

















APPENDIX

Paragraph

Comments

Suggested solution

Principles

The text may not relate well to the underlying principle. For example:

Principle 2 is about policies and procedures so it is unclear how
paragraphs 25 to 28 and 31 relate to the principle since they seem to set
out additional factors for consideration by banks in making ECL
estimates rather than guidance on developing sound policies or
procedures.

Principle 3 is about grouping lending exposures. Since credit risk
ratings are on an individual basis, it is unclear why paragraphs 33 to 42
are under this principle.

Principle 4 and Principle 6 both include text that addresses forward
looking information in paragraphs 51- 53, 59 — 64.

If this text is considered necessary, it could be
better placed with Principle 7.

If this text is considered necessary, it could be
better placed with Principle 7 since the credit risk
rating system is a common system. However, it
should be clarified that the intention is not that
forward looking information is included in credit
risk ratings, which underpin risk management
and Basel measures. Rather this is only needed
for accounting purposes.

Rather than have similar but different text on
forward looking information under two
principles, it would be preferable to have a single
section on forward looking information, perhaps
under Principle 6. This will reduce duplication
and the potential for inconsistencies or
differences in interpretation.
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Paragraph Comments Suggested solution
12 The guidance acknowledges that a proportionate approach might be The guidance should be clear that a high quality

adopted by supervisors for less complex banks. It is not clear if this implementation results in modelling complexity

notion is intended to have wider application. However, this should be that is commensurate with the size, nature and

the case since Principle 1 suggests that credit risk practices should be complexity of the lending exposures. This can be

commensurate with the size, nature and complexity of the lending done by adding this phrase to the end of the last

exposures. It would be more consistent with how the A-IRB sentence in paragraph 11.

requirements are applied. In addition, the interaction between

proportionality and the accounting concept of materiality should be The guidance should also clarify how

further clarified. proportionality is applied in the context of the
guidance and acknowledge that materiality is an
important accounting concept that is pervasive
throughout the application of all accounting
standards.

21-22, 41, 69 | The guidance expects that the same information and assumptions are To the extent appropriate, it is sensible to

used consistently for credit risk management, accounting and capital leverage and integrate risk management, capital

adequacy purposes, and that the consistency will reduce bias. Rather, adequacy and ECL accounting processes as this

the credit risk management system is the fundamental foundation and is likely to be efficient and help ensure that

the accounting and capital requirements are met by building on this financial reporting provides useful information

common foundation and making changes as necessary to meet the reflecting risk management practices. The

different requirements. For example, the LGD for capital adequacy guidance should therefore encourage banks to

purposes reflects a downturn scenario. Applying such overly prudent build on their credit risk management systems

scenario in measuring ECL is not compliant with IFRS 9. and processes to meet the accounting
requirements but acknowledge that there are
differences so the assumptions used cannot be the
same. In general, consider deleting the word
*assumptions” and noting that bias would result
from using regulatory measures without
adjustment.

24f Risk concentrations are not directly relevant to the assessment of ECL | Delete “the existence of concentrations of credit

so this could be interpreted as inconsistent with the Accounting
Standards.

risk and changes in the level of such
concentrations.”
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Paragraph Comments Suggested solution
31 The discussion on underwriting practices appear to go beyond the Paragraph could be deleted since it does not add
scope of the document as described in paragraph 1, i.e. credit risk to an understanding of how credit risk practices
practices affecting the assessment and measurement of ECL. affect the assessment and measurement of ECL.
The paragraph does not make a link between underwriting practices Alternatively, the point could be made explicitly
and increases in credit risk. In some cases the examples appear to be of | that, where inadequate underwriting practices are
poor practices that should not happen (eg no documentation) and are discovered, the ECL should be reassessed.
unrelated to credit risk. In other cases, (eg increasing volume of
impaired credit) the examples are increases in credit risk.
34, 37,40, | Paragraph 41 sets out the premise that there should be consistency Either delete the references to forward looking
41 between credit risk ratings used for regulatory capital calculations and | information in paragraphs 34, 37, 40 or otherwise

financial reporting. Because credit risk rating systems are a key part of
how credit risk is monitored, rather than seeking consistency in the
ratings themselves, the accounting and regulatory calculations should
build on this common platform, recognising that there are differences.
The purpose of documenting the differences in paragraph 41 is unclear
since the main difference will be the need for the accounting to include
more forward looking information. However the other paragraphs in
this section can be read as implying that the credit risk ratings used for
risk management and regulatory calculations should also incorporate
forward looking information. We do not agree that this is the case —
forward looking information can be used to determine adjustments to
credit risk ratings, or the resulting accounting PDs, without necessarily
being included in the credit risk ratings used for risk management and
used to derive regulatory PDs.

