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	Abstract:

Under Basel Pillar II, firms are required to provide evidence that their levels of regulatory capital remain appropriate for a severely ‘adverse’ economic scenario, through the Internal Capital Adequacy Assessment Process (ICAAP). A scenario-based forecasting and stress testing model solution, coupled with an adverse business plan for the scenario in question, is typically used for this – typically the same solution which is used for business planning purposes under central / up-side / less severe downside planning cycles – to project capital and provision positions for the next five years.
Over the past number of years, approaches to both [Pillar I] capital and [IFRS9] impairment modelling have undergone considerable transformation for residential mortgages, significantly increasing complexity and sophistication of the model methodologies, underlying data usage, and technical skills to develop solutions:
· Pillar One IRB modelling. Most UK and European lenders are currently rebuilding their models to satisfy emerging prudential regulation, taking effect from 1st January 2022. Changes include Definition of Default, ‘Hybrid’ PD modelling, and definition of an economic downturn impacts upon LGD and EAD.
· IFRS9 ECL modelling. Introduced the concepts of Expected Credit Losses (ECLs) over the lifetime of exposures, resulting in increasingly sophisticated survival-based approaches incorporating econometrics drivers and multiple ‘weighted’ scenarios.
Both of these modelling solutions are applied to ‘static’ portfolios at a fixed point, such as a month or quarter-end position. However, when considering forecasting and stress testing requirements for ICAAP, an additional complexity is introduced: portfolio turnover – the addition of new business and attrition (redemptions), often based upon 5+ year economic scenarios which have never previously occurred. 

This paper will consider how can these complex model structures can be incorporated, or emulated effectively, in forecasting and stress testing solutions – aligning business planning and regulatory stress testing to the complex IRB / IFRS9 models suites used to produce such estimates on an ongoing basis.
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