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Abstract 

This paper analyses the effectiveness of regulatory measures in regard to non-performing 

exposures through the relationship of accounting provisions and regulatory provisioning re-

quirements of European banks. Additionally, the first observable effects of the Prudential 

Backstop are analysed. First, the accounting and regulatory frameworks are presented with 

their respective terminology and methods. After that, the analysis is conducted with data 

from the EBA-transparency exercises from 2019 to 2021. The results show that further re-

duction of IRB-Shortfall has been achieved for almost all institutes, while larger institutes, 

institutes from higher NPL countries and institutes with retail and corporate focussed busi-

ness models being affected the most in terms of alignment of accounting provisions and 

regulatory provisioning needs. The Prudential Backstop so far exhibits only extremely lim-

ited effects, as most exposures are not yet affected. So far larger institutes, institutes with 

retail business models and institutes from higher NPL countries are affected the most. 
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1 Introduction 

After the global financial crisis in 2008, many European countries faced high Non 

performing Loans (NPL) ratios.3 As high NPL ratios limit credit growth, lead to an 

increase in unemployment and set back economic growth45, the resolution of NPL 

became a priority for banking regulation. One of the obstacles in the way of resolu-

tion was that completely different methodologies were used by institutes for valua-

tion, provisioning and assigning risk weights to loans. As a result, regulators and 

investors were unable to accurately assess the risk level in the banking sector.6 

Definitions of key terms surrounding NPL, such as default and non-performing were 

widely varying leading to further differences within institutes.7 

This overall situation led to different actions by banking regulators. When addressing 

NPL, further disclosure requirements were implemented for banks facing high NPL-

ratios they were urged to implement strategies to resolve NPLs. In the case of pro-

visioning, a more uniform framework, that recognised credit losses more timely, was 

needed, which led to the development and implementation of the International Fi-

nancial Reporting Standard (IFRS) 98. Further, in order to have more comparable 

approaches within all institutes, multiple guidelines were issued, laying down expec-

tations in regard to the provisioning models used. All these measures were effective 

in reducing NPL-levels within the European Banking sector, as the average NPL-

ratio decreased to 1.95% in the first quarter of 2022.9 

The European Union (EU) capital regulation further prescribed that any provisioning 

shortfall (IRB10-Shortfall) should be deducted from Common Equity Tier 1 capital 

(CET1), whereas any excess of provisioning could be added to Tier 2 capital up to 

0.6% of Risk weight Assets (RWA). This way the risk from credit losses is accounted 

for within the institutes’ risk management, even if they are not provisioned for. This 

measure does not address the provisioning behaviour of institutes directly, however 

                                            
3 Cf. European Banking Coordination “Vienna” Initiative, 2012, p. 4. 
4 Cf. Klein, 2013, p. 16. 

5 Cf. Nkusu, 2013, p. 20. 

6 Cf. BCBS, 2017, p. 3. 

7 Cf. EBA, 2017b, p. 3. 

8 Cf. ECB, 2014, p. 65. 

9 Cf. ECB, 2022, p. 67. 
10 IRB = Internal ratings-based. 
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it can be used as a measure of misalignment between actual on balance sheet (ac-

counting) provisions and regulatory provisioning needs, expressed in expected 

losses. After the financial crises, especially institutes from vulnerable countries 

showed this misalignment between the recognition of accounting provisions and 

regulatory provisioning needs, which then improved after the crises, with additional 

supervisory provisioning being imposed.11 

Additionally, the Prudential Backstop has been implemented, as part of the Euro-

pean Commission’s “Action Plan to Tackle NPLs in Europe”, which aims to reduce 

the future build-up of NPL and reduce the current stock12. It is meant to reduce NPL 

levels and further increase provision coverage on NPE by establishing time-based 

minimum coverage requirements for NPE, as the provisioning behaviour of banks 

has not much changed in terms of coverage of NPE. 

This paper aims to give insight into the provisioning behaviour of banks in relation 

to the regulatory requirements, using the IRB-Shortfall and -Excess as a measure 

insufficient or excessive provisioning within the accounting framework from a regu-

latory perspective. By this, the effectiveness of the regulatory measures to reduce 

NPL and enforce adequate provisioning is measured. Furthermore, first effects of 

the Prudential Backstop are analysed. The analyses are conducted with data from 

the European Banking Authority (EBA) transparency exercise which have been ag-

gregated on a size, business model and country NPL classification along which the 

results are interpreted. 

The paper is structured as follows: First, the theoretical frameworks are addressed. 

The accounting framework and the valuation, provisioning and impairment of loans 

within this framework are presented. This is followed by the regulatory framework, 

where all key terms surrounding the regulatory provisioning requirements and the 

Prudential Backstop are displayed and the underlying models and their specifica-

tions are laid out. Concluding the theoretical framework section of the paper, the 

IRB-Shortfall and -Excess as well as the Prudential Backstop are shown. Following 

the theoretical segment of this paper, the analysis of the European banking sector 

                                            
11 Cf. ECB, 2014, p. 65. 
12 Cf. EC, 2017, accessed on 05.10.2022. 
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in regards to IRB-Shortfall and -Excess as well as the Prudential Backstop is con-

ducted. Research questions are developed first, followed by a depiction of the data 

set used. Then the analysis of IRB-Shortfall and -Excess is conducted, followed by 

the analysis of the Prudential Backstop. The last part of the paper summarises the 

key elements and gives a brief overview of possible future research. 

2 Theoretical framework 

2.1 Accounting framework - IFRS 9 

The accounting framework that will be focussed on in this paper is the IFRS 9, as 

all major banks report their financial assets – and thus their loans – according to the 

standards laid out therein. IFRS 9 has been the mandatory standard in the EU since 

the first of January 2018 for consolidated financial statements, replacing the incurred 

credit loss model, and with it the “too little too late” recognition of loss allowances, 

of International Accounting Standard (IAS) 39 with an expected credit loss 

model.1314 As an accounting framework, the main objective of the IFRS is to present 

stakeholders with a true and fair view of the financial situation of corporations and 

enable them to make efficient decisions, especially considering investment.15 

2.1.1 Asset valuation, provisioning and impairment 

Under IFRS 9 financial assets are initially recognized either as amortised cost, as 

fair value through profit or loss, or as fair value through other comprehensive in-

come, based on the business model in accordance with the asset and the cash flows 

associated with it.16  Loans for this matter are usually classified in the amortised 

cost category, as most financial institutions originate them with the purpose of hold-

ing them until maturity and collecting interest and repayment. This leads to loans 

being measured at their fair value at initial recognition. Subsequent measurement 

takes into account only principal repayments, any amortisation using the EIR-

                                            
13 Cf. IFRS Foundation, 2022, accessed on 05.10.2022 . 

14 Cf. Deutsche Bundesbank, 2019, p. 75. 

15 Cf. Küting, Pfitzer, Weber, 2013, p. 12. 
16 Cf. IFRS Foundation, IFRS 9.4.1. 
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method17 and loss allowances.18 Interest revenue is generally computed via the 

EIR-method on the gross carrying amount of financial assets.19 

Provisioning under IFRS 9 is conducted via loss allowances for expected credit 

losses, which are to be recognised for every loan. The extent of the loss allowances 

varies depending on the stage, at which the loan is recognised. Three different 

stages are to be differentiated, with the first stage measuring the loss allowance 

through 12-month Expected credit loss (ECL).20 Loans enter the first stage upon 

initial recognition. 

If the credit risk of a loan is seen to have increased significantly in relation to initial 

recognition, this loan shall enter the second stage. Under the second stage, the loss 

allowance is measured at lifetime ECL, leading to an overall increase in provision-

ing.21 While it is not clearly defined, what amounts to a significant increase in credit 

risk, there is the rebuttable presumption that risk has significantly increased when a 

debtor has become more than 30 days past-due.22 Further, if the credit risk of a 

loan is deemed to be low, a bank is permitted to assume that credit risk did not 

increase significantly. This exemption is to be used in a limited manner and every 

use has to be based on clear evidence that a significant increase in credit risk has 

not taken place.2324 For loans within stages one and two interest income is calcu-

lated through the EIR-method on the gross carrying amount of the asset.25 

Loans that become credit-impaired are transferred into stage three, where addition-

ally to the loss allowances being measured at lifetime ECL, interest income is cal-

culated by applying the EIR to the amortised cost of the loan.26 A loan is viewed as 

credit-impaired if one or more events, such as significant financial distress of an 

obligor, default or past-due events, bankruptcy of an obligor or concessions towards 

an obligor for reasons of financial distress, negatively affect estimated future cash 

                                            
17 EIR = Effective interest rate. 

18 Cf. IFRS Foundation, IFRS 9.5.2.1. 

19 Cf. IFRS Foundation, IFRS 9.5.4.1. 
20 Cf. IFRS Foundation, IFRS 9.5.5.5. 

21 Cf. IFRS Foundation, IFRS 9.5.5.3. 

22 Cf. IFRS Foundation, IFRS 9.5.5.11. 

23 Cf. EBA, 2017a, p. 47. 

24 Cf. IFRS Foundation, IFRS 9.5.5.10. 

25 Cf. IFRS Foundation, IFRS 9.5.4.1. 
26 Cf. IFRS Foundation, IFRS 9.5.4.1 (b). 
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flows.27 A further exact definition of credit-impairment or default does not exist. How-

ever, a rebuttable presumption that a default does not occur later than the moment 

a loan becomes more than 90 days overdue is implemented and it is advised that 

the definition of default used is consistent with the definition used in internal risk 

management and for regulatory purposes.2829 Further, the banking regulation also 

pushes banks to guide their accounting definition of default off of the regulatory def-

inition.30 The regulatory definition of default will be laid out under section 2.2.1.1. of 

this paper. 

