CORONAVIRUS: PRUDENTIAL
TREATMENT OF PAYMENT MORATORIA
IN LUXEMBOURG

As a consequence of the COVID-19 pandemic, many
businesses and private individuals now face liquidity
shortages and difficulties in timely payment of their financial
and other commitments. This in turn impacts credit
institutions, as delays in the repayment of credit obligations
lead to a larger number of defaults and increased own fund
requirements. In this context, Member States and/or
institutions have introduced moratoria on payments of credit
obligations, with the aim of easing the operational and liquidity
challenges borrowers are facing. Such measures have
however raised questions regarding their legal effect on the
current prudential framework, especially in the context of the
application of the definition of default and classification of
forbearance. In order to provide clarifications thereon, the
European Banking Authority (EBA) has published statements,
guidelines and a report in this context. The CSSF has
followed by updating its Covid-19 FAQ and issuing dedicated
circulars to adopt/implement such EBA publications.

PRUDENTIAL TREATMENT AS CLARIFIED BY THE EBA

The CSSF hasinformed creditinstitutions, via its circular CSSF 20/741 (as
amended by Circular 20/749), thatit complieswith and applies the EBA
guidelines on legislative and non-legislative moratoria on loan repayments
applied in the lightof the COVID-19 crisis! (EBA guidelines on moratoria) and
that it has integrated them into its administrative practice and regulatory
approach.

The EBA guidelines on moratoria apply in relation to the application of the
definition of default?and classification of forbearance? in accordance with the
Capital Requirements Regulation (CRR).

Indeed, a moratorium generally triggers an assessment of forbearance?, as
the latter applies where a creditinstitution grants a concession (e.g.

" EBA/GL/2020/02 (as amended by the EBA guidelines EBA/GL/2020/08)
? Article 178 CRR.
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temporarily postpone capital and/or interestpayments of aloan) when it
identifiesthata borrower is experiencing oris likely to experience financial
difficultiesinrepaying loan(s). If the forbearance measures qualify as
distressed restructuring (i.e. they resultin a diminishedfinancial obligation),
the restructuring would correspond to an unlikeliness-to-pay eventthattriggers
a classification in default®.

The EBA guidelines on moratoria therefore intend inter alia to clarify the
following in the contextof the COVID-19 pandemic: (i) the criteria that
paymentmoratoria have to fulfil notto trigger forbearance classification and (i)
the application of the prudential requirements in the context of these
moratoria.

Criteria for general payment moratoria

In order not to be considered forbearance, a general legislative or non-
legislative moratorium has to fulfil the following conditions:

e It waslaunched in responseto the COVID-19 pandemic and is
effectively applied by 30 September 2020. This deadline may be revised
in the future depending on the evolution of the current situation.

e |t hasto be broadly applied. The proposed treatmentapplies to moratoria
that are similarin economic substance, regardless of whetherthey are
legislative or non-legislative. Given thatlegislative moratoria apply to all
institutions within a given jurisdiction, a similarly broad scope of application
also has to be ensured for non-legislative moratoria. A private moratorium
initiated by a single institution is notdeemed sufficiently broad, therefore
not qualifying as an eligible moratorium in the sense of EBA guidelines on
moratoria. In Luxembourg, as of 16 April 2020, an eligible industry-wide
private moratorium initiative has been setup under the coordination of the
Luxembourg Bankers' Association (ABBL). It broadly appliesto loansto
corporate clients, SMEs and individual professionals established in
Luxembourg.

e It applies to a large group of obligors. It is necessary to ensure that the
change of the schedule of paymentdoes notaddress specific financial
difficulties of specific obligors, as this would meetthe definition of
forbearance. Therefore, in orderto benefitfrom the treatment specified in
the EBA guidelines on moratoria, the moratorium hasto be available to a
large, predefinedgroup of obligors, regardless of the assessment of their
creditworthiness.

e The same moratorium offers the same conditions. The moratorium has
to offerthe same conditions for the changes of the paymentschedulesto
all exposures subjectto the moratorium, even if the application of the
moratoriumis notcompulsory for obligors.

e |t changesonly the schedule of payments, namely by suspending,
postponing or reducing the payments of principal amounts, interest or of
fullinstalments, for a predefined limited period of time; no otherterms and
conditions of the loans, such as the interestrate, should be changed.

e |t does not apply to new loans granted after the launch of the
moratorium. It has to be ensured thatthe moratorium addresses a specific
issue arising as a resultof the COVID-19 pandemic and is notused for

® Article 178(3)(d) CRR and EBA/GL/2016/07.
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new lending granted after the outbreak. The use of existing creditlines or
renewal of revolving loans is notconsidered a new loan.

