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Abstract

Common Equity Tier 1 capital of credit institutions is adjusted by the prudential filter
for the cash flow hedge reserve according to art. 33(1)(a) CRR. Thereby, fair value changes
of hedging instruments, especially of derivatives, are neutralized by imputed fair value
changes of future cash flows that are part of a cash flow hedge. However, these future
cash flows are (mostly) expected to occur under market conditions and, thus, imputed
fair value changes are not reflected in changes of present values derived from real trans-
actions that exist at the time of the regulatory capital calculation. As a result, positive ef-
fects on Common Equity Tier 1 capital can be viewed critically in regard to the prudence
principle of banking supervision if an initial reduction in Common Equity Tier 1 capital
due to losses from hedging instruments is corrected. Furthermore, the adjustment is case
specific and depends on the hedge effectiveness, which is questionable because of con-
sistency reasons. To solve these weaknesses, we suggest to eliminate the prudential filter
for the cash flow hedge reserve as a whole. This would lead to a better quality of Com-
mon Equity Tier 1 capital by improving its loss absorbency and as a side effect to a re-
duction in complexity enhancing supervision through regulatory authorities and market
discipline. Furthermore, we demonstrate the impact that the proposed abolishment of
the prudential filter for the cash flow hedge reserve would have on the Common Equity
Tier 1 capital ratios of the largest European banks in 2014-2019.
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I. Introduction

Credit institutions or groups of institutions are subject to the minimum capi-
tal requirements defined in Regulation (EU) No 575/2013 (CRR).! The regula-
tory capital ratios to be determined refer to the (consolidated) financial state-
ments usually prepared either in accordance with IFRS or national GAAP2 In
the first case, the IFRS fundamentally influence both the amount of regulatory
capital available for risk coverage and the amount of the respective exposure to
risk, and thus also the regulatory capital ratios themselves.? In order to assess
the loss absorbency of available regulatory capital as independently of the un-
derlying accounting framework as possible, the CRR defines special adjustments
(so-called prudential filters) to regulatory capital.*

Regulatory capital ratios play an important role in the regulatory framework
and support its goal to preserve financial stability. This is because in order to
comply with regulatory capital ratios, institutions have to control their risk-tak-
ing behavior and follow proper conduct of banking transactions and financial
services. Although prudential filters were implemented to increase comparabil-
ity of regulatory capital ratios between institutions, they still have to serve the
supervisory framework’s goal in general. This means that the application of pru-
dential filters should only affect regulatory capital in such a way that is justified
from the perspective of financial stability. This holds true especially for increases
in regulatory capital because they allow institutions to take on more risk. In-
creases in regulatory capital and of regulatory capital ratios should be avoided if
they do not add to loss absorbency and do not represent higher solvency, re-
spectively. Otherwise, the regulatory framework’s goal to limit risk and to pro-
tect financial stability as a whole is undermined.> Furthermore, in such a case,
the regulatory authorities as well as the recipients of regulatory information are
misguided which distorts supervision.

In this paper, we analyze the prudential filter according to art. 33(1)(a) CRR
for the cash flow hedge reserve in terms of its adequacy with the purposes of the
regulatory framework on the basis of a conceptual analysis. We argue that in-
creases in regulatory capital due to the prudential filter for the cash flow hedge

1 See art. 6-17 CRR on the scope of the CRR. Countries can expand the scope inde-
pendently.

2 See art. 4(1)(77) CRR in regard to the applicable accounting framework. For publicly
traded companies, consolidated financial statements in accordance with IFRS are manda-
tory, see art. 4 Regulation (EC) No 1606/2002.

3 See Bushman/Landsman (2010), 267.

4 See Wahrenburg (2019), 88.

5 See similarly in the context of regulatory capital arbitrage Agarwal/Chomsisengphet/
Liu/Rhee (2007), 430; Jones (2000), 36, 50-51.
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reserve do not have characteristics that are necessary to absorb losses and, thus,
do not serve the regulatory framework’s goal. Furthermore, we elaborate on in-
consistencies in the current framework that occur when applying the prudential
filter for the cash flow hedge reserve and that also contradict this goal. These
inconsistencies relate to the recoverability and, thus, the potential for loss absor-
bency that is assigned to the hedging instrument and the hedged item within a
cash flow hedge as well as outside of a cash flow hedge. The question of how
hedge accounting affects regulatory capital ratios and how these effects should
be viewed in the context of the regulatory framework’s goal to achieve financial
stability have, to the best of our knowledge, only been covered by Sopp (2010).6
However, he does not touch on the current regulatory framework and the pru-
dential filter for the cash flow hedge reserve but suggests certain corrections to
regulatory capital in general. Furthermore, he only focuses on the subject of loss
absorbency from a critical viewpoint on fair value measurement while we focus
on the respective inadequacy of the underlying hedged item and discuss incon-
sistency issues that appear when applying the prudential filter for the cash flow
hedge reserve. Thus, we draw different conclusions on how to deal with fair val-
ue changes of the hedge components within the regulatory framework.

We do not only investigate the way the prudential filter for the cash flow
hedge reserve affects the regulatory capital ratios but also how these effects
should be evaluated from a regulatory perspective. Thus, regulatory authorities
can draw insights from our results in order to improve quality of supervision. A
deeper understanding of this subject also helps external recipients of regulatory
information, like analysts and investors, who discipline institutions’ risk-seeking
behavior by applying market forces, to interpret regulatory capital ratios.” Over-
all, we come to the conclusion that the prudential filter for the cash flow hedge
reserve should be eliminated.

The amount of the prudential filter for the cash flow hedge reserve refers to
the cash flow hedge reserve according to IFRS 9. This is why the relevant ac-
counting context applicable to the prudential filter for the cash flow hedge re-
serve is presented at first (section IL). Subsequently, the implications for regula-
tory capital resulting from the application of the prudential filter for the cash
flow hedge reserve are examined (section IIL.). Finally, these effects are subject
to a critical review in regard to the regulatory purpose whereby numerical ex-
amples are used for illustration purposes (section IV.). In addition, we illustrate
the relevance of the prudential filter for the cash flow hedge reserve and the im-
pact that its proposed abolishment would have by using regulatory figures which
major European banks disclose for the years 2014-2019 (section V.).

