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(4)THE INFORMATION CONTENT OF HEDGE ACCOUNTING –  
 EVIDENCE FROM THE EUROPEAN BANKING INDUSTRY 


ABSTRACT: This paper provides an in-depth analysis of financial information related to 
 hedge accounting in European banks from 2005-2014. We show that both “as-if” earnings 
 and “as-if” book values excluding the effects of hedge accounting are less value relevant 
 than the reported figures. This indicates that hedge accounting information is valued by the 
 market. Further, we develop a proxy to measure whether hedge accounting is economically 
 favorable. Only if the effects of a bank’s hedge accounting are economically favorable, 
 hedge accounting disclosures are positively associated with market values. We find cross-
 sectional differences when adopting hedge accounting for subsample analyses of European 
 regions. In addition, distinguishing between troubled and non-troubled banks, the results 
 only hold for the latter category suggesting that troubled banks suffer from biased 
 accounting information. Our results are important for standard setters and banks when 
 seeking to understand the capital market effects of hedge accounting and their disclosures. 


KEYWORDS: Hedge accounting; European banking industry; value relevance 
 JEL Classifications: G21; G28; M41; 


Data availability: Data is available from the public sources cited in the text. 


I. INTRODUCTION 


Hedge accounting aims to ensure that gains and losses on hedged items and hedging 
 instruments are recognized in the same reporting period (IASB 2014). Ideally, hedge 
 accounting helps to avoid economically unjustified earnings volatility and it better reflects the 
 actual risk position. However, given the complexity of this accounting rule, and a significant 
 increase over the past decades in the use of derivatives for risk management purposes 
 (Panaretou, Shackleton, and Taylor 2013), the application of hedge accounting, as well as 
 linking hedge accounting, to the underlying economic hedge has become more challenging. 


On the other hand, for standard setters, hedge accounting is inextricably linked to risk 
management and entities seem to particularly value hedge accounting as an income 
smoothing tool (Lins, Servaes and Tamayo 2011). If the latter is true, accounting information 
about hedge accounting may not be considered relevant by market participants, but merely a 
means of reducing earnings volatility. The question of whether this is indeed the case, or 



(5)whether the question of whether the information provided on hedge accounting, as required 
 by standard setters, does in fact contain information that is relevant to determining market 
 values, is an empirical one.  


In this paper, we analyze the role of providing this information on hedge accounting to 
 the market focusing on banks that are facing intense recognition and disclosure requirements 
 related to hedge accounting under IFRS. As such, our study is embedded in the vast literature 
 on the value relevance of financial information (e.g., Barth, Beaver and Landsman 2001). 


Contrary to other accounting information, the mismatch between hedge accounting 
 information and the underlying economic hedging may be greater, given the allegedly 
 primary incentive to apply hedge accounting, specifically, reducing earnings volatility. Glaum 
 and Kloecker (2011) show that the perceived importance of reduced earnings volatility 
 determines the probability that hedge accounting will be applied. Hughen (2010) finds that a 
 majority of banks in the banking industry are accounting rather than economic hedgers. It 
 appears that stability in accounting earnings plays a particularly superior role within the 
 financial sector. In this context, whether accounting information and disclosures related to 
 hedge accounting are still relevant to market valuations is therefore an important question. 


We address the overarching research question: Does hedge accounting convey information 
 that is relevant for determining market values? There are a number of challenges related to 
 testing this research question. The greatest concern relates to the inherent link between 
 hedging and hedge accounting, which makes it difficult to disentangle the economic effects 
 from the accounting effects. We address this by adopting two approaches.  


First, we aim to identify the accounting effects related to hedge accounting itself by 
constructing “as-if” earnings and “as-if” book values, excluding the effects of hedge 
accounting. In particular, we identify the accounting implications inherent in the case of 
hedge accounting discontinuation under IAS 39. Through this hypothetical approach focused 



(6)on assuming hedge accounting discontinuation, we imply that the underlying economic 
 hedging has not changed, but we only adjust for its accounting. Second, we make use of 
 identifying earnings and book values, including and excluding the effects of hedge 
 accounting, and estimate whether a bank’s hedge accounting is economically favorable, i.e., 
 whether it has an overall income-increasing effect.  


By using hedge accounting discontinuation in our analyses, we are focusing on an 
 important and current debate surrounding the IBOR reform. Initiated by the G20 and other 
 supranational organizations, as well as global regulators, the reform’s objective is to replace 
 current benchmark interest rates (such as LIBOR) in order to prevent the market 
 manipulations of the past (EFRAG 2019). Globally, these interest rate benchmarks are 
 applied to a wide range of financial products, including derivatives used for hedging which, 
 in turn, amount to trillions of USD (IASB 2019). The IBOR reform is expected to have a 
 significant impact on financial reporting, and particularly on hedge accounting as it might 
 lead to an increase in earnings volatility due to potential de-designation of hedge accounting 
 relations. Hence, in September 2019, the IASB published the amendment “Interest Rate 
 Benchmark Reform (Amendments to IFRS 9, IAS 39 and IFRS 7)” (IASB 2019)1 that 
 relieves these earnings volatility concerns. Entities can assume existing IBOR-based 
 contractual terms for assessing their hedge accounting requirements. The IASB thereby 
 prevents hedge accounting discontinuation in view of the uncertainties related to the IBOR 
 reform. We make use of these accounting rules under IAS 39 governing how to account for 
 hedge accounting discontinuation. This allows us to create “as-if” accounting information, 
 excluding the effects of hedge accounting, consistent with IFRS regulation. 


      


1 The IASB amendments related to the IBOR reform addressing both standards on financial instruments IFRS 9 
and IAS 39 show that using IAS 39 data is still relevant in this context. The amendments are effective for annual 
periods beginning on or after 1 January 2020. 



(7)Using detailed hand-collected information on hedge accounting under IAS 39 for the 
 European banking industry from 2005 to 2014, we predict and find that hedge accounting is 
 relevant to the determination of market values. More specifically, “as-if” earnings and “as-if” 


book values, excluding the effects of hedge accounting are less value relevant than reported 
 earnings and book values. In addition, hedge accounting disclosures are only positively 
 associated with market values if a bank’s hedge accounting is economically favorable.  


In further analyses, we find that this only holds for non-troubled banks, consistent 
 with the notion that troubled banks would rather suffer from biased accounting information. 


Moreover, we split the sample along the Worldbank indexes on enforcement days and legal 
 rights. In order to control for enforcement differences within Europe, we focus only on those 
 countries with higher enforcement that are based on these two Worldbank indexes. We find 
 that our results are more likely driven by the latter and assume this occurs due to our sample 
 period comprising the globl financial crisis and the Euro crisis. These estimates therefore 
 suggest that the subsamples of troubled and non-troubled banks do not overlap with our 
 enforcement split. Our findings are robust when challenging the construction of the 
 measurement of economically favorable hedge accounting and also when using an alternative 
 measure of hedge accounting disclosures.  


