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1. Introduction

In the wake of the Global Financial Crisis of 2007-
2009 (hereinafter: Financial Crisis) there was a
broad consensus in the international community
that the financial regulatory framework for banks
required a thorough revision. This view was stron-
gly supported by the participants of the G20 sum-
mits in London and Pittsburgh in 2009, which sum-
mits culminated in the Basel III accord (hereinafter:
Basel III) in 2011,2 adopted by the Basel Committee
on Banking Supervision (hereinafter: BCBS). The Ba-
sel ITI accord was set out to significantly revamp the
‘old’ Basel II3 framework that entered into force a
couple of years earlier. Surprisingly, the internati-
onal framework in respect of the credit risk posed
by mortgage exposures was not significantly amen-
ded by Basel III. Mortgage backed securities, and se-
curitisations more broadly, did receive some atten-
tion, though the underlying (sub-prime) mortgages
were not heavily impacted from a capital framework
perspective, despite the general consensus that these
products ignited the Financial Crisis.4

In Europe, the Basel ITl accord was finally transposed
into the Capital Requirements Regulation (hereinaf-
ter: CRR)° and the fourth Capital Requirements Di-
rective (hereinafter: CRD IV).¢ European banks, and

1. Mr. dr. drs. J.A Jans and Mr. M. Mol-Huging are lawyers
at RegCounsel Financial Services in Amsterdam.

2. BCBS, Basel III: A global regulatory framework for more re-
silient banks and banking systems, (2011). By others than
the Basel Committee on Banking Supervision commonly
referred to as Basel IV.

3. BCBS, International Convergence of Capital Measurement
and Capital Standards A Revised Framework, (2004) (he-
reinafter: Basel II).

4. ].deLarosiére et al., The High-Level Group on Financial Su-
pervision in the EU, (2009), par. 7.

5. Regulation (EU) No 575/2013 of the European Parliament
and of the Council of 26 June 2013 on prudential requi-
rements for credit institutions and investment firms and
amending Regulation (EU) No 648/2012.

6. Directive 2013/36/EU of the European Parliament and
of the Council of 26 June 2013 on access to the activity
of credit institutions and the prudential supervision of
credit institutions and investment firms, amending Di-
rective 2002/87/EC and repealing Directives 2006/48/EC
and 2006/49/EC.

in particular Dutch banks, traditionally have a rela-
tively high exposure to residential mortgage loans.”
Although the revisions to the prudential framework
did have a large impact on the market for securiti-
sations containing residential mortgages, which al-
most vanished in Europe, banks were not required
to maintain significantly more capital for their mort-
gage exposures.

Now, almost ten years after the entry into force of
CRR, the Basel III finalisation package (hereinafter:
Basel IV), also known in the EU as the Banking Pack-
age 2021 or Basel III-Reform,3 introduces amend-
ments to CRR (hereinafter: CRR3) and CRD IV (he-
reinafter: CRD VI). CRR3 and CRD VI, which will
come into force on 1 January 2025, cover, amongst
others, significant revisions to the prudential treat-
ment of residential mortgage loans, thereby incorpo-
rating some of the ‘overdue’ lessons of the Financial
Crisis.?

In this article, we discuss the changes introduced to
the risk weighting of residential mortgage loans un-
der CRR3, whereby specific attention is paid to the
standardised approach (hereinafter: SA) and inter-
nal ratings based (hereinafter: IRB) approach to the
quantification of the risk-weighted assets.!0 Parag-
raph 2 covers the objective and functioning of the
prudential risk weighting framework as well as the
valuation of residential property. Paragraph 3 sets
out the current prudential regime applicable to resi-
dential mortgage loans under the SA as well as the
amendments introduced under CRR3. The pruden-
tial regime applicable to residential mortgages and

7. See ESRB, Follow-up report on vulnerabilities in the residen-
tial real estate sectors of the EEA countries February 2024
Country analysis, 2024, particularly par. 5.22 on the Ne-
therlands.

8. Commission, Banking Package 2021: new EU rules to
strengthen banks’ resilience and better prepare for the future,
(2021).

9. Where we refer to CRR3 in this paper we refer to the fu-
ture scenario once CRR3 has been implemented in EU
law. For now, the current CRR remains applicable.

10.  This paper does not cover the prudential treatment of
corporate exposures secured by immovable property.
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CRR3 amendments under the IRB approach are co-
vered in paragraph 4. Paragraph 5 contains some
concluding remarks on the impact of Basel IV on
European banks having an exposure to residential
mortgage loans.

2. Background on prudential risk weigh-
ting of mortgages
2.1. Prudential risk weighting

The objective of the prudential risk weighting frame-
work is to translate the riskiness of a bank’s assets to
arequirement to hold a certain amount of capital, as
a form of a regulatory provision for potential future
unexpected losses from exposures.! This is done by
assigning a certain risk weight, expressed as a per-
centage, to a specific type of exposure, such as resi-
dential mortgage loans. These risk weights can ei-
ther be assigned by the legislature, i.e., the SA, based
on a certain economic and political assessment'? or
banks can model a risk weight based on their histori-
cal loss experiences and other proprietary and mar-
ket data, i.e., the IRB approach.> The risk weight
is then multiplied by the exposure value, creating
the risk weighted assets (hereinafter: RWA). It is the
RWA that must be multiplied with the capital requi-
rement ratio, i.e., the percentage that banks must
maintain as regulatory capital buffer, which at least
needs to be 8% - the so-called BIS-ratio.! If a bank fo-
resees a loss because of an exposure at default, e.g.,
due to a significant deterioration in credit quality, it
must take an accounting provision to cover for such
expected losses.

