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Dear Board Members: 
 
The Canadian Bankers Association1 (“CBA”) would like to thank the International Accounting 
Standards Board (the “Board”) for the opportunity to comment on the Exposure Draft (“ED”) 
Novation of derivatives and continuation of hedge accounting.  The ED provides an exception in 
the hedge accounting framework by permitting the continuation of hedge accounting when 
novation occurs to a central counterparty (“CCP”) due to laws and regulations when critical terms 
of the contract remain unchanged.   
 
Overall, we are supportive of the ED and the Board’s intent to provide relief for novations arising 
from laws or regulations.  However, in order to achieve the Board’s objective, we believe that the 
scope is too limited and amendments are required to address the following concerns: 
 

 We request that the Board expand the scope from only those novations required by laws or 
regulations.   The use of a CCP is becoming a best practice and it is therefore increasingly 
desirable to novate positions to a CCP for governance and economic reasons.  In most 
situations, derivatives with a CCP improve a bank’s capital position by reducing risk weighted 
assets and expanding financial assets and liabilities that meet offsetting requirements under 
IAS 32 Financial Instruments: Presentation and also allow a more efficient use of collateral 
due to the reduced number of counterparties.  For operational or risk management reasons, 
it may also be desirable to novate derivatives to a CCP without a legislative requirement or 
regulatory change to limit the number of counterparties with which an entity deals. The 
current scoping would preclude an entity from applying the relief in these cases.  It is also 
unclear whether the amendment can be applied to both parties to the transaction when only 
one party is legally required to novate to a CCP and the other simply accommodates the 
request.  For these reasons, we strongly urge the Board to remove the restriction in 
paragraphs IAS 39.91(a)(i) and 101(a)(i). 

 

                                                      
1
 The Canadian Bankers Association works on behalf of 55 domestic banks, foreign bank subsidiaries and 

foreign bank branches operating in Canada and their 274,000 employees. The CBA advocates for 
effective public policies that contribute to a sound, successful banking system that benefits Canadians and 
Canada's economy. The Association also promotes financial literacy to help Canadians make informed 
financial decisions and works with banks and law enforcement to help protect customers against financial 
crime and promote fraud awareness. www.cba.ca. 
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 Also consistent with the position taken by the Securities and Exchange Commission (SEC) in 
its discussion on a similar issue under U.S. GAAP, we urge the Board to extend the 
exemption to novations between affiliated entities such as those that will occur due to the 
application of Section 716 of the Dodd-Frank Wall Street Reform and Consumer Protection 
Act of 2010. The Act will prohibit entities from engaging in certain types of derivative 
transactions and therefore incent entities to novate the underlying derivative contracts to a 
consolidated affiliate.  We believe that this is a reasonable example of a novation to address 
a regulatory change that can be made without discontinuing an existing hedging relationship. 
We ask the Board to permit continuation of hedge accounting for novations between affiliated 
entities.  

 
We have expressed our primary concerns above and included further details in our responses to 
the Board’s questions in Appendix A.  We look forward to participating in future dialogue with the 
Board or its staff.  
 
 

Sincerely, 
         

         
 
 
 
 
Attachment: Appendix A  
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Appendix A 
 

Question 1 
 
The IASB proposes to amend IAS 39 so that the novation of a hedging instrument does not 
cause an entity to discontinue hedge accounting if, and only if, the following conditions are met: 
(i) the novation is required by laws or regulations; 
(ii) the novation results in a central counterparty (sometimes called “clearing organisation” or 

“clearing agency”) becoming the new counterparty to each of the parties to the novated 
derivative; and 

(iii) the changes to the terms of the novated derivative arising from the novation of the 
contract to a central counterparty are limited to those that are necessary to effect the 
terms of the novated derivative.  Such changes would be limited to those that are 
consistent with the terms that would have been expected if the contract had originally 
been entered into with the central counterparty.  These changes include changes in the 
collateral requirements of the novated derivative as a result of the novation; rights to 
offset receivables and payable balances with the central counterparty; and charges levied 
by the central counterparty. 

 
Do you agree with this proposal? If not, why? What criteria would you propose instead, and why? 

 
We agree with the Board that novation through a CCP should not require a dedesignation of 
current hedge relationships in certain circumstances.  However, by including the first condition,  
the novation is required by laws or regulation, we are concerned that the scope of the relief is too 
narrow. Any voluntary novations to a CCP or novations that are incented (encouraged by 
regulation or economically preferable) but not required by law or a regulator would cause an 
entity to discontinue hedge accounting even when the terms of the contract are unchanged, or 
force an entity to dedesignate and redesignate the hedging relationship.   
 
There are many potential advantages for banks to voluntarily novate to a CCP. For example, 
novation to a CCP may reduce risk weighted assets and allow the derivative contracts to meet 
offsetting requirements under IAS 32 Financial Instruments: Presentation, whereby the 
assets/liabilities are presented on a net basis on the balance sheet resulting in improved capital 
positions.  Novation to a CCP may also facilitate ease of operations, as an entity would be able 
to manage any collateral requirements with one central clearing house rather than individual 
counterparties.  In practice, the derivatives used in banks’ hedge accounting relationships are 
collateralized and as such, novation to a CCP does not have a significant impact on credit risk or 
the fair value of the hedging instrument. We believe that continuation of hedge accounting should 
be permitted provided the critical terms of the contract remain unchanged regardless of whether 
the novation arises from laws or regulation.   
 
