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This document is prepared based on Standards issued by the International Accounting Standards Board and 
interpretations that exist as of October 2016. As the Standard is still new, interpretations/views are continuously 
evolving and if such interpretations change from those documented in this guide, the contents of the guide may 
need to be updated. 
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1 .  I n T R o d u C T I o n 

1.1  Background 

In the fall of 2015, Canada’s credit unions embarked on a system-wide initiative to assist credit unions and 
Centrals to prepare for the transition to IFRS 9 including amended disclosures required under IFRS 7. The project 
was led by a Steering Committee of volunteer Central and credit union representatives supported by three 
Working Groups. The objective of the Working Groups was to identify IFRS 9 implementation issues relevant 
to credit unions and then develop practical approaches to address the identified issues. Working Groups were 
established for Classification and Measurement, Hedge Accounting and Impairment. KPMG assisted the Working 
Group discussions by providing technical accounting knowledge and emerging technical interpretation issues, 
industry knowledge and global interpretation insights. 

Any conclusions reached and interpretations provided regarding credit union or Central specific financial assets 
and business models represent the views and conclusions of the Working Groups.

This Guide focuses on the insights from the Impairment Working Group.

1.2  Purpose of the impairment implementation Guide 

This Impairment Implementation Guide (the Guide) contains key decisions and practical approaches in respect 
of key implementation issues for IFRS 9 Impairment for credit unions as identified by the members of the 
Impairment Working Group. 

The purpose of the Guide is to summarize key results and decisions of the Impairment Working Group with 
respect to the IFRS 9 technical requirements and provide the credit unions guidance regarding practical 
approaches for their individual IFRS 9 implementations. 

The Guide is supplemented by the IFRS 9 Readiness for Credit Unions - Impairment Workbook (the Workbook), 
which contains in detail the key technical accounting requirements under IFRS 9 with respect to impairment. 

This Guide contains information that is up to date as of October 2016. As credit unions gain more experience 
with IFRS 9, new challenges and insights may emerge and the practices adopted by credit unions may evolve. 
Credit unions should stay abreast of these developments and consider the impact on their financial statements. 

All credit unions are reminded that the Guide is not a substitute for individual credit unions applying the 
impairment principles in IFRS 9 to their specific financial assets. Rather, the Guide is intended to assist by 
identifying key considerations in the implementation of impairment requirements under IFRS 9. Credit unions 
should carefully consider specific features of financial assets held in arriving at impairment conclusions under IFRS 9. 

1.3  in scope portfolios 

The scope of the IFRS 9 impairment requirements is detailed in section 2.1 of the Workbook. For purposes of this 
Guide, the Working Group identified and agreed on the following in scope portfolios that are core to the lending 
activities of most credit unions. 

InTRoduCTIon
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Highest priority groups / categories: 

•	 Residential / Retail Mortgages 

•	 Commercial Mortgages (secured) 

•	 Retail and Commercial Loans (secured and 
unsecured) 

•	 Lines of Credit (LOCs) - Retail and Commercial 
(secured and unsecured) 

Lower priority groups / categories: 

•	 Guarantees 

•	 Trade receivables 

•	 Investment securities. Credit unions may be able 
to apply the assumption detailed in section 3.3.1 
for financial assets that have a low credit risk. 

1.4  Materiality 

Credit unions should consider the concept of 
materiality in their application of IFRS 9. The materiality 
of portfolios and exposures and the related risks of 
material misstatement therefore will also be a factor in 
management’s selection of an approach and the design 
of related internal controls. However, credit unions 
should be careful that this should not result in individual 
exposures or portfolios being considered immaterial if 
cumulatively they represent a material exposure. 

A simpler approach does not necessarily mean that 
there is a lower quality implementation, if it is applied 
to an appropriate portfolio of credit exposures. 
Irrespective of whether the loan portfolio is complex 
the implementation approach must comply with 
IFRS 9 and therefore should not be designed or 
implemented to introduce material bias. It may not be 
necessary for every single component of the Expected 
Credit Loss (ECL) approach, e.g., probability of default 
(PD) model, staging assessment, segmentation, etc. 
to be at the same level of sophistication as indicated 
for the portfolio overall. However, credit union 
management would be expected to provide particular 
justification for the use of any individual components 
with a much lower level of sophistication than is 
indicated for the portfolio overall. Management will 
also need to consider how disclosures will adequately 
describe the use of different approaches to users of 
the financial statements. 

 1.5  General steps to consider in applying ifRs 9 
impairment 

The following diagram illustrates the general steps that 
a credit union can consider when implementing IFRS 
9 Impairment. Please note that this is not intended to 
be a definitive checklist of all the steps a credit union 
needs to undertake to comply with IFRS 9. 

establish the appropriate 
definition of default 
See Section 3.7

define the thresholds for 
significant increase in credit risk 
See Section 3.3.3

determine indicators/measures of 
significant increase in credit risk 
See Section 3.3

determine whether the “low 
credit risk assumption” will be 
applied to certain loans 
See Section 3.3.1

identify relevant forward-looking 
information and macro-economic 
factors 
See Section 4.4

1

2

3

4

5
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identify appropriate sources 
of relevant forward-looking 
information and macro-economic 
factors 
See Section 4.4

Consider the time value of money 
and calculate expected Credit 
Losses 
See Section 6.1 and 6.2.4

incorporate forward-looking 
information and multiple scenarios 
in staging assessments of loans 
See Section 4.5

identify modifications that 
occurred during the period and 
determine if each modification 
results in derecognition or no 
derecognition. See Section 7.1

stage loans based on the forward-
looking assessment of significant 
increase in credit risk 
See Section 3.5

Calculate the modification gain 
or loss and include the modified 
loan (or new loan) in steps 9 to 17 
above 
See Section 7.1

determine the method to be used 
for measuring expected Credit 
Losses 
See Section 6.1

establish, document and test the 
appropriate processes, internal 
controls and governance for 
estimating expected Credit 
Losses. See Section 4.3

determine the estimation period 
– the expected lifetime of the 
financial instrument 
See Section 6.3

establish the respective 
Probability of default for loans in 
stage 1 and stage 2 
See Section 3.3.3

estimate the exposure at default 
See Section 6.3

identify relevant collateral and 
credit enhancements 
See Section 5.2

develop estimates of Loss Given 
default (incorporating collateral 
and credit enhancements) 
See Sections 5.3 to 5.6

incorporate forward-looking 
information and multiple scenarios 
in the measurement of expected 
Credit Losses 
See Section 4.5

6
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1.6  Proposed Loan Loss Model 

The Loan Loss Model Working Group has identified 
Central 1 as the preferred vendor for developing a 
loan loss model that will be offered to all Canadian 
credit unions. Central 1 has reviewed the content 
of this Guide and provided commentary based on 
their self-assessment of the functionality and level 
of compliance that will be provided in the loan loss 
model. This information has been included in this 
Guide to create awareness for credit unions of the 
functionality that will be incorporated in the proposed 
loan loss model. 

Neither KPMG nor the Impairment Working Group 
are involved in the development or review of the loan 
loss model; credit unions should contact Central 1 
with any questions or clarifications about the model 
(IFRS9@central1.com). 

 Throughout this Guide you will see the symbol 
to the left, indicating each point where Central 1 has 
advised that their model is compliant. 



ifRs 9 Impairment Implementation Guide 9

2 .  K e y  T e R m S  a n d  C o n C e p T S 

•	 definition of default – IFRS 9 does not define default. This will be defined differently for each individual credit 
union using management’s judgment. It should be based on internal credit risk management practices and/or 
policies and be consistent with the definition of default used for internal credit risk management purposes. 

•	 forward-looking factors (fLfi) – macro-economic variables and their forecasts used in the calculation of 
impairment under IFRS 9. FLFI should be used for both stage migration decisions and in measuring the 
expected credit losses components. 

•	 Probability of default (Pd) – an estimate of the likelihood of default over a given time horizon. 

•	 expected Credit Losses (eCL) – the difference between the present value of the expected cash flows 
(principal and interest) that are contractually due and the present value of the cash flows the credit union 
expects to receive taking into consideration the estimates of probability of default. 

•	 exposure at default (ead) – an estimate of the loan exposure amount at a future default date, taking into 
account expected changes in the exposure after the reporting date, including repayments of principal and 
payments of interest, any prepayments or liquidations, expected drawdowns on committed facilities or any 
other term or condition in favor of the obligor that may alter the cash flow characteristics of the loan. 

•	 expected Life (eL) – the maximum period over which expected credit losses are measured and which should 
not exceed the contractual period or term of the financial instrument (e.g. a loan). For certain financial 
instruments with both a loan and an undrawn commitment component that meet the narrow exception in 
IFRS 9.5.5.20, the expected life will need to be estimated while considering the following factors: the period 
the credit union is exposed to credit risk on similar loans, the length of time for defaults to occur on similar 
loans following a significant increase in credit risk and the credit risk actions that would be taken if the credit 
risk on these loans increased. 

•	 Loss Given default (LGd) – an estimate of the loss arising on default. It is based on the difference between 
the contractual cash flows due and those that the lender would expect to receive, including from any 
collateral. It is usually expressed as a percentage of the EAD. 

•	 Loss Rate (LR) – the ratio between the amount of total losses experienced on the default of a loan or group 
of loans to either: the total amount of the loan or group of loans or the total amount of the loans or group of 
loans in default. 

•	 discount Rate (dR) – used to discount an expected loss or recovery to a present value (PV) at the reporting 
date using the effective interest rate (EIR) at initial recognition. The EIR takes the stated rate on the original 
loan and factors in any fees, transactions costs, expected prepayments and discounts or premiums.  
 

Key TeRmS and 
ConCepTS
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1 The term ‘equity instrument’ is defined in IAS 32 Financial Instruments: Presentation.
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3 .  a S S e S S m e n T  o F  S I g n I F I C a n T  I n C R e a S e  I n  C R e d I T  R I S K 

3.1  summary of key technical accounting requirements 

•	 The assessment of whether lifetime ECL should be recognized is based on significant increases in the 
likelihood or risk of a default occurring since initial recognition. 

•	 The concept of significant increase in credit risk is a relative assessment, i.e., whether the credit risk of the 
instrument has deteriorated relative to expectations at its initial recognition. 

•	 A credit union shall assess whether the credit risk on a financial instrument has increased significantly since 
initial recognition at each reporting date. 

•	 To assess whether there has been a significant increase in credit risk, a credit union considers reasonable and 
supportable credit risk-relevant information that is available without undue cost or effort. 

•	 The objective is to recognize lifetime ECL for all financial instruments for which there has been a significant 
increase in credit risk since initial recognition — whether assessed on an individual or a collective basis — 
considering all reasonable and supportable information, including that which is forward-looking. 

•	 As an exception from the general requirements, an entity may assume that the criterion for recognizing 
lifetime ECL is not met if the credit risk on the financial instrument is low at the reporting date.  

For detailed technical accounting requirements refer to IFRS 9 Impairment Workbook – Section 2. Significant 
increase in credit risk. 

The IFRS 9 requirements for the staging of loans is summarized in the two diagrams below: 

STAGE 1
Status: not deteriorated
Provision: 12 month ECL

STAGE 2
Status: deteriorated

Provision: Lifetime ECL

STAGE 3
Status: credit impaired
Provision: Lifetime ECL

1 2 3

12-month
expected credit 

losses

Lifetime
expected credit 

lossesTransfer assets back to 
Stage 1 when criteria above 

are no longer met
(symmetric model)

Transfer of assets back to 
Stage 2 when assets have
recovered from default

aSSeSSmenT oF 
SIgnIFICanT InCReaSe 

In CRedIT RISK
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3.2  gppC guidance 

note: this Guide contains guidance taken from 
the paper published by the Global Public Policy 
Committee (GPPC) titled The implementation 
of IFRS 9 impairment requirements by banks: 
Considerations for those charged with 
governance of systemically important banks. 
the GPPC consists of representatives from 
the world’s six largest accounting networks 
and it published this paper to promote the 
implementation of accounting for expected 
credit losses to a high standard. While the 
guidance from this paper is not authoritative 
guidance and does not intend to amend or 
interpret ifRss, it does contain very useful 
information in respect of considerations for 
ifRs implementation and hence it has been 
reproduced in this Guide to provide useful 
implementation reference material for credit 
unions. as noted in the title of this GPPC paper, 
it is intended primarily for systemically important 
banks and hence the guidance from this paper, 
including distinction between sophisticated 
and simpler approaches, should be read in that 
context. 

3.2.1  default 

•	 The concept of “default” is critical to the 
implementation of IFRS 9. IFRS 9 requires 
that when making the assessment of whether 
there has been a significant increase in credit 
risk since initial recognition, an entity uses the 
change in the risk of default occurring over the 
expected life of the financial instrument. For 
financial instruments for which there has not 
been a significant increase in credit risk, ECLs 
are recognized only in respect of default events 
that are possible within the next 12 months. 
Furthermore, IFRS requires that assets meeting 
the definition of credit impaired (“Stage 3 
assets”) should be disclosed and the definition 
of credit impaired includes references to 
defaults, as well as other events that have a 
detrimental impact on estimated future cash 
flows. [IFRS 9.5.5.9, IFRS 9.A, IFRS 7.35G(a)(iii)] 

•	 IFRS 9 does not define the term “default” 
but instead requires each entity to do so. 
The definition used should be consistent with 
the definition used for internal credit risk 
management purposes and consider qualitative 
indicators (for example financial covenants) 
when appropriate. There is a rebuttable 
presumption that default takes place no 
later than 90 days past due. However, IFRS 9 
contains no further guidance on how to define 
default. [IFRS 9.B5.5.37] 

•	 Regulatory literature, such as the Basel Capital 
Accord rules, provides examples in addition 
to the 90 days past due backstop which 
are known as unlikeliness to pay indicators 
(UTP). These UTPs form part of the regulatory 

12-month
expected 

credit losses

Lifetime
expected 

credit losses
TRANSFER
if the credit risk on the financial asset has increased significantly 
since initial recognition

MOVE BACK
if the transfer condition above is no longer met
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definition of default. UTPs are similar, but 
not identical to, the events described in the 
definition of “credit-impaired financial asset” 
under IFRS 9. In addition, the Basel Committee 
has recommended that the definition of default 
adopted for IFRS 9 accounting purposes is 
guided by the definition used for regulatory 
purposes. [IFRS 9.A, GCRAECL.A4] 

•	 The definition of default used — e.g., using 
the IFRS 9 definition of credit-impaired 
indicators as the definition of default or using 
the definition of default from Basel Committee 
rules — affects the calculation of PDs, LGDs 
and EADs. Different definitions can lead to 
different ECL results. Accordingly, amending 
the definition of default used in a bank’s models 
as part of the transition to IFRS 9 requires a 
recalibration of those models. 

•	 This section sets out how a bank could 
approach defining default for IFRS 9 purposes 
and could deal with these differences. 

a sophisticated approach 

•	 The bank analyses the regulatory definition 
of default and the definition of default in 
IFRS 9 and maintains and applies (subject to 
discussion below) a consistent, single definition 
of default for both regulatory and financial 
reporting purposes, or documents good 
reasons why not. 

•	 For particular financial instruments, the same 
definition of default is applied uniformly in all 
aspects of modelling ECLs (e.g., in estimating 
PD, EAD and LGD). All indicators of credit 
impaired within IFRS 9 and all UTPs in the 
applicable regulatory definitions are considered 
in defining default for IFRS 9 purposes. 

•	 The definition of default and its application 
to different types of financial instruments is 
appropriately tailored to reflect their differing 
characteristics. 

•	 In exceptional cases where the definitions of 
default for regulatory purposes and accounting 
purposes continue to differ, this may result in 
two principal outcomes: 

•	 Assets recorded in “Stage 2” under IFRS 
9 (because they have not yet reached the 
accounting definition of credit impaired) 
but are in regulatory default. 

•	 Assets recorded in “Stage 3” under IFRS 
9 (because they have met the accounting 
definition of credit impaired) but are not 
yet in regulatory default. 

•	 If such outcomes occur because of different 
definitions, the bank, in accordance with a 
documented policy, explains and justifies 
why a credit-impaired financial asset is not in 
regulatory default and vice versa. The objectives 
of both definitions are similar so, for example, 
if there are cases where an exposure could be 
deemed “unlikely to pay” while at the same 
time not credit impaired, this would have to be 
explained. 

•	 The bank has processes to update both 
regulatory and accounting definitions for further 
changes in either regulatory requirements 
(such as local regulatory definitions) or 
emerging practice. 

Considerations for a simpler approach 

•	 A bank may be able to use models that were 
developed for regulatory purposes without 
amending the definition of default used in the 
models and then adjust the model output for 
the effect of differences between the regulatory 
and accounting definitions. If the difference 
is believed to lead to only an immaterial 
difference in outcome, the bank has processes 
and controls in place to support this view. 
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What is not compliant 

•	 Using a definition of default when modelling the 
probability of default for IFRS 9 purposes that 
results in fewer default events being captured 
than are actually monitored and observed in 
the credit risk management of the business. 
[IFRS 9.B5.5.37] 

•	 Using information that was designed for 
regulatory purposes without assessing 
whether any adjustments are required for the 
information to be fit for use under IFRS 9. 
The bank should investigate the differences 
and assess their impact on the staging of its 
assets and ECL calculations. [IFRS 9.B5.5.37, 
GCRAECL.A4-5] 

•	 Not applying the 90 days past due backstop 
unless the bank has documented reasonable 
and supportable information to demonstrate 
that a more lagging default criterion is more 
appropriate. [IFRS 9.B5.5.37, GCRAECL.A5] 

3.2.2  Probability of default 

•	 Many banks plan to use PDs as a key 
component both in calculating ECLs and in 
assessing whether a significant increase in 
credit risk has occurred. A PD used for IFRS 9 
should reflect management’s current view of the 
future and should be unbiased (i.e., it should 
not include any conservatism or optimism). 
Consideration of forward-looking information is 
discussed in Section 4 of this Guide. 

•	 This section discusses how PDs may be 
calculated for IFRS 9 purposes and the 
relationship with regulatory PD measures. 

•	 Two types of PDs are used for calculating ECLs: 

•	 12-month PDs – This is the estimated 
probability of default occurring within 
the next 12 months (or over the 
remaining life of the financial instrument 
if that is less than 12 months). This is 
used to calculate 12-month ECLs. 

•	 Lifetime PDs – This is the estimated 
probability of a default occurring 
over the remaining life of the financial 
instrument. This is used to calculate 
lifetime ECLs for “Stage 2” and “Stage 
3” exposures. PDs may be broken down 
further into marginal probabilities for 
sub-periods within the remaining life. 
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a sophisticated approach 

•	 PDs are limited to the maximum period of 
exposure required by IFRS 9. 

12-month Pds 

•	 If a bank uses Internal Ratings Based (IRB) 
models for regulatory purposes, the bank 
may use the outputs from its IRB models as 
a starting point for calculating IFRS 9 PDs. 
However, the PDs from these IRB models may 
in some organizations be determined using a 
through the cycle (TTC) rating philosophy (or 
hybrid point-in-time approach) or may include 
certain conservative adjustments (such as 
floors). Therefore, these PDs are appropriately 
adjusted if they are to be used for IFRS 9 
purposes. Examples of adjustments include: 

•	 Conversion to an unbiased (rather than 
conservative) estimate. 

•	 Removal of any bias towards historical 
data (for example, TTC) that does not 
reflect management’s current view of the 
future. 

•	 Aligning the definition of default used 
in the model with that used for IFRS 9 
purposes. 

•	 Incorporating forward-looking 
information. 

•	 If a bank does not have IRB models, new 
models are developed to produce 12-month 
PDs for IFRS 9 purposes. All key risk drivers 
and their predictive power are identified and 
calibrated based on historical data over a 
suitable time period. This could take the form 
of a scorecard approach. A scorecard approach 
uses a set of loan-specific or borrower-specific 
factors which are weighted to produce an 
assessment of credit risk. 

Lifetime Pds 

•	 To determine lifetime PDs, the bank either 
builds from the 12-month PD model or 
develops a lifetime PD model separately. 

•	 If the bank builds from the 12-month PD 
model, it develops lifetime PD curves or term 
structures to reflect expected movements in 
default risk over the lifetime of the exposure. 
This involves: 

•	 Sourcing historical default data for the 
portfolio. 

•	 Performing vintage analysis to 
understand how default rates change 
over time. 

•	 Extrapolating trends to longer periods 
where default data are not available for 
the maximum period of exposure. 

•	 Performing analysis at an appropriately 
segmented level, such that groups of 
loans with historically different lifetime 
default profiles are modelled using 
different lifetime default curves. 

•	 If the bank is able to incorporate detailed 
forecasts of future conditions in developing 
PD estimates only for a period that is shorter 
than the entire expected life, it applies a 
documented policy for determining the 
longer-term trend in rates of default based on 
historical and other available reasonable and 
supportable information. [IFRS 9.B.5.50, 52] 

•	 If the bank develops a new model to produce 
lifetime PDs, it will be necessary to ensure all 
key risk drivers and their predictive power are 
identified and calibrated based on historical 
data over a suitable time period. This could 
take the form of a scorecard approach. 
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Considerations for a simpler approach 

12-month Pds 

•	 Where there is insufficient default history for 
a particular portfolio (e.g., a portfolio of new 
products), the bank uses internal benchmarking 
to a similar risk portfolio, or a reduced level 
of risk segmentation (i.e., grouping similar 
risks/portfolios to increase data credibility) 
and, where relevant, uses external ratings and 
external benchmarking. 

•	 There may be simpler alternatives to a 
scorecard approach available to a bank. 
For example, adaptations of collective 
methodologies such as roll/transition rates 
may be possible. Roll/transition rate methods 
are commonly used under IAS39 to assess 
credit losses by analyzing the movement of 
exposures between different risk buckets (e.g., 
delinquency states) over time. Such methods 
use historical observed rates to estimate the 
amounts of exposure that are expected to roll 
into default over a specified period. 

•	 When a bank relies on external ratings, 
internal benchmarking or grouping risks 
together, the bank should perform adequate 
analysis to justify this approach and consider 
and document its limitations. For example, 
grouping risks together may mask underlying 
credit losses or increases in credit risks, if the 
segments are not sufficiently homogeneous. 
Therefore, the bank should support the 
suitability of any groupings of risks with 
sufficient evidence. 

Lifetime Pds 

•	 A bank may apply simpler extrapolation 
techniques to the 12-month PD. For example, 
the bank may assume that the default rate 
does not change during the lifetime of the 
loan or use less segmentation than under a 
more sophisticated approach. This may be 
more common for shorter-term products. 
The bank should justify this approach with 
analysis evidencing that the PD profiles are 
appropriately similar. 

