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1. Introduction 

 

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

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

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

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

the opportunity to comment on this consultation paper and are open to any further feedback the EBA 

may have on our response.   

The measurement of a Downturn LGD is of a very different nature to the measurement of a Long Run 

Average (LRA) PD.  Economic Downturns are relatively rare, say once every fifteen years for example.  

Therefore, unless bank data contains a high number of such downturns, a downturned estimate 

cannot be determined with any degree of accuracy.  It is questionable whether the concept is in fact 

well defined.  What is not in question, however, is the intent of a downturned measure: to quantify 

the losses ensuing during a typical period of economic stress. 

The methodology described in the Consultation Paper (EBA/CP/2017/02) fails to consider this 

purpose.  The paper describes a methodology that uses the typically limited data available to a bank 

(even 30 years of data is extremely limited, offering only c. 2 meaningful data points in the context of 

a downturned risk parameter) and stresses elements of the model and its relationship to the available 

data.  This does not serve to quantify losses in a typical downturn period, only to derive an 

overestimate of the losses experienced in the downturns available within the individual bank’s data.  

This embeds an unquantified level of conservatism in the estimate.  This level of conservatism will be 

a function not only of the actual losses experienced but also of the limits of the individual bank’s data.  

This relationship is entirely random and the proposal will serve only to increase unjustifiable variation 

in RWA between banks.  Neither does it serve to compute a risk parameter of any internal or indeed 

any regulatory value.   

The proposal fails to consider how best to achieve a level-playing field and how unjustified variation 

in RWA could be eliminated between banks in the same jurisdiction or between jurisdictions.  Two 

banks in the same jurisdiction with the same actual losses observed on identical portfolios but with 

different lengths of data records will have different RWA estimates.  It would be perfectly conceivable 

that the bank with the longer data record will be forced to hold higher RWA on identical assets.  

Between jurisdictions, banks operating in the jurisdiction with a more severe recent downturn 
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experience will be penalised compared to banks with more distant experiences simply because these 

banks do not hold the data records.  Even were the data records in this second jurisdiction long enough 

to capture the earlier downturn and this downturn also to be less severe, it does not follow that the 

RWA of the second jurisdiction should be lower as the number of relevant data points is extremely 

low (1 in the first, 2 in the second jurisdiction). 

The effect of the financial crisis in Ireland has been extreme.  The losses experienced within the 

banking industry unprecedented.  The proposal will require Irish banks to estimate Downturn LGD 

estimates that are already in excess of exceptional. 

BPFI Member banks request the EBA to reconsider its proposal.  In its stead, we suggest that the EBA 

explores the possible use of explicit stress scenarios.  Stress scenarios are already utilised in regular 

stress tests by all banks.  The scenarios would be determined by the EBA (and/or NCA), reviewed to 

ensure consistency between jurisdictions and periodically revised (we suggest no more frequently 

than every 5 years).  Such a proposal has the advantages of overcoming the low data problem affecting 

all banks in all jurisdictions and would be significantly more practical to implement than the proposal 

of the Consultation Paper. 
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2. Questions  

 

1. Do you have any concerns around the workability of the suggested approach (e.g. data availability 

issues)?  

The suggested approach is: 

 Impractical and unwieldy to implement during a model development; 

 Not proportionate to the portfolios under consideration (e.g. a small retail portfolio will 

require the same degree of analysis as a large mortgage portfolio); 

 Impossible to retroactively apply to pre-existing models requiring all LGD models to be rebuilt 

and material change requests to be made to the supervisory authorities; 

 Subjective in that it requires the involvement of an Expert Panel. 

 

We are concerned that the proposed approach will serve only to increase the levels of unjustified RWA 

in LGD estimates. 

 

2. Do you see any significant differences between LGD and CF estimates, which should be reflected 

in the approach used for the economic downturn identification?  

The objective of using downturned risk parameters (LGD and CF) in RWA calculation is to ensure that 

a bank has sufficient capital at all times (including economic downturns) to allow it to be liquidated 

without risk to depositors (LRA PD estimates achieve the same purpose as these are stressed within 

the RWA formula).  Its purpose is not to introduce conservatism above this requirement. 

Consequently, all downturned risk parameters should be determined from the same observation time.  

Choosing downturn LGD from one economic period and downturned CF from another introduces 

unwarranted conservatism. 

It should be noted that the requirement to use the maximum of LRA and downturned estimates is 

itself not conservative as a bank must have sufficient capital to permit safe liquidation at all times. 
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The periods of interest to downturn risk parameter estimation are those of peak losses not just those 

of peak LGD or of peak CF.  Loss periods derived from LGD, CF and Observed Default Rates should be 

considered together. 

 

3. Is the concept of model components sufficiently clear from the RTS? Do you have operational 

concerns around the proposed model components approach?  