Lowering the stage of loans back to stages two or one is also possible, if the credit-

impairment is cured or the significant increase in risk has subsided. 

The following chart gives an overview over the different stages and measures con-

nected to them in regards to provisioning and calculation of interest: 

 

Figure 1: Impairment and staging according to IFRS 9 

2.1.2 Specifications of the expected credit loss model 

Credit losses are defined as the difference between the contractual cash flows of an 

asset and the discounted expected future cash flows from the contract.31 The rele-

vant discount rate under IFRS 9 is the EIR at initial recognition.32 Expected credit 

losses are defined as probability weighted estimate of credit losses over the ex-

pected lifespan of the loan.33 This generally opens up the measurement of ECL 

                                            
27 Cf. IFRS Foundation, IFRS 9 Appendix A. 

28 Cf. IFRS Foundation, IFRS 9 Appendix B 5.5.37. 

29 Cf. BCBS, 2015, p. 24. 

30 Cf. EBA, 2017a, p. 37. 

31 Cf. IFRS Foundation, IFRS 9 Appendix A. 

32 Cf. IFRS Foundation, IFRS 9 Appendix B 5.5.44. 
33 Cf. IFRS Foundation, IFRS 9 Appendix B 5.5.28. 
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through an EAD*PD*LGD approach34, which is used by almost all institutions.35 The 

model used has to incorporate historical, current and forward looking data, concern-

ing all areas relevant to the estimation of ECL, including macroeconomic variables. 

Further, banks are required to generate multiple different scenarios that are taken 

into consideration for ECL estimation. Temporary adjustments to the models are 

allowed to be made to account for risk factors, that would otherwise not appropri-

ately be considered in the model.36 If adjustments are applied, they have to be con-

sistent with forward-looking forecasts and have to be properly documented.37 These 

adjustments, also referred to as overlays, have e.g. been applied in relation to the 

COVID-19 crisis, leading to higher ECL.38 

Due to the inclusion of forward-looking data and expectations concerning the eco-

nomic developments, as well as banks having to define significant credit risk in-

creases for themselves, there is the possibility for a lot of discretion in provisioning 

for ECL which may harm comparability of financial statements or may even lead to 

disincentives to accurately depict the financial situation of the institute.3940 

In regards to their ECL models, banks are also expected to use common processes 

for accounting as well as regulatory purposes to the highest extent possible, such 

as in PD estimation, rating systems or the overall data used to classify loans, in 

order to reduce incentives for inappropriate credit risk management and to ensure 

consistency.4142 

2.1.3 Effect of profitability on provisions and use of provisions 

Provisions directly influence profitability. This does not come as a surprise as provi-

sions directly reduce equity through profit and loss. However, the more interesting 

aspect is how provisions are used by the management of an institute in order to 

achieve certain goals. Loan loss provisions may be used by institutes to manage 

                                            
34 EAD = Exposure at default, PD = Probability of Default, LGD = Loss Given Default 

35 Cf. EBA, 2021, p. 11. 
36 Cf. BCBS, 2017, pp. 10-14. 

37 Cf. EBA, 2017a, p. 30. 

38 Cf. EBA, 2021, pp.11-12. 

39 Cf. Deutsche Bundesbank, 2019, p. 81. 

40 Cf. Beerbaum, Piechocki, 2017, p. 6. 

41 Cf. EBA, 2017a, p. 21. 
42 Cf. BCBS, 2015, pp. 17-18. 
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their earnings and smooth their results.43 When earnings within a year are low, 

managers are incentivised to reduce loan loss provisions in order to boost profita-

bility44, while during years of high profitability, managers can be incentivised to in-

crease provisions to build up a reserve for later use. 

2.2 Regulatory framework  

The European regulatory framework Regulation (EU) No 575/2013 (CRR) follows 

the main purpose of preserving financial stability and protecting deposits of credi-

tors.45 It is in line with the international requirements of the Basel Capital Frame-

work. Due to this it follows the approach of setting expectations on the amount of 

provisions to be made in order to ensure this goal. Concerning the provisioning of 

loans it entails multiple corrections/ additions to the accounting framework, such as 

the IRB-shortfall/-excess and the prudential backstop through which the regulatory 

acceptable provisioning of loans is achieved. In the context of these measures, the 

key terms of supervisory reporting and public disclosure have to be contrasted, 

which include defaulted exposures, non-performing exposures and forborne expo-

sures.46 

2.2.1 Definitions of key terminology 

2.2.1.1 Defaulted exposures  

Defaulted exposures (art. 178 CRR) include all exposures, that are either past-due 

on a material exposure for more than 90 days, or exposures, in regard to which full 

repayment is unlikely without realisation of collateral. Further, all exposures that are 

classified as stage 3 according to IFRS 9 are also regarded as defaulted. 

Materiality of a past-due exposure is defined by an absolute and a relative threshold. 

Retail exposures are regarded as material in absolute terms if they are greater than 

100,-€, while non-retail exposures are regarded as material when they are greater 

than 500,-€. In relative terms, the National Competent Authorities (NCA) can set a 

threshold between zero and two and a half percent of the credit obligation past-due 

in relation to total on-balance obligations of the debtor. The EBA however suggests, 

                                            
43 Cf. Norden, Stoian, 2013, pp. 11-18. 

44 Cf. Collins, 1995, p. 268. 

45 Cf. BCBS, 2015, p. 5. 
46 Cf. BCBS 2017, p. 3. 
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that the threshold is set at one percent. Both thresholds have to be breached in 

order for a past-due amount to be considered material.47 

Indications for the unlikeliness of full repayment include bankruptcy of the debtor, 

Specific Credit Risk Adjustment (SCRA) due to significant declines in credit quality 

being recognised, or restructuring of a credit obligation where a lesser financial ob-

ligation is likely. 

Generally, the definition of default is applied on a debtor basis, however for retail 

exposures it may be applied on an individual exposure basis. When classified on an 

individual basis, an optional pulling effect may be applied, which considers a debtor 

as defaulted, when the individual defaulted exposures towards that debtor exceed 

20% of all on-balance sheet exposures of that debtor.48 

An exposure is placed back into non-defaulted status, when the definition of default 

no longer applies, but not before a minimum probation period of three months.49 

2.2.1.2 Non-performing exposures  

Non-performing exposures (art. 47a CRR) are defined as all exposures, which are 

more than 90 days past-due on a material exposure or unlikely to be repaid in full 

without making use of collateral, including all exposures that are considered de-

faulted according to art. 178 CRR or credit-impaired (stage 3) according to IFRS 9. 

Materiality is assessed the same way as for defaulted exposures. 

The classification of exposures as non-defaulted on an individual basis or on debtor 

basis depends on the cause of non-performance of the exposure. If it is classified 

as non-performing due to being defaulted or through art. 47a CRR, then the classi-

fication shall follow the one of defaulted assets. If it however is classified as non-

performing due to being credit-impaired, then the transaction-based approach of the 

IFRS is taken. 

Additionally, the pulling effect is mandatory when it comes to non-performing expo-

sures, which differentiates the classification from defaulted exposures, where it is 

only optional. 

                                            
47 Cf. EBA, 2016b, p. 3. 

48 Cf. EBA, 2016c, p. 14. 
49 Cf. EBA, 2016c, p. 12. 
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For exposures to be reclassified to performing status, there are to be no amounts 

past-due more than 90 days and full repayment is to be viewed as likely, without the 

use of collateral, while also all discontinuation criteria for the classification as de-

faulted or credit-impaired have to be met.50 

2.2.1.3 Forborne exposures  

Debt contracts in regards to which forbearance measures have been applied are 

considered as forborne exposures (art. 47b CRR). Forbearance measures are 

viewed as concessions towards a debtor that have been granted due to financial 

distress or in order to prevent financial distress such as modifications to the contract 

or refinancing of debt. 

