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The set of final standards agreed by the : 01/ Introduction 2
Basel Committee in December 2017 for & 02 / Implicati
ol p f mplications for banks K]
credit risk, operational risk and the output
floor also included revised minimum 03/Overall context 5
standards for the capital treatment of credit e T ey i ] S e 6
valuation adjustment (CVA) risk. Approaches

05/ How KPMG can help

CVA is essentially an accounting valuation adjustment
for derivatives to account for counterparty credit risk.
The capital charge for CVA risk aims to cover the risk of
changes in this valuation adjustment.

Key elements of the revised CVA standards are:

e As already announced by the Basel Committee in
March 2016, banks will not be allowed to use an
internal model approach to calculate capital
requirements for CVA risk.

e The current standard and model-based advanced | TS,
methods will be replaced by a Basic Approach ‘i
(BA-CVA) and a Standardised Approach (SA-CVA). #

e The BA-CVA is similar to the current standard e
approach. It is a conservatively calibrated : oS =)
approach that is relatively simple to implement. %

e The SA-CVA is based on sensitivities and a
variance-covariance model, whose input
parameters are subject to various requirements
and whose application requires prior supervisory
approval (unlike the Standardised Approach for
market risk). p :

* In comparison with the first Basel Committee e WK

consultation on CVA in July 2015, the final B
standards adjust some methodological PR R, i
requirements and update the calibration of risk gy - -
weights. < A

= %é, 4

The revised framework is due to come into force t‘__!;.;é "
on 1January 2022, at the same time as the revised =
framework for market risk. ;
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Capital

Although KPMG experts estimate
that capital requirements under the
final standards for the BA-CVA will
be slightly lower than under the
earlier consultation proposals, these
estimates also indicate that the
BA-CVA will, on average, still result
in higher capital requirements than
under the current standard approach
or under the new SA-CVA.

The SA-CVA continues to be the more
risk-sensitive and less conservative
approach, which reduces the capital
requirements for CVA risks compared
with the BA-CVA. In particular, for
banks whose derivative transactions
are materially affected by capital
requirements from CVA risks, it

is beneficial to consider applying

this approach. Since there are no
restrictions on product type coverage
of eligible CVA hedges in the SA-
CVA, the possibilities of optimizing
the capital requirement in line with
economic CVA management are
significantly improved compared to
the status quo and previous Basel
Committee publications.

Banks should therefore undertake
their own impact study based on

the final standards. This also needs
to include the impact of the new
standard approach for counterparty
credit risk derivatives exposures (SA-
CCR), which will replace the current
standard regulatory approach to the
calculation of such exposures (the
current exposure method, CEM).

Another key consideration is that
the SA-CVA is treated as a standard
approach in the context of the
output floor, so there is no aggregate
constraint on the amount of capital
reduction that can be obtained
through application of the SA-CVA
rather than the BA-CVA.
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Data, systems and processes

Although the SA-CVA is classified as a standard approach,
banks can only adopt this approach if they meet detailed
requirements on data, the modelling of sensitivities and
governance, similar to the requirements that are currently
applied to the use of internal models for market risk or
counterparty credit risk. Banks planning to apply for
approval to use the SA-CVA should therefore consider

at an early stage how they are going to meet this range

of requirements.
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EU implementation

As with credit risk, operational risk and the output floor,
it remains unclear whether the EU will be in a position to
implement the new Basel Committee standards for CVA
in January 2022. This will require further revisions to the
Capital Requirements Regulation (a “CRR3") since the
currently proposed revisions to the CRR (in CRR2) only
cover the new framework for market risk.

For CVA, this implementation will require specific
attention to be paid to the treatment of the current

EU exemptions (for example, excluding most non-
financial counterparties from the scope of the CVA risk
calculation). Removing these exemptions would lead to a
significant increase in capital requirements.
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The scope of application of the new framework incorporates
all derivatives as well as securities financing transactions
evaluated at fair value. Transactions with central
counterparties (CCPs) are excluded from the framework.

In addition to the risks arising from changes in the value of
the credit spread of the respective counterparty, the new
CVA risk framework also covers so-called CVA exposure risks.