We contribute to prior literature in several ways. First, we provide rich descriptive 
analyses of hedge accounting applications in the European banking industry. Despite the 
industry’s significant economic importance for developed countries, research on the 
application and economic consequences of specific accounting standards under IFRS for 
banks is somewhat scarce. Our sample comprises the largest European banks where both 
hedging and hedge accounting are highly prevalent. We introduce a unique data set with 
detailed hand-collected data on hedge accounting over 10 years. Splitting our sample into 
different European regions, we identify cross-regional differences, contributing to prior 



(8)international accounting research into European banks (Bierey and Schmidt 2017; Fiechter 
 2011; Fiechter, Landsman, Peasnell, Renders 2017).  


Second, we add to the sparse literature on the economic consequences of hedge 
 accounting (Panaretou et al. 2013). Most prior studies on hedge accounting focus on non-
 financial firms and/or the U.S. setting (e.g., Glaum and Kloecker 2011; Melumad, Weyns and 
 Ziv 1999; Panaretou et al. 2013). Given its inherently different nature and regulatory 
 environment, prior findings for non-financial firms may not naturally translate to the banking 
 industry. Analyzing European banks therefore provides a particularly interesting setting.  


Third, we introduce an innovative approach to identifying the accounting effects 
 related to hedge accounting. While the approach may not entirely ‘tease out’ the economic 
 effects related to hedging inherent in hedge accounting, it allows creating “as-if” earnings and 


“as-if” book values, excluding the effects of hedge accounting, by assuming a theoretical 
 discontinuation of hedge accounting. Analyzing the association between adjusted accounting 
 figures and market values in order to identify an accounting effect is consistent with the prior 
 literature, such as Lev and Sougiannis (1996) in the context of R&D capitalization. Prior 
 research into hedge accounting has attempted to disentangle the economic effects from the 
 accounting effects by differentiating between hedgers and non-hedgers and using the adoption 
 of IFRS as an event when disclosures related to hedge accounting have become more 
 transparent and also more informative (Panaretou et al. 2013). This approach is not applicable 
 in the banking industry where virtually all (particularly larger) banks hedge and apply hedge 
 accounting. Instead, based on the adjusted accounting information, we are also able to 
 estimate whether a bank’s hedge accounting is overall economically favorable, which has not 
 been examined before.  


Finally, we contribute to the prior literature that analyzes the impact of financial crises 
on the relevance and reliability of financial reporting (Magnan and Markarian 2011). 



(9)Consistent with Ryan (2008), we consider the role of accounting in providing a transparent 
 information set upon which market participants can recalibrate their valuation and risk 
 assessments. The prior literature suggests that an informational benefit related to hedge 
 accounting exists, but that the evidence is mixed when considering the complexity of both the 
 reporting rules and the accompanying disclosures (Panaretou et al. 2013; Chang, Donohoe 
 and Sougiannis 2016). Our results address these ambiguous findings. We confirm the 
 importance of risk management-related disclosures if they are economically favorable. 


Furthermore, in additional analyses we  show that the market value relevance of disclosures is 
 different for troubled and non-troubled banks. Results of our study are important for standard 
 setters and banks in gaining an understanding of the capital market effects of hedge 
 accounting and its disclosures. 


II. LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT 


The results from empirical studies on hedge accounting are mixed. Panaretou et al. 


(2013) analyze the impact of hedge accounting under IAS 39 on corporate risk management 
 and find the implementation of hedge accounting under IAS 39 reduces information 
 asymmetry for derivative users. They estimate a positive impact of hedge accounting on 
 forecast accuracy. Under IAS 39, hedge accounting is known to be comprised of a complex 
 set of specific rules, due to, for example, the burdensome effectiveness test (Althoff and 
 Finnerty 2001; Frestad and Beisland 2015). In this vein and using U.S. data, Chang et al. 


(2016) analyze the relation between forecast accuracy and the accounting of derivative 
instruments and find that accounting complexities cause analysts to make misjudgments and 
cause current earnings forecasts to be less accurate. Also, Campbell, Downes, and Schwartz 
(2015) find analysts’ forecasts to suffer from complex rules related to cash flow hedges. Both 
studies encourage the analysis of derivative reporting and disclosures as their high complexity 
seems to impede a clear communication between a firm and its shareholders.  



(10)There is also a large stream of literature focusing on the value relevance of derivative 
 information. Regarding the value relevance of general derivative disclosures in the banking 
 industry, Venkatachalam (1996) finds that fair value estimates for derivatives under SFAS 
 119 explain cross-sectional variation in bank share prices and also they have incremental 
 explanatory power over and above notional amounts of derivatives. In addition, the value 
 relevance of banks’ fair value estimates is shown by Barth, Beaver, and Landsman (1996). In 
 particular, Wang, Alam, and Makar (2005) find banks’ derivative notional principal amounts 
 under SFAS 119 and 133 to be value relevant. However, Mozes (2002) provides a residual-
 income valuation framework for assessing whether fair value disclosures required by SFAS 
 119 are value relevant and, surpisingly, finds opposing results.  


Anandarajan, Francis, Hasan, and John (2011) show that with an international banking 
 sample, the riskiness of a bank including its risk management and hedging policy is one of the 
 most influential factors bearing upon the value relevance of earnings and book values. Using 
 a sample of hand-collected data for non-financial firms, Disatnik, Duchin, and Schmidt 
 (2014) show a significantly positive effect of cash flow hedging on firm values based on 
 hedge accounting disclosures. To the best of our knowledge, there is no study to date 
 analyzing the particular value relevance of hedge accounting for banks.  


Chipalkatti (2005) finds in the Indian banking sector that investors reward bank 
disclosure transparency. He shows that a higher level of disclosure transparency reduces 
information asymmetry as measured by bid-ask-spreads. Assuming that a bank adopts 
hedging practices, but does not report the hedging activities in a transparent way, the bank 
might omit to inform the market about its risk management and fail to show the effects on 
reported earnings that relate to hedge accounting (Panaretou et al. 2013). Hence, applying 
hedge accounting is expected to help the market to understand, and consequently value, 
whether and how banks manage their risks. Investors are in a better position to estimate the 



(11)value of a bank due to enhanced insights into the banks’ hedging behavior and risk 
 management strategies. Contrary to economic hedging per se, hedge accounting potentially 
 enables an enrichment of the information environment.  