Forborne exposures can also be classified as credit-impaired, defaulted and non-

performing. The discontinuation of the classification as forborne depends on the fur-

ther classification. An exposure is classified as non-performing while being forborne 

when at the point in time of the forbearance measures it is classified as non-per-

forming or is classified as non-performing due to the forbearance measures. Further, 

forborne exposures are considered as non-performing if they become re-forborne 

or become more than 30 days past-due while they are considered performing for-

borne. They can be reclassified to a performing forborne exposure if there are no 

further past-due amounts, there is no concern regarding repayment and at least one 

year has passed since the forbearance measures.51 When a forborne exposure is 

classified as performing, it is placed on a minimum two year probation period and 

can be cured to overall performing status when no amounts are past-due more than 

30 days and there have been repayments of more than an insignificant amount of 

principal and interest over the period of one year. An exposure can also be immedi-

ately classified as performing forborne under probation, if the extension of forbear-

ance measures has no led to the exposure being classified as non-performing and 

it was not considered non-performing at the moment of extension of measures. The 

following figure displays the possible categorisations and gives a brief overview over 

the criteria for reclassification.52 

                                            
50 Cf. Commission implementing regulation (EU) 2015/227 Annex V. 

51 Cf. Commission implementing regulation (EU) 2015/227 § 157. 
52 Cf. Commission implementing regulation (EU) 2015/227 § 176. 
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Figure 2: Classification of forborne exposures 

2.2.1.4 Overview of the exposure types 

The following depiction serves to give a brief overview over the most important fea-

tures of each of the exposure classes mentioned and shows the interlinkages be-

tween them: 

 

Figure 3: Overview over the exposure classes 

2.2.2 Regulatory provisioning under the IRB-Approach 

Under the IRB-approach the level of provisioning determined to be appropriate is 

determined differently based on whether the foundation IRB-approach or the ad-

vanced IRB-approach is used by the institution. The level of provisioning is always 

based on the calculation of expected losses, while minimum capital requirements 

for unexpected losses can be viewed as indirect additional provisioning, which is 

carried out on the basis of Risk Weightes Exposure Amount (RWEA).53 

                                            
53 Cf. Regulation (EU) No 575/2013 (CRR), art. 92. 
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Both calculations, for expected losses, as well as for unexpected losses are based 

on PDs, LGDs and exposure amounts. Under the foundation IRB-approach, insti-

tutes do not estimate LGDs themselves, except for retail exposures, but instead rely 

on the LGDs laid out in art. 161 (1) CRR. Under the advanced IRB-approach, insti-

tutes apply own estimates for LGDs for non-retail exposures as well. 

2.2.2.1 Expected Losses  

For non-defaulted exposures, the calculation of expected losses (art. 158 CRR) fol-

lows the following formulae: 

𝐸𝐿 = 𝑃𝐷 ∗ 𝐿𝐺𝐷 

Equation 1: Calculation of expected losses (source: art. 158 (5) CRR) 

𝐸𝐿𝐴 = 𝐸𝐿 ∗ 𝑟𝑖𝑠𝑘 𝑒𝑥𝑝𝑜𝑠𝑢𝑟𝑒 

Equation 2: Calculation of expected loss amounts (source: art. 158 (5) CRR) 

For defaulted exposures the calculation differs based on the IRB-approach of the 

institute. Under the foundation IRB-approach expected losses for defaulted expo-

sures are equal to the LGD according to art. 161 (1) CRR, as the PD for defaulted 

exposures is always equal to 1, regarding non-retail exposures. The advanced IRB-

approach calculation for expected losses is used for retail exposures.  

Expected losses under the advanced IRB-approach are equal to the Expected loss 

best estimate (ELBE).  

2.2.2.2 Unexpected Losses  

The RWEA for unexpected losses (art. 153 f. CRR) is generally calculated according 

to the following formulae for non-retail exposures: 

𝑅𝑊 = (𝐿𝐺𝐷 ∗ 𝑁 (
1

√1−𝑅
∗ 𝐺(𝑃𝐷) + √

𝑅

1−𝑅
∗ 𝐺(0.999)) − 𝐿𝐺𝐷 ∗ 𝑃𝐷) ∗

1+(𝑀−2.5)∗𝑏

1−1.5∗𝑏
∗ 12,5 ∗ 1,06 

Equation 3: Calculation of risk weights (source: art. 153 (1) CRR) 

Where: 

N(x) = the cumulative distribution function for a standard normal random variable 

G(Z) = the inverse cumulative distribution function for a standard normal random 

variable 

R = the coefficient of correlation, defined as 

𝑅 = 0.12 ∗
1 − 𝑒−50∗𝑃𝐷

1 − 𝑒−50
+ 0.24 ∗ (1 −

1 − 𝑒−50∗𝑃𝐷

1 − 𝑒−50
) 

Equation 4: Calculation of the coefficient of correlation (source: art. 153 (1) CRR) 
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b = the maturity adjustment factor, defined as 

𝑏 = (0.11852 − 0.05478 ∗ ln(𝑃𝐷))2 

Equation 5: Calculation of the maturity adjustment factor (source: art. 153 (1) CRR) 

If the exposure is a retail exposure, the formula for calculation of the Risk weight 

(RW) is the same as equation 4, with the only difference being that no adjustment 

concerning the maturity of the exposure is included in the formula. Further, the co-

efficient of correlation is adjusted to be lower, resulting in lower risk weights. 

For defaulted exposures under the foundation IRB-approach, the risk weight is al-

ways equal to 0. If the advanced IRB-approach is used, the risk weight is calculated 

according to the following formula: 

𝑅𝑊 = max {0; 12.5 ∗ (𝐿𝐺𝐷 𝑖𝑛 𝑑𝑒𝑓𝑎𝑢𝑙𝑡 − 𝐸𝐿𝐵𝐸)} 

Equation 6: Calculation of RW of defaulted exposures under advanced IRB-approach (source: art. 153 (1) 
CRR) 

This causes no indirect provisioning through Minimum Capital Requirement (MCR) 

of defaulted exposures under the foundation IRB-approach, while under the ad-

vanced IRB-approach direct regulatory provisioning through EL, as well as indirect 

provisioning through MCR is applied. 

2.2.2.3 Estimation of PD 

In order to be adequate, the PDs used within the calculations of expected losses 

and RW, in order to account for unexpected loss (UEL), need to be reflective of the 

long-run average PD of the exposure type in question. The long-run average PD is 

to be calculated as the average of one-year default rates observed by the institute. 

Whenever the institute recognises that data is missing or of lacking quality, a margin 

of conservatism is to be applied. The PD used for the calculations is also bench-

marked to the maximum value of either the average of the one-year default rates of 

the five most recent years or the average of one-year default rates over all periods 

for which data is available.54 

2.2.2.4 Estimation of LGD 

The estimation of LGDs should generally be based on each institutions own loss 

and recovery experiences. Institutions should take into account all relevant data 

concerning the obligor and the transaction, as well as all data in relation to the date 

                                            
54 Cf. EBA, 2017b, pp. 10, 21-23. 
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of default and all cash flows and events that occurred after the date of default. Data 

on collateral valuation is only to be taken from before the date of the default, as 

revaluations during default tend to be more conservative and thus would not be fit 

for non-defaulted exposures LGD estimation. Further, economic downturn condi-

tions need to be implemented in the processes of LGD estimation in order to include 

scenarios of overall worsening of the economic situation. The discount rate to be 

used to discount cash flows for LGD estimation is equal to the interbank funding rate 

and a five percent add-on. For any lack of data, a margin of conservatism is to be 

applied. The resulting LGD estimates should be the higher of the LGD based on the 

long-run average LGD and the LGD based on downturn conditions.55 

2.2.2.4.1 Estimation of ELBE 

The ELBE generally has to be estimated using the same estimation methods of the 

LGD and may be obtained through the long-run average LGD on defaulted expo-

sures, including any adjustments, whenever they are necessary. It may also be ob-

tained through accounting provisions, if the accounting provisions are determined in 

accordance with all requirements laid out in regards to own LGD estimation of the 

CRR and the EBA guidelines on PD and LGD estimation or can be adjusted to meet 

those requirements. In contrast to the estimation of LGD, the ELBE estimation 

should not take into consideration any margin of conservatism and data of collateral 

valuations that have taken place after defaults of exposures should also be consid-

ered.56 

2.2.2.4.2 Estimation of LGD in default 

Like the ELBE, the LGD in default is also to be estimated using the same methods 

for estimation of the LGD. It can be estimated by either taking the sum of ELBE and 

adding an add-on that captures UEL and considers adverse development of eco-

nomic conditions or through the long-run average LGD, which has been adjusted 

                                            
55 Cf. EBA, 2017b, pp. 21, 27-33. 
56 Cf. EBA, 2017b, pp. 35-40. 
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for downturn conditions, an additional margin of conservatism and additional poten-

tial expected losses.57 The LGD in default should reflect the EL under current eco-

nomic circumstances and the UEL that might occur during the recovery period.5859 

2.3 Accounting framework vs. regulatory framework 

2.3.1 IRB-Shortfall/ IRB-Excess  

IRB-Shortfall or –Excess (art. 159 CRR) is calculated as the sum of specific and 

general credit risk adjustments, additional value adjustments according to art. 34 

and 105 CRR and other own funds reductions related to an exposure minus the 

regulatory expected loss amounts calculated according to § 158 CRR. Positive dif-

ferences contribute an IRB-Shortfall, as accounting provisions and further measures 

are not satisfactory to fulfil regulatory provisioning needs. This leads to any IRB-

Shortfall amounts to be deducted from CET1 capital according to art. 36 (1)(d) CRR. 

