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Executive Summary

The guidance 1) provides an updated supervisory
framework for model risk management (MRM)
applicable primarily to banking organizations with
over $30 billion in assets. It replaces earlier guidance
(SR 11-7 and SR 21-8) and reflects advancements in
modeling practices and supervisory experience.

The revised guidance reflects the growing complexity,
scope and strategic importance of models in the
banking sector. Financial institutions increasingly rely
on quantitative models to enhance decision-making,
risk management, operational efficiency and
profitability. This trend is driven by technological
advancements, competitive pressures and the
expansion of data-driven methodologies.

() Federal Reserve, FDIC, OCC “Supervisory Guidance on Model Risk Management” (SR 26-2), April 2026.
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Intfroduction
Overview

The guidance underscores that model usage inherently introduces risk (“model risk”), which may manifest in:

% Financial losses Misstatements in Poor or flawed strategic
financial reporting and risk decisions

1
o
A key principle infroduced is that model risk is context-dependent. Ifs relevance and magnitude depend on:

* The nature and scale of model usage

» The business context in which models operate
+ The specific risk profile of the institution

It emphasizes that:
* There is no one-size-fits-all framework
+ Model risk management practices must be tailored to each institution

The guidance is explicitly principles-based rather than prescriptive, meaning:
+ |t does not impose enforceable regulatory requirements
+ Non-compliance does not automatically trigger supervisory criticism
— + However, unsafe or unsound practices arising from poor model risk management may still result in supervisory action
Furthermore, the document highlights that:
0 + Model risk management practices may differ significantly across institutions
« Even similar models can present different risks depending on usage and context
The scope of the guidance prioritizes models supporting significant business activities, recognizing that not all models carry equal importance.
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Purpose and Scope
Scope of Applicability and Definition of “Model”
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Purpose and Scope
Scope of Applicability and Definition of *Model”

The revised guidance aims to:
» Clarify existing principles established under SR 11-7

» Incorporate supervisory experience and industry feedback from the past 15 years
» Reflect technological advancements in modeling techniques

Scope of Applicability

Definition of “Model”

The guidance is primarily intended for:

" « Banking organizations with total assets exceeding $30 billion
=‘

The document provides a refined definition of a model:

VA complex quantitative method applying statistical,
economic or financial theories to transform input data

However: ++{  info estimates.
A « Smaller institutions may still fall within scope if they exhibit: ElEl
|| * High model complexity ) X Explicit exclusions:
——— * Significant model dependency - Simple arithmetic calculations
* Non-traditional banking activities

« Deterministic rule-based systems
* Non-theoretical tools

This reflects a tailored supervisory approach, avoiding unnecessary

burden on smaller institutions while ensuring adequate oversight
where risk is elevated.

Generative Al and agentic Al models are excluded from scope,
although institutions are expected to apply governance principles
analogously where appropriate
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Overview of Model Risk and
Model Risk Management

Key Dimensions and Principles of Model Risk
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Overview of Model Risk and Model Risk Management

Key Dimensions and Principles of Model Risk

The guidance defines model risk as:
“The potential for adverse consequences arising from decisions based on model outputs.”

a) Inherent Risk b) Model Exposure c) Model Purpose
Key Inherent risk is riven by: Model exposure reflects the impact of  Model purpose is a qualitative dimension
Dimensions * Model complexity model outputs on business decisions. that involves the nature and importance of
of « Assumptions It's tipically linked to: the models.
Model Risk « Data quality » Portfolio size For example, regulatory or risk management
Higher complexity |$ higher inherent risk « Financial materiality models are considered higher risk.

Model Materiality ' Effective Challenge

5 - A cornerstone concept is “effective challenge”, defined as:
Model Exposure + Model Purpose = Model Materiality Independent, expert review of models. Ability to:
Implications: N N N

+ Critically assess assumptions and outputs
« High-materiality models ® require rlgou !rg + Influence changes
- Low-materiality models m may require li [elglgle] Requirements: i)Technical expertise; i) Organizational
Key Principles independence; iii) Sufficient authority
of Model Risk
Aggregate Model Risk Proportionality Principle

The guidance introduces a strong emphasis on aggregate Model risk management must be:
model risk, which considers:
* Interdependencies among models « Integrated with broader enterprise risk
+ Shared assumptions or datfasets management

+ Systemic vulnerabilities

» Scaled to organizational complexity
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Model Development
and Model Use

Core Principles for Model Development and Model Use
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Model Development and Model Use

Core Principles for Model Development and Model Use

The guidance defines key principles for Model Development and Model Use:

Model development is framed as:
+ A multidisciplinary and judgment-driven process
* Noft purely technical

Core Principles Model Testing
Clear Statement of Purpose: Ensures alignment between Testing is a critical component, including:
mocer | I
: + Sensitivity analysis
Development * Model structure + Alternative methodology comparison
Influences: < « Assumptions + Data quality assessment
» Data selection
Stakeholder Engagement: Input from business users Testing rigor must be:
enhances: Proportional to model complexity and materiality

