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Basel Committee guidance on accounting for
expected credit losses – first impressions

Issue

On 2 February 2015 the Basel Committee (the “Committee”) issued for consultation
‘Guidance on accounting for expected credit losses’. The guidance will impact banks
implementing IFRS 9 and is designed to drive consistent interpretations and practice.
The consultation period ends on 30 April 2015.

Background

The new guidance will replace supervisory guidance on Sound Credit Risk
Assessment and Valuation for Loans (“SCRAVL”) issued in 2006. The guidance was
prompted by the International Accounting Standards Board (“IASB”) issuing IFRS 9
‘Financial Instruments’ in July 2014 with its requirement to adopt an expected credit
loss (“ECL”) model for impairment, as well as the FASB project to develop a new US
GAAP accounting standard which will also include an ECL accounting model.

As well as setting out 11 principles for supervisory requirements for sound credit risk
practices and the supervisory evaluation of credit risk practices, the guidance also
contains an appendix relating specifically to IFRS 9 covering:

 12-month ECL allowances;
 assessment of significant increases in credit risk; and
 the use of practical expedients.

The guidance only covers credit risk practices for lending exposures, with other bank
exposures such as debt securities being outside the scope of the guidance.

Impact

The impact of the proposed guidance will require detailed consideration and depend
on the specific circumstances of individual banks. As the guidance is principles-
based, its impact will also depend on territory supervisor interpretation and
application. Nevertheless, key aspects of the guidance likely to have the greatest
impact if implemented, as well as other areas respondents may want to comment on,
include:

 Increased expectations: the Committee has significantly heightened supervisory
expectations that internationally active banks, and those banks more
sophisticated in the business of lending, will have the highest-quality
implementation of an ECL accounting framework.

 Cost: the objective of the IFRS 9 model is to deliver fundamental improvements
in the measurement of credit losses. This will potentially require costly upfront
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investments in new systems and processes which should not be considered
‘undue cost or effort’.

 Less complex banks: supervisors may adopt a proportionate approach that will
allow less complex banks to adopt approaches commensurate with the size,
nature and complexity of their lending exposures.

 Practical expedients: use of practical expedients, such as a 30-days-past-due
criterion for a significant increase in credit risk, should rarely be used given the
potential to introduce significant bias in ECL calculations.

 Significant increase in credit risk: it is necessary to look beyond how many
“notches” a rating downgrade entails, because the change in default probability
for a one-notch movement is not linear and a significant increase in credit risk
could occur before even a one-notch downgrade.

 Dynamic groupings: lending exposures should be dynamically grouped and re-
grouped to ensure they remain homogenous in their response to credit risk
drivers.

 More disclosure: a number of additional disclosures are expected including
details of differences between regulatory and accounting data and assumptions,
as well as sensitivities to changes in the main assumptions.

 Interaction with IFRS 9: the guidance is not intended to conflict with IFRS 9, but
to narrow different interpretations and practices through the application of
consistent and sound credit risk practices.

The detail

To provide further detail on the key points above, relevant extracts from the guidance
are set out in the attached Appendix.
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Appendix: extracts from the Basel Committee guidance on
accounting for expected credit losses

Increased expectations and cost

While ECL accounting frameworks are new and different from current accounting
frameworks and their implementation will require an investment in both resources
and system developments/upgrades, standard setters have given or are expected to
give firms a considerable time period to transition to the updated accounting
requirements. On that basis, the Committee has significantly heightened supervisory
expectations that internationally active banks and those banks more sophisticated in
the business of lending will have the highest-quality implementation of an ECL
accounting framework. [para 11]

IFRS 9 states that “an entity shall consider the best reasonable and supportable
information that is available, without undue cost and effort” and that “an entity need
not undertake an exhaustive search for information”. The Committee expects that
banks will not read these statements restrictively. Since the objective of the IFRS 9
model is to deliver fundamental improvements in the measurement of credit losses,
the Committee expects banks to develop systems and processes to use all reasonable
and supportable information needed to achieve a high-quality, robust and consistent
implementation of the approach. This will potentially require costly upfront
investments in new systems and processes but the Committee considers that the long-
term benefit of a high-quality implementation far outweighs the associated costs,
which should therefore not be considered undue. [para A49]

