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WHITE PAPER:

Demystifying derivative instrument valuations:
A commercial and accounting perspective

Recently several of our treasury clients have been querying the difference between the derivative
valuations provided by banks, and the derivative valuations when looking at unwind values upon
terminating a derivative prior to maturity. There have also been accounting valuation changes to
further complicate matters.

In this white paper we address the differences between the “Mark-to-Market” of a derivative, a bank’s
valuation of that same derivative, and the latest in accounting valuations. In summary:

1. The Mark-to-Market of a derivative (we use as an example an uncollateralised interest rate
swap), represents the Net Present Value of all future cashflows to be received and paid,
discounted at LIBOR. This value is the same as that received in reporting statements from
banks, and is often utilised for accounting purposes.

2. The Bank Valuation of a derivative is the Mark-to-Market adjusted for the bank’s credit,
funding and capital implications. It may also take into account the bank’s strategy, commercial
considerations and a bank’s portfolio impact. This is an important factor to consider when
terminating a derivative prior to maturity.

3. The Accounting Valuation of a derivative, is usually the same as the Mark-to-Market described
previously (taking into account certain valuation adjustments that depend on the relevant
accounting standard). There have been accounting developments which most entities should
be aware of which puts a greater emphasis on credit adjustments to the Mark-to-Market for
accounting purposes.

This is a complex and technical area which requires an understanding of cashflows, market

movements, internal bank processes and considerations, and accounting developments.
We address these topics in more detail in the following paper.
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“MARK-TO-MARKET” OF A DERIVATIVE

The Mark-to-Market (MtM) is an important concept for an organisation that enters into a derivative
transaction. For a simple uncollateralised interest rate swap, it represents the net present value of the
cashflows using current forward market interest rates. It is also referred to by banks as the “mid-MtM”
value as it is calculated using mid-market data and does not include any other adjustments.

The discount rate used to value the future cashflows is typically LIBOR. However, there is debate
amongst certain banks whether to utilise OIS or SONIA as the discount rate. This reflects ongoing
technical, market, and commercial considerations.

The MtM is typically reported through monthly valuations reports which is sent by the bank’s internal
valuations team. This is usually separate from the bank’s client facing derivatives team or trading team.

“MARK-TO-MARKET” = THE NET PRESENT VALUE OF FUTURE CASHFLOWS RECEIVED AND PAID,
DISCOUNTED AT LIBOR.

Below is a simple example of a vanilla interest rate swap:

Corporate pays Fixed

VN
A

BANK CORPORATE

Corporate Receives
Floating

—

MtM = NPV of both

MtM is the base from which we explore two separate but related concepts in the following sections
- a Bank’s valuation and the accounting valuation for most corporate entities.
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BANK VALUATION OF A DERIVATIVE

The value of a derivative from a bank’s perspective in the event of an early termination (sometimes
called an “unwind of the position”), may differ from the MtM of the derivative. The Bank will take into
account and charge for the following adjustments when the derivative is initially entered into:

1. Credit protection, to protect against a possible default by the counter-party before maturity
of the derivative. Some banks will also consider their own default risk, but this is an expansive
topic beyond the scope of this paper.

2. Future funding, to provide the cash posted in the future for the “market hedge” - the market
hedge is an equal and opposite derivative to the original one entered with the counterparty
which mitigates the interest rate risk generated for the bank. In most instances, the majority
of transactions with corporates will be on an uncollateralised basis while banks face clearing
houses or interbank desks through daily collateral agreements.

3. Bank capital. This has two related areas: the first is that the interest rate swap is an asset for
the bank, which needs to generate a return to the bank’s shareholders. The second is that the
asset needs an equivalent liability, specifically the amount of common equity held against the
asset, as required by the bank’s financial regulator.

BANK VALUATION = MARK-TO-MARKET ADJUSTED FOR THE BANK’S CREDIT, FUNDING AND
CAPITAL IMPLICATIONS.

Below is the same vanilla interest rate swap, viewed from a bank’s perspective:

______________________________________________ Credit Hedging Team
(CVA Desk)

Buy Credit
Protection at
Beginning,
Receive Rebate for
Removal of this
at Termination

Pay Fixed, Receive Floating Bank Pay Fixed, Receive Floating .
< B S < > Corporate
(13 tH
Cash Collateral (“Derivative” Desk)

A

>

Funding Costs for
Posting collateral
at the Beginning,
Funding Rebate for
Removal of
this at
Termination v

_____________________ Funding (FVA Desk and Capital (Shareholders
Treasury) and ALM Team)

Upon early termination of the swap before final maturity, the bank will consider all of the above at the
point of termination. This typically means a release from the market to the bank, for credit risk, funding
and capital at that point in time (these will have changed versus the start of the derivative, due to
market movements).

e
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Whether these releases are passed on to its counterparty depends on a number of factors, including:
1. Bank’s strategic direction: Whether they want to exit or expand certain businesses.

2. Commercial considerations: Whether future business can be generated as part of the
relationship with the client.

3. Portfolio effects: The bank is unlikely to look at the termination of single derivative in isolation.
It will typically take into account the impact on the bank’s entire portfolio of derivatives and
loans with all clients, from a credit, funding and capital perspective described earlier.

