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Anticipating and benchmarking variance in IFRS9
expected credit losses

As institutions start reporting provisions and allowances under IFRS9, the forward looking, point-
in-time measurement of expected credit losses they publish will likely be more sensitive to the
surrounding economic environment than the through-the-cycle measurements used as a basis
for the capital adequacy ratio. As the next economic cycle unfolds, the quality of the institution's
models calibration, and the presence of observable downturn in historical data are bound to have
immediate implications for provisions, especially in cases the economic scenario deteriorates to
levels that have not been seen before in available historical portfolio data.

In this context, many institutions are designing their model overlay with a view to manage
macroeconomic forecast uncertainty and model risks. For this purpose, aside from the

expected credit losses, risk management teams can provide the finance department with more
measurements to anticipate variability and uncertainty levels around expected credit losses. This
document discusses risk measurements that can be leveraged to achieve these objectives.

Alignment of macroeconomic outlook with risk appetite statement

In terms of financial reporting, a primary consequence of the IFRS 9 forward-looking approach is
the necessity for each institution to define its own macroeconomic outlook and provide clarity on
the associated provision levels. To prepare for questions from financial analysts, financial reports
should present macroeconomic scenarios that articulate a fair representation of the institution's
risk appetite. At the same time, the reported provision levels should vary in reasonable proportions
compared to the economic trends and systemic risk characterized in the scenario assumptions.

To help prepare the financial report, the governance team should assist with selecting scenario
assumptions in a way that is relevant to the portfolio risk exposure in terms of geographies,
industries, and customer segments for each sub-portfolio and asset class. The quality of that
practice will help financial analysts formulate an opinion about the institution’s governance process
through the level of details provided about the economic outlook, the alternative forecast scenarios
in use, their relative weight, and their alignment with the institution's portfolio characteristics.

Best practices in designing macroeconomic scenarios consist in revisiting the consensus view
among economists on a monthly or quarterly basis, so as to formulate a baseline assumption.
Following this, alternative macroeconomic scenarios can be built through the application of stress
onto the baseline forecast, leveraging a global macroeconomic model. Each alternative scenario
narrative selected for the IFRS 9 exercise can then be identified within the distribution of economic
cycles (historic or simulated) and, in turn, its probability evaluated and then updated regularly
(Figure 7).
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Expected credit losses are computed for each scenario and aggregated according to each respective
probability. The economic narrative typically identifies the trigger of the scenario taking place in

any geography and articulates its impact on the local economy, associated market forecasts, and

macroeconomic time series. All time-series are then drilled down geographically to allow meaningful

analysis of the impact on the portfolio counterparties, associated expected credit losses, and provision levels.

FIGURE 1. SCENARIO DESIGN AND PROBABILITY
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Managing the evolution of macroeconomic assumptions

In communicating their views on the macroeconomic outlook, the governance team needs to anticipate
and clarify how the evolution of assumptions, quarter-on-quarter, are translated into adequate trends

in provision levels. If these trends do not align, a review of the financial reports can lead to either of two
situations: unexpected movements in provision amounts, which would raise questions about the nature of
the risks held in the portfolio, and conversely, inadequate stagnation of provision levels, which would raise
questions about the institution’s governance practice.

For this purpose, the ability of an institution to evaluate and update the probability of their macroeconomic
assumptions on a regular and timely basis represents a key driver of the quality of its reporting. It
demonstrates responsiveness to the evolution of the current macroeconomic conditions, but more
importantly, the evolution of the assumptions probability can actually provide a solid basis to justify the
evolution of provision levels as the economic cycle unfolds.

Anticipating variance in IFRS 9 expected credit losses

To provide time for governance decisions and pre-emptive portfolio management actions, the expected
credit losses and related communication between the risk management team and the finance department
might benefit from additional measurements quantifying the uncertainty in the expected credit losses
forecast.

One approach is to define a time horizon and a confidence level to characterize the expected credit loss
variance. For this purpose, measuring the standard deviation in the forecast loss distribution, over the given
time horizon, seems a logical answer. This measurement is similar to economic capital, but addresses a lower
percentile in the distribution, and is therefore a less computationally intensive requirement.

