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hat is the fair value mark-to-market for a derivative? Is it Libor discounted? 
Overnight Index Swap discounted? Or do you need to take into account other 
factors such as counterparty credit exposures or funding costs? The answer right 

now is that you can find both views. Some banks are willing to adjust the value of their 
books to take into account credit and funding risks and others are not. The result is one 
street but two diff erent prices for every trade.

XVA is the name that is increasingly being used to encompass these value adjustments. 
It includes credit, debt and funding valuation adjustments (CVA, DVA and FVA). 
CVA value is the credit risk that a dealer will price into a trade to face a given 
uncollateralized counterparty, while DVA adjustment is the credit risk that the client 
should take into account facing the dealer.

Funding considerations which are quantified using a FVA adjustment can be either 
a cost when collateral is posted or a benefit when collateral is received. A dealer will 
probably also track their liquidity value (LVA) adjustment which is the slippage that a 
bank will incur by funding at Libor but only receiving OIS in return on posted collateral. 
Margin value adjustment (MVA), is the cost of funding initial margin when trades are 
cleared while CollVA or the cost of collateral quantifies the value of the optionality to 
post in diff erent currencies embedded in a Credit Support Annex (CSA). There is also 
talk on the Street of KVA or Capital Value Adjustment. Historically dealers do assess 
incremental capital charges internally but now there is pressure to also pass these 
costs onto the client. Every sell-side firm will have their own recipe.

The consequence of these divergent pricing views is that there is now a two tier 
market forming - those who price XVA and those that don’t at all or neglect various 
components. Generally if banks include these costs they will have dedicated front off ice 
desks to manage them (Figure 1) and look to transfer XVA costs to clients. These desks 
are typically run as any other derivatives business with daily mark-to-market and P&L 
that is reported inside the capital markets division. At their most advanced XVA desks 
look to hedge their exposures in the market. Of course increasing transaction costs will 
naturally encourage clients to seek out sellers who don’t price XVA.

W

1

Figure 1: Trading with an XVA desk
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TWO PATHS

Dealers that price XVA do not have the same motivations as those that don’t consider 
it. The value they see is very diff erent from the old school view of trading P&L. Houses 
that don’t price these costs will generally have a queue of banks outside their door 
wanting to do certain trades with them. Put very simply, without XVA, you will win 
trades you should lose and you will lose trades you should win.

The most basic XVA trade type is an intermediation trade. Typically an XVA desk will 
approach another bank where there is a two-way zero threshold CSA already in place. 
The basic idea is shown in Figure 2. Following the Lehman default, liquidity was highly 
stressed. Any trade receiving US dollars therefore traded at a premium. For example, a 
cross currency swap where the arranger receives US dollars. Typically cross-currency 
basis blew out post-Lehman leaving such trades with large mark to market impacts of 
10-20% of the trade notional. If there is no CSA in place with the client then this mark-
to-market and the associated US dollar cash flows are at risk. The total embedded XVA 
amounts to as much as 5% of the trade notional in the dealer’s favor. By stepping in, 
the intermediating bank’s CSA will collapse these risks as collateral will be immediately 
posted to the dealer.

The question is what is the fair value to charge for such an intermediation? Without 
an XVA desk, a bank might charge the Libor-OIS risk free rate of 2-3 basis points (bps) 
thereby giving the dealer a mark-to-market gain of anywhere up to 20bps. In principle 
this applies to any trade where the mark-to-market may move substantially in the 
arranger’s favor and there is no CSA in place with the client. Cross currency swaps 
are one such high cost product from an XVA perspective as the principal exchange at 
maturity carries significant FX risk.

In general, CSAs hold significant value for an XVA desk. All uncollateralized clients will 
draw the XVA desk’s attention. Again using interest rate derivatives, take a client who 
is receiving a fixed rate on a portfolio of trades and paying a floating rate in, say, US 
dollars. Let’s assume there are several deals that printed pre-Lehman at high coupons. 
As fixed rates collapsed following the default, these trades showed large mark-to-
market losses for the dealer. The remaining trades are all much longer dated but show 
little P&L as they were dealt at rates which have remained quite stable post-Lehman.
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Figure 2: XVA Trade Novation
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FAIR PRICE

XVA desks are run like any other derivatives business with daily mark-to-market and 
P&L. The XVA desk simulates all outcomes that generate a positive mark-to-market 
in their portfolio and calls this the Expected Positive Exposure (EPE). Outcomes that 
move against the desk are called the Expected Negative Exposure (ENE). The Expected 
Exposure (EE) is the average path the XVA desk sees the portfolio taking. This is shown 
in Figure 3. For the client in question here, the large negative mark-to-market is of the 
order of $110m. However this rolls off  quickly as the pre-Lehman legacy trades mature. 
At the same time the simulation suggests that the remaining longer dated trades will 
move substantially in the dealer’s favor as fixed rates increase.

