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Introduction

On the 28th of July 2025, the ECB published an updated version
of its Guide to Internal Models. This release significantly
enhances the supervisory expectations for institutions using
internal models under the IRB approach, aligning the guidance
with the legislative changes introduced under the Capital
Requirements Regulation Il (CRR3), effective from January
2025. This publication focuses specifically on the changes
introduced in the Guide that relate to credit risk and serves as
a continuation of our earlier publication on the Guide’s
updates relevant to Machine Learning (ML). You can access
that publication here.

The revised guide is more than a routine update — it represents
a strategic shift in supervisory tone and granularity. The 2025
ECB Guide to Internal Models includes explicit references to the
EBA Supervisory Handbook on IRB Validation, signalling a
stronger alignment with EBA supervisory methodologies and
reinforcing consistency in validation practices by expanding
expectations on governance, validation, and risk quantification.
The guide aims to offer clarity and harmonisation across
significant institutions operating in the euro area.

Notable changes include:

* Alignment of roll-out plans and permanent partial use (PPU)
with CRR3, including five-year timeframes and granular IRB
permissions.

* Codified responsibilities for senior management and the
management body when submitting model applications to
the ECB.

* Refined expectations on internal validation and audit,
especially at calibration segment level and override
treatment.

* Clarifications on the definition of default (DoD), including
days-past-due logic, joint obligors, and cross-jurisdictional
Unlikely To Pay (UTP) triggers.

* Enhanced rules for the estimation of risk parameters (PD and
LGD), covering data sourcing, reference value comparisons,
and modelling under data deficiencies.

How do the changes affect IRB model permissions and
roll-out plans?

Permissions must be granted per exposure class, rating system,
and LGD/CCF approach. Roll-out plans are expected to be time-
bound-typically not exceeding five years-unless otherwise
justified. Material changes require ECB approval.

What is the ECB’s expectation on PPU?

Banks must assess PPU materiality at exposure type level and
compare realised LGD/CCF against CRR-standardised values
under Article 176(3), even for non-modelled components.

What role does senior management play in
internal model governance?

Senior management is responsible for ensuring
applications are complete and compliant.
Submissions must be withheld if major
deficiencies exist or if implementation s
incomplete.

What are the new expectations for internal
validation and audit?

Validation must include segment-level PD
calibration, override impact analysis, and defined
escalation thresholds. Audit must focus on high-risk
areas and align with the EBA IRB Handbook.

How is the DoD clarified in the new Guide?

Default under DPD occurs on the 91t consecutive
day past due. Joint obligors must be modelled
separately. UTP triggers should ensure consistency
across jurisdictions.

What are the changes in the PD estimation?

Avoid double counting in pooled datasets, ensure
PD mapping excludes non-default risks, and avoid
using external ratings as inputs in shadow models.

What is the ECB’s approach to LGD calibration
under the 2025 Guide?

Downturn LGD must match the LRA segment level.
Reference values must be based on the two worst
loss years. Merges and Acquisitions (M&A) histories
must be merged; Margin of Conservatism (MoC)
applied if data is incomplete.
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ECB Guide to Internal Models

A. Roll-out and Permanent Partial Use (PPU)

The revised ECB Guide to Internal Models introduces a more structured and prescriptive approach to IRB model roll-
out and the treatment of PPU, reflecting the operationalisation of CRR3 provisions and aiming to ensure improved
comparability, supervisory consistency, and transparency in model permissions and standardised component tracking.

Key Enhancements in the revised Guide

Granularity of Permissions )
Permissions must be sought per exposure class, rating system, and estimation method
0 1 ©eoooe (LGD and CCF), moving beyond broad IRB class-level approvals and ensuring stricter
control of model scope (See CRR Art. 143(2)).

- J

4 N\
Time-Bound Roll-Out

Roll-out plans must be time-limited (typically five years) unless justified. Institutions
must sequence implementation by exposure or portfolio type.

- J
-~

J

Supervisory Approval of Amendments
Changes in roll-out plans require explicit ECB approval, reinforcing supervisory
oversight in model deployment decisions (CRR Art. 144(1)(f)).

- J

Materiality Assessment for PPU R
eeeeee  PPU exposures must be monitored for materiality at a granular level (e.g., SME loans,
unsecured retail), not just at aggregated asset class levels. This supports more
accurate IRB-SA boundary tracking (CRR Art. 150(1)).