6 See Sopp (2010), 196 (see section IV.3.).
7 See Jones (2000), 49; Bushman/Williams (2012), 4-5.
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II. The Cash Flow Hedge Reserve According to IFRS 9
1. Concept and Nature of the Cash Flow Hedge Reserve

The fundamental objective of hedging is to create an overall position that is
(as much as possible) risk-free in regard to the risks under consideration by
holding a hedging instrument against the corresponding risks associated with
the hedged item.8 The risks may refer to (significant) changes in value or cash
flows. If the components of such a hedge were accounted for separately accord-
ing to the mixed measurement model of IFRS 9, i. e. partly at amortized cost and
partly at fair value, the economic reality would not be reflected correctly.® The
measurement at historical costs which makes use of a lower-of-cost-or-market
test contrasts fundamentally with the symmetrical concept of fair value mea-
surement. As a result, the amounts presented in the balance sheet and in the
statement of comprehensive income may not reflect the economic relationship
properly. Hedge accounting in form of cash flow hedges and fair value hedges is
intended to avoid accounting asymmetry, particularly in the statement of profit
or loss. Since there is no prudential filter for fair value hedges within the regu-
latory framework, our focus lies on cash flow hedges which are accounted for in
accordance with IFRS 9 by institutions.

In the context of a cash flow hedge, derivatives and non-derivative financial
instruments measured at fair value through profit or loss can serve as hedging
instruments.!? The hedged item is the risk exposure which, in regard to the risk
factor to be hedged, results from the uncertainty of future cash flows that are
associated with a recognized asset or liability or with a highly probable forecast
transaction that could affect the statement of profit or loss.!! In contrast to firm
commitments which, besides recognized assets and liabilities, can be the subject
of fair value hedges,!? forecast transactions are not based on closed contracts,
but are merely expected to result in future contracts (e.g. future purchase con-

8 On hedge accounting according to IFRS 9 in general, see Ernst ¢ Young (2021),
4173-4398.

9 A mismatch may also result from a mutual fair value measurement if fair value
changes are presented differently, on the one hand in the statement of profit or loss and
on the other hand in the other comprehensive income (OCI).

10 See IFRS 9.6.2.1-6.2.2. Financial liabilities that are designated as at fair value
through profit or loss and for which fair value changes from changes in own credit risk
are recognized in the OCI according to IFRS 9.5.7.7 are exempted; see IFRS 9.6.2.2 and
IFRS 9.BC6.140- BC6.141.

11 See IFRS 9.6.5.2 (b).

12 See IFRS 9.6.5.2 (a). The hedge of a foreign currency risk of a firm commitment
may also be accounted for as a cash flow hedge (see IFRS 9.6.5.4). However, we do not
discuss this further.
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tracts or expected revenues). Since forecast transactions are not yet legally bind-
ing, their execution is a priori subject to a higher degree of uncertainty com-
pared to firm commitments. For this reason, it must be demonstrated that there
is a high probability for the hedged transaction to occur, both at the start of the
hedge and during the hedge in order to qualify for a cash flow hedge; a high
probability can be considered to be at least 90 %.13 The verification of the prob-
ability should go beyond a mere declaration of intent and be made comprehen-
sible on the basis of internal company planning which should be checked for
plausibility by means of comparative analyses based on past experiences.!* For
example, the extent to which the company is financially able of carrying out the
transaction or possible negative effects of not executing the transaction on the
company should also be taken into consideration. The result is always a case-by-
case assessment, which takes into account all circumstances that allow a conclu-
sion in regard to the probability of the forecast transaction to take place.l>

General documentation requirements must also be met. For example, the un-
derlying transaction and the hedging instrument must be clearly identified at
the start of hedge accounting and the objectives and intentions of the hedge and
the hedged risk must be presented.!® In the case of cash flow risks of forecast
transactions, the documentation requirements are generally stricter than for un-
derlying transactions that already have a contractual basis; the requirements
usually relate to the type and subject of the forecast transaction, the expected
quantity and currency, as well as the time or period of expected execution.!”

In addition, the method used to assess the hedge effectiveness must be ex-
plained.!8 The assessment of the hedge effectiveness is mandatory as hedge ac-
counting may only be applied if there is an economic connection between the
underlying transaction and the hedging instrument in regard to risk compensa-
tion in such a way that a systematic opposite development of the respective val-
ues can be expected. A merely statistically determined negative correlation of
the underlying variables does not meet the requirement. Furthermore, the com-
pensation effect must not be impaired by a dominant credit risk and the hedge
ratio must not indicate any ineffectiveness.!® The assessment of the hedge effec-

13 See e.g. Liidenbach/Hoffmann/Freiberg (2021), § 28a, para. 30; without quantitative
specification of the probability requirement see Hartenberger (2020), para. 1150.

14 On this and on the following as well as on further verification possibilities see IDW
RS HFA 48, para. 344; Hartenberger (2020), para. 1150.

15 See also Liidenbach/Hoffmann/Freiberg (2021), § 28a, para. 31-32.
16 See IFRS 9.6.4.1 (b).

17 See Liidenbach/Hoffmann/Freiberg (2021), § 28a, para. 78.

18 See IFRS 9.6.4.1 (b).

19 See IFRS 9.6.4.1 (c) in conjunction with IFRS 9.B6.4.4-B6.4.6. The hedge ratio as
the relationship between the hedged item and the hedging instrument must be rebal-
anced during the hedging relationship if necessary; see IFRS 9.6.5.5.
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tiveness should be based on information provided by the institution’s risk man-
agement.20

It should be noted that the aim of cash flow hedges is to eliminate income
risks and not, as in the case of fair value hedges, to hedge against fair value
changes.?! In this respect, the hedge basically relates to future payments whose
uncertainty affects the amount of future earnings. Insofar as the future pay-
ments are adjusted to current market conditions, there is no risk of a present
value change of the transaction or the assets or liabilities that are subject to the
cash flow uncertainty. In contrast, an exposure to fair value changes usually
arises for hedged items of fair value hedges where future claims to be fulfilled
(on the assets’ or liabilities’ side) - including those from firm commitments —
are fixed in terms of their amount. Then, their present value changes in line
with current market conditions according to a general present value assessment.
Because there is typically no (or only a low) risk of fair value changes in the con-
text of a cash flow hedge in regard to the underlying transactions, assets or lia-
bilities, the question arises what the nature of the income or cash flow risk to be
hedged is. In particular, this applies to forecast transactions with no enforceable
right to anything and no contractual basis. Apparently for forecast transactions,
but also for recognized assets and liabilities that are subject to a cash flow hedge,
an appropriate interpretation is required for what the hedged item really is. For
a forecast transaction, the exposure to be hedged is ultimately the difference be-
tween the value expressed in domestic (functional) currency of the transaction’s
cash flows when it is executed in the future and the value that can be asserted to
the transaction at the time of the hedge designation, even if or because the tar-
get transaction is not yet executed at that time. This means that the hedged item
represents only an opportunity advantage or disadvantage.?? This applies analo-
gously to hedging the cash flow risks of recognized assets or liabilities. The cash
flow- and not present value-related risk in underlying transactions of cash flow
hedges is revealed by referring to the (possible) application of the hypothetical
derivative method for measuring hedge (in)effectiveness.2> The value change of
the cash flow to be hedged is measured by the value change of a fixed future
condition (e.g. forward, swap) to which the capital market assigns the same
present value as to the cash flow to be hedged at the time of designation.?* The

