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THE RESERVE BANK on Monday

- proposed to lay down principles for
management of model risksin credit

for banks and other regulated enti-
tieswithaviewtoensuring prudence

~androbustness. - :

Regulated entities (REs) ge;ieraﬁy k

_use various models-as part of their
‘credit management, including for
credit appraisal, borrower scoring,
pricing, and risk management,
among others. :

Inherently, model outputs are’

“exposed to uncertainties as they are
based on assumptionswhichmaynot
manifest in the envisaged ways and

_ may take different forms in a real-
world scenario, the RBI said ina draft

“circular on ‘Regulatory Principles for

‘Managementof Model Risksin Credit.

~ This potentially exposes REs to
modelrisk,which hasimplicationson
prudential aspects of credit risk man-
agement, compliance and reputa-
tonalrisk. :

With a view to ensuzing prudence

_and robustness in the use of such
maodels,RBI proposed tolaydown cer-

The draft circular by RBIisaimed .

at ensuring prudence and robust-
ness in use of such models

tainbroadregulatoryprincipleswhich -

should be adopted by REs. - £
“REs shall put in place a detailed

‘Board approved policy with regard to

- model risk management framework

for all models deployed, covering the
entire model life cycle) the draft said.

The policy should cover details of
governance and oversight aspects
commensurate with mode material- -
ity; processes around model develop-
mentorselection;and documentation.
formodels deployed.’

1t should also cover independent
vetting/ongoing validation orreview
processes; change control; and <

the monitoring and reporting
frameworkincluding role of internal
audit function.

© “Credit risk model’ refers to any
quantitative method that appliessta-
tistical, economic, financial, or math- |
ematical principles and assumptions

* toprocess data into an output to be

used forcredit decisions.
The models used by REs may

_either be developed internally or

sourced from external third-party
suppliers, including under collabo-
rative lending arrangements, Or can. -
beamixof bothaspertheprovisions |
of the policy, the draft said.

“The objectives of the model, prob-
lem statements and sohution sought
from the modél should be clearly
defined and shall be essential pillars of
model development,’said the draft.

Further, the model should have

. the necessaryscalabilityand flexibil-

ity to meet the needs of dynamic
business conditions: '

Each model should be validated.
before deploymentaswellasafterany
subsequent amendments owing to
material events or as part of periodic
reviews, which shall be at leastona
yearlybasis, the draftadded.




