risk-weighted exposure amounts (EU OR1).

Relevant indicator

Own funds Risk exposure
Year-3 Year-2 Last year requirements amount
Banking activities subject to basic indicator approach (BIA) — — — — _
Banking activities subject to standardised (TSA) / alternative standardised (ASA) 4828143 4,950,573 5,445,919 652.854 8.160.674
approaches
Subject to TSA: 4,828,143 4,950,573 5,445,919 4 -
Subject to ASA: — — _

Banking activities subject to advanced measurement approaches AMA

Data as at 31/12/2022, in thousand euro.

10.4 Other risks

Given the diverse nature of operational events, Banco Sabadell Group includes the management and control of the risks classified as
material during 2022: IT risk, Outsourcing risk and Model riské. Based on their idiosyncrasy and irrespective of any particularities that may
exist, these risks hinge on the same governance and organisation mechanisms and risk culture described in section 10.1. Operational

risk management and governance.

10.4.1 IT Risk

IT risk (or Information and communication technology (ICT) risk)
is defined as the current or future risk of losses due to the
inadequacy or deficiencies of hardware and software of
technical infrastructures, which may compromise the
availability, integrity, accessibility, confidentiality or traceability
of infrastructures and data, or the inability to change technology
platforms within reasonable timeframes and at reasonable
costs when the environment or business needs change. This
also includes security risks resulting from inadequate or failed
internal processes or external events, including cyberattacks or
inadequate physical security relating to data processing
centers.

In relation to IT risk, it should be noted that it has become a key
focus area in the risk management of Banco Sabadell Group for
different reasons:

e Increase in the significance, complexity and use of
technology in banking processes.

e Increase in external threats (cybercrime) and their potential
impacts on institutions and the financial system in general.

e Implementation of new business models based on data and
new technologies and which therefore bring new risks
(emerging risks) which could potentially change Banco
Sabadell Group’s risk profile.

Additionally, this risk is not only applicable to Banco Sabadell
Group’s own systems, but it is also applicable to suppliers, given
the widespread use of third parties for support in technological
and business processes, and this therefore represents a
significant risk when it comes to managing outsourcing,.

Management strategies and processes

The main aim is to proactively manage this risk in order to
anticipate, detect and respond, to the extent possible, to
potentially problematic risk situations in an appropriate and
timely way, in order to mitigate the impacts stemming from the
materialisation of IT risks, seeking to ensure that the level of
exposure to IT risk is within the risk appetite. The goal is also to
have a solid and transparent management and control
framework that covers IT systems and services, focusing
especially on those considered to be critical.

IT risk management is decentralised across subsidiaries,
following guidelines set by Banco Sabadell Group through the
Group IT Risk Management and Control Policy. IT risk in Banco
Sabadell has been structured on the basis of the taxonomy
defined by the EBA in its Guidelines on ICT Risk Assessment
under the Supervisory Review and Evaluation Process (SREP)
(EBA/GL/2017/05) and the new Guidelines on ICT and Security
Risk Management (EBA/GL/2019/04), thus taking into account
the risk associated with the governance of ICT (information and
communication technology), information security, the
availability and continuity of systems, changes in systems, IT
infrastructures or tools, data integrity in systems and the
management of ICT outsourcing. Given their significance, other
risk categories associated with the management of (digital)
transformation, as well as training and the provision of
resources and profiles to the IT unit, have also been added to
these risk categories.

Governance and organisation

The governance model follows the structure of operational risk,
including the Group IT/OPs Committee as the management
body in charge of coordinating and aligning decisions linked to

6 Model risk was not classed as material during the most recent risk assessment process. Nevertheless, given its centrality and importance within Banco Sabadell Group, a decision

was made to include information about its management.
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the management and governance of Information Technology
(IT), including the associated IT risks.

As indicated in sub-section 5.2.3. “Organisation of the risk
function”, Banco Sabadell Group establishes its control
framework based on the model of Three Lines of Defence. As
regards the IT risk function, the three lines of defence are the
following:

First line of defence: comprising the Operations and Technology
Unit, responsible for identifying, assessing, monitoring,
managing, mitigating and reporting IT risk and the associated
controls, for defining and implementing the strategies and
procedures related to instruments to manage and mitigate IT
risk and for ensuring compliance therewith throughout the
entire organisation, for establishing and implementing controls
over the different IT management processes, for proactively
collaborating in the preparation of policies and procedures
linked to the management and control of IT risk, for promoting
the implementation and leverage of training and awareness-
raising actions, for recording and reporting losses and quasi-
losses, for managing the incidents stemming from IT risk that
should be accounted for within its area of responsibility and for
generating the necessary reports to provide information about
the different Information Technology management activities
and the associated IT risks.

