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Dear Sir David

Supplement to Exposure Draft ED/2009/12mortised Cost and | mpairment

Deloitte Touche Tohmatsu Limited is pleased to respond t&BIB’'s Supplement to the exposure draft
ED/2009/12 Amortised Cost and Impairme(ithe Supplement’).

We support the IASB and FASB's joint efforts to readoasensus on amortised cost and impairment
accounting. We also support the IASB’s broader effodeteelop IFRS Financial Instrumentsis a
replacement to IAS 3Binancial Instruments: Recognition and Measurem&he amortised cost and
impairment requirements are a critical part of thigemto

We appreciate the efforts both Boards have made in dewglppposals for a more operational expected
loss model. Clearly understood and operational amortisé@odsmpairment measurement

requirements are critical to the success of a mixeglsorement model. The Boards are to be commended
in trying to develop proposals that cater for complex quetfolios.

We are generally supportive of an approach that recogniseméf expected credit losses for performing
assets (‘the good book’) on a time proportional basis witinamam floor and recognises immediately
lifetime expected credit losses for assets thatdam®ified as non-performing (‘the bad book’) in full.

This approach is a compromise by the two Boards anddesdhe objectives of deferring income for the
credit risk premium associated with non-payment of theda@r and the objective of ensuring that when
credit losses occur they are recognised in full. We reseghat a minimum floor is necessary with a
time proportional approach as there will be scenaniaghich the losses recognised under the time
proportional approach will not result in a faithful reneison in the balance sheet of the amount of
impairment. However, we are not supportive of the inclusian‘bigher of test based on an assessment
of credit losses expected in the ‘foreseeable futureagsets in the good book. We believe that neither
which losses this test is trying to capture nor how torgete the foreseeable future time horizon is clear
from the Supplement. We are also concerned that the timehawill be subject to change and that there
will be a lack of comparability across entities. Asatbabove, we appreciate, however, the need for a
‘higher of' test to ensure that impairments are recogrosed timely basis for non-performing loans that
have not yet been identified as ‘bad loans’ by an estiigk management. To achieve this, we believe
that accelerated loss recognition should be required thigetime proportional approach does not result
in sufficient recognition of impairments, but that thiselecation should be based on an incurred basis
similar to that currently applied in IFRSs and US GAARis will have the benefit of utilising existing
concepts and methodologies. We also believe the current indossethodel can be enhanced with
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further implementation guidance on when losses are irccarré how such losses should be measured.

We are concerned though that, should both Boards devéiagliaed standard applicable to single loans
and closed portfolios based on their proposed model ame&nded model, and conclude on all the other
aspects of the project, such as the measurement of a®zbs| that are not included in this Supplement,
that there will be application issues and unintended conseggieiinich cannot currently be foreseen. We
therefore believe that, following the Boards' re-debitiens, the entirety of amortised cost and
impairment proposals should be re-exposed in theiretptiwith a relatively short comment period, to
give constituents the opportunity to understand the full picithis. would also allow some field testing

of the final proposals. We consider that a small deldyatisation of IFRS 9 will be worthwhile if it
reduces the number of application issues that will &rese the finalised standard.

If you have any questions concerning our comments, pleassectdaronica Poole or Andrew Spooner
in London at +44 (0) 207 007 0884 or +44 (0) 207 007 0204 respectively.

Yours sincerely,

Veronica Poole
Global Managing Director
IFRS Technical



Appendix
Responses to Invitation to comment

Question 1

Do you believe the approach for recognition of impairment desibed in this
supplementary document deals with this weakness (ie dela/eecognition of expected
credit losses)? If not, how do you believe the proposed modélould be revised and why?

We note the Boards are proposing an expected loss thaded very different from the present
incurred loss models in IAS 39 and US GAAP and is designeekcbgnise expected credit
losses earlier. The model for determining the allowamncassets in the ‘bad book’ (immediate
recognition of expected lifetime losses) is an appropaatkeffective way of dealing with credit
losses in respect of those assets. For assets ‘mothe book’ we believe the time proportional
element of the model (an allocation of lifetime ectee losses) also helps to overcome the
weakness of an impairment model based solely on incurssdddy accelerating the recognition
of expected credit losses. We note that the minimilowance amount for the ‘good book’ as
proposed in the Supplement is an attempt to acceleratefihe recognition of expected credit
losses (specifically those expected to occur in thesémable future). However, as detailed in
our response to Question 3 we have major concernsheitim¢lusion of a floor based on credit
losses expected in the foreseeable future on conceptuads;,cas well as with the auditability
and comparability of the resulting allowance. As dethih our response to Question 9(c) in
circumstances of macroeconomic turmoil the approachogeapin respect of the good book
could result in the allowance being reduced through thedeeble future time horizon being
judged to have shortened. Therefore, the Boards shouldleoasmodification to the proposed
model in the form of a minimum allowance for the goodlbthat is based on incurred losses
similar to that under current GAAP rather than logsgrected in the foreseeable future.

The issue of measurement of expected credit lossepgased to the timing of their
recognition) is not within the scope of the Supplemedtisusubject to further Board discussion.
We believe that this outstanding piece is critical tdeustanding how the model will function in
practice and whether it will overcome the criticismshaf incurred loss model and be
operational and understandable. Specifically, as notedrinesponse to Question 4, and
contrary to the tentative decisions made at the Boghs'meeting on 22 March 2011, we
continue to believe that a full probability weighted ectpd value approach, whilst being
permitted, should not be the minimum requirement isiedumstances and that recognition of
credit losses should be subject to an appropriate prapdbreshold.

Question 2
Is the impairment model proposed in the supplementary doguent at least as operational
for closed portfolios and other instruments as it is foopen portfolios? Why or why not?

We support applying the same impairment model to singlesas$eted portfolios and open
portfolios. Having multiple impairment models would be undrdynplex and potentially allow
arbitrage between different models depending on how aoporis structured. Further, it would
be inconsistent with one of the aims in reforming impant being to remove the multiple
impairment methodologies in IAS 39 and US GAAP.



