Capital and Provision: Navigating Financial Stability in Banking

The stability of financial institutions hinges significantly on two critical elements: capital and
provision. These components are vital in managing the many risks that banks face and ensuring
compliance with regulatory frameworks designed to maintain systemic stability.

Understanding Capital and Provision

Capital refers to the financial resources that
banks must hold to absorb unexpected
losses and safeguard depositors' interests. It
serves as a cushion against unexpected
financial shocks, ensuring that the bank
remains solvent even in adverse conditions.
Provision, on the other hand, is an
accounting term that refers to the funds set

aside to cover anticipated losses on loans and other assets. This distinction is pivotal:
provisions are a proactive measure against expected losses, while capital acts as a reactive

buffer against unexpected shocks.

Regulatory Frameworks: Basel and IFRS 9

The regulatory landscape for capital and provision is predominantly shaped by Basel
regulations and the International Financial Reporting Standards (IFRS 9). Basel regulations,
primarily Basel lll, set stringent requirements for capital adequacy, liquidity, and leverage.
These regulations are designed to enhance the banking sector's ability to absorb shocks from
financial and economic stress, thus reducing the risk of spillover to the broader economy.

One of the key changes under the final Basel Il reforms, often informally referred to as Basel
IV, is the introduction of a floor on the difference between standardized models and banks'
internal models. This change aims to limit the variation in risk-weighted assets (RWA)
calculations, ensuring that banks
maintain a minimum level of capital
based on standardized risk
assessments.




IFRS 9, in contrast, focuses on expected credit losses (ECL). This standard requires banks to
recognize losses based on forward-looking information, thus moving away from the incurred
loss model. IFRS 9 mandates the use of Probability of Default (PD), Loss Given Default (LGD),
and Exposure at Default (EAD) as core components for expected losses. This forward-looking
approach helps banks prepare for potential future losses by recognizing and provisioning for
them earlier.

Impact and Integration

Integrating the forward-looking provisions of IFRS 9 with the capital-focused framework of
Basel lll presents both challenges and opportunities for banks. Basel lll's focus on unexpected
losses complements IFRS 9's emphasis on expected losses, providing a comprehensive
framework for risk management. However, aligning the two can be complex. For instance, the
models used for calculating PD, LGD, and EAD under IFRS 9 are often derived from Basel
models. This dual usage necessitates rigorous validation and backtesting to ensure accuracy
and compliance across both frameworks.

Strategic Considerations

Banks must adopt robust strategies to
manage capital and provision effectively.
This involves regular validation and
backtesting of risk models to ensure they
reflect both current economic realities and
regulatory requirements.

Additionally, maintaining a balance between standardized models and internal models can
help mitigate the impact of regulatory floors on capital requirements.

As regulatory scrutiny intensifies, especially with the upcoming changes under Basel IV, banks
need to enhance their capital management practices. This includes stress testing, scenario
analysis, and maintaining adequate buffers to absorb potential losses. By doing so, banks can
ensure they meet regulatory expectations while safeguarding their financial health.

In Conclusion

Capital and provision are fundamental to the stability and resilience of banks. Through
regulatory frameworks like Basel Ill and IFRS 9, banks are better equipped to manage both
unexpected and expected losses. By integrating these frameworks effectively, banks can
navigate the complexities of the financial landscape, ensuring their long-term stability and
contributing to the overall health of the financial system.



