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ABSTRACT 

This paper explores the impact of application of new International financial reporting standard 

9 Financial Instruments on loan impairments in Croatian banks. The impairment requirements 

in the new standard are based on expected credit loss model and replace the International 

accounting standard 39 Financial instruments: Recognition and measurement incurred loss 

model. The change in regard to the IAS 39 is the new classification and measurement model 

based on the business model of the entity (at the portfolio level) and the characteristics of the 

contracted cash flow by individual financial asset. Credit loss represents the difference between 

all discounted contracted inflows payable to entities under the contract, and all discounted cash 

inflows that the entity is expecting. A new model relies on entities being able to make robust 

estimates of expected credit losses at the point at which there is a significant increase in credit 

risk. For this purpose, banks will need to decide how ‘’significant increase’’ and ‘’default’’ 

will be defined in the context of the instruments (loans) they hold. The paper explores what are 

the main challenges in the field of data availability, impairment model, criteria for the 

allocation and macroeconomic factors when implementing the new standard in banks. The new 

model of impairment is likely to have a significant impact on the systems and processes of banks 

due to its extensive new requirements for data and calculations. 
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1 INTRODUCTION 

In July 2014, the IASB issued the International Financial Reporting Standard 9 - Financial 

Instruments (IFRS 9), approved by the European Commission in the Directive No. 2067/2016, 

which introduces the term "Expected Credit Loss" (ECL) for Recognition and Measurement.  

 

The IFRS 9 (Lex Europa 2016) has been in force since 1st of January 2018, and has replaced 

the International Accounting Standard 39 (Financial Instruments: Recognition and 

Measurement). Although this standard applies on both financial and non-financial institutions, 

for the needs of this paper the emphasis is on banks as financial institutions, while for insurance 

companies it is worth the delay of first application until 2021. The new standard has brought a 

lot of complexity to it. It includes requirements for recognition and measurement, impairment, 

derecognition and general hedge accounting. 
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The objective of the IFRS 9 is to establish financial reporting principles on financial assets and 

liabilities to present important and useful information to the users of financial statements in 

order to estimate the amount, time, and uncertainty of the entity's future cash flows. 

 

A new standard for banks can contribute to improving credit risk management, increasing 

transparency regarding asset quality and credit risk, and reducing procyclicality through more 

timely recognition of credit losses (Frykström and Jieying 2018). Some authors introduce the 

new standard as a regulatory "tsunami" (Leman 2015). 

 

 

 

2 CLASSIFICATION AND MEASUREMENT OF FINANCIAL ASSETS IN BANKS 

 

The IFRS 9 states how banks should classify and measure financial assets and financial 

liabilities for periods after January 1, 2018. 

 

The bank recognizes a financial asset or financial liability in its statement of financial position 

if, and only if it becomes the party to the contractual provisions of the instrument. At the first 

recognition, the bank classifies financial assets as assets that are subsequently measured at (Lex 

Europa 2016): 

 

a) amortized cost 

b) fair value through other comprehensive income 

c) fair value through profit or loss. 

 

In addition to satisfying the business model criteria according to which the financial asset is 

held for collection, it must pass and check the contracted cash flow. If the payments for a 

particular financial instrument consist of principal payments and interest on the unpaid 

principal, then it is classified at amortized cost. If the financial instrument is held for the purpose 

of collecting and selling that passes the above-mentioned verification (so-called solely 

payments of principal and interest, SPPI), it is classified as a fair value category through other 

comprehensive income. In the last category, at fair value through profit and loss, derivatives, 

and equity securities as well as those securities held by the bank for trading purposes will be 

included. The reason for this is that payments based on these instruments do not consist solely 

of principal payments and interest on unpaid principal. 

 

This classification is based on (Lex Europa 2016): 

 

a) business model test and 

b) cash flow characteristics test. 

 

The business model is one of two main determinants that affect the classification and 

measurement of financial assets. The business model is subordinated to the management level 

of financial assets to achieve a particular business objective and does not depend on the 

management intentions of the individual instrument. There are several models of financial asset 

management: 

 



 A business model whose purpose is to hold a financial asset for the purpose of collecting 

contracted cash flows. This means that a financial asset is held to maturity or that the 

sale is not planned or will be in the future. 

 

 A business model designed to hold financial assets for the purpose of collecting 

contracted cash flows and for sale. This means that an entity holds financial assets for 

the purpose of achieving two goals: collecting contractual cash flows and selling 

financial assets related to day-to-day liquidity management, maintaining the portfolio's 

yield, adjusting the maturity of assets and related liabilities. 

 

 Other business models whose purpose is to hold a financial asset for trading and by 

which a group of financial assets is managed at fair value. In this model, the business 

objective leads to active buying and selling of financial assets, whereby the entity 

primarily focuses on the fair value data used to assess asset performance and decision 

making (IFRS 9, B.4.1.1. – B.4.4.3.) 

