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CHAPTER I 

INTRODUCTION 

The primary functions of a commercial bank are (1) to 

accept deposits and (2) to make loans to credit-worthy 

borrowers. These two functions obviously complement each 

other, since the deposits provide funds for the loans and 

the loans provide a profitable use for the deposits. How

ever, the two do not always move together, i.e., in the 

same direction in equal amounts during a given period of 

time. Therefore, a bank must be prepared to meet a de

crease in deposits without a corresponding decrease in 

loans or an increase in loan demand vrithout a corresponding 

increase in deposits. 

In order to cope with normal and cyclical changes in 

deposits and loan demand and to be prepared for any unusual, 

dramatic change in either or both as a result of local or 

national economic conditions, banks must maintain a high 

degree of liquidity. Consequently, banks hold substantial 

amounts of cash and marketable securities in relation to 

their total assets. The amount of cash held is normally 

the minimum amount necessary to meet legal reserve require

ments and dally operating needs. 

Marketable securities held by U.S. banks normally range 

from 15^ to 35^ of total assets. While this range is 
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rather wide for all banks, the range for each individual 

bank is much less and will tend to remain fairly constant 

except during sustained periods of monetary expansion or 

contraction. The amount of marketable securities owned by 

a bank will depend upon its operating environment and the 

policy of its management. Generally speaking, small banks 

will hold a greater amount of securities as a percentage 

of total assets than large banks, ^^Ilth major banks in 

principal cities normally owning securities amounting to 

15/̂  to 20^ of assets. 

Except for a very few limited and special situations, 

banks are prohibited by law from purchasing corporate stocks, 

as well as bonds convertible into stocks, for their security 

portfolios; therefore, banks are generally limited to pur

chasing "straight-debt" instruments. Furthermore, the bank 

regulatory authorities provide strict regulations regarding v 

the types and qualities of securities eligible for inclu- V ̂̂ "̂"̂  >r I 

sion in banks' portfolios. As a result of these restric- / 

tions, banks' security portfolios consist substantially of 

debt instruments of the following: (1) the federal govern

ment, (2) federal government agencies, (3) states and local 

governments, commonly called municipals, and (4) publicly 

owned corporations with high debt ratings. Federal govern

ment and municipal obligations are by far the most signifi

cant of banks* investments in securities, and corporate 

i i 



obligations are the least significant.^ 

Most large banks, and also many medium-sized and some 

smaller banks, have two distinct security portfolios: 

(1) investment securities and (2) trading securities. The 

investment security portfolio is normally several times 

larger than the trading security portfolio. Both consist 

of the same types of securities; the distinction between 

the two rests with their separate purposes. The purpose of 

a bank's investment portfolio is to provide the bank with 

interest income and liquidity; the purpose of its trading 

portfolio is to provide the bank with trading gains while 

at the same time providing a service to its customers by 

its action as a dealer in certain securities. 

Banks purchase securities with maturities generally 

ranging from three months to twenty-five years. For the 

investment portfolio, however, heavy emphasis is placed 

upon purchasing securities maturing in less than ten years 

in order to maintain an appropriate degree of liquidity. 

Consequently, on any date normally over 50^ of a bank's 

total investment securities will mature within five years. 

Statement of the Problem 

For many years the financial accounting and reporting 

practices of commercial banks in the United States have 

•̂ Edward W. Reed, Commercial Bank Management (New York: 
Harper & Row, 1963), pp. 443-57. 



been the subject of much controversy among bankers, ac

countants, financial analysts, and other Interested parties. 

A review of the literature on the subject reveals critical 

writings on bank accounting and reporting as early as the 

1920's, with a steady increase in such writings to the 

present time. The writers most often have decried the 

inadequacy of banks' disclosure, the lack of uniformity 

among banks, and, more recently, banks' failure to adhere 

to generally accepted accounting principles. 

Despite this criticism, few significajit advances were 

made in bank accounting and reporting prior to I963. 

During the period 1963 through 1969, however, there were 

some very substantive changes, most of which have resulted 

in improved bank financial statements. Nevertheless, 

there still remain unsolved problems which must be dealt 

with if bank financial statements are to attain equality 

vjith those of industrial companies with respect to pro

viding meaningful and useful information, in the least 

confusing manner, to stockholders and others. 

One of the most important problems is banks' current 

accounting and reporting practices for investment securities 

The problem can be divided into two areas: (1) accounting 

and reporting for premiums and discounts on investment secu

rities and (2) accounting and reporting for gains and losses 

on sales of investment securities. 



Many banks do not accrete discounts on investment secu

rities. This treatment of discounts is Inconsistent with the 

treatment of premiums and is not in conformity with generally 

accepted accounting principles. 

Banks which are subject to certain regulations of the 

federal regulatory authorities, i.e., all national banks 

and all FDIC-insured state banks with assets exceeding 

$1 million and 500 or more stockholders, are required to 

report the net gain or loss on sales of Investment securities 

as a nonoperating item, net of taxes, in the income state

ment. All gains and losses on security sales must be ac

counted for as completed transactions and reported for the 

accounting period in which they were realized. Since its in

ception in 1969, this treatment of investment security gains 

and losses has caused great problems for bank managements, 

bank security analysts, the financial news media, and inves

tors in bank stocks. Furthermore, it has opened the way for 

substantial net income manipulation by banks. 

Purpose of the Study 

The purpose of this study is to review the securities 

accounting and reporting practices of commercial banks prior 

to 1963, to discuss and analyze the pertinent developments 

in bank securities accounting and reporting during the 

1963-1969 period, and to examine the problems which remain 

in bank securities accounting and reporting today and 



recommend appropriate solutions. 

In order that the reader may acquire an understanding of 

the development of banks' accounting and reporting for in

vestments in securities, it is necessary to provide some 

background Information on the development of bank account

ing and reporting as a whole. The presentation of tnis in

formation precedes the specific treatment cf bank securities 

accounting and reporting, as noted in the final section of 

this chapter. 

Methods of Research 

Information for the study was gathered from three 

sources: library materials, annual reports of commercial 

banks, and unpublished materials. 

The principal libraries used were the Fondren Library 

and the Underwood Law Library of Southern Methodist Univer

sity, Dallas, Texas. A thorough review was made of the ma

terials available in these libraries concerning bank secu

rities accounting and reporting and the development of bank 

accounting and reporting as a whole. 

Annual reports for the years 1969 and 1970 were obtained 

from a number of commercial banks throughout the United 

States. 

The unpublished materials used were a 1964 Ph.D. dis

sertation on the subject of commercial bank accounting and 

reporting (as of December 31, 1962) and a late 1970 exposure 



draft of a position paper on bank accounting and reporting 

by the Financial Analysts Federation. 

Order of Presentation 

Chapters II through IV are concerned with the develop

ment of commercial bank accounting and reporting as a whole. 

Chapter II presents the principal reasons for banks' his

tory of nondisclosure of information regarding their finan

cial affairs. Chapter III briefly reviews the state of bank 

accounting and reporting prior to I963, and Chapter IV dis

cusses the significant developments during the 1963-I969 

period. 

Chapters V and VI examine the weaknesses which have ex

isted in bank accounting and reporting for investments in 

securities—reviewing the various practices which banks have 

followed, analyzing the effects of the 1963-I969 develop

ments on prior practices, and examining the remaining prob

lems and discussing solutions. Chapter V discusses amorti

zation of premiums and discounts on securities, and Chap

ter VI discusses gains and losses on sales of securities. 

Chapter VII presents the summary and conclusions of the 

study. 



CHAPTER II 

REASONS FOR NONDISCLOSURE 

Historically, banks have disclosed to the public and to 

their stockholders only the very minimum of Information re

garding their financial affairs. The nature and extent of 

this inadequate disclosure will be discussed in later chap

ters, but it is necessary at this point to review the back

ground of the problem. 

Several factors have contributed to banks* tendency 

toward minimum financial disclosure. Those most commonly 

mentioned are (1) the fear of disturbing public confidence, 

(2) the fear of revealing information which might be used 

advantageously by competitors, (3) the fear of unfavorable 

legislation, and (4) the fact that banks are closely super

vised by governmental regulatory agencies. 

Fear of Disturbing Public Confidence 

Bankers have often emphasized the inability of the 

public to properly interpret financial data regarding banks. 

They have Indicated that the dissemination of certain data, 

such as the amounts of losses on loans and securities, 

might lead to misinterpretations by depositors and investors 

with harmful results such as "runs" on banks and adverse 

8 



speculation in bank stocks.^ There is no evidence that 

bankers* fears in this regard are justified. In fact, it is 

quite possible that banks* failure to disclose pertinent 

financial information has caused greater problems than 

would have been encountered under a policy of full disclo

sure. As stated by Willis: 

Whereas there may be 
that the man in the s 
terpreting complex ac 
condition of banks, s 
save the banks from e 
in their stocks, and 
lieving that a policy 
facts might in some c 
apprehension.2 

Keefe notes that 

some truth in the assertion 
treet is incapable of in-
counting data regarding the 
ecrecy in the past did not 
ither runs or depreciation 
there are grounds for be-
of frank disclosure of 
ases have allayed public 

there is good reason to feel that the public 
fully expects banks to take some losses, and is 
more frightened by an awareness that information 
is being withheld than it would be by a full dis
closure of the facts. This sentiment is fully 
confirmed by the experience of banks that have 
fully reported all losses of every nature.3 

Fear of Revealing Information to Competitors 

Bankers, like other businessmen, do not want to reveal 

their "trade secrets" to their competitors, and this 

•̂ J. Brooke Willis, "The Financial Reports of Com
mercial Banks" (unpublished monograph), excerpts in 
Robert G. Rodkey, Sound Policies for Bank Management 
(New York: Ronald Press Company, 1944), p. 208; Harry 
V. Keefe, Jr., "The Case for Full Disclosure," Bankers 
Monthly Magazine, LXXXI (Nov. 15, 1964), 23-24. 

^Willis, loc. cit. 

3Keefe, op. cit. , 24. 
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attitude has had its effect on banks* public financial dis

closure. For example, the chairman of a billion dollar bank 

once refused to reveal to a bank stock analyst the amount of 

the bank*s consumer loans, stating: "If our competition 

knew how well we are doing they would attempt to increase 

their share of the market." Shortly thereafter, in a con

versation with the chairman of one of this bank*s major com

petitors, the analyst learned that the competitor knew ex

actly the amount of the bank's consumer loans.^ Therefore, 

on the grounds of withholding valuable information from com

petitors, the bank had refused to reveal to the public in

formation which was nevertheless obtainable by competitors. 

The analyst in this instance stated the following: 

The argument that it is good competitive prac
tice to withhold information can best be dismissed 
by the categorical statement that I have never 
failed to get information of this general nature 
that I really wanted, and it is only reasonable to 
suppose that the bank's competition can do as well.5 

Some bankers have felt that additional disclosure of 

banks' financial data to the public might eventually lead to 

public disclosure of details regarding the relationships be

tween a bank and its individual customers, and this disclo

sure might easily enable competitors to obtain valuable in

formation about the bank's customers and how their business 

^Ibid., 23. 

5lbid. 
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was acquired and has been maintained.6 A realistic view of 

such an extension of full disclosure reveals that it is 

certainly a very unlikely possibility, although not pri

marily for the reason that it would be advantageous to com

petitors. Public disclosure of this nature would violate 

one of the basic tenets of banking in this country—the 

confidentiality of the bank-customer relationship. A corpo

ration normally reveals to its principal banks financial and 

other corporate information which is not, and should not be, 

made available to the public. If this information v/ere to 

be withheld from banks by their corporate customers for fear 

that the banks would be required to reveal it to the public. 

It would be very difficult, and many times impossible, for 

banks to render to these customers many of the valuable 

services—including, in some instances, the lending of 

money—which are commonly made available to corporations by 

their banks. Such a situation would be detrimental not only 

to banks and their corporate customers, but also to the pub

lic which they both ultimately serve. Rodkey states the 

following with respect to the bank-customer relationship: 

It is obvious, of course, that details of the 
relationships of a bank to its individual customers 
quite properly should not be divulged. . . . The 
confidential relationship between the bank and its 
customers is one of the finest traditions in Ameri
can banking. Every good banker would consider it 

^Willis, op. cit. , p. 208. 
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utterly reprehensible for him to violate the con
fidence of his customers who provide him with in
timate details of their own private affairs or of 
the affairs of the business enterprises they repre
sent. No responsible person would think of sug
gesting any change in this tradition.7 

Fear of Unfavorable Legislation 

Bankers have feared that full disclosure of extremely 

profitable operations might result in legislation which 

would place limitations on bank profitability.^ Such limi

tations could take the form of maximum allowable interest 

charges on certain types of loans, maximum charges for bank

ing services other than loans, or increased taxes. 

Indeed, the Tax Reform Act of 1969, amending the Inter

nal Revenue Code of 1954, may well have proved the bankers 

correct with respect to increased taxes, as this Act in

cluded two provisions—one of which. Section 433, will be 

discussed in some detail later (Chapter V), as it concerns 

taxes on investment security earnings—intended to increase 

banks' federal income taxes. One can only speculate as to 

whether this legislation resulted from the steadily increas

ing amount of public financial disclosure which has been 

required of banks since early 1963 by the bank regulatory 

authorities, but there can be no doubt that the public has 

"̂ Robert G. Rodkey, Sound Policies for Bank Management 
(New York: Ronald Press Company, 1944), p. 162. 

