
Copyright © 2015,  American-Eurasian Network for Scientific Information publisher  

 

 

Research Journal of Social Sciences 

 
ISSN: 1815-9125      EISSN: 2309-9631 

                               
 
JOURNAL home page:   http://www.aensiweb.com/RJSS                                                                                   2015 Special; 8(8): pages 1-9.                                                                 

Published Online 30 August 2015.                                                                                                                  Research Article 

Corresponding Author: Petr Teply, Department of Banking and Insurance, Faculty of Finance and Accounting, University 

of Economics, W. Churchill Square 4, Prague, Czech Republic, 

                                      Tel: +420 224 095 186;   E-mail:petr.teply@vse.cz 

 

Procyclicality as a source of systemic risk? 

 
1
Petr Teply, 

2
Petra Sobotnikova, 

3
Libena Cernohorska 

 
1Department of Banking and Insurance, Faculty of Finance and Accounting, University of Economics, W. Churchill Square4, Prague, Czech Republic 
2Institute of Economic Studies, Faculty of Social Sciences, Charles University in Prague, Opletalova 26, Prague, Czech Republic 
3Institute of Economics Sciences, Faculty of Economics and Administration, Studentska 95, Pardubice, Czech Republic 
 
Received: 23 July 2015; Accepted 25 July 2015; Available: online 30 August 2015 

 

Copyright © 2015 by authors and American-Eurasian Network for Scientific Information. 

This work is licensed under the Creative Commons Attribution International License (CC BY). 

 http://creativecommons.org/licenses/by/4.0/ 

 

 

 

ABSTRACT 

 
This paper deals with procyclicality from both accounting and systemic risk point of view. The Basel Committee of 

Banking Supervision has called for amends in the accounting standards as there are several accounting issues affecting the 

business cycle. Certain changes have been made and the accounting standards are in the process of upgrading. We argue that it is 

not possible to omit the procyclical factors altogether, however. The accounting should provide transparent information and it is 
the task of regulators with the prudential tools to deal with any procyclicality. We highlight that the improper regulation of 

procyclicality might cause higher systemic risk of financial institutions. 
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INTRODUCTION 
 

The 2008/2009 global crisis highlighted the 

vulnerabilities and close interlinkages of the 

financial system. Systemic riskrepresented mainly 

by the interconnectedness and spill-over 

externalities does not pose danger only to banks but 

also to other financial institutions [8]. In addition, 

systemic risk might be amplified by the impact of 

accounting standards on procyclicality. However, 

financial conglomerates failed in proper risk 

management and many of them had to be bailed-out 

(for more details on failed risk management during 

the recent global crisis see, for instance, [4], [6], [7], 

[11] or [13]. In this paper we deal with 

procyclicality and its connectivity with systemic 

risk of financial institutions. Last but not least, bank 

regulations Basel II and Basel III have affected the 

manner how global banks should handle with 

procyclicality in their books. 

The paper is structured as follows. After a short 

introduction we discuss bank regulations Basel II 

and Basel III. In Section 3 we present two main 

issues related to the cyclical nature of accounting 

standards: shift to the fair value accounting and 

treatment of provisions. Section 3 analyzes other 
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procyclical components (the level of discretionality, 

the treatment of risks, historical costs and generic 

costs) followed by an analysis of corrective actions 

in the next section. Section 5 summarizes the paper 

and states final remarks. 

 

2. Basel II and Basel III: 

2.1. Basel II: 

The set of rules for banking supervision, 

commonly referred as Basel II, was officially 

published in June 2006 by the Basel 

Committee on Banking Supervision under the 

name “International Convergence of Capital 

Measurement and Capital Standards”. It was a 

result of long term process of improvement of 

the original Basel Capital Accord from 1988, 

a document which provided first 

comprehensive set of rules for banks’ 

supervision. With growing globalization and 

integration of the banking sector this Basel 

Capital Accord, or Basel I, soon proved to be 

insufficient. However, its capital adequacy 

framework together with the structure of the 

1996 Amendment incorporating market risk 

formed a basis for the new set of rules, Basel 

II [1]. 

