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Overview

During the past several years, the Financial Accounting Standard 
Board (FASB) and International Accounting Standard Board (IASB) 
have experienced extreme pressure, both internally and externally, 
to address current accounting guidance on the “Incurred Loss” (IL) 
model’s inability to prevent past and potentially future global financial 
crises.

Primarily due to the effects of the global economic crisis, the 
current IL model is viewed to have failed to alert financial statement 
stakeholders to credit losses that were imbedded within financial 
institutions’ financial statements. Thus, the IL impairment model gave 
the impression that asset valuations were higher than they should 
have been reported. Many believe that the current IL model was “too 
little, too late,” leaving financial institutions inadequately reserved for 
this crisis. This sentiment remains unchanged and will continue in the 
absence of new accounting guidance.

The FASB proposed Accounting Standard Update (ASU) will 
replace its current IL model for estimating credit losses with a new 
impairment model. The FASB refers to this new approach as the 
Current Expected Credit Loss (CECL) model. This model will try to 
estimate current uncollectable contractual cash flow within financial 
institutions’ financial instruments, while replacing multiple impairment 
models with a streamlined approach. Adoption of this standard will 
allow financial institutions to account for all current credit losses 
imbedded in portfolios with one method. This single-model approach 
will consolidate FASB current multiple impairment models for:

•	 Loans
•	 Debt securities
•	 Trade receivables
•	 Lease receivables
•	 Loan commitments
•	 Purchased Credit Impaired (PCI) assets
•	 Reinsurance receivables
•	 Other receivables that represent the contractual right to receive cash

“The global financial 
crisis highlighted the 

need for improvements 
in the accounting 

for credit losses on 
loans and other debt 
instruments held as 

investments.”

 Leslie F. Seidman, FASB 
Chairman
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Executive Summary 
•	 The current “incurred loss” impairment model will be replaced by FASB proposed “current 

expected credit loss.” 
•	 Single impairment model approach for loans, debt securities, receivables, etc. 
•	 Earlier recognition of credit losses within  loan, debt securities and receivable portfolios.
•	 Financial institutions will be required to use all current (quantitative and qualitative), historical and 

forward-looking data to develop their estimates.

Once adopted stakeholders may notice a potential impact to financial statements and ratios:

•	 Loan and other financial instruments credit loss reserves
•	 Net income
•	 Profitability ratios
•	 Equity ratios

This proposed ASU has made strides in the right direction to help financial statements become more 
valuable. Enhancements are significant and include: 

•	 Streamlining of multiple impairment models into one model that is forward looking
•	 Defining proper accounting treatment for nonaccrual loans
•	 Permitting financial institutions and other stakeholders to effectively anticipate CECL imbedded 

within financial statements
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The FASB and the IASB began a joint project to 
revise each board’s accounting guidance for financial 
instruments and credit losses, with the goal of 
developing a converged, forward-looking current 
credit loss model. At this time, the two boards created 
a joint taskforce, the Financial Crisis Advisory Group 
(FCAG), to make recommendations on improvements 
that can influence new accounting guidance.

The FCAG recommended that the boards jointly 
explore and create a converged accounting standard 
to use a forward-looking current loss model.

The two boards jointly proposed a new model, the 
Three Bucket Model (TBM). Following the proposed 
update, the FASB received multiple negative 
comments from stakeholders who viewed the model 
as too difficult to understand, implement and/or audit.

Due to these pressures, the FASB discontinued the 
development of the TBM and in December 2012, 
issued a different proposal. However, the IASB 
has decided to continue to refine the TBM, and is 
planning to have an updated proposal issued by end 
of the first quarter of 2013.

2008 2011

2009 2012

Background
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Scope
The FASB scope of this proposed ASU is broad and includes a few 
main objectives for improved reporting by: 

•	 Providing stakeholders with more decision-useful information 
about CECL imbedded within their financial statements 

•	 Reducing the complexity of current accounting guidance by 
replacing numerous existing impairment models with one 
consistent approach 

•	 Addressing the current accounting guidance limitations related 
to treatment of nonaccrual loans and Other Than Temporary 
Impairment (OTTI) securities, to mention a few. 

