&

EUROPEAN CENTRAL BANK

EUROSYSTEM

Feedback statement

Responses to the public
consultation on the revised ECB
guide to internal models

February 2024

BANKTILLSYN E
BANKU PRIEZIURA NADZOR BANKOWY

BANKFELUGYELET

SUPERVISION BANCAIRE
MAOIRSEACHT AR BHAINCEIREACHT NADZOR BANAKA

BANKING SUPERVISION

SUPERVISAO BANCARIA

BANKENAUFSICHT
TPAMEZIKH ENOMNTEIA PANKKIVALVONTA
SUPRAVEGHERE BANCARA

SUPERVISION BANCARIA
BANKING SUPERVISION ¢ pervisio anciria BANKENAUFSICHT




Contents

1 Introduction and overview of responses
1.1 Context
1.2 Structure of the feedback statement
1.3  Response statistics
1.4 Adoption of the ECB guide
2 Comments and amendments to the revised ECB guide to internal

models — general comments

3 Comments and amendments to the revised ECB guide to internal
models — comments on the principles covering climate-related
and environmental risks

4 Comments and amendments to the revised ECB guide to internal
models — general topics (GT) chapter

4.1 Overarching principles for internal models (GT Section 1)
4.2  Roll-out and permanent partial use (GT Section 2)
4.3 Internal governance (GT Section 3)
4.4  Internal validation (GT Section 4)
4.5 Internal audit (GT Section 5)
46 Model use (GT Section 6)
4.7 Management of changes to the IRB approach (GT Section 7)
4.8  Third-party involvement (GT Section 8)
5 Comments and amendments to the revised ECB guide to internal

models - credit risk (CR) chapter

5.1

5.2

5.3

5.4

5.5

5.6

Scope of the credit risk chapter (CR Section 1)

Data maintenance for the IRB approach (CR Section 2)
Use of data (CR Section 3)

Definition of default (CR Section 4)

Probability of default (CR Section 5)

Loss given default (CR Section 6)

Feedback statement - Responses to the public consultation on the revised ECB guide to
internal models — Contents

12

12

13

17

17

17

18

18

18

19

19

20

21

21

25

32



5.7

5.8

5.9

5.10

Conversion factors (CR Section 7)
Model-related MoC (CR Section 8)
Review of estimates (CR Section 9)

Calculation of maturity for non-retail exposures (CR Section 10)

6 Comments and amendments to the revised ECB guide to internal
models — market risk (MR) chapter

6.1  Scope of the market risk chapter (MR Section 1)

6.2  Scope of the internal model approach (MR Section 2)

6.3  Regulatory back-testing of VaR models (MR Section 3)

6.4  Aspects of internal validation of market risk models (MR Section
4)

6.5 Methodology for VaR and stressed VaR (MR Section 5)

6.6  Methodology for IRC models focusing on default risk (MR
Section 6)

6.7  Risks-not-in-the-model engines (MR Section 7)

7 Comments and amendments to the revised ECB guide to internal

models — counterparty credit risk (CCR) chapter

71

7.2

7.3

7.4

7.5

7.6

7.7

7.8

7.9

7.10

7.1

712

Scope of the counterparty credit risk chapter (CCR Section 1)
Trade coverage (CCR Section 2)

Margin period of risk and cash flows (CCR Section 3)
Collateral modelling (CCR Section 4)

Modelling of initial margin (CCR Section 5)

Maturity (CCR Section 6)

Granularity, number of time steps and scenarios (CCR Section
7)

Calibration frequency and stress calibration (CCR Section 8)
Use test (CCR Section 9)

Validation (CCR Section 10)

Effective expected positive exposure (CCR Section 11)

Alpha parameter (CCR Section 12)

Feedback statement - Responses to the public consultation on the revised ECB guide to
internal models — Contents

33

34

35

35

36

36

36

37

37

37

37

39

40

40

40

40

41

42

42

42

42

42

43

43

43



7.13 Risks not in effective expected positive exposure (CCR Section
13)

8 Annex

9 Acronyms and Glossary

Feedback statement - Responses to the public consultation on the revised ECB guide to
internal models — Contents

43

46

47



1.1

1.2

1.3

Introduction and overview of responses

Context

On 22 June 2023 the European Central Bank (ECB) launched a public consultation
on the revised ECB guide to internal models (hereinafter the “guide” or “ECB guide”),
which ended on 15 September 2023. While not strictly required, this consultation
was conducted in order to collect responses from relevant parties and to enhance
transparency. The ECB has given due consideration to all of the comments received
during the consultation period.

Structure of the feedback statement

This feedback statement presents an overall assessment of the comments received
during the public consultation and aims to address the most relevant issues raised.
Note that amendments have been made to the guide in response to the comments
received.

The remaining sections of this document summarise the key comments received
regarding the various chapters of the guide and, where needed, the amendments
applied as a result. However, it lists only the most relevant and frequent types of
comments and/or amendments. In several cases further minor changes have been
made to the document to clarify certain aspects that were raised during the public
consultation.

Response statistics

In total, 19 batches of responses were received involving 625 individual comments
(all in English). The figures below show the breakdown of the responses to the public
consultation by type of respondent and by section and comment type. Of this total,
17 general comments were received, of which a sub-set (six comments) cannot be
attributed to a single chapter of the guide and are therefore addressed in Section 2
of this document. The remaining general comments have been distributed across the
specific chapters of the guide (three for general topics, five for credit risk, two for
market risk and two for counterparty credit risk).

Feedback statement - Responses to the public consultation on the revised ECB guide to
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Figure 1
Responses by type of respondent

(number)

Banking and financial markets associations _ 444
ssMbanks [N :::
Others . 33

Consulting firms ] 15

Total 625
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Figure 2
Responses by section and type of comment — general topics
General topics Breakdown by type of comment
Section of the guide Number of comments Amendment | Clarification Deletion
1 Overarching principles for internal models 33 46% 45% 9%
2 Roll-out and permanent partial use 55 47% 47% 5%
3 Internal governance 2 100% 0% 0%
4 Internal validation 1 0% 100% 0%
5 Internal audit 1 0% 100% 0%
6 Model use l 14 43% 43% 14%
7 Management of changes to the IRB approach 3 33% 67% 0%
8 Third-party involvement 3 100% 0% 0%
Total 112 47% 46% 7%
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Figure 3

Responses by section and type of comment — credit risk

Credit risk Breakdown by type of comment
Section of the guide Number of comments Amendment | Clarification Deletion
1 Scope of the credit risk chapter 0 0% 0% 0%
2 Data maintenance for the IRB approach 34 47% 38% 15%
3 Use of data 28 64% 32% 4%
4 Definition of default 90 57% 27% 17%
5 Probability of default 124 46% 37% 17%
6 Loss given default 62 39% 44% 18%
7 Conversion factors 29 69% 24% 7%
8 Model-related MoC 37 38% 41% 22%
9 Review of estimates 0 0% 0% 0%
10 Calculation of maturity for non-retail exposures 0 0% 0% 0%
Total 404 50% 35% 15%
Figure 4

Responses by section and type of comment — market risk

Market risk Breakdown by type of comment
Section of the guide Number of comments | Amendment | Clarification Deletion
1 Scope of the market risk chapter 1 0% 100% 0%
2 Scope of the internal model approach 6 33% 67% 0%
3 Regulatory back-testing of VaR models 0 0% 0% 0%
4 Aspects of internal validation of market risk models 0 0% 0% 0%
5 Methodology for VaR and stressed VaR 3 0% 67% 33%
6 Methodology for IRC models focusing on default risk 24 50% 42% 8%
7 Risks-not-in-the-model engines 1 100% 0% 0%
Total 35 43% 48% 9%
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Figure 5
Responses by section and type of comment — counterparty credit risk

Counterparty credit risk Breakdown by type of comment
Section of the guide Number of comments | Amendment | Clarification Deletion
1 Scope of the counterparty credit risk chapter 0 0% 0% 0%
2 Trade coverage 0 0% 0% 0%
3 Margin period of risk and cash flows 13 54% 38% 8%
4 Collateral modelling 0 0% 0% 0%
5 Modelling of initial margin 1 100% 0% 0%
6 Maturity 0 0% 0% 0%
7 Granularity, number of time steps and scenarios 1 100% 0% 0%
8 Calibration frequency and stress calibration 0 0% 0% 0%
9 Use test 6 67% 33% 0%
10 Validation 0 0% 0% 0%
11 Effective expected positive exposure 1 100% 0% 0%
12 Alpha parameter 0 0% 0% 0%
13 Risks not in effective expected positive exposure 35 46% 23% 31%
Total 57 53% 26% 21%

Adoption of the ECB guide

On 29 January 2024 the Supervisory Board sent the Governing Council of the ECB a
complete draft proposal for the adoption of the ECB guide to internal models. The
guide was subsequently adopted by the Governing Council on 05 February 2024 and
published on the ECB’s website on 19 February 2024, together with this feedback
statement.
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Comments and amendments to the
revised ECB guide to internal models —
general comments

Comment

ECB response and analysis

Status

Respondents raised concerns over the envisaged time
frame for implementing the principles set out in the
guide, given the upcoming entry into force of the new
regulatory texts for CRD6/CRR3 and the Fundamental

The publication of the guide has been well
synchronised with ongoing regulatory developments
since it was first published in October 2019. As made
clear in the Foreword, the guide reflects the ECB’s

No change

Review of the Trading Book (FRTB). As the final
regulatory text of the banking package may require
further changes to the guide, institutions are concerned
about the updates that will have to be made to its
principles, especially when some institutions are
already implementing certain model changes ahead of
the implementation of the new regulatory framework.

understanding of existing regulation and is intended to
help institutions comply with this framework.

In addition, the ECB closely follows international and
European regulatory developments and will evaluate
the need to amend the guide when new regulation
comes into force.

The guide does not explain when or how institutions
should implement the pertinent changes to their
models. Nevertheless, when applying the relevant
regulatory framework to specific cases, the ECB takes
into due consideration the particular circumstances of
the institution concerned, giving it sufficient time to
resolve the issues and to return to compliance with the
regulatory provisions.

Regarding the regulation on the FRTB, further details
are given in Section 6.1 of this document.

Feedback statement - Responses to the public consultation on the revised ECB guide to
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Comments and amendments to the
revised ECB guide to internal models —

comments on the principles covering

climate-related and environmental risks

Due to the overlap of comments regarding the principles covering climate-related
and environmental risks between the general topics and credit risk chapters of the
guide, all comments and amendments received in this regard are addressed in this

specific section.

# Comment ECB response and analysis Status
1 Respondents indicated that climate-related and The ECB has considered the feedback received from No change
environmental risks are in the process of being various angles, as specified below.
addressed by institutions as part_of th_eir pruqential risk The ECB is duly following international requlaton
fanagerment frameworks, especially in the light of developments in relation to climate-related and
recent or upcoming regulatory developments, notably: e e
the publication of BCBS Qrinciples for the effective The ECB is keeping a close eye on European and
’?‘a”age"‘_e"‘ and supervision of climate-elated international (e.g. BCBS) developments in the realm of
financial risks; climate-related and environmental risks, including
CRDS, which sets out a number of mandates which will | developments in connection with internal models used
address the treatment of these risks in Pillar 2, in for Pillar 1 purposes. In particular, the clarifications that
particular, through transition plans and climate risk the ECB has included in its guide to internal models
stress testing; are aligned with the BCBS FAQs on climate risks
the mandate for the EBA to report on the incorporation | PuPlished in December 2022. ltis believed that the
of ESG risks in the prudential framework, introduced by | Principles included in the guide will raise levels of
CRR3: awareness among institutions on the potential
materiality of these risks and will prompt institutions to
the guide on climate-related and environmental risks, begin any necessary data collection processes and
which institutions are expected to have implemented modelling approaches, in a consistent way, if the
by the end of 2024. underlying risk drivers are found to be relevant and
Therefore, the respondents considered that the ECB material. The ECB is also mindful of the latest
should not introduce further requirements for developments by the EBA, including the publication of
institutions to integrate climate-related and the EBA's recent report on the role of environmental
environmental risks into their internal models while and social risks in the prudential framework.
they are busy implementing the aforementioned The principles leverage on the Guide on climate-
developments. They also raised the following potential | (c|ated and environmental risks, which addresses the
implications or concerns: concept of materiality:
the principles in the guide may collide with upcoming Climate-related and environmental risks are
international developments, in particular, with the considered categories of traditional financial risks and
stances taken by the EBA on the treatment of these can be split into physical and transition risk drivers, as
risks under the current prudential framework; clarified in Section 3.1 (Definitions) of the Guide on
constraints in obtaining sufficiently granular and robust | climate-related and environmental risks. Therefore,
climate-related and environmental data, which may these should be treated as any other risk driver that
have an impact on the application of the principles; institutions identify and measure as part of their models
the risk that implementation of the principles for TR (o R LTy [UeeEs:
institutions using internal modelling approaches may According to expectation 7 of the Guide on climate-
result in an uneven playing field vis-a-vis institutions related and environmental risks, “Institutions are
using standardised approaches for calculating own expected to incorporate climate-related and
funds requirements. environmental risks as drivers of existing risk
Respondents would also welcome further clarification catfegories [t their L rlnarl1agement f(amfework, with
. . L a view to managing, monitoring and mitigating these
on the date of implementation of these principles and - . 5 - N
A N over a sufficiently long-term horizon (...)". In line with
how they should be taken into account for both credit - ;
risk and market risk models, from a methodological GRS IR, (2 56 ConSId.erS that, Lk
standpoint, assgssed as reIgvantl and material, cllmatg and .
environmental risk drivers should also be included in
internal models approved for the purpose of calculating
own funds requirements (for credit and market risk),
given that climate-related and environmental risks are
drivers of existing risk categories. In addition, as for
any other relevant risk driver which institutions should
collect and measure as part of their risk measurement
processes, the current regulation does not prescribe a
specific materiality threshold and it is up to the
Feedback statement - Responses to the public consultation on the revised ECB guide to
internal models — Comments and amendments to the revised ECB guide to internal models —
comments on the principles covering climate-related and environmental risks 9
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# Comment ECB response and analysis Status

institution to define its materiality concept and to define
an adequate process for measuring the risks they are
exposed to.

The ECB acknowledges data collection challenges, but
also believes that existing evidence can be leveraged:

The ECB is mindful of the current challenges facing
institutions with regard to the collection of sufficiently
granular and robust climate-related and environmental
data. However, the ECB considers that adherence to
the principles set out in the guide on climate and
environmental risks already requires the collection of
relevant data, which can be used as a starting point for
institutions’ assessment of climate-related and
environmental risks for Pillar 1 purposes.

The principles included in the ECB guide to internal

models leverage on the flexibility of the existing
framework:

Therefore, the principles are fully embedded in already
existing sections or paragraphs of the guide. The
principles do not prescribe any additional requirements
beyond the currently applicable regulation.

The principles do not result in an uneven playing field
between institutions using standardised and internal
modelling approaches for the purpose of calculating
own funds requirements:

As just mentioned, the principles leverage on the
flexibility of the existing framework. Therefore, as no
additional requirements or changes to the regulatory
framework are being introduced, there will continue to
be a level playing field for institutions using internal
modelling and standardised approaches to calculate
their own funds requirements.

2 Some respondents commented that the guide should The principles on climate-related and environmental No change
make explicit which are its expectations regarding the | risks leverage on the current flexibility of the
incorporation of the forward-looking nature of climate- framework, for IRB models in particular, and on the use
related and environmental risk. of historical observed data, which is an underlying
requirement. As previously clarified, the principles on
climate-related and environmental risks do not go
beyond the current applicable regulatory framework.
Therefore, any requirements regarding data used
either for model development (e.g. representativeness)
or risk quantification (length of the historical
observation period) will continue to apply, including the
requirements set out in the EBA Guidelines on PD and
LGD.

In addition, some respondents asked for clarification on
whether the data requirements established in current
regulatory texts, including the EBA Guidelines on PD
and LGD (for example in terms of data
representativeness or length of the historical
observation period) are to be considered for climate-
related and environmental risk drivers.

3 | Some respondents commented that the guide, in Article 171(2) of the CRR states that institutions “(...) Amended
footnote 34 of paragraph 47, envisions the application | shall take all relevant information into account in
of a more conservative approach in assigning ratings assigning obligors and facilities to grades or pools. (...)

to the related facilities or obligors by applying an The less information an institution has, the more
override to the final output of the rating assignment conservative shall be its assignments of exposures to
process, which focuses only on the potential negative obligor and facility grades or pools. (...)". In addition,
impacts stemming from climate-related and the use of overrides is defined in Article 172(3) of the
environmental risks. CRR (where, in particular, it states that “human

judgement may override the inputs or outputs of the
assignment process”) and further clarified by the ECB
in paragraph 47 of the guide.*

The footnote included in this paragraph clarifies that
institutions should consider whether a more
conservative approach should be taken in relation to
the use of overrides, for the specific case of insufficient
information on a climate-related and environmental risk
driver that has been assessed as relevant and
material.

The ECB considers this as meaningful where there is
insufficient information about a relevant risk driver or
insufficient historical experience with climate-related
and environmental risks. Therefore, in view of the
potentially limited information currently available on
these risks/lack of experience with these risk drivers, it
is considered appropriate to take a more conservative
approach in the rating assignment process.

1 Institutions should be mindful at all times of the underlying requirements for the use of overrides under
Article 172(3) of the CRR, particularly Article 24(2) of Commission Delegated Regulation (EU) No
2022/439 and paragraph 203 of the EBA Guidelines on PD and LGD.

Feedback statement - Responses to the public consultation on the revised ECB guide to
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Comment

ECB response and analysis

Status

Some respondents raised the issue of limited data
availability in the context of the principle set out in
paragraph 208 of the credit risk chapter of the guide
when considering a margin of conservatism in the
event of missing or inaccurate climate-related and
environmental information. More precisely,
respondents considered that the lack of historical
climate-related and environmental data could impair
the detection and assessment of statistical-based

relations and the computation of an appropriate MoC.

Nevertheless, respondents acknowledged the
importance of starting to collect climate-related and
environmental information, despite the current
challenges regarding data availability, harmonisation
and collection.