Negative differences amount to an IRB-Excess, which portrays overprovisioning in 

relation to the regulatory provisioning requirements. IRB-Excesses can be recog-

nised as Tier 2 (T2) capital up to 0.6% of RWEA according to art. 62 (d) CRR. The 

IRB-Shortfall and -Excess is to be determined separately for institutes portfolios of 

defaulted and non-defaulted exposures. While an IRB-Excess of the portfolio of non-

defaulted exposures may be used to offset an IRB-Shortfall of the portfolio of de-

faulted exposures, it is not possible to reverse the roles. This way, an IRB-Excess 

and IRB-Shortfall can coexist within an institute, showing the level of underprovi-

sioning of non-defaulted exposures and overprovisioning on defaulted exposures. 

Overall, the IRB-Shortfall and -Excess can be used as measures of under- or over-

provisioning of institutes, due to the direct comparison of regulatory needs and ac-

counting measures taken. 

While generally, the calculation of accounting provisions and regulatory provisioning 

needs should share the same methods, data and processes as far as possible, dif-

ferences always remain. They arise due to the different goals of the accounting 

framework and regulatory framework. The regulatory goal of financial stability and 

securing deposits of creditors focusses on a more conservative approach than the 

                                            
57 Cf. EBA, 2016a, art. 54(2)(a). 

58 Cf. EBA, 2016a, p. 14. 
59 Cf. EBA, 2017b, p. 41. 
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accounting framework, with the goal of informing stakeholders about the current 

state of the institute in order to form decisions. Differences thus are present in the 

models, as for regulatory provisioning needs downturn conditions need to be con-

sidered, a margin of conservatism is required and discount rates differing from the 

accounting models are used to compute provisions. 

2.3.2 Prudential Backstop 

The prudential backstop (art. 36 (1)(m), 47c CRR) is a further regulatory measure 

that assures appropriate coverage of non-performing exposures. Implemented 

through regulation (EU) 2019/630, the prudential backstop is meant to ensure ap-

propriate coverage of non-performing exposures, following the idea that the longer 

an exposure is regarded as non-performing, the more unlikely repayment becomes. 

It requires institutes to compute the amount of insufficient coverage for each expo-

sure by subtracting all Credit risk adjustment (CRA), own funds reductions, value 

adjustments, the IRB-shortfall determined for the exposure and any write-offs or dif-

ferences of purchasing price and nominal value from the exposure value, multiplied 

with a factor based on the exposure type, collateral that has been received in rela-

tion to it and the time since classification as non-performing. The following table 

shows the different factors according to the different classifications: 

 

Table 1 Coverage factors of the prudential backstop (based on art. 47c CRR) 
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The prudential backstop causes unsecured non-performing exposures to be fully 

covered at the start of the fourth year, while collateralised exposures need to be fully 

covered after seven years, or even nine years if they are collateralised by immova-

ble property. This is expected to move institutes to decrease their amount of Non-

performing exposures (NPE), especially for collateralised exposures, as higher 

amounts of collateral are associated with lower LGDs and thus also lower provi-

sions.6061 

Forbearance measures also play an important role within the prudential backstop, 

as they can allow institutes to uphold the applicable factor for an additional year, if 

they are applied within the marked timeframes depicted in the table. 

Any insufficient coverage determined through the prudential backstop is to be de-

ducted from CET1 according to art. 36 (1)(m) CRR, however it only applies to expo-

sures originated after the 25th of April 2019.62 This further CET1 reduction is not 

recognised in the calculation of RWEA, which leads to the calculation of RWEA for 

non-performing exposures, that have already been fully deducted from CET1. The 

additional capital requirements stemming from this fact could force institutes into 

fully provisioning the amounts of the exposures affected by the prudential backstop, 

in order to evade them. 

For exposures originated before the 25th of April 2019, the European Central Bank 

(ECB) has set regulatory expectations within their Pillar 2 assessment, which is a 

more simplified approach wherein unsecured exposures are to be fully covered by 

the third year and secured exposures are to be fully covered by the eight year, re-

gardless of type of collateral.63 

                                            
60 Cf. Hidding, 2021, p. 29. 

61 Cf. Binder, Glos, Riepe, 2020, p. 1125. 

62 Cf. Regulation (EU) No 575/2013 (CRR), art. 469a. 
63 Cf. ECB, 2019, p. 10. 
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2.4 Overview of frameworks and terminology 

 

Figure 4: Overview of interconnections of accounting and regulatory framework 

Within the accounting framework the calculation of loss provisions takes place. It is 

directly connected to the regulatory framework through the calculation of the IRB-

Shortfall and -Excess where expected losses for defaulted and non-defaulted expo-

sures are compared with the accounting provisions. If the provisions, IRB-shortfall 

and further own funds reductions of an institutes non-performing exposures are 

lower than the prudential backstop, additional CET1 is deducted. This increases 

own funds requirements. The own funds requirements are further influenced by the 

calculation of RWEA for defaulted and non-defaulted exposures, which constitute 

an indirect provisioning. 

 

 

  



19 

 

3 Analysis of Credit Institutions 

3.1 Research questions 

Banking regulators have taken many different measures in order to tackle the prob-

lem of non-performing loans and the timely recognition and provisioning of these, 

such as aligning the regulatory and accounting provisioning to the highest degree 

possible, expanding disclosure for institutes with high NPL ratios and bringing these 

institutes to develop NPL strategies. In regards to these measures, the amount of 

IRB-Shortfall and -Excess, as well as the prudential backstop can be used to eval-

uate, to which degree these measures have taken effect. The IRB-Shortfall and -

Excess can give an overview over the general level of under- or overprovisioning of 

the banking sector and give insight into the overall provisioning behaviour. The 

amount of prudential backstop further shows the level of underprovisioning taking 

place for non-performing exposures, giving an insight into the overall risk coverage 

of the banking sector. 

This overall leads to the first research question: Do the measures taken by the bank-

ing regulation take effect in institutes, leading them to adequately provision for their 

risks? 

Further, a more detailed analysis of the banking sector could give a deeper insight 

into which banks are more affected by the measures. Different business models 

could be affected differently, based on the type of lending they provide. Different 

size institutions could be affected differently, as banking supervision generally fol-

lows the principle of proportionality, which may leave smaller, less complex institutes 

with more possibilities to (mis-)use discretion. Additionally, the overall level or 

strength of supervision may differ on a country-level within the EU, which could also 

bring up differences in the level of provisioning and the adequacy thereof. 

These considerations conclude in three further research questions: 

1. Are institutes of different business models affected differently? 

2. Are institutes of different sizes affected differently? 

3. Are institutes of different countries affected differently? 

In the case that some institutes are affected differently, it would be necessary to 

understand the driving forces of these differences in order to adequately address 
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these differences in the future. One driver could be the institutes’ ability to use dis-

cretion within their accounting provisions, in order to influence their profit- or loss-

situation. Reductions of accounting provisions could be used to boost profitability on 

paper and increases could be planned in profitable years to build reserves for less-

profitable years. Due to these considerations, the last research question is formed: 

Is there a relationship between the level of provisioning and the profit or loss of the 

institute? 

Additionally, the effect of the Prudential Backstop on institutes is of interest. Espe-

cially the reactions of institutes are interesting, as multiple measures could be taken 

in order to reduce the effect. Provisions could be increased, forbearance measures 

could be extended in higher quantities or NPE could be removed from the institutes’ 

assets through sales. These reactions will also be analysed within the analysis of 

the Prudential Backstop but will have to be limited to the coverage of unsecured 

NPE, as these are the only ones which may exhibit any effect due to the maturity 

conditions of the Prudential Backstop. For this, the CET1-capital deduction through 

the Prudential Backstop, the NPE-provision coverage ratio (Coverage Ratio), the 

NPE-Ratio and the Forborne-NPE-Ratio will be examined. 

