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Executive Summary
This paper addresses the main novelties brought by the 2020 EU-wide stress test
methodological note. These variations are mainly a consequence of results of the
last stress test exercise as well as the regulatory changes (new DoD, new
securitization framework and CRR II as well as the prudential back-stop rule),
which have already or will come into effect during the timespan of the exercise. In
comparison to the previous methodology (i.e. 2018 EU-wide stress test
methodological note), the paper analyses the main topics on which clear
differences emerge: scenario reversion, macro-economic projections, provision
calculation for NPEs, securitisation exposures, PIT parameters, provision for
sovereigns, LTV and impact on REA and IRB regulatory EL. In addition to that, the
paper provides a constructive overview of the critical points for the future
consideration of the stress test methodology.
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T

he first stress-testing exercise was conducted in 2009 in response to the 2008 Financial crisis.
The aim was to increase the availability of aggregate information on the capacity to recover
among banks in the euro-zone, as well as to foster the convergence towards more prudential
practices among European banks. So far as much as 7 stress tests have been conducted. In December
2018 the European Banking Authority (hereinafter EBA) announced that the next stress test exercise
will be carried out in 2020. This announcement was preceded by publication of 2018 EU-wide stress
test results which confirmed that the banks’ efforts in building a more resilient capital base have
actually born fruits(see results reported in the Table1). Although the depletion of capital was higher
than in previous two exercises because of the severity of the scenarios and IFRS 9 implementation,
the other capital indicators were improved. For instance, the capital build-ups are expected to lead
to higher average capital levels by 2020 (134bps higher average CET1 than in 2016). Also, a 405bps
capital impact across all EBA banks was estimated relative to 388bps in 2016. Still, the NPAs and
the low profitability remain a key concern.
The aim of this paper is to investigate the novelties brought up by the 2020 EU-wide stress
test methodological note [3]. Therefore, in the following Sections we will deep-dive into the main
differences between the 2018 and 2020 methodology regarding the credit risk part. To do so, the
Section 1 discusses the main objectives and aspects of the 2020 Methodological Note [3] in general.
Furthermore, Section 2 discusses the main regulatory changes that had an influence on the part of
the Note dedicated to credit risk and finally, Section 3 makes a detailed comparison between the
2018 [2] and the 2020 stress test credit risk methodologies [3].

1.

Objectives and Key Aspects of 2020 Methodology

As previously mentioned, the pursuit of EU-wide stress test exercise is to create for all market
participants- banks, supervisors and others- a common analytical framework within which it will
be possible to assess and compare the ability of EU banks and the banking system to resiliently
respond to usual and adverse distresses and capital-position challenges.
This is achieved by using the system of templates which allows to rigorously assess the banks
positions by comparing the starting point data and the results stressed via internally consistent
methodology and scenarios. In particular, this article is dedicated to examining the methodology
used within this common framework and to discuss the most important aspects of this methodology.
1.1 Key Aspects
Just like previous years, the stress test exercise is to be conducted in a bottom-up fashionb . The
sample of banks that participate in the EU-wide stress test covers roughly 70% of the euro-area
* At the time of the
b This means that

writing of this article, the authors were working for Iason Consulting.
the exercise is performed by banks with supervision of the competent authorities. On the contrary, in
the US the stress-testing is conducted in a top-down manner by the FED based mostly on aggregate institution data and less
detailed information.
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Year
2018
2016
2014

Avg. CET1%,Fully loaded starting-point
15.90% (2017 restated)
14.39% (2015)
11.28% (2013)

Avg. CET1% Fully loaded, Adv. Scenario
11.85% (2020)
10.51% (2018)
8.70% (2016)

Avg. CET1 depletion, Adv. Scenario
405bps (2017 vs. 2020)
388bps (2015 vs. 2018)
258bps (2013 vs. 2016)

TABLE 1: EBA ST results over the last three exercises; source: EBA

banking sector, all non-euro EU Member States and Norway. To be included, the banks need to have
at least EUR 30 bn in assetsc . For the exercise the highest level of consolidation is required and its
perimeter is defined by the CRR/CRD. If the scope of consolidation or the structure of the bank are
affected by a certain major event previous to the start of the exercise, the bank is allowed to use the
pro-forma datad . The events characterized as “major” are those affecting the representativeness of
the bank’s financial statements (i.e. more than 12.5% of Total Assets) significantly, with the focus on
the following:
• Mergers;
• Acquisitions;
• Spin-Off of Relevant Business Units;
• Divestments.
For the 2020 exercise the figures of 2019 (year-end) are used as the basis and the scenarios are
applied spanning from 2020 to 2022. The adverse scenario is developed by the ESRB and the ECB in
cooperation with EBA and national banks, whereas the baseline macroeconomic scenario is provided
by ECB. The use of new internal models and modification of existing ones is mandatory if these
have been approved by the competent authority by 31 December 2019. Also, the stress test should be
run according to the new definition of default if the bank has implemented it by 31 December 2019.
The 2020 stress exercise will be conducted under the assumption of a static balance sheet as in
previous exercises, and the projections over the scenario period are to be carried out based on the
accounting regime applicable on 31 December 2019. Therefore, the changes in the accounting or tax
regimes that take place after the launch of the exercise are not to be taken into accounte .

