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Events with a direct relationship to

possible future defaults

(Expected credit losses NOT
individually identifiable)

Events that would result in
refusing to give the product

(Expected credit losses
individually identifiable)

Events that would result in a
significant change in product or

pricing

Events that would result in a
limited change in product or

pricing

Event-based approach

Bucket 1 Bucket 2 Bucket 3

Macroeconomic factors

No events with direct
relationship to possible future

defaults

Non-macroeconomic factors

Events with a direct relationship
to possible future defaults

(Expected credit losses
individually identifiable)

Events with limited effect on
loss expectations

Events with significant effect on loss
expectations

Events with severe effect on loss
expectations (Expected credit
losses individually identifiable)

Events with a direct relationship to
possible future defaults

(Expected credit losses NOT
individually identifiable)

Events that would result in
refusing to give the product

(Expected credit losses
individually identifiable)

Events that would result in a
significant change in product or

pricing

Events that would result in a
limited change in product or

pricing

No events with direct relationship
to possible future defaults

Events with a direct relationship
to possible future defaults

(Expected credit losses
individually identifiable)

Events with limited effect on loss
expectations



(a) A deterioration in financial

performance of the borrower that

results in an absolute change in

credit risk from low/medium to

medium/high, together with

(b) an increase in uncertainty about

the ability to fully recover cash

flows

Absolute credit risk model

Bucket 1 Bucket 2 Bucket 3

Low to Medium Medium to High High to Very High

(a) A deterioration in

financial performance of the

borrower that results in an

absolute change in credit

risk from medium/high to

high/very high, together with

(b) Expected non-

recoverability of cash flows

• Internal credit categories need to be mapped to buckets
• As loans are purchased or originated, they are classified in one of the three buckets in

accordance with the absolute level of credit risk (ie its credit rating)
• Transfer between buckets is based on the absolute level of credit risk (ie its credit rating)
• Loans migrate downward or upward into another bucket depending on the change in credit

quality/rating (ie the ‘new’ level of absolute credit risk)
• Newly originated high credit risk loans would be in Bucket 2



(a) A deterioration in financial

performance of the borrower which

leads to

(b) an increase in uncertainty

about the ability to fully recover

cash flows

Relative credit risk model:
Credit risk management migration

Bucket 1 Bucket 2 Bucket 3

(a) A deterioration in

financial performance of the

borrower together with

(b) expected non-

recoverability of cash flows

• All purchased and originated loans included in Bucket 1 (pricing considers
original risk)

• Transfer between buckets is based on change in credit risk
• Loans migrate downward/upward into another bucket if the credit quality

deteriorates/improves



Absolute versus relative credit risk approach

Absolute Credit Risk approach Relative Credit Risk approach

Aligns definition of buckets with absolute
level of credit risk – consistent with credit
risk management practices

Is based on changes in credit risk –
incorporates some credit risk management
practices

Operationally simple – loans classified to
buckets in accordance with absolute level of
credit risk (eg credit grade)

Operationally more complex than absolute
model – entity needs to compare/contrast
credit quality with previous period

New loans originated or purchased at
market with high credit risk would go
straight to bucket 2 (or 3) with full lifetime
losses effect

All new loans originated or purchased at
market initially start in Bucket 1. When
deterioration in credit quality starts to occur,
loans transfer out of Bucket 1

Entities map existing rating categories to the
three buckets (may result in lack of
comparability). Or, use a comparable
approach such as a PD-based model.