3.2 Description of the data set 

The data set used to answer the research questions is the data provided by the EBA 

transparency exercises from 2018 to 2021. The institutes viewed are the institutes 

from the 2021 transparency exercise, consisting of detailed data from 120 institutes 

and one position for 15 other banks. Due to no detailed data on these 15 banks 

existing, the consolidated data on these banks is dropped. The data has been as-

sessed on a quarterly basis, however data gaps persist for the second half of 2019. 

For the analysis of the IRB-Shortfall and IRB-Excess the data only of the 68 banks 

which use the IRB-approach in determining credit risk is used. As the data of the 

EBA transparency exercise does not provide data on the IRB-Excess and instead 

only lists it in the consolidated position “Other Tier 2 Capital components and de-

ductions”, the data is enhanced with the IRB-Excess data taken from the institutes’ 

Pillar 3 disclosure reports, which they publish semi-anually. Due to data constraints 

the IRB-Excess data only covers the period since 2020. The IRB-Excess data has 

further been cross-checked for compatibility with the EBA transparency exercise 
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data by comparing the reported values of the IRB-Shortfall and CET1 capital within 

the reports. Whenever the three semi-annual reports, or where available, quarterly 

reports, data on IRB-Excess matched the position “Other Tier 2 Capital components 

and deductions” within the EBA-transparency exercise period, it is assumed that for 

those institutes the position within the exercise is equal to the IRB-Excess in order 

to gain as many data samples as possible. If differences between the positions oc-

curred, only the data reported within the pillar 3 disclosure reports is considered. 

Institutes, for which no data was available, were excluded. 

The profit and loss data has been calculated to represent the profit and loss of the 

respective quarter. When no data on previous quarters existed, in order to compute 

the quarterly data, the data sample has been excluded. This leads profit and loss 

data only to be available from the third quarter of 2018. 

Within the data set, the 

banks are categorised 

along their credit-risk 

approach, their size, 

business model and the 

institutes home state. 

Of the institutes ob-

served, 67 use the IRB-

approach, while 53 use 

the standard approach 

(SA) to measure credit 

risk. 

The size classification is determined by the average total assets of the institutes, 

during the observation period, in relation to the other institutes total assets. Institutes 

are regarded as large, when their total assets exceed the 75%-quantile, while they 

are regarded as small, when their total assets fall short of the 25%-quantile.64 All 

                                            
64 Based on the size classification within the EBA risk dashboard analyses. 

Figure 5: Classifications of institutes 
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banks in between are regarded as medium-sized. This leads to a total of 27 large, 

54 medium-sized, 28 small and 12 unclassified65 institutes. 

Three groups of business model classifications have been determined, Global sys-

temically important banks (G-SIB), retail- and corporate-lending focussed institutes 

and specialised institutes, such as asset managers or custodians. Of the institutes 

observed, 8 are regarded as G-SIBs, 73 are categorised as retail/corporate insti-

tutes and 15 as specialised, while 25 remain unclassified.66 

The country grouping of banks has been carried out via the institutes’ countries’ 

average NPL-ratio during the observation period.67 Countries with average NPL-

ratios under five percent were regarded to as countries with low NPL-ratios. Coun-

tries with average NPL-ratios over five percent, but under ten percent are regarded 

as countries with medium NPL-ratios and countries with average NPL-ratios ex-

ceeding ten percent are classified as high NPL-ratio countries. The classification is 

based upon the five percent limit at which institutes face additional disclosure re-

quirements.68  Ten banks of the sample are classified in the high NPL group, while 

25 are classified in the medium NPL group and 85 are classified in the low NPL 

group. A detailed list of the institutes and the classifications assigned to them, as 

well as the data presented, can be found in the appendix. 

3.3 Analysis of IRB-Shortfall and IRB-Excess 

The analysis is conducted by calculating the average of the IRB-Shortfall and -Ex-

cess in relation to CET1, in order to account for different institute sizes, throughout 

each of the reporting dates of the reporting period. The averages of IRB-shortfall 

and IRB-Excess are then compared within the groups of the classifications to ana-

lyse for differences within the classification groups. Further, within each group, the 

IRB-Shortfall, IRB-Excess and relative profit and loss are analysed for any relation-

ships and the results are graphically represented. 

                                            
65 Due to lack of data within the EBA transparency exercise data set the institutes were not able to 

be classified. Banks regarded as unclassified are not excluded from the other categories. 

66 Business model classifications were based on ECB business classifications and the banks focus 
of business. 

67 Data on the NPL-ratios has been taken from the 2019-2021 EBA risk dashboards. 
68 Cf. EBA, 2018, p. 3. 
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3.3.1 Classification by Size 

When viewing the size classification, it is obvious that institutes across all size clas-

ses have reduced their IRB-Shortfall.  

Large institutes have on average had the lowest IRB-Shortfall in relation to CET1 of 

about 1.5%, and reduced it to 0.25%. Medium-sized institutes had the highest IRB-

Shortfall at the start of the observation period of around 2.3% and reduced it to 0.8%. 

Small institutes have started out with a relatively low IRB-Shortfall of 1.6% and re-

duced it to slightly above 0.8%, after having an increase of up to 1.8% during 2019. 

With this they have shown the lowest reduction of all groups. 

The development of the IRB-Excess shows the same pattern, however increases 

are only small, if any. Large institutes slightly increased their IRB-Excess from 0.9% 

of CET1 to 1.1% during the observation period of 2020 to the second quarter of 

2021 and remain the institutes with the highest IRB-Excess. Medium-sized institutes 

show a slightly reduced IRB-Excess from just under 0.9% to around 0.85%. Small 

institutes show no IRB-Excess throughout the whole observation period. This could 

be due to the low sample size, however it could also be an indication, that small 

institutes generally tend to underprovision their exposures. 

Overall, this paints a positive picture in regard to the development of provisioning of 

the European banking sector. The decreases in IRB-Shortfall show a further align-

ment of accounting provisions with the regulatory provisioning requirements across 

all bank sizes, showcasing that the measures to have institutes appropriately provi-

sion for their credit risk are taking effect. However, the effect seems to differ between 

bank sizes, as smaller institutes are less affected as their development regarding 

Figure 6 IRB-Shortfall and -Excess by institute size 
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reduction of shortfall remains lower. The overall stable IRB-Excesses within the 

large and medium-sized institutes, which even exceed the IRB-Shortfalls, showing 

that on average, exposures are overprovisioned, further support the positive effects 

of supervisory measures.  

Large institutes have increased 

their IRB-Excess while also de-

creasing their IRB-Shortfall, 

showing a conservative provi-

sioning approach, in line with 

regulatory expectations. Further, 

their IRB-Excess is about four 

times the size of the IRB-Short-

fall, showing that on average ex-

posures are overprovisioned in 

regards to regulatory require-

ments. In regards to profit and loss, there does not seem to be a relationship be-

tween the IRB-Shortfall or -Excess as they are decreased or increased in a rather 

stable manner. 

Medium-sized institutes have 

kept their IRB-Excess stable 

while further reducing their IRB-

Shortfall to about the same 

level. This leads to the conclu-

sion, that within medium-sized 

institutes, their credit risk expo-

sures are neither under- or over-

provisioned. A relationship be-

tween profit and loss and the 

IRB-Shortfall or -Excess is also 

not visible. 

Figure 7: IRB-Excess and -Shortfall of large institutes 

Figure 8: IRB-Shortfall and -Excess of medium-sized institutes 
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Small institutes however show a 

relationship between profit and 

loss and IRB-Shortfall. In the pe-

riod of the second half of 2018 up 

to the start of 2020, there seems 

to be a negative relationship. 

Whenever profit decreases, the 

IRB-Shortfall increases and vice 

versa. Write-offs could be the ex-

planation for the decreases in 

profit, while IRB-Shortfall de-

creases, however, write-ups would not have the opposite effect. Further the in-

creases in profit, during which the IRB-Shortfall further increases in absolute terms, 

in the period from the start of 2021 to the second quarter of 2021 could be a sign of 

using provisions to influence the profit and loss position of the institutes.  

3.3.2 Classification by Business Models 

IRB-Shortfall has also been decreased throughout all business models. G-SIBs 

started out with the lowest IRB-Shortfall of 1.3% and reduced it to 0.3%, staying the 

business model group with the lowest IRB-Shortfall. They are followed by the group 

of specialized institutes, which have reduced their IRB-Shortfall from 1.4% to 0.6%, 

however a strong increase in the shortfall can be seen from the start of 2020 to the 

third quarter of 2020, where it reached a peak of 1.8%. The group of retail and cor-

porate focussed institutes started out with an average shortfall of 2.2% and reduced 

it to 0.7%. 

Figure 9: IRB-Shortfall and -Excess of small institutes 

Figure 10 IRB-Shortfall and -Excess by business models 
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IRB-Excess has developed quite differently between the three groups. G-SIBs have 

overall increased their excess up to 0.7%. Due to the data sample being quite small 

for the first and third quarter of 2020, the values may just be results of lack of data. 

