> & Credit
M) | UNIVERSITY OF EDINBURGH reG!
NIN: | Business School el
Rl usl Centre

Credit Scoring and Credit
Control XIV

26 — 28 August 2015

H#creditconfl5 @uoebusiness

“es0s” . ) =
o Gé) CreditToday HEBwerian FICQ  Yaragon © BOSCH

hsultancy e meconsmas e commmaormswe/ A world of insight



JAY\R/ING



IFRS 9: Evolution not Revolution

Nevan McBride, IFRS 9 Consultant
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Ben – personal introduction





Our Consulting Practice

Founded in 1999, analysis
Is at the heart of our
consultancy business.

Data Consultancy
Data Data Infrastructure

Management Data Marts

Modelling & Analysis Marketing Strategy
Portfolio & Strategy Marketing Predictive Analysis

Fraud Risk Descriptive Analysis

Credit Risk Digital Strategy

Regulation Customer Communications
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We specialise in credit risk and fraud risk, alongside the associated areas of capital risk and wholesale risk.

Analysis
We are unashamedly analytically led in everything we do, and insightful, robust analysis relies upon access to the best possible data set. We assist clients in getting full value from their own risk data, alongside third party data, to make the most informed decisions possible. We are not tied to a single data source. Our independence means we can recommend whatever we believe best meets the needs of each of our clients.

Risk Decision Systems�Over the years, we’ve designed and built countless decision systems and are expert in the integration of digital and decisioning technologies with existing systems’ infrastructure. When you need an independent view to help select, evaluate and implement a range of credit and fraud risk systems, from decision systems to banking platforms, you can tap into our technical experience and expertise. For those who wish to get up and running quickly or would prefer a more fully outsourced arrangement, we also offer a small number of tailored systems.

Big Data
Our work has always involved large volumes of data, and today the technology advances designed to cope with Big Data means we have been able to bring together several pieces of hardware and software to create Jaywing’s Big Data platform. Our ‘private cloud’ sits inside our secure data architecture, which is used by many financial services organisations. It means we can process large amounts of data and run iterative modelling in considerably shorter timescales. Aside from efficiency, this allows us to use bigger samples and create better performing, sometimes more complex models. Big Data modelling and processing opens up a world of opportunities, not only in building models, but in executing ongoing calculations, refreshes or operational processes that keep scores up to date and may not be supported by your own architecture.






What The Regulations Say

1. CLASSIFICATION AND MEASUREMENT

2. IMPAIRMENT

IAS 39 IFRS 9

Incurred Loss Model for Forward looking view of Expected Losses across
non-performing assets all assets

Two key modelling components:
— Stage Allocation
— Lifetime Expected Loss

Retrospective Forward Looking

3. HEDGE ACCOUNTING
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The IFRS 9 regulations will come into force on 1 January 2018 

Designed to produce bad debt provisions more in line with expectations of future losses than the current IAS 39 incurred loss framework

A forward-looking view is required for all accounts
Performing assets (Stage 1) will require a 12-month expected loss estimate
Accounts with a significant deterioration in credit risk since origination (Stage 2) and accounts �that are in default* (Stage 3) will require a lifetime expected loss estimate

A forecasting/modelling view is now required, where previously a more deterministic calculation was acceptable

The reach of forecasting and modelling will be extended in lending organisations, with finance departments needing to understand credit risk modelling in greater depth



IFRS 9 Requirements

IFRS 9 Standards EL Modelling
GAECL Guidelines Stage Allocation
Governance Economic Forecasting

Oversight Model Monitoring

Adequate
Accurate
Stable

Option Methodology
Model Documentation
Regulatory Standards
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Approaches to IFRS 9 Modelling

Revolutionise - Build a new, comprehensive solution

— New data infrastructures, new credit risk models,
distinct programme

Evolve - Use current infrastructure
— Re-use IRB and Loss Forecasting structures and models

IFRS 9 Provision

IRB Models
Regulatory Capital

Loss Forecasting

Stress Testing



An Old Problem in New Clothing

These are not new problems and so may not require a new
or a bespoke solution

Advantages of adapting old pieces of kit:

More aligned
to existing

Integrated

Already approach

to risk

understood practices &

processes




The Link Between Finance and Risk

Finance Risk

Responsible for application Knowledge and expertise

of EL for provisions to accurately measure EL

Embed new rules into Ensure EL models are
accounting practices realistic and effective

Lessons to be learnt from Basel || Waiver applications
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One clear parallel between IFRS 9 and Basel II is the link between the Risk and Finance worlds. The application of Lifetime Expected Loss will fall firmly in Finance. However, Finance and Credit Risk are quite different disciplines; Risk practitioners know all the pitfalls and quirks of measuring Expected Loss accurately and can recognise when important steps have been missed and when models fail to address key aspects of a business and its data. Therefore, Finance disciplines are important to embed the new rules in an organisation’s accounting practices and culture; whereas Risk professionals are needed to ensure that Expected Loss models are both realistic and effective. Having been through the rigours of Basel II Waiver applications, Risk teams understand how to construct a solution effectively and will not start the project as if it is simply a question of following a set of fixed, simple and step-by-step rules. 