•	 If a bank uses an extrapolation approach to 
determine lifetime PDs, then it may combine 
different risk segments if they are considered 
to have similar lifetime PD profiles. This will 
simplify the modelling required and reduce the 
number of explicit PD profiles to be calculated 
at each reporting date. The bank should justify 
this approach with analysis supporting the 
assertion that the underlying PD profiles are 
appropriately similar.

What is not compliant

•	 Leveraging existing models without, based 
on reasonable and supportable information, 
validating that these models are fit for purpose 
under IFRS 9 and/or making and documenting 
appropriate adjustments. [IFRS 9.5.5.17(c), 
B5.5.49-54, BC5.283]

•	 Assuming a constant marginal rate of default 
over the remaining lifetime of a product 
without appropriate supporting analysis. [IFRS 
9.5.5.17(c), B5.5.49-54]

•	 Grouping together exposures that are not 
sufficiently similar. [IFRS 9.B5.5.5]
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3.2.3  staging assessment

•	 The staging assessment will be a critical area 
for almost all banks. If an exposure’s credit 
risk has not increased significantly since initial 
recognition (Stage 1), then the bank recognizes 
only 12-month ECLs as a loss allowance. However, 
if the exposure has suffered a significant increase 
in credit risk (Stage 2), then the bank recognizes 
a loss allowance equal to lifetime ECLs. 
Therefore, the assessment — especially for 
longer dated portfolios — can have a significant 
impact on reported earnings and equity. The 
staging assessment also drives how exposures 
will be disclosed in the notes to the financial 
statements. [IFRS 9.5.5.9 -11, IFRS 7.35A-M]

•	 This section discusses the techniques a bank 
may employ and the judgments it needs to 
make in approaching the staging assessment. 

a sophisticated approach

•	 The bank’s process to assess changes in credit 
risk is multi-factor and has three main elements 
(or pillars):

•	 a quantitative element (i.e., reflecting 
a quantitative comparison of PD at 
the reporting date and PD at initial 
recognition);

•	 a qualitative element and

•	 “backstop” indicators.

•	 For larger exposures such as corporate and 
commercial, the assessment is usually driven by 
the internal credit rating of the exposure and 
a combination of forward-looking information 
that is specific to the individual borrower and 
forward-looking information on the macro-
economy, commercial sector and geographical 

region (to the extent such information has not 
been already reflected in the rating process).

•	 For retail exposures, significant increases in 
credit risk cannot usually be assessed without 
undue cost and effort using forward-looking 
information at an individual instrument level, 
so the assessment is made on a collective 
basis that incorporates all relevant credit 
information, including forward-looking 
macroeconomic information. For this purpose 
the bank groups its exposures on the basis of 
shared credit risk characteristics.

•	 Approaches are consistent across portfolios 
within a banking group, subject to 
considerations of what is material for individual 
businesses, products or geographical locations.

•	 All exposures are subject to a forward-looking 
credit assessment at original recognition, so 
as to establish the baseline for determining if 
there is subsequently a significant increase in 
credit risk.

•	 The staging assessment uses all relevant 
information from processes used by the bank 
to measure and monitor credit risk. These 
processes require regular credit reviews or other 
monitoring and that all exposures are allocated 
to a credit quality rating or risk grade based on 
the most recent review or other information. 
The credit risk rating process includes an 
independent review function. The bank 
determines how these risk grades are predictive 
of the risk of default. [GCRAECL.40- 45]

•	 The assessment of a significant increase in 
credit risk for a particular product is informed 
by information available to the bank from other 
products. For instance, the assessment of 
whether a mortgage loan may have increased in 
credit risk might make use of behaviour evident 
from the customer’s use of a current account or 
credit card. 
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Quantitative element

•	 The quantitative element is the primary 
indicator of significant increases in credit 
risk, with the qualitative element playing a 
secondary role.

•	 The quantitative element is calculated based on 
the change in lifetime PDs by comparing:

•	 the remaining lifetime PD as at the 
reporting date with

•	 the remaining lifetime PD for this point 
in time that was estimated based on 
facts and circumstances at the time 
of initial recognition of the exposure 
(adjusted where relevant for changes in 
prepayment expectations).

•	 The PDs are forward-looking and based on 
the same methodologies and data used to 
measure ECLs. In particular, as with the PDs 
used to measure ECLs, the lifetime PDs used to 
assess staging reflect the non-linear nature of 
credit losses arising from the range of possible 
macroeconomic scenarios.

•	 The bank defines criteria for the relative 
quantitative increases in PD that are indicative 
of a significant increase in credit risk. The 
threshold for an increase in PD to be considered 
significant varies depending on the PD at initial 
recognition (e.g., the higher the remaining 
lifetime PD estimated at initial recognition, the 
higher the threshold). [IFRS 9.B5.5.9] 

Qualitative element

•	 In general, qualitative factors that are indicative 
of an increase in credit risk are reflected in PD 
models on a timely basis and thus are included 
in the quantitative assessment and not in a 
separate qualitative assessment. However, if it is 
not possible to include all current information 
about such qualitative factors in the 
quantitative assessment, they are considered 
separately in a qualitative assessment as to 
whether there has been a significant increase in 
credit risk.

•	 If there are qualitative factors that indicate 
an increase in credit risk that have not been 
included in the calculation of PDs used in the 
quantitative assessment, the bank recalibrates 
the PD or otherwise adjusts its estimate when 
calculating ECLs.

•	 The staging assessment includes consideration 
of the qualitative indicators set out in IFRS 
9.B5.5.17 and paragraph A24 of the GCRAECL. 
[IFRS 9.B5.5.17, GCRAECL.A24]

•	 For corporate exposures, the bank considers 
specifically whether exposures on its “watch 
list” should migrate to Stage 2. If a bank 
intensifies the monitoring of a borrower or a 
class of borrowers and considers this is not 
indicative of a migration to Stage 2, it justifies 
and documents why a significant increase in 
credit risk has not occurred. [GCRAECL.A30]
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•	 Qualitative indicators that are monitored for 
retail exposures include:

•	 Expectations of forbearance and payment 
holidays, or covenant breaches;

•	 Credit and affordability scores;

•	 Changes in credit card usage (e.g., 
movement from paying off each month 
to using the card to borrow);

•	 Events such as death, unemployment, 
bankruptcy, or divorce;

•	 Negative equity on mortgages (especially 
if interest-only).

•	 Where there are multiple qualitative indicators 
that affect an exposure, or a qualitative 
indicator has a numerical measure (e.g., credit 
scores), the bank will establish how much 
weight to give to the various indicators and how 
they are combined in making the assessment.

•	 If there is evidence that there is no longer 
a significant increase in credit risk, the 
instrument will be transferred back to Stage 1. 
If an exposure has been transferred to Stage 
2 based on a qualitative indicator, the bank 
monitors whether that indicator continues to 
exist or has changed. If the significant increase 
in credit risk arising from the qualitative 
indicator reverses, the exposure is returned to 
Stage 1. However, some qualitative indicators 
(e.g., delinquency or forbearance) may be 
indicative of an increased risk of default that 
persists after the indicator itself has ceased to 
exist and the bank only returns the exposure to 
Stage 1 once the risk of default has sufficiently 
decreased (sometimes referred to as a 
“probation period”). The bank determines a 
policy for setting probation periods. In doing 
so, the bank understands how delinquency 
or forbearance and other such qualitative 
indicators impact lifetime PD. The policy is 
monitored to reflect changes in the impact and 
is applied consistently. 

Backstop indicators

•	 Instruments which are more than 30 days 
past due or have been granted forbearance 
are generally regarded as having significantly 
increased in credit risk and may be credit 
impaired. There is a rebuttable presumption 
that the credit risk has increased significantly 
if contractual payments are more than 30 days 
past due; this presumption is applied unless 
the bank has reasonable and supportable 
information demonstrating that the credit 
risk has not increased significantly since initial 
recognition. The bank has a policy as to how 
days past due are calculated and applies it 
consistently. The bank applies its policy on 
probation periods to these exposures. 

•	 There may be other backstop indicators.
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Considerations for a simpler approach

•	 As for a sophisticated implementation, there 
are three elements of a simpler approach: 
quantitative, qualitative and backstops. 
However, it is likely that the qualitative 
assessment will play a more significant role. 
This also may suggest a need for greater 
consideration as to what recalibration of PDs 
may be required when measuring ECLs to 
reflect qualitative indicators of increases in 
credit risk that have not been reflected in 
quantitative PD measures.

•	 Even though the bank may not be able to 
assess changes in an exposure’s lifetime PD, 
lifetime ECLs are generally expected to be 
recognized before a financial instrument 
becomes past due. Therefore, the assessment 
of whether there has been a significant increase 
in credit risk should be made based not only 
on whether the instrument is past due, or 
other lagging borrower-specific behavioural 
factors such as credit-bureau scores, but 
also using forward-looking information that is 
available without undue cost or effort. [IFRS 
9.B5.5.2, ITG September 2015.19-25]

•	 For the quantitative element of the assessment, 
it may be possible to use changes in 12-month 
PDs, rather than lifetime PDs, if the bank 
evidences that use of changes in 12-month PDs 
is a reasonable approximation. This is likely 
to be more difficult for loans with a maturity 
beyond 12 months where the most significant 
cash flows, and hence risk of default, arise at 
or near maturity, such as “bullet” loans. [IFRS 
9.B5.5.13-14]

•	 To justify continued use of 12-month PDs, a 
periodic review should be performed, although 
its nature and frequency will depend on the 
facts and circumstances. One approach would 
be to identify the key factors that would 
affect the appropriateness of using changes 
in 12-month PDs as a proxy, to monitor these 
factors on an ongoing basis as part of a 
qualitative review and to consider whether any 
changes in those factors indicate that changes 
in 12-month PDs are no longer an appropriate 
proxy. Key factors would include the differing 
impacts of macroeconomic changes across 
the remaining lives of the instruments. [ITG 
September 2015.31]

•	 While a less sophisticated staging assessment 
should still take account of non-linearity, it is 
possible that this might be achieved without 
quantitative modelling of multiple scenarios 
at every balance sheet date. There might 
only be a major change in the effect of non-
linearity from period to period if there is a 
sufficient change in the range of distribution of 
possible scenarios. It is possible that the effect 
of non-linearity could be calculated in detail 
periodically and the distribution be monitored 
using qualitative information. It will also be 
necessary to use qualitative indicators for any 
non-linear effects which cannot be modelled.

•	 Information that is already held by the bank 
to manage credit risk, or can be purchased 
from a credit bureau (such as the credit loss 
experience of other banks) or an economic 
forecasting company or an external ratings 
agency, or can be derived from market data, 
such as bond or CDS spreads, will normally be 
regarded as capable of being obtained and used 
without undue cost and effort.
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What is not compliant

•	 Assessing significant increases in credit risk 
based on an absolute PD or credit rating 
threshold that is applied to all exposures in a 
portfolio (unless the exposures in the portfolio 
all demonstrably had a sufficiently similar credit 
risk at initial recognition such that using the 
absolute threshold would serve to capture 
significant increases in credit risk since initial 
recognition in a manner consistent with the 
requirements of IFRS 9). [IFRS 9.5.5.4, IE40, 
GCRAECL.A31]

•	 Assessing whether there has been a significant 
increase in credit risk based on the risk of 
loss or change in ECL and not on the risk 
of default. It is not appropriate to avoid 
transferring an exposure to Stage 2 because the 
bank holds adequate collateral. However, the 
existence and value of collateral may influence 
the probability of the borrower defaulting and 
this should be taken into account. [IFRS 9.5.5.9]

•	 Assessing significant increases only by 
counterparty rather than by exposure without 
assessing the impact of cases in which 
there are multiple exposures to the same 
counterparty which may have been originated 
at different times and with different initial PDs 
(and thus have experienced different levels 
of relative increase in credit risk) and without 
making any necessary adjustments to comply 
with IFRS 9. [IFRS 9.IE43-47, GCRAECL.A31]

•	 Using information that was designed for 
regulatory purposes, unless the bank 
documents its assessment, based on 
reasonable and supportable information, that 
its use leads to results that are compliant with 
IFRS 9 or adjusts it to be fit for use under IFRS 
9. [IFRS 9.5.5.17(c), B5.5.49-54, BC5.283] 

•	 Concluding on a quantitative basis that there is 
not a significant increase in PD by comparing 
the remaining lifetime PD at the reporting date 
with the full lifetime PD at initial recognition in 
a manner that fails to allow for the relationship 
between expected life and risk of default. [IFRS 
9.B5.5.11] 

•	 Using forward-looking information that takes 
a different view of future economic conditions 
for the staging assessment than that used in 
the calculation of ECLs. If there is a non-linear 
relationship between different representative 
forward-looking economic scenarios and the 
associated change in the risk of a default 
occurring since initial recognition, using only 
a single forward-looking scenario as a basis 
for the staging assessment would not meet 
the objectives of IFRS 9. However, quantitative 
modelling of multiple scenarios might not be 
needed at every reporting date. [IFRS 9.5.5.3-4, 
9, 17, B5.5.15, ITG December 2015.58-59] 

•	 Relying only on delinquency or other indicators 
that are insufficiently forward-looking to assess 
whether there has been a significant increase 
in credit risk. IFRS 9 permits this only when 
reasonable and supportable forward-looking 
information is not available without undue 
cost and effort. Except in very limited cases, it 
would be expected that a bank would be able 
to make use of other, qualitative indicators to 
supplement delinquency, such as credit bureau 
scores, the use of watch lists, etc. [IFRS 9.5.5.4, 
11, GCRAECL.A17, A19] 

•	 Rebutting the 30 days past due presumption 
without reasonable and supportable evidence 
that demonstrates that contractual payments 
becoming more than 30 days past due does 
not represent a significant increase in credit 
risk. [IFRS 9.B5.5.20, GCRAECL.A52-A55] 

•	 Concluding that there has not been a 
significant increase in credit risk on the basis 
that the bank continues to lend, or would 
be prepared to lend, to the borrower. [IFRS 
9.BC5.163-165] 

•	 Using changes in 12-month PD to assess 
whether a significant increase in credit risk (i.e., 
lifetime risk of default) has occurred without 
adequate analysis and ongoing review to 
support the conclusion that this is a reasonable 
approximation. [IFRS 9.5.5.9, B5.5.13-15, 
BC5.179, ITG September 2015.26-34] 
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3.3  Practical implementation Considerations 

There are three main elements to consider in 
assessing significant increases in credit risk for 
purposes of loan staging by credit unions: 

•	 Quantitative elements 

•	 Qualitative elements 

•	 Backstop indicators 

The staging assessment will be a critical area for 
credit unions and one requiring use of significant 
management judgment in establishing the staging 
policy, criteria and thresholds and then ensuring the 
continued relevance post implementation. If credit risk 
has not increased significantly since initial recognition 
(Stage 1), then the credit union recognizes only 
12-month ECLs as a loss allowance. However, if the 
exposure has suffered a significant increase in credit 
risk (Stage 2), then a loss allowance equal to lifetime 
ECLs is recognized. Once a loan is in default, it is 
considered a Stage 3 loan and a loss allowance equal 
to the lifetime ECL is recognized as well. The staging 
assessment also drives how exposures will be disclosed 
in the notes to the financial statements. 

The staging assessment should generally be done loan 
by loan (unless being done on portfolio basis) rather 
than by counterparty.

Assessing significant increases only by counterparty 
rather than by exposure without assessing the impact 
of cases in which there are multiple exposures to the 
same counterparty which may have been originated at 
different times and with different initial PDs (and thus 
have experienced different levels of relative increase 
in credit risk) and without making any necessary 
adjustments, will not be compliant with IFRS 9. 

Staging assessments generally should incorporate a 
mixture of the above three noted elements. Credit 
unions will need to establish how much weight to give 
to these various elements and how they combine in 
making the staging assessment.  

 

3.3.1  Low credit risk 

As an exception to the general staging requirements, 
a credit union may assume that the credit risk has not 
increased significantly since initial recognition if the 
credit risk on the loan is low at the reporting date. An 
entity can choose to apply this simplification on an 
instrument-by-instrument basis. 

The credit risk of a loan is low if: 

•	 the instrument has a low risk of default; 

•	 the borrower has a strong capacity to meet its 
contractual cash flow obligations in the near term 
and 

•	 adverse changes in economic and business 
conditions in the longer term may, but will not 
necessarily, reduce the borrower’s ability to fulfil 
its obligations. 

A financial instrument with an external rating of 
“investment grade” is an example of an instrument 
that may be considered to have a low credit risk. 
However, a financial instrument does not have to be 
externally rated for the exception to apply. When an 
internal grade is used to determine whether the credit 
risk of an instrument is low, the internal assessment 
of low credit risk is required to be consistent with a 
globally understood definition of low credit risk for 
the type of financial instrument being assessed. The 
assessment is required to consider the perspective of 
a market participant and to take into account all of the 
terms and conditions of the financial instruments. 

A loan is not considered to have a low credit risk 
simply because: 

•	 the value of collateral results in a low risk of 
loss. This is because collateral usually affects the 
magnitude of the loss when default occurs, rather 
than the risk of default or 

•	 it has a lower risk of default than the credit 
union’s other financial instruments or relative to 
the credit risk of the jurisdiction in which the 
credit union operates. 

The low credit risk exception does not mean that 
there is a bright line threshold for the recognition of 
lifetime expected credit losses when an instrument’s 
credit risk ceases to be low. Instead, when an 
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instrument no longer has a low credit risk, the general 
requirements for assessing whether there has been a 
significant increase in credit risk apply.  

 

3.3.2  impact of mortgage insurance 

Typically, whether a mortgage is insured or not does 
not impact a borrower’s propensity or ability to make 
contractual payments when they become due. As 
significant increases in credit risk (risk of default) can 
occur even though the mortgage is insured, mortgage 
insurance is not key to the staging assessment of 
mortgages and related financial statement disclosures 
for Stage 1 and Stage 2 loans. 

However, mortgage insurance plays a significant role 
when it comes to the loss given default of insured 
mortgages and the amount of their expected credit 
losses. 

For example, if an insured mortgage is originated with 
an initial risk grade of three, the staging assessment 
that is performed over the life of the mortgage uses 
the initial risk grade of three. If the credit risk of the 
mortgagor increases significantly in a subsequent 
period (to, say, five because the mortgagor has a 
long-term illness), the mortgage would move to Stage 
2. However, as the mortgage is insured, the move 
from Stage 1 to Stage 2 would not result in significant 
expected credit loss being recognized if the loss given 
default on the insured mortgage remains low due to 
the impact of the mortgage insurance.  

 

3.3.3  Quantitative elements 

With the use of an internal scorecard or risk rating 
process, credit unions can assess significant increases 
in credit risk in their retail and commercial portfolios. 
This involves setting thresholds for determining what 
constitutes a significant increase in credit risk as a loan 
moves along the rating scale. 

Once the scorecard or risk rating has been developed, 
the credit union can then determine the PD 
associated with those ratings. 

PDs can be point-in-time or through-the-cycle. PD 
estimates are “point-in-time” measures based on a 
credit union’s assessment at the reporting date of 
current and expected future conditions. Point-in-time 
default risks try to evaluate the current situation of 
a member by taking into account both cyclical and 
permanent effects. 

In contrast, through-the-cycle default risks focus 
mainly on the permanent component of default risk 
and are nearly independent from cyclical changes in 
the creditworthiness of a member. IFRS 9 requires the 
use of point-in-time PD ratings. 

Two types of PDs are considered under IFRS 9: 

•	 Twelve-month PDs – This is the estimated 
probability of a default occurring within the 
next 12 months (or over the remaining life of the 
financial instrument if that is less than 12 months). 
This is used to calculate 12-month ECL, which are 
applicable to Stage 1 financial instruments. 

•	 Lifetime PDs – This is the estimated probability of 
a default occurring over the remaining life of the 
financial instrument. This is used for the purpose 
of staging assessment and also then to calculate 
lifetime ECLs for Stage 2 and Stage 3 exposures.  

Retail loan products 

Significant increases in credit risk cannot usually be 
assessed without undue cost and effort using forward-
looking information at an individual instrument level. 
Therefore, the assessment is generally expected to 
be a combination of loan level factors (based on loan 
scoring) and portfolio level factors. Macro-economic 
factors will be reflected primarily at the portfolio level, 
accomplished on a collective basis that incorporates 
all relevant credit information, including forward-
looking macroeconomic information.  

Staging assessment should be undertaken based 
on loan type/facility rather than by borrower, as a 
borrower may have several different retail credit 
products and the timing of when (or if) each product 
experiences a significant increase in credit risk may 
not be the same, i.e., different loans originated by the 
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same borrower at different times may have different 
inception PDs and then PD changes up to the current 
reporting date may not be significant for all these loans.  

Credit unions may decide to segregate their portfolio 
and apply a collective staging assessment for each 
segment rather than at an individual loan level. 

For a collective assessment, the credit union will need 
to segregate its portfolio on the basis of shared credit 
risk characteristics and what is materially significant, 
i.e., product types, geographic locations or industrial 
sectors origination vintage. Judgment is required in 
determining the portfolio segmentation.  

Segregating portfolios into similar portions based on 
shared risk characteristics will be critical to ensure 
factors considered for staging assessments are applied 
appropriately to the relevant portions of a particular 
portfolio, mitigating the risk of moving good loans to 
Stage 2 that would have otherwise remained in Stage 
1, or vice versa. Cost benefit considerations should be 
kept in mind when determining the level of granularity 
used in segregating portfolios, including the time 
and effort required to set up and manage various 
categories of segregation. 

Typical segregation of the retail portfolio could be: 

•	 Residential Mortgages – insured and uninsured 

•	 Personal Loans – secured and unsecured 

•	 Home-Equity Lines of Credit (HELOC) 

•	 Secured or unsecured Lines of Credit 

•	 Credit cards 

•	 Credit unions with operations that span more 
than one province may also find portfolio 
segregation by province helpful when considering 
portfolio segmentation including the application 
of certain Forward Looking Factors particular to 
a region (e.g. much higher than national average 
future unemployment projections for a specific 
province). 

The quantitative assessment of significant increases 
in credit risk for retail loans can be accomplished 
using an internal scorecard or risk rating process. 
The following is an illustrative example of how an 
internal risk rating scale could be used for credit risk 
management purposes and how it can be used for the 
quantitative aspect of assessing if there has been a 
significant increase in credit risk. 