On the other hand, if information on hedging activities is disclosed, managers may 
 engage in suboptimal hedging in view of higher earnings volatility because shareholders are 
 more sensitive to firm performance in the presence of hedging. Risk averse managers facing 
 higher wage variability would therefore prefer not to hedge if they are required to fully 
 disclose their positions (DeMarzo and Duffie 1995). As such the disclosed information may 
 not merely provide additional and potentially value relevant information to the market, but it 
 may also bear unfavorable economic effects. In this study, we aim to identify the accounting 
 effects related to hedge accounting and test their value relevance. In addition, we are 
 specifically interested in hedge accounting that is economically favorable, i.e., where a bank’s 
 earnings including the effects of hedge accounting are higher compared to earnings excluding 
 the effects of hedge accounting. 


For this we first need to distinguish between hedging and hedge accounting. Hedging 
speaks to the underlying economic hedging activity while hedge accounting is the way to 
report the activities. We are mainly interested in the latter. It is very difficult, if not 
impossible, to entirely disentangle the economic effects related to hedging from hedge 
accounting. In their U.K. sample of non-financial firms, Panaretou et al. (2013) differentiate 
between hedgers and non-hedgers. They further distinguish between the pre- and post-IFRS 
years because the disclosure requirements for derivatives were much lower under local 
GAAP. This allows the authors to capture the economic effects generated by hedging for all 
hedgers, as opposed to non-hedgers, as well as identify improvements in the accounting and 
disclosure transparency environment over the post-IFRS period.  



(12)Since our sample is based on banks, their approach does not fit for our setting;  


virtually all (particularly larger) banks hedge and apply hedge accounting. We thus take a 
 different route and develop “as-if” earnings without the effect of hedge accounting. This 
 figure portrays an entity’s net income in the event that hedge accounting did not take place. In 
 order to calculate such “as-if” earnings, we follow the IFRS accounting implications for 
 hedge accounting discontinuation. The hypothetical approach of assuming hedge accounting 
 discontinuation allows us to ‘tease out’ the accounting effects related to hedge accounting. 


When assuming hedge accounting discontinuation, this implies that the underlying economic 
 hedging has not changed and we only adjust for its accounting. 


Par. 91-92 of IAS 39 state that in the case of hedge accounting discontinuation of fair 
 value hedges, the fair value hedge adjustment will be amortized in the profit or loss statement. 


For cash flow hedges, Par. 101(b) of IAS 39 states that the accumulated amount in the cash 
 flow hedge reserve will be reclassified to profit or loss when the hedged cash flows occur. In 
 Section IV, we outline our adjustments based on these accounting requirements in more 
 detail. After having made the adjustments, we obtain both “as-if” earnings and “as-if” book 
 values, excluding the effects of hedge accounting. The approach is similar to prior studies 
 analyzing the association of “as-if” accounting information with market values in different 
 contexts such as R&D capitalization (Lev and Sougiannis 1996). 


Assuming hedge accounting discontinuation with the same underlying economic 
hedging, but with a change in its accounting, allows us to take the informational perspective 
of hedge accounting. Consistent with Panaretou et al. (2013), we argue that the additional 
information on a firm’s risk management provided through hedge accounting is considered 
favorably by market participants. Hence, accounting information that excludes the additional 
information on hedge accounting will be less relevant. We therefore hypothesize:  



(13)H1: “As-if” earnings and “as-if” book values excluding the effect of hedge accounting are 
 less value relevant than reported earnings and book values including the effect of hedge 
 accounting. 


As noted above, by assuming the discontinuation of hedge accounting, it allows us to 
 identify the accounting effect. Given the inherent link between hedging and hedge 
 accounting, some concerns regarding the economic values related to hedging still being 
 captured in hedge accounting may persist. One argument that could be brought forward is our 
 sample based on banks: Hughen (2010) finds that in the banking industry a majority of banks 
 are accounting hedgers rather than economic hedgers. However, we do not claim to perfectly 
 separate the two effects. Instead, in a following step we create a proxy to capture whether a 
 bank’s hedge accounting is economically favorable at all. This provides new information on 
 whether applying hedge accounting turns out to have an overall income-increasing effect for a 
 bank. We argue that economically favorable information is valued positively by market 
 participants, consistent with the notion that the capital market favors positive earnings and 
 rewards earnings increases. 


The proxy is based on the ratio of adjusted earnings (excluding the effect of hedge 
 accounting) relatively to reported earnings (including the effect of hedge accounting). 


Depending on whether net income is positive or negative, the variable for economically 
 favorable hedge accounting will be adjusted (see Section IV for a detailed explanation of the 
 measure). Prior research on hedge accounting has found ambiguous results as to its 
 informativeness. These results particularly identify a negative impact on forecast accuracy 
 and relate this to the degree of complexity of the matter (Chang et al. 2016; Venkatachalam 
 1996). Chang et al. (2016) show that the complexity of derivatives results in analysts’ 


earnings forecasts being less accurate when firms start using derivatives for the first time. 



(14)They argue that it is not related to the economic complexity of derivatives but, in fact, to their 
 accounting complexity.  


We analyze the quantity of hedge accounting disclosures and their association with 
 market values, but in an environment of ambiguous prior findings. We focus on the value 
 relevance of these disclosures and whether a bank’s hedge accounting is economically 
 favorable or not. Hedge accounting disclosures per se may be informative, but also they may 
 not be value relevant due to their high complexity. Hence, we expect these disclosures to be 
 especially important for a positive market valuation if hedge accounting overall is 
 economically favorable. We therefore hypothesize: 


H2: Hedge accounting disclosures are positively associated with market values if hedge 


accounting is economically favorable. 


III. DATA AND DESCRIPTIVE ANALYSES 


Our sample follows the composition of the STOXX Europe 600 Banks index2, a 
 leading index for the European banking industry. Using the quarterly composition from 2005-
 Q1 to 2014-Q4, we select the banks which have been steadily included over all 40 quarters, 
 resulting in 313 banks of 12 different European countries. We start our sample period in 2005 
 as it is the year of mandatory adoption of IFRS in the European Union. Data on the index 
 composition is collected from STOXX Research Database (2010-2014) and Bloomberg 
 (2005-2010).  


We retrieve fundamentals from Compustat Global (recalculated to EUR million using 
 exchange-rates from the European Central Bank) and bank-specific items (such as non-
 performing loans) and market data from Bloomberg. We collect word counts related to 
       


2 The STOXX Europe 600 is based on the free float market capitalization (without sector classification as a 
 criterion), i.e., the number of companies included per quarter depends on the size of the companies in terms of 
 market capitalization. We filter all components for the subsector 8355, which is the sector for banks to retrieve 
 the quarterly composition of the STOXX Europe 600 Banks index. 


