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Abstract 

The objective of this paper is to examine the interaction of the new model of IFRS 9 with supervisory rules. It 
discusses potential implications for financial stability. We assess whether the IFRS 9 expected credit loss model better 
reflects credit quality of financial assets and whether it reduces the pro cyclicality of loan loss allowances as compared 
to the IAS 39.

By benchmarking the IAS 39 and IFRS 9 models, we find that the expected credit loss model of IFRS 9 includes 
a significantly larger set of information relevant for identifying future expected credit losses. IFRS 9 requires earlier 
and larger impairment allowances, which will limit the possibility of distributing, overstated profits in the form of 
dividends and bonuses. Above these, it will reduce the build-ups of loss overhangs and the overstatement of regulatory 
capital in boom periods, which in turn, will mitigate capital inadequacy concerns in a downturn. IFRS 9 can mitigate 
the amplifying effect of the incurred loss approach on pro cyclicality and enhance financial stability.
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anotacia

statiis mizans warmoadgens Seiswavlos urTierTmoqmedebis meqanizmi erTis mxriv IFRS 
9 axal modelsa da meore mxriv arsebul sazedamxedvelo wesebs Soris. agreTve ganvixilavT 
am modelis SesaZlebel gavlenas finansur stabilurobaze. IFRS 9  modeli moiTxovs winas-
war sakmao moculobis rezervebis arsebobas, romelic Tavis mxriv SezRudavs ganawilebis 
SesaZleblobasa da mogebis gazrdas dividendebisa da bonusebis xarjze. 

Cven vakeTebT Sefasebas imisas, Tu ramdenad  asaxavs mosalodneli sakredito  dana-
kargebis IFRS 9 modeli  finansuri aqtivebis sakredito Tvisebebs da amcirebs  Tu ara sesxebis 
danakargis rezervebis  brunvadobas IAS 39 modelTan  mimarTebasi. Tu SevadarebT erTmaneTs 
am or models, Cven aRmovaCenT, rom mosalodneli sakredito danakargis  IFRS 9 modeli moicavs 
informaciis sakmaod did nakrebs, rac mniSvnelovania samomavlo mosalodneli sakredito da-
nakargebis gansasazRvravad. amas garda am modelis gamoyeneba iwvevs normatiuli kapitalis 
zrdas aRmavlobis periodSi da  samagierod asustebs kapitalis danaklisis problemas eko-
nomikuri  krizisis dros.  IFRS 9 modeli  arbilebs miRebuli danakargebis gamaZlierebel 
efeqtebs da Sesabamisad zrdis finansuri stabilurobis albaTobas.

sakvanZo sityvebi: finansuri stabiluroba, sakredito danakargi, sakredito xarisxi, finans-
uri aqtivebi
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The IFRS 9 expected loss model is more aligned 
with the regulatory expected loss model. However, dif-
ferences pertain to the scope, the applicable parameter 
estimates and to the relevant time horizon. The scope of 
IFRS 9 is wider since it applies to all financial assets 
measured at amortized cost and financial assets mea-
sured at fair value through other comprehensive income, 
while the regulatory expected loss requirements apply 
only to internal ratings-based (IRB) banks. For regula-
tory purposes, expected loss should be measured using 
through-the-cycle estimates of probability of default and 
downturn loss given default, which generally results in 
more conservative and smoother expected loss amounts. 
Since the expected credit loss model of IFRS 9 aims to 
reflect current economic conditions, point-in-time pa-
rameter estimates should be used to measure expected 
credit losses, which will yield accounting expected credit 
loss amounts that can vary considerably over the busi-
ness cycle.[1, 25]

 However, the impact of IFRS 9 on regulatory 
capital will be moderate for IRB banks. During boom 
times, through-the-cycle regulatory expected loss will 
generally exceed point-in-time accounting expected 
credit losses. In a downturn, expected credit losses un-
der IFRS 9 are likely to exceed regulatory expected loss 
due to the increased recognition of lifetime losses, which 
impact Tier 1 capital, but ‘excess’ provisions can be in-
cluded as part of Tier 2 capital. In contrast, the larger 
expected credit losses under IFRS 9 - relative to IAS 
39 - will have a direct impact on the Tier 1 capital of 
Standardized Approach banks (compared to IRB banks), 
while ‘collective provisions’ might be eligible to be in-
cluded in Tier 2 capital. [8, 81-100]