Risk Rating (RR) 
(note 1) RR description Pd Range Pd average

1 Superior 0.01% 0.03% 0.02%

2 Very Good 0.04% 0.07% 0.06%

3 Good 0.08% 0.53% 0.31%

4 Acceptable 0.54% 2.73% 1.64%

5 Caution 2.74% 9.70% 6.22%

6 Unacceptable 9.71% 18.53% 14.12%

7 Doubtful 18.54% 99.99% 59.27%

8 Loss 100.00% 100.00% 100.00%

Note: PDs in the table above are for illustration purposes only and are not intended to represent actual PDs to 
be used by credit unions in their IFRS 9 implementation. 
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note 1 

factors evaluated to determine RR:
•	 Credit Scores: Beacon or Bankruptcy Navigator 

Index (BNI)
•	 Loan to Value (LTV) of the collateral
•	 Employment status/Income verification
•	 Debt Servicing Ratios
•	 Payment behavior
•	 Life cycle events (death, divorce, etc.)

The Risk Rating (RR) and RR Description columns 
represent the risk rating of the loan and descriptive 
element of the credit quality. 

Two or more loans with the same borrower may 
have different risks of default, e.g., different terms 
to maturity, collateralized vs. non-collateralized and 
hence different risk scores. 

The PD Range and PD Average columns provide an 
example of how to translate the risk rating levels to the 
probability of default for each loan, based on mapping to 
an external data source for credit ratings from Dominion 
Bond Rating Service (DBRS), Standard & Poor’s (S&P), etc. 

Credit scores (Beacon) 

The primary and often only source of credit risk data 
for retail lending is the borrower’s credit/Beacon scores 
that is collected and maintained by credit bureaus. 
Many credit unions utilize the borrower’s credit score as 
a determinant of credit risk at the origination of credit. 

Credit unions would use their own risk tolerances 
for determining which range of credit bureau scores 
would fall into which RR category. 

Credit unions generally assess Beacon scores at loan 
inception, however, they should consider updating 
these on an annual basis in order to provide a better 
indication of credit risk change. This would involve 
requesting the data from a Beacon score reporting 
agency (Equifax, Transunion, etc.) and updating the 
risk rating if the change in Beacon score signifies an 
increase or decrease in risk. 

If credit unions are not able or not willing to refresh 
all loan level Beacon scores, an alternative approach 
could be to refresh a subset of Beacon scores in 
the portfolio and use the changes observed in the 
subset as a proxy for changes to Beacon scores at 
the portfolio level. This adds an additional layer of 
complexity in that the credit union employing this 
approach has to demonstrate that the sample is 
representative and conclusions drawn based on this 
sample can be faithfully employed to staging for the 
entire portfolio. 

Generally, the lower the Beacon score, the higher the 
probability of default occurring. The change in the 
probability of default from one score to the other is 
not linear but changes exponentially. Credit unions 
may wish to keep this in mind as they evaluate and set 
the PD for each of their risk rating levels. For example, 
the following graph displays the DBRS evaluation of 
Canadian Residential Mortgage Backed Securities that 
could be used as a valid proxy for the correlation of 
Beacon scores to PD for residential mortgages. 

Probability of default increases as Beacon score decreases
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Credit scores (Bni) 

Similar to Beacon Scores, credit unions could also use 
a Bankruptcy Navigator Index (BNI) score to assess 
changes in credit risk. The BNI score is a numerical 
indicator of how likely a borrower is to go bankrupt 
within the next 24 months. Generally, the higher the 
numerical score, the lower the risk of bankruptcy. 

Using credit bureau or BNI scores alone should not 
be the sole determinant for assessing increases in 
credit risk. Where possible, credit unions should take 
the additional elements in Note 1 (see above) into 
consideration when determining the loan’s risk rating. 
These elements are discussed in further detail below. 

Loan to Value (LtV) 

While the value of the collateral in comparison to the loan 
balance does not directly impact the ability of a borrower 
to make loan payments, there is some correlation 
to credit risk as it could be considered a behavioral 
factor that impacts PD. For example, a borrower may 
be more likely to default on a mortgage if they have 
little or negative equity in the property. However, a 
high collateral value on its own would not necessarily 
indicate a low credit risk, so credit unions should use 
their best judgment when evaluating changes in LTVs. 

Changes in LTV could indicate a change in risk 
of default and therefore could be considered as 
an element of the scorecard used when assessing 
increases in credit risk. If collateral values impact a 
borrower’s propensity to make contractual payments 
as they become due and it is not possible to update 
collateral valuations on an individual loan basis, the 
average change in prices in a particular geographical 
area could be applied to loans at a portfolio level. 

employment status/Verification of income 

At time of inception of the loan, the employment 
status and income of the borrower is verified as part 
of the loan approval process and should be taken into 
consideration in determining the loan risk rating. If the 
employment status changes and the lender becomes 
aware of it, this could be an indication of a change in 
risk rating and should be used to update the internal 
risk score as the information is received. 

debt servicing Ratios 

Debt servicing ratios are another element that could 
be evaluated in updating the risk profile of retail loan 
products. 

Payment Behavior 

Credit unions could use loan payment history as part 
of the updated risk assessment using a scorecard 
approach. Any missed or late payments, request for 
payment holidays, or an event such as restructuring 
could indicate a change in credit risk and could result 
in a change in risk rating. 

Changes in credit behavior such as increased credit 
card usage or increased draw-downs on Lines of 
Credit may also indicate a change in credit risk. 

Life Cycle events 

Changes such as death, illness, bankruptcy or divorce 
could also result in a change in credit risk ratings. 

Credit unions may consider all or some of the above 
noted factors as part of the annual assessment of 
significant increases in credit risk and update the 
relevant risk scores as needed. This information would 
then be used to assess the staging of the retail loan 
products. 

Macroeconomic factors 

Macroeconomic information that could impact the 
borrower’s credit or payment behaviour should be 
incorporated into the determination of PD. 

Examples of macroeconomic factors to be considered 
include: 

•	 Changes in unemployment rates – an increase in 
unemployment will increase default risk; 

•	 Changes in interest rates – this would have 
significant impact on variable rate loans as an 
increase in interest rates could increase the 
likelihood that the borrower will not have the 
ability to keep up with their higher payments. 
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Refer to section 4.4 of this Guide for discussion on 
macroeconomic factors. 

Credit unions will have to utilize discretion or 
management judgment in assessing the impact of 
these macroeconomic factors on different segments 
of their portfolio. For example, an increase in 
unemployment may impact borrowers with lower 
credit scores more adversely than ones with a higher 
credit score. 

Credit unions may wish to further assign different PDs 
to specific segments of the portfolio based on loan 
characteristics that may influence or exhibit different 
PD changes or member behaviours, such as by 
geography, industry, etc. 

Commercial loan products 

The quantitative assessment of significant increases 
in credit risk can be accomplished using the existing 
internal risk rating process, with enhancements as 
needed, in use at credit unions. The following is an 
illustrative example of an internal risk rating scale that 
may be used for credit risk management purposes 
and that can be used for the quantitative aspect of 
assessing if there has been a significant increase in 
credit risk. 

note 2 

factors evaluated to determine RR:
•	 Financial
•	 Liquidity
•	 Management
•	 Marketability
•	 Industry and Economic Environment
•	 Property

The Risk Rating (RR) and RR Description columns 
represent the risk rating of the loan and descriptive 
element of the credit quality. 

The PD Range and PD Average columns provide an 
example of how to translate the risk rating levels to the 
probability of default for each loan, based on mapping 
to an external data source for credit ratings from 
DBRS, Standard & Poor’s (S&P), etc. 

The quantitative element is the primary indicator of 
significant increases in credit risk, with the qualitative 
element playing a secondary role. 

Risk Rating (RR) 
(note 2) RR description Pd Range Pd average

1 Superior 0.01% 0.03% 0.02%

2 Very Good 0.04% 0.07% 0.06%

3 Good 0.08% 0.53% 0.31%

4 Acceptable 0.54% 2.73% 1.64%

5 Caution 2.74% 9.70% 6.22%

6 Unacceptable 9.71% 18.53% 14.12%

7 Doubtful 18.54% 99.99% 59.27%

8 Loss 100.00% 100.00% 100.00%

Note: PDs in the table above are for illustration purposes only and are not intended to represent actual PDs to 
be used by credit unions in their IFRS 9 implementation. 
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3.3.4  Qualitative elements 

Notes 1 and 2 above provide examples of elements 
that can be evaluated in determining the risk rating 
for each loan. If these qualitative factors are included 
in the PD by virtue of being included in the risk rating 
score, these elements are not required to be included 
in a separate qualitative assessment for assessing 
significant increase in credit risk. 

If there are qualitative factors that indicate an increase 
in credit risk that have not been included in the 
calculation of PDs used in the quantitative assessment, 
the credit union would recalibrate the PD accordingly. 
Often these qualitative factors are used in determining 
which exposures are placed on the “watch list” where 
the credit union would intensify the monitoring of the 
borrower or loan. This could constitute a significant 
increase in credit risk resulting in the loan migrating to 
Stage 2. If the credit union determines that placement 
on the “watch list” does not result in a migration to 
Stage 2, it must justify and document why a significant 
increase in credit risk has not occurred.  

 

3.3.5  Backstop indicators 

Loans that are more than 30 days past due or have 
been granted forbearance are generally regarded 
as having significantly increased in credit risk and 
may need to be moved to Stage 2. There is a 
rebuttable presumption, i.e., taken to be true unless 
proved otherwise, that the credit risk has increased 
significantly if contractual payments are more than 
30 days past due. This presumption is applied unless 
the credit union has reasonable and supportable 
information demonstrating that the credit risk has not 
increased significantly since initial recognition.  

 

3.4  Credit Risk Management Practices 

3.4.1  Risk Rating Guidelines 

Credit unions must have adequate rating systems 
in place to allow for a meaningful assessment 

and differentiation of borrower and transaction 
characteristics. 

The term “rating system” comprises all of the 
methods, processes, controls, and data collection and 
IT systems that support the assessment of credit risk 
and the assignment of internal risk ratings. 

The objective is to rank borrowers systematically with 
meaningful credit risk quality differentiation done 
reasonably, accurately and consistently. 

The examples of the internal credit rating scales 
provided above are based on an eight point rating 
system generally considered to provide the minimum 
required differentiation, however, other scales may 
also be appropriate, such as a 10 point rating scale. 
The main consideration for these internal rating scales 
is that they must provide the ability to sufficiently 
differentiate between the various risk levels for a 
loan, in order to determine if a significant increase in 
credit risk has occurred. Therefore, if a credit union 
currently uses a five point rating scale, this approach 
may not provide sufficient grades of differentiation for 
staging the loan. 

3.4.2  Rating Criteria 

Specific rating definitions, processes and criteria for 
assigning exposures to grades within a rating system 
are required. The rating definitions and criteria must 
be both plausible and intuitive and must result in a 
meaningful differentiation of risk. 

The grade descriptions and criteria are to be 
sufficiently detailed to allow those charged with 
assigning ratings to consistently assign the same 
grade to borrowers or facilities posing similar risk. 
This consistency should exist across lines of business, 
departments and geographic locations. If rating 
criteria and procedures differ for different types of 
borrowers or facilities, credit unions must monitor 
for possible inconsistency and alter rating criteria to 
improve consistency when appropriate. 

Written rating definitions are to be clear and detailed 
enough to allow third parties to understand the 
assignment of ratings, such as internal audit or an 
equally independent function to replicate rating 
assignments and evaluate the appropriateness of the 
grade/pool assignments. 
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The criteria must also be consistent with the internal 
lending standards and policies for handling troubled 
borrowers and facilities. 

It is essential that the credit union has proper credit 
risk control over the internal rating system to ensure 
the quality of the information, in particular: 

•	 Clear and specific rating definitions. 

•	 Consistent use of definitions across the organization. 

•	 Ratings are updated on a timely basis, ideally at 
least annually for commercial and retail products. 
For retail products, if not all, then some metrics 
in the score card should be updated annually, 
e.g., could be Beacon scores, LTVs, etc. If it is not 
practical to perform an annual update of ratings 
for retail products, then this should be done as 
new information becomes known or available to 
the credit union. Refer to page 25 for discussion 
on alternative approach.

•	 Periodic testing to ensure the ratings are applied 
correctly. 

•	 Annual loan reviews for re-rating. 

3.5  staging Considerations 

Retail 

Key considerations to keep in mind when using an 
Internal Rating method for staging: 

•	 Upon origination, all loans will be placed in Stage 1 
(unless originating or purchasing an impaired loan). 

•	 The criteria for subsequent movements between 
the stages should be clearly defined. 

•	 Credit unions would need to determine what 
movement between internal risk ratings would 
indicate a significant increase in credit risk. For 
example, movement of one point from a risk 
rating of one to two or even three to four may not 
be considered significant. However a one point 
change between five and six could be. IFRS 9 does 
not define what is considered to be a significant 
change, and therefore each credit union would 
need to determine these factors for themselves. 
However, due to the rebuttable presumption, 30 
days past due would be used as a backstop for the 
latest date for transferring loans to Stage 2. 

•	 The credit union should not just look at the internal 
ratings alone. Forward-looking factors and other 
indicators should be used when assessing staging.

•	 It may be challenging to determine transfers 
between Stage 1 and 2 on an individual loan basis 
for all the loans in a credit union’s portfolio. Credit 
unions may need to set specific rules on triggers 
for stage movement. For example, the trigger for 
assessment could be a loan being placed on the 
delinquency list or on the watch list.  
 
If a loan that was initially placed in Stage 1 became 
delinquent or was placed on the watch list, this 
could be considered a significant increase in 
credit risk which would warrant a movement from 
Stage 1 to Stage 2.  

•	 Impaired loans, defined as the point at which 
a loan becomes 90 days past due, would be 
automatically placed into Stage 3.  

•	 Loans that are defined as low credit risk at 
the current reporting date do not need to be 
assessed for staging for the purpose of the current 
reporting date. 

Comprehensive Illustrative Example - Retail: 

Consider a retail unsecured loan. A credit union will 
use its internal rating/scorecard to assess the initial 
credit worthiness of the borrower in respect of that 
loan, resulting in the assignment of a risk rating to the 
loan at its inception, which will be linked to a specific 
PD (or PD range). 

Periodically the credit union will review the loans and 
whether a change in risk rating is warranted for any 
individual loans or group of loans. This could involve 
an annual update of credit bureau scores but it could 
also involve updating the risk ratings as information 
becomes available. 
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Based on the credit union’s judgment, a policy will be 
formulated that specifies what changes in the risk rating 
score and PD result in a significant increase in credit 
risk by comparing the initial quantitative PD score 
to the updated PD. These will then be layered with 
qualitative considerations and backstops per policy.

Consider the following four hypothetical scenarios 
using the following assumptions: 

•	 On May 16, 2017, as part of the normal underwriting 
process for new loan originations, an unsecured 
loan is assigned a risk rating of three using the 
internal risk rating process referenced earlier. 

•	 The credit union’s reporting date is December 31. 

•	 The loan is considered Stage 1 at inception. 

Scenario A: 

During 2018, the credit union applies its annual 
Beacon score updates, including updating the loan 
risk rating using the established eight point internal 
risk rating scale. The updated risk rating results in the 
loan’s risk score migrating from a three to four due 
primarily to the decrease in the borrower’s Beacon 
score. No other changes in behaviour or other factors 
have been observed. 

According to the credit union’s established risk 
tolerance, this one point movement between three 
and four is not considered a significant increase in 
credit risk. Therefore, the loan remains in Stage 1. The 
12-month PD is used in calculating ECL. 

Scenario B: 

The same scenario as A above, with the exception that 
the loan’s risk rating is downgraded from three to five 
after the updated Beacon scores reflect a larger decline 
in credit quality. Based on the credit union’s assessment 
of what constitutes a significant increase in credit risk 
and this relatively larger swing in risk rating, the loan is 
migrated from Stage 1 to Stage 2. The lifetime PD for 
this loan will now be used to calculate ECL. 

Scenario C: 

During 2018, the credit union applies its annual 
Beacon score and it is determined that the score has 
remained the same as the Beacon score at inception 
of the loan. No adjustment to the risk rating is 
required at this time. However, near the end of the 
year, the borrower contacted the credit union to 
discuss decreasing his monthly payments as he has 
been laid off for an undetermined period of time. 

The credit union reviews this borrower’s risk rating, 
and decides that based on this new information, the 
risk rating is downgraded from a three to a five. Based 
on the credit union’s assessment of what constitutes a 
significant increase in credit risk, the loan is moved from 
Stage 1 to Stage 2 for the 2018 financial statements. 

Scenario D: 

During 2018, no new information at the borrower level 
indicates that the risk rating has changed from a rating 
of three. However, near the end of 2018, the industry 
and city in which the borrower works has experienced 
a significant increase in unemployment rates. This 
trend is expected to continue for at least the next 
12 months. This particular loan is part of a portfolio 
that is segmented by geography, similar credit risk, 
and similar industries in terms of employment. As a 
result of the change in this macroeconomic factor 
for unemployment rates, credit union management 
decides to re-evaluate all of the loans that are part of 
this particular segment of portfolio. They decide to 
downgrade all of the risk ratings for the loans in this 
portfolio by two points. Therefore, this particular loan 
moves from a risk rating three to a risk rating five, and 
therefore the loan moves from Stage 1 to Stage 2 for 
the 2018 financial statements. 

Commercial 

Key considerations to keep in mind when using an 
Internal Rating method for staging: 

•	 Credit unions would need to determine what 
movement between internal risk ratings would 
indicate a significant increase in credit risk. For 
example, movement of one point from a risk 
weighting of one to two or even three to four would 
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likely not be considered significant, however a one 
point change between five and six could be. IFRS 9 
does not define what is considered to be a significant 
change, and therefore each credit union would need 
to determine these factors for itself.  

•	 The credit union should not just look at the internal 
ratings alone. Forward-looking factors and other 
indicators should be used when assessing staging.  

IFRS 9 requires that the assessment of significant 
increases in credit risk for staging purposes be solely 
based on the risk of default. To the extent that the 
internal ratings process outlined above considers the 
existence of collateral as an element in calculating a 
risk rating and associated PD, this collateral element 
should be excluded when the risk rating is being 
updated as part of the annual review process for 
purposes of staging. It is not appropriate to avoid 
transferring a loan to Stage 2 because adequate 
collateral exists for the loan in question. 

During the annual review process for commercial 
loans, the risk rating will be updated, and movements 
in the risk rating will determine the staging bucket 
each loan should be placed in for calculation of ECL. 

It is impractical to expect that all loans will be 
reviewed immediately before a credit union’s year-end. 
In fact, a certain portion of the loans may have had 
their risk rating updated as much as 11 months prior 
to the most current year-end. To compensate for this 
rolling annual review process for commercial loans, 
credit unions can mitigate the effect of this lagging 
update of internal risk ratings with the following year-
end process for individual commercial credits: 

•	 Make inquiries with loan officers if there have 
been any significant changes (covenant breaches, 
forbearance, etc.) for any loans in the commercial 
portfolio. 

•	 Consider industry information that may suggest 
certain loans in the portfolio may be at greater 
risk of default. 

Portfolio level monitoring should also be utilized 
between reporting dates in order to identify increases 
in credit risk. Portfolio level monitoring may include: 

•	 Adverse economic trends for specific business or 
geographic segments. 

•	 Anticipated changes in interest or unemployment 
rates. 

•	 Other indicators that would have an impact on the 
shared risk characteristics of a portfolio or portion 
thereof. 

Comprehensive Illustrative Example - Commercial: 

Consider a commercial loan secured by real estate. A 
credit union will use its internal rating scale to assess 
the initial credit worthiness of the borrower in respect 
of that loan, resulting in the assignment of a risk 
rating to the loan at its inception, which will be linked 
to a specific PD. Within the next year (and annually 
thereafter), the credit union will perform its annual 
review of this commercial loan file and update the risk 
rating using its established internal rating scale. Based 
on the credit union’s risk tolerance, a determination 
will be made as to whether a change in the risk rating 
score and PD (assuming a change has occurred) 
suggests a significant increase in credit risk has 
occurred by comparing the initial quantitative PD score 
to the updated PD. These will then be layered with 
qualitative considerations and backstops per policy.

Consider the following four hypothetical scenarios 
using on the following assumptions: 

•	 On April 21, 2017, as part of the normal 
underwriting process for new loan originations, a 
commercial loan is assigned a risk rating of two 
using the internal risk rating process referenced 
earlier. 

•	 The credit union reporting date is December 31. 

•	 The loan is considered Stage 1 at inception. 

•	 The loan is secured by a 30-unit rental property in 
a medium-sized urban locale. 
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Scenario A: 

During 2018, the credit union applies its annual 
commercial loan review procedures, including 
updating the loan risk rating using the established 
eight point internal risk rating scale. The updated risk 
rating results in the loan’s risk score migrating from a 
two to three, due primarily to a minor deterioration 
in liquidity ratios of the business. According to the 
credit union’s established risk tolerance, this one-point 
movement between two and three is not considered 
a significant deterioration in credit risk related 
probability of default. Therefore, the loan remains in 
Stage 1. The 12-month PD is used in calculating ECL. 

Scenario B: 

The same scenario as A above, with the exception that 
the loan’s risk rating is downgraded from two to five 
during the annual review. Based on the credit union’s 
assessment of what constitutes a significant increase in 
credit risk and this relatively larger swing in risk rating, 
the loan is migrated from Stage 1 to Stage 2. The lifetime 
PD for this loan will now be used to calculate ECL. 

Scenario C: 

The loan’s annual review is completed in February 
2018, with the next annual review scheduled to occur 
in February 2019. The February 2018 annual review 
does not result in any change to the loan’s risk rating. 
During 2018, the business operations of the borrower 
suffer set-backs to the extent that the credit union 
has identified concerns about declining liquidity 
and a missed payment and the loan is put on the 
credit union’s watch list in November 2018. Based on 
these factors, credit union management decides to 
downgrade the loan from Stage 1 to Stage 2 for the 
2018 financial statements. 

Scenario D: 

The loan’s annual review is completed in February 
2018, with the next annual review scheduled to 
occur in February 2019. There are no specific 
concerns identified during the remainder of 2018 
up to December 31, 2018 related to this individual 
loan. However, during 2018, the city in which the 
loan security is located has experienced an increase 
in vacancy rates from three percent to 8.5% and 
this trend is expected to continue for at least the 
next 12 months. As a result in the change in this 
macroeconomic factor for vacancy rates, credit union 
management decides to downgrade the loan from 
Stage 1 to Stage 2 for the 2018 financial statements. 

