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Abstract

In this paper, we review the empirical literature on the accounting of financial instruments

under IFRS 9. We focus on researches after the 1st of January 2018, which was the date of
the first implementation of IFRS 9. We focus on three areas of work. The first area is a

comparison of studies on the calculation of expected credit loss (ECL), impairments or loss

allowance, and the impact on P&L. The second area is focusing on the probability of
default and point in time models of loss projections which are the key parameters in ECL

calculations. The third area of research comprises studies on loans, non-performing loans,

and the impact on bank capital requirements. We discuss the most common studies in each

field of IFRS 9 standard which are publicly available. Finally, we summarize findings on

the impact of IFRS 9 introduction to stakeholders’ value. Despite the multitude of
researches, the available evidence doesn’t allow the generalization of the question of
whether the implementation of IFRS 9 has improved the loss allowance approach. One
reason is that the application of the standard is effective from the Ist of January 2018 and
that the insurance companies may delay the implementation of IFRS 9 until the introduction

of IFRS 17 — insurance contract.

Keywords: IFRS 9, financial instruments, ECL, PD, impairment, loss allowance, PIT
INTRODUCTION

In July 2014, the new International financial reporting standard (IFRS) 9 for the accounting of financial
instruments was published in the Official Gazette of the European Union. New IFRS 9 replaced the
International accounting standard (IAS) 39 due to untimely recognition of loss allowances in the
financial crisis. IFRS 9 is a principle-based standard with the forward-looking information incorporated
in the calculation of loss allowances. The forward-looking approach is a novelty in accounting, and it is
introduced in all new standards such as IFRS 16 — Leases and IFRS 17 — Insurance contracts. This new
accounting for financial instruments was implemented for the first time on the 1st of January 2018 in all
organizations which account under the IFRS except for insurers. Insurance companies should delay the
implementation of IFRS 9 up to the date of implementation of IFRS 17 and prevent accounting
mismatches.

The IFRS 9 introduced the new model of impairment of loss allowances which are arising from financial
instruments. For all debt financial instruments which are not measured through the fair value,
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organizations have to calculate ECL and recognized it in profit and loss account. For the financial
instrument with low credit risk, organizations calculate 12-month ECL. If the credit risk worsens
significantly between reporting and purchase date, the organizations have to calculate lifetime ECL
which is a few times higher than 12-month ECL.

ECL is a risk factor that arises from the banking industry where the expected loss is used as part of the
risk premium and is charged to the borrower (Bluhm et al., 2010, p. 2). The calculation of ECL basis on
the net present value of the product of the probability of default (PD), loss given default (LGD) and
exposure at default (EAD), and the PD is the very important and key factor. The PD is one of the most
important risk parameters estimated in credit institutions for risk analysis and management (Vanck &
Hampel, 2017, p. 759).

The purpose of the paper is to discuss the review of the literature after the implementation of IFRS 9
which is the 1st of January 2018.

The paper is organized as follows: in the second section we introduced the endorsement criteria of IFRS
9 in European law and we look at official criteria for examinations and verification of IFRS 9, in section
3 we presented the transition from IAS 9 to IFRS 9, in section 4 we introduced the loss allowance
projections and in next section, we discussed the key factor in ECL calculation which is PD. In section
6 we reviewed the loans and ECL calculations. In conclusion, we discussed the review of the literature
and the possibilities for future research.

ENDORSEMENT CRITERIA FOR IFRS 9

Accounting for financial instruments had a long history back to 1988 when the International Accounting
Standards Committee (IASC) set up a work project. In 1999 the IASC provided a set of accounting rules
for the worldwide implementation that failed (Bischof & Daske, 2016, p. 155). The original version of
International standard accounting 39 — Financial instruments (IAS 39) was adopted in 1998 and had a
significant revision in 2005 (Bischof & Daske, 2016, p. 155). In 2009 the project for IFRS 9 started by
International Accounting Standards Board (IASB).

