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Dear Mr Hoogervorst 

Exposure draft 2017/3 – Prepayment Features with Negative Compensation (Proposed 

amendments to IFRS 9) 

Deloitte Touche Tohmatsu Limited is pleased to respond to the International Accounting Standards Board’s 

(‘the IASB’s’) exposure draft Prepayment Features with Negative Compensation (Proposed amendments to 

IFRS 9) (‘the exposure draft’). 

We are supportive of the IASB’s initiative in responding rapidly to resolve the accounting for prepayment 

features with negative compensation to ensure that the amendment is finalised prior to the effective date of 

IFRS 9. However, we have a number of concerns with the approach taken in the proposals.  

Firstly, we are not supportive of the inclusion of a criterion requiring the prepayment feature to have an 

insignificant fair value at initial recognition. This is not a requirement of the contractual cash flows test 

applied to prepayment features with positive compensation when a financial asset is not purchased or 

originated at a premium or discount. We do not believe it is necessary or appropriate to apply different 

criteria to positive and negative compensation.  

Secondly, we have concerns with the way the amendment is structured and drafted in that the Basis for 

Conclusions on the exposure draft appears to add further interpretative material on what is ‘reasonable 

additional compensation’. Addition of such material at this stage is likely to affect the judgements issuers 

have already made as part of their IFRS 9 implementation efforts when classifying financial assets that 

include prepayment features with positive compensation. Also, including such guidance in the Basis for 

Conclusions has the potential to lead to divergent practices given it is non-mandatory. As the term 

‘reasonable additional compensation’, whilst not defined in the Standard, is a long standing part of the 

guidance on embedded derivatives in IAS 39 we do not believe that further explanation is necessary.  

Lastly, we acknowledge the limited time the IASB has to finalise the amendments. We would welcome 

finalisation of the amendments as soon as is practicable to ensure preparers have sufficient time to 

understand the scope of the amendments and their potential effect on classification decisions that have 

already been made as part of an IFRS 9 implementation project. We also note some jurisdictions require 

translation and/or endorsement so timely publication of the final amendments will increase the chances that 

they can be applied in those jurisdictions along with the rest of IFRS 9 at the mandatory effective date. 

24 May 2017 

Hans Hoogervorst 
Chairman 
International Accounting Standards Board 
30 Cannon Street 
London 
United Kingdom 
EC4M 6XH 
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Our detailed responses to the questions in the invitation to comment are included in the Appendix to this 

letter. 

If you have any questions concerning our comments, please contact Veronica Poole in London at +44 (0) 20 

7007 0884. 

Yours sincerely 

Veronica Poole 

Global IFRS Leader 
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Appendix 

Question 1 – Addressing the concerns raised 

Paragraphs BC3 – BC6 describe the concerns raised about the classification of financial assets with particular 

prepayment features applying IFRS 9. The proposals in these Amendments are designed to address these 

concerns. Do you agree that the IASB should seek to address these concerns? Why or why not? 

We are supportive of the IASB addressing the accounting for prepayment options whereby the lender is 

required to accept a prepayment amount that could be less than the contractual par amount of the 

instrument. These features do exist and are common in certain jurisdictions but are not dealt with clearly in 

the existing literature. Given the IFRS Interpretations Committee has already considered the issue and 

reverted the matter to the Board, we support the publication of a limited amendment to IFRS 9 to address 

this issue. 

Question 2 – The proposed exception 

The Amendments propose a narrow exception to IFRS 9 for particular financial assets that would otherwise 

have contractual cash flows that are solely payments of principal and interest but do not meet that condition 

only as a result of a prepayment feature. Specifically, the Amendments propose that such a financial asset 

would be eligible to be measured at amortised cost or at fair value through other comprehensive income, 

subject to the assessment of the business model in which it is held, if the following two conditions are met: 

•  The prepayment amount is inconsistent with paragraph B4.1.11(b) of IFRS 9 only because the party 

that chooses to terminate the contract early (or otherwise causes the early termination to occur) may 

receive reasonable additional compensation for doing so; and 

•  When the entity initially recognises the financial asset, the fair value of the prepayment feature is 

insignificant. 

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

why? 

Our first observation is not specific to the criteria themselves, but more broadly how the amendment has 

been structured. We believe the drafting of the proposed amendments to the main body of the Standard 

could be clearer and less complex given there is repetition between the criteria in existing paragraph B4.1.12 

and proposed paragraph B4.1.12A. We understand that existing paragraph B4.1.12 is an exception to the 

requirements of paragraph B4.1.10 whereas proposed paragraph B4.1.12A appears to be more akin to 

guidance on the application of paragraph B4.1.10 when the exception in paragraph B4.1.12 does not apply. 

Consequently we believe that an amendment to paragraph B4.1.11 (suggested drafting below) would be 

clearer than proposed paragraph B4.1.12A. Further, looking at the overall balance of the exposure draft 

there is a disproportionately large amount of explanation in the Basis for Conclusions which is interpretative 

in nature (see specific comments below) which, if retained, would be better placed as application guidance in 

Appendix B of the Standard.  