^Willis, op. cit. , p. 209. 
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become more aware of banks' profits and the taxes thereon 

as a result of this disclosure. 

It seems only reasonable that banks should pay their 

fair share of taxes, and for banks to avoid doing so by 

withholding pertinent financial information from the public 

is certainly a violation of the public trust which bankers 

value so highly. (Of course, the legislative bodies cannot 

be assumed to be merely a portion of the public since these 

bodies normally have available a great deal of "privileged" 

information, but public opinion certainly has a very strong 

effect upon legislators, particularly in matters of taxa

tion, as evidenced by the sweeping reforms of the Tax Re

form Act of 1969.9) 

On the other side of the coin, full disclosure by banks 

will serve to insure that the banks will not be subjected 

to unfair legislation. In the long run such "insurance" 

might prove to be very valuable. As stated by Willis: 

"Certainly banks will be more vulnerable to unfavorable 

legislation when maintaining an attitude of cold secrecy 

than when advertising their affairs dispassionately and 

impartially. "1*̂  

9"Higher Bank Taxes Predicted," Banking, LXII (Novem
ber, 1969), 26, 28. 

lOwillis, op. cit. , p. 209. 
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Governmental Supervision 

For many years banks have been closely supervised by 

governmental agencies. In order for a commercial bank to 

operate in the United States, the bank must obtain either 

a federal or state charter. Federally chartered banks, 

generally called national banks, are supervised by the Of

fice of the Comptroller of the Currency. They are required 

to be members of the Federal Reserve System and also must 

obtain the deposit insurance offered by the Federal Deposit 

Insurance Corporation.H 

State banks are supervised by banking departments of 

the states issuing the charters. State banks which meet 

certain requirements may become members of the Federal Re

serve System, in which event they must also obtain coverage 

from the Federal Deposit Insurance Corporation. A state 

bank which does not join the Federal Reserve System may 

still obtain FDIC coverage .-'-̂  

About one-third of all U.S. commercial banks are na

tional banks, which hold over one-half of the total U.S. 

deposits. However, as a result of state bank membership in 

the Federal Reserve System and state bank insurance cover

age by the Federal Deposit Insurance Corporation, 

llCommittee on Bank Accounting and Auditing, Audits of 
Banks (New York: American Institute of Certified Public 
Accountants, Inc., I968), p. 12. 

l^lbid. 
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approximately 91% of all U.S. commercial banks, owning 

about 99^ of all U.S. commercial bank assets, are subject 

to federal regulation.13 

In order to carry out their responsibilities In super

vising the banks under their jurisdiction, the regulatory 

agencies receive reports of the banks' pertinent financial 

data several times a year, often on a surprise basis. In 

addition to these standard reports, the agencies may also 

call for any special reports which are deemed necessary to 

provide complete information on the financial condition of 

a bank.l^ 

Also, among other things, the regulatory agencies per

form periodic surprise examinations of each bank under their 

supervision. The Office of the Comptroller of the Currency 

examines all national banks, the Federal Reserve Banks and 

the state banking departments (usually on a joint basis) 

examine all member state banks, the Federal Deposit Insur

ance Corporation and the state banking departments (fre

quently on a joint or concurrent basis) examine all FDIC-

insured nonmember state banks, and the state banking depart

ments examine all non-FDIC-insured banks. National banks 

are examined three times in each two-year period, and state 

13ibid. 

l^Reed, op. cit., pp. 78-79 

'Si'^^jM^' 
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banks are normally examined once each year.^5 

It is this close surveillance of the financial affairs 

of banks by the regulatory agencies that was principally 

responsible for banks being spared from the compulsion of 

more complete financial disclosure by federal law prior to 

1964. It was apparently felt by lawmakers that additional 

disclosure was not necessary due to the Implied assumption 

of responsibility by the regulatory agencies as to the fi

nancial condition of the banks under their supervision.^6 

Banks were specifically exempted from the provisions 

(except those involving fraud) of the Securities Act of 

1933,•'•'̂  which was designed to protect investors by re

quiring registration of new issues of securities with the 

Federal Trade Commission and public disclosure of detailed 

information regarding the financial condition and earnings 

of the issuing corporations.^° The reason for the exemption 

was that banks were adequately supervised by the bank 

-'-̂ Committee on Bank Accounting and Auditing, op. cit., 
p. 13. 

l^Willls, op. cit., p. 209. 

^7securities Act of 1933, Statutes at Large, XLVIII. 
pt. 1, sees. 3(a)(2), 17(c), 76,85 (March 1933-June 1934). 

1°A11 powers, duties, and functions of the Federal 
Trade Commission under the Securities Act of 1933 were 
transferred to the Securities and Exchange Commission 
by amendment to the 1933 Act included in the Securities 
Exchange Act of 193^. See Securities Exchange Act of 
193^, Statutes at Large, XLVIII, pt. 1, sec. 210, 908-09 
iMarch 1933-June 1934). 
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regulatory agencies.19 However, the exemption was some

what Inconsistent with the objective of the Act, as the 

regulatory agencies have been concerned primarily vfith the 

protection of depositors rather than investors, and bank 

reports to the agencies, as well as bank examinations per

formed by the agencies, have been designed accordingly.20 

As stated by Bogen, et al.: 

Protection of depositors is the primary concern 
of banking supervision. Thus the examining au
thorities first determine if the assets are Intact. 
They then endeavor to ascertain if the assets are 
sound. Even more, they sit in judgment on the 
policies of the institution under examination, to 
determine if they are safe and warranted by cur
rent conditions. 

Stockholders, likewise, benefit from these of
ficial examinations. However, their protection is 
but an incidental by-product of the main object— 
protection of depositors.21 

It is not to be denied that indeed bank stockholders 

do receive some benefit from the supervision of the bank 

regulatory agencies. But a bank's stockholders need more 

than the assurance that the bank's assets are intact and 

sound and that the policies of the bank are safe; they need 

19u.S., Congress, House, Report of Special Study of 
Securities Markets of the Securities and Exchange Com
mission, H. Doc. 95, 88th Cong., 1st sess., 1963, pt. 3, 
p. 36. 

20committee on Bank Accounting and Auditing, op. cit., 
pp. 13-1^; Reed, op. cit., pp. 68-69, 78-79. 

21jules I. Bogen, et al., Money and Banking, ed. by 
Major B. Foster and Raymond Rodgers (Rev. ed.; New York: 
Prentice-Hall, Inc., 1940), pp. 371-72. 
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to know facts and details about the bank's growth record, 

its profitability record, and management's handling of the 

bank's assets. Investors in common stocks are Interested 

in dividend income and appreciation in the value of their 

stocks, not merely the solvency of the issuing corporations. 

Therefore, protection of bank depositors is not necessarily 

synonymous with protection of bank stockholders. 

The Securities Exchange Act of 1934 contained no exemp

tion for banks. This Act, also designed for the protection 

of investors, requires that all securities listed on regis

tered securities exchanges be registered with the Securities 

and Exchange Commission and that financial reports be sub

mitted periodically to the Commission by the issuers of 

registered securities. The principal reports submitted to 

the Commission under the Act are made available by the Com

mission to the public. However, shortly after this law 

was enacted, the Commission exempted banks from the regis

tration and reporting requirements under the Act as a 

"temporary" measure.'̂ '̂  

Although this exemption was never removed by the SEC, 

it was of little significance anyway since the registration 

and reporting requirements of the 1934 Act, prior to the 

enactment of the Securities Acts Amendments of 1964, were 

applicable only to securities listed on registered securities 

22u.S., Congress, House, loc. cit. 
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exchanges and bank stocks are traded almost exclusively in 

over-the-counter markets. Therefore, prior to 1964 the 

federal securities laws were not applicable to bank stocks 

(except in situations involving fraud).23 

I 

|3 

23ibid. 
?"'=ii 



CHAPTER III 

STATE OF COMMERCIAL BANK ACCOUNTING 

AND REPORTING PRIOR TO 1963 

As a result of banks* failure to disclose to the public 

financial information comparable to that which most other 

publicly owned corporations have disclosed for many years 

in compliance with the securities laws of 1933 and 1934, 

bank accounting and reporting practices until recent years 

in most cases were notably inferior to those of other cor-

porations. With no official watchdog such as the Securities m 

iReed, op. cit., p. 64. 

20 

and Exchange Commission to look after the interests of in-
r 
•ft 

vestors in bank stocks, the banks were free to chart their H 

own course vjith respect to the financial data made available § 

to their stockholders. 

Prior to 1963, banks were not required by law or regu

lation to furnish their stockholders with any information 

regarding their financial position or operating results. 

Of course, banks have for many years been required to pub

lish at certain times each year a statement of condition, 

or balance sheet, in at least one local newspaper of general 

circulation.! These published statements are generally very 

condensed, give no indication as to the basis or bases of 

!;r;r 

mm 
i i i I ! ; : . 
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valuation of assets, offer no details regarding reserve and 

capital accounts and changes therein, and present no com

parative figures for the prior year; in short, the state

ments are of little value to investors and prospective in

vestors in bank stocks in ascertaining the value of those 

stocks. 

Prior to the 1930's only a very few banks were willing 

to reveal to the public, and thus to prospective investors-
i 

in bank stocks, any more information regarding their finan- ,N 

cial affairs than was required by law. Disclosure of any % 

earnings data, as well as detailed balance-sheet data, to j^ 
the public or to stockholders depended upon the attitude of 

management.2 

A number of banks, particularly the larger ones, did 

begin in the 1930's to issue fairly comprehensive statements 

of condition and to disclose at least some information re

lating to earnings. In the mid-thirties banks in New York 

City began to admit the press to their annual meetings of 

stockholders, a practice which spread and was more or less 

customary within a few years thereafter.3 

As banks began to release more detailed balance-sheet 

information and some highly condensed and fragmentary 

earnings reports, accountants, financial analysts, and 

2willls, op. cit., p. 212. 

3lbld. 

'j"'l r 
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sophisticated investors began to assail many of the account

ing practices followed by banks in compiling the financial 

data which were reported and also to claim that further dis

closure was necessary in order for the data to be meaningful 

and useful. This barrage of criticism has continued to the 

present time, with little effect prior to 1963. The prin

cipal objections have involved banks* accounting for invest

ment securities and the income and gains and losses thereon, 

loans and loan losses, fixed assets and depreciation, and 

reserves and capital. Also criticized have been banks* 

failure to report net income rather than just net operating 

ttiti ii 
income and the brevity of banks* financial statements re- f;'''i'i 

suiting from the consolidation of many items into broad 

classifications. 

The principal reason for these diversions from generally 

accepted accounting practices was the extreme balance-sheet 

conservatism to which banks adhered. Bank accounting rec

ords have generally been kept more to assure protection for 

depositors than to provide useful information for bank 

stockholders and prospective investors in bank stocks. This 

philosophy was an outgrowth of banks being closely super

vised by the bank regulatory agencies—whose primary respon

sibility, as previously noted, is the protection of the in

terests of depositors—and also the extreme conservatism of 

bankers resulting from some severe econom3.c crises which 
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plagued the banking industry during the depression years of 

the 1930's.^ 

This emphasis on conservatism resulted generally in 

such accounting and reporting errors as the understatement 

of assets, the creation of excess reserves, failure to rec

ognize certain income and expense items, and improper 

charges and credits to capital accounts. Specific Instances 

of these violations of generally accepted accounting prin

ciples as related to banks' investments in securities will 

be discussed in Chapters V and VI. 

^Walter George Austin, Jr., "Financial Accounting and 
Reporting by Commercial Banks in the United States" (unpub
lished Ph.D. dissertation. University of Texas, 1964), 
pp. 46-48. 
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CHAPTER IV 

SIGNIFICANT DEVELOPMENTS IN COMMERCIAL BANK 

ACCOUNTING AND REPORTING SINCE 1962 

Action of the Comptroller of the Currency 
^^^ ^^^^ 

Since 1962 a number of very significant steps have 

been taken by the U.S. Congress, the federal bank regula

tory agencies, the American Institute of Certified Public 

Accountants, and others to improve banks* financial re

porting to stockholders. The first of these steps was i 

taken by the Comptroller of the Currency when he issued fi 

24 

w 
regulations, effective February 1, I963, requiring each f* 

national bank with deposits of $25 million or more to 

furnish annually to each of its stockholders a written 

report containing as a minimum the following financial 

information: 

(a) Comparative balance sheets as of the 
close of the last calendar or fiscal year and as 
of the close of the preceding calendar or fiscal 
year. 

(b) Comparative statements disclosing net 
operating income after applicable federal income 
taxes, net operating income per share, and cash 
dividends paid per share for the last calendar or 
fiscal year and the preceding calendar or fiscal 
year. 

