Follow up to the European Parliament resolution on 
International Financial Reporting Standards: IFRS 9
2016/2898 (RSP)
1. Resolution tabled pursuant to Rule 128(5) and 123(2) of the European Parliament's Rules of procedure by the Committee on Economic and Monetary Affairs (ECON)
2. EP reference number: B8-1060/2016 / P8_TA-PROV(2016)0381
3. Date of adoption of the resolution: 6 October 2016

4. Subject: International Financial Reporting Standards: IFRS 9

5. Brief analysis/ assessment of the resolution and requests made in it:

The resolution deals with the International Financial Reporting Standard (IFRS) 9. This standard covers financial instruments and is the most important standard for banks and also significant for all other financial services companies.

The European Parliament's Committee on Economic and Monetary Affairs (ECON) has organized a series of hearings and meetings to discuss this standard through the endorsement process. At the end of the three months scrutiny period, the Parliament decided to support the endorsement of IFRS 9 and hence did not raise any objections to its adoption. However, the Parliament accompanied this non-objection by a resolution to highlight concerns in a number of areas.

The resolution recognises that IFRS 9 is one of the major responses of the International Accounting Standards Board (IASB) to the financial crisis. It also acknowledges that IFRS 9 is an improvement compared to the existing standard, in particular with the move from an incurred loss to a forward-looking model for recognition of credit losses. This new impairment model will address the issue of the late recognition of losses on bank lending and bonds (described by the G20 as the "too little too late" issue).

The Parliament regrets the absence of a detailed quantitative impact assessment on IFRS 9 while acknowledging that it is due to a lack of reliable data. It underlines the importance of better understanding the effects of IFRS 9 and therefore calls for further work in a number of areas that are set out in this resolution.

As implementation of IFRS 9 will involve a great deal of judgement, the resolution calls on the European Supervisory Authorities in cooperation with the Commission and the European Financial Reporting Advisory Group (EFRAG) to develop guidance on implementation of IFRS 9 in order to prevent any abuse of management discretion.

Given the importance of better understanding the impact of IFRS 9 on the financial sector, the IASB and EFRAG are reminded to strengthen their effects analyses, in particular for macroeconomic effects.

The resolution recalls ECON's request to the European Systemic Risk Board (ESRB) to provide an analysis of the financial stability implications of IFRS 9 and recalls the Maystadt recommendations regarding the expansion of the public good criterion, namely that accounting standards should neither jeopardise financial stability in the EU nor hinder the EU's economic development.

The resolution notes the importance of understanding the interaction of IFRS 9 with other regulatory requirements, in particular prudential requirements. It welcomes the European Banking Authority's (EBA) ongoing impact assessment work aiming at better understanding the impact of IFRS 9 on regulatory own funds. As smaller banks might be the most affected, it calls on the Commission to propose a progressive phase-in regime in the Capital Requirements Regulation for a three year period or until an adequate international solution has been set up to avoid any sudden unwarranted impact on banks' capital ratios and lending.

The resolution calls on the Commission, with the support of EFRAG, to carefully address the misalignment of the application dates of IFRS 9 and the upcoming new insurance standard IFRS 17 for the insurance sector in a satisfactory and adequate manner ensuring a level playing field within the EU.

The resolution calls on the Commission to come forward with an evaluation in respect of whether IFRS 9 serves the EU long-term investment strategy and reduces pro-cyclicality and excessive risk taking no later than December 2017.

The resolution calls on the Commission to ensure compliance of IFRS 9 with the Capital Maintenance Directive and the Accounting Directive.
The resolution calls on the Commission, with the ESAs, ESRB and EFRAG, to closely monitor the implementation of IFRS 9 in the EU and prepare an ex-post impact assessment no later than June 2019. It also calls on the IASB to conduct a post implementation review of IFRS 9 in order to identify any unintended effects in particular on long term investment.

6. Response to requests and overview of action taken, or intended to be taken, by the Commission:
The Commission welcomes the resolution, which supports the adoption of the IFRS 9 in the EU that was formally adopted on 22 November 2016. It shares the Parliament's view that this standard responds to the financial crisis and will deliver important improvements over the existing standard, in particular in relation to the earlier recognition of expected losses on loans by banks. However, the Commission acknowledges that the understanding of the effects of IFRS 9 is incomplete due to a lack of a detailed quantitative impact assessment. Reliable data are not yet available as banks were waiting for more certainty on the endorsement before starting detailed implementation work. This is why the Commission is committed to closely monitor the impact of the standard in a number of areas such as long term investment and financial stability in order to avoid any unintended consequences. In that context, the Commission will also look at the interaction of IFRS 9 with prudential requirements to avoid any sudden impact on banks' capital ratios. Finally, regarding the insurance sector, the Commission will assess whether the IASB solution published on 12 September is satisfactory for the EU, in particular, whether the scope of the IASB's deferral of IFRS 9 is appropriate.

Replies as regards specific points raised:

Paragraph 2: The Commission acknowledges that an expected loss impairment model involves considerable judgement in its application, and for this reason it has followed closely the work stream of the Basel Committee to develop guidance in this area. The final document, Guidance on credit risk and accounting for expected credit losses, was published in December 2015. The European Banking Authority is in the process of developing Guidelines, based on the Basel guidance, in the same area, and carried out a public consultation to that end that closed on 26 October 2016. These Guidelines aim at ensuring sound credit risk management practices associated with the implementation and on-going application of the accounting for expected credit losses.

