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Abstract

The paper explains the accounting mechanics regarding loan loss
provisions (LLP) and introduces the three most important models for
loan loss provisioning: the incurred loss model (ILM), the expected
credit loss model (ECL) and the counter-cyclical buffer model (CBM).

The paper investigates the preferred method to calculate loan loss
provisions that from the viewpoint of financial accounting needs
(information needs of financial statement readers) and prudential
regulation (micro and macro prudential supervision). Based on
economic reasoning the expected loss model is shown to be the
preferred model for both purposes. The new IFRS 9 accounting
standard is a mixture between the current incurred loss model and the
expected credit risk model while the American standard setter FASB
has introduced a pure version of the expected credit loss concept in
the United States. The paper urges a convergence of IFRS 9 towards the
FASB model.

The paper investigates the key differences between the LLP concepts
as they are currently used and applied in accounting and prudential
supervision. It argues that both financial accounting and banking
supervision should be based on a harmonized concept for LLP
calculation in the future.

The proposed transition rules of the EU commission should be adapted
in order to prevent unwarranted increases of regulatory capital.
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EXECUTIVE SUMMARY

Banks have to cope with increasing loan loss provisions (LLPs) that simultaneously come from three
different sources: a high number of borrower defaults due to the financial crisis, the introduction of
new accounting standards (IFRS 9), and the increased scrutiny of banking supervisors. The ECB’s
Asset Quality Review caused many banks to increase their LLPs. Nonetheless, supervisors sometimes
base their capital requirements on even higher “prudential LLPs” when they find accounting LLPs to
be insufficient for prudential purposes

The paper explains the accounting mechanics regarding loan loss provisions (LLP) and introduces
the three most important models for loan loss provisioning: the incurred loss model (ILM), the
expected credit loss model (ECL) and the counter-cyclical buffer model (CBM).

The paper investigates the preferred method to calculate loan loss provisions that addresses both
the information needs of financial statement readers and the needs of banking supervisors. Based
on economic arguments, ECM is found to be the preferred model for both financial accounting and
prudential purposes. The new IFRS 9 accounting standard is a mixture of the ILM and the ECL model
while the American standard setter FASB has introduced a pure ECL concept in the United States.
The paper urges a convergence of IFRS 9 towards the FASB model.

The paper investigates the key differences between the LLP concepts used in accounting and
banking supervision. It argues that both financial accounting and banking supervision should be
based on a harmonized concept for LLP calculation.

The EU commission proposes transitory regulation in order to smooth the negative one-time effect
on regulatory equity from the introduction of IFRS 9 by spreading the effect over multiple years. The
corresponding rules proposed by the EU commission are ill designed and have to the unintended
consequence that regulatory equity in some circumstances may rise. The commission should
change the transition rules in order to prevent such unwarranted effects.

Bank supervisors play an important role for the financial accounting of banks by supporting a
homogenous and effective enforcement of accounting rules. This increases comparability of
financial statements across banks, increases their information content and ultimately supports the
regulatory goal of establishing market discipline.
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1. INTRODUCTION

Accounting rules require banks to build loan loss provisions (LLP) for incurred and/or future
expected credit losses. An increase in loan loss provisions reduces the bank’s earning and reduces
the amount of available book equity. As a consequence of the financial crisis, banks currently
suffer from historically high levels of borrower defaults and corresponding high LLPs. Nonetheless,
two events force banks to increase the level of LLPs still higher:

1. The financial crisis led politicians and regulators to pressure for a reform of accounting
standards from the pre-crisis incurred loss model (IAS 39) towards an expected cash flow
model (IFRS 9).' This regime shift will lead to a one time increase of loan loss provisions,
causing a reduction of available equity for banks. Further, banks fear that the regime shift
will make future provisions more volatile and forces them to hold more equity in order to
cope with these fluctuations.

2. With the start of the single supervisory mechanism SSM the ECB investigated the loan loss
provisioning practices of banks within its “Asset Quality Review” and found many
differences in the application of accounting rules regarding impaired assets across
countries. Allegedly, the AQR and related supervisory activities by ECB and EBA caused
banks to change their financial accounting policies and increase their LLP levels.

As a result, various issues are currently debated:

1 What s the proper role of bank supervisors in financial accounting for LLPs?
Historically, accounting used to be outside the scope of bank supervision and was a matter
of accounting standard setters and the accounting industry only. A strong role of
supervisors in financial accounting may have a positive effect on the quality of accounting
information by harmonizing accounting practices. It may also have negative side effects
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