3 The 31 final banks are exclusive of Credit Suisse due to that bank’s reporting under U.S. GAAP. 



(15)hedging and hedge accounting from consolidated financial reports of 2005-2014. Bischof 
 (2009) uses the number of pages to account for general reporting quality. In this vein, we 
 capture the quantity of hedge accounting related disclosures as one dimension of hedge 
 accounting reporting applying word count variables. We start by counting all words per 
 financial report. We then collect both word counts related to hedging and specifically related 
 to hedge accounting. Related to hedging, we count the number of “hedg” as a wordcount 
 proxy for hedging disclosures not explicitly related to hedge accounting disclosures. We 
 further count explicit hedge accounting disclosures using the following search words: 


“hedging derivativ”, “hedge accounting”, “fair value hedg”, “cash flow hedg”, “net 
 investment hedg”, “hedge eff”, “hedge ineff”, “effectiveness of the hedg”. All words contain 


“hedg” which results in the construction of the hedge accounting word counts being a 
 subgroup of the hedging word counts. We further collect the amounts of positive and negative 
 fair values, cash flow hedge reserve, ineffectiveness, and the notional amounts for each hedge 
 accounting type (fair value hedge, cash flow hedge and net investment hedge).  


Given our sample and data processing, we face a size and survivorship bias which we 
 accept for the following reasons. First, our sample is influenced by a number of mergers and 
 acquisitions. Our sample selection ensures that we count bank figures only once (i.e., either 
 before the merger as one separate bank or after the merger as part of the new bank) due to the 
 free float market capitalization criterion of the index composition. Second, working with a 
 small sample allows us to ensure reliable data throughout our sample years. Third, since the 
 31 banks comprise the largest and most relevant banks capturing the major part of the total 
 market capitalization of the index4, we expect our sample to be a representative group of 
 European banks. Fourth, we ensure a homogeneous approach of hedge accounting application 
 among our sample of large banks. Large banks use a portfolio approach to identify a hedging 
       


4 See https://www.stoxx.com/download/indices/factsheets/SX7GR.pdf (Sep 04 2016). 



(16)instrument out of a pool of many instruments which effectively (within 80-125%) hedges the 
 underlying item. The larger the bank, the higher the probability that effective matches are 
 identified. Therefore, a sample comprising smaller and larger banks would mix different 
 approaches of hedge accounting applications and bias the analyses.  


We provide details on the sample composition in Table 1. With our sample of 31 
 banks we cover three European regions (corresponding to the United Nations geoscheme5). 


13 banks (130 bank-year observations) are in five countries located in Northern Europe, nine 
 banks (90 bank-year observations) are in two countries of Southern Europe, and nine banks 
 (90 bank-year observations) are in five countries of Western Europe. To understand country-
 specific differences we report the enforcement-related indexes from Worldbank per country: 


1) the enforcement days per country, which is the time required to enforce a contract 
 measured in the number of calendar days, and 2) the legal right index, which is the degree to 
 which collateral and bankruptcy laws protect the rights of borrowers and lenders. Based on 
 these two Worldbank indexes, Italy is of particular interest. The weak legal right index of 2 
 (from 0=weak to 12=strong) together with a considerable amount of enforcement days (1221) 
 mirrors the economic difficulties of Italy during the sample period of 2005 to 2014.  


The last characteristic displayed in Table 1 is the identification of troubled banks 
 following Jin et al. (2017). We differentiate between non-troubled and troubled banks along 
 the ratio of loan loss reserves (LLR) to total loans (TL) >/< 2%6 with the split below (above) 
 2% representing non-troubled (troubled) banks. We use this criterion throughout our further 
 analyses for the following reason. As our sample period covers the years from 2005-2014, it 
 includes major challenging events that firms were facing such as the global financial crisis 
 (GFC). Prior research suggests that while the value relevance of earnings and book value 
       


5 See https://unstats.un.org/unsd/methodology/m49/ (Jun 14 2019). 


6 Jin et al. (2017) use 1% as split criterion. As our sample includes two major crises (GFC and Euro crisis), this 
split would lead to 227 troubled compared to only 83 non-troubled observations. In order to allow for analyses 
with subsamples that are large enough, we use 2% as the split. 



(17)decreased during the GFC in countries such as China and Turkey, it increased in the U.S. or 
 remained unchanged in Australia (Bilgic, Ho, Hodgson and Xiong 2018; Clinch and Wei 
 2011). For the Asian crisis (1997-1998), prior research has shown a diminishing value 
 relevance of accounting information (Graham, King and Bailes 2000; Ho, Liu and Sohn 
 2001).  


For banks, Huizinga and Laeven (2009) find that during a financial crisis, banks use 
 discretion in various forms to inflate the value of distressed assets (e.g., overstatement of real 
 estate-related assets or lower provisioning for bad loans). Their findings suggest that this 
 results in biased balance sheets of the banks making it hard to determine their actual financial 
 stability. We build on this and argue that other information related to risk management, such 
 as hedge accounting, will be critically viewed by market participants. During both the GFC 
 and also the Euro crisis, the whole banking industry is likely to have suffered from a systemic 
 risk. Hence, instead of a pre-/post crisis analysis, we split our sample cross-sectionally into 
 banks that were facing major financial distress (troubled banks) and those that were more 
 stable (non-troubled banks) throughout the whole sample period (Jin, Kanagaretnam, Lobo 
 and Mathieu 2017). In the context of the Greece crisis in 2011, Bierey and Schmidt (2017) 
 show that troubled banks significantly delayed full impairments of Greek government bonds. 


They also find that troubled banks use their accounting discretion to impair significantly less 
 until state aid is provided.  


We use our criterion of troubled versus non-troubled banks to understand the 
underlying dynamics in our sample during times of financial turmoil. Using this criterion to 
identify troubled banks, differences across regions emerge that are consistent with the 
categories of the Worldbank index: Northern Europe with 31% of troubled banks seems less 
affected compared to 64% of troubled banks in Western Europe or even 76% in Southern 
Europe.  



(18)[TABLE 1] 


We start our analyses on hedge accounting in the European banking industry by 
 providing a set of descriptive analyses. In Figure 1, we present details on the three hedge 
 accounting types. The upper left panel shows the development of the application of each type 
 over the sample years. Fair value hedges are most commonly used, followed by cash flow 
 hedges and net investment hedges. For the years during the GFC (2008-2009) and the Euro 
 crisis (2011-2013), we find higher reported ineffectiveness (upper right panel of Figure 1). 


We further find ineffectiveness of fair value hedges to be more substantial compared to cash 
 flow hedges or net investment hedges. While ineffectiveness appears to be positive during the 
 GFC, it turns negative during the Euro crisis. We gain more insights into total hedge 
 accounting ineffectiveness when splitting the sample into troubled and non-troubled banks. 


Troubled banks (dark-shaded bars in the lower panel of Figure 1) show positive 
 ineffectiveness during the GFC and in 2012 but negative ineffectiveness in 2011 and 2013. 


