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Risk Mitigation Accounting
Comparison ED RMA vs modified RMA model

ED RMA model Modified RMA model
Positions making up the net The following items are The following items are to be
reprising risk exposure (NRRE) | eligible: included:

e Financial assets classified as eNon-derivative financial
subsequently measured at instruments and legal rights
amortised cost or fair value or obligations which
through other contributes to the entity’s
comprehensive income repricing risk.

e Financial liabilities classified
as subsequently measured at | The following items are

amortised cost eligible:

e Firm commitments to e A hedged exposure that
purchase or sell financial affects an entity’s exposure
instruments eligible for to repricing risk.
inclusion.

¢ Expected reinvestment of
financial assets or refinancing
of financial liabilities eligible
for inclusion.

e Highly probable transactions
for purchase or sale of assets
or liabilities eligible for
inclusion.

e A hedged exposure that
affects an entity’s exposure
to repricing risk.

Exposure from equity May be reflected implicitly by Not in the proposed model
manipulation of volumes of BUT exposures from AT1
eligible items. (equity) instruments may be

included if selected by
standard setter.

Sub NRREs Implicit by exclusion of items Explicit for:

with repricing risk exposures
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Comparison ED RMA vs modified RMA model

eltems at fair value through
profit or loss and Items
remeasured for the mitigated
risk

eAssets at FVOCI

eltems at cost or amortised
cost

Potential expansion for:

eEquity instruments which
contribute to the entity’s
repricing risk.

Link to entity’s risk limits

Limited

NB! Most entity risk limits are
not calibrated to the RMA
measure of exposure and thus
any link is irrelevant.

No link but implicit

Use of repricing time band

Strict requirement with
volume test to get to risk
mitigation objective (RMO)

Not applicable

Use of RMO

Defined by lower of test of
NRRE and designated
derivatives

Not applicable

Use of benchmark derivatives
(BDs)

Replicating the terms of NRRE
in RMO

Replicating the terms of sub
NRREs

Conditions for BD

Zero initial fair value

Zero initial fair value

Adjustment of BD

When RMO changes

When NRRE changes

Lower of test

Accumulated change in fair
value of BDs versus cumulative
gain or loss on the designated
derivatives from the date the
derivatives were designated.

Period change in fair value of
BDs versus period gain or loss
on the designated derivatives.

Designated derivatives

e Derivatives that manage risk
of NRRE with certain
exceptions

All derivatives that manage
risk from mitigated rate

Need to keep track of DD

e Must follow and track cash
settlement related to DDs
e Must follow netting in DDs

Not applicable

Risk mitigation adjustment

e Adjust accounting for DDs
o Effects BS and PL

eDoes not adjust accounting
for DDs

eEffects BS, PL and OCl as
relevant

Inflated accounting

Applicable if asset at FVOCl in
NRRE

Not applicable

Unexpected changes

May trigger retrospective
adjustment of BDs

Not applicable

Excess test

Required when there is an
indication

Not applicable
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Comparison ED RMA vs modified RMA model

Adjustment for excess Requires detailed information | Not applicable
on items in underlying
portfolios
NRRE volume realisation test Not applicable Easily automated
Unwinding of risk mitigation Adjust net interest income Adjust net interest income
adjustment
“Misaligned” portion of Presented as net trading Presented as net trading
designated derivatives income income (different way to same
result)
Risk mitigation adjustment Presented in statement of Presented in statement of
financial position as asset or financial position as asset or
liability. liability.

NB! Only for positions arising
from items measured at cost
or amortised cost.

Primary shortcomings ¢ Do not allow for reflection of | eProportional adjustments of

actual risk management. result vectors and

e The concept of time bands is proportional adjustments of
arbitrary. previous recognised RMA is

e The concept of unexpected arbitrary. However, this
changes is challenging. solution reflects in a neutral

e Inflated accounting for FVOCI | manner that, when risk
assets (significant for management focuses on net
insurers) positions, it is not possible to

e Excess test identify what caused the

change in net position.

What are the expected benefits of the modified RMA compared to the ED?

The modified version reflects to a larger extent the net position considered in the interest risk
management.

The modified version avoids the issue of inflated accounting when non-derivative items measured at
fair value or remeasured for the mitigated rate are included in the NRRE.

The modified version avoids the use of time bands, the construction of risk mitigation objective, the
concept of unexpected changes and the consideration of “impairment” indicators.

The modified version is a pure overlay model which do not change the accounting for any of the
items in the NRRE nor any of the designated derivatives.

The modified version can be executed in a step-by-step manner with no application of judgement.
The modified version is easily coded to be run by computers.

The modified version secures that no RMA adjustment may survive to a period after when it should
have been recognised in PL.

The modified version secures full audit trail for all movements in RMA.

The modified version secures better data for disclosures.
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Comparison ED RMA vs modified RMA model

What are the expected issues of the modified RMA compared to the ED?

The modified version may be sensitive to frequent changes in expected contractual cash flows (E.g.
prepayable instruments and on demand deposits)

The modified version may be less prone to management override due to less application of
judgements.

The modified model is assumed to be run on a daily (or veery frequent) basis. Its ability to faithfully
reflect dynamic risk management on a net basis diminishes as the length of the periods at which it is
being run increases. This issue is to some extent shared by the ED model.

What is the driver for the underlying issues with the ED RMA and the modified RMA model?
The concept of NRRE is difficult as:

1) To be relevant all exposures should be included in the creation of the NRRE

2) Foritto be relevant all exposures must be reflected by a correctly measured common
measure

3) Itis a net exposure that do not identify the underlying’s or the value of the underlying’s;
thus, a changed net cannot identify which underlying’s created the net change and no
change in the net may be the result of significant changes in the underlying’s.

4) A net position is a picture at a point in time and in principle does not say anything about the
position closely before or closely after.
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