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exposures  

Dear Sir,  
dear Madam, 
 
On 14 November 2016 the European Banking Authority published a consultation paper on  
Guidelines on PD estimation, LGD estimation and the treatment of defaulted exposures. We are grateful 
for the opportunity to comment on the consultation paper as follows: 
 

1. General comments 
We support the aim of reducing the unjustified variability of model outcomes and thus improving the 
comparability of internal models. That goes particularly where such variability is due to still existing 
systematic differences in the interpretation of statutory requirements. We also expressly support the 
balanced objective stated in the introductory chapter of using the guidelines to, on the one hand, reduce 
material differences in the level and distribution of risk parameters among institutions in areas where 
these are not due to corresponding differences in risk profiles and to, on the other hand, preserve 
sufficient flexibility to ensure risk-sensitive modelling. In this respect, we believe the consultation paper 
goes in the right direction. 
 
We nevertheless assume that, so that it can be used appropriately for internal management purposes, 
internal modelling has to take into account the individual specificities of an institution. It thus inevitably 
leads to some variability of outcomes for hypothetical test portfolios. This is inherent in modelling. Such 
variability has to be tolerated so that the use of internal models for internal risk management purposes 
remains possible. 
 
It is, however, right to set sensible requirements that are likely to reduce unwanted variability of model 
outcomes by appropriately limiting the degree of freedom allowed in internal modelling. This approach is 
one that the EBA should continue to firmly pursue. The input and output floors proposed by the Basel 
Committee on Banking Supervision, on the other hand, are not a sensible way of reducing variability of 
model outcomes, in our view. Despite decisions to the contrary at Basel Committee level, they should not 
be adopted in Europe. What should be avoided above all is that floors, as well as the proposed 
requirements for parameter estimation, are introduced together; these are, in our view, alternative and 
not complementary measures. 
 
The intention to standardise certain model requirements should therefore generally be supported. Yet it 
should be borne in mind that any over-standardisation may lead to greater system instability if all 
institutions use increasingly similar model assumptions and calculation approaches. Furthermore, when 
setting the degree of standardisation, it should be ensured that the desired character of models is 
preserved so that there is no reversion to standardised approaches that are no longer of any significance 
for economic management of portfolios/banks. In our view, care should also be taken to ensure that the 
heavy investment in models is such that models do not fulfil solely regulatory purposes.  
 
The harmonised requirements would, moreover, be accompanied in some cases by inappropriate 
simplifications that would lead to built-in model bias, meaning that in a worst-case scenario adequate risk 
measurement and prediction would no longer be possible. In other cases, the proposed requirements lead 
to much greater complexity of methodologies and processes.  
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The changed methodological requirements in the consultation paper would impose an extremely heavy 
implementation burden, as not only individual input variables would have to be adjusted but also the 
development and validation processes for all IRB risk parameters (and for consistency reasons frequently 
also non-IRB risk parameters) would have to be more or less completely revised and applied. This calls 
for adjustments to systems and processes, e.g. with regard to credit decisions, risk provisioning, pricing, 
loan portfolio management and reporting. In addition, renewed approval vetting will be necessary where 
changes to models are reported. In the light of the highly complex interdependence and diversity of 
regulatory requirements (including interaction with the expected credit loss models under IFRS 9) and the 
high level of resources required, as well as the need to take organisational and strategic aspects into 
account, ensuring that institutions are able to plan the implementation periods in advance is vital.  
 
A general difficulty, in our eyes, is also that the guidelines make no allowance whatsoever for 
requirements currently set for internal models by different bodies. This makes the consistent use of such 
models in individual areas of risk management more difficult; the central role that internal models play 
within a bank also for other areas of risk management over and above Pillar I of the IRB approach is not 
yet acknowledged to a sufficient extent in the guidelines. Internal ratings and thus PD estimation have 
indeed been playing an increasingly important role in bank management for many years now. They are 
indispensable not only for calculating capital requirements under Pillar I but also for the ICAAP, pricing 
and risk-return management. Banks’ lending processes (approval of credit lines, lending standards, 
delegation of authority guidelines) are often geared directly to credit ratings. In addition, internal models 
are currently assuming great importance also for external accounting based on IFRS 9, something which 
the Basel Committee on Banking Supervision explicitly recognises through requirements of its own 
(BCBS 350).  
 
The majority of German banks are pursuing a consistent risk assessment approach for regulatory and 
economic purposes in this area. The draft guidelines, however, contain a number of requirements that 
seriously hamper or event prevent the full and consistent use of models for both regulatory and economic 
purposes. That goes particularly for the requirements with regard to default rate calculation: the 
calculation options and comparisons stipulated in this respect allow in many cases the conclusion that as 
conservative an approach as possible is desired, one that from a certain point onwards can no longer be 
compatible with the aim of economically appropriate estimation. This not only encourages questionable 
inconsistencies between supervisory law and an economic approach but also compels banks to adopt a 
complex and ultimately no longer manageable heterogeneity in the use of models and processes.  
 
By ignoring further requirements for internal models outside the IRB context, the guidelines, however, 
not only ignore the current implementation practice in many institutions, they also directly contradict the 
requirements which the Regulatory Technical standards (RTS) on the assessment methodology for the 
internal ratings-based (IRB) approach set for the use test: the RTS actually stipulate that the Pillar I risk 
parameters must be taken into account in many other processes as follows: “In order to ensure a 
minimum level of harmonisation in relation to the scope of use of the rating systems (the so-called ‘use 
test’), competent authorities should verify that the rating systems are incorporated in the relevant 
processes of the institution within the broader processes of risk management, credit approval and 
decision-making processes, internal capital allocation, and corporate governance functions. These are 
basic areas where internal processes require the use of risk parameters, therefore if there are differences 
between the risk parameters used in those areas and those used for the purpose of the calculation of own 
funds requirements, they have to be well justified.” (see RTS on the assessment methodology for the IRB 
approach, recital 12; see also Arts. 18-21). We therefore believe there is a need to review the guidelines 
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in this regard as well and to more strongly highlight the aspect of consistency with economic 
requirements for internal models. 
 
Some requirements can only be met if (additional) predictions of the future development of risk drivers 
are made, which are then used as input for superordinate models to ultimately obtain predictions of 
probability of default or loss rates. This additional modelling dimension appears highly counter-productive 
when set against the EBA’s objective of reducing variability of risk-weighted assets, as it will thus 
inevitably increase the uncertainty and variability of predictions. What is more, it will reduce the desired 
stability of models at the same time. We do not believe there is any need to introduce such “models 
within the model”.  
 
The consultation paper contains some requirements that have been drafted only for non-retail portfolios 
or only for retail portfolios or that only make sense for such portfolios. As the methodologies and input 
data used in practice for PD or LGD estimates fundamentally differ (e.g. across fully automatic score card 
approaches in the retail segment, rating processes with quantitative and qualitative components, to 
shadow rating processes and cash flow-based simulation models for low-default portfolios) depending on 
the underlying portfolio, it should be made clear which requirements are of a general nature and which 
requirements are directed only at individual exposure classes.  
 
In addition, it should be pointed out that because of outstanding decisions on determination of the 
definition of default (particularly setting percentage-based materiality thresholds for past-due exposures), 
which is a highly important basis for IRB risk parameter estimation, considerable uncertainty will 
accompany the start of implementation of the requirements set in these guidelines. For this reason, and 
given the degree of detail and scope of the requirements set out in the RTS, full implementation, 
including approval, by the competent authorities of all the changes to the IRB approach proposed by the 
EBA by the end of 2020 does not appear feasible, in our view. The period for implementation of the new 
rules should therefore be adapted flexibly where necessary. When setting the implementation period, it 
should be borne in mind that, given the current timetables, it is not possible to establish by the end of 
2020 anything like a fully guidelines-compliant history covering the minimum observation period of five 
years. Seen from today’s perspective, two or three years appear more realistic. This would, however, 
systematically lead for all European modelling banks to a significant margin of conservatism to cover 
estimation errors, resulting in unacceptable capital charges.   
 
With this in mind, it should at any rate be made clear that the requirements proposed in the guidelines do 
not have to be complied with already before the date of application specified by the EBA. In particular, 
findings that are based solely on requirements in these guidelines should be avoided in current reviews. 
The guidelines should have no more than recommendatory character. 
 
An additional problem, in our view, is that not all the guidelines contain understandable and applicable 
requirements. Some issues remain unclear or appear contradictory as such. In some cases, several 
calculation options are presented although it is not made sufficiently clear which of these is ultimately to 
be used (cf. pars. 51, 57 and 63). Given the regulatory aim of reducing inappropriate modelling 
differences, the way many requirements are structured therefore does not appear expedient: instead of 
an approach that can be implemented uniformly, a whole range of options is provided, implementing 
which would certainly not result in a more uniform modelling practice in some institutions. From a 
supervisory perspective, it would also have to be asked, in our view, how such requirements are 
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supposed to lead to a uniform supervisory review and interpretation practice. For this reason, we believe 
considerable modification is still required.  
 
The relatively detailed remarks in the “Background and rationale” section, particularly where they 
contradict the actual guidelines (see, for example, p. 10, second passage, and par. 48(a)), are also 
somewhat confusing, in our view. What is more, this section contains three annexes to which no 
reference is made in the guidelines. We believe it should be pointed out that – in line with the heading of 
each – Annexes I, II and IV are indeed merely examples of lists and are not to be understood as lists that 
have to be checked regularly. That goes particularly for Annex IV, listing around 70 individual triggers for 
re-development action. Examining the need for re-development on the basis of specified criteria makes 
good sense. Regularly checking such a need on the basis of a list such as that in Annex IV is, however, 
neither practicable nor helpful, especially as many of the triggers listed have nothing at all to do with the 
model itself. How should, for example, deficiencies in the re-rating process (p. 30) or weaknesses in 
model documentation (p. 29) be triggers for model re-development? We therefore recommend either 
deleting Annex IV in particular as it stands or replacing it with something more practicable. 
 
