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Electing the Fair Value Option  
Instead of CECL? Know the Risks
bY SOHINI cHOWDHUrY 

Some recent public disclosures by institutions indicate that some lenders are evaluating electing fair value 
accounting, also known as the fair value option, or FVO, in lieu of applying the Current Expected Credit 
Losses1 standard. What is the FVO and how does it compare with CECL?

CECL, the Financial Accounting Standards 
Board’s 2016 guidelines on loss accounting, 
requires institutions to book losses expected 
over the entire life of the scoped-in financial 
instruments, including loans they hold, as 
soon as those instruments are originated 
or acquired. Assuming all else equal, loans 
made to borrowers with poor credit have a 
higher propensity to default. This means that 
higher reserves are to be recorded against 
such loans under CECL on day one—the day 
these loans are originated. Therefore, some 
in the industry feel that CECL will penalize 
subprime lenders disproportionately. So, it 
comes as no surprise that lenders who cater 
primarily to less pristine borrowers are evalu-
ating an alternative accounting measure—
the FVO. 

Why are lenders considering the FVO?
Under the FVO, assets within the scope 

of CECL will be allowed an irrevocable elec-
tion, at the date of transition to CECL, to be 
measured at their fair value on the balance 
sheet with periodic adjustments being im-
mediately recognized into income. The fair 
value of assets is based on the notion of an 
exit price, defined as the price that would be 

1 http://www.ir.creditacceptance.com/static-files/34a6700b-
4cc0-4608-b936-2b9a412646e2

 https://investor.oportun.com/static-
files/6f2b7d28-56f7-4f94-b0ab-2760a96f0e9f

 http://ir.consumerportfolio.com/static-files/57c3f896-d4d6-
45ea-802e-f8acdd2b85f1

received to sell an asset or paid to transfer 
a liability in an orderly transaction between 
market participants at the measurement 
date. In the absence of an actively traded 
market, determining the exit price for loans 
is a complex exercise. Therefore, it is less 
common to use the FVO for loans. Despite 
this, some lenders, especially those in the 
subprime space, started to seriously evalu-
ate the FVO as an alternative to CECL after 
the FASB issued the Accounting Standard 
Update 2019-05 called Targeted Transition 
Relief. The May 2019 update gives lenders 
the option to irrevocably elect the FVO on an 
instrument-by-instrument basis for eligible 
financial assets measured at amortized cost 
basis upon adoption of the credit losses stan-
dard. This allows lenders to elect the FVO 
not only for newly originated or purchased 
loans, but also for existing loans that were 
historically measured at amortized cost at 
the time of CECL adoption.  

It is not hard to see why the FVO is an 
enticing option for subprime lenders. One of 
the most common complaints about CECL 
is that it forces a lender to book a reserve for 
the losses expected over the entire life of the 
asset immediately on day one, while any re-
turns (interest income) are recognized gradu-
ally over the life of the asset. This inherent 
timing mismatch becomes exacerbated in 
the subprime market where the riskier assets 
will likely require a greater reserve number. 

In some cases, the large initial expense will 
outweigh the benefit of the potential higher 
returns. Lenders worry that since the loss 
reserves under CECL will not necessarily align 
with the actual cashflows, financial results 
presented to investors will project an inaccu-
rate picture of their businesses’ health. This 
leaves lenders with three options: accept the 
challenge and move forward under CECL, 
choose to not underwrite the loan, or utilize 
the FVO. Those considering the third option 
should know that, unfortunately, the FVO 
too has its own set of challenges.

Look beyond day one
Neither the CECL allowance calculation 

nor the fair value determination is a onetime 
exercise. Regardless of which method is 
chosen, it must be repeated every quarter, 
with the changes recorded in the income 
statement. This is where the FVO, with its 
potential for higher earnings volatility, feels 
less attractive than CECL. The main sources 
of volatility over the next two years are the 
risk of an economic downturn and the risk of 
rising interest rates. 