Before the IFRS 9 was officially published in the Official Gazette of European Union, the three criteria
for official examination was verified. The regulation 1606/2002 of the European Parliament and the
Council on the application of international accounting standards introduced in its’ 9th article introduced
a set of three criteria for official examination (European Commission, 2002):

— atrue and fair view of financial position and performance of the organization,
— conducted European public good, and
— the quality of information required for financial statements be useful for users.

The European authorities such as European Financial Reporting Advisory Group (EFRAG), European
Banking Authority (EBA), European Insurance and Occupational Pensions Authority (EIOPA) and
European Security and Markets Authority (ESMA) intervened in IASBs’ development of the new
standard (Bischof & Daske, 2016, p. 130). IASB changed the standard for multiple times before it’s
official pronouncement (Bischof & Daske, 2016, p. 130).

The reason for such verification in EU is in the fact that IASB is a private body, based in London, so
the EU establishment and the EU process for all IFRS standards, pronounced by IASB have to go
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through the endorsement criteria in EU and when each standard is endorsed in EU means that is not
contrary to the true and fair view, is conducted to European public good and meet the criteria of
understandability, relevance, reliability, and comparability to make economic decisions and assess the
stewardship of management (Bischof & Daske, 2016, p. 131).

When all three criteria are met, the standard is published in the European Official Gazette and becomes
binding accounting law for EU organizations. The process of introduction of IFRS 9 started in 2009
when G20 in London meeting urged the IASB to improve the valuation and provisioning of IAS 39 and
the IFRS 9 was officially published in the Official Gazette of EU on 24th of July 2014.

Bischof and Draske (2016, p. 141) argued that IFRS 9 measurement does not lead to significant
deviations for accounting rules included in the Accounting Directive in the true and fair view. IFRS 9
improves understandability in the view of qualitative criteria but there is no clear contradiction to the
other three criteria (relevance, reliability, comparability) (Bischof & Daske, 2016, p. 145).

Accounting Directive was implemented in 1995 in six original EU members plus the UK and Spain as
a European accounting harmonization measures in the Fourth and Seventh Directive on company law
(Nobes, 2011, p. 272).

THE TRANSITION FROM IAS 39 TO IFRS 9

Accounting valuation in the scope of IAS 39 was considered as “too little, too late” and promoting
cyclicality (de Haan & van Oordt, 2018, p. 296). Incurred loss models in IAS 39 prevent organizations
to impair financial instruments in advance in economic downturns unless the objective evidence
happened (significant financial difficulties of issuer or obligor, default or delinquency of payment of
interest or principal, the probability that borrower will enter bankruptcy) and loss expected as a result
of future events was not recognized (European Commission, 2005). IAS 39 did not allow reporting
entities to incorporate the effect of future events occurring after the balance sheet date even if they were
expected (Novotny-Farkas, 2016, p. 201) and that means that the loan losses were only considered when
the loss was close to 100 percent.

The new IFRS 9 is incorporating a forward-looking approach in the measurement and valuation of
financial instruments with a stochastic approach regarding the calculation of ECL and the parameters of
PD, LGD, and EAD. The main differences between IAS 39 and IFRS 9 are presented in Table 1.

Table 1: Key differences between IAS 39 and IFRS 9

Category IAS 39 IFRS 9
Subsequent The fair value. The amortized cost (AC).
measurement

Amortized cost values. Fair value through other

comprehensive income (FVOCI).
Costs (for the share-based

instruments, which do not have a Fair value through profit or loss
reliable fair value measurement). (FVTPL).
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Types of | Fair value through profit or loss
(FVTPL).

classification
Held-to-maturity (HTM).
Loans and receivables (LAR).

Available for sale (ASF).

The amortized cost (AC).

Fair value through other
comprehensive income (FVOCI).

Fair value through profit or loss
(FVTPL).

through profit or loss after initial

Reclassification | Reclassification shall be prohibited

Change of business model.

