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Accounting for Credit Value Adjustments

Counterparty credit risk (CVA) is the risk that the counterparty to a financial contract will default prior to the 
expiration of the contract and will not make all the payments required by the contract. CVA is a measure that adjusts 
the risk-free value of an instrument to incorporate counterparty credit risk. This article reviews the concept of Credit 
Value Adjustment (CVA) from the accounting perspective and attempts to provide answers as to what is meant by CVA 
in accounting and should this be adjusted at the portfolio level, or should this be accounted on a trade by trade basis. 
This article also attempts to clarify that in a hedging relationship, should hedge effectiveness be calculated with FV 
inclusive of Credit Value Adjustments (CVA) or not and is this in any way different for a cash flow hedge? The article 
also discusses how should the CVA be disclosed in the financial statements?

What is Meant by CVA in 
Accounting?
Counterparty credit risk (CVA) is 
the risk that the counterparty to a 
financial contract will default prior 
to the expiration of the contract 
and will not make all the payments 
required by the contract. Obviously 
exchange-traded derivatives are not 
subject to counterparty risk as the 
respective exchange guarantees 
the settlement of cash flows as per 
the derivative contract. CVA is a 
measure that adjusts the risk-free 
value of an instrument to incorporate 
counterparty credit risk. CVA can 
be positive or negative depending 

CA. R. Venkata Subramani 

(The author is a member of the Institute. He 
can be reached at eboard@icai.org) 

on which of the two counterparties 
is most likely to default and the 
relative balances due or receivable 
to each other. 

There were some concerns 
expressed in certain quarters as  
to whether the Debit Value 
Adjustment (DVA) should be 
considered in determining the  
fair value. Now based on the  
recent exposure draft announced 
jointly by IASB and FASB on 
28th January, 2011 on Offsetting 
Financial Assets and Financial 
Liabilities it is amply clear that the 
DVA also should be recognised 
along with CVA.
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How Should the CVA Component 
be accounted?
(a) Initial Measurement
At the inception of the contract, 
CVA component need not be 
recognised from the accounting 
perspective. Aggressive traders 
may have factored this into the 
price of the trade that they enter 
with the counterparties based on 
the CVA measure provided by the 
CVA desk if any available. In any 
case, even if it is not considered 
while pricing, at the inception of the 
trade this component need not be 
considered.

(b) Subsequent Measurement
CVA is a fair value component that 
should be recognised at every 
subsequent measurement of a 
financial instrument. Hence, at 
each subsequent measurement 
date, the CVA as a component of 
adjustment should be aggregated 
to a separate account and shown 
as an adjustment from the gross 
fair value of the financial instrument. 
This, however, should not be netted 
with the value of the trade and 
this is abundantly clear by virtue 
of the ED cited above. In fact, this 
exposure draft has come to us 
as an eye opener putting at rest 

several theories as to how the CVA 
component should be accounted 
and disclosed in the financial 
statements. In the ‘Disclosure’ 
section of the exposure draft it is 
given that 

“…an entity shall disclose, as the 
minimum, the following information 
separately for financial assets and 
financial liabilities recognised at the 
end of the reporting period by class 
of financial instruments:
(A) the gross amounts (before 

taking into account amounts 
offset in the statement of 
financial position and portfolio-
level adjustments for the credit 
risk of each of the counter-
parties or the counterparties’ 
net exposure to the credit risk of  
the entity).

(B) Showing separately,
i. the amounts offset in 

accordance with the criteria in 
paragraph 6 to determine the 
net amounts presented in the 
statement of financial position;

ii. the portfolio-level adjustments 
made in the fair value 
measurement to reflect the effect 
of the entity’s net exposure to 
the credit risk of counterparties 
or the counterparties’ net 
exposure to the credit risk of the 
entity; and (emphasis added)

iii. the net amount presented in the 
statement of financial position.

(Para 12 of the Exposure Draft)
Thus the CVA component should 
be aggregated at the portfolio-
level and should be shown as 
an adjustment against the gross 
value of the financial assets or 
financial liabilities as the case may 
be. This should not be adjusted or 
accounted for at the trade level.

CVA Component in a Cash  
Flow Hedge
The next important question is 
whether the CVA component should 
be considered in a cash flow hedge 

and fair value hedge. 

Treatment in a Cash Flow Hedge 
The ASC Topic 815 (US GAAP) 
mentions that where the shortcut 
method is used, the only question 
to be considered is for the entity to 
ensure that it will collect the payments 
under the contractual provisions 
of the derivative instrument. If 
the answer is ‘yes’, then the CVA 
value pertaining to the micro trade 
will have to be considered in the 
effectiveness testing. If the answer 
is ‘no’ i.e., if the entity cannot ensure 
that it will collect the payments 
under the contractual provisions 
of the derivative instrument, then 
the hedging relationship should 
be discontinued forthwith without 
any need to go into effectiveness 
testing.

