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Under Article 4(2) of the Act of 21 July 2006 on financial market supervision (Journal of Laws [Dziennik Ustaw]
2019, item 298, as amended), in its version in force as of 1 January 2019, the Polish Financial Supervision
Authority (PL: Urzad Komisji Nadzoru Finansowego—KNF) must submit an annual report on its activities and on
the activities of the KNF Board (PL: Komisja Nadzoru Finansowego) to the President of the Council of Ministers by
31 July of the following year. In order to comply with the above-mentioned statutory requirement, the KNF Board
accepted, within its areas of responsibility, Report on the activities of the KNF and the KNF Board in 2018 at the
14th meeting of the KNF Board, held on 9 April 2019. On 10 April 2019, the Report was accepted by the Chair of
the KNF Board, who manages the activities of the KNF.

The new procedure for adoption of the Report results from the legal status following the entry into force of the Act
of 9 November 2018 amending certain laws to strengthen financial market supervision and investor protection
(Journal of Laws item 2243) but this Report covers the period in which the KNF Board operated as a public
administration authority competent for financial market supervision and the KNF (formerly: KNF Office) operated
as its auxiliary ‘'machinery’. During the period covered by the Report, the operational costs of the KNF and the
KNF Board were financed directly from the State budget (Part 70) and the contributions to cover the costs of
supervision represented State revenue.

The status of the KNF Board and the KNF as well as the financing rules have changed as of 1 January 2019.
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1. KNF Board

LEGAL BASIS OF ACTIVITIES OF THE KNF BOARD

The Board of the Polish Financial Supervision Authority (hereinafter: ‘KNF Board’ or
‘supervisor’) operates under the Act of 21 July 2006 on financial market supervision (Journal
of Laws 2019, items 298 and 326), hereinafter referred to as ‘Act on financial market
supervision’. Under the Act on financial market supervision, the KNF Board exercises
supervision of the financial market, which as at 31 December 2018 included: banking
supervision, pension supervision, insurance supervision, capital market supervision,
supervision of payment institutions, payment service offices, electronic money institutions,
branches of foreign electronic money institutions, supervision of rating agencies,
supplementary supervision of credit institutions, insurance undertakings, reinsurance
undertakings and investment firms in a financial conglomerate, supervision of credit unions
and the National Association of Credit Unions (PL: Krajowa Spdtdzielcza Kasa
Oszczednosciowo-Kredyfowa) as well as mortgage credit intermediaries and their agents.
The purpose of supervision of the financial market is to ensure its proper functioning, stability,
security and transparency, confidence in the financial market, and protection of the interests
of market participants.

In 2018, the Act of 9 November 2018 amending certain laws to strengthen financial market
supervision and investor protection (Journal of Laws, item 2243) was passed and, in
consequence, the former KNF was abolished and the former KNF Office was replaced by the
new Polish Financial Supervision Authority as a state legal person responsible for providing
support and assistance to the KNF Board and the Chair of the KNF Board. The KNF Board
and the Chair of the KNF Board have become the bodies of the newly established KNF. The
changes have become effective as of 1 January 2019, which means that until 31 December
2018 the KNF operated in its previous structural form.

Some changes introduced in the Act of 9 November 2018 amending certain laws to
strengthen financial market supervision and investor protection became effective already in
2018. As a result of the provisions which entered into force as of 15 December 2018, the
composition of the KNF Board has been expanded to include four new members.

The new members of the KNF Board include: representative of the President of the Council
of Ministers, representative of the Bank Guarantee Fund (PL: Bankowy Fundusz
Gwarancyjny/~BFGQG), representative of the President of the Office of Competition and
Consumer Protection (PL: Urzad Ochrony Konkurencji i Konsumentow—UOKIK), and
Minister-Member of the Council of Ministers/Special Services Coordinator. Following the
amendments to laws, the KNF is now composed of the Chair, two Deputy Chairs, and nine
members. Under the amended laws, the members of the KNF Board who represent: the
BFG, the President of the UOKIiK and the Minister-Member of the Council of Ministers/Special
Services Coordinator, respectively, participate in the meetings of the KNF Board only in the
capacity of advisers without voting rights.
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COMPOSITION OF THE KNF BOARD

The KNF Board is a collegial body. Under the Act on financial market supervision, the KNF
Board is composed of the Chair, two Deputy Chairs, and nine members: the minister
competent for financial institutions or his/her representative, the minister competent for
economy or his/her representative, the minister competent for social security or his/her
representative, the President of the National Bank of Poland (NBP) or member of the
Management Board of the NBP delegated by him/her, a representative of the President of the
Republic of Poland, a representative of the President of the Council of Ministers, a
representative of the Bank Guarantee Fund, a representative of the President of the Office of
Competition and Consumer Protection, a representative of the Minister-Member of the
Council of Ministers/Special Services Coordinator or, if no such representative has been
designated, a representative of the President of the Council of Ministers.

In 2018, the KNF Board was composed of:

Chair of the KNF Board
Jacek Jastrzebski—since 23 November 2018

acting Chair of the KNF Board
Marcin Pachucki—between 14 and 23 November 2018

Marek Chrzanowski—until 14 November 2018

Deputy Chair of the KNF Board
Marcin Pachucki

Deputy Chair of the KNF Board
Andrzej Diakonow

Members of the KNF Board:

Representative of the minister competent for financial institutions
Marcin Obroniecki—since 1 September 2018

Pawet Gruza—between 3 July 2018 and 31 August 2018

Piotr Nowak—until 2 July 2018

Representative of the minister competent for social security
Jan Woijtyla

President of the National Bank of Poland (NBP) or Member of the Management Board of the
NBP delegated by the President
Andrzej Kazmierczak—Member of Management Board of the NBP

Representative of the President of the Republic of Poland
Cezary Kochalski—since 14 December 2018
Zdzistaw Sokal—until 14 December 2018

Representative of the minister competent for economy
Mariusz Hatadyj—since 24 August 2018

Armen Artwich—until 20 August 2018

Representative of the Bank Guarantee Fund
Zdzistaw Sokal—-since 15 December 2018

Representative of the President of the Office of Competition and Consumer Protection
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Marek Niechciat—since 13 December 2018

Representative of the Minister-Member of the Council of Ministers/Special Services
Coordinator
Maciej Wasik—since 13 December 2018

Composition of the KNF Board as at 31 December 2018

Chair of the KNF Board

Jacek Jastrzebski

Deputy Chair of the KNF Board
Marcin Pachucki

Andrzej Diakonow

Members of the KNF Board as at 31 December 2018

Representative of the minister competent for financial institutions—Marcin Obroniecki
Representative of the minister competent for social security—Jan Wojtyta

Member of the Management Board of the National Bank of Poland—Jan Woijtyta
Representative of the President of the Republic of Poland—Cezary Kochalski
Representative of the minister competent for economy—Mariusz Hatadyj

Members of the KNF Board acting in the capacity of advisers as at 31 December
2018

Representative of the Bank Guarantee Fund—Zdzistaw Sokal

Representative of the President of the Office of Competition and Consumer Protection—
Marek Niechciat

Representative of the Minister-Member of the Council of Ministers/Special Services
Coordinator-Maciej Wasik

MEETINGS AND RESOLUTIONS OF THE KNF BOARD

The KNF Board, within its remit, adopts resolutions, including the issuance of final and
interim administrative decisions. The KNF Board adopts resolutions by a simple majority of
votes by open vote, in the presence of at least four members, including the Chair or Deputy
Chair of the KNF Board. In the case of an equal number of votes, the Chair of the KNF Board
decides, and in the event of his absence, the vote of the Deputy Chair authorised to manage
the activities of the KNF Board. Following the amendments made to the legislation in
December 2018, the members of the KNF Board who represent: the BFG, the President of
the UOKIK and the Minister-Member of the Council of Ministers/Special Services
Coordinator, respectively, participate in the meetings of the KNF Board but they do not
participate in the voting and they are not considered for the purpose of calculation of the
quorum.

In 2018, 39 meetings of the KNF Board were held at which a total of 487 resolutions were
adopted, of which 404 were in the form of final and interim decisions.

Table 1. Number of resolutions adopted by the KNF Board in the years 2015-2018

Subject-matter of resolution Number of adopted resolutions
2015 2016 2017 2018
Matters concerning the banking sector 71 95 102 116
Matters concerning the credit unions sector 74 93 47 24
g/leact:srrs concerning the payment service 312 355 79 23
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Matters concerning the insurance sector 46 57 58 57

Matters concerning the pension sector 53 47 47 27
Matters concerning the capital and 155 212 284 237
commodity markets

Cross-sectoral matters and matters

concerning internal organisation of the KNF 7 5 3 3
Board’s work
Total 718 864 620 487

Source: KNF’s own calculations

Detailed information on the number of adopted resolutions by subject of the case is provided
in Table 1.1. in Appendix 1.

INTERIM DECISIONS ISSUED BY THE CHAIR OF THE KNF BOARD

In 2018, the Chair of the KNF Board issued 89 interim decisions to institute ex officio
proceedings or to extend the scope of proceedings under Article 13 of the Act of 29 July 2005
on capital market supervision (Journal of Laws 2018, item 1417, as amended, hereinafter:
‘Act on capital market supervision’).

INTERIM AND FINAL ADMINISTRATIVE DECISIONS ISSUED ON THE BASIS OF AN
AUTHORISATION GRANTED BY THE KNF BOARD

According to Article 12(1) of the Act on financial market supervision, the KNF Board may
authorise the Chair of the KNF Board, Deputy Chairs, and employees of the KNF to act within
the remit of the KNF Board, including to issue administrative interim and final decisions.

In 2018, 3 141 interim or final decisions were issued on the basis of an authorisation granted
by the KNF Board.

Table 2. Number of interim and final decisions issued on the basis of an authorisation
granted by the KNF Board in the years 2015-2018

Number of final and interim decisions
Subject-matter of final and interim decisions
) ' ienim deast 2015 2016 2017 2018
Matters concerning the banking sector 959 2 380 1200 1106
Matters concerning the credit unions sector 214 230 88 16
Matters concerning the payment service 260 110 291 69
sector
Matters concerning the insurance sector 412 390 349 233
Matters concerning the pension sector 236 342 294 567
Matters concerning the capital and 885 894 825 751
commodity markets
Matters concerning mortgage credit ) ) 49 273
intermediaries
Matters concerning consumer credit
. o - - 0 27
intermediaries
Matters concerning non-bank lending ) ) 0 7
institutions
Matters concerning other areas 9 9 3 92
Total 2975 4 355 3099 3141

Source: KNF’s own calculations
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Detailed information on the number of final and interim administrative decisions issued on the
basis of an authorisation granted by the KNF Board by subject of the case is presented in
Table 1.2. in Appendix 1.

OFFICIAL JOURNAL OF THE BOARD OF THE POLISH FINANCIAL
SUPERVISION AUTHORITY

Pursuant to Article 4(3) of the Act on financial market supervision in the wording effective
until 31 December 2018, the KNF Board was the body which issued the Official Journal of the
Board of the Polish Financial Supervision Authority. In the Official Journal, the KNF Board
publishes various acts for which the statutory requirement of publication follows from the
legislation. Those include resolutions of the KNF Board which the KNF Board decides to
announce, including in particular resolutions regarding the issuance of a recommendation—in
2018, it was a resolution amending the resolution on the publication of Recommendation T
on good practices in risk management for retail credit exposures, and a resolution on the
publication of Recommendation L on the role of statutory auditors in the supervision of banks
and credit unions. The KNF Board’s administrative final decisions to impose sanctions on
supervised entities are also published in the Official Journal of the KNF Board on the basis of
separate regulations: there were 4 such announcements in 2018. The Official Journal of the
KNF Board also contains publications of communications from of the KNF Board and/or Chair
of the KNF Board as well as announcements made by examination boards conducting
professional examinations for securities brokers and investment advisers—they usually
represent the majority of items in the Official Journal of the KNF Board, and that was the case
in 2018.

In 2018, a total of 31 items were published in the Official Journal of the KNF Board. The list of
items of the Official Journal of the KNF Board in 2018 is included in Appendix 3.

2. FINANCIAL MARKET IN POLAND: OVERVIEW

According to preliminary estimates, Poland’s GDP growth throughout 2018 amounted to
5.1%. Thus, the positive trend from previous years was maintained (an increase of 4.8% in
2017" and 3% in 20162), and the growth rate was still high compared with other European
countries. Between 2008 and 2017, the average annual growth rate of our economy was
3.35% and it was the second result among the EU countries in that period. The average
annual growth over the same period was 0.83% for the entire EU-28 and 0.62% for the euro
area. The key factor for growth was the increasing consumer demand, driven by the growing
employment and salaries, and a very high consumer sentiment index. Growth was also
driven by public investments, co-financed with EU funds. In the second quarter of 2018, GDP
was also helped by the positive balance of net exports.

The cumulative balance of the current account from the previous twelve months amounted to
PLN -6 billion in December 2018 (compared with PLN -5.7 billion in December 2017). The
labour market continued its positive trend from 2013, with the officially recorded
unemployment rate declining to 5.8% at the end of 2018 (from 6.6% at the end of 2017).
Similarly, the seasonally-adjusted unemployment rate measured according to the BAEL
(Polish Labour Force Survey) fell from 4.3% at the end of 2017 to 3.5% at the end of 2018.

1 http://stat.gov.pl/obszary-tematyczne/rachunki-narodowe/roczne-rachunki-narodowe/informacja-glownego-
urzedu-statystycznego-w-sprawie-skorygowanego-szacunku-produktu-krajowego-brutto-za-2017-rok,9,4.html

2 http://stat.gov.pl/obszary-tematyczne/rachunki-narodowe/roczne-rachunki-narodowe/rachunki-narodowe-
wedlug-sektorow-i-podsektorow-instytucjonalnych-w-latach-2013-2016,4,13.html
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The average annual inflation measured by consumer price index (CPI) in 2018 was 1.65%.
No year-on-year deflation was recorded in any of the months of this year. The Monetary
Policy Council (MPC) maintained the NBP interest rates at the level of March 2015 (reference
rate of 1.5%). According to the MPC, such level of interest rates is conducive to maintaining
the Polish economy on a sustainable growth path and allows to maintain macroeconomic
balance. In 2018, the currency market saw a depreciation of the exchange rate of the Polish
Zloty (PLN) against the main currencies. The depreciation of the Polish currency was
particularly severe in April/May. At the end of the year, the average PLN/EUR exchange rate
was 4.3 against 4.17 at the beginning of the year, the average PLN/CHF exchange rate was
3.82 (against 3.56) and the average PLN/USD exchange rate was 3.76 (against 3.45). At the
end of 2018, the interest rate on 10-year Treasury bonds amounted to 2.81% and was lower
than the year before (3.29%). In 2018, the budget deficit was under-implemented (25.1% of
the annual plan) and the deficit reached PLN 10.4 billion. The budget revenues were
implemented in 107% and amounted to PLN 380.1 billion. The expenses were implemented
in 98.3% and amounted to PLN 390.5 billion. Whereas, according to the data as at the end of
the third quarter of 2018, the general government gross debt (part of the government finance
Maastricht criterion) was PLN 1 024 trillion, i.e. 49.4% of GDP.

The balance sheet total of the banking sector at the end of December 2018 amounted to PLN
1 896.2 billion and was higher than in the previous year by 6.7% (PLN 1 776.8 billion). In the
period concerned, banks generated a profit of PLN 14.7 billion, which was approx. 7.5%
lower than in the previous year (PLN 13.7 billion).

At the end of the fourth quarter of 2018, the assets of credit unions amounted to over PLN 9.6
billion. According to the reporting data, in 2018 the credit unions sector recorded a net loss of
PLN 2.7 million. It should be noted that the credit unions sector—excluding the credit union
SKOK Jaworzno, in relation to which proceedings were conducted in respect of the
acquisition of the credit union by a domestic bank—would generate a net profit of PLN 30.75
million. As at the end of 2018, the amount of own funds of the unions (calculated in
accordance with the Act on credit unions) was PLN 387.18 million. Presented data is
preliminary as it has not been audited by a certified auditor, and it may change.

The balance sheet total of the insurance sector decreased by 4.6% during the year and
amounted to PLN 192.1 billion at the end of December 2018, of which PLN 95 billion was
allocated to life insurance undertakings, and PLN 97.1 billion to non-life insurance
undertakings—other personal insurance and property insurance. In the period concerned,
insurers generated a profit/loss of PLN 6.6 billion (of which PLN 2.5 billion was attributable to
the life insurance sector, and PLN 4.2 billion to the non-life insurance sector) and it was
14.5% higher than in the previous year.

The total value of net assets of open pension funds (PL: otwarty fundusz emerytalny—OFE),
voluntary pension funds (PL: dobrowoiny fundusz emerytalny~DFE) and occupational
pension funds (PL: pracowniczy fundusz emerytain/~PFE) as at 31 December 2018
amounted to PLN 159.5 billion and 12.2% higher than at the end of the previous year (PLN
181.7 billion).

In 2018, the Warsaw Stock Exchange recorded a decrease in indices. During the year, WIG
lost 9.5% and WIG20 7.5%. The value of trading in shares amounted to PLN 212 billion and
was approx. 20% lower than in the previous year, whereas the value of trading in bonds fell
as compared with 2017 and reached PLN 1.3 billion. At the end of the year, the capitalisation
of domestic companies amounted to PLN 615 billion (a 8% decrease compared with the
previous year), and of foreign companies to PLN 550 billion (a 22% increase). In the period
concerned, 7 initial offerings and 20 delistings were recorded; in consequence, the number of
listed companies did not increase during the year for the third consecutive year.
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The value of assets managed by investment fund management companies at the end of 2018
amounted to PLN 316.5 billion and was about 0.5% lower than at the end of the previous
year. The value of customer assets recorded on the accounts in brokerage houses as at the
end of 2018 amounted to PLN 79.3 billion and was 13.7% lower than the year before (PLN
91.9 billion).

Diagram 1. Asset structure of the Polish financial sector as at the end of 2018 (in PLN
billion)*

B domestic commercial banks with
foreign branches (balance sheet
total)

m cooperative banks - operating
(balance sheet total)

= pension funds (DPE + PPE + DFE)
(net assets)

life insurance undertakings (assets)

= non-life insurance
undertakings(assets)

®  brokerage houses (value of clients’
assets)

investment fund management
companies (assets in management)

credit unions (balance sheet total)

m branches of credit institutions
(balance sheet total)

Source: KNF’s own calculations
*Presented data for 2018 has not been audited.

Table 3. The number of entities supervised by the KNF Board as at 31 December 2018

. Number of

Type of entity entities
Commercial banks (including 1 state bank and 2 affiliating banks) 32
Cooperative banks 549
Representative offices of foreign banks and credit unions 12
Institutional Protection System (IPS) 2
Credit unions, National Association of Credit Unions 31
Domestic payment institutions 40
Payment service offices 1382
Small payment institutions 10
Mortgage credit intermediaries 852
Agents of mortgage credit intermediaries 5 861
Brokerage houses 40
Banks providing investment services 9
Tied agents of investment firms 285
Custodian banks 12
Entities of the capital market infrastructure (GPW S.A. w Warszawie, KDPW S.A., 4
KDPW_CCP, BondSpot S.A.)*
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Issuers whose securities are admitted to trading on regulated markets 490

Investment funds 878
Investment fund management companies 61
Managers of alternative investment companies/partnerships 80

Other entities operating investment funds or alternative investment funds, including
entities entrusted with the performance of duties of an investment fund
management company or a manager of an alternative investment 204
company/partnership as defined in the Act on investment funds and management
of alternative investment funds (Act on investment funds)**

Entities of the commodity market infrastructure (Towarowa Gietda Energii S.A.,

Izba Rozliczeniowa Gietd Towarowych S.A.) 2
Commodity brokerage houses 1
Energy undertakings maintaining accounts or registers of exchange commaodities 56
Open pension funds 10
General pension societies 10
Occupational pension funds 3
Occupational pension societies 3
Depositaries of pension funds 6
Transfer agents of pension funds 6
Voluntary pension funds 7
Life insurance undertakings 26
Non-life insurance and reinsurance undertakings (personal and property insurance) 34
Insurance brokers 1374
Reinsurance brokers 49

Source: KNF’s own calculations

*Entities listed in Article 5 of the Act on capital market supervision, namely: companies operating a regulated
market, Krajowy Depozyt Papierow Wartosciowych S.A., companies operating a clearing house, companies
operating a settlement house, a company to which Krajowy Depozyt Papieréw Wartosciowych S.A. has delegated
the performance of activities within the scope of tasks referred to in Article 48 (1) points 1-6 and/or Article 48(2) of
the Act on trading in financial instruments, the Central Securities Depository as defined in Article 2(1) point 1 of
Regulation 909/2014.

**The number includes the number of distributors of units, transfer agents, fund depositaries, external valuers,
entities authorised to manage securitised liabilities of a securitisation fund.

Table 4. The number of entities which are not supervised by the KNF Board but have been
entered in the relevant registers kept by the KNF Board as at 31 December 2018

Type of entity St?gésis?;:he
Insurance agents 31427
Persons who perform agency activities 237 692
Consumer credit intermediaries 27917
Non-bank lending institutions 421

Source: KNF’s own calculations

Table 5. The number of entities which notified operation as a branch in Poland as at 31
December 2018

Type of entity Number of entities
Credit institutions' 31
Payment institutions ' 8
Electronic money institutions ' 4
Insurance undertakings " 29
Reinsurance undertakings " 1
Investment firms ' 15
Management companies ' * 1

Source: KNF’s own calculations

'In principle, supervision of the branches is exercised by the home supervisory authority and, to a limited extent
specified in sectoral laws, by the host supervisory authority.
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"' Supervision of the branches of insurance and reinsurance undertakings established in a Member State other
than the Republic of Poland is exercised by the home supervisory authority.

*Entity authorised by a competent authority in a Member State to conduct activities relating to the management of
funds operating in accordance with the Community law governing the rules of collective investment in securities.

2.1. BANKING SECTOR

At end of 2018, the KNF Board supervised 32 commercial banks (including 1 state bank and
2 affiliating banks), 2 institutional protection systems, 549 cooperative banks, and 31
branches of credit institutions.

In 2018, the KNF Board approved the merger processes for six cooperative banks.

Diagram 2. Basic data of the banking sector in Poland in the years 2015-2018
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Source: KNF’s own calculations

Presented data for 2018 comes from the monthly bank reporting for December 2018 and it has not been audited.
Data for previous years may differ from data published in previous reports due to corrections made by the banks
as well as the subsequent audit process.

The balance sheet total of the Polish banking sector at the end of December 2018 amounted
to PLN 1 896.2 billion (an increase of 6.7% as compared with the end of December 2017).
Domestic commercial banks (with foreign branches) account for 89.2% of the sector’s assets,
3.5% for branches of credit institutions and 7.3% for cooperative banks.

In the structure of assets, 66.9% (PLN 1 268.1 billion) were loans and other receivables,
16.2% (PLN 307.6 billion) were available-for-sale financial assets, 1.4% (PLN 27.4 billion)
were held-for-trading financial assets and 7.0% (PLN 131.9 billion) were cash and operations
with central banks.

As for liabilities, deposits accounted for 72.4% of total liabilities (PLN 1 373.3 billion), and
equity for 10.9% (PLN 206.2 billion). In 2018, gross receivables from the non-financial sector
increased by 5.7%, reaching PLN 1 104.0 billion at the end of December.

An important component of the banking sector’'s assets is housing loans, including loans
denominated in Swiss franc (CHF) or indexed to this currency. In 2018, for another year,
there was a clear decrease in the volume of loans in CHF; their sum decreased from CHF
30.3 billion at the end of December 2017 to CHF 27.7 billion at the end of December 2018,
i.e. a decrease of 8.7% and 31.8% over the next five years (from CHF 40.6 billion at the end
of December 2013). At the same time, the quality of housing loans, including those
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denominated in CHF, remains good: in 2018 it was at a level similar to 2017, and the share of
non-performing loans in the portfolio of housing loans was the lowest of all loan portfolios.

Diagram 3. Net financial result of the banking sector in the years 2015-2018 (in PLN million)
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Source: KNF’s own calculations

Presented data for 2018 comes from the monthly bank reporting for December 2018 and it has not been audited.
Data for previous years may differ from data published in previous reports due to corrections made by the banks
as well as the subsequent audit process.

In 2018, the net financial result of the banking sector amounted to PLN 14.7 billion and was
7.5% lower as compared with 2017. In 2018, 20 banks and 4 branches of credit institutions
paid a total of PLN 3.8 billion on account of the banking tax. It is by PLN 0.2 billion (4.5%)
more than in 2017. The net interest income amounted to PLN 44.9 billion (+5.2% YQY), of
which the interest income amounted to PLN 60.5 billion (+4.0% YQY), and interest expenses
to PLN 15.7 billion (+0.7%). The commission income remained at PLN 12.3 billion (-10.5%
YOY). The result on operating activities increased by 1.8% to PLN 18.8 billion in the period
under assessment. Bank’s operating expenses were 1.7% higher than in the previous year
and amounted to PLN 33.6 billion, and impairment write-downs of financial assets increased
by 0.7% YOY to PLN 8.4 billion.
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Diagram 4. Concentration of assets in the years 2015-2018
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Source: KNF’s own calculations

CR5, CR10, CR15 —indicators specifying shares of 5, 10 and 15 largest banks in total banking sector assets.

HHI - the Herfindahl-Hirschman index (the sum of squares of banks’ shares in the banking sector assets), being a
measure of market concentration used to assess the level of competition in a given market. The indicator takes
into account not only the number of entities but also their relative size. The HHI at the level of 0.0691 describes a
competitive market.

Presented data for 2018 comes from the monthly bank reporting for December 2018 and it has not been audited.
Data for previous years may differ from data published in previous reports due to corrections made by the banks
as well as the subsequent audit process.

2.2. SECTOR OF CREDIT UNIONS

At the end of 2018, the KNF Board supervised 30 credit unions and the National Association
of Credit Unions. In 2018, the KNF Board approved the merger of three credit unions with
other credit unions, and in the case of two unions decided on their take-over by domestic
banks.

At the end of the fourth quarter of 2018, the assets of credit unions amounted to over PLN 9.6
billion. According to the reporting data, in 2018 the credit unions sector recorded a net loss of
PLN 2.7 million. It should be noted that the credit unions sector—excluding the credit union
SKOK Jaworzno, in relation to which proceedings were conducted in respect of the
acquisition of the credit union by a domestic bank—would generate a net profit of PLN 30.75
million. As at the end of 2018, the amount of own funds of the unions (calculated in
accordance with the Act on credit unions) was PLN 387.18 million. Presented data is
preliminary as it has not been audited by a certified auditor, and it may change.
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2.3. SECTOR OF PAYMENT SERVICES

As at 31 December 2018, 40 domestic payment institutions held authorisations. As at 31
December 2018, 1 382 payment service offices were included in the register of payment
service offices. As at 31 December 2018, 10 small payment institutions were included in the
register of small payment institutions. Due to the conditions and deadlines set out in the
provisions of the Act on payment services for the submission of reporting data by payment
service providers, at the end of the period covered by this report, the KNF Board has at its
disposal the reporting data of domestic payment institutions (PL.: krajowa instytucja pfatnicza
— KI/P) and payment service offices (PL. biuro ustug pfatniczych — BUP) for the period
covering quarters 1, 2 and 3 of 2018.

The KNF Board’s data shows that as new entities are obtaining authorisations to operate as
domestic payment institutions, the disproportion between the total scale of activity of KIP and
BUP, measured by the total number and total value of transactions made by these entities, is
growing dynamically in subsequent quarters.

Diagram 5. Comparison of the total number and value of payment transactions carried out by
BUP and KIP between the third quarter of 2017 and the third quarter of 2018
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Source: KNF’s own calculations
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2.4. INSURANCE MARKET?

INSURANCE MARKET ENTITIES

As at the end of 2018, 60 domestic insurance undertakings were authorised to conduct the
business of insurance in Poland: 26 life insurance undertakings and 34 non-life insurance
undertakings, including 1 reinsurance undertaking. In 2018, all authorised insurance
undertakings pursued the business of insurance and reinsurance.

On 13 July 2018, the merger of two domestic insurance undertakings was recorded in the
National Court Register: Polisa Zycie TU SA VIG (the company being acquired)
and Compensa TUnZ SA VIG (the acquiring company) under the name Compensa TUnZ SA
VIG.

BALANCE SHEET OF INSURANCE UNDERTAKINGS

The value of assets of insurance undertakings in 2018 amounted to PLN 192.08 billion and
decreased as compared with the previous year by 2.34%, i.e. by PLN 4.61 billion.

The assets of life insurance undertakings, equal to PLN 94.95 billion, decreased by 9.29%
(i.e. by PLN 9.72 billion) in comparison with the previous period.

At non-life insurance undertakings, the value of assets amounted to PLN 97.13 billion, which
represented an increase of 5.56%, i.e. PLN 5.12 billion, compared with the corresponding
period of the previous year.

Diagram 6. The balance sheet total in the years 2015-2018 (in PLN billion)
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3 The data for 2018 comes from the financial statements of insurance and reinsurance undertakings for the fourth
quarter of 2018 and it should be treated as preliminary. The data for previous years may differ from the data
published in previous reports due to corrections made by undertakings.

Report on the activities of the KNF and the KNF Board in 2018 17



The main item of insurance undertakings is represented by deposits (investments), which
represent 60.77% of the balance sheet total, and net assets of life insurance (where the
investment risk is borne by the policyholder), whose share in the balance sheet total amounts
to 26.43%. The structure of liabilities was dominated by net technical provisions, which
accounted for 76.14% of liabilities, and capital and reserves of 19.53%.

REVENUE OF INSURANCE UNDERTAKINGS

In 2018, the gross written premium, being the main source of income of insurance
undertakings, amounted to PLN 62.17 billion, which means that the insurance market
recorded a decrease of 0.27% compared with 2017. The change was due to a decrease in
the gross written premium for life insurance undertakings of PLN 2.86 billion, i.e. 11.63% (the
premium reached PLN 21.70 billion) and an increase in non-life insurance undertakings of
PLN 2.69 billion, i.e. 7.11% (the premium of PLN 40.46 billion).

The direct insurance portfolio of life sector was dominated by class 3 insurance products
(unit-linked life insurance products, and index-linked life insurance products) with a premium
of PLN 7.93 billion, and accounted for 36.53% of the total gross written premium from life
direct insurance undertakings. The class recorded a decrease of PLN 3.36 billion in the
gross written premium. Class 1 insurance (life insurance) with a premium of PLN 7.61 billion
(annual increase of PLN 0.11 billion) accounted for 35.06% of direct life insurance.

Diagram 7. Structure of the life insurance portfolio in the years 2015-2018
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For non-life insurance undertakings, the largest increase in the gross written premium was
reported in class 3 (accident and theft insurance), of PLN 0.65 billion to PLN 8.30 billion
(8.49% YOQY) and in class 9 (insurance against other material damage, not included in
classes 3-7, but caused by natural forces other those in class 8), of PLN 0.45 billion to PLN
3.49 billion (14.63% YOY). There has been an increase in motor insurance, i.e. in class 10
(motor third party liability insurance), of PLN 0.37 billion to PLN 15.18 billion (2.51% YOY), in
class 2 (sickness insurance) of PLN 0.23 billion to PLN 0.92 billion (33.95% YQY), in class 13
(general third party liability not included in classes 10-12) of PLN 0.22 billion to PLN 2.17
billion (11.31% YOY), in class 18 (insurance concerning the provision of assistance for
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persons who faced difficulties while travelling or while away from their habitual residence) of
PLN 0.16 billion to PLN 1.15 billion (16.32% YOQOY) and in class 8 (insurance against damage
caused by natural forces, including damage to or loss of property not included in classes 3-7),
of PLN 0.12 billion to PLN 3.30 billion (3.85% YQY). 9 of the other 11 classes of non-life
insurance also reported an increase in the premium (classes: 1, 4, 5, 6, 7, 11, 14, 15, 17),
among which in class 4, i.e. accident and theft insurance of railway rolling stock, including
damage to railway rolling stock, the premium was 60.26% higher compared with the previous
year (an increase of PLN 0.02 billion) and amounted to PLN 0.06 billion.

Among 18 classes of non-life insurance, a decrease in the premium occurred in 2 classes (12
and 16) in the total amount of PLN 0.02 billion, of which in class 16 (insurance against
various financial risks) a major decrease was reported, i.e. a decrease in the premium by
PLN 0.01 billion (by 1.95%) to PLN 0.75 billion.

