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Introduction

Background

The UK banking industry is subject to numerous and significant 
changes. Increasing cost pressures and decreasing margins 
are creating a need for banks to optimise their risk and capital 
management activities, across both regulatory and business 
requirements.

In addressing the challenges above, many firms are trying to 
leverage new technologies and operating models. In addition, a 
wave of maturing fintech firms, utilities, and specialised service 
companies is helping banks to increase the scope of their existing 
services and operations both efficiently and effectively.

While the global regulatory landscape is continually evolving, 
the regulatory trend is to harmonise the processes and 
methodologies used for computing the different regulatory 
metrics, including PD, LGD and EAD. IRB compliance, in 
particular, still remains desirable for multiple reasons: 

• Enhanced risk governance

• Increased quality of time series data

• Increase robustness within the risk management processes

• Evidencing use tests

• Leveraging an increasing pool of Subject Matter Experts 
(SME’s)

• Enhancing a bank’s risk management function

However, achieving and maintaining IRB compliance is difficult 
and expensive, particularly if an organisation doesn’t have the 
required scale. For Tier 2 UK banks, that are so essential in 
providing a more competitive banking environment, the ability 
to have access to the advanced capital requirement treatment 

(hence being able to provide competitiveness of services to the 
market) is sometimes too onerous. Some of the key challenges 
which Tier 2 banks are required to address include:

• An evolving regulatory landscape

• Limited scale of infrastructure

• Maintaining appropriate skills sets

• Increasing cost pressures

Objective

This working paper explores the possibility of using a utility 
model to help and support, in particular Tier 2 UK banks, in 
obtaining and sustaining compliance with IRB requirements in an 
efficient and effective manner.

Recently, the UK regulator and other authorities have committed 
to introduce a more proportionate approach to the regulation of 
smaller banks, especially with respect to capital requirements for 
credit risk; most recently evidenced by a proposal for a different 
treatment of portfolios like residential mortgages. 

New technology and alternative operating models could help 
in this area by enabling the creation and maintenance of the 
appropriate infrastructure (i.e risk management framework, 
governance framework, methodology and resources) that is 
normally required to achieve compliance with IRB requirements.

Hence the objective of this paper is to not only highlight the key 
challenges being faced by Tier 2 UK banks, but to also identify 
and highlight what new technology and operating model could 
be leveraged when looking to align to both current and future 
regulatory and business needs.

*“Tier 2 Banks include Specialist, Challenger and Intermediate Banks”
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Key challenges in complying with an IRB 
framework

Obtaining and sustaining an Internal Ratings Based approach 
(IRB) is one of the potential options to help improve risk 
management while addressing the bank’s capital needs. 
However, this requires a significant amount of time, effort and 
costs and in the past has dis-incentivised some Tier 2 UK banks’ 
ability to sustain IRB. 

In addition, the unique size, nature and operations of many of 
these banks have also surfaced an array of challenges when 
looking to obtain and sustain IRB in the past. The below is a non-
exhaustive list but reflects some of the key challenges faced by 
most banks:

Evolving regulatory landscape: The regulatory landscape is 
continuously evolving and the pipeline for future regulations is 
looking strong. This increase in new regulations being issued, as 
well as the regulatory pressure to comply with related interim 
and final industry timelines, makes it difficult for Tier 2 Banks to 
maintain full steam for long term projects, like IRB compliance, as 
time, money, energy and resources of risk and other functions get 
spread thinly across multiple initiatives.

Lack of data and IT infrastructure: Obtaining and sustaining 
IRB status requires data of adequate quality to estimate PD’s, 
LGD’s and EAD’s. Sufficiency and quality of data have both been 
key obstacles for IRB approval since the very beginning. Limited 
timespan of the portfolio’s existence, lack of appropriate default 
history, disparate and inconsistent data sets, IT infrastructures 
involving many manual processes and touch points are some of 
the causes for insufficient and poor quality of data. 

Minimal skills sets: The modelling of PD and LGD’s is a very 
quantitative process requiring judgmental knowledge and 
industry know how. These skill sets come at a premium as there 
is a limited talent pool in the market having banking experience 
combined with the application of statistical software for 
modelling, data management and data preparation. A majority 
of Subject Matter Experts (SMEs) in a limited talent pool have 
been engaged by large Banks and consultancy firms with deeper 
pockets with limited or no availability for Tier 2 banks. 

Increasing cost pressure: Today most banks (not just Tier 2 UK 
banks) are operating in an environment that is more competitive 
than before. Evolving regulations, a challenging interest rate 
environment, developments in technology and a limited pool of 
resources is influencing Tier 2 banks to re-engineer how they 
operate going forward. Furthermore, many Tier 2 banks operate 
on smaller budgets, and use workarounds which might be cost 
effective in the short term but might not pass the regulator’s 
governance test for specific compliance as required by IRB.

Sufficiency and quality of data have 
both been key obstacles for IRB approval 
since the very beginning
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a way forward

Although the points mentioned in this paper continue to remain 
a challenge for many Tier 2 banks, it by no means renders the 
option of moving to IRB cost inefficient.