These are the risks of CVA changes due to changes in market
parameters such as interest rates or foreign exchange rates.

The capital requirement for CVA risks is an independent
regulatory risk category and includes all CVA exposures

The_ main ObJeCtlveS of the subject to the scope of application and permitted hedge
revised CVA framework are (1) transactions.

an improved consideration of .

P . . . Banks may choose between the basic approach (BA-CVA) and
all CVA risks including related — subject to supervisory approval - the standardised approach
hedges; (2) the alignment of the (SA-CVA). Banks do not have to apply the same approach

regulato ry CVA risk calculation to the entire scope of appllcatllon. If supervisory approval is
granted, banks can decide which approach to use at the level

with the CVA calculation for of each netting set.

accounting purposes; and (3

. g purp ! (3) The calculation of the BA-CVA and the SA-CVA can be

the allgnment of regulato ry waived if the nominal value of a bank’s non-centrally cleared
requirements for CVA risk with derivatives is less than €100 billion. In this case the CVA risk

the revised framework for capital requirements will simply be set to the amount of the
. respective capital requirements for counterparty credit risk.
market risk.

In principle, both external and internal transactions are
permitted as hedges. In the case of internal transactions,
specific requirements are applied to the internal risk
transfer and the delimitation of capital requirements from
CVA risks and market risks. Depending on the respective
approach, different ranges of product types are allowed as
eligible hedges.

When determining the output floor across all risk categories,
the calculated risk-weighted assets from CVA risks are
treated as being a standardised approach irrespective of
whether a bank uses the SA-CVA or the BA-CVA. There is
therefore no output floor constraint from using the more risk-
sensitive SA-CVA rather than the BA-CVA.
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ii SA-CVA

The SA-CVA provides a more risk-sensitive calculation of CVA risks. Conceptually, the
approach is comparable to the new Standardised Approach for capital requirements for
market risk under the revised market risk framework.

In addition to the prescribed risk weights (which the Basel Committee is proposing to
reduce for the Standardised Approach for market risk and will then consider whether
to make corresponding changes to the SA-CVA) the key inputs to the regulatory
prescribed calculation rule, which is based on a variance-covariance model, are CVA
sensitivities and CVA hedge sensitivities with respect to changes in credit spreads and
other market risk factors such as interest rates and foreign exchange rates.

While the calculation rule and the risk weights for the SA-CVA are defined by the
regulatory standards, a CVA model is necessary to compute the CVA sensitivities.
This model for the “regulatory CVA calculation” is based on the CVA model used for
accounting purposes. In contrast to the current framework, an internal model for the
determination of counterparty credit risk exposure (IMM) can no longer be used.

The Basel Committee standards contain numerous criteria for the CVA model used

to determine the CVA sensitivities, relating to the incoming default probabilities,

loss rates and the exposure calculation. In particular, exposures from collateralised
derivatives have to be taken into account. It is also required that market implied data is
used for the calibration of CVA models, if possible. Furthermore, there are far-reaching
qualitative and procedural requirements that are similar to the requirements that are
currently placed on the use of internal models for market and counterparty credit risks.

Hedges may include transactions that serve to hedge the credit spread risk of the
respective counterparty or to hedge CVA exposure risks. The respective hedges
are taken into account in the CVA risk and are excluded from the regulatory market
risk calculation. A “perfect hedge” efficiency is prevented due to a factor in the
calculation rule.

A multiplier of 1.25 has been set to take account of model uncertainty (this
has been reduced from the 1.5 multiplier in earlier consultations), although the
national supervisor has discretion to apply a higher multiplier than 1.25.

Use of the SA-CVA requires supervisory approval, unlike the broadly similar
Standardised Approach for market risk.
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The information contained herein is of a general nature and is

not intended to address the circumstances of any particular
individual or entity. Although we endeavor to provide accurate

and timely information, there can be no guarantee that such
information is accurate as of the date it is received or that it will
continue to be accurate in the future. No one should act on such
information without appropriate professional advice after a thorough
examination of the particular situation.
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