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European Financial Reporting Advisory Group
335 Square de Meeiis
1000 Brussels
Belgium
By email to: commentlenersiie{rag.org
24th May 2017

Dear Sirs,

Ref: EFRAG’s Public Consaltation — IASB’s ED/2017/3 ou Prepayment Features with
Negative Compensation

The bernational Swaps and Derivatives Association ("ISDA™Y is pleased for the opportunity
te respond 1o the above referenced Public Consultation on the Exposure Dralt CEDY) issued
by the International Accounting Standards Board (“1ASB™).

Furher to the advanced comments submitted to EFRAG™s Stalf o E7th May 2017 as it was

requested. please, find below the appendix to this letter with the final response cominen letter

to the TASB s £D, with our members” view on the referenced fopic.

Yours faithfully,
"

J.

/
s

Lisa Bomba Antonio Corbi
Chair of [SDA’s European Accounting Commiitee Direetor
Managing [rector Risk and Capital
Head of Accounting Policy & Advisory Group 1ISDA, Inc

Deutsche Bank AG

Appendix: ISDA™s comment letter submission (o the TASB s ED/2017/3
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range of dertvatives macket participants, including corporstions. investiment marmagens. government and supranational entities.
spmngs companies, encrgy and commmudstios frms, amd mermaional and regional banks, In additon to marhet participants.
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streng Corturmiment of the Assoeciation woward s primsry gosls) o buifd robust, stable frasciad markets and a strong Gnancial
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By email

24th May 2017
Dear Sirs,
Ref: JASB ED/2017/3 Prepayment Features with Negative Compensustion

The International Swaps and Derivatives Association ("ISDA™) is pleased for the oppornumnity
to respond to the above referenced Peblic Consultation on the Exposure Draft CED')Y issued
by the International Accounting Standards Board ("[ASB™).

Key Messages:

f

Our members appreciate the efforts of the [ASB (“the Board™) 1o seck to find a solution for
founs containing prepayiment features that could resull in negative compensation. Such Joans
are common and we agree with the Board that their measurement at amortised cost provides
more relevant information where they would only fail the SPPI conditions because the
compensation in the event of prepayment may be negative

it is important that this issue is dealt with wrgently, given that the IFRS 9 application date is
only seven months away for most banks. In view of this timetable, our members believe it is
important for the Board to limit any amendments made to IFRS 9 and, more specifically, to
matters necessary to address the issue that was submitted to the IFRS Interpretations
Committee. They do not think it is appropriate for the Board to add more interpretative
puidance by means of additional Basis of Conclusions paragraphs into the literature, which
could have upintended consequences for other financial instruments.

In particular, our membess are concerned sbout the implications of paragraph BC (8, that a
loan prepayable at fair value would not meet the $PPI conditions, even if compensation is
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only positive, They are concerned because this could be read to mean that there would be a
simifar problem if a loan is prepayable at an amount based on changes in a benchmark rate
plus credit spread, since the majority of the changes in a loan’s fair value is driven by just
these two components, Loans which prepay based on changes in a benchmark rate plus credit
spread, of oil changes in the benchmark rate only. are common for many prepayable loans
with onby positive compensation,

Prepayment ot a value which includes both the change in the benchmark rate and the credit
spread puts the lender in economically the same position as if it had taken the proceeds and
reinvested them in a loan with the same terms as the one prepaid. This is consistent with
BC 14(a). which refers 1o *an amount “which will compensate the borrower for having to pay
a higher rate if it enters imo @ similar arrangement”™. Further, BC1S refers to “the relevant
market interest rate’, without defining it. A natural reading of this phrase would assume that it
is a rate which includes credit spread and the other features that a market participat would
take into account in caleulating the air value of a tinancial instrument. Indeed, the net present
vatue of the change in the relevant market interest rafe is in many cases the change i the
instrument’s fuir value,

Consequently our members request that most of the BC section of the proposed amendments
is deleted, 1 BCLS is not deleted it should at least be amended to make it clear that
compensation may include not only the change in a benchmark rate but also the credit spread.

Most of our members alse have considerable concerns with the second condition. set owt in
proposed paragraph B4 1ZAGR) thar the fuir value of the prepavment option has
insignificant fair value on initial recognition. With this condition the amendment is very
sarrow and may mean that many common plain vanilla loans will be required to be recorded
at fair value through profit or loss, such as where compensation is caleulated by reference toa
colluteralised vanilly interest rate swap.

I will alse impose an operational burden.  Consistent treatment of positive and negative
compensation arrangements would result in a more prineipled standard, would allow more
plain vanilla instruments to benefit from the amendment and would ease transition and
endorsement by the ELL Therefore these members believe that the amendment should be
fimited to permitting negative as well as positive compensation, as Jong as it is reasonable

compensation,

Yours faithfudly,

. C
J—
LS E _ _ .
Lisa Bomba Antonio Corbi
Chair of ISDA’s Curopean Accounting Commitiee Director
Managing Director Risk and Capital
Head of Accounting Policy & Advisory Group ISDA, Inc

Deutsche Bank AG
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Appendix — Responses to specific questions raised by the IASB

Question T — Addressing the concerns raised

Paragraphs BC3-BC6 describe the concerns raised abowt the classification of financial assets
with particular prepavment features applying IFRS 9. The proposals in this Exposure Draft
are designed {0 address those concerns,

Do you agree that the Board should seek to address those concerns? Why or why not?