make it clear that the credit risk ratings used for
risk management are not expected to incorporate
adjustments required for accounting purposes, ie
by changing “credit risk rating system” to “ECL
measurement”. If necessary, the point can be
made only once, perhaps in paragraph 41 that,
where credit risk ratings are used as a basis for
the accounting, the impact of forward looking
information will need to be incorporated.
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Paragraph Comments Suggested solution
44-48 Principle 3 about grouping lending exposures on the basis of shared If these paragraphs are to be retained, it should be
credit risk characteristics should refer to Principle 7 which recognises clear that the guidance relates to groupings that
that there is a commonality in processes, systems, tools and data used are needed in addition to those that are common
for risk management, ECL and capital requirements. In building credit | under Principle 7. For example, ad hoc groupings
rating processes and Basel models, exposures are grouped in a manner | may be needed with respect to non-modelled
that maximises the use of relevant information and results in risk overlays or where methodologies are used that do
sensitive outcomes. The groupings are also reviewed and adjusted as not build on the commonalities in risk
and when necessary to ensure that they remain risk sensitive. Where management, for example, roll rate methods
these groupings are used as the basis for the ECL measurement, the which are more likely to be used outside the
guidance should not be interpreted to suggest a frequent re- target audience of internationally active banks.
segmentation that would drive unnecessary differences in approach,
contrary to Principle 7.
51, 53,59 — | Paragraph 51 expects that the ECL incorporates the expected impact of | The guidance should appreciate that not all
64, A6, all reasonably available forward-looking information and reasonably available information is relevant to
macroeconomic factors. Paragraph A6 has similar expectations. This is | the accounting of ECL and therefore only
unrealistic as not all information is relevant to the ECL. Paragraph 53 relevant information should be incorporated. In
seems more reasonable by expecting that relevant information will be addition, it would be helpful to consistently use
considered. terminology from the accounting literature, eg
“reasonable and supportable” to describe the
information since using other language may
result in interpretations not consistent with the
accounting requirements.
58 Sound model validation frameworks are required more generally and Paragraph could be deleted. If necessary, it would

are therefore subject to existing Basel requirements. Unless there are
some specific factors that are unique to ECL which should be
considered, this paragraph adds little to the scope of the document.

be better to replace with a cross reference to
existing Basel requirements and explicit
comment on any points that are unique to ECL or
which the AEG thinks should receive emphasis.
Otherwise, if there are any such points, they are
lost in the more general requirements.
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Al This paragraph expects that lending exposures with nil allowances will | The last sentence of the paragraph should be

be rare. This is not appropriate, especially for over-collateralised removed.
exposures.
ECL will always reflect the possibility that a default will occur, rather
that a loss will occur. While the PD might not be nil, the loss given
default could be nil for exposures that are over-collateralised and hence
resulting in no ECL being recognised. Recognising ECL for exposures
that have no expected loss will not be compliant with IFRS 9.

A4-A5 These paragraphs and footnote 29 suggest that the definition of default | The simplest solution is to delete the last two
should include significant increase in credit risk. As the increase in sentences of paragraph A5 and footnote 29.
credit risk is assessed using the probability of default (‘PD’), an Alternatively, make it clear that these two
increase in credit risk itself cannot be a default or the circularity of sentences set out potential differences between
language will result in the PD model not being operable. the Basel definition of default and significant

increase in credit risk for IFRS 9 i.e., replace
“Furthermore” with “In addition, in order to
consider whether there has been a significant
increase in credit risk, ...”

A7 It is difficult if not impossible to prove a negative and as such it is Delete last sentence or modify it to say: “If the

possible that the paragraph could be interpreted differently to IFRS 9.

credit risk on a financial asset has not increased
significantly since initial recognition, the loss
allowance is measured at an amount equal to 12
month expected credit losses.”
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All - A1l3,
A34 - A35

As noted in the comments on paragraphs 44-48, the guidance should
not be interpreted as suggesting re-segmentation that would be contrary
to Principle 7. These paragraphs would drive an individual assessment
since it would not be possible to practically develop portfolios that
would meet the condition in A13 unless all items had identical credit
quality.

A13 and the last sentence in A34 should be
deleted unless the intention is to drive individual
assessment, which would be contrary to the rest
of the guidance. Rather, the guidance should be
clear that, where necessary, groups should be
established based on shared credit risk
characteristics and banks should not obscure
credit risk information by grouping financial
instruments with different risk characteristics.