(c) A comparative reconciliation of capital 
accounts which summarizes the changes in the 
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capital accounts for the last calendar or fis
cal year and the preceding calendar or fiscal 
year.l 

These regulations were somewhat of a milestone in that 

they marked the first time in history that banks were re

quired by law or regulation to furnish financial informa

tion regarding their affairs to their stockholders. Al

though the regulations did not affect any state-chartered 

banks and did not provide any guidelines as to the ac

counting practices to be followed by national banks in 

preparing the reports to stockholders, they definitely H 
n 

represented a significant step in the right direction. g 
r 
tat 

Securities Acts Amendments of 1964 t'j 

and Resulting Regulations i> 

In April I963 the Securities and Exchange Commission, 

in its Report of Special Study of Securities Markets, pro

posed that the investor protections of the Securities Ex

change Act of 1934 dealing with periodic reporting, proxy 

solicitations, and insider trading be extended to certain 

unlisted securities, including bank stocks.2 in the en

suing Securities Acts Amendments of 1964, banks (among other 

corporations) with assets in excess of $1 million and 750 

lU.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Annual Report 
to Stockholders," Code of Federal Regulations of the United 
States of America, Title 12, Chapter I, Part 10, Federal 
Register, XXVII, No. 250, Dec. 28, 1962, 12811-12. 

2u.S., Congress, House, op. cit., pp. 35-39. 

mn^ 
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or more stockholders (after May 1, 1967, 500 or more stock

holders) were added to the coverage of the 1934 Act.3 How

ever, the three federal bank regulatory agencies, rather 

than the SEC, were vested with the authority to administer \ 

the amended Act with respect to FDIC-insured banks.^ 

In August 1964 the Comptroller of the Currency issued 

regulations, effective September 1, 1964, under the 1934 

Act, as amended in 1964. With respect to the financial in

formation to be furnished to stockholders, there were no X 

changes from the Comptroller*s I963 regulations. However, y 

in accordance with the 1964 Amendments, the 1964 regulations p 
•I 

were made applicable to all national banks with 750 or more C 
t'. 

stockholders, and the $25 million minimum deposit criterion i, 

was deleted.^ 

In shouldering their responsibilities under the 1964 

Amendments, the Federal Reserve Board and the Federal 

Deposit Insurance Corporation joined forces and issued sub

stantially identical regulations, coimnonly known as Regu

lation F, effective January 1, 1965.^ Unlike the 

3securities Acts Amendments of 1964, Statutes at Large, 
LXXVIII, sees. 3(c}, 13(1), 566-67, 580 {I3UW. 

^Ibld., sec. 3(e), 568-69. 

5u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, op. cit. , XXIX, No. I68, Aug. 27, 
1964, 12300-01. 

6u.S., Federal Reserve System, Board of Governors, 
"Banks and Banking—Securities of Member State Banks," 

^ \ '. 

\ 
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Comptroller*s very brief regulations which provided only 

very broad guidelines regarding the content of banks* fi

nancial statements. Regulation F described in considerable 

detail the form and content of the financial statements to 

be filed with the agencies. 

Under Regulation P, each state bank subject to the 

1934 Act, as amended, was required to provide annual re

ports to stockholders in connection with the solicitation 
i 

of proxies. These annual reports were required to contain 9 
financial statements for the last fiscal year which "in the ^ 

H 
opinion of the management, adequately reflect the financial JJ 

position and operations of the bank." The statements could r 

Code of Federal Regulations of the United States of America, 
Title 12, Chapter II, Part 206, Federal Register, XXX, 
No. 7, Jan. 12, 1965, 362-92; U.S., Federal Deposit Insur
ance Corporation, "Banks and Banking—Securities of Insured 
State Nonmember Banks," Code of Federal Regulations of the 
United States of America, Title 12, Chapter III, Part 335, 
Federal Register, XXX, No. 7, Jan. 12, 1965, 396-426. 
(Since these regulations are substantially identical, fu
ture footnote references will be made only to the Federal 
Reserve regulations.) 

h, V 

"omit details or summarize information if such statements, 

considered as a whole in the light of other information con- JJ* 

tained in the report and in the light of the financial 

statements of the bank filed or to be filed" with the regu

latory agency, would "not by such procedure omit any mate

rial information necessary to a fair presentation or to 

make the financial statements not misleading under the 

ii 
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circumstances."7 

Therefore, under Regulation F, state banks (i.e., those 

FDIC-insured state banks subject to the 1964 Securities Acts 

Amendments) were required for the first time to provide fi- ^ 

nancial information regarding their affairs to their stock

holders. Furthermore, since each bank*s financial state

ments presented to stockholders had to be prepared "in the 

light of the financial statements of the bank filed or to be 

filed" with its regulatory agency, and since the information X 
CI 

to be included in the latter statements was definitively ^ 

prescribed, the banks were given some guidelines to be fol

lowed with respect to the form and content of the financial 

statements to be included in annual reports to stockholders 

Action of the Comptroller of the Currency 
^^ ^^^^ 

On May 1, 1967, the Comptroller of the Currency revised 

the scope of his existing regulations by ruling that all 

national banks (numbering about 4,800)—not just those sub

ject to the Securities Exchange Act of 1934, as amended— 

would thereafter be required to provide their stockholders 

with annual reports." The significance of this action by 

7u.S., Federal Reserve System, Board of Governors, 
op. cit., 367. 

8u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, op. cit., XXXII, No. 90, May 10, 
1967, 7070. 

I I! 

Vi 
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the Comptroller is readily apparent when it is noted that 

only about 600 of the nation's nearly 14,000 banks are sub

ject to the amended 193^ Act due to the 500-stockholders 

criterion.9 

Also on this date the Comptroller issued regulations, 

effective for fiscal years ending after June 30, 1967, con

cerning the form and content of financial statements to be 

included in national banks* annual reports to stockholders. 
• 1 

These new regulations described in some detail (although not g 
fl 

to the extent of Regulation F) certain accounting and re- ^ 
n 

porting practices to be followed by national banks in pre- jjj 

paring their financial statements to be presented to stock- f* 

holders. 10 IJ 

Actions of the American Institute 
of Certified Public Accountants 

in 1968 and 1969 

In January 1968 the American Institute of Certified 

Public Accountants published an industry audit guide en

titled Audits of Banks, which was written by the Institute*s 

Committee on Bank Accounting and Auditing. This guide sets 

9E. T. Shipley, "At Last We Are Achieving Agreement on 
Bank Accounting Principles," Banking, LXII (October, 1969), 
42. 

l^U.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Form and Con
tent of Financial Statements," Code of Federal Regulations 
of the United States of America, Title 12, Chapter 1, Part 
18, Federal Register, XXXIlTlJF. 90, May 10, 1967, 7070-73. 

•̂*'' t 

au M. 



llcommlttee on Bank Accounting and Auditing, op. cit., 
pp. 30-32. 

12Accounting Principles Board, Amending Paragraph 6 of 
APB Opinion No. 9> Application to Commercial Banks, APB 
Opinion No. 13, Opinions of the Accounting Principles Board 
(New York: American Institute of Certified Public Accoun
tants, Inc., 1969), p. 199. 

I 
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forth the Committee*s opinion as to the appropriate form 

and content of bank financial statements and the accounting 

principles and practices to which banks should adhere in 

preparing those statements. Among the various Improvements 

recommended for bank accounting and reporting, one of the 

most notable was that banks* Income statements show a net 

income figure, which was not required by the regulations of 

the regulatory agencies.H 

In voicing its approval of the Committee*s recommenda

tions with respect to bank income statements, the Account

ing Principles Board of the AICPA issued its Opinion No. 13 U 

in March 1969. This opinion subjected bank financial state- M|J 

ments audited by CPA's to the requirem.ents of the Board's 

Opinion No. 9, issued in December 1966, relating to cor

porate reporting of net income, extraordinary items, prior 

period adjustments, and earnings per share. Opinion No. 13 

was made applicable to bank financial statements issued for 

fiscal periods beginning after December 31, 1968.12 it 

should be emphasized at this point, however, that the bank 

regulatory agencies do not require that banks* financial 
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statements presented to stockholders be audited by CPA*s. 

Pertinent Meetings of Interested Parties 
in 1969 and Resulting Actions' 

of the AICPA and the Bank 
Regulatory Agencies 

In July 1969 representatives of the AICPA, the Am.erican 

Bankers Association, the three federal bank regulatory 

agencies, and the Securities and Exchange Commission held 

meetings in an effort to eliminate the differences between 

tha bank accounting and reporting practices desired by 

CPA's—as prescribed by APB Opinion No. 9 (via APB Opinion 

No. 13) and the AICPA Bank Accounting and Auditing Commit

tee's Audits of Banks--and those required by the bank regu- ,^ 

latory agencies. (The SEC participated because it had ju- [̂  

risdiction over the securities and stockholder reports of 

one-bank holding companies, which developed rapidly in 

1969.)13 

By the end of these meetings, agreements had been made 

for the reconciliation of all major differences in the bank 

accounting and reporting requirements of the various groups. 

In November 1969 the Committee on Bank Accounting and Audit

ing issued a supplement to its Audits of Banks discussing 

iV 

Mil 

13commlttee on Bank Accounting and Auditing, "*Audits jpj 
of Banks: Supplement,*" The Journal of Accountancy, [i < 
CXXIX (January, 1970), 57; Shipley, op. cit., 108. \- • 
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the agreements which had been reached.^^ The following 

month each of the three federal bank regulatory agencies 

Issued final revised regulations reflecting the agree

ments .15 

It is significant to note that in the revised regula

tions issued by the Federal Reserve Board and the Federal 

Deposit Insurance Corporation, which regulations remain 

substantially identical and continue to be commonly known 

as Regulation F, the agencies went a step further in de

fining precisely the form and content of the financial 

statements to be included in annual reports to stockholders 

holders could be presented in any manner which in the 

1̂1 

As noted earlier, the original Regulation F described in PJ 

detail the financial statements which a bank must submit to p 
»>* 

its regulatory agency in compliance with the agency *s re- *•' 

quirements under the Securities Exchange Act of 1934, as 

amended in 1964, but the Regulation stated that the finan-

cial statements included in a bank*s annual report to stock- |i 

>ii 

llCommittee on Bank Accounting and Auditing, "*Audits 
of Banks: Supplement,*" 57-61. 

15u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Form and Con
tent of Financial Statements," op. cit., XXXIV, No. 245, 
Dec. 23, 1969, 20043-45; U.S., Federal Reserve System, j 
Board of Governors, op. cit. , XXXIV, No. 248, Dec. 30, I969, '̂  
20304-l8; U.S., Federal Deposit Insurance Corporation, ^ 
OP. cit., XXXIV, No. 248, Dec. 30, 1969, 20318-32. (The 
revised regulations of the Federal Reserve and the FDIC are 
substantially identical; therefore, future footnote refer
ences will be made only to the Federal Reserve regulations.) 



33 

opinion of management would adequately reflect the bank*s 

financial position and operations when considered in con

junction with other information contained in the report and 

in the light of the bank*s financial statements filed with 

the regulatory agency. The revised Regulation F left un

changed the wording just paraphrased (see pages 27 and 28 

for quotations); however, it added the following very perti

nent qualifying footnotes, which provide specific—rather ^ 
rj 

than general—limitations to the management discretion al- J 

lowed in determining the form and content of the financial H 
ni 

statements to be included in annual reports to stockholders. 

NOTES: 1. To reflect adequately the financial 
position and results of operations of a bank in Its 
annual report to security holders, the financial 
presentation shall include, taut not necessarily be 
limited, to [limited to,] the following: 

(a) Comparative statements of condition at the 
end of each of the last 2 fiscal years. 

(b) Comparative statements of income in a form 
providing for the determination of "net income" 
for each fiscal year and per share earnings data. 

(c) Comparative statements of changes in capi
tal accounts for each fiscal year similar in form 
to [such statements required by this Regulation to 
be filed with the bank*s regulatory agency]. 

(d) A comparative reconciliation of the "Allow
ance for Possible Loan Losses" account similar in 
form to [such reconciliation required by this Regu
lation to be filed with the bank's regulatory 
agency]. 

(e) Supplemental notes to financial statements 
to the extent necessary to furnish a fair financial 
presentation. 

2. The financial statements should be prepared 
on a consolidated basis to the extent required by 
[this Regulation for financial statements to be 
filed with the bank*s regulatory agency]. Any dif
ferences from the principles of consolidation or 
other accounting principles or practices, or 

W 
S 
g 
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methods of applying accounting principles or prac
tices, applicable to the financial statements of 
the bank filed or to be filed with the [bank*s 
regulatory agency], which have a material effect 
on the financial position or results of operations 
of the bank, shall be noted and the effect thereof 
reconciled or explained in the annual report to 
security holders.16 

It is also noteworthy that the revised Regulation F re

quires that a bank*s annual report to stockholders Include 

comparative financial statements for the last two years, 

rather than statements for only the last year as required [j 
X 

by the original Regulation F. > 

While it is not considered a "significant development" ^ 

here, because it required no significant changes in bank ac

counting and reporting, it should be noted that in August 

l6u.S., Federal Reserve System, Board of Governors, 
OP. cit., XXXIV, No. 248, Dec. 30, 1969, 20305. 

p 
I n 

I'll 

1971 the Comptroller of the Currency issued revised regula- « 

tions to be followed by national banks subject to the re

quirements of the Securities Exchange Act of 1934, as 

amended. The purpose of these revisions was to bring the Ii 

regulations for these banks more precisely into agreement I 

with those for state banks subject to the amended 1934 Act. 

