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Current Expected Credit Losses

The approach used to recognize impairment losses on financial assets has long been identified as a major
weakness in current U.S. GAAP, resulting in delayed recognition of such losses and leading to increased scrutiny.
Accordingly, the FASB issued ASU 2016-13 to amend its guidance on the impairment of financial instruments.
The ASU adds to U.S. GAAP an impairment model known as the current expected credit loss (CECL) model,
which is based on expected losses rather than incurred losses. The objectives of the CECL model are to:
« Reduce the complexity in U.S. GAAP by decreasing the number of credit impairment models that entities
use to account for debt instruments.

« Eliminate the barrier to timely recognition of credit losses by using an expected loss model instead of an
incurred loss model.

« Require an entity to recognize an allowance of lifetime expected credit losses.

« Not require a specific method for entities to use in estimating expected credit losses.


https://www.fasb.org/Page/Document?pdf=ASU+2016-13.pdf&title=UPDATE%202016-13%E2%80%94FINANCIAL%20INSTRUMENTS%E2%80%94CREDIT%20LOSSES%20%28TOPIC%20326%29:%20MEASUREMENT%20OF%20CREDIT%20LOSSES%20ON%20FINANCIAL%20INSTRUMENTS

Guidance Applies to More Than Just Banks

The new guidance will significantly change the accounting for credit impairment. Although the new CECL
standard has a greater impact on banks, most nonbanks have financial instruments or other assets (e.g.,
trade receivables, contract assets, lease receivables, financial guarantees, loans and loan commitments, and
held-to-maturity [HTM] debt securities) that are subject to the CECL model. While banks and other financial
institutions (e.g., credit unions and certain asset portfolio companies) have been closely following standard-
setting activities related to the new CECL standard, are actively engaged in discussions with the FASB and
the transition resource group (TDR), and are far along in the implementation process, many nonbanks may
not have started evaluating the effect of the CECL model. Nonbanks that have yet to adopt the guidance
should (1) focus on identifying which financial instruments and other assets are subject to the CECL model
and (2) evaluate whether they need to make changes to existing credit impairment models to comply with
the new standard.

Reduction in Impairment Models

The FASB set out to establish a one-size-fits-all model for measuring expected credit losses on financial assets
that have contractual cash flows. Ultimately, however, the FASB determined that the CECL model would not apply
to available-for-sale (AFS) debt securities, which will continue to be assessed for impairment under ASC 320.

No impairment model is needed for financial assets measured at fair value (e.g., trading
securities or other assets measured at fair value by using the fair value option) because the
assets are measured at fair value in every reporting period.

The diagram below depicts the impairment models in current U.S. GAAP that are being replaced by the CECL
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Although the FASB was not able to develop a single impairment model for all financial assets, it did achieve its
objective of reducing the number of impairment models in U.S. GAAP.

Expected Losses Versus Incurred Losses

Unlike the incurred loss models in existing U.S. GAAP, the CECL model does not specify a threshold for
recognizing an impairment allowance. Rather, an entity will recognize its estimate of expected credit losses for
financial assets as of the end of the reporting period. Credit impairment will be recognized as an allowance — or
contra-asset — rather than as a direct write-down of the amortized cost basis of a financial asset.

Estimates Represent Lifetime Losses

An entity's estimate of expected credit losses should reflect the losses that occur over the contractual life of

the financial asset. When determining the contractual life of a financial asset, an entity is required to consider
expected prepayments either as a separate input in the method used to estimate expected credit losses or as
an amount embedded in the credit loss experience that it uses to estimate such losses. The entity is not allowed
to consider expected extensions of the contractual life unless (1) extensions are a contractual right of the
borrower or (2) the entity has a reasonable expectation as of the reporting date that it will execute a TDR with
the borrower.”
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An entity must consider all available relevant information when estimating expected credit losses, including
details about past events, current conditions, and reasonable and supportable forecasts and their implications
with respect to expected credit losses. That is, while the entity can use historical charge-off rates as a starting
point for determining expected credit losses, it has to evaluate how conditions that existed during the historical
charge-off period may differ from its current expectations and accordingly revise its estimate of expected credit
losses. However, the entity is not required to forecast conditions over the contractual life of the asset. Rather,
for the period beyond the period for which the entity can make reasonable and supportable forecasts, the entity
reverts to historical credit loss experience.

