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Implementing an IFRS 9 Solution:
Challenges Faced by Financial Institutions

BY CAYETANO GEA-CARRASCO AND NIHIL PATEL

IFRS 9 is a new international standard set forth to address the weaknesses of
IAS 39.This article provides an overview of the new standard and analyzes the
major challenges financial institutions will face in ensuring compliance. While
there is still uncertainty in terms of implementation approaches, we believe
IFRS 9 adoption will lead to a more efficient and lower-risk financial system.

As part of the response to the last financial crisis, the International Accounting Standards

Board (IASB) recently issued IFRS 9 to resolve the weakness of IAS 39. Under IAS 39, incurred
loss resulted in credit loss recognition that was “too little, too late.” Improvements under IFRS
9 include a logical model for the classification and measurement of financial instruments, a
forward-looking expected credit loss impairment model, and a substantially reformed approach

to hedge accounting.

The new standard has a wide reach; it is required in more than 100 countries across Europe, the
Middle East, Asia, Africa, the Americas, and Oceania. While all financial entities must adopt IFRS
9 by January 1, 2018, many organizations are targeting parallel runs and impact analyses of the
end-to-end process (including staging and classification, impairment calculation, and reporting)
by mid-2017. Quantitative Impact Studies (QiS), such as European Banking Authority's QiS in
Europe, are also accelerating timelines of infrastructure and tactical short-term solutions for an

early assessment of the impacts on provision levels.
IFRS 9 covers three areas with profound implications for financial institutions:

» Classification and Measurement: IFRS 9 introduces a logical approach for the classification
of financial assets driven by cash flow characteristics and the organization's business
model in which an asset is held. This principle-based approach replaces existing rule-based

requirements which are complex and often difficult to apply.

» Impairment: Under IFRS 9, the expected credit loss (ECL) model will require more timely
recognition of credit losses compared with the incurred loss model of IAS 39. The new
standard requires entities to account for expected credit losses using forward-looking
information and lowers the threshold for recognition of full lifetime expected losses.

» Hedge Accounting: IFRS 9 represents a substantial overhaul of hedge accounting that aligns
the accounting treatment with risk management activities, enabling entities to better reflect

these activities in their financial statements.
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IFRS 9 will drive profit and loss, which will affect earnings.
In addition, the standard will materially influence financial
institutions’ financial statements, with impairment calculations

most affected. IFRS 9 will lead to changes including the following:

» It will no longer be necessary for a credit event to occur before

credit losses are recognized.

» The measurement of allowance of credit loss will depend on the
instrument’s impairment stages.

» An entity will be required to base its assessment and
measurement of expected credit losses on historical, current,
and forecast information that is available without undue cost
or effort.

» Measurement of financial assets will be aligned with a bank's
business model, contractual cash flow of instruments, and

future economic scenarios.

» The forward-looking provision framework will make financial
institutions evaluate how economic and credit changes alter
their capital and provision levels at each subsequent reporting
date.

IFRS 9 solution requires multiple layers, including: risk and finance

data aggregation layer, model risk management and workflow

layer, ECL calculation engine, general ledger (GL) reconciliation

layer, and reporting and variance analysis layer.

For financial institutions transitioning to IFRS 9, the main

architecture design questions involve the business, systems, and

processes. Main challenges include the following:

»

»

Systems, processes, and automation: Systems will need to
change significantly in order to calculate and record changes

required by IFRS 9 in a cost-effective, scalable way.

ECL calculation engine: The calculation engine will need

to be robust and flexible. It will need to incorporate facility
level and be adjusted by credit events. The ECL engine will
need to support granular calculations and expected modeling
challenges. It must have built-in data quality checks and
reports, and must be able to define or choose ad hoc economic
forecast and scenarios. It must be capable of modeling or
importing PD, LGD, and EAD term structures and behavioral
metrics affecting cash flows. It must be able to allocate,

optimize, and value collateral and credit risk mitigants.

IFRS 9 provision calculation will require integration of multiple processes across different areas, including

risk, finance, and accounting.

An expected credit loss impairment model will also bring
significant challenges for auditors given the move from a factual
credit event as a driver of provision and toward quantitative credit
forecasting approaches and staging classification. In turn, this will
create significant risks due to the effect on profitability, capital
ratios, fair value measures, and tax rates. Primarily for these
reasons, auditors are actively monitoring the development of ECL
models and the implementation of IFRS 9 solutions at financial

institutions.