The paper also illustrates that IFRS 9 can partly 
mitigate a design flaw in the European implementation 
of Basel III in the Capital Requirements Regulation 
(CRR), where effectively banks do not have to hold reg-
ulatory capital to cover the risks inherent in European 
sovereign exposures. If consistently applied, IFRS 9 will 
require the recognition of expected credit losses that are 
commensurate with the riskiness of the underlying sov-
ereign exposures, and thus, result in a regulatory capital 
charge. Given the significant systemic risks stemming 
from the tremendous sovereign exposures of European 
banks, IFRS 9 can contribute to improving financial sta-
bility in this area. [4, 15-21]The paper highlights the role 
supervisors can play in the enforcement of IFRS 9, but 
also points to potential threats posed by too conserva-
tive supervisory interpretation of the accounting rules 
and by too much supervisory intervention into loan loss 
provisioning forth consistency and integrity of financial 
reporting. The divergence in loan loss accounting prac-
tices under IAS 39 resulted primarily from the different 
interpretation of the incurred loss approach by bank su-
pervisors across jurisdiction in the European Union. In 
this regard, the European Banking Authority’s efforts 
are crucial in harmonizing supervisory practices, and as 
consequence, in achieving a consistent application of the 
expected credit loss approach. [9]The extended disclo-

sure requirements related to the IFRS 9 expected credit 
loss model are likely to contribute to the transparency of 
the process of loan loss accounting, and thus, to promote 
market discipline. In addition, supervisory disclosures in 
banks’ individual reports and the periodic aggregate su-
pervisory disclosures from stress tests will support mar-
ket participants’ and supervisors’ assessment of the va-
lidity and adequacy of reported expected loss amounts. 
[7, 259-273].

Overall, we believe that the IFRS 9 expected 
loss approach represents a reasonable compromise be-
tween providing relevant information and catering for 
the needs of supervisors to enhance financial stability. 
However, the closer alignment of accounting and super-
visory rules in combination with the increased minimum 
capital requirements under the Capital Requirements 
Regulation will reinforce bank managers’ incentives to 
opportunistically manipulate loan loss amounts to avoid 
breaches of regulatory thresholds, which trigger limita-
tions of dividend and bonus payments. The IFRS 9 mod-
el will provide significantly wider scope for managerial 
discretion than IAS 39. Therefore, whether the introduc-
tion of the expected loss approach will yield the desired 
benefits will ultimately depend on the proper and con-
sistent application of the rules. This, in turn, will require 
the joint effort of preparers, auditors, supervisors and 
enforcement bodies. Since the beginning of the recent 
financial crisis starting in 2008, the delayed recognition 
of loan losses under the incurred loss approaches been 
criticized as a major weakness of financial accounting 
standards. A fundamental problem with the incurred loss 
model is that impairment allowances for credit losses 
tend to be at their lowest level before an economic cycle 
trends downward and actual losses begin to emerge (‘too 
little too late’). Several high profile groups have argued 
that the incurred loss approach reinforces the pro-cycli-
cal effects of bank regulation and called standard setters 
to develop accounting standards that allow for a more 
forward looking provisioning1. There is an expectation 
that earlier recognition of loan losses would mitigate pro 
cyclicality and thereby enhance financial stability. In re-
sponse to these calls the IASB issued the final version of 
IFRS on 9 July 2014which requires the incorporation of 
information about future expected credit losses in pro-
visioning and an earlier recognition of loan losses than 
under IAS 39. [3, 293-386.] The purpose of this paper 
is to examine the interaction of the new expected loss 
approach of IFRS 9 with supervisory rules and discuss 
potential implications for financial stability. In doing so, 
I also assess whether the IFRS 9 expected credit loss 
model better reflects credit quality of financial assets and 
whether it reduces the pro cyclicality of loan loss allow-
ances as compared to the incurred loss approach of IAS 
39.