2.

Regulatory Changes

The methodology was already significantly modified with the 2018 [2] exercise (as regards the credit
risk) with the aim of factoring in the requirements introduced by International Financial Reporting
Standard 9 (hereinafter IFRS 9). The changes within the 2020 methodology, on the other hand, have
the goal of addressing the regulatory changes that will enter into force during the time horizon of
the stress test (2020-2022) or before. The new regulatory requirements concern the application of the
CRR/CRD amendments that were taken before 1 January 2020, which are listed and discussed in
more detail in the following three Subsections (Subsections 2.1, 2.2, 2.3).
2.1 New Definition of Default
The European Banking Authority (EBA) has finalized the default definition under Art. 178 CRR [7]
and the requirements which enter into force on 1 January 2021 will apply both to banks using the
internal-ratings-based approach (IRBA) and those using the common reporting standard approach
(CRSA). The new Definition of Default (DoD) aims at harmonising the approaches used among
European institutions to detect defaults. The application of the new DoD would probably lead to
c According to the 2020 Methodological note draft, the competent authorities have a discretion “to request to include
additional institutions in their jurisdiction provided that they have a minimum of EUR 100 bn in assets.”
d The pro-forma data are the adjusted historical data for the year in which the major event took place or more, which
is supposed to reflect the major event in question within the caps and floors prescribed in the methodological note. The
competent authorities should send to EBA the list of major events before the first submission, this way the banks entering
into the scope will be able to use the pro-forma data in their submissions.
e Unless “they are known to be legally binding during the stress test time horizon and if the requirements (including
their implementation schedule) have been endorsed and publicly announced by the relevant authority.” [3]
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significant changes in default rates and capital requirements. Of course this depends on the level of
diversity between the old rules applied by each institution against the new ones prescribed by EBA.
According to the new rules a default shall be considered to have occurred with regard to a
particular obligor when either or both of the following have taken place [7]:
• If the obligor is unlikely to pay its credit obligations to the institution or any of its associated
institutions (a parent company or a subsidiary) in full and without recourse to realising
security. Such exposures should be classified as “defaulted” until a factual and permanent
improvement in credit quality is not observed by the institution. The main criteria to define an
unlikeliness to pay of the obligor are defined below in this Section.
• If the exposure is past due for more than 90 days on any material credit obligation to the
institution, the parent undertaking or any of its subsidiaries. The 90-day deadline may be
prolonged to up to 180 days in case of exposures secured by residential property or SME
commercial immovable property in the retail exposure class, as well as in case of public sector
entity exposures.
The materiality threshold set by the competent authority in accordance with point (d) of
Article 178(2) of Regulation (EU) No 575/2013 is used in defining the materiality of the past
due obligation. This threshold is a reflection of the risk that a competent authority deems
reasonable [5]:
– The absolute threshold shall not exceed 100 EUR for retail exposures and 500 for non-retail
ones.
– The relative threshold should be set at the level of 1% for both retail and non-retail
exposures. However, if a competent authority considers that this suggested level of
the materiality threshold does not reflect a reasonable level of risk it may set a relative
threshold at a different level, which in any case must be lower than or equal to 2.5%.
As regards to the criteria for deciding on the unlikeliness to pay of the obligor, the following are
taken as indicators [7]:
• The credit obligation is assigned a non-accrued status.
• A specific credit adjustment resulting from a significant perceived decline in credit quality
subsequent to the initiation of the exposure is recognized by the institution.
• The credit obligation is sold at a material credit related economic loss.
• The institution consents to a distressed restructuring of the credit obligation where this is
likely to result in a diminished financial obligation caused by the material forgiveness, or
postponement, of principal, interest or, where relevant fees. This includes, in the case of equity
exposures assessed under a PD/LGD Approach, distressed restructuring of the equity itself.
• The institution has filed for the obligor’s bankruptcy or a similar order in respect of an
obligor’s credit obligation to the institution, the parent undertaking or any of its subsidiaries.
• The obligor has sought or has been placed in bankruptcy or similar protection where this
would avoid or delay repayment of a credit obligation to the institution, the parent undertaking
or any of its subsidiaries.
Moreover, the new EBA guidelines on defaults establishes a probation period of three months
as a criteria for a return to non-default status. During this period, the effective likeliness to repay
and reliability of the obligor is supervised by checking that the obligor respects its payment duties
without delays and does not fall into any UTP triggerf .
The New Definition of Default will enter into force on January 1st 2021 and apply both to
IRBA and CR-SA g banks. This implies that the banks must take the new DoD into account when
modelling PD and LGD for the stress test exercise of 2020. This is due to the fact that the scenarios
f UTP

stands for Unlikely To Pay.
banks are those banks using the Standardised Approach.

