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The impact of SSM and new EBA Standards on rating system validation
practices

Rules of game are changing

B The new European supervisory environment is changing the "rules of game"” for
rating model management

Several and frequent "regulatory requests” (e.g. EBA Benchmarking, QISs,
Model Stock-take, Model Monitoring, etc.)

Y / Huge pipeline of new "regulatory requirements” (e.qg. new EBA Standards:
L ““ EBA/CP/2014/36, DoD RTS, upcoming GLs for PD and LGD model development,
4 etc.)

Change in Regulatory assessment of Internal Models(e.g. pre-application
phase, DG IV role, approval timeline) and launch of TRIM Targeted Review of
Internal Models

Jeed for Internal Validation role and practice re-think ?
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The impact of SSM and new EBA Standards on rating system validation

practices
veral and fr nt "regulatory requests”

Several and frequent "regulatory requests” (e.qg. EBA Benchmarking, QISs,
Model Stock-take, Model Monitoring, etc.)

(expected) RWA variance across
Banks

t Data management

Internal
Model

- updates
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Regulatory
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exercise

(vearly basis)

t update of internal rules

EBA new RTS
& TRIM

Potential
Model Stock- drill-down on
. take for TRIM single Bank

results
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preparation

Off-site Regulatory
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2~ Increasing effort for data management, data quality assurance, benchmarking
‘. activities, regulatory off-site requests, efc.
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The impact of SSM and new EBA Standards on rating system validation
practices

Rating model Regulatory assessment - Process Changes

f 0 Change in Rating model Regulatory assessment (e.g. pre-application phase, DGIV
- role, approval timeline)

. New Model or Application
National Material assessment Regulatory
h A . Authorization

CAs Change App (on site)

Process

9/10 months oo 1 month oo 3/4months B 13/15
months

Vew Mode - over Gaps .
SSM or Matersl "N SPPICZer NS Figniighted W APElcetion e Regrieten
Process Chag / (on & off drrg-wéqte (on/off site) n

9/10 months 57  4months 57  1/3months &5 4 months 5 18/21 months

management of internal model searching for being more responsive to business

@ Longer and more complex regulatory approval process forces to re-think the
and portfolio changes
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The impact of SSM and new EBA Standards on rating system validation
practices

Rating model Regulatory assessment - Content Changes

)
.~ Change in Rating model Regulatory assessment (broad based assessment,

-

" pillh /' regulatory requirements interpretation, margin of conservatism, etc. )

. IRB__ Local CAs __ssm_ |
Scope — "Specific" "Broader"
Engage — "On site" "On & Off site"
Method — "Substance over "Substance &
form™ Procedure”™
Application » "Model "RWA impacts"”
outcomes”
Focus — "Model "Rating System"
Outcome — "Approval with "Approval w/o Gaps"
Gaps''

"SSM approach” - Deeper and broader assessment, from "Model Risk" to "Rating
System Risk"”, greater attention to RWA impacts
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Rethink the Internal Validation role, process and practice
General Remark

B The new "rules of game"” for rating model management require a change in the
Internal Validation concept

< Regulatory pressure is growing in a number of modelling and validation
\f\ areas (e.q. availability and quality of data, methodology, monitoring process and
S B mitigating actions, governance, etc.)

/T»/ Expectation of use of conservatism and other measures to reduce "model
N ( risk” (broader definition of model risk)
7

'£ % Timing of Regulatory Model Approval is becoming critical both in term of
- credit risk management and business needs

Ad r']’”:f Rebuild internal model management process!
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\ﬁa\ Regulatory pressure is growing in a number validation aspects

Rethink the Internal Validation role, process and practice
Regulatory pressure is growing in a number validation areas

\

Sample of Regulatory

Possible Internal Validation

Frequency of the model validation
is not sufficient

Develop a rating system monitoring
covering also rating portfolios with a lower |
or residual materiality

There are no strict validation
criteria to define the relevance of

the gap

Improve the Internal technical guidelines to
explain better threshold mechanism both for
quantitative and qualitative tests

"Completeness of the validation™
Some important model
assumption has not been
adequately challenged
( e.g. simplifying assumptions and

Adopt Benchmarking, stress testing and
challenge models approaches to assess and
quantify all the model assumptions and

methodology “shortcuts™)

There are no clear actions drawn
after the failed validation tests
no strong commitment
for management

shortcuts

Improve the execution of validation activity
and track well the remedial action adopted
by risk owners /
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Rethink the Internal Validation role, process and practice
Key aspects to the renewal of validation content

Needs for Steps Forward in Validation Methods & Contents

««8. From a "silo approach” to a holistic validation assessment of rating system

|
— el e B
« Correctly assess margins of | | |
conservatism (linked directly
to specific model uncertainties E« E; E; E‘
through the different
development steps)

- Improve measurement of test * Improve validation of

e . holistic validation Business & Technical
P S e Sheatesonteimi
« Link between test reliability Model possibie Vioael miscoae
and model conservativism ) fll:]ctzz;es * Improve }'JAT ver|f|cat|on"
- Leverage on Industry g? S + Improve cross-c_ontrols
benchmarking (Data Pooling ) | Q on RWA calculation
initiative) d/ . .Im.pler.nent a data fault
- Assessment of forward C Data injection process
looking components of rating Process
systems es « Improve data quality
* Challenging Models reporting (Tableau de
+ deeper monitoring about homogeneity of Bords)
default definition (Default Detection & - Define overrides,
Propagation, Group Mapping and aging, missing data
Segmentation) thresholds in more
- deeper monitoring about rating process (4 quantitative way
retol Hevelofind I s

integrit
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Rethink the Internal Validation role, process and practice
Time Squeeze for internal model management

X 8

Timing of Regulatory Model Approval is becoming critical both in term of
credit risk management and business needs

| Vew Mode ——— over Gaps .
: application o Application Regulatory
SSM or "C”de;:; \ assessment Fggzgg’;;f: assessment Authorizatio
Process rop P (on & off uring th (on/off site) n
9/10 months 4 months 1/3 months 4 months 18/21 months

shorten the time to internal model

management ID ne:dvfor Data Define and adopt modeling standards
— oot collection & Anticipate the internal model validatiol
Validation Bt Design new specific check points
Vodel (Data sharing, Self assessment
building Model validation check list)
Model risk
Monitoring management
{) framework Model
testing \

1 Use

Pre-approval

Implemen- validation 7
tation Model T
approval
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Thank you very much for your attention