Regarding the clarification included in paragraph 208
of the credit risk chapter, an MoC should incorporate
and account for any missing or inaccurate climate-
related information. This principle leverages on the
flexibility of the current regulatory framework and in
particular on the clarifications provided in paragraph
37(a) of the EBA Guidelines on PD and LGD.

The principle leverages on the current flexibility of the
framework and regulatory requirements already in
place and is intended to rely on already available
climate-related and environmental information.

No change

Feedback statement - Responses to the public consultation on the revised ECB guide to
internal models — Comments and amendments to the revised ECB guide to internal models —
comments on the principles covering climate-related and environmental risks 11



4 Comments and amendments to the
revised ECB guide to internal models —
general topics (GT) chapter

The paragraph numbers in this chapter of the feedback statement refer to the
general topics chapter of the final ECB guide to internal models, as published with
this feedback statement, unless noted otherwise.

4.1 Overarching principles for internal models (GT Section 1)

Comment ECB response and analysis Status

Paragraph 26 The ECB agrees that the principle also applies to Amended

Respondents asked for clarification on whether the permissions notified in the context of reversion to less

principles regarding the implementation of a changed sophisticated approaches as set in Article 149 of the

or extended model are also expected to be followed for CRR.

requests to use less sophisticated approaches. They Therefore, the proposed clarification has been added

likewise suggested including this clarification in the to the end of paragraph 26.

guide.

Paragraph 26 The ECB expects institutions to implement their Amended

Several respondents commented on the ECB's approved new or changed models in a timeframe that

expectation concerning the timeframe for implementing sholulld not e?(,ceéd three monlthls, stamnlg frf)m th.e

material changes or extensions upon receiving the _dec_lsw.n no.tlflcatlt.)n. date. This is to avoid discretion by

permission notification, in particular that institutions in d'emdl‘ng Yvhen to mplement the model

implementation within the three-month timeframe might change, especially if this leads to ar) increase in RWA,

be difficult to achieve, especially where the model and t.o ensure adherence to all applicable

needs to be implemented across different jurisdictions requirements.

and under different regulatory requirements. Some The timeframe is not subject to any formal notification

respondents thus suggested considering a 12-month by institutions. The ECB is mindful that institution-

timeframe instead. specific or even model-specific constraints may arise

In this context, other respondents asked for clarification and thesg should be appropnately d'SCUSS?d _a”d

as to whether the three-month timeframe requires a agreed with the ECB. Article 3(6) of Commission

formal request and whether the institution can present Delegated Regulation (EU) No 529/2014 applies in this

an updated timeline if unexpected delays with regard to context as well and a new footnote has been added to

the implementation of the change arise following the paragraph 26.

decision. In addition, the ECB introduced further changes to

Finally some respondents asked for clarification of the paragraph 26, most notably to clarify that a staggered

concept of “staggered approach” included in this _approach ca.n enoompas.s case§ Of m.od.el .

paragraph. implementation across different jurisdictions. It is not
related to the re-rating process as described in Section
7.6 of the general topics chapter of the guide.

Paragraph 26 The ECB does not consider it feasible to establish a No change

Some respondents asked for further clarification link between the model |mplgmentatlon date and the

regarding paragraph 26, notably: CORERP reporting dates, as it would depend on the
notification date.

whether the new principle on model implementation will » "

lead to any impact on COREP reporting dates; In addition, the paragraph 8 of the credit risk chapter
states that IT systems must be ready to implement at

whether the flexibility included in paragraph 26 is the time of the application. These requirements are

aligned with the principles set out in Section 2.2.2 of from an IT perspective and do not conflict with the

the credit risk chapter. requirements contained in the general topics chapter.
While Section 2.2.2 of the credit risk chapter discusses
the prerequisites for ensuring a meaningful on-site
assessment of model applications, paragraph 26
focuses on the events following an approval and is
meant to avoid undue delay for the RWA impact to
materialise.

Feedback statement - Responses to the public consultation on the revised ECB guide to
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Roll-out and permanent partial use (GT Section 2)

Comment ECB response and analysis Status

Paragraph 28 The ECB does not agree with a further extension of the | Amended

Some respondents considered that further list of exclusions from the calculation of the IRB

EmEETES el e ishelEs) o Gasinss 88 6 minimum coverage ratios. Primarily, the rationale for

paragraph 28 (regarding the computation of the IRB the existing echLfsions is Fo limit the sco.pe of

coverage ratio), in particular, that the IRB coverage exposures tq be included in the calc_ulatlon of the IRB
ratio formula should exclude those exposures that covgrage rat|0§ to exposurgs for Wh'ch the CRR

have been permanently excluded from the application er?wsages "?? implementation of a rating system. In

of the IRB approach under Article 150(a) and (b) of the this regard,_ itis t.o be noted that for the exposures

CRR, as well as exposures in the form of a share in a referred ‘_0 in Article 150(a) and (b) of the CRR, the

collective investment undertaking (CIU) within the _CRR envisages the .use. of .‘he IRE a}pproac!’], and

meaning of Article 4(1)(7) of the CRR. indeed .a number of |.nst|tut|ons within the Slng!e )
Supervisory Mechanism (SSM) are already using this
approach.
For exposures in the form of a share in a CIU within
the meaning of Article 4(1)(7) of the CRR, the
exclusion from the computation of the IRB coverage
ratios would be not consistent with the general
principle set out in the CRR (most notably in Article
152) that exposures must be subject to standardised
approaches or to IRB approaches, depending on the
regulatory approach applied to the underlying
exposures.
In addition to the considerations mentioned above, the
guide already embeds a sufficient degree of flexibility,
since the 50% minimum IRB coverage ratios are
defined as expectations and not as absolute thresholds
that should never be breached.
Furthermore, the ECB considers that references to the
EBA Consultation Paper 2014/10 on both the table with
Regulatory References (Section 2.1) and
corresponding footnote 30 can be deleted.

Paragraph 40 The ECB notes that the comment requires clarification | Amended

Respondents asked for guidance on the ECB's of the procedure to follow if new types of exposurgs

expectations if new types of exposures are created. are c?reated. By way of .analogy,.the same scenario

They stressed that the case under discussion should applies where new business units are set up.

fall under Article 146 of the CRR and use of the These cases are governed by the general rules set out

Standardised Approach (SA) should be allowed before | in Section 2.5 of the general topics chapter of the

approvals are received. guide, which regulates the monitoring of compliance

with permanent partial use provisions. Therefore, it
would be redundant and not strictly necessary to add
the reference to Article 146 of the CRR, as suggested
in the comment.

In any case, and for the sake of clarity, the guide has
been amended in the form of a new paragraph
following on from paragraph 40, partially in line with the
request made by the respondents.

Paragraphs 42-46 According to Article 149 of the CRR, the institution No change

Respondents commented on the ECB assessment must demonstrate to the satisfaction of the competent

criteria related to requests to revert to the use of less authority that the RI‘_SA_ fulfils certain cond.itions. The

sophisticated approaches (RLSA). They stressed that E,CB assessmgnt catelEltatican b,e apphed broelxdly
the guide should: (i.e. non-specific) are already described in the guide.

« explain the criteria used by the ECB when deciding Th? EQB docsliotagresiiiaiiielglioels tolicidava
whether or not to approve the requests; distinction between RLSA proposals made by the ECB

and those submitted by the institution itself. Both cases

e draw a distinction between proposals made by the | gre considered equivalent from a legal standpoint and
ECB and those made by the institution concerned no requirement set out in Article 149 of the CRR can
for RLSA; be waived partially or fully.

o clarify that the newly introduced expectations will be | The ECB does not share the concern that an uneven
gradually implemented by the ECB in order to playing field would be created in the absence of a
ensure a level playing field. gradual implementation of the expectations set out in

the guide. Conversely, a level playing field is ensured

across institutions that have submitted an RLSA in the
past and those that may do so in the future due to the
fact that the expectations now being introduced in the
guide have already informed the assessments carried
out by the ECB on the same matter in the past.

Paragraphs 42-46 The requested guidance on the expected application No change

Respondents asked for guidance on the ECB’s package cannot be b_“?adly provided since this

expectation regarding the content of an RLSA depends on the specific features of the model

application package if the requests lead to reductions

Feedback statement - Responses to the public consultation on the revised ECB guide to
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# Comment ECB response and analysis Status
in the scope of applications for models that will landscape as well as the specific scope of the RLSA
continue to be used for own fund calculations. request made by each institution.

General comments affecting paragraphs 42-46 The request included in the comment essentially refers | No change
Respondents commented on the impact of the to a legal text that \-Ni|| enter into force in the future.

forthcoming CRR3 on ECB expectations regarding Conyersely, l.he guide refell's to th.e law currently

RLSAs. They called on the ECB to exempt RLSAs that applicable, since the ECBlls required and called upon

will be mandatory under the future CRR3 from the to apply the currently applicable law. The EICB expects

scope of application of Article 149 of the CRR, which is to make the relevant chanlgels to the guide in due

in line with the spirit of the simplified procedure set out course once the new law isin force.

in Article 494(d) of the CRR as introduced by CRR3.

5 Paragraphs 43-44 e The ECB does not agree that the expectation that No change
Respondents commented on the ECB’s expectations “institutions should consistently apply acros_s
regarding the requirements set out in Article 149 of the e?<pl()sure classe.s and/or exposure. typ.es W'”t'

CRR relating to an RLSA being necessary due to the smllar features |r.\ terms of modelling (in particular
nature and complexity of the institution’s total with rgggrd to Pomts (@) and (b) of paragraph 43)
exposures of this type. They submitted that the guide the criteria defined to assess whether the
be amended along the following lines. requirements set out in Article 149(1) and (2) of the
CRR have been met” goes beyond CRR
¢ It should not go beyond CRR requirements, e.g. as requirements. As it happens, this expectation
Article 149 of the CRR specifically allows derives directly from one of the conditions set out in
institutions to revert exposure classes and apply the Article 149 of the CRR, which states, among other
SAin line with Article 150 of the CRR, such as things, that the institution must have demonstrated
providing certain specific requirements for to the satisfaction of the competent authority that
“sovereign” and “institution” exposure classes. the use of the less sophisticated approach is
Given that exposure classes cover, by definition, necessary on the basis of the nature and
various exposures with different (risk) complexity of the institution’s total exposures of this
characteristics, the expectation set out in the guide type. Therefore, the CRR requires that the reversion
for consistency across exposures with “similar should not be based on an opportunity but on a
features in terms of modelling” does not seem to be necessity. In turn, the existence of a necessity
justified. Similarly, respondents remarked that it is implies that objective and intuitive criteria are
unclear how the own funds impact analysis on predefined and applied consistently across
“similar” exposures would help to identify cases of exposure classes and/or exposure types with
regulatory arbitrage. For these reasons, similar features in terms of modelling.
respondents asked the ECB to replace references X
to “kind of exposure” to “type of exposures” and Afgjher reason why the ECB does pot agree thh the
“features in terms of modelling” to “key risk crmmsm exprlessed in the comment is that it mlx.es
characteristics” and to remove references to different and independent requirements set outin
exposure classes and impact analysis. Amc.les 149 and 150 of the CRR. In this rega_rd, itis
crucial to make clear that these two CRR articles
e It should not limit the possibility of reconsidering the | rsye different goals, their scopes of application are
internal models landscape to include only “reasons | gifferent, and their requirements are independent and
or impediments that arose after the original additive, meaning that even if the requirements set out
authorisation”, as in most cases this would render it | in Article 150 are met, this is a necessary though not
impossible to redefine the models strategy. sufficient condition for the reversion, as the
o The guide should not consider the possibility of requirements set out in Article 149 must also (and
using another admissible approach because in the | more importantly) be fulfilled. Furthermore, the ECB
opinion of the respondents the most important point | disagrees with the comment in that it presumes that
is the availability of minimum representative data for | different exposure classes invariably have different risk
redeveloping a model and the justified strategic characteristics, meaning that — using the terms of the
decision of the institution to RLSA. In addition, CRR - different exposure classes cover different
Article 149 of the CRR does not allow for reversion | exposure types. This does not always hold true, as
to the slotting approach. demonstrated by the fact that exposure types are not
* It should not restrict the grounds for RLSA to those I|m|te_d Wlthm. single exposure classes, and it is
unrelated to modelling activities, such as the certainly not infrequent to observe exgosure typgs that
internal operational capacity of the subsidiary to span several exposure classes. For this reason, it
. ; might be informative for the assessment of the RLSA to
keep proper presidium of the IRB over time, IT plan, . . .
X . also consider the own funds requirement (OFR) impact
expected run-down of the business, and relations s .
with peers. oln (?ther S|m|I§r expgsurg types/classes supject tq
similar modelling difficulties. For example, if applying
e Where a request is made to revert to a different the predefined objective and intuitive criteria would
approach (the SA or FIRB approach) for similar lead to a request for reversion to the use of the SA for
exposures, the expectation that institutions should a number of exposure types/classes, but where the
provide convincing evidence should be replaced request to revert to the SA is submitted by the
with the less restrictive concept of supporting institution for only a subset of them, or alternatively if
evidence. the request is to revert some of them to the SA and
« «Inlight of the Basel IV reform, which will allow others to Foundation IRB (FIRB), then the OFR impact
(see transitional arrangement as per Article 494(d) of the reversal to both the SA and FIRB for all of them
of the CRR as introduced by CRR3) institutions to might be highly informative regarding the institution’s
revert to the SA during a three-year period under a | intention to reduce its OFR.
simplified procedure, more leeway should be given | ¢ First of all, the ECB does not agree with the request
to each institution and the relevant JST so that they to remove the reference to “any reasons or
can define a proper strategy capable of impediments that arose after the original
encompassing numerous aspects (i.e. modelling authorisation”. This reference is necessary since
features, operational capability, IT readiness, Article 149 of the CRR governs the case of RLSA
business strategy, requests from national where the IRB has been used previously. Therefore,
competent authorities (NCAs), etc.) and reference if the IRB approach has been used previously, any
should not be made to objective and intuitive reversion necessarily would require “reasons or
criteria, leveraging on the criteria set out in Article impediments that arose after the original
authorisation”. Without this condition, there would
Feedback statement - Responses to the public consultation on the revised ECB guide to
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Comment

ECB response and analysis

Status

149 of the CRR and ensuring a sufficient degree of
flexibility for the banking system.

be no necessity as required under Article 149 of the
CRR; rather an arbitrary decision by institutions. For

the sake of clarity, the ECB does not intend to
prevent the reduction in the number on models, but
aims to combine this goal with the need to ensure
that such a reduction is obtained without any
cherry-picking.

e The ECB does not agree with the comment for two
reasons. Firstly, where modelling issues lead to a
request for the use of the SA, it is not possible to
disregard the possibility to revert to the use of FIRB
if the modelling issues affect only the LGD and CFF
parameters. Moreover, in the case considered
above, if using F-IRB led to a higher OFR than
when using the SA, the consideration of the OFR
becomes necessary to inform the assessment and
verify that the institution is not looking to reduce its
OFR. Secondly, paragraph 46 of the guide does not
preclude the possibility of using the supervisory
slotting criteria approach (SSCA) for specialised
lending exposures. At the same time, for the
purposes of the assessment of both conditions set
out in Article 149 of the CRR related to the
necessity of reversion and to the lack of intent to
reduce the OFR, the possibility of using the SSCA
as an alternative to the requested reversion to the
SA cannot be disregarded. This consideration is
independent of the fact that the switch from the use
of AIRB or FIRB to the use of SSCA does not fall
within the scope of Article of 149.

e The ECB does not agree with the proposed
amendment to remove the reference to the
sentence “Institutions should consistently apply
across exposure classes and/or exposure types
with similar features in terms of modelling (in
particular with regard to points (a) and (b) of
paragraph 43) the criteria defined to assess
whether the requirements set out in Article 149(1)
and (2) of the CRR have been met” so as not to
constrain reversion for the following reasons:

1) internal operational capacity of the subsidiary to
keep proper oversight f the IRB over time;

(2) IT plan;
(3) expected run-down of the business;
(4) relations with peers.

Regarding reason (1), the ECB does not consider the
reference to a subsidiary to be generally valid in itself.
Conversely, with reference to the modelling features,
the relevant concept is exposure type as defined in
Article 142(1)(2) of the CRR. In this regard, it is to be
noted that this concept is by default defined at group
level, as the possibility of using a differentiated
approach within the group is allowed only under certain
conditions.

Regarding reason (2), the ECB does not consider the
reference to IT plans to be generally valid. In fact, the
ECB believes that in the event of weaknesses in the IT
infrastructure, the group must act to resolve these
issues instead of reverting to the use of less
sophisticated approaches in order to avoid the
necessary investments needed to adequately support
the use of the IRB approach.

Regarding reason (3), the ECB agrees in general that
the RLSA might be appropriate for business that is
being run off. However, the ECB notes that the request
made in the comment to remove the quoted sentence
is not appropriate because both points (a) and (b) of
paragraph 43 refer to such cases. In fact, in point (a)
reference is made to the non-strategic nature of
exposures, while in point (b) reference is made to the
availability of minimum representative data which is
also relevant for businesses in run-off.

Regarding reason (4), the ECB does not consider the
reference to relations with peers to be generally valid.
Business models happen to be different across
institutions and divergences in the use of the SA, FIRB
and AIRB across institutions (or peers) might be
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# Comment ECB response and analysis Status

justified and not necessarily incompatible with the need
to ensure a level playing field.

e The reference to the fact that institutions should
provide convincing evidence that there is no
intention to reduce own funds requirements where
the reversion leads to a non-negligible reduction of
capital requirements is necessary and requested
under Article 149 of the CRR, which states that “the
institution has demonstrated to the satisfaction of
the competent authority that the use of the
Standardised Approach is not proposed in order to
reduce the own funds requirement of the
institution”.

* The ECB disagrees that the expectation that
“institutions should consistently apply across
exposure classes and/or exposure types with
similar features in terms of modelling the criteria
defined to assess whether the requirements set out
in Article 149(1) and (2) of the CRR have been met”
leaves insufficient room for each institution to define
a proper model simplification strategy. In any case,
this expectation derives directly from one of the
conditions set out in Article 149 of the CRR, in the
sense that the institution must have demonstrated
to the satisfaction of the competent authority that
the use of the requested less sophisticated
approach is necessary on the basis of the nature
and complexity of the institution’s total exposures of
this type. Therefore, the CRR requires that the
reversion be based not on an opportunity but on a
necessity. In turn, the existence of a necessity
implies that objective and intuitive criteria are
predefined and consistently applied across
exposure classes and/or exposure types with
similar features in terms of modelling. To avoid any
misunderstanding, institutions might choose a
combination of both quantitative and qualitative
criteria for that purpose.