The aim of Basel II was to “develop a 

framework that would further strengthen the 

soundness and stability of the international 

banking system while maintaining sufficient 

consistency that capital adequacy regulation 

will not be a significant source of competitive 

inequality among internationally active 

banks” [1]. Improving Basel I meant to 

address its main criticisms. Among those 

were especially low risk sensitivity, limited 

recognition of collateral, incomplete coverage 

of risk sources and no diversification. The 

first set of proposals was issued already in 

June 1999 as the first Consultative Paper 

(CP1). It was followed by the second 

Consultative Paper in January 2001 and CP3 

in April 2003. The final version was 

published in June 2004 and its revised version 

in June 2006. 

The Basel II framework is based on three 

pillars: the first pillar deals with the minimum 

capital requirements; the second pillar 

concentrates on the supervisory review 

process while the third pillar handles the 

agenda of market discipline.Since this paper 

focuses on procyclicality of both Basel II and 

Basel III Accords, the first Pillar is considered 

to be of the highest importance. Pillar 1 sets 

the rules for capital which banks are required 

to hold adequately to their portfolio. Changes 

in the required capital throughout business 

cycle influence resources available to the 

bank when providing for credits. Degree of 

availability of credits in banking system in 

different stages of business cycle can 

accentuate the swings of the cycle and 

therefore cause procyclicality.However, Pillar 

3 has to be kept in mind as well as it is the 

source of information about banking sector 

for the public. There is, however, an 

important distinction between capital 

considered under Pillar 1 and Pillar 3[14]. 

When managing their capital, banks care 

for risk-based capital, which is the real 

appropriate amount of capital necessary to 

cover all risks and ensure solvency of the 

bank and its survival in case of large 

unexpected losses. In financial literature the 

term economic capital is used for such kind. 

All the requirements for minimum capital 

under Basel Accords, however, refer to 

regulatory capital which represents the 

amount of capital legally required by 

regulators to cover such losses. There is a 

slight difference in the definition but there can 

be a big difference in the actual amounts of 

both capitals. This is due to different 

approaches to its calculation (there are 

predefined approaches to calculate regulatory 

capital while it is up to every bank which 

method it uses for its own calculation of 

economic capital).  

The difference between regulatory and 

economic capital used to be even bigger 

under the first Basel Accord with its simpler 

and less flexible calculation of capital 

adequacy. It is one of the biggest 

contributions of Basel II to the bank capital 

management that it decreases the difference 

between both types of capital. Basel II brings 

regulatory capital closer to the economic one 

especially by increasing its risk sensitivity. 

Adding supervisory review process and 

market discipline also contributes to the 

reduction of existing gap [3]. 

 

2.2. Basel III: 

During the year 2008 the banking world 

witnessed many discussions on the topic of 

how much would the banking sector be hit if 

the regulatory rules proposed by Basel II 

would already have been fully in force. 

Prevailing was the opinion that rules of Basel 

II are not sufficient and that the financial crisis 

has revealed many shortcomings which 

should be corrected as soon as possible. 

Besides its tendency to procyclicality 

which might be even amplifying the crisis, 

Basel II was criticized especially for its low 

orientation on liquidity and high reliance on 

credit rating agencies which were losing 

creditworthiness. It was argued that better 

approach should be designed, rather principles 

based than rules based. The banking sector 



3                                   Darabi, 2015 / Research Journal of Social Sciences 8(8), Special, Pages:1-9 

 

was also dissatisfied with the course of 

implementation process, especially because of 

problems with implementation in the US 

which meant different regulation for banks 

worldwide, problems for subsidies and their 

supervisors and time lag in implementation of 

new rules. 

The Committee started revising the newly 

established Framework almost immediately. 

Already in September 2008 the document 

Principles for Sound Liquidity Risk 

Management and Supervision was published. 

This was the first reaction to one of the main 

shortcomings of Basel II which is insufficient 

treatment of the liquidity risk and risk 

management. As of the date this thesis was 

published this document remained and 

obtained important references in revised Basel 

II framework as well as in newly published 

Basel III. It introduced liquidity risk 

management tools (for example 

comprehensive cash flow forecasting limits or 

liquidity scenario stress testing) and suggested 

banks should maintain sufficient reserve of 

high-quality liquid assets to be able to meet 

their liquidity needs together with developing 

more elaborate funding plans. The document 

also introduced more substantial board and 

senior management oversight. 

