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“Too little, too late” provisions:  ICL & Procyclicality

✓ Loan loss provisions is largest accruals for banks

✓ Provisioning based on incurred credit losses (ICL) is 
controversial → The ICL results in too little loss 
allowances during booms or early stages of a downturn 

✓ The delayed recognition of losses can result in 
significant and rapid increases in provisions in the 
middle of the downturn

✓ Corresponding reductions in profitability, regulatory 
capital, and credit in recessions/crises
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Expected Credit losses (ECL)

✓ Introduction in Europe (IFSR9) and US (ASU 2016-13 
(CECL)) over 2018-2020

✓ ECL vs ICL: loans in origination and under-performing 
have to be provisioned, not just non-performing loans
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LLA= EAD*PD*LGD 

ICL ECL

Origination LLA=0 LLA>0

Underperforming LLA=0 LLA>0

Non-performing LLA>0 LLA>0

LLA: loan loss allowance

EAD: Exposure at default

PD: Probability of default

LGD: Loss given default
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Expected Credit losses (ECL)

✓ Introduction in Europe (IFSR9) and US (ASU 2016-13 
(CECL)) over 2018-2020

✓ ECL vs ICL: loans in origination and under-performing 
have to be provisioned, not just non-performing loans

✓ Potential benefits in large part related to less 
procyclicality & better risk-taking by banks →
supervisors &  policy very interested 

✓ COVID-19 crisis → allow banks to defer ECL application 
plus not “see it coming” (e.g. Borio & Restoy, 2020)
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Importance of the ECL Model, not just for policy

“The new standard represents the most sweeping change 
to bank accounting ever” 

American Bankers Association, 2018

“For many banks, the adoption of expected credit loss 
accounting will be the most momentous accounting 
change they have experienced, even more significant than 
their transition to IFRS” 

Global Public Policy Committee, 2016
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Forward-looking provisions: Regulatory Change in Colombia

Pre Post

Origination LLA=0 LLA>0

Underperforming LLA=0 LLA>0

Non-performing LLA>0 LLA>0
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Forward-looking provisions: Regulatory Change in Colombia

Pre Post

Origination LLA=0 LLA>0

Underperforming LLA=0 LLA>0

Non-performing LLA>0 LLA>0
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Exploit a discontinuity for identification



✓ Less credit and in turn negative associated real effects for firms with 
higher provisioning due to the law (as compared to very similar firms 
with lower provisioning)

✓ These negative credit & real effects patterns are stronger in “bad” times

✓ Evidence on the mechanism:

✓ Increase in provisioning

✓ Stronger patterns when the bank has a lower capital ratio

✓ Regulatory arbitrage: Less capitalized banks “search for yield” within 
firms with relatively higher provision requirements

✓ These banks end up with riskier portfolios, i.e., with more 
concentration and higher ex-post defaults

(economic effects are strong and lots of robustness)

Preview of the main results
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✓ Not clear reduction in procyclicality from forward-looking provisioning: 
they imply more credit reduction (& worse real effects) during bad times

✓ Provisioning & bank capital complementarity: despite differences (profits 
& potentially taxes, in expected vs unexpected losses, in Tier 1 vs 2), both 
are shareholders’ funds → higher provisioning on credit (real effects) is 
reduced with higher bank capital ratios (in both good & bad times)

✓ No credit cut in bad times from forward-looking provisions if 
banks have high levels of capital 

✓ Bank supervision role for regulatory arbitrage/ unintended risk-taking: 
Less capitalized banks “search for yield” in firms with higher provisioning 
requirements, leading to higher concentration & ex-post loan defaults

Main policy messages
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Data, Sample and Identification

✓ Comprehensive data on banks, firms, and credit

✓ Credit registry

✓ Data from the bank supervisor 

✓ 21,267 unique firms and 29 unique banks

✓ Provisioning law from May 2007, affecting firms differently in part 
(and we exploit this) around an exogenous/arbitrary threshold (2 
COP billion)

✓ Exploit bad vs. good times before and after the provisioning reform

✓ Sample period: 2001-2012 (plus 2010-2016, or 2007:Q1-Q4)

✓ Internal vs external validity for ECL
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Short-Window around 
Implementation
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Short-Window around Implementation: 

