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Introduction 

 

Banking & Payments Federation Ireland (BPFI) is the voice of banking and payments in Ireland. 

Representing over 70 domestic and international members institutions, we mobilise the sector’s 

collective resources and insights to deliver value and benefit to members, enabling them to build 

competitive sustainable businesses which support customers, the economy and society.  

We welcome the opportunity to comment on the European Banking Authority’s consultation paper 

on guidelines on PD estimation, LGD estimation and the treatment of defaulted exposures and we 

have consulted with our members on the questions set out in the consultation paper.  

We agree with the objective of the guidelines which is to reduce the unjustified variability in the IRB 

approach.  

We particularly support the practical approach the EBA has taken to this consultation process and 

the constructive dialogue at the EBA public hearing which was extremely useful. We believe there 

are opportunities to strengthen the current framework and the discussion at the EBA hearing 

reflects that. 

 

 

Consultation Paper Questions 

 

4.1: Do you agree with the proposed requirement with regard to the application of appropriate 

adjustments and margin of conservatism? Do you have any operational concern with respect to 

the proposed categorization? 

A categorisation of deficiencies creating a need for conservatism should promote comparability 

across banks. However in practice the guidance lacks clarity on practical implementation, for 

example, guidance on how to quantify MoC or the methodologies that should be used for its 

application (i.e. via confidence intervals or otherwise).  

Sub-classification of the types of conservatism into many fine categories risks diluting the emphasis 

on significant drivers of estimation error or bias, which we believe should be the key area of focus. 

For example Category D “other uncertainties” seems an open ended category, yet the examples of 

legal or process change driven data representativeness shortcomings belong in category B.   
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BPFI members are concerned about compounding or layering conservatism. Is there a maximum 

level that should be applied, and as per above, how should it be quantified? The absence of guidance 

on the appropriate level of the MoC will only increase unjustified variability in Bank’s RWAs. 

There is confusion on how to rectify the recognised deficiencies, given that they are (depending on 

categorisation) methodological or owing to missing or unrepresentative data. In some cases a 

margin of conservatism is not an appropriate correction for the estimation error, BPFI members are 

concerned that Competent Authorities will require a MoC in all cases.  

It is not clear how time can address or fix these deficiencies. Members are also concerned that, 

contrary to the guidance outlined in the CP, Competent Authorities will not permit a reduction in the 

MoC over time. It is our expectation that as the deficiencies are addressed, the MoC would reduce 

without the need for the approval of a material change by competent authorities.  

Can the MoC structure be retrospectively applied?  

 

5.1: Do you see any operational limitations with respect to the monitoring requirement proposed 

in paragraph 53? 

We do not see any operational limitations with respect to the monitoring requirement proposed in 

paragraph 53, except in the case of Low Default Portfolios. 

 

5.2: Do you agree with the proposed policy for calculating observed average default rates? How do 

you treat short term contracts in this regard? 

The proposed policy for calculating observed average default rates appears acceptable. 

 

5.3: Are the requirements on determining the relevant historical observation periods sufficiently 

clear? Which adjustments (downward or upward), and due to which reasons, are currently applied 

to the average of observed default rates in order to estimate the long-run average default rate? If 

possible, please order those adjustments by materiality in terms of RWA. 

We do not believe these requirements are sufficiently clear. It is unclear how Banks are to calculate 

the long-term default rate to adjust for the inherent biases as identified in the text. 

It is not clear if downturn default rates should be considered “representative of the likely range of 

variability of default rates” and thus considered part of an historical observation period. 
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BPFI members would appreciate clarity on the comparison requested in Paragraph 63 and the 

actions required from the comparison. For example in the stylised example presented at the EBA 

public hearing on 19th January is shown below. In this case we assume the outcome of the 

comparison would suggest an adjustment upwards.  

 

Figure 1: Extract from slide 10 of EBA presentation 

A more relevant example for countries such as Ireland who have recently experienced severe 

economic downturn is show below. 

 

Figure 2: BPFI constructed example representative of Irish bank’s experience 

 

In the above example, the BPFI argue that a downward adjustment to the observed data is necessary 

to ensure the model outputs are reflective of a full economic cycle, which is not overly influenced by 

downturn experience. Could the EBA confirm this is a correct interpretation of the guidance? 
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5.4: How do you take economic conditions into account in the design of your rating systems, in 

particular in terms of? 

d. definition of risk drivers, 

e. definition of the number of grades 

f. definition of the long-run average of default rates? 