In July 2009 BCBS published the final 

version of its mending efforts, a document 

called Revisions to the Basel II Market Risk 

Framework. It included tools to promote 

capital buffers for periods of stress, to 

improve the quality of bank capital and it also 

introduced a leverage ratio. All these tools 

later became an important part of Basel III 

framework and we discuss them in detail in 

the next chapter. In this revised framework 

each of the three pillars underwent 

improvement. The upgrades in Pillar 1 

(Minimum Capital Requirements) focused on 

securitization and (in order to capture its risk 

better) it assigned higher risk weights for 

securitization and re-securitization exposures 

and ordered banks to implement more 

rigorous credit analysis for securitization 

exposures that are rated externally. Under 

Pillar 2 (The Supervisory Review Process) the 

Revision Framework provided supplemental 

guidance for risk management practices which 

revealed many insufficiencies during the 

crisis. The FSF Principles for Sound 

Compensation Practices, issued in April 2009 

by the Financial Stability Forum, were 

incorporated in the second pillar as well. 

Regarding Pillar 3 (Market Discipline) the 

upgraded Framework introduced 

enhancements to disclosure requirements in 

order to reduce uncertainties of market 

participants. Pillar 1 and Pillar 3 

enhancements should have been implemented 

until the end of 2010 while Pillar 2 upgrade 

came into force immediately in July 2009. 

However, during autumn 2009 the 

tendencies moved from revisions of Basel II 

towards compilation of new framework and 

first consultative proposals for Basel III were 

introduced. There were two main documents: 

Strengthening the Resilience of the Banking 

Sector coped with the capital adequacy and 

risk coverage while International Framework 

for Liquidity Risk Measurement, Standards 

and Monitoring covered solely proposals to 

enhance liquidity. The key areas on which 

Basel III proposals focused were: 

1. Higher quality, transparency and 

consistency of the capital base with stricter 

criteria for Tier 1 capital. 

2. Stronger risk coverage through 

trading book and securitization reforms and 

stronger requirements for counterparty credit 

risk. 

3. Extra layer of protection in form of 

Leverage Ratio as a supplement to the risk-

based capital requirements. 

4. Introduction of minimum liquidity 

standards with short-term and long-term 

requirements.  

And from the point of view of this paper 

especially 

5. Measures promoting the build-up of 

capital buffers, reserves built in times of 

prosperity and available for use in times of 

crisis including measures that reduce 

procyclicality of the framework. 

In the same manner as the proposal from 

December 2009 the final version of Basel III 

is divided into two documents [3], [12]. Those 

are 

1. Basel III: A global regulatory 

framework for more resilient banks and 

banking systems and 

2. Basel III: International framework for 

liquidity risk measurement, standards and 

monitoring. 

The main reason for replacing Basel II 

with new framework was to respond to the 

financial crisis with tightening regulatory and 

supervisory rules. The BCBS developed the 

new framework to improve the ability of 

banking sector to absorb shocks and to reduce 

spillovers as well as to address lessons of the 

financial crisis. According to the Committee 

the crisis was caused by deterioration of 

capital base both in quantity and quality, by 

insufficient liquidity buffers and excessive 

leverage and by procyclicality of the 

deleveraging process. The institutions in 

banking sector are tightly interconnected and 
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when the market lost confidence in banking 

sector, liquidity and credit availability 

contraction inevitably followed. 

The new framework is therefore built on 

fundamental reforms aimed to address those 

failures. It works on both micro- and macro-

prudential level. On micro-prudential level it 

strives for higher resilience of individual 

banks while from macro-prudential point of 

view the focus is on system-wide risks. The 

framework is based on the three pillars 

introduced in Basel II but strengthened. It 

addresses the key areas that were first 

introduced under the 2009 proposal document 

Strengthening the Resilience of the Banking 

Sector. 

The first key area amounts higher quality, 

consistency and transparency of capital base. 

Capital under Basel II consisted of Tier 1, Tier 

2 and Tier 3 part. Basel III redefines Tier 1 

capital, harmonizes Tier 2 and completely 

eliminates Tier 3. The dominant part of Tier 1 

should be common equity consisting of 

common shares and retained earnings and 

there are conditions for additional Tier 1 

capital. Basel III also sets more restrictions of 

both categories of capital towards risk-

weighted assets. Total capital requirements 

remain unchanged at 8% but Tier 1 ratio has 

increased under Basel III from 4% to 6% and 

the ratio for Common Equity Tier 1 from 2% 

to 4.5%. 

