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BPFI response to the European Banking Authority 
Consultation Paper on the Guidelines for the estimation of 
LGD appropriate for an economic downturn (EBA-CP-2018-
08) 
 

Introduction 

 

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

Representing over 70 domestic and international member 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 (EBA-CP-2018-08) and are open 

to any further feedback the European banking Authority may have on our response. 

 

Comments Regarding the Consultation Process 

 

We would like to raise a concern around the short consultation period for this proposed Guideline 

(EBA-CP-2018-08).  The short timeline (22 May to 22 June) is insufficient for a full considered opinion 

to be formed and a response, subjected to internal governance of Member banks and of the BPFI, to 

be made on a subject of such complexity as Loss Given Default.  This has limited our consideration and 

our ability to provide constructive feedback. 

We provide our comments, so far as we are able, in this short period.  Notwithstanding any comments 

in this response, we urge the EBA to consider a further iteration and consultation of both the RTS and 

the Guidelines.  We are aware of the pressures on the EBA to finalise both proposals and we share this 

urgency.  However, as our comments below will indicate, we believe that further work is required. 
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General Comments in Response to the Consultation 

 

We support the hierarchy of approaches subject to some reservations or clarifications.  It should be 

clarified that Method 1 (Section 5) does not prohibit haircut or extrapolation approaches.  These latter 

approaches are common in IFRS 9 models as they permit flexibility in the modelling approach 

necessary to accommodate a point-in-time and/or forward-looking approach.  In this sense, it should 

be possible for a common model to exist for IFRS 9 and IRB purposes subject to different calibrations 

(and subject to meeting the separate relevant standards in each case).  This would facilitate enhanced 

use and challenge to models enhancing the ‘Use Test’. 

The Guidelines would benefit from explicit consideration of incomplete workouts / unresolved 

defaults.  The modelling problem presented by large numbers of incomplete workouts is a real and 

present modelling problem. 

We have concerns if the prescriptions of the final Guidelines (for example, paragraph 23) require 

simulation of liquidation of collateral at downturn market prices.  This would not be realistic as 

downturns are characterised by being followed by economic recoveries.  The risk to recovery values is 

already accounted for within the discount factor which provides a penalty for prolonged workout.  

Application of a downturn market price in addition to a risk-premium discount factor would be to 

double-count this penalty.  Consistent with the reasons outlined by the EBA and the ECB in their joint 

letter of 1 June in regard of the inclusion of data from NPL sales, banks should be allowed to assess 

losses using realised or plausible assumptions and should not be forced to assume collateral liquidation 

at the worst market price. 

We believe that specific Guidelines are necessary for the estimation of CFs. 

We reiterate our request that a further iteration or iterations of this consultation are conducted before 

these GLs enter into force. 

 

 



 

3 
 

Comments on Specific Items within the Guidelines 

 

Paragraph 14: We welcome the description of the relationship between the LRA and downturn 

calibrations.  However it should be clarified that an examination for additional granularity for the 

downturn LGD is not made compulsory by this paragraph. 

Paragraph 18: How does the term “sufficient and relevant loss data” relate to incomplete workouts?  

It should be clarified that different approaches are permitted for complete and incomplete workouts. 

Paragraph 23: This paragraph would benefit from clarity as to its intent and how operationally the 

choices provided would be determined a priori.  Applying both choices would be burdensome within 

the modelling process. 

Paragraph 30: It is unclear what is intended by the term “strictly positive MoC”.  It is our understanding 

that MoC is always strictly positive.  MoC however, is distinct from model adjustments which may be 

negative as well as positive (in the sense of RWA impact).  Model adjustments should always be 

permitted where these can be justified. 
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Responses to Questions in the Consultation Paper 

 

Question 1 Do you think that additional guidance around the estimation of LGD in-default, which reflect 

downturn conditions, is needed? If yes, could you provide examples of sound methodologies for 

transposing downturn LGD estimates from performing to non-performing exposures?” 

We agree that particular consideration is needed for LGD in-default for a Downturn, particularly for 

business with long workout periods which may thus straddle (long) periods of both downturn and 

upturn.  As the extent of the issue with be driven by both the length of the workout periods and the 

length of the downturn period, it is not obvious if the proposed guidance will be the most appropriate 

solution in all possible instances.  