While a bank need not necessarily identify or model every possible scenario through
complex scenario simulations, the Committee expects it to consider the full spectrum
of information that is relevant to the product, borrower, business model or economic
and regulatory environment when developing estimates of ECL. In developing such
estimates for financial reporting purposes, a bank should consider the experience and
lessons from similar exercises it has conducted for regulatory purposes, although the
Committee recognises that stressed scenarios developed for regulatory purposes are
not intended to be used directly for accounting purposes. Forward-looking
information and related credit quality factors used in regulatory expected loss
estimates should be consistent with inputs to other relevant estimates within the
financial statements, budgets, strategic and capital plans, and other regulatory
reporting. [para 30]

In developing their definitions, the Committee expects banks to consider each of the
16 classes of indicators in IFRS 9, paragraphs B5.5.17 (a)–(p), and in addition to
consider whether there is further information that should be taken into account.
[para A26]

The assessment of whether there has been a significant increase in credit risk of a
lending exposure should take full account of the more general factors below: (a)
deterioration of the macroeconomic outlook relevant to a particular borrower or
group of borrowers. Macroeconomic assessments must be sufficiently rich to include
factors relevant to sovereign, corporate, household and other types of borrower.
Furthermore, they must address any relevant regional differences in economic
performance within a jurisdiction. (b) deterioration of prospects for the sector or
industries within which a borrower operates [para A28]
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Less complex banks

For less complex banks, consistent with the Basel Core Principles, the Committee
recognises that supervisors may adopt a proportionate approach with regard to the
standards that supervisors impose on banks and the conduct of supervisors in the
discharge of their own responsibilities. This allows less complex banks to adopt
approaches commensurate with the size, nature and complexity of their lending
exposures. [para 12]

Practical expedients

Banks should be alert to any possibility of bias being introduced which would prevent
the objectives of the Standard from being met. For this reason, the Committee is of
the view that, in order to implement IFRS 9 in a robust manner, practical expedients
should rarely be used by banks, as these have the potential to introduce significant
bias. For example, as noted below, use of a 30-days-past-due criterion introduces bias
leading to a move to LEL later than the objective of the Standard requires. [para A40]

IFRS 9 introduces an exception to the general model in that, for “low credit risk”
exposures, entities have an option not to assess whether credit risk has increased
significantly since initial recognition. It was included as a practical expedient to
provide relief from tracking credit risk for high-quality financial instruments such as
highly rated debt securities. Although use of the low-credit-risk exemption is
provided as an option in IFRS 9, in the Committee’s judgment use of this exemption
by banks would reflect a low-quality implementation of the ECL model in IFRS 9. The
Committee expects that it would be used by banks only in rare and appropriate
circumstances, since the Committee views lending activities as the core of the bank’s
business. [para A50]

The Committee agrees with the view expressed in IFRS 9 that delinquency is a lagging
indicator of significant increases in credit risk. Banks should have credit risk
assessment and management processes in place that are sufficiently robust to ensure
that credit risk increases are detected well ahead of exposures becoming past due or
delinquent. The Committee would view significant reliance on past-due information
(such as using the more-than-30-days-past-due rebuttable presumption as a primary
indicator of transfer to LEL) as a very low-quality implementation of an ECL model.
[para A59]

It is important that banks’ analyses take into account the fact that the determinants of
credit losses very often begin to deteriorate a considerable time (months or, in some
cases, years) before any objective evidence of delinquency appears in the lending
exposures affected. Delinquency data are generally backward-looking, and the
Committee believes that they will seldom be appropriate in the implementation of an
ECL approach by banks. [para A22]

Significant increase in credit risk

Accurate measurement of the drivers of credit risk, and reliable calibration of the
linkages between those drivers and the level of credit risk, are both critical, as small
changes in credit quality can be associated with a large increase in the probability of
default. IFRS 9 requires banks to look beyond the change in the absolute credit risk
and when determining whether there is a significant increase in credit risk to consider
the change in probability of default since initial recognition relative to the probability
of default occurring as assessed upon initial recognition. A given change in the
probability of a default occurring has a different significance depending on the risk of
a default occurring as measured upon initial recognition. It is also necessary to look
beyond how many “notches” a rating downgrade entails because the change in PD for
a one-notch movement is not linear (for example, the default probability over five
years of an exposure rated BB is around three times that of one rated BBB, based on
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current data and analyses applicable to certain jurisdictions). It is possible that a
significant increase in credit risk could occur before lending exposures experience
even a one-notch downgrade. [para A29]