g CR-SA
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span from 2020-2022. A different detection of defaults requests a replication of PD and LGD model
estimation due to adjustments of historical data, which have an impact on risk weights and capital
requirements computation, especially for banks with IRB-models. Since new DoD is more restrictive
we expect to see higher default rates, i.e. the non performing exposures may increase with more
provisions required and an erosion of CET1 ratioh . A backward replication of default rate time series
would involve a recalibration of PD that affects RWA calculations. The evidence of an increase of
default rates depends on the bias between current and new rules on default detection. Focusing on
2020 EBA stress test purposes, the new DoD may not be already applied in most bank for internal
modelling, leading to a postponement of the effect of this regulatory change to the next stress test
exercise.
2.2 New Securitisation Framework and CRR II
A new Securitisation framework has entered into force at the beginning of 2019 and is based
on two european Regulations: 2017/2401 [12] and 2017/2402 [13]. Both regulations reorder the
chaotic regimentation of securitisation with the aim to harmonise and integrate different legal
sources. Regulator also tried to organize more clearly the opaque securitisation market from a risk
management point of view. These regulations come along with CRR II, which has been approved by
European Parliament in April 2019 and enhances the CRR on many different topics, including credit
facilitations for small enterprises through more convenient risk-weight on SME exposures. However,
CRR II will not enter into force until 2021 and will most probably not interfere with 2020 EBA stress
test. The main methodological changes on securitasions included in regulations 2017/2401 and
2017/2402 are outlined as follows[4]:
• Linkages between the new securitisation regulation and CRR: capital requirements for securitisation positions are now in the CRR proposal, whereas STS (simple, transparent and
standardized) eligibility criteria and other cross-sectoral provisions are listed in the securitisation proposal. Securitisations must respect some binding requirements to be identified as STS,
in order to be characterized by a more traditional and less risky structure.
• A new hierarchy of approaches: for calculating minimum capital needs for securitisation
positions the ’Securitisation Internal Ratings-Based Approach (SEC-IRBA)’ is at the top of the
revised hierarchy of credit risk calculation approaches (SEC-IRBA ! SEC-ERBA ! SEC-SA)i .
To those institutions to which none of these approaches is available (SEC-IRBA, SEC-ERBA, or
SEC-SA) for a given securitisation exposure will have to assign a risk weight of 1250%. A risk
weight floor of 15% is set for all securitisation exposures and for all three approaches.
• Preferential treatment of STS securitisations: a more risk-sensitive prudential treatment is
provided for STS securitisations. The three approaches are re-calibrated for all tranches in order
to generate lower capital charges for positions in transactions qualifying as STS securitisations.
This has particular impact on Small and Medium-sized Enterprises (SMEs):
– With the aim of facilitating the access to credit for SMEs, the SME factor over the overall
RWA factor has been reduced. Firstly, the scope of application has been extended to
expositions up to EUR 2.5m (instead of EUR 1.5m). Secondly, the coefficient has been
reduced from 1 to 0.85.
• Caps:
– The maximum risk weight for senior securitisation positions: the “look-through” approach
allowed only for senior securitisation positionsj ;

h CET1

ratio measures how much equity (or in simple words, common stock) the bank holds in comparison to its Risk
Weighted Assets. Common Equity Tier 1 Ratio = Common Equity Tier 1 Capital / Risk-Weighted Assets.
i ERBA is External Ratings-based Approach, whereas SA is Standardized Approach.
j The look through approach allows to assign the risk weight to a senior securitisation position corresponding to a weight
equal to the exposure-weighted-average risk weight applicable to the underlying exposures.
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– Maximum capital requirements: extend the application of the overall cap in terms of
maximum risk-weighted exposure amounts to originator and sponsor institutions using
SEC-ERBA and SEC-SAk .
• Elimination of special treatment for certain exposures: second-loss or better positions in ABCP
programmes, treatment of unrated liquidity facilities, additional own funds securitisations of
revolving exposures with early amortisation provisions.
• Treatment of specific exposures:
– Re-securitisations: a significantly higher risk-weight floor (100%);
– Senior positions in SME securitisations.
These amendments to previous regulations are incorporated in 2020 EBA stress test, which
provides a specific set of templates on this topic and is also interested in quantifying the impact of
this new framework on the resilience of EU banking system.
2.3 Prudential Backstop
The Regulation (EU) 2019/630 [11] published in April 2019, amended the CRR (Regulation 575/2013)
with regard to the treatment of NPEs (non performing exposures) by introducing the minimum
coverage requirement for newly originated (i.e. originated after 26 April 2019) loans that become
NPEs. Where this requirement is not met, the difference between the actual provisioning and the
required one should be deducted from a bank’s own funds (CET1). The aim of this “prudential
back-stop” is to address potential under-provisioning, thus preventing a systemic and EU-wide
build-up of new NPEs.
The minimum coverage requirement increases gradually depending on how long an exposure
has been classified as non-performing and it varies between “unsecured” and “secured” exposures.
Details are given in the Table 2.
The level of the applicable amount of insufficient coverage to be deducted from the Capital
Equity Tier 1 is determined by subtracting from the minimum coverage calculated using the table 2
the following items:
• Specific credit risk adjustments;
• Additional value adjustments;
• Other own funds reductions;
• For institutions calculating RWAs using the Internal Ratings Based Approach (IRBA), the
absolute value of the negative amounts resulting from the calculation of expected loss amounts
deducted from Capital Equity Tier 1, which are computed by multiplying the amounts
deducted by the contribution of the expected loss amount for the non-performing exposure to
total expected loss amounts for defaulted or non-defaulted exposures;
• Where a non-performing exposure is purchased at a price lower than the amount owed by the
debtor, the difference between the purchase price and the amount owed by the debtor;
• Write-offs by the institution registered since the exposure was classified as non-performing.
An exception to the above mentioned rules are those non-performing exposures that are guaranteed or insured by an official export credit agency. In this particular case, a factor of 0 is to be
applied until the 8th year of having a non-performing status, after which the factor of 1 is applied.
In conclusion, from the 2020 EU-wide stress test perspective, which will use the December-2019
data as a base, the impact of the prudential backstop rule is expected to be quite low given that it
will be applied only on the non-performing part of the portfolio originated after 26 April 2019. For
instance, if we assume, quite realistically, that this newly originated portfolio is in-bonis at the
k In other words, the overall cap in terms of maximum risk-weighted exposure amounts should be applied to all originator
and sponsor institutions, regardless of the approach they use.
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Unsecured
Secured (by immovable property)
Secured (by funded/unfunded credit)