The structure of non-life insurance is still dominated by motor vehicle insurance (MTPL, and
accident and theft insurance), which accounts for 61.55% of the direct insurance portfolio.

Diagram 8. Structure of the non-life insurance portfolio in the years 2015-2018
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RESULTS OF INSURANCE UNDERTAKINGS

Overall, the insurance market recorded a technical profit of PLN 6.03 billion (18.04% higher
than in 2017) and a financial profit of PLN 6.60 billion (14.54% higher than in the previous
year).

The life insurance sector generated a technical profit of PLN 3.08 billion (1.26% higher than
in the corresponding period of the previous year) and a financial profit of PLN 2.45 billion
(7.51% higher than in the corresponding period of the previous year). In terms of results of
individual insurance classes, the improvement of the technical profit was mainly due to the
improvement of the technical result in class 3 (unit-linked life insurance products and index-
linked insurance products)-by PLN 0.10 billion (23.50%) and in class 5 (accident and
sickness insurance, as long as it supplements insurance listed in classes 1-4)—by PLN 0.10
billion (5.55%).

Other personal and property insurance products (the non-life insurance sector) generated a
technical profit of PLN 2.95 billion (42.71% higher than in the corresponding period of the
previous year) and a net financial profit of PLN 4.15 billion (19.13% higher than in the
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corresponding period of the previous year). In terms of results in individual classes of
insurance, the increase of the technical profit over the year was mainly due to the
improvement of the result in class 3 (accident and theft insurance)—the largest increase in
Division Il by PLN 0.36 billion and in class 8 (insurance against damage caused by natural
forces, including damage to or loss of property not included in classes 3-7)—an increase of
PLN 0.24 billion compared with the previous year. The technical result also improved
significantly in class 9 (insurance against other material damage, not included in classes 3-7,
but caused by natural forces other than those in class 8)—by PLN 0.19 billion over the course

2.5.

of the year.

Table 6. Basic figures characterising the activities of life insurance undertakings in the years

2015-2018 (financial data in PLN billion)

Detailed list | 2015 | 2016 | 2017 | 2018
Selected balance sheet items

Deposits (item B) 41.78 40.84 40.67 39.77
Net assets of life insurance

where the investment risk is borne by the

policyholder 55.44 56.99 59.13 50.76
Equity capital 12.43 12.22 11.93 11.54
Gross technical provisions 86.52 87.36 88.84 80.26
Balance sheet total 102.83 103.17 104.68 94.95

Selected items of profit and loss accounts

Gross written premiums 27.53 23.85 24.56 21.70
Gross claims incurred 19.36 18.28 20.35 21.49
Costs of insurance activities 6.25 5.42 5.34 5.13
Acquisition costs 4.72 3.93 3.87 3.61
Administrative costs 1.76 1.71 1.65 1.65
Technical result 2.84 2.94 3.04 3.08
Net profit (loss) 3.05 2.17 2.28 2.45

Source: KNF’s own calculations

Table 7. Basic figures characterising the activities of non-life insurance undertakings in the
years 2015-2018 (financial data in PLN billion)

Detailed list | 2015 | 2016 | 2017 | 2018
Selected balance sheet items
Deposits (item B) 61.93 63.13 72.16 76.97
Equity capital 21.65 21.98 24.65 25.97
Gross technical provisions 50.65 55.29 60.91 65.99
Balance sheet total 77.45 81.97 92.01 97.13
Selected items of profit and loss accounts
Gross written premiums 27.29 32.10 37.78 40.46
Gross claims incurred 15.49 18.39 19.49 20.19
Costs of insurance activities 7.63 7.95 8.39 9.15
Acquisition costs 6.50 7.11 7.94 8.97
Administrative costs 1.86 1.99 2.04 2.03
Technical result 0.25 0.37 2.07 2.95
Net profit (loss) 2.57 1.93 3.49 4.15

Source: KNF’s own calculations

PENSION SECTOR

OPEN PENSION FUNDS AND GENERAL PENSION SOCIETIES

As at the end of 2018, 10 open pension funds (PL: OFE) and the same number of general
pension societies (PL: PTE) managing them held authorisations to operate. On 24 April 2018,
the KNF Board authorised Powszechne Towarzystwo Emerytalne PZU S.A. to take over the
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management of Pekao Otwarty Fundusz Emerytalny. The actual take-over by PZU S.A. PTE
of Pekao OFE took place on 19 May 2018, and the liquidation of Pekao OFE was completed
on 12 October 2018. Following the take-over, the number of open pension funds decreased
from 11 to 10.

Substantial legal changes to the pension system which entered into force in 2014
permanently affected the functioning of entities. Among other things, the contribution rate
was set at 2.92% and a solution was adopted whereby contributions to OFEs are only paid
for the persons who submitted a relevant declaration and for the persons who became
subject to social insurance and joined the OFEs on their own.

Table 8. Value of net assets of open pension funds (OFEs) at the end of the period 2015-

2018
Net value qf _assets slt\fjéﬁrt e
Open pension fund (PLN million) (%)
2015 2016 2017 2018

Aegon OFE 5812.5 6 312.0 15479.4 13620.0 8.7
Allianz Polska OFE 6 343.8 6 964.6 8 090.6 7 152.3 4.6
Aviva OFE Aviva Santander 30935.6 33682.2 39 468.9 34 493.3 21.9
AXA OFE 9072.0 9 867.1 11 555.5 10 126.9 6.4
Generali OFE 6 905.2 7 483.0 8 803.8 7 825.8 5.0
MetLife OFE 11228.2 12 326.6 14 256.7 12 391.7 7.9
Nationale-Nederlanden OFE 34 265.8 37 556.3 44 576.6 39748.0 25.3
Nordea OFE 6435.2 7 154.3 - - -
Pekao OFE 2 046.5 2 262.6 2 655.2 - -
PKO BP Bankowy OFE 6 344.5 7 015.0 8074.9 7 046.0 4.5
OFE Pocztylion 2 605.1 2831.5 3234.2 2 809.9 1.8
OFE PZU ,Zlota Jesien” 18 501.7 19979.3 23 333.5 22 1201 141
Total: 140496.1| 153434.5| 179529.5| 157 333.9 100.0

Source: KNF’s own calculations based on daily reports of OFEs

At the end of 2018, net assets of open pension funds reached PLN 157.3 billion and were
PLN 22.2 billion (12.4%) lower than a year before.

The key drivers of the decrease in the value of net assets of OFEs in 2018 included the
negative financial result of OFEs (PLN -17.3 billion) and the negative balance of settlements
between OFEs and the Polish Social Insurance Institution (ZUS). In 2018, OFEs transferred
PLN 8 billion to ZUS under the safety slider, that is a regime of ongoing transfer of funds from
the account of members who would reach the pensionable age in less than 10 years. In the
same period, ZUS transferred PLN 3.3 billion of premiums to OFEs.

The liquidation of Pekao OFE, which was the smallest market player in 2017, and the transfer
of its assets to OFE PZU ,Ztota Jesien” (the third largest market player in terms of value of
assets), resulted in a slight increase in the concentration of assets. The market share of the
four largest pension funds measured by the value of assets in 2018 increased by less than
1.5 percentage point (to 69.9%). The liquidation of the smallest entity resulted, to a similar
extent, in an increase in the CR6 index, which increased by 1.4 percentage points. Whereas
the HHI index reached 0.156.

Report on the activities of the KNF and the KNF Board in 2018 21



Diagram 9. Concentration of net assets of open pension funds in the years 2015-2018
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CR2, CR4, CR6-indicators specifying shares of 2, 4 and 6 largest OFEs in total assets.
HHI-the Herfindahl-Hirschmann index: a measure of market concentration that determines the estimated level of
concentration in a given industry, calculated as the sum of the square of market shares of individual entities (e.g.
the sum of squares of shares of individual OFEs in total assets of OFE).

At the end of 2018, OFEs had 15.9 million members. Over the year as a whole, there was
another fall in the number of members. The number of members of funds who retired was
200 thousand higher than the number of individuals who joined an open pension fund for the
first time. Only OFE PZU ,Zlota Jesien” increased the number of its members by 286
thousand (13.4%) but that resulted from the take-over of Pekao OFE and did not change the
position of OFE PZU in the ranking of major entities in terms of number of members. The
total market share of the 3 largest funds increased by nearly 2 percentage points and
reached nearly half of the entire market.

Table 9. The number of members of open pension funds at the end of the period 2015-2018

N Market
umber of members structure
Open pension fund (in thousand) (%)
2015 2016 2017 2018
Aegon OFE 9214 913.9 1829.7 1804.0 11.3
Allianz Polska OFE 1077.0 1072.2 1 059.6 1050.7 6.6
Aviva OFE Aviva Santander 2649.3 2631.0 25772 25394 16.0
AXA OFE 1152.2 1146.7 1130.8 11194 7.0
Generali OFE 1000.5 995.0 980.4 970.4 6.1
MetLife OFE 1591.6 15814 1554.2 1536.2 9.7
Nationale-Nederlanden OFE 3077.8 3061.7 3013.5 2981.6 18.8
Nordea OFE 989.9 982.2 - - -
Pekao OFE 335.5 332.9 327.0 - -
PKO BP Bankowy OFE 943.2 937.4 922.9 912.6 5.7
OFE Pocztylion 585.5 582.3 573.4 567.6 3.6
OFE PZU ,Zlota Jesien” 22084 2 188.1 2133.9 2420.0 15.2
Total 16 532.1 16 424.8 16 102.6 15901.9 100.0
Source: The Polish Social Insurance Institution (ZUS)
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After two years of high rates of return generated by open pension funds, in 2018 their
average rate of return was negative and was -9.6%, the lowest after 2008. Entities reached
their rates of return between -10.7% and -8.8%. A high volatility of investment performance
results from a strong involvement of funds in domestic equity instruments (which is an effect
of the 2014 transfer of Treasury bonds held by OFEs to ZUS and the introduction of a ban on
investing the assets of OFEs in securities issued by the State Treasury, with an insufficient
level of development of the financial market of other debt instruments), and in consequence

strong reliance of performance on the situation in the stock market.

Table 10. Rates of return of open pension funds in the years 2015-2018 (in %)

Open pension fund 2015 2016 2017 2018
Aegon OFE -6.3% 10.0% 16.4% -9.3%
Allianz Polska OFE -4.2% 9.9% 17.8% -9.5%
Aviva OFE Aviva Santander -5.8% 9.7% 19.8% -9.4%
AXA OFE -3.5% 9.1% 18.8% -9.9%
Generali OFE -7.2% 8.4% 19.4% -8.8%
MetLife OFE -2.9% 11.5% 19.4% -9.3%
Nationale-Nederlanden OFE -4.7% 8.9% 19.6% -9.4%
Nordea OFE -5.8% 11.7% - -
Pekao OFE -6.4% 11.3% 19.6% -
PKO BP Bankowy OFE -3.2% 11.4% 17.5% -10.0%
OFE Pocztylion -3.9% 10.7% 17.8% -9.3%
OFE PZU ,Ztota Jesien” -2.9% 10.2% 20.9% -10.7%
Average -4.7% 10.2% 18.8% -9.6%

Source: KNF’s own calculations based on daily reports of OFEs

In 2018, the dominant categories in the account of the general pension societies were
revenues and expenses relating to the management of pension funds (OFE and DFE),

including:

— revenue from management fee of OFE (75.9 % of revenues),

— revenue from contributions to OFE (4.9 % of revenues),
— revenue from the use of the reserve account — additional remuneration of PTE for good

investment results (4.7 % of revenues),

and expenses of:

— general management of PTE (38.4 % of expenses),
— atransfer agent of OFE and DFE (25.8 % of expenses),

— acquisition services for OFE and DFE (8.5 % of expenses).
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OCCUPATIONAL PENSION FUNDS AND SOCIETIES

As at 31 December 2018, 3 occupational pension societies managed 3 occupational pension
funds (PL: PFE). In 2018, the shareholders of Pracownicze Towarzystwo Emerytalne
UNILEVER POLSKA S.A., managing the occupational pension fund UNILEVER POLSKA,
passed a resolution to dissolve the Company. Considering that the management of PFE
UNILEVER POLSKA is expected to be taken over by another occupational pension society,
the fund will be liquidated.

At the end of 2018, occupational pension funds had 33.3 thousand members. This represents
a 4.7% decrease compared with the 2017. In the reporting period, basic and additional
contributions in the amount of PLN 105.3 million were transferred to the accounts of PFE
members. The value of net assets accumulated in occupational pension funds amounted to
PLN 1.8 billion at the end of 2018. Compared with 2017, the value of net assets of PFE fell by
PLN 62.8 million, i.e. by 3.4%. A decrease in the aggregate value of assets was recorded in
both occupational pension funds operating at the end of the year: of PLN 60.4 million at PFE
,Nowy Swiat”, and of PLN 1.8 million at PFE Orange Polska (mainly due to transfer payments
and disbursements to authorised persons following liquidation of one of the PPEs).

Table 11. Net assets of occupational pension funds in the years 2015-2018 (as at 31
December)

Net assets I\:ﬁ;krzt
Occupational pension fund (PLN million) (in %)
2015 2016 2017 2018

PFE Nestle Polska 554 0 - - -
PFE Nowy Swiat 408.9 426.1 466.4 406.0 22.6
PFE Orange Polska 1262.8 1268.2 1396.0 1394.2 77.4
PFE Unilever Polska 67.3 77.2 0.6 0 0
Total 1794.5 17715 1863.0 1800.2 100.0

Source: occupational pension funds

In 2018, occupational pension funds achieved negative rates of return:

— PFE Orange Polska: -1.1%,

— PFE Nowy Swiat: -2.7%.

Table 12. Rates of return of occupational pension funds in the years 2015-2018 (in %)

Occupational pension fund 2015 2016 2017 2018
PFE Nestle Polska -1.2 - - -
PFE Nowy Swiat -1.3 3.9 8.9 -2.7
PFE Orange Polska -2.7 3.2 8.2 -1.1
PFE Unilever Polska -1.0 4.9 - -

Source: occupational pension funds
VOLUNTARY PENSION FUNDS

As at 31 December 2018, 7 voluntary pension funds (DFE), managed by general pension
societies, were authorised to pursue business. All operating DFEs collected funds within
individual retirement protection accounts (PL: IKZE), and additionally members of five of
them (Allianz DFE, MetLife DFE, Nationale-Nederlanden DFE, PKO DFE, and Generali DFE)
had funds within individual retirement accounts (PL: IKE).

At the end of 2018, voluntary pension funds had 105.5 thousand members (an increase of
7.7% compared with the previous year), who accumulated savings in the form of IKZE or IKE.
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The value of the aggregate net assets accumulated in DFE amounted to PLN 381.8 million,
which represented an increase of over 27% compared with 2017 (driven mainly by an inflow
of contributions to the funds).

In 2018, PTE PZU SA, which managed DFE PZU, took over DFE Pekao and so on 28
September 2018 liquidation of DFE Pekao took place. So the significant increase in the
assets of DFE PZU (in addition to payments made by savers) was also driven by the fact that
more than half of members of the former DFE Pekao entered into contracts for the
management of IKZE accounts with DFE PZU. As part of the transfer payment, 97.2% of
funds were transferred to DFE PZU and the other funds accumulated at DFE Pekao was
transferred according to other instructions given by members of the former DFE Pekao
(refund, disbursement) or await instructions from beneficiaries of any deceased member of
DFE Pekao.

Table 13. Net assets of DFEs in the years 2015-2018 (in PLN million)

Voluntary pension fund 2015 2016 2017 2018
Allianz Polska DFE 5.5 8.0 11.7 135
Generali DFE 0.1 0.2 0.3 0.5
MetLife DFE 23.8 28.1 334 30.5
Nationale-Nederlanden DFE 12.9 33.6 69.5 98.7
Nordea DFE 2.8 - - -
DFE Pekao 27.9 51.2 82.0 -
PKO DFE 15.7 34.0 55.0 67.8
DFE Pocztylion Plus 0.8 1.1 14 2.4
DFE PzZU 14.3 26.4 45.6 168.4
Total 103.8 182.6 298.9 381.8

Source: voluntary pension funds

In 2018, all voluntary pension funds achieved negative rates of return. They ranged from -
16.6% to -4.8%. Large diversification of investment results of DFEs was largely the
consequence of different investment strategies used by managers. The funds varied both in
terms of allocation of each asset class, the choice of individual financial instruments, and the
pace of changes in the portfolio structure.

Table 14. Rates of return of DFEs in the years 2015-2018 (in %)

Voluntary pension fund 2015 2016 2017 2018
Allianz Polska DFE *1.6 *7.8 *11.5 *-6.6
Generali DFE 3.4 18.3 6.4 -10.4
MetLife DFE -1.9 3.8 6.6 -16.6
Nationale-Nederlanden DFE *16.2 *13.3 *9.0 *-8.6
Nordea DFE -2.5 - - -
DFE Pekao 3.3 4.9 6.8 -
PKO DFE -0.9 5.7 8.6 -6.7
DFE Pocztylion Plus 2.6 3.6 -1.0 -4.8
DFE PZU 9.1 16.2 14.7 -9.9

Source: voluntary pension funds
* the rate of return calculated on the basis of the type A unit of account
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OCCUPATIONAL PENSION SCHEMES, INDIVIDUAL RETIREMENT ACCOUNTS
AND INDIVIDUAL RETIREMENT PROTECTION ACCOUNTS

Occupational pension schemes (PPE), individual retirement accounts (IKE) and individual
retirement protection accounts (IKZE), the participation in which is voluntary, are—unlike other
forms of voluntary accumulation of savings for pension purposes—of an institutional nature,
and funds are collected on them according to the rules laid down by law.

The development of the third pillar of the pension system is strengthened by incentives in the
form of tax exemptions and the possibility to benefit from a reduction on social security
contributions.

The PPE market has existed since 1999. The development of the PPE market in the years
2015-2018 is presented in Table 15.

Table 15. Development of occupational pension schemes (PPEs) in the years 2015-2018

Detailed list 2015 2016 2017 2018
Number of PPEs 1054 1036 1054 1232
Number of participants (in thousand) 393 396 396 425
Value of accumulated assets (in PLN million) 10 623 11 394 12 643 12735

Source: KNF’s own calculations—institutions managing the funds of occupational pension schemes

1 230 occupational pension schemes were operating as at 31 December 2018, including:

— 623 in the form of a unit-linked group life insurance contract,

— 582 in the form of an agreement on the payment by the employer of employees’
contributions to the investment fund,

— 25 in the form of an occupational pension fund.

In 2018, 206 new occupational pension schemes were entered in the register of occupational
pension schemes. Additionally, in the reporting period, 64 employers joined an inter-company
scheme entered in the PPE register.

At the end of 2018, PPEs had 425 thousand participants, and the value of collected assets
amounted to PLN 12 735 million, which means that the value of assets collected on accounts
of PPE participants increased by PLN 92 million compared with 2017 (by approx. 1%).

The share of individual forms in the PPE market is shown in Diagram 10.
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Diagram 10. Structure of the PPE market in 2018 (in %)
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The report ‘Occupational pension schemes in 2017’ was presented at the KNF’s meeting.

Diagram 11. The value of assets and the number of IKE and IKZE accounts in the years
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Source: KNF’s own calculations—institutions managing the funds of occupational pension schemes

Individual retirement accounts (IKE) and individual retirement protection accounts (IKZE) are
voluntary individual forms of saving for pension purposes. The periods of their functioning
vary: IKEs have been operating since 2004 and IKZEs since 2012. As at the end of 2018,
entities authorised to operate IKEs or IKZEs handled 995.6 thousand IKEs and 730.4
thousand IKZEs, which generated assets of PLN 8 691.1 million and PLN 2 314.9 million,
respectively.

Table 16. The number of accounts and the value of assets of IKE and IKZE accounts broken
down by maintaining institution, as at 31 December 2018

Entities Number of accounts Value of assets

maintaining IKE IKZE IKE IKZE

K= or IK2E thou. % | thou. % N1 % | miion | %
Insurance 562.5 | 56.5| 447.3 61.2 | 2582.7 29.7 635.1 27.4
undertakings
Investment 317.0| 31.8| 150.2 206 | 2724.6 31.3| 10835 46.8
funds
Entities 32.6 3.3 11.2 1.5 | 14347 16.5 119.4 5.2
conducting
brokerage
activities
Banks 78.3 7.9 20.3 28| 1886.4 21.7 156.2 6.7
Voluntary 5.3 05| 1014 13.9 62.7 0.7 320.8 13.9
pension funds
Total 995.6 100 | 7304 100 | 8691.1 100 | 2314.9 100

Source: KNF’s own calculations—institutions managing the funds of occupational pension schemes
2.6. CAPITAL AND COMMODITY MARKETS

The capital and commodity markets supervised by the KNF Board are formed by entities
operating in the securities market and the market of other financial instruments, collective
investment institutions, and entities operating in the commodity market.

ENTITIES PROVIDING INVESTMENT AND FIDUCIARY SERVICES

Table 17. The number of entities providing investment and fiduciary services in the years
2015-2018

Type of entity 2015 2016 2017 2018
Brokerage houses 52 46 44 40
Commodity brokerage houses 1 1 1 1
Banks providing investment services 12 11 11 9
Custodian banks 13 13 13 12
Total 78 71 69 62

Source: KNF’s own calculations
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Diagram 12. Basic data of the sector of brokerage houses in the years 2015-2018
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Data for 2015-2017 comes from the audited financial statements, data for 2018 is derived from monthly MRF

reports as at 31 December 2018.

Data does not include data of one brokerage house whose financial year does not coincide with the calendar year.
That data take into account the changing number of brokerage houses operating in the years 2015-2018.

Table 18. Data on the number of client accounts of brokerage firms in the years 2015-2018

Share in
Detailed list Number of client accounts total value
(in %)
2015 2016 2017 2018 2018
Brokerage houses 1129 648 838 793 744 399 714 957 39.11%
Banks providin
investn?ent sergices 793 733 1187 939 1192413 1113 066 60.89%
Total 1923 381 2026 732 1936 812 1828 023 100%

Source: KNF’s own calculations

INVESTMENT FUND MANAGEMENT COMPANIES AND INVESTMENT

FUN

DS

2018 saw a decrease in the number of supervised domestic entities in the investment fund
sector, as shown in Diagram 13 (cumulatively).
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Diagram 13. Total number of supervised investment fund management companies, and
investment funds and sub-funds at the end of the years 2015-2018 (cumulatively, by type)
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As at 31 December 2018, 61 investment fund management companies, managing a total of
878 investment funds, held authorisations from the KNF Board, including: 47 open-end
investment funds, 52 specialist open-end investment funds, and 779 closed-end investment
funds.

The KNF Board supervises the sale in the territory of the Republic of Poland of participation
units issued by foreign funds.

As the Raiffeisen group and KBC reduced their operations in Poland, a significant fall in the
number of such entities was recorded in 2018.
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Diagram 14. Total number of supervised foreign investment funds (UCITS type) and sub-
funds included in foreign investment funds (UCITS) at the end of the years 2015-2018
(cumulative, by type)
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While in general in 2018 the value of assets of investment funds remained higher than in any
specific month of 2018, the value decreased by PLN 9.8 billion at the end of December 2018
compared with the end of November 2018. In consequence, the value of assets of the funds
as at 31 December 2018 was PLN 1.7 billion lower compared with December 2017 and was
PLN 316.5 billion.

Diagram 15 shows the value of assets of investment funds managed by TFls at the end of the
years 2015-2017 and in each month of 2018.
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Diagram 15. Assets of investment funds at the end of the years 2015-2017 and in
2018 (in PLN billion)*
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Diagram 15 shows that an upward trend was maintained in relation to the value of assets of
investment funds in the first six months of 2018, except for April, whereas between July and
September 2018 falls in the value of the funds’ asset could be seen. In the first months of the
last quarter of 2018, the value of the funds’ assets increased slightly and then decreased to
PLN 316.5 billion as at 31 December 2018. At the end of 2018, the value of the funds’ assets
was PLN 1.7 billion (i.e. 0.53%) lower than at the end of 2017. The largest increases in the
value of assets of investment funds were recorded in January and March, and the major
decrease occurred in September and December.

Due to the slowdown of the upward trend from the first months of 2018 in relation to the value
of assets of investment funds and their decreases in the second half of 2018, TFIs in 2018
generated revenue similar to the revenue in the previous year. The total revenue for 2018
was PLN 56 million, i.e. 1.4%, higher than in 2017 and amounted to PLN 3 940 million. On
the other hand, total costs was lower by PLN 220 million (7.2%) and amounted to PLN 2 816
million. The decrease in costs resulted in an increase in the aggregate financial results of
TFls for 2018, which amounted to PLN 911 million and was PLN 365 million (66.8%) higher
than in the previous year®.

4 Based on monthly reports provided by investment fund management companies. Monthly reports are not audited
or reviewed by a statutory auditor so information included therein may be subject to subsequent corrections.
5 Based on monthly reports provided by investment fund management companies. Monthly reports are not audited

or reviewed by a statutory auditor so information included therein may be subject to subsequent corrections.
Report on the activities of the KNF and the KNF Board in 2018 32



Table 19. Aggregate costs, revenues and net financial result of investment fund
management companies in the years 2015-2018 (in PLN million)®

Detailed list 2015 2016 2017 2018
Total revenues 3234 3 241 3884 3940 -
Total costs, including: 2 551 2610 3036 2794 100.00%
- overhead costs 1747 986 1158 1243 44.49%
- variable costs, including: 1751 1624 1878 1551 55.51%
- variable distribution costs* 1306 1213 1398 936 33.50%
Net financial result 550 498 546 911 -

* Costs directly relating to the receipt and execution of orders of sale, repurchase or conversion of units, or the
receipt of subscriptions for investment certificates and their allocation, as remuneration for distributors or incurred
for the promotion or marketing of the fund.

Source: KNF’s own calculations

ALTERNATIVE INVESTMENT COMPANIES/PARTNERSHIPS (AICS) AND ALTERNATIVE
INVESTMENT COMPANY/PARTNERSHIP MANAGERS (AICMS)

In 2018, the activities focused on the formal and substantive review of requests for entry in
the register of AICMs, both from entities who applied in 2017 under Article 54(1) of the Act of
31 March 2016 amending the Act on investment funds and certain other acts (Journal of
Laws 2016, item 615, hereinafter: 'the amending Act’) and under the applicable provisions of
the Act. The previous year also saw a significant increase in the number of entities entered in
the register of AICMs. That increase was driven by factors relating to the expansion of the
team of staff responsible for reviewing requests for entry in the register of AICMs and to the
significant inflow of new requests from entities which have not started their operations,
especially entities which intended to operate under programmes implemented by the National
Centre for Research and the Polish Development Fund.

6 Based on monthly reports provided by investment fund management companies. Monthly reports are not audited
or reviewed by a statutory auditor so information included therein may be subject to subsequent corrections.
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Diagram 16. Total number of AICMs listed in the register of AICMs in the years 2017-2018
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In 2008, special attention was also paid to identifying and resolving legal and factual issues
of the functioning of AICs and AICMs.

All KNF-supervised entities operating as AICMs were entered in the register of AICMs in the
years 2017-2018. No such entity operated in the Polish financial market in 2016 or in
previous years, although the regulations governing such activities entered into force on 4
June 2016.

ORGANISED SECURITIES MARKETS
Gietda Papieréw Warto$ciowych w Warszawie S.A. (Warsaw Stock Exchange)
Regulated market

The core activity of the Warsaw Stock Exchange is to operate the regulated market. The
regulated market is a permanent organised trading system for financial instruments which
provides investors with equal and universal access to market information, associating offers
of acquisition and disposal of financial instruments, and uniform terms and conditions for the
acquisition and disposal of such instruments. The regulated market operates according to the
Warsaw Stock Exchange Rules, amendments to which are approved by the KNF Board, and
the Detailed Exchange Trading Rules specifying the provisions of that document.

The main financial instruments traded on the Warsaw Stock Exchange are securities: shares,

bonds, subscription rights, rights to shares, investment certificates, and derivatives: futures,
options, index participation units.
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Table 20. Rates of returns on the WSE indices in the years 2015-2018 (in %)

Detailed list 2015 2016 2017 2018
WIG -9.62 11.38 23.17 -9.50
WIG20 -19.72 4.77 26.35 -7.50
mWIG40 2.40 18.18 14.99 -19.35
sWIG80 9.11 7.93 2.36 -27.57
Source: https://www.gpw.pl/podstawowe-statystyki-gpw
Table 21. The number of instruments listed on the WSE in the years 2015-2018
Detailed list 2015 2016 2017 2018
Companies 487 487 482 465
- including foreign 54 53 50 51
Number of new listings 30 19 15 7
Number of delistings 13 20 20 25
Bonds 122 153 178 195
- including foreign 1 4 4 6
Futures 144 166 174 178
Options 266 228 218 232
Source: https://www.gpw.pl/podstawowe-statystyki-gpw
Table 22. Capitalisation of the WSE at the end of the years 2015-2018 (in PLN million)
Detailed list 2015 2016 2017 2018
Domestic companies 516 785 557 124 710 336 615517
Foreign companies 566 077 558 596 708 882 549 559
Polish bonds 583 185 617 985 652 524 687 223
Foreign bonds 98 3122 8 207 15010
Total 1666 145 1736 827 2079 949 1 869 327
Source: http://www.gpw.pl/analizy_i_statystyki
Table 23. Value of trading on the WSE in the years 2015-2018 (in PLN million)
Detailed list 2015 2016 2017 2018
Shares 225 287 202 293 260 979 211 850
Bonds 904 1426 1447 1331
Futures 216 746 188 439 230 203 223 168
Options 9679 6 833 7072 6 731

Source: https://www.gpw.pl/podstawowe-statystyki-gpw

Alternative trading system of the Warsaw Stock Exchange (NewConnect)

Apart from the regulated market, the Warsaw Stock Exchange also operates the organised
market of financial instruments, according to the formula of the alternative trading system
called NewConnect. As assumed by the organisers, the market is dedicated to young
emerging companies with a relatively small capitalisation expected. In comparison to the
regulated market, the formalities relating to admitting financial instruments to trading are
simplified and the costs of entering the market are lower. The information requirements for

issuers are less stringent.
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Table 24. Data on the NewConnect alternative trading system in the years 2015-2018

Detailed list 2015 2016 2017 2018
Value of the NClndex at the 278.37 306.50 278.22 198.72
end of the year
Bate of return of the NCIndex 413 1011 -9.23 2857
in the current year (%)
Capitalisation of companies
at the end of the year (PLN 8416.54 9799 9408 7 386
million)
Number of companies at the 418 414 401 381
end of the year
Number of new listings 19 16 19 15
Number of sessions 251 251 250 247
Trading volume (in PLN 1722 1360 1322 1574
million)
Numper of transactions per 4381 3417 3401 3058
session
Average trading value per 6.86 5.41 5.28 6.37
session (PLN million)

Source: https://newconnect.pl/podstawowe-statystyki-newconnect

BondSpot S.A.
Regulated market

The regulated market in Poland is also operated by BondSpot S.A., a company supervised by
the KNF Board. The main financial instruments traded on the market operated by BondSpot
S.A. are treasury bonds, corporate bonds, cooperative bonds and other debt securities listed
under the Catalyst system’.

Alternative trading system of BondSpot S.A.

In addition to the regulated market, BondSpot S.A. also organises trading in debt instruments
under the alternative trading system (ATS). The market is also one of the segments of the
Catalyst system. Similarly to the regulated market organised by BondSpot S.A.,
dematerialised bonds, mortgage bonds and other debt instruments incorporating property
rights corresponding to the rights resulting from debt incurred may be quoted in the
alternative trading system.

