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Abstract 
Failure in the timely adjustment of the reserve levels based on reasonable anticipation of future conditions was turned out to be the major 

drawback of the Allowance for Loan and Lease Losses (ALLL) accounting standard during the great recession of 2007-2008.1 The major 

issue during the time of crisis was that the unfavorable economic conditions was not taken into consideration for the calculations of losses 

under the ALLL method. Because of that reserves were not adjusted for the expected losses in the future. In 2011, The OCC (Office of the 

Comptroller of the Currency) and Fed (US Federal Reserve) anticipated that the allowances in the industry would increase by 30% to 50%.2 

But since the expectations of the economy has changed drastically since then, many economist have predicted that the increase in the industry 

allowances would not be significant. Keefe, Bruyette & Woods, Inc., an investment banking firm headquartered in New York City predicted 

in September 2015 that the median increase in ALLL for small and mid-size bank will be meagre 3%.2 

After the great recession, Financial Accounting Standards Board (FASB) reviewed how financial institutions are estimating the losses in the 

ALLL calculation. Various weaknesses in the existing incurred loss model (ALLL) were exposed, which included complexity and delay in 

recognition of credit losses. At the time of review, The FASB and the International Accounting Standards Board (IASB) discussed and 

proposed many approaches to correct the damage. Ultimately the final resolution was to make a new accounting standard altogether that 

should accelerate recognition of credit losses and CECL come into the picture. CECL requires the estimation of expected losses over the life 

of the loans, and is forward looking approach to make the allowances by giving consideration to the future economic outlooks and the life of 

the loan. The major expectation of the FASB while introducing this new standard – CECL is that it will improve the liquidity, stability and 

financial reporting of the financial institutions, and will necessitate the timey recording of credit losses on loans. 

After much discussions and review, the Financial Accounting Standards Board finally issued ‘Measurement of Credit Losses on Financial 

Instruments’ in June 2016,3 which contained the methodology for the current expected credit losses (CECL) for estimating allowances for 

credit losses loans and other financial instruments. As per the CECL methodology, financial institutions requires a determination of the 

expected amount to be collected on a portfolio of originated loans from day one till the entire life of the loan. The day one CECL allowance 

would be equal to the difference between the originated loan amount and expected loan amount to be collected over the life of the loan. 
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Objective of the Study 
The objective of writing this paper is to understand and 

analyze the impact of the new accounting standard issued by 

FASB in place of ALLL in the US. We are interested in 

exploring the extent to which this new accounting standard 

will have an impact on the US affected institutions, it’ simple 

mentation requirements, deadlines and it’s attached 

importance and challenges for the institutions and industry as 

a whole. 

 

Concept of CECL  
Current expected credit loss (CECL) is a new accounting 

standard that is recently proposed to change the recording 

system of expected credit losses by the financial institutions 

in place of ALLL. All institutions which are involved in 

issuing credit are covered under FASB's CECL standards - 

banks, credit unions, financial institutions and holding 

companies filing under GAAP (Generally Accepted 

Accounting Principles) accounting standards, whether public 

or private, regardless of size.4 

Post financial crisis, the urgent requirement was to 

recapitalize the financial institutions and to restore the 

economy. Supervisory authorities and the regulators were 

working towards guarding the financial institutions against 

systemic risk, with an increased emphasis on stress testing. A 

stress testing in a bank is an analysis or simulation conducted 

under hypothetical unfavorable economic scenarios which 

are unfavorable, like recession or market crisis, in order to 

determine whether a bank has sufficient capital to withstand 

the impact. At the time of crises, revolutionary changes to 

ALLL accounting standards were warranted in order to better 

regulate and determine the appropriate level of reserves for 

credit losses in the balance sheets. 

Accounting for loan losses is the most important 

calculation of the bank accounting system, as it actually 

affects the working of banks i.e. lending money and 

collecting principal and interest. In the current ALLL model, 

the banks record those amounts which they do not expect to 

collect in the future in the allowance for loan and lease losses 

(ALLL).So, any additions to the ALLL is recorded as an 

expenses that reduces the bank capital. 