The model of incurred losses.

recognition.
Equity All equity instruments available for The fair value of the instrument for
instruments sale, are classified at fair value the purpose of trade.
through other comprehensive income.
The irrevocable choice for the
category through other comprehensive
income.
Impairment Several models of impairment. A unified model of impairment, which

applies to all financial instruments.

The model of expected credit loss.

Source: Adapted from Huian, 2012, p. 35.

IFRS 9 ECL model focuses on the default risk of financial instruments instead of the incurred loss model
in IAS 39. The calculation of ECL 1s a sum of discounted future cash flows with the consideration of

PD and LGD. The ECL is the sum of probability-weighted figures.

Equation 1: Calculation of expected credit loss

LGDt(It)

EL= ZN (PDt(It) 248
t=1

(1+dr)t
where:
ELt — expected life loss,
PDt(It) — cumulative probability of default,
LGDt(It) — loss given default,

dr — discounted rate for future cash flows,

all parameters are upsized at new information at time t (It).

Source: Novotny-Farkas, 2015, p. 11.
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As shown in equation 1, the calculation of expected life loss is the sum of the product of the probability
of default (PDt) and loss given default (LGDt), which adapts to new information and discounted by the
effective interest rate at initial recognition. Only fair value accounting includes all future losses arising
from changes in the credit risk, which takes into account in PD and changes in market interest rates,
which are included in the discounted interest rate (dr), and corresponds to the definition of the economic
value of the loans (Novotny-Farkas, 2015, p. 11).

— In the scope of IFRS 9, the ECL is calculated as:

— 12-months ECL for those financial instruments with no significant change in the credit risk of

— lifetime ECL that results from all possible default events in the lifetime of financial instruments
for those that have a significant increase in credit risk.

Figure 1: Transfer of financial instrument from 12-month ECL to lifetime ECL because of the significant
change in credit risk

Source: Created by author

As shown in figure 1, at each reporting date the organization has to check the significant increase in
credit risk since initial recognition. The change in credit risk since initial recognition is the key trigger
in placing the financial instrument into the three-stage model of impairment in the scope of IFRS 9.

Figure 2: A general model of the impairment of the financial assets

Source: Deloitte, 2016, p. 10.
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In figure 2 we can see that in stage 1 are all financial instruments with no significant change in credit
risk or low credit risk and all purchased financial instruments. In stage 2 are all financial instruments
with a significant increase in credit risk. The significant increase is determined in the internal accounting
policy. In stage 3 are all financial instruments with realized evidence of impairment and the interest
revenue is calculated on net carrying amount.

The model of ECL is introduced for all debt financial instruments and the ECL is calculated for the
contractual period of financial instruments. If we compare the incurred model from IAS 39 and the ELC
model from IFRS 9 we can conclude that in the default, there are no differences in the calculation of
impairment. The difference is between stage 1 and stage 2 where the impairment is higher in the ECL
model as shown in figure 3.

Figure 3: Three-stage model of ECL under IFRS 9

stage 1 stage2 stage3
- lovar credit rsk increase in credit risk defanlt
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Source: Created by author

The introduction of IFRS standards is demanding for organizations to employ or hire accountant
professionals with IFRS skills and receptive to changes (Gulyas & Somogyi, 2019, p. 269).In the survey
in the Hungarians banks in July to September 2018, which was after the implementation of IFRS 9, the
employees in departments of treasury, accounting, IT, project management and risk management
exposed three challenges:

— general,
— accounting and
— IT (Gulyas & Somogyi, 2019, p. 280).

