


Appendix: Overview of Approaches to Loan Provisions and Reserves

Type of loss model In use at Pro-cyclical Reliance on Impact on profit Impact on balance
present management and loss sheet
judgement

a charge for loans

that have not yet

been made.
2) d. Economic cycle (through | No. No. Depends on the The income The balance sheet
the cycle) reserve operating framework | statement would value has no link to

i.e. would it be arguably report a the recoverable

Additional reserves set aside prescribed by the smoother result as value of specific
by the directors/management regulator or based profits and margins individual assets at
to ensure that the bank has on management’s are reduced to cover | the reporting date.
sufficient resources to survive judgement? any potential capital
a significant adverse economic shortfall under the
shock. model. Depending

upon how the model
Annually (or more often) each is constructed it
bank builds a credible (but very could lead to
pessimistic) scenario for an significant Day 1
economic shock. Key charges to reserves.
assumptions would include
national and global GDP,
unemployment rates, etc., as
well as bank growth and line of
business plans.
These key assumptions are
then modelled to establish
what would be the level of
additional write-offs and write-
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Appendix: Overview of Approaches to Loan Provisions and Reserves

Type of loss model

In use at
present

Pro-cyclical

Reliance on
management
judgement

Impact on profit
and loss

Impact on balance
sheet

downs a bank would need to
make and this amount is
compared to existing reserves.
Where the circumstances
indicate additional reserves are
needed prudential supervisors
would intervene to require new
capital to be raised.

Avoids confusing what
provisions are needed for the
assets that are owned at the
balance sheet date with
possible (perhaps remote)
future events.

Transparent disclosures mean
that investors are better able to
participate in the debate and
perhaps modify their demands
for dividends and capital
returns.

Determining pessimistic but
credible scenarios. Risks
creating inconsistencies in
comparability between banks.
It may need input from
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Appendix: Overview of Approaches to Loan Provisions and Reserves

Type of loss model In use at Pro-cyclical Reliance on Impact on profit Impact on balance
present management and loss sheet
judgement
prudential regulators to
address these inconsistencies.
3) Spanish banking system Yes. Used Relatively Low, assuming that Can produce a The balance sheet
model only for the lower levels of | the modelling data is | counterintuitive position does not
business of pro-cyclicality prescribed by the result as it will take reflect the expected
An incurred loss based Spanish due to lengthy regulator. time for an amount to be
provision is taken based on banks in timespan of improvement in the recovered from the
historical loss statistics Spain. data used in economic conditions | assets at that date.

gathered by the Bank of Spain
over a prescribed period (15
years). The Bank of Spain uses
data across the Spanish
banking industry to calculate
the incurred loss (individual
and collective assessment) on
six categories of asset types.

the process.
However, it can
lead to
counterintuitive
results. For
example, if
there is a
strong upturn
in the economy
this will not be
reflected in a

to filter through to
the historical data.

reduced

provision for

sometime.
4) General Provision - Not since the | Can be High as completely Depends on the The balance sheet
method used prior to IFRS adoption of relatively determined by methodology, but value has no link to

IFRS (and counter-cyclical | management'’s pre-IFRS was widely | the recoverable
A non-specific credit provision | before in if a estimates/views. seen as giving value of specific
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Type of loss model In use at Pro-cyclical Reliance on Impact on profit Impact on balance
present management and loss sheet
judgement
is held against the entire book | some combination of management the individual assets at

of loans. This is largely based
on management’s judgement
and, therefore, determined
using a combination of factors
— for example: historic
outcomes; and expected
changes to the credit
environment.

jurisdictions).

factors is used.

potential to smooth
results.

the reporting date.

5) Fair value Yes, if the Relatively. The | Yes for illiquid loans | The income Arguably leads to a

loan model would (which can make up | statement can be better balance sheet
The accounting basis for the instrument is | be highly pro- a significant portion | subject to extreme result for investors.
loans is linked to their market held for cyclical, since it | of typical loan volatility in times of However,
price. Banks are required to trading. is sensitive not | portfolios). market turmoil. determining fair
identify the best evidence only to credit value can be
available to them of the price risk but also to subjective due to the
they could sell the loan. Some other financial illiquid nature of
loans are traded on liquid risks. If many loans.
markets and so they are valued properly
at the market price. In other applied, gives
circumstances, banks would early warning
need to model their likely cash of problems
flows and estimate what other and allows for
market participants would timely remedial
demand as an interest rate. actions.
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Type of loss model In use at Pro-cyclical Reliance on Impact on profit Impact on balance
present management and loss sheet
judgement
6) Hidden reserves No. No. Depends Depends on the The income The balance sheet
Was used up | on how and operating framework | statement would does not disclose the
A system whereby banks make | to late 1970s | when the i.e. would it be arguably report a reserve, hence there
additional reserves against in some reserves are prescribed by the smoother result as is no transparency.
assets through equity or other | European utilised at the regulator or based profits and margins
liabilities on the balance sheet | countries. discretion of on management’s are reduced year-on-
without disclosing any of the the bank. judgement? year and taken to the
details or the accumulated hidden reserve.
amounts to investors and
others. Only the prudential
regulator may have access to
the detail.
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