Further, some novations to a CCP that are incented but not required by law would fall outside of 
the exemption.  For example, an entity may choose to novate existing positions in anticipation of 
a legislative change that requires only new derivatives to be transacted with a CCP.  In this case, 
novating existing positions would be operationally and economically beneficial because all 
derivatives, existing and new, would be managed through a single clearing house.  Given that 
novation to a CCP is becoming a best practice, we ask the Board to remove the limitation set out 
in IAS 39.91(a)(i) and 101(a)(i) in order to provide relief to all novations to a CCP. 
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Question 2 
 
The IASB proposes to address those novations arising from current changes in legislation or 
regulation requiring the greater use of central counterparties.  To do this it has limited the scope 
of the proposed amendments to a novation that is required by such laws or regulations.  Do you 
agree that the scope of the proposed amendment will provide relief for all novations arising from 
such legislation or regulations? If now, why not and how would you propose to define the scope? 

 
We do not agree that the scope of the amendments will provide relief for all novations arising 
from such legislation or regulations.   We are concerned that the condition set out in IAS 
39.91(a)(i) and 101(a)(i) will not provide relief for all novations arising from laws or regulations, 
for example, when only one entity (Entity A) is required to novate to a CCP by law and the other 
entity to the contract (Entity B) is not.  This may occur when entities reside in different 
jurisdictions.  Where Entity B accommodates Entity A by agreeing to the novation to the CCP, it 
is unclear in the ED whether this would be considered a voluntary novation outside of the 
exemption for Entity B.  Also, there may be situations where a portion of an entity’s derivatives 
are subject to legislative changes but a portion is not.  The operational challenges this may pose, 
for example, when collateral positions are considered, may encourage an entity to novate all 
positions as opposed to only a selective group subject to the requirement.  The removal of IAS 
39.91(a)(i) and 101(a)(i) would eliminate disparities in application of the relief.  If the Board 
includes this condition, we request further clarification on whether continuation of hedge 
accounting is permitted for both parties to a contract when only one party is required by law or 
regulation to novate to a CCP. We believe that hedge accounting should be permitted for both 
parties in such cases. 
 
In addition, by limiting the exemption to the use of a central clearinghouse, the Board has not 
addressed all regulatory amendments that would effect a change in the counterparties of the 
derivative.  For example, pursuant to Section 716 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act of 2010, certain FDIC-insured institutions will have to cease engaging 
in certain derivative transactions. Accordingly, banks may elect to move their existing positions 
from one legal entity to a separate legal entity within a consolidated group.  The condition in IAS 
39.91(a)(ii) and 101(a)(ii) would prevent an entity from continuing its existing hedge accounting 
relationship in this case.  Consistent with the SEC’s view, we believe the exemption should be 
extended to include novations to consolidated affiliates. Therefore, we ask the Board to amend 
IAS 39.91(a)(ii) and 101(a)(ii) to permit continuation of hedge accounting for both parties to a 
derivative transaction when novation occurs between affiliated entities or results in a CCP 
becoming a new counterparty to each of the parties in the novated derivative. 
 

Question 3 
 
The IASB also proposes that equivalent amendments to those proposed for IAS 39 be made to 
the forthcoming chapter on hedge accounting which will be incorporated in IFRS 9 Financial 
Instruments.  The proposed requirements to be included in IFRS 9 are based on the draft 
requirements of the chapter on hedge accounting, which is published on the IASB’s website.  Do 
you agree? Why or why not?  

 
We agree with the Board that amendments are required to IFRS 9 but as discussed above, we 
believe that the scope of the amendments is too limited.  We ask the Board to consider further 
deliberations for novations other than through a CCP and the resulting impact on hedge 
accounting when finalizing the IFRS 9 general hedging accounting standard, especially in  
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situations where a derivation transaction is fully collateralized and the critical terms of the 
agreement remain unchanged after the novation.   
 

Question 4 
 
The IASB considered requiring disclosures when an entity does not discontinue hedge 
accounting as a result of a novation that meets the criteria of these proposed amendments to 
IAS 39.  However, the IASB decided not to do so in this circumstance for the reason set out in 
paragraph BC 13 of this proposal.  Do you agree? Why or why not? 

 
We agree with the Board’s decision not to mandate specific disclosures when an entity continues 
hedge accounting after novation to a CCP. As stated in BC 13, hedge accounting is on-going 
from the perspective of a financial statement user and hence disclosure changes would not be 
meaningful.  Further, any changes in the terms of the novated derivative are limited to those that 
are a direct consequence of the novation to a CCP and do not alter the economics of the original 
contract.  Due to the narrow scope of these changes, we believe that any additional disclosures 
would add unnecessary volume and complexity for preparers and users of the financial 
statements. 
 
 