First, we discuss the main conceptual differ-
ences between IAS 39 and IFRS 9 and highlight the 
main features of the expected loss model that make it 
more forward-looking. I also assess whether IFRS 9 
better reflects the credit quality of financial assets and 
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whether additional qualitative criteria would improve the 
expected loss model. Second, we examine how IFRS 9 
interacts with the three pillars of bank supervision which 
are- Minimum regulatory capital requirements (Pillar 
1),- Supervisory review (Pillar 2), and- Market disci-
pline (Pillar 3).In doing so, we emphasize that financial 
reporting and bank supervision pursues different objec-
tives and this is reflected in differences in the measure-
ment and supervisory treatment of impairment losses. In 
the first Pillar, loan loss provisions are used as inputin 
regulatory capital calculations, and thus have a direct 
impact on regulatory capital. We discuss the differences 
in the measurement of regulatory and IFRS 9 expected 
loss, and how these differences affect the calculation of 
regulatory capital. Supervisors evaluate banks’ internal 
credit risk management systems and assess the adequacy 
of loan loss provisions. We discuss the recent guidance 
issued by the Basel Committee on Banking Supervision 
which outlines supervisory expectations with regard 
to expected loss accounting. Because supervisors can, 
through the supervisory review process, significantly in-
fluence how expected loss accounting rules are applied 
highlighted. [2, 293-386.] 

The importance of consistency of supervisory 
practices that has been a major issue within the Euro-
pean Union (EU). Relately, we show how too much su-
pervisory intervention can be detrimental to the integrity 
of financial reporting. Since loan loss accounting sig-
nificantly discipline, the third pillar of bank supervision. 
Therefore, we discuss the role of expected loss related 
disclosures and their interaction with supervisory dis-
closures in banks’ Pillar 3reports and in aggregate dis-
closures in stress test reports. Third, we discuss issues 
related to the potential impact of IFRS 9 on financial sta-
bility. Specifically, I evaluate whether the expected loss 
model of IFRS 9 has less pro-cyclical tendencies than 
the incurred loss approach of IAS 39. Then, we discuss 
concerns regarding the scope for managerial discretion 
in loan loss accounting under IFRS 9 and its implications 
for financial stability. Furthermore, we evaluate the com-
plexity of the new expected loss approach particularly 
stemming from its interaction with supervisory rules.[2, 
399-423.]

Finally, we review selected studies that provide 
interesting insights with respect to the issues mentioned 
above. Specifically, we discuss empirical evidence on 
the effects of the mandatory adoption of IAS 39 on bank 
loan loss provisioning in the EU and the lessons that can 
be learned from that experience. In addition, we discuss 
recent studies that exploit cross-bank variation in the 
application of the incurred loss model or cross-country 
variation in the extent of discretionary loan loss provi-
sions and examine the channels through which manage-
rial discretion in loan loss provisions can impact finan-
cial stability.

Based on the comparison of the IAS 39 and 
IFRS 9 impairment models, we can conclude that:• the 
expected loss model of IFRS 9 incorporates a significant-
ly larger set of information relevant for identifying future 

ECLs and lead to an earlier recognition offices. As a re-
sult, it better reflects the credit quality of financial assets, 
and therefore, addresses the G20 (and others’) call for 
strengthening the accounting recognition of loan losses 
by incorporating a broader range of credit information.In 
addition, IFRS 9 addresses some supervisory concerns, 
because it will require larger loan loss allowances, which 
will reduce the build-ups of loss overhangs and the over-
statement of regulatory capital in boom periods. Further-
more, earlier and larger loan loss allowances limit the 
possibility of distributing overstated profits in the form 
of dividends and bonuses. Through these channels IFRS 
9 can mitigate the amplifying effect of the incurred loss 
approach on pro-cyclicality and reduce capital inadequa-
cy concerns during crisis. In addition, the earlier report-
ing of ECLs and extended disclosures requirements will 
improve transparency and contribute to more effective 
market discipline. Reduced capital inadequacy concerns 
combined with improved market discipline are likely to 
enhance financial stability. However, several issues have 
been raised in the paper: First, the initial recognition of 
12-month ECL is somewhat arbitrary and lacks concep-
tual justification; The stepwise recognition of loan losses 
in Stage 1 and Stage 2 will often lead to an over- or un-
derstatement of loan loss allowances. The magnitude of 
these will depend on how banks apply the IFRS 9 re-
quirements, how timely they incorporate relevant infor-
mation and update loan loss allowances. This is particu-
larly an issue with regard to financial assets moving from 
Stage 1 and Stage 2 and the corresponding switch from 
12-month ECL to the recognition of lifetime ECL.