 

2. Detailed comments 
 
2.1.  Segmentation of rating systems 

We regard the principles for segmentation of rating systems set out in pars. 14-16 as problematic in 
some cases. Pars. 14 and 16 formulate generally understandable requirements for the data underlying 
modelling. This level is, however, breached in par. 15, which says that “exposures covered by a rating 
system should be treated similarly by institutions in terms of risk management, decision-making and 
credit approval”. This requirement is, in our view, both impracticable and without any added value for 
modelling. Since, for example, many rating systems cover customers with quite different levels of 
exposure for the PD risk parameter, it is obvious that decision-making and approval processes in 
particular cannot be the same for all customers covered by such rating systems (e.g. approval by 
different hierarchy levels). Moreover, it is not clear how such differences that are inevitable from a 
governance angle and which are actually called for at supervisory level (e.g. distinction between “risk-
relevant” and “non-risk-relevant” business under the German Minimum Requirements for Risk 
Management) should have any impact on the quality of models or the quality of the underlying data. In 
our view, the requirement in par. 15 should therefore be deleted. 
 
We assume, in particular, that different segmentation of rating systems based solely on the size of clients 
or exposures or on varying availability of information between assessment of an application (for approval 
of a model) and portfolio valuation is not called for and should welcome clarification to this effect. 
 
 
2.2 Representativeness 

Many paragraphs in the consultation paper deal with “representativeness” as the criterion for the 
reliability of data or, indirectly, as the criterion for model outcomes based on this data (pars. 24(b), 45, 
46, 59-62, 202). While the term itself is not defined, it appears at various points that the consultation 
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paper tends to understand “representativeness” in the sense of “similarity in the distribution of certain 
characteristics”. This is particularly evident in par. 45(c) (iii), where similarity in the distribution of key 
characteristics between the development sample and the current portfolio is explicitly mentioned as the 
criterion for representativeness. The representativeness analyses within the scope of annual validation 
referred to in par. 202(a) (i)-(ii) are also geared solely to comparisons of similarity.  
 
We view this tendency to equate “representativeness” with “similarity” as extremely problematic, since it 
reduces the complex concept of representativeness to the seemingly easy-to-identify feature of similarity 
in the distribution of certain characteristics. In the process, the consultation paper loses sight, in our 
view, of the actually relevant question with regard to “representativeness”: is the model optimised on the 
basis of a specific historical development sample verifiably capable of producing adequate differentiation 
and an appropriate mean level for the respective PD, LGD or CCF risk parameter for the current portfolio? 
 
This question cannot be answered by just comparing similarity between the development sample and the 
current portfolio, since a multi-dimensional problem is in fact involved: the question is not whether the 
development sample and the current portfolio are similar but whether the model in its present form takes 
appropriate account, in terms of seniority and level, of the key credit-relevant characteristics of the 
portfolio currently assessed by the model. The change in the distribution of the credit-relevant 
characteristics over time is an important part of this question – but only a part. Whether the development 
sample is still representative depends on whether or not the model reacts appropriately to any changes in 
the credit-relevant characteristics, i.e. whether the model still differentiates satisfactorily and the mean 
level matches the expectations.  
 
The fact that there may be considerable differences over time between the characteristics of the 
development sample and the current portfolio is a completely normal and expectable phenomenon, 
assuming that a model with moderately cyclical characteristics was developed on the basis of a 
correspondingly large development sample that covers the full range of macroeconomic phases and is 
representative of the portfolio default rate spectrum. If the portfolio of this model now enters an 
economic crisis scenario at the current end of a time series, it is quite natural for the distribution of the 
credit-relevant characteristics of the current portfolio to differ from those of the development sample, 
which represents a long-term view based on a variety of macroeconomic scenarios. 
 
At least profitability and debt ratios, as well as qualitative assessments of the business outlook, will 
probably be worse in the current portfolio than in the development sample. Such differences should then 
naturally be reflected in a rating distribution that has shifted for the worse and a higher predicted PD. If 
this is confirmed, there is no reason to question the representativeness of the development sample. The 
same goes the other way round in the event of a macroeconomic boom phase at the current end of a 
time series.  
 
This principle is applicable also to other kinds of portfolio changes that have nothing to do with economic 
developments, provided that a model to assess businesses was originally developed on the basis of a 
development sample covering a broad spectrum of businesses in all size categories but its use has shifted 
over time mainly towards smaller businesses. If the model reacts in such a way that (in line with the 
expected higher default rates in this segment) it predicts higher PDs on average and the differentiation 
based on the current portfolio continues to produce good results, there is no reason to question the 
representativeness of the development sample, even if the distribution of the sample and that of the 
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current portfolio differ significantly with regard to the “business size” criterion. This line of argument can 
also be applied similarly to the LGD and CCF risk parameters. 
 
The same argument applies to potential changes in the lending standards compared with the point in time 
of the sample. If these may influence the portfolio structure, they are not initially any reason to question 
the representativeness of the development sample as long as the model reacts as expected with regard to 
rating distribution and central tendency development and continues to produce good differentiation 
results.  
 
Conversely, the mere similarity of distributions is unsuitable as a criterion for representativeness. If the 
distributions of the individual characteristics are actually highly similar when the current portfolio and the 
development sample are compared but differentiation has seriously deteriorated at the current end of a 
time series, the development sample will certainly no longer initially be considered representative of the 
current portfolio. 
 
These examples show that apparently simple solutions and analyses for demonstrating 
representativeness are not helpful and, as the case may be, can actually lead to dangerous conclusions. 
We therefore believe this complexity needs to be recognised more appropriately in the guidelines and that 
criteria should be specified that take into account the multi-dimensionality of the problem in order to 
prevent differences in the distribution of characteristics being regarded on their own as the knock-out 
criterion for representativeness.  
 
A possible requirement with regard to the approach adopted in this respect could be as follows: before 
any decision on whether the development sample is still representative of the current portfolio, it should 
be examined whether the distributions of the (credit-) relevant characteristics are shown to be sufficiently 
similar in a comparison of the development sample and the current portfolio.  
 
If such similarity is missing for individual characteristics, it should, in addition, be examined whether the 
differences in rating distribution, mean level and differentiation between the development sample and the 
current portfolio correspond to the differences in the characteristics or not. If this is the case, the 
development sample can be regarded as representative. If this is not the case to a significant extent, it 
must be assumed that the development sample is no longer sufficiently representative of the current 
portfolio.  
 
For pool models that are developed and validated using data pooled across several user institutions, the 
question of representativeness is naturally also of relevance in another respect: under Art. 179(2) of the 
CRR, institutions are required to also demonstrate that the pooled data is representative of the portfolio 
for which it is used. In addition to the question of the “representativeness of the development sample”, 
this creates a second dimension, as it were, for which representativeness also has to be clarified.  
 
The whole approach of modelling on the basis of pooled data thus stands or falls on “representativeness” 
not being reduced to the aspect of “similarity”. The idea behind a pool model is pooling data from many 
smaller institutions within an economically homogeneous customer segment (e.g. commercial real estate 
finance) and estimating a pool model based on this pooled data. Thanks to the pooling of data, a mass of 
information is usually available that exceeds the amount held in the database of any individual institution 
many times over. This allows the development of models that are much more accurate, selective and 
meaningful than models based on the data of only one participating institution could ever be. Pool models 
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therefore have a much better predictive power, as the ability to identify risk factors causing default 
improves the bigger the data pool is. At the same time, modelling uncertainty declines demonstrably.  
 
A further advantage of the underlying large database is that such a model can also be used by institutions 
that do not cover the entire spectrum of the relevant segment but only a certain part thereof, as long as 
the data pool contains a sufficient amount of data for this area as well. In this case, the distributions of 
certain characteristics between the pool and institutions will, of course, inevitably differ.  
 
Demonstrating the representativeness of the pool solely on the basis of a comparison of similarity is not 
an appropriate approach in this case either: what matters is whether the model developed on the basis of 
the large database adequately captures the credit-relevant characteristics of each institution portfolio in 
terms of level and differentiation.  
 
The principle behind such demonstration of representativeness can be easily illustrated by modifying the 
above-mentioned example of different distributions of sizes. Let us assume that the data pool underlying 
the pool model covers a broad spectrum of businesses in all size categories, but a specific institution 
focuses on doing business with smaller businesses: the pool would have to be regarded as representative 
of this institution if the differences in size structure are appropriately reflected in the level and 
differentiation of the model for the institution portfolio. The institution’s rating distribution should have a 
stronger focus on poorer rating categories than that of the data pool, the central tendency should be 
correspondingly higher than that of the pool and the differentiation at institution portfolio level should 
produce good results. As long as this applies, the pool is representative of the institution.  
 
Conversely, it is true in this respect as well that any existing similarity in the distributions of 
characteristics between the institution and the pool is not, on its own, sufficient to confirm 
representativeness. If the distributions of the individual characteristics are highly similar but, at the same 
time, the differentiation at institution portfolio level is poor, it will nevertheless not be possible to regard 
the pool model as representative of the institution. Here, too, there is the same risk of drawing wrong 
conclusions if the problem is seen as one-dimensional. We therefore recommend that, when it comes to 
demonstrating the representativeness of pool models, the guidelines should stipulate a specific approach 
that takes into account the multi-dimensionality of the problem possibly in the following way: 
 
When examining the representativeness of the data pool for the institution portfolio, the following key 
question needs to be answered: does the pool model appropriately take into account the main credit-
relevant characteristics of the individual institution portfolio in terms of modelling and calibration? For this 
question, the following criteria in particular are important: 
 
• Portfolio structure and rating distribution: 

o Are there material differences in the distribution of credit-relevant characteristics between 
the data pool and the institution portfolio and, if so, are these appropriately taken into 
account by modelling or model calibration? 

o Does the comparison of rating distributions between the data pool and the institution 
portfolio correspond to the differences in the distribution of credit-relevant characteristics? 

o Can recognisable differences in distribution be explained by differences in portfolio 
structure? 

o If the distributions are similar, does this fit in with the result of the analysis of portfolio 
structure? 
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• Calibration: 
o Are there any material differences in calibration between the data pool and the institution 

portfolio?  
o If so, can they be explained by, for example, differences in portfolio structure or a poor 

database/statistical uncertainty, or does the comparison with the pool indicate that  
calibration of the institution portfolio is systematically biased? 

 
• Differentiation and model structure:  

o Does the model achieve satisfactory differentiation at institution portfolio level that 
corresponds to the differentiation at data pool level?  

o If the differentiation at institution portfolio level is much lower than at pool level, can this 
be logically explained by the database (size of sample, number of defaults, outliers, data 
quality), portfolio structure or market developments? 

 
 
2.3 Margin of conservatism for data deficiencies in model 

development 

The requirement in section 4.4 for institutions to add a margin of conservatism (MoC) means that large-
scale adjustment of systems, processes and methodologies would be needed. This is due, above all, to 
the fact that the requirements are very comprehensive, detailed and concrete and not, as is usually the 
case with guidelines, of a more principles-based nature.  
 