BPFI members note a variety of methods are used in take economic conditions into account in the 

design of rating systems. For example some members build point in time scorecards reflective of 

current economic conditions but calibrate models to a long run average that is representative of a 

range of economic conditions. 

Typically the definition of the number of rating grades is not influenced by economic conditions. 

Banks endeavour to ensure long-run average default rates are reflective of a “full” economic cycle 

and include periods of economic downturn and economic expansion. 

 

Question 5.5: Do you have processes in place to monitor the rating philosophy over time? If yes, 

please describe them. 

Banks monitoring processes are decided to test the rating philosophy is operating as designed, for 

example that point in time rating systems produce estimates that are appropriate to the current 

observed default levels and includes the use of extrapolated date series to extend observed data to 

ensure estimates are reflective of a full economic cycle for TTC rating systems.  

It is unclear whether banks do in fact have freedom to choose rating philosophy.  In practice, 

competent authorities often direct rating philosophy implicitly by imposing tests that conform, 

implicitly or explicitly, to a prescribed rating philosophy.  The GL would benefit by setting out 

expectations more explicitly.  Can continuous PDs be used?  How are these backtested?  At what 

level must the LRA be computed and applied (portfolio level versus pool/grade level)?  How are 

these backtested?  Is paragraph 63 a formal backtest specification or guidance to ensure that the 

LRA is appropriately considered and challenged?  If the former, what is the relevance of ‘the most 

recent 5 years’?  BPFI Members advocate the freedom of choice for a bank to choose model 

philosophy, including the use of continuous parameters, supported by backtests aligned to the 

chosen model philosophy.  We note that the LRA requirement can be met statistically for continuous 

PDs without a discrete rating scale being imposed. 
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Question 5.6: Do you have different rating philosophy approaches to different types of exposures? 

If yes, please describe them. 

Practices vary across banks for portfolio specific reasons, for example banks may use point in time 

rating systems for short term contracts. 

 

Question 5.7: Would you expect that benchmarks for number of pools and grades and maximum 

PD levels (e.g. for exposures that are not sensitive to the economic cycle) could reduce unjustified 

variability? 

Benchmarks would prove useful as a reporting and comparison tool but, of themselves, will most 

likely not reduce variability. 

 

Question 6.1: Do you agree with the proposed principles for the assessment of the 

representativeness of data?  

The CRR describes minimum requirements for the quantity of data.  Thus data must be used.  

However ‘use’ should not be interpreted as requiring an uncritical mathematical approach.  For 

example, due to a change in recovery practices, some of the data may be deemed as more 

representative than other parts of the reference data set.  In such cases, all data should be 

considered as potentially contributing to the eventual parametrisation of the model under 

construction.  This data can then be selected for inclusion/exclusion with justification.  In all cases, 

the total dataset (without exclusions) should be mechanically used within the testing and 

assessment of the resulting model, noting that the model will not be optimal for this data set and 

nor should it be (the dataset with exclusions should also be used).  This, we believe, would be 

consistent with the approach to adjustments and Margin of Conservatism: the data exclusions (if 

carried out with integrity) will result in a model that is more economically correct.  A MoC would be 

required to account for the level of data exclusions but not in a simplistic fashion as excluding 

unrepresentative data should not in itself incur a MoC requirement. 

In summary, we agree that all data should be used, but ‘use’ should not be uncritical or mechanical.     
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Question 6.2: Do you agree with the proposed treatment of additional drawings after default and 

interest and fees capitalized after the moment of default in the calculation of realized LGDs?  

We agree that additional drawings, interest and fees post-default should be accounted for within the 

LGD estimate.  However the bank should be permitted to choose how this is achieved: e.g. discount 

rate, interest accrual, costs, etc. 

 

Question 6.3: Do you agree with the proposed specification of discounting rate? Do you agree with 

the proposed level of the add-on over risk-free rate? Do you think that the value of the add-on 

could be differentiated by predefined categories? If so, which categories would you suggest?  

We believe that it will not be possible to achieve a broad consensus across all stakeholders on how 

this problem will be solved.  In this context we welcome a practical approach to addressing the issue.  