20 See IFRS 9.B6.4.18.

21 According to IFRS 9.6.5.2 (b), the cash flow hedge represents a “hedge of the expo-
sure to variability in cash flows”, while the fair value hedge, according to IFRS 9.6.5.2 (a),
represents a “hedge of the exposure to changes in fair value”.

22 Although the IASB makes a clear distinction in IFRS 9.BC6.372-BC6.373 between
existing (fair value hedges) and non-existing hedged items (cash flow hedges), the IASB
only draws a conclusion in regard to the treatment of the ineffective part of the hedge.

23 See IFRS 9.B6.5.5 for the method; see also section IV.3.

24 See on the method also Kuhn/Hachmeister (2015), E1., para. 427-429.
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transformation into a fixed condition with the same net present value at that
time allows to determine changes of the hedged item in terms of its net present
value and to declare them as value changes of a cash flow to be hedged (quasi by
definition) even if this is not reflected in the actual fair value change of a recog-
nized asset or liability.2>

2. Accounting for the Cash Flow Hedge Reserve

In case of a cash flow hedge, fair value changes of the hedging instrument are
no longer recognized fully in the statement of profit or loss, but only to the ex-
tent that the hedge is ineffective; the effective part is recognized in the OCL
This results in a cash flow hedge reserve at an amount of the effective part which
is the lower of the cumulative fair value changes of the hedging instrument and
the cumulative fair value changes of the hedged item, i.e. the hedged expected
cash flows.2¢ If the amount of the fair value changes of the hedging instrument
are less than or equal to the respective amount of the hedged item, these chang-
es determine the amount of the cash flow hedge reserve (under hedge or perfect
hedge). Conversely, the fair value change of the hedging instrument that, again
in terms of amount, exceeds the (imputed) fair value changes of the hedged item
is still recognized in profit or loss (over hedge).2

If the hedged item is a forecast transaction that results in the recognition of a
non-financial asset or a non-financial liability, the cash flow hedge reserve is
dissolved and its amount is added to the initial cost or carrying amount of the
asset or liability.?8 In other cases, e.g. if the hedge results in financial assets or
financial liabilities or for other forecast transactions, the cash flow hedge reserve
is dissolved when the expected cash flows from these items affect the statement
of profit or loss.?? It can be noted that a loss that is not expected to be recovered
is reclassified immediately from the cash flow hedge reserve to the statement of

25 The hypothetical derivative method is described in IFRS 9.B6.5.5 as only one possi-
ble way to measure hedge effectiveness (for the method see also IFRS 9.BC6.284-
BC6.299). However, other alternative procedures to calculate present value changes of fu-
ture cash flows that are not resembled by value changes of existing assets for example are
not mentioned.

26 See IFRS 9.6.5.11 (a).

27 See IFRS 9.6.5.11 (c). Due to the distinction between an effective and an ineffective
part of the hedge, a retrospective measurement of hedge effectiveness is (still) required;
see also Liidenbach/Hoffmann/Freiberg (2021), § 28a, para. 87-88.

28 See IFRS 9.6.5.11 (d) (i). This also applies if such a hedged forecast transaction re-
sults in a firm commitment as part of a fair value hedge. In all these cases, the OCI is not
affected.

29 See IFRS 9.6.5.11 (d) (ii).
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profit or loss.30 However, it seems to be questionable how such a loss can be
identified given that the character of the hedged item represents an opportunity
advantage or disadvantage.

Hedge accounting is terminated before maturity only if the qualifying criteria
for the hedge are no longer met.3! The termination has only prospective ef-
fects.32 In particular, it must be terminated in cases where a hedged forecast
transaction is no longer expected to occur with a high probability.3? If the trans-
action is still expected to occur, but no longer with a high probability, the cash
flow hedge reserve is not dissolved until the future cash flows occur.3* A high
probability of occurrence is therefore not necessary for the cash flow hedge re-
serve to continue to exist.?s If, on the other hand, the transaction is not expected
any more or at least not with a probability that is still regarded as sufficiently
high, the amount of the cash flow hedge reserve must be reclassified to the state-
ment of profit or loss immediately.3¢ During its existence however, the cash flow
hedge reserve is important for determining the institution’s own funds. In view
of the accounting treatment described above, the resulting consequences for
regulation will be discussed in the following.

ITI. Regulatory Treatment of the Cash Flow Hedge Reserve

The regulatory capital of an institution that is available for risk coverage, the
institution’s own funds, is comprised of Tier 1 capital and Tier 2 capital.3” Tier 1
capital consists of Common Equity Tier 1 capital (CET 1) and Additional Tier 1
capital,3® with CET 1 representing the higher quality component.3 Both CET 1
and Additional Tier 1 capital serve the absorption of current losses, thereby
safeguarding the going concern principle.#0 Tier 2 capital is primarily intended
to cover further losses in the event of liquidation.*! The comprehensive income

30 See IFRS 9.6.5.11 (d) (iii).

31 See IFRS 9.6.5.6, where, if applicable, any rebalancing has been taken into account.
A de-designation is no longer possible; see IFRS 9.6.5.6; IFRS 9.B6.5.23; contrary to the
former rule in IAS 39.91 (c).