Accordingly, the Comptroller*s 1971 revised regulations, in

cluding the bank accounting and reporting requirements, are 
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very similar to Regulation F, as revised in 1969.^^ 

I 
f% 

r 
11 

•^^u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Corporate Dis
closure Regulations," Code of Federal Regulations of the 
United States of America, Title 12, Chapter I, Parts 11, I6, 
18, Federal Register, XXXVI, 
15035"̂  

No. 156, Aug. 12, 1971, 1^997-

11 
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CHAPTER V 

PREMIUMS AND DISCOUNTS ON SECURITIES 

It has long been a generally accepted accounting prin

ciple to consider the premium paid or discount received on 

long-term investments in debt securities in determining the 

Interest income from those securities.1 If a bond is pur

chased at a premium, its value will decrease to par as matu

rity approaches. Logically then, the income on such a bond 3 

held to maturity and collected at par is the interest col- > 

lected (net of any accrued interest purchased) less the pre- fj 

miurn lost. It follows, therefore, that it is proper to ? f 

Ipaul Grady, Inventory of Generally Accepted Accounting 
Principles for Business Enterprises, Accounting Research 
Study No. 7 (Mew York: American Institute of Certified Pub
lic Accountants, Inc., 1965), p. 260. 

2H. A. Finney and Herbert E. Miller, Principles of 
Accounting: Intermediate (5th ed.; Englewood Cliffs, N. J.: 
Prentice-Hall, Inc., 1962), p. 301. 

36 

charge a portion of the premium periodically against the in- J:8 

come from, interest that is based on the stated, or coupon, ii i 

interest rate.2 

If a bond is purchased at a discount, its value will in

crease as maturity approaches. The income on such a bond 

held to maturity and collected at par is the interest col

lected (net of any accrued interest purchased) plus the dis

count. It is therefore proper to add a portion of the 



^Ibid. 

^Ibid., p. 296; Grady, loc. cit. 

^Finney and Miller, op. cit. , p. 306; Grady, op. cit. , 
p. 260; C. Rollin Niswonger and Philip E. Fess, Accounting 
Principles (9th ed.: Cincinnati: South-Western Publishing 
Company, 1965), p. 455. 

I 
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discount periodically to the income from Interest that is 

based on the stated Interest rate.3 

In the above discussion of bond premium and discount 

amortization, it was assumed that there was no doubt regard

ing collection of the bonds at maturity. In cases where 

such doubt does exist, the accounting treatment would nor

mally be different. In the case of a bond purchased at a 

premium, it would usually be necessary to write off the en

tire amount of the premium, along with an appropriate amount 

of the par value of the bond, when the collectibility of the ^ 
W 

bond becomes doubtful, in order to reflect a substantial de- S 
f* cline in market value because of the doubtful collect- yj» 
119 

h 19 
ibllity.^ In the case of a bond purchased at a discount, no t̂  

**' 

accretion of the discount should be recorded while the col
lectibility of the bond is in doubt.5 |f̂  

m 

Also, the above discussion of bond premium and discount | i 

amortization is not applicable to banks* trading securities 

Since these securities are purchased by banks for immediate 

or near-term sale to customers, the primary earnings there

from are normally trading gains, not interest income. 

it 
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Furthermore, in accordance with generally accepted account

ing principles, the proper valuation of trading securities 

is unamortized cost or market, whichever is lower. There

fore, premiums and discounts on trading securities should 

not be amortized. This treatment has been generally ac

cepted by banks and the federal bank regulatory agencies for 

many years. 

Premiums 

^Reed, op. cit., p. 448. 

N 

ki I 

Amortization Prior to the 1963-I969 Period 

The federal bank regulatory agencies have for many years g 

required banks to write off (either periodically or immedi- C 

ately) the premiums paid for investment securities.6 As has 

so often been the case, the agencies, in making and enforc

ing this requirement prior to the promulgation of Regulation 

F in early 1965, were concerned only with a conservative 

balance sheet. Therefore, no regulations were made regard- i|,̂  

ing the account(s) to be charged for the write-offs. As a 

result, instead of amortizing the premiums against interest 

income, many banks charged either the undivided profits ac

count or a reserve for security losses (sometimes included 

with the reserve for loan losses or reserves for contin

gencies) for the premiums. Furthermore, these charges were 

often made in one lump sum Immediately upon the purchase of 

:Wm !' 
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securities rather than periodically over the life of the 

securities.7 

If a bank chose to amortize the premium on a bond by 

periodic charges directly to undivided profits, the bank's 

earnings would be overstated until the bond matured or was 

sold. If the bank charged undivided profits for the entire 

amount of the premium upon purchase of the bond, then assets 

and undivided profits would be understated and earnings 
i 

overstated during the period the bond was held. If, on the x 

other hand, the bank charged a security reserve for the pre-

mium on the bond, either periodically or in a lump sum upon f^ 

purchase, net assets and undivided profits would be over- PJ 

stated indefinitely and earnings would be overstated while î  
^! 

the bond was owned by the bank. "' 

Developments of the 1963-1969 Period 

With the introduction of Regulation F in 1965, the fed

eral bank regulatory agencies finally began to direct some 

of their attention to banks' accounting for income and ex

penses. One of the items specifically covered was premiums 

on investment securities. The Regulation stated that pre

miums should be amortized against interest income from secu

rities." In the May 1967 regulations issued by the 

7Austin, op. cit. , pp. 110-11. 

"U.S., Federal Reserve System, Board of Governors, 
op. cit., XXX, No. 7, Jan. 12, 1965, 390. 

I 
••if 
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Comptroller of the Currency, there was Included a require

ment that premiums on investment securities be amortized 

against operating Income.9 

There were no changes with respect to bond premium amor

tization in the 1969 regulations of the regulatory agencies. 

Therefore, as a result of the 1965 and 1967 regulations, all 

banks subject to these regulations now record amortization 

of premiums on investment securities in accordance with gen-

erally accepted accounting principles. X 
e* 

Discounts n 

Amortization Prior to the I963-I969 Period £?.;[ ; 

The history of banks' treatment of discounts on invest- plltt 

ment securities is quite different from that of premiums. 

Whereas banks have long been required to amortize or write 

off premiums in some manner, they have been discouraged from 

amortizing discounts under the theory that such amortization 

would represent a violation of the conservative accounting 

and reporting practices which banks should follow. In fact, 

prior to 1965 the federal bank regulatory agencies specifi

cally prohibited banks from accreting discounts in any man

ner which would affect undivided profits. If discounts were 

9u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Form and Con
tent of Financial Statements," op. cit., XXXII, No. 90, 
May 10, 1967, 7071. 

M^ 1: 
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amortized, reserves for both the accretion, net of taxes, 

and the accompanying deferred tax liability had to be con

currently established.-^^ (Since no taxes are payable upon 

discounts until realized, the reserve for the deferred tax 

liability was proper.) This requirement was applicable only 

to the financial statements which banks presented to the 

regulatory agencies, but banks were generally reluctant to 

use different accounting and reporting practices for finan

cial statements issued to stockholders.H K 

The effect of nonamortization of a bond discount, or ^ 

amortization with concurrent reserve provisions, is under

statement of net assets, undivided profits, and net income 

until the bond matures or is sold. ^ 

Bankers* Arguments Against Discount Amortization 

In addition to regulatory discouragement, there are sev

eral other arguments which bankers have used as justifi

cation for not amortizing discounts on investment securi

ties . One is that if a bank accreted a portion of the dis

count on a bond and then sold the bond before its maturity 

at a price below its book value, i.e., cost plus accreted 

discount, then the effect of the previous discount accretion 

^^Richard S. Thornton, "Accruing Discount: The Other 
Side of the Coin," Bankers Monthly Magazine, LXXXI (Aug. 15, 
1964), 18. 

^^Austln, op. cit. , pp. 43, 109. 

H' 
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would have been overstated earnings.12 This rationale is 

Inconsistent with the reality of the nature of a bond pre

mium or discount—that it is merely a modification of the 

stated interest rate necessary to bring the net yield on the 

bond into line with yields currently obtainable on other 

bonds of substantially equal quality and maturity.13 If a 

bond originally purchased at a discount is sold at a price 

below book value, including discount accretion, the reason 

is that the market yield on the bond is greater at the tim.e 

of sale than at the time of purchase, and there is no valid H:^ 

justification for attributing the resulting loss to the dis-

count accretion. A true gain or loss on an investment re- '̂  

suits from economic realities—not from accounting proce- > 

dures. ^ 

Another argument against amortizing discounts has been 

that stockholders might expect higher cash dividends from 

the increased, but unrealized, earnings resulting from such 

amortization.^^ This argument appears rather weak in view 

of the fact that dividends, in order to be paid in cash. 

12will Cooper, "Analyzing Pros and Cons of Bond Discount 
Accrual," Burroughs Clearing House, XLIX (February, 1965), 
40. 

13Eugene L. Larkin, Jr., "Reporting Banks* Securities 
Earnings More Realistically," The Bankers Magazine, CLI 
(Autumn, 1968), 48-49. 

l^Richard L. Pike, "Discount Accretion," Bankers Monthly 
Magazine, LXXXI (Nov. 15, 1964), 47. 

t t 
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must relate to cash availability as well as earnings; and 

earnings, as measured by proper accrual accounting, are sel

dom an appropriate Indicator of cash availability. As 

stated by one writer: "Dividend policy must relate to the 

needs of the organization in addition to being based upon 

earnings as measured by sound accounting."15 

A final common argument leveled against discount amor

tization has been that the favorable federal income tax 

treatment of discounts on securities, i.e., long-term capl- x 

1 
to realization, might be eliminated if banks began to accrue '> 

discount as ordinary income. As succinctly stated by a 

banker in 1964: 

If, at some future date, legislation to alter or 
eliminate the present tax treatment of long-term, 
capital gains were to be introduced, opponents of 
accruing discount believe that any subsequent de
fense would be seriously weakened by the very prac
tice of accrual. The argument being, of course, 
how could special tax treatment of long-term., capi
tal gains be justified if the banks, themselves, 
already regarded and reported this type of income 
as currant earnings?l6 

As noted in Chapter II, the Tax Reform Act of 1969, 

amending the Internal Revenue Code of 1954, included two 

provisions intended to increase banks* federal income taxes. 

One of these provisions did eliminate the capital gains 

15cooper, op. cit. , 4l. 

l6Thornton, op. cit., 19. 

^̂ S&fc' 
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treatment for banks* long-term profits on investments in 

debt securities. However, it is doubtful that the amortiza

tion of bond discount by an increasing number of banks in 

recent years was the cause of this provision. To begin 

with, the provision—Section 433 of the 1969 Act, amending 

Section 582(c) of the 1954 Code—eliminated banks* capital 

gains on all long-term security profits on debt instruments, 

not just earnings resulting from discounts.17 Furthermore, 

the thrust of the Reform Act was to close some of the tax ^ 

"loopholes" which certain taxpayers enjoyed under tha exist

ing tax lavvs. Public pressure for this type of tax reform 

was great, and the banking industry was only one of several 

taxpayer groups hard hit by the 1969 reforms. 1° iVs stated 

by a high-ranking U.S. Treasury official during a speech at 

a convention of the American Bankers Association in I969 

shortly before the enactment of the Reform Act: 

The pressure for tax reform is immense. In 
my judgment, it will not subside until a meaning
ful reform bill is enacted. The result will be 
higher taxes for those industries whose percentage 
of taxes paid is significantly low relative to the 
average for all businesses. The commercial banking 
industry, which pays a rate a little better than 
half of the average, stands out as one of those in
dustries. This means . . . that you [banks] will 
be paying higher taxes in the future, just as will 
the savings and lean associations, the mutual sav
ings banks, the petroleum industry, real e3tate 

17Tax Reform Act of 1969, Statutes at Large, LXXXIII, m\ 
sec. 433(a), (d)(1), 623-24 (19^;~ " Pr' 

l8"Higher Bank Taxes Predicted," loc. cit. 



45 

operators, and those Individuals who have been able 
to combine tax preferences in such a manner as to 
minimize, or even eliminate, their Federal tax pay
ments .19 

Therefore, it appears most likely that the capital gains 

treatment of banks* long-term profits on debt securities was 

eliminated simply because it was a convenient way for the 

federal legislators to accomplish their goal of increasing 

the taxes of banks—among other historically low-taxpaying 

groups—in response to public pressure. And it should be 

retain the unique privilege of deducting from ordinary in

come all security losses in excess of security gains. 

Even if it could be reasoned, and documented, that the 

cause of the elimination of the capital gains treatment for 

banks* long-term gains on debt securities was some banks* 

amortization of bond discounts in recent years, the threat 

of Increased taxes is hardly justification for varying from 

generally accepted accounting principles. For a bank, or 

any other organization, to avoid paying its fair share of 

taxes via "hidden income" resulting from deviation from ac

counting principles generally accepted and used by other 

19lbid., 28. 

5 
noted that while it might seem somewhat punitive for the * 

legislators to deny banks the long-term capital gains treat- !j 
•i> 

ment on profitable bond sales while that tax advantage is ft;R| 

still available to other investors, banks were permitted to fl 

* 
I 



46 

organizations is hardly within the bounds of the commonly 

accepted and completely creditable practice of "tax 

avoidance." 

Developments of the 1963-1969 Period 

In 1965 Regulation F provided that state banks could ac

crete discounts on investment securities if they so desired. 