Risks abound with the FVO
With major economies around the world 

struggling with slowing growth and fac-
ing numerous downside risks, an economic 
downturn over the next two years is highly 
probable. That, and the associated uncer-

http://www.ir.creditacceptance.com/static-files/34a6700b-4cc0-4608-b936-2b9a412646e2
http://www.ir.creditacceptance.com/static-files/34a6700b-4cc0-4608-b936-2b9a412646e2
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tainty, will likely have an adverse impact 
on portfolios measured using either CECL 
estimates or fair value. When it comes to 
the subprime market, assets at fair value 
will likely see increased volatility because 
the exit price used in fair value calculations, 
unlike the transaction price or entry price, 
incorporates the entire gamut of possible 
risks facing the lender, including interest 
rate, liquidity, reputational, credit, counter-
party, policy, geopolitical, process, political, 
cyber, operational, etc. Adverse events in 
any one of these can dent the valuation of a 
company’s loan book. For example, the rep-
utational risk for lenders electing the FVO is 
particularly significant. Subprime portfolios 
have earned a hard-to-shake-off ugly repu-
tation after the 2008-2009 financial crisis. 
With the first signs of stress in the economy, 
subprime loans likely will find no takers, 
puncturing their valuations. The ensuing 

liquidity crunch will force the central banks 
of the world to intervene. A liquidity short-
age can also strike in an economy running 
at full employment with well-capitalized 
banks—the brief episode of panic in the 
U.S. repo market in mid-September was a 
stark reminder. 

Interest rates have a direct impact on the 
market valuation of portfolios. All else equal, 
rising interest rates can erode the portfolio’s 
value and the FVO election irrevocability 
clause will leave the lender with no exit 
route. This is a real concern because in the 
current historic low interest rate environ-
ment, it is just a matter of time before grow-
ing wage and inflation pressures eventually 
push up rates. 

In contrast, CECL incorporates only credit 
risk, that is, the risk of a borrower defaulting. 
That is not to say that CECL will not result 
in volatile quarter-over-quarter earnings, 

but the primary driver of that volatility will 
be economists’ inability to precisely predict 
the future economy. Estimating CECL re-
serves based on multiple scenarios is a way 
to dampen the noise in economic forecasts 
and, in the process, also in the loss esti-
mates, as explained here.

The takeaway
Electing the FVO in lieu of CECL might 

save subprime lenders from having to book 
large reserves on the new accounting stan-
dard adoption date. However, the risks as-
sociated over time with the FVO irrevocable 
election are significant. The greatest risk is 
the potential for high quarter-over-quarter 
volatility in valuations, especially in the cur-
rent uncertain economic environment. Lend-
ers should evaluate this trade-off carefully 
when deciding whether to elect CECL or the 
FVO under the new accounting rule. 

https://www.moodysanalytics.com/-/media/article/2019/cecl-forecast-uncertainty.pdf


MOODY’S ANALYTICS

4  December 2019 

About the Author

Sohini Chowdhury is a director and senior economist with Moody’s Analytics. She specializes in macroeconomic modeling and forecasting, scenario design and market 
risk research, with a special focus on stress-testing and CECL applications. Previously, she led the global team responsible for the Moody’s Analytics market risk forecasts 
and modeling services while managing custom scenarios projects for major financial institutions worldwide. An experienced speaker, Sohini often presents at client 
meetings and industry conferences on macroeconomic models, scenarios and CECL solutions. Sohini holds a PhD and a master’s degree in economics from Purdue 
University, and a master’s degree in applied statistics from West Chester University in Pennsylvania. Before joining Moody’s Analytics in 2011, she taught economics at 
the University of Cincinnati.



  About Moody’s Analytics

Moody’s Analytics provides fi nancial intelligence and analytical tools supporting our clients’ growth, effi ciency 

and risk management objectives. The combination of our unparalleled expertise in risk, expansive information 

resources, and innovative application of technology helps today’s business leaders confi dently navigate an 

evolving marketplace. We are recognized for our industry-leading solutions, comprising research, data, software 

and professional services, assembled to deliver a seamless customer experience. Thousands of organizations 

worldwide have made us their trusted partner because of our uncompromising commitment to quality, client 

service, and integrity. 

Concise and timely economic research by Moody’s Analytics supports fi rms and policymakers in strategic planning, product 
and sales forecasting, credit risk and sensitivity management, and investment research. Our economic research publications 
provide in-depth analysis of the global economy, including the U.S. and all of its state and metropolitan areas, all European 
countries and their subnational areas, Asia, and the Americas. We track and forecast economic growth and cover specialized 
topics such as labor markets, housing, consumer spending and credit, output and income, mortgage activity, demographics, 
central bank behavior, and prices. We also provide real-time monitoring of macroeconomic indicators and analysis on timely 
topics such as monetary policy and sovereign risk. Our clients include multinational corporations, governments at all levels, 
central banks, fi nancial regulators, retailers, mutual funds, fi nancial institutions, utilities, residential and commercial real 
estate fi rms, insurance companies, and professional investors.

