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Expected loss accounting – other impacts from banks
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Financial 
stability
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Definition of financial stability
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Financial
stability

Robustness of 
the financial 

system 

Resilience to 
shocks to 
financial 
distress 

Both approaches share the view that achieving financial stability is a goal 
itself that need to be addressed by governors and supervisors by limiting 
the risk and costs of systemic crisis and the well-functioning of economy 
through active policies (Galati and Moessner, 2013)



Financial stability - Macroprudential
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Macroprudential policy based on financial regulation and financial 
supervision can be used to prevent or reduce the risks of system-wide 
distress that may have a significant macroeconomic cost (Borio and 
Drehmann, 2009).

Macro 
prudential 

policy

Financial 
regulation & 
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Financial 
stability



G20

Basel

Financial stability vs expected loss accounting

New accounting New accounting 
model for 

impairment based 
on expected loss –

IFRS9

“accounting standard setters to work 
urgently with supervisors and 
regulators to improve standards on 
valuation and provisioning”

… Too Little, too late …

Incurred 
loss (today)

Review of 
impairment 
loss model

Expected 
loss

(2018)

INCURRED LOSS EXPECTED LOSS

“current model for loan loss provisioning 
has resulted in a delayed recognition of 
credit deterioration which may have 
reduced confidence in general purpose 
financial reporting”
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Macro-prudential in the context of financial stability

Financial Stability

Other

Monetary 
Policy

Macro-
prudential

Pricing 
stability

Liquidity mngt

IFRS9 – Expected loss 
model

Cost of risk Cost of 
capital

Price of lending
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Fiscal policy
Capital controls
Infrastructure 

policies



Price components

IFRS9 – Expected loss 
model

Cost of risk Cost of 
capital

Price of lending
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Components:
 Infrastructure costs
 Direct costs
 Cost of funding
 Cost of risk
 Cost of capital
 Margin (ROE)

Return



Financial stability: Literature consequences
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IFRS9 will lead to the early recognition of credit losses that will increase the 
level of provisions currently held by banks.

There will be several methodologies to estimate expected losses so the 
estimates may significantly vary among banking institutions

There are inefficiencies between IFRS9 and macroprudential regulation in 
respect of solvency of banking institutions that will have an adverse effect on 
the solvency ratios of banking institutions

The nature of the expected loss estimation, based on probability weighted 
forward looking scenarios will lead to increased volatility in the banking 
institutions financial results

There is an increasing concern from prudential supervisors and governments 
on the lack of sufficient level of conservatism in the estimation of expected 
losses due to impairment.



Financial stability: Other consequences
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No relevant studies on how increased volatility in banking institution’s cost of 
risk of their profit and loss account and the impact of the inefficiencies in the 
interaction with banking solvency rules may impact the price of lending

IFRS9 – Expected loss 
model

Cost of risk Cost of 
capital

Price of lending

Return

The impact on the price of 
lending is relevant as it 
jeopardises one of the key 
elements of monetary policy: 
price stability.



ECB NPE 
Guidance
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Financial stability: Literature consequences
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ECB NPL 
Guidance

Addendum: 
Backstops for 
NPE

Accounting 
for NPEs

Prudential adjustment to CET1



Prudential provisioning for NPE
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Disclosure



Implications on banks
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Pilar 1 adjustment through simple guidance as opposed to EU regulation. 

Makes more sense to adjust the supervisory assessment through pillar II

Unforeseen interaction with IFRS9

IFRS9 – Expected loss 
model

Cost of risk Cost of 
capital

Price of lending

Return



Prudential vs accounting provisions
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Only applies to new NPEs (from 1 Jan 2018). Not immediate impact.

Does not take into account the NPE classification trigger: Lack of payment or 
unlikeness to pay.

Straight lining of provisions. Makes no sense for collateralised exposures

Individually assessed positions will be challenged by the NPE guidance

Does this trigger 
accounting?


