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Abbreviations

AEs advanced economies
BCBS Basel Committee on Banking Supervision
CET1 Common Equity Tier 1
CFRs climate-related financial risks
EAD exposure at default
ECL expected credit loss
EMDEs emerging market and developing economies
FVOCI fair value through other comprehensive income
FVTPL fair value through profit or loss
IAS International Accounting Standard
IFRS International Financial Reporting Standards
IRB internal ratings based
IT information technology
LGD loss given default
PD probability of default
PMA postmodel adjustment
SICR significant increase in credit risk
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Executive Summary

International Financial Reporting Standards 9 (IFRS 9) Financial Instruments became effective in January 
2018. It includes (1) a classification and measurement approach for financial assets that reflects the entity’s 
business model; (2) a forward-looking expected credit loss (ECL) model with three stages, which replaced 
the previous incurred-loss approach under the former International Accounting Standard 39 Financial 
Instruments: Recognition and Measurement; and (3) a hedge accounting model. Although most advanced 
economies and many emerging market and developing economies (EMDEs) have already implemented 
IFRS 9, or plan to do so, implementation of the standard remains challenging in several jurisdictions, particu-
larly low-income countries.

Implementing IFRS 9 brings substantial benefits from a banking soundness perspective. In principle, IFRS 
9 should facilitate a more accurate classification of the credit quality of financial assets, leading to timelier 
recognition of loan-loss provisions and a more comprehensive, granular assessment of credit risk. IFRS 9 
is expected to also foster greater transparency and reliability in banks’ financial statements, especially in 
relation to credit risk. Given the robust provisioning levels expected from ongoing credit risk assessments 
and the forward-looking ECL framework that incorporates a broad range of risks and scenarios, banks’ 
capital levels would be better shielded against rapid asset-quality deterioration during times of stress. Last, 
IFRS 9 implementation can facilitate more effective risk-based banking supervision.

Effective IFRS 9 implementation also entails several challenges, notably for EMDEs. IFRS 9 brings new 
concepts: for example, fair value, expected losses, and forward-looking information; new models, such 
as valuation and ECL models; and new data sources. Banks and supervisors in these jurisdictions may 
have difficulty implementing IFRS 9 because of challenges related to data availability and reliability, and 
resource constraints, particularly a lack of technical expertise in credit risk modeling. Banks’ legacy informa-
tion technology systems may not be compatible with IFRS 9 requirements regarding the classification and 
measurement of financial instruments. Moreover, as IFRS 9 is principles based, there is a risk of opportunistic 
use of judgment and managerial discretion to adjust reported results. Underestimated ECLs and delayed 
loss recognition could make banks’ regulatory capital appear stronger than it is and undermine the reli-
ability of financial disclosures and metrics used for supervisory purposes.

Consequently, realizing the benefits of IFRS 9 requires careful preparation to ensure that banks and super-
visors can effectively address the associated challenges. Introducing IFRS 9 would not bring the desired 
benefits if it were not implemented in a sound and consistent manner across banks. In the absence of 
adequate preparation, introducing IFRS 9 could result in increased management discretion, high implemen-
tation costs, unreliable asset classification and ECL estimates, and less comparability across banks.

Banking supervisors play a pivotal role in achieving the robust implementation of IFRS 9. They should deploy 
their efforts in three directions: First, introduce requirements and expectations in several key areas to ensure 
a consistent and high-quality implementation. Second, verify that banks comply with such requirements, 
with a view to ensuring that asset valuations and ECL provisions are adequate from a prudential perspective. 
Third, take corrective measures when the approach adopted by banks does not deliver the expected super-
visory outcomes. Specifically, banking supervisors should use a broad range of supervisory and corrective 
powers when loan classification and provisioning raise concerns from a prudential perspective. Maintaining 
regulatory provisioning systems whereby the provisioning parameters or minimum provisioning percentages 
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are imposed by the regulation (for prudential purposes) and serve as a backstop should be considered, at 
least temporarily. Although prudential and accounting frameworks follow two distinct objectives and full 
convergence between the accounting and prudential rules is not necessarily required, there may be room 
to further improve the consistency of these frameworks. Cooperation among supervisors, other domestic 
authorities, and external auditors is also essential to ensure consistent IFRS 9 implementation and a high 
level of transparency.

The ECL approach is, in principle, less procyclical than the incurred-loss approach, but procyclicality does 
not disappear. Forward-looking provisioning should avoid a spike in provisioning at the onset of a downturn 
when borrowers start missing payments, and the accumulation of provisions over time should allow banks 
to absorb losses in bad times and continue lending to the real economy. However, procyclicality does not 
disappear (for example, if banks do not anticipate the downturn in advance, or if they are unable or unwilling 
to identify significant increases in credit risk in a timely manner). Procyclicality can be reduced or mitigated 
by using a combination of tools. To maintain adequate loss absorbency, supervisors should ensure that 
banks do not delay the recognition of losses and build enough capital during the upswing phase of the cycle.

Authorities should consider introducing a transition period to provide sufficient preparation time for banks 
and banking supervisors, with an appropriate sequencing of key tasks. This is critical as supervisors in 
EMDEs often face resource constraints and may lack the tools and expertise needed to provide support 
and guidance to banks throughout the IFRS 9 implementation process. Preparedness will, therefore, be 
crucial to ensure that banks and supervisors are ready to implement the new accounting framework. This 
may be achieved through a well-sequenced multiyear transition period, which allows banking supervisors to 
complete the various preparatory steps, while encouraging banks to build the key components of the ECL 
framework progressively. In addition, after IFRS 9 becomes the new binding standard, transitional arrange-
ments could be introduced to smooth the effect on banks’ regulatory capital. In addition, supervisors should 
raise awareness and encourage banks to start developing their capabilities to understand and assess the 
effect of climate-related financial risks on balance sheet valuations.

IFRS 9 should be implemented in a proportionate and sound manner. The scope of application of IFRS 9, the 
length of the implementation period, the range of acceptable methodologies, and the prudential require-
ments and supervisory expectations may be adjusted to reflect specific circumstances, recognizing that the 
required level of sophistication is not the same for all banks and all credit portfolios. Implementing propor-
tionate approaches should, however, not lead to a weaker or less prudent accounting framework. Simplified 
approaches and proxies can be accepted under certain conditions, but not at the expense of prudence. 
Banking supervisors should play a central role in promoting sound practices and ensuring that the use of 
simple approaches is always well justified, documented, and subjected to adequate safeguards.
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I. IFRS 9: The Benefits and Challenges

A. Key Components of IFRS 9
International Financial Reporting Standards (IFRS) 9 Financial Instruments was introduced in 2014 and 
became effective in January 2018. The new accounting standard on financial instruments that replaced 
International Accounting Standard (IAS) 39 includes three main components: (1) a classification and 
measurement approach for financial assets that reflects the entity’s business model and the asset’s cash 
flow characteristics; (2) a forward-looking expected credit loss (ECL) model with three stages that results in 
a more timely recognition of loan losses; and (3) a hedge accounting model, with a better link between the 
economics of risk management and its accounting treatment.

IFRS 9 presents a simpler and more reliable approach to classification and measurement of financial instru-
ments than IAS 39, which was considered too complex, delayed the recognition of credit losses on loans and 
receivables, and was often inconsistent with entities’ approach to risk management. Some of the key differ-
ences between IFRS 9 and IAS 39 are as follows:

	y IFRS 9 replaced the many categories and rules of asset classification and measurement of financial instru-
ments (after initial recognition) with a single model that has fewer exceptions. The default concept in IFRS 
9 is that financial assets should be classified and measured at fair value with changes in fair value through 
profit or loss (FVTPL). However, under certain restrictive criteria, financial assets may be classified and 
measured at either amortized cost or fair value through other comprehensive income (FVOCI) (Box 1).

	y IFRS 9 establishes an ECL approach for impairment of loans and receivables, which requires provisions 
to cover both incurred and expected losses. IAS 39’s incurred-loss approach was limited to loans with 
evidence of impairment, resulting in delayed recognition of credit losses, as observed in the global 
financial crisis. To mitigate the “too little, too late” shortcoming of IAS 39, IFRS 9 allows for a timelier 
identification and recognition of losses on loans (Figure 1).

	y IAS 39 included many complex rules governing the reclassification of financial instruments from one 
category to another. IFRS 9 replaced these requirements by allowing reclassification under rare circum-
stances whenever an entity changes its business model for managing financial assets and prohibiting 
reclassification of financial liabilities.

BOX 1. IFRS 9: Key Rules on Classification, Measurement, and Impairment

International Financial Reporting Standard 9 (IFRS 9) applies a single classification approach to all financial 
assets, based on two main criteria: the entity’s business model for managing financial assets and the 
contractual cash flow characteristics of those assets.

There are three primary classification categories under IFRS 9:

	y Amortized cost. If the asset is held according to a business model where the objective is to hold 
the asset to collect cash flows (“hold to collect” business model), and the asset’s cash flows 
represent payments of principal and interest.

	y Fair value through other comprehensive income (FVOCI). If the asset is held based on a business 
model aimed at both collecting contractual cash flows and selling the financial asset (“hold to 
collect and sell” business model).



IFRS 9 Implementation from the Perspective of Banking Supervisors� 5

	y Fair value through profit or loss (FVTPL). If the asset does not meet the criteria for classification 
as amortized cost or FVOCI, the asset is held for trading, or the asset is a derivative that is not 
designated as a hedging instrument.

IFRS 9 provides a fair value option where a financial asset can be designated as FVTPL if doing so elimi-
nates or significantly reduces a measurement or recognition inconsistency (accounting mismatch).  
Box Figure 1.1 illustrates the process for determining the classification and measurement of financial assets:

Box Figure 1.1. Process for Classifying and Measuring Financial Assets

Instruments within the scope
of IFRS 9

Contractual cash flows are
solely principal and interest?

Held to collect contractual
cash flows only?

Fair value option?

Amortized cost FVTPL1 FVOCI

Fair value option?

Held to collect contractual
cash flows and for sale?

No

No

Yes

YesNo

No

No

Yes

Yes

Yes

Source: IFRS 9 Financial Instruments—Project Summary (IFRS website).
Note: FVOCI = fair value through other comprehensive income; FVTPL = fair value through profit or loss;  
IFRS = International Financial Reporting Standards.
1 Presentation option for equity instruments to present fair value changes in other comprehensive income.

Impairment of financial assets under IFRS 9 is governed by ECL rules, which require entities to estimate 
and recognize allowances for credit losses based on expected losses rather than incurred losses. 
Hence, an entity must recognize those allowances over the life of the financial assets rather than wait 
for actual losses to occur. Those rules apply to financial assets at amortized cost and FVOCI, among 
others. They involve a three-stage model that reflects the deterioration of credit quality starting from 
Stage 1 (at initial recognition of the asset), progressing to Stage 2 (when there is a significant increase 
in credit risk), and ending with Stage 3 (when the asset is deemed credit impaired). Box Table 1.1 
shows the key requirements under each of the stages.

Box Table 1.1. Key Requirements of the Three-Stage Model of the Deterioration of Credit Quality

Stage 1 ECL Stage 2 ECL Stage 3 ECL
As soon as a financial instrument is 
originated or purchased:

•	 Twelve-month ECL is recognized 
in profit or loss, and a loss 
allowance is established.

•	 For financial assets, interest 
revenue is calculated on the gross 
carrying amount (that is, without 
considering ECL).

If the credit risk increases 
significantly and the resulting 
credit quality is not considered 
to be low:

•	 Full lifetime ECL is recognized.
•	 The calculation of interest 

revenue on financial assets 
remains the same as for Stage 1.

If the credit risk of a financial asset 
increases to the point that it is 
considered credit impaired:

•	 Full lifetime ECL is recognized on these 
financial assets (same as for Stage 2).

•	 Interest revenue is calculated based 
on the amortized cost (that is, the 
gross carrying amount adjusted for 
the loss allowance).

Source: IFRS 9 Financial Instruments—Project Summary (IFRS website). 
Note: ECL = expected credit loss.

Source: IFRS 9 Financial Instruments—Project Summary (IFRS website).
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B. Key Benefits of Implementing IFRS 9 from a Banking Soundness Perspective
IFRS 9 ECL approach allows timely recognition of loan losses and more proactive credit risk management. In 
principle, IFRS 9 should facilitate a more comprehensive and granular assessment of credit risk by reflecting 
the credit quality of financial assets more accurately, leading to more timely provisioning for loan losses. 
Although the IAS 39 incurred-loss approach confined its coverage to impaired loans—similar to Stage 3 ECL 
under IFRS 9—the introduction of Stage 1 and Stage 2 ECL brings a forward-looking component. It requires 
banks to recognize credit losses throughout the life of the assets without waiting for loss events to actually 
take place (Figure 1). Bringing forward the recognition of losses has long been supported by banking super-
visors. Adverse changes in forecasts of economic conditions will generally lead to an increase in the level 
of required provisions before credit exposures become past due or other lagging borrower-specific indica-
tors are observed. This helps reduce the overstatement of capital in good times (associated with possible 
excessive credit growth and aggressive distribution policies). The period between the anticipated deterio-
ration in macroeconomic conditions and the actual delinquencies (that is, the defaults) can also be used by 
banks to strengthen credit risk management and enhance loss-absorbing capacity. These are all positive 
developments from banking soundness and risk-management perspectives.

Figure 1. Provisioning Profile under the Incurred-Loss Model versus the ECL Model

Loan-loss provisions
(as a percentage

of gross exposure)

Deterioration in credit quality
from initial recognition

Incurred-loss model ECL model Incurred-loss model and
ECL model

Stage 1 Stage 2

Significant 
deterioration

Evidence of 
impairment

Assets are credit impaired 
(Stage 3 under IFRS 9)

Source: International Accounting Standards Board 2013. 
Note: ECL = expected credit loss; IFRS = International Financial Reporting Standards.