Table 25. Data on the regulated market and the ATS in the years 2015-2018

Detailed list 2015 2016 2017 2018
Regulated OTC Market of BondSpot

Sgsgon trading volume (PLN 58.77 12.36 0.52 20.75
million)

7 Catalyst is a functional combination of authorisation, approval and quotation of debt instruments in four debt
markets (i.e. two regulated markets and two alternative trading systems). Out of four functionally connected
markets, two are organised by the WSE and two by BondSpot S.A. (each company organises one regulated
market and one alternative trading system). According to the division made by the companies, the markets
organised by the WSE GPW constitute the so-called retail segment of the Catalyst “platform,” while wholesale
trade is carried out in the markets organised by the BondSpot S.A., while wholesale trade is carried out in the
markets organised by BondSpot S.A.
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Number of session transactions 26 12 3 12
Number of instruments 115 130 144 149
ATS BondSpot

Sggsmn trading volume (PLN 404.61 12233 175.36 81.77
million)

Number of session transactions 404 371 341 166
Number of instruments 189 214 237 209

Source: https://gpwcatalyst.pl/pub/CATALY ST/statystyki/statystyki_roczne/2018_CAT.pdf
Treasury BondSpot Poland

Following the entry into force of the Act of 1 March 2018 amending the Act on trading in
financial instruments and certain other acts (hereinafter: ‘the amending Act’), BondSpot S.A.
operates the second alternative trading system, i.e. Treasury BondSpot Poland (TBSP).
Pursuant to Article 21(1) of the amending Act, the electronic market of treasury securities
organised, on the entry into force of the amending Act, by a company operating a regulated
market under an agreement with the ministry competent for the budget as part of the
performance of tasks relating to the management of the debt of the State Treasury, was
recognised, as of the date of entry into force of the amending Act, as an alternative trading
system (subject to Paragraph 2 of that Article which stipulates that the company must adapt
itself to the new legislation within 12 months, i.e. by 21 April 2019).

CLEARING AND DEPOSIT SYSTEM

KrAJOWY DEPOZYT PAPIEROW WARTOSCIOWYCH S.A. (hereinafter: ‘National Depository for
Securities’ or ‘KDPW’) is the central institution (the only institution in Poland) responsible for
maintaining and supervising the deposit and settlement system for trading in financial
instruments. The owners of KDPW are in equal parts the WSE, the State Treasury, and the
National Bank of Poland. The basic tasks of the National Depository for Securities include
registration and maintenance of a securities depository, settlement of transactions,
supervision over the compliance of the issue volume with the number of securities traded,
handling of corporate events, fulfilment of issuers’ obligations, as well as operation of a
mandatory compensation scheme.

The tasks of the National Depository also include running a numbering agency, responsible
for assigning ISIN, FISN, CFI numbers to securities and LEI codes, which constitute a unique
identifier for legal entities dealing with the trading in financial instruments. In addition, the
National Depository operates a trading repository in accordance with EMIR.

In 2008, Krajowy Depozyt Papierow Warto$ciowych S.A. was authorised by the KNF Board to
provide the Approved Reporting Mechanism (ARM) service.

The service was established in the EU legislation and incorporated into the Polish legal order
as part of implementation of MiFID Il. The provision of the ARM service consists in acting as
an intermediary for the purpose of reporting to the supervisor details of transactions in
financial instruments on behalf of the entities required to report such transactions under
Article 26 of MiFIR (transaction reporting). An entity acting as an ARM is authorised to
provide the agency service for the purpose of transaction reporting throughout the European
Union.

Under Article 69(2) of Regulation (EU) No 909/2014 of the European Parliament and of the
Council of 23 July 2014 on improving securities settlement in the European Union and on
central securities depositories amending Directives 98/26/EC and 2014/65/EU and
Regulation (EU) No 236/2012 (OJ L 257 of 28 August 2014, p. 1; 'CSD Regulation'), each
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CSD (Central Securities Depository) was required to submit to its competent authority an
application for authorisation necessary for the purposes of that Regulation by 30 September
2017. Therefore, on 29 September 2017, the KNF Board received an application from KDPW
S.A. for authorisation to operate as a central securities depository pursuant to Article 69(2) in
conjunction with Article 16 of the CSD Regulation. In 2018, the application in question was
reviewed.

KDPW _CCP S.A. is a clearing house in which KDPW holds a 100% share in the share capital.
Since 8 April 2014, KDPW_CCP S.A. has operated as a central counterparty (CCP) pursuant
to Article 14 in conjunction with Article 17 of Regulation (EU) No 648/2012 of the European
Parliament and of the Council of 4 July 2012 on OTC derivatives, central counterparties and
trade repositories (OJ L 201 of 2012, p. 1). KDPW_CCP S.A. takes over the obligations of
parties to the cleared transactions and becomes the buyer for each seller and the seller for
each buyer while securing the cleared transactions with own assets.

KDPW_CCP S.A. clears transactions entered into in organised trading, i.e. in the regulated
spot and futures markets (GPW S.A. and BondSpot S.A.) and in the alternative trading
systems (ATS GPW S.A. and ATS BondSpot S.A.), as well as settles derivative transactions
entered into outside the organised trading and repos. KDPW_CCP S.A. organises the system
for securing liquidity of settlements accepted to clear transactions. KDPW_CCP S.A. clears
transactions in PLN and EUR.

In July 2018, the KNF Board, as the competent supervisory authority for KDPW_CCP S.A,,
completed the supervisory questionnaire drawn up and submitted by ESMA—-2018 EMIR Peer
Review on CCPs’ collateral and funding arrangements.
The document provided ESMA with details regarding the supervision exercised by the KNF
Board over KDPW_CCP S.A. with respect to compliance by KDPW_CCP S.A. with the
requirements concerning security payments made by members of KDPW_CCP S.A. and the
requirements governing the access of CCPs to liquidity (credit lines, readily marketable
financial instruments).

PUBLIC OFFERING OF FINANCIAL INSTRUMENTS OTHER THAN
INVESTMENT CERTIFICATES

In 2018, there was a decrease in the value of public offerings compared with the previous
year. The total value of public offerings amounted to more than PLN 6.8 billion, which
represents a decrease of more than 60% compared with the record year 2017.

The decrease in the value of offerings was evident in all segments of the market. In the most
important segment of raising capital through public offering of shares (the so-called primary
market), the number of subscriptions fell from 71 to 46, and their value more than halved.

The number of public offerings of shares in 2018 was the lowest in recent years, and their
value decreased by 95% compared with 2017.

The number of initial public offerings of shares fell from 48 in 2017 to 28 in 2018, and their
value fell by 95% compared with the previous year.

The largest segment of the public offer market in terms of value was the public bond offering
market, which also recorded a decrease in value (of more than 40%), to PLN 4.4 billion.

In total, in 2018 issuers conducted 163 public offerings, the structure of which is presented in
Table 26.
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Table 26. Characteristics of public offerings carried out in 2018

163 public offerings, including:

161 cash offerings 2 non-cash offerings
66 public offerings of shares | 60 public offerings 35 public offerings of
of structured bonds
products
including: including:
47 offerings carried out ) )
without the need for drawing 11 offerings carried out
Lao‘a/7cfézﬁujlz7vq7ﬂy ﬂhé? Mﬂf/ﬂ?[/f}77é?/76%9(f/2”’
prospectus drawing up and
approving the
prospectus
34 offerings carried out by a 3 offerings carried out by
foreign issuer a foreign issuer
20 public 46 public
offerings of | subscriptions
shares

Source: KNF’s own calculations

The total value of public cash offerings in 2018 amounted to PLN 6 805.83 million, including
the value of share subscriptions of PLN 1 047.71 million, the value of public offerings of
shares of PLN 331.27 million, the value of offerings of bonds of PLN 4 396.25 million, and the
value of offerings of structured products of PLN 1 030.60 million.

Table 27. The value and the number of public cash offerings in the years 2015-2018

Year 2015 2016 2017 2018
Detailed list | Number | Value Number Value Number Value Number Value
of (in PLN of (in PLN of (in PLN of (in PLN
offerings | million) | offerings | million) | offerings | million) | offerings | million)
* *% *hk *hkk

Public issue 55| 2363.61 64 3 564.04 71 2 184.62 46 1047.71

of shares

Public 63 | 6462.24 74 6 820.93 72 7 759.08 35 4 396.25

offerings of

bonds

Public 33 785.26 38 579.80 51 7047.82 20 331.27

offerings of

shares

Public 1 12.79 0 43 490.07 60 1030.60

offerings of

structured

products

Total public 152 9623.9 176 | 10964.77 237 17 481.59 161 6 805.83

offerings

including:

Initial public 57 2590.3 46 13225 48 7776.8 28 342.5

offerings

Source: KNF’s own calculations
Report on the activities of the KNF and the KNF Board in 2018 39




**in 2015, 2 non-cash public offerings were also carried out
***in 2016, 1 non-cash public offering was also carried out
****in 2017, 2 non-cash public offerings were also carried out
****in 2018, 2 non-cash public offerings were also carried out

EXCHANGE COMMODITY MARKET
Towarowa Gietda Energii S.A.
Commodity exchange

In Poland, beside the capital market there is also the exchange commodity market, including
the market for electricity and natural gas operated by the Polish Power Exchange (Towarowa
Gietda Energii S.A., hereinafter: 'TGE S.A.). In 2018, TGE S.A. operated nine markets,
whose subjects of trade could be electricity, property rights, CO2 emission allowances and
natural gas, and the commodity forward instruments market with physical delivery for
property rights, electricity and natural gas. Regardless of the above-mentioned markets, TGE
S.A. has also organised energy auctions, and since 2013 also natural gas auctions. Parties to
transactions carried out on the exchange may only be entities which entered into a
membership agreement with the Exchange and are authorised to operate on the exchange.
TGE S.A. is part of the GPW S.A. Group.

77 companies operated as participants in the exchange commodity market as at the end of
December 2018. As at 31 December 2018, 3 705 entities were included in the Register of
Certificates of Origin, kept by TGE S.A. 438 entities were members of the Register of
Certificates of Origin.

Regulated market

The regulated market is operated by Towarowa Gielda Energii S.A. under the name
‘Financial Instruments Market.” Only financial instruments other than securities whose
underlying instrument is an exchange commodity admitted to trading on the commodity
exchange may be traded on this market. The regulated market operates in accordance with
the Trading Regulations of the Financial Instruments Market of TGE S.A., amendments to
which are approved by the KNF Board, and the Detailed Trading Rules of the Financial
Instruments Market of TGE S.A. specifying the provisions of that document. So far, a futures
financial instrument, for which the underlying instrument is the TGe24 index of electricity
prices determined on the Day-Ahead Market of TGE S.A., has been admitted to trading.

On 20 December 2018, TGE S.A. filed Poland’s first request for authorisation to operate an
organised trading facility (OTF), pursuant to Article 25(b) of the Act on trading in financial
instruments. In contrast to the current Polish trading systems for financial instruments, the
trading facility in question is to be characterised by discretion in matching buying and selling
interests.
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Data on trading in energy on TGE S.A.8
Electricity

In 2018, the electricity trading volume on the Polish Power Exchange (TGE) amounted
to 226 052 409 MWh, which corresponds to an increase of 102.5% in relation to 2017. It is
also the best result in the history of trading on the TGE, both in cumulatively and separately
for the spot and forward markets.

The volume on the spot market increased by 9.8%, to 27 714 704 MWh. The volume on the
Day-Ahead Market amounted to 27 637 223 MWh (an increase of 9.9%) and on the Intraday
Market to 77 481 MWh (a decrease of 14.5%). On the Commaodity Derivatives Market (RTT),
the trading volume increased by 129.5%, to 198 337 705 MWh.

In December 2018, the total electricity trading volume amounted to 15 443 219 MWh (15.9%
more than in December 2017). The trading on the Commodity Derivatives Market comprised
12 735 089 MWh (an increase of 18.0% YOY), and on the spot market 2 708 130 MWh (an
increase of 7.0% YQY).

In 2018, the weighted average price of the BASE contract on the Day-Ahead Market was
PLN 224.71 /MWh, going up by PLN 66.75/MWh above the level in 2017. The respective
price for December was PLN 218.01/MWh, which corresponds to a month-on-month
decrease of PLN 36.89/MWh.

Whereas on the Commodity Derivatives Market, the weighted average price of the annual
contract with base load delivery in 2019 (BASE_Y-19) amounted in the whole 2018 to PLN
242.40/MWh, which corresponds to an increase of PLN 74.90/MWh in relation to the price
from the quotations of the BASE_Y-18 contract in 2017. In December, the respective price of
the BASE_Y-19 contract fell in relation to November by PLN 5.44/MWh, to PLN 281.17/MWh.

Natural gas

The total trading volume on natural gas markets in 2018 amounted to 143 305 606 MWh,
which corresponds to a YOY increase of 3.4% and represents the best result in the history of
quotations on the Exchange Commodity Market. On the Day-Ahead and Intraday Markets for
gas, the trading volume was 23 672 199 MWh (a decrease of 1.3% in relation to 2017). On
the Day-Ahead Market for gas, the trading volume amounted to 17 599 948 MWh (a
decrease of 8.6%) and on the Intraday Market for gas to 6 072 251 MWh (an increase of
28.5%). The trading volume on the Commodity Derivatives Market increased by 4.3% in
relation to the record year 2017, up to 119 633 407 MWh.

In December 2018, the total gas trading volume amounted to 11 499 247 MWh (52.1% more
than in December 2017). The trading on the Commaodity Derivatives Market comprised 8 945

8 At national level, the monitoring of the energy market is regulated in the Act of 10 April 1997—the Energy Law,
amended on 11 September 2015 due to the need to adapt national regulations to the requirements laid down in
the Regulation on Wholesale Energy Market Integrity and Transparency (REMIT). In consequence, the President
of the Energy Regulatory Office (PL: Urzad Regulacji Energetyki-URE) is responsible for:
a) monitoring the wholesale energy market,
b) cooperation with the Agency for the Cooperation of Energy Regulators (ACER), regulators in EU Member
States, UOKIK and the KNF Board, to the extent necessary for the performance of obligations under
REMIT,
c) reporting suspected market manipulation to ACER,
d) keeping the register of wholesale energy market participants,
e) conducting inspection and investigation proceedings in respect of market manipulation or attempted
market manipulation and misuse of inside information in the energy market,
f)  imposing financial penalties, if necessary.
In view of the foregoing, the supervision of TGE S.A. with respect to the Intraday Market for electricity, Intrady
Market for gas, the Day-Ahead Market for electricty, the Day-Ahead Market for gas, Commodity Derivatives
Market for electricity and Commaodity Derivatives Market for gas is the responsibility of the President of URE, and
with respect to the Property Rights Market, the Emission Allowance Market and the Commodity Derivatives
Market (for financial instruments)—the responsibility of the KNF Board.
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087 MWh (an increase of 65.0% YQOY), and on the spot market 2 554 160 MWh (an increase
of 19.2% YQOY).

In 2018, the weighted average price on the Day-Ahead and Intraday Markets for gas was
PLN 106.02/MWh, i.e. PLN 22.36/MWh more than in 2017. The respective price in December
fell month on month by PLN 0.82/MWh, down to PLN 111.65/MWh. Whereas on the
Commaodity Derivatives Market, the weighted average price of the contract with delivery in
2019 (GAS_BASE_Y-19) amounted in 2018 to PLN 106.28/MWh, i.e. PLN 24.49/MWh more
in relation to the respective price from the quotations of the GAS_BASE_Y-18 contract in
2017. In December 2018, the respective price of the GAS_BASE_Y-19 contract amounted to
PLN 106.37/MWh, i.e. PLN 1.07/MWh less than in November 2018.

Property rights

In 2018, the total volume of trading in property rights for electricity amounted to 59 302 830
MWh. That corresponds to an increase of 0.4% compared with 2017. In December 2018, the
volume amounted to 3 683 204 MWh (29.0% less than in December 2017). In 2018, the
volume of trading in green certificates (instruments PMOZE and PMOZE_A on the Property
Rights Market) amounted to 30 051 917 MWh, which is 4 024 MWh (0.01%) less than in
2017.

The weighted average price during sessions on the Property Rights Market in 2018 for the
PMOZE_A instrument was PLN 103.82/MWh, that is PLN 64.99/MWh more compared with
2017. In December 2018, the price fell compared with November 2018 by PLN 3.21/MWh, to
PLN 153.07/MWh.

The volume of trading in property rights for energy efficiency in 2018 was 330 017 tonnes of
oil equivalent (toe), which corresponds to a year-on-year decrease of 17.5%. In December
2018, the trading volume decreased year-on-year by 45.2%, to 30 530 toe. The volume of
trading in the same PMEF instrument in December 2018 was 20 145 toe, with the weighted
average session of PLN 321.91/toe (a decrease of PLN 76.06/toe in relation to November
2018).

Register of Certificates of Origin

Throughout 2018, transactions with a volume of 16 848 979 MWh were entered in the
Register of Certificates of Origin, which is the best result in the history of the Register and
more than six-fold increase year-on-year.

In December 2018, the trading volume amounted to 4 188 501 MWh, and the weighted
average price to PLN 0.51/MWh.

Izba Rozliczeniowa Gietd Towarowych S.A.

Izba Rozliczeniowa Gietd Towarowych S.A. The Commodity Clearing House (PL: Izba
Rozliczeniowa Gietd Towarowych S.A.—IRGIiT S.A.) is authorised to run the Settlement
House and the Clearing House, which is one of the preconditions for clearing and settling of
financial instruments in the regulated market. On 4 November 2015, IRGIT S.A. began to
settle financial instruments in the above-mentioned area upon the commencement of
quotation on the Financial Instruments Market of Towarowa Gietda Energii S.A. (hereinafter:
TGE S.A.) According to Article 68a(14) of the Act on trading in financial instruments, the
Clearing House and the Settlement House may act as the Exchange Clearing House as
defined in the Act on commaodity exchanges. Since June 2010, the Exchange Clearing House
run by IRGIT S.A. has been settling transactions carried out on all markets of TGE S.A.,
including the gas market. The Exchange Clearing House is a partner of TGE S.A. in cross-
border energy trading within a market coupling project. In addition, IRGIT S.A. is an entity
owned in 100% by TGE S.A. and forming part of the GPW S.A. Group.
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3.1.

3. BANKING SUPERVISION

BANKS AND CREDIT INSTITUTIONS
3.1.1. LICENSING
ESTABLISHING A BANK AND COMMENCING OPERATIONS

In 2018, the KNF Board adopted a resolution to authorise the establishment of a bank in the
form of a joint-stock company styled ‘ING Bank Hipoteczny Spotka Akcyjna’, and approved
the company’s articles of association and the first composition of its management board.

The KNF Board refused to grant authorisation to establish a bank in the form of a join-stock
company. The KNF Board also refused to grant authorisation to commence the activities of a
bank established on the basis of an authorisation granted in 2017.
As more than 3 years had passed from suspension of proceedings in respect of authorisation
to establish a mortgage bank, the proceedings were discontinued.

TASKS RELATING TO CHANGES IN THE GOVERNING BODIES OF BANKS

In 2018, the KNF Board adopted 45 final decisions in the form of resolutions on approval of

the appointment of members of management boards, including presidents, including:

— 8 final decisions on approval of the appointment of presidents of management boards of
banks operating as joint-stock companies, including 1 refusal decision,

— 29 final decisions on approval of the appointment of presidents of management boards of
cooperative banks, including 3 refusal decisions,

— 5 final decisions on approval of the appointment of members of management boards of
banks operating as joint-stock companies,

— 1 final decision on approval of the appointment of a member of management board
responsible for material risk at a cooperative bank,

— 2 final decisions on upholding a final decision to refuse to approve the appointment of the
president of management board of a cooperative bank.

In the above-mentioned cases, 9 final decisions to discontinue proceedings were issued.
In 2018, a final decision was also issued to discontinue proceedings in respect of approval of
the appointment of a member of management board of a manager of an institutional
protection scheme.

TASKS RELATING TO CHANGES IN THE SHAREHOLDERS’ STRUCTURE
OF BANKS OPERATING AS JOINT-STOCK COMPANIES

In 2018, the KNF Board adopted 4 final decisions in the form of resolutions declaring that
there were no grounds for objecting to the planned acquisition of a bank’s shares or
becoming a parent undertaking of a domestic bank.

In 2018, the KNF Board issued 3 final decisions on a merger and 2 final decisions to approve
division on banks operating as joint-stock companies.

AMENDMENTS TO THE ARTICLES OF ASSOCIATION OF BANKS

In 2018, following examination of applications for amendments to the articles of association
of banks, the KNF Board issued 311 final decisions, including :
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50 final decisions on the authorisation to make amendments to the articles of association
of banks operating as joint-stock companies, including 1 final decision to discontinue
proceedings,

261 final decisions on the authorisation to make amendments to the articles of
association of cooperative banks.

In 2018, the KNF Board issued 1 final decision on approval of the extension of the area of

a

ctivity of a cooperative bank.

Diagram 17. The number of final decisions to approve amendments to the articles of

a

ssociation of commercial banks and cooperative banks in the years 2015-2018
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OPERATING AS PART OF CROSS-BORDER ACTIVITY

In 2018, the KNF Board accepted:

3 notifications from credit institutions on the taking-up of activity in the territory of the
Republic of Poland through a branch,

9 notifications of changes in the natification of credit institutions concerning activities
carried out in the territory of the Republic of Poland through a branch,

13 notifications from credit institutions on their intention to pursue cross-border activity in
the territory of the Republic of Poland,

14 notifications of changes in notifications concerning cross-border activities of credit
institutions in the territory of the Republic of Poland,

1 notification from a Polish financial institution of its intention to pursue cross-border
activity in the territories of 27 member states of the European Economic Area,

4 notifications of changes in the notification of domestic banks operating in the European
Economic Area through a branch,

2 notifications from a domestic bank of an intention to pursue cross-border activity in the
territory of a member state of the European Economic Area,
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— 1 notification from a domestic bank of a change in the notification concerning cross-
border activity in the territory of a member state of the European Economic Area.

The KNF Board issued 3 final decisions on indication of conditions to be met by a branch of a
credit institution in the interest of the general good when operating in the territory of the
Republic of Poland.

3.1.2. SUPERVISORY ACTIVITIES
PRUDENTIAL SUPERVISION OF DOMESTIC BANKS

The supervisory activities undertaken by the KNF in 2018 consisted in day-to-day monitoring
and quarterly review of the economic and financial standing of banks (assessment for the
fourth quarter of 2017 and three quarters of 2018). On that basis, quarterly bank ratings were
assigned in the KOBRA system. In 2018, all commercial banks were assessed. 133 quarterly
analyses of commercial banks were drawn up. In 2018, the process of cyclical review and
supervisory assessment of cooperative and affiliating banks continued. 2 205 quarterly
analyses of cooperative banks and 8 quarterly analyses of affiliating banks were drawn up.

In addition to the quarterly assessment, banks are subject to a review as part of the SREP,
i.e. the Supervisory Review and Evaluation Process. Detailed information on the SREP in the
banking sector is provided in the section ‘Supervisory Review and Evaluation Process
(SREPY'.

The consolidated financial statements of banks, the economic and financial situation of
holding companies and parent undertakings of banks were analysed as part of the
consolidated supervision. As part of day-to-day analytical supervision, banks were selected
for comprehensive and targeted inspections, and then relevant information was passed to the
organisational units of the KNF responsible for inspection activities. Data for bank inspections
was prepared.

Comparative analyses of the classification of receivables from the same borrower by different
banks as well as the presentation of the shareholding of some of the significant bank clients
were carried out — in the event of discrepancies, suitable activities consisting in appropriate
notices to the supervised entities were taken. The review also covered the geographic and
industry-related structure of receivables of domestic banks and branches of credit unions.

Supervisory activities were carried out, among others, in the following areas:

— strengthening the capital base, including guidance for dividend pay-out,

— transformation processes,

— administrative proceedings, including applications to classify subordinated debt as funds,
interim profits, establishment of compulsory administration,

— liquidity,

— verifying banks’ resilience to possible negative changes in the macroeconomic
environment (stress tests),

— rehabilitation plans (PL: plan postepowania naprawczego-PPN), including the
assessment of the status of their implementation and/or completion,

— processes for the approval of recovery plans and their further monitoring,

— the assignment of SREP ratings,

— the implementation of recommendations issued as part of an inspection and/or SREP
assessment and any other recommendation following off-site supervision.
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In 2018, the KNF Board familiarised itself with papers regarding the banking sector:
— Report on the standing of banks in 2017,

— Information on the standing of banks in the first quarter of 2018,

— Report on the standing of banks in the first half of 2018,

— Information on the standing of banks between January and September 2018,

— Information on the standing of cooperative banks in 2017,

— Information on the standing of cooperative banks in the first quarter of 2018,

— Information on the standing of cooperative banks in the first half of 2018,

— SREP Report for cooperative and associating banks for 2017,

— Information of the distribution of profit generated by cooperative banks in 2017.

SUPERVISION OF BANKS SUBJECT TO REHABILITATION PROCEEDINGS

In early 2018, 7 commercial banks, 34 cooperative banks and 1 associating bank were
subject to rehabilitation proceedings. In 2018, two commercial banks completed the
rehabilitiation plan and one commercial bank launched a recovery plan. At the end of 2018,
44 cooperative banks and 1 associating bank were subject to rehabilitation measures.

The KNF Board examined two semi-annual reports on the standing of commercial banks
subject to rehabilitation proceedings and two semi-annual reports on the standing of
cooperative banks subject to rehabilitation proceedings.

Diagram 18. The number of commercial and cooperative banks subject to rehabilitation
proceedings in the years 2015-2018
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Diagram 19. Share of assets of commercial and cooperative banks subject to rehabilitation
proceedings in the banking sector assets (in %) in the years 2015-2018
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The share of assets of cooperative banks subject to a rehabilitation plan in the banking sector assets was 0.9% at
the end of 2018.

FINAL DECISIONS ON SUBORDINATED DEBT

In 2018, the KNF Board issued the following final decisions in individual cases relating to:

— inclusion, in the supplementary funds, of cash from the issue of bonds and subordinated
debt (15 final decisions),

— early redemption of subordinated bonds (4 final decisions),

— early repayment of subordinated debt (1 final decision).

FINAL DECISIONS ON OWN FUNDS

Final decisions in individual cases were related to:

— permission to classify liabilities arising from the financial instruments issued by the bank
as Tier | capital (2 final decisions),

— permission to classify the bank’s cash gained from the issue of long-term bonds and
subordinated loans as instruments in Tier |l capital (27 final decisions),

— authorisation to include bank’s profit for a given period as Tier 1 capital (38 final
decisions),

— permission to reduce own funds (424 final decisions),

— permission to reduce own funds / prior consent (21 final decisions),

— permission to classify shares contributed after 28 June 2013 as Tier | capital (83 final
decisions),

— authorisation to classify the issued shares to the Tier | core capital (15 final decisions),

— authorisation of early redemption of subordinated bonds included in Tier 2 capital (4 final
decisions),

— authorisation of early return of the funds deriving from the subordinated loan included in
the Tier 2 capital (1 final decision).

FINAL DECISIONS CONCERNING MERGER

The KNF Board authorised the merger of:

— Getin Noble Bank (the acquiring bank) and BPI Bank (the bank being acquired),

— Bank Spotdzielczy in Ktobuck (the acquiring bank) and Bank Spétdzielczy in Wreczyca
Wielka (the bank being acquired),
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— Slgski Bank Spoétdzielczy ,SILESIA” in Katowice (the acquiring bank) and Bank
Spoétdzielczy in Kety (the bank being acquired),

— Bank Spétdzielczy Rzemiosta in Cracow (the acquiring bank) and Bank Spotdzielczy in
Debica (the bank being acquired),

— Slagski Bank Spéidzielczy ,SILESIA” in Katowice (the acquiring bank) and Bank
Spoétdzielczy in Ktomnice (the bank being acquired),

— Mikotowski Bank Spétdzielczy in Mikotow (the acquiring bank) and Bank Spétdzielczy in
Wodzistaw Slaski (the bank being acquired).

INFORMATION ON THE INSTITUTIONAL PROTECTION SCHEMES (IPSs)

At its meeting on 4 December 2018, having reviewed the request of the SGB Cooperative
Protection Scheme, the KNF Board unanimously approved the Group Recovery Plan for the
SGB Protection Scheme. At its meeting on 18 December 2018, the KNF Board unanimously
approved the Group Recovery Plan for the Protection Scheme of the BPS Association (PL:
System Ochrony Zrzeszenia BPS).

STRESS TESTS

In 2018, for the ninth time, the KNF conducted stress tests of the banking sector. The
purpose of the tests was to determine the potential impact of changes in the macroeconomic
environment on the financial and capital situation of the Polish banking sector institutions and
to assess the sector’s resilience to shock. All commercial banks (excluding BGK, affiliating
banks, and banks withdrawing from Poland) participated in the tests. In terms of total assets,
the banks participating in the tests accounted for about 80 % of the balance sheet total of the
entire banking sector.

The ninth edition of the test coincided in time with the European stress tests coordinated by
the European Banking Authority (EBA). The tests covered major banking group in the
European Economic Area, including PKO BP and Pekao, and the test results were published
on the EBA’s website. Among all European banks directly participating in the EBA stress
tests, the two Polish banks turned out to be among institutions with the highest capital
resilience and resistance to unfavourable developments in the economy.

Other domestic commercial banks underwent the KNF tests and used the EBA methodology
and forms for the purpose of their projections. Having received the data, the KNF conducted
preliminary verification of the data. The data was verified for accuracy and compliance with
the applicable legislation, internal consistency, and reality of extrapolated trends.
Additionally, models developed at the KNF were used to verify bank forecasts. All doubts that
arose during that process were systematically consulted with the banks. The published
results indicate high resistance of the banking sector to hypothetical market shocks as well
as good capitalisation.
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SUPERVISORY REVIEW AND EVALUATION PROCESS (SREP)

In March 2018, the KNF informed banks about the publication of the amended Methodology
of supervisory review and evaluation process of commercial, affiliating and cooperative banks
(hereinafter: ‘SREP methodology’)®.

Following the amendment, the SREP Methodology takes into account the provisions of

national laws which introduce a series of important changes affecting the operation of

supervised entities, including in particular:

— Act of 11 May 2017 on statutory auditors, audit firms and public supervision (Journal of
Laws 2017, item 1089),

— Act of 23 March 2017 on mortgage credit and supervision of mortgage credit
intermediaries and agents (Journal of Laws 2017, item 819),

— Regulation of the Minister of Development and Finance of 25 May 2017 on higher risk
weight for exposures secured with mortgages on real estate (Journal of Laws 2017, item
1068).

The amendments made to the SREP Methodology are also based on the acts of law,
accounting standards and good supervisory practices which entered into force in early 2018,
including in particular those pertaining to:

— provision of investment services, including client protection, e.g.:

¢ Regulation (EU) No 1286/2014 of the European Parliament and of the Council of 26
November 2014 on key information documents for packaged retail investment and
insurance-based products (PRIIPs),

¢ Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15
May 2014 on markets in financial instruments and amending Regulation (EU) No
648/2012 (MiFIR)°,

— accounting standards, including:

e Commission Regulation (EU) 2016/2067 of 22 November 2016 amending Regulation
(EC) No 1126/2008 adopting certain international accounting standards in accordance
with Regulation (EC) No 1606/2002 of the European Parliament and of the Council as
regards International Financial Reporting Standard 9 (Regulation on IFRS 9),

o Regulation (EU) 2017/2395 of the European Parliament and of the Council of 12
December 2017 amending Regulation (EU) No 575/2013 as regards transitional
arrangements for mitigating the impact of the introduction of IFRS 9 on own funds and
for the large exposures treatment of certain public sector exposures denominated in
the domestic currency of any Member State,

— issues relating to IT risk, in connection with the implementation of the requirements laid
down in the EBA Guidelines on ICT Risk Assessment under the Supervisory Review and

Evaluation process (SREP) of 11 May 2017 (‘ITC Guidelines’).

Moreover, to make the SREP more consistent with the requirements of the Guidelines on the
SREP'" as part of implementation of the provisions of Article 107 of CRD 1V, the calculation
of the overall SREP score, as described in the SREP Methodology, has been supplemented
with a new category of SREP scores, the so-called viability scores, which comprise two
SREP scores assigned previously for the areas of bank management and analysis of the
business model, and two new SREP scores for the areas of capital adequacy and liquidity
adequacy.

9 The publication is available in the section: Market— Information for authorised entities — Banking.

10 With regard to the system of European legal acts governing the provision of investment services after 3 January
2018, the SREP Methodology contains a reference to the KNF Statement of 27 December 2017 on the application
of MiFID Il in Poland after 3 January 2018.

" EBA Guidelines on common procedures and methodologies for the supervisory review and evaluation process
(SREP) of 19 December 2014
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The SREP Methodology has also been changed to consider the requests formulated by the
cooperative banks sectors with regard to wider application of the principle of proportionality,
thus reducing the burden for banks. To that end, the number of questions addressed to
cooperative banks in the self-assessment form as part of the full-SREP survey has been
reduced and the scope of areas/types of risk assessed in a given SREP cycle has been
changed by introducing the option to divide the risks under assessment by year, maintaining
the 3-year cycle in which the assessment of all areas of risk is updated.