A higher risk coverage is the second key 

area of Basel III. This area has already been 

discussed in reforms of July 2009. The new 

framework includes more explicit 

requirements for banks which use internal 

model methods as well as stronger 

requirements regarding counterparty credit 

exposures (arising for example from 

derivatives or repo operations). As a 

consequence of credibility loss during the 

crisis Basel III also lowers possible reliance 

on external ratings. Here the Committee has 

incorporated Code of Conduct Fundamentals 

for Credit Rating Agencies compiled by 

International Organization of Securities 

Commissions (IOSCO), the BCBS partner in 

the Joint Forum of financial regulators. 

Supervisors should refer to this document 

when testing the criteria for using data from 

external credit rating agencies. 

The third key area is the capital 

conservation buffer. The main idea is to 

motivate banks to build up enough capital 

reserves in times of prosperity which can then 

be used in times of crisis. The minimum limit 

for capital conservation buffer is 2.5% of Tier 

1 capital. This percentage cannot however be 

counted into regulatory minimum capital. 

Banks first have to keep 6% of Tier 1 and 8% 

of total capital adequacy and only then can 

use the excessive capital to build the 

conservation buffer.  

There is also a second type of buffer 

defined under Basel III. It is a countercyclical 

buffer, extension to the capital conservation 

type. The buffer was designed with the aim to 

reduce procyclicality. As we have already 

discussed the financial crisis has revealed the 

effect of procyclical amplification supported 

among others through accounting standards 

and handling of leverage. Therefore Basel III 

developed countercyclical measures to 

enhance shock absorption instead of 

transmission and amplification. It serves also 

as a tool against the trade-off between risk 

sensitivity and cyclicality. As we know the 

more the regulation is risk sensitive the higher 

is the procyclicality effect. This trade-off was 

already known when developing Basel II 

framework but the measures taken to deal 

with were not sufficient. This may be due to 

one of the main criticisms of Basel II. It was 

developed in times of prosperity and the rules 

were not adequate for crisis times. The BCBS 

suggested stronger provisioning (such as 

effort to change accounting standards and 

adjust regulatory rules accordingly), further 

conservation of capital which can be used in 

times of crisis and mechanisms which would 

adjust capital buffer when signs of excessive 

credit growth would be identified.  

As the Basel III guidance for operating the 

countercyclical buffer claims, the aim of the 

buffer is not solely to ensure solvency of 

individual banks. The countercyclical buffer 

aims on building up resources which would 

protect banking sector in aggregate against 

economic cycles. The decision making will 

be, however, transferred onto national 

jurisdictions. Entrusted national authorities 

will be monitoring credit growth and they will 

be responsible for deciding when the buffer 

should be imposed, when it should be released 

and how it should be adjusted over time. The 

buffer can range between 0% and 2.5% of 

RWA dependent on the level of systemic-

wide risk and every revision has to be 

preannounced 12 months prior to the change 

so that banks have enough time to adjust their 

capital levels. 

Although the power of decision-making 

lies in the hands of national authorities, there 

is a common reference guide which provides 

principles for the treatment of capital buffers. 

Buffers should be imposed in times of excess 

credit growth which might increase the 

systemic-wide risk. Such credit growth will be 

monitored via the credit-to-GDP ratio. Credit-
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to-GDP guide is, however, just a common 

reference point. It can work differently in 

diverse jurisdictions and therefore national 

authority always has to use its own judgment. 

Credit-to-GDP ratio even does not need to be 

the dominant information used; the authorities 

are free to use other indicators competent to 

assess systemic-wide risk as long as they 

supplement it with acceptable explanation. 

Basel III framework draws to attention many 

factors that could distort the information 

provided by credit-to-GDP ratio. Regulators 

should take into account various asset prices, 

funding spreads and CDS spreads, credit 

conditions or real GDP growth. The authority 

also has to decide, whether it is better to 

release the buffer gradually or promptly. This 

depends on the type of recession the economy 

is in. For mildly proceeding downturns 

gradual release of buffers might be sufficient, 

however many crises call for an immediate 

release. 