A quintessential metric in mortgage loan risk weigh-
ting is the loan to value (hereinafter: LTV) ratio. The
LTV ratio is calculated by dividing the amount of the
loan by the value of the property collateral securing
theloan.!> Generally, the use of LTV as a key risk me-
tric for mortgage loans is based on two economic as-
sumptions: (i) that the LTV is an indicator of the risk
of default; and (ii) that the risk of default increases as

1. See, for example: BCBS, Basel Framework CRE31, par. 311,
(2020).

12.  For instance, government bonds which are considered,
somewhat debatably, very safe receive a 0% risk-weight
whilst crypto-asset exposures may receive a 1250% risk
weight. Formerly, the SA was also heavily reliant on
external ratings. These were initially phased out some-
what, however, recently they have been progressively
reintroduced.

13.  E.PM.Joosen, The construction of TREA and the relationship
with the CBR, in: Capital and Liquidity Requirements for
European banks (eds. E.PM. Joosen, M. Lamandini and
T.H. Troger), Oxford University Press (2022), p. 142.

14.  E.P.M. Joosen, Credit Risk Weighting — SA and IRB Appro-
aches, in: Capital and Liquidity Requirements for Euro-
pean banks (eds. E.PM. Joosen, M. Lamandini and T.H.
Troger), Oxford University Press (2022), p. 187.

15.  Basel IV, par. 62.

the LTV increases.!6 Moreover, LTV can also be seen
as an indicator of the loss given default.!” The LTV is
becoming increasingly important as risk driver un-
der the Basel framework, with the biggest increment
in the importance of LTV being comprised in the re-
visions to the SA under Basel IV.!8

2.2, The valuation of residential property

Another essential aspect of mortgage loans is the va-
luation of the securing residential property. Under
CRR, banks are required to ensure the prudent va-
luation of the property at the moment of loan origi-
nation, which valuation must be monitored at least
once every three years or more frequently where the
real estate markets were subject to significant chan-
ges.!? The valuations must be reviewed by an inde-
pendent valuer20 if there are indications that the va-
lue of the property has materially declined relative
to general market prices. A bank can use statistical
models for monitoring valuations. However, where
areview is in order, such review must be performed
by an independent valuer each and every time.?! As
such, the current CRR utilises a market value based
approach, where the valuation of the property secu-
ring the mortgage loan principally aligns with the
market value of such property.

Basel IV prescribes that valuations are principally to
be maintained at the level set at the moment of the
loan origination. Modifications to these valuations
are only to be made when extraordinary, idiosyncra-
tic events permanently reduce the value of the pro-
perty or where improvements to the property une-
quivocally increase its value.2? Ergo, contrary to the
CRR framework, Basel IV does not incorporate an ac-
tive monitoring obligation as currently required in
the Union for banks applying the SA.23 The Commis-
sion chose not to follow the provisions of Basel IV,
stating understandable arguments that the removal
of amonitoring obligation might be to the detriment
of risk management or could put an unreasonable

16.  Hence also serving as the rational of the whole loan ap-
proach, see EBA Report, Policy Advice on the Basel III Re-
forms: Credit Risk SA And IRB Approach, (2019), par. 167
(hereinafter: EBA Policy Advice): ..LTV is used as a simple
proxy for assessing the default risk of an exposure that is also
assumed to reflect a range of additional factors influencing
default risk, including the loan to income (LTI) ratio.

17.  L.Liu, The demand forlong-term mortgage contracts and the
role of collateral, 142 ESRB Working Paper (2023), p. 48: ’A
higher LTV is correlated with a higher probability of default,
as well as a greater loss given default,..

18.  See also H.S. Neess-Schmidt et al., Impact of Final Basel
1II on the EU Mortgage Sector, Copenhagen Economics
(2022), p. 6, (hereinafter: Copenhagen Economics Study).

19.  Seeart. 208(3) and 229(1) CRR.

20. Meaning a person who possesses the necessary qualifica-
tions, ability and experience to execute a valuation and
who is independent from the credit decision process.

21.  EBA Q&A 2017_3078.

22. Basel IV, par. 62.

23. Compare Basel IV, par. 283-284, for the requirements un-
der the IRB approach.
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burden on supervisory authorities requiring valua-
tion adjustments, triggering national bias concerns
and as aresult thereofharming thelevel playing field
between banks.

Nevertheless, the Commission recognised the need
to adjust the current framework somewhat, in the
sense that the current market value based valuation
framework?# does not address the risk of overvalua-
tion of residential properties and volatile capital re-
quirements for mortgages, as it does not include a
mechanism addressing pro-cyclical effects in real es-
tate.?> For instance, the requirements of Basel IV
thatex ante valuations should account for the poten-
tial for the current market price to be significantly
above the value that would be sustainable over the
life of theloan, or that the valuation may not include
expectations on priceincreases, are currently not in-
cluded in CRR.26 Nor does Basel IV permit the regu-
lar upward adjustment of property values.