T ASU 2022-02, issued in March 2022, eliminates the concept of a TDR from a creditor's accounting. As a result, an entity that has adopted ASU 2022-02 will no
longer be able to extend the contractual term for expected extensions, renewals, and modifications when it reasonably expects, as of the reporting date, that
a TDR will be executed with the borrower.


https://www.fasb.org/Page/Document?pdf=ASU%202022-02.pdf&title=ACCOUNTING%20STANDARDS%20UPDATE%202022-02%E2%80%94FINANCIAL%20INSTRUMENTS%E2%80%94CREDIT%20LOSSES%20(TOPIC%20326):%20TROUBLED%20DEBT%20RESTRUCTURINGS%20AND%20VINTAGE%20DISCLOSURES

No Prescribed Method

The FASB believes that the impairment allowance should reflect management’s expectations regarding the net
amounts expected to be collected on a financial asset and that, because entities manage credit risk differently,
they should have flexibility when reporting those expectations. As a result, the FASB did not require entities

to use a specific method when measuring their estimate of expected credit losses. Accordingly, an entity can
select from a number of measurement approaches to determine the allowance for expected credit losses. Some
approaches project future principal and interest cash flows (i.e., a discounted cash flow [DCF] method), while
others project only future principal losses. ASU 2016-13 emphasizes that an entity should use methods that are
“practical and relevant” given the specific facts and circumstances and that “[t]he method(s) used to estimate
expected credit losses may vary on the basis of the type of financial asset, the entity's ability to predict the timing
of cash flows, and the information available to the entity.”

Although the method used to measure expected credit losses may vary for different types of
financial assets, the method used for a particular financial asset should be consistently applied
to similar financial assets.

The table below summarizes various measurement approaches that an entity could use to estimate expected
credit losses under ASU 2016-13.

Measurement Approach High-Level Description

DCF method Expected credit losses are determined by comparing the asset's amortized cost with the
present value of the estimated future principal and interest cash flows.

Loss-rate method Expected credit losses are determined by applying an estimated loss rate to the asset's
amortized cost basis.

Roll-rate method Expected credit losses are determined by using historical trends in credit quality indicators
(e.g., delinquency, risk ratings).

Probability-of-default Expected credit losses are determined by multiplying the probability of default (i.e., the

method probability the asset will default within the given time frame) by the loss given default (the

percentage of the asset not expected to be collected because of default).

Aging schedule Expected credit losses are determined on the basis of how long a receivable has been
outstanding (e.g., under 30 days, 31-60 days). This method is commonly used to estimate
the allowance for bad debts on trade receivables.

Looking Ahead

Although the FASB has issued several ASUs that amend certain aspects of ASU 2016-13, the Board continues to
seek feedback on the new guidance. As a result of that feedback, in March 2022, the FASB issued ASU 2022-02,
which eliminates the accounting guidance on TDRs for creditors in ASC 310-40 and amends the guidance on
"vintage disclosures” to require disclosure of current-period gross write-offs by year of origination. For entities
that have already adopted ASU 2016-13, the amendments in ASU 2022-02 are effective for fiscal years beginning
after December 15, 2022, including interim periods within those fiscal years. For entities that have not yet
adopted ASU 2016-13, the amendments in ASU 2022-02 are effective upon adoption of ASU 2016-13. Early
adoption is permitted in certain circumstances.