- J
~

Realised LGD/CCF Comparison for PPU

eeoood Forexposures under PPU that fall within IRB scope, banks must collect realised LGDs
and CCFs and benchmark them against CRR standardised values. This introduces
performance tracking expectations even for non-modelled components (CRR Art.

\_176(3)). )

CCF Specificities:

* Banks must seek IRB permissions separately for each estimation approach, including distinct approval for CCF models,
alongside LGD. This enhances control and transparency over CCF model scope (CRR Art. 143(2)).
Even for non-modelled EAD components under PPU, banks must collect and compare realised CCFs against standardised
CRR values. This aligns with new expectations for performance monitoring and boundary integrity.

The Guide does not introduce changes to the estimation, calibration, or validation of on-balance sheet EAD exposures or
broader advances modelling techniques. Updates are focused specifically on CCF treatment.

Previous Guide Comparison:
* Prior guidance focused on high-level IRB-SA ratios and lacked granularity in permission or implementation obligations.
* There was no requirement to compare realised LGDs/CCFs under PPU against CRR standardised values.
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ECB Guide to Internal Models

B. Internal Validation and Internal Audit

The revised Guide tightens expectations around internal validation and audit by integrating the EBA IRB Validation
Handbook and introducing formal governance over model performance testing, override tracking, and audit
prioritisation. These changes reflect the ECB’s goal of strengthening control functions, ensuring that model
performance deviations are properly flagged, escalated, and corrected, and that audit practices are closely aligned with
the actual risk posed by models.

ECB revised Guide: What’s New

__________________________________________________________

Validation
Reference to EBA IRB Responsibilities and
Handbook Escalation

e o

03

01

Assigning clear roles for ranking
discriminatory power, calibration
accuracy, and performance
monitoring. Escalation thresholds
must be quantifiable and embedded

The ECB now explicitly designates
the EBA Handbook as a key
interpretative reference for CRR
Articles 144(1)(f), 174(d), and 185.
This elevates the Handbook from
guidance to a supervisory
benchmark.

into the model governance framework.
This ensures objective triggers for
remediation when validation tests fail.

Override Logic and
Governance

N I VETNER U

05

Where PD overrides are common,
banks must assess their impact on
calibration and determine if they

require systematic model
adjustments or conservatism
overlays.

Previous Guide Comparison

U The previous Guide prescribed a general risk-based validation structure but lacked specificity on calibration segment-level
expectations, override-related MoC applications, and escalation governance.

O Internal audit governance was restricted to independence, frequency, and basic scoping. It did not require cross-linking
with validation outcomes or the use of external references such as the EBA IRB Handbook.
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ECB Guide to Internal Models

C. Management Body and Senior Management Responsibilities

The revised Guide reinforces the strategic oversight obligations of senior management and the management body by
introducing clear conditions under which model applications must not be submitted. The ECB is elevating accountability
by tying submission readiness directly to internal validation outcomes, internal control findings, and system
implementation status. This reflects a broader supervisory shift toward proactive governance and risk ownership.

Governance
Accountability

Supervisory

Management
Reporting
Requirements

Senior Management and the management body are responsible for overseeing the completeness, reliability,
and governance of internal model applications. This includes:

01

Ensuring model development, documentation, and validation meet supervisory expectations;

Actively monitoring model risk as part of the institution’s overall risk governance framework;

Reconciling model outcomes with internal and external expectations, including validation findings and
audit feedback;

Ensuring internal control functions (e.g., Risk Control, Compliance) have sufficient independence and
access to escalate material concerns prior to application submission.

The ECB Guide introduces explicit non-submission conditions. Institutions must not submit an IRB application if
any of the following apply:

Non-compliance: Internal control functions (Risk Control, Compliance, Internal Audit) have formally flagged
material non-compliance with the CRR or the ECB Guide;

Outstanding deficiencies: Known deficiencies (e.g., model underperformance, validation failures) that
require remediation remain unresolved, regardless of whether a model change is formally required;
Incomplete implementation: The IRB model has not yet been implemented in the production environment,
including full data feeds, use testing, or integration into risk management and capital planning processes.

