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The International Accounting Standards 
Board (IASB) released on 7 March 2013 a 
new exposure draft (referred to as ED) enti-
tled “Financial Instruments: Expected 
Credit Losses”. It proposes the recognition 
and measurement of a credit loss impair-
ment based on an (forward-looking) ex-
pected credit losses approach rather than 
the current (backward-looking) incurred 
loss accounting approach under which 
loan losses are recognized only when they 
occur. This model is commonly referred to 
as the “three-bucket” expected credit loss 
model (although the ED does not use this 
term). One of the main purposes is that 
banks build up sufficient provisions to 
cope with future potential problems, i.e. a 
lot earlier than during the run-up to the 
2007-2009 global financial crisis. The com-
ment period on this proposal ended on 5 
July 2013. However, the final rule is un-

likely to be effective before 2015 as the 
ISAB is looking for harmonization with its 
US corresponding authority, the US Finan-
cial Accounting Standards Board (FSAB).

This article focuses on some of the main 
modeling challenges this new proposal will 
pose for the recognition and measurement 
of expected credit losses. 
 
The proposal is structured around the prin-
ciples illustrated in the figure below.  The 
challenges here are twofold: (a) how to 
measure credit risk and (b) how to define 
“significant increase in credit risk”. 
 
The proposal implies that institutions 
should develop various approaches to 
track and measure credit risk, but does not 
explicitly define the concept of default. For 
example, measurement of credit risk could 
be based on an individual (account) or col-
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lective (pool) approach. The latter requires 
shared risk characteristics to be identified 
(e.g. instrument type, date of origination, 
remaining term to maturity, correlation with 
the unemployment rate, etc.).

Identifying significant deterioration in credit 
risk requires that specific criteria and 
thresholds are developed. These could be 
different depending on the underlying finan-
cial assets, for e.g. consumer and corpo-
rate loans or debt securities. Whilst the pro-
posal allows for significant flexibility, it im-
poses the “lifetime criterion” when contrac-
tual payments are more than 30 days past-
due.

The lifetime expected credit losses would 
be estimated based on the present value 
of all cash shortfalls over the remaining life 
of the financial instrument. The 12 month 

expected 
credit 
losses 
would be a 
portion of 
the lifetime 
expected 
credit 
losses that 
are associ-
ated with 
the probabil-
ity of default 

occurring over the 12 months period follow-
ing the reporting date. However, those fi-
nancial institutions that already apply a 12-
month expected loss concept for (Basel II) 
regulatory purposes would have to identify 
and quantify the effect of any differences 
in definition between the regulatory require-
ments and the ED.

As mentioned above, the concept of de-
fault is not defined in the proposal and the 
approaches to estimate expected credit 
losses are not prescribed. Instead they 
should incorporate the following attributes. 
 
 

First, the expected credit losses should re-
flect a probability-weighted outcome. It 
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means an unbiased and probability-
weighted amount in a range of possible 
outcomes with at least two scenarios con-
sidered: the probability that a credit loss 
results and the probability that no credit 
loss results.

Second, the expected losses must be dis-
counted back to the reporting date.

Lastly, the best possible available informa-
tion should be embedded in the estimate, 
including expert judgement for the future, 
internal historical credit loss experience, 
internal and external ratings, credit loss ex-
perience of other entities, external reports, 
etc.

New methodologies or adjustments to ex-
isting internal models would therefore 
need to be re-evaluated so that the losses 
they estimate comply with the require-
ments laid out in the proposal. For exam-
ple, the downturn LGD required for Basel 2 
would need to be adjusted to comply with 
an estimate based on the actual expecta-
tions at the end of the reporting period. 
Similarly, banks would likely need to iden-
tify the “optimal” default definition in light 
of their own risk profile, portfolio composi-
tion, and the extent to which the level and 
volatility of the provisions will increase. 
The probability-weighted approach would 

also require the incorporation of scenarios 
and expert judgements on how the future 
may unfold and data may have to be ad-
justed to reflect forecast conditions. Most 
importantly, the impacts of this new ex-
pected credit losses calculation on capital, 
liquidity, and profitability measures would 
have to be carefully evaluated. It is to be 
expected that banks will arbitrage their 
portfolios, with potentially unintended con-
sequences (*). Last but not least, the new 
proposal is likely to generate extra (maybe 
undue) cost or effort for determining the 
credit risk losses, whilst at the same time 
requiring extensive disclosure regarding in-
puts, assumptions, estimation techniques, 
changes in estimates, the causes of these 
changes, the discount rates, collaterals, 
etc. All these elements will undoubtedly 
pose significant challenges to risk profes-
sionals.   
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