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What you need to know








On 28 February 2013, the IASB
published an ED proposing that
hedge accounting need not be
discontinued when derivatives
designated in hedging
relationships are required
to be novated to a central
counterparty as a result of
a law or regulation.
The exception to the
discontinuation requirements
would only apply to novations
required by a law or regulation.
The relief does not apply to
voluntary novations.
The comment period ends on
2 April 2013.

Proposed amendments to
IAS 39 and IFRS 9 to allow
novated derivatives to be
continuing hedges

Highlights
On 28 February 2013, the International Accounting Standards Board (IASB, the Board)
published the exposure draft (ED) Novation of Derivatives and Continuation of Hedge
Accounting – Proposed amendments to IAS 39 and IFRS 9. The ED proposes an
exception to the requirement to discontinue hedge accounting in situations where
derivatives designated in hedging relationships are required to be novated to a central
counterparty (CCP) as a result of a law or regulation.

The proposal
A submission to the IFRS Interpretations Committee (IFRIC) highlighted that the
European Market Infrastructure Regulation (EMIR), which has not yet been enacted,
would result in entities novating derivatives that are designated in hedging
relationships. When it first discussed the issue in its January 2013 meeting, the IFRIC
noted that IAS 39 Financial Instruments: Recognition and Measurement “... requires an
entity to discontinue hedge accounting when the OTC derivative, which is designated
as a hedging instrument, is novated to a CCP under EMIR, because the existing
novated derivative is derecognised and the new derivative contracts, with a
counterparty being the CCP, are recognised at the time of the novation.”1 The only
exception to this would be where the novation was already contemplated in the hedge
documentation. Otherwise, entities can re-designate derivatives after novation. This
would, however, likely result in accounting ineffectiveness for cash flow hedges as the
derivatives would in most cases have a fair value other than zero.
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The IFRIC also recommended that the IASB make a narrow-scope amendment to
permit the continuation of hedge accounting in certain circumstances. As a result, the
IASB now proposes an exception to the hedge accounting discontinuation
requirements in IAS 39 and the (soon to be published) hedge accounting requirements
in IFRS 9 Financial Instruments. The exception would be limited to novations:





That are required as a result of a law or regulation
Where the novation results in a CCP becoming the new counterparty to each of the
parties to the novated derivative
That did not result in changes to the terms of the original OTC derivative other than
changes directly attributable to the novation. Such changes are limited to those that
are consistent with the terms that would have been expected if the novated derivative
had originally been entered into with the central counterparty (e.g., collateral
requirements, rights to offset receivables and payables balances with the CCP and
charges levied by the CCP).

The third requirement above means that any change in the fair value of a derivative as
a result of changes to the terms of the contract, directly attributable to the novation,
would have to be recorded as ineffectiveness, but would not jeopardise the
continuation assessment.

Central clearing of over-the-counter derivatives in response to the financial crisis
The collapse of some financial institutions during the financial crisis exposed the
impact that credit risk can have on the global derivatives markets. In a response to
this, the G20 agreed at its Pittsburgh summit in September 2009 that standardised
over-the-counter derivatives (OTC derivatives) should be cleared through a CCP. The
CCP would usually require the derivatives to be collateralised, thereby (potentially)
significantly reducing the counterparty credit risk.
As a result, several jurisdictions have introduced, or are in the process of introducing,
legal or regulatory requirements that OTC derivatives have to be novated to a CCP.
Examples include the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act) in the United States and the EMIR in the European Union.
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Some constituents are
concerned that the scope of
the proposed exception is
very narrow, as it is limited
to mandatory novations. In
its invitation to comment on
the ED, the IASB is
specifically asking
constituents whether they
agree to the narrow scope.

Mandatory vs voluntary novations
Some constituents are concerned that the scope of the proposed exception is very
narrow, as it is limited to mandatory novations. In its invitation to comment on the ED,
the IASB is specifically asking constituents whether they agree to the narrow scope.
Certain regulations, for example the Dodd-Frank Act, must be applied prospectively,
meaning that only new derivatives will have to be novated to a CCP. The proposed
exception would not be required for such derivatives, considering that entities could
simply include the subsequent novation in the hedge documentation. On the other
hand, some entities may wish to voluntarily novate existing derivatives to make use of
the standardised processes of a CCP. Also, increased capital requirements will give
financial institutions an economic incentive to voluntarily novate OTC derivatives to a
CCP, rather than being required to do so.
Furthermore, it is common for derivatives to be novated from the acquiree to the
acquirer as a result of a business combination. This would result in a change in the
counterparty for any entity holding a derivative with the acquiree. Some constituents
query whether such novations would have to be treated as a discontinuation when the
derivatives are designated in a hedging relationship.

Looking ahead
The legislation and regulations on OTC derivatives begin to take effect later this year;
to ensure timely finalisation of the new requirements, the IASB has restricted the
comment period for the ED to a minimum of only approximately one month.
Constituents are urged to analyse whether the proposal would address their concerns
relating to novations of OTC derivatives under their existing or expected local
legislation or regulation.

Proposed amendments to IAS 39 and IFRS 9 to allow novated derivatives to be continuing hedges

3

Ernst & Young
Assurance | Tax | Transactions | Advisory
About Ernst & Young
Ernst & Young is a global leader in assurance,
tax, transaction and advisory services.
Worldwide, our 167,000 people are united by
our shared values and an unwavering
commitment to quality. We make a difference
by helping our people, our clients and our
wider communities achieve their potential.
Ernst & Young refers to the global
organization of member firms of Ernst &
Young Global Limited, each of which is a
separate legal entity. Ernst & Young Global
Limited, a UK company limited by guarantee,
does not provide services to clients. For more
information about our organization, please
visit www.ey.com.
About Ernst & Young’s International
Financial Reporting Standards Group
The move to International Financial
Reporting Standards (IFRS) is the single most
important initiative in the financial reporting
world, the impact of which stretches far
beyond accounting to affect every key
decision you make, not just how you report it.
We have developed the global resources —
people and knowledge — to support our client
teams. And we work to give you the benefit
of our broad sector experience, our deep
subject matter knowledge and the latest
insights from our work worldwide. It’s how
Ernst & Young makes a difference.
© 2013 EYGM Limited.
All Rights Reserved.
EYG no. AU 1419
www.ey.com/ifrs

In line with Ernst & Young’s commitment to
minimise its impact on the environment, this
document has been printed on paper with a high
recycled content.
This publication contains information in summary
form and is therefore intended for general
guidance only. It is not intended to be a substitute
for detailed research or the exercise of
professional judgment. Neither EYGM Limited nor
any other member of the global Ernst & Young
organization can accept any responsibility for loss
occasioned to any person acting or refraining from
action as a result of any material in this publication.
On any specific matter, reference should be made
to the appropriate advisor.