32 See IFRS 9.B6.5.22.

33 See IFRS 9.6.4.1 in conjunction with IFRS 9.6.3.3.

34 See IFRS 9.6.5.12 (a).

35 See IFRS 9.6.5.12 (b).

36 See IFRS 9.6.5.12 (b).

37 See art. 4(1)(118), art. 72 CRR.

38 See art. 25 CRR.

39 On the main characteristics of the different components see Wahrenburg (2019), 83.
40 See Andrae/Krosl (2016), 472.

41 See Andrae/Krosl (2016), 472.
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calculated in accordance with IFRS is allocated to CET 1 before regulatory ad-
justments.42

Then, this capital is corrected by the prudential filter for the cash flow hedge
reserve, yielding — with other adjustments as well - CET 1.43 Accordingly, in the
case of a positive cash flow hedge reserve corresponding to positive cumulative
fair value changes of the hedging instrument, an amount equal to the cash flow
hedge reserve is deducted from CET 1 before regulatory adjustments. In the
case of a negative cash flow hedge reserve which indicates negative cumulative
fair value changes of the hedging instrument, however, an amount equivalent to
the cash flow hedge reserve is added to CET 1 before regulatory adjustments.

The cumulative fair value changes of the hedging instrument - allocated via
the OCI to the cash flow hedge reserve and, if necessary, partly through the
statement of profit or loss — are initially recognized fully in equity according to
IFRS and thus in CET 1 before regulatory adjustments. Subsequently, CET 1 is
adjusted for the effective part of these cumulative fair value changes which may
be limited by the cumulative fair value changes of the hedged item, i.e. the
hedged expected cash flows, and which is recognized in the cash flow hedge re-
serve using the prudential filter for the cash flow hedge reserve. Overall, i.e. tak-
ing into account the prudential filter, only ineffective fair value changes of the
hedging instrument have a net impact on CET 1. Consequently, in cases of per-
fect hedges and under hedges, the associated fair value changes of the underly-
ing hedging instruments do not contribute to the amount of CET 1 on a cumu-
lative basis, as there are no ineffective fair value changes of the hedging instru-
ment. However, the assets that serve as hedging instruments contribute to the
risk-weighted exposure amounts.

IV. Critical Evaluation on the Basis of the Regulatory Purpose
1. Regulatory Objectives and the Role of the Regulatory Capital Ratios

The aim of the supervisory framework in general is to reduce risks which
creditors of credit institutions are exposed to and to enforce the proper conduct
of banking transactions and financial services in order to avoid significant neg-
ative impacts on the economy as a whole and, thus, to preserve financial stabil-
ity.# The aim is further to prevent institutions from leaving the market or to

42 See art. 26(1)(c) and (d) CRR; art. 36(1)(a) CRR. On the role of the statement of
comprehensive income calculated in accordance with IFRS for CET 1 see Krauf§ (2019a),
43-44 with further references.

43 See art. 33(1)(a) CRR.
44 See Fischer/Boegl (2017), para. 23.
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ensure that they do so in such a way that disadvantages for the economy as a
whole are avoided.*> Once an institution is in difficulties, it should not jeopar-
dize the solvency of other market participants.46 This is why the CRR lays down
uniform rules concerning general prudential requirements that institutions shall
comply with.4”

For achieving the aforementioned goals, banking regulation is based upon
three pillars.#® The first pillar defines regulatory capital requirements that re-
quire institutions to comply with regulatory capital ratios in order to limit their
risks to such a ratio in respect to available own funds that is acceptable from a
regulatory perspective.#® This limits the amount of risk institutions are allowed
to assume in relation to the available risk-covering regulatory equity. This way,
institutions have to control their risk and monitor their own funds. High quali-
tative requirements are placed on CET 1 in particular, that it must be available
at all times and be able to absorb ongoing losses.50 The prudential filter for the
cash flow hedge reserve directly affects the amount of CET 1 either positively or
negatively.

The second pillar allows regulatory authorities to directly supervise individual
institutions and judge their risk profile separately. Depending on that superviso-
ry review, regulatory authorities can put additional capital requirements on dif-
ferent institutions. Regulatory authorities are supposed to not only take numer-
ical key figures into consideration but take a broader approach when investigat-
ing institutions. This is why regulatory authorities need to understand the
composition of CET 1 and to what extent the individual components actually
add to the loss absorbency of the institution. This also applies to the prudential
filter for the cash flow hedge reserve.

The third pillar aims to discipline institutions in regard to their risk-taking
behavior through market forces. Institutions have to publish regulatory infor-
mation, including the regulatory capital ratios, so that market participants, for
example investors or creditors, can integrate them into their decision-making
process and by doing so impose market discipline. As the regulatory capital ra-
tios are highly relevant to the market participants, the prudential filter for the
cash flow hedge reserve also affects the way these decision makers evaluate the
institutions’ financial or regulatory condition and are thus able to ease or apply
additional market pressure.

45 See Hartmann-Wendels/Pfingsten/Weber (2019), 321.

46 See Brown/Ding (2011), 1395, with further references.

47 See art. 1 CRR.

48 On the three pillars in the context of Basel II see BCBS (2006). On the following, see
also Bushman/Landsman (2010), 267.

49 See art. 92(1) CRR.

50 See art. 26(1) CRR.
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In the following, it is evaluated to what extent the prudential filter for the cash
flow hedge reserve serves the idea of these three pillars. The results are also ev-
idence of how the prudential filter for the cash flow hedge reserve fulfills the
fundamental goals of the regulatory framework as a whole. This regulatory fit is
in our opinion the most important criteria to evaluate the prudential filter.

2. Consistency Issues Within CET 1 due to the Prudential Filter
for the Cash Flow Hedge Reserve

From a balance sheet perspective, a cash flow hedge only results in the effec-
tive part of the cumulative fair value changes of the hedging instrument being
recognized in the OCI instead of the statement of profit or loss. It is therefore
only a question of presentation, but not a question of amounts in regard to the
comprehensive income as a total. This means that the hedge does not change the
amount of equity reported under IFRS as all fair value changes of the hedging
instrument continue to be shown in equity. Thus, the fair value changes of the
hedging instrument are fully reflected in CET 1 at first (before regulatory ad-
justments) because equity according to IFRS is fully reflected in CET 1. Al-
though the adequacy of fair values for regulatory purposes is questioned by
some,’! it appears justifiable, in respect to the reporting date approach, to cap-
ture (thus far) unrealized fair value changes of contractually backed and thus
legally secured financial instruments on the basis of a current valuation also for
regulatory purposes. This should apply in particular if the hedging instrument
can be closed or sold (economically, if applicable) in order to realize a net pres-
ent value.

