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Disclaimer
In preparing this presentation, KPMG has relied upon and assumed, without independent verification, the
accuracy and completeness of any information provided to, and/or gathered by KPMG whether from public
sources or otherwise, and accordingly KPMG express no opinion or make any representation concerning the
accuracy and completeness of any such information contained in this presentation.
The information contained in this proposal reflects prevailing conditions and KPMG’s view as of 3 June 2015.
KPMG has not undertaken to nor shall KPMG be under any obligation in any circumstances to update this
presentation or revise the information contained in this presentation for events or circumstances arising after
the 03 June 2015, and this presentation or any information contained in this presentation shall not amount to
any form of guarantee that KPMG have determined or predicted future events or circumstances.
The Actuarial Society of South Africa (ASSA) can use, publish, copy, quote, refer to or disclose this
presentation and/or the contents thereof on its website without KPMG’s prior written consent, provided KPMG
and/or KPMG Service Propriety Limited, including its directors, employees and agents, and any body or entity
controlled by or owned by or associated with KPMG or KPMG Services Proprietary Limited (collectively
“KPMG”) accepts no liability or responsibility whatsoever, resulting directly or indirectly from the use of and/or
reliance upon this presentation or the information or views contained therein, by ASSA and/or any other third
party, and/or the disclosure or referral of this presentation to any third party by ASSA, either in whole or in
part, and ASSA agrees to indemnify and hold KPMG harmless in this regard from and against any and all
claims from any person or party whatsoever, expenses, liability, loss or damages arising from or in connection
thereto.
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Background: Why IFRS 9?

Users and other
interested parties
found the
requirements of IAS 39
difficult to understand,
apply and interpret.

To eliminate a
number of
differences between
IFRS and US
GAAP
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IFRS 9 aims to be
more principlebased and less
complex

Work on IFRS 9
accelerated after strong
criticisms of IAS 39 in the
aftermath of the global
financial crises in 2007/8
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A new test to
classify and
measure financial
assets

Classification and Measurement
Financial assets
 IFRS 9:

Amortised
cost

FVTPL

FVOCI

 Classification criteria has changed significantly from IAS 39

Financial liabilities
• Same classification requirements as IAS 39:

Amortised
cost

FVTPL

• Own credit risk: change in fair value of a financial liability designated at FVTPL
attributable to changes in own credit risk generally presented in OCI with
remaining change in fair value presented in profit or loss
•
•

FVOCI = fair value through other comprehensive income
FVTPL = fair value through profit or loss
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This can be applied early,
without adopting the rest of
IFRS 9
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Financial assets - Classification
SPPI assessment

Equity
investment?

No

Yes

Held for
trading?

Yes
No

No

Are the
contractual cash
flows solely
payments of
principal and
interest?

Business model
assessment

Yes

Is business model’s
objective to hold to
collect contractual cash
flows?
No

FVTPL

OCI option?

Are assets in the
business model
managed both to collect
contractual cash flows
and for sale?

No
No

Yes

FVOCI (equity
instruments)*
 Irrevocable
 Changes in fair value
presented in OCI
 Dividends generally
recognised in P/L
 No reclassification of gains
and losses into P/L on
disposal and no impairment
recognised in P/L

FVOCI (debt instruments)*
 Interest revenue, credit
impairments & forex gain or
loss recognised in P/L same
as for amortised cost
 Other gains and losses in OCI
 On derecognition, cumulative
gains and losses in OCI
reclassified to P/L
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Yes

Yes

Amortised cost *

* FVTPL is available to eliminate or
significantly reduce accounting
mismatch
7
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Expected Credit
Losses – a more
reactive impairment
model

Scope of Impairment Model

In scope
 Debt instruments measured at amortised cost or at FVOCI.
 Loan commitments issued not measured at FVTPL.
 Financial guarantee contracts issued in the scope of IFRS 9 not
measured at FVTPL.
 Lease receivables in the scope of IAS 17.