The requirements call for extraction of all MoCs from data processing and model development and for 
separate reporting of these. The resulting risk parameters thus initially constitute a best estimator and 
are subsequently corrected for use under Pillar I by the amount of the aggregated MoC. This is at odds 
with current practice, where corrections to representation of the required conservatism are usually 
addressed at the point where the uncertainty occurs, so that exact measurement of the associated MoC is 
not automatically possible. In particular, the required conservatism only makes sense once-only when the 
relevant modelling approach is specified, but not on a permanent basis. Modifying the approach leads in 
this respect to considerable adjustment in every phase of model development. In many cases, the 
required “neutral” value cannot be determined appropriately at all in the first place, let alone in the 
envisaged exactly quantifiable form: where some historical data points are missing, the uncertainty that 
is to be recognised via the MoC lies in the very fact that such data points are indeed unknown and that 
there is thus no verifiably neutral estimate for these. The same goes for manual adjustments to historical 
ratings when re-transferring model changes to the history. In this case, different conservative approaches 
are conceivable, but no “neutral” approach. The example of “significant changes in the lending standards” 
may also be mentioned: such a change with a significant effect on model performance may make an MoC 
necessary in an individual case, but what should a ‘neutral’ re-transfer of the changed lending standards 
to the history look like? 
 
Another argument against the requirement to first adopt a supposedly “neutral” approach and to then 
adjust it conservatively by adding an MoC is that the heterogeneity of the requirements for model 
outcomes for Pillar I and Pillar II thus increases, particularly the heterogeneity compared with the IFRS 9 
requirements, where an unbiased prediction in line with economic expectations is called for (see 
EBA/CP/2016/10, par. 15): “Credit  institutions should, however, take into consideration if using practical 
expedients that the objective of IFRS 9 is to estimate ECL to reflect an unbiased and probability-weighted 
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amount that is determined by evaluating a range of possible outcomes (IFRS 9, paragraph 5.5.17)”. In 
view of tougher use test requirements in future, as called for in the RTS on the assessment methodology 
for the IRB approach, this is an issue that has to be addressed: “In order to ensure a minimum level of 
harmonisation in relation to the scope of use of the rating systems (the so-called ‘use test’), competent 
authorities should verify that the rating systems are incorporated in the relevant processes of the 
institution within the broader processes of risk management, credit approval and decision- making 
processes, internal capital allocation, and corporate governance functions. These are basic areas where 
internal processes require the use of risk parameters, therefore if there are differences between the risk 
parameters used in those areas and those used for the purpose of the calculation of own funds 
requirements, they have to be well justified.” (see RTS on the assessment methodology for the IRB 
approach, recital 12; see also Art. 18-21). 
 
To achieve this aim, it is essential that the requirements set for model outcomes under Pillar I and 
Pillar II, for example, do not generally contradict each other.  
 
It would, in principle, be helpful to clarify the terms “model development” and “development data set” for 
the purpose of application of the guidelines to existing, approved models. Our interpretation is that all 
available data taken into account in the last validation should be included for this purpose. The model 
development sample is, as it were, updated, so that potential historical data deficiencies in the 
development sample that may go back 5-10 years can be remedied by new data. 
 
Although the aim of horizontal comparability is effectively pursued by way of the concrete MoC 
requirements, the adjustments do not automatically improve models. Instead, there is the danger that 
they will seriously destabilise established models. With this in mind, and because of the considerable 
costs and effort involved, it is questionable whether enforcement of the requirements proposed here is 
justified. In our view, there is no justification for addressing all deficiencies that cannot be removed 
through appropriate adjustments, and all other uncertainty in connection with risk parameter estimation, 
by means of MoCs.  
 
Par. 30 says that any occurrence of any of the triggers referred to in the guidelines should result in 
application of an MoC. In our view, this should not be an automatic process, however. Instead, there 
ought only to be a requirement to examine whether an MoC should be applied where necessary.  
 
Finally, the MoC requirements should keep a level international playing field in mind. European banks 
should not be put at a competitive disadvantage internationally through the introduction of additional 
requirements.  
 
 
2.4 Calibration sample 

Whilst the guidelines set various requirements for default rate data and calculation, they say hardly 
anything specific about the calibration sample that is the basis for calculating the internal central 
tendency. One of the few requirements is to be found in par. 80(d), according to which the calibration 
sample should reflect the likely range of observed one-year default rates but should, at the same time, be 
comparable to the current portfolio. The second point in particular is wide-open to misunderstanding, as it 
can be understood to mean that the level of each current portfolio has to correspond to the level of the 
long-term default rate. If this were to be required, the question of the rating philosophy would thus 
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already be clearly answered to some extent because agreement, in terms of level, between each current 
portfolio and the long-term default rate is only possible under a pure through-the-cycle model. Given the 
requirements set in section 5.5.3, this cannot actually be meant, however, since the cyclicality of the 
model is explicitly exempted here and duly explained. A possible explanation could be that “comparable” 
in par. 80 really means “representative”. The overall message would then be that the calibration sample 
should, on the one hand, appropriately reflect the history and thus the historical model fluctuations but 
should, on the other hand, be representative of the current portfolio.  
 
Should this interpretation be correct, it would at any rate have to be made clear in the further work on 
the guidelines. At the same time, however, par. 80 would thus be another example of the inadmissible 
equation of representativeness and similarity that also occurs in other sections of the guidelines (see 
section 2.2 above). The requirement of representativeness cannot just be reduced here either to calling 
for the calibration sample and the current portfolio to correspond in the distribution of their 
characteristics. The question here should instead be whether the model established on the basis of the 
calibration sample is appropriately calibrated, in terms of level and differentiation, also for the current 
portfolio.  
 
 
2.5  Triggers for rating updating for guaranteed clients 

Par. 68(a) says that the change in the rating of a client whose rating is transferred, in accordance with 
Art. 161(3) of the CRR, to that of the obligor should be reflected in a timely manner in the rating of the 
secured obligor. The trigger in connection with credit risk mitigation is not clear, in our view. To what 
extent does re-rating of the collateral provider trigger re-rating of the secured obligor? The impact of a 
rating transfer in the sense of passing on a rating would be understandable, whereas the connection in 
the case of substitution by a guarantor in accordance with Art. 161(3) of the CRR is unclear. Or does the 
requirement mean substitution itself? In this case, updating in a timely manner follows from the 
recognition of collateral itself, without the obligor himself having to be re-rated.  
 
 
2.6 Incorporation of internal ratings in the non-statistical part 

Par. 71 says that “an internal IRB rating for a connected client may be incorporated in the non-statistical 
part of the PD model or through the use of overrides, if not already incorporated in the statistical part”. If 
another rating (e.g. external rating) instead of an IRB rating is available for a connected client, this may 
also constitute credit-relevant information, however. We therefore recommend making clear that other 
credit assessments of connected clients outside the statistical model should be taken into account if they 
affect the obligor’s credit standing to a significant extent. 
 
We see the requirement in par. 72, first sentence, that “a rating transfer should not change the 
assignment of exposures to exposure classes, rating systems and or models” as questionable from an 
operational point of view. If a rating is transferred from obligor 1 to obligor 2 because obligor 2’s credit 
standing materially depends on obligor 1’s credit standing, it is inappropriate to assign obligor 2’s rating 
to obligor 2’s rating system or model for validation purposes. What is more, existing check algorithms 
examining the consistency of rating systems and rating processes can then no longer be used. Obligor 2 
would have a rating grade under rating system 1 that does not go with his rating system 2. According to 
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par. 186(d), the transferred rating would have to be regarded as missing, since – in line with 
segmentation – obligor 2 continues to fall within the scope of application of model 2 but is rated by 
model 1. As par. 72, first sentence, does not deliver any recognisable benefit with regard to the subject of 
the consultation paper, i.e. PD estimation, we recommend deleting it. 
 
 
2.7  Impact of a requirement for one obligor to support another on the 

financial strength of the supporting obligor 

A client rating approach that assesses the client’s credit standing overall implies that it covers the client 
and all his assets and liabilities. Existing liabilities to third parties, if significant, should hence naturally 
also be included. However, we believe it is important to make clear that a full list of all existing liabilities 
(possibly also including those that are insignificant in relation to the size of the client) is not automatically 
called for and that, instead, the main credit-relevant liabilities should be indicated.  
 
 
2.8 Margin of conservatism for deficiencies in rating assignment 

The requirements for dealing with missing or outdated rating information do not make clear, in our view, 
at which point the MoC is to apply. The examples given in Annex II are not all suitable for addition of an 
MoC to an individual rating but relate in part to the portfolio level (e.g. “missing re-rating in current 
portfolio”, “exposure wrongly without rating but within scope of a model”).   
 
 
2.9 LGD estimation 

Par. 90 says that defaulted exposures that have “recovered” but default again within one year are to be 
treated as a single default event for LGD estimation purposes. This requirement is not compatible with 
the requirements with regard to the introduction of a one-year ‘good conduct’ period (crisis-induced 
restructuring) before an exposure can “recover”’. It is precisely in this way that any bias is to be avoided. 
The introduction of an additional period for aggregation of defaults leads to further bias instead of 
avoiding it, however. In this context, it should be borne in mind that compliance with the requirement to 
integrate all defaults inevitably causes marginal bias again, since at the end of the available period it 
cannot be predicted whether a “recovered” exposure will default again. The requirement thus increases 
complexity but does not deliver any recognisable benefit.  
 
Furthermore, there are at this point further aspects which require clarification. For example, we do not 
believe it is possible to exclude such cases from LGD estimation, as these are non-defaulted cases in the 
portfolio and thus fall within the scope of the LGD estimation process, meaning that an estimate has to be 
made. We assume that exclusion from calculation of realised losses is meant.  
 
Here, too, practical/methodological problems arise, as such cases may logically only be included once in 
counting the default rate, otherwise the realised EL would no longer be “back-testable” and the RWA/EL 
predictions would overestimate the portfolio risk. The necessary exclusions would, however, require 
retrospective adjustments to historical PD validation data, as the one-year observation period is usually 
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only available after evaluation of the relevant data for determining the one-year default rate, thus causing 
uncertainty and volatility in default rates and the average default rate.  
 
An important point in particular is that the number of observed defaults for the default and loss rates is 
consistent; this should be ensured both where a calendar year approach is adopted and where time series 
overlap. In this context, it should also be made clear in the guidelines whether a renewed default within 
one year or a calendar year is meant. 
 