If any entity elects to terminate a derivative prior to final maturity the amount it pays to the bank (or
receives) will be a function of the MtM, the adjustments described previously, as well as other factors
outlined above.

Given the above, each bank will provide different treatment depending on the way it manages credit
risk, its cost of funding/capital, regulatory regime, portfolio impact, commercial and strategic direction.

ACCOUNTING VALUATION OF A DERIVATIVE

The value of a derivative from an accounting perspective is typically the same as the MtM described
above. This is the “Fair Value” currently utilised for accounting purposes for most corporates.

However, there have been developments under IFRS 13 “Fair Value Measurement” (which was effective
from 1 January 2013) addressing “non-performance risk”, the likelihood of an obligation not being
fulfilled. This places greater emphasis on credit adjustments to the MtM for accounting purposes.

These adjustments mirror some of the concepts described in Section 3, Fair Value from a bank’s
perspective, and primarily are:

1. Credit Valuation Adjustment (CVA): the impact of the bank credit risk to its counterparty.
2. Debit Valuation Adjustment (DVA): the impact of its counterparty credit risk to the bank.
3. Funding Valuation Adjustment (FVA): derivative obligations will normally have a funding

impact to the firm entering these which would be estimated via their own credit spreads.

ACCOUNTING VALUATION = MARK-TO-MARKET, POTENTIALLY ADJUSTED FOR THE CVA,
DVA AND FVA.

Below is the same vanilla interest rate swap, viewed from an accounting perspective:

Accounting
Adjustments
 ERRRRCUITEEIEEREEEEE CVA
Fixed i
< > Corporate  [EuEEEEELEE mmmmmmmmsnomees e DVA
Floating :
EERRCCEEEEEEEEEEE FVA
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ABOUT CENTRUS

As one of the most active derivatives advisors in the UK and Ireland, Centrus possesses the
knowledge, experience and technological capability to understand the Mark-to-Market of a derivative
portfolio, analyse the different charges that banks may apply to positions, and keep up to date on
relevant accounting valuation developments. Please get in touch using the following contact details if
we can be of assistance:

P
Adrian Li David Cerqueira
T: +44 (0) 203 846 5709 T: +44 (0) 203 846 5686
M: +44 (0) 796 831 9192 M: +44 (0) 7445 331215
E: adrian.li@centrusadvisors.com E: david.cerqueira@centrusadvisors.com

George Karalis Phil Jenkins

T: +44 (0) 203 846 5683 T: +44 (0) 203 846 5671

M: +44 (0) 7955 397737 M: +44 (0O) 7788 209354

E: george.karalis@centrusadvisors.com E: phil.jenkins@centrusadvisors.com

IMPORTANT DISCLAIMER: “Centrus” consists of Centrus Corporate Finance Limited and its two wholly owned subsidiaries; Centrus Financial Advisors Limited and Centrus Advisors Limited
Centrus Corporate Finance Limited is a limited company incorporated in England and Wales number 07943605. Registered office at 10 Queen Street Place, London EC4R 1BE, UK.

Centrus Financial Advisors Limited is authorised and regulated by the Financial Conduct Authority Firm Reference Number 750011. Please visit www.fca.org.uk for more information. Centrus Financial
Advisors Limited is a limited company incorporated in England and Wales number 10203539. Registered office at Ground floor, 10 Queen Street Place, London EC4R 1BE, UK.

Centrus Advisors Ltd is a limited liability company incorporated in Republic of Ireland number 547394. Registered office at 70 Sir John Rogerson’s Quay, Dublin 2. Directors: P Jenkins (UK) and J Murphy
(Managing Director). Centrus Advisors Ltd is a Tied Agent of Centrus Financial Advisors Limited, which is authorised and regulated by the Financial Conduct Authority.

This report or document or any of its content must not be distributed or passed on, directly or indirectly, to any other person without the express written consent of Centrus. Nothing within this document
should be construed as investment advice and should not be relied upon.

All of the views expressed in this report or document accurately reflect the personal views of the responsible analyst(s).

The information contained in this report or document has been compiled by Centrus from sources and using data believed to be reliable and unless stated otherwise should be assumed to be using end

of day data, but no guarantee, representation or warranty, express or implied, is made by Centrus, its affiliates or any other person as to its accuracy, completeness or correctness. Centrus is under no
obligation to update, modify or amend the information. All opinions and estimates contained in this report or document constitute Centrus’ judgement as of the date of this report or document, are subject
to change without notice and are provided in good faith but without legal responsibility.

This report or document is not an offer to sell or a solicitation of an offer to buy any securities. This material may be prepared for general circulation to clients and may not have regard to the particular
circumstances or needs of any specific person who may read it. To the full extent permitted by law neither Centrus or any of its affiliates, nor any other person, accept no responsibility for and shall have
no liability for any loss (including without limitation direct, indirect, consequential and loss of profit), damages, or for any liability to a third party however arising in relation to this report or document
(including without limitation in relation to any projection, analysis, assumption and opinion in this report or document).

Data is sourced from various sources including Reuters, Markit and Centrus Datasheet.
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