We are unable to provide an example of a sound methodology in the short timescales given, 

particularly as the appropriateness of estimated in-default losses would require crystallised losses to 

validate, and these are not yet available for the relevant portfolios. 

An alternative would be for the Guideline to raise the issue and cite this as one example of a solution, 

rather than to restrict the possible solutions to this one method. 

The adjustment framework for estimating in-default LRA LGD for defaulted exposures in 

EBA/GL/2017/16 is readily extendable to adjusting DT LGD for performing exposures to in-default 

exposures. This adjustment will take into account macroeconomic and credit factors experienced in an 

identified downturn period and will include margins of conservatism to reflect any sources of 

uncertainty.  

We would caution against the simplistic assumption that LGD increases with time-in-default.  One of 

the characteristics experienced by our Members in the recent downturn is that legal and 

administrative obstacles have delayed resolution of defaulted assets.  These obstacles were removed 

during the downturn period itself. 
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Question 2 - Do you share the concern that the proposed policy in paragraph 15 could create an undue 

burden if applied to every downturn period identified? If yes, in order to better balance the accuracy of 

the estimations and its operational complexity what evidence should be provided by institution in order 

to justify the exemption of identified downturn periods from the proposed policy in paragraph 15? 

We do not have a concern on the undue burden arising directly from the workload, however multiple 

datasets and bases always have the capacity to create an indirect burden especially when viewed in 

comparison with other bases e.g. IFRS 9. 

We believe that pragmatism is necessary.  In some jurisdictions, the choice of downturn period is 

obvious.  As a simple practical implementation measure, supervisory discretion could be permitted 

and encouraged wherever possible.  Discussion with the supervisor in advance of the model build 

would be sufficient to mitigate the risks of a disagreement. 

 

Question 3 - Do you agree with the proposed level of LGD downturn estimation set out in paragraph 

14? In particular do you support the concept that the LGD downturn estimates of different calibration 

segments could be based on different downturn periods? Is the policy on the level of LGD downturn 

estimation as well as the relation between the level of LGD downturn estimation and the relevant 

downturn periods sufficiently clear? 

We support the concept of allowing an institution to set relevant downturn periods at a calibration 

segment if appropriate however feel it may place an undue burden on an institution to identify 

multiple downturn periods at this granular level and to easily demonstrate it.  While the flexibility may 

make sense in certain circumstances, identification of a portfolio level downturn should be sufficient 

if it can clearly be shown to satisfy the four criteria set out in paragraph 22. 

We would also be concerned that where groups of borrowers migrate from one grade or pool to 

another as a natural part of their workout or resolution lifecycle that this might be mistaken as 

movement between calibration segments. 
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Question 4 - Do you consider the description of the approaches to be sufficiently clear? 

The description of the approaches is clear and can be understood.  However, the concepts of loss data, 

and thus data scarcity and relevance, are not clearly defined.  This has particular consequence for 

incomplete losses, which are a major issue for Irish mortgages. 

The first key issue for defining data scarcity is if incompletes are deemed to be “relevant” for loss data, 

or if a threshold for completeness must be applied.  This is key for portfolios which have recently 

experienced a downturn but have a long workout period.  It is understood that Incompletes are to be 

included in the Long-Run Average LGD by incorporating an estimate of future recoveries.  However it 

is unclear if data scarcity is to be defined in terms of observed, or observed and estimated loss. 

The second key issue relates to the scarcity of other data items. If observed losses are available for the 

downturn and long-run, but, for example, application date is not available in any meaningful volumes 

for the downturn period, then is this to be interpreted as insufficient data for measuring the impact of 

the downturn period? 

In each case, if the paper is to be interpreted as leaving it up to the institution to determine if they are 

capable of assessing the impact of the downturn period, then this could introduce differences between 

institutions. 

 

Question 5 - Do you agree to the limitation of approaches for quantification of downturn LGD 

estimates? If not, which other approaches should be considered? Would you prefer the alternative 

policy considered – if yes how should a minimum MoC be established in this case? 

While we agree with the approaches in general, true harmonisation would require a more precise 

guidance on the issues of incompletes, and for the general issue of partially scarce data.  Regarding 

the MoC, the framework of when to apply MoC has been defined into four set categories.  The 

application of a minimum MoC linked to a downturn event appears arbitrary and without solid 

foundation. 