Our preference is that the criteria for prepayment options with negative compensation should be the same as 

those for prepayment options with positive compensation. As, if the IASB is comfortable that classification as 

at amortised cost is appropriate for instruments with both positive and negative compensation features, 

there seems to be no conceptual basis for applying different criteria to the two scenarios. Also, as noted in 

the exposure draft, amortised cost measurement requires a cumulative catch-up (paragraph B5.4.6) if there 

are changes in expected cash flows. We believe this measurement approach is equally suited to positive and 

negative compensation features irrespective of whether the fair value of the prepayment option in the case 

of negative compensation is significant or not. Consequently, we do not agree that there is a need for 

paragraph B4.1.12A(b) that requires that the fair value of the prepayment option is insignificant at initial 

recognition given that criterion does not apply in the case of prepayment features with positive compensation 

that are not subject to paragraph B4.1.12.  
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Currently in IFRS 9, the fair value of the prepayment feature is only relevant when the financial asset is 

originated or purchased at a premium or discount to the contractual par amount and so is in the scope of 

paragraph B4.1.12. If the financial asset is not in the scope of paragraph B4.1.12 then the general principle 

in paragraph B4.1.10 and explanation in paragraph B4.1.11 applies. Our suggestion would be to amend 

paragraph B4.1.11 (and so dispense with the proposed paragraph B.4.1.12A) stating that the amount of 

compensation may be positive or negative. Also, we do not believe the term ‘additional’ in respect of 

additional compensation is necessary given it is merely compensation, as opposed to compensation in 

addition to something else. Our suggestion is below: 

“B4.1.11 The following are examples of contractual terms that result in contractual cash flows that are 

solely payments of principal and interest on the principal amount outstanding: 

(…) 

(b) a contractual term that permits the issuer (ie the debtor) to prepay a debt instrument or 

permits the holder (ie the creditor) to put a debt instrument back to the issuer before 

maturity and the prepayment amount substantially represents unpaid amounts of principal 

and interest on the principal amount outstanding, which may include reasonable additional 

compensation for the early termination of the contract; and 

(..)  

Reasonable compensation in paragraph B4.1.11(b) may be positive, in that further amounts 

are owed to the holder, or negative, in that amounts are deducted from the amount due to 

the holder.” 

In addition to the comments on the criteria in proposed paragraph B4.1.12A described above we are 

concerned that the Basis for Conclusions, specifically paragraph BC18, extends the amendment by 

interpreting what is reasonable additional compensation. This may have an inadvertent impact on 

arrangements that preparers have already assessed, as part of their IFRS 9 implementation, as passing or 

failing paragraphs 4.1.2(b) and 4.1.2A(b) given these words are relevant to prepayment options where the 

compensation is positive. In our experience, prepayment options are structured in many different ways and 

so the Standard should not be prescriptive in determining whether some prepayment option calculations are 

reasonable compensation and some are not. 

We note that paragraph BC18 states a calculation based on the fair value break cost of an associated 

hedging instrument “could result in contractual cash flows that are not solely payments of principal and 

interest.” Given it “could” potentially pass the solely payments of principal and interest test, but the Basis for 

Conclusions does not elaborate further, we suspect this will lead to further questions in what circumstances 

hedge break costs will pass and what circumstances they will fail. For prepayment options with positive 

compensation issuers have already developed policies to determine what is reasonable, and what is 

unreasonable, and so our preference is to not include such a reference to hedging instruments and instead 

leave this as a matter of judgement. 

We are also concerned that the language in paragraph BC14(a) of the Basis for Conclusions on the exposure 

draft may be inconsistent with the approach described in BC18. Paragraph BC14 refers to a prepayment 

option in Asset A that must compensate the other party for the “change in the relevant market interest rate” 

and concludes that this passes the test of solely payments of principal and interest. Yet the ‘market interest 

rate’ could be read as to include the market’s assessment of the issuer’s credit risk and/or liquidity, i.e. not 

just changes in the benchmark interest rate. This would appear to contradict the view in paragraph BC18 

that prepayment options calculated based on the fair value of the instrument fail the test of having 

contractual cash flows that are solely principal and interest. This contradiction can also be noted in paragraph 

BC16 which states that the IASB acknowledges the views of those constituents that negative compensation 

can ‘make whole’ the lender for the terms of a new market based lending to the borrower. This hypothetical 

new lending would also include the repricing of credit risk and other non-benchmark interest rate risks which 

paragraph BC18 appears to rule out from being acceptable for passing the contractual cash flows test. These 

challenges demonstrate why we believe that the amendments should not describe what constitutes 

‘reasonable additional compensation’. 
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Question 3 – Effective date 

For the reasons set out in paragraphs BC25-BC26, the Amendments propose that the effective date of the 

exception would be the same as the effective date of IFRS 9; that is, annual periods beginning on or after 1 

January 2018 with early application permitted. 

Do you agree with this proposal? Why or why not? If you do not agree with the proposed effective date, what 

date would you propose instead and why? In particular, do you think a later effective date is more 

appropriate (with early application permitted) and, if so, why? 

We support an effective date of 1 January 2018 to aligns the proposed amendments with the effective date 

of IFRS 9 and, as such, understand why the IASB chose to have such a short comment period in order to 

complete the amendment prior to the effective date.  

Following this, the priority for the IASB must be to complete its deliberations as soon as possible in order to 

not only complete the amendment prior to the effective date but to minimise disruption to IFRS 9 

implementation by providing certainty to preparers holding  financial assets which may be affected by the 

amendments. In addition timely finalisation of the proposed amendments will ensure that those jurisdictions 

that need to endorse and/or translate the amendment have the greatest chance of doing so in order that 

preparers can apply the amendments along with the rest of IFRS 9. 

Question 4 - Transition 

For the reasons set out in paragraphs BC27-BC28, the Amendments propose that the exception would be 

applied retrospectively, subject to a specific transition provision if doing so is impracticable. 

•  Do you agree with this proposal? Why or why not? If not, what would you propose instead and why? 

As described in paragraphs BC30-31, the Amendments does not propose any specific transition provisions for 

entities that apply IFRS 9 before they apply the exception.  

•  Do you think there are additional transition considerations that need to be specifically addressed for 

entities that apply IFRS 9 before they apply the amendments set out in the ED? If so, what are those 

considerations? 

We agree with the proposed transition provisions for the reasons set out in the Basis for Conclusions on the 

exposure draft. 


