
Mechanisms of Off-Ledger to On-Ledger Conversion in 
Banking 

Off-ledger items become on-ledger when certain contractual, regulatory, or economic 
conditions materialise. The process can occur through obligation crystallisation, 
accounting recognition (IFRS, US GAAP), or risk realisation. Below, the conversion 
processes are analysed per category: 

 

I. Contingent Liabilities and Commitments 

Off-Ledger Item Conversion Mechanism 
Letters of Credit 
(L/C) 

Once a drawdown occurs, i.e. the beneficiary presents compliant 
documents, the bank’s contingent obligation materialises as a loan 
or payment, entered on the general ledger. 

Bank 
Guarantees 

If the guaranteed party defaults (e.g. client fails to perform), the bank 
must pay—this payment is then booked as a loss provision or 
receivable. 

Undrawn Credit 
Lines 

Once the client draws funds, the facility becomes an on-ledger loan 
asset. Under Basel III, even undrawn commitments attract credit 
conversion factors (CCF). 

Bankers’ 
Acceptances 

Upon acceptance, they are off-ledger; however, when discounted, 
settled, or bought back, they become an on-ledger trade finance 
asset. 

Accounting Reference: IFRS 9 (Recognition of Financial Instruments upon 
materialisation) 

 

II. Derivatives and Structured Products 

Off-Ledger Item Conversion Mechanism 
Interest Rate 
Swaps, FX 
Forwards, CDS 

If the bank recognises fair value movements or hedge accounting 
under IFRS 9/ASC 815, mark-to-market (MTM) values are 
recorded on-ledger. Notional remains off-ledger unless settled. 

Options, Futures, 
Synthetic 
Structures 

Once exercised, defaulted, or settled, they appear on-ledger as 
income, expense, or asset. Margin calls may also create ledger 
receivables/payables. 

Structured Notes 
with Embedded 
Derivatives 

The host instrument is often on-ledger; embedded derivatives 
become on-ledger if bifurcated and separated per IFRS 9/ASC 
815. 

 

 

 



III. Securitisation and SPVs 

Off-Ledger Item Conversion Mechanism 
Loan 
Securitisation 

If risk retention exceeds thresholds (e.g. >50%), or control is not 
fully transferred, the assets must remain on balance sheet (IFRS 
10 + IFRS 9 derecognition rules). 

ABC Paper 
Conduits 

If support is provided by liquidity lines or guarantees, exposures 
return to the balance sheet. Basel imposes risk-weighted asset 
(RWA) requirements. 

Synthetic 
Securitisations 

Default triggers in the underlying portfolio activate protection 
payments, booked as losses or on-ledger derivatives. 

Regulatory Reference: Basel III Pillar 1 and CRR (Capital Requirements 
Regulation) 

 

IV. Fiduciary and Custodial Activities 

Off-Ledger Item Conversion Mechanism 
Client Securities 
in Custody 

Normally never on-ledger. However, client default or collateral 
reuse (rehypothecation) may force recognition of economic 
exposure. 

Fiduciary 
Accounts 

Breach of fiduciary duty, improper segregation, or insolvency may 
bring claims or liability onto the books. 

Collateral Held If seized, pledged, or default-triggered, collateral becomes a bank 
asset and enters the ledger. 

 

V. Operating Leases (Pre-IFRS 16) 

Off-Ledger Item Conversion Mechanism 
Leased Property 
or Equipment 

Under IFRS 16 and ASC 842, virtually all leases are now 
capitalised, appearing as a right-of-use asset and lease liability. 
Transition occurred 2019 onward. 

 

VI. Shadow Credit Creation 

Off-Ledger Item Conversion Mechanism 
Discounted Trade 
Paper 

Once discounted and settled, paper becomes a receivable, 
booked on the ledger. 

Factoring / Invoice 
Discounting 

Non-recourse: remains off-ledger. With recourse or control, 
must be recognised as loan asset. 

Back-to-back 
Lending 

If indirect or hidden exposure materialises (e.g. through 
guarantee failure), it crystallises as a direct credit exposure. 

 

 



VII. Trust and Agency Functions 

Off-Ledger Item Conversion Mechanism 
Syndicated Loans 
(non-lead) 

If agent assumes funding role temporarily, the balance appears 
on ledger. 

Escrow Accounts Upon fraud, breach, or control issue, funds may be treated as 
liabilities or bank assets. 

Paying Agent Unremitted payments or retained funds may trigger regulatory or 
counterparty claims, requiring ledger impact. 

 

VIII. Correspondent Banking / Settlement Instruments 

Off-Ledger Item Conversion Mechanism 
KTT, MTN, SBLCs not 
yet settled 

Once authenticated, cleared, or executed via SWIFT or RTGS, 
they materialise as ledger cash positions or securities holdings. 

Pending 
Nostro/Vostro 

Upon settlement (T+2), balances shift to on-ledger interbank 
receivables or payables. Banks are required to match internal 
ledger with actual balances. 

 

IX. Other and Digital Examples 

Off-Ledger Item Conversion Mechanism 
Tokenised Deposits 
/ Wallets 

In pilot phases, they are off-ledger. Once integrated with core 
systems or backed by liabilities, they must be booked as digital 
liabilities. 

Pending Securities 
Trades (T+2) 

On trade date: off-ledger. On settlement: recognised as assets 
or liabilities under IFRS 9. 

Hybrid Capital 
Instruments 

When regulatory recognition is approved, instruments may be 
booked under Tier 1 or Tier 2 capital. 

 

Implications and Strategic Use 

• Accounting Arbitrage: Banks use off-ledger positioning to optimise capital and avoid 
undue leverage ratios. 

• Risk Management: Through netting agreements, collateralisation, and SPV ring-
fencing, risk is legally insulated but economically linked. 

• Basel Conversion Factors: Items with >0% CCF (e.g. 20% for L/Cs, 50% for credit 
lines) are partially treated as on-ledger for capital calculation. 

 
 
 
 



Visual Summary of Flow 

OFF-LEDGER → Trigger (default, execution, IFRS rule, control failure, settlement) → ON-
LEDGER 

These flows are critical to understand in stress-testing, resolution planning 
(TLAC/MREL), and central bank oversight. 

 

Final Remark 

The off-ledger architecture in modern finance is not a loophole—it is a designed, modular 
extension of the ledger enabling liquidity, complexity, and scalability. However, under 
duress or audit, the off-ledger becomes ledger, exposing its embedded liabilities, often 
when least desired. 
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