The ECL approach also fosters greater transparency in banks’ financial statements, especially in relation to 
credit risks. It allows a more reliable measurement of credit risks and the effect of those risks on banks’ losses 
and capital. Extended disclosure requirements enable superior levels of transparency regarding banks’ risks 
and losses, thereby increasing public confidence in the banking sector.

Banks’ implementation of IFRS 9 could also help enhance their governance and risk management. Credit-
risk-management practices and data infrastructure tend to improve with IFRS 9 implementation since banks 
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are required to proactively assess credit risks and conditions that could affect asset quality. New informa-
tion, such as ECL estimates, and the breakdown of exposures by ratings and categories (staging) contribute 
to better credit risk management. To facilitate the process and ensure that it works effectively, banks would 
need to develop internal processes to estimate credit losses under various economic conditions and validate 
the reliability and adequacy of those estimates. That would require enhancing governance arrangements 
and introducing an effective system of internal controls to ensure credibility in the bank’s risk measurement 
and management processes as applied to asset quality and expected losses.

The application of IFRS 9 can contribute to strengthening banks’ resilience against economic shocks. Given 
the robust provisioning levels that are expected to result from the ongoing assessment of credit risk and the 
forward-looking ECL framework that incorporates a broad range of risks and scenarios, including those 
related to adverse economic conditions, banks’ capital levels should be better shielded against a rapid 
deterioration in asset quality during times of stress. This also facilitates banks’ capital planning, as it allows 
them to adequately allocate provisions for increases in credit risk and expected losses during periods of 
economic expansion, when it is easier to raise additional capital and build comfortable buffers.

IFRS 9 implementation can support more effective and forward-looking banking supervision. Banks will 
assess credit risk and expected losses on a forward-looking basis and rely on more comprehensive data 
under IFRS 9. As a result, supervisors can leverage these data and assessments to ensure that their approach 
to identification of risks and supervisory priorities is also proactive and forward looking. IFRS 9 provides 
supervisors with a better understanding of banks’ credit risk exposures, allowing them to adequately assess 
banks’ risk profiles and the sufficiency of capital levels. Such an approach is conducive to an enhanced risk-
based supervisory process since supervisors can use it to target their resources and activities at high-risk 
areas or more vulnerable institutions.

C. Key Challenges to Implementing IFRS 9
ECL estimation requires the development of complex models, particularly when it comes to the estimation 
of lifetime ECLs. Such models should be capable of assessing various parameters based on a mix of factors, 
including historical data, forward-looking information, and macroeconomic variables. Their integration to 
produce plausible scenarios and reliable ECL estimates can be a complicated and time-consuming process 
(Box 2). Model validation also involves continuous monitoring and recalibration to ensure that the models 
continue to produce reliable estimates based on the various factors being considered and the under-
lying assumptions.

Data-related challenges are among the most prominent when classifying exposures and quantifying 
ECLs. There is a wide range of information that needs to be considered in assessing whether a “signifi-
cant” increase in credit risk has been observed—for example, information on macroeconomic conditions, 
economic sectors, and geographical regions relevant to the borrowers, on top of borrower-specific infor-
mation. To quantify ECLs, banks need to rely not only on historical data for the main parameters but also on 
forward-looking elements, including those related to macroeconomic conditions and their implications for 
credit risk and customer behavior. The use of several alternative macroeconomic scenarios, which must be 
weighed depending on the attributed probabilities of materialization to quantify ECLs, requires a number 
of variables and data points that may not always be available.
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BOX 2. Approaches to Measure Expected Credit Losses

Expected credit losses (ECLs) are probability-weighted estimates of credit losses. A credit loss is the 
difference between the cash flows that are due to an entity in accordance with the contract and the 
cash flows that the entity expects to receive, discounted at the original effective interest rate. The time 
value of money must be taken into account when calculating ECLs, and banks should discount the 
cash flows that they expect to receive at the effective interest rate determined at initial recognition.

The approach followed by many banks in estimating ECLs combines four components: (1) proba-
bility of default (PD), an expression of how likely a default event is to happen; (2) a loss given default 
(LGD), an expression of how much loss may result in the event of default; (3) an exposure at default 
(EAD), a measure of the outstanding balance when default occurs; and (4) discounting, a measure of 
the time value of money. These components are measured based on the risk of default over one of 
two different time horizons, depending on whether the credit risk of the borrower has significantly 
increased since origination, the assessment of which relies on quantitative and qualitative elements 
and backstop indicators. ECLs are generally measured individually; however, those can be measured 
on a collective basis when less borrower-specific information is available.

As required under International Financial Reporting Standards (IFRS) 9, probability-weighted estimates 
of credit losses are determined by using a range of possible outcomes and using reasonable and 
supportable information available without undue cost or effort. This requires calculating the ECL 
determined for each of the economic scenarios considered, weighted by the likelihood of occurrence 
for each scenario. Although the term “undue cost or effort” is not strictly defined in IFRS 9, it includes 
information about past events, current conditions, and forecasts of future economic conditions, as well 
as information available for financial reporting purposes. Although the bank should not undertake an 
exhaustive search for such information, what is available without undue cost or effort is a matter subject 
to the judgment of the reporting entities’ management in light of the costs and associated benefits.

Twelve-month ECLs are the portion of lifetime ECLs that result from possible default events on a 
financial instrument within the 12 months after the reporting date. It is the effect of the entire credit 
loss on an asset weighted by the probability that this loss will occur in the next 12 months.

Lifetime ECLs reflect the present value of losses that arise if a borrower defaults on its obligation at any 
time during the remaining life of the financial instrument.

Incorporating forward-looking information in the estimate for ECL is a key requirement of IFRS 9. Forward-
looking information is any reasonable and supportable information available without undue cost or effort 
related to future periods that is considered in the assessment of a significant increase in credit risk and the 
estimation of ECL. Estimating lifetime ECLs (for transactions in Stage 2) and calculating the recoverable 
amount of a credit-impaired transaction (in Stage 3) always require banks to make assumptions, exercise 
judgments, and take a view both on the short- and long-term outlook, as the projected cash flows should 
reflect banks’ best estimate of the economic conditions that will exist over the remaining life of the assets.

Banks that estimate ECLs under IFRS 9 usually develop judgments about the future and apply those 
judgments to statistical models developed based on historical relationships between key variables  
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(that is, between the key risk drivers, such as GDP growth, unemployment rate, and PD parameters). 
Under extreme economic conditions with significant uncertainty (for example, COVID-19), historical rela-
tionships among key variables may evolve because similar conditions may not have existed in the past.

Source: Global Public Policy Committee 2016.

Banks’ technical information technology (IT) infrastructure may not be fit for purpose. Developing reliable 
ECL models usually requires significant technical and operational changes that involve upgrades to core 
banking systems and other IT systems, as well as changes to the IT infrastructure. Banks’ legacy systems 
may not be compatible with IFRS 9 requirements on the classification and measurement of financial instru-
ments. Hence, banks may need to invest in new systems or in significant upgrades to their existing systems 
to support IFRS 9 requirements. These systems should also be capable of tracking and reporting ECLs in 
real time and of implementing frequent model recalibration as needed.

Requirements for enhanced human resources and skills are significant, given the principles-based nature 
of IFRS 9, which widens the scope for judgment and managerial discretion compared with IAS 39. Banks’ 
management discretion may affect the timing and the quantification of expected losses. For example, IFRS 9 
does not provide a definition of default that could be used to quantify key parameters (probability of default 
[PD], loss given default). IFRS 9 also does not prescribe the indicators to be considered in the “significant 
increase in credit risk” (SICR) assessment (Stage 2 ECL), nor does it define more specifically what constitutes 
an “SICR.” Therefore, the framework cannot be applied mechanically with automatic triggers. Moreover, 
as IFRS 9 does not prescribe the use of a specific approach for quantifying ECL, estimation of ECL entails a 
degree of subjectivity because of the wide range of factors that can be considered. Incorporating forward-
looking information and various assumptions into the ECL also requires expert judgment.

All the changes discussed previously may result in significant implementation costs and require an adequate 
level and capacity of resources. Initial implementation costs relate mostly to changes in IT systems, data 
collection and analysis, ECL model development, upgrades in risk-management and governance frame-
works, and building staff capacity. Beyond these initial costs, there are also ongoing and recurring costs 
associated with regular collection and review of data, recalibration of ECL models, reporting and disclo-
sures, and monitoring of credit risk on a forward-looking basis. Significant investments may also be needed 
to build the capacity of banks’ staff involved in the various aspects of IFRS 9 implementation, as well as to 
initiate the necessary changes in a bank’s governance and risk culture to embrace the various IFRS 9 dimen-
sions, particularly the consideration of forward-looking factors and the application of judgment in the ECL 
estimation process. Having a supportive public infrastructure (such as competent professionals for asset 
valuations, access to publicly available statistics, and a robust system of independent external audits) would 
contribute to alleviating the costs and challenges of IFRS 9 implementation.

The transition to IFRS 9 may also have implications for banks’ profitability and potentially their capital ratios. 
Given the forward-looking nature of ECL frameworks, banks implementing IFRS 9 may need to allocate 
significantly higher allowances for ECLs upon IFRS 9 implementation, especially if a high proportion of 
exposures is classified in Stage 2 ECL. This would have a short-term effect on banks’ profitability (and could 
also adversely affect banks’ capital ratios if banks’ profitability is already shallow). Hence, banks should 
carefully analyze the quantitative effect of IFRS 9 implementation and engage with supervisors on necessary 
transitional arrangements to limit cliff effects.
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Supervisors also face a challenge in monitoring banks’ implementation of IFRS 9. These involve ensuring the 
consistency of IFRS 9 implementation across the banking sector, assessing the first-time adoption effects of 
implementation, accompanying banks during the transition process, and mitigating the procyclical effects 
of IFRS 9. Supervisors need to ensure that they have adequate resources, tools, and expertise to deal with 
such issues in a proactive manner:

	y Ensuring consistency of IFRS 9 implementation across banks is one of the challenges that supervisors 
typically face. Differences in implementation across banks derive from the flexibility that IFRS 9 offers 
in how banks classify financial instruments and calculate ECL, as banks may use different methodolo-
gies, assumptions, and models. Comparability across banks may also be a challenge, as classification 
and measurement approaches involve greater judgment. Although expert judgment may allow banks 
to consider a broader set of information on credit risk to inform future losses, discretion may also be 
used opportunistically to adjust reported profit or loss and regulatory capital. Therefore, supervisors 
need to be more vigilant as heterogeneity of provisioning methodologies increases, so as to prevent 
unjustified divergence in banks’ provisioning practices from undermining the comparability and reli-
ability of their regulatory capital measures.

	y Supervisors should undertake extensive preparations during the transitioning process. This would 
facilitate the development of the necessary tools and processes to review the effects of IFRS 9 imple-
mentation on banks, their levels of preparedness, and the reliability of their ECL frameworks. During 
the process, supervisors may also need to issue clear expectations to banks on IFRS 9 implementation 
and requirements, particularly in relation to ECL frameworks. These preparations require supervisors to 
provide a clear road map that defines the key milestones in banks’ preparation for IFRS 9 implementation 
and the ongoing supervisory actions needed to review banks’ actual application of IFRS 9, particularly 
ECL models and estimates. Supervisors may lack the necessary resources and tools to achieve these 
objectives. Supervisors, who are used to a compliance culture, enforced automatic triggers for loan clas-
sification, and prescribed provisioning parameters, may face additional challenges. In such cases, IFRS 9 
implementation would require a paradigm shift in supervisory mindset and culture.

Banks with low capacity and resources may face increased difficulty in overcoming challenges and 
ensuring smooth IFRS 9 implementation. Banks that have low financial capacity for investments or a 
shortage of necessary resources and skills will face more challenges in implementing IFRS 9. This is 
often the case with small banks and banks in emerging market and developing economies (EMDEs). 
For example, in many cases, banks rely on their experience with the implementation of Basel advanced 
approaches when transitioning into IFRS 9. However, small banks or banks in EMDEs often only apply 
standardized approaches of Basel II or Basel III (or sometimes even approaches based on Basel I) and 
may have limited previous experience dealing with credit models. This is very different from large banks 
in advanced economies (AEs) that have implemented internal ratings-based (IRB) approaches and can 
leverage IT systems and databases to calculate ECL. This means IFRS 9 implementation is likely to be 
a higher hurdle for smaller banks or banks in EMDEs.1 Another challenge is the limited availability of 
granular historical and forward-looking data in some jurisdictions, which could limit the reliability of 
asset classifications and ECL quantification.

1	 For emerging market and developing economies with a significant presence of subsidiaries of international groups that 
may have implemented International Financial Reporting Standards (IFRS) 9 early to ensure alignment with their banking 
group policies, it may be useful for those subsidiaries to share experiences and insights about expected credit loss (ECL) 
methodologies, relevant practices, and ways to overcome some challenges. These may help the rest of the banks in the 
system and supervisors better understand the key issues and challenges and contribute to a smooth IFRS 9 adoption.
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Similarly, the challenges for supervisors are likely to be more pronounced in EMDEs. As banks in EMDEs may 
have more difficulty implementing IFRS 9 and calculating ECLs, financial supervisors in those jurisdictions 
should provide additional support and guidance to banks throughout the IFRS 9 implementation process 
and be more proactive in addressing challenges related to such implementation. However, those supervisors 
may themselves face capacity and resource constraints, which may warrant technical support and capacity 
building through various bilateral and multilateral channels. In addition, adopting a proportionate approach 
may be considered regarding the standards that supervisors impose on banks; it could also lead to issues 
in the consistency of IFRS 9 implementation and comparability across banks (see section “Proportionality”; 
also see Appendix 1 on implementation experience in selected EMDEs, including common key findings and 
recommendations from the IMF capacity-building activities).