Out of scope
 Equity investments.
 Financial instruments measured at FVTPL.
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Impairment Model
Credit quality deterioration since initial recognition

Impairment recognition
12-month expected
loss

Lifetime expected
loss

Lifetime expected
loss

Interest revenue recognition
EIR on gross
amount (excl loss
allowance)

EIR on gross amount
(excl loss allowance)

Stage 1
Performing
“The Good”

Stage 2
Under-Performing
“The Bad”

EIR: Effective interest rate
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EIR on amortised
cost (net of loss
allowance)
Stage 3
Non-Performing
“The Ugly”

Allowance for impairment

12-month expected loss
Stage 1
Performing

Lifetime expected loss
Stage 2
Under-Performing

Stage 3
Non-Performing

Significant increase in credit risk since initial recognition
• Instruments that have low credit risk are assumed
not to have increased credit risk
• Rebuttable presumption that instrument that are
30days past due has experienced significant
increase in credit risk
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A risk management
hedge accounting
model

A risk management focused hedge accounting model
Hedged Items and risks
- Risk components of non-financial items

Hedge Instruments
- All derivatives (excl some options

and
- Certain net positions and layer components
embedded derivatives)
- Aggregated positions (Combination of non- Non-derivative financial assets/liabilities (excl if
derivative and a derivative exposures)
credit risk changes in OCI)
- Inflation components in
- May exclude costs of hedging
•
Alignment
of
hedge
accounting
a fixed rate instruments
• Forward points
with
risk
management
- Equity instruments at FVOCI
• Options time value
•
More judgement needed to apply
(different to IAS 39 treatment)
new requirements
•
Hedge accounting available for a
broader range of strategies
•
Differences from current practice
•
Changes for processes and
systems

Hedge (dis)continuation
Bright line of 80% - 125% removed
Focus on:
- Economic relationship
- Presence of credit risk
- Rebalancing the hedge relationship
- Hedge ratios aligned to hedge relationship
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Additional Relief
- ‘Own use’ contracts can be measured at fair
value through profit or loss
- Can measure credit exposures managed with
credit derivatives at fair value through profit or
loss
13

The road ahead

The Road Ahead

Effective date
1 January 2018

Issue date
24 July 2014

2014

2015

2016

2017

Sep

Early adoption permitted

• “DIA” = date when entity first applies IFRS 9 requirements and must be
beginning of a reporting period after 24 July 2014
• Early adoption may require permission by local regulators e.g. EU
endorsement.
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Dec

Questions

© 2015 KPMG Services Proprietary Limited, a South African company and a member firm of the KPMG network of independent
member banks affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. The
KPMG name, logo and “cutting through complexity” are registered trademarks or trademarks of KPMG International. This
presentation is protected by copyright.

16

Modelling
considerations and
challenges

Overview of the key modelling principles
Three bucket allocation of expected credit losses: overview
Change in credit risk since initial recognition
Stage 1
Performing

Stage 2
Underperforming

Stage 3
Non-performing

Transfer
If the credit risk on the financial
asset has increased significantly
since initial recognition
Move back
If transfer conditions above
are no longer met

■ No significant deterioration in credit quality
■ 12 month expected credit losses - The
portion of lifetime expected credit losses
that represent the ECLs that result from
default events occurring within the 12
months after the reporting date, weighted
by the probability of that default occurring.

■ Significant increase in credit
risk
■ Change relates to probability of
default rather than changes in
LGD

■ Credit-impaired financial
assets (includes purchased
and originated credit-impaired
assets)

■ Rebuttable presumption that the
criterion for lifetime expected
credit losses is met if payment
are more than 30 days past due
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Expected credit loss: pre-transition
Level of modelling

Advanced
Intermediate
Simplified
Common issues

Simplified (acceptable?)

Middling (acceptable?)

Better thought out

Supporting the output of the
modelling with data will be
challenging for all firms.

■ Adoption of simplified
approach to expected credit
losses by using
management judgement to
determine provision rates for
buckets 1 and 2.

■ Modelling of PD using crude
statistical averages.
■ LGD assumptions are flat;
not adjusted for amortisation
■ Loss curves are generated
using external benchmarks.
■ Economic forecasts included
as a management overlay.