We do not consider that there should be any restriction on quantification approaches.  Given the data 

limitations inherent to downturn LGD modelling, all available and rational methodologies should be 
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permitted.  MoC, and other model adjustments should be identified as it is in the current framework.  

No minimum MoC should be specified unless and until there is an overall general calibration of MoC. 

 

Question 6 - Do you expect that the total exposure amount or share which is treated with the policy 

proposed in Section 7 is material? 

It is not clear to our Members when the methodologies of Section 7 would be employed.  In any case, 

all requirements for estimation should be met when using such a methodology including an 

appropriate estimation of MoC.  Again, we do not see the requirement for a minimum MoC, which 

may in fact serve to mask the fact that the chosen methodology is inappropriate, until such time as an 

overall general calibration of MoC can be established. 

 

Question 7 - Do you have specific examples of types of exposures which will fall under the policy 

proposed in Section 7? 

It is unclear if the policy proposed in Section 7 should include incomplete cases in long term sustainable 

treatments that have a forecasted LGD associated with the account.  Ireland has a large number of 

incomplete recovery events which may or may not fall under Section 7 and therefore guidance on this 

would be beneficial.  Whether or not an Irish Mortgage book would be classified as facilitating 

estimation at observed or estimated impact is unclear from the guidance.  These have recently 

experienced an economic downturn and there would many incomplete losses due to the MARS regime 

applying in Ireland. 

 

Question 8 - Do you agree to require a minimum MoC quantified via a fixed add-on to the long run 

average LGD? If not, what alternatives should be considered? Do you see reasons for differentiating 

the fixed add-on according to exposure class? 

We do not support the requirement of a minimum MoC uncalibrated to MoC applied generally.  We 

would be additionally concerned if the application of prescribed MoC were to be used in cases where 

the methodology employed was unsuited to the modelling problem. 



 

8 
 

 

 

Question 9 - Do you agree to the minimum MoC as the max(0,min(20%,105%-LRAVLGD)? 

It is unclear as to on what basis the minimum MoC has been calculated and therefore difficult to agree 

to the level given.  We do not understand the drivers of the 20% add-on, how they may evolve over 

time and how they differ across different jurisdictions.  As a matter of principle, we do not support the 

requirement of a minimum MoC uncalibrated to MoC applied generally.   

 

Question 10 - Is the policy regarding the reference value sufficiently clear? Alongside with the 

potentially limited applicability of the reference value to the downturn LGD estimation according to 

paragraphs 18-19-20, for what reasons could the reference value feasibly be omitted? Do you agree to 

the proposed clarification of the role of the reference value? 

The determination of the reference value is clearly set out and understandable.  However our 

interpretation of the requirements is that this would effectively become the model.  If this is the 

intention, this should be set out clearly in the guidance.  If it is not the case, a clarification to this effect 

should be added.  If the reference value is used as a benchmark to set a MoC then why is a downturn 

period even identified if it must be adjusted upwards to equal the reference value LGD?  An economic 

downturn can and has lasted more than two years and by picking the worst two years of a downturn 

thus represents modelling on stressed conditions over and above what actually occurred during the 

observed economic downturn.  This could be interpreted as contradictory to Article 2 of RTS in that 

picking the worst years/parameters within a downturn period is a stressed environment: “an economic 

downturn should not be considered as the equivalent of stress-testing conditions”. 

At best, the reference value approach creates an unnecessary reconciliation between two different 

estimation philosophies.  This may be difficult to perform in practice.  Where it is not difficult, it will 

naturally form part of the benchmarking and/or validation of the model.  We would be concerned that 

the reference value may be used by supervisors, or by other stakeholders, as a floor value.  This would 

not be appropriate where a sound model has been developed. 
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The reference value concept brings the determination and identification of the downturn back to the 

experienced losses of the individual bank.  While the methodology employed for the reference value 

is too simplistic for it to be used as the LGD parameter in itself, it again raises the inconsistency of the 

combined RTS and Guideline approach with the purpose of the risk-based capital framework to 

prevent the transmission of losses to depositors (or taxpayers) upon resolution of a failing bank. 