The principle behind the approach in the Supplement ddréifitiating how impairment is
recognised depending on how the credit risk is managed v&n¢l® closed portfolios and

single assets. We believe that this approach coutddoke operational for such assets. However,
consistent with our view on the approach applied to the gook for open portfolios (as
expressed in our response to Question 3) we believenttia case of single assets and closed
portfolios the minimum allowance should be based ouried credit losses rather than losses
expected in the foreseeable future. Also, additional agipdic guidance may be necessary. In
particular, we encourage the Boards to provide clarifinaloout the following issues:

. For a closed portfolio, whether the approach would r@saltzero allowance for the ‘good
book’, if all of the expected lifetime losses wereggorally (and continue to be) due to
assets that have been moved to the ‘bad book’. We egeotlma Boards to observe that
this may be an appropriate outcome.

. For single assets, whether an entity should includediahassets held in hypothetical
portfolios of similar items (that it does not hold) ttsere that the assessment of
recoverable cash flows factors in any risks arisinpeportfolio level that might not yet
be present at the single asset level (we also notesshis in our response to ED/2009/12
in June 2010). We encourage the Boards to clarify thatté#y shall test for impairment
based on what the entity holds (that is, not basdd/pathetical portfolios). An entity that
holds only a single asset should not be required (or gedhito assume that it holds a
portfolio of assets. The risk profiles of these twowmnstances are different.

. For single assets, how expected credit losses arairada¥Ve note that at their joint
meeting on 22 March, the Boards tentatively decidedetk@aeécted losses should be
estimated using a probability weighted expected value (dliexe were some differences
of views between FASB and IASB members). Consistetfit the view expressed in our
response to ED/2009/12 in June 2010, we believe that, whilstasuapproach should be
permitted, it should not be the minimum requiremenh&sswould introduce unnecessary
complexity in many cases including those of some individaséts. Also, the recognition
of expected credit losses should be subject to a probahiléghold (such as it being more
likely than not that an entity will not collect thal contractual cash flows). This would
eliminate the burden of estimating and re-estimating egdesredit losses in cases where
there is a very low probability of losses (e.g. cartibt securities, short-term receivables
due from highly credit rated entities, lending securedsseta where the security’s value
is a multiple of the nominal of the loan, debt guaraditey a highly credit rated parent,
etc). Whilst such a threshold would also be desirablegen and closed portfolios it
would be particularly important to making any expected losdeth(both the one proposed
in the Supplement and the alternative model we proposeriresponse to Question 3)
operational in the case of single assets.



Question 3
Do you agree that for financial assets in the ‘good book’ it is gwopriate to recognise the
impairment allowance using the approach described above? Why orhy not?

We support the objective of an amortised cost and impatrmedel that aims to depict

faithfully the economics of lending transactions. Tihee proportional element included in the
proposed ‘good book’ attempts to achieve this. We also bdl@tehere is the need to
supplement the time proportional element with a mechafuisaccelerating loss recognition in
order to avoid assets with incurred losses being measuagabaints that are not conceptually
justified. However, we have concerns about the agad book approach described in the
Supplement, and specifically the floor as proposedarSipplement (i.e. credit losses expected
in the foreseeable future). Our major concerns arellasvs:

» We are concerned that the concept of the foreseasghie fis difficult to define
adequately. Paragraph of B11 of the Supplement defines dseéable future as “the
future time period for which specific projections of eigeaind conditions are possible
and the amount of credit losses can be reasonahiyatetl based on those specific
projections”. We believe that it will be difficult fpreparers to determine how specific
projections have to be, what qualifies as an ‘evamd’ ‘aondition’ and how in practice to
apply a threshold for a ‘reasonable’ estimation ofalm®unt of credit losses. It is not
clear how forecasting these loss events and their ingreithhe amount of credit losses is
distinguishable from determining credit losses for thelifel of the portfolio (i.e. loss
events beyond the foreseeable future). Whilst we ackagwléhat establishing an
appropriate impairment allowance is inherently judgememgabelieve the lack of clarity
over the concept of foreseeable future will resulagcklof comparability to an
undesirable extent and difficulties in terms of auditimg judgements made.

* As noted in our response to Question 9 (d), we noteliadtme horizon for ‘the
foreseeable future’ could be subject to change due to mao@eaocircumstances. In
particular, in circumstances such as the recent gfotzadcial crisis this period of time
may well be judged to have shortened. In many scen&i®gbuld have the effect of a
decrease in the allowance amount which we believenatathe intention of the Boards.

* We note that the floor as proposed in the Supplemeuatdwo some circumstances result
in the recognition in profit or loss of expected crealisks at initial recognition as the
losses expected in the foreseeable future will be gréaerthe time proportional
amount (which will be zero). Upfront recognition of atddsses would not be consistent
with the objective that the allowance depicts theneaacs of lending which is a concept
that underpins the time proportional approach.

* We believe the Supplement is not clear what credselesre intended to be included in
the minimum allowance. It is not clear whethesibnly contractual cash flows due in
the foreseeable future that are not expected to be paie bpthower (i.e. cash losses),
or whether it is losses that will arise due to credings that are expected to occur in the
foreseeable future (i.e. incurred losses).

Our further comments on the floor proposed in the Supai¢are detailed in our response to
Question 9. In summary, the floor proposed in the Suppiemeot conducive to meeting the



objective of amortised cost measurement as proposéd BED/2009/12 tdprovide information
about the effective return on a financial asset or financial liabilityligcating interest revenue
or interest expense over the expected life of the financialment”. Whilst we accept the need
for a time proportional allowance to be subject to mimmum, we believe the floor as proposed is
not a conceptually well defined, appropriate or auditablermim. Given the shortcomings of
the proposed approach as described above, we are condeond as a basis of establishing
allowances for the ‘good book’ and would strongly encouthgdBoards to consider other
approaches such as the one described below.