Under the Commission’s original proposal, upward
adjustments of property values were capped at the
average value measured for that property or com-
parable properties, over a backward looking period
of six years and modifications that improved the
energy efficiency of property were considered as
unequivocally increasing its value.2” Eventually, un-
like Basel IV, the revised art. 208(3) CRR3 retains
the current CRR requirement for frequent monito-
ring of property values, although it bends the ini-
tially proposed upward adjustment by the Commis-
sion due to sustainability modifications into a down-
ward adjustment of the value based on ESG-risk con-
siderations.?8 Instead, art. 229(1) CRR3 was signifi-
cantly expanded, for instance with a sub-paragraph
(d) wherein the Commission’s proposal is integra-
ted, limiting the property revaluation to an amount
that does not exceed the average value measured for
that property, or for a comparable property, over
the last six years or the value at origination, whi-
chever is higher.?? In line with the Commission’s
proposal, the value of the property can exceed that
average value of the property where modifications

24.  Art. 208(3) CRR. And as supported by the Dutch govern-
ment, see: Dutch Parliamentary History II, 2021-2022,
22112 Nr. 3250, p. 8.

25. Commission Staff Working Document, Impact Assess-
ment to the CRR3 Proposal, Part Three, p. 104; see also Re-
cital (17) of Commission Decision, C(2022) 7012, of 6 Oc-
tober 2022.

26. BaselIV,Par. 62; asnow included in art. 229(1)(b)(ii) CRR3;
see for a discussion: EBA Policy Review, (2019), par. 178-
185 and 52.

27.  Commission CRR3 Proposal, art. 208(3).

28. Recital (19) CRR3 and Explanatory Memorandum to the
CRR3 proposal, p. 17.

29. For the purpose of calculating the average value, banks
shall take the average across property values observed at
equal intervals in time and the reference period shall in-
clude at least three data points. For the purpose of calcu-
lating the average value, banks may use results of the mo-
nitoring of property values in accordance with art. 208(3)
CRR; EBA Policy Advice, (2019), par. 186-190.

to the property unequivocally increase its value, e.g.,
improvements of the energy performance or protec-
tion against physical risks3% Under CRR3, the pro-
perty value shall not be permitted to be revalued up-
ward if banks do not have sufficient data to calcu-
late the average value of the property in question
over the mandatory measurement period of six ye-
ars notwithstanding the value increase due to une-
quivocally value increasing modifications.

Moreover, CRR3 introduces rules for model gover-
nance for the models used in the monitoring of the
valuation of the properties and the identification
of which properties need to be reviewed3! It does
seem, however, that CRR3 continues not to permit
the actual review of the valuations of properties by
means of a statistical valuation model. Nevertheless,
the statistical valuation model outputs will play a
larger role in the revaluation of residential property
as the average values referenced above may be dedu-
ced from the monitoring data pursuant to art. 208(3)
CRR.

3. Standardised approach (SA) to the
(credit) risk weighting of residential
mortgage loans

Currently, the prudential treatment of mortgage
loans is included in art. 124 to 126 CRR for banks ap-
plying the SA. The SA to the (credit) risk weighting
of residential mortgage loans is based on the Basel I
framework of 1988 and was first bifurcated to intro-
duce the IRB approach under Basel II in 2006. Since
then, the SA has been amended somewhat by Basel
III, and was included in CRR in 2013 along with all
other risk weighting requirements for banks. Ne-
vertheless, the fundamental premise of the current
SAremains similar to the original framework under
Basel 132 Basically, the SA provides for a pre-configu-
red risk weight with which banks can quantify their
RWA, by means of set risk weights to be applied to va-
rious asset classes.33 The first Capital Requirements
Directive (hereinafter CRD)34 recites that this super-
visory formula is meant as a simpler formula compa-
red to the more advanced IRB approach, though also

30. With such environmental risks becoming more and
more prominent and even specifically defined in art.
4(1)(52f) CRR3.

31.  Art. 208(3a) CRR3.

32. E.PM. Joosen, Credit Risk Weighting — SA and IRB Appro-
aches, in: Capital and Liquidity Requirements for Euro-
pean banks (eds. E.P.M. Joosen, M. Lamandini and T.H.
Troger), Oxford University Press (2022), p. 197.

33. These external ratings, subject to some of the fiercest de-
bates in the wake of the Financial Crisis, are not relevant
for retail exposures such as residential mortgage loans
and shall therefore remain undiscussed here; see Basel
II, par. 50-52.

34.  Composed of Directive 2006/48/EC of the European Par-
liament and of the Council of 14 June 2006 relating to
the taking up and pursuit of the business of credit insti-
tutions and Directive 2006/49/EC of the European Par-
liament and of the Council of 14 June 2006 on the capi-
tal adequacy of investment firms and credit institutions,
where we refer to the former Directive here.
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reciting that the SA serves as a cost controlled ver-
sion for smaller banks and not as a punitive regime
to usher banks into the more advanced IRB appro-
ach.3>

For residential mortgage loans, the original Basel I
risk weight was 50%3¢ which was transposed into
the Solvency Ratio Directive (hereinafter: SRD)37 in
Europe. That risk weight was lowered under Basel II
and CRD to 35%, supported by the intensification of
the qualitative requirements for eligible residential
mortgages38 For instance, further to the broad re-
quirement of the SRD that the loan is being secured
by a mortgage on a residential property which is or
will be occupied orlet by the borrower, Basel Il requi-
red that the national competent authorities (herein-
after: NCAs) would satisfy themselves that the mort-
gageloan s fully and completely secured by the real es-
tate collateral, the fulfilment of which criterion shall
be determined along the lines of a restrictive set of
qualitative criteria3? These qualitative criteria re-
quired that: (a) the value of the property does not
materially depend upon the credit quality of the bor-
rower,%0 (b) the exposure on the borrower does not
materially depend upon the performance of the un-
derlying property, but rather on the underlying ca-
pacity of the borrower to repay the debt from other
sources, (c) the observance of certain legal require-
ments and prudent valuation rules, and (d) the va-
lue of the property exceeds the value of the loan by
a substantial margin (and therefore precluding the
later LTV framework set out in Basel IV).4! The part
of a mortgage loan that is not fully and completely
secured by the residential real estate, shall be assig-
ned the risk weight that an unsecured exposure to
the (retail) borrower would attract, thereby splitting
theloanin two parts, i.e., theloan splitting approach.