Moody’s Analytics added the economic forecasting fi rm Economy.com to its portfolio in 2005. This unit is based in West Chester 
PA, a suburb of Philadelphia, with offi ces in London, Prague and Sydney. More information is available at www.economy.com.

Moody’s Analytics is a subsidiary of Moody’s Corporation (NYSE: MCO). Further information is available at 
www.moodysanalytics.com.

DISCLAIMER: Moody’s Analytics, a unit of Moody’s Corporation, provides economic analysis, credit risk data and insight, 
as well as risk management solutions.  Research authored by Moody’s Analytics does not refl ect the opinions of Moody’s 
Investors Service, the credit rating agency.  To avoid confusion, please use the full company name “Moody’s Analytics”, when 
citing views from Moody’s Analytics.

About Moody’s Corporation

Moody’s Analytics is a subsidiary of Moody’s Corporation (NYSE: MCO).  MCO reported revenue of $4.4 billion in 2018, 
employs approximately 13,100 people worldwide and maintains a presence in 42 countries. Further information about 
Moody’s Analytics is available at www.moodysanalytics.com.



© 2019 Moody’s Corporation, Moody’s Investors Service, Inc., Moody’s Analytics, Inc. and/or their licensors and affi liates (collectively, “MOODY’S”). All 
rights reserved.

CREDIT RATINGS ISSUED BY MOODY’S INVESTORS SERVICE, INC. AND ITS RATINGS AFFILIATES (“MIS”) ARE MOODY’S CURRENT OPIN-
IONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND MOODY’S 
PUBLICATIONS MAY INCLUDE MOODY’S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMIT-
MENTS, OR DEBT OR DEBT-LIKE SECURITIES. MOODY’S DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS CONTRAC-
TUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT. CREDIT RATINGS 
DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. 
CREDIT RATINGS AND MOODY’S OPINIONS INCLUDED IN MOODY’S PUBLICATIONS ARE NOT STATEMENTS OF CURRENT OR HISTORICAL 
FACT. MOODY’S PUBLICATIONS MAY ALSO INCLUDE QUANTITATIVE MODEL-BASED ESTIMATES OF CREDIT RISK AND RELATED OPINIONS 
OR COMMENTARY PUBLISHED BY MOODY’S ANALYTICS, INC. CREDIT RATINGS AND MOODY’S PUBLICATIONS DO NOT CONSTITUTE OR 
PROVIDE INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT AND DO NOT PROVIDE 
RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. NEITHER CREDIT RATINGS NOR MOODY’S PUBLICATIONS 
COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MOODY’S ISSUES ITS CREDIT RATINGS AND PUB-
LISHES MOODY’S PUBLICATIONS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL, WITH DUE CARE, MAKE 
ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE. 

MOODY’S CREDIT RATINGS AND MOODY’S PUBLICATIONS ARE NOT INTENDED FOR USE BY RETAIL INVESTORS AND IT WOULD BE RECKLESS 
AND INAPPROPRIATE FOR RETAIL INVESTORS TO USE MOODY’S CREDIT RATINGS OR MOODY’S PUBLICATIONS WHEN MAKING AN INVESTMENT 
DECISION. IF IN DOUBT YOU SHOULD CONTACT YOUR FINANCIAL OR OTHER PROFESSIONAL ADVISER.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT LAW, AND NONE OF SUCH IN-
FORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIB-
UTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY 
MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY’S PRIOR WRITTEN CONSENT. 

All information contained herein is obtained by MOODY’S from sources believed by it to be accurate and reliable. Because of the possibility of human 
or mechanical error as well as other factors, however, all information contained herein is provided “AS IS” without warranty of any kind. MOODY’S 
adopts all necessary measures so that the information it uses in assigning a credit rating is of suffi cient quality and from sources MOODY’S considers to 
be reliable including, when appropriate, independent third-party sources. However, MOODY’S is not an auditor and cannot in every instance indepen-
dently verify or validate information received in the rating process or in preparing the Moody’s publications. 

