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 The proposals would provide some 
relief – but do they go far enough?

– Andrew Vials 
KPMG’s global IFRS financial instruments leader

Regulatory changes may lead to novations
Laws and regulations on over-the-counter (OTC) derivatives are 
changing in several jurisdictions, requiring many of them to be 
novated to a central counterparty (CCP). The European Market 
Infrastructure Regulation is one such example. Many derivatives 
that are, or may be, subject to these requirements have been 
designated in hedging relationships by one or both counterparties.

For example, suppose that Company X and Company Y have 
entered into an OTC derivative contract. Novation to a CCP 
involves cancelling the original derivative contract between X 
and Y and replacing it with two new derivative contracts: a new 
contract between X and the CCP, and a new contract between Y 
and the CCP. Either or both of X and Y may have designated the 
old OTC derivative contract as a hedging instrument.

IAS 39 Financial Instruments: Recognition and Measurement 
requires an entity to discontinue hedge accounting if: 

●● the derivative hedging instrument is novated to a CCP; and 

●● novation was not contemplated in the original hedging 
documentation.

This is because, as explained above, novation involves a 
termination or expiration of the original hedging instrument, 
and this requires the cessation of hedge accounting – unless 
the hedging instrument is being replaced as part of the entity’s 
documented hedging strategy.

Novations to CCPs may create issues
Although the new derivative with the CCP may be designated in 
a new hedging relationship, it would often have a non-zero fair 
value at inception of the new hedging relationship; this could 
lead to significant ineffectiveness.

While the IASB believed that the analysis under IAS 39 was 
clear, it did not believe that the outcome was desirable. 
Therefore, on 28 February 2013 it issued exposure draft 
Novation of Derivatives and Continuation of Hedge Accounting 
(Proposed amendments to IAS 39 and IFRS 9) (the ED) to 
provide relief.

A limited exception has been proposed
The ED proposes adding an exception to IAS 39 and IFRS 9 
Financial Instruments, to require an existing hedging 
relationship to continue if a novation that was not contemplated 
in the original hedging documentation meets specific criteria.

Does this go far enough?
The proposals would provide relief when a novation meets all 
three criteria. However, there may be other situations in which 
a derivative is novated that would not be eligible under the 
proposals. For example:

●● an entity voluntarily clears an OTC derivative contract through 
a CCP; or

●● a counterparty novates an OTC derivative to its affiliate in 
response to other changes in laws or regulations.

Next steps
Constituents should consider whether the proposals 
provide relief for the scenarios that they may 
experience. The comment period for the proposals 
ends on 2 April 2013.

In the meantime, entities documenting new 
hedging relationships may wish to state that 
their intention is for the hedging relationship 
to continue if the hedging derivative is 
subsequently novated.

Adoption
The ED does not propose an effective date, 
but indicates that early adoption would 
be allowed. Prospective application 
is proposed. 

Find out more
For more information on the ED, please 
go to the IASB press release or 
speak to your usual KPMG contact.
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