The concept of model components, while clear and elegant, does not mitigate the concerns of BPFI 

Members over the proposed approach. 

 

4. Do you have any concerns about the complexity around the dependency approach proposed for 

the identification of the nature of an economic downturn? Is it sufficiently operational?  

The proposed approach requires several different components within the observed data to be 

considered asynchronously.  Even where only one downturn has been observed in data, this is several 

scenarios, none of which will have, in themselves, been observed.  This is unnecessarily complex and 

risks the plausibility of the scenarios underlying the resulting RWA estimates. 

BPFI Members reiterate their suggestion that supervisory-specified stress scenarios should be used as 

the basis for downturned risk parameter estimation in order to eliminate (rather than exacerbate) 

unjustified RWA variation. 

 

5. Do you agree with the proposed approach for computing the time series of the realised model 

component referring to the realisation of the model component rather than to the year of default?  

 

In the case of the cure rate calculation for “new to default” assets, each single realisation of a cure is 

a binary outcome; either the account cures or it doesn’t. The numbers of realised cures from a new to 

default stock in a time period are thus meaningful only as a percentage of the total accounts that were 

in this stock to begin with. A cure rate calculation for new to default assets should thus look forward 

form the time period of default, so that the number of cures associated with the stock can be defined 

as a percentage of the stock population.  
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Moreover, it is not clear that a period defined by the time of realisation is any more or less 

representative than that defined by a time of default. The paper states that the proposed choice of 

time of realisation is to avoid bias by considering recoveries that may be realised in a post downturn 

period.  But, similarly, the realised recoveries at a point in time can also be biased as a function of a 

bank’s strategy, whereby assets in different market sectors or locations are either held or liquidated 

at varying times to maximise market value. Measuring recoveries by time of default looking forward 

will represent, on average, a recovery experience that is aligned with a bank’s strategy for disposal 

across a range of asset market sectors.  

 

6. Do you envisage any situation where a one-year duration is not suitable of capturing the economic 

downturn at the economic factor level?  

 

A one-year duration will always capture the trough of a downturn period, but a downturn period will 

often last longer than 12 months. In the case where the average severity of an observed multi-year 

downturn is not expected to be repeated as a result of changes in lending practises and the regulatory 

environment, modelling to the 12 month trough of the severity in this way will act to overestimate 

the realised consequences of a downturn experience. 

 

 

7. Do you have any concerns about the approach proposed for the identification of the severity of 

an economic downturn? Is it sufficiently operational?  

 

The proposed approach for identification of the severity of the downturn seems sufficiently 

operational.  

 

8. Do you think that more details should be included in Article 2(3) for the purposes of the evaluating 

whether sufficiently severe conditions are observed in the past?  
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The paper states that a downturn is deemed as not being sufficiently severe where the variability of 

the economic factors over the time period analysed are “not representative of the plausible variability 

of those factors for the future”.  

Banks with recent significant downturn periods will, as a function of subsequent changes in lending 

practices and the legal and regulatory environments, not expect to revisit this experience in the event 

of another downturn. i.e. rather than be concerned that the data is not sufficiently severe, in fact, the 

severity in the data is not expected to be repeated and thus not considered representative of future 

variability. In this context, consideration should be given to inclusion of a common downturn scenario 

for LGD estimates. This approach would be consistent with Article 177(2) of the CRR, would avoid the 

need to assess the rather subjective “plausible variability of factors in the future”, and would align 

with the regulatory objectives of harmonisation and reduction in the variability of RWAs. 

 

9. Do you think Article 6 should pin down the steps for the joint impact analysis described in this text 

box?  

Yes. A specific and precise set of steps for the joint impact analysis would provide consistency and 

predictability at model development and approval stages. 

 

10. Do you have any concern around the proposed approach about the identification of the final 

downturn scenario?  

 

Yes, there is a specific concern with the impact on the Use Test. The provided approach is complex, 

there would be difficulty in explaining it, and ensuring it is sufficiently well understood. 

 

11. Do you see any issue with the estimation of the model components for downturn periods which 

are not in the data base of the institution (e.g. in step 3 the case where the estimation of cure rate 

for 2001 is performed on the basis of the dependency assessment described in Article 3(2)(e) and 

(f))?  

 

Yes, we have concerns with the feasibility of estimating model components for downturn periods not 

in institution’s databases. However this is within the wider context that we don’t believe the use of 

the data to be appropriate in the first instance. 
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12. Do you think the same approach for the identification of the final downturn scenario proposed in 

this text box for LGD could be adopted also for the purpose of downturn CF estimation?  

 

No, we do not believe the approach to be necessary or constructive for a downturn CF. 

 

 

 

 

 

 

 