Paragraph 3: The Commission's response to the resolution of 7 June 2016 addressed each of the requests made regarding IFRS 9. When similar requests are made in this resolution, these are dealt with below.

Paragraph 4: The Commission is actively working with both the IASB through the Monitoring Board and with EFRAG to strengthen their impact assessments. The IFRS Foundation Monitoring Board has included upon request of the Commission the subject of impact analyses in its 2016 work programme. Monitoring Board members held their first discussion on the topic in May and will discuss it further in future meetings, including with the representatives of the IASB. Meanwhile, the IASB has accompanied its new standard on leases with a stand-alone analysis of its likely impact and is expected to do the same for its upcoming standard on insurance contracts. As explained in the Commission's response to the resolution of 7 June 2016, the Commission services have worked with EFRAG to establish a sound basis for a solid impact analysis methodology which included analysis of broader economic impacts. EFRAG is currently working on the impact analysis of the new standard on leases.

Paragraph 5: The Commission is following closely the work of the ESRB on the impact of IFRS 9 on financial stability. The results of this work will contribute to a better understanding of the effects of IFRS 9 and feed into the Commission's monitoring exercise. Regarding the public good criterion, the Commission has worked with the Accounting Regulatory Committee and EFRAG to derive a shared understanding of this concept. This work culminated in a paper which has been shared with the Parliament and which is available on the Commission's website at:

http://ec.europa.eu/finance/company-reporting/committees/arc/index_en.htm#meetings
In this paper, it is confirmed that assessing whether a standard meets the criterion of public good, should in general take into account (among other elements) its effect on endangering financial stability or hindering the EU economic development.

Paragraph 6: The effects of the IFRS 9 are not well understood notably in the area of loan impairment. This is because the changes introduced are far-reaching (which is why the standard has over three years for implementation) and the banks are not generally well advanced in implementation and, hence, unable to provide reliable estimates of the effects. The European Banking Authority is conducting a series of studies to monitor this and to better understand the probable effects on regulatory capital. On 23 November 2016, the Commission proposed to introduce transitional relief for prudential capital on first-time application of IFRS 9 in the revision of the CRR to avoid any sudden capital impacts.

Paragraph 7: IFRS 9 will apply to all listed companies as from 1 January 2018. To address the issue of the misalignment of the application dates of IFRS 9 and the forthcoming insurance contracts standard, IFRS 17, the Commission supports a deferral of IFRS 9 for the insurance industry. On 12 September 2016, the IASB issued amendments to the existing insurance contracts standard, IFRS 4, which will permit pure insurance companies to defer the application date of IFRS 9 from 2018 until 2021. The Commission has recently launched the endorsement process for this amendment to IFRS 4 with the request for advice to EFRAG sent out on 13 October 2016. As part of the endorsement process the Commission will consider whether the IASB solution is satisfactory for the EU as a whole or whether there is a need to extend the scope of the IASB's deferral to bancassurers.
Paragraph 8: The Commission asked EFRAG to look at whether IFRS 9 would be detrimental to long term investment in the context of its endorsement advice. EFRAG's findings were that IFRS 9 is not expected to lead to a significant change in the investment strategies of long-term investors. The Commission performed its own fact finding exercise which confirmed EFRAG's findings. However, the Commission notes that EFRAG commented that IFRS 9 is not wholly adapted to the business model of long-term investors. Therefore the Commission will ask EFRAG and the IASB to look at whether and how the standard could be improved in this area. In parallel, the Commission will continue to monitor this issue carefully and timely report on its findings. It should be noted that reliable quantitative data on the effects of the standard will not be available before its application beginning in 2018. In respect of pro-cyclicality and incentives of excessive risk taking, the Commission will follow closely the work of the ESRB on the impact of IFRS 9 on financial stability and the European Banking Authority impact assessment work. In the context of the endorsement advice, EFRAG together with the European Supervisory Authorities and the ECB as observers in the EFRAG Board came to the conclusion that IFRS 9 should contribute positively to financial stability as a result of the new impairment model.

Paragraph 9: In arriving at the conclusion that IFRS 9 should be endorsed, the Commission assessed whether IFRS 9 is consistent with the requirements of Directive 2012/30/EU replacing the Second Company Law Directive on capital maintenance and with the provisions of the Accounting Directive 2013/34/EU, and concluded that it is. Nevertheless, the Commission is conducting a mapping exercise on dividend distribution rules with Member States to better understand the current national practices. From there it will assess whether there is a need to strengthen the rules at EU level.

Paragraph 10: The first full year of application of IFRS 9 will be for accounting periods ending 31 December 2018 for which the full audited financial statements will only be available in the spring of 2019. Therefore, the Commission considers that any kind of assessment of the effects of IFRS 9 could not meaningfully be prepared for June 2019. Nonetheless, the Commission in conjunction with EFRAG, the ESAs, the European Central Bank (ECB) and the ESRB will actively monitor implementation and application of the standard with a view to taking any remedial action that may be considered necessary. It will report on the implementation and application of the standard when practically feasible based on at least two years of application.

Paragraph 11: The IASB plans to perform a post-implementation review of IFRS 9, and the Commission, with the help of EFRAG, will seek to ensure that this review is comprehensive and focuses on areas that have raised cause for concern.
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