Basel III sets the rules for each bank on 

how to set the buffer with respect to their 

jurisdiction. For internationally active banks 

the principle of juridical reciprocity applies. 

This means that a bank has to obey the 

decisions of an authority of the country where 

the bank operates. Banks should subsequently 

calculate weighted average of buffers of all 

jurisdictions, where they file credit exposure.  

The responsibility of home authority of an 

internationally active bank is to ensure that 

bank calculates the buffer correctly. Home 

authority can further increase the buffer if it 

considers current level insufficient or set the 

buffer entirely when host authority does not 

do so. 

 

3.Accounting Issues: 

The accounting standards are of course not 

primarily responsible for the crisis but many experts 

claim that they may have contributed to the 

procyclicality of the system great deal. There are 

two main issues discussed regarding the cyclical 

nature of accounting standards. Those issues 

include: 

1. Shift to the Fair Value Accounting 

2. Treatment of provisions. 

This part will analyze both issues, their 

contribution to the procyclicality and reforms 

proposed to mitigate the procyclical nature. 

 

3.1. Fair Value Accounting: 

Recent decades have been characterized 

by the change in bank capital. Increased 

importance of capital markets, rapid 

innovations and creation of new financial 

instruments together with higher exposure of 

bank capital to market volatility triggered the 

need for adjustment of accounting standards. 

In order for accounting to better record the 

financial information a shift in valuation 

standards was proposed. 

 

1)  From Historical Cost to Fair Value Accounting: 

Originally the balance sheet items were 

recorded under the historical cost. As the 

name of the method suggests the Historical 

Cost Accounting (HCA) records the original 

value of an item. Should there be any change 

in the value of the item, it will not be reflected 

in the balance sheet and the value recorded 

would differ from the real value of the item. 

Such an inaccuracy was the main source of 

criticism and led the International Accounting 

Standards Board (IASB) in 2004 to a creation 

of new standard, the IAS 39 concerning the 

recognition and measurement of financial 

instruments. One year later IAS 39 was 

updated and introduced the concept of Fair 

Value Accounting (FVA). 

According to the definition provided by 

IAS 39, fair value is “the amount for which an 

asset could be exchanged, or a liability settled, 

between knowledgeable, willing parties in an 

arm’s length transaction” (IFRS, 2009). Such 

accounting provides timely and more 

transparent information. On the other hand it 

is more exposed to the volatility of the market. 

The determination of the fair value is not 

always straightforward. Actively traded 

instruments are valued at the market price 

(through mark-to-market accounting) but for 

instruments which are not being traded 

actively other valuation techniques are 

necessary. IAS 39 defines three levels of 

instruments to determine the fair value: 

• Level 1: actively traded instruments 

which are marked directly; 

• Level 2: instruments to be priced using 

comparable instruments or using models with 

observable inputs; 

• Level 3: not traded instruments or 

instruments with thin markets; such 

instruments have to be marked according to a 

model. 

It is obvious that the higher is the level of 

the instrument, the less reliable is its fair 

value. FVA also classifies the instruments 

according to their intended purpose. It used to 

be difficult to reclassify once the instrument is 

allocated, this rigidity has, however, been 

changed in 2008 due to the crisis. 

 

2) Procyclicality of FVA: 

From the above provided definition of 

FVA one can easily conclude that the shift in 

the standards has increased the share of assets 

and liabilities valued at the market value. 
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Such valuation is, however, subject to market 

conditions and therefore more volatile. 

Changes in the asset prices are being 

immediately recognized. With the asset prices 

being procyclical on their own it is clear that 

FVA is procyclical. 