In 2018, commercial banks were given 32 SREP scores, while cooperative banks were given
890 SREP scores.

The SREP conducted by the KNF takes into account, in a complementary and consistent
manner, the findings from on-site analyses and on-site inspections carried out by the
supervisory authority at banks. The intensity of the SREP at individual banks depends
primarily on the overall SREP score assigned in the previous SREP cycle and the results of
categorisation process. The SREP methodology involves periodic updates of the SREP score
as part of quarterly off-site analyses, and a dialogue between the supervisory authority and
banks. Similarly as in previous years, the SREP also took into account the results of ad hoc
reviews conducted by the supervisory authority, e.g. in the form of surveys.

RECOVERY PLANS

The main objective of a recovery plan is to introduce preventive measures to avoid the
escalation of adverse events which might lead, in extreme cases, to bank failure or to the
launch of forced resolution by the bank’s body responsible for forced resolution, and to
secure the continuity of business in areas deemed critical.

2018 was another year in which banks submitted to the KNF Board appropriate requests for
approval of a recovery plan by means of a final decision. In most cases, the requests resulted
from the obligation to update the recovery plans at least annually, referred to in Article
141m(4) of the Banking Law (request for approval of an updated recovery plan). 32 recovery
plans were accepted in 2018 and 37 requests were still being reviewed at the end of 2018.

MONITORING OF BANKS’ COMPLIANCE WITH APPLICABLE REGULATIONS

The KNF carries out regular off-site monitoring of the financial situation of banks, including
the liquidity and capital situation. In 2018, once again special emphasis was placed on
maintaining good quality of equity and its appropriate level by banks. Equity ensures safety
for a bank in the event of adverse external events which might arise, for example, in
connection with a crisis in real terms or turbulence in international financial markets.
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DIVIDEND POLICY AND ADDITIONAL CAPITAL REQUIREMENT

In order to maintain capital adequacy at a level deemed safe, once again the supervisory
authority recommended that commercial banks should limit the payment of dividends. The
direct objective of the dividend policy is to ensure stability of the banking sector by
strengthening the capital base and to protect the users of financial services, including
depositors. The result of the KNF’s current dividend policy is a stable and high solvency ratio
of the sector at 19.10% at the end of 2018 (18.96% at the end of 2017).

In 2018, the KNF Board published medium-term objectives of the dividend policy of
commercial banks. When formulating the dividend policy for the years to come, the KNF took
into account the Recommendation of the European Central Bank (ECB) of 13 December
2016 on dividend distribution policies (already applied in previous years) and maintained the
additional criteria for banks engaged in foreign-currency credit facilities. The amount of
potential dividend depends on the bank’s capital ratios, SREP score, level of leverage, size of
its portfolio of housing currency loans and share in the portfolio of loans granted in 2007-
2008. In addition, the possibility to pay out 100% of the profit was limited to institutions with a
relatively low sensitivity of capital position to an unfavourable macroeconomic scenario.

In spite of a good current situation, it is recommended to maintain a strong capital base, and
in the case of some banks its further strengthening due to the level of risk already
accumulated in the balance sheets of banks and the uncertainty about the future
development of the economic prosperity.

To that end, in 2018, the KNF Board issued recommendations setting additional capital
requirements for 14 banks (on a solo or consolidated basis) resulting from the fact that they
hold portfolios of mortgage-secured foreign currency loans of households in EUR and CHF.
The additional capital requirement is calculated under Pillar 1l for loan portfolios with
particularly high risk and provides individualised impact on banks with significant portfolios of
foreign currency loans granted to unsecured borrowers, i.e. those who earn income in a
currency other than the loan currency. As recommended in Resolution No 14/2017 of the
Financial Stability Committee, in 2017, additional capital requirements under Pillar Il were
supplemented with requirements for operational risk, market risk and collective default risk in
respect of risk factors relating to the foreign currency loan portfolio.

On 22 May 2018, the KNF Board adopted assumptions concerning its position on the
medium-term dividend policy of, among others, cooperative and affiliating banks in. The
purpose of the publication was to facilitate the framework financial planning for medium-term
dividend distribution at KNF-supervised entities.
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Diagram 20. Own funds and capital adequacy of the domestic banking sector in the years
20152018
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IDENTIFICATION OF OTHER SYSTEMICALLY IMPORTANT INSTITUTIONS (O-SlIs)

Under the Act of 5 August 2015 on macro-prudential supervision,'? the KNF Board is obliged
to identify other systemically important institutions and to set appropriate capital buffers for
them.

The identification of other systemically important institutions, made by the KNF Board for the
first time in 2016, was based on the following criteria: the size of a given financial institution,
its importance for the economy of the Republic of Poland and the European Union, the
importance of its cross-border activity and the examination of interrelationship between a
given institution or group and the financial system.

In 2018, under the said Act, the KNF Board reviewed the adequacy of the buffer rate of an O-
Sll. Following the review and taking into account the opinion of the Financial Stability
Committee, by its final decisions of 31 July 2018 the KNF Board confirmed the identification
of eleven banks as O-SlIs and identified one additional bank as an O-SII. On that basis, the
KNF Board also decided to set appropriate capital buffers.

3.1.3. INSPECTION ACTIVITIES

INSPECTIONS OF COMMERCIAL BANKS: GENERAL INFORMATION

Inspection activities at banks in 2018 were carried out on the basis of the provisions of law
and the KNF’s prudential recommendations, taking into account the guidelines of the
European Banking Authority (EBA) and the Basel Committee on Banking Supervision
(BCBS), based on uniform standards and examination procedures included in the Inspection
Manual and detailed methodologies supplementing the Manual.

Inspection activities were carried out in the form of comprehensive and targeted inspections,
investigations, validation proceedings, and inspection of preparedness to start operating
activities.

12 Act of 5 August 2015 on macro-prudential supervision of the financial system and crisis management in the
financial system (Journal of Laws of 2015 item 1513, as amended).
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Table 28. Inspection activities carried out by the KNF at commercial banks in 201813

Inspection activities Number
Targeted inspections 14
Comprehensive inspections 3
Investigation proceedings 1
Inspection of preparedness to start operating activities 2

Source: KNF’s own calculations

COMPREHENSIVE AND TARGETED INSPECTIONS AT COMMERCIAL BANKS

In the case of comprehensive inspections, the inspection activities focused primarily on the
inspection of banks’ management of each risk, in particular credit, liquidity, market and
operational risks, and on the assessment of capital adequacy and management of the bank,
considering compliance with banking laws, the related supervisory standards, the articles of
association, and compliance with the requirements set out in the authorisation to establish a
bank.

Inspection activities carried out as part of comprehensive inspections and selected targeted

inspections usually also covered thematic reviews, i.e. reviews targeted at examining the

same set of issues at systemically important banks. The scope of thematic reviews included
topics such as:

— measurement of assets according to IFRS 94,

— internal control system, considering the new regulatory requirements and supervisory
standards, in particular Regulation of the Minister of Development and Finance of 6
March 2017 on the risk management system and the internal control system,
remuneration policy and the detailed method for estimation of internal capital at banks
(Journal of Laws 2017, item 637, as amended), and the KNF’s Recommendation H on
internal control system at banks.

The following areas/issues were covered by the remaining targeted inspections conducted at

commercial banks:

— management of liquidity risk and funding risk, in terms of contingency liquidity planning,
stress tests and correct calculation of the liquidity coverage requirement (LCR),

— capital adequacy in terms of correct calculation of capital requirements and own funds,

— the safety of electronic banking services, in particular mobile banking, and biometric and
video verification.

Tables 29-34 provide summary information on the material irregularities (concerning to
varying degrees the entities under inspection) identified with respect to:

— the issues examined as part of thematic reviews,

— other material issues examined during targeted and comprehensive inspections.

Table 29. Material irregularities identified during inspection activities at commercial banks in
2018 in the area of credit risk in terms of measurement of assets according to IFRS 9

Credit risk in terms of measurement of assets according to IFRS 9

Irregularities in respect of identification (i.e. incomplete or incorrect criteria of classification) of
exposures on account of a significant increase in credit risk since initial recognition (paragraph
5.5.9 of IFRS 9):

— adoption of the level of credit risk at the date of initial recognition of a financial instrument

3 This table does not include validation proceedings (conducted at commercial banks) or inspection activities in
the area of prevention of money laundering and terrorist financing (conducted accordingly at all types of KNF-
supervised entities).

4 Commission Regulation (EU) 2016/2067 of 22 November 2016 amending Regulation (EC) No 1126/2008
adopting certain international accounting standards in accordance with Regulation (EC) No 1606/2002 of the
European Parliament and of the Council as regards International Financial Reporting Standard 9.
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(prior to 2018 in the case of no estimate of such risk) according to the adopted
simplifications—where the level of risk cannot be determined without excessive expenses or
efforts,

— no comparison of the level of risk over the exposure lifetime,

— the use of a 12-month PD to establish whether the expected credit losses throughout
lifetime should be recognised where it is not appropriate to apply it (paragraph B5.5.14 of
IFRS 9),

— the use of 30 DPD as a sole criterion of classification,

— identification of ‘low risk exposures’ on the basis of discretionary criteria, which are
inconsistent with the requirements of IFRS 9 in that respect (paragraphs B5.5.22-B 5.5.24 of
IFRS 9),

— the use of absolute thresholds for credit portfolios,

— imprecise and too vague criteria for putting exposures on a watch list,

— unclear and imprecise criteria for the ‘entry’ and ‘exit’ of credit exposures into/from a credit
portfolio characterised by a significant increase in credit risk since the initial recognition,

— limitation of the list of criteria for a significant increase of risk with respect to quality criteria.

Irregularities in respect of identification (i.e. incomplete or incorrect criteria of classification) of

exposures which meet the requirement of default (including exposures affected by impairment

due to credit risk):

o |~ the use of 90 DPD as a sole criterion of classification (e.g. for the portfolio of agricultural

’ credit facilities),

— unclear and imprecise criteria for the ‘entry’ and ‘exit’ of credit exposures into/from a credit
portfolio characterised by default, including on account of impairment of a credit exposure
(e.g. in the case of restructuring which provides grounds for impairment).

Irregularities in the estimation of expected credit losses (ECL) and related allowances:
— in the case of individual approach:

e failure to consider information on current events and forecasts of future economic
conditions (paragraph 5.5.17 of IFRS 9),

e lack of assessment of risk or probability of credit loss which takes into account the
possibility of occurrence and non-occurrence of a credit loss, which implies that a bank
needs to examine at least two scenarios (the results concerning occurrence and non-
occurrence of a loss—paragraph 5.5.18 of IFRS 9),

e lack of a detailed justification of adopted probability of realisation of scenarios,

3. | - inthe case of group (portfolio-based) approach:
e improper modelling of credit risk parameters:

v' failure to consider current events and forecasts in credit risk parameters (failure to
make the ECL model dependent on the model of macroeconomic forecasts
(paragraph 5.5.17 of IFRS 9),

v’ failure to consider the extension of the lending period with respect to EAD
modelling,

v' failure to consider the ‘age’ of exposures in the PD model,

e the use of an inconsistent definition of default in the modelling of expected credit losses
in relation to a given bank.

Irregularities in the modification of financial assets:

— failure to recognise events of restructuring of an exposure as material modification, i.e. a
modification which leads to that asset being removed from the balance sheet and its new

4 recognition following modification, and thus failure to recognise credit assets generated on

’ that account as POCI assets,

— assuming that any restructuring of an exposure affected by impairment, or renegotiation of
existing terms of a credit agreement resulting in the need to identify an exposure as
exposure affected by impairment, is an immaterial modification.

Limited scope of internal regulations which might result in improper identification of credit risk:

— lack of formalisation as to: identification of business models, SPPI tests (including
benchmark test),

— lack of any detailed approach to material modification or POCI assets,

— lack of a description of how macroeconomic forecasts are considered in estimation of
expected credit losses,

— lack of completeness and excessively high level of generality of documents pertaining to
impairment models for the purposes of IFRS 9, including: methodologies for model
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development, monitoring and validation, as well as model, monitoring and implementation
documents,

no identified criteria for assessment of quality of the impairment models under IFRS 9, at the
stage of validation or regular review—monitoring,

lack of, or insufficiently, detailed rules for historical verification of the level of allowances,
lack or insufficiently detailed rules for historical verification of models/parameters used for
the purposes of estimation of allowances.

Source: KNF’s own calculations

Table 30. Material irregularities identified during inspection activities at commercial banks in
2018 in relation to internal control system, considering the new regulatory requirements and
supervisory standards

The internal control system, considering the new regulatory requirements and supervisory standards

Irregularities as to formal and organisational requirements concerning the internal control

system (hereinafter: ‘ICS’), including:

— lack of, or improper, detailed criteria or definitions and scale of assessment of adequacy
and effectiveness of the ICS within the three lines of defence,

— failure to set the requirement to notify the supervisory board of adequacy and effectiveness
of the ICS,

1. | — concerns about the rules of classification of irregularities identified as part of the ICS, in
particular material and critical irregularities,

— too vague and unclear criteria for recognition of processes as material (which allow for a
free choice and discretion of the approach, or which are not bank-specific),

— incorrect relationship between the general objectives of the ICS with its specific objectives,

— assigning tasks relating to the identification of material processes and development of a
matrix of control functions to a wrong unit, i.e. internal audit.

Improper record-keeping relative to the control function, including control mechanisms and

independent monitoring of their application, presented in the form of a matrix of control

functions, including:

— anincomplete list of material processes, or failure to indicate the person responsible for the
tasks of extraction and design of processes at the bank,

— failure to define the criteria for selection of control mechanisms,

— lack, or insufficiently, detailed rules for independent monitoring of control mechanisms,
including:

2. e lack of the requirement of vertical tests and ongoing vertical verification of control
mechanisms in the 1st line of defence through the 2nd line of defence,

e lack of rules for: planning, defining the scope and frequency of testing, and failure to
indicate organisational units responsible for tests, methods of conducting and keeping
records of tests,

e lack of reporting of the results of vertical testing,

— failure to indicate who is authorised to approve the matrix of control functions,

— failure to identify the key control mechanisms relating to the monitoring, classification and
valuation of credit facilities.

Irregularities in the management of compliance risk, including:

— failure to define the method of ensuring appropriate human resources necessary to perform
the tasks of the compliance unit, and failure to ensure sufficient funds for systematic
improvement of qualifications of the staff of the compliance unit,

3 | failure to ensure full independence of the compliance function,
" | = insufficient scope of compliance tests,

— lack of detailed rules concerning testing, the method of implementation and application of
mechanisms to control compliance risk,

— failure to carry out the annual assessment of efficiency of compliance risk management, to
be conducted by the bank’s supervisory board.
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Irregularities in the functioning of internal audit, including:

— failure to ensure full independence of the internal audit function,

— poor quality and insufficient scope of internal audit,

4 |~ insufficient frequency of internal audit activities in the areas which are of importance to the

' bank,

— failure to define the level of Key Performance Indicators for the purpose of assessment of
quality of works of the internal audit unit,

— lack of reporting of recommendations with an extended time limit for implementation.

Source: KNF’s own calculations

Table 31. Material irregularities identified during inspection activities at commercial banks in
2018 in the area of management of liquidity risk and funding risk, in terms of contingency
liquidity planning, stress tests and correct calculation of the liquidity coverage requirement
(LCR)

Management of liquidity risk and funding risk, in terms of contingency liquidity planning, stress tests
and correct calculation of the liquidity coverage requirement (LCR)

Irregularities in the calculation of the LCR relating to non-compliance with the requirements of

Regulatlon 2015/6115, consisting in:
improper deflnltlon of a stable retail deposit in terms of compliance with the requirements
for a transaction account,

— treating funds invested by financial entities as retail deposits,

— failure to conduct, or errors in conducting, reviews of retail deposits in terms of identification
of deposits with increased cash outflows,

— unauthorised exclusion of term deposits from outflows,

— failure to include (in outflows) interest due within 30 days,

— improper identification of operating deposits, including incorrect classification, to that

1 category, of funds on current accounts of large enterprises, non-commercial institutions as

' well as central government and self-government institutions,

— the weight of an outflow was not assigned to the funds on the minimum deposit account (an
affiliating bank),

— classification of instruments which do not meet the criteria set out in Regulation, e.g.
Treasury bonds which covered the BFG fund for protection of guaranteed funds, as Level 1
assets,

— non-compliance with the requirement to cash a representative sample of Levels 2A and 2B
assets at least annually,

— failure to estimate, or incorrect estimation of, the values and rates of potential outflows on
account of other products and services,

— improper estimation of inflows on account of credit facilities and other receivables.

Irregularities relating to stress testing, including:

— the rules of stress testing were not approved by the supervisory board,

— assumption of insufficiently conservative assumptions for tests, which fail to ensure
accurate risk measurement, e.g. overestimation of the volume of securities eligible for
collateral for the purpose of the marginal lending facility,

— failure to document the reviews which confirm the choice of scenarios and to assess the
adequacy of the adopted assumptions,

— insufficient, or lack of, coverage of certain outflows, e.g. electronic deposits, outflows on
account of discharge of clients’ off-balance sheet commitments,

— failure to use test results in liquidity risk management.

Irregularities relating to contingency liquidity planning, indicating:

— failure to define, in a clear and accurate manner, the symptoms of the need to launch the
3. plan,

— inconsistency with scenarios of stress tests, or insufficient use of test results,

— assumption of unrealistic assumptions concerning collateral in an emergency, e.g. by:

5 Commission Delegated Regulation (EU) 2015/61 of 10 October 2014 to supplement Regulation (EU) No
575/2013 of the European Parliament and of the Council with regard to liquidity coverage requirement for Credit
Institutions.
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considering the marginal lending facility and the refinance loan as sources of contingency
liquidity, despite the lack of the relevant agreements with the NBP, too short time limits for
the sale of liquid assets,

— failure to define key intraday payments and their priority,

— insufficient preparation for liquidity assistance from the NBP in the form of a refinance loan,
e.g. failure to adapt to the requirements on the refinance loan, too low frequency of tests of
bank’s willingness to contract a refinance loan, irregularities in the process of generating
the pool of debts, which serves as a collateral for the refinance loan,

— insufficient scope of contingency plan options (failure to take into account an internal or
external emergency, or a combination of such scenarios),

— insufficient testing of the plan,

— lack of proper distribution of responsibility for plan implementation.

Source: KNF’s own calculations

Table 32. Material irregularities identified during inspection activities at commercial banks in
2018 in the area of capital adequacy relating to correct calculation of capital requirements
using the standard method and correct calculation of own funds

Capital adequacy relating to correct calculation of capital requirements using the standard method
and correct calculation of own funds

Irregularities relating to the calculation of own funds, including :

— failure to deduct, from the Tier | core capital, the adjustment to the value of assets
measured at fair value (AVA),

1. | — failure to deduct, from the Tier | core capital, the bank’s indirect participations in own
instruments,

— inclusion, in Tier |, of equity instruments in the form of ordinary shares issued without
authorisation from the KNF Board.

ASS|gn|ng incorrect value of CCF to off-balance sheet liabilities:
application of CCF of 0% (instead of 20% or 50%, depending on maturity) to off-balance

2 sheet liabilities of defaulting borrowers,

" | — application of CCF of 0% (instead of 20% or 50%, depending on maturity), despite the lack
of real possibility to automatically cancel the liability due to the worsening creditworthiness
of the borrower.

Irregularities relating to incorrect segmentation of credit exposures and assignment of risk

weights included mainly:

— classification of exposures secured with mortgages on real estate:

o classification of foreign-currency exposures secured with mortgages on real estate into
the category of retail exposures with a risk weight of 75% instead of category of
exposures secured with mortgages on real estate with a risk weight of 150%,

e assignment of the risk weight of 50% (instead of 100%) to exposures secured with
mortgages on commercial real estate and related to lease transactions,

— classification into the category of exposures to public entities with a risk weight of 50%, into
the category of exposures to local government units or local authorities with a risk weight of
20%, into the category of exposures to institutions with a risk weight of 20%, and into the

3. category of retail exposures with a risk weight of 75%, instead of the category of exposures
to enterprises with a risk weight of 100%,

— application of the risk weight of 50% (instead of 100%) to derivatives recognised in the
category of exposures to enterprises,

— classification of exposures to closed-end investment funds into the category of exposures to
institutions with a risk weight of 20% and 50% or into the category of exposures in the form
of participations or shares in collective investment undertakings with a risk weight of 100%
instead of the category of exposures associated with a particularly high risk with a risk
weight of 150%,

— classification of minority holdings in relation to housing cooperatives into equity exposures
with a risk weight of 100% instead the category of exposures relating to a particularly high
risk with a weight of 150%.

4 Failure to calculate, or incorrect calculation of, the requirement on account of risk associated
" | with Credit Valuation Assessment (CVA).

Source: KNF’s own calculations
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Table 33. Material irregularities identified during inspection activities at banks in 2018 in
relation to IT risk relating to the safety of electronic banking services, in particular mobile
banking, and biometric and video verification

IT risk relating to the safety of electronic banking services, in particular mobile banking, and
biometric and video verification

Irregularities relating to the safety of electronic and mobile banking services indicating:

— failure to conduct an audit which would cover all services and systems used in telephone
banking,

1. | — location of data processing centres does not mitigate the risk of unavailability of systems in
case of a natural disaster,

— failure to conduct a test of the business continuity scenario, in which one of the data
processing centres is not available.

Irregularities with respect to biometry and video verification:

— banks’ internal procedures of video verification did not provide for the requirement to assess
each environmental and behavioural factor,

— in some case, there were no formal rules or requirements regarding training for staff who
manage video verification measures,

— low efficiency of control of staff responsible for the management of the video channel in
terms of proper verification of client identity through the video channel, and compliance by
consultants with the related guidelines, in particular regarding cases of non-compliance by

2. bank staff with internal procedures identified by the supervisor,

— lack of regular testing of recordings for accuracy and quality of audit and video,

— failure to perform analysis of banks’ compliance with the requirements laid down in the
Guidelines of the General Inspector of Financial Information of 22 August 2018 on
identification of clients of obliged institutions and verification of client’s identity in their
physical absence,

— failure to keep records of the conduct and approval of the results of tests to validate
implementation of risk control mechanisms of a biometric solution, described in the review
performed at the implementation stage of a mobile application.

Source: KNF’s own calculations
Table 34. Other material irregularities identified at banks in 201816

Other material irregularities identified at banks

With regard to credit risk management, the following irregularities were identified:

— reduction of the basis for calculation of allowances for expected credit losses on the basis
of outdated appraisal reports,

— no verification of credibility and accuracy of market assumptions and parameters at the

1. stage of collateral acceptance or collateral monitoring,

— no defined measures of efficiency of restructuring and debt collection activities, and thus no
assessment of efficiency of the asset restructuring and debt collection processes,

— failure to comply with supervisory recommendations S and T with respect to the
assessment of creditworthiness of individuals and assessment of investment projects.

With regard to operational risk management, the following irregularities were identified:

— incomplete adaptation of banks’ operations with respect to model management to the
standards laid down in the KNF Recommendation W on risk management of models at
banks, including improper identification of models, lack of validation methodologies and

2. assessment criteria in relation to certain models, and lack of regular assessment of the
quality of operation (monitoring) of certain models,

— insufficient control over the activities of banks’ IT system administrators and activities of IT
service providers,

— lack of sufficient control over the management of end-user computing (EUC).

With regard to bank management, the following irregularities were identified:

3 |~ banks introduced a minimum amount of variable remuneration, which was not subject to

’ deferral,

— contracts of employment of certain members of management board did not provide for

16 This applies to the areas which are examined as part of inspection and which go beyond the topics discussed
previously.
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suspension, restriction or refusal to pay variable components of remuneration in the case
referred to in Article 142(1) of the Act of 29 August 1997 the Banking Law (Journal of Laws
2017, item 1876),

— failure to carry out the annual assessment of risk management, to be carried out by the
bank’s supervisory board,

— the Audit Committee failed to monitor the tasks relating to the effectiveness of the internal
control system and risk management system, including with regard to financial reporting,
which constituted a breach of Article 130(1) point 1b of the Act of 11 May 2017 on statutory
auditors, audit firms and public supervision (Journal of Laws 2017, item 1089).

With regard to the management of market risk and overall interest rate risk in the banking book,

irregularities concerned mainly the aspects relating to the offering of structured deposits and/or

financial instruments to clients:

— submission of incomplete information on the risk of conclusion of a transaction at the time
of conclusion of such a transaction with a client, including on the possible loss for the client,

— lack of regulations on saving recordings and data concerning financial instruments,

— failure to publish, on the bank’s website, key information for investors (KID) for the most
complex derivative products,

— incorrect information in an investment recommendation submitted to the client as part of
the investment advisory service.

Source: KNF’s own calculations

In 2018, actions in the field of supervisory validation of internal approaches (7 validation
proceedings) focused on cooperation with banks and with the European Central Bank
(hereinafter: "ECB’), both as part of the pre-application and application phases, including
verification of the solutions used by banks to implement the Internal Ratings-Based Approach
(hereinafter: 'the IRB Approach’'’) or the Advanced Measurement Approach (hereinafter: the
AMA Approach'®), and in the post-application phase, including actions taken when a bank
obtains permission (or conditional permission) to use an internal approach.

These activities were carried out both in the context of the off-site analysis and during the on-

site validations, and were focused in particular on:

— the analysis of compliance of bank solutions with Regulation (EU) No 575/2013 of the
European Parliament and of the Council of 26 March 2013 on prudential requirements for
credit institutions and investment firms amending Regulation (EU) No 648/2012 (OJ L 176
of 27 June 2013, pp. 1-337) and European regulations laying down regulatory and
implementing technical standards for the authorisation of competent supervisory
authorities to use internal approach, for the portfolios covered by the roll-out plan,

— the analysis of extensions and changes in the IRB Approach and the AMA Approach,

— verification of the fulfilment of conditions resulting from prior permissions,

— periodic review of the IRB Approach and the AMA Approach with regard to the banks
using these approaches,

— ongoing cooperation with the banks and the ECB to the extent relating to the
implementation and use of internal approaches.

INSPECTIONS AT COOPERATIVE BANKS: GENERAL INFORMATION

In 2018, inspection activities at cooperative banks were carried out on the basis of the
provisions of law and the KNF’s prudential recommendations, taking into account the
guidelines of the European Banking Authority (EBA) and the Basel Committee on Banking
Supervision (BCBS), based on uniform standards and examination procedures included in
the Inspection Manual and detailed methodologies supplementing the Manual.

7 Internal Ratings Based Approach (credit risk).
18 Advanced Measurement Approach (operational risk).
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Inspection activities were carried out in the form of comprehensive inspections, targeted
inspections, and investigations.

Table 35. Inspection activities carried out by the KNF at cooperative banks in 2018

Inspection activities Number
Comprehensive inspections at cooperative banks 3
Targeted inspections at cooperative banks 33
Investigations at cooperative banks 2

Source: KNF’s own calculations

In the case of inspection activities at cooperative banks, the main area of inspection was
credit risk. Assessment also covered organisational preparedness of selected banks to
conduct business outside a cooperative association.

Tables 36-37 provide summary information on the material irregularities (concerning to
varying degrees the entities under inspection) identified with respect to:

the area of credit risk in terms of assessment of creditworthiness, classification of credit
exposures, collateralisation of credit exposures and the debt collection and restructuring
processes,

other material issues examined during comprehensive and targeted inspections and
investigations at cooperative banks.

Table 36. Material irregularities identified during inspection activities at cooperative banks in
the area of credit risk (examined during targeted and comprehensive inspections)

Credit risk management

Irregularities in the assessment of client’s creditworthiness, including:

— non-compliance with Article 70 of the Banking Law at the time of granting a loan, consisting
in a failure to:
e verify quantitative data submitted by clients,
¢ verify the source of income, lack of financial forecasts for the entire lending period,
e obtaining or assessment, by banks, of recovery plans, or failure to establish special

security where the client was not creditworthy,

— non-compliance with Article 75c of the Banking Law (failure to assess the financial and
economic standing of a client in the case of amendment to the contractual terms and time
limits for the repayment of credit).

Irregularities in the classification of credit exposures to risk categories leading to incorrect
presentation of the credit portfolio, insufficient special-purpose provisions and write-downs,
including:

— failure to identify any significant deterioration of the financial and economic situation of a
debtor,

— failure to recognise significant negative deviations in the performance from the related
financial forecasts made in loan applications,

— failure to analyse each item of the balance sheet and profit and loss account and the related
changes,

— classification of exposures only according to the criterion of timeliness of repayment where
the criterion of the assessment of the debtor’s financial situation is also required,

— classification of exposures as ‘watch-list’ due to the borrower's economic and financial
situation,

— reclassification of exposures to a lower risk category despite the debtor’s failure to regain
creditworthiness, and failure to consider the criterion of at least 3-month timely loan
servicing,

— lack of automatic classification of liabilities according to the criterion of timely repayment of
receivables,

— failure to assess the possibility of debt repayment, in whole or in part, before deciding on
debt restructuring.

3.

Irregularities in the measurement of collateral, leading to insufficient special-purpose provisions
and write-downs, i.e.:
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— reduction of the basis for calculation of special-purpose provisions and write-downs on the
basis of outdated valuation reports for commercial real estate, or without considering
previous encumbrances in the land and mortgage register,

— no verification of credibility and accuracy of market assumptions and parameters at the
stage of collateral acceptance or collateral monitoring,

— lack, or low quality, of data in the internal database on real estate,

— failure to use the inter-bank database on the real estate market.

Irregularities in the lending process, relating to exemptions applied by banks, e.g. in the process

of granting credit:

— to persons/entities who/which are not creditworthy without any special security or without a
plan to improve the economic and financial situation,

— to persons who have no stable income or whose income is below the required level,

— with respect to the score at BIK, which shows that the client is unreliable, or with respect to
exceeding the acceptable arrears as per a BIK report,

— the down payment was below the required level,

— to persons whose period of employment was shorter than the lending period,

— despite the existence of a source of income not approved by the bank,

and/or with respect to security accepted, e.g.:

— renouncement of the required value of security for the repayment of money borrowed,

— renouncement of the valuation of real property based on an appraisal report,

— excessive level of LtV.

At the same time, the influence of deviations on the level of credit risk and bank’s performance

was not analysed or monitored.

Limited scope of internal regulations which might result in improper identification of credit risk,

including:

— lack of rules concerning acceptable quantitative measures considering the specific nature of
business activities of borrowers,

5. | — failure to define the industries which, in the bank’s view, require special attention,

— failure to develop rules and procedure for debt restructuring,

— lack of rules for application of deviations from lending procedures, including lack of a
catalogue of acceptable deviations and limit on the total amount of credit facilities granted
with such deviations.

Source: KNF’s own calculations

Table 37. Other material irregularities identified during comprehensive and targeted
inspections and investigations at cooperative banks

Other material irregularities
In relation to liquidity risk, material irregularities were identified in: the method of identification
1. | and measurement of risk, solutions adopted in the contingency liquidity plan, assumptions for
stress tests, the system of prudential limits and the method of calculation of the LCR.
In relation to market risk, material irregularities were identified in risk measurement, concerns or
reservations were expressed as to the organisation of fiscal activities, the process of entering

2. into transactions and the system of limits (this applies to inspection in terms of assessment of
organisational preparedness to conduct business outside an association).
In relation to operational risk, material irregularities were identified in IT and ICT security
3 management, including incomplete implementation of KNF Recommendation on the safety of

payment transactions carried out via Internet. Deficiencies were identified in the area of
safeguarding business continuity, including failure to ensure appropriate backup location.

In relation to capital adequacy, irregularities were identified in the calculation of capital
4. | requirements on account of credit risk. The irregularities consisted mainly in applying incorrect
segmentation and risk weights.

For bank management, material irregularities were identified in relation to the rules for
minimising conflict of interest, management of non-compliance risk, management of operating
expenses, and outsourcing.

5. | Inspection activities at some banks revealed that the internal control system was not fully
effective and failed to ensure full compliance with the applicable laws and supervisory
recommendations. The material irregularities consisted in a failure to take into account certain
requirements under Regulation of the Minister of Development and Finance of 6 March 2017 on
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the risk management system and internal control system, remuneration policy and the detailed
method for estimation of internal capital at banks (Journal of Laws 2017, item 637) and the
standards set out in the KNF Recommendation H KNF on internal control system at banks. A
negative opinion was expressed due to the lack of appropriate support of control processes
using a matrix of control functions. The reservations concerning the matrix of control functions
covered an excessive level of generality in the description of important processes, and the
failure to include all important processes, leading to the failure to assign appropriate control
mechanisms. Reservations were also formulated as to the activities of the compliance unit and
the internal audit unit.