The ECB would also note that the comment refers to a
legal text that will enter into force in the future.
Conversely, the guide on internal models refers to the
law currently applicable, since the ECB is required to
apply the current law. In this regard, the ECB expects
in due time to introduce relevant changes into its guide
to internal models once the new law enters into force.

6 Paragraphs 43-44 The reference to the need for institutions to provide No change
convincing evidence that there is no intention to reduce
own funds requirements where the reversion leads to a
non-negligible reduction of capital requirements is
necessary and called for under Article 149 of the CRR,
which states that the institution must demonstrate to
the satisfaction of the competent authority that the

o It should provide guidance regarding what could be | R| SA is not proposed in order to reduce the

Respondents commented on the ECB’s expectations
regarding the requirement set out in Article 149 of the
CRR that the RLSA is not proposed in order to reduce
the institution’s own funds requirement. They submitted
that the guide be amended along the following lines:

considered “convincing evidence” about the institution’s own funds requirement. In addition,
absence of an intent to reduce the OFR. The unfortunately it is not possible to broadly define or
following example is proposed: “The reduction of provide examples of convincing evidence since they
capital requirement is caused by excessive are specific to each individual case. Lastly, the ECB
conservatism of the current RWEA, e.g. due to does not agree with the request made to include the
application of conservative corrections, missing suggested paragraph into the guide. Broadly speaking,
(collateral) data, (over) conservative (expert) based | the ECB does not agree that RWAs are overestimated
model, and not by nature (high risk) of the where limitations/add-ons are imposed on currently

exposures. In this case, institutions are expected to applied risk parameters, estimates or RWAs.
estimate a "best-estimate” RWEA for the purposes | Gonversely, the restrictions are there to prevent the
of the point 4(d) of this paragraph”. Respondents RWAs from being underestimated as the identified

highlighted that without this guidance, an deficiencies are rectified. As a consequence, the ECB
unwarranted feedback loop could be created: the considers it right and proper to take account of
currgnt model is not fulﬁlllng the relevant CRR limitations when assessing the existence of intent to
requirements, for which lreatson RWEA add- reduce the OFR. In any case, even in the event of a
ons/MoC are added, which in turn does not allow material reduction in the OFR due to the reversion to
for reversion to a less sophisticated approach, as it | the yse of less sophisticated approaches, the

leads to a reduction in the RWEA. institution can easily prove that its intention was not to

o It should provide guidance regarding what might reduce the OFR, for example by sterilising the OFR
qualify as a “non-negligible reduction” of own funds | relief caused by that reversion.

requirements. The following wording is proposed: The ECB does not agree with the proposal to use, for
“The following reduction is presumed to be the purpose of fulfilling the requirements set out in
negligible: no more than 1.5% of decrease inthe | Article 149 of the CRR, the thresholds defined in
overall EU parent institutions consolidated risk- Commission Delegated Regulation (EU) No 529/2014.

\A.Ieighted exposure amounts 'for F:redit and dilution | Firstly, because the definition of the quantitative criteria
risk (or other relevant consolidation level) AND no for the identification of material model changes
more than a decrease of 15% or less of the risk-
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4.3

4.4

4.5

Comment ECB response and analysis Status
weighted exposure amounts for credit and dilution pursues different objectives in comparison with the
risk associated with the range of application of the corresponding criteria set out in Article 149 of the CRR
internal rating systems, which covered exposures for RLSA. Secondly, because it is not appropriate to
reverting to a less sophisticated approach.” The establish predefined thresholds for all kinds of RLSA.
above thresholds are aligned with Commission In fact, given the exceptional nature of RLSA, the
Delegated Regulation (EU) No 529/2014 and would | legislator purposely decided to grant discretion to the
set a consistent expectation. competent authority in this assessment, as confirmed
e The guide should not refer to potential supervisory Py Amde_ 149 of the CRR, which exP_I'Cf,ﬂy refers to the
measures (such as limitations). Potential limitations satisfaction of the competent authority”
(e.g. the ones expected after an internal model » The ECB does not agree with the request to amend
investigation — IMI) may not be known in advance. the paragraph. The case of limitations already in place
« - Rather than referring to “convincing” evidence Vel’SLI-S limitations in t_he process of being :_adoptec_i
about the lack of intention to reduce the OFR, it following the conclusion of an IMI are equnvalent_ in the
should use the word “supporting”. In fact, with .eyes of \hg ECB In the second ca§e, the potential
respect to Basel 3, the RWA impact is a relevant |mpact of I|m|tat.|ons_can be approximated based_on the
aspect to be considered when assessing reversion ewdenpe supmltted in the assessment report delivered
to a less sophisticated approach, especially given to the institution.
the introduction of the output floor under Basel 3. « The reference to the need for institutions to provide
convincing evidence that there is no intention to reduce
the own funds requirement where the reversion leads
to a non-negligible reduction of capital requirements is
necessary and called for under Article 149 of the CRR,
which states that the institution must have
demonstrated to the satisfaction of the competent
authority that the RLSA is not proposed in order to
reduce the institution’s own funds requirement.
Moreover, the expected introduction of the output floor
under the future regulation is not an element
considered valid by the ECB in assessing the lack of
intent to reduce the OFR.
Paragraph 49 The guide has been updated to clarify that only model- | Amended
Several requests for clarification were received in related compliance issues are in scope of the return to
relation to this paragraph, including clarification that the compliance plan.
return to compliance plan covers only model-related The timing of the submission of the return to
non-compliances. compliance plan must allow the ECB to issue a
Clarification was likewise requested regarding the decision bgfore the first external reporting of the post-
timing of the submission of the return to compliance merger entity.
plan.
Internal governance (GT Section 3)
No key comments are included in this feedback statement on Section 3 of the
general topics chapter.
Internal validation (GT Section 4)
No key comments are included in this feedback statement on Section 4 of the
general topics chapter.
Internal audit (GT Section 5)
No key comments are included in this feedback statement on Section 5 of the
general topics chapter.
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4.6

4.7

4.8

Model use (GT Section 6)

Comment ECB response and analysis Status
Paragraph 97 The ECB considers that the provisions of paragraph 97 | Amended
Some respondents considered that a new legal entity refer to the extenS|or.1'of el eianpicaciliolalney
might alternatively refer to an already existing legal Iegal_ entity _or to addltlor_m_l exposurgs atan already
entity for which the application of internal models was eX|st|r?g entity. The p.rowswns s wﬂh respect to the
not yet authorised, as well as to new legal entities set experience test requirements set out in Article 145 of
up either to run new businesses or existing businesses the CRR, irrespective of the PreYIOUS treatment Of_
under the perimeter of the already authorised models these exposures. The au(horl_satlon for the ex.\ensmn
(“spin-off’). In this case, the respondents considered needs to be granted considering also all applicable
that a consistent application of the authorised regulatory requirements, in particular the scope of
approach merits some additional clarification for the application of the extended rating system.
extension to additional exposures that are not On the second part of the comment, regarding the
significantly different from the scope of the existing fulfilment of the experience test requirements when
coverage and suggested clarifying this point in the calculating own funds requirements at consolidated
paragraph. and individual levels, the ECB considers it relevant to
In addition, within the case of “extension to additional ewdence-thaF i=e reqmreme.nts e metl, g'.V?n e
exposures that are not significantly different from the dual application of the model (i.e. both at individual and
scope of the existing coverage”, the respondents consolidated levels). Therefore, no further changes
considered that the ECB should acknowledge that gavelbeenianpliscliojhelparagraphlinihisliegard:
spin-offs may be considered as having met the Lastly, the ECB agrees to further clarify the last
conditions of Article 145(1) and (2) of the CRR sentence of paragraph 97 and slight amendments have
considering the existing experience of the institution indeed been included.
also for the purpose of applying the IRB approach at
both individual and consolidated level under point (b)
and not only for the purpose of its application at
consolidated level under point (a) only.
Moreover, several respondents considered that further
clarification should be introduced in the last sentence
of paragraph 97 to ensure absolute clarity.
Section 7)
No key comments are included in this feedback statement on Section 7 of the
general topics chapter.
Third-party involvement (GT Section 8)
No key comments are included in this feedback statement on Section 8 of the
general topics chapter.
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5.1

Comments and amendments to the

revised ECB guide to internal models —

credit risk (CR) chapter

The paragraph numbers indicated in this chapter of the feedback statement refer to
the credit risk chapter of the final ECB guide to internal models, as published with

this feedback statement, unless noted otherwise.

Scope of the credit risk chapter (CR Section 1)

Comment ECB response and analysis

Status

1 General comment The current applicable regulatory framework and the
principles set out in the guide do not distinguish
modelling requirements on the basis of the underlying
available number of observations and its principles
have been designed to accommodate different
methodologies, in line with prevailing regulations. It is
up to the institutions to define the most appropriate
modelling methodologies, considering the
characteristics of the underlying portfolios. However, in
specific situations of scarcity of internal data, the guide
suggests several additional principles that should be
taken into account. In particular, paragraphs 50 and 52
describe principles on model application and risk
quantification regarding the use of human judgement
and the underlying number of relevant available
observations.

Respondents stressed that the guide should include
specific provisions in order to accommodate the
potential modelling specificities and constraints of
models covering portfolios characterised by a low
number of relevant available observations.
Respondents pointed out that the EBA Guidelines on
PD and LGD have been specified in a flexible manner
to accommodate various estimation methodologies and
portfolio types, allowing human judgement to be used
in the event of data scarcity.

No change
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5.2

Data maintenance for the IRB approach (CR Section 2)

Comment ECB response and analysis Status
Paragraphs 7-8 An institution applying for an initial model approval, a Amended
Several respondents considered that the principle of roll-out of the IRB approach or a material model
having a non-live production version of the model change should ensure that all th‘_e und_erlylng
implemented and fully tested before applying for an requwemem§ & met, _as _stated in Article 144 of the
initial model approval, a roll-out of the IRB approach or CRR_' In parllcula.r, |nsmu\|ons. should be a?ble to
a material model change, would be onerous and could provide a clear picture of the implementation of a
delay submission to the ECB of the model application. version of the model m an IT environment that would
In particular, it may be hard to synchronise all of the IT allow t'he model to be |mplemente.d and COREP
components. reporting to take place on the basis of the IRB
' approach once initial permission is granted, as stated
in Article 144(g) of the CRR.
The ECB considers that, for these purposes, the
institution should be able to demonstrate how the
functional and technical requirements will be
implemented and that this can be achieved, in
particular, by implementing the proposed model into a
live or, if duly justified, non-live production
environment.
In case of material changes or extensions, the
application package should be complete in terms of
scope and documentation (as stated in Article 8 of
Commission Delegated Regulation (EU) No 529/2014).
In particular, the institution should submit all necessary
documentation so that the scope of the request can be
understood (e.g. a clear description of the model
change) as well as technical and process
documentation, which should include documentation
on the functional and technical/IT requirements.
In addition, a typo has been corrected in paragraph 8.
Paragraphs 7-8 According to the principles described in paragraph 7 No change
Several respondents asked for clarification of the (and then applied in pgrag{raplh 8), more precisely in
principles included in paragraphs 7 and 8, in terms of letters (c), (d) and (e), institutions should be ready to
the evidence that institutions should submit in order to fulfil the relgva.nt ’?”nc'ples upon approval of the m?del.
able to calculate own funds requirements, to submit the Therefore, institutions should demonstrate their ability
respective COREP reporting and to use the model for | 1 Pe ready upon model approval.
internal risk measurement and management purposes. | For example, in the case of COREP reporting figures,
In this context, respondents considered that the the clarifications that the ECB provides in paragraph 26
assessment of IT implementation should be based on f)f the generfl:nl topics chapter refer to the .
the readiness of the institution to fulfil the relevant implementation of the new or changed model (i.e. the
principles, not to ensure the IT link between the core go-live in a production environment). In this context,
engine of the new model in a parallel production the ECB recogn|§es that some constraints may gmst,
environment (which serves several applications and therefore a timeframe of three months for this
throughout the institution) or its integration in an end- | MmPlementation is granted.
to-end workflow which encompasses, in particular, Article 144(g) is therefore clarified in paragraph 7(d)
input collection and communication of the risk and the institution should be able to submit the COREP
parameter outputs to downstream systems or the reporting figures upon implementation of the new
downstream COREP reporting layer. model and calculated with the that new model.
Therefore, expectations with regards to the full
implementation of the model, including the set-up and
integration of the necessary infrastructure and IT
processes, are clarified in paragraph 26 of the general
topics chapter.
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5.3

Use of data (CR Section 3)

Comment ECB response and analysis Status
Paragraph 38 Representativeness of data is at the core of the Amended
One respondent called for the requirements to be .ben.efltl:lal use of external data. Theref“v ‘.he
relaxed so that negative results when analysing the institution needs to analyse and proylde _ewdenc.e Of_
representativeness of external data are solely a strong adequacy and where there are deﬁmen_mes or bias, it
indication of bias and should mainly trigger further valid needs to take further s:tgps, S.UCh & adjl:IS\memS and
analyses. MoCs. We would explicitly reject the notion that no
further action is necessary where there is no
In this regard, it was submitted that a testing approach | statistically significant proof of deficiencies. Instead,
that pays no heed to statistical significance runs the where statistical uncertainty exists and the institution
risk of drawing overly simplistic conclusions. The cannot provide adequate evidence for
respondent would like to temper the requirement so representativeness, it needs to address this
that negative analysis results are only a strong uncertainty. Please also refer to paragraphs 125 and
indication of bias and should not necessarily have 126 of the guide for further specification.
further ramifications other than triggering further o
analyses. The respondent fears, especially in portfolios Paragra;’)h 38 was gmended to highlight more clearly
with few defaults, that a single default event with the ECB's expectation.
correlated borrowers at the institution level may lead to
statistical artefacts. Remaining uncertainties could also
be addressed by a category B MoC.
Paragraph 46 The comment targets paragraph 46(b) of the guide, No change
Some respondents proposed a relaxation of paragraph | Which focuses on situations in which human judgement
46 in order to avoid the additional burden of is the main component during a rating assignment. In
independent re-ratings i situations where human this paragraph, the ECB conveys its u.nderstanding that
judgement is the main component during a rating as lpart of Fhe assessment of th? c9n5|stency of the
assignment. rating assignment process, institutions should carry out
an “an analysis of consistency in a representative
sample by having obligors re-rated independently by
different analysts”. As these situations are more
sensitive due to their expert-based nature and the
guide accepts the analysis based on a representative
sample instead of full replication, the ECB considers
the burden to be acceptable in view of the related risk.
Paragraphs 55 to 57 Paragraph 163 of EBA/GL/2017/16 states that No
Regarding the use of data in the context of “institutions should not exclude any defaults observed | changes
consolidations, some respondents considered that the in the historical observation period that fall within the
acquired data would not be representative and should ScopelofanplicationlofitelLChimode idealitslial
6 el within the scope of a rating system, they should be
considered to contain valuable information that should
not be discarded. It is the ECB’s understanding that the
issues of data representativeness for calibration of risk
parameters can be addressed via an appropriate
adjustment instead.
54 Definition of default (CR Section 4)
Comment ECB response and analysis Status
Paragraph 62 Pursuant to Article 178(1) of Regulation (EU) No Amended

Consistent identification of default among common
obligors with exposures in different jurisdictions

Some respondents claimed that exceedance of the
materiality threshold for more than 90 days in a given
country (including a country outside the EU) is not an
indication that an obligor will default in other countries
for the purpose of the default definition in those
countries. Conversely, it should trigger a global
unlikeliness-to-pay assessment and, if needed, a
default downgrade but it should not automatically lead
to default. These respondents consider that the
supervisory expectation set out in paragraph 62 of the
guide goes beyond the provisions of EBA/GL/2016/07,
which do not require such action from institutions and

575/2013 and Article 3(1) of ECB Regulation (EU)
2018/1845, the days past due trigger of default (under
Article 178(1)(b) of Regulation (EU) No 575/2013) and
the unlikeliness-to-pay triggers of default (under Article
178(1)(a) of the same Regulation) must be assessed
with regard to all exposures of an obligor to a banking
group and thus by consolidating all information about
the different exposures and the behaviour of the
obligor across the banking group. In addition, pursuant
to paragraph 79 of EBA/GL/2016/07, institutions should
ensure “that default of a single obligor is identified
consistently [...] with regard to all exposures to this
obligor in all relevant IT systems” across an institution
and/or the (entire) organisational structure of a group.