Provisions & GDP growth/Unemployment rate
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Short-Window (+/- 1 year) around Implementation: 

Credit Volume
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Short-Window around Implementation: 

Firm-Level Real Effects
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Short-Window around Implementation: 

Time-Varying Effects
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Economic cycles
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Economic Cycles (2001:Q1-2012-Q4): 

GDP growth & Sovereign CDS spread
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Economic Cycles: 

Unemployment rate 
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Economic Cycles (2001:Q1-2012:Q4):

Credit Volume
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Economic Cycles:

Firm-Level Real Effects
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Economic Cycles:

Provisions
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Bank capital and provisioning
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Short-Window around Implementation: 

Credit and Bank Capital
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Economic Cycles:

Credit and Bank Capital
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Regulatory arbitrage
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Search for Yield in firms with more provisioning, by 

less capitalized banks
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The ex-ante risk-taking by these banks end up with higher 

portfolio concentration and ex-post loan defaults
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✓ Less credit and in turn negative associated real effects for firms with 
higher provisioning due to the law (as compared to very similar firms 
with lower provisioning)

✓ These negative credit & real effects patterns are stronger in “bad” times

✓ Evidence on the mechanism:

✓ Increase in provisioning

✓ Stronger patterns when the bank has a lower capital ratio

✓ Regulatory arbitrage: Less capitalized banks “search for yield” within 
firms with relatively higher provision requirements

✓ These banks end up with riskier portfolios, i.e., with more 
concentration and higher ex-post defaults

(economic effects are strong and lots of robustness)

Summary of the main results
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✓ Not clear reduction in procyclicality from forward-looking provisioning: 
they imply more credit reduction (& worse real effects) during bad times

✓ Provisioning & bank capital complementarity: despite differences (profits 
& potentially taxes, in expected vs unexpected losses, in Tier 1 vs 2), both 
are shareholders’ funds → higher provisioning on credit (real effects) is 
reduced with higher bank capital ratios (in both good & bad times)

✓ No credit cut in bad times from forward-looking provisions if 
banks have high levels of capital 

✓ Bank supervision role for regulatory arbitrage/ unintended risk-taking: 
Less capitalized banks “search for yield” in firms with higher provisioning 
requirements, leading to higher concentration & ex-post loan defaults

Conclusions:  main policy messages
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THANK YOU !



Incurred Credit
Losses (ICL)

Expected Credit
Losses (ECL)

IAS 39

FAS 5

IFRS 9

ASU 2016-13 (CECL)

Backward-looking
(Losses of the portfolio)

Forward-Looking
(Risk of the portfolio)

IASB
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2018

2020



✓Allow banks to defer the application of the ECL model 

✓Enhance existing arrangements so as to temporarily sterilize
the effect on regulatory capital 

✓Issue pragmatic implementation guidance to avoid a boost 
in provisions

ECL and COVID-19:

Regulatory responses



✓ Theoretically, the effect of ECL is nuanced

✓ Empirically, we know little, as the implementation is very 
recent and incomplete
✓Simulations (Abad and Suarez, 2018; Buesa et al., 2019)

✓Proxies/measures of ECL (e.g., Harris et al., 2018; Lu and Nikolaev, 
2019)

✓Data from the transition period or “day-1 impact” (Gaffney and 
McCann, 2018; Ertan, 2019; and Löw et al, 2019)

What do we know about the ECL model?



✓Reporting opportunism (Bischof et 
al., 2023)

✓ IFRS 9 leads to a decline in credit 
(e.g., Ertan, 2020)

✓CECL associated with decline in 
credit during COVID 19 (e.g., Chen 
et al.,  2022)

What do we know about the ECL model?

✓ IFRS 9 provisions are more 
informative about bank risk 
(Sakasai et al., 2021)

✓ IFRS 9 provisions are timelier
(Kim et al., 2021)

✓ IFRS 9 increases market 
discipline over bank risk-taking 
(Peñalba and Ormazabal, 2022)

+ _



Short-Window around Implementation: Credit Volume



Analysis “Post GFC”

From 2010Q1 to 2016Q4 



Short-Window around Implementation: Descriptives



Economic Cycles: 

Exchange rate COP to 1 USD
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