3rd year
35

4th year
100
25
25

5th year

6th year

7th year

8th year

9th year

10th year

35
35

55
55

70
80

80
100

85

100

TABLE 2: Prudential backstop; source: [11]

FIGURE 1: Scenario reversion under 2020 methodology

beginning of the exercise, then at year 1, the defaulted part will correspond to the 1st year’s
default rate of the chosen scenario and so on and so forth for the following years. This defaulted
slice will be evaluated in terms of applied vs. required coverage only at the last year of the scenario
horizon.

3.

Comparison between 2020 and 2018 Methodology

This Section focuses on the comparison between 2018 and 2020 EBA stress test methodology. The
analysis treats the main topics on which a clear difference emerges: scenario reversion, provision
calculation for NPEs, securitisation exposures, PIT parameters, provision for sovereigns, LTV and
impact on REA and IRB regulatory EL.
3.1 Baseline and Adverse Scenario Reversion
While in 2018 the methodology classified in a unique bucket S2 and S3, in the 2020 methodology
draft, the regulator distinguishes between the calculation of ECL for performing and non-performing,
thus, classifying differently S1 and S2 with respect to S3:
• S1 and S2: At the end of the scenario horizon, the adverse scenario reverts towards the baseline
scenario with a 6-years linear reversion. The baseline credit risk parameters are assumed to
stay flat at the end of the scenario horizon (in 2018 [2] no specification was given for either of
the scenarios for S1, whereas for S2 the methodology was the same also in 2018).
• S3: Both baseline and adverse credit risk parameters are now assumed to stay flat at the end
of the scenario horizon (in 2018 [2] no specification was given for either of the scenarios).
For the sake of example, hypothetical values have been made up in order to depict the new
reversion rule (see Figure 1). These risk-parameters are then used in the calculation of provisions
(see Subsection 3.2).
3.2 Provision Calculation for S2 and S3
In comparison with the 2018 methodology [2], the 2020 methodology is focused on the calculation
of provisions instead of impairment flows. Additionally, when calculating the provisions for
the non-performing assets (S3) and performing assets with a significant change in the PD (S2),
the consideration is not given only to the existing S2 and S3 exposures (as in 2018) but also to
those exposures migrating from the S1 to one of the non-performing stages. Therefore, the stock
www.iasonltd.com
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of provisions for the S1 exposures is divided in the provisions for existing (and remaining) S1
exposures and the provisions for new S1 exposures which migrated from S2. By the same token,
the provisions for the S2 (S3) are divided into those calculated on exposures which remained in
S2 (S3) and those which migrated from S1 to S2 (from S1 or S2 to S3). Finally, the calculation of
provisions incorporates the forward-looking risk parameters (for instance, for the calculation of the
provisions at t+1 we use the LRt+2 ). This way the provisions in each period move in anticipation of
risk changes in future.
The provisions for S1 and S2 are calculated for the End of Year (EoY) exposures, therefore,
incorporating the ECL parameters for the next year, while in the 2018 methodology [2], the Beginning
of Year exposures were used. For instance, in order to calculate the S2 existing provisions of the
year t+1, the following formula is applied (see [3]):
ProvS2

S2(t+1) = ExpS2(t) · (1

TR2(t+11)

TR2(t+31) ) · LR2LT 2 (t+2)

(1)

where ExpS2(t) are the S2 exposures at the beginning of year t, TR2 1 refers to the 1-year
transition probability of S2 exposures to S1, TR2 3 refers to the 1-year transition probability of S2
exposures to S3, LR2LT 2 refers to the lifetime ECL parameter for the following year.
Similarly, the stock of provisions for the new S2 exposures is calculated using the formula (see
[3]):
ProvS1 S2(t+1) = S1 S2 f low · LR1LT 2 (t+2)
(2)
S1

S2 f low = ExpS1(t) · TR1(t+21)

(3)

where ExpS1(t) are the S1 exposures at the beginning of year t, LR1LT 2 refers to the lifetime
ECL parameter for the following year and TR1 2 refers to the 1-year transition probability of S1
exposures to S2.
As a result of using the EoY exposures and the next year’s risk parameters, the new methodology
results to be much more forward-looking than the one used in the 2018 stress test. This also has
implications on the provisions in the last year of the scenario (2022), which now take into account
the effects of reversion which starts after the third year of the scenario (see Subsection 3.1). Namely,
for S2 exposures, the provisions of the last year of the adverse scenario (2022) are calculated as a
sum of the existing and new provisions:
ProvS2