Where methods other than the 
shortcut method are used, the 
counterparty credit risk in the form of 
CVA should be recognised to arrive 
at the fair value for effectiveness 
testing. In a cash flow hedge, the 
amount of gains or losses on the 
designated hedging instrument 
that can be deferred in the separate 
component of equity is limited to the 
lesser of the following (in absolute 
amounts):
a) the cumulative gain or loss on 

the hedging instrument from 
inception of the hedge, and

b) the cumulative change in fair 
value (present value) of the 
expected future cash flows on 
the hedged item from inception 
of the hedge

The fair value mentioned in the 
previous paragraph is inclusive  
of CVA.

CVA Component in a Fair  
Value Hedge
Should the CVA component 
be considered on the hedging 
instrument? 
Yes. The CVA component should 
be considered on the hedging 

hould the CVA 
component be 
considered on 
the hedging 
instrument? 

Yes. The CVA component 
should be considered on the 
hedging instrument while 
doing the effectiveness 
testing. However, where the 
CVA component is available 
only at the portfolio level i.e., 
for each counterparty, then 
the same should be allocated 
to the individual trades based 
on the gross exposure of each 
trade, before commencing the 
effectiveness testing. 
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instrument while doing the 
effectiveness testing. However, 
where the CVA component is 
available only at the portfolio level 
i.e., for each counterparty, then the 
same should be allocated to the 
individual trades based on the gross 
exposure of each trade, before 
commencing the effectiveness 
testing. 

A change in the creditworthiness 
of the derivative instrument's 
counterparty in a fair value 
hedge would have an immediate 
impact because that change in 
creditworthiness would affect the 
change in the derivative instrument's 
fair value, which would immediately 
affect both of the following: 
a. The assessment of whether the 

relationship qualifies for hedge 
accounting 

b. The amount of ineffectiveness 
recognised in earnings under 
fair value hedge accounting. 

Should the CVA component be 
considered on the hedged item? 
If the hedged item carries with it  
any counterparty credit risk, i.e., 
if there are any contractual cash  
flows still collectible from such 
hedged item, then the CVA 
component attributable to that 
contract should be considered 
during effectiveness testing. 
Usually the hedged item will 
be a cash instrument, meaning  
there will not be any cash 
flows collectible from such 
instrument. However, in the case 
of a hypothetical derivative, the 
hypothetical derivative mimics 
the hedged item and no CVA 
component should be attributed for 
the hypothetical derivative. 

CVA - Disclosures
Disclosures as required by the 
joint ED of IASB and FASB
How should the CVA component 
be disclosed in the financial 
statements? The exposure draft 
announced jointly by IASB and 

FASB on 28th January, 2011 on 
Offsetting Financial Assets and 
Financial Liabilities gives the 
disclosures required when offsetting 
financial assets and financial 
liabilities. To meet the requirements 
of such disclosures, additional line 
items are required to be disclosed 
and this guides us as to how the 
adjustments made in the fair value 
measurement to reflect the effect 
of the entity’s net exposure to the 
credit risk of counterparties or the 
counterparties’ net exposure to the 
credit risk of the entity should be 
disclosed.

Under the proposals, an entity 
would be required to offset (i.e. 
present as a single net amount in 
the statement of financial position) 
a recognised financial asset and a 
recognised financial liability when 
it has an unconditional and legally 
enforceable right of set-off and 
intends either to settle the asset and 
liability on a net basis or to realise 
the asset and settle the liability 
simultaneously (the offsetting 
criteria).

Para 11 of the Exposure Draft
An entity shall disclose information 
about rights of set-off and related 
arrangements (such as collateral 
agreements) associated with 
the entity’s financial assets and 
financial liabilities to enable users 
of its financial statements to 
understand the effect of those rights 
and arrangements on the entity’s 
financial position.

Para 12 of the Exposure Draft
To meet the requirements in 
paragraph 11, an entity shall 
disclose, as the minimum, the 
following information separately 
for financial assets and financial 
liabilities recognised at the end of 
the reporting period by class of 
financial instruments:
a) the gross amounts (before 

taking into account amounts 
offset in the statement of 

financial position and portfolio-
level adjustments for the credit 
risk of each of the counterparties 
or the counterparties’ net ex-
posure to the credit risk of  
the entity).

b) showing separately,
iv. the amounts offset in 

accordance with the criteria 
in paragraph 6 to determine 
the net amounts presented 
in the statement of financial  
position;

v. the portfolio-level adjustments 
made in the fair value 
measurement to reflect the effect 
of the entity’s net exposure to 
the credit risk of counterparties 
or the counterparties’ net 
exposure to the credit risk of the 
entity; and (emphasis added)

vi. the net amount presented in the 
statement of financial position.

(Para 12 of the Exposure Draft)
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t the inception 
of the contract, 
CVA component 
need not be 
recognised from 

the accounting perspective. 
Aggressive traders may have 
factored this into the price of 
the trade that they enter with 
the counterparties based on 
the CVA measure provided by 
the CVA desk if any available. 
In any case, even if it is not 
considered while pricing, 
at the inception of the trade 
this component need not be 
considered.
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