IFRS 9 reduces procyclicality relative to IAS 39, but procyclical effects continue to require supervisory 
attention and action. Under IFRS 9, losses are likely to be recognized in a less cyclical manner than under 
IAS 39. Nonetheless, banks will likely need to increase provisions during economic downturns even when 
actual defaults have not yet occurred. This could apply when moving loans from Stage 1 to Stage 2 and reca-
librating ECLs by using point-in-time estimates, which tend to be low during good times and high during 
bad times. These situations could lead to significant upticks in banks’ ECL estimates, affecting banks’ profit-
ability and capital. It could also lead to adverse feedback loops if banks respond by tightening credit supply. 
These cases should be closely monitored by supervisors since actions—including the use of macroprudential 
tools where needed—may be needed to address the implications of such procyclical behavior, as discussed 
further in the following sections (see section “Procyclicality”).

In summary, achieving the benefits associated with IFRS 9 implementation requires careful preparation and 
consideration to ensure that banks and supervisors can effectively overcome the associated challenges. 
Introducing IFRS 9 would not bring the desired benefits if it were not implemented in a consistent, prudent, 
and sound manner. Its implementation might also be problematic if supervisors and banks do not antici-
pate the challenges ahead and proactively develop the capacity and tools needed to overcome them. In 
the absence of adequate preparation, introducing IFRS 9 could result in increased management discretion 
combined with opportunistic accounting choices, high implementation costs, unreliable asset classification 
and ECL estimates, with credit loss recognition remaining “too little, too late,” and reduced comparability 
across banks.



12� Technical Notes and Manuals

II. Role of Banking Supervisors

A. Supervisory Objectives
To maintain and enhance the resilience of banking systems, banking supervisors play a pivotal role in 
ensuring robust IFRS 9 implementation. Although the authority to set accounting rules and the manner of 
their implementation rest with bodies separate from the supervisors in most countries, supervisors play a 
critical role in ensuring that banks implement these standards effectively, prudently, and consistently, based 
on a sound risk-management framework. This is particularly important for IFRS 9, which represents a positive 
development from the perspectives of banking soundness and risk management. However, the risks of 
material misstatements in ECL estimates under IFRS 9 require particular attention, as underestimated ECLs 
and delayed loss recognition would make banks’ Common Equity Tier 1 (CET1) capital appear stronger than 
it is and affect a range of supervisory metrics.2 Material misstatements may result from the complexity of 
estimating expected losses, the higher number of inputs and assumptions subject to judgment (for example, 
the necessity to incorporate forward-looking data and assumptions into the staging and ECL estimates), and 
increased estimation uncertainty.

Supervisors should promote sound approaches in implementing IFRS 9. Avoiding unjustified heterogeneity 
in ECL estimates will facilitate comparability across banks, as credit portfolios with similar risk characteristics 
will result in correspondingly similar ECLs. Verifying that exposures are duly transferred across categories 
when credit risk has significantly deteriorated, and that loan forbearance is not used to mask deteriorations 
in credit risk, will help prevent banks from lowering their ECL estimates and delaying loss recognition.

To achieve robust and consistent IFRS 9 implementation, it is essential to meet several conditions. Banking 
supervisors need to develop their technical expertise, rely on adequate resources, be intrusive, and apply 
supervisory judgment. Although this is crucial for most, if not all, supervisory work, having the right mindset 
and relying on an adequate set of powers and resources is of particular significance in the context of IFRS 
9 implementation. Beyond these foundational elements, banking supervisors should deploy their efforts 
and orient their work in three directions: (1) introducing requirements and expectations in several key areas 
such as definition of default, criteria to assess whether there is an SICR, and guidelines on macroeconomic 
scenarios and collateral valuation; (2) verifying that banks comply with these requirements with a view to 
ensuring that asset valuations and ECL provisions are adequate from a prudential perspective; and (3) 
taking corrective measures when the approach adopted by banks does not deliver the expected supervi-
sory outcome.

B. Changes to Supervisory Practices and Requirements
Consideration should be given to introducing a transition period to provide sufficient preparation time to 
banks and banking supervisors. Most jurisdictions in AEs and emerging markets have already implemented 
IFRS 9, or plan to do so. In turn, not implementing IFRS 9 may not be an option for banking supervisors 
in jurisdictions where governments have decided to apply IFRS 9 to a wider range of reporting entities, 
including banks and nonfinancial corporations. In this context, preparedness will be crucial to ensure that 
banks and supervisors are ready to implement the new accounting framework once it comes into force. 

2	 Misstatements are defined as omissions (that is, excluding relevant information), errors, and other misstatements of 
information (for example, information ambiguously or obscuring material information). Misstatements are material if, 
individually or collectively, they could reasonably be expected to influence decisions that the primary users make on the 
basis of the financial statements.



IFRS 9 Implementation from the Perspective of Banking Supervisors� 13

Authorities should consider introducing a transition period to provide sufficient preparation time for 
banking supervisors, while encouraging banks to build the key components of the ECL framework progres-
sively (for example, by first developing a credit rating process before quantifying ECL parameters) (Figure 2).  
In addition, after IFRS 9 becomes the new binding standard, transitional arrangements could be intro-
duced to smooth the effect on banks’ regulatory CET1 capital.3 During the transition period, supervisors 
could implement a parallel run system in which they ask banks to prepare reports under the new IFRS 9 
regime while continuing to receive reports based on the pre-IFRS 9 accounting framework. This would help 
supervisors discuss with banks how ECL requirements are anticipated to have an effect on capital planning, 
including a discussion on targeted future levels of capital and how this will be achieved, given the likely 
increase in provisions.

Figure 2. Possible Generic Road Map for Implementing IFRS 9

Preparatory 
phase

• Introduce requirements and supervisory 
expectations

• Develop supervisory capabilities

• Regular engagement with banks and auditors

• Improve credit risk examination procedures 

Implementation

• Supervise banks’ internal lines of defense 
(validation processes, internal controls)

• Continue developing in-house expertise to 
review ECL models

Post
implementation

• Post implementation reviews of progress made 
by banks

• Collect information on a regular frequency

• On-site inspections or deep dives  

Banking Supervisors Regulated Banks

Develop a credit rating process•
Collect data•
Develop the IT infrastructure•
Develop and validate models•

Deploy a strong governance and control 
framework
Document accounting policies
Roll out models (ECL, valuation model)
Use models in risk management 

•

•
•
•

Produce internal reports, with key 
performance indicators 
On going review of the performance of models
Check quality of data

•

•
•
• Continue improving methodologies

Source: IMF staff.
Note: ECL = expected credit loss; IFRS = International Financial Reporting Standards; IT = information technology.

Banking supervisors should consider specifying several important definitions, concepts, and criteria, as well 
as the conditions under which the methodologies introduced by IFRS 9 should be used. Given the prin-
ciple-based nature of IFRS 9, consistency in implementation across banks will only be achieved if banking 

3	 As ECL provisions are calculated for all credit exposures, and not only for the impaired exposures, loan-loss provisions are 
expected to increase when the new rules come into force, everything else being equal. The day-one effect on regulatory 
capital should be recognized progressively to avoid an abrupt, sharp reduction in banks’ Common Equity Tier 1 capital 
level. The Basel Committee on Banking Supervision (BCBS) standard on “regulatory treatment of accounting provisions—
interim approach and transitional arrangements” (BCBS 2017a) also allows a progressive approach to reduce the cliff 
effect from IFRS 9 adoption. The standard permits banks to phase in the effect of the increase in provisions on Common 
Equity Tier 1 at the point of transition to IFRS 9 over a maximum period of five years, preferably based on a straight-line 
amortization schedule.
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supervisors introduce more detailed requirements. This will contribute to ensuring that minimum standards 
are met while facilitating the comparability of ECL provisions across banks:

	y First, given the importance of having a consistent definition of default across credit portfolios, the 
definition of default adopted by banks for accounting purposes should be guided by the definition 
used for regulatory purposes, in line with the standards and guidelines issued by the Basel Committee 
on Banking Supervision (BCBS) on the prudential treatment of problem assets. This definition may be 
supplemented with more detailed objective criteria, such as credit-impairment triggers.4

	y Second, banks should introduce and monitor well-defined criteria for different types of credit exposures 
to assess whether there is an SICR. Although all information available should be taken into account by 
banks, supervisors may also consider introducing a set of minimum criteria to be taken into consider-
ation by banks for making such assessments, for example, credit risk ratings, past due status, PD, watch 
lists, or other indicators used as part of banks’ risk management.5 Particular attention should be given 
to forbearance measures and credit restructuring practices, which could be used to mask a significant 
deterioration in credit risk. In this regard, banks should use clear and detailed criteria when exposures 
are transferred from Stage 3 to Stage 2, and from Stage 2 to Stage 1 (exit criteria). On grounds of 
prudence, introducing an observation period would be appropriate to ensure that renegotiations, 
if any, yield the expected results—that is, repayments are made, and the counterparty’s situation has 
improved. Guidance is also needed on how to conduct a collective assessment of an SICR when the 
necessary information is not available at an individual borrower level.

	y Third, guidelines on macroeconomic scenarios used to quantify ECLs should be provided, including 
design, range, severity, horizon, number of scenarios to capture nonlinearities, and weight attributed 
to the adverse scenarios.6

	y Fourth, in the same vein, as the expected recovery on collateral is usually an important driver of losses 
in the case of impaired loans and given the difficulties associated with collateral valuation in many 
jurisdictions (for example, lack of market data that could be used to challenge banks’ own evaluations), 
supervisory guidance would be useful (frequency of reevaluation, recourse to independent experts, 
use of haircuts, and so on).

4	 There are no differences between credit-impaired instruments under IFRS 9 and impaired instruments under International 
Accounting Standard 39 (that is, the triggers are the same). Defaulted exposures from a prudential perspective are 
defined as exposures where full repayment is unlikely or where material amounts are 90 days past due . Objective criteria 
to operationalize the definition and help assess the unlikeliness to pay have been introduced in some jurisdictions. For 
example, the European Central Bank’s nonperforming loan (NPL) guidance (European Central Bank 2017) and the asset 
quality review manual (European Central Bank 2023) provide a list of impairment “unlikely-to-pay” indicators, including 
“soft” triggers that are indicative examples of unlikely-to-pay events. If one of these soft triggers applies, this does not 
automatically mean that an exposure is nonperforming, but that a thorough assessment should be performed.

5	 See, for example, the asset quality review manual (European Central Bank 2023) and the letter to institutional chief 
executive officers from the European Central Bank’s single supervisory mechanism (December 2020, https://www​
.bankingsupervision.europa.eu/press/letterstobanks/shared/pdf/2020/ssm.2020_letter_credit_risk_identification​
_measurement~734f2a0b84.en.pdf). Several significant increase in credit risk triggers since initial recognition have been 
identified (for example, lifetime probability of default [PD] of the exposure on the reporting date exceeds its lifetime PD 
at initial recognition by more than 200 percent, 12-month PD of the exposure on the reporting date exceeds 20 percent, 
and exposure is included on the bank’s watch list and is flagged as forborne or has been subject to restructuring because 
of financial difficulty).

6	 Using a single forward-looking scenario (that is, the most likely economic scenario) does not meet the IFRS 9 objectives 
(that is, ECL figures are estimated by evaluating a range of possible outcomes and based on reliable information that is 
representative of future conditions), unless it is possible to demonstrate the existence of a linear relationship between the 
different macroeconomic scenarios and their associated credit losses. There is usually a nonlinear relationship between the 
forward-looking scenarios and the associated change in (1) the risk of a default occurring or (2) credit losses. For example, 
credit losses do not increase linearly as property values fall; they increase at a faster rate as residential property prices fall.

https://www .bankingsupervision.europa.eu/press/letterstobanks/shared/pdf/2020/ssm.2020_letter_credi
https://www .bankingsupervision.europa.eu/press/letterstobanks/shared/pdf/2020/ssm.2020_letter_credi
https://www .bankingsupervision.europa.eu/press/letterstobanks/shared/pdf/2020/ssm.2020_letter_credi


IFRS 9 Implementation from the Perspective of Banking Supervisors� 15

	y Fifth, the conditions under which the credit risk of a financial instrument is considered low at the 
reporting date should be specified. Defining this category precisely is critical, as IFRS 9 allows reporting 
entities to assume that credit risk has not increased significantly if the financial instrument is classified 
as having low credit risk at the reporting date.

	y Sixth, the range of acceptable methodologies for assessing whether a hedging relationship meets the 
hedge effectiveness requirements should be defined.