Understand the pitfalls and quirks of accurate EL measurement
Can recognise when important steps have been missed 
Can recognise when models fail to address key aspects of a business and its data 



Three Pillars of Finance & Risk

IFRS 9 Stress testing
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All are forward-looking views of Expected Loss 
All require robust and stable estimates of future losses
IFRS 9 should be tightly integrated with risk model, loss forecasting and stress testing outcomes
Otherwise, IFRS 9 will deliver outcomes poorly aligned to other loss outputs and incur higher ongoing costs to manage





Jaywing has significant stress testing experience, gained from working with several UK banks and building societies, including under the new regime. From working both inside and outside client companies, the risk analysts at Jaywing have extensive hands-on experience of the issues you face.

We have a large team of analytical credit risk professionals – one of the largest in the UK - experienced across credit risk management, capital management, analysis, modelling, and data management.
We known for the strength of our skills in data, modelling and analysis; skills which underpin all of the roles needed for a stress testing project. 

Since early 2014 we have conducted stress testing exercises for five different clients

Our team successfully guided Nationwide through first round of the new stress testing regime. As its sole supplier in credit risk, the project saw over a dozen of our consultants and modellers involved throughout the duration of the project, over several months.

Our experience spans credit risk management, capital management, analysis, modelling, and data management.

We are known for the strength of our skills in data, modelling and analysis; skills which underpin all of the roles needed for a stress testing project.





IFRS 9 Impairment Stages

No change to credit risk from
origination or ‘low risk’

Calculate expected loss over
12 months

Calculate income excluding
potential losses (gross)

Use Basel or Operational

Credit Risk Models

Significant increase in credit
risk since origination

Calculate expected loss over
lifetime of account

Calculate income excluding
potential losses (gross)

Use Stress Testing Models
that cover EL over 5 years

Account is impaired

Calculate expected loss over
the lifetime of the account

Calculate income including
potential losses (net)

Use IAS 39 models built on

impaired accounts
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Lifetime Expected Loss

Leveraging Loss Forecasting & Stress Testing Processes

EMV

Time on Book

Maturity

Arrears
Forecasts

5
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=
S
>
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Balance Migration

PiT PD Grade
Distributions

IFRS 9 LEL

Lifetime EL

Account Level Calculations

Lifetime 2

Aggregation
A

2

PiT LGD

. Monte Carlo
PIT PD Simulation/Weighting
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One example of a forecasting methodology that could be adopted is EMV ( Exogenous Maturity Vintage ) modelling. 
This approach uses a dynamic delinquency data structure to separate portfolio trends into vintage and maturity components. 
The residual from the aforementioned components is then separated out as exogenous effects and when effects from policy and strategy changes are stripped out it leaves behind econometric effects. 
These economic effects can then be utilised to develop economic response models. Economic forecasts feed the economic response models and coupled with EMV models facilitate the production of portfolio arrears forecasts over a lifetime horizon.  
Balance migration matrices are utilised to model the forwards movement of balances between PD grades with the aim of achieving the forecast portfolio arrears rates. The LGD can be modelled directly from economic forecasts, with the outputs of balance migration producing forward-looking PD and EAD estimates. These components can then be combined with supplementary factors to determine the Expected Loss over a lifetime horizon. 


Key Challenges

Bias Inherent Model Definition

in Models Misalignment







Steps 1-5

Examine IFRS 9
standards and GAECL

Establish requirements

Current state
assessment of
infrastructure

Historical data
assessment

Existing risk model
review

4

Methodology

Explore and propose
modelling
methodologies

5.
Prototype

Test and compare
methodologies

IFRS 9 provision
impact
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Steps 6-10

Select optimal
methodology

Refine modelling
approaches

~

Modelling

Build models

Validate models

8.
Governance

High quality and
consistent
documentation

Independent validation
and Oversight

9.
Implement

Parallel run

Process and reporting
tests

Model monitoring
framework

Annual validation

COPYRIGHT JAYWING PLC 2015



In Summary

Align IFRS 9 Leave a legacy

loss forecasting and of consistent risk

stress testing processes




Principle 7 65

“The use of common processes, systems, tools and
data strengthens, to the maximum extent possible,

the consistency of the resulting estimates and
minimises disincentives to following sound credit
risk practices for all purposes”

Basel Committee on Banking Supervision

‘Guidance on accounting for expected credit losses’
Feb 2015






Thank you

Nevan McBride

IFRS 9 Consultant
nevan.mchbride@jaywing.com
jaywing.com
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