We interpret the requirement in par. 131 (Calculation of long-run average LGD) to mean that all data sets 
always have to be taken into account. This requirement is also to be found in par. 135. Both requirements 
do not appear appropriate from a methodological perspective, since if only averages are calculated 
outliers would inevitably lead to undesired bias in historical values and hence also in predicted values. 
Institutions should therefore continue to be allowed to exclude certain data sets to avoid any unintended 
bias in model predictions.  
 
There is an inconsistency in the guidelines with regard to the rules on treatment of “multiple defaults”, 
i.e. of cases where an obligor recovers after initially defaulting and then defaults again. To calculate the 
default rate, par. 48 says that the numerator should include all obligors that have defaulted at least once 
during the observation period. Multiple defaults within the 12-month observation period are accordingly to 
be counted as a single default event. Par. 90, in contrast, sets a different requirement for LGD 
estimation: an exposure that has defaulted and defaults again after recovering is to be classified merely 
as a single default event as long as the period between its return to non-defaulted status and the 
renewed default is shorter than one year. This evidently means that for the purposes of default rate 
calculation under par. 48 multiple defaults may be counted as two default events, whereas they are to be 
counted under par. 90 as only a single default event for LGD estimation purposes. This inconsistency in 
counting defaults at PD and LGD level directly contradicts the requirement in Art. 52(d) (Consistency in 
the treatment of multiple defaults) of the RTS on the assessment methodology for the IRB approach, 
which reads: “defaults used for the purpose of PD and conversion factors estimation are treated 
consistently to defaults used for the purpose of LGD estimation.” We therefore believe it needs to be 
made clear how multiple defaults are to be included consistently in PD and LGD estimation. 
 
 
2.10 Proceeds from the realisation of collateral 

The consultation paper contains various requirements with respect to the differentiation of cash flows 
stemming from the recovery of collateral or realised without collateral (pars. 147, 149(a) and 150(d) in 
section 6.6 of the draft guidelines). We wish to point out that it is regular practice in banking to underpin 
the lending relationship with all reasonably available borrower collateral. Especially in asset-backed 
finance, this consists of high-quality collateral in the form of real estate, ship or aircraft mortgages that 
can be seized in every case. In such a lending relationship, the credit support by way of collateral is an 
integral part of the loan, i.e. a prerequisite, and not only a component. 
 
Among the many feasible workout strategies, i.e. various types of restructurings, (partial) sales, 
subordination for fresh money, liquidations, etc., collateral is of fundamental importance and can never 
be separated or carved out. All workout results are determined by the lender’s control over the financed 
assets, and the vastly reduced credit risk of these loans is driven primarily by the credit enhancement due 
to the collateral. 



 
 
Page 15 of 34 

 

 
Comments on EBA CP on PD estimation, LGD estimation and the treatment of defaulted 
exposures  

Therefore, a distinction between recovery cash flows related to the realisation of collateral and other 
recovery cash flows will lead to artificial complications and will deliver no added value in risk modelling, as 
the lending relationship always needs to be seen in its entirety. Similarly, a distinction between LGD 
ratios for secured as well as unsecured parts of the loan exposures is not appropriate for asset-based 
finance. 
 
We view specification of an allocation methodology to extract the value of collateral from the sale price 
where a secured loan exposure is sold by the bank on the secondary market as problematic. While the 
sale price reflects the collateral value/proceeds, it also incorporates other estimates/expectations on the 
part of the buyer. Ultimately, there is the danger here of an overlap with the debtor’s PD rating.  
 
 
2.11 Overrides 

Par. 195 of the consultation paper sets specific requirements for regular analysis with regard to overrides. 
The term “overrides” is to cover both adjustments to model outputs and model inputs (pars. 193, 195). 
What overrides of model outputs means is thus clear: the subsequent manual adjustment of the PDs 
produced by models. 
 
What is meant by overrides of model inputs remains unclear, on the other hand: documentation of a 
rating system sets clear requirements for model inputs, e.g. with regard to factor definition and up-to-
dateness of data, etc. Depending on the data source used, it may of course be necessary to adjust data 
for use in the model so that it meets the requirements. This is not an override, in our view: such data 
adjustment only serves to prepare the model inputs so that they are unbiased for the purposes of the 
requirement set in par. 19 and are appropriate for the model.   
 
For such adjustments, it is not clear what purpose acceptable adjustment rates could serve. To avoid any 
misunderstandings, we therefore believe it needs to be made clear in the guidelines that such 
adjustments in line with defined requirements are not meant under the requirements set in pars. 193 and 
195. In addition, we believe it is necessary to generally define clearly what kind of input adjustments are 
instead meant or to delete the relevant requirement with regard to model outputs.  
 
The requirement set in par. 193, whereby overrides to improve outputs in a conservative manner will only 
be allowed to a limited extent, appears arbitrary and may overrule institution-specific findings with regard 
to parameter estimation. This requirement should therefore be deleted. 
 
The approach outlined in par. 195 for monitoring overrides refers solely to the frequency of overrides, 
without including the scale of these. The influence of overrides on model outcomes depends, however, at 
least just as much on their scale as on their frequency: an override rate of 10% where the outcome is 
adjusted by an average of three rating grades may have a much bigger impact on model outcomes at 
portfolio level than an override rate of 20% where adjustments are in the +/- 1 rating grade range. We 
therefore believe the approach outlined in par. 195 needs to be modified accordingly and expanded to 
include the scale of the overrides applied, since only an overall assessment is possible, in our view. 
 
In addition, it should be noted that the requirement to set a maximum acceptable override rate for each 
model poses problems, as the expected override rate for a model – not to mention the maximum 
acceptable override rate – depends on the current segment environment in each case. Where a serious 
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crisis scenario like the global financial meltdown of a few years ago rapidly evolves, a high negative 
override rate may not only be unobjectionable but in fact actually desired. If in such a scenario a 
maximum acceptable override rate set beforehand on the basis of normal economic conditions is then 
exceeded, what conclusions would have to be drawn from this and what added value does such a limit 
then deliver? 
 
In our view, there is therefore effectively no way of assessing with a defined trigger whether the 
measured override rate is acceptable: the specific portfolio, including the current economic conditions 
surrounding it, always has to be included in an assessment in any case for it to be reliable. We therefore 
recommend dispensing with a requirement to define fixed quantitative acceptance thresholds for default 
rates. Above all, however, we believe it needs to be made clear that exceeding such an acceptance 
threshold should not automatically lead to adjustment of a model: exceeding a certain threshold can, at 
most, only make certain in-depth analysis necessary to properly understand the overall situation. This 
analysis may then either indicate an actual need for adjustment or deliver a plausible explanation for the 
anomalous default rate. If the analysis, for example, comes to the conclusion that the default rate is high, 
yet justified in the light of a macroeconomic crisis scenario, there is naturally no reason to adjust models.  
 
 
2.12 List of triggers/indicators for re-development/recalibration 

The list of triggers for re-development and re-estimation in Annex IV (p. 23 ff.) is inappropriate, in our 
view. It covers highly different dimensions of triggers/indicators and, besides data-related and 
methodological aspects, it includes purely processual and formal points/findings that may well be the 
subject of validation but cannot be addressed by re-development/re-calibration of a model.  
For example, the indicators “[t]he re-ratings of obligors or facilities are not performed in a timely 
manner” and “[t]here are obligors or facilities that are not rated in the application scope of the model” are 
typically of a processual nature. They can be addressed by adjusting the rating process or monitoring 
compliance with the rating process more closely.  
 
The indicator “[a] new type of transaction, facility or obligor has been introduced in the scope of the 
model without requiring the competent authorities’ approval” is of a purely formal nature. It is either a 
formal breach of the approved scope of application of the IRB approach or necessary in practice before an 
institution applies for an extension of the scope of application of the IRB approach for its rating system. 
 
Other examples of triggers for re-development also appear questionable: 
 
p. 25, last two rows: To what extent do changes in exposures within the portfolio lead to PD re-
development? Isn’t this at odds with the obligor-based approach to PD estimation? 
p. 30: To what extent does inadequate IT documentation lead to PD re-development? The connection is 
not clear.  
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3.  Replies to the questions 
3.1  General estimation requirements 

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?  

 
The specification of how to determine the margin of conservatism is only partially helpful (e.g. in the 
description of possible model deficiencies) and generally far too detailed. We consider the procedure for 
quantifying the MoC and the categories selected by the EBA to be particularly questionable. This 
categorisation will have no positive effects on the predictions themselves and will do nothing to reduce 
the variability of model results. For this reason, we would prefer a principles-based approach which 
confined itself to essential aspects of the MoC. 
 
In principle, we consider the aspects covered by the MoC, especially those concerning the quality of data, 
to be important questions. Nevertheless, given how complex models are – a fact which is already a 
frequent point of criticism – and in view of their suitability as economic risk management tools (pricing, 
lending decisions), we believe it would make better sense to regard these aspects as governance issues 
rather than something to be dealt with in the context of estimation methods and results. We recommend 
requiring banks to consider and regularly monitor these aspects. Attempting to quantify their impact on 
expected defaults and losses (in economic downturns) and then scaling up these add-ons for RWA 
purposes to confidence intervals of sometimes 99.9% would not serve a useful role, in our view. 
 
The systematic identification and subsequent allocation to the new categories will be highly onerous in 
operational terms. Removing the adjustments for conservatism from the model calibration and converting 
them into an on-top add-on will, moreover, require many banks to radically restructure their current 
model approaches. Though this will admittedly result in greater horizontal comparability, it will not 
necessarily improve the quality of models. Nor do we believe the proposed procedure will always prove 
the most useful: it can also make good sense to incorporate conservative adjustments in the model 
development phase. 
 
The expectation that margins of conservatism are precisely quantifiable will pose a general difficulty when 
implementing the requirements. The following statement in the explanatory box on p. 42 is especially 
problematic: “It is therefore clarified in the draft Guidelines that institutions should be able to calculate 
and report the exact impact of the MoC at the level of risk parameters…” Potential correlations between 
the MoC categories are not taken into account: this may cause MoC estimates to be distorted upwards. 
 