S2 Adv(2022EoY ) =
⇣
ExpS2(2022BoY ) · 1 TR2Adv1(2022)
ProvS1

◆
⌘ ✓5
1
2
LT2 2
TR2Adv3(2022) ·
· LR LT2
+
·
LR
Adv(2022)
Base(2022)
6
6

S2 Adv(2022EoY ) = ExpS1(2022BoY ) TR1Adv2(2022) ·

✓

5
1
2
LT1 2
· LR LT1
+ · LR Base
Adv(2022)
(2022)
6
6

◆

(4)

(5)

where ProvS2 S2 Adv(2022EoY ) are the existing and ProvS1 S2 Adv(2022EoY ) are the S2 provisions
resulting from new S2 exposures.
On the other hand, since the exposures in the baseline scenario are assumed to remain flat after
the scenario horizon,the provisions of the last year (2022) are calculated as follows:
ProvS2

⇣
S2Base(2022EoY ) = ExpS2(2022BoY ) · 1
ProvS1

TR2Base1 (2022)

⌘
LT2 2
TR2Base3 (2022) · LR Base
(2022)

LT1 2
S2Base(2022EoY ) = ExpS1(2022BoY ) · TR1Base2 (2022) · LR Base
(2022)

(6)

(7)

In order to better examine the difference between the old and the new method, the two methods
were tested on a set of hypothetical S2 parameters and exposures for both the baseline and the
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FIGURE 2: Provision calculation methodology comparison: new (2020) vs old (2018)

adverse scenario. The provisions were calculated according to each of the methods and the results
are illustrated in the Graph 2. The hypothetical provisions are plotted on the y-axis and the time
is plotted on the x-axis. From the graph it can be observed that the new provision curves (the
red and the gray one) shift in anticipation of future “shocks”, while the old ones (dark red and
green) move in response to those “shocks”. For instance, if we look at the provision curve of the
2020-adverse-scenario we see that in the first period (2019-2020) it is less downward-sloping than
the 2018-adverse-scenario curve. This is because in the second period the risk parameters increase,
which is visible from the movement of the 2018-adverse-scenario curve. Furthermore, in the second
period the 2020-adverse-scenario curve is more upward-sloping than the 2018-adverse-scenario one
because of the big increase that happens in the third period (which is visible from the third period
of the 2018 curve). Finally, in the last period (2021-2022) the difference between the two curves is the
most apparent since the 2020-adverse-scenario curve moves down in anticipation of the reversion
that will follow in the period 4, whereas the 2018 curve responds to the period 3 “shock”.
For the S3 exposures the provisions are calculated using the same year’s risk parameters as in
2018 [2]. The provisions for the existing S3 exposures are calculated based on the first year risk
parameters. This is given by the perfect foresight assumption according to which the loss rate for
the stock of existing S3 exposures at the beginning of the exercise stays the same in every year of
projection. At each year, the provisions on existing S3 exposures are calculated based on the first
year’s parameters [3]:
ProvOld S3(t+1) = max[ ExpOld S3(t) · LR3LT 3 (t+1) ; ProvOld S3(t) ]

(8)

where ExpOld S3(t) is the S3 exposures at the beginning of the exercise, whereas ProvOld S3(t) is the
stock of provisions for existing S3 exposures at t and LR3LT 3 (t+1) is the ECL parameter estimated
for the exposure S3 at the beginning of the exercise, which stays equal throughout the exercise
horizon. As for the new S3 exposures, since no release of S3 provisions is allowed for any year
or any scenario, the provisions on new S3 exposures are accumulated throughout the stress test
horizon. The following formulas depict the methodology to be applied for the calculation of the
provisions for new S3 exposures:
Prov New S3(t+1) = ProvS1

www.iasonltd.com
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ProvSX

S3(t+1) = ExpSX(t) · TR(Xt+31) · LGD(Xt+13)

(10)

where X=1,2 and TR(Xt+31) refers to the 1-year transition rate of SX exposures to S3, LGD(Xt+13) refers
to the expected loss rate for exposures that migrate from SX to S3 and finally, ExpSX(t) are the SX
exposures at the beginning of year t. As for the provisions after year 3 of the scenario horizon, for S3
exposures, both the adverse and the baseline credit risk parameters assume a flat trend. Therefore,
in the last year of the horizon (2022) the provisions for new S3 exposures are calculated in the
following way:
ProvSX

X 3
X 3
S3Scen(2022EoY ) = ExpS1(2022BoY ) · TRScen
· LGDScen
(2022)
(2022)