Alternative approach
General outline

To address our concerns we believe that the Boardddseéxplore an approach for the good
book that retains the time proportional element balkes it subject to a minimum allocation
requirement of a different nature to that proposetdenSupplement. Specifically the alternative
model would establish an allowance for the good book shaei higher of:

(a) the time proportional amount (as per the proposed agipycand
(b) incurred credit losses determined on a similar hasisirrent IAS 39 and US GAAP.

Under this approach, recognition of expected losses i¢edatel in certain cases to ensure that
the level of allowance is sufficient to absorb inedrcredit losses that have taken place to date.
We also believe that for the purposes of the abayeinrements the Boards should consider
enhancing the current incurred loss model (as per currentPash further implementation
guidance on when losses are incurred and how such klsselsl be measured.

Application of the “higher of” determination

In applying the *higher of concept as laid out above weelielan entity would have to make a
judgement as to whether any incurred losses affected opbc#isally defined group of assets
within the ‘good book’ (e.g. based on geography) or the whgoled book'. If the former were
true then the ‘higher of’ calculation would be appliegarately to the group of loans affected by
the event and separately to the remaining loans irgth@d book'. If a loss event did not affect a
discrete, well defined segment of the ‘good book’ the ‘@ighf’ determination would be made

at the level of the ‘good book’ as a whole.

For instance an entity may have an open portfolicoaamer loans that includes loans made to
individuals throughout a country but a loss event (e.guc®of the city’'s major employer) has
affected expectations of cash flows only on loans nadividuals in a particular city. In such
a case an entity would apply the ‘higher of determinasieparately to the loans made to
residents of the city in question and to all other doiarthe ‘good book'. In respect of the loans
made to residents of the particular city the entitylda@ompare the incurred loss amount as a
result of the loss event with the time proporticedédcation of lifetime expected losses in respect
of that population of loans. In respect of the loartsaffected by the loss event, applying the
‘higher of approach as laid out above would generally nestablishing a provision equal to

the time proportional amount for that population of Bé&wssuming the incurred losses for that
segment are less than the time proportional amoBwtgontrast if a loss event were a



nationwide rise in unemployment the ‘higher of’ deteration would be made at the level of the
‘good book’ as whole.

Advantages of the alternative approach

We believe that such an approach would retain a stdengeat of spreading lifetime expected
losses. This would provide a way of addressing the critiosthe present model in IAS 39 and
US GAAP (delayed recognition of expected credit lossed)otter depict the economics of
lending. Like the proposed approach, it would prevent scenafinegative reserves (i.e.
allowance amount smaller than incurred losses to date)drising and ensure adequate
provisioning for portfolios with patterns of early lossksaddition we believe it would have a
number of advantages (relative to the proposed approdabb Supplement).

The alternative approach would avoid the difficultiesierpreting the concept of foreseeable
future (and underlying notions of ‘specific events and cant and ‘reasonable’ estimation of
cash flows) and determining the difference betweentdesses expected in the foreseeable
future and the lifetime expected losses. Whilst we ackexygd that the incurred loss approach
itself is subject to judgement (as to whether and whessaevent happens) we believe the
alternative model would nonetheless result in morepawable allowances for equivalent loan
portfolios. Also the undesirable scenario of allowanuaentially being reduced at times of
economic turmoil due to a shortening of the foreseeaibled time horizon would not occur.

The minimum allowance under the alternative approaalldvmake use of the familiar concept
of recognition of credit losses due to loss eventstthe¢ occurred (as per current IAS 39 and
US GAAP) that many preparers and auditors will have expee of, rather than the new,
untested and potentially very unclear concept of crestiele expected in the foreseeable future.

Question 4
Would the proposed approach to determining the impairment allavance on a time-
proportional basis be operational? Why or why not?

We believe that preparers are better placed to anbkeeuestion of how operational the
proposals are. However, we noted in our response to ED/20@9Ji2e 2010 that we believe
there would be operational issues in the implementati@nfull probability weighted expected
value approach in all circumstances. We note thetteatdecision made in the Boards’ joint
meeting on 22 March 2011 in favour of requiring the use okpaated value measure with
regard to credit losses. Consistent with our respngaiestion 2, we continue to believe that
this should not be the minimum requirement in all casekthat a recognition threshold (such as
it being more likely than not that an entity will remtllect all the contractual cash flows) should
be applied to expected credit losses for open portfolowél as closed portfolios and single
assets). We do believe that if an expected value measatés required and is not combined
with such a minimum threshold this will make the detaation of the impairment allowance on
a time proportional basis very burdensome in the caassetts with very high credit quality (e.g.
some sovereign debt securities).



Question 5
Would the proposed approach provide information that is usefufor decision-making? If
not, how would you modify the proposal?

Investors are best placed to judge the usefulness of thenatfion provided by the proposed
approach. However, we note that the approach providesedhfféand potentially more useful)
information to users than a model based solely onrieduosses. Supplemental disclosures
about total expected losses not yet recognised and othenatfon about the methodologies
used to recognise and measure impairment (e.g., infomrabiout actual defaults and loss
severities) would also appear to be useful.

It would be useful if the Boards provided (in the basisomictusions to the final guidance) a
better explanation of why they believe the informapoovided by the time proportional
approach is useful for decision-making. This is particylemportant given the fact that the time
proportional approach appears to derive from a revenue réioogoerspective whilst the
Boards proposals with respect to the Conceptual Frameseerk to give primacy to a balance
sheet and asset driven perspective.

Question 6

Is the requirement to differentiate between the two grops (ie ‘good book’ and ‘bad book’)
for the purpose of determining the impairment allowance darly described? If not, how
could it be described more clearly?