The general challenges were the immaturity of the IT system, the large information requirement, and
the shortage of time. The accounting challenges were changes in the impairment model, SPPI test, and
issues relating to taxation. The IT challenge was the development of regulatory reports and the
generation of data necessary. (Gulyas & Somogyi, 2019, pp. 280-283).
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LOSS ALLOWANCE PROJECTIONS

The general rule in IFRS 9 is that the organization recognizes the part of the loss for the financial
instrument resulting from ECL. On each reporting day, the organization shall be able to measure the
ECL for the financial instrument in an amount equal to the entire life of the ECL in case if the credit
risk on that financial instrument has changed significantly since initial recognition. When assessing the
importance of an increase in credit risk, the organization shall verify the risk change and assess the risk
of default on the reporting date with the risk of default on the day of initial recognition by taking into
account reasonable and supported information available without undue increasing costs. However, if the
credit risk does not change significantly, the organization shall recognize 12-monthly ECL on the
reporting date. The organization recognizes the impairment in the profit and loss account as a loss
allowance. (IAS Plus, 2016)

The organization shall measure the ECL of the financial instrument in a manner which reflects (IAS
Plus, 2016):

— an impartial and plausible weighted value to be determined by estimation of different possible
outcomes,

— time value of money and

— reasonable and supportive information available at no extra cost and effort on the date of
reporting on past events, on the current situation, and the forecasts of future economic
conditions.

The longest period of the ECL assessment is derived from the financial instrument and its contractual
period.

Schutte et al (2020, p. 4) summarize that IFRS 9 has the requirement for a large amount of data for ECL
calculation with PD and LGD factors and models. Because the standard is principle-based, there are no
prescribe specific methodologies for lifetime ECL estimation (Schutte et al., 2020, p. 4).

When assessing whether the credit risk of the financial instrument has increased significantly since
initial recognition, the organization should apply different approaches, and also use different approaches
for various financial instruments.

The approaches used to determine the substantial increase in credit risk at initial recognition shall take
into account the characteristics of the financial instrument (or group of financial instruments) and the
past information for comparable financial instruments.

The organization shall carry out an ECL assessment based on credit risk analyses with important
information in evaluating the change in credit risk (IAS Plus, 2016):

— significant changes in internal price indicators,

— other changes in the rates or conditions of the existing financial instrument,

— significant changes in external credit risk market indicators,

— the actual or expected internal credit assessments of the borrower who reduce the value of
credit risk assessment within the organization,

— actual or expected major changes in the business results of the borrower,
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— significant increase in credit risk for other financial instruments of the same borrower,

— the actual or expected substantial adverse changes to the regulatory, economic or technological
environment of the borrower, which results in significant changes in the ability of the borrower
to fulfill its obligations, such as the decline in demand for sales,

— significant changes in the value of collateral to cover the obligation or quality of warranties of
third parties or credit improvements which are expected to impair planned contractual
payments or otherwise affect the likelihood of defaults,

— significant changes of shareholder collateral (or associated organizations) if the shareholder has
an incentive and financial capacity to prevent default by capital or money transfer,

— significant changes, such as the reduction of financial support by the parent organization or
other branches, such as the actual or expected significant change in the quality of credit
capability,

— the expected changes in the loan documentation, including the expected breach of the contract,
which may lead to a waiver or modification of the arrangements, interest payments,

— significant changes in the expected performance and behavior of the borrower, including
changes in the remuneration status of the borrower group,

— changes in the approach to credit management of the organization concerning the financial
instrument,

— information due date.

Sometimes qualitative information and non-statistical quantitative information should be sufficient to
determine whether the financial instrument meets the criteria for impairment and calculation of ECL,
calculated as the probability of a personalized credit loss assessment, which represents the current value
of all cash deficits in the expected era of the financial instrument. In the case of financial assets, ECL is
the difference in the net present values of (IAS Plus, 2016):

— contractual cash flows and

— the cash flows expected by the organization.