Source: KNF’s own calculations

3.2. CREDIT UNIONS (PL: SKOK)
3.2.1.LICENSING ACTIVITIES

APPROVAL OF AMENDMENTS TO THE ARTICLES OF ASSOCIATION OF CREDIT
UNIONS AND OF THE NATIONAL ASSOCIATION OF CREDIT UNIONS

In 2018, the KNF Board issued:
— 4 final decisions on the approval of articles of association of credit unions:

o 1 final decision concerning an amendment to a final decision issued following
proceedings for a review of a case regarding approval of the articles of association of
the National Association of Credit Unions,

¢ 1 final decision to discontinue proceedings in respect of approval of an amendment to
the articles of association of a credit union,

¢ 1 final decision following a request for a review of a case, to repeal the final decision
to refuse to approve amendments to articles of association and to approve other
amendments made by the KNF Board, in the part relating to the refusal to approve
amendments and to discontinue proceedings in that case,

¢ 1 final decision following a request for a review of a case, to repeal the final decision
to refuse to approve amendments to articles of association and to approve
amendments,

— 1 final decision following a request for a review of a case, to uphold the appealed final
decision on the refusal to approve articles of association.

APPROVAL AND APPOINTMENT OF PRESIDENTS OF MANAGEMENT BOARDS OF
CREDIT UNIONS AND OF THE NATIONAL ASSOCIATION OF CREDIT UNIONS

In 2018, the KNF Board issued:

— 1 final decision on approval of the appointment of president of management board of a
credit union,

— 2 final decisions on approval of the appointment of president/vice-president of
management board of the National Association Of Credit Unions,

— 1 final decision following examination of a request for a review of a case, to uphold the
final decision to refuse to approve the appointment of president of management of a
credit union,

— 1 final decision following examination of a request for a review of a case, to repeal the
final decision to refuse to approve appointment of president of a credit union and to
discontinue proceedings.

INTERIM DECISIONS IN OTHER CASES

In 2018, the KNF Board issued the following interim decisions:
— 1interim decision upholding the interim decision to stay the proceedings,
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— 1 interim decision on the resumption of stayed proceedings.
3.2.2.SUPERVISORY ACTIVITIES

As at end of 2018, 20 unions were subject to rehabilitation proceedings. In 2018, the KNF
Board decided on the take-over of two credit unions by banks pursuant to the Act of 5
November 2009 on cooperative savings and credit unions. Spodtdzielcza Kasa
Oszczednosciowo-Kredytowa Rafineria was taken over by BGZ BNP Paribas. Spotdzielcza
Kasa Oszczednosciowo-Kredytowa Piast was taken over by Bank Millennium S.A.

In 2018, the KNF Board approved the merger, under the Act of 5 November 2009 on credit
unions, of three credit unions: (1) Spétdzielcza Kasa Oszczednosciowo-Kredytowa Kozienice
and Spoéidzielcza Kasa Oszczednosciowo-Kredytowa Bogdanka; (2) Spoétdzielcza Kasa
Oszczednosciowo-Kredytowa Wista and Spotdzielcza Kasa Oszczednosciowo-Kredytowa
Befchatéw; (3) and Spoldzielcza Kasa Oszczednosciowo-Kredytowa Szopienice and
Spotdzielcza Kasa Oszczednosciowo-Kredytowa Mystowice.

In 2018, the KNF Board took cognisance of three periodic reports on the standing of the
credit unions sector: Information on the standing of credit unions in 2017, in the first quarter
of 2018, the first half of 2018. In 2018, the KNF Board also took cognisance of a report on the
standing of the credit unions obliged to implement rehabilitation plans for 2017.

3.2.3.INSPECTION ACTIVITIES

In 2018, 1 comprehensive inspection and 1 inspection in respect of the quality of assets and
off-balance sheet commitments and credit risk management were carried out at credit unions.

Following inspections, reservations were expressed as to the quality of management of their
operations, in particular due to the irregularities in risk identification, measurement and
control. The main reservations concerned credit risk management, including:
— measurement of credit and loan exposures leading to missing write-downs,
— measurement of shares,
— assessment of creditworthiness,
— credit risk monitoring,
— concentration risk,
— strategy for the development of a credit portfolio,
— collateralisation of credit exposures,

the functioning of the internal control system.
Other findings concerned weaknessesl/irregularities in the area of management of liquidity
risk and interest rate risk. Finally, the oversight exercised by the supervisory board and
management board was considered to be insufficient.
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3.3. DOMESTIC PAYMENT INSTITUTIONS, PAYMENT SERVICE
OFFICES, AND DOMESTIC ELECTRONIC MONEY INSTITUTIONS

3.3.1.LICENSING ACTIVITIES
RE-AUTHORISATION OF DOMESTIC PAYMENT INSTITUTIONS

On 20 June 2018, the Act of 10 May 2018 amending the Act on trading in financial
instruments and certain other acts entered into force and implemented, into the Polish legal
order, Directive (EU) 2015/2366 of the European Parliament and of the Council of 25
November 2015 on payment services in the internal market (PSD2). The amendment to the
Act of 19 August 2011 on payment services introduced new types of payment services (i.e.
the payment transaction initiation service and the account information service) and a series of
new requirements for both the current payment service providers and the KNF. Most of those
requirements concern the security of payment services provided to users.

The amendment also introduced a requirement for domestic payment institutions to submit,
by 20 September 2018, documents to confirm their compliance with Section IV of the Act on
payment services concerning the take-up and pursuit of business by domestic payment
institutions, as set out in the Act of 10 May 2018 (re-authorisation). The re-authorisation
process covered 40 domestic payment institutions, i.e. all institutions authorised to conduct
business in the area of provision of payment services at the effective date of the regulations
amending the Act on payment services.

The obligation to submit information within the statutory time limit was performed by 34 out of
40 domestic payment institutions, and then—following a request by the KNF—by another 6
entities.

The re-authorisation of domestic payment institutions should conclude with a confirmation by
the KNF that a specific institution has fulfilled the requirements under Section IV of the Act on
payment services as of 20 December 2018. Where there are no grounds for such
confirmation, the KNF Board must withdraw the relevant entity’s authorisation to provide
payment services as domestic payment institution. The confirmation of fulfilment of the
requirements was submitted to 35 entities, which were informed by the KNF that they may
continue their business based on their current authorisation and that their entry in the register
of domestic payment institution is valid. The other 5 entities did not complete the re-
authorisation process with such confirmation, and one entity expressed its intention to
change its current form of business into a small payment institution, and with respect to other
entities appropriate supervisory measures were applied.

DOMESTIC PAYMENT INSTITUTIONS AND DOMESTIC ELECTRONIC MONEY
INSTITUTIONS

As at 31 December 2018, 40 domestic payment institutions held authorisations.

In 2018, the KNF received 13 requests for authorisation to provide payment services as
domestic payment institution, including 5 requests regarding a change of the previous
authorisation and 1 request for authorisation to operate as domestic electronic money
institution.

In that period, 1 final decision on a change of an authorisation to provide payment services
was made, 1 set of proceedings in respect of authorisation to provide payment services as
domestic payment institution was discontinued, 1 set of proceedings was stayed, and 5
requests were disregarded. 1 interim decision on the refusal to resume proceedings in
respect of authorisation to provide payment services as domestic payment institution and 1
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interim decision on the refusal to initiate the proceedings in respect of authorisation to
operate as domestic payment institution were issued.

In 2018, 60 requests from domestic payment institutions for a change in the data entered in
the register referred to in Article 4(3) of the Act on payment services and 1 cross-border
notification were reviewed.

SMALL PAYMENT INSTITUTIONS AND ACCOUNT INFORMATION SERVICE PROVIDERS

The amendment to the Act on payment services which entered into force on 20 June 2018
introduced a possibility to provide payment services as small payment institution or account
information service provider following entry in the register of payment service providers
referred to in Article 4(3) of the Act on payment services. The two forms of business are
regulated businesses as defined in the Act of 6 March 2018—the Business Law (Journal of
Laws 646, as amended), which means that they may only be taken up following entry in the
register and submission of a statement on fulfilment of requirements for such business laid
down in the Act on payment services. In 2018, the KNF Board received 23 requests for entry
in the register as a small payment institution; as a result, 10 such entries were made, 2
requests were disregarded and 2 requests for entry of an account information service
provider were still being processed at the end of 2018.

PAYMENT SERVICE OFFICES

In 2018, the KNF Board received 474 requests concerning payment service offices, of which
221 requests concerned entry in the register, 102 requests concerned a change in such
entry, and 151 requests concerned removal from the register.

As at 31 December 2018, 1 382 payment service offices were included in the register of
payment service offices.

NOTIFICATIONS UNDER ARTICLE 72A OF THE ACT OF 19 AucgusT 2011 ON
PAYMENT SERVICES, CONCERNING AN INTENTION TO ACQUIRE QUALIFYING
HOLDINGS AND/OR SHARES OF DOMESTIC PAYMENT INSTITUTIONS

The amendment to the Act on payment services which entered into force on 20 June 2018
introduced an obligation to notify the KNF of the intention to acquire or take up, directly or
indirectly, shares of a domestic payment institution in a number sufficient to reach or exceed
20%, 30% or 50%, respectively, of the total number of votes at the decision-making body or a
share in the share capital.

By the end of 2018, the KNF Board received 3 such notifications and all of them have been
processed.
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NOTIFICATIONS CONCERNING EU PAYMENT INSTITUTIONS AND EU ELECTRONIC
MONEY INSTITUTIONS

In 2018, the KNF Board received 240 notifications from competent supervisory authorities
regarding the activity of EU payment institutions operating in Poland through a branch,
through agents and on a cross-border basis.

In that period, the KNF Board received from competent supervisory authorities 100
notifications concerning EU electronic money institutions, including 1 notification concerning
an agent and 1 notification concerning a cross-border distributor.

3.3.2.SUPERVISORY ACTIVITIES

The activities in the area of payment services carried out by domestic payment institutions
(PL: KIP) and payment service offices (PL: BUP) are supervised by the KNF Board to the
extent and according to the principles laid down in the Act on payment services and the Act
on financial market supervision.

The primary objective of the supervision of domestic payment institutions exercised by the
KNF Board is to ensure financial security of domestic payment institutions, and their
compliance with the applicable domestic and EU laws governing the functioning of the market
of payment services, and to protect the interests of electronic money users and holders.
With regard to payment service offices, the objective of the supervision exercised by the KNF
is to ensure compliance of payment service offices with the Act on payment services and to
protect the interests of the participants in the payment service market (users of the money
transfer service).

Table 38. Breakdown of own funds of domestic payment institutions (KIPs) (in PLN thousand)

ltem Q3 2017 Q4 2017 Q12018 Q22018 Q3 2018
(PLN) (PLN) (PLN) (PLN) (PLN)

Own funds, including: 804 114 657.0( 694 951 009.00| 732 316 090.00 790 483 046.00 | 640 489 276.00
- initial capital 717 126 925.0 587 747 509.00 | 597 757 596.25( 607 661 863.25| 519 146 860.00
- revaluation capital 21 588 408.0 4 928 405.00 4 928 405.00 14 524 142.00 9595 737.00
- retained earnings 43 894 769.0 47547 946.00| 55352 776.00] 100505 142.00| 17 188 387.00
- profit during approval

and net profit of the

current reporting period | 21277 206.0 54714 141.00| 77 716 004.65 71944 161.59| 67 887 703.00

Deductions of own
funds:

337 438 119.0

225 037 323.00

208 888 304.00

230 680 394.00

204 869 645.00

- own shares held by a
payment institution,
measured at the
carrying amount,
including any

impairment loss 144 782 623.0 81 827.00 81 944.00 80 419.00 21 270.00
- all liabilities resulting

from the issue of

preference shares 0.0 0.00 0.00 0.00 0.00
- intangible assets

measured at the

carrying value 97 725 895.0] 102 186 790.00 | 103 740 628.42| 104 889 350.82| 101 823 870.00
- loss from previous

years 78 353 872.0 93988 922.00| 94 163416.91| 121836 736.91| 96 104 511.00
- loss during approval 0.0 234 536.00 7 574 229.00 0.00 0.00
- net loss of the current | 19 175 528.0 28 527 239.00 3 935 804.00 5960 149.94 5749 409.00
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period

Own funds (after

deductions) 444 372 455.0| 464 630 086.00 | 523 427 784.00| 549 284 679.00 | 434 980 007.00

Source: KNF’s own calculations

The analysis of the reporting data on the domestic market of payment services submitted to
the KNF leads to the conclusion that this area is dominated by several well-established KIPs,
which operate on a large scale. In the third quarter of 2018, domestic payment institutions
providing only money transfer services (Group C) carried out 2.57% of all payment
transactions (10.40 million transactions). The second group of entities (Group B), which, in
addition to the money transfer service, also provide other payment services, including
transfer orders and direct debits, carried out 0.20% (0.80 million transactions) in that period.
The vast majority of payment transactions, i.e. 97.23% (392.95 million transactions), were
carried out by Group A (KIPs which, in addition to providing payment services from the
above-mentioned Group B, also act as clearing agents as approved by the President of the
NBP, and enable the execution of payment transactions initiated by or through an acceptor,
the payer's payment instrument, especially consisting in the service of authorisations,
sending payment orders of the payer or the acceptor to the issuer of the payment card or to
payment systems, in order to provide the acceptor with the funds due (acquiring).

Table 39. The number of transactions (in million) carried out by domestic payment institutions
(KIP)

KIP Q3 2017 Q4 2017 Q12018 Q2 2018 Q3 2018
GROUP A 300.35 323.82 324.61 371.92 392.95
GROUP B 0.09 0.09 0.09 0.09 0.08
GROUP C 9.92 10.18 10.49 10.62 10.40
TOTAL 310.36 334.09 335.19 382.63 403.43

Source: KNF’s own calculations

Table 40. The value of transactions (in PLN million) carried out by domestic payment
institutions

KIP Q3 2017 Q4 2017 Q12018 Q2 2018 Q32018
GROUP A 24 952.61 27 694.49 26 619.01 30 202.20 31738.50
GROUP B 45.08 50.43 216.15 129.70 112.80
GROUP C 2276.15 2587.16 2742.74 3279.60 3049.70
TOTAL 27 273.84 30 332.08 29 577.90 33611.40 34 900.97

Source: KNF’s own calculations

Table 41. Fees and commissions (in PLN thousand) collected by all domestic payment
institutions

KIP Q3 2017 Q4 2017 Q12018 Q2 2018 Q32018
GROUP A 190 502.30 | 213 619.02 195 350.13 214 901.83 222 438.45
GROUP B 190.01 189.45 519.47 557.77 201.69
GROUP C 24 428.98 27 075.93 27 105.18 30 620.81 30 888.33
TOTAL 215121.29 | 240 884.40 222 974.78 246 080.41 253 528.47

The average value of a single payment transaction at KIPs in the third quarter of 2018 was
PLN 0.63 (PLN 0.67 in the second quarter of 2018, PLN 0.69 in the first quarter of 2018).

Under the Act on payment services, payment service offices are obliged to provide the KNF
with quarterly and annual reporting information, including data on the number and value of
money transfers made. For the first quarter of 2018, 1 157 payment service offices (85.4%)
out of 1 355 entities subject to that obligation submitted reporting information to the KNF; for
the second quarter of 2018, the reporting information was submitted to the KNF by 1 302
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payment service offices (92.8%) out of 1 403 entities subject to that obligation; and for the

third quarter of 2018, the reporting information was submitted to the KNF by 1 239 payment

service offices (89.39%) out of 1 386 entities subject to that obligation.

The number and value of money transfers made by payment service offices (PL: BUP) was:

— in the first quarter of 2018: 9.2 million money transfers with a total value of PLN 1.6
billion,

— in the second quarter of 2018: 8.8 million money transfers with a total value of PLN 1.6
billion,

— in the fourth quarter of 2018: 9.4 million money transfers with a total value of PLN 1.6
billion.

The reporting information for quarters 1-3 of 2018 received from payment service offices
shows that the obligations towards the KNF are not fulfilled by:
- about 10.61% of offices as regards providing the KNF with the original document confirming
conclusion of an insurance contract, or a bank or insurance guarantee.

Under the applicable legislation governing the functioning of the domestic market of payment
services, the supervisory authority does not have the power to remove the BUPs that fail to
comply with the above-mentioned reporting requirements from the register. The level of
protection of the transactions carried out by payment service offices (the level of protection
of funds) is determined based on the relation of value of collateral held by them (i.e.
insurance contracts or guarantee agreements) to the average monthly value of money
transfers made by those entities.

The KNF’s supervisory activities in relation to payment service offices include the monitoring
of timely submission of reporting information, monitoring of compliance with the obligation to
protect the clients’ funds, notifying the payment service offices of the obligation to limit the
scale of operations or of the need to transform into the KIP, if the statutory limit of monthly
turnover of EUR 500 thousand is exceeded.

Despite being entered in the register of small payment institutions, none of the entities
demonstrated the commencement of the provision of payment services in that capacity by 31
December 2018.

As part of its supervisory activities in relation to domestic payment institutions, the KNF
carries out a substantive analysis of the applications for authorisation to operate as a
domestic payment institution, and analyses financial results of the KIPs in the context of their
compliance with financial plans presented at the stage of granting authorisations. In addition,
in 2018, comprehensive inspections were carried out in four domestic payment institutions
selected by the KNF to verify their financial security, consistency of data submitted in periodic
reports with the reality, and the functioning of KIPs in accordance with the applicable
regulations governing the functioning of the market of payment services at the national and
Community levels.
The following reports on the payment services industry were presented at the KNF Board’s
meetings:
— Information on the standing of KIPs and BUPs in the first quarter of 2018 as at 25 May
2018,
— Information on the standing of KIPs and BUPs in the second quarter of 2018 as at 20
December 2018.

3.3.3.INSPECTIONS AT DOMESTIC PAYMENT INSTITUTIONS

In 2018, the KNF conducted 4 inspections at domestic payment institutions to assess the
quality of management (including the risk management system and the internal control
system) and management of operational risk and 1 inspection to assess compliance of data
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on the scope and value of payment services provided by the company in 2016 with the
reports submitted to the KNF.

The inspections at KIPs revealed irregularities in the management process, including risk

management and internal control system. The key findings included:

— insufficient scope of internal audit,

— lack of independent audit of ICT security,

— non-compliance with the requirement of independence of audit work,

— lack or incomplete implementation of the Rules of Corporate Governance,

— lack of separation of operational and control functions within the organisational structure,

— failure to define, in the business continuity plan, the priorities for restoring each system
and the maximum time for restoring systems/services,

— reservations as to completeness and timeliness of certain internal regulations, including
the financial and strategic planning process,

— irregularities in the management of operational risk, including lack of a log of incidents
and events relating to operational risk, failure to apply KRIs, lack of a limit specifying the
acceptable level of operational risk,

— irregularities in complaint handling,

— internal audits were conducted by a third party, without an appropriate agreement.

3.4. MORTGAGE CREDIT INTERMEDIARIES AND THEIR AGENTS

According to the Act on mortgage credit and supervision of mortgage credit intermediaries
and agents (Journal of Laws 2017, item 819) (hereinafter: ‘Act on mortgage credit’), mortgage
credit intermediaries and their agents must be supervised by the KNF Board.

For credit mortgage intermediaries, the Act on mortgage credit provides for two registration

procedures:

— authorisation (at the request of the entity), resulting in entering the mortgage credit
intermediary in Section | of the register of credit intermediaries,

— entering the mortgage credit intermediary in Section | of the register of credit
intermediaries at the request of the lender (bank) under Article 57 of the Act on mortgage
credit (without authorisation).

Mortgage credit intermediaries are entered in Section | of the register of credit intermediaries

under an appropriate RPH number.

In 2018, the KNF Board entered 986 credit intermediaries in Section | of the register of credit

intermediaries, of which:

— 250 mortgage credit intermediaries were entered on the basis of authorisation (250 final
decisions on authorisation),

— 736 mortgage credit intermediaries were entered at the request of lenders (banks).

In 2018, the KNF removed 194 mortgage credit intermediaries from Section | of the register

of credit intermediaries, of which:

— 9 intermediaries were removed on the basis of the final decision to withdraw authorisation
(made each time at the request of the intermediary),

— 185 intermediaries were removed at the request from lenders for removal of
intermediaries they had registered (in each case at the request of lenders).

As at 31 December 2018, 852 mortgage credit intermediaries were included in the register.

In the course of other proceedings in respect of mortgage credit intermediaries, in 2018 the
KNF Board issued 12 final decisions to discontinue proceedings in respect of authorisation to
conduct business of mortgage credit intermediation and 2 interim decisions to correct an
obvious typographical error in a final decision.
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In 2018, 23 requests for authorisation to conduct the business of mortgage credit
intermediation were disregarded. In each case, that was due to applicants’ failure to remove
formal defects in their requests, despite having been properly requested in writing to do so.
As regards an important formal requirement for authorisation of the business of mortgage
credit intermediation relating to the passing of the examination for mortgage -credit
intermediaries, referred to in Article 49(1) point 1(d) in conjunction with Article 53 of the Act
on mortgage credit, the Examination Board for Mortgage Credit Intermediaries, referred to in
Article 52 of the Act on mortgage credit, acted in 2018 in its full composition and conducted 3
exams, taken by 34 individuals, of whom 15 passed the exam.

For mortgage credit intermediaries, the Act on mortgage credit provides for the entry of
agents in Section | of the register of credit intermediaries at the request of a mortgage credit
intermediary. Agents of mortgage credit intermediaries are entered in Section | of the register
of credit intermediaries under an appropriate RHA number.
In 2018, the KNF Board:
entered 6 706 agents in the register (each time at the request of a mortgage credit
intermediary),
— removed 709 agents from the register (each time at the request of a mortgage credit
intermediary).

As at 31 December 2018, 5 861 agents of mortgage credit intermediaries were included in
the register.

3.5. CONSUMER CREDIT INTERMEDIARIES

Section Il of the register of credit intermediaries applies to consumer credit intermediaries as

defined in the Article 5 point 3 of the Act on consumer credit (consolidated text in: Journal of

Laws 2018, item 993). The KNF Board does not supervises that category of intermediaries

but it keeps a register of them. Consumer credit intermediaries are entered in Section Il of the

register of credit intermediaries at their own request. Consumer credit intermediaries are

entered in Section Il of the register of credit intermediaries under an appropriate RPK

number.

In 2018, the KNF Board:

— entered 25 866 consumer credit intermediaries in the register,

— removed 27 consumer credit intermediaries from the register.

In the course of other administrative proceedings in respect of consumer credit

intermediaries, in 2018 the KNF Board issued:

— 24 final decisions to refuse to enter a credit intermediary in the register of credit
intermediaries,

— 2 final decisions to refuse to initiate the proceedings for entry of a credit intermediary in
the register of credit intermediaries,

— 1 final decision to discontinue proceedings in respect of entry of a credit intermediary in
the register of credit intermediaries.

As at 31 December 2018, 27 917 consumer credit intermediaries were included in the

register.

3.6. NON-BANKLENDING INSTITUTIONS

Non-bank lending institutions, as defined in Article 5 point 2a of the Act on consumer credit,
are not supervised by the KNF Board. The KNF Board keeps a register of non-bank lending
institutions, as referred to in Article 59ab of the Act on consumer credit. An entry in the
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register of non-bank lending institutions is made at the request of such an institution. Non-
bank lending institutions are entered under an appropriate RIP number.

In 2018, the KNF Board:

— entered 346 non-bank lending institutions in the register,

— removed 11 non-bank lending institutions from the register.

In the course of other proceedings in respect of entry of a non-bank lending institution, in
2018 the KNF Board issued 7 final decisions to refuse to enter a non-bank lending institution
in the register of non-bank lending institutions, and each time the refusal was due to the
applicant’s legal form being incompatible with statutory law.

As at 31 December 2018, 421 non-bank lending institutions were included in the register.

3.7. PREVENTION OF MONEY LAUNDERING AND TERRORIST
FINANCING (AML/CFT ACTIVITIES)

In 2018, AML/CFT inspection activities were conducted at obliged institutions pursuant to the
Act of 16 November 2000 on the prevention of money laundering and terrorist financing
(Journal of Laws 2017, item 1049, as amended; hereinafter: ‘Act of 16 November 2000’) and
the Act of 1 March 2018 on the prevention of money laundering and terrorist financing
(Journal of Laws 2018, item 723, as amended; hereinafter: ‘AML/CFT Act’), which repealed,
on 13 July 2018, the Act of 16 November 2000. The inspections were conducted at entities in
the following sectors: banking, domestic payment institutions, and capital sector. The
AML/CFT inspections were conducted with reference to the Report from the Commission to
the European Parliament and the Council on the assessment of the risks of money
laundering and terrorist financing affecting the internal market and relating to cross-border
activities (COM(2017) 340 final), published on 26 June 2017 and its recommendations
concerning adoption of appropriate measures to mitigate any identified risk.

As recommended by the European Commission, the inspection covered the method of
identification of beneficial owner, and inspections at payment institutions considered, in
particular, the training provided by such institutions to agents. Additionally, the European
Commission identified safe deposit boxes used at banks as a particularly high risk-product,
and that issue was also covered by the KNF inspection.

Table 42. Number of inspections conducted by the KNF at supervised entities in 2018 in the
area prevention of money laundering and terrorist financing

Inspection activities at entities Number
Commercial banks 12
Cooperative banks 3
Brokerage houses/firms 6
Domestic payment institutions 16
Total 37

Source: KNF’s own calculations

All inspections conducted by the KNF inspectors revealed irregularities and failures in the
areas under inspection. Most irregularities were found in the area of risk assessment and
application of financial security measures, which is a consequence of targeted inspections
aimed at identifying beneficial owner. Other areas where a relatively large number of
irregularities were found were the organisation of the AML/CFT process and submission of
information to the General Inspector for Financial Information (GIFI).
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The most common irregularities found in all sectors of the financial market covered by
inspection are presented in Table 43.

Table 43. The most common irregularities and infringements identified during the 2018
inspections in the area of AML/CFT

Anti-money laundering and combating the financing of terrorism

Irregularities in the area of assessment of the risk of money laundering and terrorist financing

and the application of client due diligence measures:

— failure to identify or incorrect identification of the beneficial owner,

— failure to assess the risk for the clients whose only product at a bank was a safety deposit
box,

' failure to verify whether clients whose only product at a bank was a safety deposit box were

’ on the lists of sanctions and whether such clients were politically exposed persons (PEPs),

— failure to regularly update the data on clients and beneficial owners which might affect their
previous risk assessment,

— failure to verify clients for PEP status,

— incorrect assessment of money laundering risk resulting in failure to apply enhanced client
due diligence measures.

Irregularities in the organisation of the AML/CFT process:

o | - insufficient scope, quality and/or frequency of management information,

"| — no formal assignment of tasks and responsibilities,

— breach of the principle of separation of the operational and supervisory functions.

Irregularities in the submission of information to the GIFI:

— late submission of information on transactions to the GIFI,

3. | — incorrect parametrisation of the threshold value of transactions subject to notification to the
GIFlI,

— notifying the GIFI of transactions which are not subject to the notification requirement.

Irregularities in the internal control system:

4. |~ low quality of control, expressed in the lack of negative findings in the area of AML activities,

’ despite numerous irregularities found by the KNF,

— the internal control system did not cover the key elements of the AML process.

Irregularities in internal procedure, for example:

5. | — incompatibility of internal regulations with applicable laws,

— inconsistencies between internal regulations.

Irregularities identified in the information accompanying money transfers:

— lack of documents to confirm that the person accepting a client’s order verified information

6. on the payer,

— failure to store, in IT systems, full information on the payer in the case of a transaction
exceeding the equivalent of EUR 1 000.

Irregularities in the analysis of transactions:

— failure to carry out periodic reviews of the rules used in IT systems to identify potentially
suspicious transactions,

— incompatibility of the rules of identification of suspicious transactions defined in IT systems
with the rules defined in internal procedures,

— the analytical system does not cover all transactions.

Irregularities in employee training:

— the training programmes did not take into account all tasks which are relevant for the

8. AML/CFT process,

— ineffective mechanisms to confirm that the staff involved in the AML/CFT process have
acquainted themselves with the changes in legislation and internal regulations.

Irregularities identified in the area of suspending transactions, blocking accounts and freezing

assets:

— verification of parties to the transaction against lists of sanctions only after the operation is
closed,

— lack of a system of day-to-day verification of clients transferring funds at agency points
against lists of sanctions,

— verification of clients for inclusion on lists of sanctions only at the time of establishing
business relationships.
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Source: KNF’s own calculations

In order to eliminate the irregularities, the KNF Board issued post-inspection
recommendations for supervised institutions in the areas in question. In addition, where
material or numerous irregularities were identified, the KNF Board recommended that
supplementary training be provided to the employees implementing the AML/CFT process
and that additional mechanisms be strengthened or introduced in the internal control system.

Monitoring of the implementation of the KNF recommendations was based on periodical
reports submitted by the entities under inspection, in which the entities provided a detailed
description of corrective actions taken by them to eliminate the irregularities.

In 2018, the KNF continued its cooperation with the GIFI, in particular in the area of:

— exchange of information on the plans and results of inspections at obliged institutions,

— active participation of a representative of the Chair of the KNF Board in the activities of
the Financial Security Committee attached to the GIFlI,

— reporting irregularities identified at obliged institutions in the course of ongoing analysis,

— communication of information for the purpose of administrative proceedings conducted by
the GIFI in matters relating to the imposition of penalties on obliged institutions,

— participation at working meetings, training sessions and workshops.

Following the entry into force of the AML/CFT Act, since 13 July 2018 administrative
proceedings in respect of imposition of penalties for breaches identified in the course of the
KNF inspections have fallen within the remit of the KNF Board.

By 31 December 2018, the KNF Board did not impose any penalty.

The KNF Board also conducted analytical activities in the area of prevention of ML/FT. As a
result, recommendations aimed at eliminating the irregularities found in the course of ongoing
analysis were formulated and communicated to financial market entities, in particular to those
at which an increase in the risk of money laundering and terrorist financing was identified,
and information about financial security measures applied to mitigate such risk were
requested.

The KNF Board also made a significant contribution to the development of the framework for
national assessment of risk of money laundering and terrorist financing and submitted an in-
depth analysis of the main directions of cash flows and the origin of non-residents who use
the Polish financial system.

In order to mitigate the risk that supervised entities might be used for money laundering, the
KNF Board engaged in educational activities in the form of seminars devoted to the AML/CFT
issues addressed to each financial sector, law enforcement authorities, and public
prosecutors.

4. CAPITAL MARKET SUPERVISION

4.1. INVESTMENT FIRMS, CUSTODIAN BANKS, TIED AGENTS OF
INVESTMENT FIRMS, SECURITIES BROKERS, INVESTMENT
ADVISERS

BROKERAGE ACTIVITIES

In 2018, the KNF Board issued 6 final decisions to partially withdraw authorisation to conduct
brokerage activities and 2 final decisions on complete withdrawal of authorisation to conduct
brokerage activities. The KNF Board also issued 4 final decisions to discontinue proceedings,
including 2 final decisions on granting authorisation to conduct brokerage activities, and 2
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final decisions on approval of the appointment of president of management board of a
brokerage house or member of management board of a brokerage house responsible for
supervising the risk management system. There were also issued 2 final decisions on
objection to the transfer of authorisations to conduct brokerage activities and 1 final decision
on the transfer of financial instruments and funds and documents relating to account keeping
referred to in Article 69(4) point 1 of the Act on trading in financial instruments.

As at 31 December 2018, pending requests included 9 requests for authorisation to conduct
brokerage activities, 1 request for partial withdrawal of authorisation to conduct brokerage
activities, 12 requests for approval of the appointment of president of management board of a
brokerage house or member of management board of a brokerage house responsible for
supervising the risk management system, and 1 request for agreement to the performance by
a member of supervisory board of an additional function of member of supervisory board at
another entity.

In 2018, 5 notifications on the intention to acquire or take up shares in brokerage houses
were considered. In 3 cases the KNF Board did not raise any objections and in 2 cases the
proceedings were discontinued.

