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Initial situation

Initial situation - Fundamental changes in accounting

Fundamental changes in accounting

The International Financial Reporting Standards
(IFRS) have become a global standard with
currently more than 90 countries either requir-
ing or permitting the implementation of IFRS to
replace local GAAP requirements.

Depending on specific local conditions and
requirements, some countries already expect
balance sheets and profit and loss accounts
to be compiled in accordance with the new
accounting regulations. In making the change
to IFRS, banks are adopting an international
financial reporting language which will enable
them to be understood in a global market-
place — many banks have already found that
it helps them to access world capital markets,
reduce costs and position themselves as global
players.

IFRS is advancing globally - represent-
ing a major change to the way in which

banks carry out their financial account-
ing and reporting practices.

The advantages for international banks that
choose to account in compliance with IFRS
either voluntarily or due to regulatory require-
ments are:
= Their reports are comparable internationally
= Their reports conform with those in

their industry
= Transparency is provided throughout

the corporate group
= Sustainability

FERNBACH's FlexFinance® IFRS solution pro-
vides an accurate, modern financial accounting
system which enables banks to fulfil the IFRS
requirements efficiently and on time.
FlexFinance® IFRS is a unique, pioneering
solution for IFRS compliance. It embodies pre-
processing with all the features that are essen-
tial for precise valuation and the generation of
accounting events including powerful cash flow
generation, parallel GAAP capability, securities
position building and product building/splitting.
This pre-processing forms the basis for IFRS-
compliant accounting entries and regulatory
reporting, while taking specific requirements
such as hedge accounting and impairment into
account.




FlexFinance® IFRS
Overview

FlexFinance® IFRS is a standards-compliant
accounting solution which allows banks to
implement accounting methods according to
the latest IFRSs while rationalising the entire
accounting process, thereby reducing the
processing times for all banking products.

A FULLY AUTOMATED AND
COMPREHENSIVE SOLUTION

FlexFinance® IFRS offers the most reliable and
robust automated process for IFRS compliance
and covers the complete process chain of IFRS
accounting.

FlexFinance® IFRS can be linked to already
operative systems by making use of Flex-
Finance® ETL. The data enrichment and
enhancement processes cover cash flow
generation, product splitting and product

building for hybrid products as well as valuation.

These steps form the basis for IFRS-compliant
recognition, measurement, de-recognition and
disclosure of financial instruments.
FlexFinance® IFRS performs IFRS-compliant
calculations to a very fine level of granularity
which enables almost unlimited variations of
accounting and analysis. It also incorporates

a functionality to perform effectiveness tests.
The impairment functionality deals with specific
provision, lump-sum specific provision and
collective impairment.

FLEXFINANCE® HAS ITS ROOTS IN
FINANCIAL ACCOUNTING

FlexFinance® enables a bank to set up an
IFRS-compliant, business-event-driven financial
accounting system. Banks will benefit from the
increased transparency of their reports, which
are based on common data, thus forming a
single source of the truth.

Since IFRS-relevant values are computed in a
central Calculation Kernel, identical figures

can be used for accounting as well as any kind
of disclosure and reporting for regulatory or
managerial and internal accounting purposes.

However, in the near future IFRS will influence
much more than just financial accounting and
reporting. IFRS figures will impact profitability
management too.

FlexFinance ® covers today’s issues and
meets tomorrow’s challenges.










Integrated Hedge Manager module

Integrated Hedge Manager module

IFRS uses the mixed model approach:

A critical issue in this case is that different
valuation concepts can be used for the hedged
items and hedging instruments in a hedging
relationship. Whereas most hedged items are
valued at amortised cost, the corresponding
hedging instruments (derivatives) are generally
measured at fair value. If the economic hedging
relationships are not taken into account for
financial accounting, there would be a signifi-
cant profit and loss volatility. While fair-value-
specific valuation elements for the hedged
items are not included, the fair-value-specific
valuation elements of the derivatives fully affect
profit and loss.

A high-performance hedge management system for fair value,
cash flow and portfolio hedges which fulfils all the requirements
laid down in IFRS.