Considering the cash flow hedge reserve reported in accordance with IFRS,
the prudential filter results in CET 1 changing in the opposite direction. In reg-
ulatory terms, a cash flow hedge is therefore not only of significance for pres-
entation as in IFRS accounting, but also has material consequences for CET 1.
Assuming that the hypothetical derivative method is used, fair value changes of
merely a constructed fixed term equivalent to the cash flows to be hedged
change CET 1, whereas changes of the expected cash flows to be hedged them-
selves, especially in the case of forecast transactions, unlike the hedging instru-
ment, cannot be reflected in the balance sheet during the term of the hedging
relationship. It is noteworthy that the constructed fair value changes of the cash
flows to be hedged do not always affect CET 1 completely, but only partially de-

51 On the limited adequacy of fair values in the context of supervisory regulation
in general see Laux/Leuz (2009), 829-830, summarizing the arguments. In the regulato-
ry framework, fair values are subject to a separate prudent valuation according to
art. 105 CRR.
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pending on their relation to the fair value changes of the hedging instrument.
This inconsistency shall be explained in more detail.

A fundamental distinction must be made between the different treatments of
the effective and the ineffective part of the hedge, i.e. the distinction between an
over hedge (case I) and an under or perfect hedge (case II). In the first case, on-
ly the ineffective part of the cumulative fair value changes of the hedging instru-
ment that, in terms of amount, exceeds the cumulative construction based fair
value changes of the hedged expected cash flows is recognized in CET 1. This
implies the full recognition of the constructed fair value changes of the hedged
expected cash flows in CET 1 by using the prudential filter.

Consider first such an over hedge (case I). Figure 1 illustrates the accounting
and regulatory effects of a cash flow hedge in this case where positive cumula-
tive fair value changes of the hedging instrument are offset, but only partially, by
negative cumulative construction based fair value changes of the hedged cash
flows. Thus, the amount of the former (15 currency units [CU]) exceeds the
amount of the latter (10 CU). The components of the cash flow hedge contrib-
ute to CET 1 only with the ineffective amount of the over hedge (5 CU), while
the imputed cumulative fair value changes of the hedged cash flows entirely de-
termine the regulatory adjustment due to the prudential filter and neutralize a
corresponding amount of the cumulative fair value changes of the hedging in-
strument. Given the same components on a stand-alone basis, CET 1 would be
higher by that neutralized amount.

Cumulative changes in fair value Cumulative changes in imputed fair
of the hedging instrument (CU) value of hedged cash flows (CU)
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&0 oo Prudential Regulatory
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jas)

(-10)

0

Net effect of cash flow hedge componentson CET 1 =10+5-10=5
Ineffective cumulative fair value changes of the hedged item = 0

Figure 1: Accounting and Regulatory Effects of an Over Hedge
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Consider now the situation in which the fair values of the components had
the same amounts but with opposite signs. Then, cumulative negative fair value
changes of the hedging instrument (-15 CU) would be compensated by positive
cumulative fair value changes of the hedged item (+10 CU) according to the ef-
fective part of the hedge. As a consequence, a loss of the fair value of a contract-
ed hedging instrument would not be recognized in CET 1 to the extent it is
compensated by fair value changes of the hedged item that are calculative in na-
ture and as such not contractually enforceable at the time the regulatory capital
is calculated. Conversely, outside of a hedging relationship, the loss of the fair
value of the hedging instrument would be fully reflected in CET 1.

In the case of an under or perfect hedge (case II), the cumulative fair value
changes of the hedging instrument in CET 1 are fully offset by the imputed fair
value changes of the hedged item due to the prudential filter, so that CET 1 does
not comprise any part of these fair value changes. Furthermore, only that part of
the constructed fair value changes of the hedged expected cash flows that
amounts to the cumulative fair value changes of the hedging instrument affects
CET 1. The remaining part that exceeds the cumulative fair value changes of the
hedging instrument is taken into account neither for accounting nor for regula-
tory purposes. Figure 2 shows the different effects of an under hedge on report-
ed equity according to IFRS and CET 1, given, as in figure 1, positive cumulative
fair value changes of the hedging instrument. If the components had the same
values outside of a hedging relationship, CET 1 would comprise the total amount
of the positive fair value changes of the hedging instrument.

Cumulative changes in fair value Cumulative changes in imputed fair
of the hedging instrument (CU) value of hedged cash flows (CU)
4 ~15 4
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Net effect of cash flow hedge components on CET 1=10-10=0
Ineffective and unrecognized cumulative fair value changes of the hedged item = -5

Figure 2: Accounting and Regulatory Effects of an Under Hedge
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However, consider again the same amounts for the components but with op-
posite signs. Then, in the context of the hedging relationship, the cash flow
hedge reserve would represent a deductible item to IFRS equity corresponding
to the negative fair value change of the hedging instrument (-10 CU). For
CET 1, this deduction would be reversed by the prudential filter due to the pos-
itive imputed fair value changes of the hedged item. The effect of the latter on
CET 1 would be limited to only the effective part of the hedge, whereas the ex-
cess amount would be completely irrelevant. Again, the same situation outside
of a hedging relationship would result in a different amount of CET 1. CET 1
would be lowered reflecting the negative cumulative fair value changes of the
hedging instrument which would not be mitigated by merely imputed positive
fair value changes of the hedged item. The latter would be completely irrelevant
not only in respect to IFRS equity but also to regulatory capital.

Figure 1 shows that in the case of an over hedge, the constructively deter-
mined fair value changes of the hedged expected cash flows, e. g. from a forecast
transaction, are fully taken into account in CET 1. In contrast, in the case of an
under hedge - as figure 2 illustrates — only the effectively hedged part is consid-
ered, while the remaining amount of the cumulative fair value changes is not
taken into account. In our opinion, there is no reason why an over hedge and an
under hedge should result in different CET 1 in regard to these fair value chang-
es. The cumulative fair value changes of the hedging instrument, which are de-
cisive among other things for whether an over hedge or an under hedge exists,
should not influence the extent to which the hedged expected cash flows are
taken into account, especially since the fair value development of the hedging
instrument itself already influences CET 1 via equity reported under IFRS. Fur-
thermore, comparing the situation in which the components are part of a hedg-
ing relationship with their treatment on a stand-alone basis, we cannot see any
reason why this should make a difference in respect to the institution’s ability to
absorb losses. Within a cash flow hedge relationship, the imputed fair value
changes of the hedged item are asserted a recoverability that is assigned to them
neither outside of hedge accounting nor, at least in respect to their total amount,
in case of an under hedge within a cash flow hedge.52 Also, the recoverability of
the fair value of the hedging instrument is implicitly assumed to depend on the
specific underlying hedging relationship. In our view, all of this leads to an in-
consistent regulatory treatment depending on the individual case constellation,
which is all the more disconcerting as CET 1 plays an important role within the
regulatory framework.>

52 See similarly Fiilbier/Gassen (2007), 2610-2611, for a critical view on the implicit as-
sertion of asset characteristics in regard to hedge components under German GAAP.

