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Abstract

 International Financial Reporting Standards (IFRS) are developed 
by the International Accounting Standards Board (IASB) and aim to provide 
high quality, transparent and comparable information in fi nancial statements 

and other fi nancial reporting to help investors, others participants in global 

capital spots and other users of fi nancial information to make economic 

decisions. The global fi nancial crisis has demonstrated the need to fi nd 

solutions for correctly measuring credit risk. Starting with 2009, the IASB has 

developed new principles and models for timely recognition of credit losses. 

This is how IFRS 9 - Financial Instruments, which includes IAS 39 - Financial 

Instruments: Recognition and Measurement. The IFRS 9 version issued in 

July 2014 replaces all other versions and is effective from January 1, 2018.

 Key words: IFRS, valuation, derecognition, fair value, time value of 

money, cash fl ow test, derivation, hedge accounting.

 JEL Classifi cation: F21, G12

Introduction

 The banking system in Romania applies International Financial 
Reporting Standards (IFRS) as of January 1, 2012, implicitly applying IFRS 
9 becomes a legal obligation not only a need for credit risk management. 
For the implementation of IFRS 9, banks need to make extensive analyzes of 
the portfolio of loans, assets and fi nancial liabilities to make decisions about 
the implementation of mathematical and computer models so that credit risk 
can be correctly calculated as IFRS 9 introduces new classifi cation criteria 
and the measurement of fi nancial instruments in conjunction with the Bank’s 
objectives / strategies (Business Model) and the contractual characteristics 
that generate cash fl ows (SPPI Test principal and interest payments only).

Literature review

 Dumitrescu (2018) addresses methods of diminishing bank risks. The 

research developed by the Sun (2015) addresses the methods and statistical 

models used in the analysis of the fi nancial-banking system. The study by 

Norden and van Kampen (2015) describes the dynamics of commercial and 
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banking credit indicators in the fi nancial statements of small and medium-
sized enterprises, Ferrando (2015) published some comments on the results of 
the two researchers. Hernández-Cánovas and Martínez-Solano (2010) study 
funding at the level of the banking system of Continental Europe. Wehinger 
(2012) is concerned about the mutations generated by the economic and 
fi nancial crisis on funding sources. Peicuti (2013) studies securitization in the 
context of the subprime crisis. Pinto (2014) analyzes the characteristics of 
securitization on European markets. Pinto and dos Santos (2014) is concerned 
about the fi nancial instruments that can be used after the 2008 crisis.

Analysis of changes in IFRS 9

 The replacement of IAS 39 had three phases, each representing 
separate chapters in IFRS 9:
 a. Phase 1 - classifi cation and valuation of fi nancial assets and fi nancial 
liabilities - these are classifi ed according to the entity’s business model for the 
management of fi nancial assets and the characteristics of the contractual cash 
fl ows of the fi nancial asset;

 b. Phase 2 - impairment methodology - takes into account the expected losses;

 c. Phase 3 - hedge accounting - there are important changes in how the 

hedge accounting is presented and evaluated, but for the time being the IASB 

provides for the possibility for entities to choose to continue applying IAS 39 

in the fi eld, or to apply the rules of IFRS 9.

 a. Phase 1 - classifi cation and valuation of fi nancial assets and 

fi nancial liabilities

 IFRS 9 uses three approaches to classifying and measuring fi nancial 

assets:

 § amortized cost;

 § fair value through other comprehensive income (FVTOI);

 § fair value through profi t and loss account (FVTPL);

 Classifi cation criteria are determined by two factors: business model 

and SPPI test.

 As a fi nancial asset is valued at amortized cost, it must meet 

cumulatively two conditions:

 §  the asset is held in a business model whose objective is to invest its 

assets in order to collect the treasury;

 §  the contractual terms of the fi nancial asset give rise to certain data 

to cash fl ows that only have capital and interest payments related to 

the amount of principal owed.
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 When the characteristics of a fi nancial asset contract do not meet the 
requirement of SPPI - to generate only capital and interest fl ows, then the asset 

should be measured at fair value through the profi t and loss account.

 A fi nancial asset will be measured at fair value through other elements 

of the comprehensive statement if:

 § the asset is held within a business model, the objective of which is 

to achieve both contractual treasury fl ows and the sale of fi nancial assets;

 § the contractual terms of the fi nancial asset give rise to certain data to 

cash fl ows that only have capital and interest payments related to the amount 

of principal owed.