If management is not able or not willing to 
identify ‘significant increases’ in credit risk on a timely 
basis, the switch from Stage 1 to Stage 2 would result 
in significant ‘cliff effects’ creating the same problems 
as IAS 39.In this regard, the paper notes that the scope 
for judgment and managerial Discretion is substantially 
wider than under IAS 39.Finally, similarly as IAS 39, 
IFRS 9 requires the expected cash flows to be discounted 
using the original effective interest rate, which results in 
net loan amounts that merely represent an accounting ar-
tifact.

The IFRS 9 expected loss model is more aligned 
with the regulatory expected loss under the IRB ap-
proach. However, differences pertain to the scope, the 
applicable parameter estimates and to the relevant time 
horizon. The IFRS 9 expected loss approach applies toall 
financial assets measured at amortized cost and FV-OCI 
assets, while the regulatory expected loss only applies to 
IRB portfolios. Due to the reliance of IFRS 9 on PIT pa-
rameter estimates accounting ECLs will be more cyclical 
than TTC regulatory expected loss. However, the impact 
of IFRS 9 on regulatory capital will be moderate for IRB 
banks. During PE 563.461boom times TTC expected 
loss will generally exceed accounting PIT ECLs. In a 
downturn, ECLs under IFRS 9 are likely to exceed regu-
latory expected loss due to the increased recognition of 
lifetime losses, which impact Tier 1 capital, but ‘excess’ 
provisions can be included as part of Tier 2 capital. In 
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contrast, the larger ECLs under IFRS 9 relative to IAS39 
will have a direct impact on Tier 1 capital of Standard-
ized Approach banks, but ‘collective impairment provi-
sions’ might be eligible for inclusion in Tier 2.The paper 
also illustrates that IFRS 9 can to some extent mitigate 
a design flaw in the European implementation of Basel 
III in CRR, where effectively banks do not have to hold 
regulatory capital to cover the risks inherent in European 
sovereign exposures. If consistently applied, IFRS 9 will 
require the recognition of ECLs that is commensurate 
with the riskiness of the underlying sovereign exposures, 
and thus, result in a regulatory capital charge. Given the 
significant systemic risks stemming from the tremendous 
sovereign exposures of European banks, IFRS 9 can con-
tribute to improving financial stability in this area.

We also highlight the role supervisors can play 
in the enforcement of IFRS 9, but also point to threats 
posed by too conservative supervisory interpretation of 
the accounting rules and by too much supervisory inter-
vention into loan loss provisioning for the consistency 
and integrity of financial reporting. In this regard, the 
EBA’s efforts are crucial in harmonizing supervisory 
practices, and as consequence, in achieving the consis-
tent application of the expected loss approach. Whether 

the introduction of the expected loss approach will yield 
the desired benefits will ultimately depend on whether 
the rules will be applied properly and consistently. This, 
in turn, will require the joint effort of preparers, auditors, 
supervisors and enforcement bodies. Overall, we believe 
that the IFRS 9 expected loss approach represents a rea-
sonable compromise between providing relevant infor-
mation and catering the needs of supervisors to enhance 
financial stability.

By benchmarking the IAS 39 and IFRS 9 mod-
els, we find that the expected credit loss model of IFRS 9 
includes a significantly larger set of information relevant 
for identifying future expected credit losses. IFRS 9 re-
quires earlier and larger impairment allowances, which 
will limit the possibility of distributing, overstated prof-
its in the form of dividends and bonuses. Above these, 
it will reduce the build-ups of loss overhangs and the 
overstatement of regulatory capital in boom periods, 
which in turn, will mitigate capital inadequacy concerns 
in a downturn. IFRS 9 can mitigate the amplifying effect 
of the incurred loss approach on pro cyclicality and en-
hance financial stability.
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