In jurisdictions outside the euro area, a materiality
threshold which differs from the one set by the ECB
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Comment ECB response and analysis Status
instead acknowledge that there may be different may apply under national law. In this case, an
default triggers based on national discretion. institution in a non-participating Member State should
Some respondents also noted that, in their assess the materiality of a credit obligation past due
understanding, where a global client has exposures in against a threshold defingd by the competent authority
jurisdictions in which national competent authorities set Of that. Member State, Wh'Ch_Coum be dlﬁergnt Tomjthe
a different materiality threshold, carrying out a parallel materiality thre.shold set outin ECB Re.gl.JIallon (EV)
counting of days past due limited to the portion of the 2018/1845. This means tha.t lthe materiality threshplds
exposures within that jurisdiction would not provide an | ~ a_nd, _as_a re_sult, the deﬁ_nl_tlong of default — applied by
accurate assessment of the credit quality of the obligor an ms?nu.llon |n ? nQn—Pan|C|pat|ng Member State .and
concerned. It was also noted that putting this parallel by a significant institution coulld be different, evenif .
counting of days past due into practice would be _both belong to_ the .same banking group. That scenario
excessively burdensome in terms of processes, is one of the situations addressed in 4plaragr4aph 83 o.f
especially in cases where most of the client’s exposure EBA/GL/2016/07. However, .the pr.OVISI(?n Ia'fj downin
is booked in an SSM jurisdiction. paragraph 83 must be read in conjunction with
paragraph 79, which requires a consistent identification
Another respondent remarked that, for consolidation of defaults across the whole banking group.
purposes, the number of days past due for obligors Consequently, the ECB understands that to achieve full
holding exposures under both SSM and non-SSM compliance with the regulation, significant institutions
jurisdictions should be calculated considering the should make use of the provisions set out in paragraph
materiality threshold applied in the jurisdiction of the 58 of EBA/GL/2016/07, which require institutions to
parent company, whereas local materiality thresholds — | specify additional indications of unlikeliness-to-pay.
if first exceeded for 90 consecutive days — should . . .
trigger default only in the jurisdiction outside the SSM Agalns_t 'h_'s background., e S otidubmiihat
for local exposures. An unlikeliness-to-pay assessment e 9,“'0"3 Shotintodliciglney regulgtory .
would then be required to evaluate the propagation of requirements beyond those already laid down in Level
the default status across legal entities. 1.and Level 2 texts. Conversely, paragraph 62
reiterates the need to adopt a group-wide view in
default detection and sets supervisory expectations on
how significant institutions should act to ensure
compliance with that requirement.
Regarding the respondents’ concerns over the
excessive burden due to parallel days past due
calculation and the question of immateriality, it bears
repeating that paragraph 82 of EBA/GL/2016/07
foresees that where the identification of default of an
obligor in a manner fully consistent across the
institution, the parent undertaking or any of its
subsidiaries is very burdensome, requiring
development of a centralised database of all clients or
implementation of other mechanisms or procedures to
verify the status of each client at all entities within the
group, institutions need not apply such mechanisms or
procedures if they can demonstrate that the effect of
non-compliance is immaterial because there are no or
very limited number of common clients among the
relevant entities within a group and the exposure to
these clients is immaterial. This provision appears to
respond perfectly to the respondents’ concerns in this
regard.
To conclude, no changes are deemed necessary to
paragraph 62 of the revised guide following the public
consultation, except for further clarification that where
an obligor has exposures under both SSM and non-
SSM jurisdictions in which national competent
authorities set different materiality thresholds,
significant institutions should check both the ECB
materiality threshold and the materiality threshold(s)
applicable in the other jurisdiction(s), and these
materiality thresholds must be computed on the basis
of consolidated exposures and arrears.
Paragraph 63 and first part of Paragraph 64 The ECB would like to clarify that a “best practice” is No change
Treatment of joint credit obligations for non-retail understood as one, though not the only, set of actions
exposures or measures which ensures compliance with certain
prudential requirements in a prudentially sound
Some respondents expressed concerns over the manner, although institutions are free to ensure
supervisory expectation according to which it is compliance in another manner. Therefore, the ECB
considered best practice for institutions to apply the acknowledges the stance provided by the EBA in Q&A
requirements set out in paragraphs 95 to 105 of 2018 4431.
EBA/GL/2016/07 on the treatment of joint credit B X .
obligations (JCOs) for retail exposures and also joint On the a"eged (?,reatlo.n of a new type of va|IgOI' that
credit obligations involving non-retail exposures. would conflict with Article 147 of Regulation (EU) No
According to the respondents, it would be extremely 575/2013’ itis worth clarifying that this is neither
complex and burdensome to apply the treatment of intended nor done. Corjversel)l/, the first p?l‘t of
JCOs to non-retail obligors as it would require a case- paragraph 64 of the guide clarifies ,SUPEW'SOW
by-case assessment. They also remark that the expgctatlons on tJ(;Os f0|.' non—retgll exposures on the
expectation set out in paragraph 63 of the guide is basis of the provisions laid down in EBA/GL/2016/07
inconsistent with the clarification provided by the EBA | (Paragraphs 96-105) and on the feedback statement to
in Q&A 2018_44312, which leaves it up to institutions to the public consultation to EBA/GL/2016/07, where it is
2 Available at https://www.eba.europa.eu/single-rule-book-ga/-/qna/view/publicld/2018_4431.
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Comment ECB response and analysis Status
specify in their internal policies and procedures the pointed out that “a joint obligor should be counted as a
treatment of JCOs for non-retail exposures and for separate obligor [...]" (pages 106-107).
default contagion between exposures.
Other respondents claimed that the expectation put
forward in the first part of paragraph 64 of the guide de
facto introduces a new type of obligor, which is not
aligned with Article 147 of Regulation (EU) No
575/2013.
Paragraph 69 The provision laid down in paragraph 69 of the guide No change
Conversion of exposures in non-euro currencies for the stems from the Joint reading of Art.icles :_3(1) a_nd 3@) of
purpose of the days-past-due calculation ECB Regulation (EU) 2018/1845 in conjunction wﬂh
paragraph 21 of EBA/GL/2016/07. Further explanation
Some respondents claimed that the daily conversion of | js oytiined in Section B.2 of the Feedback Statement —
non-euro exposures to euro may cause the days past | Responses to the public consultation on the draft ECB
due counter to become highly volatile if the past due is | Regulation on the materiality threshold for credit
close to the materiality threshold. As the days past due obligations past due.
counter would be reset only if the exchange rate . ) X
leading the past due amounts fell below the materiality As for ﬁ_‘e concern regarding the implementation of an
threshold, this volatility would generally make it harder AaltfernAatlAve da)./s past due counter for any non—SS‘M
for institutions to reliably anticipate risk management jurisdiction, th,'sl does not seem to be necessery: it
mitigating actions and could lead to a late recognition would be suf_flment to append to_ all amounts in non-
of defaults. euro currencies the corresponding exchange rate at
the end of the corresponding day, within the same
Several suggestions were put forward by the engine.
respondents, such as requiring a less frequent (e.g.
monthly) exchange rate conversion, stabilisation
mechanisms whereby the exchange rate remains fixed
at the day of first activation of the days past due
counter and a reset is possible only where the past due
amount in the currency of denomination decreases, or
even by stating that changes to the exchange rate
should not, under any circumstances, trigger a reset in
the counting of days past due.
Another respondent remarked that the supervisory
expectation set out in paragraph 69 of the guide goes
beyond EBA/GL/2016/07, which do not impose such a
mechanism.
Lastly, one respondent observed that paragraph 69
essentially requires the implementation of an
alternative days past due counter for any non-SSM
jurisdiction.
Paragraph 73 The ECB acknowledges that the first two sets of Amended
Treatment of certain types of moratoria and disputes comments have merit gnd has thgrefore reworded .
as technical defaults paragraph 73 of the guide has to include the following:
(i) moratoria granted on the basis of applicable laws
Some respondents noted that moratoria where having retroactive effects from a period in which the
payment suspension allowed by law is retroactively obligor was less than 90 days past due on material
recorded in the systems after defining and checking credit obligations may be treated as a technical default
the eligibility criteria are not covered under the also where the credit decision approving the
proposed paragraph 73 of the guide. moratorium was taken when the days past due counter
Other respondents remarked that the proposed had already reached 90 consecutive days; and (ii)
paragraph 73 of the guide does not envisage treatment | disputes which fulfil the requirements set out in
as technical defaults for past due situations linked to paragraph 19 of EBA/GL/2016/07 and that are initiated
disputes initiated before the default classification where | before the default classification, where the
the suspension of the counting of days past due is corresponding suspension of the counting of days past
recorded in the systems after the classification due to | due is recorded in the systems after the classification
delays in formally notifying the dispute. in default due to delays in the formal notification of the
A few respondents observed that paragraph 71 would _dispute, may que_alify for treatment as technical default
be inconsistent with the last sentence of paragraph 73 in accordance with paragraph 23(a) of
) EBA/GL/2016/07.
of the guide.
Regarding the alleged contradiction between
paragraph 71 and the last sentence of paragraph 73 of
the guide, the ECB would like to clarify that no such
contradiction exists: while in paragraph 71 it is stated
that, in accordance with paragraph 19 of
EBA/GL/2016/07, suspension is an optional practice
that significant institutions may decide to apply and not
a prescribed requirement, the last sentence of
paragraph 73 makes clear that a general treatment of
disputes as technical defaults is not recommended as
it would lead to an unwarranted inflation of technical
past due situations. However, for the sake of clarity,
this expectation has now been specified further in the
guide.
Paragraph 79 The ECB would like to clarify that, in accordance with Amended
Calculation of diminished financial obligation for the paragraph|52iof| EBA/GL/2016/07, the calculation]of
purpose of distressed restructuring NPV is needed for the purpose of default detection,
with no exceptions. Moreover, the amount by which the
financial obligation has diminished in the event of
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Comment ECB response and analysis Status
Some respondents remarked that the calculation of net | distressed restructuring is part of the information that
present value (NPV) causes a disproportionate effort should be collected in the reference dataset used for
and is too burdensome and complex. In their view, it LGD estimation in accordance with paragraph 109(c)
should not be the only way to assess the existence of a | of EBA/GL/2017/16.
financial loss due to a distressed restructuring. They Given these circumstances, paragraph 79 of the guide
suggest that the identification of the loss should be makes clear that no exemptions are foreseen for the
adapted to the portfolio and the complexity of Fh,e NPV calculation and that, in the ECB’s understanding,
products, or it should be enforced only where it is G e eael et et 7 e EREs Wil
required for default detection (e.g. where there is no paragraph 51 of EBA/GL/2016/07 is changed, a
default yet and exceedance of the 1% threshold is retroactive comparison of the already existing
doubtful) ar for L GD estimation. Othe_rvvlse, according distressed restructurings against the new threshold is
k? the respoerents, the NPV calculation should be not expected for the purpose of default detection. This
dispensed with. has been further clarified in paragraph 79 of the guide
Another respondent asked for confirmation that a to avoid misunderstanding.
default trigger based on a threshold on the diminished
financial obligation would not need to be computed
retroactively after adjusting the threshold.
Paragraphs 83, 85 and 86 Regarding the first question, all defaulted exposures Amended
Return to non-defaulted status for exposures subject to subject fo distressed restructuring are also con.sidered
distressed restructuring forborne non-performing and, in accordance with
paragraph 54 of EBA/GL/2016/07, all forborne non-
Several respondents asked for clarifications and performing exposures should also be classified as
provided suggestions on various topics pertaining to defaulted and subject to distressed restructuring. The
the return to non-defaulted status of exposures subject conditions for forborne non-performing exposures to
to distressed restructuring. Specifically, respondents return to (forborne) performing status are set out in
queried: (1) why outstanding immaterial past due Article 47a(6)(c) of Regulation (EU) No 575/2013.
amounts would prevent the return to non-defaulted Among other things, they include the requirement that
status for these exposures contrary to exposures not no past due amounts are outstanding following the
subject to distressed restructuring; (2) how the forbearance measures. Moreover, EBA Q&A
probation period for these exposures would react to the 2021_5860 clarifies that past due amounts should be
new applicable default triggers in light of EBA Q&A considered without applying the materiality threshold
2022_6527; and (3) the criteria to be considered at specified in Commission Delegated Regulation (EU)
obligor level for allowing a return to non-defaulted 2018/171. Therefore, a defaulted exposure subject to
status when the defaulted obligor has exposures not distressed restructuring may return to non-defaulted
subject to distressed restructuring in addition to status only if it exits forborne non-performing status
exposures subject to distressed restructuring. and this requires, inter alia, that no past due amounts,
even immaterial ones, remain outstanding after the
distressed restructuring. Conversely, for exposures not
subject to distressed restructuring, paragraph 71(a) of
EBA/GL/2016/07 requires the assessment of whether,
at the end of the observation period of at least three
months, any trigger of default continues to apply. As
further clarified in EBA Q&A 6527, delays in payments
of up to 90 days and non-material past due amounts
do not represent, per se, an automatic trigger to keep
such exposures in defaulted status. Nevertheless,
significant institutions have the freedom to
operationalise paragraphs 71(b) and 71(c) of
EBA/GL/2016/07 in a way that also prevents the return
to non-defaulted status for exposures not subject to
distressed restructuring where the obligor has
outstanding past due amounts.
Regarding the second question, EBA Q&A 2022_6527
states that, for exposures subject to distressed
restructuring, there is a rebuttable presumption that the
probation period should be reset as soon as the
exposure becomes more than 30 days past due,
unless this delayed payment is not related to financial
difficulties of the obligor, as this would represent an
indication of unlikeliness to pay. The ECB believes that
broadly speaking the probation period should be reset
whenever a new default trigger applies and that the
probation period should start again immediately after
the reset in light of paragraphs 72 and 73 of
EBA/GL/2016/07. This understanding has now been
reflected in paragraph 86 of the guide.
Regarding the third question, a defaulted obligor with
exposures not subject to distressed restructuring in
addition to exposures subject to distressed
restructuring may return to non-defaulted status when
the criteria for allowing the return to non-defaulted
status applicable to exposures subject to distressed
restructuring are fulfilled by all exposures subject to
distressed restructuring and when, at the same time,
the criteria applicable to exposures not subject to
distressed restructuring are fulfilled by all exposures
not subject to distressed restructuring. This has now
been further clarified in paragraph 83 of the guide so
as to avoid any possible misunderstanding.
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Paragraphs 91 and 92 The scope of the retrospective simulation should Amended
Adjustments to risk estimates in the case of changes to encompass all changes to the definitiorl1 of defautt,
the definition of default whgthc_er related to thg days past du(_e tngg_er or t_o
unlikeliness to pay triggers. In practice, it is particularly
Anumber of respondents asked for further clarification | jmportant for significant institutions to include, in their
on the scope and level of detail of the retrospective retrospective simulation, changes to unlikeliness to pay
simulation of changes to the definition of default. triggers as possible future changes to the definition of
Others asked for examples of similar classifications of | gefault would mainly concern such triggers given that
data reflecting the changes to the definition of default the days past due trigger is fixed to a large extent by
that institutions could use as alternatives to the Article 178(1)(b) of Regulation (EU) No 575/2013 in
retrospective simulation and to the parallel run. conjunction with Commission Delegated Regulation
Moreover, a few respondents suggested that a (EU) No 2018/171 and ECB Regulation (EU)
qualitative assessment may suffice for assessing the 2018/1845. At the same time, the ECB acknowledges
impact of changes to the definition of default in risk that a full retrospective application of unlikeliness to
estimates. pay triggers may be very challenging. As a result, the
chosen wording of “retrospective simulation” already
acknowledges that some of these triggers may not be
perfectly replicated and thus might only be simulated
as reliably as possible.
While running the retrospective simulation, significant
institutions may adjust their historical data to reflect
changes to the definition of default by means of a
parallel run or similar classifications of data. Institutions
have the freedom to define such classification methods
insofar as they achieve the same results as the
retrospective simulation and the parallel run, i.e. by
gauging how historical data are affected by the
changes to the definition of default. However, the ECB
considers that the sophistication of these methods
should be proportionate to the relevance of the
changes. For instance, methods based on expert
opinions should be applied only for minor qualitative
changes to the definition of default. Irrespective of the
approach chosen by significant institutions to reflect
changes to the definition of default in the historical data
(retrospective simulation, parallel run and/or other
classification methods), the ECB expects a minimum of
two years of data reflecting the changes to the
definition of default to be considered for the purpose of
adjusting risk estimates.
Probability of default (CR Section 5)
Comment ECB response and analysis Status
Paragraphs 95, 173 and 202 The regulation requires OOS and OOT testing. No change
Some respondents asked for clarification on whether The ECB makes clear that the condition “unless there
the condition “unless there are no sufficient data are no sufficient data available for the training sample”
available for the training sample” applies to both OOS applies only to OOT testing, thus providing flexibility for
and OOT testing, or to OOT only. A number of other institutions to apply appropriate techniques to avoid
respondents asked for such condition to apply to both overfitting, while still requiring OOS testing as a
0OO0S and OOT. minimum method at the time the model is developed.
Some respondents mentioned that the waiving of OOS | For the sake of clarity, the ECB considers cross-
and OOT should not be limited to cases involving validation techniques as acceptable if the expectations
insufficient data, arguing that the inclusion of the most | stated in these paragraphs are fulfilled, notably with
recent observations enhances data regards to the assessment of the performance of the
representativeness, fosters the identification of model(s).
pf:tential eme.rging/new patterns, and may in particular As for the point raised that OOT analysis might
bias LGD estimates. (potentially) result in the exclusion of relevant recent
data, the ECB does not consider this a valid reason for
institutions to a priori waive the OOT analysis,
considering also that the OOT analysis does not
require the exclusion of the most recent data per se.
Paragraph 96 The ECB considers that a model performs adequately | No change
Some respondents asked for the requirements set out if it does so onA thg whole population as well a}s on sub-
in paragraph 96 to be relaxed so as to account for range§ of application ‘where ‘the. !atter are fiefln.ed as
various estimation methodologies and types of ma'telrlal and econ.omlcglly significant and llden'tlﬁed by
portfolios, specifically for low default portfolios. splitting relevant rllsk drivers. The ECB’s view is that,
under these conditions, the underperformance of the
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Two respondents also raised concerns over the level of | model on a sub-range might make PD estimates less
granularity of sub-ranges on which PD model reliable and question the model’'s appropriateness and
performance should be tested according to paragraph | its risk drivers. The institutions continue to assess the
96, noting that a model might not perform as expected | materiality of the underperformance and may test other
in every cluster defined at the required level of relevant risk drivers. If the population of the sub-ranges
granularity. considered is too low, these segments will not be
deemed material and therefore paragraph 96 would not
apply.
Paragraph 103 It is the ECB’s understanding that master scales are No change
Meaningful risk differentiation using very granular subject fo the same requirements as otlher.ratllng
rating scales scales. Hence, also for master scales, institutions
should ensure adequate risk differentiation across
Somg respondent§ expressed CEIEi that the | grades and very granular scales should be used only
requirement of “using very granular rating scale only in | \yhere the institution is able to empirically confirm risk
R3S whgre i"S_titL_‘ﬁO”_S are able to empirically cor_\firm differentiation across grades. Moreover, the ECB will
the risk differentiation” in paragraph 103 may restrict not prescribe what qualifies as very granular as this will
the use of master scales and therefore called for a depend on portfolio type, available data and the scope
degree of flexibility to be introduced. Moreover, some of application of the scale.
respondents asked for clarification of the term “very
granular scale”.
Paragraph 108 The highlighted part of paragraph 108 refers to Amended
Some respondents raised doubts regarding the second situations in which a material proportion of exposures
part of paragraph 108, starting with *When, under or obligors within a rating system receives a rating due
paragraph 62(a) of the EBA Guidelines on PD and to rating transfers. As such, the ECB expects
LGD, an institution performs a rating transfer across institutions to have in place automatic procedures so
different rating systems that do not share the same as to ensure that the transferred ratings are updated
obligor rating scale, (...)" when the rating of the third party changes.
The respondents argued that the paragraph seems to It should be noted that, when an institution performs a
mix the concepts of “rating scales” and “rating rating transfer across different rating systems that do
systems”, which is particularly critical when the not share the same obligor rating scale, it should
institution has just one master rating scale for all rating | €nSure that the mapping between rating scales is
systems. In addition, the remainder of the paragraph peﬁormed in such a.way that the final PD estimate
suggests that the provision actually refers to individual | (ncluding MoC) assigned to the guaranteed exposure
rating systems in a institution, thus making it unclear as a.moun_t is not bette.r than the final PD estlm.ate
to whether the automated alignment of PDs, including (including MoC) being transferred from a third party.
MoC after a rating transfer, from one rating system to In response to the comments received, a slight editorial
another should be interpreted. change is proposed in paragraph 108.
Paragraphs 108, 109 and 110 The ECB agrees with the comment and has further Amended
Some respondents asked for further clarification with | @igned paragraphs 108, 109 and 110.
respect to paragraph 109, which states that (...
institutions should not assign a rating to an obligor that
is better than the rating of the third party (...)".
Considering that the rating of the third party may come
from a different rating system or rating scale, the
respondents considered that PDs should be compared,
rather than ratings.
This would also serve to align the terminology between
paragraph 110 and 108.
Paragraph 114 Without excluding any modelling approach, Section No change
One respondent asked for further clarification on the 5.1.5 applies to shadow rafing models where the target
shadow rating model approach, asking if past internal | Variable is an externally provided rating.
ratings could be used as a target variable for the
shadow rating model.
Paragraphs 101, 102 and 103 The ECB acknowledges that the use of master scales | No change
Some respondents argued that the expectations with is a widespread practice and recognises the benefits of
respect to the distribution of obligors or facilities across Hionismanagerent purp(_)ses. kel o
grades or pools, as set out in paragraph 101, cannot acknowledged that, depending on the specificities of
be met if a predefined master scale is used how a master scale is defined, it might be more difficult
) to meet the supervisory expectations. In any case, the
One relspor.1denF SUQQE'St?d that the exp'ectatlons ECB understands that the legal requirements continue
regarding risk differentiation/heterogeneity across to apply, regardless of how exactly institutions define
grades in paragraph 103 should be lowered, on the their grade scales.
understanding that it does not allow for the use of a
master scale in practice.
Some respondents argued that the homogeneity and
heterogeneity expectations set out in paragraphs
102(b) and 103 cannot be met in practice when the
institution uses a grade scale based on predefined PD
bands.
Paragraphs 102, 103 and 175 With respect to the homogeneity expectations, No change
Some respondents suggested that the indications paragraph 102(a) clarifies the ECB'’s understanding of
regarding lack of homogeneity within grades described the cc?nce.pt, \A{hlle paragraph 1.02(b) describes a .
in paragraphs 102(b) for PD and 175(b) for LGD situation in which the expectation would not be met in
should not be considered as such in situations where the ECB's view. It is the ECB's understanding that this
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further differentiation would lead to data scarcity for the | poses no issue with respect to the volume of available
parameter quantification. data.