We consider that a single ‘good book’ and ‘bad book’ diffeagion should be applied to single
assets and closed portfolios as well as open portfdMesbelieve that the description provided

in the proposed application guidance B3 will be understandablfaanithr to both financial
reporting and credit risk management professionals in mstsinces (which is particularly
important given that the proposed approach closely lingsunting and risk management). The
list of examples of the more active modes of crasht management typical for assets in the ‘bad
book’ will also be generally helpful in applying the reguament in practice. The guidance could
usefully be supplemented by a statement that the charibe objectives of credit risk
management (and therefore transfer from the ‘good bodketthbad book’) will typically take
place when a specific loan has been identified asanetfich the entity does not expect to
collect all contractual cash flows (or in the cabpuwrchased assets all cash flows expected upon
initial recognition) when due. Additionally some specdancerns about the description are
listed below.

Terminology

We understand that the terms ‘good book’ and ‘bad bookiatrén common use in certain
territories and could lead to confusion. Further, the figgod’ to describe a part of portfolio is
misleading as that part of the portfolio may have inculveses as we described above. We
believe the Boards should consider using more neutrainelogy such as ‘performing’/'non
performing’ book to ensure the requirements are interpoetesistently in all territories and all
languages. We note that the terms ‘good book’ and ‘bad’ lamekot used in the proposed main
body of the standard or the proposed application guidgkmgendix B).



Acquired portfolios of distressed debt

Entities which purchase debt with incurred credit lo¢sag distressed consumer debt) may
operate within a business model where the aim is toat@tractual cash flows and therefore
would account for the distressed debt at amortised pastiding the other criterion in IFRS
9:4.2(b) or the US GAAP equivalent requirement is met)ild\the debt may be distressed it
may be performing as expected relative to the purchasegmat initial expectations of cash
flows. The Boards should clarify whether such assmifide within the ‘good book'.

The distinction between the books is explained in papdgB38 of the Supplement as one of “the
entity’s credit risk management objective changingnfreceiving regular payments from the
debtor to recovery of financial assets”. Some of tiokcators of the latter objective provided
(such as attempting to recover cash flows from an lateodlised financial asset by making
contact with the debtor or enforcement of securityctulateralised debt) could be present
immediately upon purchase of a portfolio of distressed. déta entity’s objective in that sense
may well not be ‘receiving regular payments from the aiélelven at date of purchase.

However, in paragraph B2 of the Supplement it is statzictie differentiation between books
depends on ‘whether the uncertainty about the colldityabi an asset has taken precedence
over its profitability from the interest charged’. hetcase of a purchase of loans with incurred
credit losses, the discounted price paid is intended toeettzafrthe holding of such portfolios is
profitable despite considerable uncertainty about dalelity and does not depend only on the
interest charged by the originator. Therefore it is@smchow the ‘good book’ or ‘bad book’
approach should be applied to a purchased portfolio of lodhsneurred credit losses and the
Boards should clarify this through further application guagan

If the Boards do envisage that in some cases portiolitmans with incurred credit losses do
initially belong in the ‘good book’ we also believe thetter guidance is needed in respect of the
point at which for accounting purposes the transfer fimarigood book’ to the ‘bad book’

should occur. In explaining the differentiation and nmgat between the books paragraph B3

of the Supplement refers to the point when ‘managewifehie financial asset(s) typically
becomes more active’ and then provides examples of surk active’ management. The
management of a portfolio of loans with incurred credisés may be ‘more active’ from the
point of initial recognition and that, therefore, morédgnce may be required on the application
of this principle in such circumstances.

Securities

We do not believe that the differentiation between'gbed book’ and ‘bad book’ reflects credit
risk management practices in the case of many portfofisecurities. Two common scenarios
are corporate entities investing surplus cash in a glortibsovereign and high quality corporate
bonds and insurance entities holding a portfolio of smaitsets in order to provide an economic
hedge against long-dated insurance liabilities. In such dgpesl risk management procedures
(based on monitoring of external credit ratings) woutfine the disposal of securities suffering
from a deterioration in credit quality well before gtage at which the credit risk management
objective would become ‘recovery of the financial #s3de entities in question may not
engage in any of the more active credit risk manageprawtices listed in paragraph B3 of the
Supplement. We therefore believe that if the Board$ wo apply a differentiated approach



(depending on credit quality and credit risk managemer@stiablishing an impairment
allowance for portfolios of securities as well aaris, more application guidance will be
necessary.

Question 7

Is the requirement to differentiate between the two grops (ie ‘good book’ and ‘bad book’)
for the purpose of determining the impairment allowance op&tional and/or auditable? If
not, how could it be made more operational and/or auditable?

We consider that preparers are best placed to answgueiséon of whether differentiation of
good and bad books is operational. However, those entiite clearly defined credit risk
management procedures that already operate using thmetiost will incur the least effort in
making the requirement operational. From an auditor petispehe requirement will place even
greater emphasis on the definition, processes and implation of risk management activity.
This varies considerably across entities.

Although not commenting as preparers we do have the fioljpabservations:
Consistency of differentiation between ‘good book’ and ‘bad book’

As the differentiation of good versus bad books is samebn an entity’s credit risk
management, entities with different policies in nging credit risk will have different
impairment outcomes. We do not object to these diffeseasdong as the basis for determining
the differentiation between the ‘good’ and ‘bad’ booksy&de clear in disclosure as required by
paragraph Z15. To support these disclosures we would expéthéhgood versus bad book
distinction would be consistent for similar assetd eonstant over time, unless there were
objective circumstances to justify any differencesa{imch case these should be disclosed).
Therefore, paragraph Z15 should be supplemented with amadtisubparagraph to require
specifically that if there has been any change irctheria used to determine how financial
assets are managed and the criteria to distinguish betix@snfor which impairment
allowances are determined in accordance with paragraplar{&)(b) then this change and the
reasons for it should be disclosed. Additional guidarzkdisclosure would help to foster
consistency in application and make the differemtratnore auditable, while still preserving the
link to the entity’s own individual credit risk managemgpaticies.

