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UK Challenger Banks in the evolving regulatory landscape
Time to make the IRB journey?

Introduction PRA announced its ‘proportionality’ agenda to
make migration to IRB more accessible for

The 2008 Global financial crisis led to smaller firms, including:
regulatory  changes that pushed « Introducing a modular application
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¢ Recent Guidelines on definition of default and estimation of risk parameters

. . .. provide a foundation for model build and risk management optimisation
Financial crisis

Current IRB Landscape of PRA regulated Banks and Building Societies

______________________________________________________ "
 Significant moves are being made across the mid-tier (or ‘challenger’) :
13 Banks and Building Societies market as firms look to take on the :
33 journey to IRB accreditation I
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Developing specialised lending slotting approaches
Renewed interest across Pillar 1 and Pillar 2

Introduction

As part of the wider EBA agenda to reduce RWA variability, the
CRR mandated the EBA to develop regulatory technical standards
(RTS) to specify the key factors and sub-factors, and the
interaction of these sub-factors, when firms develop and enhance
their ‘slotting approaches’ for specialised lending.

Specialised lending has a number of asset classes across project
finance, real estate, object finance and commaodity finance.

The CRR allows ‘slotting approaches’ to be used for these asset
classes where firms are unable to build reliable and compliant
models owing to the scarcity of default information. Firms should
only have a single slotting approach for each asset class. Expert
judgement forms a fundamental role in developing slotting
approaches with strong justification required.

Development and Property Finance type products, for example,
typically fall into the specialised lending category and would be
captured under the ‘real estate’ asset class.

IRB firms, and IRB aspirant firms, will need to fully meet
the CRR, EBA RTS and PRA SS11/13 requirements for
specialised lending slotting approaches for Pillar 1 purposes.
Such firms are also adopting these approaches for Pillar 2A,
stress testing and ICAAP purposes.

Similarly, Standardised firms are also moving toward
developing slotting approaches for ICAAP and SREP purposes to
ensure more appropriate risk differentiation and impact is
considered when assessing capital demand requirements. PRA
has increased its focus on assessing slotting as part of its SREP
process — developing more robust slotting approaches is key.

Mechanics of slotting approaches

Firms are updating their exposure classification policies to ensure
specialised lending exposures are defined. To support this, data
collection, model governance and systems are being enhanced,
along with account management activities and reporting.

Where insufficient data is available, firms are considering all 5
core factors defined by the EBA (e.g. financial strength of the
borrower or sponsor) when developing slotting approaches. A
significant focus has been given to the ‘real estate’ asset class
with firms also considering all 17 EBA sub-factors.

Based on the weightings given to each sub-factor and the quality
of exposure, each exposure is given a slotting Category between 1
and 5, with 1 being the highest quality and 5 being default. Firms
also leverage internal risk management practices, such as
watchlists, to perform slotting approach overrides where
necessary.

A risk weight (RW) is provided by regulation based on slotting
Category and residual maturity. Further, an expected loss (EL) %
is also provided by Category which is used when assessing the
impact of provisions and any capital adjustments.

Regulatory category Remaining maturity RW % EL %
Cat1 Strong < 2.5years 50% 0.0%
Cat1 Strong >= 2.5 years 70% 0.4%
Cat 2 Good < 2.5years 70% 0.4%
Cat 2 Good >= 2.5 years 90% 0.8%
Cat3  Satisfactory All exposures 115% 2.8%
Cat 4 Weak All exposures 250% 8.0%
Cat 5 Default All exposures n/a 50.0%

Slotting — a UK perspective from latest Pillar 3

Average Risk Weight % observed for current IRB
C 70% firms using approved slotting approaches. Compare

. this to 150% RW under existing Standardised approach.
The full benefit will likely be impacted by Basel 111 floors

Average Expected Loss % observed for current IRB
Cc.2% firms. Compare this to existing IFRS 9 provisions to
consider further impact on CET 1 and Pillar 2A add-ons

By adopting real estate slotting approaches, Standardised firms are likely to
see significant Pillar 1 benefits migrating to IRB. All firms would benefit from
enhancing specialised lending approaches for Pillar 2 purposes to promote a
more robust and risk sensitive approach to Pillar 2A, stress testing and SREP

Average Exposure % in Category 1 observed for

c.50% current IRB firms. A further c.40% is typically found in
- Category 2, with <10% found in Categories 3 and 4.

However, significant exposure profile variation exists

Average Exposure % with maturity less than 2.5

C 45% years observed for current IRB. However, we note IRB
. aspirant peers have higher % of short term assets. Such

exposures in Category 1 and 2 receive the lowest RW %

Firms can look to optimise the Pillar 1 and Pillar 2 impacts by amending risk
appetite, quality of book and maturity profile of exposures. Existing IRB
firms have significant portions of their book in the highest quality Category
with short residual maturity benefiting from the lowest RW % available

Year on year trends show a reduction in both RW% and EL%

Average RW % Average EL %
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74.0% 3.0%
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Book size has fallen year on year with a shift to shorter terms
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Note: key driver of UK slotting analysis is the real estate’ asset class
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PwC enablers and tools to support you

Track record
working with
smaller firms
to achieve
IRB status

Access to a
large pool of
SMEs across
all relevant
IRB
disciplines

How we can help — enablers
and tools

Work closely
with firms on IRB
proportionality

PwC has developed a suite of
enablers and tools that can be

used to support you in the end to Strong links

end implementation of regulatory across IRB
q q TR firms
products (including specialised bringing

q q P PwC IRB
lending and slotting approaches), roven Pw!

latest accreditation and
ensuring compliance with the insights . change ’
expected regulatory requirements. rameworks

Strong tools

across data,
validation and
RWA impacts
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