3.6  forward-looking information 

IFRS 9 requires the use of forward-looking information 
specific to the individual loan and forward-looking 
information on the macro economy, commercial 
sector, and geographic region (to the extent such 
information has not already been reflected in the 
Beacon score or risk rating process). As discussed 
previously, if the credit union has constructed an 
internal ratings process that evaluates such forward-
looking qualitative factors, then this requirement 
may be met when the loan risk rating is updated as 
part of the annual review process, and additional 
application and consideration of forward-looking 
factors would not be required. Such an approach 
requires careful assessment depending on the design 
and sophistication of the risk rating methodology 
applied for retail and commercial loans and to what 
extent the forward looking factors relevant to risk 
of default are built into the risk rating methodology 
and how frequently these are updated. To the extent 
that forward looking factors and updated information 
in respect thereof are not built into the internal risk 
scores, they need to be considered over and above 
the risk rating scores to ensure that the SICR/ staging 
assessment is robust. 

See Section 4 for further guidance on the use of 
forward-looking information.
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3.7  definition of default 

“Default” is not defined under IFRS 9. Credit unions 
are responsible for defining this for themselves and 
it should be based upon their own definition used in 
their internal risk management. Careful consideration 
of how default is defined is important as the definition 
impacts the calculation of PDs, LGDs and EADs, 
hence impacting a credit union’s ECL results.  

The simplest definition is that of failure to meet a 
scheduled payment of principal or interest, however, 
that definition has modifications depending upon 
the loan product. The definition of default has to 
be consistent with that used for internal credit risk 
management purposes for the relevant financial 
instrument and has to consider qualitative indicators, 
e.g., breaches of covenants, when appropriate. 
Unlikeliness to pay may also be considered in making 
the qualitative assessment of default. 

Indications of unlikeliness to pay include: 

•	 the credit obligation is placed on non-accrued 
status; 

•	 the credit union makes a specific provision or 
charge-off due to a determination the obligor’s 
credit quality has declined (subsequent to taking 
on the exposure); 

•	 the credit union sells the credit obligation or 
receivable at a material credit related economic 
loss; 

•	 the credit union agrees to a distressed 
restructuring resulting in a material credit related 
diminished asset stemming from such actions as 
material forgiveness or postponement of payments 
or repayments of amount owing; 

•	 the credit union has filed for the obligor’s 
bankruptcy in connection with the credit 
obligation and 

•	 the obligor has sought or been placed in 
bankruptcy resulting in the delay or avoidance of 
the credit obligation’s repayment. 

There is a rebuttable presumption within the standard 
that default does occur once a loan is more than 
90 days past due, however, if the credit union has 
supportable evidence to the contrary then this 
presumption can be rebutted.  

The definition of default used for determining the risk 
of default must be applied consistently to all financial 
instruments and loan portfolios unless information 
becomes available that demonstrates that another 
default definition is more appropriate for a particular 
financial instrument or loan portfolio. 



34 ifRs 9 Impairment Implementation Guide   



ifRs 9 Impairment Implementation Guide 35

4 .   F o R w a R d - l o o K I n g  I n F o R m a T I o n  ( F l F I )  a n d  m a C R o - e C o n o m I C 
F o R e C a S T S

4.1  summary of key technical accounting requirements 

IFRS 9 requires the estimates of ECL to reflect reasonable and supportable information that is available without 
undue cost or effort – including information about: 

•	 past events; 

•	 current conditions and 

•	 forecasts of future economic conditions. 

This section discusses how a credit union may incorporate different forward-looking information into its estimates 
of ECLs, including staging assessment (incorporating forward-looking information into staging is discussed 
separately in section 3.6 of this Guide). This will require consideration of at least three multiple forward-looking 
economic scenarios to ensure the ECL is unbiased, in particular by taking account of non-linear relationships1 
between different possible scenarios and their associated credit losses. 

The information should include factors that are specific to the borrower and general economic conditions. 

For detailed technical accounting requirements refer to IFRS 9 Impairment Workbook – section 3. Forward-
looking information. 

FoRwaRd-looKIng  
InFoRmaTIon (FlFI) and  

maCRo-eConomIC FoReCaSTS

1 A non-linear relationship means that the credit losses will either improve or decline at an increasing rate rather than at a constant rate as 
changes occur in the components of the ECL calculation. Loss given default is a common risk factor that exhibits a non-linear profile. 

4.2  gppC guidance 

note: this Guide contains guidance taken from the paper published by the Global Public Policy 
Committee (GPPC) titled The implementation of IFRS 9 impairment requirements by banks: 
Considerations for those charged with governance of systemically important banks. the GPPC consists 
of representatives from the world’s six largest accounting networks and it published this paper to 
promote the implementation of accounting for expected credit losses to a high standard. While the 
guidance from this paper is not authoritative guidance and does not intend to amend or interpret 
ifRss, it does contain very useful information in respect of considerations for ifRs implementation 
and hence it has been reproduced in this Guide to provide useful implementation reference material 
for credit unions. as noted in the title of this GPPC paper, it is intended primarily for systemically 
important banks and hence the guidance from this paper, including distinction between sophisticated 
and simpler approaches, should be read in that context. 

A measure of ECL is an unbiased probability-weighted amount that is determined by evaluating a range of 
possible outcomes and using reasonable and supportable information that is available without undue cost 
or effort at the reporting date about past events, current conditions and forecasts of future economic 
conditions. [IFRS 9.5.5.17] 
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•	 When there is a non-linear relationship between 
the different forward-looking scenarios and their 
associated credit losses, more than one forward-
looking scenario would need to be incorporated 
into the measurement of expected credit losses 
to meet the above objective. [ITG December 
2015.49] 

•	 The section discusses how a bank may 
incorporate different forward-looking 
information into its estimates of ECLs. This 
will require consideration of multiple forward-
looking economic scenarios to ensure the ECL 
is unbiased, in particular by taking account 
of non-linear relationships between different 
possible scenarios and their associated credit 
losses. This section discusses how a bank may 
incorporate forward-looking information into 
its estimates of ECLs (incorporating forward-
looking information into staging is discussed 
separately in section 3.2.3 of this Guide).

a sophisticated approach

•	 In order to achieve the objective set out above, 
the overall approach to calculating ECL involves 
either to:

•	 Take the weighted average of the credit 
loss determined for each of the multiple 
scenarios selected, weighted by the 
likelihood of occurrence of each scenario 
plus/minus a separate adjustment for 
‘additional’ factors or 

•	 Take the credit loss determined for the 
base scenario plus/minus a separate 
modelled adjustment to reflect the 
impact of other less likely scenarios and 
the resulting non-linear impacts (as a 
proxy for the above method) plus/minus 
a separate adjustment for “additional” 
factors. 

•	 “Additional” factors are alternative economic 
scenarios or events not taken into account 
in the scenarios used in the main calculation 
(e.g., more extreme or idiosyncratic events not 
otherwise reflected in historical or forecast 
information such as a vote for a member 

state to exit from the European Union (EU) 
or significantly increased political and military 
tension between nations in a particular region).

•	 The following principles are applied within the 
approach adopted:

•	 number of economic scenarios: 
representative scenarios that capture 
material nonlinearities are modelled (e.g., 
a base scenario, an upside scenario and a 
downside scenario). Different numbers of 
scenarios may be appropriate depending 
on the facts and circumstances, e.g., in 
periods of expected increased volatility. 
[IFRS 9.BC5.265, ITG December 
2015.53(c)] 

•	 determining alternative economic 
scenarios: whether a bank produces its 
own forward economic estimates or uses 
third party estimates, it considers all 
reasonable and supportable information 
available without undue cost or effort, 
unless the marginal effect of using 
additional data would be insignificant. 
In certain economies, extensive data 
will be available but in other territories 
less information may be available. When 
developing and using internal forecasts, a 
bank considers third party data and views 
and justifies differences from external 
forecasts but this does not mean it must 
replicate them.

•	 Representative scenarios: upside and 
downside scenarios used are not biased 
to extreme scenarios such that the range 
and weighting of scenarios used is not 
representative. In particular, as noted 
in the Basel Committee’s GCRAECL, 
“stressed scenarios developed for 
industry-wide supervisory purposes are 
not intended to be used directly for 
accounting purposes.” [GCRAECL.37]

•	 Base scenario: the base scenario is 
consistent with relevant inputs to other 
estimates in the financial statements 
(e.g. deferred tax recoverability and 
goodwill impairment assessments), 
budgets, strategic and capital plans and 
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other information used in managing 
and reporting by the bank. However, 
these inputs should not be lagging 
or biased. Even if the inputs used 
are timely and unbiased, if the group 
budget is developed in September but 
macroeconomic conditions have changed 
by the December year-end, or if the 
budget contains inherent optimism or 
pessimism, then appropriate adjustments 
are made to these inputs when using 
them to determine the base scenario 
for the purposes of the year-end ECL 
calculation. [GCRAECL.37] 

•	 sensitivities and asymmetries: 
scenarios selected are representative 
and take account of key drivers of ECL, 
particularly nonlinear and asymmetric 
sensitivities within portfolios. For 
example, if a bank has significant property 
exposures and hence significant ECL 
sensitivity to future property values, then 
different changes in property prices are 
modelled. The sensitivity of ECL to each 
individual forward economic parameter is 
monitored to identify key drivers and to 
estimate effects of changes in parameters 
on ECL.

•	 Parameter coherence: in developing the 
detail of a specific economic scenario 
(e.g., a scenario with individual point 
estimates of future GDP, unemployment, 
interest rates, etc.), any expected 
correlation or other interrelationship 
between parameters (e.g., an increase in 
unemployment is expected to result in a 
decrease in interest rates) is considered 
in the development of the scenario so 
that it is realistic.

•	 Granularity of adjustments: the 
calculation of a separate modelled 
adjustment to reflect the impact of 
less likely scenarios and the resulting 
non-linear impacts is performed at an 
appropriately low level of granularity 
which takes account of qualitatively 
different risk characteristics and 
sensitivities. For example, the adjustments 

for a UK residential mortgage book and 
an Italian residential mortgage book 
would be expected to be calculated 
separately. Additionally, this separately 
modelled adjustment is calculated using 
specific portfolio-level sensitivities and 
minimizes the use of qualitative expert 
credit judgment that is not supported by 
quantitative analysis.

•	 additional factors: a list of significant 
scenarios or events not explicitly 
incorporated within the modelling of ECL 
but which are nevertheless considered 
possible future outcomes and could have 
a significant effect on ECLs, is compiled 
and evaluated. The bank assesses 
whether any adjustment to recognized 
ECLs should be made in respect of 
these ‘additional’ factors at the reporting 
date including: whether allowance 
for such events is already reflected in 
historical or forecast data and the need 
to avoid double-counting of the possible 
effects of extreme events and whether 
the entity would have a reasonable 
and supportable basis on which to 
estimate an expected impact on credit 
risk and credit losses at the reporting 
date, such as whether reasonable and 
supportable information is available as 
to the likelihood of the event, its effect 
on PDs and, if the event does occur, 
its effect on credit losses. The bank 
makes an adjustment to recognized 
ECLs to reflect an additional factor 
if the bank can do so on the basis of 
reasonable and supportable information 
that is available without undue cost and 
effort, even if the adjustment reflects 
a relatively high level of measurement 
uncertainty. The bank does not make an 
adjustment to recognized ECLs to reflect 
an additional factor if the bank does 
not have a reasonable and supportable 
basis on which to estimate the event’s 
impact. There are robust governance 
and controls around the process of 
identification, evaluation and inclusion 
or exclusion of additional factors. [ITG 
September 2015.43-47, 50]
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Considerations for a simpler approach

•	 The level of detail used in addressing each 
principle may be proportionately less for a 
simpler approach.

•	 A bank may be able to perform a simpler 
analysis of historical relationships between 
observed defaults/credit losses and the overall 
position within the economic cycle at the time, 
which can then be used to estimate ECLs 
at different future estimated points in the 
economic cycle. Where a bank does not have 
its own data to do this (e.g., where it is a recent 
entrant to the market), it makes use of available 
external data sources such as industry data. 

What is not compliant

•	 Considering only a single future economic 
scenario for a portfolio with no separate 
adjustments to take account of non-linear 
impacts, unless the portfolio has no potentially 
material asymmetric exposures to ECL and this is 
evidenced by appropriate analysis. [IFRS 9.5.5.17, 
B5.5.42, BC5.263, ITG December 2015.49]

•	 Forecasts that are only developed internally or 
that only reference a single external source. 
Although a bank does not need to consult all 
available sources, it should consider information 
from a variety of sources and understand 
whether it supports or contradicts the bank’s 
own forecasts of the future, in order to ensure 
that the information used is reasonable and 
supportable. [IFRS 9.5.5.17, B5.5.51, ITG 
December 2015.53(a)]

4.3  Practical implementation Considerations 

The IFRS 9 measure of ECL is an unbiased probability-
weighted amount that is determined by evaluating 
a range of possible outcomes and using reasonable 
and supportable information that is available without 
undue cost or effort at the reporting date about past 
events, current conditions and forecasts of future 
economic conditions. IFRS 9 requires the use of 

forward-looking factors, or predictive indicators, in the 
calculation of ECL, including the staging assessment. 

When there is a non-linear relationship between the 
different forward-looking scenarios and their associated 
credit losses, more than one forward-looking scenario 
would need to be incorporated into the assessment 
of staging and measurement of ECL to meet the 
above objective. Hence, the calculation must use also 
probability-weighted outcomes and be determined 
using a range of possible outcomes (multiple scenarios). 
As such, a number of factors should be identified for 
each component of the ECL calculation (PD, LGD and 
EAD) as well as the staging decision. 

Forward-looking information inherently involves 
management judgment in determining key inputs such 
as macroeconomic factors that affect PD, LGD and 
EAD risk factors of a loan, rating category or portfolio, 
as the case may be, as well as the forecasted values of 
those risk factors in one, two or more years forward 
(depending on the expected life of the portfolio). 

Management is tasked with determining these 
attributes and forecasts to model management’s view 
of how the business and credit cycles will develop over 
the lifetime of the loans. 

IFRS 9 does not prescribe the number of factors that 
must be selected but provides examples of potential 
data sources: 

•	 Internal historical credit loss experience 

•	 Internal and external ratings 

•	 Credit loss experience of other entities or 

•	 External reports and statistics 

Credit unions that have no, or insufficient, sources of 
entity-specific data may use peer group experience 
for the comparable financial instrument (or groups of 
financial instruments). 

The factors should be realistic and un-biased (neither 
conservative nor optimistic). The factors should 
also align with estimates used for credit unions’ risk 
management and budgeting purposes, i.e., FLFI used 
for IFRS 9 purposes should not be different from those 
the credit union uses for other business purposes 
unless there is specific reason, e.g., stressed scenarios 
used for some risk management assessments and 
different projected realistic assumptions used for 
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IFRS 9 assessment purposes. For example, risk 
management strategies may vary between personal 
and commercial facilities, as well as type of loan. 

The forward-looking factors may then also vary 
between the types of loans and between personal and 
commercial facilities. The factors considered should 
be applied at a macro level to avoid predicting narrow 
expected loss probabilities, but they may be indicators 
that are relevant to the credit facilities by region or 
commercial industry. 

A key challenge for credit unions to consider is sparse 
data. Credit unions may not have all the forecasted 
information available at the time of initial implementation 
of IFRS 9. Credit unions will need to consider the current 
and historical data available as well as the forecasted 
data that can be obtained from internal and external 
sources when calculating the expected credit loss. In 
determining ECLs, including loan staging, all reasonable 
and supportable information, which is available at the 
reporting data without undue cost or effort and without 

exhaustive search of information, should be considered. 
The data used must include information about past 
events, current conditions and forecasts of future 
economic conditions. 

Judgment will be required to select the appropriate 
forward-looking factors to calculated ECL. Forecasts for 
periods far into the future will also likely not be available. 
IFRS 9 provides that extrapolation can be used from the 
information that is available for earlier periods. 

Governance over this process is important to ensure 
the assumptions and forecasts properly incorporate 
and model management’s forward-looking view to 
assure auditors, supervisors and other authorities 
that the forward-looking view is indeed representative 
with the goal being to anticipate credit conditions 
going forward, which was the basis on which the IFRS 
9 Impairment model was introduced to replace the 
existing IAS 39 Incurred Loss approach.  

4.4  Relevant forward-Looking factors 

The working group identified a number of FLFIs that can be used when calculating ECL. The following matrix 
outlines how the forward-looking factors can be used for each of the in-scope product categories (See section 
1.3), broken down into the three components of the ECL calculation. 

Probability of default 

Lending Product

Retail Loans Retail Mortgages Commercial Lending 
(Loans and Mortgages)

fo
rw

ar
d 

Lo
ok

in
g 

fa
ct

or

Unemployment rates forecasts ✔ ✔ ✔2

interest rate forecasts ✔ ✔ ✔

inflation forecasts ✔ ✔ ✔

GdP forecasts ✔ ✔ ✔

Commercial bankruptcy forecasts ✔

Real estate market forecasts ✔ ✔

industry factors and trends ✔

Vacancy rates ✔

Construction forecasts ✔

Commodity prices forecasts ✔

foreign exchange rate forecasts ✔

2 Note, the PD on commercial lending may not be directly impacted by unemployment rates. Rather, unemployment rates is considered a 
secondary factor for commercial lending. 
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4.4.1  exposure at default (ead) 

A starting point for determining EAD is the 
amortization schedule of retail loans. For term loans, 
the amortization schedule of principle and interest 
is determined at the inception of the loan. However, 
revolving credit facilities offer a challenge. Another 
challenge is that retail loans often allow for the 
member to prepay a portion, or all of the loan value, 
prior to maturity. Credit unions can use prepayment 
forecasts that are obtained for risk management 
purposes. Interest rate movements can also be used. 

A number of factors could be used to determine 
the projected cash flows expected for revolving 
credit facilities. IFRS 9 requires that ECL measures 
be determined for undrawn facilities. Credit unions 
could use factors, such as Gross Domestic Product 
(GDP), change in interest rates and unemployment 
rates to estimate the amount members will draw upon 
revolving credit facilities and the expected cash flows. 
For example, if unemployment is expected to increase, 
this may cause an increase in the expected drawn 
amounts of revolving credit facilities. The impact of 
unemployment on revolving credit facilities may lag a 
few months, e.g., members who have lost their jobs 
may use up savings before drawing on their existing 
credit facilities. In contrast, forecasted interest rate 
increases could cause credit union member to re-pay 
a portion of their revolving facilities in order to reduce 
the amount of interest paid within the timeframe that 
interest rates are expected to increase. 

Historical behavioural patterns of drawdowns on 
revolving credit facilities could be gathered internally 
by the credit union to predict the projected cash flows 
expected for revolving credit facilities. 

The amortization schedules can be sourced internally 
from the credit unions’ data. Interest rates, GDP 
and unemployment rates can be obtained from the 
sources identified below.  

Unemployment rates 

For retail (consumer) loans, one forward-looking 
factor that will be considered is unemployment 
rates. Generally, there is a correlation between 
unemployment and default rates in Canada. When 
unemployment increases, default rates on retail loans 
are likely to increase. 

The increase in default rates may not occur 
immediately after individuals lose their jobs. It may be 
up to two or three months before the loan payments 
are missed or discussions between the member and 
credit union are held. When using unemployment 
rates to determine PD, this lag needs to be considered.  

Loss Given default 

Lending Product

Retail Loans Retail Mortgages Commercial Lending 
(Loans and Mortgages)

fo
rw

ar
d 

Lo
ok

in
g 

fa
ct

or

Property and land values ✔ ✔ ✔

interest rate forecasts ✔ ✔

inflation forecasts ✔ ✔

Loan to value ratio forecasts ✔ ✔

Reliability of financial data ✔
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How factors can be regionalized 

Unemployment forecasts can be regionalized by 
province and if needed, data may be available for 
various communities as well. Unemployment can 
vary across different provinces, communities and 
industries. When using unemployment forecasts 
to determine PDs, credit unions should consider 
segmenting their loan portfolio by industry and then 
applying unemployment factors for specific industries 
to provide a more accurate representation of the PDs.  

sources of information 

There are a number of sources available to provide 
forecasted unemployment rates. Generally, two years 
of forecasted data is available. When selecting a 
source for unemployment rates, Canadian information 
should be used. Examples include: 

•	 Most large Canadian banks offer forecasted 
unemployment rates. RBC3 and CIBC4 both 
provide forecasts available publically. Both of 
these banks also provide provincial unemployment 
forecasts. 

•	 Central 1 Economics5 provides provincial forecasted 
unemployment data for BC and Ontario. 

•	 Most provinces offer public provincial forecasts 
for unemployment available online. Generally, 
there are also unemployment forecasts available 
for larger urban communities and industries in 
each province. 

•	 Trading Economics6 is also another online source 
that provides overall Canadian unemployment 
forecasts. This information is not broken down by 
province or industry. 

Interest Rates 

Typically as interest rates rise there is an associated 
increase in loan default rates, however, an increase 
in default is dependent upon the magnitude of the 
interest rate increase. Additionally, any increase in 
loan default may not be observable right away as not 
all loans are immediately sensitive to a rate increase, 
i.e., variable – immediately; fixed – after remaining 
term to renewal. When assessing whether a significant 
increase in credit risk has occurred the credit union 
should further consider that members who currently 
have high total debt service ratio (TDS) are likely 
sensitive to even a small increase in interest rates. 

How factors can be regionalized 

Interest rate forecasts typically apply to all provinces 
and therefore this factor would not be regionalized.  

sources of information 

There are a number of sources available for interest 
rates, for example: 

•	 Most large Canadian banks offer forecasted 
interest rates. RBC7 and CIBC8 both provide 
forecasts available publicly. 

•	 Central 1 Economics9 provides provincial 
forecasted interest rate data for BC and Ontario. 

•	 Trading Economics10 is also another online source 
that provides overall Canadian interest rate 
forecasts. This information is not broken down by 
province or industry. 

3 http://www.rbc.com/RBC:Qx2htY71A8YAAK3qbro/economics/index.html 
4 http://research.cibcwm.com/economic_public/download/economic.pdf 
5 https://www.central1.com/trade-services/economics 

6 http://www.tradingeconomics.com/canada/forecast 
7 http://www.rbc.com/RBC:Qx2htY71A8YAAK3qbro/economics/index.html 
8 http://research.cibcwm.com/economic_public/download/economic.pdf 
9 https://www.central1.com/trade-services/economics 
10 http://www.tradingeconomics.com/canada/forecast
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Inflation

Inflation is the rate at which the general price level 
for goods and services is rising and consequently, the 
purchasing power of money is falling. In periods of 
high inflation, goods and services often increase in 
price at a faster pace than wage growth. Borrowers 
can have a harder time paying back loans as inflation 
rises. Their living expenses go up during inflationary 
periods and if wages do not keep pace with inflation 
they may reach a point where they cannot pay all of 
their obligations. 