Application to entities with less well defined credit risk managgrolicies

We welcome the proposal in paragraph B4 of the Supplefmeantities that do not manage
credit risk on a ‘good/bad book’ basis to distinguish betwide two groups of assets for the
purposes of determining an impairment allowance. We appedbiat the application of the
distinction may prove problematic for entities withslegell defined or documented credit risk
management policies (particularly smaller entities},we believe that the principle that
underlies the good and bad book approach can still be appéduit a ‘good’ and ‘bad’ book
approach to entities that differentiate on that basisredit risk management could result in
arbitrage or potentially deferred recognition of crealises because of a lack of credit risk
management. This would not be acceptable. However, imlettiere is a need for further
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guidance on the application of the distinction to legshssticated risk management practices that
would foster more consistency of application and makealistinction more auditable.

Question 8

Do you agree with the proposed requirement to differentiatbetween the two groups (ie
‘good book’ and ‘bad book’) for the purpose of determining thempairment allowance? If
not, what requirement would you propose and why?

We agree that the differentiation of the two groupssséss is a reasonable basis for determining
the impairment allowance. However, we believe tiséirtition between the two groups is more
intuitive in the case of loans that are originatedagderefer to our response to Question 6, which
discusses our concerns about differentiating in the gexbmanner for debt securities and
acquired distressed debt.

Question 9
(a) Do you agree with the proposal to require a floor for thempairment allowance related
to the ‘good book’? Why or why not?

As noted in our responses to Questions 3 and 9(c), we delwie that the minimum
allowance should be based on credit losses expectbd fareseeable future. However, as set
out in our answer to Question 3, we believe that tiseaeneed for the requirement for
accelerated recognition of expected losses in respéoe &dood book’, which is different from
the proposed ‘floor’. We believe that the mechanisraazklerated recognition of expected
losses is useful in ensuring a sufficient allowancedbsers the incurred losses.

(b) Alternatively, do you believe that an entity should be regired to invoke a floor for the
impairment allowance related to the ‘good book’ only in circumsances in which there is
evidence of an early loss pattern?

We do not support such a requirement as it would add additiongolexity and cost to the
operation of the model for little benefit. Such a regient would need to be backed by detailed
guidance on how to identify and evidence an early lossrpattaving made such a
determination, we are not convinced as to whether thewmat would differ substantively from
that where a minimum (floor) would be required uncoodgily. We believe this to be the case
regardless of whether the minimum (floor) is in thenf of credit losses expected in the
foreseeable future (as proposed in the Supplement)unréatlosses under current IAS 39 and
US GAAP (as per the alternative approach we propose iresponse to Question 3).

(c) If you agree with a proposed minimum allowance amount,ayou further agree that it
should be determined on the basis of losses expecteatour within the foreseeable future
(and no less than twelve months)? Why or why not? If you disagreepow would you prefer
the minimum allowance to be determined and why?

As detailed in our response to Question 3 we do not suppaniraum allowance determined
on the basis of losses expected to occur in the fabketiture. We do not believe that the
concept of foreseeable future is clearly defined in sughyaas to make it operational. We
believe that a floor on this basis would produce inforomatinat is neither auditable nor

11



comparable (for entities with equivalent loan portfglids addition, application of such a
minimum could result in the undesirable outcomes okl sgpon origination of lending (or
purchase of loans) as well as allowances decreasiimgest f economic turmoil due to the time
horizon of the foreseeable future being judged to haveestextt

Therefore, as detailed in our response to Question 3 wielwoge the Boards to consider an
alternative basis for the minimum allowance, and sjpadly one similar to that for incurred
losses under current IAS 39 and US GAAP. We believedhims of the minimum allowance
would avoid the above mentioned disadvantages of thed®proposed. We also note that such
a minimum relies on a concept that is familiar topprers, users and auditors.

(d) For the foreseeable future, would the period consided in developing the expected loss
estimate change on the basis of changes in economic conditions?

We note that the proposed guidance in paragraph B14 of theeBwgtlsuggests that the
foreseeable future ‘would be a fairly constant periodwmatld not be expected to change
significantly from period to period’. As we note in ouspense to Question 3, we not believe
the concept is clearly defined so it is difficult fortoscomment on this question definitively.
However, we suspect that a fundamental upgrading of ay’sritirecasting ability based on
major investment in modelling as part of its credit ngknagement procedures could lead to an
increase in the period over which the entity can farecaedit losses. We also note that there
may be some severe changes in economic conditiormhwbuld give rise to changes in the
length of this period (for example, the introduction ofese cuts in public spending and/or
increases in taxation levels phased in over a nunfyerans). Furthermore, one of our concerns
about the appropriateness of the concept as a basiefarinimum allowance is the fact that
entities could judge the period to shorten during timesoh@mic turmoil therefore in many
cases leading to a decrease in allowance levels, widaadowot believe was the Boards’
intention.

(e) Do you believe that the foreseeable future period (fgrurposes of a credit impairment
model) is typically a period greater than twelve months? Why or wianot? Please provide
data to support your response, including details of particulaportfolios for which you
believe this will be the case.

As noted in our response to Questions 3 and 9(c), we deheve the foreseeable future time
horizon is defined in a clear enough way to be operdtanhtherefore it is difficult to comment
on whether the period is typically greater than twehanths. However, we suspect that there
may be instances in which this is the case, for iestaoan portfolios with very stable historical
patterns of losses that are less sensitive to thevatortycle where it can be judged easier to
predict future credit losses.

