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is accounting to blame for the pandemic?

by Peter Hughes

Banks and airlines have something in common: they both have the potential to transform an isolated 
and sometimes freak event into a global economic crisis. In fact, any industry whose business is 
dependent on globally interconnected networks, whether digital or physical, possesses this awesome 
potential. 

Experience has demonstrated that network-fueled escalations of risk can be so devastating that 
commercial protective frameworks in the form of insurance and firms’ own capital reserves are not 
always able to buffer the resulting financial losses. This often leaves governments with little choice but 
to step in as insurers-of-last-resort with the taxpayer acting as underwriter.

The financial sector dubbed such escalations of economic fallout ‘systemic risk’. Systemic risk typically 
originates with a major, internationally active financial institution that occupies a pivotal role in globally 
interconnected electronic networks. If such an institution fails to maintain its operational integrity or 
becomes unable to fulfill its commitments to deliver cash or securities, there is an immediate knock-
on effect on other financial institutions. In effect, systemic risk relates to the potential of one influential 
financial institution to ‘infect’ many others that are operationally dependent on the same networks.

Airlines cannot be accused of originating the COVID-19 pandemic; however, they certainly played a 
role in its spread across the globe. In their annual reports, airlines consistently identify pandemics as 
a principal risk. For example, in its 2019 annual report (Form 10-K) United Airlines wrote, “An outbreak 
of disease or similar public health threat, such as the coronavirus, could have a material adverse 
impact on the company’s business, operating results and financial condition.” By any definition, this 
constitutes an accepted risk. 

The impact of the pandemic on the airline industry has been truly devastating. All airlines have suffered 
a material loss of revenues, and many are facing insolvency. Arguably, airlines are the architects and 
victims of their own disaster given their role in transporting infected passengers around the globe. 
Having identified pandemics as a principal risk and publicly disclosing it in annual reports, they found 
themselves woefully unprepared to respond as the real-life pandemic unravelled.

interconnected networks and systemic risk

the airline industry – a case study

In the case of systemic and pandemic risks, we are in the realm of operational risk. A fundamental accounting 
principle is the accrual concept which requires revenues and expenses to be accounted for when they are 
earned or incurred, not when they are settled through receipt or payment of cash. That being the case, it 
begs the question whether the expected losses associated with accepted risks should be accounted for in 
the form of loss provisions; after all, if a risk is accepted any probable loss associated with that risk is also 
accepted. 

In business, there is a truism; if you want to get senior management’s focus on an issue, hit their wallets. 
In the case of operational risk, that means finding a valid exposure quantification method that can be used 
to charge businesses’ profit & loss accounts with the probable cost of accepted risks. The weaker the risk 
mitigating infrastructure and processes, the greater the charge which adds to the cost of sales and services 
and reduces the dividends and bonuses that can be paid to investors and employees respectively. 

Presumably, accountants and auditors have not considered whether provisions for expected operational 
risk losses should be framed in GAAP (generally accepted accounting principles) given the current mindset 
that such risks cannot be quantified. 

Admittedly, the title of this article is somewhat tongue-in-cheek. Nevertheless, the absence of a requirement 
to account for the probable cost of accepted risks does have its consequences. In particular, it removes 
accountability for the effective mitigation of risk and opens the door to underinvestment in risk mitigating 
infrastructure and processes. This in turn allows firms to offer products and services too cheaply, creating 
opportunities to play fast-and-loose with customers, the environment, and public health and safety. Critical 
industries may also find false comfort in the expectation that governments will bail them out to avert an 
economic catastrophe.

The banking sector’s regulators have powers that allow them to mandate the setting aside of capital reserves 
for operational risks. However, this should not be viewed as a panacea for other industries. The absence 
in banks of explicit and dynamic quantification of exposures to operational risk gives the Basel Committee 
free rein to impose whatever minimum capital requirement it believes will protect depositors and taxpayers 
from any conceivable operating disaster. The result is well-managed and sophisticated banks being forced 
to hold inert and costly capital reserves well in excess of their operating requirements.

So, we are faced with a juxtaposition; in all likelihood, banks are holding excessive and costly operational 
risk capital reserves while other industries hold too little. This provides banks with an incentive to lead on 
finding an accounting expression for accepted operational risks, which might not be as difficult as they 
think.

operational risk and the role of accounting

a call for banks’ leadership
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by Alex Marinov

So, what is the history of this virus, and where did it come from?

In late December 2019, it was reported that there was an outbreak of a new virus in the Wuhan province, 
China. It led to the death of more than 3,000 people, while more than 81,000 tested positive, while many 
more went undiagnosed. The severity wasn’t widely understood until it led to an unprecedented three-
month lockdown, where people were confined to their homes and only the most essential of work 
continued such as grocery stores, hospitals, pharmacies, and others.

Initially, it was thought to be an isolated area of the disease, but it spread fast throughout China and 
sadly things took a turn for the worse when cases started appearing elsewhere in Asia, Europe, and 
the USA.

Italy recorded its first official case on January 29, but there weren’t enough restrictions in place and 
people weren’t following social distancing guidelines. This led to an outbreak, and the country was on a 
severe lockdown starting March 11 in an effort to stem the tide of ever-increasing infections and deaths. 
Since then it has spread throughout the globe, and unfortunately more deaths have been recorded. 

The immediate impacts from this virus are several:

The impact of this virus is very difficult to quantify currently as it is still ongoing but based on the 
number of causalities and infected population it has definitely become the number one agenda that 
needs to be resolved in the new decade.

2020 - the year a virus put the world on hold
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Covid 19 - brief history overview

• Affects elderly people disproportionately

• Easily transmitted

• No symptoms for up to 14 days, easing transmission

• Led to severe lockdowns across the globe in an effort to slow the spread of the disease
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