It further provided that if a bank subject to the Regulation 

chose not to accrete discounts, the amount that could have j \ 

been accreted had to be set forth in a footnote to the fi-

20u.S., Federal Reserve System, Board of Governors, 
op. cit., XXX, No. 7, Jan. 12, 1965, 390. 

21shipley, op. cit., IO6. 

on "̂  
nancial statements .̂'-' Obviously, the Regulation was encour- n 
aging discount amortization; in fact, an executive vice 

president of a large bank has written that banks were given i! 

C 
HI If! II 

•J 

the option not to amortize only because several banks com- 4̂  
f;;., 

plained to the regulatory authorities that the benefits '1' 

would not justify the increased accounting costs.21 

The Comptroller of the Currency, in his I967 regula

tions, stated that national banks thereafter had the option 

of accreting discounts. He required, however, that if a 

bank did accrete discounts and the amount of the accretion 

in any year amounted to 5% or more of bond income, the 

amount of the accretion, net of taxes, had to be disclosed. 

No disclosure^was required if the bank did not accrete 



discounts.22 Therefore, while permitting it for the first 

time, the Comptroller certainly did not appear to be encour

aging discount amortization. 

Early in 1968 the AICPA*s Committee on Bank Accounting 

and Auditing, in its Audits of Banks, came out strongly in 

favor of bond discount accretion by banks.23 jn the July 

1969 meetings of representatives of the AICPA, the SEC, the 

American Bankers Association, and the federal bank regula

tory agencies, no definitive gains were made with respect to 

greater acceptance, or regulatory compulsion, of discount 

accretion. In fact, the FRB and the FDIC, in their late 

1969 revisions of Regulation F, modified their requirements 

regarding discount accretion to bring them into agreement 

with the 1967 requirements (unchanged in this regard in 

1969) of the Comptroller of the Currency, with the addi

tional stipulation that the amount of discount accretion, if 

separately disclosed due to the 5% rule, be shown gross, 

rather than net of taxes, with the amount of applicable de

ferred taxes shov/n also. 24 This change by the FRB and the 

22u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Form and Con
tent of Financial Statements," op. cit. , XXXII, No. 90, 
May 10, 1967, 7071. 

23committee on Bank Accounting and Auditing, Audits of 
Banks, pp. 34-35. 

2^U.S., Federal Reserve System, Board of Governors, 
op. cit., XXXIV, No. 248, Dec. 30, I969, 20315. 
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FDIC probably was more a reflection of their desire to keep 

their regulation of state banks as much in line as practi

cable with the Comptroller's regulation of national banks 

than a change in their attitude with respect to discount 

amortization. 

Current Status of Discount Amortization 

It is unfortunate that the federal bank regulatory agen

cies—particularly the Office of the Comptroller of the Cur- '^ 

extreme balance-sheet conservatism for banks in their con

sideration of bond discount amortization during the I963-

1969 period. By merely giving banks the option to amortize 

discounts, rather than requiring it, the agencies sanctioned 

the divergent practices which have subsequently developed. 

Some banks now amortize all discounts in accordance with 

generally accepted accounting principles, some banks amor

tize no discounts in accordance with their past practice, 

and some banks use a hybrid system of amortizing discounts 

on certain types of securities but not on other types of 

securities. To make matters worse, a bank is not required 

to disclose the particular practice v;hich it follows with 

respect to discount amortization unless discounts are amor

tized and the amount of the amortization in a year is 5% or 

more of bond income for that year. This situation, of 

course, is detrimental to the comparability of banks' 

-I 

rency—could not overcome their historical tendency toward ^ 



^9 

financial statements. 

The current status of bond discount amortization by com

mercial banks is, however, better than it was before 1965. 

At least banks which desire to follow generally accepted ac

counting principles can now do so in this regard. However, 

many banks do not have this desire and thus have not taken 

the option of discount amortization for all investment secu

rities; it can only be hoped that pressure from accountants, 

financial analysts, and other interested parties will influ- SJ 

ture or will encourage the federal bank regulatory agencies ,> 

ence these banks to opt -for discount amortization in the fu-

to make discount amortization compulsory. 
.1 

I 
'J 

Methods of Amortization j 

There are two generally accepted methods of amortizing 

bond premiums and discounts: (1) the straight-line method 

and (2) the constant-yield method. The straight-line method 

is applied by dividing the premium or discount on a bond by 

the number of periods (years, quarters, or months, as de

sired) from its purchase date to its maturity date and amor

tizing the premium or discount each period by an amount 

equal to the quotient. This method, because of its sim

plicity and easy adaptability to hand-posting procedures, is 

widely used by banks. However, straight-line amortization 

is theoretically Imperfect because it results in varying 

yields for each period to maturity and the direction of 
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the variances for bonds purchased at a premium is different 

from that for bonds purchased at a discount. For bonds pur

chased at a premium, the lowest yields occur in the early 

periods after purchase and the highest yields in the later 

periods approaching maturity.25 For bonds purchased at a 

discount, the highest yields occur in the earlier periods 

and the lowest yields in the later periods. 

The constant-yield method, also commonly called the 

'*effective-rate" method or the "interest" method, is based 

on the theory that a bond is purchased at a price other than ^ 
Tl 

par to yield to maturity a certain interest rate higher or ? 
•Z 

lower than the stated, or coupon, rate and the amount of 

interest recorded for each period the bond is held should 

therefore be reflective of this yield. This method neces

sitates separate computations for each accounting period and 

results in a different amount of amortization each period. 

Constant-yield amortization is theoretically sound and defi

nitely more realistic than straight-line amortization, but 

its use by banks has been somewhat limited due to the sub

stantial amount of computations and detail record-keeping 

involved.26 (The constant-yield method was approved by the 

AICPA*s Accounting Principles Board in its APB Opinion 

25Harold W. Kurtz, "A *Horseless Carriage* Approach to 
Amortizing Bonds," The Bankers Magazine, CLII, (Autumn, 
1969), 77. 

26ibid. 

I 

I 
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No. 12, released in December 1967.̂ '̂ ) 

There are some who feel that both the straight-line and 

the constant-yield methods of bond premium and discount amor

tization have a common weakness—failure to reflect the li

quidity preference of the market. They state that except in 

periods of very high short-term yields, which do not occur 

often and are relatively short-lived, the highest bond 

yields are found in the longer maturities and the lowest 
i 

yields in the shorter maturities, reflecting the decreasing •< 

risks of default and changing market conditions as maturity 

draws nearer. The amortization method which they propose in 

order to give proper accounting recognition to these reali

ties of the market place is called the declining-yield 

method. As its name indicates, this method provides for the 

recording of interest earned on a bond at a lesser amount in 

each successive accounting period as the bond approaches ma

turity. The method is somewhat more complicated and gener

ally involves a greater amount of time and effort, depending 

upon the degree of sophistication desired, than either of 

the two generally accepted methods of amortization.28 

Obviously, the constant-yield method (which has been 

27Accounting Principles Board, Omnibus Opinion—1967, 
APB Opinion No. 12, Opinions of the Accounting Principles 
Board (New York: American Institute of Certified Public 
Accountants, Inc., I967), p. 194. 

28 Kurtz, op. cit., 76-81. 
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adopted recently by at least one very large bank, Mellon 

National Bank and Trust Company, Pittsburgh, Pennsylvania29) 

and the declining-yield method are more realistic in terms 

of reflecting bond-portfolio-management economics and mar

ket realities than the conventional straight-line method. 

A determination of which of these two yield-oriented methods 

is theoretically preferable is beyond the scope of this 

study. The purpose of the discussion here is simply to re-

view briefly the methods of bond premium and discount anior- 3 
ft 

tization which banks have used or may use in the near future ^ 
IB 

and to make the following observation regarding banks * ca- ;, 
il 

pacity to use any of the methods. «• 

In this age of computer electronics, banks have been— 

partly by innovation and partly by necessity—among the 

leaders in American business and industry in taking advan

tage of the capabilities of the highly sophisticated com

puters which have become available in recent years. These 

computers are now handling in minutes numerous bank account

ing chores that previously required hundreds of man-hours. 

There are very few, if any, medium-sized and larger banks 

which do not already have the computer capacity to handle 

any one of the three bond premium and discount amortization 

methods discussed here, and many smaller banks have 

29"Accounting Change," Mellon National Bank and Trust 
Company 1970 Annual Report (Pittsburgh: Mellon National 
Bank and Trust Company, 1971), p. 19. 
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electronic data processing equipment sufficient at least to 

handle the straight-line method. 

Certainly there are few publicly owned banks which can 

justify the failure to amortize premiums and/or discounts 

on investment securities due to the bookkeeping work in

volved. Furthermore, the many banks with computer capacity 

to handle one or both of the yield-oriented amortization 

methods should give these methods serious consideration. A 
i 

noted investment officer of a New York bank, in bemoaning jj 
ft 

the fact that most banks with substantial computer capacity ^ 
n 

are still using methods of accounting for security earnings ,^ 
E 

which were i n the pas t the only methods p r a c t i c a b l e due to " 
>i 

the limitations imposed by manual bookkeeping, has made the 'J 

following trenchant comments: 

The bookkeeping methods most widely used for calcu
lating the current yield on bonds held in bank 
portfolios are in direct variance—not only with 
the theory of interest rates, but with the practi
cal experience of the past. 

The persistence of these methods in the new 
era of electronic data processing is a little like 
the early auto makers who built their cars as if 
the driver still had to be high enough to look over 
the horse's head to see the road. We have seen how 
the computer can help us make investment decisions 
because of its ability to analyze masses of data in 
minutes. EDP also opens up the way to more real
istic accounting for our security earnings.30 

30Kurtz, op. cit., 77 

I 



CHAPTER VI 

GAINS AND LOSSES ON SALES OP SECURITIES 

A bank sells Investment securities for two basic rea

sons : (1) to meet an unusual Increase in loan demand or 

decrease in deposits, or both, and (2) to adjust the invest

ment portfolio. Substantial and sudden changes in loan de

mand and deposits are rare occurrences, whereas investment 

portfolio adjustments are quite coirmion. These adjustments 

^Austin, op. cit., pp. I89, 193. 

i 
involve the sale of securities and reinvestment of the pro- * 

ceeds in other securities for the purpose of shortening ^ \ 

maturities, raising quality, or improving income. Natu- G 
H 

rally, gains and losses result from these transactions. 9 

Accounting and Reporting Prior 
to the 1963-1969 Period f • 

. ' 
Prior to the 1963-1969 period, banks commonly used four 

separate accounting and reporting treatments for gains and | 

losses on sales of both investment and trading securities: 

(1) direct charge or credit to undivided profits, (2) di- [jjjl 

rect charge or credit to a security reserve account, (3) 

inclusion in operating income and expense, and (4) inclu

sion in nonoperating income and expense.•*• 

Either of the first two treatments obviously resulted 

54 n 
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In misstated income, and the second additionally misstated 

net assets and undivided profits. The third method could 

be questioned only if gains and losses—as realized—are 

not current operating Income and expense items, and the 

fourth was questionable only if gains and losses are prop

erly includible in current operating results. 

Banks rarely reported a net income figure, reporting 

instead Only net operating income. The total (or net) of 

any items shown on the income statement below net operating 

income was normally designated as "transferred to undivided 

income statement, it commonly included such items as trans

fers to and from various reserve accounts, charges for bad 

debts and credits for recoveries on loans previously writ

ten off, and net gains or losses on sales of securities. 

Developments of the I963-I969 Period 

In 1965 Regulation P stated that gains and losses on 

banks* investment securities should be considered nonop

erating income and expense items and were therefore to be 

shown, net of tax effect, in the nonoperating section of 

the income statement. The Regulation stated that gains 

and losses on trading securities should be treated as op

erating income and expenses.2 in his I967 regulations. 

2u.S., Federal Reserve System, Board of Governors, 
op. cit., XXX, No. 7, Jan. 12, 1965, 390-91. 

I 
ft 

profits." If a nonoperating section was included in the > 
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the Comptroller of the Currency followed suit.3 in 1968 

the AICPA*s Committee on Bank Accounting and Auditing stated 

its opinion that both of these treatments of banks* gains 

and losses on securities were in conformity with generally 

accepted accounting principles. However, the Committee 

stated that the exclusion of gains and losses on investment 

securities from the determination of an amount designated 

as net income was a violation of the requirements of Ac

counting Principles Board Opinion No. 9 and therefore was 

not in conformity with generally accepted accounting prin- ,̂  

clples.^ > 

In the July 1969 meetings of representatives of the 

AICPA, the SEC, the American Bankers Association, and the 

federal bank regulatory agencies, agreements were reached 

for some very significant changes in bank accounting and 

reporting. Perhaps the most important change was the new 

requirement that banks * income statements include an amount 

designated as net income. Also, pertinent changes were 

made in accounting and reporting requirements for reserves 

and loan losses and recoveries whereby these items were 

removed from the nonoperating section of the income 

3u.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Form and Con
tent of Financial Statements," op. cit. , XXXII, No. 90, 
May 10, 1967, 7071. 