To the extent permitted by law, MOODY’S and its directors, offi cers, employees, agents, representatives, licensors and suppliers disclaim liability to any 
person or entity for any indirect, special, consequential, or incidental losses or damages whatsoever arising from or in connection with the information 
contained herein or the use of or inability to use any such information, even if MOODY’S or any of its directors, offi cers, employees, agents, representatives, 
licensors or suppliers is advised in advance of the possibility of such losses or damages, including but not limited to: (a) any loss of present or prospective 
profi ts or (b) any loss or damage arising where the relevant fi nancial instrument is not the subject of a particular credit rating assigned by MOODY’S.

To the extent permitted by law, MOODY’S and its directors, offi cers, employees, agents, representatives, licensors and suppliers disclaim liability for 
any direct or compensatory losses or damages caused to any person or entity, including but not limited to by any negligence (but excluding fraud, will-
ful misconduct or any other type of liability that, for the avoidance of doubt, by law cannot be excluded) on the part of, or any contingency within or 
beyond the control of, MOODY’S or any of its directors, offi cers, employees, agents, representatives, licensors or suppliers, arising from or in connection 
with the information contained herein or the use of or inability to use any such information.

NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR 
PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY’S IN ANY FORM OR MANNER 
WHATSOEVER.

Moody’s Investors Service, Inc., a wholly-owned credit rating agency subsidiary of Moody’s Corporation (“MCO”), hereby discloses that most issuers 
of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by Moody’s Investors 
Service, Inc. have, prior to assignment of any rating, agreed to pay to Moody’s Investors Service, Inc. for appraisal and rating services rendered by it fees 
ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies and procedures to address the independence of MIS’s ratings 
and rating processes. Information regarding certain affi liations that may exist between directors of MCO and rated entities, and between entities who 
hold ratings from MIS and have also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at www.moodys.
com under the heading “Investor Relations — Corporate Governance — Director and Shareholder Affi liation Policy.”

Additional terms for Australia only: Any publication into Australia of this document is pursuant to the Australian Financial Services License of MOODY’S 
affi liate, Moody’s Investors Service Pty Limited ABN 61 003 399 657AFSL 336969 and/or Moody’s Analytics Australia Pty Ltd ABN 94 105 136 972 
AFSL 383569 (as applicable). This document is intended to be provided only to “wholesale clients” within the meaning of section 761G of the Corpora-
tions Act 2001. By continuing to access this document from within Australia, you represent to MOODY’S that you are, or are accessing the document 
as a representative of, a “wholesale client” and that neither you nor the entity you represent will directly or indirectly disseminate this document or its 
contents to “retail clients” within the meaning of section 761G of the Corporations Act 2001. MOODY’S credit rating is an opinion as to the creditwor-
thiness of a debt obligation of the issuer, not on the equity securities of the issuer or any form of security that is available to retail investors. It would 
be reckless and inappropriate for retail investors to use MOODY’S credit ratings or publications when making an investment decision. If in doubt you 
should contact your fi nancial or other professional adviser.

Additional terms for Japan only: Moody’s Japan K.K. (“MJKK”) is a wholly-owned credit rating agency subsidiary of Moody’s Group Japan G.K., which is 
wholly-owned by Moody’s Overseas Holdings Inc., a wholly-owned subsidiary of MCO. Moody’s SF Japan K.K. (“MSFJ”) is a wholly-owned credit rating 
agency subsidiary of MJKK. MSFJ is not a Nationally Recognized Statistical Rating Organization (“NRSRO”). Therefore, credit ratings assigned by MSFJ 
are Non-NRSRO Credit Ratings. Non-NRSRO Credit Ratings are assigned by an entity that is not a NRSRO and, consequently, the rated obligation will 
not qualify for certain types of treatment under U.S. laws. MJKK and MSFJ are credit rating agencies registered with the Japan Financial Services Agency 
and their registration numbers are FSA Commissioner (Ratings) No. 2 and 3 respectively.

MJKK or MSFJ (as applicable) hereby disclose that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and 
commercial paper) and preferred stock rated by MJKK or MSFJ (as applicable) have, prior to assignment of any rating, agreed to pay to MJKK or MSFJ (as 
applicable) for appraisal and rating services rendered by it fees ranging from JPY200,000 to approximately JPY350,000,000.

MJKK and MSFJ also maintain policies and procedures to address Japanese regulatory requirements.