The instruction on calibration in par. 81 also reveals an expectation that it is possible to calculate the MoC 
as an exact measure (“Institutions should conduct the calibration before the application of MoC…”). But in 
many of the application scenarios for the MoC described in par. 25, such as diminished 
representativeness, missing data, or inaccurate or outdated information, the idea of a quantitative 
“measurement” of a corresponding MoC is totally unrealistic. How, for instance, is a bank supposed to 
precisely quantify the estimation error arising from the unavailability of certain historical data on a certain 
risk driver or from a change in lending policies? An exact quantification of the associated MoC is simply 
not possible in such cases. 
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This goes all the more for weaknesses which have already been taken into account in a conservative 
manner in the modelling itself (e.g. conservative consideration of missing data items) and for which no 
explicit additional MoC therefore needs to be added to the model results. We therefore believe it should 
be clarified that the requirement in par. 30 (“Institutions should quantify the estimation error that results 
from the identified deficiency in order to justify the level of MoC”) and the reporting requirement in 
par. 29 should not be interpreted as meaning that every individual affected aspect needs to be exactly 
quantified. We agree that it makes sense to expect a quantitative estimation of aspects which lend 
themselves to quantifying. But requiring an exact quantification of aspects which by their very nature 
cannot sensibly be quantified is neither a useful nor a feasible approach, in our view. 
 
The breakdown in par. 25(c) of the aspect “general estimation errors including errors stemming from 
methodological deficiencies” into two components raises questions. What exactly is to be understood by 
“rank order estimation error” as opposed to “estimation error in the calibration”? Some kind of error in 
the sequence in which the model places borrowers is evidently meant. But it is not made clear exactly 
how this error is supposed to be measured. One possible interpretation is an unsatisfactory degree of 
differentiation resulting from the fact that the predictive power of the model itself is particularly poor. 
Another possibility is that it is not poor predictive power per se which is meant, but that the model has 
been calibrated to differentiate PDs to an excessive degree compared with that which can be accurately 
measured. We would recommend spelling out in greater detail what is meant by “rank order estimation 
error”. 
 
If the individual paragraphs dealing with the margin of conservatism are considered as a whole, certain 
inconsistencies in approach emerge. The MoC issue is first introduced in par. 23-25 with a clear focus on 
specific, nameable weaknesses in data and methods. If such weaknesses are identified, the objective 
should be to tackle them directly and try to eliminate them. Only if they cannot be eliminated completely 
and/or immediately should an MoC be applied to take account of the resulting uncertainty (par. 26-30). 
The basic expectation, however, is that these weaknesses can be gradually remedied and that the 
corresponding MoCs can be reduced over time (par. 34).  
 
Later on, however, the consultation paper mentions specific examples of MoC aspects of a more 
systematic nature and where it is not clear how they might be avoided or remedied by adjusting the 
model or the data: 
 
 According to par. 51, a margin of conservatism should be applied to reflect possible distortions as a 

result of clients migrating to a different rating system during the observation period used to calculate 
default rates. Yet the fact that clients will for various reasons no longer be rated by a certain rating 
system after a certain point in time (e.g. because business relations have been terminated) is a 
perfectly natural phenomenon and cannot be “remedied”. If systematic distortion of this kind exists, it 
cannot be expected to decrease over time. The MoC would therefore have to be applied permanently. 
 

 According to par. 57, “an economic adjustment and an appropriate MoC” should be applied to reflect 
any effects on calculating default rates caused by the selected calculation date or, if overlapping time 
windows are used, by reduced weighting of the first and last time slices. Here, too, it is not clear what 
kind of economic adjustment should be made. Is the bank supposed to always use the highest of all 
conceivable calculations? This would certainly be the most conservative approach possible. It is 
equally certain, however, that it would not be a sensible approach in terms of economic expectations.  
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It is not clear how these specific requirements concerning MoCs for specific aspects fit with the general 
requirements in par. 23-35. Par. 51 and 57 do not address concrete deficiencies in data or methods in the 
sense set out in par. 24, but features which are natural phenomena and to a certain extent unavoidable. 
For this reason, we see no justification for applying MoCs to reflect these aspects; nor do we believe it 
would serve a useful purpose to do so. 
 
A lack of clarity also exists concerning which business unit should be responsible for monitoring 
(i.e. validation or development). Bottom-up quantification (by means of triggers) is frequently not 
possible, but only a conservative top-down MoC add-on (based on statistical quality and adjusted to 
reflect expert judgement). 
 
It is not clear how category C in par. 24 is to be understood. This category is supposed to capture general 
estimation errors stemming from methodological deficiencies. Par. 25(c) says that these estimation errors 
will include rank order estimation errors and estimation errors in the calibration. In our view, errors of 
this kind invariably arise from statistical model uncertainties as a result of a limited amount of available 
data. It should be made clear that errors stemming solely from statistical uncertainty do not have to be 
regarded as methodological deficiencies within the meaning of category C of par. 24 and therefore do not 
have to be reflected in the MoC. 
 
It should be possible to interpret par. 32 as meaning that the overall MoC can be determined in a holistic, 
qualitative manner on the basis of the individual components. Requiring a cumulative addition of all 
components could result in an MoC of an economically implausible size. 
 
 
3.2 PD estimation 

Overall, the requirements proposed in this section will establish a sensible framework for designing PD 
models and are largely in line with current market practices.  
 
The distinction between the terms “rating system” and “PD model” should be made clearer. There is also 
a need to clarify whether a rating system can contain several different PD models.  
 
It should be made clear in par. 41 that, while all defaults which do not fulfil one of the two mentioned 
conditions have to be included in the default rate calculation, this can also be in the form of a “flat” add-
on (e.g. in the event of exclusion due to an inability to simulate). 
 
The requirement for individual documentation in par. 42(d) can only be sensibly implemented if low 
volumes are involved. Requirements should not differentiate between retail and non-retail models. In 
both cases, however, the reasons for excluding each data set should be clearly explained.  
 
Par. 47 permits banks to select different reference points in time for different risk drivers. This raises the 
question of how a multivariate observation of individual factors is then supposed to take place. The 
guidelines should address this challenge in greater detail. 
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5.1: Do you see any operational limitations with respect to the monitoring requirement proposed in 

paragraph 53? 

 
A quarterly calculation of default rates does not, in itself, pose an insurmountable challenge. Complying 
with this requirement would nevertheless generate costs on a scale disproportionate to the associated 
regulatory benefit. It is also unclear what exactly is meant in par. 53 by “to monitor the appropriateness 
of the PD estimates”. We see a need to clarify that this is not a requirement a carry out a comprehensive 
validation of the calibration on a quarterly basis. Only a plausibility check of the default prediction can be 
required, in our view. Banks should also be permitted to apply a top-down approach focusing primarily on 
changes in default rates from one quarter to the next. It is not clear what conclusions are supposed to be 
drawn from the results of these quarterly reports. First, there are few portfolios where it can be assumed 
that instances of default will be distributed evenly over time. And, second, a recalibration of the system – 
in whichever direction – would not be possible in the absence of a complete alternative one-year 
observation period for this purpose.  
 
The requirements concerning the calculation of the default rate itself (par. 48-52) are not totally clear or 
comprehensible. Nor would they serve a useful purpose, in our view. 
 
Par. 48(a) requires the denominator to be limited to the “obligors observed at the beginning of the one-
year observation period with any credit obligation.” It is not clear what is meant. The points mentioned in 
the following sentence (“credit obligation refers to any amount of principal, interest and fees as well as to 
any off-balance sheet items including guarantees”) could be understood to require the inclusion of all 
customers for which some kind of exposure exists at the bank, but not, for instance, cases where a client 
(such as a support provider) is only rated because the rating is needed for the purpose of evaluating a 
third party.  
 
But this is not totally consistent with the explanation in the “Background and rationale” chapter on p. 10, 
which explicitly limits the calculation to “obligors with credit facilities” and explicitly requires “obligors 
whose obligations stem solely from non-credit products” and “obligors or facilities with just committed but 
undrawn credit lines” to be excluded and assigned to a separate pool.  
 
Aside from these inconsistencies, we consider the entire approach problematic. What problem is the 
exclusion or separate treatment of customers without exposures intended to solve? Par. 41 sets highly 
restrictive conditions for excluding customers from the calculation of the default rate: cases may only be 
excluded where obligors were wrongly recorded as defaulting or wrongly assigned to a rating model 
although not actually covered by its scope. Par. 48, by contrast, requires the exclusion of a whole section 
of the data set – namely those customers which have no exposure on the reference date – without there 
being any indication that the quality of the data involved is deficient. 
 
The two requirements are incompatible with one another. In the wholesale area at least, parties for which 
there is no current exposure but which are rated in their capacity as a guarantor for another customer, 
for example, are subject to the same monitoring and default identification processes as all other rated 
customers. It is therefore only logical to include them in the default-rate calculation. 
 
A further problem with the requirement in par. 48 is the dependency of the criterion on the point in time. 
On different reference dates, one and the same customer would sometimes be included in the default rate 
(e.g. if an open credit line had just been drawn on) and sometimes not (if the credit line existed but 
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remained undrawn). Information about whether an exposure exists on the reference date cannot be 
derived from the IT implementation of the rating model itself since this information is naturally not yet 
available when the rating is being issued. It would therefore have to be extracted from a downstream 
system and input into the development/validation data. In our view, the resulting complexity of the 
process and reduced transparency concerning the source of the underlying data would be out of all 
proportion to the questionable added value. 
 
Considered in conjunction with each other par. 48 and 51 also fail to make it clear how the default rate is 
supposed to be calculated. The first sentence of par. 51 reads as though customers which have migrated 
to another rating system or which cease to need rating within the observation period always have to be 
included in the denominator and numerator for the calculation of the default rate. The second sentence, 
on the other hand, sounds more as though banks have to carry out an analysis in addition to the 
calculation under par. 48 and adjust the default rate thus calculated if this analysis indicates evidence of 
distortion. The inclusion of the phrase “if relevant” in the first sentence of par. 51 makes the desired 
procedure even more unclear. While the consultation paper later takes several paragraphs (par. 59-63) to 
spell out what is meant by an unexplained “if relevant” in Art. 180(1)(h) and (2)(e) of the CRR, the use of 
the phrase in par. 51 is not explained at all.  
 
Par. 51 requires the inclusion not only of customers migrating to other risk management systems but also 
of customers whose credit obligations were sold during the observation period. It will frequently not be 
possible to implement this requirement for practical reasons since the bank will often no longer have 
comprehensive information about the customer’s default behaviour after the loan has been sold. This is 
invariably the case if business relations with the customer cease altogether on the sale of the loan. 
 