The availability of new technologies has allowed many banks 
to manage their business in a more efficient and cost effective 
manner. Data management for example, now allows banks the 
option to use new technologies and applications (for example 
big data and data lakes), to not only streamline how data is 
processed, but to also make better use of it in pursuing their 
business objectives. In addition, technology has also enabled the 
creation of utilities whose application has been extended across 
many areas of the bank. Results to date have been extremely 
positive with regards to both efficiencies and costs, with 
examples such as kyc.com, the know-your-client (KYC) utility, 
serving as a perfect example.

The emergence of fintech companies combined with the service 
offering delivered through a utility type model, has now allowed 
many banks (more so the Tier 2 banks) to compete in an industry 
which many years ago may not have been possible for many 
reasons including regulatory and management acceptance. The 
operations function has tested it for some time now and the 
risk management function is also starting to engage with the 
fintech industry in an attempt to find utility style delivery models 
designed to perform ongoing “run the bank” functions and 
selected “change the bank” projects as well.

The challenges that relate to implementing (but also 
maintaining) an IRB compliant framework, create the  
opportunity to apply a similar model based on the concept of a 
utility. The creation of an IRB type utility would also enable  
Tier 2 UK banks to re-think the entire risk operating model, 
ensuring robust risk management while also allowing the risk 
team to focus on other value added activities.

So what would be required to apply a utility model to support IRB 
compliance and what would the benefits be?

•	 Data: Pooling data from different banks on similar portfolios, 
like residential mortgages, would increase the likelihood of 
the data sets passing the sufficiency standards set by the 

regulators. Given that banks internal data is viewed as highly 
sensitive in nature, the data utility would need to meet full 
data lifecycle compliance across multiple bank stakeholders. 
Furthermore, being managed as an independent third party, 
the data utility could also be leveraged to:

• Operationalise the data management or data 
preparation process while providing ongoing 
maintenance of data quality in a way that allows 
greater governance, standardisation, and operational 
efficiencies

• Combine data from different sources and formats, 
ensuring data anonymity and complete privacy

• Provide for validation and remediation of data gaps

•	 Standardised IRB processes, methodology and data 
Infrastructure: A utility would help standardise the pooling 
of data, and enable to use of combined data to prepare data 
sets for credit risk modeling. In addition, full consistency in 
the methodology used to compute the parameters (i.e. PD, 
LGD and EAD) could also be achieved. The standardisation 
of these processes would help banks’ risk management 
beyond IRB compliance and also support regulators’ efforts 
to benchmark IRB processes and credit risk capital numbers 
across the industry. While the independence of the utility 
provider would be a positive, each member bank would 
have to ensure appropriate documentation, governance and 
oversight from their second line of defense teams.

The emergence of fintech companies 
combined with the service offering 
delivered through a utility type model, 
has now allowed many banks (more 
so the Tier 2 banks) to compete in an 
industry which many years ago may not 
have been possible 
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•  Access to talent: A limited talent pool with banking, 
statistical modelling and data management experience 
means than many banks are unable to hire the right staff. 
Ebbs and flows in volume also make it difficult for smaller 
organisations to keep staff busy throughout the year. A 
utility, with centralised servicing, would be able to maintain 
this talent pool and make it available for member banks to 
help meet their modelling needs on demand. In this model, 
servicing would also benefit from greater local knowledge and 
scale, further impacting the ability to hire, manage and retain 
the key skills sets that banks require. This central pool of 
resources would provide knowledge management, scalability, 
cost efficiency, and above all, greater speed to compliance for 
member banks

•  Costs Efficiencies: Many UK Tier 2 banks are concerned 
about license and technology costs as well as the cost and 
risk associated with migrating to a new operating model. A 
utility operating model would help banks to share the license 
fee of systems and also use relevant partner companies to 
exercise efficiencies and consistencies in risk management 
processes. The ability to provide not only IRB compliance, 
but also better services in a cost effective manner is indeed 
the hallmark of a utility model. A utility would allow the 
re-definition of the entire operating model around IRB 
compliance activities. Furthermore a third party servicing 
the utility can in fact not only leverage digital technologies 
to automate and perform tasks faster, but also combine 
competence, design thinking, process re-engineering and 
economies of scale for even greater process efficiency
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Conclusion

Tier 2 UK Banks have been applying for IRB compliance and some 
of them maintaining the IRB status for a decade. Challenges 
for Tier 2 Banks have always been there and some additional 
constraints are also applicable for new Tier 2 banks given their 
size and limited time in operation. 

It is time to bring together the learnings from other industries 
and those from within the operations departments of the banks 
themselves, in the form of an industry utility, to achieve more 
efficient regulatory compliance. A need for efficiency, coupled by 
the relentless stream of new technology and the growing support 
and acceptance of utilities by regulators, makes this an excellent 
opportunity for all Tier 2 banks to achieve IRB compliance. 

While there are risks in any change to the industry, the benefits 
of an IRB utility are undeniable:

i. A standardised IRB process;

ii. Greater access to quality data and resources; 

iii. A common methodology for IRB; 

iv. More robust and transparent risk management processes. 

The utility model recognises that all the components that make 
up the service need to be scalable to adapt to a bank’s changing 
business model and regulatory landscape. As a result the ‘Utility’ 
can be easily scaled up or scaled down across each of the areas 
to meet each of the bank’s needs on demand.
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