53 See also Graf-Tiedtke (2005), 1065, in regard to the importance of CET 1 within the
regulatory framework.
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This inconsistency needs to be seen critically also because it adds to the com-
plexity of calculating CET 1 and the regulatory capital ratios. This complicates
not only the supervisory review of the second pillar but also weakens market
discipline by making it more difficult for market participants to interpret insti-
tutions’ CET 1 and the regulatory capital ratios.>* Furthermore, because the ef-
fects of the prudential filter for the cash flow hedge reserve depend on the un-
derlying hedge, comparability between institutions is compromised which iron-
ically counteracts one of the original purposes of prudential filters.

As a result, we believe that the question of regulatory consideration of fair val-
ue changes allocated to cash flows should be answered independently of fair val-
ue changes of the associated hedging instruments. In regard to the obligation to
provide evidence of the hedge effectiveness which already exists in IFRS account-
ing, the determination of the cumulative fair value changes of the expected cash
flows to be hedged, determined per constructionem, could also be required for
regulatory purposes, so that the corresponding amount is available. If we as-
sumed the significance of the constructed fair value changes of the hedged ex-
pected cash flows, these would always have to fully affect CET 1 in order to avoid
the inconsistency described above. In the case of an under hedge, this also applies
to the amount in excess of the cash flow hedge reserve. For such an adjustment
however, the question has to be deepened whether fair value changes allocated to
the hedged item are fundamentally appropriate to serve as regulatory capital.

3. Should the Hedged Item of a Cash Flow Hedge Influence CET 1?

Regardless of the described inconsistency issues in connection with the recog-
nition of the hedged item in CET 1, the recognition of cumulative constructed
fair value changes of hedged expected cash flows must still be questioned against
the background of the regulatory purpose fundamentally. This holds true par-
ticularly if these fair value changes lead to an increase in CET 1 compared to a
situation in which only fair value changes of the hedging instrument are taken
into account. This is because the cumulative fair value changes of the hedged
item, i.e. of future cash flows, as they are mathematically assigned, do not have
the characteristics that are necessary to count as CET 1. Rather, the character of
real future cash flows, that are assumed to be in line with future market condi-
tions, requires a constructed calculation (preferably) via a mirror image at the
time of designation in the form of a fixed condition that is only equivalent to the
cash flows expected at that time. Although positive cumulative fair value chang-
es of the hedging instrument have not been realized and are therefore not direct-
ly available to cover losses, they nevertheless constitute a contractually secured

54 See also Kraufs (2019b), 406; on this subject in general Bushman/Williams (2012),
4-5.
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position that is enforceable and could possibly be closed or liquidated or other-
wise utilized. In contrast, the hedged item of cash flow hedges, i.e. the expected
cash flows do not have comparable characteristics.

Considering future transactions, exceptional circumstances can lead to the sit-
uation in which an execution that was previously expected with a high probabil-
ity becomes unlikely before maturity and/or finally fails completely, for example
because the intended contractual partner will refrain from an expected contract
due to changed market conditions with the entity not being entitled to compen-
sation.>> As a result, depending on the constellation, an increase in CET 1 at a
point in time before the maturity of the underlying transaction, at which the
capital adequacy is to be determined, may result in a higher solvency being in-
dicated solely on the basis of a transaction that is only planned and therefore has
no contractual foundation. In addition, even if the occurrence of the future
transaction is no longer considered highly probable but still probable, the
amounts already recognized in the cash flow hedge reserve remain and must
therefore continue to be taken into account as an adjustment to CET 1.6 Only
if the occurrence of the future transaction is no longer considered sufficiently
probable, the cash flow hedge reserve has to be dissolved, so that there is no
longer any offsetting in CET 1, which would otherwise compensate for fair value
changes of the hedging instruments. In view of the rigorousness of the regulato-
ry capital determination, in respect to the prudential filter for the cash flow
hedge reserve, it appears necessary to specify the probability of occurrence for a
future transaction to continue to be part of a cash flow hedge and how it is dif-
ferentiated from a highly probable transaction. The currently required discretion
to define these probability thresholds offer possibilities for earnings manage-
ment that, if necessary, could be used to influence CET 1, which would be con-
trary to the regulatory idea that regulatory capital should not be influenceable
by earnings management.5”

Going beyond the case of future transactions, the adjustment of CET 1 with
amounts allocated to the cash flow hedge reserve appears questionable even if
the cash flows to be hedged are based on recognized financial assets or financial
liabilities. Such an approach would only be appropriate if the amount of the cash
flow hedge reserve - that affects CET 1 due to the prudential filter and compen-
sates for fair value changes of the hedging instruments that are not yet realized
but are at least based on contracts — were of value. However, this amount con-

55 For example, the Corona crisis may constitute such circumstances.

56 This applies at least to the extent that a loss cannot be anticipated.

57 On earnings management in the context of regulatory capital ratios see Kraufs
(2019a), 201-202 with further references. In view of the discussion in section IV.2., the
decision to designate a cash flow hedge (IFRS 9.6.5.1) may itself be the subject of ac-
counting and regulatory policy considerations.
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sists of only constructed fair value changes of the hedged expected cash flows
and cannot be considered to be of value before the cash flows are realized or at
least secured contractually. Therefore, the fair value changes of the cash flows
first and foremost have an opportunity character. By contrast, the value change
of the hedging instrument must be regarded as fundamentally recoverable due
to its legal basis.