(f) If you agree that the foreseeable future is typically a ped greater than twelve months,
in order to facilitate comparability, do you believe that a ‘ceiing’ should be established for
determining the amount of credit impairment to be recognise under the ‘floor’
requirement (for example, no more than three years aftean entity’s reporting date)? If so,
please provide data and/or reasons to support your response.
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As detailed in our response to Question 3, we believahbatay to facilitate comparability as
regards the minimum allowance for the ‘good book’ is to deterrh on the basis of incurred
losses under current IAS 39 and US GAAP rather than eghdmsses in the foreseeable future
subject to any minimum or maximum. Even with a minimum arceiling (e.g. no more than
three years) a floor of the foreseeable future wotildrspractice suffer from the disadvantages
in terms of lack of clarity about the underlying conceptk laf comparability and difficulties in
auditing. In contrast, a minimum based on incurred ®ss¢éhilst involving some judgement -
would utilise an existing concept that should be famibgoreparers and users and therefore
foster a greater level of comparability. It would alsoidtbe outcome of decreasing allowances
at times of macroeconomic stress, which is possilile te floor as proposed but subject to a
ceiling in cases where the foreseeable future is judgeavi shortened.

Question 10

Do you believe that the floor will typically be equal to or higler than the amount calculated
in accordance with paragraph 2(a)(i)? Please provide data and/oeasons to support your
response, including details of particular portfolios for whch you believe this will be the
case.

The lack of clarity in the concept of the foreseeabiare (as explained in our response to
Question 3) makes it difficult to determine both theetinorizon that the floor covers and the
size of the losses expected in that period. Additiontily differing risk management
capabilities in terms of forecasting and the stageeg&ttonomic cycle that the foreseeable
future covers at any point in time will also have an iotfman the level of the minimum
allowance. All of these factors make it difficult poovide a general answer as to when the floor
will be higher than the amount calculated per paragrapki)2¢dowever, based on our
understanding of credit risk management practices wevbdlns will be the case for many
short-term loans (including many consumer loans), manmygages, and other portfolios
displaying a pattern of early losses. We note howdnarthere are also some distinct asset
classes such as portfolios of long-term corporate ldang;dated corporate bonds, or sovereign
bonds where this may not to be the case.

Question 11
(a) Do you agree with the flexibility permitted to use eher a discounted or undiscounted
estimate when applying the approach described in paragraph B&|? Why or why not?

Conceptually we believe that it would be appropriate tcaudiscounted estimate in applying the
approach described in paragraph B8(a). However, we recdbaisthere may be a number of
instances in which it can be shown without actually in@ala precise calculation that using an
undiscounted estimate would not provide a materially é&ffeoutcome. We would therefore
suggest that rather than providing guidance that simpigssthat an undiscounted amount can
only be used in instances where it results in materiadlysame result as a discounted estimate
the Boards could help preparers and auditors to avoid unngcesstand effort by identifying
generic situations where this will be the case.

We would suggest that the list of examples of situatiomsre using an undiscounted estimate
would be permitted should include secured short-term condemnding, secured short-term
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corporate lending (e.g. short-term bridging loans) andlgtstate open portfolios (i.e. those
where the assets are removed and added to the portfdiidiatdhe average age of the portfolio
is relatively constant over time) where in each ¢hasaliscount rate used is low. We believe it is
important for the guidance to make reference to a lovodigcrate (for example as a result of a
macroeconomic environment in which risk free rates@m@ &s with high discount rates (for
instance as a result of high levels of risk free ratespssertion about the immaterial effect of
discounting may not necessarily be valid. The Boardswaag to make enquiries with preparers
and auditors to establish whether there are otherfepexamples that should be added to this
generic list. We note that in addition to the abosk for the IASB short-term trade receivables
are outside the scope of the proposals in the Supplement

(b) Do you agree with permitting flexibility in the seletion of a discount rate when using a
discounted expected loss amount? Why or why not?

We understand that the Supplement focuses on the timergdit loss recognition with issues

of measurement of the amount (including the discoun} yateo be deliberated by the Boards.
Accordingly, our ability to comment in this area asthkiage is limited. However, we are
concerned that flexibility in the selection of discotates could result in an unnecessary lack of
comparability.

We note that in line with the principles in other BR(IAS 37 for instance) the discount rate
used should be adjusted for risk if, and only if, that sskat reflected in the cash flows being
discounted. In the case of discounting expected crestie®) the exercise is one of discounting
contractually due cash flows that are not expected tedsved but the same principle applies.

In cases where a probability weighted expected value agptoaneasuring expected losses is
used, this uncertainty will be taken into account in esingdhe cash flows not expected to be
received and hence the use of the risk free rate walppeopriate (if discounting is applied).
Specifically we believe the ‘frozen’ risk free ratelae point of initial recognition of the asset
should be used. We note that the application guidarte iBupplement (B10) simply uses the
term ‘risk free rate’ without specifying if this is the&dken’ rate as described here or the current
rate at the point of remeasuring the impairment all@eabdse of the current rate would amount
to fair valuing the cash flows expected not to be redeiee movements in the risk free rate,
which is not consistent with the objective of amortisedt measurement. We believe that
application guidance should make this point clear.

In other cases where the uncertainty is not taken irttousat in the determination of the
measurement of expected losses we believe the reglis@mlint rate (if discounting is applied)
should be a rate that is risk adjusted which in cedases would equate to the effective interest
rate (EIR) determined in accordance with current IAS 38&dJS GAAP equivalent (or the
contractual rate if this is a close approximation thBreo
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Question 12

Would you prefer the IASB approach for open portfolios of finarcial assets measured at
amortised cost to the common proposal in this document? Why evhy not? If you would
not prefer this specific IASB approach, do you prefer thegeneral concept of the IASB
approach (ie to recognise expected credit losses over tHe bf the assets)? Why or why
not?

See response to question 13.

Question 13

Would you prefer the FASB approach for assets in the scope tifis document to the
common proposal in this document? Why or why not? If you would ot prefer this specific
FASB approach, do you prefer the general concept of this gpoach (ie to recognise
currently credit losses expected to occur in the foresakle future)? Why or why not?