As at 31 December 2018, pending proceedings included 2 proceedings in respect of
notification of the intention to acquire or take up shares in a brokerage house, 1 set of
proceedings in respect of a transfer of financial instruments and funds and documents
relating to account keeping referred to in Article 69(4) point 1 of the Act on trading in financial
instruments.

NOTIFICATION OF INVESTMENT FIRMS

In the period covered by this report, the KNF Board received 140 notifications of the intention
to conduct brokerage activities without a branch and 4 notifications of the intention to conduct
brokerage activities through a branch in the Republic of Poland by foreign investment firms,
as well as 301 notifications concerning a change of data covered by the original notification.
44 entities abandoned their brokerage activities conducted in the Republic of Poland without
a branch, and 3 entities abandoned their activities conducted through a branch.

Table 44. The number of notified foreign investment firms at the end of the years 20152018

Type of entity 2015 2016 2017 2018
Foreign investment firms without a branch 1816 1919 1975 2062
Foreign investment firms — a branch 15 15 14 15
Total 1831 1934 1989 2077

Source: KNF’s own calculations

In the period covered by this report, the KNF Board passed 5 resolution on the
communication of information on the intention of Polish investment firms to conduct
brokerage activities without a branch in the territory of other Member States and discontinued
1 set of proceedings in respect of notification of the intention of Polish investment firms to
conduct brokerage activities without a branch in the territory of other Member States.

As at 31 December 2018, the KNF Board did not conduct any proceedings in respect of

notification of the intention of Polish investment firms to conduct brokerage activities in the
territory of other Member States.
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Table 45. The number of Polish investment firms which notified their intention to conduct
brokerage activities outside the territory of the Republic of Poland as at the end of the years
20152018

Type of entity 2015 2016 2017 2018
Brokerage houses (number of branches) 2 (8) 2(8) 2 (8) 2 (8)
Brokerage houses without a branch 13 12 11 12

Source: KNF’s own calculations

DAY-TO-DAY SUPERVISION OF INVESTMENT FIRMS

The KNF Board supervises the activities of investment firms and the financial standing of

brokerage houses by carrying out:

— the analysis of current reports and periodic reports of investment firms, including financial
statements of brokerage houses, submitted in accordance with the national law,

— the analysis of current reports and periodic reports following from CRR'® and Commission
Implementing Regulation (EU) No 680/2014 issued on the basis thereof?,

— proceedings aimed at issuing decisions regarding the application of specific provisions of
CRR by individual brokerage houses,

— proceedings aimed at issuing decisions on approval of recovery plans by selected
brokerage houses.

Moreover, pursuant to Article 110r of the Act of 29 July 2005 on trading in financial
instruments (Journal of Laws 2018, item 2286, as amended), the supervisory review and
evaluation process is conducted in relation to the regulations, strategies, processes and
mechanisms implemented by brokerage houses in the field of risk management.

In 2018, the supervision over the activities of investment firms comprises an analysis of
monthly reports and current reports of 44 brokerage houses and 9 banks providing
investment services, as well as annual financial statements for 2017, semi-annual financial
statements for the first half of 2018 and reports on capital adequacy of brokerage houses. In
2018, the consolidated financial statements for 2017 and the reports on capital adequacy on
a consolidated basis brokerage houses, submitted in accordance with the provisions in force,
were also analysed. Of 44 brokerage houses indicated above, 4 brokerage houses ceased
their brokerage activities in 2018.

As part of the supervision of brokerage houses for their compliance with legislation, including
the provisions of CRR, 19 final decisions and 4 interim decisions to initiate ex officio
proceedings were issued as a result of proceedings conducted at the request of brokerage
houses, and 2 final decisions were issued as a result of ex officio proceedings.

9 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential
requirements for credit unions and investment firms and amending Regulation (EU) No 648/2012 (OJ EU L 176 of
27.6.2013, as amended)

20 Commission Implementing Regulation (EU) No 680/2014 of 16 April 2014 laying down implementing technical
standards with regard to supervisory reporting of institutions according to Regulation (EU) No 575/2013 of the
European Parliament and of the Council (OJ EU L 191 of 28.6.2014).
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Table 46. Average value of own funds (in PLN million), total risk exposure amount (in PLN
million) and total capital ratio of brokerage houses in the years 2015-2018

Detailed list 2015 2016 2017 2018
Average level of own funds 31.55 31.24 34.83 39.29
Average total risk exposure amount 102.93 107.79 141.54 127.93
Total capital ratio 30.65% 28.98% 24.61% 30.71%

Source: KNF’s own calculations

Data comes from quarterly COREP reports for data as of 31/12/2015, 31/12/2016, 31/12/2017 and 31/12/2018.
That data takes into account the changing number of brokerage houses operating in the years 2015-2018.

The ‘Report on the financial standing of brokerage houses in 2017’ was presented at the KNF

Board’s meeting.

Table 47. Basic data from the balance sheets of brokerage houses (in PLN million) for the

years 2015-2018
Balance sheet item 2015 2016 2017 2018
I. Cash and cash equivalents 5210.80| 3957.23| 4391.39| 4437.18
Il. Short-term receivables 1559.61| 1550.30 1 608.56 1407.17
[ll. Financial instruments held for trading 197.42 206.82 260.81 223.95
IV. Short term prepayments and accruals 20.31 16.92 14.77 14.51
V. Short-term loans 5.55 8.13 17.51
VI. Financial instruments held to maturity 88.21 88.87 93.21 100.69
VII. Financial instruments available for sale 245.01 244.35 22591 232.35
VIIl. Long-term receivables 6.43 5.08 6.58 6.98
IX. Long-term loans 6.97 5.84 8.09 8.78
X. Intangible assets 63.48 38.33 33.66 37.10
XI. Tangible fixed assets 83.27 69.40 67.00 62.25
XIl. Long-term prepayments and accruals 76.16 60.87 58.05 52.91
XIIl. Called-up share capital not paid 0.00 0.00 0.00
XIV. Own shares and stocks 0.23 2.35 1.20
TOTAL ASSETS 7557.66| 6249.79| 6778.51 6 602.58
I. Short-term liabilities 5152.94| 4390.64| 4 884.31 4 693.88
II. Long-term liabilities 6.69 13.03 6.63 12.16
lll. Accruals 88.75 51.11 57.49 43.18
IV. Provisions for liabilities 59.94 64.11 64.70 51.78
V. Subordinated debt 10.17 14.82 13.06 13.19
VI. Equity capital 2239.17| 1716.08 1752.32 1788.39
TOTAL LIABILITIES 7557.66| 6249.79| 6 778.51 6 602.58

Source: KNF’s own calculations

Data for the years 2015-2017 comes from the audited financial statements; data for 2018 is derived from monthly

MRF reports as at 31/12/2018.

Data does not include data of one brokerage house whose financial year does not coincide with the calendar year.
That data takes into account the changing number of brokerage houses operating in the years 2015-2018.
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Table 48. Basic data from the profit and loss account of brokerage houses (in PLN million) for

the years 2015-2018
Item of the profit and loss account 2015 2016 2017 2018
I. Income from core activities, including: 985.47 725.06 775.29 640.27
1. Income from investment services and activities 985.47 709.71 724.90 570.45
2. Income from other core activities 15.35 50.39 69.82
II. Costs of investment services and activities 1038.43 889.17 889.10 855.91
[ll. Profit (loss) on core activities (I-I) -52.95| -164.11 -113.81 -215.64
IV. Income from financial instruments held for trading 402.53 355.98 419.21 429.54
V. Costs of financial instruments held for trading 39.56 13.75 45.02 75.02
VI. Profit (loss) on operations of financial instruments
held for trading (IV-V) 362.97 342.23 374.19 354.52
VII. In_come from financial instruments held to 221 217 1.90 205
maturity
VIII. Costs of financial instruments held to maturity 0.00 0.15 0.48 0.07
IX. Profit (loss) on operations of financial instruments
held to maturity (VII-VIII) 2.21 2.02 142 1.98
;(éllencome from financial instruments available for 144.26 2734 31.50 37.33
XI. Costs of financial instruments available for sale 21.56 1.92 13.19 8.13
_XII. Profit (loss) on operations of financial 12270 25 42 18.31 29.20
instruments available for sale (X-XI)
XIll. Other operating revenues 32.80 30.41 29.22 29.49
XIV. Other operating expenses 15.55 28.60 35.76 32.68
XV. Difference in provisions and revaluation write-off 7.24 0.00
XVI. Profit (loss) on operating activities
(+VEIXXTXIT-XIVEXV) 45943 207.371  273.57|  166.87
XVII. Financial revenues 79.11 52.81 48.13 58.67
XVIII. Financial expenses 23.18 14.41 48.21 21.49
XIX. Gross profit (loss) (XVI+XVII-XVIII) 515.36 245.77 273.49 204.05
XX. Income tax 80.82 51.34 53.02 39.01
I)(())S(IS.)Other statutory reductions in profit (increases in 026 0.00 0.00 0.00
XXII. Net profit (loss) (XIX-XX-XXI) 434.80 194.43 220.47 165.04

Source: KNF’s own calculations

Data for the years 2015-2017 comes from the audited financial statements; data for 2018 is derived from monthly

MRF reports as at 31/12/2018.

Data does not include data of one brokerage house whose financial year does not coincide with the calendar year.
That data takes into account the changing number of brokerage houses operating in the years 2015-2018.

SUPERVISORY REVIEW AND EVALUATION PROCESS (SREP) FOR BROKERAGE HOUSES

In 2018, the process of supervisory evaluation of brokerage houses was carried out. The
evaluation covered 40 brokerage houses. For 34 entities, the evaluation was simplified and
based solely on the analysis of information provided and the conclusions resulting from the
analysis of the reports submitted by those entities.

In 2018, ratings were granted for two cut-off dates, i.e. 31 December 2017 and 30 June 2018.
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The ‘Report on the Supervisory Review and Evaluation Process (SREP) for Brokerage
Houses in 2017’ was presented at the KNF Board’s meeting.

TIED AGENTS OF INVESTMENT FIRMS

As of 31 December 2018, the register of tied agents of investment firms contained entries on
285 entities, including 41 legal persons and organisational units without legal personality and
244 natural persons.

In 2018, 66 natural persons and 10 legal persons and organisational units without legal
personality were entered in the register of tied agents of investment firms. The KNF Board
issued 14 final decisions on removal from the register of tied agents of investment firms,
including 13 final decisions under Article 79(9) point 2 of the Act on trading in financial
instruments. The KNF Board discontinued 23 proceedings in respect of entry in the register of
tied agents of investment firms and refused to enter 1 entity.

As at 31 December 2018, pending requests included 43 requests for entry in the register of
tied agents of investment firms.

Table 49. The state of the register of tied agents of investment firms at the end of the years
20152018

Tied agents of investment firms 2015 2016 2017 2018
Natural persons 194 150 187 244
Legal persons 35 29 36 41
Total 229 179 223 285

Source: KNF’s own calculations

SECURITIES BROKERS

As at 31 December 2018, the number of licensed securities brokers was 3 070. In 2018, 63
persons were entered on the list of securities brokers.

Table 50. The number of persons entered on the list of securities brokers and the total
number of licensed securities brokers in the years 2015-2018

Detailed list 2015 2016 2017 2018
The n_u_mber of persons entered on the list of 116 67 37 63
securities broker in a given year

Total number of licensed securities brokers 2907 2974 3008 3070
Source: KNF’s own calculations

In 2018, two exams for securities brokers were held. 270 persons took the exams and 61
persons passed them. So far, 3 256 persons have passed the examination for securities
brokers.

Moreover, in the period covered by this report, 1 supplementary exam for securities brokers
was held. 5 persons took the exam. Nobody passed it. So far, 101 persons have passed the
supplementary exam for securities brokers.
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INVESTMENT ADVISERS

As at 31 December 2018, the number of licensed investment advisers was 708. 51 persons
were added to the list of investment advisers in 2018.

Table 51. The number of persons entered on the list of investment advisers and the total
number of licensed investment advisers in the years 2015-2018

Detailed list 2015 2016 2017 2018
Thg number of persons entered on the list 34 33 87 51
of investment advisers in a given year
Totgl number of licensed investment 539 571 657 708
advisers

Source: KNF’s own calculations

In 2018, 6 partial exams of the examination for investment advisers took place. 27 persons
passed the entire examination cycle. In addition, two aptitude tests were held. 18 persons
passed the exams. Overall, 45 persons passed the exams for advisers and the aptitude tests.

INSPECTION OF BROKERAGE HOUSES AND TIED AGENTS OF INVESTMENT
FIRMS

2018 saw the conclusion of 5 inspections initiated in 2017 in respect of offering investment
certificates of non-public assets closed-end investment funds under a non-public procedure.
The entities under inspection included: investment firms, tied agent of an investment firm, a
bank providing investment services, and a bank operating under Article 113 of the Act on
trading in financial instruments.

The topic of financial market entities offering financial instruments, mostly corporate bonds
and investment certificates, was addressed as a particularly important topic in the course of
inspections initiated in 2018. In that respect, 4 brokerage houses and a bank cooperating with
investment firms as offerors were inspected. The other 2 inspections of brokerage houses
related to the provision of brokerage services on the Forex market.

One inspection still ongoing at the end of 2018 related to the bank’s performance of the
activities referred to in Article 70(2) of the Act on trading in financial instruments (hereinafter:
‘Act’).

In addition to that, inspections usually focused on the following areas of activity:

— organisational structure and technical conditions of the business, including IT systems,

— the functioning of the internal control system, the system of supervision over compliance
of the business with the law, and the internal audit system,

— supervision of an investment firm in terms of the tasks performed by its tied agent,

— supervision of a bank providing investment services in terms of the activities of the bank’s
organisational units referred to in Article 113 of the Act,

— performance of brokerage activities in connection with the provision of brokerage
services,

— performance of the activities referred to in Article 70(2) of the Act on trading in financial
instruments,

— rules of conduct in relations with a client.

Since 21 October 2018, inspection has also covered a review of how and to what extent
investment firms apply the laws implementing MiFID II.

The inspection revealed breaches, by the entities under inspection, of:
— Act of 29 July 2005 on trading in financial instruments (Journal of Laws 2017, item 1768,
as amended),
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— Regulation of the Minister of Finance of 24 September 2012 on the procedure and
conditions to be followed by investment firms, banks referred to in Article 70(2) of the Act
on trading in financial instruments, and custodian banks (Journal of Laws 2015, item 878,
as amended),

— Regulation of the Minister of Development and Finance of 25 April 2017 on detailed
technical and organisational conditions for investment firms, banks referred to in Article
70(2) of the Act on trading in financial instruments, and custodian banks (Journal of Laws
2017, item 855),

— Commission Delegated Regulation (EU) 2017/565 of 25 April 2016 supplementing
Directive 2014/65/EU of the European Parliament and of the Council as regards
organisational requirements and operating conditions for investment firms and defined
terms for the purposes of that Directive (OJ L 2017.87.1),

— Regulation of the Minister of Finance of 30 May 2018 on the procedure and conditions to
be followed by investment firms, banks referred to in Article 70(2) of the Act on trading in
financial instruments, and custodian banks (Journal of Laws, item 1112),

— Regulation of the Minister of Finance of 29 April 2018 on detailed technical and
organisational conditions for investment firms, banks referred to in Article 70(2) of the Act
on trading in financial instruments, and custodian banks (Journal of Laws, item 1111),

— internal regulations of investment firms, regulations for the provision of brokerage
services and agreements concluded by investment firms with clients with respect to the
provision of brokerage services.

Table 52. Main irregularities identified during inspection activities in 2018 in the area of
offering financial instruments

Offering financial instruments

1 Offering financial instruments by supervised financial market entities without appropriate
" | authorisation from the KNF Board;

5 The activities relating to the offering of financial instruments were not outsourced by an
" |investment firm to a third party authorised by the KNF Board;

3 An investment firm failed to conduct brokerage activities in the area of offering financial
" | instruments in a reliable and professional manner, in accordance with fair dealing rules.

4 When offering financial instruments, an investment firm failed to observe the client’s best
" |interest principle.

5 An investment firm, as offeror, failed to enter into a consortium agreement with an entity
" | authorised by the KNF Board under the procedure for the outsourcing agreement.

An investment firm failed to outsource—in accordance with statutory law—brokerage activities
6 consisting in third parties storing documents pertaining to the provision of brokerage services
" | submitted by clients and potential clients via e-mail, including subscription for the acquisition of
financial instruments, by not entering into an appropriate outsourcing agreement.

An investment firm failed to assess the suitability of brokerage services and financial
7. |instruments offered to the client (issuer) before entering into the agreement on the offering of
financial instruments.

8 Failure by an investment firm to notify a client of any existing conflict of interest in connection
" | with the offering of financial instruments to that client.

9 Failure by an investment firm to provide a basis for calculation of payment under the
" | agreement on the offering of securities in connection with its percentage structure.
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Failure by an investment firm to submit—to the existing clients or potential clients who have
entered into agreements for the provision of services of acceptance and transmission of orders
to acquire or dispose of financial instruments following subscription for a financial instrument
10. | offered—a general description of the essence of the financial instruments offered and of the risk
associated with investing in those financial instruments, so as to allow a client to make an
informed investment decision, by adapting the scope of such information to the financial
instrument and the category of the client.

Failure by an investment firm to accept subscription orders for financial instruments in
accordance with the terms of the offer (e.g. by accepting subscription orders from investors
after the lapse of the time limit for subscription, by indicating a wrong minimum number of
financial instruments covered by subscription).

11.

Failure by an investment firm to entrust related persons with the performance of activities
12. |relating to the offering of financial instruments so as to allow them to perform such activities in
a proper, fair and reliable manner.

Failure by an investment firm to conduct training for the staff of a tied agent with regard to the
13. |tasks under the agency agreement in relation to the acceptance of subscription orders for
financial instruments offered by the investment firm.

Failure, by a bank referred to in Article 70(2) of the Act, to entrust the activities relating to the
offering of financial instruments to individuals who have the necessary knowledge, skills and
14. | qualifications to perform such activities properly, which led to serious discrepancies between a
series of messages for investors and the basic knowledge of economics and finance;
moreover, the messages presented an inaccurate view of the actual investment risk.

Failure to ensure the performance of the activities referred to in Article 113(1) of the Act,
15. | submitted for performance outside the bank’s unit in which brokerage activities are conducted,
in accordance with internal regulations adopted by the bank.

Bank’s internal procedures do not govern activities relating to the supervision of operations
16. |and how they are performed pursuant to Article 113 of the Act, leading to the absence of
effective of supervision over such activities.

Failure to ensure that the bank referred to in Article 113 of the Act should formulate a written
17. | investment recommendation on the subscription of a certain financial instrument following the
assessment of suitability of financial instruments and brokerage services under a contract.

Failure to identify a potential conflict of interest in connection with performance, by bank staff
performing activities under Article 113 of the Act, of activities in the area of offering,

18. acceptance and transmission of orders, and failure to adopt adequate measures and
procedures to manage such conflict.
Failure by a tied agent of an investment firm to ensure that the staff acting for and on behalf of
an investment firm in the area of offering financial instruments act in accordance with the
19 procedures submitted by the investment firm (including with respect to providing investors, in a

proper manner, with proposals for acquisition of a financial instrument offered; lack of due care
in providing investors with necessary information, in particular on risk factors relating to the
acquisition of a financial instrument offered).

Source: KNF’s own calculations

Table 53. The most common irregularities identified during inspection activities in 2018 in the
area of organisational structure, functioning and technical conditions for the operation of
investment firms

Organisational structure, functioning and technical conditions for the operation of investment firms

Failure to properly develop and implement the internal control system, the system of legal
compliance and the internal audit system.

Failure to exercise an adequate and ongoing supervision of legal compliance, resulting in
2. |violation of the provisions of law, internal regulations and agreements concluded with the
clients, in connection with the provision of brokerage services by investment firms.
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Failure to perform the tasks of the internal audit system in a manner that allows for the
recognition that an investment firm constantly reviews and assesses the correctness and
effectiveness of the systems, regulations and internal procedures applied in its brokerage
activities.

Failure to perform internal controls in significant areas of the investment firm’s brokerage
activities, and thus failure to perform activities by the Supervision Inspector within the
framework of the internal control system aimed at preventing cases of non-compliance with
internal regulations and mandatory procedures adopted by the investment firm.

Lack of proper supervision of individuals tied to an investment firm for their compliance with
internal regulations, in particular with respect to protection and flow of information protected by
professional secrecy and investment on one’s own account.

Failure to implement day-to-day monitoring of the existing systems or internal regulations and
procedures and failure to adopt measures to eliminate irregularites due to outsourcing
internal audit once a year to a third party.

Failure to keep obligatory registers (e.g. of complaints from clients, transactions of tied
individuals, potential and actual conflicts of interest) as required by the relevant legislation.

The Supervision Inspector had no knowledge about the investment firm's core activities.

Failure to ensure that the individuals performing tasks relating to the supervision of compliance
has appropriate qualifications and that the compliance unit has appropriate resources,
including human resources, to ensure proper performance of those tasks.

10.

Failure to ensure that the internal control system has the capacity to perform its tasks.

11.

Failure to provide, simultaneously, the management and supervisory boards of investment
firms with reports on the internal audit and annual reports on the performance of tasks by the
system of supervision of legal compliance of the business.

12.

Lack of involvement of management boards of investment firms in the development and
support for the functioning of the internal control system, the system of legal compliance and
the internal audit system.

13.

Failure to define a business continuity plan which would ensure continuous and uninterrupted
operation of the investment firm, or contingency plans to ensure ongoing business and
mitigation of losses in case of adverse internal and external events that might cause a serious
disruption to the operations in terms of replacement of the person responsible for the
management of a specific investment strategy (in connection with the management of
portfolios composed of one or more financial instruments).

14.

Failure by an investment firm to ensure technical and organisational solutions to ensure the
safety and continuity of brokerage services and protection of clients’ interests.

15.

Lack of regulations on IT management and ICT security.

16.

Failure to secure premises against unauthorised access.

17.

Lack of an appropriate system for granting, withdrawal and verification of rights of access to IT
systems.

18.

Failure to store and archive, or even draw up, documents containing the investment firm’s
investment strategies or document containing information which provided grounds for drawing
up such strategies in connection with the provision of the service of management of portfolio
composed of one or more financial instruments.

19.

Failure to properly archive documents and other information carriers in electronic form so as to
protect the content of such information against loss or modification.

20.

Failure to properly archive the documents drawn up or received by means of electronic
information carriers, including electronic files of corporate mail, for a period of 5 years starting
from the first day of the year following the year in which such documents and other carriers
were developed, kept or drawn up.
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Failure to record data regarding the brokerage business and the activities performed by each

21. organisational unit of the investment firm.
The investment firm’s organisational rules do not define the scope of tasks and responsibilities
22. |of individual organisational units and positions in relation to the statutory obligation to
implement supervision over the activities of a tied agent of the investment firm.
23 Failure to employ the required number of investment advisers for the purposes of management
" | of portfolio composed of one or more financial instruments.
24 Failure to entrust brokerage activities to employees who have the necessary knowledge, skills
" | and qualifications to perform such activities properly.
o5 Failure to ensure that brokerage activities are entrusted to certain employees in a manner
" | which ensures proper, fair and reliable performance of such activities.
26 Failure to notify the KNF Board, within the statutory time limit, of the intention of an investment

firm to conclude an outsourcing agreement.

Source: KNF’s own calculations

Table 54. The most common irregularities identified during inspection activities in 2018 in the
area of conduct of investment firms in relations with the client

Conduct in relations with the client

Failure to include, in marketing communications, at least every 12 months, information on the
results of management of portfolios composed of one or more financial instruments.

Failure to include, in marketing communications, a clear warning that the presented data on
the results of management of portfolios composed of one or more financial instruments refer to
the past and that the past results do not guarantee their achievement in the future.

Lack of an accurate, legally required description of investment strategies relating to the
management of portfolios composed of one or more financial instruments.

Performance of activities consisting in investment advisory services without the required
authorisation from the KNF Board.

Failure by an investment firm to enter into a contract for the provision of services of
acceptance and transmission of orders to acquire or dispose financial instruments with a retail
client, in writing, otherwise being null and void.

Failure by an investment firm to conclude a contract in writing (otherwise being null and void)
with a retail client for the provision of brokerage services of acceptance and transmission of
orders to acquire or dispose financial instruments outside the organised trading.

Failure to provide, to retail clients, brokerage services of acceptance and transmission of
orders to acquire or dispose financial instruments outside the organised trading on the basis of
the rules for provision of such services.

Failure to conclude a contract for acceptance and transmission of orders to acquire or dispose
of participations in accordance with the requirement to ask a client or potential client to submit
basic information regarding the level of knowledge about investments in respect of financial
instruments and the necessary investment experience to assess whether a financial
instrument offered as part of a brokerage service, or the brokerage service to be provided
under the contract, are appropriate for the client concerned, taking into account his/her
individual situation.

Failure to perform a proper assessment which would make it possible to determine whether
the financial instrument offered as part of a brokerage service, or the brokerage service to be
provided under the contract, are appropriate for the retail client concerned, taking into account
his/her individual situation.

10.

Failure by an investment firm to notify a client of a conflict of interest and to refrain from
concluding a contract for the provision of services of acceptance or transmission of orders until
the receipt of the client’s declaration of intent to enter into the contract despite the existence of
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a conflict of interests.

Failure to provide brokerage services in accordance with the investment firm’s policy to act in

. the best interest of the client.
Failure to provide clients and potential clients with full information on the level of investment
12 risk associated with a given brokerage service or financial instrument when determining the
" | benefits which could be achieved if the client decides to use the brokerage services provided
by the investment firm concerned.
13 Failure to submit to clients and potential clients information which clearly specifies the period
" | of time to which the presented data apply.
14 Failure to submit to potential clients, prior to the conclusion of the contract for brokerage
" | services, information on the measures undertaken to protect funds.
Failure to submit to the client, at least once a year, by means of a durable medium,
15. | information, data on the amount of assets (funds) as at the end of the period for which the
notice is made.
Failure to inform the client of the applicable fees so as to allow the client to become familiar
16. | with the investment firm’s activities with respect to the transfer of benefits between the
investment firm and a third party, and thus to make an informed investment decision.
17 Failure to include in the rules of brokerage services key information regarding the method of
" | providing the brokerage service to the client.
18. | Failure to provide brokerage services in accordance with the client’s best interest principle.
19, Failure to act in a manner compatible with the client's best interest due to improper

performance of contracts.

Source: KNF’s own calculations

Table 55. The most common irregularities identified during inspection activities in 2018 in the
area of provision of brokerage services by investment firms

Provision of brokerage services

Failure by an investment firm to apply its internal regulations with respect to the provision of
brokerage services.

Lack of proper development, implementation and application of procedures and measures to
manage conflicts of interest which should be adequate to the type and scope of the brokerage
activities.

Failure to properly define all the circumstances which, in relation to each brokerage activity,
cause or might cause a conflict of interest associated with a material risk of violation of the
client’s interests.

Failure to take into account certain circumstances which constitute or may constitute a conflict
of interest in relation to the brokerage business pursued, for the purpose of proper monitoring
and supervision of the management of conflicts of interest at the investment firm.

Failure to develop strategies and practices with respect to remuneration under appropriate
internal procedures, to take into account the interests of all clients of the investment firm, trying
to ensure professional treatment of clients and to prevent any violation of their interests in the
firm’s strategies regarding remuneration in the short, medium and/or long term.

Failure to apply questions which allow to obtain information on the nature, volume and
frequency of transactions in financial instruments carried out by the client and on the period in
which they were carried out, including the knowledge about investments in such financial
instruments.

Failure to register the funds of each client so that the assets held for a client can be separated
at any time from the assets of another client and from own funds.

Failure to provide brokerage services consisting in the storage and/or registration of financial
instruments and reliable management of cash accounts due to the failure to manage cash
accounts for each client.

Failure to register funds of each client on a cash account managed in accordance with the
laws.
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10. | Failure to clearly define the number of financial instruments which are an object of order.

Failure to accept remuneration from investment fund management companies on account of
11 performance of agency contracts in the distribution of participation units in investment funds in
" |accordance with a provision of law, to the extent the funds were not allocated for the
improvement of quality of brokerage services provided to clients.

12 Failure to adapt the policy to act in the best interest of the client to the specific nature of
" | financial instruments offered by the investment firm and to the brokerage business conducted.

Failure to provide a basis for calculation of remuneration under the contract for acceptance

13 and transmission of orders in connection with its percentage structure.

14 Non-compliance with the provisions on professional secrecy of the Act on trading in financial
" | instruments due to the disclosure of a professional secret to an unauthorised person.

Source: KNF’s own calculations

Following inspections, post-inspection recommendations were issued for the inspected
entities. Due to the findings from some inspections, information was submitted to other state
administration bodies, including the Office of Competition and Consumer Protection, for the
purpose of possible examination, according to the remit of those bodies. Notifications of
suspected criminal offence were submitted to the law enforcement authorities as a result of
inspections at two entities.

For one entity under inspection, the KNF Board withdrew authorisation to conduct brokerage
activities, and for the other it restricted the authorisation.
For some of the other supervised entities, further examinations were initiated or conducted in
respect of initiation of administrative proceedings to impose a financial penalty due to
identification of breaches of laws and/or notification of a suspected criminal offence.

4.2. COMMODITY BROKERAGE HOUSES AND ENTITIES
MAINTAINING ACCOUNTS OR REGISTERS OF EXCHANGE
COMMODITIES

LICENSING ACTIVITIES

In 2018, 3 energy undertakings were granted authorisation to keep accounts and/or registers
of exchange commodities and 1 set of proceedings in respect of authorisation to keep
accounts and registers of exchange commodities were discontinued.

As at 31 December 2018, pending applications included 1 application for authorisation to
keep accounts and registers of exchange commodities was under examination and 1
application for authorisation to conduct the brokerage business in respect of trade in
exchange commodities. 56 energy undertakings held authorisation to keep accounts and/or
register of exchange commodities, and 1 commodity brokerage house held authorisation to
conduct business in respect of trade in exchange commodities.
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4.3. ENTITIES OF THE INVESTMENT FUND MARKET
LICENSING ACTIVITIES

In 2018, the supervisory authority issued 280 final and interim decisions relating to the
entities of the investment fund market.

The number and subject-matter of the resolutions as well as final and interim decisions
issued on the basis of authorisation granted by the KNF Board in 2018 are presented in
Tables 1.1 and 1.2., respectively, in Appendix 1.

In 2018, the Chair of the KNF Board issued 13 interim decisions to initiate ex officio
proceedings or to extend the scope of proceedings under Article 13 of the Act of 29 July 2005
on capital market supervision (Journal of Laws 2018, item 1417, as amended, hereinafter:
‘Act on capital market supervision’).

As at 31 December 2018, 61 investment fund management companies, managing a total of
878 investment funds, held authorisations from the KNF Board, including: 47 open-end
investment funds, 52 specialist open-end investment funds, and 779 closed-end investment
funds.

Table 56. The number of investment fund management companies and investment funds in
the years 2015-2018 cumulatively

Detailed list 2015 2016 2017 2018
Investment fund management companies 60 62 62 61
Investment funds 815 929 905 878

Source: KNF’s own calculations

In 2018, the Polish Financial Supervision Authority issued:
— 1 authorisation to establish a specialised open-end investment fund,
— 2 authorisation to establish a public closed-end investment fund.

In 2018, 1 new fund with separate sub-funds started began operating. Following its
establishment and amendment to the funds’ articles of association in respect of creation of
new sub-funds, the number of sub-funds separated within that type of funds increased from
574 sub-funds in December 2017 to 580 sub-funds at the end of December 2018.

In 2018, 56 closed-end investment funds, whose investment certificates in accordance with
the fund’s articles of association will not be offered by public offering or admitted to trading on
a regulated market or placed in the alternative trading system, were registered.

In 2018, the KNF Board issued 30 final decisions on the approval of prospectuses and

supplements in the investment fund sector, including:

— 4 final decisions approving prospectuses of investment certificates issued by public
closed-end investment funds,

— 26 final decisions approving supplements to prospectuses of investment certificates
issued by public closed-end investment funds.
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Diagram 21. The number of prospectuses and supplements to prospectuses of public closed-
end investment funds approved by the KNF in the years 2015-2018
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Source: KNF’s own calculations
ACQUISITION OR TAKING UP OF SHARES AND/OR RIGHTS ATTACHED TO SHARES

In 2018, 2 notifications of the intention to acquire or take up shares of an investment fund
management company were considered. In both cases, a final decision was made not to
object to the intention to acquire or take up shares of an investment fund management
company and to set a date within which the acquisition or take-up may take place. As at 31
December 2018, 1 set of proceedings regarding the intention to acquire or take up shares of
a investment fund management company was still pending.