Notably, only little data is found on the ineffectiveness of troubled banks before the GFC. 


This is consistent with the notion that hedge accounting disclosures are somewhat 
 discretionary (Bischof 2009). 


[FIGURE 1] 


The upper panel of Figure 2 shows subsample analyses for troubled (upper row) 
versus non-troubled (lower row) banks for cross-sectional means of the cash flow hedge 
reserve and hedge accounting notional values (left column). When analyzing notional values, 
we follow Wang et al. (2005) who highlight the relevance of notional values. For troubled 
banks, the cash flow hedge reserve peaks negatively during the GFC and Euro crisis and 
shows more volatility compared to the cash flow hedge reserve of non-troubled banks. Non-
troubled banks show a large amount of notional values before and during the GFC. This 
might indicate a larger contract volume that enables the entry into more hedging contracts.  



(19)In the right column, we plot  _ , which is the wordcount of “hedg” to all 
 words, and  _ , which is the sum of all hedge accounting related word counts to all 
 words. While the levels are comparable for hedge accounting related words for both types of 
 banks, troubled banks seem to disclose more information about hedging, especially until 
 2009.  


The lower panel shows cross-sectional means of the cash flow hedge reserve and 
 hedge accounting notional values by European region. In comparison to the analysis in the 
 upper graphs, we find the cash flow hedge reserve and notional values for Northern Europe 
 (upper left graph in the lower figure) to be less volatile compared to the other regions. This is 
 in line with the lower portion of troubled bank-years in this region. In Western Europe (lower 
 left graph in the lower figure) the cash flow hedge reserve seems again quite volatile 
 consistent with the fairly large portion of troubled bank-years in this region. Lastly, Southern 
 Europe (upper right graph in the lower figure) shows a constantly negative cash flow hedge 
 reserve from 2007 to 2012. In addition, the notional values seem to mirror the notional values 
 seen in the non-troubled subsample. This is surprising, as Southern Europe contains the 
 largest portion of troubled bank-years in our sample. However, when looking at the volumes, 
 in Southern Europe notional values increase to EUR 1 trillion, whereas the maximum in the 
 non-troubled subsample is at around EUR 4 billion. This indicates that the trend we see in 
 notional values across our sample is mainly driven by these huge amounts from Southern 
 Europe.  


[FIGURE 2] 


IV. MEASURING THE ACCOUNTING EFFECT OF HEDGE ACCOUNTING  
We estimate “as-if” earnings and “as-if” book values excluding the effect of hedge 
accounting. In order to analyze whether hedge accounting is economically favorable, we 



(20)develop a measure which is determined by relating “as-if” earnings excluding the effect of 
 hedge accounting to reported earnings including the effect of hedge accounting.  


“As-if” earnings are based on the accounting rules under IAS 39 covering how to 
 account for hedge accounting discontinuation. When hedge accounting discontinuation is 
 applied, the regulations differ for fair value and cash flow hedges: regarding fair value hedges 
 (paragraphs 91-92 of IAS 39), the fair value hedge adjustment7 will be amortized to the profit 
 or loss statement. Following paragraph 101(b) of IAS 39 regarding cash flow hedges, the 
 accumulated amount in the cash flow hedge reserve will be reclassified to profit or loss when 
 the hedged cash flows occur. Hypothetical “as-if” earnings excluding the effect of hedge 
 accounting  _  can be calculated for entity   in time   as  


_ _ _ , 


with   being reported earnings,  _  being the fair value hedge amortization and 
 _  being the cash flow hedge reclassification amount of entity   in time  .  


While  _  can be determined by using the reported cash flow hedge reserve, 
 no information is reported on the fair value hedge adjustment and corresponding 
 amortization. The fair value hedge adjustment represents those value changes that result from 
 the hedged interest rate risks of the hedging relationships. It is calculated as the difference 
 between the hedge fair value and the hedge amortized cost. As the latter is unavailable, we 
 exploit the following accounting rule under IFRS in order to estimate the value. We thereby 
 consider the most conservative amount possible of  _  based on the following 
 assumptions. Under IAS 39, hedge accounting effectiveness is required to be in the range of 
 80% to 125%. A cautiously calculated fair value hedge adjustment will thus have a value of 


      


7 For a practical guidance on the hedge adjustment application complementing the paragraphs in IAS 39, see 
https://help.sap.com/saphelp_banking80loc/helpdata/pt/10/db9153b2c2eb23e10000000a174cb4/content.htm?no
_cache=true (12 Jun 19).  



(21)_ _ _ _ _ _ _ _ _ .


with  _ _  as positive fair value of fair value hedges,  _ _  as negative fair 
 value of fair value hedges, and “3” representing a bank’s average book portfolio age of three 
 years for an average amortization period. This hedge adjustment captures the net effect of 
 positive and negative fair value changes in fair value hedges and estimates the unobservable 
 value changes in the hedged item (at amortized cost) with 80% of the net fair value. 80% is 
 justified by the lower end of the required effectiveness range in order to apply hedge 
 accounting. In cases where negative (positive) fair values exceed positive (negative) fair 
 values of fair value hedges,  _  is negative (positive) and thus decreases (increases) 
 net income. In cases where the cash flow hedge reserve is negative (positive),  _  is 
 negative (positive) and thus decreases (increases) net income. We relate “as-if” earnings 
 excluding the effect of hedge accounting  _  to reported earnings and adjust the ratio 
 in the case of negative earnings. This leads to our measure of economically favorable hedge 
 accounting  : 


_ 0


_ 0. 


 increases with more, and decreases with less, economically favorable 
 hedge accounting. The measure captures the percentage difference between  _  and 


, i.e., a positive (negative) value is the percentage that  _  is smaller (larger) than 
. We interpret an economically favorable effect of hedge accounting when   exceeds 
_ . We do not claim to differentiate between the economic effect of hedging and the 
accounting effect related to hedge accounting, but our approach allows for the identification 
of whether hedge accounting has an income-increasing effect or not, i.e., whether it is 



(22)economically favorable or not. We provide a numerical example to demonstrate the logic of 
 in Appendix 1.  


Panel A of Table 2 provides the estimates for our sample. Reported earnings   are 
 displayed as well as the adjustment components needed to estimate “as-if” earnings 


_ . The amount of the  _  (mean of 4.328 mEUR) is significantly smaller 
 than the  _  (mean of 75.366 mEUR). The maximum (14,223.178 mEUR) value of 
 _  is higher compared to the maximum (12,935.940 mEUR) value of  . This is 
 further reflected in the higher mean of  _  (1,686.881 mEUR) compared to 
 (1,608.454 mEUR). However, the median of  _  (1083.870 mEUR) is lower 
 compared to the median of   (1,210.523 mEUR). The descriptive statistics therefore 
 provide a mixed picture. However, regarding the importance of hedge accounting to reduce 
 earnings volatility (Lins et al. 2011), our descriptive statistics support the notion that the 
 volatility of reported earnings (0.273) is lower than the volatility of reported earnings for “as-
 if” earnings excluding the effect of hedge accounting (0.300). The reduction of artificial 
 earnings volatility using hedge accounting is a key driver for the application of this 
 accounting choice (Glaum and Kloecker 2011). We find our descriptive tests to support this 
 notion.   