(11)

where X is either 1 or 2 and the Scenario is either baseline or adverse.
3.3

Securitisation Exposures

As mentioned in the Subsection 2.2 the Regulations 2017/2401 [12] and 2017/2402 [13] introduced
the changes in the securitization framework which as a consequence, were followed by the changes
in the methodology that will be described in this Subsection.
The 2020 methodology shifts from the concept of generic provision to the concept of specific
credit risk adjustments. Namely, the updated regulation requires to estimate specific credit risk
adjustments (instead of generic provisions) for securitisation exposures that are not subject to
mark-to-market valuation. Therefore, in addition to the exposures subject to Chapter 5 of CRR [7],
also exposures subject to specific risk adjustments need to be reported in the securitisation template.
Generally, under the new framework all securitisation exposures are to be reported net of specific
credit risk adjustments.
Furthermore, originator positions where no significant risk transfer (SRT) has taken place are
to be treated and reported in the credit risk templates as in 2018, however, taking into account the
credit risk mitigation effect in accordance with Article 249 of the CRR. At the starting point, i.e. on
31 December 2019, banks are required to report exposure values and REA separately as actual and
restated figures. For the purpose of the stress test it is assumed that the restatement does not affect
the SRT achieved as of 31 December 2019.
For all regulatory approaches a fixed risk weight increase will be applied, whereas in 2018 [2],
this increase was applied only on “regulatory approaches based on risk weights”. For this purpose,
the restated securitisation exposures are now mapped into credit quality steps (hereinafter CQSs)
from external ratings-based look-up tables of Articles 263(3) and 264(3) of Regulation (EU) 2017/2401
[12]. This mapping is done using the risk-weight, seniority and maturity of the security, as shown
in Table 3 and for STS in Table 4. In case the restated RW does not fall within the range of any
single CQS, the exposure is put in the closest two CQSs in terms of RW (for example senior tranche,
non STS, with RW of 110%, with maturity of 2.5 years will be allocated in 0.667·CQS9(5yr) and
0.333·CQS9(1yr)). The same reasoning is applied when the maturity of the exposure lies between 1
and 5 years. Following this, the securities are allocated into 3 securitisation buckets for which the
REA increase is prescribed. This bucketing is performed in the same way as in 2018 [2], i.e. the
allocation is conducted based on an analysis of the migration volatility of different products and
their origin, distinguishing therefore, among three main categories low risk (bucket 1), medium
risk (bucket 2), high risk (bucket 3). While in 2018, the banks had to provide information on the
IRB and STA exposures per defined risk bucket (actual and restated), this is no longer necessary
within the 2020 framework. The REA reported for each approach and the RW used for the mapping
shall consider the impact of the application of the maximum risk weight and maximum capital
requirements.
Furthermore, the new methodology gives no indication on the use of supervisory formula
approach (SFA) in the calculation of REA, nor its reporting, as was done in 2018. In fact, the
corresponding templates used for their reporting in the previous exercise, CSV_CR_SEC_IRB_SF
and CSV_CR_SEC_OTHER, are not among 2020 stress test templates.
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CQS
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
All other

Senior tranche (1yr)
15%
15%
25%
30%
40%
50%
60%
75%
90%
120%
140%
160%
200%
250%
310%
380%
460%
1250%

Senior tranche (5yr)
20%
30%
40%
45%
50%
65%
70%
90%
105%
140%
160%
180%
225%
280%
340%
420%
505%
1250%

Non-senior tranche (1yr)
15%
15%
30%
40%
60%
80%
120%
170%
220%
330%
470%
620%
750%
900%
1050%
1130%
1250%
1250%

Non-senior tranche (5yr)
70%
90%
120%
140%
160%
180%
210%
260%
310%
420%
580%
760%
860%
950%
1050%
1130%
1250%
1250%

TABLE 3: Mapping table for risk-weighted exposure amounts under the External Ratings Based Approach (SEC-ERBA);
source: [12]
CQS
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
All other

Senior tranche (1yr)
10%
10%
15%
15%
20%
30%
35%
45%
55%
70%
120%
135%
170%
225%
280%
340%
415%
1250%

Senior tranche (5yr)
10%
15%
20%
25%
30%
40%
40%
55%
65%
85%
135%
155%
195%
250%
305%
380%
455%
1250%

Non-senior tranche (1yr)
15%
15%
15%
25%
35%
60%
95%
150%
180%
270%
405%
535%
645%
810%
945%
1015%
1250%
1250%

Non-senior tranche (5yr)
40%
55%
70%
80%
95%
135%
170%
225%
255%
345%
500%
655%
740%
855%
945%
1015%
1250%
1250%

TABLE 4: Mapping table for STS securitisations under the SEC-ERBA; source: [12]