If approved, financial institutions will have to be prepared to 
account for the cumulative effect to their financial statements in the 
year(s) that are reported on the face of their financial statements. 
Additionally, financial institutions will have to disclose when they 
adopt this accounting principle, the nature of the change, the method 
taken to apply the change and the effect on all financial statement 
line items. 

Management will have to develop a CECL model that captures 
relevant historical data and information that accounts for current 
conditions in the market, while producing reasonable and 
supportable forecasted losses. When properly developed, the CECL 
model will allow financial institutions to report on credit losses 
that are currently imbedded in loan portfolios. Indicating that the 
CECL model will be developed to capture all available data, both 
quantitative and qualitative, for the purpose of developing financial 
institutions’ credit loss estimates. In doing so, the CECL model will 
use both internally and externally accumulated data, such as:

Historical Events:
•	 Historical loss experience of similar assets
•	 Delinquency analysis
•	 Credit ratings 
•	 Loss factors from migration data
•	 Aging analysis of the amortized cost for debt instruments that are 

past due 
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“The FASB’s proposed 
model would require 

more timely recognition 
of expected credit 
losses and more 

transparent information 
about the reasons for 
any changes in those 

estimates.”

Leslie F. Seidman,
FASB Chairman



Financial Instruments - Credit Losses

Current Conditions:
•	 Factors specific to the borrower 
•	 Industry-wide underwriting standards
•	 Current number of loans on non-accrual status, listed both by 

type and financial condition of creditor 
•	 General economic environmental factors 
•	 Credit enhancement on existing contracts

Reasonable and Supportable:
•	 Internally and externally developed forecasted economic data 
•	 Current peer data 
•	 Disaggregated at the portfolio segment level
•	 Expected credit losses using a discounted cash-flow model
•	 Geographic location, etc.

Takeaway
When applied properly and consistently, the proposed ASU will 
greatly improve the understandability of financial institutions’ financial 
statements by increasing transparency and eliminating the perceived 
timing delays of the current IL model. However, this proposal has 
received mixed reviews from many financial statement stakeholders.  
Some have indicated that the FASB position regarding adding 
forecasted information to the impairment model will not improve the 
predictably of the credit loss model, but would actually be intuitively 
opposite, creating a less predictive credit loss model. Hence, 
applying consistent application of the CECL model will be difficult, 
and may have a negative effect on financial statement comparability 
between years and different entities within the same peer group.  

Since the proposed ASU will require management development 
of complicated models – from hard-to-obtain data to forecasts of 
current projected losses – larger financial institutions may purchase 
this data through the national credit agencies, which will add cost to 
ASU implementation. Smaller financial institutions may struggle to 
find the necessary data for proper CECL model development. These 
institutions will have to internally develop a collection method to 
capture the necessary data for proper development. 

“In theory, expected 
loss [proposed CECL 
model] ALLL balances 
will normally be higher 

during normal and 
growing economic times 

than those under the 
incurred loss method 
[current model], and 

lower than those 
recorded under incurred 

loss models during 
times of economic 

stress.”

American Bankers 
Association
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Conclusion
In summary, the potential ASU will prove to be inherently subjective, 
costly and challenging for management to develop. It will require 
sophisticated Chief Financial Officers and Credit Loss Officers to 
construct and update appropriately on an annual basis. 

FASB has not established an effective date for this proposed ASU; it 
is requesting that all interested stakeholders respond with comments 
no later than April 30, 2013.  Doeren Mayhew encourages you to 
send the FASB your comments by:

1. Emailing a letter to the Technical Director at director@fasb.org.
Please include the File Reference No. 2012-260 on all comment 
letters. 

2. Mailing your written comments to Technical Director, File
Reference No. 2012-260, FASB, 401 Merritt 7, PO Box 5116, 
Norwalk, CT 06856-5116

3. Using the FASB website’s electronic feedback form. 

Doeren Mayhew clients who have questions related to this topic 
should contact their engagement team shareholder or contact us 
directly at 248.244.3073.

Robin D. Hoag
 CPA CGMA, CMC

248.709.1270

Robert Parks
CPA

248.709.1046

Catherine Bruder
CPA, CITP, CISA, 

CISM, MSPA
248.244.3295

Joseph Zito
CPA, MBA

248.244.3068
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https://www.fafsurveys.org/se.ashx?s=4CA36E9212DA4751
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