Our members agree with the concerns as stated. There are a significans number of financial
instruments that have prepayment features with negative compensation that otherwise meet
the SPPL conditions and are regarded as relatively simple and normal “plain vanilla’
instruments, as described in paragraph BC16 of the ED. Measuring these instruments at fair
value through profic or loss (FVPL) would not provide more useful information than
amortised cost or fair value through other comprehensive income,

Symmetrical prepayment arrangements are often included in Joan agreements, not as a means
to allow the borrower to speculate on interest rates, bul to provide more equitable settlement
should the customer’s circumstances change and the loan is no fonger required. In the cose of
some mortgages these arrangements are required by law and for many products they are a
consequence of market practice.

Question 2 - The proposed exception

The Exposure Draft proposes a narrow exception to 1FRS 9 for particular financial assets that
would otherwise have contractual cash flows that are solely puyments of principal and interest
but do net meet that condition only as a resubt of a prepayment featore. Specifically, the
Exposure Drafl proposes that such a financial asset would be eligible to be measured at
amortised cost or at fair value through other comprehensive income. subject 10 the assessment
of the business model in which it is held. if the foliowing two conditions are met:

a) The prepayvment amount is inconsistenl with parngraph B4 111 {b} of IFRS 9 only because
the party that chooses to terminate the comtract early {or otherwise causes the early
lermination to oceur) may receive reasonable additional compensation for doing so; and

b) When the entity initially recognises the financial asset, the fair value of the prepayment
feature is insignilicant.

Do you agree with these conditions? Why or why not? If not, what conditions would you
propose instead, and why?

Ma]y of our members have concerns with the proposal as drafted.
A. The condition that the initial fair value of the prepayment feature is insignificant

Our members agree with the first condition but many of our members regard the second
(proposed paragraph B4.1.12Adh)) as lacking a technical justification and as unnecessarily
restrictive. The second condition will have the counterimuitive effect that instruments are
most likely to meet it if the prepayment would be ot fair value, which according to BC18
would not qualify for the exception. see below. Indeed, these members are concerned thas a




large number of “plain vanilla’ corporate loans may not qualify. For instance. as
acknowledged in BC24. the prepayment option in a loan that may be prepaid by the borrower
at an amount based on the present vidue of a benclunark rate may have a fair value on original
recognition that is not insignificant, because the borrower would not be compensated for
movements in the borrower’s credit spread. Moreover, it will be operationally challenging for
banks to have o determine whether the second eriterion is met for all loans that allow
negative compensation and not just those to which paragraph B4.1.12 applies.

The reason set ont in BC21 for including the second criterion is to mindimise the oceurrence of
B5.4.6 adjustments. Many of our members have tiree main concerns with this.

Firsi. prepavable assets that would meet the requirememts of B1.1! even withowt this
amendment may show cateh-up adjusiments in accordance with B5.4.6, This will be the case
whenever there are significant costs or fees associated with the asset. or an introductory low
rate of interest followed by a step up in the rate. requiring the caleulation of o "blended”
effective interest rate. as is common with many mortgage products. There will be B3.46
adjustments whenever there are changes in prepayment assumptions.

Second. the fair value of o prepayvment option is not a good measure of the likebihood of it
being exercised. as borrowers do not normally chose to prepay in order 1o make Tair value
gains but for operational purposes or to manage their interest rale costs, [f a prepayment
aption has an jnsignificant fair value this may be because prepayment is not expected but will
also be the case if the tender is indifferent o fts oceurrence, such as when prepayment is at
fair value,

Third. it is not clear to these members why there is a proposed condition that the fair value of
the prepayment option is not significant on original recognition for two way compensation
arrangemends, given that there is no similar condition for one way arrangements, unless
B4.1.12 applies.

The proposed condition will alse make transition more difficult and may impede endorsement
by the EU (see Questions 3 and ).

In summary. many of our members consider that the condition set out in proposed paragraph
B4 1 12A(b) is not necessary and should be removed from the proposed amendment. They do
ot believe an allernative condition is reguired.

B. Prepayment at Fair value

Although BCT8 makes it clear that a prepayment at fair value would not be reasonable
compensation. our members are concerned that such an impertant element of the Boeard's
thinking is intraduded through a BC, Tt will, of course, be equally relevant for any instrument
which can be prcp‘Lid at fair value where there is no negative compensation. This gsié([:mcc
goes bevond a narrow scope amendment and our members are concerned as to why it s
needed ~ especially at this fate stage. so close to application of the standarcd - given that the
wopic of the ED is prepayment features with negative compensation, rather than what
constities reasonable compensation,

Our members would prefer the refecences to prepayinent at fair value in the BC to be deleted.
But should they be retained, they are concerned because this could be read to mean that there



would be a similar problem if a loan is prepayable at an amount based on changes in a
benclunack rate plus eredit spread, since the majority of the changes in a loan’s fair value is
driven by just these two components.  However, compensation based on the change in
benchmark rate and credit spread is relatively common and is regarded by lenders and
borrowers as reasonable compensation. Should they be retained, our members request that it
is clarified that the references to fair value are not intended 1o include prepayment based on
the change of a collateralised interest rate swap plus the borrower’s credit spread.