The loss allowance is calculated for all debt financial instruments that are measured at fair value through
other comprehensive income or at amortized costs. ECL is recognized at the initial recognition of debt
instrument as ECL allowance or credit impaired losses in profit or loss. If the debt instrument is
measured at fair value through other comprehensive income, then the change in fair value or other
carrying amounts are recognized in other comprehensive income. At derecognition, all gains or losses
in other comprehensive income are recycled to profit and loss. This means that all 12-months or lifetime
ECL are charged to income and all other non-credit related changes are recognized in other
comprehensive income (Novotny-Farkas, 2016, p. 204).

THE KEY PARAMETER IN ECL CALCULATION - PD

The calculation of ECL arises from banking where the expected loss is used as part of the risk premium
and is charged to the borrower (Bluhm et al., 2010, p. 2). In probability theory, the "expected" attribute
always refers an expectation or mean value, which is also an example in risk management, and means
that the probability of default is attributed to each entity, which is part of the loss and is called a loss
given default (LGD) and exposure to non-payment which represent the loss that could occur during a
given period (Bluhm et al., 2010, p. 3).
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The Standard and Poor's identifies the loss as the inability to pay the principal or interest on the maturity
date contained in the original conditions for the issue of the debt, resulting in a definition of the
probability of default (PD) (Venter, 2016, p. 14). Randomly selected L — the risk of default may be or
payment or non-payment.

Equation 2: Probability of default

_ { 1 in the case of payment
~ | 0in the case of non — payment

Source: Adopted from Venter, 2016, p. 14.

Variable L is a Bernoulli random variable with PD.

Equation 3: Calculation of P for non-payment

P(L = 1) = P (non — payment) = p = PD
and

Equation 4: Calculation of P for non-payment

P(L = 0) = P (payment) = P(going concern) =1 —p
Source: Adapted from Venter, 2016, p. 14.

The expectations and variance L are shown in Equation 4: Basic Equation 5 presents the basis of Risk
Management (Venter, 2016, p. 14):

Equation S: Calculation of expectations and variance for L
P(L = 0) = P (payment) = P(going concern) =1 —p
P(L = 0) = P (payment) = P(going concern) = 1 — p and follows
P(L = 0) = P (payment) = P(going concern) =1 —p
Source: Adapted from Venter, 2016, p. 14.

A forward-looking calculation should base on accurate estimations of current and future cash flows and
also on macroeconomic data for financial instruments (Adamu, 2018, p. 93).

IFRS 9 regulation provides the use of macroeconomic forecasts and probability-weighted outcomes in
calculating the impairments or loss allowance.

The calculation of ECL basis on the net present value of the product of PD, LGD, and EAD, where the
PD is the important and key factor. The PD is one of the most important risk parameters estimated in
credit institutions for risk analysis and management (Vanék & Hampel, 2017, p. 759).

The credit risk is a potential that the borrower will fail to meet its contractual obligations (Basel
Committee on Banking Supervision, 2001, p. 45).
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The credit risk approach in IFRS 9 was implemented for all financial instruments which are not
measured at fair value through profit and loss. The model of ECL is used for all debt financial
instruments recognized at amortized costs or fair value through other comprehensive income, such as
loans, debt securities or bonds, trade receivables, lease receivables, loan commitments, financial
guarantee contracts (Gornjak, 2019, p. 34; Novotny-Farkas, 2016, p. 204; Van¢k & Hampel, 2017, p.
761).

Each organization has to:

— define the risk of default that is customized to it portfolios and data,

— define the mechanism of quantifying a significant increase in credit risk,

— define threshold levels for quantification of significant change (a measurement of financial
instrument form stage 1 to stage 2),

— have a robust implementations strategy to run the process at each reporting date (Chawla et al.,
2016, p. 72).

In the scope of IFRS 9, the PD has to be a point in time (PIT) and not through the cycle (TTC) as the
banking sector uses in its calculation of the probability of default.

Figure 4: Differences between PIT and TTC PD

Source: Chawla et al., n.d., p. 76 cited Moody’s Analytics CreditEdge and UK/US government statistics, Z-Risk
Engine.

As shown in figure 4, the TTC PD is not changing over the period, unless the PIT PD is changed because
of the change in probability of default over the period.