The specialized institutes showed an IRB-Excess for the first reporting date, how-

ever it has been reduced to zero by the second quarter of 2020 and stayed there for 

the rest of the observation period. The excess of the retail and corporate oriented 

institute group has remained relatively stable around 1.2%, however increased up 

to 1.4% in the first quarter of 2021. 

The overall decrease of IRB-Shortfall within all business models shows that they are 

all affected by the measures aimed at ensuring proper provisioning of the banking 

regulation. G-SIBs seem to be especially influenced as the lowest IRB-Shortfall can 

be seen for them, as well as the biggest increase in build-up of an IRB-Excess.  

The group of G-SIB institutes 

overall steadily increased their 

IRB-Excess and at the same 

time reduced their IRB-Shortfall. 

At the last reporting date, the 

IRB-Excess is over two times the 

size of the IRB-Shortfall, show-

ing that overprovisioning is more 

common than underprovision-

ing. A relationship between the 

profitability and the shortfall or 

excess does not seem to exist. 

Figure 11: IRB-Shortfall and -Excess of G-SIBs 
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Retail- and corporate-oriented in-

stitutes have on average slightly 

increased their IRB-Excess while 

at the same time reducing their 

IRB-Shortfall. For these insti-

tutes, the excess also exceeds 

the shortfall, however not as 

much as for the group of G-SIBs. 

A slight relationship between 

profit and loss and the IRB-Ex-

cess and -Shortfall seems to be 

visible. The same way, as is ob-

servable within the group of small institutes, it can be seen, throughout the period 

from the third quarter of 2018 to the end of the observation period, that with in-

creases in profitability, further increases of the IRB-Shortfall can be observed. 

IRB-Excess can be seen to move in the same direction as profitability, with in-

creases in profitability going along with increases in excess and vice versa. This 

could be a sign of the institutes using provisions to smooth their results and manage 

earnings by building up reserves when profitability is relatively high and using these 

reserves when profitability falls. 

Institutions with a specialised 

business model overall reduced 

their IRB-Shortfall, however, 

their IRB-Excess also has re-

duced to no excess being recog-

nised. This does not necessarily 

lead to the conclusion, that spe-

cialised institutes only underpro-

vision, as the sample size is very 

small with only three observa-

tions being available at most. 

The IRB-Shortfall and profitability seem to be correlated in some way, as, with the 

exception of the period from the second half of 2019 to the second half of 2020, both 

Figure 12: IRB-Shortfall and -Excess of retail- and corporate-ori-
ented institutes 

Figure 13: IRB-Shortfall and -Excess of specialised institutes 
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follow the same pattern, with increases and decreases taking place at the same 

reporting dates. This could be viewed as an indication for possible earnings smooth-

ing. 

3.3.3 Classification by Country NPL Groups 

Just like in the previous analyses, throughout all country groups, the IRB-Shortfall 

has also been reduced. The strongest reduction took place in the group of high NPL 

countries, which reduced their shortfall from 4% to only around 0.2% of CET1. The 

group of institutes with medium NPL-levels originally had quite a high shortfall mov-

ing around 2.4% until the second quarter of 2019, when they started heavily reduc-

ing their shortfall to 0.5% at the end of the observation period. Countries from low 

NPL countries have had the lowest shortfall within the observation period, until the 

end of 2020, where they reached the highest shortfall of all groups. They have none-

theless also reduced their shortfall from 1.6% to 0.7%. 

IRB-Excess has developed similar to the other analyses as well, with the excess 

staying quite constant, while slight increases can be observed. The institutes show 

a strong variability within their excess, caused by the small sample size and differ-

ences in observation counts between reporting dates. Due to this, the data set has 

been extended, by assuming that for one of the reporting banks, the reported values 

of no excess were applicable to all reporting dates. When observing the smoothed 

results, the high NPL group increased their IRB-Excess from 0.8% to around 1.1%. 

The medium NPL group also increased their excess from slightly above 0.8% to 

slightly above 1.1%. The low NPL group stayed relatively constant with an excess 

of around 0.85%. 

Figure 14 IRB-Shortfall and -Excess by country NPL groups 
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The results for the different NPL groups are in line with the previous two group anal-

yses, further showing, that throughout all the countries viewed, the measures of 

banking regulation take effect. Differences in development of IRB-Shortfall can def-

initely be seen throughout the countries based on their NPL ratios. Countries with 

overall higher NPL ratios seem to be affected more strongly, which makes sense, 

considering the measures are designed to cause reduction of NPL and appropriate 

provisioning, especially for non-performing exposures. In regards to IRB-Excess, all 

country groups show about the same development with only slight increases, if any 

are noticeable. 

The institutes from the high NPL 

country group have drastically re-

duced their shortfall from the end 

of 2017 to the second quarter of 

2018, where they only made slight 

improvements until 2021, where 

they again reduced their shortfall 

quite heavily. At the same time, 

the IRB-Excess has stayed rela-

tively stable around 0.9%, with 

slight increases toward the end of 

the observation period. IRB-Excess is greater than IRB-Shortfall at the end of the 

observation period, by a great amount. A relationship between profitability and IRB-

Excess and -Shortfall does not 

seem to be present. 

Institutes from medium NPL 

countries on average did not re-

duce their shortfall up to the sec-

ond quarter of 2019. After the 

second quarter of 2019, IRB-

Shortfall has been reduced 

drastically, which could be at-

tributed to the announcement of 

the prudential backstop and the 

Figure 15: IRB-Shortfall and -Excess of institutes from high 
NPL countries (smoothed data) 

Figure 16: IRB-Shortfall and -Excess of institutes from medium 
NPL countries 
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ECB communicating their expectations concerning the coverage of non-performing 

loans within the Pillar 2 assessment. IRB-Excess has been kept relatively stable , 

with slight increases towards the end of the observation period. A direct relationship 

between profitability and IRB-Shortfall and -Excess can not be seen, however the 

assumption, that the increase in provisioning which led to a strong reduction in IRB-

Shortfall did also lead to the losses in the first half of 2020 can be made. 

The IRB-Shortfall has stayed rel-

atively unaffected at a low level 

for the institutes from low NPL 

countries, after an initial reduction 

from the end of 2017 to the sec-

ond quarter of 2018. The IRB-Ex-

cess also remained relatively sta-

ble above the level of shortfall 

throughout the observation pe-

riod. A relationship between prof-

itability and IRB-Shortfall seems 

to exist, in the same way it has been observed for the small institutes. Decreases in 

profitability go along with increases of shortfall and vice versa. 

3.3.4 Summary of results 

All in all, IRB-Shortfall has been reduced within the European banking sector, show-

ing that the banking regulations efforts to reduce NPL and establish adequate pro-

visioning are effective in closing the gap between accounting provisions and regu-

latory provisioning needs. However, certain types of institutes are affected differently 

than others. Large institutes and G-SIBs have had relatively low amounts of shortfall 

throughout the observation period and further reduced them. This is in line with the 

principle of proportionality of supervision, under which the more intensive supervi-

sion forces more appropriate provisioning and leaves less room for discretion. Most 

affected are institutes from high and medium NPL countries, medium-sized institu-

tions and institutes with a focus on retail- and corporate-lending, showing the great-

est reductions of shortfall. As the measures are focussed at reducing NPL levels, it 

comes at no surprise, that institutes from countries with higher NPL levels are more 

affected than institutes from lower NPL countries. Small institutes, low NPL institutes 

Figure 17: IRB-Shortfall and -Excess of institutes from low NPL 
countries 
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and specialised institutes seem to be the least affected, showing the least progress 

in reducing IRB-Shortfall. These institutes also show a relationship between profita-

bility and IRB-Shortfall, giving rise to the assumption that the lower level of supervi-

sion enables them to use more discretion within their provisioning frameworks. 

The IRB-Excess has been very stable within all groups observed, mostly staying in 

a range of around 0.8% to 1.2% of CET1. The only exceptions are small institutes 

and specialised institutes, which show no IRB-Excess. This could be the cause of 

the low sample size within these groups, however it could also be evidence that 

these institutes tend to generally underprovision their exposures. At the last ob-

served date, the IRB-Excess, if any was reported, was always greater than IRB-

Shortfall, which overall shows that the institutes tend to overprovision their expo-

sures. 

3.4 Analysis of Prudential Backstop 

For this analysis, data concerning the CET1-deduction due to the Prudential Back-

stop, the Provision Coverage Ratio of NPE, the NPE-Ratio and the Ratio of forborne 

NPE will be viewed on a group average basis on all reporting dates from the start of 

2019 to the 30th of June 2021. The group averages, as well as overall distribution 

data in the case of the CET1-deductions will be compared and evaluated on a group 

basis. The Coverage Ratio, NPE-Ratio and Ratio of forborne NPE are viewed to 

analyse any behaviour of institutes in order to reduce stress from the Prudential 

Backstop by the means of additional provisioning, sale of NPE or use of forbearance 

measures. The results are presented graphically. 