■ Satellite models to
incorporate forecasts of
macroeconomic conditions
used to adjust loss curves.
■ Loss curves exist for PD,
LGD and EAD and are
informed both by internal
and external data

Specific issues

Specific issues

Specific issues

Evidence that management
judgement is accurate and
correlated to historical data.

Justification for economic
overlays.

More difficult for senior
management to understand
complex methodology.

The ability to audit the firm’s
view of future economic
conditions and links to losses

Audit issues
to demonstrate
 How
suitability of averages in
the absence of more
sophisticated modelling?
level of application
 Does
match level of data for
development?

Likely to receive significant
pushback from auditors,
regulators and shareholders.
Forward looking MI not
possible.
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Insufficient granularity in PD
development.
Transition matrices in the lower
credit grades tend to be sparse
and destabilising.

The ability to have meaningful
economic scenarios that are
consistently rolled out.
Significant model overheads.
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Calculation/Determination
One Year Expected Loss & Lifetime Expected Loss

The generalised formula for calculating a one year expected loss is given by the following:

EL1 yr = (Exposure)(PD1 year|1 year EO)(LGD1 year | EO)

The generalised formula for calculating lifetime expected loss is given by the following for maturities
that are greater than or equal to 2 years:

ELLife = EL1 year + ∑d(Marginal lossesn) = (Exposureyear 1)(PD1 year | 1 year EO)(LGD1 year | EO)
n = Maturity

+ ∑ d [(Exposureyear n)(PDn year | n year EO)(LGDn year | EO)
n=2
z = n-1

-∑
d [(Exposureyear z)(PDz year | z year EO)(LGDz year | EO)
z=1
For maturities that are not whole years, a straight line interpolation between the two closes whole years should produce an
appropriate approximation of the lifetime impairment.
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Expected Credit Loss Stage 1:
12 Month Expected Loss Example

© 2015 KPMG Services Proprietary Limited, a South African company and a member firm of the KPMG network of independent
member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. The KPMG
name, logo and “cutting through complexity” are registered trademarks or trademarks of KPMG International. This presentation is
protected by copyright.

21

Expected Credit Loss Stage 2 & 3:
Lifetime Expected Losses Example
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IFRS 9: Expected Credit Losses
Number of models

■ Principles of modelling start with portfolio
segmentation.

Types of models
• 1 year EL (PD, LGD, EAD)
• Lifetime EL (Models for term
structure; behavioural maturity;
economic overlay)

■ Key requirements are:
– Appropriateness of data used in development with
what the model will be used for.
– Sufficiency of data to build robust models.
■ Sheer volume of potential models is daunting.

Potential
segmentation just
for Retail
mortgages:
• First mortgages
• Second
mortgages
• Fixed/variable
• .....etc

Models to
determine
significant
credit
deterioration
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Audit issues



Has the firm appropriately segmented
the portfolio?



Has it looked at population stability?



Has the firm used a statistical model to
determine significant credit
deterioration? How do we test that it is
appropriate?
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Key technical / modelling battlegrounds (1)

Significant deterioration






Alignment with internal risk management processes and documentation/governance around that process.
Agreement/sensitivity to the specific grade shifts and whether to use varying amount of notches depending on where in the credit
scale you are (e.g. one or three notches down may be considered appropriate based on the types of portfolio?).
Determination of where the 30 days back stop might be suitable for niche portfolios in spite of Basel Committee AEG guidance.
Appropriate level of operational complexity of determining significant credit deterioration is linked with the banks appetite for
volatility in P&L.

Maturities




Calculation and methodology for behavioural maturities (e.g. for credit cards).
Treatment for non-revolving facilities with behaviourally extended lives that are not covered off contractually (e.g. certain
commercial real estate loans).
Application to modified assets




Modified assets are subject to the same symmetrical treatment i.e. could revert back to 12-month EL. Need to monitor the
performance of modified assets such as setting specific conditions to assess whether the credit risk of the modified assets
has improved over an appropriate defined period of time before moving back to Stage 1 (not an immediate transfer).
Alignment of modification of assets to regulatory definition and assessment of forbearance (EBA guidance).