An important difference though, is that economic capital is a through-the-cycle measurement, whereas

IFRS 9 measurement is point-in-time. As a result, the loss distribution should be computed for multiple
scenario assumptions. An adequate measurement of expected credit loss volatility might therefore include a
weighted average of each conditional standard deviation of losses computed under different scenarios, while
each scenario weight can be derived from the macroeconomic distribution illustrated in Figure 1.
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This calibration would operate adequately for a portfolio consisting of only stage 2 assets. However, aside
from the calibration of the intrinsic volatility of expected credit losses, another source of provision volatility
is the transition of assets from stage 1to stage 2. An appropriate measurement for stage transition-related
variance can then be defined as the additional expected credit loss requirement incurred for each stage 1
loan, upon potential future transition, weighted by the loan probability of transition over the given time
horizon. To estimate the probability for a stage 1 asset to transition to stage 2, one can first determine the
PD threshold at which a stage transition would occur in relation to the asset original PD and the stage
attribution rules. Then one can locate the threshold within the statistical distribution of forecasted PD,
over the required time horizon (Figure 2). This way, the resulting measurement provides a forward-looking
anticipation of the “cliff” between one-year and lifetime expected credit losses, which can gradually unfold
over the given time horizon. The resulting amount can be used as part of an overlay framework as a stage
transition becomes increasingly probable.

FIGURE 2. MEASUREMENT OF ECL VARIANCE AND STAGE TRANSITION PROBABILITY

IFRS9
ECL

Annualized
Point in Time
PD

Time Time
— Loss Distribution — PD Distribution
— Actual ECL — Actual PiT PD

Overall, this methodology provides the institution with additional information about anticipated provision
trends and variance, allowing for sufficient time to manage volatility, within a defined time horizon and level
of confidence.

Benchmarking the variance of IFRS 9 Expected Credit Losses

Aside from this framework - IFRS 9 measurements being disclosed to the market and bound to be compared
across institutions - the risk management committee might also want to analyze each portfolio segment

in relation to comparable market-wide observations. A practical solution for this framework is to establish
benchmarks of market-wide and industry-wide credit forecasts under the same IFRS 9 scenarios as the ones
applied to the institution’s portfolio.

FIGURE 3. TREND IN PORTFOLIO ECL VERSUS MARKET-WIDE ECL CALCULATED UNDER CONSISTENT SCENARIOS

ECL ECL ECL

— e T~

I Ll f Time T Time
Increasing ECL Increasing ECL Portfolio relative deterioration
consistent with market wide while market wide ECL while market wide ECL reflects
ECL remains stable a confirmed recovery

— Market ECL — Modeled ECL

As illustrated in Figure 3, an increasing level of expected credit loss in a portfolio segment might be consistent
with a market-wide observation for the same industry and geography. This observation indicates that the
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change in provision might be relevant to an overall economic deterioration. Conversely, stable levels of
expected losses can actually be interpreted as a relatively negative pattern compared to a market-wide
measurement, indicating that the institution’s specific exposure is lagging in leveraging a confirmed economic
recovery. If implemented for each portfolio segment, trends can be identified in comparison to reasonable
expectations, based on market-observation , and assist portfolio managers in their decision-making process.

Conclusion

Aside from the challenges involved in producing IFRS 9-compliant expected credit losses, monitoring and
managing provision levels alone are important aspects of a disclosure framework that need to be considered.
Financial reports must provide clarity on how risk measurements feed into the overarching governance
process. They also need to provide clarity on the impact of changes in provisions on their alignment with the
evolution of systemic risk represented in the economic outlook, in accordance to the stated risk appetite

of the institution. To manage this communication, a transparent, auditable, and consistent monitoring
framework can be put in place. In doing so, risk management and finance teams can leverage additional
measurements to anticipate portfolio management actions, accounting for the economic outlook such as
credit loss distributions, stage transition probability and market-wide reference points.
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