The proposal described is good but can be improved to capture some of the concerns of the various 

stakeholders (simplicity, reduction of RWA variability, risk differentiation).  We would propose DR = 

EIR + fixed amount.  (EIR being the accounting discount rate).  The fixed amount needs to capture 

the downturn adjustment (for DLGD), the risk posed by the asset (we suggest by Basel Asset Class for 

simplicity) not accounted for in the EIR due to the conditioning effect of default; and additional 

conservatism that might be considered desirable by supervisors (fixed across Europe). 

This proposal would retain the essential simplicity and practicality of the original proposal, better 

align to the accounting treatment with potential simplification of the guidance on ELBE and capture 

most of the desired risk differentiation. 

A bank should be free, however, to choose a higher discount rate (e.g. a fixed number) for practical 

modelling reasons. 

 

Question 6.4  :  Do  you  agree  with  the  proposed  approach  with  regard  to  the  specification  of  

historical observation period for LGD estimation?  

As per response to Q6.1, the requirement to ‘use’ all data need not and should be not be interpreted 

in an overly-narrow sense. 

Clarity is required as to the interpretation of recent data.  For many Member States (of which Ireland 

is an example), all recent data is drawn from a severe downturn.  At the very least, additional 

upward adjustments should not be required on LGDs estimated from this data in order to adjust for 

downturn conditions.  Such adjustments are typically required by supervisors. 
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Question 6.5: Do you agree with the proposed treatment of incomplete recovery processes in 

obtaining the long-run average LGD?  

We largely agree with the proposed approach, but with important exceptions:  

 Incomplete recovery process should be considered to the extent reasonable projections can 

be made (considering at least a 12-month observed period in line with consideration of 

cures). 

 When collateral is available (and subject to enforceability conditions), LGDs should reflect 

recoveries coming from repossession.  

 

Question 6.6:  Do  you  agree  with  the  proposed  principles  on  the  treatment  of  collaterals  in  

the  LGD estimation?  

Legal enforceability should be recognised as a sufficient condition for the recognition of collateral.  

In the case of Ireland where significant mortgage defaults have occurred, there are moral, social and 

political concerns to be addressed when collateral is assessed for repossession.  In this case, LGD 

models reflect the range of recovery practices consistent with these concerns so that the LGD 

estimate preserves its integrity. 

 

Question 6.7: Do you agree with the proposed treatment of repossessions of collaterals? Do you 

think that the value of recovery should be updated in the RDS after the final sale of the 

repossessed collateral?  

We consider this treatment as valid.  However, this should not prejudice the option for a bank to 

consider total cash flows (a more conservative approach) within its modelling approach.  LGD 

models based solely upon cash flows rather than assumptions of repossession and sale should be 

permissible. 

(In Ireland, recoveries/resolutions often do not require or result in repossession.  Additionally, where 

repossession does occur, any excess upon asset disposal exceeding the debt owed is due to the 

customer, any shortfall remains a debt by the customer.) 
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Question 6.8  :  Do  you  think  that  additional  guidance  is  necessary  with  regard  to  

specification  of  the downturn adjustment? If yes, what would be your proposed approach?  

Yes. We propose that the downturn adjustment should be defined through the clarification of a 

downturn period.  This period should be chosen to reflect a period of maximum portfolio loss (not 

default, not LGD).  This is because we should estimate DLGD so that a bank has adequate capital to 

be liquidated without loss to depositors should the bank be insolvent.  This is most probable in a 

downturn.  Care should be taken to ensure that this downturn period is not chosen too narrowly 

(e.g. one specific point in time): all loss events attributable to a financial event or distortion should 

be used to define the period.  During the last financial crisis, defaults over a broad period were 

attributable to the same underlying cause. 

Additionally, if minimum or maximum impacts of the Downturn factor are expected they should be 

clearly explained in the Guidelines. 

Consideration should also be given to the consistency of data representativeness across Member 

States.  Banks with recent significant downturn periods will reflect this experience in their RWA 

estimates and will have to do so at all future dates notwithstanding subsequent changes in the legal, 

regulatory and lending practices in these states.  Banks without this experience, or with this 

experience not captured within their internal data, will not.  Yet the possibility of a significant 

downturn event is still possible within all individual Member States.  Consideration should be given 

to inclusion (or adjustments to the effect) of a common downturn scenario within PD and LGD 

estimates. This approach would be consistent Article 177(2) of the CRR and with the goal of a level 

playing field and reduce the variability of RWAs. 