 
The concept of a business model is defined by the standard in the first place as its adaptation to 

business mode. For example, if a bank holds a certain asset for longer or maturity then more 

useful information on the amount of amortized cost, and vice versa, if the bank plans to sell the 

asset then more relevant information on its fair value. 

 

In essence, if a financial asset is a simple debt instrument such as a loan, the business model's 

objective in which it is held is the collection of contractual cash flows without the sale of assets 

and these cash flows represent only payments of principal and interest then the financial asset 

should be categorized into financial assets by amortized cost. 

 

The first-time financial impact of the IFRS 9 arises mainly from the obligation to redefine the 

value of financial assets in the portfolio, to allocate the portion of the performing portfolio to 

the second level, which will be discussed in the next chapter, to include future parameters 

arising from future macroeconomic scenarios in the calculation of expected losses and the need 

for the reclassification of individual financial assets in the portfolio on the basis of the business 

model and contractual features of the associated cash flows.  

Initial measurement of assets is at fair value at the acquisition date, plus transaction costs for 

all classes of assets except for financial assets at fair value through profit or loss. Transaction 

costs for this category of financial asset are charged for the expense of the period. Transaction 

costs may only include costs directly attributable to the purchase or sale of financial assets such 

as banking services, brokerage fees, auditing costs and the like. 

 

Subsequent measurement is possible by:  

(a) amortized cost and  

b) fair value.  

 

Fair value is the price that would have been realized by selling an item of property or paid for 

the transfer of an obligation in a fair transaction between the market participants at the 

measurement date (IFRS 13 2011). The fair value determination is carried out in accordance 

with the fair value hierarchy established in IFRS 13 Fair value measurement. 



 

The amortized cost of a financial asset or financial liability is the amount at which, upon initial 

recognition, a financial asset or financial liability is measured, less principal repayments, 

increased or decreased by cumulative depreciation using the effective interest rate method, all 

differences between the initial amount and the amount at maturity, and in the case of financial 

assets adjusted for all impairment provisions (IFRS 9, Appendix A). 

 

The amortized cost is applied for subsequent measurement of financial assets at amortized cost, 

while the value of the offsetting amounts are subsequently measured at fair value through other 

comprehensive income and financial assets at fair value through profit or loss. 

 

A test of impairment is required for financial assets at amortized cost and for debt instruments 

classified as financial assets at fair value through other comprehensive income. Impairment of 

items of financial assets at amortized cost and fair value in other comprehensive income is 

recognized in the income statement. The IFRS 9 prescribes the application of the expected 

credit loss model, which results in a more differentiated recognition of losses in relation to the 

model of credit loss incurred under the IAS 39. Examples of impairment of financial assets 

include delays in repayment of principal or interest payment, the disappearance of an active 

market for financial assets, problems of issuers in the form of reorganization, pre-crisis or 

bankruptcy. 

 

 

 

3 EXPECTED LOSS IMPAIRMENT MODEL OF LOANS 

In the previous standard that introduced the term "incurred loss'', it required banks to recognize 

credit losses only when the loss occurred - a backward-looking framework (Frykströmand and 

Jieying 2018), which was exposed to criticism. This approach implied that the credit loss 

recognition is too small and too slow, considerably as the greatest weakness of the IAS 39. The 

IFRS 9 and the concept of expected credit loss (ECL) require banks to recognize the expected 

credit loss at all times, taking into account past events, current state and future macroeconomic 

forecasts conditions (forward-looking). All this is necessary to update the amount of expected 

loan losses recognized at each reporting date in order to reflect changes in credit risk (BIS 

2017). In short, this is an approach that looks ahead of the previous standard, and the result 

should be the recognition of timely credit losses. 

 

Since the banks are the biggest loan providers they have the most impact on the new rules of 

impairment. They approve loans to individuals and legal entities and are exposed to the credit 

risk of the borrower. If the borrower is unable to repay the loan and the fair value of the 

underlying instrument is below the carrying amount then the banks will face actual credit losses. 

With the aim of reducing credit risk (Broz Tominac 2018), banks are forced to set aside the 

amount to absorb any expected losses on their lending. This amount is included in the balance 

sheet under the provision loss position that is revised at each reporting date. Increase or decrease 

in loss reserves in the balance sheet is called a loss provision. Any adjustment to the loss 

provisions in line with the increase or decrease of the provision reflects on the profit or loss 

statement as affecting the income and capital of the bank. More specifically, the increase in 

provisions negatively affects earnings and capital, thus affecting regulatory capital. The concept 



of expected credit losses means that if the credit quality of financial assets improves the 

recognized provision is reverted. 