Finally, while the 2018 methodology [2] does not specify any particular treatment of resecuritisations, the 2020 note specifies that they shall be treated in line with Article 269 of Regulation
(EU) 2017/2401 [12] and always be reported under the respective credit quality step in the securitisation standardized approach part of the template. Also, the impact in terms of REA from the
maximum risk weight for senior securitisation positions and the maximum capital requirement
outlined in Articles 267 and 268 of Regulation (EU) 2017/2401 [12] shall be reported as memorandum
item.
3.4 Projected Point in Time Parameters
When it comes to the approach applied for projection of PIT parameters the new methodological
draft [3] is more rigid on the various points. The most important differences such as:
• The introduction of the minimum asset class threshold for the use of internal models;
• The adjustment restriction for the benchmark parameters;
• The reversion to the baseline levels of risk parameters;
• The treatment of the exposures towards the Parent Company;
• The definition of cure rates
will be discussed in this Section.
Firstly, if the bank’s satellite models do not ensure the estimation of all the PD/TR and LR/LGD
parameters for a minimum of 10% of the pivot asset class exposure, the benchmark parameters
need to be applied to the entire pivot asset class exposure. In case the 10% threshold is exceeded,
www.iasonltd.com
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banks can use a weighted average between internal models’ and benchmark’s parameters, unless
the competent authorities provide further instructions. By this the regulator is reducing the level of
discretion of banks and directing them towards a more conservative and “one-size-fits-all” solution.
Similarly, for the portfolios for which neither the satellite model nor the stressed TRs, LGDs
or LRs are available, the banks are, as in the previous exercise (2018 [2]) instructed to use the
benchmark parameters provided by the ECB. It is however, highlighted by the regulator that these
parameters shall not be adjusted in any way (i.e. no expert-judgement based adjustments or scalings
are allowed). Also, it is highlighted that given the bank’s initial choice on whether to apply the
benchmark or internally derived parameters, no diversions will be allowed at the later date unless
approved by the competent authorities. Once again, in the 2020 stress test exercise the benchmark
parameters will be used for assessment of the potential “over-confidence” of the internal parameter
estimates. Also, the banks will be subjected to the cross-sectional comparison and asked to revise
their results, shall they prove to be overly optimistic.
For the projection of the LGD/LR and lifetime ECL, it is assumed that all future macroeconomic
fluctuations are known for the remaining lifetime and possible workout periods of the exposure
(the so-called perfect foresight principle). By the same token, when calculating the stage transition
probabilities and the corresponding loss rates across stages after the stress horizon ends, in the
baseline scenario these parameters are assumed to stay constant, while in the adverse scenario these
parameters should linearly converge to the 2022-baseline level in 6-year time for S1 and S2, or stay
flat at the 2022-adverse level for S3 (see Subsection 3.1).
Regarding the exposures towards a Parent Company which fall under credit risk scope of the
stress test, according to the 2020 methodological draft [3] the banks are required to be treated at
arm’s length. This implies, that for the 2020 exercise, the banks will be required to provide the
transition and loss rates for these exposures as well.
Finally, in relation to the estimation of the cure rates that are necessary for the calculation of the
LGD, the new methodological note [3] provides a clear definition of the cure rate which was not
available in 2018 [2]. According to this definition, the Cure Rate(t) is defined as the average cure
rate observed during a determined period of time for Si exposures reaching S3 within year t.
3.5 Provision Calculation for Sovereign Positions
For what concerns sovereign positions recorded at amortized cost, the ECB provides, for a selection
of countries, a set of stressed TR, LGD and LR instead of PD and LGD as in 2018 [2]. The application
of the provided parameters is mandatory for all countries and banks regardless of whether a country
is one of the most relevant countries in terms of exposure of the bank or not. Zero loss rates are
applied only for exposures to central banks under both baseline and adverse scenarios. For those
countries for which the ECB does not provide the risk parameters, on the other hand, the banks
are required to estimate their own with an adequate degree of conservatism. This specification
was not mentioned in the previous EU-wide stress test methodology indicating a slightly higher
discretion of banks in accounting for the sovereign risk. The importance of sovereign positions in
banks’ balance sheet is still relevant and connected with ECB monetary policy and political turmoil
across the euro area. A correct risk evaluation of these exposures is crucial to address the systemic
risk underlying the evident channel between government’s financial stability and large sovereign
exposures of European banks. Sovereign still constitutes a relevant portion of total assets and their
price volatility remains as a potential threat on the market risk side. However, as we have seen
from the results of the December 2018 EBA Risk Assessment Report [9], sovereign exposures are
decreasing since June 2016 but persists as a consistent portion of banks’ exposure, standing at EUR
3.0 trillions at June 2018.
3.6 Loan to Value
In response to the growing concerns regarding the increasing LTV ratios [8] and their detrimental
impact on LGD and credit losses [1], in the 2020 stress test exercise, for the first time so far, the banks
are required to report the exposure-weighted average of the LTV ratio at loan level for selected real
estate exposure classes.
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The ratio will be calculated as the current exposure (performing or non-performing) divided by
real estate collateral valuel as in the following formula:
LTV = Exposure/CollateralValue

(12)