This scenario may lead to an increase in the 
probability of loan defaults as individuals experience a 
decrease in their relative purchasing power. 

The Bank of Canada, through its monetary policy, 
aims to keep inflation at the two percent midpoint 
of an inflation target range of one to three percent11. 
Although Canada has not experienced high rates of 
inflation since the 1970s and early 1980s, this is an 
important factor to consider when evaluating for a 
potential, significant increase in credit risk. 

Interest rates can be impacted by inflation. For 
example, when inflation is high, central banks will often 
increase the overnight rate in hopes of slowing the 
economy down. In times of low inflation, it will do the 
reverse and lower the rate. 

How factors can be regionalized 

Provincial economic outlook publications include regional 
forecasts for inflation and cost of living information.  

sources of information 

There are a number of sources available for inflation, 
for example: 

•	 Most large Canadian banks offer forecasted inflation 
rates. RBC12 and CIBC13 both provide forecasts 
available publicly. Each province would publish 
publicly-available provincial budgets and economic 
outlooks that would include inflation forecasts. 

Gross Domestic Product (GDP)

GDP, in broad terms, refers to the size of the 
economy. It is the monetary value of all the goods and 
services produced within a country over a specific 
time period. Forward-looking GDP forecasts provide 
predictive information regarding the expected size 
of the economy as well as indication of economic 
expansion or contraction. 

If economic forecasts predict a contracting economy, 
meaning less output is expected, businesses may 
experience reduced revenue and earnings and be 
less likely to invest and more likely to cut back. This 
scenario will likely have a direct correlation with 
unemployment rates and consequently loan default 
rates. 

How factors can be regionalized 

GDP forecasts may be applied by region and/or by 
industry to segmented groups of loan assets.  

sources of information 

There are a number of sources available for GDP, for 
example: 

•	 Most large Canadian banks offer forecasted GDP. 
RBC14 and CIBC15 both provide forecasts available 
publicly. 

11 http://www.bankofcanada.ca/rates/indicators/key-variables/inflation-control-target/ 
12 http://www.rbc.com/RBC:Qx2htY71A8YAAK3qbro/economics/index.html 
13 http://research.cibcwm.com/economic_public/download/economic.pdf 
14 http://www.rbc.com/RBC:Qx2htY71A8YAAK3qbro/economics/index.html 
15 http://research.cibcwm.com/economic_public/download/economic.pdf 
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•	 Central 1 Economics16 provides provincial 
forecasted GDP data for BC and Ontario. 

•	 Trading Economics17 is also another online source 
that provides overall Canadian GDP forecasts. 
This information is not broken down by province 
or industry. 

•	 Each province publishes publicly available 
provincial budgets and economic outlooks that 
include GDP forecasts. 

Real Estate Market Forecast 

Real estate market forecasts would provide 
information to assist in determining the PD and LGD 
factors on retail and commercial mortgages. 

Credit unions could use estimates for the trend/
forecast in real estate sales for the next 12 months 
or further, depending on the staging of the loan (12 
month or lifetime credit losses). 

An upward trend in this factor could reduce the credit 
risk in lending for those commercial members that are 
involved in real estate building. A downward trend may 
increase the credit risk. Credit unions are reminded 
that collateral is usually not considered for staging 
assessment, unless it is demonstrated to impact the 
borrower’s propensity to default.

How factors can be regionalized 

In order to determine a regional impact of real estate 
market forecasts, credit unions could look at local 
statistics through provincial real estate board and local 
real estate companies in your region.  

sources of information 

There are a number of sources available for real estate 
markets, for example: 

•	 Real Estate Boards, i.e., CREA18 publish quarterly 
forecasts on Canadian housing market trends by 
province, as well as information for larger urban 
centres in Canada. 

•	 CMHC19 publishes Housing Market Outlook data 
on Canadian housing trends and forecasts. 

•	 Landcor Data Corp20 provides residential and 
commercial real estate information for BC markets. 

Industry Factors/Trends 

Credit unions could use estimates for the trends/
forecasts in various industry factors for the next 12 
months or further to determine PD on commercial 
lending products. 

Industry factors will vary depending on the industry 
the commercial member is involved in. 

Some industries that would have specific factors are: 

•	 Forestry 

•	 Fishing 

•	 Hospitality 

•	 Automotive 

•	 Manufacturing 

•	 Agriculture 

How factors can be regionalized 

In order to determine a regional impact of industry trends 
consider local industry reports on activity and changes.  

16 https://www.central1.com/trade-services/economics 
17 http://www.tradingeconomics.com/canada/forecast 
18 http://www.crea.ca/housing-market-stats/quarterly-forecasts/ 
19 https://www03.cmhc-schl.gc.ca/catalog/productList.cfm?cat=63&lang=en&fr=1471495350716
20 http://www.landcor.com/market-trends 
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sources of information 

Trends from reliable external sources such as: 

•	 Innovation, Science and Economic Development 
Canada.21 

•	 PetroLMI22 provides labour market information 
and outlooks for the Oil & Gas industry. 

•	 Agriculture and Agri-Food Canada23 reports outlooks 
for crop production for the agriculture industry. 

•	 The Conference Board of Canada24 publishes 
five-year forecasts for various industry in 
Canada including forestry, motor vehicle and 
telecommunications. 

Vacancy Rate 

Credit unions can use the forecasted commercial 
real estate vacancy rates for the next 12 months or 
further to provide an indication of the condition of 
commercial real estate markets and this can be used 
to predict the PD of commercial mortgages. 

This will impact commercial landlords, renters and 
those looking to develop new commercial buildings. 

How factors can be regionalized 

The vacancy rates can be localized for urban 
communities, or national statistics can be used. 
Cities across Canada can have varied real estate 
market trends, so there is caution when using larger 
urban statistics to predict PD of rural or smaller 
communities. For example, vacancy rates in Vancouver 
or Toronto would not necessarily be indicative of PD 
on commercial loans in Brandon, Manitoba. 

sources of information 

Trends from reliable external sources such as: 

•	 Colliers International25 publishes quarterly office 
market outlooks that contain vacancy rates for 
urban centres across Canada. 

•	 Avison Young26 provides real estate (including 
vacancy information) for urban communities in 
Canada. 

•	 Companies such as ICR Commercial Real Estate 
Saskatchewan27 provide market research on 
commercial vacancies and new developments in 
process. 

•	 Local City/Rural Municipality websites. 

Construction Forecasts 

This factor can be used in correlation with the 
Industry Factors / Trends above. Credit unions can use 
the forecasts of commercial real estate construction 
to determine the PD of commercial lending products. 

This factor will only impact those commercial 
members that are involved in construction. 

If the trend in construction starts is on the rise, this 
may indicate that this type of lending may be lesser 
risk to the credit union 

How factors can be regionalized 

In order to determine a regional impact of 
construction trends consider local construction and 
new build information. 

21 http://www.ic.gc.ca 
22 http://www.enform.ca/resources/labour-market-information.cfm 
23  http://www.agr.gc.ca/eng/industry-markets-and-trade/statistics-and-market-information/?id=1361289956531
24 http://www.conferenceboard.ca/products/reports/cios_reports.aspx 
25 http://www.collierscanada.com/en/commercial-property-research 
26 http://www.avisonyoung.com/research/research-reports
27 http://www.icrcommercial.com/resources?catid=0&id=137 
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sources of information 

Trends from reliable external sources such as: 

•	 Build Force Canada28 

Commodity Prices 

Commodity price forecasts can be used to determine 
the PD of commercial lending products. 

This factor will impact a wide range of commercial 
portfolios and thus should be tailored to the particular 
industry. 

How factors can be regionalized 

Certain commodity prices can be regionalized by 
province or community across Canada. For example, 
provincial agricultural commodity boards publish 
commodity price forecasts as part of the market 
research available on the provincial websites: 

•	 Saskatchewan29 

•	 Alberta30 

sources of information 

Forecast reports from reliable news sources would 
include: 

•	 Nasdaq Stock Market31 publishes forecasts for 
commodity prices regularly. 

•	 Chicago Board of Trade (CBOT).32 

•	 Most large Canadian banks offer forecasted 
commodity prices rates. RBC33 and CIBC34 both 
provide forecasts available publically. 

Foreign Exchange rates 

This factor will impact members doing business in 
foreign countries, or being paid in foreign rates. 

Credit unions can use foreign exchange rates for the 
next 12 months or further. 

How factors can be regionalized 

This factor cannot be regionalized. The currency used 
would be a way to tailor the factor to the portfolio.  

sources of information 

Forecast reports from reliable news sources: 

•	 Most large Canadian banks offer forecasted 
foreign exchange rates. RBC35 and CIBC36 both 
provide forecasts available publicly. 

Property and land values 

Property and land value forecasts will be used to 
determine the amount of LGD, particularly the lost 
principal amount. As property and land values increase, 
the amount of mortgages will increase, which in turn 
increases the exposure amount at event of default. 
Most loan portfolios contain a range of mortgages 
by size and term. The appraisal values on the older 
loan portfolios will not represent the most accurate 
information to calculate LGD. Therefore, current and 
forecasted property and land values should be used to 
more accurately update the current security values of 
the loans. Property and land values would be used in 
calculating the Loan to Value (LTV). The LTV factor is 
discussed below. 

28 http://www.buildforce.ca 
29 http://www.saskatchewan.ca/business/agriculture-natural-resources-and-industry/agribusiness-farmers-and-ranchers/agricultural-programs-
and-services/statistics-for-farmers-and-agribusiness/livestock-statistics/market-trends
30 https://www.afsc.ca/Default.aspx?cid=3845&lang=1 
31 http://www.nasdaq.com/ 
32 http://www.cmegroup.com/trading/agricultural/ 
33 http://www.rbc.com/RBC:Qx2htY71A8YAAK3qbro/economics/index.html 
34 http://research.cibcwm.com/economic_public/download/economic.pdf
35 http://www.rbc.com/RBC:Qx2htY71A8YAAK3qbro/economics/index.html 
36 http://research.cibcwm.com/economic_public/download/economic.pdf
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How factors can be regionalized 

Property and land values are available provincially, as 
well as within communities. Forecasted data could 
also be used to segregate property types — condos 
versus houses for example. The property and land 
value data used to calculate the LGD should be 
tailored to the specific loan portfolios of each credit 
union and Central.  

sources of information 

There are a number of sources available that offer 
regionalized data on property and land values. Most 
sources publish two-year forecasts. 

The most prominent sources will be the provincial 
Real Estate Boards, such as the Canadian Real Estate 
Association, which provides two years of forecasts 
(published on a quarterly basis) for home sales activity 
and property values. The information is broken out by 
each province. 

CMHC37 also publishes free housing market forecasts, 
including housing starts and sales, for major 
communities across Canada. 

Loan to Value Ratio (LTV) 

LTV represents the amount of the loan compared to 
the value of the property. 

A higher LTV means greater risk to the lender, lower 
LTV means lower risk. 

sources of information 

Internal calculation based on forecasted property and 
land value (as discussed above). 

Reliability of Financial Data 

Credit unions should recommend qualified and 
reliable accounting firms to commercial members to 
prepare year-end financial statements. This should 
decrease the likelihood of a significant error existing 
within the statements used to base lending decisions 
on and thus decrease the credit union’s risk. 

Policies and procedures existing within the credit union 
should be followed in regards to the type of financial 
statement required. Assuming a loan threshold is 
determined to require a member to obtain a Notice to 
Reader (NTR) versus Review Engagement versus Audit. 
This will decrease loss recognized by the credit union, 
i.e., larger loan files require assurance rather than NTR 
for assessing credit worthiness. 

sources of information 

Internal calculation. 

4.5  Multiple scenarios 

Two potential approaches to using multiple scenarios 
in calculating ECL involve either to: 

•	 Take the weighted average of the credit loss 
determined for each of the multiple scenarios 
selected, weighted by the likelihood of occurrence 
of each scenario plus/minus a separate adjustment 
for ‘additional’ factors or 

•	 Take the credit loss determined for the base 
scenario plus/minus a separate modelled 
adjustment to reflect the impact of other less likely 
scenarios and the resulting non-linear impacts (as a 
proxy for the above method) plus/minus a separate 
adjustment for “additional” factors. 

Of the two approaches outlined above, it appears that 
the latter approach is favoured by financial institutions 
and credit unions applying the ECL methodology. 

37 https://www03.cmhc-schl.gc.ca/catalog/productList.cfm?cat=63&lang=en&fr=1471495350716 
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The working group is suggesting that credit unions use 
a minimum of three forward-looking scenarios when 
preparing their ECL calculations. Depending on the 
complexity of the calculation, more than three factors 
may be required. 

The Base Scenario should be consistent with the credit 
union’s basis for its other activities, such as annual 
planning, budgeting, stress testing and credit assessments. 

Derived from the annually prepared and approved 
Base Scenario could be multiple, e.g., three or more 
forward-looking adjusted scenarios incorporating 
management’s expectations quantifying the distance 
of optimism and pessimism from the Base Scenario, 
which are not intended to be stress tests but 
are intended to be adequately differentiated (i.e. 
sufficiently differentiated to capture non-linearity) 
plausible forecasts and assumptions. 

The Multiple Scenarios are assessed as to probability of 
occurring, e.g., Base (50 percent); Upside (10 percent); 
Downside (40 percent), which is another management 
judgment that requires governance to be applied as it 
was for the components used to derive them. 

Weighted-average outcomes of the Multiple Scenarios 
are calculated for the purposes of assessing significant 
increases or improvements in credit risk (SICR) for staging 
relative to predetermined SICR thresholds or triggers 
that invoke a staging movement action. 

A currently evolving approach is for weighted average 
PDs across the current scenarios to be compared 
to the weighted average PD across the scenarios at 
origination. Practical approaches may be necessary with 
respect to origination PDs at transition as scenarios at 
origination may not be available or reliably determinable. 

Weighted-average outcomes of the Multiple Scenarios 
are then applied to calculate and measure the ECL. 
Based on the stage identified off the weighted average 
PD, the ECL under each scenario for that stage is 
weighted together into the final ECL.  

Consider the following staging assessment example 
(for illustrative purposes only) for a loan using lifetime 
(LT) PD comparisons:

origination Cumulative Lt Pd  3.75% (assume supportable as comparable origination PD)

significant threshold 0.55% (specific to this range on the scale)

eiR  2%

BaseCase UPside doWnside

Period Pd LGd ead ead*Pd
*LGd Pd LGd ead ead*Pd

*LGd Pd LGd ead ead*Pd
*LGd

1 0.50% 60% 3,000 9 0.43% 60% 2,700 7 0.60% 60% 3,300 12

4 0.25% 60% 3,150 5 0.21% 60% 2,835 4 0.30% 60% 3,465 6

7 0.30% 60% 3,308 6 0.26% 60% 2,977 5 0.36% 60% 3,638 8

10 0.45% 60% 3,473 9 0.38% 60% 3,126 7 0.54% 60% 3,820 12

13 0.50% 60% 3,647 11 0.43% 60% 3,282 8 0.60% 60% 4,011 14

16 0.60% 60% 3,829 14 0.51% 60% 3,446 11 0.72% 60% 4,212 18

19 0.75% 60% 4,020 18 0.64% 60% 3,618 14 0.90% 60% 4,422 24

22 0.80% 60% 4,221 20 0.68% 60% 3,799 16 0.96% 60% 4,643 27
Cumulative
Lt Pd 4.15% 3.53% 4.98%
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Macroeconomic explanatory variables, scenario 
weightings and underlying risk factors, including 
loan ratings as applicable, would be updated at least 
annually for reporting purposes or more often as 
applicable or required. 

ECLs may be further adjusted by any transient 
overlay factors to accommodate idiosyncratic events 
that are unfolding but uncertain to remain as a risk 
component, e.g., a political or economic situation that 
erupts but may not prevail. 

Macroeconomic explanatory variables chosen for 
forecasting the future business and credit cycles would 
ideally be highly correlated with annual historical 
default experience. 

alternative approaches to estimating scenarios 

Practical approaches to model Multiple Scenarios for 
Staging and ECL Measurement include: 

•	 Scorecard Approach to determine Scalars to apply 
to Multiple Macroeconomic Risk Factors. 

•	 Statistical Approach using Regression of Multiple 
Macroeconomic Risk Factors to support the 
Scorecard Approach or Outright. 

scorecard scalar approach 

Similar to the IAS 39 qualitative approach already used 
by many financial institutions for the management 
adjustment factor to make collective allowance results 
more point-in-time, a credit union can determine 
qualitatively the macroeconomic variables selected 
by Canada or region, as discussed above, as may be 
applicable and provide a rationale for the use of each 
of the variables and their weighting. For example: 

•	 Economic Growth – GDP – is the total dollar 
value of all final goods and services produced over 
a period for the country. It is a macroeconomic 
factor that is applicable to both the commercial 
and retail business sectors as it represents the 
general economic trend of all businesses and as 
such is positively correlated with the ability to 
manage debt. Assume, for illustration purposes, 
that a credit union determines that its weighting 
impact is 1/8. 

•	 Inflation Rate – is the measurement of the cost of 
living for individuals. It is expressed as a year-over-
year increase in the total Consumer Price Index 
(CPI). Inflation Rate is a macroeconomic factor 
that is applicable to various business sectors as it 
represents general price stability. Volatile inflation 
or price instability, including deflation, is positively 
correlated with default probability. Assume, 
for illustration purposes, that a credit union 
determines that its weighting is 1/16. 

The staging assessment and the resulting Stage 2 conclusion is based on a comparison of weighted average of 
scenario lifetime PDs of 4.42% to the origination PD of 3.75%, which at 0.67% exceeds the 0.55% threshold by 
0.12%. The ECL is then computed for the Stage 2 loan of $91 — is based on weighted average of Stage 2 Lifetime 
ECL for all scenarios. 

sCenaRio PRoBaBiLitY 
WeiGHts

Lt Pd foR 
staGinG staGe 12m eCL LifetiMe eCL

Basecase 50% 4.15% 1 28 83

Upside 10% 3.53% 1 21 63

Downside 40% 4.98% 2 36 109

Wtd. avg Wtd. avg
Weighted 4.42% 31 91

Stage 2
ECL 91
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Derive the macroeconomic variable list with weighting, 
for example: 

VaRiaBLes WeiGHt
Economic Growth - GDP 0.1250

Inflation Rate 0.0625

Variable 3 0.1250

Variable 4 … n 0.####

1.00

Each scenario (Base, Upside and Downside) would 
have its own set of weightings depending on 
management’s expectations under each scenario. 

Assess each macroeconomic variable and grade it 
as being in a Positive, Stable or Negative state. Each 
graded state would have a corresponding multiplier, 
for example:

state MULtiPLieR
Positive 0.6

Stable 1.1

Negative 1.6

Score each macroeconomic variable by its respective 
weighting and multiplier summed to provide a 
weighted average score or scalar for each forward-
looking year in the forecast. 

The following example shows this computation in arriving 
at the PD scalar for year 1 for any one given scenario: 

VaRiaBLes state MULtiPLieR WeiGHt sCoRe

Economic 
Growth - 
GDP

Stable 1.1 0.1250 0.1375

Inflation 
Rate Positive 0.6 0.0625 0.0375

Variable 3 Negative 1.6 0.1250 0.2000

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

Variable n Negative 1.6 #### ####

1.00 1.08

The same approach would be used for the PD for the 
remaining years under the same scenario and for all 
the years under the other scenarios. 

Apply the Scalar for each forecast year (1,2, … n) to 
the corresponding year’s Base PD value (PD1, PD2, … 
PDn) to adjust the PD lifetime curve for each Multiple 
Scenario, e.g., Base, Upside and Downside. 

These adjusted PD curves are then Scenario-weighted, 
e.g., 50/10/40, and applied at loan origination and 
subsequent reporting periods for Staging and then 
ECL Measurement (see prior example): 

•	 Focus is on PD but also note an LGD Scorecard 
can be developed to complement the PD 
Scorecard. 

•	 LGD Scorecard – use LGD drivers like facility 
type seniority, collateral type and country risk, 
e.g., senior secured aircraft lease, first chattel 
mortgage. 

•	 Add LGD correlation to PDs and portfolio 
factors, e.g., term structure, developer loans, with 
asymmetrical up and down cases. 

EAD Calculations – adjust prepayment/ liquidation 
speeds and Usage Given Default (UGD) (where 
applicable) with asymmetrical up and down cases. 

Calculate Base, Upside and Downside scenarios, 
weighted. e.g., 50/10/40 and apply to ECL measurement. 

Pros: 

•	 Easier implementation and maintenance 

•	 High transparency and easy to understand 

•	 Similar in principle to existing IAS 39 management 
adjustment methodology to implement forward-
looking information and views 

•	 Low data requirements — uses existing PD curves 

Cons: 

•	 Qualitative approach unless some statistical basis 
for explanatory variable selection is undertaken 

•	 Correlation among variables is captured only 
quantitatively 

•	 Overall less rigorous than statistical approaches 
(see following alternatives). 
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statistical approach using Regression of Multiple Macroeconomic Risk factors to support the scorecard 
approach or outright 

This statistical approach supports the Scorecard Scalar Approach by providing quantitative evidence of 
correlation and capturing correlation among factors, or can replace Scorecard Scalar Approach outright. 

Employs the same basic steps as above (select variables, test them, make and fit an equation) only using statistical approach: 

•	 For each PD segment, e.g., geography, product, rating grade, etc., gather realized default information that 
spans a full economic cycle, and calculate the time-series default rates 

•	 Establish a list of forward-looking candidate explanatory variables 

•	 Reduce and select the explanatory variables that are most predictive of default rates, e.g., using measures of 
association, quantitative selection methods, expert judgment 

•	 Set up the regression framework on the historical default rates using your selected variables and optimize to 
obtain the regression coefficients: 

Apply the regression equation to each future year using the forecasts from multiple scenarios: 

•	 Solve for  and forecast variables 

from a scenario (e.g.; Base, Upside, Downside) 

BaseLine VaRiaBLe 
foReCasts t=1 t=2 t=3 t=4 t=n

Economic Growth - GDP 1.1% 1.5% 1.9% 0.6% #####

Inflation Rate 2.4% 3.2% 3.6% 2.7% #####

This will obtain a forecasted series of annual default rates (or PDs) for each scenario, e.g., the Base scenario is 
indicated by the blue curve below. 