* Practical relevance
* Model robustness

a) Effective use b) Extending model usage c) User feedback
Effective use requires: When extending model usage: User feedback is emphasized as a key
Model Use - Understanding model limitations - Additional analysis is mechanism for:
» Avoiding misuse or application required « Continuous improvement
beyond intended purpose « Conftrols must be reassessed + Enhanced model understanding
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Model Validation
and Monitoring

Key Objectives and Core Components
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Model Validation and Monitoring
Key Objectives and Core Components

Model validation is defined as:
“A process to assess model performance, reliability, and limitations”.

a) Identify: b) Inform: Risk-based and proportionate
_ Typically conducted prior fo model
Key » Emrors * Adjustments Validation use, but:
Objectives * Limitations , * Recalibration ofi[e|(elea (=1 (F3ilea | * Exceptions allowed for urgent
» Performance degradation * Redevelopment business needs
* Require compensating controls

Outcomes Analysis
Outcomes analysis compares model outputs vs real-world
outcomes through techniques such as:
» Back-testing
« Qutlier analysis

Conceptual Soundnes:
Validating conceptual soundness involves tr
* Model design
* Assumptions
+ Methodology
Includes benchmarking and interpretabili
Core
Components Ongoing Monitoring
Continuous assessment of:

* Model performance

+ Changing conditions (data, markets, exposures)
Monitoring includes:

 |dentification of deterioration

« Triggering corrective actions

Residual Risk
Even with robust validation, material model risk may
remain. Therefore, model outputs should be
complemented by:
+ Expert judgment
+ Additional analysis
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Governance and Controls

Key Elements for Governance and Conftrols
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Governance and Conftrols

Key Elements for Governance and Controls

Effective model risk management requires: i) Clear policies and procedures; i) Robust governance frameworks.

Clear policies
and
procedures

Robust
governance
frameworks

Policies

Effective policies define:
+ Risk management expectations
+ Risk assessment frameworks

Procedures

Procedures support:
« Operationalize policies
« Allocation of resources

Roles and Responsibiliti
Clear accountability is required across: i) D
i) Validation; iii) Monitoring.
Important considerations:
+ Avoidance of conflicts of interest
* Independence of validation functions

Internal Audit
Internal Audit role is to evaluate effectiveness of model risk
management and should not duplicate activities such as:
+ Model Development
+ Model Validation

Model Inventory
Institutions should maintain comprehensive:model
inventories to support:

» Risk identification

« Aggregate risk assessment

Documentation
Adequate documentation supports:
* Transparency
+ Continuity
« Auditability
* Model remediation
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Vendor and Third-Party
Models

Risks, Expectations and Requirements for the Use of Vendor
and Third-Party Models
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Vendor and Third-Party Models gt in T

Risks, Expectation and Requirements for the Use of Vendor and Third-Party Models

The use of external models infroduces:
» Additional validation challenges
« Limited fransparency due to proprietary constraints

Key Risks Validation Requirements

Lack of access to: Understand: i) Conceptual design; i) Assumpftions;
« Source code i) Performance
. Methodology Sound practice involves conducting:

+ Data Ongoing moni’roripg
Vendor and Outcomes analysis
Third-Party

Models Supervisory Expectations Customization

Institutions must maintain full accountability for vendor Where vendor models are customized, adjustments
models must be:

« Documented
» Justified
» Validated

Yy Copyright © 2026 - All rights reserved 17




Conclusions and
Key Takeaways
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Conclusions and Key Takeaways

Strategic Principles: i) Model risk is inherent and unavoidable, requiring structured management; ii) Risk-based proportionality is the
C] > cornerstone of the revised framework; iii) Principles-based approach replaces prescriptive requirements.

) Model Risk Drivers: i) Inherent risk, exposure and purpose jointly determine materiality; ii) Aggregate model risk is critical and must be
,Q > actively assessed

c’ Lifecycle Management: Model risk management must cover: i) Development; ii) Use; iii) Validation; iv) Monitoring

Validation and Oversight:
rj + Effective challenge is essential and must be: i) Independent; ii) Expert-driven
v ¢  « Validation must include: i) Conceptual soundness; i) Outcomes analysis; i) Ongoing monitoring

~ Governance: Strong governance requires: i) Clear roles and responsibilities; i) Robust documentation; iii) Comprehensive model
=3,  inventory

Third-Party Risk: Vendor models: i) Do not reduce accountability; ii) Require equivalent validation rigor

Regulatory Positioning: The guidance: i) Supersedes SR 11-7; ii) Reflects 15 years of supervisory evolution; iii) Emphasizes flexibility and
tailoring
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Company Profile

iason is an international firm that consults

Financial Institutions on Risk Management.

iason infegrates deep industry knowledge

with specialised expertise in Market, Liquidity, Funding,
Credit and Counterparty Risk, in Organisational Set-Up
and in Strategic Planning.

Dario Esposito Marco Musto

Tommaso Travenzoli

This is an iason creation.
The ideas and the model frameworks described in this presentation are the fruit of the intellectual efforts and of the skills of
the people working in iason. You may not reproduce or transmit any part of this document in any form or by any means,

electronic or mechanical, including photocopying and recording, for any purpose without the express written permission of
iason.
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