In addition, on June 27, 2023, the FASB issued a proposed ASU that would broaden the population of

financial assets that are within the scope of the gross-up approach currently applied to purchased credit-
deteriorated (PCD) assets under ASC 326. Accordingly, an asset acquirer would apply the gross-up approach to
all financial assets acquired in a business combination in accordance with ASC 805 rather than first determining
whether an acquired financial asset is a PCD asset or a non-PCD asset. For financial assets acquired as a result
of an asset acquisition or through consolidation of a variable interest entity (VIE) that is not a business, the asset
acquirer would apply the gross-up approach to seasoned assets, which are acquired assets unless the asset


https://www.fasb.org/Page/Document?pdf=ASU%202022-02.pdf&title=ACCOUNTING%20STANDARDS%20UPDATE%202022-02%E2%80%94FINANCIAL%20INSTRUMENTS%E2%80%94CREDIT%20LOSSES%20(TOPIC%20326):%20TROUBLED%20DEBT%20RESTRUCTURINGS%20AND%20VINTAGE%20DISCLOSURES
https://www.fasb.org/Page/Document?pdf=Prop%20ASU%E2%80%94Financial%20Instruments%E2%80%94Credit%20Losses%20(Topic%20326)%E2%80%94Purchased%20Financial%20Assets.pdf&title=Proposed%20Accounting%20Standards%20Update%E2%80%94Financial%20Instruments%E2%80%94Credit%20Losses%20(Topic%20326):%20Purchased%20Financial%20Assets

is deemed akin to an in-substance origination. A seasoned asset is an asset (1) that is acquired more than 90
days after origination and (2) for which the asset acquirer was not involved with the origination. In addition, the
gross-up approach would no longer apply to AFS debt securities. Comments on the proposed ASU are due by
August 28, 2023. The Board will determine the effective date, as well as whether to permit early adoption, after
considering stakeholder feedback on the proposed ASU.

See Deloitte’s Roadmap Current Expected Credit Losses for comprehensive discussions related to ASU
2016-13, including the highlights of the recently issued ASU 2022-02 that eliminates the accounting
guidance on TDRs for creditors and amends the guidance on vintage disclosures.
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Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s live webcasts that give you valuable insights into important
developments affecting your business. Topics covered in the Dbriefs for Financial Executives series include
financial reporting, tax accounting, business strategy, governance, and risk. Dbriefs also provide a convenient
and flexible way to earn CPE credit — right at your desk.

Subscriptions

To subscribe to Dbriefs, or to receive accounting publications issued by Deloitte's Accounting and Reporting
Services Department, please register at My.Deloitte.com.

The Deloitte Accounting Research Tool

Put a wealth of information at your fingertips. The Deloitte Accounting Research Tool (DART) is a comprehensive
online library of accounting and financial disclosure literature. It contains material from the FASB, EITF, AICPA,
PCAOB, and SEC, in addition to Deloitte’s own accounting manuals and other interpretive guidance and
publications.

Updated every business day, DART has an intuitive design and navigation system that, together with its powerful
search and personalization features, enable users to quickly locate information anytime, from any device and
any browser. While much of the content on DART is available at no cost, subscribers have access to premium
content, such as Deloitte’s FASB Accounting Standards Codification Manual. DART subscribers and others can also
subscribe to Weekly Accounting Roundup, which provides links to recent news articles, publications, and other
additions to DART. For more information, or to sign up for a free 30-day trial of premium DART content, visit
dart.deloitte.com.

On the Radar is prepared by members of Deloitte’'s National Office. This publication contains general
information only and Deloitte is not, by means of this publication, rendering accounting, business, financial,
investment, legal, tax, or other professional advice or services. This publication is not a substitute for such
professional advice or services, nor should it be used as a basis for any decision or action that may affect your
business. Before making any decision or taking any action that may affect your business, you should consult

a qualified professional advisor. Deloitte shall not be responsible for any loss sustained by any person who
relies on this publication.

The services described herein are illustrative in nature and are intended to demonstrate our experience
and capabilities in these areas; however, due to independence restrictions that may apply to audit clients
(including affiliates) of Deloitte & Touche LLP, we may be unable to provide certain services based on
individual facts and circumstances.
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