 

7.1: Do you agree with the proposed approach to the ELBE and LGD in-default specification? Do 

you have any operational concerns with respect to these requirements? Do you think there are 

any further specificities of ELBE and LGD in-default that are not covered in this chapter? 

Rather than aligning to other modelling approaches (such as Downturn LGD or the Lifetime LGD 

under IFRS9) the proposed approach introduces a further loss model methodology. This will increase 

workload and complexity and represents a missed opportunity to streamline and align 

methodologies. 

BPFI Members do not see any impediment to the EBA aligning ELBE to Provisions given the original 

intent of the Revised Basel Accord and noting that the choice of ELBE simply distributes capital 

between EL and UL. 
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A particular operational concern for the approach would be the workload and uncertainty involved 

in transitioning to this approach at the same time as other significant regulatory changes and 

engagement. 

 

7.2: Do you agree with the proposed reference date definition? Do you currently use the reference 

date approach in your ELBE and LGD in-default estimation? 

Aside from the concerns raised in 7.1, it is not obvious how a reference date approach will work in 

practice. For example, such an approach may effectively ‘fragment’ a given pooling structure, which 

may improve its appropriateness for risk management, but hinder comparison between 

organisations (i.e. counter to the principle of increased harmonisation.) 

 

7.3: Do you agree with the proposed approach with regard to the treatment of incomplete 

recovery processes for the purpose of estimating LGD in-default and ELBE? 

The proposal to restrict recoveries to within a proposed Time-To-Workout is not appropriate where 

there is a strong expectation that recoveries can be made beyond such a date. For example, loans 

which incur partial write-offs cannot cure, but there may be a justifiable expectation for some of 

these loans that recoveries will continue until the scheduled end date, or at least beyond any 

‘general’ Time-To-Workout. In these cases any time-limit on recoveries to offset the economic loss 

would be unduly penal.  We note that, in practice, long times to recovery will incur a significant 

‘penalty’ due to the application of the discount factor. 

 

7.4: Which approach do you use to reflect current economic circumstances for ELBE estimation 

purposes? 

Approaches are bank specific, and may include a Downturn LGD model or a Point-In-Time LGD 

model.  

 

7.5: Do you currently use specific credit risk adjustments as ELBE estimate or as a possible reason 

for overriding the ELBE estimates? If so how? 

The use of specific credit risk adjustments is particular to a given bank. 
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8.1: Do you see operational issues with respect to the proposed requirements for additional 

conservatism in the application of risk parameter estimates? 

No particular operational issues with regard to the application of conservatism to the risk 

parameters provided that these are handled proportionately by the competent authorities (e.g. a 

bank should not have to design and implement a framework to add conservatism for overdue ratings 

where the number of these is not material). We would have concerns regarding the proposed 

requirements regarding the application of the margin of conservatism. 

 

9.1: Do you agree with the proposed principles for the annual review of risk parameters? 

We are comfortable with the proposed principles for the annual review of risk parameters, but are 

concerned with the timelines around addressing potential items arising from the annual review. 

Material Change approvals are typically slow with burdensome information requirements.  A timely 

and efficient process will be needed to make the adjustment. 

 

10.1: Do you agree with the clarifications proposed in the guidelines with regard to the calculation 

of IRB shortfall or excess?  

Yes. 

 

11.1: How material would be in your view the impact of the proposed guidelines on your rating 

systems? How many of your models do you expect to require material changes that will have to be 

approved by the competent authority? 

Highly material.  The proposed guidelines will require revisions to the existing methodologies and 

existing rating systems. BPFI Members expect that most models will require material changes that 

will have to be approved by the competent authority.   Consideration should be given to the 

practical rollout, sequencing and timely approval of material change requests.  Noting that models 

already include MoC, albeit not within the framework as described, consideration should be given to 

grandfathering of these rules for existing models. 
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Follow up 
 

If you have any questions in relation to the feedback provided by BPFI please do not hesitate to 

contact Amy Walsh, BPFI Head of Risk & Regulation, at amy.walsh@bpfi.ie.  

 

mailto:amy.walsh@bpfi.ie