 

The main change made by the IFRS 9 is that the credit losses are recognized on the basis of 

estimated expected loan losses, taking into account even a wider range of macroeconomic 

indicators such as unemployment rates, real estate prices, interest rates and the like. Therefore, 

the bank has to reflect the changes in the credit risk of the financial instrument on every 

reporting date in relation to the initial recognition and update the loss provision. 

 

Expected credit losses must reflect the time value of money as well as all real and reliable 

information. If this were to be implied by the Croatian banks, then it would have been just as 

prediction as what would happen in the future. 

 

The expected credit loss framework applies to those assets that are subject to impairment in 

accordance with the IFRS 9 including lease receivables, loan commitments and financial 

guarantee contracts. 

 

Since the focus of this paper are bank loans, below are introduced three levels for the 

recognition of impairment on individual or group basis in accordance with the IFRS 9 (BIS 

2017): 

 

 

a) 1. stage (performing) 

The expected credit loss resulting from default events that are possible within the next 12 

months are recognized when credit is contracted or purchased. Also, the loss allowance was 

established. At the later reporting dates, the 12-month ECL is applied to the existing loans 

without a significant increase in the credit risk of initial recognition. Interest income is 

calculated on the gross amount of credit without deducting expected credit loss. 

 

When determining whether there has been a significant increase in credit risk from initial 

recognition, the bank assesses the change as it reviews the risk of default through the expected 

lifetime of the loan, which means a change in default probability versus expected loan loss. 

 

 

b) 2. stage (under-performing) 

If the loan credit risk has increased significantly from the initial recognition and is not 

considered low, the expected credit loss is recognized over the lifetime, whereby the interest 

income is calculated as well as at the first stage. Significant part of the financial asset disclosed 

under the "Financial assets past due but not impaired" in the financial statements of banks will 

suddenly fall to the second stage using the IFRS 9 (Novotny-Farkas 2016). 

 

 

 

c) 3. stage (impaired) 



If the loan credit risk rises to the point of credit-impaired, the interest income is calculated on 

the basis of the amortized cost of the loan, which means that the gross amount is reduced by the 

loss allowance. 

 

Moving assets such as loans from the first to the second stage (or even the third), are caused by 

a significant increase in credit risk once the property is originated. 

 

 
 

Chart 1: The impact of significant increase in credit risk on stages (authors) 

 

What ‘’a significant increase in credit risk’’ exactly means is not defined by the new standard. 

The definition of this concept is left to the bank. Provisions are much bigger in the second than 

in the first stage because the horizon in the expected value calculation is longer. 

 

When the asset moves to another stage due to significant deterioration, the carried loss 

provisions significantly increase at the time of the transition. This is also the main difference 

between the provisions recognized under the IFRS 9 and IAS 39. Moving assets from the second 

to the third stage is caused by the default event under the IFRS 9. This is in fact the same as the 

recognition of losses under the IAS 39. IFRS 9 does not define the default as it requires banks 

to define default in a manner consistent with the internal credit risk management but does not 

exceed 90 days from maturity. 

 

It is very important for banks to manage the risks they are exposed to, particularly the credit 

risk, which allows them to timely anticipate any significant changes in the portfolio in order to 

allocate appropriate levels of provisioning loss. 

 

 

 

4 CHALLENGES AND EFFECTS OF NEW IMPAIRMENT MODEL IN CROATIAN 

BANKS 

 

The initial application of the IFRS 9 to Croatian banks resulted in losses of HRK 1.4 billion 

(recorded directly in equity, with the largest amount related to the increase in impairment and 

provisions (Croatian National Bank 2018). With a view to aligning with the IFRS 9, the 

Croatian National Bank has adapted the by-laws and the  Decision on Classification of Exposure 

to Risk Groups and the Method for Determining Credit Losses (Official Gazette 114/17, Odluka 

o klasifikaciji izloženosti u rizične skupine i načinu utvrđivanja kreditnih gubitaka)).  

 

Moving to the model of expected credit losses from the occurred loss model requires banks to 

forecast macroeconomic conditions and their inclusion in risky parameters of the ECL model, 

Stage 1: Recognise 12-
month ECL NO

Significant increase in 
credit risk since initial 

recognition
YES Stage 2: Recognise 

lifetime ECL



thus making the implementation process very complex and having a significant impact on key 

areas of bank operations. The forward - looking approach mentioned above requires significant 

efforts in modeling and judgments of management how macroeconomic conditions affect the 

amount of reservations. Management judgments are closely related to modeling credit risk by 

using internal ratings-based approaches to calculate regulatory capital. 

 

Consequently, the IFRS 9 requires banks to disclose modeling methods for expected credit 

losses, which are judgments and assumptions used by management, which provides useful 

information on the asset quality of the asset and its associated credit risk. As a consequence, 

these are very difficult to compare with other banks.  