Forecasted PD

Forecasted CPD

0.12

0.10

0.08

0.06

0.04

0.02

0

0.5

0.4

0.3

0.2

0.1

0

1                      2                      3                      4                      5

1                      2                      3                      4                      5

VaRiaBLes CoeffiCient
Economic Growth - GDP 2.14

Inflation Rate 1.56

Intercept -0.45



ifRs 9 Impairment Implementation Guide 51

Note that if cumulative default rates are required for Staging or ECL measurement, the annual default rates (or 
PDs) can be used to determine cumulative PDs (CPDs) via the parity formula:

Forecasted PD

Forecasted CPD

0.12

0.10

0.08

0.06

0.04

0.02

0

0.5

0.4

0.3

0.2

0.1

0

1                      2                      3                      4                      5

1                      2                      3                      4                      5

Similar to the Scorecard approach, by assigning probabilities to each scenario, the credit union can obtain 
probability-weighted PDs that can be used for Staging or ECL measurement. 

Pros: 

•	 Statistically valid and conceptually reasonable 

•	 Easy to understand and interpret 

•	 Requires less judgment than the scorecard approach 

Cons: 

•	 Requires appropriate historical time-series data for calibration 

•	 Historical relationships between variables and default may not sustain or may be spurious (correlation ≠ 
causation) 

•	 May require more sophisticated computing platforms to develop than the scorecard approach 
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5 .  l o S S  g I v e n  d e F a u lT,  C o l l a T e R a l  a n d  C R e d I T  e n h a n C e m e n T S 

The estimate of expected credit losses reflects the cash flows expected from collateral and other credit 
enhancements that are part of the contractual terms of financial instrument and are not recognized by the entity 
separately from the financial instrument being assessed for impairment. 

Under IFRS 9, irrespective of whether foreclosure is probable, the estimate of expected cash short falls on a 
collateralized financial asset reflects: 

•	 The amount and timing of cash flows that are expected from foreclosure (including cash flows that are 
expected beyond the asset’s contractual maturity) less 

•	 Costs for obtaining and selling the collateral.  

For detailed technical accounting requirement refer to IFRS 9 Impairment Workbook – section 4. Loss Given 
Default and Expected Credit Losses. 

5.1  gppC guidance 

note: this Guide contains guidance taken from the paper published by the Global Public Policy 
Committee (GPPC) titled The implementation of IFRS 9 impairment requirements by banks: 
Considerations for those charged with governance of systemically important banks. the GPPC consists 
of representatives from the world’s six largest accounting networks and it published this paper to 
promote the implementation of accounting for expected credit losses to a high standard. While the 
guidance from this paper is not authoritative guidance and does not intend to amend or interpret ifRss, 
it does contain very useful information in respect of considerations for ifRs implementation and hence 
it has been reproduced in this Guide to provide useful implementation reference material for credit 
unions. as noted in the title of this GPPC paper, it is intended primarily for systemically important 
banks and hence the guidance from this paper, including distinction between sophisticated and simpler 
approaches, should be read in that context. 

•	 A key component of the sum of marginal losses approach is loss given default (LGD). For banks that are 
directly calculating expected cash flows, a combination of PD and LGD is used in order to calculate the 
expected cash flows from the projection of contractual cash flows. Estimates of LGD should consider 
forward-looking information. 

a sophisticated approach 

•	 The modelling approach for LGD (but not necessarily the actual LGD estimates) generally does not vary 
depending on which stage the exposure is in, i.e., there is a common LGD methodology that is applied 
consistently. However, if the bank has more specific data to model the LGD for a loan in default it uses 
that data. 

loSS gIven deFaulT, 
CollaTeRal and 

CRedIT enhanCemenTS
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•	 The modelling methodology for LGD is 
designed, where appropriate, at a component 
level, whereby the calculation of LGD is broken 
down into a series of drivers. 

•	 For secured exposures, the approach considers 
at a minimum the following components: 

•	 forecasts of future collateral valuations, 
including expected sale discounts; 

•	 time to realization of collateral (and other 
recoveries); 

•	 allocation of collateral across exposures 
where there are a number of exposures 
to the same counterparty (cross-
collateralization); 

•	 cure rates (including consideration of how 
the bank has looked at re-defaults within 
the lifetime calculation) and 

•	 external costs of realization of collateral. 

For unsecured exposures the approach considers 
at a minimum the following components:

•	 time to recovery;

•	 recovery rates and

•	 cure rates (including consideration of how 
the bank has looked at re-defaults within 
the lifetime calculation).

•	 The estimation of the components considers the 
range of relevant drivers, including: geography 
(location of the counterparty and the collateral) 
and seniority of the credit exposure.

•	 The estimation of LGD reflects expected 
changes in the exposure (consistent with 
assumptions used in modelling the EAD), so 
that it is not biased (for example, a conservative 
estimate may arise if the expected exposure 
amount drops over time but this is not taken 
into account in estimating LGD).

•	 The bank considers whether component values are 
dependent on macroeconomic factors and reflects 
any such dependency in its modelling considering 
relevant forward-looking information. In particular 
for exposures secured against real estate, the bank 
considers the interdependency between real estate 
prices and macro-economic variables.

•	 Similarly, the bank considers whether there is 
any correlation or interdependency between 
components of LGD and then reflects that 
correlation in the estimation of LGD.

•	 The data history that supports the modelling 
of LGD and its components covers a suitable 
period to support the relevance and reliability of 
the modelling (e.g. over a full economic cycle).

•	 The estimation of the component values 
within LGD reflects available historical data 
and considers whether there have been or 
are expected to be any changes in economic 
conditions, or changes to internal policies or 
procedures, that should impact the calculation of 
LGD but which are not otherwise reflected in the 
modelling.

•	 The LGD approach reflects discounting of cash 
shortfalls considering their expected timing using 
the EIR. If regulatory LGD values are used as a 
starting point, then the effect of the different 
discount rates inherent in the regulatory LGD 
value is adjusted for. Furthermore, if regulatory 
LGD values used as a starting point contain 
floors that would lead to a biased result, these 
floors are removed for IFRS 9 purposes.

•	 The IFRS 9 LGD only reflects credit 
enhancements that are integral to the terms of 
the exposure and that are not accounted for 
separately. If regulatory LGD values are used as 
a starting point and reflect credit enhancements 
that should not be included for IFRS 9 purposes 
(e.g., credit default swaps), then the impact is 
removed.

Considerations for a simpler approach

•	 It may be possible to use portfolio averages for 
some components of LGD (e.g. if a separate 
value for the component cannot be estimated 
for each exposure) as opposed to applying a 
more granular estimation for all components 
of LGD. In other cases, estimation may only be 
possible based on portfolio-level averages. The 
bank determines whether a particular approach 
is acceptable by considering data availability and 
the risk of error, including ensuring information 
is unbiased (e.g. if conservative averages were 
used or if data reflected only good or bad times).
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•	 The estimation still considers any macro-
economic dependency although the depth of 
the analysis carried out may be less.

•	 The data histories used to support the analysis 
may be shorter or not cover the full range of 
variables used in the LGD analysis.

What is not compliant

•	 Performing no analysis as to the 
macroeconomic dependency of LGD or its 
components. [IFRS 9.5.5.17(c), B5.5.49-54]

•	 Using regulatory LGD values without analyzing 
whether adjustments are required. [IFRS 
9.5.5.17-20, B5.5.49-54, BC5.283]

•	 Failing to update collateral values when 
modelling the term structure of LGD. [IFRS 
9.B5.5.55]

5.2  Practical implementation Considerations 

When calculating the ECL on a loan, we use the 
formula ECL = EAD x PD x LGD.  

The loan’s PD is discussed in Section 3, and estimated 
EAD in Section 6. The next step is to calculate an 
LGD in order to estimate the loss to the credit union 
once the loan defaults. In other words, LGD is the 
amount of loss on the loan when a borrower defaults. 
It is expressed as a percentage of the outstanding 
amount at the time of default. This ratio will vary for 
different financial instrument segments, therefore, 
it is important to group loans into populations that 
have similar characteristics and risk drivers, e.g., an 
LGD on residential mortgages would not apply to a 
commercial term loan. It is also important to note that 
the LGD for a specific loan will change over time, as 
the loss incurred if a loan defaults in Year 1 may differ 
to the loss that would be incurred in Year 5. Once the 
appropriate LGD is calculated, we apply the rate to 
our EAD estimate in Section 6.  

There are many approaches to estimate the LGD and 
all are attempting to provide a reasonable estimate 
of losses assuming the loan will default. Common 
approaches include market LGD, implied LGD, 
workout LGD and a loss rate approach. 

The most common approaches taken by credit unions 
are workout LGD and a loss rate approach. As a 
result, detailed steps for both these approaches are 
provided in Sections 5.3 and 5.4 below. The following 
examples to calculate LGD are provided below: 

•	 Calculating LGD using the Workout Method 

•	 Calculating LGD using a Loss Rate Approach 
(note a loss rate combines PD and LGD into one 
approach) 

•	 Applying the Loss Rate to EAD

•	 Calculating an LGD curve

•	 Calculating the EAD curve 

To determine LGD, the credit union considers the cash 
flows expected from repayments of the loan, and/or 
collateral and other credit enhancements that are part 
of the contractual terms of the loan (such as insurance). 
Even if foreclosure is unlikely, the estimate of expected 
cash shortfalls on a collateralized loan reflects: 

•	 The amount and timing of cash flows that are 
expected from foreclosure (including cash flows 
that are expected beyond the asset’s contractual 
maturity) less 

•	 Incremental and directly attributable costs for 
obtaining and selling the collateral. 

The approach to calculate LGD generally is the same 
for loans in Stages 1 to 3.  
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step 1: Gather historical data for the specific loan 

All loan payments received, direct and incremental38 costs of collection incurred, effective interest rate on 
origination, exposure at default. 

Step 1: Gather historical information 

In December 2009, a credit union originated a commercial mortgage for an office building in Victoria, BC with 
the following terms/conditions: Amount: $20,000,000
 Interest:  5.00%
 Initial Term:  5 years
 Max Term:  25 years
 Risk Rating:  5 out of 10
The following is a summary of the major events associated with the loan: 

date PRinCiPaL &
aCCRUed

aRReaRs
statUs eVent RisK 

RatinG

Dec 2009 $20,000,000 Current Loan is advanced 5

Dec 2010 $19,552,315 Current Annual review; no change 5

Dec 2011 $19,117,029 Current Annual review; no change 5

Jun 2012 $18,891,105 Current Major tenant leaves; loan placed on “watch list”; risk 
rating downgraded 7

Dec 2012 $18,659,474 Current Annual review; financial covenants breached; risk rating 
downgraded 8

Jun 2013 $18,538,909 90+ days Borrower goes greater than 90 days in arrears; risk rating 
downgraded 9

Dec 2013 $19,007,236 90+ days Borrower declares bankruptcy; risk rating downgraded 10

Jun 2015 $21,532,428 90+ days Receiver accepts $15,000,000 offer for sale of building; 
foreclosure proceedings are completed and loan is closed 10

38  Internal costs that are not incremental to collection on an individual loan are not considered, for example salaries paid to internal 
collections department

Where appropriate, multiple LGDs are calculated and 
applied to different loan groupings, segmented by risk, 
e.g., there may be an LGD for a secured line of credit 
(LOC) that would differ than an LGD for an unsecured 
LOC as they have different risk drivers.  

 

 

5.3  Calculating LGd using the Workout Method 

Workout LGD models out the cash flows received 
on a defaulted loan, to generate a rate to apply to 
loans with similar risks. This process assumes credit 
unions are using historical loans data for loans that 
have defaulted as well as the application of expert 
judgment. So essentially, the credit union would use 
information known from a loan that has defaulted 
and been recovered, in order to estimate the default 
behavior of a similar loan.  
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In addition, the following costs were incurred during the receivership process: 

date eXPense desCRiPtion

Jun 2014 $40,000 Legal fees

Dec 2014 $5,000 Appraisal

Dec 2014 $5,000 Real estate listing

Jun 2015 $100,000 Legal fees

Jun 2015 $450,000 Sales commission

Jun 2015 $325,000 Monitor’s fees

Jun 2015 $425,000 Land transfer tax

step 2: determine the definition of default to be used for the specific loan category

In order to determine the date of default, a credit union must define “default.” See guidance in section 3.7 of this 
Guide on the definition of default. 

Step 2: Define default

From the summary of events above there are a number of potential default dates ranging from June 2012 when 
the loan was put on the watch list up to June 2013 when the loan hit the 90+ days in arrears backstop. The 
important thing to remember is that default is not a defined term under IFRS 9 and therefore is a matter of 
judgment that will be defined based on the experiences and circumstances of each individual credit union. For 
the purpose of this exercise assumes that the credit union considers loans risk rated eight and higher to be in 
default which makes the date of default Dec 2012.

step 3: Calculate the PV of cash flows (recoveries) and the future costs of recovery (using the date of default 
as time₀) 

PV = FV* (1+interest rate per period)-number of periods

For loans with both secured and unsecured components, each would be calculated separately. 

IFRS 9 requires the cash flows to be discounted using a rate that approximates the effective interest rate of 
the loan. The credit union will have to determine how this rate will be calculated, especially if performing any 
analysis at a portfolio level. Specifically, fixed rate loans use the effective interest rate at time of initial recognition, 
variable rate loans use the current effective interest rate, and purchased loans use the credit-adjusted rate at 
initial recognition. Depending on the credit union’s typical time from default to recovery, the PV impact on the 
cash flows may not be material. Each credit union should consider their own collection history and policies to 
determine if this step is materially necessary. 

Note that the method would be similar regardless of where the expected cash flows arise: from repayments, sale 
of collateral, insurance, or loan sales. The method for all future cash flows would be to determine the amount 
and timing, and discount to date of default. 



58 ifRs 9 Impairment Implementation Guide   

Step 3: Calculating PV 

Once the date of default is known, the next step is to determine the PV of the net recovery since the date of 
default. To do this the credit union will need to take value realized from the underlying collateral less the direct 
and incremental costs incurred in realizing that collateral and discount these amounts back to the date of 
default using an appropriate discount rate, which will typically be the effective interest rate on the loan. Since 
the loan in this example was originated a par with no upfront fees, the effective interest rate is the same as the 
face rate of five percent. The summary of the calculation of the net recovery in PV terms is as follows: 

date Dec 2012 Jun 2014 Dec 2014 Jun 2015

PeRiods sinCe defaULt 0 18 24 30

Costs $0 ($40,000) ($10,000) ($1,300,000)

ReCoVeRY $0 $0 $0 $15,000,000

disCoUnt Rate 5.00% 5.00% 5.00% 5.00%

PV $0 ($37,115) ($9,050) $12,093,348

The total PV of the net recovery on the loan is $12,047,183. 

step 4: Calculate ead 

EAD is the balance of the loan at the date of default, not the date of write off and includes loan principal and 
accrued interest unpaid. 

Step 4: Calculate EAD

In the example above, the date of default was December 2012. An example of the EAD calculation is shown in 
Section 5.7 Calculating the EAD curve below. From this section, the EAD at the date of default was $18,659,474.

step 5: Calculate LGd rate from above average variables using LGd formula

The LGD formula for the workout method is: LGD = 1 – PV [Net Recovery] / EAD 

Step 5: Calculate LGD

LGD = 1 – PV [Net Recovery] / EAD

LGD = 1 – ($12,047,183) / ($18,659,474)

LGD = 1 – 64.56%

LGd = 35.44%
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step 6: apply fLfis to the historical LGd rate calculated 

Step 6: Apply FLFIs 

Acceptable approaches for incorporating the relevant FLFIs to LGD are similar to the approaches detailed in 
section 4.5, Multiple Scenarios. 

5.4  Calculating LGd using a Loss Rate approach 

This method involves looking at historical loss rates on portfolios of loans with “like risk characteristics.” It is 
typically used in a collective analysis. This method allows the development of loss-rate statistics on the basis of 
the amount written off over the life of the financial assets rather than using separate PD and LGD statistics. The 
result ends up being more of a combined PD/LGD than only an LGD, however, this must still be adjusted for 
current conditions and expectations about the future. 

As this method does not explicitly use a separate PD, when determining the staging of the loans under IFRS 9 a 
credit union will need to be able to separate the changes in the risk of a default occurring from changes in other 
drivers of ECL in order to comply with the requirements in IFRS 9 for staging assessment. For example, when 
calculating ECL, PD and LGD are only two of the drivers. Other drivers that need to be considered to calculate 
ECL are collateral, PV, costs to collect, etc. A credit union will also need to consider: 

•	 The change in the risk of a default occurring since initial recognition 

•	 The expected life of the financial instrument 

•	 Reasonable and supportable information that is available without undue cost or effort that may affect credit risk. 

The loss rate method does not differentiate between the risk of a default occurring and the loss incurred 
following a default; the assessment of significant increase in credit risk based on the change in risk of default (PD) 
could not be used with this method. An alternative method that forecasts and measures the risk of default would 
be needed to perform the loan staging and meet the disclosure requirements of IFRS 7. 

step 1: Gather historical data for the each segment: 

•	 Actual losses or write-offs incurred on defaulted loans 

•	 Total amount outstanding of these loans in default for each time period (based on the definition of default above) 

•	 Total outstanding portfolio balances for the same time periods (not just default) 

•	 Determine how many years of data to utilize based on availability of reliable data 
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Step 1: Gather historical information

Ytd WRite off on
defaULted Loans

aMoUnt oUtstandinG on
defaULt Loans @ Ye

PoRtfoLio BaLanCe  
(aLL Cons LoC at Ye)

2015 $270,000 $490,000 $1,600,000

2014 $205,000 $465,000 $1,480,000

2013 $190,000 $545,000 $1,750,000

2012 $185,000 $450,000 $1,500,000

2011 $230,000 $420,000 $1,300,000

5 Year average $216,000 $474,000 $1,526,000

2016 delinquency information 

0 – 29 Days $300,000

30 – 59 Days $350,000

60+ Days $290,000

total delinquency $940,000

step 2: Calculate averages for each of the above variables based on the number of years of reliable historical 
data available. the available data could vary by grouping. 

•	 Losses / write-offs 

•	 Total defaulted loans 

•	 Total portfolio balances 

Step 2: Calculate averages of historical information

5 Year Write Offs (Avg) = $216,000  
5 Year Avg Defaulted Loans = $474,000  
5 year Avg portfolio balance = $1,526,000 

step 3: Calculate loss rate from average variables above using the formulas below: 

•	 Option 1: Average Losses/Average Defaulted loans  
This would only be applied to the gross amount of defaulted loans as it is the percentage of losses on 
loans that have defaulted. If this option is used, these defaulted loans should be sitting in Stage 3 and the 
remainder of the portfolio would have a secondary calculation using Option 2 as those balances would be in 
Stage 1 or 2. In the case of a secondary calculation, the credit union would exclude the balance of defaulted 
loans used in Option 1 so as not to double count losses on those loans.
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•	 Option 2: Average Losses/Average Portfolio balances  
This would be applied to the gross amount of outstanding loans in a grouping as it is based on the balance of 
the portfolio as a whole. This percentage would also be used for the estimated undrawn portions of the RCF. 

Step 3: Calculate loss rate

         Loss Rate Option 1  = Average Loss/Average Default Loans

 = 216,000/474,000

 = 0.456

         Loss Rate Option 2  = Average Loss/Average Portfolio Balance

 =216,000/1,526,000

 =0.142

step 4: determine which loss rate above to use based on either availability of data or the most reasonable 
loss rate to predict future losses 

•	 In most cases the loss rate over the defaulted loans will yield the higher impairment amount 

•	 Judgment and analysis will be needed to justify choices. 

Step 4: Consider the appropriate loss rate

•	 Is the amount of time used, i.e., five years, 10 years, appropriate? Does it include a full economic cycle? 
How can this data be made point in time so that it considers the current point in time in the cycle and the 
defaults and losses expected over the remaining lives of the loans?

•	 Is the information readily available or can it be obtained without undue cost or effort? Can the credit union pull 
out data based on defined default or change in credit risk or is the portfolio balance more readily available?

•	 If the portfolio is fairly small is the difference between the calculations material or could Option 2 be used 
for the whole portfolio instead of splitting between Option 1 and 2?

•	 Does the amount calculated seem reasonable given the information available to the credit union?
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5.5  applying the Loss Rate to ead 

Once the credit union has calculated the Loss Rate in Section 5.4 above, apply the rate to EAD as follows (note 
that there is no PD to apply here, as the loss rate in Section 5.4 above includes both PD and LGD).

Loan GRoUPinG ConsUMeR Line of CRedit (Cons LoC) seCURed
Default Definition 1. Significant change in credit risk and/or 

2. >29 days past due*

Amount of reliable historical data 5 years

YE 2016 Portfolio Amount Outstanding $1,575,000

YE 2016 Portfolio Credit Limit $2,500,000

Contractual term 12 months as these loans are renewed annually

Effective Interest Rate 2.5%

Draw Down Expected (on non delinquent**) $500,000

Future Looking Factor 1.3

* To simplify this example the >29 days as the Default Definition is used; however a credit union would typically 
also consider any significant changes in credit risk (i.e. Beacon Score, bankruptcy, etc.)

** Assumption that once a LOC is delinquent, member is no longer able to draw on it.  See Section 6 for further 
information on RCF.

step 1: apply loss rate to the PV of the ead for the appropriate reporting date to calculate loan impairment 
the different segments. 

PV is used in these calculations as the original cost of the asset would have been based on the discounted contractual 
cash flows, so not discounting it to the reporting date would overstate the estimated loss. 

Depending on the contractual life that is being used in the calculation or if the portfolio is small, it may be worthwhile 
to determine the materiality of calculating with or without PV. If the difference is immaterial, the credit union may be 
able to justify not using PV. 

The EAD will be the portfolio balance or the balance of defaulted loans (value at default) or a combination of both. 

Step 1: Calculate PV of expected loan balance and apply loss rate

Option 1 

   Delinquent  = 350,000 + 290,000 = 640,000 
   PV   = 640,000 * (1 + 0.025)-1 
   Loss Rate  = 624,390 * 0.456 
   Total   = 284,721 

Option 2 

   O/S Balance   = 1,575,000 
   Less Delinquency  = – 640,000 
   Plus Draw Down  = + 500,000 
   Adj. O/S Balance  = 1,435,000 
   PV    = 1,435,000 * (1+0.025)-1 
   Loss Rate   = 1,400,000 * 0.142
   Total    = 198,800
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step 2: determine the definition of default to be used for revolving credit facilities. 

•	 See guidance in section 3.7 of this Guide on the definition of default. 

Step 2: Define default for revolving facilities

This needs to be based on individual credit union credit information. However, for this example, default is 
defined as follows:

Consumer LOC unsecured  1 day past due

Consumer LOC secured  30 days past due

Commercial LOC secured  60 days past due

step 3: determine the amount of draw down expected on revolving products 

This is the expectation of the portion of the loan commitment that will be drawn down within 12 months of the 
reporting date for Stage 1 or lifetime for Stage 2. 

