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Cormac Butler explains very well the defective international accounting standard IAS 39. 
Essentially the standard is drafted for EU law, but the guidance notes which are explicit on 
points of detail were drafted with United States law in mind. This obviously creates 
confusion – banks recorded artificial profits and paid flawed bonuses even on loss making 
transactions.  
 
Ireland suffered from this particularly badly due to some specific quirks in the system as 
applied to Ireland. A PwC document from 2004 called “Joining the Dots” [attached] correctly 
identified that banking regulation known as the Basle Accord relied on banks recognising all 
losses to comply with company law, in particular the  EU Capital Maintenance rules, which 
ensures that banks only pay dividends out of genuine profits.  
 
The Basel rules require banks to have an additional layer of protection beyond what is 
required of normal companies.  If banks are well capitalised, the inter-bank market where 
banks borrow and lend with each other can operate efficiently.  Whilst company law protects 
creditors and shareholders, the Basel Accord contains additional capital requirements to 
make banks safer. This is why banks, before the crisis could borrow at cheaper rates than 
most companies.  
  
The PwC document referred specifically to the problem with then recently revised IAS 39, 
but drew the wrong conclusion that the Basle Accord had compensated for the IAS 39 
problem. It hadn’t. At best it took just one year’s forward losses, and then divided that by 
two, assuming that half the loss goes to creditors and half to subordinated debt, because the 
Basle Accord was concerned with allowing a bank to go into run off. 
 
However, with the IAS 39 Basle combination, banks concealed losses, then failed to be going 
concerns (which means that investors would not touch them at a time when they needed 
capital). Ireland, the UK and parts of the US system were worst affected.  
 
However, some countries like Australia had introduced safeguards to counteract the problem 
with IAS 39. Australia created an additional standard. [Attached].  
 
Much of Continental Europe had a natural correction too, as they did not permit IAS 39 in the 
accounts of banking companies. IAS 39 was only compulsory in the consolidated accounts 
of listed companies. So a French bank like Soc Gen, would have proper numbers in the 
accounts of banking companies, which undertook business with proper internal and public 
accounts.  

The UK and Ireland in contrast 1) did not adjust for the defect in IAS 39, 2) did permit IAS 
39 in banking companies as an option, and 3) went a further step forward and permitted it for 
internal management accounts as well.   
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And finally, although Ireland and the UK merely permit IAS 39 in banking companies, 
rather than require, thus using UK/Irish GAAP was an option and could have corrected it; 
the UK and Ireland share a standard setter, the Accounting Standards Board. That copied IAS 
39 into UK/Irish GAAP thus failing the system at that level too.  

That is why the banking crisis in ordinary Irish and UK high street banks and building 
societies was near systemic.  

I say near systemic, because the 4 main London based clearing banks, HSBC, Lloyds, 
Barclays and NatWest seem to have had controls through choice that did make proper 
adjustment despite the standards and regulation. The ones that didn’t were e.g. Alliance and 
Leicester, Allied Irish Banks, Anglo Irish Bank, Bank of Ireland, Ulster Bank, Co-op Bank, 
HBOS, the ex-London parts of RBS, etc. A fuller analysis is set out in the Local Authority 
Pension Fund Forum analysis “Banks Post Mortem” [attached]. 

My simple conclusion is that accounting standard setting must have legislative standard of 
scrutiny, compromise and errors will jointly tend to towards the direction of convenience that 
runs against the public interest. 