For this exercise the performing exposures are calculated after substitution effects and after CCF
(credit conversion factors), taking COREP (Common reporting framework) as a reference exposure
definition (in 2018 [2] there was no mention of the reference exposure definition). The COREP is
the standardized reporting framework issued by EBA for Capital Directive Requirements reporting
which covers credit risk, market risk, operational risk, own funds and capital adequacy ratios. When
it comes to LTV figures, the regulators underline the two main differences with respect to the
reference COREP figures and those are given by:
1. Different scope under the stress test exercise;
2. Exposure amounts are aligned with the calculation of provisions.
In case of significant difference relative to the COREP figures, the banks are required to justify them
in the explanatory note.
Under non performing exposures, the methodological note of 2020 ([3]) considers the S3 exposures after the substitution effects and after CCF (instead of only “S3 exposures” as stated in 2018
[2]). Also here, the COREP is taken for the reference exposure definition.
Finally, as regards the denominator of the LTV ratio, it refers to all funded RE collateral that is
available for covering any of the above mentioned exposures. Moreover, the collateral of interest
is the bank’s share of the CRR/CRD eligible collateral. It is not necessary to apply any regulatory
haircuts if the collateral value is expected to reflect the evolution of the RE prices in the given
macroeconomic scenario.
3.7 Impact on Risk Exposure Amount (REA) and IRB Regulatory EL
A “no migration rule” is introduced in the 2020 document forbidding the migration of exposures
and REA between different asset classes, i.e. the exposure value of each asset class is static meaning
that the REA remains in the same asset class regardless of the scenario migrations. One example of
the application of this rule are the exposures which do not fulfill the “fully and completely secured”
conditions due to worsened collateral amounts. Banks are required to estimate the risk weights
(according to CRR) and project collateral and credit quality in line with the scenarios.
Like in 2018 [2], the IRB excesses and shortfalls should be accounted for at an aggregate level
for defaulted and non-defaulted portfolios separately. However, the IRB excesses of credit risk or
additional value adjustments over expected losses should be considered as Tier 2 capital, instead
of the “excess of provisions” considered in the 2018 Methodological note [2]. This means that the
approach shifts to the calculation of credit-risk adjustments instead of the estimation of provisions.
The credit risk adjustment development, starting with the reference year and throughout the scenario
horizon, is now linked to the estimation of provisions on performing and non-performing exposures
(as described in Subsection 3.2), instead of impairments like in 2018 [2].
Also, the expected loss amounts for equity exposures need to be reported only in case they are
deducted in the common reporting framework (no such specification in 2018 [2]).
According to the new methodology, competent authorities can request from the bank to provide,
in the explanatory note, the table summarizing the exposure values by LTV buckets for exposures
under standardised approach for SME and non-SME separately. The table should report the values
taking as the reference year 2019 and for every year of the scenario horizon. For those buckets with
LTV larger than 100%, the exposures exceeding or being equal to the market value of the collateral
should be reported.

l The

value of the collateral is assumed to be updated according to the particular macroeconomic scenario.
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4.

Critical Points for Future Consideration

This Section summarizes a few critical points for the future consideration of the stress test methodology. The 2018 stress test has been audited by the European Court of Auditors and many
recommendations have been provided [10]. First of all, the impact of the new stress test depends
also on the macroeconomic soundness of the adverse scenario. The intensity of the adverse scenario
varies across countries and for some of them is not stressful enough. This difference may harm the
consolidation and the comparison at European level of the final results. Moreover, the critics also
point out that the translation of the adverse scenario into risk parameters has not been transparently
explained, leading to a detrimental lack of information for the market participants, which are not
able to evaluate correctly if the adverse scenario has been consistently applied to all banks in a
comparable way.
Another issue concerns the focus of EBA on economic shocks more than on financial shocks
evolving from inner failures of the financial markets. This approach could lead to an underestimation
of the systemic risk of the banking sector and is emphasized by the exclusion of many large banks
from the sample. The size criterionm excludes many banks on undergoing reconstruction or with
critical features in terms of drop of consolidated assets, State aid or large portion of NPL in their
balance sheet.
Moreover, the European and the US stress tests should achieve a higher level of convergence
since this would further improve the discipline in the capital markets. One of the main differences
between the two systems lies in the bottom-up nature of the EU-wide stress test that allows to take
into account the peculiarity of single banks, in comparison to the top-down US approach that is
a more “one-size-fits-all” solution, which allows a greater involvement and discretion of the US
authorities. The public has also expressed its concern regarding the swaps in which the American
and European banks could engage in the fourth quarter every year. Namely, since the US and EU
stress tests take place at different times of the year, the banks could find a way to temporarily “clean”
their balance sheets around times of the stress test by temporarily swapping the assets. This is also
a characteristic of the bottom-up nature of the Test and of the incentive for a bank to present the a
better picture [14].
Another point often criticized is the assumption of the Static Balance sheet that reduces the
complexity of the exercise but it also introduces a lag between the results and the supervisory
decisions. In order to achieve a better trade-off between the simplicity and more realistic assumptions
regarding the balance sheet dynamics, a credit growth path conditional on the scenarios could be
defined ex-ante (as done in UK) or the projections could be adjusted ex-post taking into account the
mitigating actions. A Static balance sheet lacks reality even if it avoids complicating the assumptions
and development of the stress.
Finally, the introduction of very high coverages for the NPEs presented in the Section on the
prudential back-stop in table 2, might not have such a strong impact on this stress test exercise
because of the limited time-span that they apply to, but in the future exercises its impact is expected
to be fairly high. In particular, the requirement to apply the back-stop coverage of 100% on secured
exposures could be particularly burdensome for some banks.
In conclusion, the 2020 methodology does not include relevant changes and revisions from the
previous 2018 version, but it only applies a fine-tuning on the 2018 note and aims to respect the
compliance to most recent regulation updates. This is also due to the strict calendar that exists
between the conclusion of the 2018 exercise and the drafting of 2020 methodological note. For this
reason, the recommendations provided by the European Court of Auditors are supposed to enter in
force in the 2022 EU-wide stress test, if embraced by EBA.

m The overall sample covers the banks that absorbs the 70% of total consolidated assets of euro area banks and with total
assets over the EUR 30 billion threshold.
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