CROSS-BORDER ACTIVITY

In 2018, the KNF Board received, by e-mail, 14 complete notifications of the intention to
dispose of participations foreign UCITS funds in the territory of the Republic of Poland which
pertained to 3 new foreign funds and 60 new sub-funds of foreign funds. For comparison, in
2017, 12 complete notifications concerning 2 new foreign funds and 23 sub-funds of foreign
funds were received.

In 2018, the KNF Board received 4 notifications from management companies of their
intention to operate in the territory of the Republic of Poland under the freedom to provide
services (i.e. without establishing a branch). In that period, the KNF Board also received 1
notification from a management company of its intention to operate in the territory of the
Republic of Poland through a branch. For comparison, in 2017 there was only 1 notification
from a management company of its intention to operate in the territory of the Republic of
Poland under the freedom to provide services (i.e. without a branch), and no notification from
management companies of their intention to operate in the territory of the Republic of Poland
through a branch.

As regards alternative investment funds (i.e. non-UCITS funds) with their registered offices in
an EU Member State other than the Republic of Poland, the KNF Board received, in 2018,
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104 complete notifications of the intention to market 97 alternative investment funds, 24
European venture capital funds (EuVECA) and 1 European social entrepreneurship fund
(EuSEF) in the territory of the Republic of Poland. For comparison, in 2017 the KNF Board
received 77 complete notifications of the intention to market 71 alternative investment funds
and 14 European venture capital funds (EuVECA) in the territory of the Republic of Poland.

Moreover, in 2018, the KNF Board received notifications from 10 alternative investment fund
managers based outside the Republic of Poland of their intention to operate in the territory of
the Republic of Poland without a branch and 1 notification from an alternative investment
fund manager based outside the Republic of Poland of its intention to operate in the territory
of the Republic of Poland through a branch. For comparison, in 2017, there were 9
notifications of the intention to operate without a branch and no notification of the intention to
establish a branch.

ALTERNATIVE  INVESTMENT COMPANIES/PARTNERSHIPS (AICS) AND  ALTERNATIVE
INVESTMENT COMPANY/PARTNERSHIP MANAGERS (AICMS)

As at 31 December 2018, 80 AICMs were disclosed in the Register of AICMs, including 64
self-managed AICMs (involved in internal management) and 16 AICMs involved in external
management. In 2018, the KNF Board entered 76 entities in the Register of AICMs. As at 31
December 2017, 4 AICMs were registered, including 3 involved in external management and
1 involved in internal management. As at 31 December 2017, the value of managers’ assets
amounted to PLN 54.4 million.

Diagram 22. Number of AICMs by external management and internal management* in the
years 2017-2018 (cumulatively)
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*Internal management (a self-managed AIC) refers to one entity which is both an AICM and AIC.

Source: KNF’s own calculations
supplements to prospectuses

The information submitted in the requests for entry in the Register of AICMs shows that
among the above-mentioned entities entered in the Register of AICMs, 45 entities intended to
operate as an AICM under agreements signed with the National Centre for Research and 10
entities under agreements with the Polish Development Fund, by using the funds under the
Smart Growth Operational Programme.

At the same time, as at 31 December 2018, since the KNF commenced its supervision of
AICMs it had received a total of 256 requests, including 248 requests for entry in the register
of AICMs, 1 request for authorisation to operate as an AICM, and 7 requests for a review of a
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case concluded with the KNF Board’s final decision on the refusal to make an entry in the
Register of AICMs.

Table 57. Number of requests received by the KNF Board by 31 December 2018

Type of request 2016 2017 2018 Total
Requests for entry in the Register of AICMs 1 174 73 248
Requests for authorisation to operate as an AICM 1 1

Requests for a review of a case concluded with the KNF

Board’s final decision on the refusal to make an entry in 7 7
the Register of AICMs
Total 1 175 80 256

Source: KNF’s own calculations

In 2018, with regard to the market of alternative investment companies/partnerships, the KNF

Board issued 33 final and interim decisions, including:

— 11 final decisions on the refusal to make an entry in the Register of AICMs, including one
final decision after conducting proceedings in the second instance following a request for
review,

— 16 final decisions to discontinue proceedings due to the party’s withdrawal of the request
or submission of a request for discontinuation of proceedings,

— 6 interim decisions, including:

e 1 interim decision refusing to allow for an administrative hearing pursuant to Article
123 § 1 and § 2, in conjunction with Article 89 § 1 and § 2 of the Administrative
Procedure Code,

¢ 1 interim decision refusing to stay the proceedings pursuant to Article 123 § 1, in
conjunction with Article 98 § 1 of the Administrative Procedure Code,

e 2 interim decisions suspending the proceedings, at the request of a party pursuant to
Article 98 § 1 of the Administrative Procedure Code,

e 2 interim decisions to resume proceedings pursuant to Article 98 § 2 of the
Administrative Procedure Code.

It should be noted that the entry in the Register of AICMs is a substantive and technical act,
which does not require any binding administrative act (e.g. a final administrative decision).

In 2018, the day-to-day work included also educational and information activities relating to
the operation of the financial market in terms of AICs and AICMs. Back in 2017, a new
section named ‘AlCs’ was created on the KNF website (www.knf.gov.pl) in which information
regarding AlCs and AICMs is published.

The section presents statements on substantive and supervisory aspects of supervision of
AICs and AICMs, answers to frequently asked questions from financial market participants,
guidelines formulated by the European Securities and Markets Authority and the European
Commission, questions and answers regarding application of Directive on AIFMs drawn up
by the European Commission, national and EU legal regulations pertaining to the operation
of AICs and AICMs as well as draft legal regulations.
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INTERMEDIARIES IN THE DISPOSAL AND REPURCHASE OF PARTICIPATION UNITS AND/OR
SHARES

Under Article 32(2) of the Act on investment funds and the management of alternative
investment funds, units of investment funds or shares of foreign funds may be disposed of
and repurchased through an entity having its registered office or place of residence in the
territory of the Republic of Poland.

As of 31 December 2018, the list of distributors of participation units and/or shares authorised
by the KNF Board included 84 entities.

During the period covered by this report, the KNF Board issued 4 authorisations for mediation
in the disposal and repurchase of participation units in investment funds and/or shares of
foreign funds and 7 final decisions ascertaining the expiry of a final decision to grant
authorisation to conduct the activities in question.

SUPERVISION OF COLLECTIVE INVESTMENT UNDERTAKINGS

The supervisory activities of the Polish Financial Supervision Authority towards investment
fund management companies and investment funds — after such entities have obtained the
necessary permission — include, among others: monitoring of the current situation of these
entities by analysing current reports, current information and periodic reports.

Current reports and current information of investment funds are divided into two main groups:

— current reports and current information of open-end investment funds, specialised open-
end investment funds and closed-end investment funds, submitted exclusively to the
Polish Financial Supervision Authority,

— current reports of public closed-end investment funds submitted to the Polish Financial
Supervision Authority and made available to the public.

In addition to the semi-annual and annual financial statements of investment funds, the

following is also included in the group of periodic reports submitted obligatorily:

— quarterly reports of open-end investment funds, specialised open-end investment funds
and closed-end investment funds, issuing non-public investment certificates, which are
submitted only to the Polish Financial Supervision Authority,

— quarterly reports of public closed-end investment funds submitted to the Polish Financial
Supervision Authority and made available to the public.

Periodic reports of investment fund management companies include:
— monthly reports,

— annual financial statements,

— annual reports on the functioning of internal control.

When carrying out supervisory activities with regard to investment fund management
companies and investment funds, the Polish Financial Supervision Authority also regularly
analyses information sent by depositaries of investment funds pursuant to Article 231 of the
Act of 27 May 2004 on investment funds and the management of alternative investment
funds.

Table 58. The number of analysed current and periodic reports of investment funds and
investment fund management companies and information from depositaries in the years
2015-2018

Type of report/information 2015 2016 2017 2018

Current and periodic reports of

investment fund management 4795 6 381 5791 5990
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companies

Current and periodic reports of

investment funds 25 864 30639 28 851 29072
Information from depositaries 3774 4478 4 398 4 506
Total 34 433 41 498 39040 39 568

Source: KNF’s own calculations

As part of its supervision, the KNF Board also monitors compliance by investment fund
management companies with capital requirements.

Diagram 23. The average value of the capital requirement coverage ratio of investment fund
management companies at the end of the years 2015-2017 and in 2018 (equity/minimum
capital requirement)?’
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Source: KNF’s own calculations

Over 2018, the average value of the minimum capital requirement coverage ratio for the
entire sector of investment fund management companies ranged from 3.78 to 4.39. The
equity of the companies was on average approximately four times higher than the level of the
minimum obligatory equity capital required by the provisions of the Act on investment funds
and management of alternative investment funds. The decrease in the average value of the
ratio in January 2018 resulted from, among other things, the increase in the requirement
determined in accordance with Article 50(1) of the Act on investment funds on the basis of

21 Based on monthly reports provided by investment fund management companies. Monthly reports are not
audited or reviewed by a statutory auditor so information included therein may be subject to subsequent
corrections.

Report on the activities of the KNF and the KNF Board in 2018 91



the costs of investment fund companies incurred in 2017. On the other hand, the decrease in
the average value of the capital requirement coverage ratio in the second quarter of 2018
was caused by dividend payments made by investment fund companies from the profits for
2017.

Supervisory Review and Evaluation Process (SREP) for investment fund management
companies (PL: TFI)

According to the objectives of the SREP, the following three areas were evaluated in relation
to TFI:

— the risk borne by the investment fund management company,

— capital adequacy of the investment fund management company

— quality of management in the investment fund management company.

61 TFI were subject to evaluation under the SREP carried out in 2018. The ratings are
assigned in the range from 1 (the best rating) to 4 (the worst rating). The average of the
SREP scores assigned to the companies in 2018 was 2.30 and it was lower compared to the
average score in 2017, which was 2.11.

The following reports on the activities of investment fund market entities were presented at

the KNF Board’s meetings:

— Information material on the disposal of participation units issued by foreign funds in the
territory of the Republic of Poland between 1 January and 31 December 2017,

— Report on the financial standing of investment fund management companies in 2017,

— Report on the SREP for investment fund management companies in 2017.

INSPECTION OF THE INVESTMENT FUND MARKET ENTITIES

There were 11 inspections carried out during the period covered by this report, including 5
inspections at investment fund management companies and funds managed by them, 2
inspections at entities acting as intermediaries in the disposing and repurchasing of
participation units or shares, 2 inspections at depositaries, 1 inspection at a manager of
securitised receivables of securitisation funds, and 2 inspections at an entity acting as a
representative of a foreign fund?2.

Table 59. Selected irregularities identified during inspection activities at investment fund
management companies in 2018, in the area of management of investment funds and their
representation towards third parties, in the area of valuation of assets of selected investment
funds, technical and organisational conditions for the conduct of business

Management and representation of investment funds before third parties; valuation of assets of
selected investment funds; technical and organisational arrangements for the conduct of business

1 Failure to conduct business of fund management in a reliable and professional manner, using
" | due care.

5 Failure by an investment fund management company to act with special consideration for the
" | best interests of a unit holder.

3 Failure by investment fund management companies to act in the best interests of a unit
" | holder.

4 Failure to ensure, in the valuation of assets of investment funds, that their value is measured
" | at a reliably estimated fair value

5 Failure to exercise ongoing supervision of the entity entrusted by the company with the
" | management of investment portfolios of investment funds.

22 including 2 inspections commenced in 2017 and completed in 2018, and 1 inspection still pending by the end of
2018.

Report on the activities of the KNF and the KNF Board in 2018 92



Drawing up and submitting to the KNF Board periodic reports of selected funds containing
true, accurate and complete information.

7. | Improper management of accounting books of an investment fund.

Pre-investment documents pertaining to the acquisition of a portion of portfolios of receivables
were drawn up improperly and contained untrue information.
Failure by an investment fund company to employ persons with necessary knowledge and
9. | qualifications to perform activities relating to the relevant business, lack of an appropriate
organisational structure with a clear distribution of functions.

10. | Lack of technical and organisational solutions which normally ensure business continuity.

Failure to include, in the investment fund management company’s risk management system,
the scope and size of the company’s business.

12. | Improper inclusion of criteria for selection of deposits in the investment fund’s assets.

Lack of day-to-day supervision over the performance of the activities entrusted by the

13. | investment fund management company to the economic operator or to a foreign economic

operator in connection with the activities pursued by the company.

Incorrect classification of costs incurred by investment fund management companies and

14. | investment funds, resulting in inappropriate (understated) determination of the company’s

capital requirement in a given year.

15 Involvement—in the process of accepting subscriptions for investment certificates of funds—of

" | entities which are not authorised to perform activities relating to offering financial instruments.

16. | Failure to prevent conflicts of interest.

Source: KNF’s own calculations

11.

Table 60. Selected irregularities identified during inspection activities carried out at the
depositaries for investment funds, in the area of performance of their duties in accordance
with law or the contract for the performance of depositary functions in 2018.

Verification whether the obligations of a fund depositary are performed in compliance with law or the
contract for the performance of depositary functions, in particular with the Act of 27 May 2004 on
investment funds and management of alternative investment funds.

Failure to notify the KNF Board that a fund is in breach of law or fails to properly take into
account the interest of fund unit holders.

Failure to ensure that the net asset value of an investment fund and the net value of assets for
2. | an investment certificate are calculated in accordance with the law and the articles of
association of the investment fund.

Failure to use due care and diligence in the management of registers of the investment fund’s

3 assets.

4 Failure by the depositary to properly and reliably perform its duties relating to exercising
" | permanent control over the factual and legal acts performed by the fund.

5 Failure to ensure that a fund’s obligations are fulfilled in compliance with the law and the

fund’s articles of association.
Source: KNF’s own calculations

Table 61. Selected irregularities identified during inspection activities in the entities managing
securitised receivables of securitised funds in 2018.

Compliance of the business with agreements concluded with investment fund management
companies and with the provisions of the procedure for managing securitised receivables.

Performance of activities as manager of securitized receivables of investment funds in breach
of certain provisions of the agreements on management of securitized receivables.

Performance of duties under selected agreements for the management of securitised
receivables in blatant contravention of legislation and the investment fund’'s articles of

2 association, and conducting business in violation of interests of the participants in the
securitisation fund.
3 Measuring receivables of selected packages at values other than a fair value.
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Undertaking—as part of the management of selected investment portfolios of investment
4. | funds—activities consisting in conclusion of contracts to generate artificial profit from the
disposal of elements of deposits, in blatant contravention of the principles of fair trading.
Failure to manage securitised receivables in accordance with the principles of fair dealing and
5. | in a manner that guarantees proper protection of the interests of securitisation fund
participants.

Source: KNF’s own calculations

Table 62. Selected irregularities identified during inspection activities in entities managing
investment portfolios of closed-end non-public assets in 2018.

Compliance of the business with agreements concluded with investment fund management
companies and investment fund’s articles of association
1 Infringement of investment fund asset management agreements concluded by a fund
manager.
2. | Violation of the articles of association of investment funds managed by fund managers.
Source: KNF’s own calculations

In 2018, post-inspection recommendations were issued for 11 supervised entities. The
implementation of post-inspection recommendations for the 17 supervised entities was
verified.

44. COMPANIES OPERATING THE REGULATED MARKET,
THE EXCHANGE COMMODITY MARKET AND THE
SECURITIES DEPOSITORY

As part of the supervision of companies operating a regulated market and a securities
depository, the KNF Board makes decisions on the provision of services and approves or
grants consent, in particular to:

— making changes to the regulations at: Gietda Papierow Wartosciowych w Warszawie
S.A., Towarowa Gielda Energii S.A., BondSpot S.A. and Krajowy Depozyt Papieréw
Wartosciowych S.A.,,

and approves:

— amendments to the articles of association of Gietda Papieréw WartoSciowych w
Warszawie S.A., Towarowa Gietda Energii S.A., and BondSpot S.A,,

— amendments to the articles of association of Gielda Papieréow Wartosciowych w
Warszawie S.A., Towarowa Gietda Energii S.A., and BondSpot S.A.,

— acquisition of shares in a company operating the stock exchange and a company
operating the OTC market by legal persons other than those specified in the Polish and
foreign law,

— admission of non-securitised financial instruments to trading on a regulated market.

Table 63. The number of final decisions issued in 2018

Number of final

Entity being a party to the final decision decisions

Gietda Papieréw Wartosciowych w Warszawie S.A.
BondSpot S.A.

KDPW S.A.

KDPW_CCP S.A.

Towarowa Gietda Energii S.A.

Izba Rozliczeniowa Gietd Towarowych S.A.
Source: KNF’s own calculations

=W [IN|H~O

The number and the subject-matter of final decisions included in Table 63 are presented in
Table 1.2. of Appendix 1.
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Representatives of the KNF Board attended 49 meetings of supervisory boards and 3 general
meetings of shareholders:

— 11 meetings of the Supervisory Board of GPW w Warszawie S.A.,

— 8 meetings of the Supervisory Board of KDPW S.A.,

— 2 meetings of the General Meeting of KDPW S.A.,

— 6 meetings of the Supervisory Board of KDPW_CCP S.A,,

— 1 meeting of the General Meeting of KDPW_CCP S.A.,

— 8 meetings of the Supervisory Board of BondSpot S.A.,

— 10 meetings of the Supervisory Board of TGE S.A,,

— 6 meetings of the Supervisory Board of IRGIT S.A.,

Other tasks of the KNF Board in the area of supervision of companies operating a regulated
market, supervision of the exchange commodities market and the depository for securities,
under the Act on capital market supervision, also include inspection activities, such as:

— inspection activities at head offices of supervised institutions, such as Gielda Papieréw
Wartosciowych w Warszawie S.A., BondSpot S.A., Krajowy Depozyt Papierow
Wartosciowych S.A., Towarowa Gietda Energii S.A.,

— drawing up official inspection reports.

APPROVAL OF PROSPECTUSES OF FINANCIAL INSTRUMENTS OTHER THAN
INVESTMENT CERTIFICATES

In 2018, the KNF Board issued 98 final decisions on the approval of prospectuses,

information memoranda and supplements updating their content, including:

— 25 final decisions approving prospectuses of securities other than investment certificates
(drawn up in the form of a single document or three documents),

— 2 final decisions approving information memorandum,

— 71 final decisions approving supplements to prospectuses (and to information
memoranda) of securities other than investment certificates.

Data on the number of approved prospectuses and the annexes to prospectuses
for the years 2015-2018 are presented in Table 64.

Table 64. The number of approved prospectuses and information memoranda as well as
supplements thereto in the years 2014-2017

Detailed list 2015 2016 2017 2018
The number of approved 51 40 37 25
prospectuses
The number of approved information 2 3 3 2
memoranda
The number of approved supplements 144 100 96 71

Source: KNF’s own calculations

In the period covered by this report, the KNF Board received 52 notifications of the approval
of prospectus from supervisory authorities of other Member States.

In the course of 58 sets of proceedings for the approval of the prospectus (information
memorandum) conducted in 2018, the KNF Board made nearly 4 600 comments on the
submitted documents.

In addition, the KNF Board issued 16 interim decisions to suspend administrative
proceedings in respect of approval of a prospectus (information memorandum), 6 interim
decisions to resume suspended proceedings, and 15 final decisions to discontinue
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administrative proceedings in respect of approval of the prospectus (information
memorandum, supplement to a prospectus).

The list of issuers whose prospectuses were approved by the KNF Board in 2018 is
presented in Table 2.1. in Appendix 2, while the current list of prospectuses approved by the
KNF Board is available on the KNF website.

In 2018, the KNF also received 39 notifications of the intention to carry out promotional
activities relating to the public offering of securities.

AUTHORISING RESTORATION OF THE CERTIFICATED FORM OF SHARES (ABOLITION
OF THE DEMATERIALISATION OF SHARES)

Table 65. Number of final decisions to authorise restoration of the form of a document to
shares of a public company (abolition of share dematerialisation—Article 91(1-2) of the Act of
29 July 2005 on public offering, conditions governing the introduction of financial instruments
to organised trading, and public companies) in the years 2015-2018

2015 2016 2017 2018

7 18 21 22

Source: KNF’s own calculations
SUPERVISION OF ISSUERS OF SECURITIES OTHER THAN INVESTMENT FUNDS

The responsibilities of the KNF Board also include supervision of compliance with information
requirements specified in the Act on public offering, MAR, and the Act on trading in financial
instruments by issuers whose securities are admitted to trading on a regulated market.

For issuers whose securities are admitted to an alternative trading system, the KNF Board
supervises compliance with information requirements concerning submission of a list of
shareholders authorised to participate in the general meeting and a list of shareholders who
hold at least 5% of the number of votes at the general meeting. Supervision of confidential
information of those issuers, in accordance with the Act on offering, is exercised by the
organiser of the trading system; the KNF Board cooperates in that respect with the Warsaw
Stock Exchange and undertakes measures where an organiser of an alternative trading
system cannot obtain clarifications from issuers.

In 2018, the KNF verified compliance of approx. 31 thousand current reports, periodic reports
and confidential information submitted by public companies.

In 2018, 369 measures were undertaken due to a suspicion of improper fulfilment of
information requirements. The KNF submitted 199 recommendations for public companies to
enforce compliance with information requirements. The recommendations concerned
irregularities in: submission to the KNF Board of a list of shareholders authorised to
participate in a company’s general meeting and/or a list of shareholders holding at least 5%
of the total number of votes at the general meeting which was actually held (104
recommendations), management reports included in annual reports (42 recommendations),
confidential information (43 recommendations), other information published by companies
(10 recommendations).

2018 was the first full year of supervision of audit committees. At the end of 2017, the KNF
submitted to the issuers of securities admitted to trading on a regulated market surveys on
audit committees. In 2018, the KNF reviewed information received from companies (416
surveys) and carried out supervisory activities in the case of a change in the composition of
audit committees, occurred during the year. Due to concerns about the composition of audit
committees, supervisory measures were adopted towards 131 issuers.
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Supervisory measures were adopted toward two issuers due to a suspicion of breaches in
terms of proper monitoring of financial reporting and effectiveness of the internal control
system, the risk management system and internal audit, including financial reporting.

Following implementation, into the Polish legal order, of Directive 2014/95/EU of the
European Parliament and of the Council of 22 October 2014 amending Directive 2013/34/EU
as regards disclosure of non-financial and diversity information by certain large undertakings
and groups, large public-interest entities which meet the following criteria:
— for entities:
o the average annual employment in terms of full-time equivalent units (FTE) exceeds
500 units, and
¢ the balance sheet total as at the end of the financial year exceeded PLN 85 000 000
and/or the net revenue from the sales of goods and products for the financial year
exceeded PLN 170 000 000
— for groups:
e the average annual employment in terms of full-time equivalent units (FTE) exceeds
500 units, and
o the balance sheet total as at the end of the financial year exceeded PLN 102 000 000
and/or the net revenue from the sales of goods and products for the financial year
exceeded PLN 204 000 000
are required to disclose, in the report on activities, an additional separate part ‘Statements on
non-financial information’ to include social, employee, environmental issues, respect of
human rights and fight against corruption, policy for diversity in corporate social
responsibility.
The review of annual reports for 2017 has shown that 151 issuers whose securities are
admitted to trading on regulated markets were subject to that requirement, of which 82
entities made a statement on non-financial information pursuant to Article 49b(1) of the
Accounting Act, 63 entities made separate reports on non-financial information pursuant to
Article 49b(9) of the Act, and 6 entities benefited from the exemption under Article 49b(11) of
the Act.
In six cases, the KNF formulated recommendations on publication of annual reports
containing statements/reports on non-financial information as provided for in the legislation.

In 2018, as part of its supervision over the reporting of issuers of securities other than

investment funds, the KNF carried out, among others, the following activities:

— 196 financial statements (including consolidated ones) of 96 issuers were analysed for
compliance with the applicable accounting standards, in particular IFRS, i.e. International
Accounting Standards, International Financial Reporting Standards and related
Interpretations published in the form of regulations of the European Commission,
selected according to the selection methodologies referred to in ESMA Guidelines on
enforcement of financial information (ESMA/2014/1293en, 28.10.2014). Based on the
results of the analysis, a report is drawn up and published on the KNF website,

— 116 positions and opinions were elaborated and submitted, including 76 for external
entities, concerning, among others: application of IFRS, issuers’ compliance with
disclosure requirements with respect to periodic reports, and requirements concerning
statutory audits of financial statements of public-interest entities,

— 21 recommendations were issued to stop breaches of disclosure requirements.

In the period covered by this report, the KNF Board issued a total of 16 final decisions on a

request for suspension of trading in financial instruments by operators of organised markets,

including:

— 9 final decisions on a request for suspension, by the Warsaw Stock Exchange, of trading
in shares of a public company, under Article 20(2) of the Act of 29 July 2005 on trading in
financial instruments, due to a failure to timely meet disclosure requirements,
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— 2 final decisions on a request for suspension, by the Warsaw Stock Exchange, of trading
in financial instruments issued by a public company, under Article 20(2) of the Act of 29
July 2005 on trading in financial instruments, due to concerns about the credibility of
inside information disclosed to the public by the company,

— 1 final decision on a request for suspension, by BondSpot S.A., of trading in financial
instruments issued by a public company and introduced to an alternative trading system
operated by by BondSpot S.A., under Article 78(3) of the Act of 29 July 2005 on trading in
financial instruments, due to concerns about the credibility of inside information disclosed
to the public by the company,

— 2 final decisions on a request for suspension, by the Warsaw Stock Exchange, of trading
in shares of a public company, under Article 20(2) of the Act of 29 July 2005 on trading in
financial instruments, due to a failure to disclose to the public information on transactions
carried out by an entity/person closely associated with the person discharging managerial
responsibilities within an issuer,

— 1 final decision on a request for suspension, by the Warsaw Stock Exchange, of trading in
shares of a public company and introduced to an alternative trading system in the
NewConnect market, under Article 78(3) of the Act of 29 July 2005 on trading in financial
instruments, due to circumstances which indicate a potential violation of the interests of
investors,

— 1 final decision on a request for suspension, by the Warsaw Stock Exchange, of trading in
shares of a public company, under Article 20(2) of the Act of 29 July 2005 on trading in
financial instruments, due to circumstances which indicate a potential violation of the
interests of investors, in particular due to the lack of accurate information on the issuer’s
financial standing,

— 9 final decisions on the examination of requests made by the Warsaw Stock Exchange
and BondSpot S.A. for exemption from the requirements concerning transparency for
trading systems provided for in Regulation (EU) No 600/2014 of the European Parliament
and of the Council of 15 May 2014 on markets in financial instruments and amending
Regulation (EU) No 648/2012,

— 4 final decisions authorising issuers to delay public disclosure of inside information
pursuant to Article 17(5) and (6) of Regulation (EU) No 596/2014 of the European
Parliament and of the Council of 16 April 2014 on market abuse (market abuse
regulation) and repealing Directive 2003/6/EC of the European Parliament and of the
Council and Commission Directives 2003/124/EC, 2003/125/EC and 2004/72/EC.

In 2018, the KNF Board passed the following resolutions:

— 1 resolution on the public disclosure of information on the legal measures adopted by the
KNF Board to prevent the breach of the Act on public offering and Regulation 596/2014,

— 1 resolution on the public disclosure of information on the legal measures adopted by the
KNF Board to prevent the breach of the Act on trading in financial instruments, the Act on
public offering, the Act on investment funds, and Regulation 596/2014.

Supervision of compliance with notification requirements for shareholders of public
companies in connection with trading in qualifying shareholdings and supervision of
compliance with notification requirements for persons discharging managerial responsibilities
within issuers and persons closely associated with them

The KNF Board is responsible for supervising compliance with the notification requirements
laid down in the Act on public offering with respect to trading in qualifying shareholdings of
public companies (Article 69 et seqg.) and the notification requirements under Article 19 of
Regulation (EU) No 596/2014 of the European Parliament and of the Council of 16 April 2014
on market abuse (market abuse regulation) and repealing Directive 2003/6/EC of the
European Parliament and of the Council and Commission Directives 2003/124/EC,
2003/125/EC and 2004/72/EC (OJ L 173 of 12 June 2014, p. 1, as amended, hereinafter:
‘MAR’) with respect to transaction carried out by persons discharging managerial
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responsibilities and persons closely associated with them. The KNF Board is also responsible
for ensuring that persons discharging managerial responsibilities respect the prohibition of
transactions during closed periods.

In 2018, the KNF verified legal compliance of more than 2 000 notifications made by public
companies and over 2 240 notifications made by persons acquiring or disposing of qualifying
shareholdings in public companies pursuant to Article 69 of the Act on public offering, as well
as about 3 400 notifications made by obligated entities under Article 19 of MAR, pertaining to
transactions of persons discharging managerial responsibilities and persons closely
associated with them.

In 2018, about 400 measures were undertaken due to a suspicion of improper fulfiiment of
notification requirements by shareholders of public companies.

Supervision of compliance with requirements concerning announcement and implementation
of notifications of sale of or change in shares of public companies

The tasks of the KNF Board include supervision over formal and legal correctness of
announcing and implementing notifications of sale of or change in shares of public
companies, in connection with exceeding particular thresholds in the total number of votes by
shareholders. If an announced notification does not meet statutory requirements, the KNF
Board may demand the necessary changes or additions to the notification. The KNF Board
may also make a request for explanations concerning the content of the natification.

In 2018, 30 notifications of sale of shares of public companies were announced and their
formal and legal aspects were analysed; of which 6 notifications of share sale were
announced due to exceeding the threshold of 33% of the total humber of votes at public
companies, and 21 notifications were announced for all other shares of the companies. In
2018, 1 notification was also announced in connection with the intention to withdraw from
trading, on a regulated market operated in the territory of the Republic of Poland, in shares of
foreign public companies which are simultaneously traded on the regulated market in another
country and 2 notifications in connection with the intention to withdraw from trading, on a
regulated market operated exclusively in the territory of the Republic of Poland, in shares of a
foreign public company.

In 2018, in the case of 1 notification, the KNF Board made a request, pursuant to Article 78(1)
of the Act on public offering, for explanations as to the content of the notification. The value of
the shares mentioned in the notifications announced in 2018 amounted to nearly PLN 4.5
billion. For comparison, the respective value of notifications amounted to more than PLN 11.7
billion in 2017, more than PLN 6.6 billion in 2016, and more than PLN 4.7 billion in 2015.

4.5. PENSION INVESTMENT SUPERVISION

The main purpose of supervision over the statutory activities of the pension market entities is
to protect the interests of members of pension funds. The analytical supervision covers the
financial situation and the investment and operating activities of pension societies and funds
(the so-called second and third pillar of the pension system, including voluntary pension
funds under which individual retirement accounts (IKE) and individual retirement protection
accounts (IKZE) are maintained). The KNF also monitors compliance of those institutions
with the laws and their articles of association and the fulfiiment of disclosure requirements.

MONITORING THE FINANCIAL SITUATION AND INVESTMENT AND OPERATING
ACTIVITIES OF PENSION SOCIETIES AND PENSION FUNDS
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The tasks of day-to-day supervision of financial and operating activities and investment
policies of open, occupational and voluntary pension funds as well as the activities of general
and occupational pension societies were performed through a systematic analysis of
reporting data submitted by the supervised entities to the KNF in electronic form:

daily and quarterly financial statements of pension funds, including balance sheets of
funds together with explanatory notes, lists of investment portfolios, profit and loss
accounts along with explanatory notes, statement of completed transactions and
important orders, and information on the value and number of units of account,

monthly, semi-annual and annual asset structure of funds,

operational reports of funds concerning the existing fund membership agreements,
transferred premium, external and internal transfer payments, humber of members and
number of accounts kept, events influencing the change in the amount of open pension
funds’ capitals,

financial statements of pension societies, including balance sheets, profit and loss
accounts, information on remuneration in the PTE, liabilities of the PTE and equity
relations of pension societies.