Consider, for instance, the hedge of interest payments of a plain vanilla float-
ing interest rate financial asset by a plain vanilla receive-fixed interest rate
swap,’8 where we abstract from influences of possible credit default risks and
associated credit spreads. Then, the price of the floating-rate asset — without ac-
crued interest — will approximately be equal to the principal.>® Since the person
who enters into a receive-fixed interest rate swap can be considered to be long
in a fixed rate bond and short in a floating rate bond, the price of the latter will
(also) not vary significantly so that the value of the swap is primarily deter-
mined by the value changes of the fixed rate leg.%0 In the same way, the hypo-
thetical derivative method may be applied by referencing the changes of the
cash flows to be hedged to the fair value changes of an interest rate swap with
the same variable payments.5! The interest on the fixed rate leg of this mirroring
swap is than determined by the condition according to which the swap value is
nil at the time of designation. Therefore, the fair value changes of the cash flows
to be hedged are identified by the fair value changes of the mirroring swap
which in turn will (mostly) be determined by the fair value changes of its fixed
rate leg. Assuming perfect conditions, it may possible that the hedging swap has
the same terms as the hypothetical swap. Then, real fair value changes on the
hedging instrument will be neutralized by hypothetical fair value changes calcu-
lated with the help of the hypothetical derivative in CET 1 by the prudential fil-
ter. Changes of the variable interest payments resemble the cash flows to be
hedged (the hedged item) and are essentially not reflected in corresponding
changes of fair values of the underlying financial instrument (floating rate as-
set) — this is shown by the recourse to the hypothetical derivative. Even more,
the variable interest payments adjust to current market conditions in the course
of time. As a consequence, the swap, i.e. the hedging instrument, causes the
overall position to be fixed at the level of the hedged payments at the designa-
tion date. Changes compared to this reference interest rate level are then (essen-

58 “Plain vanilla” describes an instrument with standard terms; see Hull (2018), 831.

59 In respect to the carrying amount, this is even stated in IFRS 9.B5.4.5. Differences
may arise from changes of market interest rates until the reference rate for the interest
payments will be fixed for the next interest period; see Albrecht/Maurer (2016), 592-594.

60 See Kolb/Overdahl (2007), 701-702, 752; Albrecht/Maurer (2016), 909-911; Hull
(2018), 157. See Hull (2018), 165-169, on the valuation of swaps.

61 For the method to be applied, the terms of the hypothetical derivative must match
the critical terms of the hedged item. See IFRS 9.B6.5.5.
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tially) reflected only in changes of the fair value of the hedging swap which can
potentially be realized at any time by entering into an offsetting pay-fixed inter-
est rate swap.®2 In our opinion, compensating the results of the hedging instru-
ment with an “opportunity profit or loss” (derived from the hypothetical deriv-
ative) should therefore be viewed critically and, in the event of a loss in the
hedging instrument, not been taken into account as it would undermine the
prudential idea of banking regulation. In this context, it should be pointed out
that an increase of CET 1 caused this way always leads to an increase of the
CET 1 ratio — which is often regarded as the decisive indicator for the solvency
of institutions by regulatory supervisors -, because a change in CET 1 through
the prudential filter for the cash flow hedge reserve does not result in a change
of risk-weighted exposure amounts.%3

Overall, an increase of CET 1 due to the prudential filter for the cash flow
hedge reserve does not add to the loss absorbency in a way that should be ex-
pected from CET 1. As a result, this effect undermines the intention of the first
pillar to limit institutions’ risk to a ratio of own funds. Additionally, it decreases
the explanatory power of CET 1 and the CET 1 ratio which is relevant not only
to regulatory authorities but also to market participants. Due to the limited loss
absorbency of increases of CET 1 caused by the prudential filter for the cash
flow hedge reserve, regulatory authorities are required to properly understand
and to neutralize the respective effect in the context of the second pillar in order
to determine the institutions’ risk profiles correctly. Furthermore, the effect
weakens the intended market discipline of the third pillar, because market par-
ticipants cannot trust in the explanatory power of CET 1 and the CET 1 ratio.
For these reasons, we believe that an increase of CET 1 due to the prudential
filter for the cash flow hedge reserve should be avoided.

If, on the other hand, the prudential filter should lead to a reduction in CET 1,
the resulting situation would in principle be compatible with the prudence con-
cept of the regulatory framework.6* However, in our opinion, there is no reason
to object to a complete waiver of the prudential filter given the otherwise nor-
mal accounting treatment of fair value changes of the hedging instrument espe-
cially outside of hedging relationships assuming its recoverability.®> It should

62 Assuming exactly offsetting variable interest payments of both swaps, the fair value
should equal the net present value of the difference of the fixed rate payments of each
swap that correspond to prevailing market conditions at the different times entered into
the swaps. See also Kolb/Overdahl (2007), 708-710.

63 See Steffen/Steinruecke (2015), 429-430.

64 Again, in the context of earnings management see Krauf§ (2019a), 202, with further
references.

65 We omit a discussion on whether recoverability for regulatory purposes is fulfilled
by the definition of fair value measurement according to IFRS 13. Furthermore, the pru-
dent valuation of art. 105 CRR applies (see fn. 51).
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merely be noted that such a complete waiver would also contribute to a reduc-
tion of complexity in regard to regulatory capital determination.

In regard to an asymmetric treatment, if viewed prudently, the result derived
here can be considered similar to that of Sopp (2010).9° He contemplates that a
positive capital correction for regulatory purposes is dispensable in case of a
negative cash flow hedge reserve due to the regulatory prudence principle. In
case of a positive cash flow hedge reserve however, he deems necessary to apply
a negative capital correction because the loss compensation of the hedging in-
strument is already reserved for the hedged future cash flows. Thereby, he does
not recognize the potential of the fair value changes for loss compensation or
considers it to be neutralized by the calculated fair value changes of the hedged
item. In our opinion, in the former case of a negative cash flow hedge reserve,
we deem an omission of the prudential filter to be necessary and appropriate
due to the lack of an intrinsic value of the hedged item, and only in the latter
case of a positive cash flow hedge reserve, the concept of prudence could be ap-
plied. In the light of our elaborations above however, we think that a complete
waiver of the prudential filter, resulting in no corrections at all, is a more con-
sistent and a more practical way of dealing with fair value changes of the hedg-
ing instrument that is also in line with the regulatory framework.

V. Effects on European Banks

The relevance of the proposed abolishment of the prudential filter for the cash
flow hedge reserve shall be illustrated by the effect it would have on the regula-
tory figures of European top banks in 2014-2019. Thereby, we refer to the S&P
Global-ranking of Europe’s largest banks according to total assets of the respec-
tive banking groups at year end 2019.67 Table 1 shows the key figures for the top
eleven banks. Unless otherwise stated, the total assets [line 1 for each bank] are
taken from the annual reports (in the respective currency), whereas actual
CET 1 [2], the inherent adjustment due to the prudential filter for the cash flow
hedge reserve [CFHR; 3] and the risk-exposure amounts [REA; 5] are taken
from the banks’ disclosures according to the Commission Implementing Regu-
lation (EU) No 1423/2013 (regulatory pillar 3 reports), where, unless not avail-
able and correspondingly marked, we refer to the non-transitional disclosures