Requirements and expectations around sound credit methodologies, governance and validation of credit 
risk models, an effective IT environment, and data quality, as well as internal controls, should be introduced. 
IFRS 9 cannot be separated from banks’ credit risk management:

	y As emphasized by the BCBS, the measurement of provisions should be based on robust method-
ologies for assessing and measuring credit risk on all lending exposures. Banks should document 
instances in which expert judgment is made, ensure that postmodel adjustments or overlays are docu-
mented, justified, and subject to adequate control and provide adequate disclosure.

	y Banks should be required to assign responsibilities for IFRS 9 implementation at a senior level, 
document their accounting policies and credit risk methodologies (including assumptions in the ECL 
estimation process), maintain IT systems that can handle the large volume of information needed for 
staging and quantification purposes, and introduce controls to verify the completeness and accuracy 
of data.

	y Sound governance processes are needed to ensure that various departments involved in the imple-
mentation of IFRS 9 apply the standard consistently and in a well-coordinated manner. Although banks’ 
risk departments may be responsible for credit risk models (including ECL models), other departments 
and stakeholders also have key responsibilities. Banks’ finance departments should ensure adequate 
reporting and disclosure about financial instruments, including classification, measurement, and ECL 
estimates.

	y Internal audit functions and external auditors should be able to independently verify the sound imple-
mentation of IFRS 9, including the reliability of ECL models, details of the relevant parameters, and 
their adequate functioning.

	y All these changes are required to ensure the effectiveness of the banks’ process for estimating 
ECL. Even a well-designed ECL model will not deliver expected results if internal controls, model-
risk-management procedures and processes, and adequate governance arrangements for the ECL 
estimation process are not in place.

	y Introducing detailed requirements and expectations in this matter is, therefore, of paramount impor-
tance, bearing in mind that IFRS 9 does not contain any specific provision on the governance and risk 
management of ECL models. Smaller banks may rely on external resources and expertise to develop their 
ECL models, as consultants can provide specialized technical support in designing and implementing 
ECL models and in facilitating the necessary changes to IT systems and internal processes. However, it is 
important that banking supervisors set out the conditions under which recourse to third parties is accept-
able. These include, among others, having a sound governance structure and retaining full ownership by 
banks of IFRS 9 implementation outcomes; ensuring that the consultants comply with minimum require-
ments on independence, objectivity, experience, and competence; maintaining thorough documentation 
on the methodologies and models provided by consultants and ensuring full supervisory access and 
review; close monitoring and validation by banks about the performance of these models; and providing 
ongoing support and knowledge transfer by consultants so that banks build capacity over time and 
reduce reliance on consultants. In the case of ECL models purchased from third parties, banks should 
ensure that the data used to develop and calibrate the models are representative of their own exposures.
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Communicating banking supervisors’ expectations in relation to IFRS 9 implementation will not be sufficient 
in itself. Ensuring that banks meet regulatory requirements and supervisory expectations and that asset 
valuations and ECL provisions are adequate from a prudential perspective is equally important. To achieve 
this objective, supervisory methodologies may need to be improved, whereas new tools and enhanced 
reporting may have to be introduced (specific considerations are discussed in Appendix 2):

	y The risk-based supervisory framework should be updated, including the credit risk examination 
procedures manual, to include off-site and on-site objectives. A toolkit to guide supervisors should be 
developed, including step-by-step internal guidance on assessing banks’ ECL models. As previously 
mentioned, both the classification of exposures and estimation of ECLs under IFRS 9 for banks are 
complex and rely on judgment. Consequently, a high-level supervisory review of loan classification 
and provisioning practices is highly unlikely to provide any tangible benefits. To identify areas where 
deficiencies exist or improvements are needed, supervisors should have an in-depth understanding of 
the classification methodologies, asset valuations, and modeling practices adopted by banks.

	y Developing expertise in key areas, like risk modeling, IT, and data quality, takes time and requires 
additional supervisory resources and skill sets. As a result, preparing a road map for IFRS 9 imple-
mentation and developing capacity over time are essential. Such a road map should include, among 
other elements, a program to build supervisory capacity for the main components of IFRS 9, the 
main implementation aspects, and supervisory tools and methodologies to monitor implementation 
and verify ECL models. Such capacity building is important in EMDEs and in banking systems that 
do not use models or advanced approaches to measure credit risk for capital adequacy calculation 
purposes.

	y It is particularly important to recognize that one size does not fit all. One possible approach for 
banking supervisors is to first strengthen the supervision of banks’ internal lines of defense (valida-
tion processes, internal controls), while building, in parallel, in-house expertise to review banks’ ECL 
models.

Supervisors should ensure that adequate steps are taken by banks during the preparatory phase (transition 
period) through regular engagement with the banking industry. IFRS 9 implementation brings new concepts, 
for example, fair value, expected losses, and forward-looking information; new models, for example, valuation 
and ECL; and new data sources that all present significant challenges and require adequate preparation. It will 
be more effective for supervisors to require adjustments to the models, key concepts, and data collection in 
the early stages of implementation, prior to the finalization of the main choices regarding ECL modeling and 
the IT infrastructure. A constant dialogue between supervisors and banks is therefore paramount. Significant 
work from banks will be needed in three key areas:

	y Data quality and availability. Additional credit risk information will be needed to implement IFRS 9. In 
many instances, these data are not available or, when available, not used to classify exposures and 
quantify provisions. In addition, they may not be subject to rigorous quality controls to ensure their 
reliability and accuracy. Supervisors should ensure that banks have a thorough understanding of their 
data needs as well as a clear plan to handle data gaps.

	y New ECL methodologies and models. Segmenting credit portfolios, deciding on the best modeling 
approach, developing and validating ECL models, ensuring that model-driven outcomes can be under-
stood and explained, and securing that controls are deployed will all require significant work that may 
take years to build. Methodologies and assumptions should be documented, and performance indica-
tors relating to ECL should be introduced. Supervisors should regularly engage with banks to inquire 
about progress made and require adaptations, where deemed necessary.
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	y Improved IT systems, risk and accounting processes, and internal controls. These systems and processes 
will need to be largely automated, able to process a vast amount of information, and deliver reliable 
results on a regular (quarterly or, at a minimum, semiannual) frequency in a relatively short time frame. 
This will require significant investment. Banks will need to have a robust governance process over IT 
systems development, alongside controls (mainly automated) to ensure the accuracy, completeness, 
and reliability of data. The key judgments and assumptions applied in estimating ECLs, including, for 
example, the economic scenarios, the definition of an SICR, and the use of postmodel adjustments, 
should be subject to adequate governance and oversight. Supervisors should ensure that banks have 
a credible plan for developing information systems and improving controls.

Supervisors should also closely engage with banks’ external auditors during IFRS 9 implementation, given 
their role in providing an independent assessment of banks’ financial statements. Such engagement would 
allow supervisors to better understand banks’ preparation and readiness for implementation, including 
the robustness of their ECL models and estimations, and the soundness of their internal controls and data 
governance frameworks. Discussions with external auditors should focus on the high-risk and challenging 
aspects, such as criteria for credit risk deterioration, incorporation of forward-looking elements in ECL esti-
mation, availability of data, and adequacy of IT systems.

Once the new accounting framework has come into force, supervisors should conduct regular post 
implementation reviews. These reviews should focus on the progress made by banks in applying ECL 
methodologies as well as on the supervisory approaches, with a view to assessing lessons learned and 
introducing adjustments where needed to improve the effectiveness of the framework. Communicating 
the results of thematic reviews would also help highlight best practices in ECL implementation and lessons 
learned in responding to implementation challenges.7 Supervisors should also ensure that the new metrics 
produced under IFRS 9 are used from a risk-management perspective and that banks achieve some form 
of consistency between ECL methodologies and other methodologies used for measuring credit risk (for 
example, economic scenarios used for internal stress tests and those used to quantify ECLs should not be 
disconnected). Although the COVID-19 pandemic did not highlight systematic ECL model limitations, some 
of the lessons learned require supervisory attention. Specifically, the diversity in provisioning practices and 
differences in modeled provisions should warrant further investigation (Appendix 3).

C. Supervisory Considerations
The difficulties associated with using supervisory credit risk models to challenge banks’ ECL estimates and 
models should not be underestimated. One question likely to arise in many jurisdictions is whether banking 
supervisors should develop their own credit risk models. Such “challenger models” are typically designed 
by supervisors to quantify ECL estimates but are populated with data provided by banks (for example, 
loan-by-loan exposures and transaction characteristics). Given the range and diversity of banks subject to 
supervision, themselves using several ECL models, developing multiple supervisory models to challenge 
all banks’ ECL models would be impractical. Supervisors who use their own tools usually develop one chal-
lenger model:

	y Using a challenger model may help identify credit exposures with potential material misstatements 
in the bank’s ECL estimates under IFRS 9—for example, where the classification of such exposures is 
inadequate, and ECL estimates are miscalibrated.

7	 Examples of such reviews include those from the European Banking Authority (2023), Banca d’Italia (2023), and UK 
Prudential Regulation Authority (2023).
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	y However, a single supervisory challenger model is unlikely to capture the diversity of credit exposures 
across banks. Therefore, it should mainly be used to identify outliers—banks, credit portfolios—and 
assess areas where further investigation is needed, instead of determining what the optimal provi-
sioning level should be. The benchmark results produced by a challenger model should trigger a 
discussion with banks, targeted at demonstrating that their provision levels are appropriate and 
explaining the differences between the results of their own models and those of a challenger model. 
Should banks be unable to provide evidence-based explanations to support their ECL estimations, 
corrective action could be subsequently imposed by supervisors, as discussed further in the following 
sections.

	y The significant difficulties associated with operating a challenger model should not be underesti-
mated. Using such a model requires strong technical capabilities, an IT infrastructure to collect and 
exploit data from banks, and in-depth expertise to interpret the results. Supervisors should, therefore, 
weigh the pros and cons before developing such sophisticated tools, which should only be introduced 
once they have gained sufficient experience with IFRS 9.

Banking supervisors should not solely focus on financial assets held at amortized cost. As explained previ-
ously, the criteria under IFRS 9 for determining the category into which financial assets fall, that is, amortized 
cost, FVTPL, or FVOCI, are fundamentally different from those under IAS 39. Only “plain vanilla” loans, 
receivables, and investments in debt instruments and other similar assets can qualify for measurement at 
amortized cost or FVOCI. Other financial assets are classified and measured at fair value, with changes 
therein immediately recognized in FVTPL, resulting in higher earnings volatility. In addition, changes in 
FVTPL and through FVOCI both affect banks’ CET1 capital.

Against this background, supervisors should ensure that banks appropriately measure the value of assets 
in the FVTPL and FVOCI categories, as overvaluations of positions could artificially inflate banks’ regu-
latory CET1 capital ratios. Only an appropriate accounting classification applied in a consistent manner 
and combined with proper measurement will ensure the consistent application of the regulatory capital 
standards and the correct determination of CET1 capital and prudential ratios:

	y As loan portfolios usually account for a very large share of exposures of banks in EMDEs, the amount of 
assets in the FVTPL and FVOCI categories may not be material, with some exceptions. Banking super-
visors should verify that banks comply with the criteria for classifying financial assets—that is, business 
model and solely payments of principal and interests tests; upgrade, where necessary, the regulatory 
reports to collect relevant information on the use of the applicable methodologies; conduct more 
in-depth investigations when exposures classified in the FVTPL and FVOCI categories are material; 
review booking policies; and ensure independent internal validation of valuation models. When banks 
hold significant derivatives exposures and securities portfolios whose valuation relies on Level 3 
inputs, in accordance with IFRS 13 on fair value measurement,8 supervisors should ensure that banks 
have the expertise to measure the fair value of such complex instruments.9 Banks may face the same 
problem upon initial measurement of financial assets, which should be based on fair value, particularly 
if the underlying interest rate is not market-based or if market data on interest rates are lacking. In that 

8	 In IFRS 13, Level 3 inputs are unobservable inputs (those not based on market activity) used in the fair value measurement 
of an asset, liability, or equity instrument. In this case, entities (banks) use their own data and models, such as forecasts of 
future cash flows, to develop these inputs when no relevant observable market data are available. Level 3 inputs are the 
least reliable and require extensive disclosures, including sensitivity analysis, because they rely heavily on management 
judgment and internal assumptions. IFRS 13 requires entities to use valuation techniques that maximize the use of relevant 
observable inputs and minimize the use of unobservable inputs.

9	 They should also ensure against their classification as a Level 3 asset if there are observable prices.
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case, supervisors should ensure that the approaches used by banks to estimate interest rates and fair 
value at initial recognition represent a fair and reliable approximation of market conditions, especially 
in the case of reliance on Level 3 inputs.

	y Supervisors should also review the reclassification of financial assets and liabilities between IFRS 9 
categories and recognition or derecognition practices. For example, fixed-income securities may be 
reclassified from the FVOCI category to amortized cost at a time of increasing spreads on bonds, with 
the aim of avoiding a reduction in CET1 capital ratios. Reviewing reclassification instances is key, given 
that those cases should be rare and only permitted when there is a change to the business model for 
managing the concerned financial assets. More specifically, financial assets classified as amortized cost 
or FVOCI can be reclassified if the business model changes, but there is limited flexibility for reclassifying 
financial assets from FVTPL. In addition, reclassification must occur prospectively. So, any gains or losses 
from previous periods, based on the original classification, are not adjusted at the time of reclassification.

Information collected from banks on financial hedges should be used by supervisors to better understand 
the risks that the banks are exposed to and how they manage them. The hedge accounting requirements in 
IFRS 9 are optional. If certain eligibility and qualification criteria are met, hedge accounting allows reporting 
entities to use financial instruments to manage exposures arising from particular risks that could affect profit 
and loss or other comprehensive income by matching gains or losses on financial hedging instruments with 
losses or gains on the risk exposures they hedge.10 Supervisors should review banks’ accounting policies 
and procedures to ensure that hedge accounting systems and processes are in place; hedge accounting 
documentation for hedge relationships has been introduced, including a detailed description of risk-
management strategy and hedging activities and the effect of hedge accounting on the financial statements 
by risk category, such as interest rate risk, foreign exchange risk, and credit risk;11 methodologies to assess 
hedge effectiveness between the hedged item and the hedging instrument have been specified; and the 
list of acceptable hedging instruments that are used and exposures designated as hedged items have been 
provided. Supervisors should also verify that the amount of the cash flow hedge reserve that relates to the 
hedging of items that are not fair valued on the balance sheet (including projected cash flows) is derecog-
nized for prudential purposes when calculating CET1 capital (that is, positive amounts should be deducted, 
whereas negative amounts should be added back).12 Supervisors should pay attention to the valuation of 
derivatives in the FVTPL category, which can be used to hedge various types of exposures (including market 
risk and credit risk). Although hedge accounting requirements are primarily designed to reduce volatility in 

10	 Without hedge accounting requirements, risk-management strategies could result in accounting mismatches, as different 
accounting rules may be applicable to assets or liabilities that economically form a hedging relationship (for example, 
derivatives, which are always measured at fair value through profit or loss [FVTPL], may be used to hedge current or 
anticipated exposures, such as debt accounted for at amortized cost). Hedge accounting is a matching technique that 
allows banks to recognize gains and losses (or revenues and expenses) on associated hedging instruments and hedged 
items in the same accounting period, which eliminates or reduces the volatility in the statement of comprehensive income 
that otherwise would arise if the hedged item and the hedging instrument were accounted for separately under IFRS.