In the wake of the Financial Crisis and Basel III,
the European Commission revised the treatment of
mortgage loans through the introduction of a qua-
litative review provision in art. 124 CRR, that re-
quires NCAs to assess the adequacy and prudency
of the quantitative risk weight (of 35%) on residen-
tial mortgage loans as set in art. 125 CRR. This lat-
ter article incorporates the majority of the CRD/Ba-
sel I framework, setting out the actual risk weight
and the conditions for when it applies, i.e., conditi-
ons (a) through (d) listed above. Art. 124 CRR, sought
to address the issue of an inherently backward loo-
king framework, as became clear during the Finan-
cial Crisis that the risk weighting approach of the SA

35.  Recital (38) to (42) CRD.

36.  BCBS, International Convergence Of Capital Measurement
And Capital Standards (Basel I), (1988), par. 41.

37.  Art. 6(1)(c)(1) of the Council Directive of 18 December 1989
on a solvency ratio for banks.

38.  CRD, Annex VI, Part I, paragraph 9.1.

39. Basel I, par. 72.

40. Thisrequirement does not preclude situations where pu-
rely macro economic factors affect both the value of the
property and the performance of the borrower.

41.  CRD, Annex VI, Part I, paragraph 48.

was too pro-cyclical. CRR requires NCAs to incorpo-
rate a forward looking assessment as to the property
market developments in their qualitative evaluation
of the residential mortgage loan risk weight and the
appropriateness thereof.42

Moreover, in assessing the fulfilment of requirement
(b) banks are held to consider a maximum loan-to-in-
come (hereinafter: LTI) ratio as part of their lending
policy.#3 The derogation of requirement (b) included
in CRD, the evaluation of the ability of the borrower
torepay theloan, was retained in CRR. However this
derogation was structured as a so-called hard test de-
rogation, i.e., it was framed by clear historical loss
rates of 0.3% over mortgage loans with an LTV up
to 80% and 0.5% of losses on the entire residential
mortgage loan portfolio.#4 Furthermore, require-
ment (d) was specified to a set maximum of 80% LTV
of the mortgage loan to which the 35% risk weight
could be applied, though allowing NCAs room to de-
viate.

Nevertheless, the first iteration of CRR did originally
not alter the quantitative risk weighting of mort-
gage loans nor the SA for that matter, all too radi-
cally sticking to the 35% flat risk weight to mortgage
loans backed by residential properties up to a certain
maximum LTV4> Already in the first consultation
paper published by the BCBS in 2014 on revisions
to the SA for credit risk after the implementation of
Basel III, the BCBS stated that the current approach
to residential mortgage loans was not sufficiently
risk sensitive.46 In this consultation paper, the BCBS
considered the LTV ratio to be the most appropriate
risk driver as history had shown that the lower the
outstanding loan amount relative to the value of the
residential real estate collateral, the lower the loss
incurred in the event of a default of the borrower
and the lower the incidence of a default of the bor-
rower.47 Arguably, such effects of the LTV are only
second order effects, i.e. the LTV is a proxy for fac-
tors driving default risk but not necessarily a direct
factor itself that drives default risk. Eventually and
notwithstanding the pushback from the banking in-
dustry,%8 Basel IV proposes significant alterations to

42, Art. 124(2)(b) (old) CRR; which has beenlargely taken over
by CRR3 in art. 124(7), although the new article permits
competent authorities not only to alter the risk weight
but also to set more stringent qualitative requirements
than those set out in art. 124(3) CRR3. Moreover, the com-
petent authority may also change the risk weight buckets
of art. 125(1) and 126(1) CRR3. This could greatly affect the
harmonizing effort of CRR3 as different member state
may use different buckets, risk weights and qualitative
requirements; see also the Explanatory Memorandum to
the CRR3 proposal, p. 15.

43.  Art. 125(2)(b) (old) CRR.

44.  Art. 125(3) (old) CRR; see also Basel I1, (2006), fn. 25.

45.  Being 80%.

46.  BCBS, Consultation Paper on Revisions to the SA for credit
risk, (2014), p. 15.

47. Ibid.

48.  SeeBCBS, Second Consultation Paper on Revisions to the SA
for credit risk, (2015), p. 11-13.
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the SA to residential mortgage loans, which are now
to be applied in the Union under the forthcoming
CRR3.