 

For an overview of the situation in Croatian banks, it was necessary to compare the disclosures 

for 2017 as the year when the IAS 39 was valid and for the first and second quarters (where 

available) 2018 in accordance with the IFRS 9 with an emphasis on the expected loss of credit. 

 

The observed banks and most other banks in Croatia had the activities of selling partly 

recoverable or fully irrecoverable loans on the secondary market with a view to reducing non-

performing receivables in their portfolios in the previous year. Such claims would burden their 

billing systems and business results in the long run, and their sales reduced the share of bad 

loans and increased the ratio of bad credit coverage to the reserve. The positive effect of loan 

sales is reflected in the increased dynamics of loss reduction caused by the materialization of 

credit risk. 

 

The new rules related to the classification and measurement of financial instruments, including 

the new impairment concept apply to the existing situation in the business books. This implies 

that the application of the new IFRS 9 standard had a one-off effect on the capital of banks with 

the date of January 1, 2018. 

 

A sample of six banks was taken for the conducted analysis as they earned the largest gross 

profit for the Croatian National Bank in the first quarter of 2018. 

These banks cover over 80% of the total assets of all banks in the Republic of Croatia, out of 

23 banks (as of September 14, 2018, https://www.hnb.hr/temporary-functions/service/credit-

credit). Quarterly reports of banks published on their websites were observed.  However, two 

banks have not yet published quarterly reports on their websites, therefore, the remaining four 

banks entered the analysis. 

 

The mentioned banks and other ones that made profits in the mentioned period, can thank the 

decrease in the net value adjustment and value adjustment since the effect of one of the largest 

domestic companies that caused bank fall last year has disappeared. 

 

The effect that banks found and reflected in equity as a rule by reducing retained earnings, was 

a loss. However, although the overall effect of applying the IFRS 9 is unfavorable to some 

banks, they have shown a positive impact. The negative effect is primarily reflected in the 

additional impairment of the balance sheet exposure in debtors subject to the calculation of 

expected credit losses. The most significant impact was the calculation of expected credit losses 

on household loans in the portfolio at amortized cost. Impairment has risen due to the second 

stage at which it is the financial assets of banks that shows a significant increase in credit risk, 

but the status of default has not yet occurred. However, this stage is the carrier of the most 

significant increase in impairment. Expected loss for financial assets classified into this level is 



calculated for the entire duration of a particular instrument. This is significantly more than the 

12-month expected first-rate credit losses. Furthermore, re-measurement of financial assets at 

fair value through profit and loss account also has adversely affected the application of IFRS 9. 

 

In regards to the difference between the effects on retained earnings and the effects on equity 

capitalized by banks in their business books as of January 1, 2018, these mainly relate to the 

impairment of financial assets that are carried at fair value through other comprehensive 

income. The aforementioned impairment has a neutral effect on the total equity in the balance 

sheet as it is recorded through retained earnings and other comprehensive income, i.e. both 

positions are stated as equity in the balance sheet. 

 

With the highlighted most significant negative effects it is also necessary to mention positive 

effects that are primarily reflected in the transfer of net interest income off the balance sheet 

that were accounted for in the off-balance sheet (off interest rates) by the end of 2017, and could 

only be recognized in the income statement after the payment. This has been changed by 

introducing and applying a new standard, thus now the interest income is also calculated on 

those loans at the third stage. 

 

 

5 CONCLUSION 

 

 

The effect of adopting a new standard was not negligible, but the Croatian banking system 

absorbed this loss without difficulty. 

 

If the portfolios are analyzed on an economic basis according to IAS 39 I and IFRS 9, it can be 

concluded that the re-classification of financial instruments has not led to significant changes. 

Most of the assets remain in the portfolio measured at amortized cost, while the smallest part is 

made up of financial assets that are at fair value through profit or loss. 

 

The IFRS 9 did not lead to the reduction of regulatory capital in Croatian banks. This has 

contributed to the fact that from the beginning of 2018, the banks could include unrealized gains 

from measuring assets at fair value in their regulatory capital, until then they were excluded. 

Furthermore, as regulatory capital would not be abruptly reduced by banks in the European 

Union, it is possible to have a transition period of five years for gradual inclusion of the new 

standard regulatory capital. However, most banks did not use this option as the Croatian 

banking system was highly capitalized. 

 

Concerning the impact of the IFRS 9, they differ between individual banks depending on their 

size and the credit risk management model. In this analysis, banks that were included are big 

banks. 

 

In the long term, the IFRS 9 should improve credit risk management in banks, as well as internal 

processes of price determination, reduce procyclicality through recognition of timely credit 

losses and a higher level of transparency. All of this will help improve financial stability in 

general. 
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