11	 If a bank uses a credit derivative measured at FVTPL to manage the credit risk of a financial instrument (credit exposure), 
it may designate all or a proportion of that financial instrument as measured at FVTPL if certain conditions are met. Credit 
exposures designated at FVTPL are unlikely to be material in low-income countries and emerging market and developing 
economies, given the absence of a credit default swap market, but there could be exceptions.

12	 A cash flow hedge is used to manage variability in future expected cash flows (for example, planned purchase of a 
commodity or projected interest payment) and involves the use of a hedging instrument (a derivative). The change in the 
fair value of the derivative designated as a cash flow hedge is initially reported as a component of other comprehensive 
income and later reclassified into earnings in the same period(s) when the hedged transaction affects earnings (for example, 
when a projected interest payment is made). As explained in the Basel framework (CAP 30—Regulatory adjustments), this 
prudential treatment (the derecognition) “removes the element that gives rise to artificial volatility in common equity, as 
in this case the reserve only reflects half of the picture (the fair value of the derivative, but not the changes in fair value of 
the hedged future cash flow).”
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financial statements, information provided by banks should help supervisors understand risk-management 
strategies. Supervisors should, therefore, ensure that banks disclose adequate information.

Supervisors should raise banks’ awareness and encourage them to start developing capabilities to under-
stand and measure the effect of climate-related financial risks (CFRs) on balance sheet valuations. IFRS 9 
requires banks to consider all material risk drivers:

	y CFRs have the potential to affect both the classification of exposures and the calculation of provisions. 
They could affect the range of potential future economic scenarios, the assessment of SICR, the deter-
mination as to whether a financial asset is impaired, the value of collateral, and the measurement of 
ECL estimates.

	y However, the use of forward-looking data to quantify the effect of CFRs on valuations is still at an early 
stage, even in large banks in AEs. As improvements to data quality and modeling techniques can 
take a number of years to materialize, banks should be encouraged now to implement action plans to 
progressively enhance the monitoring of CFRs and their measurement capabilities.

	y Although it is premature to require banks in EMDEs to adjust asset valuations and provisioning meth-
odologies to account for CFRs, several steps can be taken. For example, supervisors could encourage 
banks to assess whether internal credit ratings assigned to corporations should be adjusted to reflect 
transition or physical risks; identify the types of collateral whose value may fall or become inaccessible; 
identify loan portfolios that have the highest sensitivity to CFRs and understand how the risk drivers 
could influence ECL; and identify how economic scenarios and weightings used for ECL calculations 
should be adapted to incorporate such risk drivers.

D. Banking Supervisory Tools
Supervisors should use a broad range of powers when loan classification and provisioning raise concerns 
from a prudential perspective. Supervisors should consider action against a range of outcomes: If banks’ 
accounting policies, processes, or methodologies are inadequate and if exposure classifications are inac-
curate or provisions are deemed to be inadequate for prudential purposes—for example, the supervisor 
considers existing or anticipated deterioration in exposure quality to be of concern. Supervisors can require 
the bank to revise its policies, processes, or methodologies for classification and provisioning and to adjust 
its classification of exposures and increase its levels of provisioning. They can impose a capital add-on in 
cases of underprovisioning or significant ECL measurement deficiencies if they are not remedied in a timely 
manner and, if necessary, impose other remedial measures.13 The latter may include qualitative measures, 
such as strengthening internal validation of credit models. More generally, supervisory and corrective powers 
should be broadened as necessary to ensure the availability of an effective and comprehensive toolkit.

The choice of a particular supervisory response when loan classification and provisioning raise concerns 
from a prudential perspective will be driven by a number of considerations. First, not all supervisory authori-
ties will have the tools and technical capabilities to review asset valuations and ECL models, challenge the 
assumptions and the results, and undertake benchmarking analysis between banks, at least in the early stages 
of IFRS 9 implementation. Second, the supervisory response will depend on whether a regulatory provi-
sioning framework is already in place or could be introduced with minimal cost. Many jurisdictions, including 
AEs, have maintained or introduced regulatory provisioning systems whereby provisioning parameters or 

13	 See also the Basel Core Principles for Effective Banking Supervision (https://www.bis.org/bcbs/publ/d573.pdf), where 
the power of the supervisor to take these measures is discussed in Principle 18 under essential criterion 7.

https://www.bis.org/bcbs/publ/d573.pdf
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minimum provisioning percentages are imposed by regulation and serve as a backstop.14 When regulatory 
provisions are higher than accounting provisions under IFRS 9—that is, when nonperforming exposures are 
considered insufficiently covered by banks’ accounting provisions—the shortfall is deducted from regulatory 
CET1 capital, or banks may be required to hold a higher capital buffer.15

Maintaining a prudential backstop should be considered, at least temporarily. Banks are transitioning to 
a new accounting framework, one that neither they nor their supervisor is well acquainted with and which 
involves a high degree of judgment. The transition challenges are compounded when supervisors are relying 
on compliance-based processes and have not yet fully implemented risk-based supervision. Banks may 
also be tempted to lower provisioning requirements in addition to unintentionally miscalibrating forward-
looking losses. Therefore, as recommended by the IMF in several Financial Sector Assessment Program 
assessments, it is good practice to keep regulatory provisioning as a backstop, at least during the transition 
phase, to ensure adequate provisioning while banks and supervisory authorities gain sufficient experience 
with IFRS 9. Banks could also be required to conduct periodic benchmarking exercises between their own 
internal ECL estimates and provisions calculated using regulatory parameters.16

Regulatory provisioning frameworks are not a panacea. They may rely excessively on backward-looking 
indicators, such as days past due, that may result in the same “too little, too late” issue as with the IAS 39 
incurred-loss model. Authorities should, therefore, be encouraged to regularly review and improve their 
prudential benchmarks and include more forward-looking indicators to the extent possible. In a steady-
state situation, beyond the transition period, which should be used by supervisors to gain experience and 
learn how to review ECL models, prudential benchmarks may continue to be used as a backstop but should 
not be viewed as a substitute for the sound implementation of IFRS 9. Regardless of the backstop provisions, 
supervisors should ensure that ECL provisioning is timely and accurate. In other words, ECL provisioning 
should be included in the supervisory review process even if a backstop is maintained.

Cooperation among supervisors, other domestic authorities, and external auditors is essential. The 
complexity of IFRS 9 and the potential challenges associated with ECL provisioning require enhanced 
cooperation and timely exchange of information between accounting enforcers, market regulators, banks’ 
external auditors, and banking supervisors to ensure high-quality, consistent IFRS 9 implementation and 
a high level of transparency.17 The recognition of credit losses is a key aspect of a bank’s performance, 
and the related disclosures are important for banks’ shareholders, lenders, clients, and other counterpar-
ties. In this regard, there are no expectations that banking supervisors should set out detailed accounting 
disclosure requirements. However, to achieve greater consistency and comparability of disclosures across 

14	 In the EU, for example, calendar provisioning was introduced to determine the required level of coverage on NPLs at 
different points in time. Based on those rules, if an NPL is not secured, the bank must fully cover it within three years at 
the latest. Secured loans must be fully covered within seven to nine years.

15	 The additional provisions can be accounted for as an appropriation of retained earnings.
16	 As an example, see Circular 4/2017 (https://www.boe.es/diario_boe/txt.php?id=BOE-A-2017-14334) issued by the Banco 

de España. Benchmarking is required between ECL estimates and the so-called alternative solution (using regulatory 
parameters for calculating provisions).

17	 IFRS 7 Financial Instruments: Disclosures sets out disclosure requirements in this area. These are supplemented by the 
Financial Stability Board’s 2015 recommendations on the effect of ECL approaches on bank risk disclosures (Financial 
Stability Board 2015). As detailed in IFRS 7, the purpose of its credit risk disclosures is to enable users of financial statements 
to understand the effect of credit risk on the amount, timing, and uncertainty of future cash flows. To achieve this objective, 
credit risk disclosures shall provide (1) information about an entity’s credit-risk-management practices and how they relate 
to the recognition and measurement of ECLs, (2) quantitative and qualitative information that allows users of financial 
statements to evaluate the amounts in the financial statements arising from ECLs, and (3) information about an entity’s 
credit risk exposure.

https://www.boe.es/diario_boe/txt.php?id=BOE-A-2017-14334
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banks, supervisors should build on disclosure requirements in accounting standards to clarify their expecta-
tions and share good implementation practices and, where desirable, more detailed guidance. Supervisors 
should ensure that banks (1) describe how they intend to implement IFRS 9; (2) describe how they apply 
the key concepts of IFRS 9; (3) disclose the credit loss modeling techniques developed to implement the 
ECL approach; (4) provide information about the forward-looking macroeconomic assumptions used in the 
scenarios; (5) explain the use of judgmental adjustments and estimates that are material for determining 
ECL; and (6) disclose how the risk-management organization, processes, and key functions have been 
organized.18

E. Comparison between the Prudential and Accounting Frameworks
Prudential and accounting frameworks follow two distinct objectives. The ECL accounting framework is 
designed to estimate ECLs across scenarios that incorporate past, current, and forward-looking informa-
tion. Regulatory capital is meant to cover unexpected losses. When supervisory stress tests are used to help 
calibrate capital requirements from a prudential perspective, they aim to quantify less frequent but more 
severe loss events, which is another difference with IFRS 9, which relies on probability-weighted scenarios 
(including a baseline and an adverse scenario).

Although full convergence between accounting and prudential rules is not necessarily required, there may 
be room to further improve their consistency. Supervisors could take the introduction of the ECL framework 
as an opportunity to adjust prudential requirements and supervisory approaches:

	y First, the distinction between specific provisions and general provisions under the Basel standard-
ized approach for credit risk is no longer relevant under IFRS 9, and the prudential treatment could be 
simplified (Box 3).

	y Second, accounting and prudential concepts for expected losses share certain common characteristics 
and a common rationale, though there can be significant differences. Therefore, greater consistency 
can be achieved. For example, as previously mentioned, there would be a benefit in using the same 
definition for default.

18	 For example, movements of exposures between stages and explanations for the change in risk, the range of PD parameters 
corresponding to each of the internal credit risk rating grades.

BOX 3. Interaction with the Basel Framework

When a bank recognizes accounting provisions, retained earnings and, therefore, Common Equity 
Tier 1 (CET1) capitals are reduced accordingly.

Under the standardized approach for credit risk under the Basel framework, exposures are risk-
weighted net of specific provisions and gross of general provisions:

	y Specific provisions include “provisions ascribed to identified deterioration of particular assets 
or known liabilities, whether individual or grouped” that are excluded from general provisions.

	y General provisions are “provisions or loan-loss reserves held against future, presently unidenti-
fied losses and are freely available to meet losses which subsequently materialize […].”
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In other words, the capital requirement is based on the exposure value gross of general provisions, 
even though CET1 capital has already been reduced by these general provisions. There is no recogni-
tion in the Basel framework that exposures may already be partially covered by general provisions.

The regulatory concepts of specific provisions and general provisions do not exist in accounting 
standards. Anecdotal evidence suggests that a number of banks may consider expected credit loss 
(ECL) allowances for assets in Stages 1 and 2 as general provisions, and Stage 3 ECL allowances as 
specific provisions. This means that the amount of general provisions is likely to be higher when banks 
are using ECL approaches.

Given the lack of recognition of general provisions in the prudential framework, there would be a 
benefit in removing the distinction between specific provisions and general provisions in the stan-
dardized approach and applying the same prudential treatment—that is, giving consideration to adjust 
the exposure value to be risk weighted by deducting all accounting provisions.

Under the internal ratings based (IRB) approaches, banks compare the total eligible accounting 
provisions with the regulatory measure of expected loss (EL) calculated by banks as probability of 
default (PD) × loss given default (LGD) × exposure at default (EAD). Any shortfall between total eligible 
accounting provisions and regulatory EL is fully deducted, without considering tax effects, from CET1 
capital, whereas any excess is added to Tier 2 capital, up to a limit of 0.6 percent of credit risk-weighted 
assets calculated under the IRB approaches. The shortfall treatment mitigates double counting by 
only deducting the amount by which the regulatory EL exceeds accounting allowances, rather than 
deducting the full regulatory EL in addition to the accounting-based CET1 capital reduction. The 
shortfall treatment also ensures that the regulatory EL acts as a floor, where a minimum amount of 
losses is reflected in the calculation of regulatory capital, regardless of whether losses expected 
under accounting standards are lower than those calculated under regulatory EL.

Although the shortfall treatment mitigates double counting between regulatory EL and accounting ECL, 
there are differences between the calculation of EL and that of ECL (Table 1). For credit portfolios where 
IRB models are used, Basel parameters can be used as a starting point and be adjusted. Banks should 
be required to explain how such IRB models and parameters are adapted to comply with International 
Financial Reporting Standard 9.

