Response to the EBA Discussion Paper on the Future of the IRB Approach
As Group Risk Officer of Millennium bcp I have been involved in the development, validation and utilization of IRB models since ten years ago. As such I have a significant experience in dealing with regulators of different countries on all these perspectives of the IRB deployment, from the point of view of the banking industry.

The implementation of the IRB framework in Millennium bcp was very important from a risk management stand point, allowing the bank to improve all aspects of the credit process, in a way that goes much beyond the impact on capital calculation.
Recognizing the relevance of IRB, I believe that the future of this approach is strongly dependent from capacity of the industry – banks and regulators – to address the volatility on capital requirements that result from the application of IRB. These differences clearly do not only are explained by the specific risk profile of institutions and the markets were they operate, but also from the bank’s modelling options and the position of approval authorities on these options.
I recognize the effort made by EBA and other European entities on standardizing the supervisory practices, in particular those related with the approval of internal models. However I think that, in the scope of IRB approvals, this effort is condemn to failure. My experience shows that even dealing with the same regulator in different periods of time or with different teams will produce different results. Regulators approach an approval process with their own beliefs on the institutions they supervise, with a different level of conservatism according to the point in time and with specific levels of information on what should the position taken by other regulators facing the same decisions. And all these cannot be standardized and will lead to different implications for the approval process.
As such, I think that the efforts of EBA should be directly to the normalization of the bank’s modelling options than of the supervisory practices. Reduction of the modelling options will not, in my opinion, have a significant impact on the risk sensitivity of the IRB approach, but will clearly reduce the degrees of freedom of an institution in implementing the IRB and narrow the discretion of the supervisor’s intervention. Also it will improve the comparisons between different institutions and the understanding of the market on the risk profile of each bank.
We should, in my view, learn from the implications of decisions taken when setting up the frameworks for credit and operational risks when the second Basel Accord came to live in June 2004. 
For credit risk a particular model was chosen leaving to the banks the calculation of the risk parameters under certain constraints. For operational risk even the loss distribution was left open which lead to a much greater volatility of capital requirements in relative terms.

We are now recognizing that the flexibility in calculation of the IRB parameters drives a larger difference between banks than it was envisaged when Basel II was proposed. The logical implication of this conclusion is that we should focus our attention in normalizing the calculation of the risk parameters, through the definition of standards for the calculation of these parameters. I believe that this can be done without the need for updating the CRR as the resulting parameters will comply with the requirements of the CRR.
As such I defend that the focus of EBA intervention in this field should move towards the proposal of a closed set of definitions and formulas that banks should apply covering, at least, the default definition, the calculation of default rates and the calculation of LGDs and CCFs. Any deviation from the proposed formulas should be explained by banks.
Subject to this normalization of parameters calculation, also it will be much easier to address the different supervisory practices, as not only the “language” will be the same but also the scope of supervisor’s intervention in approving IRB models will narrow, being focused on the justification of differences between the results obtained by a specific bank in comparison with a peer group.

I remain available to further discuss this point of view if you feel appropriate.
With my best regards,
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