This approach would be consistent with BC13 whiclt refers 1o “the relevant market interest
rate’, without defining it. A natural reading of this phrase would assume that it s a rate which
includes both the benchmark rate and the credit spread. It is also supported by BCl(a),
which refers to an amount which ~will compensate the borrower for having to pay a higlier
rale if i enters into a simitar arrangement”, which would encompass both the change in
benchmark rate and crednt spread. although BC 24 provides as an example of a “relevant
market interest rate” only the benchmark rate. It would be helpful if it were made clearer that
the relevant market rate may inclade both the benchmark rate and the eredit spread,

C. Prepayment at an amount that includes the fair value of a hedging instroment

The wording of paragraph BCI8 on financial assets that are prepayable at an amount that
includes the fair value of an associated hedging instrument. is ambiguous. As worded, it
implies that some such arrangements will qualify for SPPE without saving what these are, If
the Board has in mind that prepayment based on the fair value of plain vanilla, collateralised
interest rate swaps {which therefore are not exposed to the credit risk of the swap
counterparties) would qualify, it wouid be helpfut to make this clear by way of guidance.

It is important that arrangements including the prepayment value of a hedging instrument
should gualify to be recorded at amontised cost, since pot only are they common, but this is
olten the most practical, fair and unambiguous method of determining the ner present value of
a change in a benchmark interest rate.

It is therefore of concern to many of our members that, according 10 BC 24, instruments
where the prepayment compensation is based on the fair value of such a swap, may not meet
the SPPI conditions because the fair value of the prepayment option is not insignificant at the
autsel {see A. above).

D. The two exceptions are exclusive

BCIY reguires that an entity may not apply both $4.1.12 and B4.1.12A. without making it
clear why this should be so. Our members are concerned that, without this ability. plain
vanilla instruments that will be able to be recorded at amortised cost because of the proposed
amendment. will not qualify it acquired subsequent 10 originaion. Not oniy will this affect
purchases in the secondary market but also business combiftations. It is possible that a
takeover of one bank by another may require a signilicant portion of the acquiree’s balance
sheet to be subsequently recorded at FVPL in the acquiror’s accounts.

The inability 16 apply both exceptions would, as worded, also appears w mean that any
financial asset that is prepayable with negative compensation would not qualify as SPPL if
acquired when distressed, This does not make sense: if a borrower is in financial difficulty

they will be very anlikely to prepay. vet this treatment is implied by the example provided in



BC 19, which refers to the asset being acquired "ot a significant discount 1o the contractual par
amount”. Consistent with the principles ol the SPPL criterion. it should be possible to be able
to ignore the prepavment feature iF it no longer has commercial substance, and @t would be
helpful if this were made clear.

Question 3 — Elfective date

{ For the reasons set out in paragraphs BC23-BC26. the Exposure Draft proposes that the

| effective date of the exception would be the sume as the effective date of IFRS 9; that is,
" annual periods beginning on or after | January 2018 with early application permitted.

- Do you agree with the proposal? Why or why not? 1f you do not agree with the proposed
: effective date. what date would you propose and why? In particular, do vou think a later
© effective date is more appropriate (with early application permitted) and i so why?

Our members puree with the proposed effective date. However. as noted in response to
question 2. there are a number of difficulties with the proposed criteria and views expressed
it the BC, and it may be necessary 1o amend the eriteria 1o help ensure that the amendments
are endorsed by the EU in time to be applied when [FRS % is first applied.

Question 4 - Transition

For the reasons set out in paragraphs BC27-BC28. the Fxposure Drafi proposes that the |
exception woultd be applied retrospectively. subjeet to a specific transition provision il doing
s0 is impracticable.

a) Do vou agree with this proposal? Why or why aot? I not, what would vou propose instead
and why? ‘

- As deseribed in paragraphs BC30-BC3 1. the Exposure Draft does not propose any specific
provisions for entities that apply IFRS 9 before they apply the exception.

by Do you think there are additional transition considerations that need to be specificatly
addressed for entities that apply IFRS 9 before they apply the amendments set out in the
i Exposure Draft? If so. what are those considerations?

Our members agree with the proposed transition provisions, althaugh they could be simplified
if the conditions proposed i paragraph B4.1.12A {h) were omitted.

Other comments

Much of the guidance in the proposed amendment is contained in the BC. For instance. it is
only in Ilju: BC (BC 18) that it is said that prepavment at fair value would notjmect the SPP
conditions. Guidance of this importance should usually be included in the stamard, but given
that this does nol refate o makters necessary to address the issue that was submitted to the
IFRS Ingerpretations Commitiee, our members would prefer it not 10 be included m the

amendment at all.