Data quality and limitations – undue cost and effort





Identification of missing variables and approach to fixing this e.g. amortisation profiles; EIR etc.
Original rating grades for determination of significant deterioration and what is the mitigation for missing information.
Complexity in data capture required for disclosures e.g. tracking the movement in assets (loss allowance and gross carrying amount)
between Stage 1, Stage 2 and Stage 3 by types of loan exposure.
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Key technical / modelling battlegrounds (2)

Practical expedient of low-credit risk threshold




The Basel Committee AEG expects that this practical expedient would be rarely applied by the banks given that assessment of credit risk should be a core
competency of banks.
IFRS 9 guidance on low-credit risk threshold is intended for only non-retail portfolios e.g. Some banks view that it is more relevant for high rated sovereign
bonds/FI securities.

90

90 days past due rebuttable presumption of default




Need to model a 90 days past due default for IFRS 9 vs 180 days past due default definition allowed by the
PRA for residential mortgage portfolios in the UK.
Alignment (or lack of) of IFRS 9 definition of default with Basel regulatory definition of default.

Delinquency plus vs behavioural score approach







:
A more ‘formulaic’ approach combining back stop approach with additional factors that might mean ‘significant
deterioration’ such as location, bureau scores, movement on other accounts etc.
Pure delinquency model becoming restricted through the BCBS AEG papers.
More backward looking.
A potentially more forward looking approach and predictive than delinquency plus (although the plus element aims to
bring in the forward looking).
Need to calibrate/establish what significant deterioration will mean across the behavioural score line and whether it
will be consistent at all points in the scale. Costs of scoring everyone if not previously scored.
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Key technical / modelling battlegrounds (3)

Leveraging existing IRB models







Emerging consensus seems to exist around leveraging existing materials where possible.
Need to review appropriateness/suitability of existing models at a granular model level (e.g. around definition
of default; assessment of degree of cyclicality; assessment of conservative add-ons).
Need for broader model coverage outside of the IRB model suite, particularly for niche portfolios, low default
portfolios or run-off portfolios where regulatory models can’t or haven’t been developed.
Degree to which you can run common discrimination models with separate calibrations between regulatory
and accounting.
The main focus of many existing risk models is to generate a conservative enough number to get regulators
happy. The appropriateness of these calibrations or formulations may not sit well with "true and fair“.

Stress-testing





In order to develop lifetime expected loss calculations through development of term
structures for PD and LGD, then examination of the regulatory and business level stress
testing exercises to understand how they can be re-purposed for IFRS9.
Need for enhanced governance around stress-testing approaches that were developed
tactically for EBA/PRA exercises in 2014.
Enhancement of mechanism for cascading high level economic scenario forecasts into key
risk factor drivers for underlying credit risk models.
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Key technical / modelling battlegrounds (4)

Economic forward guidance









Real challenges over the development of the relevant factors, generating the data points and establishing
the appropriate governance.
Need to incorporate sufficient ‘forward-looking’ information into identifying significant increase in credit
risk before delinquency (without falling back too much on the 30 days back stop).
How to translate changes in actual and forecast macro-economic factors into quantitative estimates of ECLs
(particularly LGDs).
Frequency of sourcing/updating forecast macro-economic data (e.g. monthly, quarterly etc).
Frequency of performing PD and LGD projections using forecast macro-economic data (e.g. monthly,
quarterly etc).
Alignment of forecast macro-economic factors and data with management expectations.

Key modelling parameters










Discounting approach used compared with regulatory mechanism.
Consideration of ‘interest foregone’ and how that has been included in the LGD calculation.
Development of LGD over life of loan due to amortisation of the loan amount profile over time.
Sensitivities to key assumptions – what things are driving the increase compared with existing provision
amounts.
How much can be done (or do you want to do) on a portfolio basis rather than at loan level.
LGDs are tough to determine on a 12 month basis for some portfolios, yet alone lifetime LGD. Even in stress
testing this is normally not done very well.
LGD PD correlation in portfolios like CRE. Basel models assumed these to be independent and have since back
tracked to slotting
IFRS 9 forces banks to model risk in portfolios where insufficient data exists, broader education across the bank
needs to take place on model limitations.