International financial reporting standard (IFRS) 9 

standard (deals with financial instruments) published two 

years earlier, is different with US-CECL standard in many 

significant ways, though they share an important feature i.e. 

the calculation of the expected credit loss is now computed 

over the life of the loan.4 Many analysts have already 

commented that the older method for computing expected 
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credit losses drastically underrepresented impairments and 

the calculation of potential future losses, which can now be 

corrected with the help of CECL method.4 

 

Importance of CECL 
CECL is widely recognized as the most significant 

accounting change in the last 40 years and is expected to have 

a magnificent impact on the banking functions.5 The CECL 

method in addition to bring the reserve levels at the 

appropriate level, it will also bring transparency in accessing 

the health of the institution. Current ALLL model is 

backward looking, for example, if in the past 15% of the loans 

with certain attributes are defaulted then it will be assumed 

that this trend will continue and only 15% of the loans 

outstanding will be transferred to their loss reserves, which is 

not an always right6. Increased reserves for the loan loss 

represent the largest impacts to balance sheets under various 

economic scenarios, and it is expected that this new 

accounting standard changes will possibly well through 

future stress tests as well. 

Conceptually, CECL standard will affect the calculations 

of credit loss reserves, but it also analyze how financial 

institutions manage their allowance for loan and lease losses 

and organizational processes. There are no fixed guidelines 

regarding the scope of these changes as it is highly dependent 

upon the complexity of the respective entity’s balance sheet. 

Current credit loss accounting standards have been in place 

for about 40 years7 and moving to a new model is difficult for 

the existing entities. If we compare the two models 

theoretically, ALLL essentially reflects the current losses in 

a portfolio, whereas CECL reflects the current risk in the 

portfolio, risk includes both current and future credit losses. 

Impairment to the loan in the earlier model is normally 

measured in pools of originated loans and is heavily based on 

historic data of annual loss rates. In contrast, CECL relies on 

the historical data that is not annual loss rates, but on life of 

the loan.  

 

CECL Challenges 
There is always a sense of fear to move from a known notion 

to an unknown new notion. CECL is bringing lots of notable 

advantages from the previous method as it is expected to 

increase the stability and liquidity in the system but these 

changes are also bringing challenges to the current entities. 

Shift from practices under FAS-5 (Accounting for 

Contingencies) and FAS-114 (Accounting by Creditors for 

Impairment of a Loan) is not easy as it appears on papers. 

There are lot of requirements which have to be adhere by the 

institutions within the prescribed time frame. Current rules 

require an allowance for loan losses only expected to incur 

over a year, while CECL eliminates the probable loss 

threshold and takes into consideration a lifetime loan loss 

allowance which has to be established on very first day itself6. 

This is definitely going to bring a lot of volatility in the 

bank’s earning and profitability. 

Currently, ALLL requires the maintenance of only 

historical data on credit losses, but CECL will require 

maintenance of exhaustive data with additional granularity. 

But the major problem is that many institutions are struggling 

with insufficient data which is required to estimate lifetime 

loan losses. In addition to historical data, macroeconomic 

level data and risk influencers will also be given due 

weightage in the analysis to assess the impact of various 

economic scenarios on credit losses. Financial institutions 

have to face another potentially significant challenge in terms 

of how they forecast losses over the full life of the asset as 

the current method only apply forecasts over a horizon 

determined over a loss emergence period. CECL will also 

necessitate increased transparency in the assumptions 

settings, its applications and in the full disclosures around the 

estimates of allowance.  

CECL standards are principles-based, and not 

prescriptive as to how institutions address specific modeling 

challenges. There is flexibility in how they can overcome the 

challenge and decide the most suitable method.  

 

Implementation of CECL 
FASB has set deadlines for the adoption and implementation 

of the CECL standard for different entity wise. The loan 

allowance process to be used by the entities also affects other 

tasks, like stress testing and capital planning. Financial 

institutions are required to design the model in such a way as 

to avoid any of the complexities in understating and using the 

process. Another major point entities have to consider is that 

the calculations involved in the CECL method is more 

exhaustive and requires a much deeper level of analysis, 

modeling and reporting than what has previously been 

required. It is tough for them as entities usually wants to 

refrain from designing processes and systems again and 

again. 

The financial institutions will now need to recognize that 

transition to CECL method is significant and proper planning 

and management is required. They have to make plans for 

each individual task required in the transition that includes 

additional capacity of their model execution platforms. Many 

institutions are considering whether they should take the 

services of third party vendor in order to implement with this 

new accounting standard. As per the survey conducted by 

PKM’s, around 45 percent of respondents were setting up 

with the third party vendor.7 

 

CECL Deadlines8 
1. Deadline for Public business entities that are SEC filers 

is set for fiscal years beginning after December 15, 2019. 

2. For all other public business entities, deadline is set for 

fiscal years beginning after December 15, 2020. 

3. Entities which are not public business entities, deadline 

is set for fiscal years beginning after December 15, 2021. 

Early adoption is also permitted for all entities for fiscal years 

beginning after December 15, 2018. 
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