Last but not least, the requirements are not practicable because they would necessitate a comparison 
with predictions which change over time. More frequent testing also increases the influence of individual 
cases, which leads to a greater number of false positive results. There would also be distorting seasonal 
effects (as a result of information updated only once a year, for instance). 
 
 
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 terms used in the explanation of the calculation (e.g. “significant bias”, “economic adjustment”) are 
largely unclear. It is also unclear when MoCs or economic adjustments are supposed to be incorporated 
into the calculation of the observed default rate. The explanatory box is not written clearly.  
 
We would also like to point out that the analysis of seasonal effects on long-term loans is irrelevant if 
non-overlapping windows are used. It should be possible to use instead a qualitative argumentation with 
respect to the bank’s lending policy (no short-term loans/no consumer loans). 
 
Par. 58 should clarify exactly what is meant by counting each default as 1. This paragraph must make 
clear whether this means equal weighting of the annual default rates or the creation of a cumulative 
reference date (i.e. the weighting of all defaults) to determine the annual default rates. It only becomes 
clear in the explanatory box that the equal weighting of the annual default rates is meant. Since the final 
guidelines will probably not include any explanatory boxes, it is important to have clarification in the text 
itself. Par. 58 should actually be deleted and additional wording possibly added to par. 60 explaining that 
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the annual default rates should be weighted equally unless there are good reasons for using another 
procedure.  
 
 
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.  

 
To evaluate the requirements for calculating long-run default rates in par. 59-63, we believe a distinction 
needs to be made between two aspects. The interpretation of “if relevant” as used in Art. 180(1)(h) and 
(2)(e) of the CRR as meaning the representativeness of default rates makes good sense, in our view. It 
seems obvious that, ideally, the default rates from the historical data available for calculating the long-
run rate of default should be representative of the likely range of default rates in the relevant segment or 
portfolio (cf. par. 59-60). We also basically agree with the criteria set out in par. 61 for deeming default 
rates representative. 
 
By contrast, we do not agree with the interpretation of this “if relevant” in the overall context of Art. 180 
which emerges in par. 59 and 63. Both paragraphs treat the five-year period mentioned in Art. 180 as if it 
were some kind of universally valid benchmark. This consciously misrepresents what Art. 180 actually 
says and turns it into the opposite: Art. 180(1) (h) and (2) (e) define the five-year period of historical 
data merely as a minimum requirement for using the IRB approach, not as “the norm”. 
 
The actual expectation is set out Art. 180(1)(a): “institutions shall estimate PDs by obligor grade from 
long run averages of one-year default rates.” The CRR therefore naturally assumes that, if longer periods 
of historical data are available, then these should normally be used. But even if individual years within the 
period are not “relevant” and so cannot be used for calculating the default rate, this is no reason to 
conclude that banks should simply always use the most recent five years. Instead, banks should use all 
the years of historical data that can be considered relevant as a basis for determining a sensible, 
economically appropriate long-term calibration target which satisfies the requirements of Art. 180(1) of 
the CRR. 
 
Furthermore, the comparison with the default rates of the last five years required in par. 59 and 63 is 
also an unsuitable means of clarifying calibration issues from a purely methodological perspective. This is 
because the result will depend entirely on the cyclicality characteristics of the segment in question, on the 
model used and on the current stage of the macroeconomic cycle, and will consequently be totally 
arbitrary. In a rating system whose underlying portfolio is to some extent sensitive to macroeconomic 
changes, the default rate in the last five years after a prolonged boom phase will naturally be much lower 
than the long-run expected default rate, while at the end of a prolonged crisis it will just as naturally be 
much higher. If calibration was always based on the most recent five-year period, the rating results would 
inevitably be distorted and the objective of long-term appropriateness could not be achieved (cf. par. 82). 
In any event, it would no longer be possible to apply sensible parameters to through-the-cycle systems 
where, owing to how they are constructed, the internal central tendency fluctuates significantly less 
strongly over time than does the default rate. We also see inconsistency with the existing requirements of 
Art. 174(1) of the CRR, under which all historical observations have to be included, and of 
EBA/RTS/2013/06, which explicitly defines changes in the length of observed time series as events that 
have to be reported in advance.  
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The concluding par. 63 again displays the same structural problem that has already repeatedly emerged. 
The calculation of various alternatives is required without any discernible added value being achieved. 
The target for the calibration (“adjusted long-run average default rate”), which has already been 
determined in accordance with par. 59-62, now has to be compared with the average of the one-year 
default rates of the most recent five years and the average of all available historical one-year default 
rates. If the adjusted long-run average default rate is lower than the higher of these two comparison 
measures, the bank has to justify the difference. For the reasons already outlined above, the comparison 
with the most recent five-year period is in no way sensible, and certainly not at this advanced stage. Nor 
would the second comparison with the average of all available one-year default rates offer any fresh 
insight. If all the available years are relevant, no question arises anyway. But if some individual years 
were excluded because they were not representative and thus not relevant, then a comparison with the 
average of all years including these represents a comparison with an amount which is obviously distorted 
and which it makes no sense to use. It is totally unclear how such a comparison is supposed to be helpful. 
 
We therefore recommend dropping the requirement for comparisons with the five-year period and 
deleting par. 63 in its entirety. Those analyses which make good sense are already required at a logical 
point in time in previous steps and all the requirements going beyond these would deliver no added value. 
 
 
5.4: How do you take economic conditions into account in the design of your rating systems, in particular in 
terms of:  
a. definition of risk drivers,  
b. definition of the number of grades  
c. definition of the long‐run average of default rates?  

 
Re. a: 
 
On the one hand, macroeconomic conditions are often considered as factors when developing a rating 
system (long list). Owing to a limited differentiating ability, however, they are comparatively seldom 
incorporated in the model (shot list). This is because these factors are sometimes capable of 
differentiating between different time slices, but not between different customers. On the other hand, 
most of the other factors analysed are sensitive to macroeconomic changes, so these are certainly 
considered implicitly. We do not believe it would serve a useful purpose to make the use of 
macroeconomic risk drivers mandatory because economic downturns could only be mapped with a time 
lag, which would increase the procyclicality of rating systems.  
 
We have strong reservations about explicitly requiring the inclusion of “geographic location for 
corporates” and “trend…information” because this would require a mandatory analysis of risk drivers 
which are not relevant to all portfolios. This is the case, for example, at public and development banks. 
Where trend information is concerned, moreover, it is sometimes the case that absolute figures are more 
relevant than changes in these figures alone. It is not feasible to meet the requirement in par. 70(b) that 
“the weighting in the statistical model should be purely statistically based” with a view to allowing an 
internal or external rating of connected clients to be incorporated into a statistical model. Even if “purely 
statistical” incorporation is not possible, however, it will in many cases be sensible and unavoidable from 
a risk angle to nevertheless consider ratings-based information in the model (e.g. in the form of expert 
judgement) in order to avoid understating risk. 
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Re. b: 
 
The number of grades is not influenced by economic conditions but depends more on the granularity of 
the portfolios in question and the design of internal processes. 
 
Re. c: 
 
The definition of the long-run average of default rates should take account of the cyclical features of the 
observed portfolio. Ideally, the period used for calculating the long-run default rate should comprise at 
least one economic and default rate cycle. If the historical default rate data do not cover a complete 
cycle, it should be ensured by means of benchmarks, external studies, etc. that the long-run default rate 
adequately reflects the default rate level of a portfolio segment. As regards a sensible reference figure for 
the long-term appropriateness of the calibration target, see also our reply to question 5.3. 
 
 
5.5: Do you have processes in place to monitor the rating philosophy over time? If yes, please describe them.  

 
According to par. 78, banks should decide a rating philosophy. We welcome the fact that the EBA leaves 
this decision to the banks themselves and, in particular, has refrained from stipulating that banks use a 
through-the-cycle or point-in-time approach.  
 
The structure of the master scale and the probabilities of default assigned to the rating grades are 
normally retained over a period of years. Regular monitoring and validation of rating systems ensure that 
PDs continue to be assigned to customers and transactions in an appropriate manner. 
 
Trends in default rates per rating grade and in migration behaviour per rating system are evaluated on an 
annual basis. 
 
 
5.6: Do you have different rating philosophy approaches to different types of exposures? If yes, please 
describe them.  

 
N/A 
 
 
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?  

 
No, the granularity of the master scale and the assignment of PDs are essentially determined by the 
granularity and composition of the relevant portfolio and by the bank’s internal processes. We do not 
believe any additional benefit would be derived from setting benchmarks or maximum PD levels. We are 
opposed to the idea of such an approach. 
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3.3 LGD estimation 

Par. 90 requires defaults events occurring within one year of one another to be consolidated for the 
purpose of estimating LGD. To ensure consistency between parameters, the same requirement should 
also apply to PD estimation.  
 
According to par. 96, the LGD should be determined using the most recent evaluation of the collateral 
before the moment of default unless that value has already been impacted by the decrease in credit 
quality. In our view, this requirement should be aligned with that for LGD modelling in par. 93(c) and an 
evaluation at a point in time within one year before the default should be used. This would ensure a 
consistent perspective when developing and applying models. 
 
Par 113 requires costs incurred when calculating the economic loss to be added to the outstanding 
amount. To take account of current practices, it should also be permitted to take account of these costs 
as a negative cash flow. 
 
According to par. 139, any profit realised when processing defaults should not be taken into account and 
instead be assigned an economic loss of 0. This is at odds with the approach otherwise adopted in the 
proposed guidelines, under which an appropriate estimate should first be produced for the risk 
parameters while uncertainties should be addressed by means of MoCs. Depending on the business 
model, moreover, realising a profit may not be an exceptional circumstance and imposing a cap would 
distort the estimation. If a profit is realised, therefore, a critical analysis should merely be undertaken to 
ensure the amount used is appropriate. A blanket restriction would not be justified, in our view. 
 
Artificial requirements for collateral in LGD modelling obstruct models. The majority of bank lending in 
Europe is done on the basis of long-term business relations and requires the provision of collateral (in 
contrast to the bond or promissory note markets, for example). The availability of collateral is therefore 
an integral part of lending exposures, crucially reduces their risk profile and cannot be separated/carved 
out in risk modelling. 
 
 
6.1: Do you agree with the proposed principles for the assessment of the representativeness of data?  

 
The proposed principles for ensuring the representativeness of data are useful and sensible, in our view, 
and reflect typical current market practices. 
 
Nevertheless, we would like to reiterate our fundamental concerns regarding the issue of 
representativeness outlined in section 2.2 of these comments. As pointed out above, “representativeness” 
should not be equated with the “similarity” of portfolios. 
 