^Committee on Bank Accounting and Auditing, Audits of 
Banks, pp. 37, 4l. 

i 
ft 
6 
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statement. The effect of these changes, therefore, was to 

place banks* income statements in compliance with the re

quirements of APB Opinion No. 9. It should be noted, how

ever, that the AICPA representatives were agreeable, and 

the bank regulatory agencies did require, that the net gain 

or loss on sales of investment securities be included in 

the income statement as a nonoperating item immediately fol

lowing an amount captioned "income before securities gains 
j 

(losses)," which is the equivalent to the former net oper-̂  3 
ft 

atlng earnings. Furthermore, while the AICPA represen- * 
t\ 
{\ 

tatives considered it optional, the bank regulatory agencies 
made it mandatory that a per-share amount be presented for 

•I 

income before securities gains (losses).5 % 

Certainly there can be no doubt that the inclusion of 

gains and losses on trading securities in current operating 

results is proper, since the principal objective of handling 

these securities, in addition to providing a service to bank 

customers, is to carry on trading operations for the purpose 

of producing gains. 

With respect to gains and losses on investment secu

rities, however, the current accounting and reporting 

^Committee on Bank Accounting and Auditing, "*Audits of 
Banks: Supplement,*" 57-61; U.S., Department of the Trea
sury, Bureau of the Comptroller of the Currency, "Banks and 
Banking—Form and Content of Financial Statements," op. cit., 
XXXIV, No. 245, Dec. 23, 1969, 20043-45; U.S., Federal Re
serve System, Board of Governors, op. cit., XXXIV, No. 248, 
Dec. 30, 1969, 20315-16. 

.1 I 
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practices have caused soma serious problems and represent 

one of the greatest weaknesses in bank accounting and re

porting today. It is for this reason that a discussion of 

the controversial "deferral and amortization" method of 

recognizing banks' gains and losses on investment securities 

follows. 

Deferral and Amortization 

i 
Theory of Deferral and Amortization 3 

Under the deferral and amortization method, a bank's 

gain or loss on the sale of an investment security is amor

tized over the period from the date of sale to the maturity 

date of the security. The amortization is included in net 

operating income and expense for each accounting period 

during this time as an adjustment to interest income on in

vestment securities, and the unamortized balance of the net 

gain or loss on any balance-sheet date is treated as a de

ferred credit or charge and deducted from or added to in

vestment securities. Since a gain or loss on a security 

sale must be immediately recognized for tax purposes, the 

tax effect of each sale is also deferred and amortized over 

the same period as the gain or loss. 

As stated at the beginning of this chapter, banks sell 

investment securities to meet unusual increases in loan de

mand or deposit withdrav/als, or both, and to provide funds 
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for the purchase of other securities. With respect to in

creases in loan demand and decreases in deposits, the v/ord 

unusual is important. Banks structure their investment 

portfolios so that significant amounts of securities mature 

daily or weekly on a continuous basis. The proceeds from 

these maturing securities normally provide for short-term 

and seasonal, or gradual long-term. Increases in loans 

and/or decreases in deposits. In addition, a substantial 
i 

portion of a bank's portfolio will normally mature within < 

one year. Among banks, this portion—commonly referred to , 

in bankers' terms as the "secondary reserve" (highly liquid 

securities convertible into cash with minimal losses) — 

varies considerably in size in relation to the total port

folio, depending upon each bank's operating environment. A 

study of member banks of the Sixth Federal Reserve District 

in 1965 revealed that approximately 30^ of these banks' in

vestment portfolios consisted of securities maturing in less 

than one year.6 In the event of an unusual increase in loan 

demand and/or decrease in deposits, a bank can sell secu

rities from this portion of its investment portfolio without 

significant losses. 

In addition to maturing securities and the secondary 

6Harry Brandt and Robert R. Wyand II, "A Shift in Bank
ing Philosophy? An Examination of Bank Investment Prac
tices," in Innovations in Bank Management: Selected Read
ings , od. by Paul F. Jessup (New York: Holt, Rinehart and 
Winston, Inc., I969), p. 68. 
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reserve, banks have other sources of funds for short-term 

needs. The most common such source is the federal funds 

market wherein banks borrow Federal Reserve funds on a day-

to-day basis from each other. This market is so active that 

most sizable banks have both borrowed and loaned federal 

funds on their books at all times. Although the lenders may 

change dally, a financially sound bank in need of funds can 

normally obtain them for a period of several weeks or months 

on a constant basis through this market. In the very tight 

credit conditions from mid-1969 to the second quarter of 

1970, for example, most major banks were consistently 

heavy borrowers of federal funds. Another common source of 

short-term funds for banks is borrowing from the Federal 

Reserve Banks. Other short-term sources of funds, normally 

available only to large banks, are the sale of commercial 

paper through bank holding companies and other affiliates 

and the borrowing of Eurodollars from foreign branches and 

affiliates. 

Therefore, most of banks* sales of investment secu

rities—and particularly those sales of longer-term secu

rities involving significant gains or losses—are made for 

the purpose of reinvesting in other securities. Consider 

the following comments of the Banking Industry Subcommittee 

of the Corporate Information Committee of the Financial 

Analysts Federation in this regard: 

i ; 
d 
•1 
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Some sales may be made to meet loan demand or de
posit withdrawals, some possibly to fund fixed 
asset programs, etc. But it seems reasonable to 
assume that, under present banking conditions of 
significant portfolio depreciation, and flexibility 
under non-deposit, borrowed liabilities, all, or 
most of such sales, on which sizeable losses are 
realized, are made for the purpose of re-aligning 
the structure of an ongoing portfolio of earning 
assets. 

Under the very restrictive monetary conditions 
of 1969, for example, when there was a net liqui
dation of investments to meet loan demand or other 
non-reinvestment requirements, it is believed that 
the heavy losses taken on sales of securities re
late more to realignment of investment portfolios 4 
than to loan demand and/or deposit withdrawals, j 
and that the net portfolio liquidation occurred I 
through maturities, or liquidation of very short > 
maturity issues involving minimum loss. In other ;! • i 
words, we believe, and the testimony of many bank- ^ II 
ers confirms, that few, if any, banks have been, 8 !l 
or are likely to be forced into a "blood bath" of " ff 
investment depreciation to satisfy noninvestment j 
portfolio needs.7 1 

The objective of a bank*s investment security port

folio is to provide the bank with liquidity, safety of 

funds, and income.° In seeking to meet this objective at 

all times, bank investment portfolio managers frequently 

sell securities and reinvest the proceeds in other secu

rities in order to shorten maturities, raise quality, or 

improve income. 

A bank may from time to time need to shorten the 

7Financial Analysts Federation, Banking Industry Sub
committee of the Corporate Information Committee, ""A State
ment of Policy on Current Accounting Regulations Affecting 
Reported Bank Earnings" (exposure draft. New York, Oct. 7, 
1970), pp. 7-8. (Xeroxed.) 

^Reed, op. cit., p. 421. 
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maturities of a portion of its Investment portfolio in order 

to strengthen its secondary reserve or provide for evenly 

staggered maturities. Since banks are prohibited by the 

regulatory authorities from purchasing any securities which 

are not of relatively high quality, it is not often that a 

bank will have in its portfolio securities of questionable 

quality. However, occasionally a security which was be

lieved to be "high quality" when purchased by a bank will 

later become suspect as a result of subsequent financial 5 
II 
> 

problems encountered by its issuer. When this situation . 
I 

occurs, the bank—often with the "encouragement" of its } 
regulatory agency—will normally sell the security as soon 

as possible. 

Most of banks* sales of investment securities are made 

for the purpose of improving income. Sometimes this is 

accomplished simply by selling one security and purchasing 

at a higher yield—which results from various factors in the 

market place—a similar type of security or securities of 

substantially equal maturity and quality. More often, it is 

accomplished by selling one security and purchasing one or 

more other securities of a different maturity, a different 

type, or a lesser quality. 

Within the limits of practicability and proper bank 

portfolio management, most sizable banks follow a policy of 

using to their best advantage the business cycles of the 
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U.S. economy in their investment portfolio operations. 

Since World War II this nation has experienced a series of 

periods of vigorous business activity followed by lulls or 

recessions. The former are characterized by relatively 

high levels of employment, rising prices, strong demand for 

bank credit, rising interest rates, and monetary restraint; 

the latter, by rising unemployment, relative price sta

bility, slackening demand for bank credit, falling interest 

rates, and monetary ease.° 

In periods of rising interest rates, a bank's investment 

portfolio will be depreciating in market value. During 

these periods the bank can sell depreciated securities at a 

loss and reinvest the proceeds in longer-term, higher-

yielding securities of comparable type and quality.1^ Con

sider the example in Table 1 on page 64. This "portfolio 

switch" results in a net gain cf $4,713 per year for three 

years, or a total profit of $14,139. 

In periods of falling interest rates, a bank's invest

ment securities will be appreciating in value. During 

these periods a bank can sell appreciated securities in 

order to realize gains thereon and then reinvest the pro

ceeds in shorter-term securities of comparable type and 

^Howard D. Crosse, Management Policies for Commercial 
Bank^ (Englewood Cliffs, N. J.: Prentice-Hall, Inc., 1962), 
pp. 252-53. 

IQibid., p. 254. 
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TABLE 1 

PORTFOLIO SWITCH IN PERIOD OF RISING INTEREST RATES 

SELL 

Par Interest Years to Book 
Value Rate Maturity Value Proceeds Loss 

$1,000,000 4% 3 $1,000,000 $970,000^ $30,000 

Less tax effect--48% 14,400 
Loss on sale, net of tax $15,600 
Annual interest forfeited, net of tax 

Annual 
Interest 
$40,000 

19.200 

$20,800 

BUY 

Par Interest 
Value Rate 

$984,400 6% 

Less tax--48% 
Annual interest, net of 

Years to 
Maturity 

7 

tax 

Cost 
$984,400'' 

Annual 
Interest 
$59,064 

28,351 
$30,713 

ANALYSIS (all amounts net of taxes) 

Annual interest on security purchased 
Less: Annual interest on security sold 

Loss on sale divided by number of 
years to maturity of security 
sold 

Annual profit for three years on switch 

$30,713 
$20,800 

5,200 26,000 
^ ^713 

^Based on a yield to maturity of 5.107o. 

^Proceeds of the sale plus the tax saving resulting from the 
loss. (In reality, assuming this total amount is to be rein
vested in the switch, sufficient funds would normally be added to 
the total to bring the amount of the purchase up to a more even 
figure, since most bonds are issued only in multiples of $1,000, 
$5,000, or $10,000, but these additional funds are not properly 
includible in the calculation of the profit on the switch because 
the funds were not made available by the sale under examination.) 

I 
a 

il 
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quality in anticipation of higher interest rates being 

available upon their maturity.H Consider the example in 

Table 2 on page 66. This portfolio switch results in a net 

loss of $7,232 the first year and a net gain of $6,173 an

nually for the next five years, or a total profit of $2 3,633 

over six years. 

It is significant to note that the gain on the sale of 

securities in the example in Table 2 Is taxed at ordinary 

tax rates (normal tax and surtax, totaling 48^ of taxable 

income), not the capital gains tax rate. As discussed in 

Chapter V, the Tax Reform Act of 1969 eliminated the capital 

gains treatment cf banks' long-term profits on debt securi

ties. (It was assumed for the purposes of the example that 

the securities sold were purchased after July 11, I969, and 

therefore were not eligible for partial long-term capital 

gains treatment under a transitional rule provided by the 

1969 Act.) 

The examples in Tables 1 and 2 involved switches of tax

able securities of comparable quality but different maturi

ties for the purpose of taking advantage of the business 

cycle with its rising and falling interest ratec. There are 

times, however, when a bank may prefer not to alter the mix 

of maturities in its investment portfolio. At such times 

the bank can often engage in profitable portfolio switching 

I 

l̂ Ibi_d. , p. 256. 
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TABLE 2 

PORTFOLIO SWITCH IN PERIOD OF FALLING INTEREST RATES 

SELL—3/1/71 

Par Interest Years to Book 
Value Rate Maturity Value 

$1,000,000 6% 6 $1,000,000 
Proceeds Gain 
$1,060,000^ $60,000 

Less tax--48% 
Gain on sale, net of tax 
Annual interest forfeited, net of tax 

BUY—3/1/71 

Par Interest Years to 
Value Rate Maturity 

$1,031,200 3%% 1 

Less tax--48% 
Interest, net of tax 

BUY—3/1/72 

Par Interest Years to 
Value Rate Maturity 

$1,031,200 6% 8 

Less tax--48% 
Annual interest, net of tax 

ANALYSIS (all amounts net of taxes) 

28.800 
$31,200 

Cost 
$1,031,200b 

Cost 
$1,031,200 

Year 
3/1/71-
3/1/72 

Annual 
Interest 
$60,000 

28,800 

$31,200 

Annual 
Interest 
$36,092 

17,324 
il8,768 

Annual 
Interest 
$61,872 

29,699 
$32,173 

Annually 
3/1/72-
3/1/77 

Interest received 
Less annual interest on security sold $31,200 
Plus gain on sale divided by number of 

years to maturity of security sold 5,200 
Profit (loss) on switch 

$18,768 $32,173 

26,000 
$(7.232) $ 6,173 
26,000 

^Based on a yield to maturity of 4.84%. 