Application of the prudential requirements in the context
of these moratoria

¢ Definition of forbearance. Ageneral paymentmoratorium that meets the
requirements of the EBA guidelines on moratoriawould notinitself lead to
a reclassification under the definition of forbearance. However, institutions
should continue to categorise the exposures as performing or non-
performing in accordance with the applicable requirements. In particular,
as a general principle, beforegranting a forbearance measure, credit
institutions should carry outan individual assessment of the repayment
capacity of the borrower and grantforbearance measures tailored to the
specific circumstances of the borrower in question.

o Definition of default. In accordance with the EBA guidelines on moratoria
on the application of the definition of default®, where forbearance measures
were extended towards the borrower, this should be considered distressed
restructuring, which, in accordance with CRR’, isan indication of
unlikeliness to pay if it leads to diminished financial obligation. Given that
the application of ageneral moratoriumis nota forbearance measure, it
should also notbe considered distressed restructuring and the
consideration of diminished financial obligation is notapplicable.

e Assessmentof unlikeliness to pay. Evenwhere the general payment
moratoria are notclassified as forbearance measures, this does not
remove the obligations for institutions to carefully assess the creditquality
of exposures benefiting from these measures and identify any situationsin
which borrowers are unlikely to pay for the purpose of the definition of
default. Creditinstitutions should in particular continue identifying any
situation in which borrowers are unlikely to pay for the purpose of the
definition of default. Accordingly, creditinstitutions should continueto apply
theirnormal policies for the regular reviews of indications of unlikeliness to
pay during the time of the general paymentmoratoria and classify their
exposuresin accordance with the applicable provisions on default. It is
expected that creditinstitutions will apply these policies in arisk-based
manner, paying particular attention to and prioritising the assessment of
those obligors who are mostlikely to experience paymentdifficulties.

Report on the implementation of EBA guidelines on
moratoria

The EBA has also published a report® on the implementation of selected
COVID-19 policies, which intends to clarify the implementation of its guidelines
on moratoria by addressing a number of interpretative questions and
presenting an overview of the general paymentmoratoria in place in the EU
based on notifications sentto the EBA. In addition, the reportincludes
considerations on the COVID-19 issues which can arise in applying the
operational risk framework. The report sets out common criteria intendedto
provide clarity on the supervisory and regulatory expectations regarding the
treatmentof COVID-19 operational risk losses in the capital requirement
calculations. The reportalso encourages creditinstitutions to collect

® EBA/GL/2016/07.
" Article 178(3)(d) CRR.
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information on data losses, even when these are not expected to be part of
the setting of capital requirements.

FURTHER CSSF'S CLARIFICATIONS
The CSSF has further stressed that:

¢ Allentitiesthat have adhered to general paymentmoratoria effectively
implemented by 30 September 2020 and thatare willing to benefitfrom this
prudential treatmentshould comply with the EBA guidelines on moratoria.

¢ Institutionsthat would like to benefitfrom the dedicated prudential
treatment, have to become party to an eligible moratorium initiative. In that
case, all obligorsin scope of the moratorium can requestthe application of
the moratorium and the institution is obliged to grantthe moratorium.

e Where moratoria are implementedin Luxembourg with the view to benefit
from the above-described treatment, the CSSF considers that such
moratoria may only cover performing obligors who did notexperience
paymentdifficulties before the application of the moratorium. In addition,
exposuresthathad already been subjectto forbearance measures atthe
momentof the application of such moratoria cannotbe reclassified
(upgraded) as aresultof applying a moratorium.

e Creditinstitutions are (i) required to collectspecificinformation on
exposures where the moratorium has been applied and to reportcertain
information to the CSSF and (ii) are expected to make use of general
paymentmoratoria in a transparentmanner.

ADDITIONAL REPORTING AND DISCLOSURE
OBLIGATIONS

The CSSF hasissued another circular CSSF 20/748 to inform all credit
institutions designated as Less SignificantInstitutions under the Single
Supervisory Mechanism and all branches of non-EU creditinstitutions thatit
complies with and applies the EBA guidelines on reporting and disclosure of
exposures subjectto measures applied in response to the COVID-19 crisis®
(EBA guidelines on reporting).

The EBA guidelines onreporting have introduced reporting and disclosure
requirements in the context of measures taken by creditinstitutionsin
response to the COVID-19 crisis, covering both payment moratoria on existing
loans and public guarantees on new lending exposures. Theyintroduce
reporting templates, includingin relation to forborne exposures, where such
measures are notcaptured in the existing supervisory reporting framework.

Allin-scope entities are therefore required to reportthe relevantexposures
and disclosure information to the CSSF in accordance with such guidelines. In
particular, Less Significant Institutions and branches of non-EU credit
institutions have the obligation to submiton a quarterly basis certain templates
if they apply the industry wide moratorium in Luxembourg as coordinated by
the ABBL for related exposure and/or if they have signed the convention with
the Luxembourg State Treasury to originate loans covered by the Luxembourg

® EBA/GL/2020/07.
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State Guarantee inthe contextof the COVID-19 pandemic. Additional
reporting may be requested by the CSSF.

The CSSF has stressed that these reporting and disclosure requirements are
put forward strictly in the context of the COVID-19 crisis and are therefore
expected to belimitedintime.

Furthermore, for the purpose of assessing the need for additional reporting,
such entities are also required to notify the CSSF by 3 August 2020 at the
latest, or on a timely basis at any subsequentdates, where they apply or
intend to make use of the measures described inthe EBA guidelineson
reporting in other jurisdictions.
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