We prefer the model proposed in the Supplement (subjeagtested revisions discussed in our
response to Question 3) over both the IASB or FASB gmty@aches. We believe that the IASB
only approach is in line with the objective of amortisedt measurement and thus has the merit
of better representing the economics of lending traises; but suffers from the drawbacks of
not creating a sufficient allowance in an early lesgergence scenario and allowing the
possibility of a negative reserve. The FASB only appraaicomes the early loss emergence
problem and is operationally simpler, but it does not ap@taly reflect the economics of
lending transactions as it does not reflect the link betvtke pricing of financial assets and
expected credit losses. It also gives rise to the uraddsioutcome of losses (in relation to
expected credit losses) being recognised immediately upgination of lending, which is not
consistent with the objective of amortised cost measeint proposed in ED/2009/12, which we
support.

We believe that, subject to the important revision ofla@pg the floor based on losses expected
in the foreseeable future with an accelerated recogniéiquirement based on incurred losses
consistent with current IAS 39 and US GAAP, the commaposal combines the advantages of
the IASB only and FASB only proposals, minimises or glates their drawbacks, and also
provides a model that is operational, auditable and result®re comparable information. We
therefore believe that the Boards should consider thdifioation to their common proposals
(explained in detail as the alternative model in oup@ase to Question 3) with a view to
creating a single high quality, operational and converged apprto the determination of
impairment allowances.

Question 14Z

Do you agree that the determination of the effective interesate should be separate from
the consideration of expected losses, as opposed to the oriASB proposal, which
incorporated expected credit losses in the calculation die effective interest rate? Why or
why not?

We believe that the determination of the EIR shoulddmarate from the consideration of

expected losses. Such an approach will make an expectedddss more operational given the
difficulties that determining and using a credit risk-agjd<EIR would pose for many entities.
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Specifically with regard to the determination of the &ffee interest rate, we note that the final
guidance on amortised cost accounting could usefully prgudiEance in some areas that are
not clear under current IAS 39. IAS 39.AG 7 states thatflé@ting rate financial assets and
floating rate financial liabilities, periodic re-estinmat of cash flows to reflect movements in
market rates of interest alters the effective irderate”. We note that in October 2008 the IASB,
as part of the annual improvements process, decided talpriwither guidance in this area to
the effect that a floating rate instrument is any imagat with contractually variable cash flows
arising from changes in observable market variables (whigll @aclude inflation variables in
the case of inflation-linked debt). Additionally, the Bdagreed to clarify that under IAS 39
expectations should not be considered when determinirgffdetive interest rate of floating

rate instruments. We believe similar clarity is esisém the amortised cost accounting guidance
in IFRS 9.

Question 15Z

Should all loan commitments that are not accounted for at fair vime through profit or loss
(whether within the scope of IAS 39 and IFRS 9 or IAS 3M)e subject to the impairment
requirements proposed in the supplementary document? Whgr why not?

We believe that it is important that all written ftoeommitments not accounted for at fair value
through profit or loss should be subject to the same immgait requirements as financial assets.
Conceptually, such harmonisation is attractive as tigietlying credit exposure of a loan
commitment is fundamentally the same as that olote which will be created when the
commitment is drawn down. It would eliminate a potentiabnsistency between the
measurement approach for losses under loan commitiaechtitie losses that would be
measured at origination of the loan when it is drawn domder the commitment (with a
potential gain or loss in profit or loss at initial ogaition of the loan due to the difference in
measurement basis). Applying the same approach would alsctlie benefit of better reflecting
the fact that credit risk management of loans to liprnated (under commitments) and loans
that are already originated is typically performed tbgeby entities.

Consistent with our preference with regard to financis¢smeasured at amortised cost we
believe a modified version of the approach proposekarSupplement (as explained in our
response to Question 3) should be applied to writtendoammitments not accounted for at fair
value through profit or loss. However, should the Boaideeto proceed with the impairment
requirements as proposed in the Supplement without changeleed another model we believe
this should also be applied to written loan commitmantsaccounted for at fair value through
profit or loss.

Question 16Z
Would the proposed requirements be operational if applied tdoan commitments and
financial guarantee contracts? Why or why not?

We believe preparers are better placed to determine erheth operational to apply the
proposed approach to written loan commitments and finhgaarantee contracts. However, the
following comments are supportive of treating these umsémts consistently with recognised
assets.
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Loan commitments

We understand that many financial institutions considecib@it risk management of a drawn
down facility, i.e. an amount lent, and the credit o§ a undrawn down facility, i.e. a
commitment to lend, together, as both result in cresktexposure to the counterparty. Also in
calculations necessary to comply with Basel Il refguiarequirements we understand loan
commitments (and financial guarantee contracts, dea/pare included alongside loans and
securities in assessments of PD (probability of defanll LGD (loss given default) for EAD
(exposure at default).

For risk management purposes we understand that theriskdissociated with a loan
commitment takes account of the likelihood of drawdovwen this probability is factored into
the measure of ‘exposure at default’). The Boards shmmridider how this might be reflected in
making the approach proposed in the Supplement operatwrahh commitments.

Financial guarantee contracts

We note that for written financial guarantee contrdmslASB tentatively decided at their

March 2011 Board meeting to retain the existing approactR$Rwith regard to the scope of
financial guarantee contracts. This would permit an rsstia financial guarantee contract to
account for the contract as an insurance contraog iissuer had previously asserted that it
regards the contract as an insurance contract. Inh&lt oases an issuer would be required to
account for financial guarantee contracts in accordasittethe financial instruments standards.
We believe that for entities that do not choose tmant for financial guarantee contracts as
insurance contracts there is a strong conceptual argdomeayiplying the same requirements as
for financial assets accounted for at amortised cogt.ciédit exposure inherent in a loan and a
financial guarantee written over a loan are the sasra the case of non-payment by the
borrower the writer of the guarantee will suffer asequal to the non-payment. Therefore, for
those entities treating financial guarantee conti@etfancial instruments, rather than insurance
contracts, it is reasonable to use the same impairapgmoach. This approach would ensure that
two entities, one of which had exposure through originatilogua and another which had

written a financial guarantee contract over that saae, lwould follow similar principles in
reflecting expected credit losses in the accountingi®iwo instruments.