^Proceeds of the sale less the tax on the gain. (In reality, 
assuming this net amount is to be fully reinvested in the switch, 
sufficient funds would normally be added to bring the amount of 
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TABLE 2--Continued 

the purchase up to a more even figure, since most bonds are issued 
only in multiples of $1,000, $5,000, or $10,000, but these addi
t iona l funds are not properly includible in the calculat ion of the 
prof i t on the switch because the funds were not made available by 
the sale under examination.) 

with tax-exempt s e c u r i t i e s , pa r t i cu la r ly i f i n t e r e s t ra tes 

are high or r i s i n g . This type of switch involves se l l ing a 

securi ty at a subs tan t ia l loss due to high or r i s ing i n t e r 

est ra tes and using the proceeds to purchase a tax-exempt } 
» 

securi ty or s ecu r i t i e s se l l ing at or near par . The gain J 

produced by the switch i s the resu l t of the loss on the sale I 

being tax deductible while the higher i n t e r e s t earned on the | 

securi ty or s ecu r i t i e s purchased i s tax exempt.12 The secu- I 
» 

r i t y sold can be e i the r a taxable or a tax-exempt secur i ty , j 

since a loss on the sale of e i the r i s tax deductible. Con

s ider the example in Table 3 on page 68. This por t fo l io 

switch r e su l t s in a net gain of $2,9^5 per year for five 

years , or a t o t a l prof i t of $l4,725. 

I t should be noted that the por t fo l io switches in Tables 

1 and 2 would also be applicable to tax-exempt s e c u r i t i e s . 

Furthermore, while the switches in Tables 1, 2, and 3 a l l 

involved secu r i t i e s of comparable qua l i ty , i t should be r ec 

ognized that income could have been increased even further 

in any of these examples by switching into secu r i t i e s of 

^^Paul S. Nadler, "The New Tax Law and the Banks," 
Banking, LXII (February, 1970), 9^. 
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TABLE 3 

PORTFOLIO SWITCH INVOLVING TAX-EXEMPT SECURITIES 

SELL 

Par Interest Years to 
Value Rate Maturitv 

$1,000,000 3V/c 5 

Less tax effect--487o 
Loss on sale, net of tax 

Book 
Value Proceeds Loss 

$1,000,000 $925,000^ $75,000 

36,000 
$39,000 

Annual 
Interest 
$32,.̂ 00 

BUY 

Par Interest Years to Annual 
Value Rate Maturity Cost Interest 

$961,000 4^% " 5 $961,000*^ $43',2A5 

ANALYSIS 

Annual interest on fecurity purchased $43,245 
Less: Annual interest on security sold $32,500 

Loss on sale (net of tax) divided by 
number of years to maturity of 
security sold 7,COO 40,300 

Annual profit for five years on switch $ 2,945 

^Based on a yield to maturity of 4.967c.. (In this example it 
is assumed thai: the security sold and the security purchased are 
of substantially equal quality and that the market yield for such 
tax-exempt securities with five years to maturity is approximately 
4'2%. The reason that the yield to the buyer on the security sold 
in this example is greater than 4^% is because part o£ the income, 
i.e., the discount to be realized at maturity, is not tax free. 
If the purchaser is not a bank and is therefore eligible for the 
capital gains tax treatment of long-term profits on debt secu
rities, the discount realized at maturity will be taxed as a long-
term capital gain. If the purchaser is a bank, the realized dis
count will be taxed as ordinary income.) 

^Proceeds of the sale plus the tax saving resulting from the 
loss. 
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lesser, yet acceptable, quality. 

In the Analysis of each of the switch transactions 

shown in Tables 1, 2, and 3, it should be emphasized that 

the gain or loss on the security sold was amortized over the 

period to the maturity of that security. This amortization 

is necessary in order to properly reflect the economic re

ality of each switch transaction—that each transaction was 

made for the purpose of increasing income over the remaining 

life of the security sold. It seems only reasonable that 

the accounting and reporting of banks, as well as all other 

business enterprises, should recognize as nearly as possible 

•fctie true economic effect of any business transaction. 

The theory of the deferral and amortization method of 

accounting for gains and losses on investment securities is 

that such gains and losses represent adjustments of interest 

income from the sale dates to the maturity dates of the se

curities sold. It recognizes that gains on security sales 

represent compensation for the reinvestment of the proceeds 

in currently lower-yielding securities and the possibility 

of continuing lower yields throughout the periods to the ma

turities of the securities sold, and it recognizes that 

losses on security sales represent the penalty for reinvest

ing in higher-yielding securities for the remaining periods 

to the maturity dates of the securities sold.^B 

^^Larkln, op. cit., ^9-50 

l! 
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Using the example in Table 1, the deferral and amor

tization method would result in an increase of $4,713 in net 

income each year for the three years from the sale date to 

the maturity of the security sold. Under current bank ac

counting practices, however, the switch transaction would 

result in an immediate decrease of $15,600 in net income and 

an annual increase of $9,913 for each of the next three 

years. In each case the net result is the same for the en

tire three-year period—an increase of $l4,139 in net in

come. Certainly the deferral and amortization method more 

clearly reflects the economic effect of the switch trans

action for each of the accounting and reporting periods dur

ing these three years. 

Arguments Favoring Deferral and Amortization 

One of the most serious problems resulting from the cur

rent accounting and reporting treatment of gains and losses 

on bank securities is its potential effect upon the operat

ing decisions of bank managements. Now that banks must re

port a net income figure, which must include realized gains 

and losses on investment securities, bank managements must 

consider the effects of portfolio operations upon net in

come . It is a well-known fact that in the long run the com

mon stocks of companies with steadily increasing earnings 

tend to fare better in the market place than the stocks of 

companies with earnings which increase and decrease 
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sporadically from year to year, and it is the goal of man

agement to maximize the value of stockholder investment. 

If a bank's management wishes to maximize long-term income 

from investment securities through a vigorous portfolio-

switching policy, it must be prepared to accept the conse

quences with regard to net income, which is almost certain 

to show a number of significant changes in both directions 

over several years even though income before securities 

gains and losses might increase steadily during these years. 

The alternative, of course, is to forgo many desirable 

bond switches—thereby sacrificing the maximization of long-

term investment income—in order to avoid the erratic effect 

on net income. Consider the following comments by Cates: 

The important thing about realized gains and losses 
is . . . that they are undertaken as marginal ad
justments (hopefully favorable) of true net yield 
in an ongoing portfolio. The amortization or aver
aging techniques . , . recognize this basic truth 
of portfolio management. 

The completed transaction technique, however, 
not only shatters the essential smoothness of the 
bank earnings curve, but will probably lead to a 
sacrifice of desirable bond switches. Future earn
ing power, in other words, is apt to go up in sweet-
smelling smoke on the altar of today's P/E ratio.1^ 

The following statement was made by the Banking Industry 

Subcommittee of the Corporate Information Committee of the 

Financial Analysts Federation in criticizing the inclusion 

of investment securities gains and losses—as realized—in 

^^David C. Cates, "What's Wrong with the New Account
ing?" Bankers Monthly Magazine, LXXXVI (Sept. 15, 1969), 12. 
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banks » net income: 

The resolve of managements to undertake worth
while switches Is weakened by the emphasis on Net 
Income as a final measure of profitability. Good 
switches are put off, bad ones undertaken and ti
midity rewarded, all because of a desire to improve 
[current] Net Income.15 

The inclusion of realized securities gains and losses in 

banks' net income has created some problems for investors 

and the financial news media. Both of these groups are 

familiar with the term net income, and both normally use net 

income (in total and/or per share) as the most significant 

figure in the earnings reports of any corporation. Nov/ that 

banks are required to report a net income figure, that fig

ure should be—and according to a spokesman for the AICPA, 

is—the most significant figure on the income statement of a 

bank.l^ 

The average investor in corporate stocks has either a 

lack of time or technical competence, or both, to perform an 

in--depth analysis of the available financial data pertaining 

to each company in which he might be Interested for invest

ment purposes. Therefore, he needs something on which he 

can "hang his hat"—some indicator of performance on which 

•^^Financial Analysts Federation, Banking Industry Sub
committee of the Corporate Information Committee, op. cit., 
p. 8. 

^"Leonard M. Savoie, "'Accountant Defends Bank Mea
sures,'" The Journal of Accountancy, CXXX (July, 1970), 69. 
(Reprinted from the April 26, 1970 issue of The New York 
Times.) 
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he can place at least some reliance and which he can easily 

Identify in financial reports and financial news publica

tions. This indicator is earnings per share. 

Most corporations normally report only one earnings-per-

share figure; two figures are reported only when it is nec

essary to distinguish between the results of ordinary opera

tions and the income or loss resulting from material extra

ordinary items.̂ -7 However, under the 1969 reporting regu

lations, banks must now report regularly two earnings fig

ures on a per-share basis: (1) income before securities 

gains (losses) and (2) net income.1^ (If a bank has any ma

terial extraordinary items to report, three earnings-per-

share figures are necessary.) Gone is the old net oper

ating earnings per share with which investors in bsmk stocks 

had become familiar and generally considered to be the 

equivalent of the earnings per share reported by most other 

corporations, and in its place appear these two new figures. 

What is the reaction of the average investor to this 

l^For the purposes of the discussion here, the separate 
reporting of earnings per share on a fully diluted basis 
when appropriate is not considered to be the reporting of 
another earnings-per-share figure since it relates only to 
the computation of earnings per share and does not reflect 
any separate items of income, expense, gain, or loss. 

1°U.S., Department of the Treasury, Bureau of the Comp
troller of the Currency, "Banks and Banking—Form and Con
tent of Financial Statements," op. cit., XXXIV, No. 2^5, 
Dec. 23, 1969, 200^5; U.S., Federal Reserve System, Board of 
Governors, op. cit. , XXXIV, No. 248, Dec. 30, 1969, 20315. 



74 

two-number income presentation? As stated by Cates: 

Most consumers of bank shareholder reports have 
neither the attention span nor the grasp of funda
mentals to regularly use a two-number income con
cept. The standard response of outsiders will be 
to single out "net income" as the basic perfor
mance measure of banks and bank holding com
panies .19 

But if the average investor does single out net income, or 

net income per share, as the bas:c measure of bank perfor

mance, as Cates believes that he will and the AICPA be

lieves that he should, where might this lead him? V/ell, un

less bankers forsake the maximization of long-term invest

ment portfolio earnings in favor of regulating investment 

security transactions in such a manner as to eliminate sub

stantial fluctuations in the net gain or loss thereon from 

year to year, it might lead the Investor into some bad in

vestment decisions. It might also lead him to the conclu

sion that many bank managements are incompetent or that the 

banking business is so volatile that bank stocks are specu

lative investments. 

On the other hand, if the investor chooses to rely on 

income before securities gains (losses) as the basic measure 

of bank performance, he could easily be mislead by over

looking the long-term effect of securities gains and losses 

on bank profitability. 

The news media have the problem of reporting banks' 

19 Cates, op. cit.. 24. 
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quarterly and annual earnings under the new accounting and 

reporting requirements. To report, and often explain, two 

earnings figures for banks is indeed cumbersome and some re

porters have opted to report only one. Much confusion has 

resulted, as noted by the president of New York's First Na

tional City Bank, the second largest bank in the nation: 

The new accounting procedure for bank earnings 
and those of bank holding companies, which was de
signed to enlighten the shareholder as to the per
formance of his investment, has in fact compounded 
the confusion as evidenced by some journalists who 
state that a given bank's earnings are up while 
others working from the same numbers have stated 
that the bank's earnings are down.^^ 

The Financial Analysts Federation's October 7, 1970 exposure 

draft of a position paper on bank accounting and reporting 

includes the following comment and illustration regarding 

press reports of banks' first quarter 1970 earnings: 

Some press reports singled out Income Before Secu
rities Gains (Losses) [(Losses)] for comment, while 
others gave prominence to, or in fact, discussed 
only the Net Income figure. Some showed both. The 
following table illustrates the disparities and con
fusion which naturally flow from this diverse treat
ment . ^1 

^^Walter B. Wriston, "'Banker Scores New Accounting,'" 
The Journal of Accountancy, CXXX (July, 1970), 67.. (Re-
printed from the April 19, 1970 issue of The New York 
Times.) 

^^Financlal Analysts Federation, Banking Industry Sub-
Committee of the Corporate Information Committee, op. cit., 
p. 3. 
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First Quarter 1969-70 
% Change in Per Share 
Income Before 
Securities Net 

Gains (Losses) Income 
Bank of New York Co., Inc. +13.OJS 1 18.3/? 
Bankers Trust N.Y. Corp. 0.0 + l4.7 
Charter New York Corp. +1.1 - 13.0 
Chemical New York Corp. +7.8 - 21.0 
First National City Corp. +5-9 - 7.6 
Marine Midland Banks, Inc. +I6.7 - 2.1 
American Fletcher Corp. +31.3 +II6.3 

Cleveland Trust Co. +12.9 - 26.6 

The Financial Analysts Federation, and security ana

lysts in general, have sided with bankers in urging the 

financial press to give primary emphasis to income before 

securities gains (losses) in reporting banks' earnings. It 

is apparent that this recommendation has been followed more 

and more since mid-1970. For example, in two 1971 issues 

of Financial World, a weekly business and investment maga

zine of some stature in the financial community, articles 

touting certain bank stocks placed heavy emphasis on "oper

ating earnings" (income before securities transactions). 