© 2015 KPMG Services Proprietary Limited, a South African company and a member firm of the KPMG network of independent
member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. The KPMG
name, logo and “cutting through complexity” are registered trademarks or trademarks of KPMG International. This presentation is
protected by copyright.

27

How will firms be
impacted
summary

Benchmarking headlines
Key themes emerging

1

Data is an issue – especially when
sourcing from non-finance systems,
for example, amortisation profile.
■ Data quality is inconsistent and a
number of assumptions were made for
the purposes of high-level impact
analysis

2

■ Embedding an expectation of future
economic conditions in a robust way is
causing firms to rethink their
governance and controls for the future.

■ Firms are using their IFRS
9programmes to fix some legacy issues

3

There is significant volatility in the
provisioning and ultimately regulatory
capital depending on a firms view of
future economic conditions.
■ We have reconciled the output of our
benchmarking survey to other work
performed (under base and stressed
scenarios) and the results indicated a
large degree of pro-cyclicality.
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There are divergent views on the
usefulness of existing model architecture.
■ Where expected loss estimates greater
than 12 months are required these are
challenging to produce and require new
methodologies.

4

Most firms have not yet worked through the
full potential regulatory impact of IFRS 9.
■ The majority of firms who have completed
their assessment on the potential
regulatory impact of IFRS 9 on Tier 1
capital are concerned with the impact of
“standardised” portfolios. They are
concerned how the prudential regulators
will allow them to aggregate the excess
expected loss calculation for “advanced
portfolios”.
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Summary of impacts

IFRS 9 is more than just an accounting change and will impact clients across a number of areas:

Provisions

Over half of the firms surveyed in a recent benchmarking study expect
provisions to increase by up to 50% across all loan asset classes

Capital requirements

The majority of banks surveyed expect their IFRS 9 Expected Loss to be
higher than their current regulatory EL. The impact to capital requirements
will be dependant on regulatory rules regarding EL treatment.

Risk data

Companies need to consider the best information available (without undue
cost or effort) in order to measure changes in credit risk.

Governance

Increased transparency around credit risk measurement and robust
controls around the production of financial statements are needed.

Risk Management

Firms will need some way of calculating the components of expected loss;
model design and integration with strategic processes (e.g. capital
management, pricing) will be important.
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Basel III vs. IFRS 9

IFRS 9 vs Basel

Start Loan

Banks will need to find a way
to integrate their existing Basel
II IRB Credit Risk infrastructure
with IFRS 9 requirements:

• Consistency in default definitions
between Basel or IFRS definitions may
need to be established;

Process

IRB Data Generated

• Enhancements to the existing IRB data
marts to extract required IFRS 9 metrics;

Application

•
•
•
•
•
•
•
•

Generate
Initial
Rating
(PD%, LGD)

Capture
Customer
Info.

Customer Industry
Financial Statements
Company Structure
Company Type
Guarantee Information
Related Party Info
Collateral Information
Other

Qualitative

Loan
Origination

Risk
Monitoring
&
IFRS 9
Tracking

Quantitative
•
•
•
•
•
•
•

IRB
Risk
Models

PD%
LGD
EAD
Internal Rating
RAROC
Limits
Economic Cap.

IRB
Credit Risk Data Mart

• Risk Mitigation
• Annual Review and
annual rating
• Collateral
Management
• Loan Covenants
• Limits Monitoring
• Customer Behaviour
• Override Information
• Collateral Valuation

• Include the IFRS 9 stage triggers into
the IRB credit risk monitoring processes
and automate the processes along with
normal day to day credit risk monitoring;
• Keeping both Basel II and IFRS 9
lifetime expected loss metrics and
calculations in the same place for
validation and audit trail purposes.

The Basel II IRB Approach and the IFRS expected cash flow
approach calculations both have the following inputs
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Basel II

=

PD

X

LGD

X

EAD

IFRS

=

PD

X

LGD

X

EAD
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Questions
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