From a solution design perspective, ability to track data and
manage overrides (for example, due to effect on earnings) will
be critical. In addition, multiple processes including those in risk,
finance, and accounting groups will need to be integrated for the

IFRS 9 provision calculation. In terms of architecture design, an

»

»

»

Risk, finance, and accounting integration: Previously separate
processes will need to integrate, especially from a data and

process perspective.

General ledgers reconciliation: Ledgers will need to reflect
IFRS 9 calculations and new impairment metrics. Financial
institutions usually have several general ledgers within a single
legal entity.

Computational and performance requirements: The IFRS 9
forward-looking impairment calculation will require higher
volumes of data than the current IAS incurred loss model, Basel
guidelines, or stress testing. Institutions will want to do facility-
level analyses, and calculations leveraging scalable architecture,

such as grid computing processes, will be imperative.
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» Tax treatment: IFRS 9 may affect effective tax rates, as some

institutions may leverage IFRS 9 as a tax optimization tool.

» Underwriting, risk-adjusted pricing, and limits systems:
Financial institutions will have to estimate and book an upfront,
forward-looking expected loss (either 12-month or lifetime)

and monitor for ongoing deterioration of credit quality.

» Risk-adjusted pricing metrics: Pricing and performance metrics
will need to be redesigned and/or expanded (e.g., IFRS 9 based
risk-return metrics) in order to be aligned to IFRS 9 dimensions

and capital impacts.

» Impairment calculation: Institutions must have the ability to
calculate a probability-weighted impairment that incorporates
past events, current conditions, and forecasts of future
economic conditions. In addition, valuation analysis needs to

consider scenario-specific cash flows.

» Collateral allocation and valuation: Institutions will need
to determine how to incorporate collateral effects on the
valuation and computation of cash flows for impairment

calculation purposes.

» Hedge accounting: IFRS 9 will affect existing documentation,

hedging models, and software systems.

» Reporting and financial statements: It will be necessary to
reconcile with other regulatory rules, including Basel 3, the
Dodd-Frank Act, and the Foreign Accounting Tax Compliance
Act (FATCA). Institutions will need to reconcile risk and finance
data where risk data will be used down to the legal reporting
entity level. Additionally, impairment values and variance
changes over reporting horizons will need to be included in
FINREP reporting by European institutions.

» Operational risk: This type of risk will increase as a result of

changes in systems, models, processes, and data.

Financial institutions will also face additional data requirements to
meet IFRS 9-related calculations and ongoing monitoring. These

requirements will lead to related challenges, including:

» Retrieval of old portfolio data: It will be necessary to save
old data, which will be especially difficult for transactions

originated many years ago.

» Classification of transactions at origination: There is the
need to map products if they can be categorized prior to the
calculation. An additional effort would be required to identify
products that can be considered out of scope, such as short-
term cash facilities and/or covenant-like facilities.

» Flexibility of implementation: Exact implementation
procedures must be able to change depending on data
according to the asset classes and model availability. For
example, if a granular approach should be applied to a
certain part of the portfolio (e.g., corporate) or if it should be
aggregated (e.g., retail).

» Gather and store data: Very granular data must be gathered

and stored for any new transactions.

Given the IFRS 9 requirements in terms of classification,
measurement, impairment calculation, and reporting, financial
institutions should expect a need for significant changes to the
way they do business, allocate capital, and manage the quality of

loans and provisions at origination.

Financial Institutions will face modeling, data, reporting, and
infrastructure challenges in terms of reassessing the granularity
(e.g., facility level provisioning analysis) and/or credit loss
impairment modeling approach, and maintaining consistency

in the definition of risk metrics between Basel and IFRS 9

models. Institutions will also face challenges in enhancing their
coordination across finance, risk, and business units. Furthermore,
considerable uncertainty remains regarding the interpretation

of the IFRS 9 standard and modeling approaches. These will

likely be fine-tuned after QiS and parallel runs are performed by

institutions and regulatory bodies.

Effectively addressing these challenges will enable boards

and senior management to make better-informed decisions,
proactively manage provisions and effects on capital plans, make
forward-looking strategic decisions for risk mitigation in the
event of actual stressed conditions, and help in understanding the
evolving nature of risk. In the end, a thoughtful, repeatable, and
consistent capital planning and impairment analysis should lead
to a more sound, lower-risk financial system with more efficient
institutions and better allocation of capital, thus enhancing

returns for shareholders.
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