Fair measurement through the profi t and loss account will be made if the assets 

can not be measured at amortized cost or fair value through other comprehensive 

income. However, an entity may irrevocably choose to recognize investments 

in equity instruments that would otherwise be measured at fair value through 

profi t or loss to present the subsequent changes in fair value to other items of 

comprehensive income. Capital instruments are always measured at fair value 

and the entity may make an irrevocable choice to present fair value changes 

in other items of comprehensive income, with the proviso that the instrument 

is not held for trading.

Under IFRS 9, fi nancial liabilities are measured at amortized cost except:

 § fi nancial liabilities that are measured through profi t and loss;

 § fi nancial debts that occur when a transfer of fi nancial assets does not 

meet the conditions for recognition;

 § fi nancial collateral contracts which are subsequently valued at the 

highest of the value of the loss adjustment and the amount initially recognized;

 § loan commitments at a market rate below the market value and 

subsequently valued at the higher of the loss adjustment value and the initially 

recognized value;

 § contingent compensation recognized by an acquiring entity in a 

business combination, which must then be measured at fair value through the 

income statement.

 For comparison, in IAS 39, the classifi cation of fi nancial instruments was 

based on specifi c defi nitions for each category and included: held to maturity, loans 

and receivables and fair value measurement through the profi t and loss account

With regard to embedded derivatives, these are not evaluated separately if the 

host contract is an asset that falls within the scope of IFRS 9. This removes the 

IAS39 segregated valuation. In accordance with IAS 39, asset / liability that is 

related to unquoted equity instruments, they should be measured at cost. IFRS 

9 eliminates valuation at cost and considers that all derivatives will be valued 

at FVTPL.
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 The business model can be seen taking into account:
 § management of fi nancial assets and
 § the extent to which the cash fl ows of the portfolio derive from 

contractual cash fl ows, from the sale of fi nancial assets or from both.

 Specifi cally, the business model:

 §  refl ects approaches to managing fi nancial assets to generate cash 

fl ows;

 §  is defi ned by the superior management of an entity with the proper 

involvement of business structures;

 §  it does not depend on the management’s intentions for a single 

fi nancial instrument, but refers to how asset groups are managed to 

achieve a certain commercial objective;

 In accordance with IFRS 9, three business models for fi nancial assets 

are identifi ed:

 §  hold to collect - fi nancial assets held to collect the contractual cash 

fl ows;

 §  hold to collect and sell - fi nancial assets held to collect cash fl ows 

and sell fi nancial assets;

 §  others - profi t and loss evaluation.

Business Models

Figure 1
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 In the “hold to collect” business model, sales analysis is very 

important: sales need to be analyzed from the point of view of consistency with 

the business model. The analysis of the consistency between sales dynamics 

and business model objectives should take into account nature and cause of 

sales.

 Sales are admitted in the following cases:

 a. in case of increased credit risk

 b. when sales are:
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 §  frequent but insignifi cant;
 §  are not common but are signifi cant.
 Regarding the frequency of sales it is necessary that it be calculated 
and monitored periodically by the entity management, and it should be 
reviewed at least once a year.
 To analyze the business model, consider:
 §  The entity’s strategy established through a set of objectives and 

actions that the entity that owns the fi nancial instrument must do;
 §  Risks - identifying the risks that determine the performance of the 

business model and the fi nancial instruments held, especially the 
approaches with which they are managed and monitored;

 §  Compensation / KPI - Identify approaches and coherence with 
clearing methods and KPI (Key Performance Indicator), especially 
if it depends on the fair value of the instruments held, rather than 
the margin for collecting the contractual cash fl ows;

 §  Reporting - Frequency and characteristics of management 

information. In this respect, a key role is monitored;

 §  Frequency of sales - Identify the frequency, value and timing of 

sales in earlier periods, as well as future sales expectations;

 §  Reasons for selling the asset - Identifying the reasons behind 

previous asset cessions and expected sales in the future;

 §  Expected sales - the probability that sales will be repeated in the 

future and whether they question the objective of the cash fl ow 

business model should be assessed.