A key question when assessing representativeness is whether a model optimised on the basis of a certain 
sample of historical data can be demonstrated to be in a position to establish adequate differentiation and 
an adequate average level for LGD estimation for a current portfolio. Effects arising from possible changes 
in the distribution of different characteristics in the portfolio are not an indication of a lack of 
representativeness as long as these are adequately reflected in the LGD model. 
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6.2: Do you agree with the proposed treatment of additional drawings after default and interest and fees 
capitalised after the moment of default in the calculation of realised LGDs?  

 
We do not agree with the proposed treatment. Par. 113 requires fees and interest which are recognised in 
the income statement to be added to the realised loss. If all fees and interest have been recognised, this 
will result in a customer which has paid everything in full failing to achieve an LGD of zero (owing to the 
discounting which also has to be taken into account). On top of that, this will give rise to different 
treatment of banks which recognise fees and interest in the income statement on default and banks which 
banks which do not. For these reasons, we do not believe that the proposed procedure makes good 
sense. 
 
There is no justification, in our view, for the concern outlined in the explanatory box that excessively high 
fees and interest might otherwise give rise to a negative LGD. First, par. 139 stipulates that the LGD must 
not be less than zero for estimation purposes. Second, the LGD has to take account of internal costs, 
which, as we see it, may cover fees and interest. The guidelines allow external costs to be excluded if 
they are taken into account elsewhere. The proposed procedure therefore fails to treat internal and 
external costs equally in this area. 
 
 
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?  

 
The proposal in par. 122 to use a risk-free interest rate plus an add-on for an average risk premium (for 
banks) as the discounting rate is basically methodologically sound. This will appropriately reflect the 
average present value in economic terms. We do not agree with the idea of a standard discounting rate, 
however. An appropriate bank-specific calculation logic should be given preference over an attempt to 
achieve ostensible comparability. 
 
It should be possible to commit to using a one-year EURIBOR or to determine a weighted average for the 
one-year EURIBOR. The consolidation into a single interest rate will reduce the complexity of calculating 
and monitoring parameter estimates. 
 
The proposed application of a flat add-on of five percentage points onto an average interbank interest 
rate (e.g. EURIBOR) does not make economic sense in this context and is inconsistent with the EBA’s line 
of argument. The average interbank interest rate is not a risk-free rate but already contains (especially 
after implementation of the BRRD) a volume-weighted average risk premium for banks. It therefore 
already represents an adequate discounting rate without the application of a further add-on.  
 
A fixed add-on of five percentage points on a benchmark interbank rate (such as the one-year EURIBOR) 
is too blunt an instrument. In a low interest rate environment, it would be too high. In the current 
environment of extremely low interest rates, it would be far too high. The loss would be significantly 
overestimated, which might lead to unintended distortion in models. Assuming, for instance, an average 
workout period of three years and a recovery probability of 50%, the fixed add-on would lead to relative 
additional regulatory capital burden of 7.5%. In a high interest rate environment, by contrast, it would be 
too low. (The interest rate environment could therefore be used as a possible category for differentiation.) 
 



 
 
Page 27 of 34 

 

 
Comments on EBA CP on PD estimation, LGD estimation and the treatment of defaulted 
exposures  

In particular, no spread for missed payments by the customer is needed since this is already reflected in 
the LGD model itself (e.g. by including cases without recovery payments in the recovery rate). 
 
In summary, we suggest a standardised consideration of funding costs. In our view, the proposed 
interbank rate (e.g. one-year EURIBOR) would be a sensible solution. A standard spread could be used for 
the sake of simplicity. In our view, a spread of 1% would cover virtually all banks. 
 
 
6.4: Do you agree with the proposed approach with regard to the specification of historical observation 
period for LGD estimation?  

 
We basically believe the proposed approach makes good sense.  
 
In our view, however, the required observation period should be decoupled from bank-specific historical 
data. Take, for instance, a situation in which Bank A has historical data going back over a very long 
period while Bank B has the same data at its disposal, but going back only over the minimum observation 
period. Let us assume that the data for the period prior to the start of the minimum observation period 
can only be deemed representative to a limited extent. This means that Bank A will have to incorporate 
an MoC when setting its LGD parameters while Bank B will calibrate only over the minimum period. In this 
case, therefore, Bank A is in a less favourable position as a result of better availability of data. The 
possibility of such an outcome should be ruled out. This can be achieved by decoupling the definition of 
the relevant historical observation period from the availability of historical data at the disposal of the 
individual bank. 
 
When it comes to eliminating data, it should be made clear that it will remain possible to exclude data 
sets with gaps in information (regarding collateral valuation, for example) without needing to apply an 
add-on or insert synthetic data. Banks should also be permitted to eliminate extreme values and cases 
which can no longer be considered representative if failure to do so would have an adverse effect on their 
models. 
 
To avoid difficulties in the future, the guidelines should allow very old reference dates/data to be 
eliminated if the subsequent data are sufficient to cover a relevant period. Banks could be permitted to 
use data going back only over the previous 16 years, for example. 
 
 
6.5: Do you agree with the proposed treatment of incomplete recovery processes in obtaining the long‐run 
average LGD?  

 
The EBA takes the view that the estimation of the long-run average LGD should be based not only on 
already realised recoveries but also on estimations for defaulted exposures whose recovery process is not 
yet complete. In our view, the use of estimated amounts invariably generates additional uncertainty.  
 
To reduce this uncertainty, we believe that incomplete cases should only have to be included after a 
certain minimum period (of one or three years, for example). Otherwise, the assumptions made for 
recent incomplete cases would have too great an impact. 
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With some models, it is simply not possible to take account of cases before completion. In so-called 
bottom-up models, which derive the LGD from the proceeds from the collateral, these proceeds can 
naturally only be taken into account after the collateral has been liquidated. Furthermore, it will not serve 
a useful purpose to calculate a long-run average LGD in such cases since it has no relevance for the 
model. It would be more suitable to use collateral-specific long-run recovery rates which also include the 
proceeds of swiftly and easily realised collateral in cases which have not yet been fully completed. This is 
already normal practice today. 
 
It is proposed that recoveries from processes not yet completed should only be able to be taken into 
account up to a certain maximum period which reflects the anticipated recovery period for the type of 
exposure in question (par. 137). Owing to the wide variety of recovery strategies applied, it is not 
possible, in our view, to sensibly determine a maximum period of this kind. A workout in asset-based 
finance, for example, could be based on an extended amortisation profile under which the lender recovers 
its exposure in a value-preserving manner over a comparatively long period of time. The proposed 
maximum period for the purposes of LGD estimation is therefore inappropriate. 
 
The requirements in par. 138 are largely impracticable and illogical. A number of sub-models would be 
needed in this area to be able to develop an LGD model. On top of that, some requirements could lead to 
distortions in the area of property finance, in particular, since the expected future recoveries can usually 
only be realised at the point in time when the property is sold and, in addition, the realisation process 
may be quite lengthy. Under par. 138(a) (ii), it would not be possible when estimating the LGD to take 
account of any future expected proceeds from selling the property after the end of maximum recovery 
period. This restriction would have a significant influence on the value of the realised LGD after selling the 
property. This artificially generated discrepancy will hamper the estimation of the LGD model and for this 
reason, we are opposed to it. 
 
We would suggest permitting the use of an alternative treatment which does not consider processes 
which have not yet been completed and takes account of any possible impact on the LGD parameters by 
means of a conservative MoC. 
 
 
6.6: Do you agree with the proposed principles on the treatment of collaterals in the LGD estimation? 
 

The consultation paper tries to introduce a distinction between recovery cash flows from (potentially 
several) collaterals and the recovery cash flows not based on collateral (unsecured part). We would like to 
point out that it is routine practice in banking to underpin the lending relationship with all reasonably 
available collateral of the borrower. Especially in asset-based finance, this consists of high-quality 
collateral which can invariably be seized since it takes the form of ship or aircraft mortgages. In such a 
lending relationship, typically documented by syndicated loan agreements with lead arrangers, security 
agents etc., the credit support stemming from the collateral is an integral part of the loan, i.e. a 
prerequisite, not just a component. 
 
Among the many feasible workout strategies, i.e. various types of restructuring, (partial) sale, 
subordination for fresh money, liquidation, etc., the collateral is of fundamental importance and can never 
be separated or carved out. All workout results are determined by the control of the lender over the 
financed assets and the vastly reduced credit risk of these loans is primarily driven by the credit 
enhancement due to the collateral. 
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So distinguishing between recovery cash flows among collaterals and other recovery cash flows will lead 
to artificial complications and will bring no added value to risk modelling since a lending relationship 
always needs to be seen in its entirety. Similarly, a distinction between LGD ratios for secured and 
unsecured parts of loan exposures is not appropriate for asset-based finance. 
 
The proposed principles are only partially well-founded since, as we see it, they primarily describe an 
estimation of recovery rates. A number of other types of model exist, however. The special features of 
property finance are not adequately taken into account, particularly because – irrespective of the actual 
treatment in IRB models – increases in collateral value may be observed over the course of long-term 
financing. The requirement in par. 149(f) – “estimates should not take into account any potential 
increases in collateral value” – does not reflect this fact, however. In addition, we do not believe it 
possible when calculating proceeds to distinguish between whether or not they result from an increase in 
value. Nor is it possible, in consequence, to differentiate between historical recovery rates, which 
conversely also goes for estimations of current exposures since these are based on historical realised 
recovery rates. Instead, distortion would occur if banks based their estimates for current collateral 
portfolios not on current economic expectations of the development of the value but on a recurrence of 
realised historical developments.  
 
It is understandable, in our view that only eligible collateral is permitted when using models. When 
developing models, however, non-eligible collateral and cash flows from its liquidation should also be 
observed in the recovery cash flows outside the proceeds from collateral liquidations. This is the only way 
to ensure that the following two cases, which are identical from an economic perspective, also lead to the 
same economic loss: 
 
 Customer A provides a car as (non-eligible) collateral. The bank liquidates the collateral in the course 

of the workout process, thus reducing its loss. 

 Customer B does not provide the car as collateral. The car is nevertheless sold and the proceeds 
transferred to the bank (by the customer himself, for example). 

Both situations should be seen as producing the same economic loss when developing the model. The 
EBA’s current proposal would treat customer A’s case less favourably, however, although it is better for 
the bank that the car has officially been provided as collateral. 
 