Before discussing the EVA concept in the 

light of procyclicality, it is necessary to 

explain the rating philosophies as the choice 

of rating has a tremendous impact on 

procyclicality. Varsanyi (2007) delivers such 

an explanation. There are two approaches to 

the rating of a portfolio. They both 

incorporate macroeconomic effects into the 

credit assessment but in different ways. They 

are the Point-in-Time approach (PIT) and the 

Through-the-Cycle approach (TTC). Under 

PIT the rating reflects current condition of a 

borrower and the predicted development over 

a certain period of time. On the other hand, 

TTC takes into account borrowers 

characteristics over a longer time period 

incorporating the effects of business cycle as 

well. Definitions of the TTC approach vary 

throughout the papers and economists 

sometimes define it with the stressed nature of 

probability of default (“PD”, with unstressed 

PD belonging accordingly to the PIT 

approach). Varsanyi (2007), however, 

criticizes such definitions and argues that “the 

definition of TTC should refer to the 

information included in the calculations and 

not to stress conditions“. Despite the 

definition problems there is a common 

consensus that TTC approach tends to be 

more stable throughout the business cycle 

while PIT ratings vary. Driving this 

characteristic into extreme we can compare 

the TTC approach to the Basel I rules which 

are not risk sensitive and do not vary over the 

cycle. In the previous paragraphs we 

discussed the two rating philosophies (PIT 

and TTC) with the conclusion that PIT 

enhances procyclicality. Tab.1 presents two 

types of FVA which are based on the same 

principle.

 
Table 1: Perspectives of Liquidity Management Regulation 

 
Source: Angelini et al. (2009) 

 

Using the Average FVA would, similarly 

to the TTC rating approach, mitigate the 

procyclicality when compared to Point in time 

FVA. It is, however, not so much used in 

reality as its application is bound to several 

difficulties. It is disputable which period 

should be used when calculating for the 

average FVA. There is also the question of 

which weights should be given to which 

information throughout the period. Should the 

most up-to-date information be considered 

more important and given higher weights? 

Therefore the point in time FVA is used. The 

time delay of such accounting information is 

minimal but this transparency is 

counterbalanced by its increased volatility. 

 

3.2. Treatment of Provisions: 

Besides the Fair Value Accounting the 

treatment of provisions is another accounting 

issue which is interconnected with the 

business cycle and might have an effect on 

cyclicality. In general, provisions should 

cover expected losses while the unexpected 

ones have to be covered by capital. However, 

IAS 39 works on the principle of incurred 

losses and allows creation of provisions only 

for loans that are more than less likely to be 

lost (Fig.1 presents these specific provisions). 

As mentioned before, specific provisions 

are created on the basis of incurred loss. That 

means that there is conclusive evidence that 

the loan will be lost. Such evidence is, 

however, not present until economic 

downturn. Specific provisions are therefore 

created only in the times of recession while in 

booms there is no such initiative. The 

provisioning system obviously contains a 

cyclical component. The fact that banks create 

provisions in procyclical manner has been 

analyzed and confirmed by many studies such 

as [9], [10] or [15].   

Fig.1 depicts another provisioning system 

as well which is the system of dynamic 

provisioning. When the financial crisis started 

the system of dynamic provisioning has been 

discussed as a possible tool to mitigate 

procyclicality. On basis of the Spanish 

experience the economists argued that 

dynamic provisioning would create a buffer 

which would serve as a source of capital in 

bad times. Recent development has shown 

that the Spanish system was not successful 

either. The buffer allowed the banks to feel 

relatively safe but once the resources were 

spent there was a huge fall. The system of 

FVA Volatility Time delay 

Point in time Maximum Minimum 

Average Minimum Maximum 
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dynamic provisioning namely still accounts 

for the losses in one day instead of spreading 

them in longer period.

 

 
Fig. 1: Overview of Provisioning Systems 

           Source: Banque de France (2001) 

 

4. Other Procyclical Components: 

Except the two main issues discussed 

above there are other components in the 

accounting standards that affect the 

procyclicality of the economy. The following 

section provides the overview of the most 

important procyclical components. One 

should, however, keep in mind that sometimes 

there are more the results of business practices 

than pure accounting effects. 

One of the procyclical components is the 

level of discretionality. To a certain extent it is 

up to the decision of a bank how it will 

provide its accounting information. Through 

appropriate choice of holding intents for its 

assets, through classification of instruments or 

through the use of different mark-to-model 

methodologies for Level 3 assets banks can 

misinterpret the accounting information they 

provide. Lower transparency makes the 

market players less comparable and increases 

the uncertainty on the market. The uncertainty 

has further reducing effect on liquidity on the 

market and can deepen financial crises. 