Moreover, some respondents suggest that the As for the heterogeneity expectations, the last

homogeneity and heterogeneity expectations set out in | sentence to have been added clarifies that very

paragraphs 102 and 103 should be adapted in the granular scales should be used only where the

case of low default portfolios as, in their understanding, | institution is able to empirically confirm risk

these paragraphs rely on the default rates. In this differentiation across grades. The ECB understands

sense, they noted that these expectations may be that this expectation is compatible with institutions

misaligned with Article 36 of Commission Delegated performing an analysis while not relying solely on the

Regulation No 2022/439. default rates, provided that the granularity of the scale
defined by the institution is not excessive.
Finally, the ECB considers that these supervisory
expectations do not conflict with the minimum criteria
that competent authorities must apply when verifying
compliance among institutions with the IRB
requirements set out in Commission Delegated
Regulation No 2022/439. The ECB believes that the
reference to data availability for non-retail portfolios is
an acknowledgment that the same techniques
described in the relevant articles of the Commission
Delegated Regulation for retail exposures might not be
directly applicable to non-retail exposures in the event
of data scarcity. However, institutions are still expected
to comply with the requirements of Article 170 of the
CRR, even if such compliance must be evidenced
using alternative methods other than those described
in the Commission Delegated Regulation. Moreover,
the ECB expects that, at grade level, the
aforementioned data scarcity is not the result of an
inadequate grade scale definition (e.g. an excessively
granular scale) or of the process in place for assigning
exposures to grades (e.g. due to concentrations within
a few grades).

8 Paragraphs 105 and 106 Paragraph 105 states the importance of adequately No change
Two respondents raised concerns over paragraphs 105 | considering risk over both a short-term (one-year) and
and 106. Firstly, the question was raised about the & Ior\g(lar—terml (e.g. two- to .three—year) aopzonael
priority between one-year and two- to three-year as'5|gr-1|ng obligors or facilities to grades o-r pools,
performance metrics in model development, meaning that one-year performance metrics need to be
particularly whether paragraph 105 mandates the use calculated. Moreover, lthe institution shogld be a-ble tc?
of two- to three-year performance metrics. Attention demonstrate that thg .rlsk overa Ipnger time horizon is
was also drawn to the need for better interpretation of also adequately_antlupated. Itis important to .note that
grade assignment dynamics and the lack of loisame portfollog' t!‘.ere avioct ,be & c'?,ar it
comprehensive criteria within the guidance. between the §en§|t|ylty to economic conditions and a
Specifically, the respondents sought further clarity on deqease in discriminatory power over the Ionge_r .
terms such as “appropriate balance” in paragraph horizon. A§ a result, the focus should be on achieving
105(a) and the steps to be taken when risk driver acclurate rl§k assessment over bloth short arl1d longer
information is missing, pointing to paragraph 105(c). honz_o.ns peiicutiplacing excessive e_m.pha5|s.on

specific “performance metrics” as a rigid requirement.
Paragraphs 105 and 106 do not provide precise criteria
for every possible situation, as the right criteria to be
used may depend on the unique risk characteristics of
the portfolio in question. The ECB considers that the
balance of short- and long-term drivers is appropriate
when it anticipates and reflects the risk not only at a
one-year but also at a longer horizon. For most
portfolios, a horizon of two to three years is considered
appropriate, as emphasised in paragraph 105(b). With
regards to Article 105(c), management of the drivers
should be consistent with Article 70 of
EBA/GL/2017/16.

9 | Paragraphs 105 and 106 The supervisory expectation regarding GAD is No change
Several respondents asked for additional clarification descrlbe’d in paragraphs 105 z?nd 106 of thelgwde'. Itis
on grade assignment dynamics (GAD) expectations the ECBAs un.der‘sta.ndlng that in order to satisfy this
and how these expectations are aligned with the expectation, |nst|tut|<?ns shguld make all reasonable
requirements of Commission Delegated Regulation efforts to comej up _w'th ass'g’?me”t procgsses that are
(EU) No 2022/439 (it is desirable that the PD able to recF)gnlse rlf,ks specmc‘to the obllgofs and at
estimates are relatively stable over time in order to the samg time e}rﬁtlmpe.ite plausible (%hanges n
avoid the excessive cyclicality of own funds economic conditions (i.e. grade assignments that are
requirements”). not excessively sensitive to changes in economic

conditions). It is the ECB’s understanding that this
expectation is aligned with Commission Delegated
Regulation (EU) No 2022/439, according to which it is
desirable that the PD estimates are relatively stable
over time in order to avoid the excessive cyclicality of
own funds requirements.

10 | Paragraph 122 An amendment has been made to paragraph 122(d)in | Amended
One respondent asked that paragraph 122(d) be order to clarify that onlylfac'ilities/obligors present and
amended so as to clarify that the obligors/facilities to notidefaliiied atithelbeginningfofithejonezyean
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be taken into account for one-year default rates observation period should be counted in the one-year
calculation are those present at the beginning of the default rate calculation.
one-year observation period.

11 | Paragraph 122 An amendment has been made to paragraph 122(e), Amended
Two respondents asked for further clarification noting that the term “cease to ex'_St" applies, for
regarding the concept of “obligors that cease to exist” exarTlpIe, Yvh.en the.relevant c.redlt contractual
introduced in paragraph 122(e). relationship is terminated during the one-year

observation period. To be clear, this is irrespective of
One respondent asked for clarification on the the reason for the termination of that relationship.
difference between an obligor/facility that ceases to o
exist and one that cannot be observed. Considering the amendment made to paragraph
122(e), the ECB considers that facilities that “cannot be
Additionally, one respondent pointed to the observed” referred to in paragraph 122(d) cover a
inconsistency between paragraph 122(e) and broader range of situations than those facilities that
paragraph 80(a) of EBA/GL/2017/16. Another “cease to exist” as referred to in paragraph 122(e).
respondent further pointed to the inconsistency . . . .
between paragraphs 122(e) and 122(f) of the guide. The ECB submits that there is no inconsistency
between paragraphs 122(e) and 80(a) of
EBA/GL/2017/16, or between paragraphs 122(e) and
122(f). It should be noted that in paragraph 122(e), the
ECB would explicitly make clear that the understanding
there conveyed is without prejudice to any adjustments
and/or MoCs that may be made or introduced upon
identifying any deficiency in data representativeness as
described in paragraphs 28 to 33 of EBA/GL/2017/16
and in line with paragraph 34 and Section 4.4 of
EBA/GL/2017/16.

12 | Paragraph 122 The ECB would point out that this requirement is No change
Two respondents raised concerns over the tracking of specified under Section 5.2.2 on calculation of the one-
obligors migrating between rating models, rating year default r-a}te E.ind observed average default rates
systems, approaches for calculating capital _for PD.quantlflcgtlon purpgses. The E(_:B see§ (2
requirements within the observation period, as required lconsiStencyft mgdel mplgmeqtanon, Dofigitbat
under paragraph 122(f), arguing inconsistency where data 'used for risk c]luar?tlﬁcatlon ‘areAnot
between mode! development and model representatlvg of the application portfolio, in
implementation (where is not possible to predict SR D i Pam%?fa?hs 2,8 to 33 of
migrations). One respondent stated that for modelling EBA{GL/ZOWMG anfi |n.I|n§ with paragraph 34 and
purposes, the obligor is considered as pertaining to the Sec"‘)f‘ 4.4 thereof, Ir?StltL_ltlor.\s shou.fld analyse and
rating model/system to which it belongs when it enters remedmte anvjpctentalbiasiniticliistaanetey
into default and remains in that rating model/system eSS,
until the end of the default period. The ECB believes that the practice suggested by one
Two respondents asked for flexibility regarding the respondent of considering an qbllgor in the rating
treatment of sales of credit obligations (paragraph system to which they werg assigned ?' the momen_t of
122(f)), invoking the conservatism of failing to take d.efault .does nz?t ot elanplicableliegliation
(e (i1 EEEauL (in particular with paragraphs 73-78 of

EBA/GL/2017/16), which rather requires an obligor to
be considered in the rating system to which it was
assigned at the beginning of the observation period.
The ECB also considers the requested flexibility
regarding the treatment of sales of credit obligations to
be non-compliant with applicable regulation (in
particular with paragraphs 73-78 of EBA/GL/2017/16).
Additionally, the ECB fails to see the alleged
conservatism of the suggested flexibility.

13 | Paragraphs 122 and 123 Paragraph 123 adopts the general stance that default No change
Some respondents raised concerns over paragraph rates derivgd from aggregated data sho_uld fulfil the
123 that the requirements of paragraph 122 on the same requirements as default rates derived from
one-year DR calculation cannot be fulfilled for external internal data. However, in the specﬁc case where
data in the same manner as for internal models due to agg_regated e.xternal data from a '3“”9 agency (or
the intrinsic nature of external data. similar organisation) are used, the guide already states

that it is sufficient to ensure that the default rate
calculation is aligned with applicable regulations.

14 | Paragraph 124 Paragraph 124 has been amended to clarify that the Amended
Some respondents claimed that the conditions set out use of overlapplr?g. time \{wndows is expected ‘?“'V (]
in paragraph 124(a) to (c) are very likely to be met. the event of §|gn|f|cant dlffere.nces (?f ovgrlapplng Vvs.

non-overlapping approaches in conjunction with any of
the criteria set out in sub-paragraphs (a) or (c).
15 | Paragraphs 125 and 126 The ECB expects institutions to follow the principles of | Amended

Some respondents expressed general concerns
regarding the overall complexity of the requirements
contained in paragraphs 125 and 126.

Moreover, some respondents asked for clarification on
how to proceed in situations where a conclusive
assessment of representativeness is not possible; in
particular when it comes to the requirement of
paragraph 126 that no conclusions should be drawn in
the event of a lack of statistical evidence due to data
scarcity issues.

paragraph 38 where the representativeness of the data
cannot be proven. While paragraph 125 refers to proof
of representativeness, paragraph 126 provides more
detailed guidance on how institutions are expected to
fulfil the requirements of paragraph 38 in the context of
risk quantification.

In the interests of clarity, paragraphs 38, 125 and 126
have been restructured and reworded.
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Broadly speaking, the institutions will remain
responsible for the conclusiveness of their
representativeness assessment.

It is the ECB’s understanding that where data
representativeness cannot be proven, according to
paragraph 38, institutions should assess the model’s
performance and ensure that the parameter estimates
are not biased based on quantitative and qualitative
analyses specifically designed for this purpose.
Consequently, the analyses described in paragraph
126 should not preclude institutions from conducting
complementary analyses to ensure that the parameter
estimates are not biased.

This principle applies especially where no conclusions
can be drawn from statistical evidence due to data
scarcity.

For the sake of clarity, and following the approach
described in paragraph 38, if representativeness
cannot be proven, institutions may still use external or
pooled data, although an appropriate MoC should
typically be applied in such cases.

16 | Paragraph 126 Institutions are expected to make all reasonable efforts | No change
to collect relevant historical data. However, where
information on risk drivers is not available across the
entire period representative of the likely range of
variability, institutions may rely on information available
over a shorter period to conclude whether the
parameter estimates are biased, although this must be
duly justified and documented. In this case, institutions
are expected to pay close attention to any possible
constraints in using data for a shorter period (such as
where the ratio of PDs to DRs may change over time in
response to the economic environment).

Some respondents raised concerns over the feasibility
of the comparison described in paragraph 126 due to
data availability issues.

17 | Paragraph 130 The commented statement should not be No change
misinterpreted as a requirement not to choose the
most appropriate calibration approach given the data
available. The purpose of paragraph 130(a) is to
reiterate that institutions must ensure compliance with
the risk differentiation requirements irrespective of the
approach they adopt for risk quantification (meaning, in
particular, irrespective of whether an institution
considers the long-run average default rate at
grade/pool level or at calibration segment level for
calibration purposes). The statement is fully aligned
with the regulation, and especially with the EBA
Guidelines on PD and LGD, since risk differentiation
requirements are not by any means contingent on the
risk quantification. By adding such an explicit reference
— that the risk differentiation requirements hold valid
irrespective of the approach adopted by the institution
for risk quantification purposes — the ECB is aiming to
avoid potential misinterpretations among supervised
entities and supervisors.

Several respondents voiced concerns over the
statement made in paragraph 130(a), which states that
under no circumstances should a calibration approach
(at segment level vs. grade or pool level) be adopted to
overcome data scarcity at grade or pool level, lack of
evidence of discriminatory capacity, or homogeneity or
heterogeneity across grades. Some respondents
perceived it as being more prescriptive than the
provisions of the EBA Guidelines on PD and LGD.
Others argued that it might, in some cases, prompt
institutions to adopt unreliable non-parametric
approaches in the event of data scarcity.

18 | Paragraph 130 The ECB stresses that the need to estimate long-run No change
averages (LRAs) of default rates at both calibration
segment and grade level, regardless of the calibration
approach, is a regulatory requirement (set out in
paragraph 92 of EBA/GL/2017/2016). By adding the
new paragraphs, the ECB is simply seeking to clarify a
set of supervisory expectations that already apply.

A few respondents remarked that the provisions of
paragraph 130(b) should cover situations in which not
all risk drivers used to assign a counterparty/exposure
to a certain grade or pool might be available over a
historical period that is representative of the likely
range of variability of default rates. Some respondents
noted that this situation applies in particular to risk The ECB acknowledges that institutions might not have
drivers related to ESG factors. long series of observed one-year default rates (readily)
available covering the entire period representative of
the likely range of variability. In this regard, in
paragraph 130(c) the ECB clarifies that it expects
institutions to make all reasonable efforts to obtain
such long series with sufficient data quality, and
paragraph 130(e) clarifies its expectations in the
exceptional case of an institution being unable to
obtain long series of one-year default rates.

19 | Paragraph 130 The ECB expectations described in the second sub- No change
paragraph of paragraph 130(c) consist of a waterfall
approach aiming at obtaining long series of one-year
default rates by grade which are of utmost importance
for obtaining the LRA default rate. That considered, it is
the understanding of the ECB that the usefulness of
the long series outweighs their potential burden.

Several respondents commented that the recalculation
of grades or pools back through time, as referred to in
paragraph 130(c), might be too burdensome or
practically impossible for certain portfolios, especially
where new risk drivers have been recently introduced.
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20

21

22

23

In this context, some respondents asked to be allowed
to use proxies for deriving grade or pools on a best
efforts basis when it is not to fully recalculate the
current rating assignment process.

A few respondents asked whether the meaning of
“long” and “reasonable efforts” could be further
clarified.

Paragraph 130

One respondent suggested clarifying paragraph 130(e)
to further specify those aspects that would qualify as
“other things”, for adjusting the observed average of
one-year default rates.

Paragraph 131, 132, 133 and 135

Some respondents pointed out that, depending on the
calibration approach, there might be situations in which
deviations between the PD and the LRA DR at
grade/pool level might be acceptable. Therefore, they
call on the ECB to make this point clearer.

Also, in relation to these comparisons, some
respondents asked that it be performed for individual
reference dates and not considering the period of the
likely range of variability of one-year default rates, thus
avoiding problems derived from potential changes over
time in the distribution of risk drivers.

