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5. Conclusion 
This paper focuses on the impact of divergence between accounting standards and 
banking regulation – when banking regulators make adjustments to banks’ accounting 
information for supervisory purposes, such as determining regulatory capital. An 
example of divergence is when banks’ assets are marked-to-market for regulatory 
purposes but not for accounting purposes. The central insight of the paper is that 
divergence can lead to a risk-management trade-off – using derivatives to hedge can 
have regulatory benefits but accounting costs, or vice versa. Hence, banks hedge less 
than when accounting standards and banking regulation are aligned. This outcome 
could have several negative effects – for example, because banks hedge less, a shock 
that reduces the value of the assets of banks is more likely to make banks insolvent. 
More generally, regulatory adjustments to banks’ accounting numbers could affect 
banks’ operating decisions in undesirable ways.
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