Ideally this information would come from the credit union banking system or trending analytics within the credit 
union, however, many credit unions may not have this information so may have to turn to an external source for 
statistics. 

step 4: determine undrawn portion 

This is the difference between the drawn and expected draw down amounts to the approved credit limit. An 
example using a LOC that has a $100,000 limit, $25,000 is outstanding and another $5,000 is expected to be 
drawn down in the next 12 months, then the undrawn portion is $100,000 – $25,000 – $5,000 = $70,000. 

Step 4: Determine undrawn portion 

 O/S Balance  =  1,575,000 

 Est. Draw Down  =  500,000 

 Total  =  2,075,000 

 Credit Limit  =  2,500,000 

 Undrawn  =  425,000
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step 5: Layer on current conditions and expectations of future performance 

The steps above are only part of what is required by the standard. Determining current and future looking 
information is also required; please refer to Section 4 of this Guide. 

Step 5: Layer forward looking information 

Assuming the weighted average forward looking factor comes out to be 1.3, which implies that forward looking 
information predicts that losses will rise in the future compared to the credit union’s historical five year average. 

Option 1 (continued from Step 1 above):  Future Factor = 284,721 * 1.3  
      ECL = 370,137 

Option 2 (continued from Step 1 above):  Future Factor = 198,800 * 1.3  
      ECL = 258,440 

5.6  Calculating LGd Curve 

The previous examples demonstrate how to calculate workout LGD for defaulted loans. Once the credit union 
has these workout LGDs, the next step is to construct an “LGD term structure” that translates these historical 
LGDs into forward-looking LGDs that can be used to calculate the ECL for the current loan portfolio. 

To build the LGD term structure, the credit union would compare the calculated workout LGDs to a 
characteristic of the loan at the time of default that would be predictive of losses. Common examples of 
predictive loan characteristics include: 

•	 For commercial mortgages: LTV (higher LTV typically results in higher losses) 

•	 For construction loans: utilization (utilization increases as the construction project nears completion which 
reduces losses) 

•	 For term loans: vintage (more mature loans tend to have lower losses) 

Pairing the calculated LGDs with one of these predictive characteristics creates a data set which can be plotted on a 
graph and calculate a trend line. The equation for this trend line becomes the LGD term structure that can be used 
to forecast LGDs throughout the life of the loan for use in the ECL calculations (see below for illustrative example). 

For certain unsecured loan products, e.g., unsecured lines of credit, credit cards and residential mortgages, the 
LGD will be relatively consistent throughout the life of the loan. In these cases, rather than using an LGD term 
structure to forecast an LGD for each point in time, the average LGD can be used as a practical expedient. 
However, an analysis would still need to be performed to prove this is the case, i.e., show that the LGD remains 
relatively consistent over the life of the portfolio. 

5.6.1  LGd term structure using Loan Vintage 

step 1: Gather historical data 

Continuing from the previous workout LGD example, the loan was originated in December 2009 and went into 
default in December 2012 making the vintage of the loan three years with an LGD of 35 percent. The credit 
union would then combine this historical vintage at default and LGD with the other historical vintage at default 
and corresponding LGDs from the commercial mortgage portfolio to create a data set as follows: 
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VintaGe (YeaRs) LGd* VintaGe (YeaRs) LGd*
1 43% 8 16%

2 34% 9 15%

3 35% 10 7%

4 22% 11 4%

5 29% 12 6%

6 18% 13 1%

7 16% 14 3%

*Note: in this example it is assumed there is one LGD for each vintage year. In practice there can be multiple 
LGDs for each vintage year. Table is for illustration purposes only. 

step 2: Plot data points on a graph

The credit union would then plot these historical vintage versus LGD points on a graph. It is important to 
note that whenever the credit union is determining an LGD term structure, it should plot the LGD along the 
horizontal axis with the corresponding loan characteristic (in this case, vintage) along the vertical axis: 
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Graph for illustration purposes only 

step 3: Calculate trend line 

Once the credit union has plotted the data set on a graph, it will calculate a trend line that will represent the 
LGD term structure that will be used in the ECL calculations (Microsoft Excel provides a trend line function 
which can be used to do this). There are a number of different choices when determining a trend line (linear, 
logarithmic, and exponential); the key is to find the equation which best fits the data, i.e., an equation that results 
in an R2 score as close to 1.0 as possible. In this case as the data points are trending downwards in a fairly straight 
line, the credit union would use a linear trend line equation as follows:  
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Graph for illustration purposes only 

Given the high R2 score, the trend line equation LGD (Vintage) = -0.0309*(Vintage) +0.4087 is a good representation 
of the LGD term structure for this portfolio of loans and will be used to forecast LGDs in the ECL calculation. 

step 4: Use trend line to forecast LGd 

Assume the credit union is calculating the ECL for a $3,000,000 term loan that has been outstanding for seven 
years and makes semi-annual payments of $500,000. Using the LGD term structure, the credit union would 
forecast the LGDs for use in the ECL calculation as follows: 

tiMe BaLanCe VintaGe** LGd eQUation foReCast LGd
0.0 $3,000,000 7.0 -0.0309*(7.0)+0.4087 19%

0.5 $2,500,000 7.5 -0.0309*(7.5)+0.4087 18%

1.0 $2,000,000 8.0 -0.0309*(8.0)+0.4087 16%

1.5 $1,500,000 8.5 -0.0309*(8.5)+0.4087 15%

2.0 $1,000,000 9.0 -0.0309*(9.0)+0.4087 13%

2.5 $500,000 9.5 -0.0309*(9.5)+0.4087 12%

3.0 $0 10.0 -0.0309*(10.0)+0.4087 10%

**Note: for Stage 1 loans, the credit union would only use the LGDs in year 7.5 and 8.0 in the ECL calculation as 
it is only calculating losses for the next 12 months. Table is for illustration purposes only 
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5.6.2  LGd term structure using LtV 

step 1: Gather historical data 

As an alternative to using vintage the credit union could also use LTV to build the LGD term structure for 
commercial mortgages. Assume the loan from the previous example had an LTV of 80 percent at default. Similar 
to before the credit union would combine it with all of the other historical LTVs at default and corresponding 
LGDs to determine the dataset as follows:  

LtV at defaULt LGd
20% 5%

40% 7%

50% 11%

70% 28%

80% 35%

90% 52%

100% 67%

110% 82%

120% 112%

Table is for illustration purposes only 

step 2: Plot data points on a graph 

The credit union would plot LGD along the vertical axis while plotting the predicative characteristic (in this case 
LTV) along the horizontal axis as follows: 
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Graph for illustration purposes only 
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step 3: Calculate trend line 

Following the previous example, the result of calculating a linear trend line for the data is as follows:
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Graph for illustration purposes only 

The following graph shows that the linear trend line does not fit the data as closely as in the previous example as 
evidenced by the lower R2 score. However, with a different trend line (specifically an exponential trend line), there 
is a much better fit as follows:
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Graph for illustration purposes only 

The exponential trend line equation LGD(LTV) = 0.0235*EXP(3.3174*LTV) has a significantly better R2 score 
compared to the linear trend line and therefore is a much better representation of the LGD term structure for this 
portfolio of loans. As such the credit union will use this exponential trend line equation to forecast LGDs in the 
ECL calculation.
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step 4: Use trend line to forecast LGd 

Assume the credit union is calculating the ECL for a $3,000,000 term loan that makes semi-annual payments of 
$500,000 and has collateral valued at $5,000,000. The credit union would forecast the future LTVs as the loan 
pays down and use the LGD term structure to determine the corresponding LGDs as follows: 

tiMe BaLanCe CoLLateRaL LtV** LGd eQUation foReCast LGd
0.0 $3,000,000 $5,000,000 60% 0.0235*EXP (3.3174*60%) 17%

0.5 $2,500,000 $5,000,000 50% 0.0235*EXP (3.3174*50%) 12%

1.0 $2,000,000 $5,000,000 40% 0.0235*EXP (3.3174*40%) 9%

2.0 $1,500,000 $5,000,000 30% 0.0235*EXP (3.3174*30%) 6%

2.5 $1,000,000 $5,000,000 20% 0.0235*EXP (3.3174*20%) 5%

3.0 $500,000 $5,000,000 10% 0.0235*EXP (3.3174*10%) 3%

3.5 $0 $5,000,000 0% 0.0235*EXP (3.3174*0%) 2%

**Note: for Stage 1 loans, the credit union would only use the LGDs corresponding to the 50% and 40% LTVs in 
the ECL calculation as it is only calculating losses for the next 12 months. 

Table is for illustration purposes only 
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5.7  Calculating the ead curve 

Once the LGD curve has been calculated for the appropriate loan bucket (as shown above), the credit union 
applies this rate to the EAD estimate at each point in the curve (note the PD factor calculated in the staging 
decision would also be applied to this amount once complete). 

Assuming the loan is in Stage 1 after the staging decision, i.e., there is not significant deterioration of credit risk, 
then, the EAD for the next 12 months is estimated. The EAD will change over the 12 months as payments are made, 
so an estimate for the EAD for each payment is required. Overall, the credit union starts with the loan amortization 
table, and adjust the outstanding balance based on other factors that may alter the amortization schedule. 

step 1: Use the current loan balance and contract terms to estimate the loan balance at each payment date: 

Step 1: Estimate principal and interest outstanding 

A credit union has a commercial mortgage to John’s commercial rental building. The following information applies: 

Mortgage Term: January 1, 2018 to December 31, 2024

Mortgage Principal: $1,000,000

Payment structure: Monthly blended payments of $5,000

Look forward period for stage 1 PD December 31, 2019

If the current reporting date is Dec. 31, 2018, the credit union can use the terms of the loan to calculate the 
estimated principal and interest outstanding at each payment date up until Dec. 31, 2019 (12 months from the 
reporting date). 

MontH PRinCiPaL PaYMent inteRest PRinCiPaL UnadJUsted 
ead

Jan-18 1,000,000 5,000 2,500 2,500 997,500

Feb-18 997,500 5,000 2,493 2,506 994,993

Mar-18 994,993 5,000 2,487 2,512 992,481

Apr-18 992,481 5,000 2,481 2,518 989,962

May-18 989,962 5,000 2,474 2,525 987,437

Jun-18 987,437 5,000 2,468 2,531 984,905

Jul-18 984,905 5,000 2,462 2,537 982,368

Aug-18 982,368 5,000 2,455 2,554 979,824

Sep-18 979,824 5,000 2,449 2,550 977,273

Oct-18 977,273 5,000 2,443 2,556 974,716

Nov-18 974,716 5,000 2,436 2,563 972,153

Dec-18 972,153 5,000 2,430 2,569 969,584
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step 2: estimate deviations from amortization schedule 

Deviations can vary depending on contract terms, types of loans, or other non-contract changes each credit 
union does in practice. Some common considerations may be: 

•	 Partial prepayment 

•	 Repayment and other liquidation events 

•	 Skipped payments 

•	 Future drawdowns 

The above factors can be estimated based on credit union historical information. For example, if the credit union 
determines that commercial mortgages have an average prepayment of two percent of principal balance, this is 
incorporated into the outstanding principal above. (Note that as a credit union estimates this, the more specific 
the analysis of historical information, the more accurate this will be, e.g., can estimate based on type of property 
mortgaged, vintage, LTV, etc.) 

Note that this example does not include any anticipated changes to contract terms that may occur in the future; 
however, if actual terms change, the EAD estimates would be updated accordingly.

Step 2: Estimate deviations from amortization schedule

Average prepayment for similar mortgages is two percent. The credit union will incorporate the prepayment 
into the amortization schedule to determine the estimated EAD at each payment date (increased the monthly 
payment by two percent). 

MontH PRinCiPaL PaYMent inteRest PRinCiPaL UnadJUsted 
ead

Jan-18 1,000,000 5,100 2,500 2,600 997,400

Feb-18 997,400 5,100 2,493 2,606 994,793

Mar-18 994,793 5,100 2,486 2,613 992,180

Apr-18 992,180 5,100 2,480 2,619 989,560

May-18 989,560 5,100 2,473 2,626 986,934

Jun-18 986,934 5,100 2,467 2,632 984,302

Jul-18 984,302 5,100 2,460 2,639 981,662

Aug-18 981,662 5,100 2,454 2,645 979,017

Sep-18 979,017 5,100 2,447 2,652 976,364

Oct-18 976,364 5,100 2,440 2,659 973,705

Nov-18 973,705 5,100 2,434 2,665 971,039

Dec-18 971,039 5,100 2,427 2,672 968,367
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6 .  m e a S u R e m e n T  o F  e x p e C T e d  C R e d I T  l o S S e S 

6.1  summary of key technical accounting requirements 

Expected credit losses (ECL) are a probability-weighted estimate of credit losses over the expected life of the 
financial instrument. Credit losses are the present value of expected “cash shortfalls” calculated as the difference 
between the cash flows that are due to the credit union in accordance with the contractual terms of a financial 
instrument and the cash flows that the credit union expects to receive. 

The measurement of ECL should reflect: 

•	 an unbiased and probability-weighted amount that is determined by evaluating a range of possible outcomes 
rather than based on a best- or worst-case scenario;

•	 the time value of money and

•	 reasonable and supportable information that is available without undue cost or effort.

A credit union is not required to identify every possible scenario but the estimate should always reflect at least 
two scenarios: 

•	 the probability that a credit loss occurs, even if this probability is very low and 

•	 the probability that no credit loss occurs 

IFRS 9 does not reflect a single method to measure ECL. Rather, it acknowledges that the methods used to 
measure ECL may vary based on the type of financial asset and information available. However consistent with 
regulatory and industry best practices, ECL calculations will typically be based on four key components: 

•	 Forward Looking Information

•	 Probability of Default

•	 Loss Given Default

•	 Exposure at Default/Period of Exposure 

meaSuRemenT  
oF expeCTed  

CRedIT loSSeS
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IFRS 9 does not provide general guidance as to when 
ECL should be measured on an individual or collective 
basis. However, it provides that if a credit union does 
not have any reasonable and supportable information 
that is available without undue cost or effort to 
measure lifetime ECL on an individual instrument 
basis, then it measures lifetime ECL on a collective 
basis, by considering comprehensive credit risk 
information.  

The standard allows credit unions to use practical 
expedients when estimating ECL, provided that they 
are consistent with the principles above. It gives an 
example of such an expedient, i.e., a provision matrix 
to measure ECL for trade receivables. 

For detailed technical accounting requirements refer 
to IFRS 9 Impairment Workbook – section 4. Loss 
Given Default and Expected Credit Losses. 

6.2  gppC guidance 

note: this Guide contains guidance taken from 
the paper published by the Global Public Policy 
Committee (GPPC) titled The implementation 
of IFRS 9 impairment requirements by banks: 
Considerations for those charged with 
governance of systemically important banks. 
the GPPC consists of representatives from 
the world’s six largest accounting networks 
and it published this paper to promote the 
implementation of accounting for expected 
credit losses to a high standard. While the 
guidance from this paper is not authoritative 
guidance and does not intend to amend or 
interpret ifRss, it does contain very useful 
information in respect of considerations for 
ifRs implementation and hence it has been 
reproduced in this Guide to provide useful 
implementation reference material for credit 
unions. as noted in the title of this GPPC 
paper, it is intended primarily for systemically 
important banks and hence the guidance 
from this paper, including distinction between 
sophisticated and simpler approaches, should be 
read in that context. 

6.2.1  expected credit loss methodology 

•	 IFRS 9 requires a bank to determine an expected 
credit loss (ECL) amount on a probability-
weighted basis as the difference between the cash 
flows that are due to the bank in accordance with 
the contractual terms of a financial instrument and 
the cash flows that the bank expects to receive. 
Although IFRS 9 establishes this objective, it 
generally does not prescribe particular detailed 
methods or techniques for achieving it. 

•	 In determining the cash flows that the bank 
expects to receive, many banks are planning to 
adopt a sum of marginal losses approach whereby 
ECLs are calculated as the sum of the marginal 
losses occurring in each time period from the 
balance sheet date. The marginal losses are 
derived from individual parameters that estimate 
exposures and losses in the case of default and 
the marginal probability of default for each period 
(the probability of a default in time period X 
conditional upon an exposure having survived to 
time period X). 

•	 This section describes overall frameworks for 
calculating 12-month and lifetime ECLs under 
IFRS 9. It includes references to a more detailed 
discussion in later sections of this document. 
[IFRS 9.5.5.1-11, 17-20] 

a sophisticated approach 

•	 ECLs are a probability-weighted estimate of the 
present value of cash shortfalls (i.e., the weighted 
average of credit losses, with the respective risks 
of a default occurring in a given time period 
used as the weights). ECL measurements are 
unbiased (i.e. neutral, not conservative and not 
biased towards optimism or pessimism) and are 
determined by evaluating a range of possible 
outcomes. [IFRS 9.B5.5.41-43, BC5.86] 

•	 Consistent with regulatory and industry best 
practices, ECL calculations are based on four 
components: 

•	 Probability of Default (PD) – This is an 
estimate of the likelihood of default over a 
given time horizon. 
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•	 Exposure at Default (EAD) – This is an 
estimate of the exposure at a future default 
date, taking into account expected changes 
in the exposure after the reporting date, 
including repayments of principal and 
interest, and expected drawdowns on 
committed facilities.

•	 Loss Given Default (LGD) – This an 
estimate of the loan arising on default. It 
is based on the difference between the 
contractual cash flows due and those 
that the lender would expect to receive, 
including from any collateral. It is usually 
expressed as a percentage of the EAD.

•	 Discount Rate – This is used to discount 
an expected loss to a present value at the 
reporting date using the effective interest 
rate (EIR) at initial recognition.

Banks should regularly review their methodology and 
assumptions to reduce any differences between the 
estimates and actual credit loss experience. [IFRS 
9.B5.5.52]

6.2.2  Measuring eCLs

•	 ECLs are generally measured based on the risk of 
default over one of two different time horizons, 
depending on whether the credit risk of the 
borrower has increased significantly since the 
exposure was first recognized. The loss allowance 
for those exposures that have not increased 
significantly in credit risk (Stage 1 exposures) is 
based on 12-month ECLs. The allowance for those 
exposures that have suffered a significant increase 
in credit risk (Stage 2 and Stage 3 exposures) is 
based on lifetime ECLs. The staging assessment 
is discussed in section 3.2.3 of this Guide. [IFRS 
9.5.5.3, 5.5.5] 

12-month eCLs

•	 Twelve-month ECLs are the portion of the lifetime 
ECLs that represent the ECLs that result from 
default events on a financial instrument that are 

possible within 12 months after the reporting 
date (or a shorter period if the expected life of 
the financial instrument is less than 12 months). 
Twelve-month ECLs are weighted by the 
probability of such a default occurring. [IFRS 9.A, 
B.5.5.43] 

Lifetime eCLs

•	 Lifetime ECLs are the losses that result from all 
possible default events over the expected life of 
the financial instrument. [IFRS 9.A]

•	 The probability of default — as well as the EAD, 
the LGD and the effect of discounting — reflect 
the expected life or period of exposure. The bank 
calculates each of these components for a series 
of time intervals over the period of exposure (such 
as monthly, quarterly or annually) and sums them 
to derive the lifetime ECL.

Collective calculations and segmentation

ECLs on individually large exposures and credit-
impaired loans are generally measured individually. 
For retail exposures and many exposures to small 
and medium-sized enterprises, where less borrower-
specific information is available, ECLs are measured 
on a collective basis. This incorporates borrower- 
specific information, such as delinquency, collective 
historical experience of losses and forward-looking 
macroeconomic information. 

Both to assess the staging of exposures and to 
measure a loss allowance on a collective basis, the 
bank groups its exposures into segments on the basis 
of shared credit risk characteristics. Examples of 
shared characteristics include: geographical region, 
type of customer (such as wholesale or retail), 
industry, product type (such as “normal” repayment 
mortgages, interest-only mortgages and mortgages 
on rented property), customer rating, date of initial 
recognition, term to maturity, the quality of collateral 
and the loan to value (LTV) ratio. The different 
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segments reflect differences in PDs and in recovery 
rates in the event of default.

To assess the staging of exposures, the grouping of 
exposures also takes into account the credit quality 
on origination in order to identify deterioration since 
initial recognition. [IFRS 9 B5.5.5] 

The bank performs procedures to ensure that 
the groups of exposures continue to share credit 
characteristics and to re-segment the portfolio 
when necessary, in the light of changes in credit 
characteristics over time. The procedures also guard 
against inappropriate reliance on models that may 
arise if resegmentation is too frequent or granular so 
as to result in segments that are too narrow.

Considerations for a simpler approach

Simplifications might include the following.

term to maturity approach

This approach does not estimate PD, EAD and LGD 
for separate time intervals over the term of the loan 
but instead uses a single measure of each for the 
remaining term in order to measure lifetime ECLs. 
This is easier to apply than a more sophisticated 
approach but is more suited to exposures that are 
non-amortizing and cannot be prepaid (so that 
assumptions about the EAD are a less significant 
variable) and shorter term (so that assumptions 
about when during the term a borrower is more 
likely to default and the effect of discounting are less 
significant).

Loss rate approach

•	 Using a “loss rate” approach, the PD and LGD are 
assessed as a single combined measure, based on 
past losses, adjusted for current conditions and 
forecasts of future conditions. It may be easier 
to use when there is insufficient data to measure 
the separate components. This approach is, as 
with the term to maturity approach, more suited 

to exposures that are non-amortizing and shorter 
term. Although an adjusted loss rate approach 
may be used to measure ECLs, an entity needs 
to be able to separate the changes in the risk of a 
default occurring from changes in other drivers of 
ECLs for the purpose of the staging assessment. 
[IFRS 9.B5.5.12]

segment parameters

•	 Whereas, in a sophisticated approach, individual 
exposures within a group of exposures used for 
measurement of ECLs will each be assigned an 
individual PD, it is possible that a single PD and 
LGD might be applied to all exposures in the 
segment. This is likely to be appropriate only 
when segments are sufficiently granular that there 
is no reason to believe, based on reasonable 
and supportable evidence, that the individual 
exposures do not share a similar PD or LGD.