In order to avoid inconsistencies in the profit
and loss account, FlexFinance® covers the
following options of IAS39:

= Micro fair value hedges

= Cash flow hedges

= Macro portfolio interest rate risk hedges

= Fair value options

FlexFinance® provides a hedge management
solution which maps the full life cycle of a
hedge from designation to termination. The
solution can be used in both real-time mode as
well as in batch mode. All IFRS requirements
regarding the documentation and audit trail of a
hedge relationship are also fully supported.

Documentation

FlexFinance® supports hedge management with
comprehensive functions which can be viewed
and accessed via web-based dialogues. The
requirements of IAS39.88 are fully supported:
The risk management strategy, the pursued
objectives as well as texts can be captured and
existing documents can be loaded. Documents
are managed in a log book in compliance with
auditing requirements. The designation and the
termination of a hedging relationship, including
manual changes, are subject to a workflow-
based approval process.



Effectiveness Testing

2.RETROSPECTIVE
= Dollar offset method (ratio analysis):

FlexFinance® supports the following methods
for effectiveness testing:

1.PROSPECTIVE

= Critical term match:
100% effectiveness may be assumed
prospectively under the condition that the
parameters relevant for the valuation of the
hedged item and the hedging instrument are
the same (IAS39.AG108). For this purpose,
FlexFinance® can compare deal parameters
such as nominal volume, interest payment
and adjustment dates, final payment.

= Market data shift method:
This method belongs to the class of stress
testing methods. In this case, FlexFinance®
computes the changes in the fair value of the
hedged item and of the hedging instrument
which occur after applying a stress scenario
to the market yield curve. The stress scena-
rio can be individually configured by a bank.
Here, the risk management strategy of the
bank should have precedence when defining
the stress scenario (IAS39.AG107).

The fair value changes due to the interest
rate risk of the hedged item and the hedging
instrument are compared.

Advanced dollar offset method (threshold test
+ ratio analysis):

First, a threshold test on the fair value chan-
ges due to the interest rate risk of the hedged
item and the hedging instrument is perfor-
med. The test assures that at least one of the
fair value changes are significant. When the
test is completed, the fair value changes are
compared.

Otherwise, if the test is not completed, the
ratio is set to 1.

Regression analysis:

The test is successful if the degree of cer-
tainty (R?) is higher than 0.8. Moreover, the
gradient of the line of regression must be
between -0.8 and —1.25 and the test must
have statistical significance. The regression
analysis can be performed using either the
past results from the dollar offset method or
the past results from the benchmark inte-
rest rate method which guarantees optimal
performance.



= Benchmark interest rate method:

Based on the experience of different projects,
the dollar offset method and even the advan-
ced dollar offset method cause unaccepta-
ble results especially for perfect economic
hedges due to the mathematical formula.

Therefore FERNBACH has developed the
benchmark interest rate method. This me-
thod splits the cumulated fair value change
of the hedged item and of the hedging instru-
ment into different components: ‘benchmark
interest rate component’, ‘marginal interest
rate component’, ‘credit spread component’,
etc.

........ . Integrated Hedge Manager module

The hedge ratio used in the effectiveness
testing is based on the benchmark interest
rate component only.

This represents the change in fair value which
is due to shifts/twists in the middle- and
long-term parts of the yield curve. In contrast
to this, the marginal interest rate component
represents changes in the fair value due to
different reasons such as short-term interest
rate volatility or interdependence between
credit risk and interest rate risk. The bench-
mark interest rate method is able to distin-
guish between economically effective and
ineffective hedges (IAS39.AG99).
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Effectiveness Monitoring

IAS39 requires that the prospective and retro-

spective effectiveness of the hedging relation-

ship is checked at the hedge start and during

the deal term. This means that the following

must be checked:

= |f the expected highly effective compensation
of future value changes for the hedged item
and the hedging instrument is to be valued
(prospective effectiveness test)

= |f the actual compensation lies in the range
between ‘80% to 125%’ (retrospective effec-
tiveness test)

In addition to the range of ‘80% to 125%’
required by the supervisory authorities, Flex-
Finance® also provides the option of defining
an internal range that can be used as an early
warning system. If a hedge becomes ineffective
over time, it is considered terminated.




................................................................................................ . Integrated Hedge Manager module

Hedge Accounting Singapore

Hedge accounting is integrated in the Accoun-
ting Generator. Separate accounting event
types are provided for hedge designation,
hedge valuation and hedge termination.