Our calculations lead to a mean   of 0.762, i.e.,  _  is on average 
 76% smaller than  . This mean value seems to be influenced by extreme values though as 
 the median suggests that the middle of the dataset shows a negative value of   with 
 _  being 1.3% larger than  . This suggests that based on the median, hedge 
 accounting is not economically favorable in our sample.  


Panel B of Table 2 shows univariate statistics for subsample splits between troubled 
and non-troubled banks. While we expect and find that troubled banks have significantly 



(23)more non-performing loans to totals loans (difference -5.4%), we neither find a significant 
 difference in total assets, nor in  . Regarding the components of  , we 
 find significantly higher reported and “as-if” earnings for non-troubled banks. We further find 
 that troubled banks have a higher book value of equity.   


[TABLE 2] 


These mixed observations are in line with our regional split in Figure 3. For Northern 
 Europe (upper left graph, Figure 3), we find that although being the least troubled region, 
  is only positive (i.e., hedge accounting has an economically favorable effect) 
 during the GFC. For Southern Europe (upper right graph, Figure 3) as the most troubled 
 region (76% of troubled bank-years, see Table 1),  is mostly positive, especially 
 during the financial crisis. Western Europe (lower left graph, Figure 3) also includes some 
 troubled bank-year observations, but  is only positive in some years and, contrary 
 to the other two regions, negative, especially during the GFC. The relation between positive 
  and troubled banks seems to differ across regions and to drive the results in the 
 univariate tests. 


[FIGURE 3] 


V. MAIN MODEL AND RESULTS 


In order to test our two hypotheses, we analyze whether hedge accounting disclosures 
are valued by the market based on the Ohlson (1995) framework. Assuming linear 
information dynamics, Ohlson (1995) derives a closed-form valuation model based on the 
residual income model. Assuming an autoregressive process of residual income, only 
observable accounting information and ‘other information’ are required as inputs. In 
empirical work, this model is often applied in a simplified way (Anandarajan et al. 2011) and 



(24)‘other information’ is rarely specified and tested as appropriate empirical proxies are missing 
 (Ohlson 2001).  


We add an informational component related to hedge accounting to the Ohlson-model 
 accounting for market imperfections (Lo and Lys 2000) which are not addressed in the basic 
 model. By applying an Ohlson-type model, we follow Wang et al. (2005) who use this model 
 in a setting similar to ours, namely testing the value relevance of derivative disclosures by 
 commercial banks in the U.S. under SFAS 119 and SFAS 133. In addition, we take advantage 
 of the rigorous specification of the Ohlson model framework in order to compare reported 
 and “as-if” earnings and book values. This modelling approach allows us to compare reported 
 and “as-if” accounting information in the most transparent manner. 


In order to test the first hypothesis on “as-if” earnings and “as-if” book values 
 excluding the effect of hedge accounting being less value relevant than reported earnings and 
 book values including the effect of hedge accounting, we estimate our model with earnings 
 and book values including the effect of hedge accounting and compare the estimates to 
 earnings and book values excluding the effect of hedge accounting. In addition, we use hedge 
 accounting disclosures  _ , our measure of economically favorable hedge accounting 
 , and the interaction of both to test hypothesis two on hedge accounting disclosures 
 being positively associated with market values if hedge accounting is economically favorable. 


We assume that our hedge accounting items capture ‘other information’ beyond the 
information captured by book value and earnings. Our basic Ohlson-type regression model 
(1995) is consistent with Collins, Maydew and Weiss (1997), Liu and Liu (2007) as well as 
Wang et al. (2005) for banks and reads as 



(25)with individual bank  , time in years  , and   and   as coefficient vectors to the variable 
 vectors   and  .   is the market value of equity three months after 
 fiscal year-end of each bank,   is earnings at the end of the fiscal year,   is the book 
 value of equity at the end of the fiscal year adjusted for  8, all deflated by total assets. We 
 expect a positive sign for both earnings and book value (Collins et al. 1997). To test our first 
 hypothesis, we replace   and   with  _  and  _ , both excluding the 
 effect of hedge accounting and compare the earnings and book value coefficients taken from 
 both models. We use clustered standard errors following Petersen (2008) allowing for 
 intragroup correlation, i.e., observations are independent across groups (clusters) but not 
 necessarily within groups. We group by individual banks. 


We acknowledge that our comparison of earnings and book values both with and 
 without the effect of hedge accounting yields, by design, the same (positive) direction of 
 market reactions. This is due to the known positive association between earnings components 
 and market value. Although it is well known that higher earnings are positively valued by the 
 market, it is important to understand whether the earnings effect due to hedge accounting 
 makes a difference. In fact, the earnings component (positive or negative) attributable to 
 hedge accounting would not be recognized in the reporting period without the application of 
 hedge accounting. We therefore code a positive (negative) earnings effect as economically 
 (un)favorable. We use this comparison of financial information including and excluding the 
 effect of hedge accounting to understand the overall information content of hedge accounting. 


We apply a set of bank-specific controls.   is bank size measured by the natural 
 logarithm of total assets (Delis and Kouretas 2011; Fiordelisi, Marques-Ibanez and 
 Molyneux. 2011). The larger a bank, the more sensitive the reaction to market conditions 
       


8 Our application of calculating the book value adjusted for earnings addresses the required “articulation” 


between the book value and earnings under the residual income valuation as stated in Lo and Lys (2000).  



(26)(Saunders et al. 1990; Niu 2012). Since our sample period spans years of crises and therefore 
 many instances of difficult market conditions, we predict a negative association of   and 
 the market value of equity. We use non-performing loans to total loans   as a proxy for 
 risk since it is a widely used bank risk-taking variable (Beatty and Liao 2011)9. We expect a 
 negative association with market values. We follow Blankespoor, Linsmeier, Petroni and 
 Shakespear (2013) and control for bank leverage using the ratio of tangible assets to tangible 
 common equity  _ . The ratio is higher with higher leverage. Therefore we expect a 
 negative relation to market values. We control for net interest income   (scaled by total 
 assets) following Hodder, Hopkins, Wahlen (2006) and expect a higher   to be positively 
 valued by the market. We include year fixed effects to control for time effects during our 
 sample period. A detailed overview of all variables is provided in Appendix 2.  