Basel IV, and CRR3, make the SA more risk sensi-
tive by adding more granularity in specific exposure
classes. First, CRR3 distinguishes real estate by the
type of financing of the exposure, i.e., differentiates
between income producing real estate (hereinafter:
IPRE)* and non-IPRE>?, Second, Basel IV, and CRR3,
introduce a new treatment of land acquisition, de-
velopment and construction (hereinafter: ADC) ex-
posures, comprising loans to companies or special
purpose vehicles financing any land acquisition for
development and construction purposes, or develop-
ment and construction of any residential or com-
mercial immovable property>! Third, the entirely
new art. 124 and 125 CRR are implemented, detai-
ling the revised treatment of residential mortgage
loans. The loan splitting approach is retained, whe-
reby the uncovered part of the loan continues to be
risk weighted as if it were an unsecured exposure to
the borrower if it is a non-IPRE exposure or be ap-
plied with a 150% risk weight if it is an IPRE expo-
sure (i.e, as an expression of the riskier nature of
IPRE exposures).” The covered part of the residen-
tial mortgage exposure will be treated differently ba-
sed on whether it concerns a non-IPRE exposure,
which shall be treated pursuant to art. 125(1) CRR3,
or an IPRE exposure, which shall be treated pursu-
ant to art. 125(2) CRR3. The qualitative requirements
((a) through (d) above) of the current art. 124 and
125 CRR, are consolidated and broadly maintained
within the new art. 124 CRR3. However, these qua-
litative requirements are expanded with a further
requirement on the status of the real estate collate-
ral, e.g., whether the property is finished, agricultu-
ral land or a property under construction.”> Requi-
rement (b), seeing to the ability of the borrower to
repay and as expressed currently by the LTI ratio, is
altered from an evidence gathering obligation to an
assessment of the ability of the borrower to repay.>*

49.  According to art. 4(1)(75b) CRR3: 'means an exposure se-
cured by one or more residential or commercial immovable
properties where the fulfilment of the credit obligations re-
lated to the exposure materially depends on the cash flows
generated by those immovable properties securing that expo-
sure, rather than on the capacity of the obligor to fulfil the
credit obligations from other sources; the primary source of
such cash flows would be lease or rental payments, or pro-
ceeds from the sale of the residential property or commercial
immovable property.’.

50. Recital (15), final text of CRR3.

51.  Recital (18) CRR3; EBA Policy Advice, (2019), par. 164.

52.  Art. 124(1) CRR3; see for an extensive discussion on the
pro’s and con’s of the loan splitting approach versus the
whole loan approach, EBA Policy Advice, (2019), par. 166-
172.

53. Art. 124(3)(a) CRR3; Explanatory Memorandum to the
CRR3 Proposal, p. 19.

54. To what extent this introduces a useful addition to the
creditworthiness assessment of the Mortgage Credit Di-
rective can be debated; EBA Policy Advice, (2019), par.
190-193.

Moreover, the LTI-ratio is no longer explicitly men-
tioned, instead CRR3 refers to relevant metrics that
need to be included in the now more prominent un-
derwriting policy of banks, which could comprise
LTIs but also, for example, occupancy rates for IPRE
exposures.”®

CRR3 sets the quantitative risk weight for eligible
non-IPRE%® and eligible IPRES7 exposures, i.e. those
mortgageloans that meet the strict qualitative requi-
rements of art. 124(3) CRR3 as touched upon above,
to 20% for the part of the loan up to 55% LTV provi-
ded that the strict qualitative requirements are met,
which if not met will warrant the alternative treat-
ment discussed below. Moreover, banks need to ac-
count for other liens on the property and the remai-
ning part of the loan secured by residential real es-
tate shall be risk weighted as an unsecured exposure
to the borrower, which in the case of residential real
estate shall be 75% (i.e., that of other retail exposu-
res).>8 Thereby, confirming the choice of the Euro-
pean legislature for the morerisk sensitiveloan split-
ting approach as used in the current CRR and for-
warded by the BCBS.>?

For IPRE that is not eligible for the treatment of art.
125(1) CRR3, and importantly for non-IPRE that does
not meet the strict qualitative criteria, but does ful-
fil the requirements of art. 124(3) CRR3 (e.g. property
is ADC), a risk weight bucket system is introduced
using a new metric, the exposure to value (herein-
after: ETV) ratio. The ETV is calculated by dividing
the gross (accounting) exposure value of the loan
that is being secured by immovable property, wit-
hout applying any adjustments thereto or recognis-
ing any effect of credit risk mitigation techniques,®®
by the value of the immovable property securing the
loan.6! Moreover, following the provisions of Basel
IV, banks will have to account for other (more seni-
or) liens on the residential property securing their
exposures, possibly leading to a multiplier of 1.25 to
the base risk weight, expressing the riskier position
of junior liens.5? The risk weight buckets based on

55.  See EBA Policy Advice, (2019), par. 194-200; See for me-
trics (already applicable): FSB Report, Principles for Sound
Residential Mortgage Underwriting Practices, (2012); EBA
Final Report, Guidelines on creditworthiness assessment,
(2015).

56.  Art. 124(2)(a)(i) CRR3.

57.  Art. 124(2)(a)(ii) CRR3.

58.  Art. 123(3) CRR3.

59. Ascompared to the whole loan approach under which the
entirety of the loan would be assigned a risk weight ba-
sed on the LTV, i.e., similar to non-eligible IPRE exposu-
res; see also for a clear discussion and graph, the Impact
Assessment to the CRR3 Proposal, Part Three, p. 103-104.

60. Notwithstanding any pledged deposits that the borrower
holds with the lending institution and that are eligible
for (on balance sheet) netting.

61.  Art. 124(5) CRR3; where several exposures that are being
secured by the same residential property, e.g., multiple
mortgage loans on one house, shall be added together for
the gross exposure amount insofar that no other party
holds a lien on the property in question.