The accounting rule engine deals with hedge- "_-l
specific valuation components such as basis
adjustment, hedge adjustment as well as the
differentiation between fair value changes
related to a secured and unsecured risk.
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Hong Kong

“The FERNBACH team impressed us with their knowledge
and understanding of the issues we faced. After one year of
working with the new Hedge Manager solution we are very
pleased with the reliability of the results and feel convinced
that FERNBACH was the best choice from among the other
software providers.”

Darrell Colgon
Chief Financial Officer of Commerzbank Europe




................................................................................................ . Integrated Hedge Manager module

Added value
of FlexFinance® Hedge Manager:

= Easy-to-use GUI with powerful graphical
support

= State-of-the-art hedge documentation

= Step-by-step, guided workflow that
offers users the possibility of returning
to a previous step if required

= Comprehensive hedging documenta-
tion throughout the entire life cycle of a
hedge as well as an audit trail which fully
complies with audit requirements

= IFRS-compliant effectiveness testing
methods

= Workflow-based support at each stage
within the life cycle of a hedge

= Hedge history shows hedge-related
events according to the workflow of the
hedge maintenance and effectiveness
test in the past







Reconciliation

FlexFinance® provides a wide range of re-
conciliation facilities. This enables FlexFinance®
to support different reconciliation approaches.
Depending on the expected level of analysis,
reconciliation is supported at single deal level
as well as at aggregate levels such as category
or product types.

Reconciliation

FlexFinance® supports

1. Reconciliation of data delivery from the
source systems to the FlexFinance® Data
Management Suite (DMS)

2. Reconciliation for IFRS pre-processing
(inside DMS processing)

3. Reconciliation between IFRS pre-processing
and the Accounting Generator

4, Reconciliation between different GAAPs
(e.g. local GAAP and IFRS)

5. Reconciliation between the Accounting
Generator and a third-party general ledger

6. Reconciliation between other applications
such as ALM, Liquidity, Basel Il & Profitability

For each type of reconciliation, FlexFinance®
provides specific tools such as the Accounting
Analyser and the IFRS Reporter. Interfaces from
and to external systems are easy to overview
such as the interface to an optional external
general ledger which includes overviews on

the batch runs, accounting journals as well as
drilldown functionalities to individual deals and
their business events.




Technology -
Flexible Java-based framework

FlexFinance® has been developed in an open
Java environment in compliance with the J2EE
standard. The openness of the architecture is
due to its component-based setup based on a
uniform platform.




Implementation -

FlexFinance ® Technology

The fastest route to success

Cost-effective and on-schedule implementation
of software is critical for the economic and
strategic success of a project. By leveraging the
power of proven implementation methods and
tools combined with industrialised processes,
FERNBACH can reduce time and effort required
for successful implementation.

INDUSTRIALISED METHODS ACCELER-
ATE AND SIMPLIFY IMPLEMENTATION
Based on years of experience and in-depth
knowledge gained first hand from a multitude of
projects, FERNBACH has developed a standar-
dised and structured implementation process
(FERNBACH Implementation Methodology
“FIM”). For each stage of a project, the require-
ments, responsibilities and objectives are clearly
defined and tested.

This procedure also allows the business units
to work together hand in hand at the same
time which drastically reduces any potential
down-time. Procedure models which are clearly
outlined for individual scenarios and configura-
tions ensure efficient implementation and rapid
availability of the solution.

Buenos Aires

TEMPLATES SIGNIFICANTLY REDUCE
COMPLEXITY

For each phase of the implementation pro-
cess, templates with sample deals are avail-
able, amounting to the approximate coverage
of 80 percent of the portfolio of a bank. The
customer’s individual requirements are accom-
modated by these supporting tools in a way
that is both structured and transparent. The
customised features based on standard para-
meterisation, which is already executable, mean
that productivity increases from the moment
the project is live and can be tracked to ensure
continued profitability of the project.




Added value
of FlexFinance® Technology:

= Maximum flexibility for integration,
extendibility and scalability

= Existing technical infrastructure can
be used

= |Industrialised methods accelerate
and simplify implementation

= Templates significantly reduce
complexity

“FlexFinance® IFRS is the only system which we feel will
prepare us for the international accounting requirements
of the coming years. The quality of the solution and the
company’s proven implementation methodology con-

vinced us to select FERNBACH.”

Stephan Bauer
Head of Accounting, Commerzbank
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