Source: Basel Framework.
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Table 1. Comparison between the Accounting Framework and the Prudential Framework

Accounting Framework Prudential Framework

ECL under IFRS 9
Standardized  

Approach IRB Approach

Default definition No definition is provided Default is considered to have occurred with regard to a 
particular obligor when either or both of the following 
events have taken place:
•	 The obligor is past due more than 90 days on any 

material credit obligation to the bank.
•	 The bank considers that the obligor is unlikely to pay 

its credit obligations.
PD estimates

Measurement  
period

12 months (Stage 1) / lifetime 
(Stages 2 and 3)

Not applicable 12 months

Position in the  
cycle

PIT, considering forward-
looking information and 
macroeconomic factors

Not applicable Long-run average of one-year  
default rates (can be PIT, 
through the cycle, or hybrid)

ECL
Measurement Only asset-specific loss; neutral 

estimate, considering forward-
looking information and 
macroeconomic factors

Depending on the cycle, it can 
be up or downturn as well

Probability-weighted scenarios

Not applicable Economic loss, including 
material direct and indirect 
costs associated with 
collecting on the exposure

Downturn estimate for LGD

For defaulted exposures 
sum of the best estimate of 
EL under current economic 
conditions and UL estimate for 
workout period

Expected loss No explicit requirement to 
model LGD and EAD

No regulatory EL PD*LGD*EAD

Discount rate Effective interest rate, where 
applicable

Not applicable No mandatory discount rate, 
flexibility but must include 
material discount effects

Exposure amount
Measurement Both on- and off-

balance sheet 
positions are 
measured net of 
specific provisions or 
partial write-offs

EAD: expected exposure 
upon default gross of 
provisions, partial write-offs, 
and discounts, floor at current 
drawn amount

Undrawn 
commitments

Reflect future expected 
drawdowns and early 
repayments over the life of the 
financial instruments

Reflect the current drawn amount and likely future 
drawdowns up to and after default
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	y Third, double counting of credit losses should be avoided where feasible. Double counting may arise 
where the same ECLs based on forward-looking information are captured in accounting provisions 
(resulting in a reduction in regulatory CET1 capital), and additional capital is required under Pillar 2 (for 
example, through the supervisory review process or stress testing, where this also considers expected 
losses). In other words, the worsening of macroeconomic expectations could be reflected in the stress 
test results, potentially leading to higher Pillar 2 requirements by supervisors, whereas the increase in 
the probability of an adverse scenario would also result in higher levels of accounting ECL provisions. 
Banking supervisors should therefore identify potential double-counting issues, assess the impli-
cations, and address them. For example, some supervisors (for example, the Prudential Regulation 
Authority in the United Kingdom) have adjusted the hurdle rates used for supervisory stress tests to 
reflect the effect of earlier loss recognition under IFRS 9.

Accounting Framework Prudential Framework

ECL under IFRS 9
Standardized  

Approach IRB Approach

Data observation  
period

No specific guidance Not applicable PD: five years minimum, 
the data should include a 
representative mix of good 
and bad years. LGD and EAD: 
five years minimum for retail 
exposures and seven years for 
corporate exposures

Internal validation No specific guidance Not applicable Specific minimum 
requirements for review and 
validation of internal  
estimates

Independent credit risk 
control unit responsible

Internal audit or an equally 
independent function must 
review at least annually the 
estimation of PD, LGD, and 
EAD parameters

Source: IFRS 9 Financial Instruments, Basel Framework; and IMF staff.
Note: EAD = exposure at default; ECL = expected credit loss; EL = expected loss; IFRS = International Financial Re-
porting Standards; IRB = internal ratings based; LGD = loss given default; PD = probability of default; PIT = point in 
time; UL = unexpected loss.

Table 1. Comparison between the Accounting Framework 
and the Prudential Framework (Continued)
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III. Focus on Cross-Cutting Issues: 
Proportionality and Procyclicality

A. Proportionality
There is a clear case for implementing IFRS 9 in a proportionate manner. Countries, banking systems, and 
financial markets at various levels of development face different challenges. Data, resources, and expertise 
(for example, on risk modeling or IT systems) may be lacking in some countries, both within banks and at 
supervisory authorities. There is also a range of supervisory approaches across jurisdictions. Consequently, 
applying IFRS 9 to the same scope of banks, with the same timescale for implementation and identical 
expectations about the granularity of data and the performance of models, may be out of reach, or too 
costly for several jurisdictions with limited resources. In this regard, a one-size-fits-all approach is certainly 
not the most appropriate.

However, adopting proportionate approaches for implementing IFRS 9 should not lead to a weaker or less 
prudent accounting framework. Simplified approaches and proxies can be justified under certain condi-
tions, but not at the expense of prudence, and subject to safeguards. For example, the lack of sufficient data 
may call for simpler approaches when a margin of conservatism is applied to determine the main credit risk 
parameters. Supervisors play a key role in maintaining or introducing adequate safeguards.

Proportionality may be implemented in different ways. The scope of application of IFRS 9, the length of the 
implementation period, the range of acceptable methodologies, and prudential requirements and supervi-
sory expectations may all be adjusted to reflect specific circumstances:

	y Scope of application. Supervisory authorities (in case they have the discretion to decide on the scope 
of application of IFRS 9 within the banking sector) should first determine whether IFRS 9 should apply 
to all banks in the country, or only to a subset of them—for example, domestic systemically important 
banks. Discretion in this domain should be exercised with care. Although scoping in all banks may 
result in practical implementation issues for small banks, excluding these firms may not ensure a level 
playing field and could lead to regulatory fragmentation and an unlevel playing field.

	y Implementation period. The implementation period should reflect local circumstances. A longer 
implementation period should be considered where (1) risk data are scarce and of poor quality;  
(2) banks and supervisors do not have expertise in modeling techniques and IT systems (for example, 
IRB approaches have never been used); (3) a simplified version of the Basel capital framework is being 
used; (4) supervision is largely compliance-based and risk-based supervision remains a work in progress; 
and (5) supervisors had no interactions with banks using IFRS 9 (for example, the banking system does 
not include any subsidiaries of international banks using IFRS 9). Envisaging a different timeline for 
implementation—allowing small banks more time to comply with IFRS 9 rules may also be considered. 
This transition period should be used by supervisors to prepare a road map, enhance their capabili-
ties, and revise the prudential backstop where necessary; banks can use the same period to overcome 
their main challenges, including improving their IT systems, data collection, and risk-management and 
measurement techniques. To the extent possible, banks should be required to leverage existing infor-
mation, adjusting it where necessary. For example, days past due and internal credit ratings can be 
used by banks to classify exposures. In some instances, pre-IFRS 9 credit parameters may be relevant 
for IFRS 9, with adjustments (for example, to the new definition of default). Implementing IFRS 9 for 
existing exposures also requires new information and new analyses, which are unlikely to have been 
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collected or carried out in the past. Without such information (for example, to assess whether there 
has been an SICR since origination), implementation is not possible, and a transition period is needed.

	y Simplified approaches. Banks are expected to take into consideration information that may affect ECL 
estimates and should not exclude or ignore relevant information that is reasonably available. Even 
when IFRS 9 implementation requires substantial upfront improvements in information systems and 
processes, the long-term benefit of sound implementation of IFRS 9 largely outweighs the costs. That 
said, banks can reach a point where collecting more data or refining the approach no longer yields 
significant net benefits after considering costs. In those cases, simplified approaches that are no less 
prudent and easier to understand, develop, maintain, and backtest are worth considering. Internal 
controls and external oversight by supervisors and legal auditors are strengthened when simplified 
approaches are used. Consistent with the Basel Core Principles for Effective Banking Supervision, the 
BCBS recognizes that supervisors may adopt a proportionate approach in the application of rules and 
supervisory practices to reflect jurisdictions’ circumstances and supervisory capacity without diluting 
the robustness of standards. In the same perspective, proportionate approaches on IFRS 9 should be 
designed to support high-quality implementation of ECL accounting frameworks; their use should 
enable banks to adopt sound provisioning methodologies commensurate with the size, complexity, 
structure, economic significance, risk profile, and, more generally, all other relevant facts and circum-
stances of the bank and the group to which it may belong. The importance of proportionality is also 
emphasized by external auditors. For example, the Global Public Policy Committee of the six largest 
international accounting networks has set out considerations for a simpler approach.19

Recognizing that the required level of sophistication is not the same for all banks and all credit portfolios, 
supervisors play a central role in promoting sound practices for asset classification and provisioning:

	y Safeguards. ECL methodologies should be commensurate with the size and risk profile of the bank, 
the materiality of the credit portfolios, and the complexity of products. The larger and more complex 
a credit portfolio or bank, the more robust and sophisticated the approach to ECL provisioning should 
be. Supervisors should, therefore, strictly define the conditions under which simple approaches can 
be used. Such approaches can be used by certain firms and for certain credit portfolios. To assess 
whether simplified approaches may be acceptable for a bank or for a credit portfolio, firm-level factors 
and portfolio factors should be specified. The former include the risks posed by the bank to the sector, 
whereas the latter cover the size of the credit portfolio relative to the bank’s total assets, the complexity 
of financial products, and the level and volatility of historical losses measured at the portfolio level. For 
example, in the case of a large bank with a significant portfolio of loans to mid-to-large-sized nonfi-
nancial corporations with volatile credit losses, no proxies in measuring ECLs should be accepted. 
Conversely, a small portfolio of mortgages granted by a small bank, with stable and low historical 
credit losses, may warrant a simple approach. Supervisors should also ensure that the use of simple 
approaches is always well justified and documented and subject to adequate safeguards.

	y Regular reassessment. Over time, it will be important for banks and their supervisors to ensure that 
simple approaches remain appropriate, given the evolution of activities, and introduce necessary 
improvements as more data become available and expertise in risk modeling is developed.

	y Supervisory monitoring. A range of simple approaches can be used, subject to supervisory monitoring 
(Box 4). They include, for example, relying on a qualitative assessment of whether credit risk has signif-
icantly increased; using a loss rate approach, based on past losses, instead of estimating separately 

19	 The Global Public Policy Committee is the global forum of representatives from the six largest international accounting 
networks. It issued a report in June 2016 (Global Public Policy Committee 2016b) on the implementation of IFRS 9 
impairment requirement by banks with a discussion of proportionality aspects.
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BOX 4. Implementation of Simplified Approaches to Measure ECLs

A range of simplified approaches could be considered by banks and discussed with their external 
auditors and supervisors:

	y Using a historical loss rate approach rather than measuring the PD and LGD separately. That said, 
loss rates should be adjusted for current conditions and forecast for future economic conditions. In 
addition, banks should still assess the changes in credit risk for the purpose of the staging assessment.

	y Using internal benchmarking to a similar risk portfolio to quantify PD parameters when historical 
data are not available.

	y Using a simple extrapolation technique to determine lifetime PD parameters rather than a more 
sophisticated approach with transition matrices.

	y Using portfolio averages for some components of the LGD rather than considering the full range 
of LGD drivers at a transaction level.

	y Grouping exposures for collective assessment. That said, this should only be done for exposures 
that share similar risk characteristics.

	y Using simplified criteria for the staging assessment. For example, banks could use fewer macro 
economic variables or simplified risk metrics for triggering transfers between stages and could 
rely more on qualitative elements (for example, exposures on watch list, forbearance measures) 
in case increases in credit risk are not well reflected in PD models.

	y Performing a basic analysis of historical relationships between credit losses and the position 
within the economic cycle at that time, to estimate ECLs at different future points depending on 
the economic forecasts. However, banks should use different scenarios and several sources of 
information rather than rely only on one forecast.

Source: IFRS 9 Financial Instruments and GPPC “The Implementation of IFRS 9 Impairment Requirements by Banks.”
Note: ECL = expected credit loss; LGD = loss given default; PD = probability of default.

Requirements and supervisory expectations may be tailored to the size, nature of operations, and complexity 
of banks. For example, in Canada, although IFRS applies to all banks, requirements and supervisory expec-
tations are tailored to the size, nature, and complexity of banks. The guidance applicable to standardized 
deposit-taking institutions is scaled accordingly, relative to the requirements for IRB deposit-taking institu-
tions. Smaller institutions in Brazil are subject to standardized rules to calculate provisions established and 

the PD and loss given default parameters; using simple extrapolation techniques to derive lifetime PD 
parameters from 12-month PD parameters; using internal benchmarking to a similar risk portfolio when 
data are lacking for a given portfolio; or analyzing the past relationship between the historical credit 
losses and the position in the credit cycle to estimate ECLs at different estimated credit points in the 
future.

	y Sound governance and controls. It will be critical for supervisors to ensure that banks have adequate 
governance arrangements and effective controls over compliance with IFRS 9 requirements. The 
implementation of IFRS 9 requires substantial changes to credit-risk-management processes and 
procedures, financial reporting systems, and internal controls. Such enhancements should never be 
compromised, even in the context of the implementation of simpler approaches. An effective and 
strong governance and controls framework is required before, during, and after the transition to IFRS 
9, and supervisors should ensure that banks’ internal controls are effective.
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calibrated by the Central Bank of Brazil, whereas larger and more complex institutions use internal models 
under IFRS 9 with prudential backstops.

B. Procyclicality
The cyclicality of accounting rules and procyclicality should not be confused with one another. Most, if not 
all, accounting rules are cyclical by design, as financial accounts should reflect the cyclicality of the real 
economy. It is also important to bear in mind that using different approaches to account for credit losses 
does not change the total amount of credit losses to be recognized, but it affects how credit losses are recog-
nized over time. In that respect, ECL is no more or less cyclical than the incurred-loss model (that is, only the 
timing of recognition differs). The key question is whether ECL provisioning may exacerbate procyclicality 
by affecting banks’ behavior, including lending decisions, thus amplifying the upward and downward trends 
of the business and financial cycle. For example, as provisioning may affect lending decisions or capital 
management, it may accentuate the economic and financial cycle.

The ECL approach is, at least in principle, less procyclical than the incurred-loss approach. Indeed, banks are 
required to record forward-looking provisions before actual default occurs. Forward-looking provisioning 
should avoid a spike in provisioning at the worst possible moment (that is, at the onset of a downturn when 
borrowers start missing payments). Instead, the accumulation of provisions over time should allow banks 
to absorb losses in bad times and continue lending to the real economy. Even though the ECL approach 
is conceptually less procyclical than the incurred-loss approach, empirical evidence from the COVID-19 
period did not corroborate that conclusively. However, it is worth considering that the COVID-19 crisis was 
an exceptional event that was accompanied by various support measures. Hence, drawing lessons from that 
single episode should be carefully considered (see Appendix 3 for more details).20

Hence, some aspects of procyclicality remain with the ECL approach. As ECLs are quantified by using point-
in-time PD parameters (that is, the PD under current economic conditions), ECLs will naturally fluctuate over 
the economic cycle as changes in projected economic conditions affect PD parameters for all exposures in 
Stage 1 and Stage 2. Moreover, if banks do not anticipate the downturn, credit losses will not be effectively 
distributed over time before the downturn materializes. In addition, if banks are not able or not willing to 
identify SICRs on a timely basis, the changes in stage allocation—from Stage 1 to Stage 2 or Stage 3 (that 
is, from 12-month PD to lifetime PD parameters)—will result in significant “cliff effects,” like under IAS 39. A 
sharp increase in provisioning levels may lead banks to reduce lending activities. The extent of procyclical 
bank behavior may also depend on how close banks are to their regulatory minima. Banks that are close to 
minimum requirements may have higher incentives to deleverage, including by reducing lending.