66 See Sopp (2010), 196.

67 See https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-head
lines/europe-s-50-largest-banks-by-assets-2020-57901087. The Intesa Sanpaolo group is
ranked 10 by adjusting for a pending purchase of Italy-based Unione di Banche Italiane
SpA. In order to cover all top 10 banks also without such an adjustment, we include the
ING Group which is ranked 11.
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for all years.®8 From here, we calculate the actual CET 1 ratios [6 = 2/5],%° re-
vised CET 1 [4 =2 - 3] according to the proposed abolishment of the prudential
filter for the cash flow hedge reserve, the difference from the revised to the ac-
tual CET 1 ratio [7 = 4/5 - 6] and the percentage share of the cash flow hedge
reserve in actual CET 1 [8 = -3/2], indicating an increase (+) or a decrease (-)
of CET 1 if the prudential filter is not applied.”°

For the period under review, the abolishment of the prudential filter for the
cash flow hedge reserve would have notable effects for a couple of the largest
banks. British banks show very large adjustments for CET 1 [8] - for the Lloyds
Banking Group in the range of 2.55% to 7.29 %, for Barclays between 1.66 % and
4.65%. The respective differences in the CET 1 ratios [7] range from 0.33 % to
0.99% for Lloyds and from 0.21% to 0.58% for Barclays. However, for both
banking groups, the adjustment would have resulted in higher CET 1 - for these
banks the adjustment may thus be considered to have created hidden reserves
with respect to regulatory capital. This also holds true for the ING Group and
BNP Paribas on a lower, but nonetheless material level: the adjustments to
CET 1 range for the ING Group from 0.58 % to 2.64 % and for the BNP Paribas
from 1.08 % to 2.42 %. The corresponding ranges of the differences in the CET 1
ratios are from 0.08 % to 0.37 % (ING Group)7! and from 0.13 % to 0.25% (BNP
Paribas). These differences are approximately 0.25 %, which is the amount of the
countercyclical capital buffer set by the German banking authority before the
Corona crises.”2 The proposed abolishment of the prudential filter would have
more significant effects for the group Intesa San Paolo with changes in CET 1 in
the range of -3.73% to -2.21% and a corresponding range between -0.50 %
and -0.29 % for differences with respect to the CET 1 ratios.”? The negative val-
ues indicate that for this group, CET 1 and the CET 1 ratio would be reduced
according to our proposal. Thus, in our opinion, the potential for loss absorp-
tion was not as high as the actual figures indicate.

6 See art.4 and AnnexIV of Commission Implementing Regulation (EU) No
1423/2013. This is often referred to as “fully loaded”. We point out if only transitional
values are available; see art. 5 and Annex VI of Commission Implementing Regulation
(EU) No 1423/2013. This is often referred to as “phased-in”.

69 Regulatory reports show CET 1 ratios often with only one decimal.

70 For the latter, we refer to actual CET 1 to highlight the share of the adjustment un-
der consideration of the currently relevant number. Instead, one might also refer to re-
vised CET 1 since it represents the figure before the regulatory adjustment under consid-
eration.

71 The upper bounds of the ranges do not refer to the same year. The CET 1 adjust-
ment refers to 2014 and the difference in the CET 1 ratios refers to 2019.

72 See Bundesanstalt fiir Finanzdienstleistungsaufsicht (2019), applicable until 1 July
2020 at the latest. In reaction to the Corona crises the buffer was reset to the former val-
ue of nil; see Bundesanstalt fiir Finanzdienstleistungsaufsicht (2020).

73 However, see fn. 79.
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VI. Summary and Conclusion

In the context of accounting for cash flow hedges in accordance with IFRS 9,
a cash flow hedge reserve is formed amounting to the effective part of the cu-
mulative fair value changes of the hedging instrument. CET 1 is adjusted by
this amount via the prudential filter for the cash flow hedge reserve. As a result,
the cumulative fair value changes of the hedged expected cash flows which are
arithmetically determined are recognized in CET 1 to varying degrees depend-
ing on whether the underlying cash flow hedge is an over hedge or an under/
perfect hedge. This means that there is an inconsistency directly affecting the
regulatory purpose of capital adequacy. Instead, the relative amount of the cu-
mulative fair value changes of the hedging instrument should not be taken into
account when considering the hedged expected cash flows in regulatory capital.
In addition, in regard to the ability to absorb losses, it is more than questiona-
ble that the grouping of instruments in a cash flow hedge results in a different
amount of regulatory capital than their treatment on a stand-alone basis. In-
stead, increases of CET 1 that are based on future, contractually unfixed trans-
actions — the payments of which are thus uncertain, but will, at least approxi-
mately, be in line with market conditions at maturity — must be rejected in view
of the regulatory purpose. They do not contribute to the potential for debt cov-
erage at the point in time the regulatory capital is calculated. In the interest of
prudence at least an increase of CET 1 by a de facto compensation for a nega-
tive cumulative fair value change of the hedging instrument should be avoided.
According to the current procedure, this (unrealized) loss of the hedging in-
strument is offset by only a calculated opportunity advantage from the hedged
item which is not legally secured at the time the capital adequacy is calculated.
Given that the fair value changes of the hedging instrument are fundamentally
recoverable, it should be possible to dispense with the prudential filter in gener-
al, i.e. also in those cases where, at the moment, it neutralizes a positive fair
value change of the hedging instrument.

By abolishing the prudential filter for the cash flow hedge reserve, the quality
of CET 1 improves which enhances the regulatory capital ratios as a risk-limit-
ing instrument in the first pillar. Furthermore, the regulatory authorities can use
CET 1 and the CET 1 ratio more purposefully as a supervisory element in the
second pillar. Also, the explanatory power of CET 1 and of the CET 1 ratio in-
creases while at the same time, complexity decreases. This helps market partici-
pants to use regulatory information in their decision process to apply market
pressure in line with the third pillar.

Having no prudential filter for the cash flow hedge reserve brings the institu-
tions’ own funds more in line with the IFRS balance sheet again. The use of reg-
ular financial reporting as a basis helps institutions to avoid or mitigate expenses
that arise whenever regulatory requirements differ from accounting require-
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ments.8! However, this comes at the cost of comparability.82 A new discussion of
a complete separation of regulation and accounting is beyond the scope of this
paper however. Irrespective of the measurement approach, the components that
influence regulatory capital have to be carefully considered. For the fair value
changes underlying the cash flow hedge reserve, an adjustment by the pruden-
tial filter has to be rejected. Therefore, the prudential filter for the cash flow
hedge reserve should be abolished improving supervision throughout all three
pillars of regulation.
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