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Summary 

1. Prudent valuation 
o Prudent valuation timeline  
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o Hot topics 
o EBA QIS 
o AVA calculation: simplified vs core approach 
o Price distribution and AVA overlapping 
o Prudent valuation framework 
 

2. Commissione rischi di mercato 
o Stato avanzamento lavori 
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13 November 2012 

EBA Discussion Paper 

(EBA/DP/2012/03) 

2013 2012 

10 July2013 

EBA Consultation Paper 

(EBA/CP/2013/28) 

2014 

PRUDENT VALUATION - ROADMAP  

1 January 2014 

CRR 575/2013 

31 March 2014 

EBA Final Draft RTS 

(EBA/RTS/2014/06) and first 

application of prudent valuation 

End of 2014 

Expected approval of EBA 

Final Draft RTS by the 

European Commission 

1: Prudent valuation  
Prudent valuation timeline 

8 November 2013 

Quantitative Impact Study 
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1: Prudent valuation 
Overview 

 Articles 34 and 105 of Capital Requirements Regulation (CRR, n. 575/2013), in force 
since 1 January 2014, require financial institutions to apply prudent valuation to all fair 
value positions (included positions outside the trading book), setting a new prudential 
requisite for regulatory capital including valuation uncertainty. 
 

 The difference between the prudent value and the fair value, accounted in the 
institution’s balance sheet, is called “Additional Valuation Adjustment” (AVA), and is 
directly deducted from the Core Equity Tier 1 (CET1) capital. 
 

 Following the CRR, the EBA published a Discussion Paper (EBA/DP/2012/03), a 
Consultation Paper (EBA/CP/2013/28), and a Final Draft (EBA/RTS/2014/06), to be 
approved by the EU Commission, setting the Regulatory Technical Standards (RTS) 
for prudent valuation. 
 

 The EBA Final Draft defines the AVA calculation methodology using two alternative 
approaches, named Simplified Approach and Core Approach. The Final Draft sets 
also the requirements on systems, controls and documentation that should support 
the prudent valuation process. 
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1: Prudent valuation 
Hot topics 

 The CRR is in place since 1st Jan. 2014, so prudent valuation is mandatory, but EBA 
RTS are still waiting final approval by EU Commission, thus there is some regulatory 
uncertainty. 
 

 The potential impact of prudent valuation on the capital reserves may be huge (see 
QIS results) 
 

 AVA calculation for all fair value positions under the core approach is resource 
intensive 
 

 Achieving the required 90% level of certainty in the prudent value is hard to do in 
practice 
 

 AVA Investing & Funding cost is FVA, so banks still not accounting FVA in their 
balance sheets must account the full FVA in the prudent valuation, with the benefit of 
the diversification factor 0.5. Banks already accounting FVA must calculate a prudent 
FVA, e.g. stressing the funding curve. 
 

 Backtesting AVA market price uncertainty and close out costs is rather difficult 
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1: Prudent valuation 
EBA Quantitative Impact Exercise Nov. 2013 

 The EBA conducted a QIS to estimate the total impact of the requirements of the RTS 
including 59 banks across 15 jurisdictions, with the following results. 
 
 
 
 
 
 
 
 
 

 
 

 
 
 

 Small banks: < EUR 15 billion 
 Medium banks: between EUR 15  

bln and EUR 100 bln 
 Large banks: > EUR 100 billion 

Average 

227 €mln 

per bank 
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1: Prudent valuation 
Approaches: simplified vs core 

Soglia 

Somma del valore assoluto di attività e passività valutate al Fair Value 

Approccio Semplificato 

AVA = 0,1% x FV 

Approccio core 

• AVA Market Price Uncertainty 

• AVA Close out Costs 

• AVA Model Risk 

• AVA Unearned Credit Spread 

• AVA Investing and Funding Costs 

• AVA Concentrated Positions 

• AVA Future Administrative Costs 

• AVA Early Termination 

• AVA Operational Risks 

< €15 mld > €15 mld 

Complex, 
probably less 

punitive 

Simple, more 
punitive 
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1: Prudent valuation 
Price distribution [1/3] 

 CRR Article 105  
requires to determine a prudent value that achieves an “… an appropriate degree of 
certainty having regard to the dynamic nature of trading book positions, the demands 
of prudential soundness and the mode of operation and purpose of capital 
requirements in respect of trading book positions”. 
 
 

 EBA Regulatory Technical Standards 
 

o “Where possible, the prudent value of a position is linked to a range of plausible 
values and a specified target level of certainty (90%)”; 
 

o “In all other cases, an expert-based approach is specified, together with the key 
factors that should be included in that approach. In these cases, the same target 
level of certainty as above (90%) is set for the calibration of the AVAs.” 
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1: Prudent valuation 
Price distribution [2/3] 

Relationships between fair value, fair value adjustment, prudent value, AVA market price 
uncertainty, AVA close out cost, AVA model risk,  
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AVA Model Risk 

AVA Market Price Uncertainty 

AVA Close-Out Costs 

AVA = (MPU+CoC+MR) / 2 
Prudent Value = Fair Value Adjusted + AVA 
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Example of AVA MPU calculation for a security. 
 
• Top left: market bid and ask prices. FV is 

computed as average mid price = 162.90. 
 

• Bottom left: ranking and percentiles of mid prices, 
AVA MPU for long and short positions, equal to 
0.14 and 0.12, respectively. 
 

• Top right: distribution chart. 

1: Prudent valuation 
Price distribution [3/3] 
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1: Prudent valuation  
Prudent valuation framework 

Methodology 

Operating 

model 

Reporting 
IT systems 

Institution 
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2: Commissione Rischi di Mercato  
Membri e lavori 

Fonte: segreteria AIFIRM, giugno 2014 
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2: Commissione Rischi di Mercato  
Position paper 
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2: Commissione Rischi di Mercato  
Eventi/Conferenze 

 28 May 2014: London Stock Exchange, Milano, prudent valuation course, M. 
Bianchetti, U. Cherubini, E&Y. 

 16 May 2014: ABI conference, Roma, talk “Funding Valuation and Prudent Valuation 
Adjustments (PVA & FVA)”, M. Bianchetti, U. Cherubini 

 24 Sept. 2014: corso ABI, Milano, talk “Prudent valuation“, M. Bianchetti, P. Virgili. 
 12 Nov. 2014: webinar Numerix, “Prudent Valuation: Bridging the Gap Between 

Pricing & Risk Management”, M. Bianchetti (link). 
 24 Nov. 2014: London Stock Exchange, Milano, prudent valuation course, M. 

Bianchetti, U. Cherubini, E&Y. 
 10 Dec. 2014: Risk Minds, Amsterdam, talk “Prudent Valuation - Bridging Pricing And 

Risk Management”, M. Bianchetti (link). 
 25 Mar. 2015: WBS 4th CVA conference, London, corso “Prudent valuation“, M. 

Bianchetti, U. Cherubini (link) 
 May 2015: Global Derivatives, Amsterdam, talk “Prudent Valuation - Bridging Pricing 

And Risk Management”, M. Bianchetti (link). 

http://nx.numerix.com/On-Demand-Webinar-Prudent-Valuation-Bridging-The-Gap-Between-Pricing-And-Risk-Management_Registration-Page.html
http://www.riskmindsinternational.com/
http://www.wbstraining.com/php/conferences/?id=33
http://www.icbi-derivatives.com/
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Conclusions 

Questions & Answers 
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