Delayed recognition of ECL provisions may result from a combination of factors:

	y Excessive reliance on practical expedients—for example, using past due information, the “low credit 
risk simplification,” or the use of a 12-month PD instead of a lifetime PD to determine what is an SICR.21

	y The better a bank is able to incorporate forward-looking and macroeconomic data into its credit-risk-
management models, the more responsive the ECL provisions would be to changes in credit risk. 
However, some banks may lack forecasting capacity. In addition, changes in credit risk conditions 
cannot be anticipated in the case of a sudden, abrupt shock such as the COVID-19 pandemic (Box 4).

20	 See also the BCBS working paper on “The procyclicality of loan loss provisions: a literature review” (BCBS 2021).
21	 Such an approach would obviously raise concerns in the case of bullet loans.
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	y As recognizing an SICR may have consequences on the results, and therefore on management’s 
bonuses, on the capital position and share prices, bank managers may be tempted to delay loss recog-
nition. As a result, some exposures may only be reclassified to Stage 2 and Stage 3 when the crisis hits 
the bank and payments are missed, leading to a spike in provisioning.

Procyclicality can be reduced or mitigated through a combination of tools. A key objective of accounting 
rules is to preserve market trust and transparency in the reported financial statements of banks. It is not to 
reduce procyclicality in banks’ behavior. Adjusting the accounting rules or introducing a prudential layer in 
the accounting framework (for example, prudential filters) to achieve other objectives, including macropru-
dential objectives, may add complexity and is not needed to address procyclicality. Instead, to minimize cliff 
effects and ensure adequate loss absorbency, with the ultimate objective of reducing procyclical behavior 
(as defined previously), supervisors should ensure that banks do not delay loss recognition and build enough 
capital in the upswing phase of the cycle, using a combination of tools. This would ensure that banks can 
absorb higher-than-expected losses and continue lending to the real economy in the downturn phase of 
the cycle:

	y A robust implementation of the ECL approach, building on sound credit risk practices and meth-
odologies, may help attenuate cliff effects. To promote appropriate classification in Stage 2 in a 
timely manner, supervisors should ensure that banks take into consideration all relevant information, 
including that processed by risk-management units. In that respect, consistency between ECL provi-
sioning and risk-management decisions is critical.22 It does not mean that accounting should be used 
to “discipline” risk taking (for example, using extremely pessimistic assumptions). Other tools should 
be used to achieve this objective (for example, enhanced risk management, intrusive supervision of 
risk management, and so on). However, when the deterioration of borrowers’ creditworthiness results 
in intensified monitoring—long before their actual default—this change should also be reflected in the 
determination of ECL.

	y A range of prudential tools can be used to smooth procyclical behavior, including the use of releasable 
buffers in the downturn phase of the economic cycle. This could also include introducing a positive 
neutral capital countercyclical buffer, which would allow banks to have in place capital buffers that can 
be released in the event of sudden shocks, including those unrelated to the credit cycle, such as the 
COVID-19 pandemic.23

22	 As emphasized by the Basel Committee in its guidance on credit risk and accounting for expected credit losses (BCBS, 
2015) , “thorough consideration and full weight must be given to discretionary decisions by a bank’s management which 
point to a change in credit risk. For example, if, because of concerns about credit risk, a decision is made to intensify 
the monitoring of a borrower or class of borrowers, it is unlikely that such action would have been taken by the decision 
maker had the increase in credit risk not been perceived as significant.”

23	 The BCBS issued a newsletter in October 2022 (https://www.bis.org/publ/bcbs_nl30.htm) supporting the introduction of 
a positive cycle-neutral capital countercyclical buffer rate on a voluntary basis. The Committee also issued in November 
2024 a paper on a range of practices in implementing a positive neutral countercyclical capital buffer (BCBS 2024).

https://www.bis.org/publ/bcbs_nl30.htm


IFRS 9 Implementation from the Perspective of Banking Supervisors� 31

ANNEX 1. IFRS 9 Implementation in  
Selected EMDEs

Overview of Implementation of IFRS 9 in Selected EMDEs and Key Challenges

Kenya

International Financial Reporting Standard (IFRS 9) became effective for Kenyan banks from January 1, 
2018. The Central Bank of Kenya (CBK) issued guidance on the application of IFRS 9 and set reporting and 
disclosure requirements regarding its implications. It also gave institutions a five-year transition period to 
consider the full implications of IFRS 9 (in terms of additional expected credit loss [ECL] provisions) in the 
computation of regulatory capital. Several studies have examined the experience of implementing IFRS 9 
among Kenyan commercial banks. They suggested that data shortages (default history, borrower charac-
teristics, and related variables); less integrated information technology (IT) systems; and limited modeling 
capacity (a heavy reliance on external parties for model development and validation) were among the key 
challenges banks faced. However, the commitment of banks’ top management has facilitated a smoother 
transition. In addition, IFRS 9 implementation led to improved credit risk monitoring and management and 
to earlier intervention, as banks began integrating IFRS 9 models into their routine risk governance. The 
adoption of IFRS 9 led to a short-term decline in banks’ profitability, but CBK’s transitional arrangement 
mitigated the effect on banks’ regulatory capital. Kenyan banks are still adapting to IFRS 9. A credit officer 
survey published by the CBK in March 2025 revealed that banks continue to face challenges related to the 
constant need to update their models in response to new information and to incorporate forward-looking 
indicators. To address these challenges, banks are adopting stricter credit risk appraisal processes while 
seeking additional capital and realigning their business models to accommodate rising credit losses or 
reduce them.

Nigeria

Nigerian banks also adopted IFRS 9 on January 1, 2018. The Central Bank of Nigeria issued an early guidance 
note in 2016 outlining supervisory expectations for banks to have a robust framework for implementing IFRS 
9. It emphasized the need for a clear governance and project management structure to oversee the transi-
tion, forward-looking credit risk assessment that integrates multiple data sources and economic scenarios, 
rigorous validation and documentation of models and assumptions (including through independent 
external auditor verification), and comprehensive reporting and transparency. It required institutions to 
submit implementation plans and conduct impact assessments (with transition reports showing ECL effects 
on capital and earnings). The Central Bank of Nigeria introduced a parallel run system ahead of IFRS 9 imple-
mentation and also allowed a four-year transitional arrangement with respect to the day-one effect of IFRS 
9 adoption on banks’ regulatory capital. Reports and research studies indicated that Nigerian banks have 
seen a large increase in impairment allowances in recent years, which put pressure on some banks’ regula-
tory capital despite regulatory transitional arrangements. The key challenges faced by Nigerian banks relate 
to implementation costs and data and modeling constraints because of insufficient historical default data 
and a lack of granular borrower- and sector-level data. To address this, banks (especially the largest banks) 
invested heavily in data systems to build or purchase credit risk models and partnered with global consul-
tants for IFRS 9 model calibration and validation. Another difficulty was estimating macroeconomic risks and 
projecting potential scenarios because of fluctuations in exchange rates, inflation, and oil prices.
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Ghana

With the implementation of IFRS 9 in 2018, banks in Ghana faced materially increasing loss allowances 
(because of ECL recognition) and compressed reported profit margins. For context, the Domestic Debt 
Exchange Programme in 2022–23 led to the recognition of substantial impairment losses on banks’ large 
portfolios of government securities. As in Kenya and Nigeria, Ghanaian banks’ key challenges stemmed 
from insufficient historical default data to estimate the probability of default (PD) and loss given default 
(LGD) parameters, which led banks to rely heavily on proxies, external vendor data, or management overlays. 
Fragmented IT and risk systems required banks to invest heavily in IT upgrades, which, coupled with the 
need to hire experienced staff and engage external consultants, increased banks’ implementation costs. 
The Bank of Ghana (BOG) published a guide for banks on IFRS 9, which prescribed reporting templates 
and disclosure requirements, among other requirements. It also required banks to reconcile between IFRS 
impairment losses and prudential provisioning amounts and to justify differences. The BOG required banks 
to submit documentation of model methodologies and assumptions. It conducted targeted reviews of 
banks’ IFRS 9 models and engaged independent consultants to validate or audit banks’ ECL models. In 
its 2023 financial stability review, the BOG announced that it plans to develop an independent challenger 
model to benchmark and test banks’ ECL outcomes and staging sensitivities. The BOG required the submis-
sion of regular, detailed impairment data and conducted reviews of banks to examine staging migration 
patterns, the sensitivity of ECLs to macroeconomic assumptions, and governance oversight for manage-
ment overlays.

The Philippines

Bangko Sentral ng Pilipinas (BSP) required supervised financial institutions to adopt the Philippines Financial 
Reporting Standard 9 in 2018, which is the equivalent of IFRS 9. The BSP also issued guidelines outlining its 
supervisory expectations for the classification and measurement of financial instruments, and for recog-
nizing ECL impairments. The BSP adopted proportionality in its approach by allowing banks with simpler 
credit operations and limited data to adopt simpler ECL methodologies. Some of the challenges by banks in 
the Philippines relate to the need to gather further historical loss data to support ECL models; the existence 
of variations in banks’ definition of SICR, default, staging, and selection of weighting macro scenarios, all of 
which led to differing provisioning effects across banks; and the extent of investments needed in risk and 
credit resources and in IT systems and processes. The BSP asked banks to submit impact assessment reports, 
full model documentation, and details of their sensitivity analyses and scenario results. BSP supervisory 
returns were enhanced to capture the Philippines Financial Reporting Standard 9 metrics to identify unusual 
patterns and outliers. On-site examinations were conducted, focusing on the governance framework and 
model development and validation. The BSP has published a draft of model-risk-management guideline 
and requires banks to obtain independent model validation. The BSP used top-down analyses and bench-
marking to review banks’ provisioning levels and detect outliers. The BSP reviews the reasonableness of 
assumptions used in banks’ ECL models during examinations.

Chile

Chile adopts IFRS-aligned accounting standards. Chilean banks transitioned to IFRS 9 in 2021 under the 
oversight of the Comisión para el Mercado Financiero (CMF). However, the CMF introduced some regula-
tory prudential criteria that supersede accounting requirements under IFRS 9 for regulatory provisioning 
regarding loans classified at amortized cost, and fully applies IFRS 9 for other categories, including invest-
ments in bonds for which ECL models are used. Provisions are deducted for regulatory capital purposes. 
The CMF has developed standardized methodologies for calculating provisions for loans classified at 
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amortized cost including PD and LGD parameters for use in calculating minimum required provisions when 
internal methodologies have not been approved. The CMF noted in its 2019–20 reports on banks’ capital 
adequacy that the aggregate effect on capital adequacy was minimal, and most banks comfortably main-
tained regulatory capital ratios based on the limited adoption of IFRS 9 described previously. Chilean banks 
face challenges in implementing regulatory provisioning models because of the lack of long default and 
recovery histories (especially for retail and small and medium enterprise portfolios), as well as the need to 
upgrade and integrate IT and risk-management systems. The CMF has been revising its information systems 
manual to request more detailed reporting. The CMF has been monitoring the application of IFRS 9 to 
investments in bonds classified at amortized cost and fair value through other comprehensive income to 
detect unusual trends or issues in provisioning patterns. It also required banks to submit both provisions 
under the standard methodology and under their internal methodologies, which facilitated the detection of 
outliers and the validation of local provisioning models. It also required independent model validation and 
conducted targeted model reviews in large banks.

Recommended Supervisory Measures Based on the IMF Technical Assistance in EMDEs
The IMF has conducted several capacity-building activities to support the supervisory authorities in 
emerging market and developing economies (EMDEs) in their plans to implement IFRS 9 in the banking 
sector. Some of the recommendations provided to the authorities to strengthen their supervisory approach 
and readiness to oversee banks’ implementation of IFRS 9 are detailed in the following sections. However, 
these recommended supervisory measures should not be taken as a blanket list of actions that should be 
applied in each and every jurisdiction. Instead, the choice of the measures to be applied should be consid-
ered carefully, taking into account the context of each jurisdiction involved and the main gaps that need to 
be addressed to ensure proper IFRS 9 implementation.

Supervisory Expectations, Requirements, and Guidelines

	y The supervisor should issue detailed supervisory guidelines to the banking sector outlining its expec-
tations for IFRS 9 transition and implementation.

	y In case of differences between prudential and accounting rules on provisioning, the supervisor should 
require banks to recognize any excess in regulatory provisioning needs (compared with IFRS 9 ECL 
provisions) as an extra credit loss deducted from retained earnings and classified as a “credit risk 
reserve,” which is a nondistributable reserve and not taken into account for purposes of calculating 
regulatory capital and other capital adequacy ratios.

	y The supervisor should consider introducing guidelines on model risk management to ensure that banks 
are aware of supervisory expectations to maintain a robust and effective model-risk-management and 
governance framework. These guidelines should also provide banks with key considerations about 
the design of ECL models; the factors that should be considered in determining the main parameters 
(PD, LGD, and exposure at default); the minimum standards for using forward-looking information; the 
frequency and breadth of model performance tests; and the submission of independent model valida-
tion reports to the supervisor.