The treatment of risks is another 

additional source of procyclicality. According 

to IAS 39 all risks have to be covered in one 

valuation of an instrument which can distort 

the information. The issue gets even bigger 

when we account for the effects of FVA on 

risk estimates. FVA provides optimistic 

estimates during financial booms and 

accentuates the risks during recessions which 

are a clear procyclical behaviour. 

The effect of FVA on procyclicality is on 

the forefront of accounting issues discussion. 

However, the cycle is affected also by the fact 

that most liabilities are valued at the historical 

cost. The inconsistency in valuation of assets 

and liabilities causes the changes to be 

accounted only as changes in assets and not in 

liabilities as well. As a consequence, the 

accounting presents higher profits in booms 

and lower profits in recessions. 

Finally, the accounting standards also do 

not allow accounting for generic costs. 

Generic costs are provisions against 

hypothetical liabilities which are larger than 

impairment losses. Would they be allowed 

they would serve as a cushion for bad times 

and mitigate the procyclicality in the same 

manner as buffers. Generic costs are now 

prohibited in the name of higher transparency 

which perfectly illustrates the basis for 

disagreements between accountants and 

regulators. The regulators point out those 

accounting standards can enhance 

procyclicality. The accountants, however, 

argue that accounting should in the first place 

provide transparent information and it is the 

task of regulation to set such prudential tools 

and rules that would deal with the 

procyclicality of the system. 

 

5. Corrective Actions: 

The discussions among regulators and 

accountants have resulted in planning of 

reform which would upgrade or replace the 

IAS 39 standard. The BCBS even formulated 

principles which should be followed when 

replacing IAS 39. 

The Committee above all warns that the 

new standards should not further enhance the 

FVA approach. As BCBS (2009a) states, the 

new standards should especially: 

• Allow earlier recognition of loans 

which would allow creation of solid 

provisions. 

• Take into account that fair value 

measurement is not effective for illiquid or 

dislocated markets 

• Permit easier reclassifications from 

the fair value category to amortized cost in the 

presence of events that strongly affect the 

business cycle (such as financial crisis) 

• Promote cooperation across 

jurisdiction. 

At the end of 2009 a new standard was 

Loss

Early specific provisions

Lending

Dynamic provisions Specific provisions

Debtor's 

environment 

deteriorates

Debtor's 

situation 

deteriorates ImpairmentPast due
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introduced, IFRS 9. The accountants have to 

follow this standard beginning 2013 for all 

assets and there are few countries which 

applied it even for the financial statements for 

2009. 

The main change of IFRS 9 is a shift from 

the incurred loss system to the expected loss 

approach, which is being supported in Basel 

III as well. Already Basel II has discussed the 

expected loss approach. It has, nevertheless, 

worked only with expected losses for 12 

months. IFRS 9 proposes a concept of 

expected losses where the provisions will be 

accounted for continuously and throughout 

the whole portfolio span. When the losses will 

be identified the provisions will shift into the 

current model. Such system should ensure that 

the development of provisions will be 

smoothed and only follow the business cycle 

instead of amplifying it. 

When looking back at the BCBS 

principles which the improved accounting 

standard should follow IFRS 9 is in 

compliance with all of them. Even the 

cooperation among jurisdictions has been 

enhanced with the US considering to abandon 

US GAAP and join the IFRS. In order to 

ensure transparency the procyclical effects of 

FVA are not easy to mitigate. The Expected 

Loss model of IFRS 9 should, however, soften 

the procyclical component. There is only one 

issue, similar to the problem of 

countercyclical buffers, which has to be yet 

monitored. It is namely quite difficult to 

recognize that an economy is on the bottom of 

the business cycle. According to the Expected 

Loss model the accountants will create high 

provisions. The question remains when 

exactly such high provisions should be 

released in order to boost the economy.    

 

Conclusion: 

This paper dealt with procyclicality from 

both accounting and systemic risk point of 

view. The Basel Committee of Banking 

Supervision has called for amends in the 

accounting standards as there are several 

accounting issues affecting the business cycle. 

Certain changes have been made and the 

accounting standards are in the process of 

upgrading. We argue that it is not possible to 

omit the procyclical factors altogether, 

however. The accounting should provide 

transparent information and it is the task of 

regulators with the prudential tools to deal 

with any procyclicality. We highlight that the 

improper regulation of procyclicality might 

cause higher systemic risk of financial 

institutions. 
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