 The purpose of the SPPI test (principal and interest payments only) is 

to identify instruments with characteristics different from those of a standard 

loan agreement that determines the entity to measure them at fair value. In 

the standard loan contract, the reward for time value of money and credit risk 

is usually the majority of interest. The time value of money is the interest 

component that offers reimbursement only with the passage of time and not 

for other debts and costs associated with holding the fi nancial asset. In order 

to verify whether a component offers a time-only payment, an entity uses the 

valuation and accounting of all relevant factors (for example, the currency of 

the fi nancial asset and the reference period for the interest rate). The change in 

time of the value of money is analyzed taking into account both quantitative 

and qualitative factors. Below the correlation between the business model, the 

SPPI test and the valuation of the fi nancial instruments
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Business Models Tests

Figure2
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Comparison table

Figure 3
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 B. Phase 2 – Impairment  methodology

 IFRS 9 recognizes the “Expected Loan Loss” (ECL) model for 
depreciation. Expected credit losses are recognized at each reporting period, 
even if there are no events that lead to actual loss. In addition, for past events 
and current conditions, reasonable and probable future information is available 
which is available without undue cost or effort in determining impairment. 
IFRS 9 provides that, for impairment purposes, fi nancial assets will be 



Revista Română de Statistică - Supliment nr. 11 / 2018 127

classifi ed in three steps (with a different level of adjustment) depending on the 
credit risk depreciation at the time of the initial presentation.
 §  Stage 1 - Expected losses over a 12-month period include fi nancial 

assets that are not materially impaired, which have a low credit risk;
 §  Stage 2 - expected lifetime losses - covers fi nancial instruments 

that have deteriorated signifi cantly in terms of credit quality from 
initial recognition (unless relevant credit risk has been applied and 
relevant), but not has objective evidence of a loss event;

 §  Stage 3 - Expected losses on fi nancial assets for which credit risk 
increased signifi cantly at reporting date.

 Credit losses are defi ned as the difference between the contractual 
cash fl ows and the cash fl ows that are expected to be received (“cash defi cits”). 

This difference is updated to the effective effective interest rate (or to the 

effective interest rate adjusted for depreciable credit risk fi nancial assets).

 Expected losses over a 12-month period represent a portion of the 

expected lifetime loss. They are calculated by multiplying the probability 

of a default in the instrument over the next 12 months by the total amount 

(lifetime) of the expected loss that would result from this nonpayment.

 C. Hedge accounting

 IFRS 9 creates a new risk-based hedge accounting model. 

Reclassifi cation of fi nancial instruments is done if and only if the entity 

changes its business model for the management of fi nancial instruments. They 

are not considered changes to the business model:

 §  changing the intention towards certain fi nancial assets;

 §  Temporary disappearance is a certain market for fi nancial assets;

 §  the transfer of fi nancial assets between parts of an entity that have 

different business models.

 Reclassifi cations of fi nancial instruments are made at each reporting 

date. Reclassify fi nancial instruments but do not redeem earnings, losses 

(including gains or losses from impairment) or interest previously recognized.

 Impact of IFRS 9 Implementation

 Following the analysis conducted at European level implementing 

January 1, 2018 of IFRS 9, banks have suffered a reasonable erosion of 

queens. Provisions for anticipated loan losses, rather than already incurred, 

were the biggest change introduced by the new IFRS 9 International Financial 

Reporting Standard. Under the rules, banks are required to hold capital against 

anticipated credit losses for all their assets regardless of their current quality. 

Still for banks, liquidity does not seem to be a problem, but the concern remains 
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for capital and credit quality. Credit quality, the high rate of non-performing 
loans affects profi tability and capital, reducing the ability of banks to grant 
new loans. In Romania, according to the data published by the National Bank 
of Romania, the bad debt ratio in the banking sector declined to S1 / 2018 to 
5.71% and is almost four times lower than the peak of 2014.

Evolution of CET1 ratio under IFRS 9

Figure 4

Source: SPGlobal.com 

Conclusions 

 IFRS 9 requires major changes in accounting records and in the 
reporting system, as the methodology for classifi cation and measurement of 
fi nancial instruments changes, and depreciation implies the identifi cation of 
losses as of the signing of the contracts. The possible consequences of IFRS 9 
include:
 §  More volatility of the income situation. IFRS 9 raises the risk that 

more assets are measured at fair value with changes in fair value 
recognized in profi t or loss at the time they arise due to the new 
valuation methodology of fi ancial assets;

 §  Early recognition of impairment losses on receivables and loans, 
including trade receivables;

 §  Entities will need to begin to foresee possible future loan losses in 
the fi rst reporting period in which a credit is entered - even though 
the asset is most likely to be fully reimbursed;
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 §  Signifi cant disclosure requirements - they will need new systems 
and processes to collect the necessary data;

 §  Defi ning the business model;
 §  Reclassifi cation of fi nancial assets between the cascade categories 

defi ned in IFRS 9;
 §  High tax risk as the tax code has not been updated with the 

new situations identifi ed in IFRS 9, as was the case with the 
implementation of IFRS on January 1, 2012.
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