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Analyze the IFRS and US Calculate Calculate net Identifying
GAAP approaches to expected credit interest margin after the accounting
accounting for expected loss provisions accounting for expected transactions required
credit losses credit loss provisions when posting expected

credit loss provisions
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Expected Credit Losses - Overview
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How credit losses are accounted
for in the financial statements
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_I I (A o
Defaults
Borrower doesn't repay

If the bank has a loss it needs to be
reflected on the financial statement the money that is owed

Rules around the recognition of an expense in the income statement,
and a loss provision set up in the balance sheet are not straight forward
_
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Old accounting rules

Ny
i

Losses were recognized once they'd
actually been an incurred loss event

: & Banks could estimate

Entities were prohibited :
from taking into account any (@ ZELTTET < I I the losses incurred
expectations of future credit losses r ¥ ¥ % but not yet reported

@, Made banks financial statements look healthier than they actually were

Global financial
crisis 2008
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Current accounting

rules (since 2019)

International Financing US Generally Accepted
Reporting Standards B '-_ Accounting Principles
: Forward based

“expected credit losses” model

..........................................................

. . Future losses are already
Credit losses being @\ accounted in the bank’s
recognized earlier financial statements

@ There are technical differences in terms of how expected @
credit losses are calculated between IFRS and US GAAP
FINANCIALEDGE!
IFRS Expected
° °
Credit Losses - Overview
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Classify financial assets as what is referred to as
stage one which applies to all performing assets

FINANCIALEDGE!

O llllllllll :=qll N t d't H 2 d
S ot credit impaire
o ':!: Contractual payments of principal and interest are being
Pel"fOI"mlng (9 paid to as scheduled
assets '
=" NO INCREASE IN CREDIT RISK SINCE they were included on the
\ 4 books

. J

Credit risk remains broadly unchanged from origination
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Assess whether the credit risk of the
assets has increased significantly

[
Credit risk of the
assets has increased

g
--------------------------------------------------------------------------------------

Asset is moved to stage 2 Asset is moved to stage 3

m Borrower cannot meet @
principal and interest Financial asset is credit-impaired  #%

FINANCIALEDGE!
3
X X
Probability Exposure at Loss given
of default default (EAD) default (LGD)

\ J

Expected credit loss
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STAGE

Performing Assets

m Assets with credit risk not

increased significantly

Expected credit loss over the next 12 months

FINANCIALEDGE!

Performing Assets

------------------------------------------------------------------------------------------------------------------------------------
.

Probability of

A Exposure at Loss given
ExpleCtIec:.loss d;::u':tei\:tlgm X default default
caicuiation months (EAD) (LeD)
Interest Calculate interest Without deducing
income income on gross value expected credit losses

g .
----------------------------------------------------------------------------------------------------------------------------------
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Borrower
indications

(

STAG

e )

Underperforming Assets

Credit risk increases significantly
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? Bank’s internal criteria
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Credit rating

changes

delays/delinquencies

o
ACTTTT

Payment
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Underperforming Assets

Credit risk increases significantly

A
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i Bank'’s internal criteria

Borrower
indications

N 'L"'”" Credit rating

s, 0= ! changes

ayment
elays/delinquencies
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IFRS

Criteria should be reasonable and consistently

applied

Requires banks to apply their own reasonable

judgment

Expected credit losses for the rest of the asset’s
lifetime are recognized immediately

in the financial statements
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{ If aloan is more than
90 days delinquent

FINANCIALEDGE!

( STAGE )

Evidence of Impairment

Other asset credit impairment indicators

Significant

SUEHIE O BB, financial difficulty

Continue to recognize lifetime _‘Q‘D‘ ©. Recognize interest
expected credit losses - & income on a net basis
A
r _ - N\
Interest income is calculated

based on the net

amount of the asset
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US GAAP Current Expected
Credit Losses - Overview

FINANCIALEDGE!

US GAAP credit losses

{ “Current expected credit :
loss (CECL)” model :

Estimates of anticipated
() losses on financial assets
1
I
I
I

Full expected loss during the entire lifetime
of a loan or other financial assets
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“Current expected credit

loss (CECL)” model

Calculated by
Probability of .
default across the X Losi::ctif:u"

asset’s entire life

Requires an estimation of the expected recoverable amount if default were to occur

FINANCIALEDGE!

..........................................

o0

...........................................
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Interest rate on
Interest rate on loan . A
afinancial asset

U4l Gross amount
of aloan
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US GAAP Current Expected
Credit Losses - Overview

FINANCIALEDGE!

.............................

.............................

o STAGE1 Expected credit losses for
(For performing assets) the next 12 months only
STAGE 2 Expected lifetime credit losses
e (Underperforming assets) Interest based on the gross asset value

STAGE 3 Expected lifetime credit losses
e (For impaired assets
delinquent for over 90 days)

Interest based on the net asset value
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Takes account of all expected

lifetime losses Proactively tolfes _occount of

P I . I T ; all expected lifetime losses

! Increased risk i Asset movinginto : from the date of origination
of loss occurring : : Stage 2 :

Size of the provision of loan

W losses willincrease more under IFRS

As the risk of default increases
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Please do not redistribute these materials without the
express permission of Financial Edge Training.
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