Historical unadjusted TTC PD should be modeled conditional to state variables to forecast so-called PIT
PD. The concept of PIT PD was introduced by Belkin, Suchower, and Forest in 1998 that proposed one
parameter representation of credit risk and transition matrices. (Purovi¢, 2019, p. 210).

PIT estimations of main parameters such as PD and LGD increase the volatility of regulatory capital for
some banks (Novotny-Farkas, 2016, p. 197).
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LOANS AND ECL CALCULATION

Loan accounting in IFRS 9 is the subject of impairment and about 80 percent of loans in the banking
sector are measured at amortized costs business model (Sanchidrian & Garcia, n.d., p. 152).

IFRS 9 was introduced due to the banking sector failing to make adequate provisions promptly during
the last financial crisis beginning in 2008. IAS 39 approach was “too little, too late”, but IFRS 9 approach
is more forward-looking (Seitz et al., 2018, p. 313). The three-stage model of ECL in the scope of IFRS
9 requires a loss allowance from the date of purchase or initial recognition of debt financial instrument.
Some authors (Sigee, 2017) discussed IFRS 9 as pro-cyclic.

The new model of ECL should result in an earlier and larger recognition of loan reserves (Novotny-
Farkas, 2015) and exceed the levels of IAS 9 reserves during the crisis (Seitz et al., 2018, p. 314) but in
a normal business, the loan reserves are not generally higher (Seitz et al., 2018, p. 346). The author
argues that the reserves are very volatile to the changes in the market and parameters and differ
substantially between the troubled and non-troubled bank as well as across EU countries and regions
(Seitz et al., 2018, p. 346). The research pointed out that the high sensitivity of ECL is depending on PD
models such as PD models based on CDS spreads or based on Moody’s data.

The first introduction of ECL in 2009 included over the lifetime recognition of credit losses through
credit adjusted effective interest rates. In the proposal, there was at the initial recognition loan loss
allowance equal to nil and it was subsequently built up over the lifetime of a financial asset (Novotny-
Farkas, 2016, p. 204). This model was the closest to the economic valuation of the loan but it changed
into a three-stage model of ECL.

Figure 5: Three-stage model of ECL under IFRS 9

Source: Novotny-Farkas, 2016, p. 204

As shown in figure 5, at initial recognition IFRS 9 overstates the loan loss allowance under the economic
valuation of the loan and expressed as economic expected credit losses (2009 ED). With the increase of
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PD, the credit risk increases, so IFRS 9 understates the loan loss allowance. At deterioration of credit
quality, IFRS 9 again overstates the allowance. (Novotny-Farkas, 2016, p. 204)

Earlier recognition of credit losses reduces the build-up of loss-overhangs and overstatement of
regulatory capital and might enhance financial stability (Novotny-Farkas, 2016, p. 197). On the other
hand, the loan loss provision in the statement of financial position is a key accrual item with a significant
impact on earnings and regulatory capital calculations (Novotny-Farkas, 2016, p. 205).

Some researches focus on their researches of loans on benchmark testing (Cefis, 2017; Popescu &
Ionescu, 2019). As proposed in IFRS 9 there should be a qualitative and quantitative assessment for
future cash flows which are solely payment of interests and principal. One of the options is benchmark
testing. Cefis (2017) addresses quantitative assessment in light of the time value of money. IFRS 9
defines the time value of money as an element of interest that provides consideration for only the passage
of time (IASB, 2016, p. A446). According to Cefis (2017, p. 5), the “test instrument” which presents
convexity since its underlying interest rate tenor is different from instrument payment tenor and is
characterized by cashflows whose value are different from those of corresponding ‘“benchmark
instrument” which cashflows do not show convexity issues and whose underlying interest rate tenor is
the same as payment tenor.

Popescu (2019, p. 218) also analyze the time value of money and the component from interest and
consider only the passage of time without other costs associated with holding a specific financial asset.