All

It is unclear what “sound” means in the context of accounting guidance.
Also, demonstrating that a grouping does not do something such as
obscuring information would be difficult to do given that it requires
proving a negative. The group must meet the criteria in IFRS 9 to share
risk characteristics but the drafting in this paragraph could be
interpreted as being inconsistent with IFRS 9.

Replace “sound” with “complies with IFRS 9”
and delete *“and that grouping of financial
instruments does not obscure information”.
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A27

Point a and footnote 33 do not recognise that banks’ pricing
methodologies typically consider a range of factors, such as general
price of credit or other factors such as economic, commercial or
regulatory factors. The difficulty of identifying a credit risk component
is set out in IFRS basis for conclusions (BC6.508-509) which provides
an indication that it would be difficult, if not impossible to distinguish
such a component, resulting in difficulty in rebutting the presumption
in footnote 33. In addition, the view that life time ECL should be
recognised when a financial instrument’s credit risk at the reporting
date is higher than the credit risk at which the entity would originate
new lending is explained as inconsistent with IFRS 9 principles in basis
for conclusions (BC5.163-BC1.65). Pricing is a lagging indicator in
this context since the deterioration on the previous lending will have to
be identified before it can be factored into the credit spread within the
pricing for new lending.

Given the nature of pricing, it will be difficult to rebut such a
presumption and it is unclear whether any increase in credit spread of
future loans is actually relevant to the assessment of credit risk on the
current loans (and if it is, it is because the increase in credit risk on the
existing loans has already been identified). Therefore it could be
interpreted that the footnote would result in lifetime expected loss
being recognised where there is no significant increase in credit risk
(and equally improvements in credit quality recognised due to price
changes which cannot be demonstrated as unrelated to credit
considerations). This would not be compliant with IFRS 9.

Footnote 33 should be removed

In addition, it is unclear why all the points in
paragraph 27 have been highlighted given that
they are effectively already included in IFRS 9
B5.5.17 (although worded differently). It would
be more consistent with high quality
implementation if banks were advised to consider
all the indicators in IFRS 9, rather than focus on a
few of the indicators.

A35

IFRS 9 suggests rather than requires collective assessment of
impairment. The standard has been misquoted.

To replace the word ‘requires’ with “suggests’ in
the first sentence.

13
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A50 Paragraph A52 appears to require an assessment of credit risk to be Since this paragraph mainly duplicates A52,
made in all situations so that 12 month ECL allowance can be consider deleting it entirely. Alternatively the last
determined regardless of whether there is a significant increase in credit | sentence should be deleted to avoid the apparent
risk. This implies that the Committee consider that the operational internal conflict.
simplification of avoiding tracking is never appropriate and so conflicts
with the last sentence of Paragraph A50 which implies that tracking can
be avoided in rare circumstances.

A51 The paragraph read in the context with A52 could be interpreted as The paragraph should be reworded as follow:

being in conflict with IFRS 9 B5.5.9 since the initial credit risk is
always relevant to the determination of whether an increase in credit
risk is significant

“The Committee regards the low-credit-risk
exemption as merely an operational
simplification to avoid considering whether there
has been a significant increase in credit risk. The
Committee expects banks to continue to assess all
exposures for changes in credit risk and recognise
changes in 12-month ECL through the allowance
where there is not a significant increase in credit
risk. However, the Committee recognizes that the
initial credit risk of a loan is important in
determining the significance of any increase in
credit risk since, if this is not considered, a
change in absolute terms in the risk of a default
occurring could be more significant for a
financial instrument with a lower initial risk of a
default occurring compared to a financial
instrument with a higher initial risk of a default
occurring which would be contrary to IFRS 9
B5.5.9’
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A52-A58 If the suggested amendments to A50 and A51 are made, the remaining | Consider deleting these paragraphs following the
section is superfluous. The guidance would now clearly require credit | changes to A50 and A51.
risk to be tracked in all situations and the significance of any change
assessed on its own merits in accordance with the requirements of IFRS
9. If this is the case, then no additional definitions to determine “low
credit risk” or disclosures are necessary.

A6l The guidance appears to require a statistical analysis for rebutting the The guidance should segregate its expectation on

30 days past due rebuttable presumption. While this might be
appropriate for some Retail exposures, it will be overly prohibitive for
wholesale exposures. Wholesale exposures are often managed on an
individual basis. Therefore the presumption could be rebutted based on
individual facts and circumstances. It is unclear how macroeconomic
factors are relevant to this analysis.

wholesale exposures from retail exposures.
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