62.  Art. 124(4) and (5)(c) CRR3.
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ETV are represented in table 1 below and follow the
whole loan approach, i.e., the risk weight of the res-
pective ETV bucket shall apply to the entire loan.

Table 1 — ETV risk weight buckets

ETV |ETV|50%¢< |60% < |80%<|90%«< |>
<50%ETV |ETV < |ETV<|ETV<|100%
< 80% [90% |100%
60%
Risk [30% [35% [45% |60% |75% |105%
Weight

Notwithstanding the risk weight treatment based on
ETVs, CRR3 permits for a derogation to the gene-
ral approach whereunder residential IPRE exposu-
res may benefit from the preferential treatment, i.e.,
art. 125(1) CRR3, when such exposures pass the hard
test. This derogation ties back into the current hard
test derogation in art. 125(3) CRR, whereby IPRE ex-
posures or secondary homes may be treated as non-
IPRE exposures where the Member State in which
the mortgage exposure is located has a well-develo-
ped and long-established residential property mar-
ket with loss rates within certain margins.53

Thus, on the whole the SA to residential mortgage
loans has been thoroughly revised, with new risk
weights and new qualitative requirements, though
retaining the core of the framework that was already
in place. The Commission expects that as a result
of the revised SA, banks will have a largely similar
risk weight for non-IPRE exposures, although the
risk weight for IPRE exposures is expected to rise
with 47% on average.6* Even though only about 4%
of Dutch residential real estate exposures are sub-
jected to the SA, the Dutch market is expected to be
relatively heavily impacted by the revised SA given
that the LTVs are relatively high with 68% on aver-
age and with the fundamental alterations to the IRB
approach following the implementation of the out-
put floor.6

4. Internal Ratings Based Approach

For banks applying the IRB approach, the pruden-
tial treatment of mortgage loans is covered in art.
147(5)(a) and 154(3) CRR. Currently, 92% to 96% of
Dutch mortgage loans held on the balance sheet of

63.  Art. 125(2) and (2a) CRR3, where the derogation is also ex-
tended to third-countries that either have an equivalent
regulatory framework and have published the loss rate
data or where the third country has an equivalent regu-
latory framework and the EBA has published thelossrate
data. See also, EBA Policy Advice, (2019), par. 173-76 for a
thorough discussion of the benefits of the hard test and
the need for its calibration.

64.  Commission Staff Working Document, Impact Assess-
ment to the CRR3 Proposal, Part Three, p. 106.

65. Recital (12) and Commission Decision, C(2022) 7012, of 6
October 2022.

banks are risk weighted by means of an IRB mo-
del.56 These mortgage loans attract a comparatively
low risk weight, with the Dutch average risk weight
being only 8.3% in 2022, whereas the average LTV is
relatively high with 68%.67

Under the current IRB approach, which was largely
designed under Basel II, residential mortgage loans
are classified as a form of retail exposure. Nota-
bly, under the corporate exposure class, mortgage
exposures are already partly differentiated as IPRE
or non-IPRE, with IPRE being included in the sub-
set of real estate exposures under the specialised len-
ding regime.%8 For these type of exposures, banks
must use their own probability of default (hereinaf-
ter: PD), which shall at least be 0.03%, values and
loss given default (hereinafter: LGD), which shall not
be lower than 10%,7° values for purposes of calcula-
ting the risk weighted exposure value, for which the
institution shall need prior supervisory permission
based on meeting a range of operational and techni-
cal requirements.”! Subsequently, these values must
be entered into a complex formula, where certain va-
riables are adjusted due to the fact that the retail ex-
posure is covered by immovable property.’? Additi-
onally, under the IRB approach, banks are required
to calculate the expected loss amount by multiplying
the same PD and LGD factors as were used to calcu-
late the risk weighted exposure value with one ano-
ther, giving one of the distinctive features of the IRB
approach — the fact that it specifically differentiates

66.  Recital (12) Commission Decision, C(2022) 7012, of 6 Octo-
ber 2022 and Copenhagen Economics Study, (n17), p. 35,
respectively.

67.  Recital (8) Commission Decision, C(2022) 7012, of 6 Octo-
ber 2022; Copenhagen Economics Study, (n17), p. 36.

68.  See EBA, Final Draft RTS on Assigning Risk Weights to Spe-
cialised Lending Exposures, (2016), par. 4.1.5 and feedback
note 23; Art. 147(2)(d) CRR; see Basel II, Compiled Ver-
sion, (2006), par. 328; Basel IV, (2016), par. 282 and fn
30; EBA Policy Advice, (2019), par. 391-398. Le. for corpo-
rate exposures pursuant to art. 147(8)(c) and 153 CRR and
art. 1 of Commission Delegated Regulation (EU) 2021/598
of 14 December 2020 supplementing Regulation (EU) No
575/2013 of the European Parliament and of the Council
with regard to regulatory technical standards for assig-
ning risk weights to specialised lending exposures; and
as further clarified in art. 147(8) CRR3.

69. Art. 163(1) CRR.

70.  Art. 164(4) CRR.

71.  Art. 151(6) and (7) CRR respectively. See art. 143 and art.
169 et seq. CRR; as also further developed in Commission
Delegated Regulation (EU) 2022/439 of 20 October 2021
supplementing Regulation (EU) No 575/2013 of the Euro-
pean Parliament and of the Council with regard to regu-
latory technical standards for the specification of the as-
sessment methodology competent authorities are to fol-
low when assessing the compliance of credit institutions
and investment firms with the requirements to use the
Internal Ratings Based Approach.