IFRS 9 allows the modification of the time value of money for variable interests such as EURIBOR,
LIBOR, ROBOR with the benchmark testing, and performance of qualitative and quantitative analysis
(IASB, 2016, pp. A446—A447). The factors which should be considered by assessing the benchmark
test are:

— the instrument by instrument basis (difference in cash flows arising from modified instrument
versus perfect instrument),

— reporting period (SPPI test must be performed at initial recognition, benchmark test must be
performed at initial recognition and on each reporting date),

— reasonable scenario, exclusion or inclusion of principal amounts (assessment only of interests,
but monthly payments can include both, interests and principal) and

— relative versus absolute threshold (use of relative analysis or absolute measures) (Popescu &
Ionescu, 2019, pp. 219, 220).

Definition of non-performing loans (NLP’s) is different in different jurisdictions but in the scope of
IFRS 9 that means that the loans are in stage 3 and payments of interests or principal are past due by 90
days or more. NLP’s and their under-provisioning pose a danger to economic and financial stability
especially where over-extension lending led to a crisis (Bholat et al., 2018, p. 53) but the crisis is caused
by poor landing rather than accounting or reporting. Early recognition of expected losses in good times
is generally agreed by policymakers (Bholat et al., 2018, p. 53) and IFRS 9 could contribute to
understandable methods of loss provisioning of assets and loans.
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CONCLUSION

The new IFRS 9 is generally changing the view of accounting. The new standards introduced after the
financial crisis are principle-based with forward-looking approaches incorporated into the accounting
figures. After the introduction of IFRS 9, there are no rules on how to account for the financial
instruments and the organizations should present their approaches and views in internal accounting
policies.

The model of ECL in accordance of IFRS 9 servers as an adjustment to the credit spread that is
recognized through yield and results in less overstated profit and lowers distribution of profits such as
dividends and bonuses during boom periods and in the end to the higher capital to withstand losses
during downturns (Novotny-Farkas, 2016, p. 217).

In a downturn, the accounting of ECL exceeds the regulatory expected losses because of the PID PD
and higher calculated ECL in stage 2 and stage 3 model of ECL. The model of ECL accounts for lower
loss allowances in the economic growth and significantly larger allowances in economic crisis according
to the incurred losses in the scope of IAS 9.

Credit losses are estimated on macroeconomics scenarios and are recognized at an earlier point in time
which means that the banks have to reserve extra capital buffers in good times to prepare for potential
increases in provisions when macroeconomic indicators deteriorate. Earlier recognition of credit losses
could incentivize banks to adopt more prudent and less cyclical lending strategies and strengthen the
monitoring of credit risk. (Frykstrom & Jieying, 2018, p. 6)

IFRS 9 might improve financial stability and reduce pro-cyclicality in downturns. Loss allowances are
accounted in the recognition of asset or loan and with the significant increase in credit risk, the loss
allowance is significantly cliff effect because of the calculation from 12-months to lifetime ECL. IFRS
9 also added transparency with the additional notes in annual reports of organizations. EBA also
announced that the impact of ECL calculation on stress test scenarios was implemented in 2018
(Frykstrom & Jieying, 2018, p. 8).

We can conclude, that the accounting of provisions for ECL has an impact on the valuation of financial
instruments and statement of profit or loss at the time of replacement and later and on capital
requirements (Cohen & Edwards, 2017; Deloitte, 2018; Gebhardt, 2015; Ha, 2017; HSBC Holdings plc,
2018) and affect the shareholders’ value. In the good economic condition, the impact of impairment on
profit and loss should be lower than in the downturn, when the significant credit risk deterioration
requires the calculation of lifetime ECL instead of 12-month ECL. The implementation of IFRS 9 is
lowering the shareholders’ value because of the ECL model. Further qualitative or quantitative research
should analyze the impact of the replacement to financial statements and shareholders’ value.
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