Second Line of Defence: comprising the Internal Control Unit on
one hand, responsible for promoting the existence of policies
and procedures for management and control, for supervising
activities to manage and control risks carried out by the First
Line of Defence, for monitoring the adequacy and effectiveness
of the controls through a series of mechanisms, including the
development of indicators and metrics, for formulating
independent opinions to provide support in decision-making
processes, for analysing and reporting on a regular basis to the
Administrative Bodies and Management Bodies on the IT risk
profile, for reporting to the Administrative Bodies on the
materialisation and general control environment of IT risks and
the measures taken to manage and mitigate them, for providing
guidance and support for identification, assessment,
monitoring, management and mitigation purposes and for
validating the Policies and Procedures prior to their approval, as
well as, on the other hand, the Compliance Unit, responsible for
implementing the regulatory obligations affecting Banco
Sabadell Group in this regard.

Third line of defence: comprised of the Internal Audit Division,
which acts as an independent unit to oversee the monitoring,
management and control of IT risk. Details of its duties and
responsibilities are described in sub-section 5.2.3
“Organisation of the risk function”.

Measurement systems

The approach used to measure IT risk, in line with the
measurement of other risks included in the RAS, is mainly
based on the assessment and continuous monitoring of key risk
indicators (KRIs), which consider events that have occurred and
also contribute a forward-looking vision (i.e. of the latent risk).
These indicators have been established for the various
available risk categories, thus enabling the Institution to:

e Identify and proactively manage the various IT risks,
anticipating their evolution to allow for their adequate
mitigation.

e Provide the various governing bodies with information on
the evolution of Banco Sabadell Group’s IT risk profile,
along with the causes of such evolution.
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These indicators correspond to parameters, indices or
measures, which are diverse in nature, and which contribute
information about the various risk exposure levels and the
control framework within Banco Sabadell Group, allowing
changes in risk levels to be detected. These are checked
regularly and thresholds and warnings have been defined which
anticipate potential risks in the control environment.

In terms of monitoring and tracking, there are also Second Tier
RAS metrics for the main IT risks such as security, digital fraud,
changes and transformation.

In addition to the measurement systems contemplated in the
operational risk management and control model, the following
specific tools are available for IT risk management and control:

Management tools

e Database of quantitative information on loss events in
which it is possible to log information on events that have
generated losses due to IT risk. They also indicate events
that have not generated losses and even those which have
generated gains, or where the loss is negligible (‘quasi-
losses’).

e Repository containing the IT risk map and qualitative
information prepared with the use of self-assessment
questionnaires.

e Repository of useful indicators for IT risk management,
which can search and consult risk indicators, as well as the
addition or modification of risk indicators.

e Repository of identified weaknesses (findings) and
corrective and preventive actions for the optimisation of IT
risk circuits, processes and mitigation, modification to
processes, creation of controls, IT systems, procedures,
changes to documentation, amongst others.

e Action protocols and established workflows for risk
mitigation: process to record and monitor Banco Sabadell
Group’s exposure to IT risk, within acceptable levels, and
the corresponding improvement and mitigating actions, in
such a way as to ensure that this improvement process is
traceable.

Control tools

e Mechanisms (among others, indicators and metrics) that
enable the control environment and the level of IT risk
exposures to be effectively monitored, contributing to the
identification of causes and the monitoring of the
performance of IT risk mitigating actions in accordance with
the established risk appetite.

e Reports to monitor IT risk which include, amongst others,
the evolution of IT risk profiles, loss events associated with
IT risk events, indicators and metrics for monitoring this risk
and the improvement actions adopted.

It is also worth noting that Banco Sabadell Group has
established minimum requirements to be considered in the
specific control frameworks for IT risk of the different Group
entities.