72. Le., the correlation factor simplification of art. 154(3)
CRR.
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between expected loss and unexpected loss.”? Simi-
lar to the risk weights under the SA, NCAs may ad-
just the minimum LGD values upward if they consi-
der them not to be appropriate.”% As a result of this
more granular approach, IRB risk weights ought to
be more precise reflections of the actual risk profi-
les of firms as compared to the SA, with technical
differentiations between banks being cancelled out
dueto astandardised methodology in modelling risk
weights.

Under Basel IV not that many directly significant al-
terations appear to be made to the IRB approach vis-
d-vis residential real estate exposures. CRR3, howe-
ver, does implement certain qualitative adjustments
that ought to align the SA and IRB somewhat fur-
ther, for instance by further aligning the scope of
what constitute retail exposures (and thus residen-
tial real estate) and corporate exposures. Currently,
under the IRB approach all exposures to SMEs, with
an exposure to a natural person automatically qua-
lifying as retail, that are secured on residential real es-
tate are excluded from counting towards the EUR 1
mln. threshold, being one of the qualifying criteria
of being a retail exposures, whereas the present SA
only discounts those exposures to natural persons
and SMEs that are fully and completely secured on resi-
dential property collateral from the EUR 1 mln. thres-
hold.”> CRR3 alters art. 147(5)(a)(ii) CRR to solely ex-
clude exposures up to the property value of the real
estate collateral, which value is to be assessed in ac-
cordance with the concepts highlighted above.”® Ba-
sel IV does not exclude any exposures secured by re-
sidential real estate and simply sets a threshold at
EUR 1 mln for inclusion of exposures in the retail as-
set class.”’

One of the most impactful amendment under CRR3
is the introduction of the so-called output floor. This
highly controversial and arguably unnecessary mea-
sure increases the IRB risk weights to a minimum of
72.5% of the SA outcomes.”8 The floor to risk weigh-
tings is to combat the structurally lower risk weights
that are assigned to similar exposures under the IRB
approach compared to the SA.7? According to the
BCBS, the output floor is introduced:

73.  Art. 158(1) and (5) CRR; see also Basel IV, p. 53: 'The IRB ap-
proach is based on measures of unexpected losses (UL) and ex-
pected losses (EL). The risk-weight functions produce capital
requirements for the UL portion. Expected losses are treated
separately, as outlined in [..] the Basel II framework.’

74.  Art. 164(6) CRR.

75.  Art. 147(5)(a)(ii) and art. 123(c) CRR respectively; see also
EBA Q&A 2016_2599, for a mention of this difference in
a different context.

76.  Le. inaccordance with the valuation methodology of the
SA.Under the SA, this altered exclusion is also incorpora-
ted in the new art. 123(1)(b) CRR3, which now also refers
to the value of the property.

77. Basel IV, p. 56-57.

78.  Art. 92(3) CRR3.

79. Recital (4) and (5) CRR3. CRR3 recites that: 'By setting a
lower limit to the capital requirements that are produced by
institutions’ internal models to 72,5% of the capital require-
ments that would apply if [SA] were used by those instituti-
ons, the output floor limits the risk of excessive reductions in
capital’

“[t]o reduce excessive variability of risk-weighted
assets and to enhance the comparability of risk
weighted capital ratios [..].”8°

As aresult of the output floor, banks modelling their
risk weights using the IRB approach will also be re-
quired to calculate risk weights based on the signifi-
cantly revised SA. For residential real estate exposu-
res this means that IRB banks shall basically have to
maintain 72.5% of the risk weighted assets of the re-
duced 20% risk weighted up to 55% LTV and 72.5% of
the risk weighted remaining part of the loan, gener-
ally attracting a 75% risk weight, i.e,, that of unsecu-
red retail exposures.

Unmistakeably, this means a marked increase in the
risk weighted assets of residential mortgage loans
under CRR3 of banks using the IRB approach. Recog-
nising that this may have a severe impact on the resi-
dential real estate market, art. 465(5) CRR3 does pro-
vide for a transitional regime.8! Under this Member
State option banks applying the IRB approach may,
subject to certain strict qualitative criteria,82 assign
a 10% risk weight to the part of the loan secured by
residential real estate up to 55% of the property va-
lue, which value is to be determined in accordance
with art. 125(1)(a) CRR3, i.e,, in accordance with the
manner described above3 The unsecured part of
the loan shall attract a 45% risk weight up to 80%
of the property value determined accordingly, or an
institution may apply an increasing risk weight of
52.5% to 67.5% to any remaining part of the mort-
gage loan over 55%, ergo including parts of the loan
with an LTV above 80%.8% Ultimately, the transitio-
nal regime may reduce IRB risk weights for residen-
tial mortgage loans by 3% and is currently set to end
on 31 December 2032 with a maximum possible ex-
tension of four years, where the EBA shall produce a
report on the appropriateness of the risk weights un-
der the transitional regime before the end of 2028.8
It shall be clear that for the Dutch market the appli-
cation of such a transitional regime shall be of para-
mount importance. Nevertheless, the Dutch Minis-
ter for Finance has indicated not to adopt the tran-
sitional regime citing reasons of ensuring the full ef-
fect of the output floor and strict adherence to Basel
IV as principle drivers.86

80. Basel IV, p. 137. As the ECB also identified in the Targe-
ted Review of Internal Models (TRIM) exercise that diffe-
rent risk weights between IRB banks could not always be
explained by different risks, see: ECB, Targeted Review of
Internal Models Project report, (2021).