Paragraphs 130 to 135

Several respondents perceive the paragraphs included
in Section 5.2.3 as prescribing a grade level calibration
in a much more restrictive way than that described in
EBA/GL/2017/16.

Paragraphs 132 and 136

Several respondents asked for additional clarification
regarding GAD expectations in the PD risk
quantification phase. In particular, the respondents
asked for further clarification regarding the role that

In line with the waterfall approach, institutions should
firstly make efforts to recalculate the new assignment
back through time and secondly, and only where such
recalculation is not possible, assess whether the use of
historical rating assignments based on previous
versions of the assignment methodology would be
adequate. In this sense, the ECB is already providing
for a possible proxy (whose adequacy is to be
assessed on a case-by-case basis) that should be
assessed by institutions for the purpose of obtaining
long series of one-year default rates by grade (where
the assignment back through time is not possible). The
indication of this proxy does not rule out the
assessment and consideration of other potential
proxies which may prove to be more adequate than the
use of historical ratings. Such other proxies should be
considered on a case-by-case basis and is a matter for
the institutions themselves to decide upon.

The term “long” refers to the period covering the full
period representative of the likely range of variability of
default rates, while the expression “reasonable efforts”
refers to the set of activities that institutions are
expected to undertake to ensure the availability and
quality of historical data. The ECB believes that these
concepts are clearly set out in the paragraph.

As stated in paragraph 130(e), the adjustments must
be reflective of the variability of the default rates. While
the ECB saw fit to explicitly note grade assignment
dynamics as being one of the factors influencing the
variability of the default rates at grade level, by using
the expression “among other things” the ECB wishes to
clarify that grade assignment dynamics are not the
exclusive factor driving the variability of default rates at
grade level, as, for example, the variability of the one-
year default rates at calibration segment level or
portfolio level can also influence the variability of one-
year default rates at grade level.

For calibrations performed at grade or pool level, it is
the ECB’s understanding in accordance with paragraph
92(a) of EBA/GL/2017/16 that the PD of each grade or
pool is not expected to differ from the LRA default rate
at that same level, as indicated in paragraph 131 of the
guide. For calibrations performed at calibration
segment level, in accordance with paragraph 92(b) of
the EBA Guidelines on PD and LGD, the comparison
between the estimated PDs and the LRA default rate at
grade or pool level should be performed as additional
calibration tests and no systematic deviations should
exist, as described in more detail in paragraph 135 of
the guide.

On top of this, the ECB also expects institutions to
perform complementary analysis by reference dates as
indicated in paragraph 136 of the guide. In any case,
and as requested in paragraph 28 of EBA/GL/2017/16,
the data used for calibration of risk parameters should
be representative of the application portfolio and thus,
the ECB does not expect significant changes in the
ranges of values of the risk drivers over time.
Otherwise, the representativeness of the data used for
risk quantification purposes would be compromised, in
which case the ECB would expect institutions to apply
adequate methodologies to correct the identified
deficiencies to the extent possible (in accordance with
paragraph 38 of EBA/GL/2017/16 and as foreseen in
paragraph 130(d) of the guide).

The ECB stresses that the need to calculate LRA
default rates at both calibration segment and grade
level, regardless of the calibration approach, is a
regulatory requirement (set out in paragraph 92 of
EBA/GL/2017/2016). By adding the new paragraphs,
the ECB is simply seeking to clarify a set of regulatory
requirements that already apply.

It is the ECB’s understanding that grade assignment
dynamics (GAD) are an input for the risk quantification
phase, that is, there are neither supervisory
expectations regarding GAD within the risk
quantification phase (these requirements belong to the
PD structure phase and are described in paragraphs
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GAD plays in the additional calibration tests described | 105 and 106 of the guide), nor expectations for this

in paragraph 132 of the guide, and the comparisons dynamic to be changed during the quantification

between (i) average PDs, (i) average DRs and (iii) phase. In this context, the ECB highlights that the goal

LRA default rates at calibration segment level as of the additional calibration tests and the analyses

requested in paragraph 136. Various scenarios and requested in paragraph 136 is to assess the

differing interpretations of paragraph 136 are raised by | soundness of the PD estimates.

the respondents. In particular, it is the ECB’s understanding that the
comparison between (i) the average PD (before MoC)
at calibration segment level with (ii) the one-year
default rate and (iii) the LRA default rate at calibration
segment level for each of the calculation dates adopted
for LRA default rate calculation is a powerful tool for
supervised entities and supervisors alike when
assessing the soundness of PD estimates.

24 | Paragraph 135 In the ECB’s understanding, the deviations between No change
Several respondents asked for further clarification e tmates Pl?s I D LR defal.JIt.rate Of_ \he.
regarding the ECB’s expectations with respect to the graQes are considered non—sy§temat|c if t.he dlrecl!on
direction and materiality of deviations between the of dlvergenc_es_ LD gradgs.ls rapdqm, imespective
estimated PDs and the LRA default rate of the grades. of the_matenallty (_)r thg statistical significance of su(_:h

deviations. Thus, it might be the case that systematic
Some of them also remarked that the requested deviations — i.e. deviations occurring in the same
comparison between the RWEAs resulting from the direction for a number of consecutive grades — are
current calibration and the RWEASs resulting from the observed, even if not material or statistically significant,
use of alternative PDs calculated on the basis of the and on the contrary, that material or statistically
LRA default rate at grade level for the application significant deviations are observed, even if not
portfolio would be too burdensome and even systematic. In the ECB’s view, both situations need to
unreasonable when the deviations observed are not be assessed further.
systematic. . ;
In this respect, an assessment of the difference
between the RWEAs resulting from the current
calibration and the RWEAs resulting from the use of
alternative PDs calculated on the basis of the LRA
default rate at grade level for the application portfolio
provides valuable information in order to assess the
appropriateness and soundness of the calibration
approach. In the ECB’s view, this analysis is enabled
by the required calculation, under paragraph 130(b) of
the guide, of the LRA default rate both at grade or pool
level and at calibration segment level, irrespective of
the level at which the calibration is performed. The
ECB considers that the usefulness of this analysis
outweighs its potential burden.
25 | Paragraphs 136 and 137 As indicated in paragraph 89 of EBA/GL/2017/16, Amended
Some respondents noted that, where it is not possible fnstitutions should conlduct the. cal?bration aﬁer taking
to adequately take account of any overrides applied into account any override applled. in the assignment of
when assigning obligors to grades or pools during the exposures to lgrades or poo!s. In its Q&A 2019/5029,
calibration process, the requested use of an the EBA prqvuies further gwdance on how to proceed
appropriate adjustment (AA) and a corresponding MoC wher\ h|§tor|cal graQe assignments _that result from the
could be burdensome. They therefore call for this application of overrides are not available (an
requirement to be relaxed. approprlate adjustment plus MoCs must be applied). In
this context, the ECB argues that paragraph 137

One respondent also asked for further clarification on simply provides further guidance on how to put into

how to proceed with the comparisons requested in practice a regulatory requirement which is already

paragraph 136 of the guide in reference dates for enforceable in the applicable regulation.

which the historical recalculation of grade assignments .

is impossible. The ECB added a footnote to paragraph 136 clarifying
that where the backward recalculation of assignments
in some historical reference dates is not possible, this
comparison might be conducted in a shorter period. As
mentioned in paragraph 130(c) of the guide, the ECB
expects such situations to be exceptional.

26 | Paragraph 137 The requirement to include overrides in the assignment | Amended
Calibration to the LRA default rate taking into account of 9""90’5 to/grades or pool stems romlihe EBA i
CETRES Guidelines on PD and LGD and is further clarified in

EBA Q&A 2019_5029. The ECB provides a further
Some respondents asked for clarification as to whether understanding on how the appropriate adjustments and
the requirement to include overrides in the MoC could be quantified and lifted. This requirement is
assignments to grades or pools in paragraph 137 specific to the calibration process, as also evident from
applies also to model development. Moreover, some the first sentence of paragraph 137 “[..] for the purpose
respondents considered the requirement overly of calibrating PD estimates to the LRA default rate [..]".
burdensome, while others considered the reference to _
“new override policy” to be overly specific and The ECB agrges to mfake. clear that the appllcatlon of
suggested replacing it with the phrase “potentially the rl1ew overrides policy is only relevant insofar as
updated override procedures”. applicable. Paragraph 137 has therefore been
amended accordingly.
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Loss given default (CR Section 6)

Comment ECB response and analysis Status
Paragraph 143 The ECB understands that the assessment of whether | No change
One respondent asked for clarification regarding the the hl_stoncal .e>_(penence of an |nst|tut|on.conta|ns a
“minimum number of defaults” referred to in paragraph sufficiently minimum number of de_faults is to be
143 in the form of a reference. perforr.ned on'elx (}gse—by—case basis to account for
portfolio specificities, among other concerns.
Some respondents called for the removal of paragraph | Article 5(2) of Regulation (EU) No 575/2013 defines No change
153(b), on the grounds that (i) it is not compliant with the economic loss as covering several effects, most
EBA/GL/2017/16 paragraph 132 (this paragraph does | notably discount effects.
not _mentlon Iosseg stemming from NPV variation), 134 According to the same article, “loss” means economic
(Wh'_crl n.efers to Wm?'OﬂS UP. to the defa.ult date) and loss, including material discount effects, and material
137_‘ _(") it does not Ilne.up with ?-CC-OUntlng. rules for direct and indirect costs associated with collecting on
positions held to maturity; and (iii) it penalises the instrument.
institutions within the SSM area vs. outside institutions.
Paragraph 153(b) specifies the understanding of the
ECB on how to reflect economic losses caused by
restructurings.
The ECB does not believe that its stance contradicts
paragraphs 132, 134 and 137 of the EBA Guidelines.
Paragraph 150 In the ECB’s understanding, the use of appropriate No change
Calculation of realised LGD at facility level using adjustmgnts and MOC may be conS|derec_i part of the
aggregated information appropnatfe aIIocelztlorlmethodoIogy, provided that the
approach is duly justified and documented.
One respondent asked for clarification as to whether
the methodology for the allocation of recoveries and
costs to each individual facility could be based on
appropriate adjustments and MoC in paragraph 150.
Paragraph 154 The ECB understands that the assessment of whether | No change
One respondent asked for clarification of the term the proportion of subsequent defaults occurring on
“significant” referred to in paragraph 154(b) of the |nd|V|dugl fa-cm.tl-(-:s ovler a period of more than nine
guide, which may elicit varying interpretations. months 's_ significant is to be per‘forme.d ona r_:as_g-by-
case basis so as to account for portfolio specificities,
among other concerns.
Paragraph 156 A footnote has been added to clarify that this version of | Amended
Some respondents expressed the expectation that D 9“"’6 Sasecloniie vgrsmn O.f th? GRR
CRR3 would extend the time period for conducting applicable as of the date of its publication.
Article 500 adjustments and asked for further guidance
on this.
Paragraph 157 The paragraph has been updated to clarify that this Amended
Several respondents sought clarification on paragraph | Means that additional observed defaults that are not
157, especially the sentence “In the case of a parent, part of the qualifying subsidiaries may not be adjusted.
the ECB considers that the adjustment at the
consolidated level should reflect the adjustment
conducted by the qualifying subsidiary or subsidiaries
only.”
Paragraph 160 This paragraph of the guide has been simplified in Amended
Clarifications were requested regarding the concept of fespanseliojthslieedbackliecaiads
“sufficiently long time”.
Paragraph 166 It has been clarified that if it is apparent that the Amended
Some respondents challenged the wording of mclu.snon of these data pomts .WOL.J|d unguly inflate the
paragraph 166 and asked for clarification of “unless maximum recovery period which in reality should be
institutions can provide firm evidence that this much Shoner’,then steps should l?e taken o use a
approach has a significant and unjustifiable biasing more appropriate and shorter period
impact”.
Paragraph 172 The ECB would point out that the current wording is No change
Some respondents asked for paragraph 172 to be aligned with paAragraph- 122 of theAEBAA GU|deI|n§s and,
amended so as to adopt a 12-month fixed horizon as notably, fully aligned with the application of the risk
regards the observation date of the risk drivers for the parameter.
LGD parameter, as in their view doing so would (i) As of the date of the own funds requirement
make the development sample more representative, calculation, the distance to default ranges from one
and (ii) ensure alignment with the upcoming CRR3 day to one year. It is therefore expected that the
regarding the credit conversion factor (CCF). Some reference dates for risk drivers should ensure
respondents further suggested clarifying the consistency with the expected distribution of defaults
requirement through illustrative examples and/or by the | over the one-year horizon, as stated in paragraph 172.
ECB setting out certain approaches considered The ECB considers the principle-based guidance to be
eligible. sufficient on this topic, acknowledging also that
multiple approaches/methodologies might meet the
expectations set out (which are to be assessed case
Feedback statement - Responses to the public consultation on the revised ECB guide to
internal models — Comments and amendments to the revised ECB guide to internal models —
credit risk (CR) chapter 32



Comment ECB response and analysis Status
by case). Therefore, the ECB does not consider it
appropriate to explicitly mention any specific
approach/methodology.
10 | Paragraph 174 The ECB believes that a model should perform No change
Several respondents asked that accommodation be adequately on the population as a whole as well as on
made for various estimation methodologies and types sub-ranges of application regardless of the estimation
of portfolios, specifically for low default portfolios, in the methodology gr the nature of the portfolio (e.g. ,h'gh'
requirements set out in paragraph 174. The default portfolios (HDPs) vs. low-default portfolios
respondents submitted that the LGD model should (LDP)). The ECB is of the view that the i
perform adequately (in terms of discriminatory power undgrperformance of the moijI on a sub-range might
and predictive power) on economically significant and call |n.quest|c_)n the_ COnStruC.tIOI'T of the model an_d the
material sub-ranges of application of the rating selection of risk drivers. Institutions are responsible for
systems only where applicable assessing the materiality of underperformance.
While various estimation methodologies are allowed,
they must all satisfy the same regulatory requirements.
11 | Paragraph 181 In the ECB’s view, the guide is not prescribing a more No change
A number of respondents contended that paragraph granular approach than is presently the case under the
181 was more prescriptive than the EBA Guidelines on EBA Guidslines on PI_J and LGD_' Thg EBA Guidelines
PD and LGD and queried the requirement that when I (P & LGD speuf.y fhat ?stlmatlo.n ?hOUId 52
estimating future recoveries on defaults arising from based on a similar period of time on similar exposures.
similar vintages, allowance be made for various While various estimation methodologies are allowed,
estimation methodologies and types of portfolios, such | they must all satisfy the same regulatory requirements.
as low default portfolios.
12 | Paragraph 188 Article 179(a) of Regulation (EU) No 575/2013 states No change
One respondent viewed footnote 91 in paragraph 188 that all relevant data should be incorporated, which is
(which states that for institutions using pooled data, the in I|n.e with footnote 91 gnd the specification of the
pool should be representative of the portfolio and that | MaXximum common period. Therefore, the ECB does
the comparison between internal and pooled data not share the view that footnote 91 is stricter than
should consider the maximum common period Article 179(1) of the CRR.
possible) as being stricter than Article 179(1) of the
CRR. The respondent called for footnote 91 to be
removed.
13 | Paragraph 190 The reference value should not be considered an No change
A number of respondents argued that the LGD appropriate quantification of downturn LGD without
reference value for the two worst years should not be Gty cqnmderaﬂons. The, d(?wnturn Chehotidihe
considered in the LGD estimate or to drive appropriate for the portfolio in scope and only
conservative values of the risk parameter. More thereafter the reference value included as a check.
specifically, the respondents state that a reliable There is nothing in the guide that contradicts this. The
downturn estimation quantification should not consist in purpose of the guide is to provide transpargn_cy on how
applying the highest years of LGD and that this should the ECB understands thgse rules and_ ho_vv |F intends to
be reflected in the guide. apply them when assessing whether institutions meet
these requirements. In this instance no further
clarification is required as this would merely be
repeating the EBA Guidelines on DT LGD.
14 | Two respondents submitted that the interpretation of According to Article 181(1)(h) of Regulation (EU) No No change
the EBA Guidelines on PD and LGD in paragraph 192 | 575/2013, ELse should refer to expected loss given
of the guide seems too restrictive by prescribing an current economic circumstances and exposure status.
excessively “long-run view” of the expected loss best Paragraphs 183 to 185 of the EBA Guidelines on PD
estimate (ELge) parameter. and LGD further clarify this requirement.
Paragraph 124 sets out the ECB’s understanding of
how institutions should comply with this requirement. In
particular, the ECB clarifies that in its view, where one
of the conditions referred to in paragraph 184 is met,
ELsge estimates based on the long-run average LGD for
defaulted exposures sufficiently reflect current
economic conditions, and that no further adjustments
to address this issue should be made.
# Comment ECB response and analysis Status
1 Paragraph 195 The ECB confirms that paragraph 195 refers to No change
Afew respondents queried the scope of paragraph committed credit lines, where the ECB’s understanding
195, and hence the scope of conversion factor on committed credit facilities is provided in the very
’ same paragraph, notably in letters a) and b).
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MoC should not affect rank ordering

Some respondents commented that the requirements
that (i) the MoC should not affect rank ordering, and (ii)
the monotonicity of the final estimates in paragraph
208 go beyond the EBA Guidelines on PD and LGD
and that a degree of flexibility should be introduced.
One respondent asked for clarification on the meaning
of “not affecting the rank ordering”.

applicable regulation, which is not confined by the EBA
Guidelines on PD and LGD. In line with paragraph 99
of the latter, it is the ECB’s understanding that the

margin of conservatism should not affect rank ordering.