We therefore support applying the revised impairment approdether this is the proposed
approach in the Supplement or our preferred alternative agpesadescribed in Question 3, to
written financial guarantee contracts (not within thepscof the insurance standard) and written
loan commitments where a contract of either typetsmeasured at fair value through profit or
loss.

Although purchased financial guarantee contracts are mio¢ iscope of IFRS,ve believe the
Board should consider whether specific subsequent measurguomganice is needed on the
accounting for financial guarantee contracts by the hoktemclude guidance in this project
would be timely as purchased financial guarantee contractsadeto mitigate credit risk on
financial assets. It is not clear whether the acaogrior purchased guarantee contracts will be
consistent with the impairment approach for financsskess and therefore could result in an
accounting mismatch between the time proportiapproach during the period when the asset is
in the‘good book and the amortisation of the financial guarantee conteg. As a purchased
financial guarantee contract is an economic hedgeeodrédit risk of the asset would be
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beneficial if the recognition of the time proportioa#lbwance were consistent with the
amortisation of the financial guarantee contract fee.

Question 17Z
Do you agree with the proposed presentation requirements? ffot, what presentation
would you prefer instead and why?

Consistent with our response to Exposure Draft 200B#i&ncial Instruments: Amortised Cost
and Impairmentwhich expressed a preference for presenting an EIRdpated for expected
credit losses and a separate presentation of impailossas, we agree with the proposal in this
area. This presentation is consistent with the Begybposals on ‘decoupling’ as referred to in
Question 14Z. It will also allow users to note both the &h financial assets determined under
the requirements of IAS 39 or US GAAP and appreciate theamomic position taking
account of the changes in allowances under the approapbged in the Supplement.

Question 18Z
(a) Do you agree with the proposed disclosure requirement$f?not, which disclosure
requirements do you disagree with and why?

Given the differences in entities’ credit risk managet policies, estimation techniques and
inputs used to make estimates of expected credit lossegela@me the broad direction of the
disclosures proposed in Appendix Z. However, we belieaethe IASB should work with the
FASB to harmonise the disclosure requirements under USFGd IFRS in this area.
Additionally, we have some specific concerns and comsne

We question whether the benefit of the historical temees disclosure for five years proposed in
paragraph Z8 is adequately described in the basis of con®@u¥ite also note that as the
requirement applies to the current period and the previousfowral periods the Boards will
need to consider if there is need for some relief fiomrequirement on transition as entities
may have difficulty gathering the necessary data.elf8bards were to modify the approach
proposed for the ‘good book’ (as per our suggestion in respor@eestion 3) we note that the
requirement in Z7(b) Z7(d) should require disclosure byatheunt (if any) by which incurred
losses for the ‘good book’ exceed the time proportiomalunt. References to the ‘foreseeable
future’ would also need to be removed from paragraph Z10. Atsapted in our response to
Question 19Z, we believe the requirement to disclose kheaice associated with transfers
from the ‘good book’ to the ‘bad book’ in the case ofropertfolios is unduly onerous. Lastly,
we would urge the Board to consider how the proposed diselosguirements will interact
with the current disclosure requirements for credit mskERS 7Financial Instruments:
Disclosure,and in particular, the requirement in paragraph 37(b)atfdfandard.

(b) What other disclosures would you prefer (whether iraddition to or instead of the
proposed disclosures) for the proposed impairment model anghy?

As explained in our response to Question 7, we believathadditional subparagraph should

be added to paragraph Z15 to require disclosure of any chatigeednteria used to determine
how financial assets are managed and the criteria famgiisshing between those for which
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impairment allowances are determined in accordance witdgpph 2(a) and 2(b) and the
reasons for that change. This should promote consepgtication of an entity’s policy,
transparency of the policy and changes to it.

Question 19Z

Do you agree with the proposal to transfer an amount of the relateallowance reflecting

the age of the financial asset when transferring financial asts between the two groups?
Why or why not? If not, would you instead prefer to transfer al or none of the expected

credit loss of the financial asset?

We understand that in proposing this disclosure requiretherBoard was responding to
investor desire for a consistent approach to transfénsebea the ‘good’ and ‘bad’ books with
respect to the associated allowances. However, webacerned that the approach suggested is
complex (in terms of the need to calculate the alimeaeflecting the age of the financial asset
transferred) and the benefit of such a disclosuretislaar. We concede that showing the
amount of the allowance associated with an asseféraamd between the books may be more
useful in the case of closed portfolios. However, endase of open portfolios we question
whether the benefit exceeds the cost of obtainingrifasmation. We therefore encourage the
Boards to consider the simpler ‘no depletion’ approadtigh featured in Board discussions) as
an alternative. Under this approach, no allowance wouldaneferred but the allowances within
the ‘good’ and ‘bad’ books would be ‘trued up’ immediately ghettransfer given the new
composition of each book. We believe this approach dvbeloperationally far simpler and
would not reduce significantly the information provided to stoes.

Other issues

Transition & effective date

We support a requirement for limited retrospective appdinawith the effects of the initial
adoption of the standard shown as a cumulative edigjastment to opening retained earnings of
the period of adoption with no restatement of compaeatiWe do not believe full retrospective
application of an impairment analysis is operatiomalpropriate given the hindsight involved.

As noted in our response to Question 3, we urge thedBaarconsider modifying the approach
suggested for the ‘good book’ to replace the floor basextaiht losses expected in the
foreseeable future with a minimum allowance based auriad credit losses. However should
the Boards decide to proceed with a model including the flomposed in the Supplement we
note that this could result in a very significant efffen retained earnings upon transition for
some entities. We understand that this could in sonesdas/e significant regulatory
consequences. We recommend that in such a case thlesBoasult with preparers and
regulators as to what the appropriate effective dateldih@uso that entities have adequate time
to address such issues.

First-time Adoption

We believe that amendments to IFRS 1 are also regefes first-time adopters to exempt them
from full retrospective application, consistent watlr comments ofiransition & effective date
above.
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