It is understandable, on the other hand, that the proceeds from non-eligible collateral should be treated 
conservatively. This could be ensured by requiring a correspondingly conservative MoC for cases where 
tangible non-eligible collateral is involved.  
 
In our view, however, a number of questions are raised regarding the extent to which updated collateral 
valuations may be taken into account for the purposes of LGD estimation. We would ask the EBA to 
specify in more detail the possible usage of updated collateral valuations that reflect (only) changes in 
real estate market conditions, and the state and age of the collateral after the default event. Does this 
refer to a) new appraisals considering the most recent available information about current and expected 
cash-flow circumstances of the property and/or b) updates of collateral valuations capturing only real 
estate market conditions? We support aim of using consistent collateral/LGD values in estimation and 
application. We would appreciate specification of the conditions for allowing the use of updated collateral 
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valuations for LGD estimation and LGD application if these values are used consistently for the purpose of 
estimation and application. 
 
What if very recent collateral valuations are available and used consistently for LGD estimation and 
application of the LGD? Should the default status (which is assumed to affect the collateral value) then 
also be considered when assessing the (reduced) secured part of the exposure? 
 
How do appraisals from the time before default but assessed within a monitoring period (and potentially 
affected by conservative assumptions referring to the collateral value) have to be treated for LGD 
estimation and application? 
 
How is LGD estimation and application of the LGD using collateral valuations from before or as at the date 
of default to be seen compared to the view that “workout LGD is considered to be the main, superior 
methodology that should be used by institutions” in the event that marketable loans are additionally 
secured by collateral? 
 
It is not clear precisely what is meant by “conservative collateral valuations” (valued after the customer’s 
default). Does this also include (conservative) updates of the collateral values due to changes in real 
estate market conditions, and the state and age of the collateral? If not, we would appreciate a detailed 
specification of conservative adjustments, especially with respect to Art. 181(1)(c) of the CRR 
(dependence between the risk of the obligor and that of the collateral...). 
 
A consistent usage of collateral values for estimation and application purposes also reduces the secured 
part of the exposure in the event of decreasing collateral values. A typical example of reduced collateral 
value as part of an asset-based finance is the failure of rental incomes, e.g. due to the default of a tenant 
that rents a large proportion of the financed property. A default of this tenant affects the risk of the 
obligor and the value of the collateral. If the property needs to be sold during the workout phase, a 
potential investor will probably consider the current rental circumstances of the property and the situation 
will be reflected in the determined recovery rates including future expectations of the investor. Calculation 
of recovery rates on market values from the date before default can potentially decrease the recovery 
rates for such individual cases but the secured exposure part may be higher due to higher market values 
that are not (yet) affected by lower cash flows from the property. 
 
 
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?  

 
The requirements regarding the actual proceeds recorded the historical data cannot be plausibly 
implemented from a methodological perspective. The proposed treatment is difficult to understand in its 
present form. 
 
 
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?  

 
We will comment on this issue in the upcoming consultation on corresponding RTS. 
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3.4 Estimation of risk parameters for defaulted exposures 

Overly complicated LGD in-default estimation 
We welcome the EBA’s intention to clarify the regulatory requirements for LGD estimation as this will 
reduce potential uncertainty when estimating these parameters, including the downturn adjustment. The 
consultation paper proposes a complicated list of model components (inter alia best-estimate EL, a down-
turn EL, MoC add-ons, further add-ons). 
 
We would like to point out that all risk modelling needs to be done as reliably as possible. This requires 
the application of a “parsimonious modelling” principle, i.e. the use of comparatively few model 
components and a focus on prudent, stable and reliable estimation (this principle is also known as “risk of 
overfitting”). 
 
We therefore urge the EBA to reconsider the range of proposed LGD model components and reduce their 
number so that each of them can be reliably estimated on their own and more easily monitored. 
Furthermore, we would like to emphasise that an increased number of model components leads to 
increased management complexity, thus reducing the transparency of risk reporting. 
 
The model components should also be reviewed in terms of the extent to which the economic cycle of the 
respective markets can realistically be gauged. By their very nature, economic cycles cannot be reliably 
forecast as otherwise market participants would anticipate them. From a practical perspective, therefore, 
the specific requirements for LGD in-default estimation listed in section 7.7 (and depicted in Figure 1 on 
p. 91) cannot realistically lead to a reliable assessment for the various lending markets. 
 
Par 181 requires an add-on to the LGD in-default estimation going over and above the downturn 
adjustment in order to cover unexpected losses during the recovery period. This requirement for a two-
fold adjustment (for downturn and expected losses) is inappropriate, in our view, for the following three 
reasons. 
 
First, the dual requirements will give rise to inappropriate inconsistency (with LGD estimation for non-
defaulted exposures). 
 
Second, it should be borne in mind that the time of default lies in the past and so, compared to non-
defaulted exposures, the LGD estimate in the actual economic situation should be given much more 
importance than that in a downturn scenario. It would therefore be reasonable to treat defaulted and 
non-defaulted exposures differently and not to consider a downturn scenario for defaulted exposures. This 
would also be a better fit with the current CRR requirement under which a downturn LGD initially only has 
to be estimated for non-defaulted exposures while only an adjustment for any unexpected losses 
(especially due to uncertainty surrounding collateral liquidation) has to be applied for in-default 
exposures.  
 
Third, we believe the requirement in par. 181 in its present form would need to be enshrined in the CRR 
itself, since this is where a requirement is set for the estimation of a downturn LGD for non-defaulted and 
for an adjustment for unexpected losses for defaulted exposures. According to our understanding, the 
guidelines are supposed to spell out details of existing CRR requirements, not change them. 
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exposures  

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?  

 
The proposed requirements set a sensible framework. 
 
 
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?  
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 requirements in sections 7.3 and 7.4 of the draft guidelines represent only one possible approach in 
each case. The requirement that different reference dates should be used (section 7.3) and that loss 
ratios should be calculated with respect to each reference date and then used (section 7.4) is 
methodologically questionable, however, and would also be highly onerous to implement. We do not see 
any pressing need for such a procedure, nor do we believe it would deliver any discernible benefit. What 
is more, it would not be advisable to apply the proposed approach to all portfolios and at all banks. We 
are therefore opposed to the proposed methodology. 
 
7.4: Which approach do you use to reflect current economic circumstances for ELBE estimation purposes?  

 
We cannot give a definitive reply. 
 
 
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?  

 
We cannot give a definitive reply. 
 
 
3.5. Application of risk parameters 

According to par. 195, a high number of overrides should trigger measures to improve the model. We do 
not believe such measures should automatically be required. Instead, the overrides should first be 
analysed to determine what proportion of the reasons for the overrides were of a systematic nature and 
which overrides were due to purely one-off factors. Measures to improve the model should then only be 
triggered to remedy the systematic problems.  
 
 
8.1: Do you see operational issues with respect to the proposed requirements for additional conservatism 
in the application of risk parameter estimates?  
 
We basically consider the proposed requirements sensible, but would point out that implementation will 
require substantial operational investment.  
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exposures  

3.6 Re-development, re-estimation and re-calibration of internal 
models 

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

 
The procedure described in par. 200-202 generally makes good sense, in our view, though we believe 
some aspects are not clear. We welcome the breakdown into an annual minimum review and a less 
frequent comprehensive review. 
 
The defined analyses and criteria will enable potential model weaknesses to be identified and 
corresponding remedial measures to be taken. The details of some requirements have not been 
formulated sufficiently clearly, however. This goes, in particular, for the requirements in par. 202(b) 
concerning the analysis of the model’s performance and stability.  
 
It is unclear in point (i) what is meant by the final phrase: what is the analysis “with and without 
delinquency days”? 
 
The terminology is sometimes unclear. We would appreciate clarification of how a model review differs 
from validation. Many of the proposed review activities are basic validation exercises. If the model review 
is not validation, which unit is supposed to perform it? 
 
A clear distinction needs to be made between testing/assessment and model (parameter) updating 
activities. In the event of insufficient validation results, model updates have to be performed by the 
development unit. 
 
In addition, a cycle of model/parameter updates could be specified even when validation results show 
continuously good performance over a long timeframe. The basis for this activity would be recent 
validation results. It is unclear what kind of additional assessment has to be performed for a model 
review including most recent data.  
 
In point (ii), it is not clear what the requirement would cover. What is meant precisely by “whole 
application portfolio, without any data adjustments or exclusions”? Does the EBA really mean that the 
cases excluded for good reason under par. 21(c) and (d) should not be excluded here? These cases are 
normally excluded because they are pathological or extreme outliers, whose inclusion would lead to 
systematic distortion of modelling and validation. What would be the point of including such cases in an 
analysis designed to assess a model’s performance? 
 
The analysis by subset with and without delinquency days (par. 202(b)(i)) should be restricted to 
portfolios where delinquency days are a material default reason and where delinquency is not a risk factor 
within a model; calculation of historical values may be difficult if not impossible for past dates. 
 
The requirements in par. 202(c)(i) are not clear. A re-estimation may prove difficult if not impossible for 
models developed with the help of external data; the frequency of such an analysis should be subject to 
the overall length of the estimation sample used and the length of the additional observation period 
reached. In par. 202(c)(ii), it suggested that backtesting be performed at overall portfolio level (both for 
recent years and for long-run historical data) and the information delivered if the estimated figures still fit 
the observed ones. 
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The requirements of par. 204 are not clear. The described full model review includes model development 
activities. Which unit is supposed to perform the model review?  
 
 
3.7 Calculation of IRB shortfall or excess 

10.1: Do you agree with the clarifications proposed in the guidelines with regard to the calculation of IRB 
shortfall or excess?  

 
The clarifications are very helpful. For future users of IFRS 9 especially, it may be assumed that IRB 
excess will be the norm as a result of the increased loan loss provisions for the non-default portfolio 
owing to additional lifetime expected loss components. 
 
 
3.8 Impact on rating systems 

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? 
 
We assume these new requirements (together with the requirements of other EBA papers) will have a 
very severe impact since virtually all IRB models will need to be comprehensively revised (i.e. the 
changes will be material in the sense of the requirements of the model change policy). We anticipate that 
each model will have to go through at least one supervisory approval process. The fundamentally new 
approach to the treatment of MoCs, in particular, will require large-scale restructuring of models.  
 
 
Yours sincerely,  
 
on behalf of the German Banking Industry Committee, 
Association of German Banks 
 
 
 
      
Dirk Jäger    Dr Uwe Gaumert 
Member of the Management Board  Director 

 