In particular, the ECB understands that the rank
ordering abilities of the rating system should be
generally preserved by the final estimates, i.e. the final
estimates should still reflect the rank ordering provided
by the grades assigned by the rating system and
institutions should be able to ensure monotonicity in
their final estimates while still reflecting the uncertainty

Comment ECB response and analysis Status
modelling, asking in particular for further clarification In the ECB’s view, the unadvised limit may be
with respect to “uncommitted limits”. disregarded only where the institution conducts an
Moreover, some respondents called for the addltlonal a.ssessment of the °b"9‘?r's i
expectations on the application of “unadvised limit” to C"Ed,'twonlh'ness' including gre-ratlng onrating
be relaxed. In particular, they claimed that it should be conﬁrmatlon. [he|ECB considersithellatter .to b’e 2
sufficient to assess whether there are indications of CFUCI.8| asp(.acl of the assessment of the obligor's »
deterioration of the obligor's creditworthiness to creditworthiness, and therefore a necessary condition
disregard the unadvised limit for disregarding the “unadvised limit”.
Paragraph 204 The ECB’s understanding is that Article 182(1)(a) of No change
Several respondents argued that the use of an the CRR does not exclude the interpretation reflected
arithmetic average of the yearly averages of realised in paragraph 204(c), i.. the use of ‘he. arithmetic
CCFs does not comply with Article 182(1)(a) of the average of the yearly averages of realised CCFs.
CRR.
Paragraph 207(b) Paragraph 207(b) clarifies the ECB's stance that when | No change
Some respondents called for the requirements to be certain circumstances are met, institutions should be
relaxed to be eligible for defining CCFs mostly based able FO def]ne CfCFS based c?n Judgemgnta!
on judgemental considerations, as referred to in considerations instead of using both historical
paragraph 207(b), by making it sufficient to meet either expetiencelanclempincalicyidences
the condition of (i) low materiality of the exposures or It is the ECB’s expectation that both circumstances —
(i) data scarcity. One respondent also asked for further | (i) low materiality of the exposures and (ii) data scarcity
clarification on “low materiality”. — for the application of fixed yet conservatively
specified CCFs are met. Low materiality alone should
not prevent institutions from estimating CCFs based on
their data. In case of data scarcity of a material
portfolio, the institution should make every effort to
calculate appropriate estimates.
Materiality signifies appropriateness for the specific
situation of the institution and portfolio. It is therefore to
be considered on a case-by-case basis and is a matter
for the institutions themselves to decide upon.
Paragraph 207(b) It is the understanding of the ECB that, due to the Amended
Some respondents asked that the minimum value of | iSSue of data scarcity (s noted in paragraph 207(b)(ii),
100% as CCF estimates be removed since. in their it is not possible to affirm that CCF figures obtained on
view, it might be too conservative and migh‘t not be the basis of available data are conservative. Therefore,
justif’ied for certain portfolios as a result of the necessary conservativeness related
’ o to the available data being unsatisfactory, in
Some respondents asked for further clarification accordance with Article 179(1)(f) of the CRR, the ECB
regarding point (b)(iii) and for the guide to be clearer considers it necessary that a minimum value of 100%
that no MoC is being requested on top of the 100% be applied as a CCF estimate.
minimum value, but rather that once the MoCs . o
considered necessary have been added, the final CCF The ECB can confirm that the minimum value of 100%
estimates with MoC must be at least 100%. applies to the final CCF estimates.
Paragraph 207(b)(iii) has been slightly amended to
ensure absolute clarity regarding the minimum value of
100% as CCF estimates.
Comment ECB response and analysis Status
Paragraph 208 Paragraph 208 specifies that institutions should be No change
Some respondents remarked that paragraph 208 able to ensure monotonicity in their final estimates.
imposes new requirements regarding the quantification EC.B Cxpeciaticnslen MF’C Cispecificito direct
of category C MoC (MoC C) for continuous models. estimates are reflected in paragraph 210.
Paragraph 208 The guide sets out the ECB’s understanding of the Amended
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5.9

5.10

Comment ECB response and analysis Status
at grade/pool level. Paragraph 208 has been simplified
accordingly.

Paragraph 210 According to Article 170 of the CRR, the number of No change
Some respondents raised concerns over the level at grade.s and P°°|S. Sh°”"? ble sufficient to achieve
which the MoC for the general estimation error should meaningful rlsk.dlﬂerentle.utl.on ofthe PD at the grad_e &
be estimated. In particular, they claimed that the pool Ie\(el. In this sensg, itis the ECB’_S understandlr.\g
quantification of category C MoC at grade/pool level tf?a\ rallr?g §cales a'?e fl?(ec! on the basis of.a sound risk
might produce undesirable effects such as incentives dlfferen.tlat.lon. The |n§t|t_ut|on should qu_antn‘y the MoC
to use less granular rating scales. after this risk differentiation. Therefore, it should not
arbitrarily use less granular rating scales because of
considerations related to the quantification of an MoC.
Paragraph 210 It is the ECB’s understanding that when the statistical No change
Some respondents expressed concerns regarding the uncertainty/sampling error of one grade is significantly
impact of the number of observations on the different from other grades due, for instance, to the
quantification of MoC C. In particular, they claimed that numb_e.r of observations per grade, the MoC should be
is not possible to have similar uncertainty at calibration quam!flgd at grade/pool level. Nlevelrthgless, when
segment level vis-a-vis grade level as the number of guam'fy'”g MOC at gr.ade level, institutions _may.take
observations is necessarily different. into account information at other levels (calibration
segment level or other grades), as long as the resulting
MoC adequately reflects the uncertainty of each grade.
Paragraph 210 The ECB expects MoC C to rely primarily on the No change
Several respondents asked for clarification regarding distribution of the estimator, calculated as the average
the MoC C calculation. More precisely, they inquired ‘?f CIESER? fjefault rates for the gra?'e o.r pool oyer
whether default dependency between obligors should tlr_ne4 The pr!m_ary SRlIES _°f acoatlislassocialed
be considered a driver for MoC calculation, and with the statistical uncertainty of each one-year default
whether institutions should prioritise the variability of rate and by the length of the time series.
default rates across time as a primary input for MoC. Paragraph 210 focuses primarily on statistical aspects
They also asked why paragraph 210 does not mandate | and does not diminish the importance of analysing
the assumption of identically distributed default rates other relevant assumptions specific to the institution’s
when it already requires consideration of dependency chosen method.
between default rates over time in the quantification of
the MoC.
Paragraph 210 Paragraph 210(a) in the guide refers to a lower number | No change
Several respondents asked for clarification on the of observations rather than a low number of defaults.
ECB’s expectations with regard to MoC C estimation in Th? ECB ex.pects the §tat|st|cal uncertainty of the LRA
cases where the number of observations and defaults estlmatelto increase with a lower numt?er of X
in each grade is very low. In particular, how a observations per grade and a shorTer_tlme series.
disproportionate level of conservatism can be avoided Therlefore, a higher categ(?ry MoCCis expelcted to Abe
in the case of a low default portfolio. The aspect of low applied to aAccount'for the increased ur)celrtalnty. This
default portfolios was also mentioned in the context of approgch aligns with a fundamental principle of
potentially higher MoC due to lower data availability, statistics.
which was considered counterintuitive, as greater Notably, the regulatory requirements allow institutions
conservatism would have to be applied to less risky to choose an appropriate modelling approach and
portfolios. overall model architecture based on their individual
portfolio characteristics and accordingly address the
quantification of MoC C in order to ensure alignment
with the considerations set out in the previous
paragraph.

Review of estimates (CR Section 9)

No key comments are included in this feedback statement on Section 9 of the credit
risk chapter.

Calculation of maturity for non-retail exposures (CR
Section 10)

No key comments are included in this feedback statement on Section 10 of the credit
risk chapter.
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6 Comments and amendments to the
revised ECB guide to internal models —
market risk (MR) chapter

The paragraph numbers in this chapter of the feedback statement refer to the market
risk chapter of the final ECB guide to internal models, as published with this
feedback statement, unless noted otherwise.

6.1 Scope of the market risk chapter (MR Section 1)

Comment

ECB response and analysis

Status

Respondents asked for clarification on the process of
adapting the guide to internal models to the
forthcoming Fundamental Review of the Trading Book
(FRTB) framework.

The ECB guide to internal models targets the
approaches currently used for Own Funds
Requirements (OFR). For the market risk internal
models approach (IMA), the new approach envisaged

No change

under the FRTB will be implemented only once CRR3
has been finalised. Moreover, a consultation on a
revised market risk chapter of the guide is possible
only once CRR3 has been adopted. Therefore, the
ECB decided to informally exchange views with the
industry on the draft FRTB Supervisory Expectations
(SE) in July 2022. The outcome of that informal
consultation process has been reviewed and will feed
into an updated proposal for the FRTB SE, which will
be the basis for a further adjustment of the guide going
forward.

6.2 Scope of the internal model approach (MR Section 2)

# Comment ECB response and analysis Status

1 Paragraph 10 The ECB does not share the respondents’ view that
only the general risk of CVA hedges, for counterparties
exempted from CVA OFRs, should be in scope of the
IMA. Conversely, the ECB’s expectation is that both
the general and specific risk of these CVA hedges are
in scope of the IMA, which is consistent with the EBA
Q&A 2013_402. For added clarity, the last sentence of
paragraph 10 has been redrafted.

Amended

Respondents asked for clarification of the last
sentence of paragraph 10, regarding credit valuation
adjustment (CVA) hedges for counterparties that are
exempted from the own funds requirement for CVA
risk.

2 Paragraph 31 The sentence added to paragraph 31 clarifies current No change
expectations and does not change the current
treatment of own credit spread risk. The revised
paragraph 31 refers to the funding spread of own
liabilities and is not about funding or liquidity valuation
adjustments as calculated for a given funding set of
(partially) uncollateralised derivatives. The fair value of
own liabilities depends on the funding and credit
spread of the institution issuing the liability. The ECB is
of the view that under Article 367(1)(a) of the CRR,
these price risks should be captured by the model
whenever they are material.

Respondents objected to the perceived change of
treatment for own credit spread risk, following the
addition of the last sentence to paragraph 31.
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6.3 Regulatory back-testing of VaR models (MR Section 3)

# Comment ECB response and analysis Status

1 Paragraph 52 of the current guide The deletion of paragraph 52 reflects the changes
made to Article 106(3) by CRR2 (Regulation (EU)
2019/876 amending Regulation (EU) No 575/2013).
Article 106(3) of the previous version of the CRR
allowed institutions to exclude internal or external
credit derivative hedges from the regulatory trading
book. Meanwhile, Article 106(3) of CRR2 requires
these hedges to be included in the trading book for the
purpose of calculating the own funds requirement for
market risk. Therefore, as the legal basis for paragraph
52 ceased to exist, it has been removed. The ECB is
aware of the EBA no-action letter and will take it into
account accordingly where needed.

No change

One respondent asked for clarification with regard to
the deletion of paragraph 52.

6.4 Aspects of internal validation of market risk models (MR
Section 4)

No key comments are included in this feedback statement on Section 4 of the market
risk chapter.

6.5 Methodology for VaR and stressed VaR (MR Section 5)

# Comment ECB response and analysis Status

1 Paragraph 109

Respondents pointed to an objective difficulty in
providing an inventory of analyses that had been
performed many years earlier.

The ECB acknowledges the respondents’ point and
has modified paragraph 109 accordingly.

Amended

6.6 Methodology for IRC models focusing on default risk (MR
Section 6)

One respondent asked for paragraph 141 to include
specific expectations regarding the IRC estimation
convergence.

accuracy and stability are sufficiently clear and that
there is no compelling need to define in the guide how
the institution should demonstrate that the number of
simulations used is sufficient.

# Comment ECB response and analysis Status
1 Paragraph 138 The ECB considers that small discrepancies might No change
One respondent called for strict requirements around existwith respect to the positionsin scope betweenthe
the test environment, when this is used by institutions production a"d, hejiestenviionmentandiihiatibis
to provide IRC calculations over a period of 15 days, would b? consu'iered .by the assessment team when
as specified in paragraph 138 conducting the investigation. Therefore, the ECB does
’ not see the need to further specify the expectation set
out in paragraph 138.
Paragraph 141 The ECB considers that its expectations regarding IRC | No change
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Comment ECB response and analysis Status
Paragraph 142 The ECB considers that there is no need to prescribe No change
One respondent called for specific expectations about L lh.e gwdel ety (NS Cleul callcula(e a95%
the calculation of an IRC 95% confidence interval, as confidencelintervallarounditiellRClestimate.
set out in paragraph 142.
Paragraph 144 The ECB acknowledges the respondents’ point and Amended
grap
Respondents pointed to an objective difficulty in has modified paragraph 144 accordingly.
providing an inventory of analyses that had been
performed many years earlier.
Paragraphs 148-149 The ECB considers it more appropriate to analyse No change
One respondent asked for 148 and 149 to include possible deviations between the IRC correlations
SO oSl an s [RE [esIE ceraEiErs assumptions and market-derived correlations, based
’ on the portfolio setup, rather than prescribing a certain
percentage threshold in the guide. Moreover,
paragraph 151 already addresses the need for a
sensitivity analysis with regards to the IRC correlation
assumptions.
Paragraph 156 The ECB considers that the purpose of paragraph 156 | No change
One respondent suggested that paragraph 156 should is to make institutions aware that certain information
include more prescriptive expectations about the around IRC positions, with respective issuer or obligor
approaches that could be used by institutions to assign | "atings. PDs and RRs, might be requested and hence
rating grades should be readily available. The paragraph does not
intend to reduce upfront the modelling freedom for IRC
by imposing further restrictions.
Paragraph 158 With regard to the first point, PDs derived in Amended
Some respondents raised questions about the combination with market prices indicate market implied
meaning of “PDs derived in combination with market PP THESD ER '”‘e"defj ase s‘tartlng pointiand
prices” and of “correction” in paragraph 158, whereby therefore nged to be a.dju;?ted VE furthe.r
0 ek 21 Mk Clarved) i cenlinEtem wiih Gurent transformation/correction in order to arrive at real world
market prices should be compared with PDs derived in | 7DS- The ECB does not intend to specify in detail how
combination with current market prices where the this transformation/correction should be performed,
relevant corrections were performed to obtain real though it would note that there are several approaches
world PDs. One respondent also objected to the legal in the literature that could be used and that institutions
ground for the expectation. Another respondent asked are free to choose the approach they would like to use.
for clarification on whether IRB PDs should be subject | With regard to the legal ground for the expectation set
to this expectation. Finally, a respondent strongly out in paragraph 158, the EBA IRC Guidelines state
agreed with the new requirement but asked the ECB to | that relevant corrections should be made for implied
further specify how the outcome should be used. PDs, and that resulting real world PDs should be
compared against the historical record. Conversely,
based on Article 376(2) of the CRR, the ECB considers
it necessary to perform a similar comparison when
historical records are used in the first place.
Paragraph 158 of the guide has been amended to
clarify that the expectation to analyse differences with
respect to estimates that are derived in combination
with current market prices, where the relevant
corrections were performed to obtain real-world PDs,
does not apply to IRC PDs that are PDs from a
supervisory-approved IRB approach.
The ECB welcomes the fact that one particular
respondent agrees with the new requirement but does
not intend to specify in detail how the outcome should
be used.
Paragraph 159 The ECB notes that the requirement for a conceptually | No change
Certain respondents questioned whether it would be sound IRC methodology is specified in Article 368(1) of
possible to meet the expectation set out in paragraph Fhe.CR.R. Paragraph 159 merely prow.des some
159, in relation to a conceptually sound methodology indication on the kind of analysis that is expected.
for deriving PDs, when the institution has no IRB
approach. They asked for further clarification on how
this could be achieved.
Paragraph 160 The ECB notes that Article 375(1) of the CRR generally | Amended
Several respondents objected to the requirement that appliesito the IRC mo.del and thﬁ,t th,e regu'remems L
basis risk must be reflected in PDs and to the PDs are not necessarily exhaustive in this regard. The
expectation that risk sensitivity must be achieved after EF:B notles' that th'e reqUIremen.t of meanlr?gful
applying the PD floor. Concerns were also raised over differentiation of risk, under Article 372 point (a) of the
the expectation that institutions calculate ratios of CRR, alsg broadly appI!es olihe 'RC model and,
adjacent PDs, as the respondents believe that this therefore, that expectations regarding PD should be
could lead to the conclusion that several PDs are satisfied after applyingthe floor. The ECB adjusted the
outliers last sentence of paragraph 160 to clarify that the ratios
’ between adjacent rating grades should be analysed
while focusing on potential outliers. It is the ECB’s
understanding that the results of these analyses should
be reflected in the calibration process.
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6.7

# Comment ECB response and analysis Status
10 | Paragraph 161 The guide has been amended to clarify the term Amended
Respondents asked the ECB to clarify the meaning of “expected losses” in paragraph 161.
“expected losses” in paragraph 161 and how the
comparison with IRC PDs should be performed. It was
also asked whether the analysis expected under
paragraph 161 should be performed when PDs from an
IRB approach are used.
11 | One respondent expressed concerns that the model The EBA Guidelines on internal governance are No change
use requirements for IRC are weak throughout Section | referenced in the general topics chapter of the guide,
6 of the guide and suggested explicitly referencing the | which provides overarching principles for internal
EBA Guidelines on internal governance. models. Therefore, the ECB believes that there is no
need to introduce another reference in the IRC section
(Section 6 of the guide).
# Comment ECB response and analysis Status
1 Paragraph 186 Given the nature of the risks-not-in-the-model engines | Amended
One respondent argued that footnote 97, in paragraph (RNIME), the ECB f:lpes not gerTeraIIy .expect En
186, should allow for the possibility of calculating the RNIME to be quantified on avdanvy pa&s for VaR/sVaR,
impact quantification of the RNIME as an average, ,°r VYee,kly for IRC. However, if this is the case, the
over the same period as VaR/sVaR, or IRC institution may use a 60-day average or a 12-week
respectively ’ average respectively. A footnote was included to clarify
this aspect.
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7.1

7.2

7.3

Comments and amendments to the
revised ECB guide to internal models —
counterparty credit risk (CCR) chapter

The paragraph numbers in this chapter of the feedback statement refer to the
counterparty credit risk chapter of the final ECB guide to internal models, as
published with this feedback statement, unless noted otherwise.

Scope of the counterparty credit risk chapter (CCR
Section 1)

No key comments are included in this feedback statement on Section 1 of the
counterparty credit risk chapter.

Trade coverage (CCR Section 2)

No key comments are included in this feedback statement on Section 2 of the
counterparty credit risk chapter.