3.4.1 Classification by Size 

Different size institutions are on average barely affected by the Prudential Backstop 

deductions from CET1. Large institutions are affected the most on an institute basis 

with over 75% of the groups institutes having to deduct under 0.05% of CET1. The 

average deduction was 0.032% of CET1. Medium-sized institutions are the group 

with the second highest CET1 deduction with 75% of institutes facing a CET1 re-

duction of 0.025%. The average reduction, however is way larger with 0.22%, how-

ever, this is caused by two outlier institutions. The lowest affected group are the 
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small institutes with an average CET1 reduction of just above 0.002%, while more 

than 75% of institutions face an even more minimal reduction of just above 0.001%. 

When looking at the provision coverage of NPE, these low CET1 reductions due to 

the Prudential Backstop are not surprising, as the average provisioning, during the 

whole observation period, is over 35% of the exposure value throughout all groups, 

which would be the minimum required coverage by the Prudential Backstop, that 

could apply. The average Coverage Ratio also does slightly decrease towards the 

end of the observation period. What is surprising however, is that the group of large 

institutes, with the highest coverage ratio of around 43%, is affected the most, and 

the group of small institutes, with the lowest Coverage Ratio of around 38%, is af-

fected the least. 

Further viewing the group of large 

institutes, the overall NPE-Ratio 

was decreased from 2.08% to 

1.65%, while the ratio of NPE with 

forbearance measures remained 

around 0.7% of total exposures, 

meaning that the amount of NPE 

with forbearance measures in-

creased in relation to overall NPE, 

which could indicate an extended 

use of forbearance measures to 

reduce the burden of the Prudential Backstop by keeping the required coverage 

factors low. 

Figure 19: NPE- and Forborne-NPE-Ratio of large institutes 

Figure 18 Prudential Backstop and Coverage Ratio by institute size 
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Medium-sized institutes have 

drastically reduced their NPE-Ra-

tio by bringing it down to 2.74% 

from 6.43%. At the same time the 

average ratio of forborne-NPE 

has decreased from 2.78% to 

1.27%. The overall strong reduc-

tion of about 57% in NPE in just 

over two years shows that the 

overall measures of banking reg-

ulators to reduce NPE are effec-

tive, and the strong reduction 

could also be attributed to the announcement of the Prudential Backstop, as due to 

it and the communication of the ECB on treatment of NPE that were originated be-

fore the 25th of April 2019, institutes are incentivised to increase provisions or reduce 

NPE-levels. The relatively slightly lower reduction of the ratio of forborne-NPE by 

54% also indicate a higher use of forbearance measures on NPE, if only slightly. 

Small institutes exhibit a similar 

development to the medium-

sized institutes, however to a 

lower degree. They reduced their 

NPE-Ratio from 4.7% to 2.5% 

and their Forborne-NPE-Ratio 

from 2.37% to 1.35%.  

These results could indicate that 

larger institutes face higher de-

ductions through the Prudential 

Backstop, as they use the least 

forbearance measures on their NPE. 

Figure 20: NPE- and Forborne-NPE-Ratio of medium-sized  
institutes 

Figure 21: NPE- and Forborne-NPE-Ratio of small institutes 
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3.4.2 Classification by Business Model 

The business model analysis on the effect of Prudential Backstop shows the same 

very limited effect of CET1-deductions from the Prudential Backstop, as in the size 

analysis. G-SIBs are the second most affected group with over 75% of institutes 

facing a CET1-reduction of under 0.01% and an average deduction of 0.007%. Re-

tail and corporate focussed institutes are the most affected group with an average 

deduction of 0.13% and over 75% of institutes in the group having less than 0.021% 

of their CET1 deducted. Specialised institutes remain basically unaffected, as the 

CET1-deductions, if any are present, are extremely limited. The high group average 

– which is not depicted, as it is solely based on one outlier and would break the 

scale – is not representative of the group. 

The overall level of unaffectedness can be explained by the Coverage Ratios of 

around 45% and 42% of G-SIBs and retail and corporate oriented institutes. Inter-

estingly, they tend to decrease towards the end of the observation period. Special-

ised institutes exhibit a strongly fluctuating Coverage Ratio, which is below the 35%-

mark, which would indicate that a CET1-deduction for unsecured NPE should be 

performed. It also becomes visible again, that the institutes with the higher average 

Coverage Ratio are more affected than the institutes with the lower ratio. 

Figure 22 Prudential Backstop and Coverage Ratio by business model 
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G-SIBs have overall further low-

ered their NPE-Ratio from 2.6% 

to 2%, while also lightly lowering 

their Forborne-NPE-Ratio, from 

0.85% to 0.75%. Overall this in-

dicates a higher use of forbear-

ance measures on NPE, but 

does not necessarily indicate a 

use of forbearance to offset the 

minimum coverage requirement, 

as provisioning is on average 

high enough. 

Retail- and corporate-focussed 

institutes have heavily reduced 

their NPE-Ratio from 6.1% to 

2.8%, while also reducing their ra-

tio of forborne NPE from 2.7% to 

1.4% of total exposures. This de-

velopment seems about equal to 

the development of the medium-

sized institutes, however the re-

duction of the NPE-Ratio in rela-

tion to the Forborne-NPE-Ratio is 

even stronger, hinting at a more extensive use of forbearance. Overall, average 

provisioning for NPE of these institutes is high enough, not to have additional CET1-

deductions applied, however, forbearance measures might be used as supportive 

measures, decreasing the overall level of coverage. 

Figure 23: NPE- and Forborne-NPE-Ratio of G-SIBs 

Figure 24: NPE- and Forborne-NPE-Ratio of retail- and corpo-
rate-oriented institutes 
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Surprisingly, specialised insti-

tutes have increased their NPE-

Ratio from 0.46% to 0.59%, 

though it still remains at a very 

low level. The use of forbearance 

measures on NPE is also very 

low, with only a Forborne-NPE-

Ratio of around 0.15%, meaning 

that only about a quarter of all 

NPE are subject to forbearance 

measures. This overall develop-

ment could explain the extremely 

limited effect of the Prudential Backstop on specialised institutes, as their NPE-Ratio 

remains miniscule. However, given the low rate of coverage of NPE, either provi-

sioning is mostly carried out only on unsecured NPE or the NPE-portfolio is mostly 

consisting of secured exposures, considering these results. The prior case would 

need further attention, while the latter would become visible, given enough time, as 

the coverage requirements would increase. 

Also, in this analysis, the institutions that have a higher coverage ratio, do not exhibit 

a higher use of forbearance measures on their NPE in relation to their NPE, which 

leads to the assumption, that a use of forbearance measures to lower the overall 

level for required coverage may not be the case. 

3.4.3 Classification by Country NPL Group 

The Prudential Backstop also has a varying effect on institutes from different coun-

tries. Institutes from countries of the highest NPL-Ratio group are affected the most 

with an average CET1-deduction of 0.18%. The general effect is lower, with over 

75% of institutes only facing a deduction of under 0.0175%. The institutes from me-

dium NPL countries seem to be affected the least, with an average deduction of only 

0.006% of CET1 and over 75% of institutes only having 0.008% or less deducted 

from their CET1 capital. The second most affected group is the group of institutes 

Figure 25: NPE- and Forborne-NPE-Ratio of specialised  
institutes 
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from low NPL countries, with an average deduction of 0.13% and more than 75% of 

institutes deducting 0.013% or less from their CET1-capital. 

Taking into consideration the average Coverage Ratios, as in the previous analyses, 

they are above the 35% mark, which again could be an indicator for the low level of 

effect. Unlike in the previous analyses, the Coverage Ratios do not decrease to-

wards the end of the observation period, except for the low NPL group. Also, the 

institutes with a higher average Coverage Ratio, do not seem to be affected less 

than the institutes with a lower average Coverage Ratio of NPE. Overall, one would 

expect institutes with higher NPL-Ratios to be affected more, as the Prudential 

Backstop only aims at NPE. 

The institutes from high NPL 

countries have heavily reduced 

their NPE-Ratio, from 24% down 

to just above 8%. At the same 

time, the Ratio of forborne NPE 

has been reduced from 10.4% to 

4.2%, which indicates that over-

all more forbearance measures 

are being used on NPE, while a 

lot of NPE have been taken care 

off since the announcement of 

the Prudential Backstop. The increase of use of forbearance could be a temporary 

measure to limit the effect of the Prudential Backstop, may however also just be a 

measure applied by the institutes in order to properly deal with NPE. A higher effect 

Figure 27: NPE- and Forborne-NPE-Ratio of institutes from high 
NPL countries 

Figure 26: Prudential Backstop and Coverage Ratio by Country NPL Groups 
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of the Prudential Backstop would be expected in regards to the high NPE-Ratio, 

however the average Coverage Ratio of the institutes seems to suffice, or the 

amount of new NPE since the announcement of the Prudential Backstop is low. 