The financial situation of pension societies and the investment policies of pension funds was
monitored, among others, through:

an analysis of transactions carried out on the capital market in terms of profitability and
risk associated with the acquisition of a particular financial instrument and resulting from
the construction of the instrument and from the financial situation of the issuer,

the monitoring of investment activities of pension funds in terms of observance of the
fundamental rule of profitability and security of deposits

verification of valuations of financial instruments included in investment portfolios of
pension funds,

an analysis of the structure of investment portfolios of pension funds, its volatility over
time and the assumed level of risk,

assessment of the effectiveness of investment activities of pension funds against the
background of the current situation in the capital market and the macroeconomic
situation,

an analysis of internal procedures and declarations of the principles of pursuing
investment activity at the supervised entities,

the monitoring of the activities of funds in the area of entrusting entities established
outside the country with the management of assets, and issuing a final decision ordering
the fund to amend or terminate the above-mentioned agreement,

the monitoring of the process of gradual transfer of capital of open pension fund
members who will reach the retirement age in less than 10 years (the so-called safety
slider) to the Polish Social Insurance Institution (ZUS),

the monitoring of conversion of funds and redemption of units of account which affect the
amount of capitals of open pension funds,

the monitoring of correctness of activities of the OFE and the PTE considering the
provisions relating to the Guarantee Fund,

the monitoring of the capital standing of pension societies, in particular compliance with
the capital requirements arising from the provisions of law and from the
recommendations of the supervisory authority,

the monitoring of pension societies’ investment activities for their compliance with the
provisions of law and the risk resulting from the pension societies’ investment activities,
the monitoring of timeliness and accuracy of disclosure obligations relating to the
publication of pension fund asset structures,

assessment of the implementation by the supervised entities of the KNF’s guidelines
concerning the dividend policy of pension societies.

Another key task of the supervisory authority is to review, on a case-by-case basis, the

detailed methodology for the valuation of financial instruments for which no valuation market
is established or for which no prudent market-based valuation is possible, as provided for by
pension funds. During the reporting period, the supervisory authority assessed 340
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valuations provided by open pension funds (PL: OFE), voluntary pension funds (PL: DFE)
and occupational pension funds (PL: PFE) For one methodology of valuation of a financial
instrument applied by a pension fund, the supervisor made a request for changes.

Table 66. Valuation methodologies submitted by pension funds to the KNF for approval in the
years 2015-2018

The number of methodologies submitted
Type of funds
2015 2016 2017 2018
OFE 340 291 344 285
PFE 6 12 16 5
DFE 36 44 54 50
Total 382 347 414 340

Source: KNF’s own calculations

A considerable part of the supervisory activities towards occupational pension societies—due
to the large share of their current and successive funding by employers—is carried out under
indirect supervision. This guarantees financial security and continuity of business of those
entities. The specificity of occupational societies is that they use outsourcing more than the
general pension societies and, in consequence, some supervisory activities cover entities
other than pension societies.

In the period covered by this report, the Polish Financial Supervision Authority established
and published the weighted average rate of return of all open pension funds two times, for
periods between 31 March 2015 and 30 March 2018, and between 30 September 2015 and
28 September 2018. The mandatory minimum rate of return of the OFE and the possible
deficit have not been determined since 2014.

Table 67. Statutory rates of return of open pension funds (OFE) calculated and published by
the KNF in 2018 (in %)

Rate of return for Rate of return for
. the period . the period
Name of thfeuzgen pension between Name of thfeugzen pension between
31/03/2015 30/09/2015
and 31/03/2018 and 29/09/2018
MetLife OFE 14.384% OFE PZU ,Ztota Jesien” 20.978%
OFE PZU ,Zlota Jesien” 14.211% MetLife OFE 20.918%
PKO BP Bankowy OFE 12.500% Allianz Polska OFE 19.821%
Allianz Polska OFE 12.008% PKO BP Bankowy OFE 18.857%
AXA OFE 11.660% | | paionale-Nederianden 18.564%
OFE Pocztylion 11.162% OFE Pocztylion 18.415%
Aviva OFE Aviva BZ WBK* 10.944% Pekao OFE 18.387%
paronate-Nederlanden 10.783% | | Aviva OFE Aviva BZ WBK* 17.899%
Pekao OFE 9.885% Generali OFE 17.668%
Aegon OFE 7.299% Aegon OFE 17.087%
Generali OFE 7.238% AXA OFE 16.790%
Weighted average rate of 11.424% Weighted average rate of 18.826%
return return

Source: KNF’s own calculations

*on 15 November 2018, the name of the entity was changed to Aviva OFE Aviva Santander
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The following reports on the activities of pension market entities were presented at the

meetings of the KNF Board:

— Financial situation of general pension societies in 2017,

— Individual retirement accounts and individual retirement protection accounts in 2017,

— Investment activity of pension funds in the period between 31 March 2015 and 30 March
2018,

— Financial situation of general pension societies in the first half of 2018,

—  Market of open pension funds in the fourth quarter of 2017,

—  Market of open pension funds in the first quarter of 2018,

—  Market of open pension funds in the second quarter of 2018,

—  Market of open pension funds in the third quarter of 2018.

Based on all information sent to the KNF in 2018, monthly, quarterly and/or annual statistical
and financial data on the OFE, PPE and IKE markets and information on transfers of the OFE
members was prepared and published on a regular basis.

SUPERVISION OF LEGAL COMPLIANCE OF PENSION SOCIETIES AND FUNDS AND
OTHER PENSION MARKET ENTITIES

The supervision exercised by the KNF in the field of monitoring legal compliance of pension

funds and pension societies covered, inter alia, the following activities:

— compliance with capital requirements for pension societies as provided for by the law,

— examination of compliance of allocating assets of pension funds in deposit categories
specified by the law,

— monitoring the amount of costs covered from the assets of pension funds,

— fulfilment of the disclosure requirements by the supervised entities towards the
supervisory authority.

Table 68. Provisions of law on investment limits violated by pension funds in 2018

Provision of law N_umt?er OI _Incluqlng -
violations unintentional

Article 141(1) of the Act on the organisation and operation of

. 359 359
pension funds
Article 142(1) point 1 of the Act on the organisation and operation 20 20
of pension funds
Article 1_42(1) point 4 of the Act on the organisation and operation 1563 1562
of pension funds
§ 2(1) in conjunction with § 2(4) of the Regulation of the Council
of Ministers on additional restrictions on investment activities 250 250
pursued by pension funds

Source: KNF’s own calculations

* For reporting purposes, violations of the same provision by the same fund in respect of the same instrument or
group of instruments occurring on successive valuation days are treated as further violations of the investment
limit.

** Violations of the provisions which resulted from changes in market prices being the basis of the valuation of
assets and liabilities of funds, exchange rates or organisational or capital relations between entities whose
financial instruments are the subject of a deposit of the fund’s assets, or from other circumstances which the fund
had no direct influence on.

As part of the supervision over compliance with disclosure requirements, the KNF verified the
timeliness and correctness of daily and quarterly financial statements of pension funds,
operational reports of the OFE and the DFE, financial statements of pension societies as well
as monthly, semi-annual and annual asset composition published by the OFE. Submitted
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daily reports and other information were received and verified on a regular basis and, at the
same time, any errors found in the transmitted data were clarified.

Table 69. Electronic reports on the financial and operational activities, together with
corrections, sent and verified as part of the disclosure requirements of pension funds and
societies, received in 2018

Type of reports submitted Correct reports Incorrect reports
Financial statements of the OFE 40977 282
Operational reports of the OFE 2828 18
Financial statements of the DFE 2573 157
Operational reports of the DFE 33 1
Financial statements of the PFE 37 2
Operational reports of the PFE 24 0
Reports of the PTE 512 26
Reports of the PFE 12 2
Total 46 996 488

Source: KNF’s own calculations

The supervision of the Polish Financial Supervision Authority also included an examination of
legal compliance of the activities of entities other than pension management companies and
pension funds:

— depository banks, in the performance of their duties with regard to the safekeeping of
pension funds’ assets and information obligations towards the supervisory authority,

— transfer agents in the performance of the tasks entrusted to them by the fund or pension
society (in particular, keeping a register of members, keeping accounts and performing
information duties with regard to the fund’s members and the supervisory authority),

— entities entrusted by occupational pension funds with the task of asset management,

— the National Depository for Securities in terms of managing the Guarantee Fund.

SUPERVISORY REVIEW PROCESS (SRP) FOR GENERAL PENSION
SOCIETIES

The supervisory review process (SRP) is a comprehensive process which uses all available
information obtained by the supervisory authority in the exercise of direct supervision as part
of inspection activities carried out at the supervised entities and indirect supervision through
licensing, analysis of reporting data and additional inquiries sent to the PTE in the form of
supervisory calls or questionnaires. In 2018, the SRP of general pension societies (PTE) for
2017 was carried out. The supervisory evaluation was made in relation to 11 PTE and its
results were reported on 31 October 2018 to the management boards of 10 entities operating
as at the day on which the relevant notice was sent.
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5.1.

5. INSURANCE MARKET SUPERVISION

INSURANCE SECTOR ENTITIES
5.1.1. LICENSING ACTIVITIES

AUTHORISATION TO CONDUCT THE BUSINESS OF INSURANCE AND REINSURANCE

In 2018, one authorisation was granted in respect of extension of the material scope of the
insurance business of a domestic insurance undertaking.

NOTIFICATION ON THE CONDUCT OF INSURANCE BUSINESS IN POLAND

By the end of 2018, the following entities had been notified for the purpose of conducting

insurance business in Poland under the freedom to provide services: 695 insurance

undertakings in EU Member States and other member states of the European Economic

Area, 29 insurance undertakings operating through a branch, and 1 reinsurance undertaking.

In 2018, the KNF Board received 35 notifications from foreign insurance undertakings of their

intention to conduct cross-border business of insurance — under the freedom to provide

services (including 5 notifications of the intention of foreign insurance undertakings in EU

Member States to establish a branch in Poland under the freedom of establishment).

Moreover, 22 insurance undertakings in EU Member States notified their intention to change

the scope of their insurance business conducted in the territory of the Republic of Poland

under the freedom to provide services and 22 insurance undertakings in EU Member States

reported the cessation of their insurance business in the territory of the Republic of Poland.

In 2018, the KNF Board received 28 notifications of the intention to transfer or take over an

insurance portfolio in whole or in part, including:

— 13 notifications of a portfolio transfer between insurance the undertakings all of which had
been notified in Poland,

— 12 notifications of a portfolio transfer between the insurance undertakings at least one of
which had been notified in Poland,

— 3 notifications of a portfolio transfer between insurance undertakings that had not been
notified in Poland.

Moreover, the KNF Board received 4 notifications of merger of insurance undertakings

involving a transfer of a portfolio or a part thereof, including:

— 3 notifications concerning undertakings notified in Poland,

— 1 natification concerning undertakings one of which had been notified.

CHANGES IN THE GOVERNING BODIES OF INSURANCE OR REINSURANCE
UNDERTAKINGS

In 2018, the KNF Board issued 20 final decisions on approval of the appointment of members
of the management board of insurance and reinsurance undertakings (5 final decisions on
approval of the appointment of the president of the management board of an insurance
undertaking, and 15 final decisions on approval of the appointment of a member of the
management board of an insurance undertaking responsible for risk management). In 12
cases in respect of approval of appointment of a member of management board, the
proceedings were discontinued.
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AMENDMENTS TO THE ARTICLES OF ASSOCIATION OF SUPERVISED ENTITIES

In 2018, the KNF Board issued 20 final decisions on approval of amendments to the articles
of association of domestic insurance undertakings.

ACQUISITION OR TAKING UP OF SHARES AND/OR RIGHTS ATTACHED TO SHARES

In 2018, the KNF Board issued 6 final decisions in the proceedings in question. In five cases,
no grounds have been found for objecting to the direct acquisition or take-up of shares in
domestic insurance undertakings.
In one case, the KNF Board discontinued the proceedings in respect of the intention to
acquire shares in a domestic insurance undertaking.

ENTRY IN THE REGISTER OF ACTUARIES

During the period covered by this report, 5 final decisions on entry in the register of actuaries
were issued.

As at 31 December 2018, 396 actuaries were included in the register.
INSURANCE AGENTS

In 2018, 158 293 actions were performed in the electronic register of insurance agents
consisting in the registration of applications for entry in the register, modification of data
entered in the register, and removal from the register. There were 129 610 changes in the
agents’ data and 556 238 changes relating to persons providing agency services.
5 023 insurance agents and 38 785 persons providing agency services were removed from
the register.

As at 31 December 2018, 31 427 insurance agents and 237 692 persons providing agency
services were entered in the register.

Table 70. The number of registered insurance agents and persons performing agency
services in the years 2015-2018

Detailed list 2015 2016 2017 2018
exclusive 5540 5 696 6172 7575
Agents multiagents 3417 3916 2 968 3172
Total 8 957 9612 9140 10 747
‘;Vgé'r‘]'tng forone 109 626 74420 | 64539 83 970
Persons providing
services as insurance i
X working for at least 14 144 17450 | 14 961 18 115
agen two agents
Total 123 770 91 870 79 500 102 085

Source: KNF’s own calculations

In 2018, the register of insurance agents also included 26 entities providing agency services

through persons hired under a contract of employment, in respect of whom the law provides

for a simplified procedure for obtaining qualifications, including :

— 11 banks pursuing the business of an agent through persons who are only required to
complete training in the general and special terms and conditions of insurance products
offered by the insurance undertaking with which the registered entities cooperate, tariff
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information, rules for calculating insurance premiums, quantitative and qualitative
settlement under the existing insurance contracts, and collection of insurance premiums,
— 15 economic operators which pursue—under an agreement concluded with a non-life
insurance undertaking—the business of an agent as a complement to their main economic
activities, if the agency business is directly related to the main activities of that economic
operator, it does not require detailed insurance knowledge, and if the duration of the
insurance contract does not exceed 12 months.
In 2018, as part of their supervisory activities, authorised representatives of the KNF
participated as observers in 6 examinations for persons applying for a licence to provide
agency services, in accordance with § 7 of Regulation of the Minister of Finance of 14
October 2014 (Journal of Laws 2014, item 1485) on the examination for persons applying for
a licence to provide agency services, issued to the Act on insurance mediation.

INSURANCE BROKERS AND REINSURANCE BROKERS

Table 71. Register of brokers at the end of the years 2015-2018

Brokers 2015 2016 2017 2018

natural 830 842 869 878
persons

Insurance legal 449 481 505 516
persons
Total 1279 1323 1374 1394
natural 10 10 12 14
persons

Reinsurance legal 29 32 37 40
persons
Total 39 42 49 54

Source: KNF’s own calculations

In 2018, 2 988 changes were made in the data entered in the register of insurance brokers
and reinsurance brokers. As at 31 December 2018, 1 394 insurance brokers and 54
reinsurance brokers were included in the register.

In 2018, the KNF Board issued a total of 79 authorisations to conduct brokerage activities in
the field of insurance and reinsurance, including 46 authorisations for natural persons and 33
authorisations for legal persons.

In the period covered by this report, 48 proceedings were conducted in respect of withdrawal
of authorisation to conduct brokerage activities in the field of insurance and reinsurance. All
proceedings were conducted at the request of a party.

Table 72. The number of authorisations to conduct brokerage activities in the field of
insurance granted by the KNF Board in the years 2015-2018

Detailed list 2015 2016 2017 2018
Natural persons 61 36 32 33
Legal persons 67 50 44 46
Total (excluding reinsurance) 128 86 76 79

Source: KNF’s own calculations

In the period covered by this report, 6 examinations were conducted by the Examination
Board appointed by the Minister of Finance, including 3 exams for insurance brokers and 3
exams for reinsurance brokers. In total, 502 persons took the exam. 364 candidates were
successful (including 23 candidates who took the exam for reinsurance brokers).
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Table 73. Statistics on candidates taking the examination for insurance brokers in the years
20152018

Detailed list 2015 2016 2017 2018
All candidates taking the exam 468 402 388 479
(el)?anrtrjl]idates who passed the brokerage 393 133 186 341

Source: KNF’s own calculations

Table 74. Statistics on candidates taking the examination for reinsurance brokers in the years
20152018

Detailed list 2015 2016 2017 2018
All candidates taking the exam 37 17 22 23

Candidates who passed the brokerage 34 13 18 23
exam
Source: KNF’s own calculations

NOTIFIED INSURANCE INTERMEDIARIES

In 2018, 225 insurance intermediaries intending to operate in the territory of the Republic of
Poland, reported by the registration and/or supervisory authorities in the European Union
Member States, were notified and 118 notifications of the intermediaries were withdrawn.

THE NEW REGISTER OF INSURANCE INTERMEDIARIES

Due to the new rules governing insurance mediation in the European Union (Directive (EU)
2016/97 of the European Parliament and of the Council of 20 January 2016 on insurance
distribution), in 2016 works were initiated to implement them into the Polish legal order. The
outcome of those works is the Act of 15 December 2017 on insurance distribution. One of the
new tasks of the KNF following the entry into force of the said Act on 1 October 2018 was to
create a new register of insurance intermediaries to meet the requirements of the current
legislation. In 2018, the KNF carried out activities relating to the creation of the new register,
including in particular definition of the processes of management of the register according to
the new legal guidelines, implementation of an IT tool to allow for a registration of
applications by means of an online form, and partial automation of the application review
process at the KNF. The online form for submitting applications to the register of insurance
intermediaries will be launched in January 2019 and the new register is expected to become
fully operational by 31 December 2019.

5.1.2. SUPERVISORY ACTIVITIES

ANALYTICAL SUPERVISORY ACTIVITIES: ANALYSIS OF THE STATUS OF
IMPLEMENTATION OF THE KNF’S RECOMMENDATIONS ON PRODUCT ADEQUACY

In 2018, the KNF verified the declarations of insurance undertakings on self-assessment of
the status of implementation of the Recommendations on product adequacy assessment
issued by the KNF Board on 22 March 2016. According to information available as of 1
January 2018, 15 undertakings were offering products to which the Recommendations apply.
The verification in question was conducted at two levels:

— direct contact, i.e. through supervisory visits at insurance undertakings, and

— off-site analysis, based on the materials received from insurance undertakings.
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SUPERVISORY REVIEW PROCESS (SRP) FOR INSURANCE UNDERTAKINGS

In 2018, the eighth edition of the Supervisory Review Process (SRP) for insurance
undertakings was carried out. The SRP scores for 2017 were assigned to 61
insurance/reinsurance undertakings, including 27 life insurance undertakings and 34 non-life
insurance undertakings.

As a result of the SRP, insurance/reinsurance undertakings were assessed for risk and
materiality, and such assessment determines whether the supervisory authority, in
accordance with the proportionality principle, should adopt appropriate supervisory
measures, including inspections.

Compared with the methodology for 2016, the changes made in the SRP methodology for
2017 were mainly aimed at putting the issues under assessment in order and updating them
according to the experiences from previous SRPs and the comments submitted by
insurance/reinsurance undertakings, including the comments submitted by the Polish
Chamber of Insurance. The SRP methodology for 2017 was published on the KNF website
on 12 July 2018. The main components of the SRP have not changed. The changes
concerned mainly the adaptation of calculation of indicators, areas and their weights as well
as revision of scores to the comments received from the insurance market, considering the
lessons learned during the SRP in 2016.

The changes regarding indicators concerned mainly modification of their calculation,
adaptation of score limits, and introduction of revision. A new indicator was added (Stress
test for the risk of a decline of the credit rating of the largest issuer/counterparty) and three
indicators were removed (Stress test for treasury bonds and municipal bonds, Stress test
concerning the assumptions made to measure technical provisions, Loss burden on equity),
which resulted in changes in weights of areas and other indicators under the risk
assessment. For areas subject to the qualitative assessment of management, the matters
assessed were put in order and updated. Other important changes in the SRP methodology
regarded:

— inclusion, in the area Quality of market risk management, of the undertaking’s compliance
with the requirements under Regulation (EU) No 648/2012 of the European Parliament
and of the Council No 648/2012 of 4 July 2012 (hereinafter: ‘EMIR’),

— inclusion, in the area Quality of operational risk management, of the issue whether the
undertaking has an appropriate database of operational events,

— inclusion, in the area Qualitative assessment of the business model, of quality of
cooperation with insurance agents,

— changes in the revision of assessment of management, for the issues such as:

e key function holders,
e cooling-off period,
e undertaking’s obligation to adapt its business to the legislation,

— changes in the definition of conduct risk.

On 18 December 2018, the results of the SRP for insurance/reinsurance undertakings were
submitted at the KNF Board’s meeting.

STRESS TESTS IN THE INSURANCE SECTOR
In 2018, the KNF continued its activities on the use of stress tests in the supervision of
insurance and reinsurance undertakings, in particular as a tool to assess the resistance of the

Polish insurance sector to extreme but still probable events as well as on the improvement of
the risk management in insurance and reinsurance undertakings.
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The KNF started its activities by reviewing, in the first quarter of 2018, of the stress-testing
methodology for the insurance sector. Compared with the previous year, the stress-testing
methodology was changed to take into account the results of the stress tests for the previous
year, the conclusions on the SRP, own risk and solvency assessment (ORSA) reports, the
review of the SCR standard formula, and finance schemes. Considering the foregoing, test
scenarios were changed and shocks for market risk were recalibrated. Some test scenarios,
compared with the previous year, were removed: the scenario of application of a capital
requirement to concentration and spread risks for government and municipal bonds under the
SCR standard formula, the scenario of concurrent realisation of catastrophe risk and risk of
default by a reinsurer for non-life insurance/reinsurance undertakings, the scenario regarding
the analysis of sensitivity of technical provisions for solvency purposes to the assumptions
adopted for their measurement (assumptions other than those considered in sub-modules of
risk in the SCR), the scenario of IT/cyber risk, and the scenario of liquidity risk. Changes were
made in the stress test for reserve risk in Section | and in the scenario for reserve risk in
Section Il and for catastrophe risk in Section |l. New scenarios were added: a scenario of a
decline of the credit rating of the largest issuer/counterparty of one credit quality step and the
‘no-deal Brexit' scenario. On 14 May 2018, the revised stress-testing methodology for
insurance/reinsurance undertakings for 2017 was published on the KNF’s website. On 15
May 2018, insurance/reinsurance undertakings were requested to carry out stress tests as at
31 December 2017 by 29 June 2018.

The KNF used the results of the stress tests to identify insurance undertakings with higher
risks, i.e. those that did not pass stress tests and their explanations were not sufficient.

OUTWARD REINSURANCE OF INSURANCE UNDERTAKINGS

In 2018, the KNF drew up a report on outward reinsurance of domestic insurance
undertakings, including reinsurance of catastrophic events. The report focuses on outward
reinsurance since domestic insurance undertakings do not engage in inwards reinsurance to
a significant extent. Outward reinsurance represents an important area of business for many
insurance undertakings and the results of stress tests show that it is the main method of
mitigating risk, especially catastrophe risk. The report is based on annual financial
statements (for 2017) of insurance undertakings and a KNF’s survey on catastrophic events.

The results of the KNF’s survey on reinsurance have shown that life insurance undertakings
use reinsurance to a very limited extent, which follows from the nature of their insurance
business (e.g. a long term of contracts). In Section I, the level of reinsurance of the whole
Section was approx. 18-20% but for some insurance undertakings it did not exceed 10%. For
the last two years, following the entry into force in 2016 of the Solvency Il regime, most life
insurance undertakings have reported higher levels of reinsurance. However in 2017, there
was a slight fall in the level of reinsurance (from 19.9% in 2016 to 18.7% in 2017). That may
be a sign that the level of application of reinsurance to secure the insurance business of
insurance undertakings has become stable and that appropriate level of solvency has been
ensured.

The analysis of 34 questionnaires from life insurance undertakings has shown that the gross
value of damages resulting from catastrophic events in 2017 was PLN 935.4 million, of which
59.2% were damages caused by natural catastrophes. About 49% of gross damages from
catastrophic events, i.e. PLN 458.4 million, were incurred by insurance undertakings, and
51%, i.e. PLN 477.0 million by reinsurers. In 2017, losses due to catastrophic events
accounted for 4.4% of the gross amount of damages and benefits from direct insurance® in
non-life insurance undertakings. The largest gross damages were incurred due to bad

23 Gross claims incurred increased by the gross change in the provision for outstanding claims.
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wintering of crops, heavy rainfall, storm, hail and tornadoes. Those gross damages amounted
to PLN 488.9 million (52.3% of all gross damages from catastrophic events occurred in
2017), of which PLN 347.3 million were incurred by insurance undertakings (70.0% of gross
damages for that category of catastrophic events). Most damages from catastrophic events in
that category was caused by the events (gross damages amounted to PLN 436.7 million)
which occurred between 8 and 17 August 2017 throughout Poland, in particular in the
Kashubia area.

The following studies on the insurance market were submitted to the KNF Board’s meetings:

— Stress tests of insurance/reinsurance undertakings for the year 2017,

— Reinsurance of domestic insurance undertakings and catastrophic events in 2017,

— Report on the condiition of the insurance sector after the third quarter of 20177,

— Activity of foreign insurance undertakings in Poland and domestic insurance undertakings
abroad in 2016,

— Report on the condlition of the insurance sector after the fourth quarter of 2017,

— Financial plans of insurance/reinsurance undertakings for 2018,

— Report on the condition of the insurance sector after the first quarter of 2018,

— Report on the activities of the Insurance Guarantee Fund in 2017,

— Report on the condlition of the insurance sector after the second quarter of 2018,

— Information on the implementation of Recommendations on product adequacy testing by
insurance undertakings,

— Results of the Supervisory Review Process (SRP) for insurance/reinsurance
undertakings for 2017,

— Information on the implementation of Recommendations on product adequacy testing for
insurance undertakings.

PRE-APPLICATION PROCESSES FOR INTERNAL MODELS

The Solvency Il regime, in addition to setting a capital requirement in a standard manner,
gives insurance and reinsurance undertakings the opportunity to set up the solvency capital
requirement in a manner which is more adequate to their risk profile and the scale of
operations. The set of tools, systems, and procedures which would allow this is the so-called
internal model. This model should meet a number of strict requirements laid down in the Act
of 11 September 2015 on the business of insurance and reinsurance (Journal of Laws 2018,
item 999, as amended) and other provisions of Solvency Il, and its use must be approved by
the competent supervisory authorities. Verification and assessment of the model is a complex
process, which requires highly specialised knowledge in many areas. The provisions of the
Act on the business of insurance and reinsurance provide for a relatively short time (6
months) to complete the verification. The pre-application process meets the above-
mentioned challenges and is based on a voluntary cooperation of insurance undertakings
and the supervisory authority. Its purpose is better preparation of domestic insurance
undertakings to submit an application for the use of the internal model to determine the
solvency capital requirement. The activities conducted by the KNF in 2018 represented a
continuation of pre-application processes carried out in 2011. The KNF presented the results
of such activities to the undertakings as part of ongoing communication, which translated into
further actions of the undertakings leading to the elimination of errors in internal models and
their improvement in terms of compliance with the provisions of Solvency Il.

As at 31 December 2018, the KNF conducted pre-application processes for 7 domestic
insurance undertakings (2 life insurance undertakings and 5 non-life insurance undertakings,
which accounted for a total of 52.9% of the Polish insurance market—based on the amount of
the gross written premium reported in the quarterly financial statements of insurance
undertakings for the third quarter of 2018).

As at 31 December 2018, the KNF’s activities for the assessment of internal models at the
European level took the form of a pre-application process or a process of verification of the
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continuous adequacy of the model. The representatives of the KNF participated in
international meetings, including meetings and consultations with the representatives of one
of the foreign supervisory authority as part of cooperation for the assessment of a request for
a major change to a group internal model and in the activities of expert teams appointed by
EIOPA. In addition, the KNF staff participated in the preparation of opinions on EIOPA’s
proposal on the activities for convergence of supervisory practices with regard to internal
models and were involved in the formulation of opinions for the meetings of the Board of
Supervisors of EIOPA (BoS) on issues related to internal models.

Further work on the assessment of internal models (both at national and international levels)
will continue in 2019.

REVIEW OF THE SOLVENCY CAPITAL REQUIREMENT (SCR) STANDARD FORMULA

In 2018, at the request of the European Commission, the European Insurance and
Occupational Pensions Authority (EIOPA) carried out activities for the review of the Solvency
Capital Requirement (SCR) standard formula. Activities relating to the revision of the SCR
standard formula were carried out by EIOPA within the SCR Review Project Group.

The 2018 stage of the Group’s work focused on the development of EIOPA’s second set of

advice for the European Commission (submitted to the European Commission in February

2018). The document developed by the SCR Project Group includes proposals of changes in

methods to calculate SCR according to the standard formula in terms of, among others,

assumptions, applied simplifications or parameters to reflect the reality of the European
insurance market and the risk profile of most insurance/reinsurance undertakings.

The SCR standard formula review has required EIOPA to obtain qualitative information from

insurance/reinsurance undertakings and national supervisory authorities. In view of the

foregoing, EIOPA prepared quantitative studies on loss absorbency adjustments for deferred
taxes and interest rate risk.

On 9 November 2018, the European Commission, on the basis of EIOPA’s advice, published

a draft amendment to Commission Delegated Regulation (EU) 2015/35, with respect to the

SCR standard formula. The draft Delegated Regulation takes into account most proposals of

EIOPA made in the two sets of advice for the European Commission with regard to, among

others:

— a method based on the assessment for original exposure,

— simplifications applied in the SCR standard formula,

— assignment of credit ratings to credit quality steps in concentration risk on assets,

— setting LGD in counterparty default risk,

— loss absorbency adjustment for deferred taxes,

— treatment of guarantees and financial instruments issued by local government units and
local authorities,

— the methodology for setting a capital requirements for selected sub-modules of
catastrophe risk,

— parameters for selected segments in premium risk and reserve risk in the module of
provisions actuarial risk in non-life insurance and in the module of actuarial risk in health
insurance.

The draft Delegated Regulation does not provide for any changes concerning interest rate

risk, whose review is expected to be performed as part of the comprehensive review of the

Solvency Il regime, by the end of 2020.

Representatives of the KNF were actively involved in the activities of EIOPA’s Project Group,

among others :

— coordination of works regarding: exposures guaranteed and exposures to regional
governments and local authorities, re-calibration of marine risk, aviation risk and fire risk
in the man-made catastrophe risk sub-module,
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— participation, as speakers, in EIOPA’s training sessions concerning the review of the SCR
standard formula.
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OWN RISK AND SOLVENCY ASSESSMENT (ORSA)

In 2018, the supervisor received ORSA Reports made in 2017 and 2018 and considered, in
the SRP, the reports made in 2017. Following the final acceptance, at the end of the first
quarter of 2018, of the chapter on own risk and solvency assessment of EIOPA’s Supervisory
Review Process Handbook, a large part of ORSA requirements were made more specific and
their interpretation has been harmonised at the EU level.

In 2018, the supervisor initiated and held individual meetings with 35 insurance undertakings
in order to discuss their ORSA reports, mainly to clarify and address the reservations about
the reports made during the last SRP. During the meetings, the supervisor expressed and
discussed with the insurance undertakings its claims regarding possible changes in the
reports to better meet the supervisor's expectations (considering the recommendations
formulated in EIOPA’s Handbook). At the end of August 2018, the KNF submitted to all
insurance undertakings a letter specifying the ORSA requirements, including in the light of
EIOPA’s Handbook. However, the purpose of such measures is not to standardise the
reports; the KNF attaches great importance to maintaining an individual nature of reports,
adapted as much as possible to the risk profile of each undertaking.

The quality of ORSA Reports improves with each year, especially in terms of broader
identification of risks, better selection of stress tests and scenarios, and involvement of
management board of insurance undertakings in the ORSA process. In the reports, all
insurance undertakings estimate that they will meet the regulatory capital requirements within
the business planning horizon.

MONITORING FINANCIAL SITUATION OF INSURANCE UNDERTAKINGS

The main task in the area of analytical supervision is constant monitoring of the financial
situation and the protection of market stability and, in case of a threat, taking appropriate
supervisory activities. The primary objective of these activities is to ensure that
insurance/reinsurance undertakings are capable of paying the benefits to policy holders, the
insured persons, the beneficiaries or persons entitled under insurance contracts.

The assessment of the financial situation of insurance/reinsurance undertakings, in particular
the assessment of their solvency, is carried out mainly on the basis of the quarterly and
annual financial reports of undertakings as well as quantitative data and information
submitted by insurance/reinsurance undertakings.

Each of the additional financial and statistical reports submitted by insurance/reinsurance
undertakings as well as the quantitative data and information are subject to a separate
analysis, the results of which are published in the relevant reports that underpin further
individual supervisory decisions.

The financial 