Margin period of risk and cash flows (CCR Section 3)

Comment ECB response and analysis Status
General comment According to Articles 292(1)(a) and 289(5) of the CRR, | Amended
Exposure spikes in margined trading should be part of cash flows resulting from transaction terms generally
the Pillar 2 framework pursuant to Article 104a(1)(a) of | Ne€d to be covered in the IMM, as already outlined in
Directive (EU) 2019/878 (CRD), as these spikes are paragraph 20 of the existing guide. These cash flows
currently not part of the CRR may also be covered as part of the RNIEPE framework
) if they are not material, as defined in this framework.
As potential RNIEPE add-ons fall under the scope of
Article 3 of the CRR, the introduction of such add-ons
expands the range of possibilities for institutions to
account for such cash flows and the resulting exposure
spikes.
The first footnote in guide paragraph 96 has been
clarified.
Paragraph 18(f) The wording has been amended to reflect the intended | Amended
Paragraph 18(f) refers to the concepts of “iliquid meaning: “The concepts of “illiquid collateral” and over-
collateral” and derivatives and collateral that “cannot the-coun:gr (0TC) derlvatl\ies that “cannot be easily
be easily replaced”. The respondents noted that the replalc'ed "n the context of stre.ss?d market .
concept of “cannot be easily replaced” should apply conditions”, and of “concentration” of transactions or
only to OTC derivatives under Article 285(3)(b) of the | S€curities in a particular counterparty.
CRR.
Paragraph 24 This understanding is correct. The margin call is now Amended
It is understood that the start of “exchange of collateral” fenticnedinlibislparagraphiasitbelStarieiie
refers to the time when the margin call is issued. exchange process.
Paragraph 24 This understanding is correct. No change
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7.4

# Comment ECB response and analysis Status

It is understood that the settlement related to the
margin call and the grace period can be considered
part of the regulatory margin period of risk (MPOR).

5 Paragraph 24 This understanding is not correct. The time used for No change
the transit after issuing the margin call does not extend
the MPOR, neither in a backward nor in a forward
modelling approach.

It is understood that including collateral-on-transit
entails extending the MPOR by one, two or more
business days.

6 Paragraph 25 Article 285(3) of the CRR is not restricted to variation No change
margin. All collateral that enters the closeout due to the
agreed Credit Support Annex is relevant because the
potential extension of MPOR is intended for a longer
close-out due to illiquid collateral or trades that cannot
be easily replaced.

Initial margin and independent amount should not be
taken into consideration for the purposes of Article
285(3) of the CRR, because they are not usually linked
to the mark-to-market value of the netting set.

7 Paragraph 25 The wording of this paragraph is consistent with Article | No change

The threshold showing when a netting set is 285(3) of the CRR, which does not consider materiality.

considered illiquid based on “one or more trades” in
paragraph 25 seems overly restrictive and some
materiality criteria would be needed.

8 Paragraph 25 In the context of collateral and assuming here that No change
SFTs are permitted in the IMM due to Article 283 of the
CRR, Article 285(3) of the CRR is understood to reflect
a longer close-out due to illiquid margin collateral. A
potentially illiquid leg of an SFT would also need to be
closed out or hedged during the MPOR, which might
require additional time and would thus justify the
inclusion of SFT legs when determining the MPOR
length.

The MPOR is expected to reflect frictions in the
interchange of variation margin (VM), i.e. any illiquid
collateral leg in a securities financing transaction (SFT)
would be better treated by applying a sufficiently large
haircut reflecting a potential liquidated for at least the
amount recognised, which should not double count
with an increased MPOR.

If haircuts are used rather than simulation due to Article
285(7) of the CRR, then these haircuts reflect the
MPOR length due to Articles 224(2) and 225(2)(c) of
the CRR, which then refer to both margin collateral and
the collateral leg of an SFT.

9 Paragraph 26 Considering the listed items is seen as good practice to | Amended
guide the analysis for potentially extending the MPOR.
In concrete cases, not all these items may contribute to
this analysis. Article 285(3)(b) of the CRR could then

It may not be appropriate to consider all the features
and attributes of transactions and collateral outlined in
paragraph 26 for each counterparty across all asset X N
classes, which includes reference to readily observable be a_pplled Gl €T appropnatg (SUb’_) St (_)f the

data such as market price observations and liquidity (aiailabelieatlcslandativblioslistedlinlparadrah
due to Article 416 of the CRR. 26. It has now been clarified in the guide that sub-sets
of these features and attributes may be taken and that
the list is still non-exhaustive.

10 | Paragraph 26 It was meant to use a quantitative indicator to measure | Amended
Footnote 22 is not clear on which metric is meant. market impacts, which has now been clarified.
11 | Paragraph 29 The ECB deals here only with the understanding of the | No change
CRR and does not find any evidence supporting such a
divergence, as institutions and supervisors of any
legislation implementing the Basel standards need to
use concrete transaction and collateral attributes to
determine whether the MPOR might need to be
extended. The guide merely proposes some best
practices to facilitate this analysis and to harmonise
them within the SSM.

The guidance provided in paragraph 29 exceeds Basel
standards as well as regulatory rules in other
jurisdictions. The intended harmonisation within the EU
would come at the cost of divergence across regulatory
regimes.

Collateral modelling (CCR Section 4)

No key comments are included in this feedback statement on Section 4 of the
counterparty credit risk chapter.
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7.5

7.6

1.7

7.8

7.9

Modelling of initial margin (CCR Section 5)

No key comments are included in this feedback statement on Section 5 of the
counterparty credit risk chapter.

Maturity (CCR Section 6)

No key comments are included in this feedback statement on Section 6 of the
counterparty credit risk chapter.

Granularity, number of time steps and scenarios (CCR
Section 7)

No key comments are included in this feedback statement on Section 7 of the
counterparty credit risk chapter.

Calibration frequency and stress calibration (CCR
Section 8)

No key comments are included in this feedback statement on Section 8 of the
counterparty credit risk chapter.

Use test (CCR Section 9)

# Comment ECB response and analysis Status
1 Paragraph 67 The requirement to ensure adequate and sound Amended
implementation of a model change does not supersede

For model changes, paragraph 67 might lead to a 3 - i
breach of Article 289(1) of the CRR, which requires the use test reqmrement in Article ??9(1) of the CRR.
that the model used to calculate effective expected Therefore, the guide has been clarified.

positive exposure (EEPE) be closely integrated in the The ECB thus considers offering both options (a) and
day-to-day CCR management process if, for example, | (b) for the case of model extensions only, and option
several months go by between starting the upfront (b) for model changes.

implementation and issuing the decision. Material
differences could exist during this period, depending on
the kind of change.

2 Paragraph 67 The ECB acknowledges efforts in the event of long Amended
periods of parallel runs for model changes by

If regular parallel runs last for several months, they >t .
reconsidering run frequencies:

might create excessive costs and would be excessively
burdensome. Weekly parallel runs are recommended starting with
the application but before sending the application letter
so as to allow internal validation, in particular, to arrive
at sound conclusions and to accurately assess the
impact on capital requirements.

Impact assessments, as requested in the ECB Guide
on materiality assessment (EGMA), might be
complicated for long periods of parallel runs, especially
in the event of overlapping multiple model changes.
Furthermore, weekly parallel runs are recommended
from the time the IMI is notified until the on-site phase
ends to demonstrate the robustness of the change to
the assessment teams.

The potential interaction of multiple changes will
depend on how the test environments are set up;
institutions might also want to check for potential
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7.10

7.11

7.12

7.13

# Comment ECB response and analysis Status

unintended interactions, in which case frequent parallel
runs are recommended.

It is also noted that the materiality impact assessment
when sending the application letter is one snapshot
and might not be enough in itself to understand model
changes and extensions; several runs not only support
testing but also allow for a more comprehensive view
of impacts.

Paragraph 67(b) has been amended.

3 Paragraph 68

Parallel runs starting three months before sending the
application for model changes or extensions classified
as “to be investigated” by the EGMA, and one month
for ex ante notification, would be too burdensome in
terms of IT resources.

The ECB sees it as beneficial that the model has been | Amended
tested thoroughly and impacts are well known if test
runs start already before the application letter is sent,
which could also be achieved within two months if
there is more than one test run per week, or within
different (shorter) time periods (to be agreed with the
JST) provided that this does not limit the validity of the
results of the upfront implementation. The paragraph
has been amended accordingly.

Validation (CCR Section 10)

No key comments are included in this feedback statement on Section 10 of the
counterparty credit risk chapter.

Effective expected positive exposure (CCR Section 11)

No key comments are included in this feedback statement on Section 11 of the
counterparty credit risk chapter.

Alpha parameter (CCR Section 12)

No key comments are included in this feedback statement on Section 12 of the
counterparty credit risk chapter.

Risks not in effective expected positive exposure (CCR
Section 13)

Comment

ECB response and analysis

Status

General

The new RNIEPE framework is extremely
burdensome. The guide fails to acknowledge that IMM
methodology is computationally far more complex
compared to market risk models implying conservative
approximations and assumptions built into the model.

1. Many approximations in CCR models would lead to
the monitoring and quantification of many RNIEPE.
Because of the very conservative ratios, many
minor RNIEPE would require a capital add-on.

2. RNIEPE would need to be quantified for stress and
current calibration as it is unlikely that the exception

Generally, there is no need to calculate any of the
RNIEPE add-ons if the respective risks are included in
effective EPE or taken into account in a sufficiently
conservative fashion in the sense of Article 292(1)(a)
and (b) of the CRR.

Regarding comment 1: Article 292(1) of the CRR
already implicitly requires such monitoring and
quantification to ensure that the items set out in sub-
paragraphs (a) and (b) are reflected in a complete and
conservative fashion, i.e. there is no new effort due to
RNIEPE. The ratio levels are aligned with those for
RNIME in market risk for consistency.

No change
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Comment ECB response and analysis Status
of “very similar ERE” can be proven without a Regarding comment 2: The ECB is of the opinion that
calculation, while generally EREs are not expected | for RNIEPE, which do not relate specifically to stress
to change with calibration. calibration, their calculation is not overly burdensome,
3. The quarterly frequency for quantification since according to Article 292(4) of the CRR, the stress
’ e S e (5 (e e e tl"le calibration must be consistent with the current
computational intensity. Less material RNIEPE calibration. RNIEPE specifically related to the stress
et e revienes e Iéast once a year calibration are considered a rare case by the ECB.
. ) » ’ Regarding the frequency of checking ERE dependency
Furthermore, risks that are |nsu_ff|me.n_tly c_aptu_req, G on calibration, the ECB sees that as part of risk
not captured at all, are already identified in existing identification, for which paragraph 104 of the guide
processes (e.g. back-testing). applies.
Tr.1e|?efore, the RNIEPE frameyvork should be Regarding comment 3: A quarterly frequency is
eliminated or thoroughly revisited. consistent with general reporting frequencies (e.g.
COREP). On this point, the guide does not provide
details on potential updates in relation to materiality.
The guide does not propose a regular and potentially
costly calculation, but considers an annual frequency
or review, i.e. potentially recalculating.
Institutions can reuse existing processes to identify and
monitor new risks.
General There is no “one size fits all” validation concept due to | No change
Given that the IMM has been validated in the past the very different types of possible RNIEPE. For
without RNIEPE, further clarity regarding the process ex?mple, the RNlE'.DE add»oln relatz?d to cash flow
would be needed to introduce and validate this new spikes could be validated using various approaches, as
component in the IMM these spikes can be calculated as a difference in
’ expected exposures with and without taking into
account cash flows during the MPOR and also directly
using cash flows (e.g. from back office).
General The details of the introduction process and, in Amended
Some respondents asked for clarification regarding the particular, the timeline, are not "_1 scop_e of the guide as
supervisory expectation for the process of introducing | SUCh- If the RNIEPE framework is not implemented
the RNIEPE framework, especially as regards its (this is not a requirement, as clarified in paragraph 94
g of the guide), Article 292(1)(a) and (b) of the CRR
would apply regarding the inclusion of risks in EEPE.
For guidance on the process of making changes to the
RNIEPE framework, please refer to paragraph 122,
which should also be considered when introducing an
RNIEPE framework.
Paragraph 93(w) and (x), formerly (u) Article 293(1)(a) of the CRR references Article Amended
Some respondents suggested changing the reference 368(1)(b) of the CRR and is therefore also valid for the
to the risk control unit IMM. Nevertheless, Article 287(2) of the CRR also
’ addresses that subject and has been added to
“Relevant regulatory references”.
Paragraph 96 The intention is not to increase alpha for institutions No change
There should be no overlap between a Pillar 1 flaw (or acciessinglmissinglnsksiogalSimplitecimotelinglel
insufficient Pillar 1 coverage) addressed via either (1) ”s‘fs sitherin EEPE ina conservgtlve way according to
an alpha increment or (2) an add-on. Article 29_2(1)(a) of the CRR, or via RNIEPE add-ons
under an implemented RNIEPE framework.
Paragraphs 96 (footnote 68, formerly 67) and 105 Capitalisation under Article 3 of the CRR is done on a No change
(footnote 72, formerly 70) voluntary basis and can also cover RNIEPE add-ons if
Some respondents remarked that both footnotes refer an institution applies this framework, in analogy to the
to Article 3 of the CRR in relation to the capitalisation of existing con;ept of RNIME. Please refer also to the
the RNIEPE add-on. They asked whether the ECB answer provided on comment 3 above.
intends to impose the capitalisation of RNIEPE add-
ons under paragraph 96 when Article 3 of the CRR
provides for an option at the credit institution’s
discretion to hold own funds in excess.
Paragraphs 99 and 104(b) The ECB recognises that in many cases RNIEPE Amended
A number of respondents expressed doubts that IMM back-testing will not be feasible or beneficial, as
back-testing can be used to identify RNIEPE, while acknowledged in the last sentence of paragraph 99
others doubted that back-testing could be used to (which has not been changed).
validate EREs. For example, for RNIEPE being quantified via the
incremental metric, existing IMM back-testing
processes might be applicable.
Furthermore, the ECB considers back-testing to be one
source of identification of RNIEPE, as expressed in
paragraph 104(b) and which has been further clarified
in paragraph 104 of the guide.
Paragraph 107, former sub-paragraph (b) The ECB is of the opinion that the disadvantages of Amended
Some respondents asked for the splitting of netting using artificial netting set splits (especially for the
sets required under this paragraph to be removed, on incremental ERE under paragraph 108) outweigh the
the understanding that there would be no meaningful advantaggs of a potentially higher almount 9f
conservatism and hence concurs with the view of the
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# Comment ECB response and analysis Status
impact on parts of netting sets and because an artificial | respondents. Sub-paragraph (b) in paragraph 107 has
split would introduce additional uncertainty. been removed.
9 Paragraph 108(c) The ECB considers the netting set level to be the No change
Several respondents believe that flooring of RNIEPE appropriate level in allowing for the diversification
impacts at the level of the netting set would be punitive effects Of'RNlEPE' in line with the treatrT]ent of EFPE
and fail to take account of diversified business under Article 284(1) of the CRR, according to which
structures with different counterparties institutions must calculate exposures at netting set
’ level, which also underlies the incremental metric since
EEPE is calculated for one netting set.
10 | Paragraph 109 The paragraph has been amended to reflect the Amended
Some respondents asked for clarification of the wording of Article 284(6) of the CRR in relation to the
definition of At calculation of spike RNIEPE, where a finer time grid
k' could be used.
A further question was asked regarding flooring at the . o
level of the overall ERE or for each time step ¢,. Since payments by the institution to the counterparty
can only increase exposure, there would appear to be
no need for a floor.
11 | Paragraph 113 The ECB agrees with the comment and also aligned Amended
Respondents consider general quarterly updates to be this paragraph with the frequencies set out in
too frequent and propose restricting the quarterly paragraph 104.
updates to RNIEPE add-ons.
12 | Paragraph 114 The differences between the denominators are indeed | No change
Some respondents expressed concerns that the intended:
denominators in paragraph 114(a) and (b) are not Paragraph 114(a) refers to a single RNIEPE relating to
aligned with paragraph 114(c) and (d), which could one netting set and hence the denominator is the
cause misinterpretations due to the overweighting of EEPE corresponding to that netting set.
impacts under sub-paragraphs (a) and (b). Paragraph 114(b) also refers to a single RNIEPE, but
relating to several netting sets and hence the
denominator is the EEPE corresponding to these
netting sets.
Paragraph 114(c) refers to all RNIEPE except the
exposure spikes and hence the denominator is the
EEPE corresponding to all netting sets of the IMM,
assuming that all or almost all netting sets are affected
by at least one RNIEPE.
Paragraph 114(d) refers to exposure spikes. The
denominator is the EEPE corresponding to all netting
sets, avoiding a disproportionately high impact ratio (in
comparison to using the EEPE corresponding to only
the affected netting sets in the denominator, which
would exclude unmargined trades).
13 | Paragraph 114 Since the exposure value, or for that matter EEPE, is No change
Some respondents stated that they would like to be the output of the IMM and risk weights are exogenous
able to choose between RWA and EEPE as the to the IMM, the ECB considers EEPE to be the most
monitoring metric. appropriate monitoring metric for RNIEPE.
The ECB also notes that RNIEPE add-ons take the
applicable risk weights and alpha parameter into
account.
14 | Paragraph 116(c) Given that the impact of exposure spikes is addressed | Amended
Some respondents remarked that the cumulative separately, the ECB considers the proposed threshold
threshold mentioned in paragraph 116(c) using all to be sufficiently high and not overly conservative (no
relevant ERE terms could be punitive and that a change).
threshold exceedance in a single quarter is not The ECB concurs that observing a threshold
appropriate. exceedance over two quarters is a more reliable
indication of an underestimation of risk. Paragraphs
118 and 119 have been amended accordingly.
15 | Paragraph 119 For the relationship between cash flow spikes and the | No change

No matter how material cash flow spikes are regarding
the proposed thresholds in paragraph 119, they should
not be included in EEPE, i.e. as part of OFRs for the
IMM, because they are not considered part of the
CRR.

CRR, the ECB refers to paragraph 1 of Section 7.3.

If cash flow spikes lead to RNIEPE add-ons, the
guidance on a potential integration into EEPE — if these
add-ons become material — is in analogy to other
RNIEPE add-on types, which are capitalised under
Article 3 of the CRR on a voluntary basis, but not under
the OFRs for the IMM.
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Annex

No key comments are included in this feedback statement referring to the Annex of
the guide.
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Acronyms and Glossary

No key comments are included in this feedback statement referring to the Acronyms
and Glossary sections of the guide.
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