Table 3 Panel A provides descriptive statistics of our main variables of interest and 
 control variables for our sample. The results show that our sample comprises large banks with 
 an average market value of about EUR 30 billion and EUR 680 billion total assets, 
 respectively. Book value of equity is consistently positive and non-performing loans to total 
 loans are on average 4.9%. Comparing this amount to current studies by Bischof, Boob, and 
 Elfers (2019) and Gebhardt and Novotny-Farkas (2019), we find an increasing trend of NPL 
 over time. Gebhardt and Novotny-Farkas (2019) use a sample from 2000 to 2008 and find 
 slightly lower amounts, while Bischof et al. (2019) use a sample from 2011 to 2017 and find 
 slightly higher amounts. Loan loss reserves to total loans, which we use to identify troubled 
 and non-troubled banks, show a mean above 2% with the variable ranging from 0% to 12%. 


These high values reflect the two crisis periods we cover in our sample. Our proxy for 
 leverage, tangible assets to tangible common equity, is notably higher compared to the 
 findings in Blankespoor et al. (2013). One likely reason is the different sample of U.S. bank 
       


9 We are aware that the definition of NPL differs across European countries, but we accept this limitation in 
order to capture risks in line with the prior literature. 



(27)holdings from 1998 to 2010 and consequently, the difference in derivative accounting. While 
 banks under U.S. GAAP report derivatives net, IFRS requires gross presentation and this 
 affects reported leverage. A similar argument in relation to the different samples might count 
 for the relatively small amount of net interest income. While Hodder et al. (2006) find around 
 3.7% net interest income to total assets, our mean estimate suggests around 1.1% (7,702 
 mEUR).  


Panel B of Table 3 provides the correlation matrix. As expected, market value of 
 equity is positively correlated with all earnings and book value figures independent of 
 whether they include or exclude the effect of hedge accounting. To the contrary, the market 
 value of equity is negatively correlated with non-performing loans, loan loss reserves, bank 
 leverage and also total assets. By construction, reported earnings and book value are highly 
 correlated with “as-if” earnings and book value. Non-performing loans and loan loss reserves 
 are also highly positively correlated as expected (0.8326) but we only include the former as a 
 control variable in our regression analyses. The correlation coefficients for our variables used 
 in our analyses do not show any signs of multicollinearity.  


[TABLE 3] 


Table 4 displays our main analysis for testing our hypotheses with the market value of 
equity three months after fiscal year-end as the dependent variable. Consistent with H1, the 
coefficients of both reported earnings (2.623, p-value<0.01) and reported book value (0.537, 
p-value<0.01) in column (1) are larger than the coefficients of “as-if” earnings (2.408, p-
value<0.01) and “as-if” book values (0.363, p-value<0.05) in column (2). Applying an 
adjusted Wald test, we do not find support for the notion that reported and “as-if” earnings are 
significantly different from each other, but we do find a significant difference for reported 
and “as-if” book values (p-value<0.05). This suggests that accounting information excluding 
the effect of hedge accounting is less value relevant than including the effect of hedge 



(28)accounting.10 Coefficients are consistent, in both direction and significance, with prior 
 research such as Wang et al. (2005). While the size of the coefficients is in a similar range for 
 book values, earnings coefficients are a bit smaller in our sample compared to the main tests 
 in Wang et al. (2005) (e.g., Table 4, p. 422). The adjusted R2s are relatively high around 70% 


and again consistent with prior studies. The change in the book value coefficient is 
 particularly interesting as it decreases both in value and in significance. A major component 
 of reported book value that is excluded in the “as-if” book value related to hedge accounting 
 is the cash flow hedge reserve. Our results show that the information captured in the latter 
 seems to be relevant for market values.  


In column (3) of Table 4 we add an additional variable HA_count to the regression, 
 which captures the number of words related to hedge accounting relative to the total word 
 count of a bank’s financial report in a specific year. The variable hence captures the overall 
 quantity of disclosures related to hedge accounting as one dimension of hedge accounting 
 reporting. Results of column (3) suggest that the market does not seem to alter value if a bank 
 discloses more or less on hedge accounting as the coefficient on HA_count is not significant 
 (0.0131, p-value>0.10).  


However, when moving to column (4) consistent with H2, we find that hedge 
 accounting disclosures are value relevant if hedge accounting is economically favorable as 
 opposed to not economically favorable. Recall that we define economically favorable hedge 
       


10 We estimate the economic significance of earnings and book value with (E, BV) and without (E_noHA, 
BV_noHA) the effect of hedge accounting. The mEUR change in market value of equity given a one standard 
deviation change in E is 110.47 mEUR (74.34 mEUR) higher compared to a one standard deviation change in 
E_noHA using mean (median) total assets for the calculation. This amount is the difference between the 
marginal effect of E and E_noHA in mEUR. We derive this amount by multiplying the coefficient of E 
(E_noHA) with the standard deviation of E (E_noHA) with mean (median) total assets, as we scale market value 
of equity by total assets. The same procedure applies to book value. The mEUR change in market value of 
equity given a one standard deviation change in BV is 2,121.48 mEUR (1,427.59 mEUR) higher compared to a 
one standard deviation change in BV_noHA using mean (median) total assets for the calculation. These 
estimates support the notion, that earnings and book value including the effect of hedge accounting are more 
value relevant compared to earnings and book value excluding the effect of hedge accounting. It further 
underlines the importance of hedge accounting in determining the book value of equity. 



(29)accounting as earnings including the effect of hedge accounting being larger than excluding 
 the effect of hedge accounting. The coefficient of the interaction term econfav*HA_count is 
 positive and highly significant (5.685, p-value<0.01). In addition, we find a higher coefficient 
 on earnings (6.003, p-value<0.01) similar to the coefficients in Wang et al. (2005), as well as 
 an increase in adjusted R2 to 0.754. The results in model (4) suggest a higher market value 
 explanatory power when considering the additional information on hedge accounting 
 disclosures depending on whether it is economically favorable or not. Our approach allows 
 for identifying whether hedge accounting has an income-increasing effect or not, i.e., whether 
 it is economically favorable or not. Consistent with the capital market favoring earnings 
 increases and positive earnings, we argue and find that such a positive effect related to hedge 
 accounting is also valued positively. Overall, we can confirm our second hypothesis. 


[TABLE 4] 


VI. ADDITIONAL TESTS 


In our descriptive analyses, we find differences in financial information across 
 European regions and for troubled versus non-troubled banks. We are therefore interested in 
 whether market participants will value hedge accounting disclosures differently depending on 
 the European region they are in, and on whether banks are in a troubled state or not. 