Senior Management is expected to receive structured, periodic reporting on all aspects of internal model
readiness and performance. This includes:

03 -

KPIs/KRIs on model accuracy, discriminatory power, calibration, and overrides;

Internal validation and audit findings, including unresolved issues and follow-up actions;

Status updates on model change implementation and risk control reviews;

Reporting frequency should align with the materiality of the portfolio and model complexity—e.g., quarterly
for high-impact portfolios (corporate, SME), and semi-annually for low-risk segments.

Important _note: The previous Guide provided broad governance guidance (e.g., around roles and escalation
pathways) but did not specify concrete submission prohibition criteria or require validation-aligned internal reporting
content. The revised ECB Guide addresses this by introducing binding thresholds and governance processes,
significantly raising the bar for submission readiness.
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ECB Guide to Internal Models

D. Definition of Default (DoD)

The revised ECB Guide to Internal Models introduces critical clarifications to the DoD aimed at ensuring consistent
application of default recognition across jurisdictions, improving risk comparability, and closing loopholes observed
under the previous framework. These updates are designed to eliminate interpretational variance, promote
accurate default recognition timing, and align DoD mechanics with CRR3 expectations. The Guide also reinforces
the importance of consistent application of the default definition across models and institutions, avoiding practices
that previously created inconsistencies and underestimation of credit risk.

Default must be recognised on the 91st consecutive calendar day of arrears. The use of proxies
(e.g., “three missed instalments” or month-end cut-offs) is prohibited. Banks must track payments
daily, and legacy IT setups may require upgrading to meet this precision.

Defaults must be recognised individually per obligor. A default by one joint borrower does not
automatically trigger default for others unless explicitly stated in the contract or legal framework.
This rule applies across all portfolio types, ensuring that PD estimates reflect obligor-specific

default risk.

Cross-Jurisdiction Triggers
Where borrowers have exposures in multiple countries, default recognition must be consistent

across jurisdictions. The ECB requires harmonised UTP triggers and centralised governance to avoid

fragmented default treatment.

Institutions must define when a borrower exits default. Reclassification should not rely solely on a
few repayments; instead, there must be sustained credit improvement supported by financial
evidence.

IT and Monitoring Infrastructure
Banks must have systems in place that monitor arrears daily to apply the 91-day rule accurately.

Cross-border groups are expected to ensure consistent implementation across jurisdictions and

platforms.
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ECB Guide to Internal Models

E. Probability of Default (PD)

The revised Guide expands ECB expectations around PD estimation through stricter guidance on default event
handling, representativeness of data, and calibration consistency. The updates aim to ensure PD estimates are not
biased by duplicated defaults or model overlays and that shadow models are appropriately controlled. This aligns PD
estimation practices with a more realistic and conservative view of credit risk under stress and forward-looking
scenarios. Institutions must ensure transparency and robustness in PD calibration by justifying all assumptions and
data transformations.

Institutions using pooled or external data must identify and remove duplicate default events to avoid
Deduplication of inflating default rates. Deduplication logic must be embedded in the data infrastructure, consistently
Defaults applied across sources, and well-documented for supervisory review.

Data External data can be used only if it matches internal exposures in terms of product type, geography,
Representativeness obligor profile, and time horizon. If comparability cannot be ensured, a justified MoC must be applied.
and MoC Sensitivity analysis and documentation of MoC rationale are expected.

Shadow models must rely solely on internal data and risk drivers. Use of external ratings as inputs
Shadow Models is strictly prohibited or even in combination, to avoid circular dependencies. These models must

.

External
Rating Mapping

be transparent, independently validated, and subject to internal governance equivalent to
primary IRB models.

PD mappings must reflect only default risk. External credit ratings must be stripped of non-default
risk elements. Withdrawn ratings must be treated conservatively—either backfilled, substituted, or
reassigned to a more conservative bucket.

Override activity must be monitored and escalated if thresholds are breached. For portfolios with
limited defaults, external benchmarks may be used only with strong justification and supported by
MoC. Annual review of override performance is required.

Override
Governance

PD Calibration PDs must be calibrated to both short-term (1-year) and long-run default rates. Deviations or
and Segmented inconsistencies across time or segments must trigger recalibration or application of MoC, with
Validation validation results fully documented.
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ECB Guide to Internal Models

F. Loss Given Default (LGD) Estimation

The revised ECB Guide introduces more prescriptive expectations for downturn LGD calibration, benchmarking
practices, and post-merger data integration. The revisions aim to address gaps in comparability, ensure calibration is
conservative during stress conditions, and prevent artificial bias in LGD estimates due to disposals or incomplete data
histories. LGD estimates must reflect empirical economic downturn experience and be justified with robust
methodological documentation. This reinforces the ECB’s push for resilient, scenario-validated, and auditable LGD
estimation practices.