There are some circumstances in which an adverse movement in the factors listed in
paragraphs A27–A28 above might not be indicative of a significant increase in credit
risk. For example, it may be the case that the default probability of an exposure rated
AA is low, and not much greater than one rated AAA. However, very few bank loans
are of such apparently high credit quality – and, as illustrated in paragraph A29, the
sensitivity of default probability to rating grade increases strongly as rating quality
declines. [para A30]

Dynamic groupings

Lending exposures should be grouped such that exposures in the group share similar
credit risk characteristics and are expected to react to the current environment,
forward-looking information and macroeconomic factors in a similar way with
respect to changes in the level of credit risk. The basis of grouping must be
reconsidered regularly to ensure that exposures within the group remain
homogeneous in terms of their response to credit risk drivers. Grouping implemented
upon initial recognition based on similar credit risk characteristics, and the
responsiveness of credit risk to those characteristics, will not necessarily be
appropriate subsequently, given that the relevant characteristics and their impact on
credit risk may change through time. [para 44]

Exposures must not be grouped in such a way that an increase in the credit risk of
particular exposures is masked by the performance of the segment as a whole. Where
changes in credit risk after initial recognition affect only some exposures within a
group, those exposures must be segmented out of the group into relevant subgroups,
to ensure that the ECL allowance is appropriately updated. [para 46]

The grouping of exposures should be re-evaluated and exposures should be re-
segmented whenever relevant new information is received or a bank’s expectations of
credit risk have changed. The group of exposures assigned should receive a periodic
formal review (eg at least annually or more frequently if required in a jurisdiction) to
reasonably ensure that those groupings are accurate and up to date. [para 48]

More disclosure

The development of ECL estimates is a process that is influenced by many factors.
Given that management and users have differing objectives, it is imperative that the
inputs to management’s credit risk assessments and ECL estimates are well
articulated and understood. The Committee expects quantitative and qualitative
disclosures, taken together, to provide a clear picture to users of the main
assumptions used to develop ECL estimates, and the sensitivity of ECL estimates to
changes in those assumptions. Additionally, the Committee expects disclosures to
highlight policies and definitions that are integral to the estimation of ECL (such as a
bank’s basis for grouping lending exposures into portfolios with similar credit risk
characteristics and its definition of default, which the Committee expects to be guided
by the definition used for regulatory purposes), factors that influence changes in ECL
estimates, and how the process incorporates management`s experienced credit
judgment. [para 75]

The move to an ECL model requires that forward-looking information and
macroeconomic factors be incorporated into estimates of ECL. The Committee
expects banks to provide qualitative disclosures on how these have been incorporated
into the estimation process and quantitative information on how changes in forward-
looking information and macroeconomic factors have affected ECL estimates. [para
76]
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Integral to the process of credit risk assessment and measurement is the process by
which lending exposures are grouped into portfolios with shared credit risk
characteristics as the basis for collective assessments of ECL on these portfolios. The
Committee expects a bank to have a documented process by which to group lending
exposures on the basis of shared credit risk characteristics. Portfolios can be further
segmented for ECL purposes, taking into account a detailed analysis of the
determinants of credit risk, for example on a product, borrower, geographical or other
basis. Final grouping decisions will normally reflect a combination of factors. The
Committee expects disclosures in this area to clearly communicate how management
satisfies itself that lending exposures are properly grouped, such that collective
assessments of allowances for these groups continue to be appropriate. Furthermore,
changes to the way in which lending exposures are grouped and the corresponding
impacts on ECL estimates should be disclosed. [para 77]

The Committee expects banks to disclose similarities and differences in the
methodology, data and assumptions used in measuring ECL for accounting purposes
and expected losses for regulatory capital adequacy purposes. [para 78]

Interaction with IFRS 9

This guidance includes an appendix relating to International Financial Reporting
Standards (IFRS) as issued by the International Accounting Standards Board (IASB)
and which describes supervisory requirements specific to jurisdictions applying the
IFRS ECL requirements. Nevertheless, the paper is intended to set forth supervisory
requirements for ECL accounting that do not contradict the applicable accounting
standards established by the IASB or other standard setters. Rather, the paper
presents the Committee’s view of the robust application of those standards, including
circumstances in which the Committee expects internationally active banks to limit
their use of particular simplifications and/or practical expedients included in the
relevant accounting standards. [para 15]

Representatives of the International Accounting Standards Board have been provided
with the opportunity to comment on this document and have not identified any
aspects of it that would prevent a bank from meeting the impairment requirements of
IFRS 9 Financial Instruments. [footnote 3]