81.  See also Recital (17) CRR3.

82. Amongst which a requirement, art. 465(5)(d) CRR3, simi-
lar to the hard test requiring historical average losses of
no more than 0.25% of the total of outstanding residen-
tial mortgage exposures per year on the part of the mort-
gage loan up to 55% property value.

83.  Art. 465(5)(a) CRR3.

84.  Art. 465(5)(b) CRR3.

85. Copenhagen Economics Study, (n17), p. 23-24.

86.  See Dutch Parliamentary History I, 2021-2022, 36090 Nr.
B, p. 16, for initial thoughts and Brief van de Minister
van Financién inzake Voorgenomen uitoefening lidstaatop-
tie verordening kapitaalvereisten (CRR3), (2024).
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5. Concluding remarks

In abstracto, CRR3 brings significant changes to the
SA forresidential real estate exposures and is expec-
ted to lower the capital requirements of banks using
the SA for these exposures with 8%.87 The chan-
ges to the prudential framework will make the risk
weighting more sensitive to the creditworthiness of
the borrower, as the risk weight of the loan is no lon-
ger solely based on the collateral (i.e., the residential
property securing the loan), but also on the risk pro-
file of the retail borrower for the part of the loan ex-
ceeding 55% LTV. Furthermore, differentiating bet-
ween IPRE, non-IPRE and ADC exposures seems a lo-
gical move that will bring greater granularity to the
SA and more harmonisation between the SA and the
IRB approach. Moreover, the revised valuation ap-
proach will ensure a more prudent valuation of pro-
perties within the Union, reducing the pro-cyclica-
lity of the current unbridled upward adjustments of
property values.

In a Dutch context, the revised SA will have com-
paratively limited first order effects. Seeing as the
large majority of residential real estate exposures
are weighted using the IRB approach, the output
floor will surely have a much more noticeable direct
impact on the risk weighted assets of Dutch banks.
This is due to a second order effect of the SA, as
banks will have to calculate risk weights for residen-
tial mortgage loans under the SA in order to deter-
mine the minimal IRB risk weight according to the
output floor. As a result, the risk-sensitivity of IRB
risk weights is greatly reduced where the default risk
shall only inform the applied risk weight where the
output floor is not binding on the calculating bank,
as otherwise the default risk proxy LTV will be lea-
ding for the capital requirement (given that the SA
relies on this metric).38 For exposures with an LTV
under 55% no differentiation in risk weight is made
whatsoever under the SA, though one could argue
that the risk weight calibration of the SA is com-
mensurate to the risks posed by residential mortgage
loans on an average, market broad basis. Neverthe-
less, by completely removing any actual default risk
sensitivity for mortgage loans above an LTV of 55%,
the SA is undoubtably more punitive for banks with
a high LTV mortgage loan portfolio, such as Dutch
banks.

Moreover, the incentives to use the more risk-sensi-
tive IRB models, as also acknowledged by the Com-
mission and EBA, have lessened with the introduc-
tion of the output floor. Banks will only have a (capi-
tal) incentive to apply these models if their costs are
lower than then the maximum of 27.5% risk weight
advantage compared to the SA. It could be argued
that in that sense, the original consideration of CRR

87. Copenhagen Economics Study, (n17), p. 8-9.
88. Copenhagen Economics Study, (n17), p. 11.

that the IRB approach is the preferred, more risk sen-
sitive method for the calculation of RWA is some-
what frustrated by CRR3 and the output floor. Cru-
cially, banks will have to also bridge a certain data
challenge, where a substantial amount of informa-
tion on the borrower and its property must be collec-
ted, in order to be able to determine whether a mort-
gage loan meets the qualitative criteria and thus is
eligible for the preferential treatment of art. 125(1)
CRR3. It would remain to be seen to what extent
the current valuation practices of Dutch banks meet
these criteria and whether such valuation practices
will not have the consequence that residential mort-
gages need to be risk weighted using the ETV buc-
kets, based on the whole loan approach.

Allin all, in the Netherlands IRB banks will see a fur-
ther increase in their risk weights, notwithstanding
the already applicable national macroprudential re-
gime, based on art. 458 CRR, that floors IRB risk
weights for mortgage loans to natural persons at 12%
up to 55% LTV and 45% for the remaining part of the
exposures.3? This should provide for further capital
buffers to cover against the risks of the heated Dutch
housing market, although one could argue that the
models that have been developed by the highly spe-
cialised Dutch banks that have a long standing his-
torical loss experience helping the accurate model-
ling of PD and LGD values for the traditionally high
LTV residential mortgage exposures. Whereas in the
past these banks may have relied on such (low) his-
torical loss data to arrive a low risk weights, the out-
put floor, in conjunction with the SA incorporating
the loan splitting approach, will force banks to re-
tain substantial capital buffers. At least in the (Dut-
ch) residential mortgage loan context, it seems that
as a result of CRR3 the SA will become significantly
more important and the IRB approach, as well as the
models developed thereunder, may only be used to
assess the applicability of the output floor, margina-
lising theimportance of the true default risk of a bor-
rower.

89. Commission Decision, C(2022) 7012, of 6 October
2022;continuing art. 2:2 of the Dutch Regeling specifieke
bepalingen CRD en CRR.
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