What is not compliant

•	 Using fair value models to estimate ECLs without 
appropriately adjusting for changes in market rates 
of interest and yields that should not be reflected 
in ECLs. [IFRS 9.A (definition of credit loss), IFRS 
9.BC5.123]

•	 Using expected losses as calculated for 
regulatory purposes without assessing whether 
any adjustments are required to reflect the 
requirements of IFRS 9. [IFRS 9.5.5.17(c), B5.5.49- 
54, BC5.283]

•	 Groupings of exposures for collective assessment 
and measurement that result in segments that 
do not share credit risk characteristics such that 
changes in credit risk in a part of the portfolio may 
be masked by the performance of other parts of 
the portfolio. [IFRS 9.B5.5.5, GCRAECL.A11-12]

•	 Excluding the effects of contractual repayments 
and expected prepayments on loans and of 
expected drawdowns on committed facilities. 
[IFRS 9.B5.5.30-31, 51]
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6.2.3   exposure – (i) period of exposure and (ii) 
exposure at default

•	 Many banks plan to use exposure at default (EAD) 
as a key component of their ECL calculations. 
Although IFRS 9 does not explicitly require banks 
to model EAD, understanding how loan exposures 
are expected to change over time is crucial 
to an unbiased measurement of ECLs. This is 
particularly important for Stage 2 loans, where 
the point of default may be several years in the 
future. Ignoring an expected fall in exposure (e.g., 
on a loan repayable in installments) could lead to 
measurements of ECLs being too high. Ignoring an 
expected increase in exposure (e.g., drawdowns 
within an agreed limit on a revolving facility) could 
lead to measurements of ECLs being too low.

•	 It is also necessary to determine the period of 
exposure that is considered for IFRS 9 purposes. 
The period of exposure limits the period over 
which possible defaults are considered and 
thus affects the determination of PDs and 
measurement of ECLs. 

•	 This section discusses how EAD may be calculated 
and the period of exposure may be determined 
for IFRS 9 purposes. Forward-looking information 
is discussed in Section 4.2 of this Guide. 

a sophisticated approach 

Period of exposure 

•	 Except for some revolving credit facilities, the 
maximum period over which expected credit 
losses are measured is the maximum contractual 
period over which the entity is exposed to credit 
risk. [IFRS 9.5.5.19] 

•	 This maximum contractual period is determined 
in accordance with the substantive terms of the 
contract, including the bank’s ability to demand 
repayment or cancellation, and the customer’s 
ability to require extension. [ITG April 2015.33-35, 
38] 

•	 Where the period of exposure is taken to be the 
full contractual period, historical behavioural 
information (e.g., on prepayments) is reflected in 
the EAD model. 

•	 Where the period of exposure is calculated on 
the basis of historical behavioural information, 
the bank considers appropriate segmentation 
to reflect different behavioural lives for different 
portfolio segments. Furthermore, the bank gives 
consideration to whether historical behavioural 
information captures current conditions and 
forward-looking information or needs to be 
adjusted. 

•	 For revolving credit facilities within the scope of 
IFRS 9.5.5.20 (i.e., that include both a loan and 
an undrawn commitment component, and the 
bank’s contractual ability to demand repayment 
and cancel the undrawn commitment does not 
limit the bank’s exposure to credit losses to the 
contractual notice period) the period of exposure 
is determined by considering the bank’s expected 
credit risk management actions that serve to 
mitigate credit risk, including terminating or 
limiting credit exposure. In doing this, the bank: 

•	 Considers its normal credit risk mitigation 
process, past practice and future intentions 
and expected credit risk mitigation actions. 

•	 Analyses what actually happens in practice 
as a result of each of these types of actions 
and demonstrates that there is sufficient 
historical evidence that such actions are 
executed and impact the lifetime of the 
exposure. The analysis considers historical 
information and experience about the period 
over which the bank was exposed to credit 
risk on similar instruments and the length 
of time for defaults to occur on similar 
instruments following a significant increase in 
credit risk. [IFRS 9.5.5.20, B.5.5.40] 

exposure at default 

•	 The modelling approach for EAD reflects expected 
changes in the balance outstanding over the 
lifetime of the loan exposure that are permitted by 
the current contractual terms, including: 

•	 Required repayments/amortization schedule. 

•	 Full early repayment (e.g., early refinancing). 
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•	 Monthly overpayments (i.e. payments over and 
above required repayments but not for the full 
amount of the loan). 

•	 Changes in utilization of an undrawn 
commitment within agreed credit limits in 
advance of default. 

•	 Credit mitigation actions taken prior to default. 

•	 The bank uses a cash-flow model to calculate the 
estimated exposure at each future month-end. 
This model is consistent with any similar model 
used for EIR or macro fair-value hedging purposes. 

•	 This cash-flow model further reflects movements 
in the EAD in the months before default. For 
example, three months of interest payments might 
be included in the EAD to reflect an expectation 
that these interest payments would be missed in 
advance of a default. 

•	 The inputs into the EAD model are reviewed to 
assess their suitability for IFRS 9 and adjusted, 
where required, to ensure an unbiased, probability-
weighted ECL calculation reflecting current 
expectations and forward-looking information. 

•	 EAD models are differentiated to reflect 
the different risk characteristics of different 
portfolios. The bank considers these different 
underlying drivers in determining the different 
inputs to EAD models. 

Considerations for a simpler approach 

Period of exposure 

•	 If the period of exposure is taken to be less than 
the full period specified by IFRS 9 (e.g., the point 
at which a specific percentage of the balance has 
been repaid), the bank should provide reasonable 
and supportable information evidencing that the 
impact on ECLs of selecting this shorter period 
for the remaining balance is immaterial. 

•	 Otherwise, all of the principles detailed under 
the sophisticated approach also apply for 
simpler implementations, although the level of 
detail required in addressing each principle may 
be reduced. 

exposure at default

•	 If a bank decides to use an approximation of 
the current 12-month EAD as a proxy for the 
EAD over the remaining life, the bank should 
provide reasonable and supportable information 
evidencing that this is appropriate for the specific 
product or portfolio. For example, the proxy may 
hold only for certain portfolios where the balance 
is not anticipated to change significantly in the 
future.

•	 Use of segmented credit conversion factor (CCF) 
models may be appropriate if the bank can justify 
this approach with analysis showing that exposures 
within each CCF segment are expected to 
behave similarly. A CCF is a modelled assumption 
which represents the proportion of any undrawn 
exposure that is expected to be drawn prior to a 
default event occurring.

•	 Under a simpler approach, a bank may use 
fewer levels of risk segmentation, if it provides 
reasonable and supportable information 
evidencing that this is appropriate.

What is not compliant

Period of exposure

•	 Defining the period of exposure to be shorter 
or longer than the maximum contractual period 
over which the entity is exposed to credit risk 
(except for certain revolving credit facilities). [IFRS 
9.5.5.19-20, B5.5.38]

•	 Determining the period of exposure to equal the 
historical average life of loans without evaluating 
whether this is consistent with forward-looking 
expectations based on reasonable and supportable 
information. [IFRS 9.5.5.17(c), B5.5.52]

•	 For revolving credit facilities within the scope 
of IFRS 9.5.5.20, using the legally enforceable 
contractual period unless analysis of historical 
data shows that, in practice, management action 
consistently limits the period of exposure to the 
contractual period. [IFRS 9.5.5.20, B5.5.39-40, 
ITG December 2015.40-42]

•	 Not considering all relevant historical information 
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that is available without undue cost and effort 
when determining the exposure period of a 
revolving credit facility within the scope of IFRS 
9.5.5.20. [IFRS 9.5.5.17(c), B5.5.40] 

exposure at default

•	 Using new or existing EAD models developed for 
other purposes (e.g., regulatory capital) without 
demonstrating that these models are fit for 
purpose under IFRS 9, including justifying and 
documenting the completeness and basis for 
inputs and adjustments to inputs. [IFRS 9.5.5.17(c), 
B5.5.49-54, BC5.283]

•	 Using 12-month EADs as a proxy for lifetime EADs 
without appropriate justification. [IFRS 9.B5.5.13-
14, IFRS 9.5.5.17(c), B5.5.49-54]

6.2.4   discounting

•	 ECLs are measured in a way that reflects the time 
value of money. This means that cash shortfalls 
associated with default are required to be 
discounted back to the balance sheet date. For a 
financial asset, a bank uses the effective interest 
rate (EIR) (i.e., the same rate used to recognize 
interest income) or an approximation.

•	 The effect of discounting may be significant 
because default events and/or associated cash 
shortfalls may occur a long time into the future.

•	 This section does not provide guidance on 
determination of the EIR (which has not changed 
from IAS 39) but instead focuses on its interaction 
with the impairment requirements of IFRS 9. As 
part of its implementation of IFRS 9, a bank will 
need to consider whether approximations used in 
determining EIRs under IAS 39 remain appropriate 
given the more significant role that discounting 
has in measuring impairment under IFRS 9 (e.g., 
discounting of cash shortfalls that may occur a 
number of years into the future).

a sophisticated approach

•	 ECLs are calculated by estimating the timing 
of the expected cash shortfalls (taking into 
consideration realization of collateral) associated 
with defaults and discounting them.

•	 The discount rate is the EIR. For a financial guarantee 
contract, the discount rate reflects the current 
market assessment of the time value of money 
and the risks specific to the cash flows. Discount 
rates may be based on portfolio averages if this 
represents a reasonable approximation of the EIR.

•	 Assumptions about prepayments, extensions 
and utilization during the period of exposure 
(and within contractual credit limits) used in the 
ECL calculation are updated to reflect currently 
available information and are consistent with those 
used in estimating interest income.

•	 The unwind of the time value of money (as the 
ECL is recalculated from period-to-period) 
is separately tracked, such that appropriate 
adjustments can be made to the interest income 
amount for credit-impaired assets if this is 
otherwise calculated on the gross carrying amount 
of the financial asset.

•	 For variable rate assets, the benchmark interest 
rate used to calculate the EIR may be either the 
current benchmark interest rate or a projected 
rate based on forward yield curves. There is 
consistency between the rate used to recognize 
interest revenue and the rate used to project and 
discount cash flows.

Considerations for a simpler approach

•	 The time value of money is reflected in ECL 
calculations using estimated portfolio average 
collection periods (provided this is demonstrated 
to be a reasonable approximation).

•	 A reclassification is made between the interest 
income and impairment lines of the income 
statement to take account of the requirement 
to recognize interest income on the net carrying 
amount of credit-impaired assets. This could be 
calculated by multiplying the average ECL balance 
for these assets by the portfolio EIR.
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What is not compliant

•	 Using discounting employed for regulatory 
purposes in the calculation of IFRS 9 ECL / 
LGD without making appropriate adjustments or 
evidencing that the impact of such adjustments 
would not be material. [IFRS 9.5.5.17-20, B5.5.49-
54, BC5.283]

•	 Continuing to use IAS 39 EIR approximations 
without assessing whether their use is appropriate 
for the purposes of IFRS 9, particularly given the 
longer time horizons over which amounts may be 
discounted under IFRS 9. [IFRS 9.A (definition of 
effective interest rate), B5.5.44, BC5.273-275]

•	 Not reflecting the effect of the time value of 
money in ECL, or using discount rates that do not 
suitably approximate the EIR of the portfolio (e.g., 
current funding rates or risk-free rates). [IFRS 
9.5.5.17, B5.5.44-48] 

6.3  Calculating ead on a Revolving facility 

IFRS 9 requires that the maximum period over which 
ECLs be calculated is limited to the contractual 
period. This can be difficult to determine for Revolving 
Credit Facility (RCF) as they can be withdrawn at short 
notice by a lender, i.e., credit cards and overdrafts as 
the lender has the ability to cancel the commitment 
with short notice. Many of these RCFs can contain 
a drawn and undrawn portion. The following three 
characteristics are generally representative of these 
instruments: 

•	 they usually have no fixed term or repayment 
structure and usually have a short contractual 
cancellation period. 

•	 the contractual ability to cancel the contract is 
not enforced in a day-to-day management, but 
only when the lender is aware of an increase in 
credit risk at the facility level. 

•	 they are managed on a collective basis. 

To calculate the period for which the ECL are 
assessed, historical information and experience factors 
must be considered for: 

•	 The period over which the entity was exposed to 
credit risk on similar financial instruments. 

•	 This will likely include discussions with the 
credit union internal credit department 
to coordinate the view on the life of these 
financial instruments. 

•	 The length of time for related defaults to occur on 
similar financial instruments following a significant 
increase in credit risk. 

•	 This can be determined by looking at 
historical information available and 
determining an average for a particular 
portfolio grouping and applying that 
average to any similar financial assets. 

•	 The credit management actions that an entity 
expects to take once the credit risk on the 
financial instrument has increased, such as the 
reduction or removal of undrawn limits. 

•	 The important point here is that an action 
is taken that mitigates the risk, for example 
removing or lowering of the remaining 
approved balance so no more money can 
be drawn and discussions with the member 
to get the RCF back to performing status or 
starting collection of security. 

It is important to note that the time period is not always 
the time over which the lender expects the facility to be 
used but the period exposed to credit risk. 

There are some discussions on if a loan review would 
mitigate risk enough to allow the time between reviews 
to be the contractual life. An example of this is if an 
RCF is reassessed each year as though it was new, 
then the contractual life would be 12 months as the 
credit risk is updated each 12 months. This argument 
has not gotten any solid footing for a few reasons. 

•	 The reviews may not actually reduce the period 
of credit risk exposure. For example a credit 
rating may move up or down, however, there is no 
change to approved limits as a result. The credit 
risk exposure has not changed. 

•	 When the limits are reduced or frozen the RCF 
could go on for an indefinite amount of time. 
For example, interest payments could keep the 
RCF current for an extended amount of time and 
although the dollar value of the credit risk may 
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be reduced as no more draws are permitted, the 
amount of time of exposure is constant. 

•	 If the RCF is shut down and collection action 
begins, security can take a long time to collect, 
particularly in commercial loans and guarantees. 
Depending on the product and the member, at the 
end of the day, the time to collect could equate to 
the estimated life therefore the amount of time of 
exposure remains the same or has little change. 

Depending on the complexity of the portfolios in a 
credit union, there may be benefit to having a range 
within the stages. For example, on the lower end of 
Stage 2 would be assets that have recently moved 
from Stage 1 but are not close to default; these would 
have a longer life. 

On the high end of Stage 2 would be the assets that 
are much closer to default and would have a shorter 
life. This is not a specific requirement of the standard 
so should only be considered if it does not cause 
undue cost or effort. 

overview of Calculation 

Expected Credit Loss = Exposure at Default x Probability of 
Default x Loss Given Default 

ECL =EAD x PD x LGD 

steps to Calculate ead for a RCf – see chart below 
for a visual representation: 
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step 1: determine drawn portion and undrawn portion 

This information should be available from the 
banking systems in use (i.e., outstanding balance less 
authorized maximum). 

step 2: determine ead – 12 month and Lifetime 

This would be calculated for each segment of 
credit risk identified, i.e., like risk categories for 
segmentation. 

Some type of cash flow model should be used. 

Twelve-Month Drawn Portion: 

•	 This is a point in time (PIT) calculation 

•	 This is not the cash shortfalls that are predicted 
over only the next 12 months but all cash flows in 
next 12 months, for example, payments, interest 
and estimated drawdowns on the line 

•	 Can be used as a proxy for lifetime EAD but must 
be justified. 

Twelve-Month Undrawn Portion  
Lifetime Drawn Portion: 

•	 Result of all possible default events over the 
expected life of the financial instrument 

•	 Estimated based on all the PV of all cash flows 

•	 Required repayments/amortization schedule 
(if any) 

•	 Full early repayment, i.e., could be early 
refinancing 

•	 Monthly overpayments, i.e., over required 
payment but not full repayment 

•	 Changes in utilization of an undrawn 
commitment within agreed credit limits in 
advance of default. 

•	 Credit mitigation actions taken prior to default. 

step 3: determine estimate of drawn down over 12 
months/lifetime 

An historical analysis of defaulted RCFs using the 
amount outstanding at the beginning of each year and 
the amount at default that year to approximate the 
amount drawn as the borrower entered into difficulty 
relative to the base balance. 

Using an average for the annual results can be used 
for a fixed approximation. 

If external factors are obtained as there is not enough 
historical data, a credit union will need to justify this with 
an analysis showing that exposures within each CCF 
segment are expected to behave similarly as the external 
factors may not be arranged in the same portfolio 
groupings that the credit union is using, for example: 

•	 The credit union segmentations of RCF are: 
•	 Personal unsecured LOC 
•	 HELOC 
•	 Commercial secured LOC 

•	 The external factors may be grouped as: 
•	 Consumer 
•	 Commercial 

step 4: Calculate ead 

Exposure x estimate % from Step 3 = EAD for undrawn 
portions (simple calculation of information above) e.g., 
outstanding amount plus 30 percent committed but 
undisbursed amount for EAD. 

step 5: determine LGd (same for 12 months & 
Lifetime) 

•	 Please refer to the Section 5.3 on calculating LGD 
using the workout method and simplified method. 
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7.  m o d I F I C a T I o n S 

7.1  summary of key technical accounting requirements 

IFRS 9 introduces guidance on modification or renegotiation of financial assets. The guidance applies to all 
changes that are made to an existing contract (other than changes from existing features included in the original 
debt agreement), regardless of the reason for the modification. The modification does not have to relate to credit 
risk management actions or forbearance in order for the new guidance to apply. As such, the requirements can 
be far reaching and includes modifications due to commercial reasons, i.e., competition. 

The Standard distinguished between the following modifications of financial assets: 

•	 A “substantial” modification of the contractual terms of a financial asset that leads to the expiry of the 
contractual rights to its cash flows. In this case, the financial asset is derecognized and the modified asset is 
recorded as a new asset.

•	 A “not-substantial” modification of the contractual terms/cash flows of a financial asset that does not lead to 
a derecognition.

Each credit union will need to define what constitutes a substantial versus a non-substantial modification in 
financial assets based on internal credit practices as there is no specific definition within the standard. The 
definitions and related calculations may or may not be different for different types of financial assets or loans (for 
example retail versus commercial) depending on the criteria for derecognition and internal credit risk practices 
for each type of asset. 

In order to determine whether a modification is substantial, a credit union will need to perform a quantitative and 
qualitative evaluation of whether the cash flows of the original financial asset and the modified or replacement 
financial asset are substantially different. An acceptable approach for doing this evaluation is for a credit union to 
analogize to the guidance in IFRS 9 for the derecognition of financial liabilities. Under the guidance for financial 
liabilities, terms are considered to have been substantially modified when the net present value of the cash flows 
under the new terms, including any fees paid net of any fees received and discounted using the original EIR — i.e., 
of the original loan — differs by at least 10 percent from the present value of the remaining cash flows under the 
original terms (the so-called “10 percent test” or “quantitative assessment”). 

If the difference in the present value of the cash flows under the quantitative assessment is at least 10 percent, 
then the modification would be accounted for as a substantial modification in all cases. However, if the difference 
in the present values of the cash flows is less than 10 percent, then a credit union would perform a qualitative 
assessment to determine whether the terms of the two instruments are substantially different. The purpose of a 
qualitative assessment is to identify substantial differences in terms that, by their nature, are not captured by a 
quantitative assessment. Performing the qualitative assessment may require a high degree of judgment based on 
the facts and circumstances of each individual case. 

If the modification does not result in derecognition, then the subsequent assessment of a significant increase 
in credit risk is made by comparing the risk of default at the reporting date based on the modified contractual 
terms of the financial asset or loan with the risk of default at initial recognition based on the original contractual 
terms of the financial asset or loan. This assessment must take into consideration both historical and forward-
looking information including the circumstances that led to the modification. 

modIFICaTIonS
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Evidence that the criteria for the recognition of 
lifetime expected credit losses are no longer met may 
include a history of up-to-date and timely payment 
performance against the modified contractual terms. 
Typically a member would need to demonstrate 
consistently good payment behaviour over a period 
of time before the credit risk is considered to have 
decreased. For example, a history of missed or 
incomplete payments would not typically be erased 
by simply making one payment on time following a 
modification of the contractual terms. 

Any modifications not resulting in derecognition will 
result in a modification gain or loss that is recorded 
in profit or loss upon modification. This gain or loss is 
calculated as the difference between the recalculated 
gross carrying amount of the financial asset before 
and after modification, with both amounts determined 
using the original EIR. As such, the amount of the 
resulting gain or loss (and future interest yield on the 
modified financial asset) is calculated differently from 
modifications that result in derecognition. 
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8 .  g l o S S a R y  o F  T e R m S 

teRM desCRiPtion
Bankruptcy Navigator 
Index (BNI)

A score to assess changes in credit risk. The BNI score is a numerical indicator of 
how likely a borrower is to go bankrupt within the next 24 months. Generally, the 
higher the numerical score, the lower the risk of bankruptcy.

Definition of Default IFRS 9 does not define default. This will be defined differently for each individual 
credit union using management’s judgment. It should be based on internal credit 
risk management practices and/or policies and be consistent with the definition of 
default used for internal credit risk management purposes. 

Discount Rate (DR) Used to discount an expected loss or recovery to a present value (PV) at the 
reporting date using the effective interest rate (EIR) at initial recognition. The EIR 
takes the stated rate on the original loan and factors in any fees, transactions costs, 
expected prepayments and discounts and/or premiums.

Expected Credit Losses 
(ECLs)

The difference between the present value of the expected cash flows (principal 
and interest) that are contractually due and the present value of the cash flows 
the credit union expects to receive taking into consideration the estimates of 
probability of default. 

Expected Life (EL) The maximum period over which expected credit losses are measured and which 
should not exceed the contractual period or term of the financial instrument 
(e.g., a loan).  For certain financial instruments with both a loan and an undrawn 
commitment component that meet the narrow exception in IFRS 9.5.5.20, the 
expected life will need to be estimated while considering the following factors: the 
period the credit union is exposed to credit risk on similar loans, the length of time 
for defaults to occur on similar loans following a significant increase in credit risk and 
the credit risk actions that would be taken if the credit risk on these loans increased. 

Exposure at Default (EAD) An estimate of the loan exposure amount at a future default date, taking into 
account expected changes in the exposure after the reporting date, including 
repayments of principal and payments of interest, any prepayments or liquidations, 
expected drawdowns on committed facilities or any other term or condition in 
favor of the obligor that may alter the cash flow characteristics of the loan. 

gloSSaRy oF TeRmS
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Forward-looking factors 
(FLFI)

Macro-economic variables and their forecasts used in the calculation of 
impairment under IFRS 9. FLFI should be used for both stage migration decisions 
and in measuring the expected credit losses components.

Loss Given Default (LGD) An estimate of the loss arising on default. It is based on the difference between 
the contractual cash flows due and those that the lender would expect to receive, 
including from any collateral. It is usually expressed as a percentage of the EAD.

Loss Rate (LR) The ratio between the amount of total losses experienced on the default of a loan 
or group of loans to either: the total amount of the loan or group of loans or the 
total amount of the loans or group of loans in default.

Probability of Default (PD) An estimate of the likelihood of default over a given time horizon. 
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