In this situation, typically the XVA desk will call sales and the conversation will revolve 
around asking the client to sign a two-way CSA. When the CSA is signed the bank will 
“post $110m to the client.” Unless the client is sophisticated and understands XVA 
costs, what they won’t be told is that the XVA desk will mark their book up by about 
$10m when the CSA is inked (remember these desks are mark-to-market and report 
their P&L like all other derivatives desks). The reason is that on a net present value 
basis, the initial collateral posting of $110m is in fact small compared to the long dated 
credit risk which remains in the book as well as the funding cost required to maintain 
the hedges on the Street. The net present value of all XVA exposures swamps the initial 
collateral outlay. The idea behind risk reduction and XVA release is an important one. 
Whenever a client unwinds risk or enters into trades that off set existing exposures, an 
active XVA dealer will see a P&L release from the XVA desk. Typically this P&L will be 
held by either the XVA desk itself or by Sales as a hard dollar mark up.

Knowing that diff erent trades produce diff erent incremental costs can be important 
to achieving best execution for clients. Wherever client trades can achieve a risk 
reduction for the XVA desk, sophisticated clients will apply pressure for that release 
to be incorporated into the traded price. Whether trading as a client or a professional 
counterparty, the more sophisticated the analytics, the better the ability to horse trade.
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Figure 3: Client Exposure Profile
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THE END GAME

There is no agreed model. Some dealers are still ignoring the XVA costs, whereas others 
only look at CVA as an accounting adjustment to the bottom line. The function itself 
might sit within capital markets or lie within the remit of a portfolio risk management 
function or even treasury. Historically, trading owns market risk. Credit risk was 
always less clear cut. It might be owned by capital markets collectively with reserves 
held against it. Alternatively sales might own the credit risk alone. XVA is turning that 
on its head with credit risk now increasingly being part of trading and pricing. Every 
time Sales originate a trade, credit risk enters the bank. This also leads to funding 
implications. Some dealers are now considering centralized business models where 
the XVA desk also handles the collateral optimization function for Capital Markets. For 
large organizations with global sales networks, the XVA desk might also be tasked with 
internally transfer pricing of these costs back to the desks that originated them. The 
idea is the following: Sales might claim their P&L is $30m but the XVA desk will push 
back and say, it is not $30m because your desk originated $2m in funding costs and 
$4m in CVA from the trades you printed. Therefore, your true sales margin is only $24m. 
Without centralization, a global bank will find it hard to keep track of every sales rep 
and the prices they are executing at, thereby making this function valuable.

Taking this a step further, one structure that is being talked about is the idea of 
centralizing the XVA function and consolidating the client-facing role. The trade flow is 
shown in Figure 4. Under this business model, the only desk talking to clients is the XVA 
desk. All trades are entered with the XVA desk who then mirrors the pure market risk to 
the respective flow desks.

4

Figure 4: Centralized XVA Desk
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The fact that this new structure is being proposed at all is a reflection of the 
changing nature of the market itself. This centralized model is considered an 
advantage when complex trades or unwinds are considered. Rather than trying to 
assess risk across multiple flow desks, the XVA desk has a consolidated position 
view. It is also an indication of the magnitude and changing importance of the 
trading functions. Flow trading is relatively transparent. The client knows their 
price is 1-2bps from the mid whereas the XVA costs can depend on a variety of 
variables. It ranges from where the counterparty’s credit curve is marked, to 
the legal documents in place with the client, to whether or not the trades have 
a clearing component. That’s without even considering the complexity of the 
simulation itself.

One downside of the proposed centralized model is that it may run significant 
relationship risk. Existing sales relationships between clients and the flow 
desks will be affected to the extent XVA charges are seen as excessive or non-
competitive. There may be other legacy issues within a dealing room such as 
booking systems that prevent the transition. Only time will tell. What remains 
certain, at least for the foreseeable future, is that the street will continue to see 
two prices for the same trade.
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ABOUT CALYPSO

alypso Technology, Inc. is a leading provider of software solutions for the financial markets. 
It provides customers with a cross-asset, front-to-back scalable, single platform for 

consolidation, innovation and growth. With 17 years experience delivering software and services 
for trading, risk management, processing and accounting, the Calypso solution helps bring 
simplicity to complex business and technology challenges. Calypso solutions address needs for 
the capital markets, investment management, clearing, collateral, treasury and liquidity. Clients 
can benefit from greater efficiency, improved risk management, better allocation of capital, faster 
regulatory compliance, faster time to market and reduced Total Cost of Ownership (TCO). 

Calypso is used by over 34,000 market professionals in over 60 countries representing more 
than 180 financial institutions across Asia, Americas, Europe, Middle East and Africa. Calypso 
Technology has over 800 staff in 22 global offices, with headquarters in San Francisco, California. 
“Calypso” is a registered trademark of Calypso Technology, Inc. in the United States, the European 
Union and other jurisdictions. www.calypso.com

Other parties’ trademarks or service marks are the property of their respective owners and should 
be treated as such. 
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