Supervisory Reporting

	y The supervisor should amend existing or develop new prudential returns to capture data on ECL esti-
mations and details on the main ECL parameters and staging of exposures.
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	y To allow a proper evaluation of ECL models, the supervisory authorities should require banks to 
submit a thorough documentation of their ECL models, including the inputs, assumptions, estimates, 
judgment, and modeling techniques.

	y The supervisor should also require banks to submit internal validation reports of the ECL model, its 
governance framework, and related internal audit reports.

Supervisory Activities

	y To help address potential ECL underestimation, the authorities should develop a baseline ECL chal-
lenger model to review banks’ ECL models and the adequacy of provisions.

	y The supervisor should proactively engage with banks to discuss their plan for and progress with IFRS 
9 implementation and any challenges. The supervisor should also outline its expectations to banks 
and discuss any issues identified in banks’ ECL implementation processes, along with ways to remedy 
them.

	y The supervisor could share the findings of ECL models reviews with banks’ external auditors to ensure 
that banks make proper adjustments to their ECL models and provisions where needed.

	y The supervisors should build expertise in IFRS 9, including through additional and targeted training. 
The supervisor could consider establishing a core IFRS 9 team that could take the lead on the review 
of IFRS 9 implementation and gradually transfer the acquired knowledge and expertise to other 
supervisors.

	y The supervisor should develop a toolkit to guide its staff on the approach to evaluation of banks’ 
ECL models and provisions, including detailed procedures for assessment of inputs, assumptions, 
estimates, and modeling techniques, as well as a baseline ECL model to challenge banks’ ECL models 
and provisions.

	y The supervisor should consider the extent to which it can leverage the work of banks’ internal and 
external auditors in its assessment of banks’ ECL frameworks.

	y The supervisor should require banks to have in place measures to improve their technical capacity, 
enhance their accountability and understanding of the model frameworks, and maintain adequate 
internal knowledge of outsourced processes. The requisite technical capacity should also extend to 
the internal audit function with responsibility for internal assessments of risk models.
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ANNEX 2. Supervisory Approaches and Tools 
Relative to Staging and ECL Measurement

Given the importance of credit risk for banks, loan-loss provisions have a significant effect on banks’ earnings 
and regulatory capital. In this context, the accurate estimation and setting of provisions is of the utmost 
importance to banking supervisors. As International Financial Reporting Standard (IFRS) 9 introduces new 
rules for classification (staging), and for measuring impairments (expected credit loss [ECL] methodologies 
with an increased reliance on models and quantification), supervisors have to adjust their methodologies, 
procedures, and processes. Unlike internal ratings-based models adopted by banks to calculate risk-weighted 
assets, which are subject to supervisory approval, ECL models used for accounting purposes do not require 
any specific supervisory authorization. Although it is not the banking supervisors’ role to set, interpret, 
or enforce accounting standards, supervisors play an important role in reviewing and scrutinizing banks’ 
ECL models to ensure that the approach to ECL calculation is sound, prudent, and subject to adequate 
governance and risk-management processes. Therefore, supervisors have an interest in how accounting 
standards are implemented, particularly when their application affects the safety and soundness objective. 
A range of supervisory approaches could be deployed to examine and review the implementation of IFRS 9 
and the reliability of ECL calculations.

It is important for supervisors to collect information to help ensure the consistency of banks’ approaches, 
with a view to identifying outlier banks through desk-based analysis and peer benchmarking. This is likely to 
require enhancing supervisory reporting. Data collection could typically include banks’ economic scenarios, 
ECL estimates, and a comparison of estimated ECL with actual outcomes (that is, “backtesting” results). 
Collecting additional relevant information also appears important (for example, internal policies for classi-
fying financial assets). Last, supervisors may consider introducing a requirement for banks to notify them of 
any material changes to a bank’s ECL methodology or levels of provisioning.

The data collection and notification of material changes to ECL models should result in regular discussions 
with banks and their external auditors. The aim would be to understand material changes in forward-looking 
scenarios, material changes in modeled outputs, and key judgments used in classifying exposures and 
quantifying ECLs, including through postmodel adjustments (PMAs).24 Those analyses may reveal a wide 
range of approaches across banks, with significant differences in terms of management overlays and level 
of provisioning. Given that IFRS 9 is principles based and involves an important degree of judgment, those 
benchmarking analyses are unlikely to be fully conclusive. Most likely, more will have to be done by super-
visors to assess banks’ credit risk model frameworks (by “opening the engine” and looking into the ECL 
models).

24	 IFRS 9 does not include a definition of postmodel adjustments (PMAs), which involves a high degree of subjective 
judgment. “PMAs” or “management overlays” refer to the various types of adjustments made to model outputs, outside of 
the primary ECL models, when existing models do not adequately capture risks and uncertainties. As emphasized by the 
International Accounting Standards Board, the increased uncertainty in recent years, particularly economic conditions for 
which historical information is not necessarily representative of the future economic outlook, as well as the need to take 
account of emerging risks that are not adequately reflected in the models used for measuring ECLs, has led to increased 
use of PMAs to adjust modeled ECL outputs. The primary concern identified by the International Accounting Standards 
Board is the diversity in practice and the lack of transparency surrounding PMAs.
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The following tasks should be considered by supervisors to ensure the adequacy of ECL allowances and the 
accuracy of methodologies:

	y Collecting information on policies for classifying and measuring financial assets and reviewing banks’ 
booking policies.

	y Evaluating the adequacy of the bank’s credit-risk-management policies, practices, and processes in 
the context of ECL to ensure that banks have appropriate credit risk management in place for the early 
identification of problem exposures.

	y Reviewing the bank’s compliance with credit risk classification staging, including significant increase in 
credit risk (SICR) criteria and their completeness, implementation, and curing requirements:

	� Supervisors should ensure that the SICR criteria are documented, adequate to the banks’ business 
model, and effectively implemented while verifying that banks do not rely excessively on one single 
specific criterion (instead, banks should use a comprehensive set of quantitative and qualitative 
indicators).25

	� Supervisors should be alerted in case of recurrent exceptions to the policy, as well as to indicators, 
which may signal that the classification of exposures is inadequate (for example, a large proportion 
of Stage 1 exposures moving directly to Stage 3, a large share of borrowers with high probability of 
default [PD] parameters in Stage 1, and significant volatility between stages).

	� Supervisors should verify that SICR triggers, when defined in absolute terms, do not ignore the credit 
quality at origination (that is, a given change in absolute terms, for example, to PD, will be more 
significant for a financial instrument with a lower initial risk compared with a financial instrument with 
a higher initial risk).

	y Identifying and verifying data quality, including model inputs. Important decisions include specifying 
the source of data; introducing a cartography of the sources of data information systems; implementing 
controls (for example, completeness checks, tolerance thresholds for missing values); maintaining an 
audit trail; introducing performance indicators; and interfacing risk and accounting systems.

	y Reviewing the ECL computation methodology, including the integrity of the calculation engine, and 
ensuring that simplifications introduced in the measurement and calculation of ECL do not introduce 
any bias.

	y Assessing the coherence of model assumptions, including assessing how forward-looking infor-
mation has been incorporated; understanding what approaches have been used for incorporating 
forward-looking scenarios into ECL measurement, including the assumptions underlying the different 
scenarios and their effect on the final ECL amount; challenging the severity of assumptions underlying 
the downward scenarios, in order to assess whether they appropriately reflect macroeconomic risks 
and do not embed overoptimistic assumptions; and ensuring that banks use several forward-looking 
scenarios.

	y Verifying that model output is coherent and ensuring that key risk parameters and modeled outputs or 
overlays are backtested by banks.

	y Ensuring that backtesting results in concrete follow-up actions and model improvements as appropriate.
	y Reviewing PMAs: Supervisors should provide examples of best practices, understand the reasons 

behind the PMA, ensure that they are documented, subject to strict governance oversight, and only 
used as a quick-fix solution when data and models have limitations and models’ recalibration cannot be 
completed in a short period of time. Overlays may also be necessary to account for specific temporary 

25	  Backstop indicators may be adjusted to the idiosyncratic features of the portfolio—for example, for credit card loans, 
exposures may be moved to Stage 2 before being past due for 30 days.



IFRS 9 Implementation from the Perspective of Banking Supervisors� 37

circumstances that cannot be immediately embedded in ECL models (for example, as was the case 
during the COVID-19 pandemic, as further discussed in Appendix 3). Structural model limitations, 
however, require remediation. Although a temporary use of overlays may be acceptable pending 
model improvements, a permanent use of overlays may reveal that banks have not improved their 
ECL models despite risks not being well captured. Particular attention should, therefore, be paid to 
permanent overlays.

	y Reviewing a representative sample of credit files to reassess their classification and the level of provi-
sioning. This may help identify weaknesses in the classification and ECL estimation methodologies and 
processes.

	y Evaluating the adequacy and independence of the model validation process; and challenging the 
appropriateness of the model-risk-management framework and its interaction with the entity’s risk 
appetite and capital adequacy assessment process. This is critical as IFRS 9 does not include any 
explicit provisions on independent validation, and supervisors lack the resources and skills to review 
all models.

	y Ensuring that banks’ internal controls mitigate the risk of misstatement and that exceptions to internal 
policies are documented and reviewed.

	y Ensuring that the risk-management function provides the board of directors with all critical information 
on (1) impairments and changes since the last reporting period, (2) the performance of ECL models,  
(3) key trends of the main parameters (PD, LGD), and (4) remaining issues to be fixed.

Ensuring the reliability of the internal validation process and the effectiveness of internal controls is 
paramount. An independent, periodic assessment of the performance of ECL models should be conducted 
by the banks’ model validation unit as a second layer of defense. The internal audit function should ensure 
that validation policies, processes, and internal controls are effective. Supervisors should assess whether 
banks have adequate internal control frameworks to perform ongoing validation and testing of models. The 
independence of the validation unit and internal audit function, sufficient resource allocation, and adequate 
expertise are key elements to consider in the supervisory assessment.
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ANNEX 3. Lessons from the  
COVID-19 Pandemic

Exceptional regulatory measures were adopted in many countries to maintain banks’ safety and soundness, 
ensure that they can continue lending to households and corporations, and mitigate excessive procyclicality. 
Those exceptional regulatory measures were generally consistent with the core standards implemented 
after the global financial crisis and the interpretations offered by the standard-setting bodies. Rather than 
relaxing accounting and prudential standards, which would have raised concerns, banking supervisors have 
largely used the flexibility embedded in the regulatory and accounting frameworks. For example, most regu-
lators have provided guidance on how (1) extraordinary support measures should be treated, (2) payment 
moratoria need to be taken into account for asset classification and provisioning, and (3) expected credit 
losses (ECLs) should be measured in accordance with existing standards. It has been clarified by several 
supervisors and is discussed next:

	y The use of payment deferral programs should not result in an automatic trigger for a significant increase 
in credit risk and, thus, would not necessarily require a migration of loans from Stage 1 to Stage 2.

	y Banks should not apply the standard mechanistically. They should instead use the flexibility inherent 
in International Financial Reporting Standard (IFRS) 9, for example, to give due weight to long-term 
economic trends when estimating long-term expected losses.

	y Forward-looking information used to incorporate the effect of COVID-19 into the ECL estimate should 
be reasonable and supportable, taking into account the expected nature of the shock as well as the 
effect of the economic support measures, and the scarcity of available and reliable information.

	y Banks should make holistic assessments where they have limited borrower-specific information to 
assess whether exposures subject to payment deferrals have suffered a significant increase in credit 
risk, are credit impaired, or have defaulted.

Although the pandemic did not highlight systematic ECL model limitations, lessons may be learned:

	y Changes in economic conditions should be reflected in macroeconomic scenarios applied by banks 
and in their weightings. The unprecedented level of uncertainty during the COVID-19 pandemic could 
only be partially captured in ECL estimates, as historical information was not representative of the 
future economic outlook (that is, there were no historical data for similar events that could have been 
used to calibrate the probability of default and loss given default parameters). As the effect of COVID-19 
was not reflected in models, postmodel overlays or adjustments were largely used to compensate for 
the lack of historical data, with multiple approaches being used by banks. For example, overlays have 
been used to reflect the effect of public support measures. As noted in the IFRS paper (https://www​
.ifrs.org/content/dam/ifrs/supporting-implementation/ifrs-9/ifrs-9-ecl-and-coronavirus.pdf) on appli-
cation of IFRS 9 in light of the COVID-19 uncertainty, IFRS 9 does not prohibit the use of postmodel 
adjustments, if doing so is consistent with the impairment requirements of the accounting standard. 
However, the diversity in practice within banks and the lack of transparency surrounding postmodel 
adjustments were identified as primary concerns. The different approaches adopted in various banks 
may have resulted in unjustified differences in terms of provisioning levels.

	y Although banks’ forward-looking scenarios were able to capture shocks at the macroeconomic level, 
they were not intended to reflect vulnerabilities in specific sectors or segments.

https://www.ifrs.org/content/dam/ifrs/supporting-implementation/ifrs-9/ifrs-9-ecl-and-coronavirus.pdf
https://www.ifrs.org/content/dam/ifrs/supporting-implementation/ifrs-9/ifrs-9-ecl-and-coronavirus.pdf
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	y Similarly, the lack of segmentation in models and data to reflect sector-specific risks was a common 
limitation in firms’ ECL methodologies.

	y Independent validation, model monitoring, and internal controls were not always performed during 
the pandemic.

The experience with COVID-19 underscores the importance of more detailed guidance on overlays and 
scenarios, as well as a review of provisioning practices:

	y Overlays are inevitable in some instances, but strict governance processes, internal controls, docu-
mentation, and disclosures are needed. Guidance on whether overlays should be applied at the risk 
parameter level or when the final output is calculated would also be useful.

	y The downside scenarios used to calculate ECLs should be sufficiently severe to capture tail risks.
	y The diversity in provisioning practices and differences in modeled provisions warrant further 

investigation.
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