Downturn Calibration Granularity Reference Value Benchmarking

Downturn LGD calibration must match the
segmentation used for long-run averages (LRA). Each
segment needs at least two downturn periods and
sufficient observed losses. Unrelated asset classes
should not be pooled. Segmentation must be
justified through loss distribution and economic
analysis.

Banks must identify the two worst LGD outcome
years and calculate a default-weighted average as
the reference. This benchmark validates LGD
estimates. Deviations must be explained with
macroeconomic rationale and sensitivity analysis.
Reference values are now a supervisory anchor.

Massive Disposals Post-Merger Data Consolidation

LGDs affected by NPL or bulk disposals must be
adjusted to exclude distortions from sale pricing or
one-off recoveries. Banks must prove long-term
relevance if such data are retained. Carve-out
documentation is required for sale discounts and
recovery methods.

After M&A, loss and recovery histories of acquired

entities must be merged. If data are missing, banks
must estimate the gap, apply a conservative MoC,
and document the integration process. This must be
finalised before LGD model use or IRB submission.

Discounting Approach and Recovery

Collateral Valuation and Guarantees .
Timeframes

Collateral valuation must factor in haircuts, legal Discounting assumptions must be clear and
delays, and enforcement risk. Guarantees are only economically sound. Recovery timelines must reflect
recognised if enforceable and historically effective. actual experience—overly optimistic assumptions

Documentation must support the approach. must be justified with evidence.
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Contact

Our team supports institutions in aligning with the revised ECB Guide to Internal Models. From IRB
permissions and model validation to governance and submission readiness, we offer targeted
expertise across the internal model lifecycle. Get in touch to see how we can support your

compliance and implementation needs.

Melpo Konnari Dwayne Price

Partner, Partner,

Advisory | ,%" Financial Services Advisory T
T+35722600123 . 4 +353(0)1 436 6494

E melpo.konnari@cy.gt.com ‘ a%> E dwayne.price@ie.gt.com

Jonathan Fitzpatrick
Partner,
Risk Advisory, Ireland
y T+353 16805805
> E jonathan.fitzpatrick@ie.gt.com
Eddie Best
Rob Benson i s;

Vivian Lagan

Managing Director, BRS, UK
T +44 (0)20 7865 2240

E vivian.lagan@uk.gt.com

. . . Partner, UK Practice Leader and
Partner, Business Risk Services, UK Head of Advisory KSA, UK
T +44 (0)20 7865 2415

T+44 (0) 20 7728 2849
E rob.m.benson@uk.gt.com E eddie.j.best@uk.gt.com

Paul Young Michalis Zaouras

Managing Director, FS Senior Manager, Risk Advisory,
BRS, UK Quantitative Risk Cyprus
T+44 (0)20 7865 2781 T +357 22600204

E paul.l.young@uk.gt.com E michalis.zaouras@cy.gt.com

Christina Savva Kyveli Kyriacou

Assistant Manager, Risk Advisory, Consultant, Risk Advisory,
Quantitative Risk Cyprus Quantitative Risk Cyprus
T+357 22600271 T+357 22 600 286

' E christina.savva@cy.gt.com E Kyveli.Kyriacou@cy.gt.com

Offices in Cyprus, UK, Ireland, and Spain

twitter.com/grantthorntoncy

linkedin.com/company/grantthorntoncy
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Andreas Spyrides

Partner, Risk Advisory, Quantitative
Risk Cyprus

T+35722600270

E andreas.spyrides@cy.gt.com

Ravi Joshi

Partner, Co- Source Internal Audit
Services, Financial Services, UK

T +44 (0)20 7865 2571

E ravi.joshi@uk.gt.com

Lukas Majer

Director, Head of Quantitative
Risk Spain

T+353(0)1 646 9006

E lukas.majer@ie.gt.com

Maria Yiasouma

Manager, Risk Advisory
Quantitative Risk Cyprus
T+35722600161

E maria.yiasouma@cy.gt.com

Kimia Mirsalehi

Consultant, Risk Advisory,
Quantitative Risk Cyprus
T+35722600172

E kimia.mirsalehi@cy.gt.com
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