Consistent with Huizinga and Laeven (2009) for banks in a financial crisis, and Bierey and 
Schmidt (2017) for troubled banks, we argue that accounting information for such banks is 
likely to be biased. Hence, while we expect hedge accounting disclosures to be value relevant 
if a bank’s hedge accounting is economically favorable, we expect this not to be the case for 
troubled banks. Descriptive analyses on regional differences within our sample suggest 
patterns that are comparable with the non-troubled versus troubled split. In Table 5, we 
therefore test the association of our main model adopting different subsample accounting for 
these differences across Europe. Comparing troubled (column 1) and non-troubled (column 2) 



(30)bank-years, we find that the market does not value hedge accounting disclosures per se in line 
 with our main results. However, this changes when hedge accounting is economically 
 favorable and only holds in the subsample for non-troubled bank-years (5.312, p-value<0.01). 


This finding is in line with Bierey and Schmidt (2017), assuming that accounting information 
 for troubled banks is more biased. As such, it seems reasonable that hedge accounting 
 disclosures are valued positively by the market if hedge accounting is economically 
 favorable, but for non-troubled banks only.  


Previous descriptive analyses on regional differences within our sample suggested that 
 Italy is the country with the largest portion of troubled bank-years and, additionally, with the 
 highest amount of enforcement days (Table 1, enforcement after 1221 days) and the lowest 
 legal right index (Table 1, index of 2). In column (3) of Table 5 we therefore drop all Italian 
 bank-years. While slightly weaker in significance, our results remain unchanged: the market 
 seems to value hedge accounting disclosures but only as long as hedge accounting is 
 economically favorable (3.176, p-value<0.1). In column (4) of Table 5 we deepen the analysis 
 based on the Worldbank indexes as introduced in Table 1. We identify the countries which 
 are in the lower median subsample of the two indexes: enforcement days and legal right 
 index. These countries are Belgium, Italy, and Spain. We drop all bank-year observations of 
 these countries in column (4) but do not find support for our prior results when applying this 
 subsample split. Our descriptive tests help interpreting this result. Troubled and non-troubled 
 bank-year observations are included in both subsamples, below and above the median 
 Worldbank indexes. Thus, the troubled versus non-troubled split is not completely 
 overlapping with the split applied in column (4) based on enforcement across countries. 


Hence, we find support for the value relevance of economically favorable hedge accounting 
 for non-troubled banks only. 


[TABLE 5] 



(31)As our measure of economically favorable hedge accounting comes with construction 
 choices, we test its sensitivity by relaxing our assumptions introduced in Section IV 
 incrementally. Instead of assuming 3y as a bank’s average book portfolio age, we apply a 1y 
 (econfav_1y), 2y (econfav_2y), and 4y (econfav_4y) bank book (all else equal). Next, we 
 assume that the value changes accounted for in the fair value hedge adjustment are not at the 
 lowest frontier of 80%, but at 85% (econfav_85change), 90% (econfav_90change), and 95% 


(econfav_95change) (all else equal). Lastly, we assume that only a portion of the cash flow 
 hedge reserve is reclassified to profit or loss. We apply a reclassification of 75% 


(econfav_75cfhr), 50% (econfav_50cfhr), and 25% (econfav_25cfhr) (all else equal). The 
 upper (lower) graph of Figure 4 shows cross-sectional means (medians) of the original ratio 
 (econfav_orig) together with these nine alterations. While the mean graph (upper figure) 
 shows that these alterations seem to matter most during both the GFC and the Euro crisis, the 
 median graph (lower figure) emphasizes the Euro crisis. Both show the most extreme 
 difference in the alteration by using only a 1y bank book.  


[FIGURE 4] 


In Table 6, we test all nine altered ratios in estimations of our main model (Table 4, 
 column (4)) replacing the original econfav ratio. Our results differ slightly both in value and 
 in significance, but they are robust to all changes. Our main effect, i.e., that hedge accounting 
 is valued by the market if it is economically favorable, is persistent for all different 
 calculation approaches. 


[TABLE 6] 


In Table 7, we use the original econfav measure but challenge the estimation of hedge 
 accounting disclosures. Instead of HA_count, we use Hedg_count, which is the word count of 


“hedg” for all words. This variable is broader compared to HA_count, which is a subset of 



(32)Hedg_count. When using Hedg_count to test whether the market incrementally values 
 economically favorable hedge accounting disclosures in column (2), our results are robust 
 (2.747, p-value<0.01) although lower in value. In addition, Hedg_count suggests a negative 
 and weakly significant association with market values of equity in column (1) (-7.104, p-
 value<0.1). This is different from our measure of more specific hedge accounting disclosures 
 in the main analysis where we do not find a significant association. This might capture the 
 Hedg_count itself which includes too generic information and can only be understood in the 
 interaction with the economic effect of hedge accounting (column (2)). In this paper we aim 
 to particularly address hedge accounting and we find support in measuring hedge accounting 
 disclosures with our more specific word count variables in the main tests. Preciseness of 
 information compared to generic information seems to be positively perceived by the market. 


In columns (3) and (4) of Panel B, Table 6, we rerun column (2) for the subsamples of 
 troubled and non-troubled banks and find our results to be consistent with our tests in Table 5. 


Although the significance is weaker, it is consistent with our additional test in Table 5 of 
 hedge accounting disclosures being positively associated with market values if hedge 
 accounting is economically favorable, but for non-troubled banks only (7.915, p-value<0.1). 


[TABLE 7] 


VII. CONCLUSION 


We analyze the information content of hedge accounting under IFRS for a sample of 
 European banks taken from the STOXX Europe 600 Banks index from 2005 to 2014. 


Assuming hedge accounting discontinuation we construct “as-if” earnings and “as-if” book 
values excluding the effect of hedge accounting. Our results show that the adjusted 
information is less value relevant than the reported figures suggesting that hedge accounting 
information is valued by the market as opposed to the common view that hedge accounting is 
a mere tool for income smoothing. In addition, we identify whether hedge accounting is 



(33)economically favorable and find hedge accounting disclosures to be positively associated 
 with market values, but only if a bank’s hedge accounting is also economically favorable, and 
 if the bank is classified as non-troubled. Our unique data set further allows significant insights 
 to be gleaned from differences related to hedge accounting in the European banking industry. 


Despite its great significance for the economy, research into financial reporting by banks, 
 and their reporting for financial instruments with a focus on an international setting, is scarce. 


Our findings provide important insights for standard setters and banks to understand the 
capital market effects of hedge accounting and their disclosures. Focusing on the IFRS setting 
merely allows us to identify differences within the European banking industry related to 
hedge accounting, assuming the same underlying standards. Future research is encouraged to 
analyze differences related to hedge accounting under local GAAP compared to IFRS and 
how the value relevance of this information changes in a pre-/post- IFRS setting.  
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