Mitigation measures

The Institution has mitigation measures for IT risk in place,
among them the definition and monitoring of RAS metrics.
Banco Sabadell Group has different tools and measures at its
disposal to this end.
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The mitigation measures are based, among other things, on the
establishment of a framework of policies and standards on
business resilience and the control environment, an adequate
identification of critical IT processes and the related systems
that back them, mechanisms that enable effective monitoring
and the detection and timely response to incidents involving IT
systems, the separation between functions and environments
during the different phases of the IT change processes carried
out, focusing particularly on the segregation of tasks and the
solutions to manage and control changes in systems and data,
the existence of testing environments that adequately reflect
the production environments, an adequate procedure for
monitoring and managing the life cycle of the assets, the
assessment and control of the impact that outsourcing has on
the management of the Institution's IT risks in relation to the
use of service providers and their services during the
acquisition process, mechanisms to ensure that the Institution
has resources and sufficient capabilities to implement the IT
internal governance procedures to execute and support the
planned material strategic changes, mechanisms that ensure
the adequate planning, execution and monitoring of
programmes for the transformation of IT services and systems
and the associated risks and the availability of sufficient
resources, with the necessary qualifications and sufficient
professional skills to develop and implement the IT strategy of
the Institution.

The IT risk management and control framework defines a
process of continuous improvement of the Institution’s
processes. To this end, Banco Sabadell Group has a tool to
register these remediation or mitigation actions associated with
the different findings or weaknesses that have been identified,
facilitating their monitoring and traceability from their
identification to their implementation. As with operational risk,
insurance policies are one of the levers with which to comply
with the risk appetite defined by the Institution, streamlining the
exposure to residual risks and the cost involved in taking out
such insurance.

The identification and management of these weaknesses is
carried out by the different lines of defence and covering
various areas or IT risk categories defined by the EBA guidelines
on ICT Risks (EBA/GL/2017/05) mentioned above.

With regard to cyber risk, Banco Sabadell Group has a team
specialised in the active monitoring of public networks in search
of potential cyber threats that may pose a risk to the various
Group entities, in order to anticipate their identification and
management.

Additionally, different exercises are carried out to analyse IT risk
scenarios, including cyber tests or crisis management
simulations with a technological origin, and which are jointly
defined and coordinated between the second line of defence
and the units in Banco Sabadell Group’s first line of defence. It
is also worth highlighting the various specific sessions carried
out in connection with Banco Sabadell Group’s exposure and
position to cyber risks, which have been carried out by the
various governing bodies in order to increase the culture and
awareness of this type of risk.

10.4.2 Outsourcing risk

Outsourcing risk is defined as the current or future risk of
incurring losses as a result of the use of resources and/or
means of a third party for the standardised, permanent and
stable performance over time of certain processes of the
outsourcing company, which in itself entails exposure to a
series of underlying risks, such as operational risk, including
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conduct risk, information and communications technology (ICT)
risk, legal risk and compliance risk, as well as reputational risk,
concentration risk, step-in risk and country risk.

In relation to this risk, it is worth noting the current
preponderance of outsourced technological services, including
outsourcing in cloud services, due mainly to:

e Frequent use of outsourced technological services in
banking processes.

e Growing and inexorable use of cloud services in their
different forms: SaaS (Software as a Service), PaaS
(Platform as a Service), CaaS (Container as a Service), laaS
(Infrastructure as a Serviced), mainly provided by large
multinational and at times systemic suppliers, with limited
options for negotiation and control.

Management strategies and processes

Banco Sabadell Group’s current outsourcing risk management
strategy, in line with the business model and objectives, is fixed
in accordance with the Risk Appetite Framework (RAF).

Banco Sabadell Group bases its framework of policies and
procedures on the EBA’s Guidelines on Outsourcing
Arrangements (EBA/GL/2019/02), undertaking the
requirements stemming from this document.

Banco Sabadell Group has established adequate mechanisms
to ensure the identification and assessment of the risks related
to outsourcing in such a way as to ensure that they are identified
and assessed in the different phases of the life cycle,
particularly in the pre-engagement, monitoring and exit phases.
These assessments combine both qualitative and quantitative
information, making it possible to obtain a holistic overview of
the level of risk taken and to establish appropriate
management and control mechanisms for each outsourcing
arrangement.

An annual report is prepared for the Board of Directors
containing the most relevant information and the risk profile of
the services classed as essential.

The main aim is to proactively manage this risk in order to
anticipate, detect and respond, to the extent possible, to
potentially problematic risk situations in an appropriate and
timely way, in orde