Institutes from medium NPL coun-

tries have also reduced their NPE-

Ratio. It was reduced from 6.3% to 

3.2%, while at the same time, the 

ratio of NPE with forbearance 

measures has been reduced from 

2.6% to 1.5%, showing the same 

development as most of the insti-

tute groups within the analyses. 

There is no conclusive reason for 

the institutes from medium NPL 

countries being the least affected from these results, as they neither exhibit an ex-

tremely low amount of NPE, nor do they use forbearance measures very exten-

sively, which may hint at the fact, that their coverage of NPE is overall just more 

appropriate. 

 

 

The institutes from low NPL coun-

tries have also reduced their NPE-

Ratio from 1.9% to 1.5%, while re-

ducing their ratio of forborne NPE 

from 0.9% to 0.7%. Their NPE-Ra-

tio is very low throughout the 

whole observation period, which 

could explain the low impact of the 

Prudential Backstop even while 

their Coverage Ratio is substan-

tially lower than the ratios of the 

other institute groups, similar to the group of specialised institutes. 

Figure 29: NPE- and Forborne-NPE-Ratio of institutes from 
low NPL countries 

Figure 28: NPE- and Forborne-NPE-Ratio of institutes from 
medium NPL countries 
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3.4.4 Summary of results 

Summarising the group analyses, the Prudential Backstop has an extremely limited 

effect on the European banking sector, with most institutes barely facing any CET1-

deductions due to the Prudential Backstop. One main reason for this are that only 

exposures that were originated after the 25th of April 2019 and shortly after the orig-

ination turned non-performing would have any effect on the institutes, as the data 

only reaches until the 30th of June 2021. Further, only unsecured NPE would have 

an effect, as secured NPE would only start having a minimum required level of cov-

erage after three years since the classification as non-performing. Another reason 

for the limited effect is the Coverage Ratio of institutes, that on average exceeds the 

35% minimum required coverage for unsecured NPE. Due to this coverage, most 

exposures should, on average, be sufficiently covered, thus not showing a further 

effect. Further factors for a lower influence are that since the announcement of the 

Prudential Backstop, all institute groups viewed, except the group of specialised in-

stitutes, have reduced their NPE-Ratio, which is a positive development, intended 

within the Prudential Backstop, that also limits its effect on institutes.  

Nonetheless, the results show that institutes are affected differently based on their 

size, business model and home country. Larger institutes seem to be affected more 

than smaller institutes, institutes that more lean more into retail- and corporate-fo-

cussed business models tend to be more affected than G-SIBs and especially spe-

cialised institutes, which makes sense, since retail exposures often tend to be un-

secured, and institutes from countries with high NPL levels seem to be more af-

fected than institutes from countries with lower NPL levels. 

All the results from this analysis, are only an indication of the actual effect, the Pru-

dential Backstop might develop, as it is still early in it’s implementation and most 

NPE are not yet influenced by it. However, the overall reduction of NPE-levels of 

institutes in advance, before the Prudential Backstop starts having a bigger effect, 

seems to be a common measure across all institutes, alongside increasing the 

amount of forbearance applied to NPE. 

4 Conclusion 

Banking regulators and supervisors have put in significant efforts to reduce the lev-

els of NPL in banks that arose after the global financial crisis and to induce adequate 
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provisioning of performing and especially non-performing exposures. The alignment 

of the accounting and regulatory frameworks for provisioning to a high extent is also 

one of the measures taken by regulators, in order to enforce proper provisioning.  

The ongoing reduction of the average IRB-Shortfall throughout the European bank-

ing sector proves that the measures are taking effect and provisioning is becoming 

more timely and proper. The relatively stable average level of IRB-Excess, if there 

is an excess, within the banks, which in relation to the IRB-Shortfall increases, also 

exceeds the shortfall, further showing that more adequate provisioning is achieved. 

Nonetheless, institutes are affected differently based on their size, business model 

and their home country. Institutes from countries with higher NPL-Ratios are af-

fected more than institutes from countries with lower NPL-Ratios, which is relatively 

intuitive as the measures are aimed at reducing NPL-levels and establishing ade-

quate provisioning where it previously was not. Further, larger institutes show 

greater improvement than smaller institutes, hinting at a more strict enforcement for 

larger institutes, which is in line with the principle of proportionality of banking su-

pervision. When viewing business models, the most affected institutes are retail- 

and corporate-oriented institutes and G-SIBs which show a strong reduction in IRB-

Shortfall, with G-SIBs already having a relatively low amount of shortfall to begin 

with. Small and specialised institutes as well as institutes from low NPL countries 

are affected the least, with them also showing a relationship between profitability 

and IRB-Shortfall, which might indicate that these institutes use discretion within the 

accounting framework, in order to smooth or influence their profitability. 

The newest measure implemented, the Prudential Backstop, exhibits an extremely 

limited effect on institutes within the observed period, due to the very limited range 

of NPE falling within the conditions in order to be affected by a minimum coverage 

requirement, as only exposures originated after the 25th of April 2019 are included 

within the conditions laid out. This leads to only unsecured NPE that have been non-

performing for over two years having a possible effect, if they are not covered by 

provisions of at least 35% of the exposure value. Nonetheless, the slight effects 

observed could be an indication of the future influence that the Prudential Backstop 

may have. Larger institutes and institutes from higher NPL countries currently have 

the largest CET1-deductions due to the Prudential Backstop, with smaller institutes 

and institutes from low NPL countries showing the least. The most affected business 
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models are retail and corporate focussed institutes, followed by G-SIBs. Specialised 

institutes show almost no effect. Interestingly, the institutes with the lowest Cover-

age Ratio are the least affected. All institutes, except specialised institutes, which 

have a very low level of NPE, have reduced their NPE-Ratios since the announce-

ment of the Prudential Backstop and increased the relative amount of forbearance 

on NPE, showing that the announcement of the Prudential Backstop in combination 

with the other measures of banking regulation and supervision have exerted their 

planned effect. As the Prudential Backstop was implemented with the intention of 

overall increasing the Coverage Ratio of NPE, it has not yet delivered results in that 

regard, as the average Coverage Ratios of the European institutes have been rela-

tively stable at the level, when the Prudential Backstop was announced. This effect 

may develop in a couple of years, when the maturity conditions of the Prudential 

Backstop start to apply and more exposures fall within them. 

Future analyses concerning the further development of the effect of the Prudential 

Backstop could give insight into the actual effects and developments, as well as the 

measures taken by institutes to limit them, as the current observations are prone to 

be inaccurate as the effect of the Prudential Backstop is still extremely limited. 
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Table 2 European Banks viewed and their classification 
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Data variable Explanation 

Av_ Average 

N_ Number of observations 

Shortfall_ IRB-Shortfall data 

Excess_ IRB-Excess data 

Profitloss_ Profit and loss data 

Pb_ Prudential Backstop data 

NPE_Ratio_ NPE-Ratio data 

Coverage_Ratio_ Coverage-Ratio data  

NPE_Forb_Ratio_ Data on Ratio of forborne NPE 

Large Large institutes are viewed 

Medium (Size classification) Medium-sized institutes are viewed 

Small Small institutes are viewed 

GSIB Institutes with the G-SIB business model are viewed 

Ret Institutes with retail- and corporate-oriented business 

models are viewed 

Sp Institutes with specialised business models are 

viewed 

High Institutes from countries with high NPL ratios are 

viewed 

Medium (Country NPL classification) Institutes from countries with medium NPL ratios are 

viewed 

Low Institutes from countries with low NPL ratios are 

viewed 

Table 3 Data variables and their explanations 
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Table 4 IRB-Shortfall and -Excess data by size classification 

 
Table 5 Number of observations for IRB-Shortfall and -Excess data by size classification 
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Table 6 IRB-Shortfall and -Excess data of business model classification 

 
Table 7 Number of observations for IRB-Shortfall and -Excess data of business model classification 
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Table 8 IRB-Shortfall and -Excess data of Country NPL Classification 

 
Table 9 Number of obsersations for IRB-Shortfall and -Excess data of country NPL classification 
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Table 10 Prudential Backstop data of size classification 

 
Table 11 Number of observations for Prudential Backstop data of size classification 

 
Table 12 Prudential Backstop data of business model classification 

 
Table 13 Number of observations for Prudential Backstop data of business model classification 
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Table 14 Prudential Backstop data of country NPL classification 

 
Table 15 Number of observations for Prudential Backstop data of country NPL classification 
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