In the statistical tables the articles presented only 

"operating earnings per share" in comparative form for the 

years 1969 and 1970 and for the first quarters of 1970 and 

1971; price/earnings ratios were shown, based upon the 

"operating earnings per share." The narratives often 

omitted the term operating and therefore used the term 

earnings to refer to income before securities transactions. 

One of the articles made no mention of securities profits 
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and losses whatever; the other mentioned them only briefly 

and in such a manner as to be very misleading, indicating 

that realized gains are necessarily good and realized losses 

are necessarily bad.^^ 

Another problem brought about by the new bank accounting 

and reporting regulations is the possibility of income ma

nipulation by banks. Most sizable banks will at any one 

time have in their investment portfolios some securities 

with significant unrealized appreciation and some with sig

nificant unrealized depreciation.^^ If near the end of an 

accounting period the management of a bank sees that income 

before securities transactions is going to be lower than 

that desired, securities with sufficient unrealized gains 

can be sold that net income, at least, might reflect the 

desired earnings level. Conversely, if income before secu

rities transactions is going to increase at a rate substan

tially greater, as compared to prior periods, than that 

which management believes can be maintained over future 

periods, securities with sufficient unrealized losses can 

be sold that net income will not increase comparably. 

Another comment by the president of the First National City 

22"Bonanza for Big Banks," Financial World, CXXXV, 
No. 17 (April 28, 1971), 10, 19; "Multi-Banks for Conser
vative Accounts," Financial World, CXXXV, No. 22 (June 9, 
1971), 9. 

23Larkin, op. cit., 51. 
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Bank is appropriate here: "The reason that bond profits and 

losses have been excluded [from the determination of bank 

earnings] for so many years is that including them opens up 

a Pandora's box by giving the option of managing earn

ings. "2^ 

Financial analysts, as well as investors who attempt to 

perform their own analyses, find the new bank net income 

figure to be virtually useless from an analytical stand

point. In addition to comparing the net income of a corpo

ration from period to period, analysts also normally com

pute several ratios based upon net"income for comparison 

from period to period and for comparison with similar ratios 

of competitors. These ratios, such as "return on capital" 

and "return on assets," are meaningless for banks due to the 

fluctuations in net income caused by realized securities 

gains and losses.25 Analysts are therefore forced to use 

banks' income before securities gains (losses) for com

puting these ratios or to average the gains and losses over 

an arbitrary number of years in attempting to obtain mean

ingful and useful ratios. 

24wriston, op. cit., 68. 

25»»New Bank Accounting Procedures," Capital National 
Corporation/Capital National Bank 1969 Annual Report 
(Houston: Capital National Corporation/Capital National 
Bank, 1970), Financial Section (pages not numbered). 
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Arguments Opposing Deferral and Amortization 

The principal argument advanced against the deferral and 

amortization method of accounting for banks' securities 

gains and losses is that realized losses are carried for

ward as an asset on the balance sheet. Those who support 

this argument state that a realized loss has no value be

cause it is applicable to an asset no longer owned.2° This 

reasoning is logically refuted by Larkin, as follows: 

Deferred balances [of securities losses] do not 
apply to the securities that have been sold (al
though the sales gave rise to them) but to the as
sets acquired or, in the case of temporary with
drawal of funds, to be acquired with the sales 
proceeds. In addition, the aggregate asset values 
are no different than they would have been had the 
sales never occurred. For example, a $1,000 bond 
purchased at par would continue to be carried at 
par, even though its current market price was $980. 
On the other hand, if it were sold, the $980 sales 
proceeds could be immediately reinvested to pur- fi 
chase $1,000 face amount of an identical security. 
The newly purchased security would be carried at 
$980 and the deferred balance would be $20 for the 
same $1,000 total book value.2' 

Another argument put forth by those opposing deferral i 

and amortization is that its application would be difficult 

if some gains and losses were to be deferred and others im

mediately recognized. This argument stems from the view of 

some that deferral should apply only in certain cases, e.g., 

only when the proceeds from a sale of an investment security 

2^Larkin, op. cit. , 51. 

27 Ibid., 51-52. 
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are Immediately reinvested in another Investment security or 

securities. Under this practice each deferred balance would 

have to be Identified with the security or securities pur

chased with the proceeds of a sale so that the unamortized 

balance could be written off, along with the related balance 

of the deferred income tax effect, if such security or secu

rities were later sold prior to the expiration of the amor

tization period in a transaction or transactions not quali

fying for the deferral treatment.28 

Admittedly, this procedure would involve a considerable 

amount of bookkeeping detail for many banks and might there

fore be extremely burdensome for banks with very active in

vestment security portfolios. As suggested by the AICPA's 

Committee on Bank Accounting and Auditing, in order to 

lessen this burden deferred balances could be grouped by ap

proximate amortization period, with each group considered to 

be applicable pro rata to the total investment security 

portfolio.29 Under the "total deferral" concept of deferral 

and amortization of securities gains and losses discussed 

later in this chapter, however, even this grouping pro

cedure would be unnecessary. 

Opponents of the deferral and amortization method have 

28Ibid.., 51; Committee on Bank Accounting and Auditing, 
Audits of Banks, pp. 39-40. 

29Committee on Bank Accounting and Auditing, Audits of 
Banks, pp. 40-4l. 
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stated that the method would provide bank management with 

too much flexibility in reporting operating earnings. They 

point out, for example, that in cases where securities were 

being sold to obtain funds for both reinvestment in other 

securities and for uses not qualifying for the deferral 

treatment, management could identify the profit sales with 

the reinvestment activity and the loss sales with the other 

needs for funds, thereby deferring and amortizing the 

profits to increase operating earnings but recognizing the 

losses as nonoperating charges.30 

As discussed earlier in this chapter, most of banks' 

sales of investment securities, and particularly those sales 

involving substantial gains or losses, are made in order to 

reinvest the proceeds in other securities for the purpose of 

maximizing long-term earnings on investment securities. 

Furthermore, one of the principal purposes of the deferral 

and amortization method as proposed in this study is to 

eliminate the presentation of two bank earnings figures 

except when material extraordinary items must be reported; 

and under the "total deferral" concept of deferral and amor

tization discussed later in this chapter, the argument re

garding the manipulation of operating earnings is nullified. 

Some oppose deferral and amortization by maintaining 

that the sale of an investment security constitutes a 

^^Larkin, op. cit. , 51. 
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completed transaction and therefore that any gain or loss 

on such a transaction must be recognized immediately in 

compliance with generally accepted accounting principles.31 

If, in reality, most—or all—of banks' sales of invest

ment securities involving significant gains or losses are 

Indeed completed transactions, then this argument against 

deferral and amortization is difficult, if not impossible, 

to overcome. On the other hand, however, if most of these 

sales are merely made as yield adjustments in an ongoing 

portfolio of earning assets for the purpose of maximizing 

long-term income, then such sales do not represent completed 

transactions and the deferral and amortization treatment of 

gains and losses resulting therefrom does not represent a 

departure from generally accepted accounting principles. It 

is believed that this study has shown that most of banks' 

sales of investment securities involving significant gains 

or losses do not represent completed transactions in terms 

of economic effect. 

Current Status of Deferral and Amortization 

Even before the 1969 bank accounting regulations were 

promulgated, some banks were giving consideration to the de

ferral and amortization method of recording gains and losses 

31Committee on Bank Accounting and Auditing, Audits of 
Banks, p. 39. 
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on investment securities.32 in May 1967, however, the three 

federal bank regulatory agencies notified the banks under 

their supervision that this method of accounting for secu

rities transactions would not be permitted.33 

The most authoritative support for deferral and amorti

zation of banks' securities gains and losses was provided in 

1968 by the AICPA's Committee on Bank Accounting and Audit

ing. While this Committee did not support as broad an ap

plication of deferral and amortization as that proposed in 

this study, the Committee firmly supported the practice 

under circumstances which it deemed to be appropriate. In 

stating its support, the Committee made the following per

tinent comments: 

Securities gains and losses represent adjust
ments of yields on investments. Over an extended 
period of years, they are as much a part of over
all investment results as are Interest earn
ings . . . . 

The Committee believes that there is consid
erable logic in the arguments advanced in support 
of the practice of deferring and amortizing secu
rities gains and losses, but only if certain con
ditions are met. When these conditions are met 
. . . and this practice is followed, amortized 

32David C. Cates, "Developing Directions in Bank Account
ing," The Bankers Magazine, CL (Summer, 1967), 32, 36-37. 

33ibid., 32, 37; Will Cooper, "A New Perspective on 
Securities Accounting," Bankers Monthly Magazine, LXXXV 
(Jan. 15, 1968), 35. 
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amounts would not be considered as gains and losses 
but as adjustments of interest earnings.34 

In the Financial Analysts Federation's October 7, 1970 

exposure draft of a position paper on bank accounting and 

reporting, it is strongly recommended that the bank regula

tory agencies amend their bank accounting and reporting 

regulations to require—not merely permit—the use of the 

deferral and amortization method of accounting for gains and 

losses on sales of Investment securities in determining net 

income.35 

The majority of the managements of publicly owned banks 

are not satisfied with the reporting of two per-share income 

figures, and it is believed that most would be willingj if 

not eager, to defer and amortize securities gains and losses 

in order to eliminate this confusing situation. As stated 

in the 1969 Annual Report of a Texas bank which devoted an 

entire page to a discussion of the I969 bank accounting and 

reporting changes: 

A double summary of per-share results leaves 
much to be desired. We earnestly hope that account
ing reforms will be instituted so we may eventually 
present our shareholders with a single, meaningful 
per-share summary of earnings.36 

34committee on Bank Accounting and Auditing, Audits of 
Banks_5 pp. 38-39. 

35Financial Analysts Federation, Banking Industry Sub
committee of the Corporate Information Committee, op. cit., 
p. 10. 

3b"New Bank Accounting Procedures," loc. cit. 
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A few banks with a strong desire to amortize securities 

gains and losses have found a compromise solution.37 Under 

this solution a bank amortizes gains and losses on invest

ment securities into, or against, interest income on secu

rities. Instead of reporting an income before securities 

gains (losses) figure, the bank reports a net operating 

earnings figure which includes the amortization of secu

rities gains and losses. Below this figure, in order to in

clude securities gains and losses on a completed-transaction 

basis in the determination of net income as required by the 

1969 regulations, the bank adds or deducts net realized 

after-tax securities gains or losses and reverses the amor

tized net after-tax securities gains or losses reflected in 

net operating earnings to arrive at a net income figure. 

This procedure is illustrated by the example in Table 4 on 

page 86, adapted from the 1970 Annual Report of The Northern 

Trust Company, a large Chicago bank. 

This compromise solution represents amortization of 

securities gains and losses, but not deferral, since the 

net after-tax amortization is reversed in the income state

ment after net operating earnings rather than being deferred 

in the balance sheet. Under complete deferral and 

37Cates, "What's Wrong with the New Accounting?" 12; 
Cates, "Developing Directions in Bank Accounting," 32, 37; 
Alvln J. Mentzel, "Bank Income Reporting under the New Regu
lations," The Bankers Magazine, CLIII (Spring, 1970), 80. 
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TABLE 4 

COMPROMISE SOLUTION FOR AMORTIZATION 
OF SECURITIES GAINS AND LOSSES 

Consolidated Statement of Earnings 

1970 1969 

Net Operating Earnings (see Note 2) . . . . $17,806,186 $16,106,504 

Net Security Profits (Losses)--
after taxes 199,928 (4,385,388) 

Net Security Losses Amortized 
against Operating Income 1,057,638 1,577,466 

Net Income (see Note 3) $19,063,752 $13,298,582 

Per Share--Net Operating Earnings $8.90 $8.05 
--Net Income $9.53 $6.65 

1. Interest and Dividends on Securities. Interest income is stated af
ter reduction for an after-tax charge of $1,057,638 in 1970 and 
$1,577,466 in 1969 to recognize the effect on yields due to the amor
tization of the net security losses incurred since 1966 as further com
mented on in Note 2. 

2. Net Operating Earnings. Net operating earnings, as in the past, are 
stated after deducting amortization of net security losses (Note 1). 
The deduction for amortization of security losses reflects a practice 
followed since 1966 on all security profits and losses. These profits 
and losses are amortized over the remaining life of the securities sold. 
The Bank believes that this practice eliminates distortions in interest 
earned on securities which otherwise result when the real effect on 
yields attributable to these profits and losses is ignored in reporting 
net operating earnings. 

3. Net Income. The net operating earnings figure already reflects the 
effect of security profits and losses; however, due to regulatory re
quirements, the Bank shows here the current year net security profits or 
losses and reverses the amount of the amortization referred to in 
Note 2. 

Source: Adapted from The Northern Trust Company Annual Report 1970 
(Chicago: The Northern Trust Company, 1971), pp. 7, 9. 
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amortization, the "Net Operating Earnings" shown in this 

example would actually be Net Income. 

The example in Table 4 also serves to illustrate the 

volatility of net income under the 1969 bank accounting and 

reporting regulations. Under these regulations net income 

increased 43.4?5 in 1970 as compared to I969, althougli income 

before securities gains and losses (net income plus/minus 

net realized securities losses/gains, after taxes) increased 

only 6.1%. Under the deferral and amortization method of 

accounting for securities gains and losses, net Income would 

have increased 10.6% (the same as the increase in "Net 

Operating Earnings" in the example). From this example it 

seems no mystery why bank security analysts complain that 

the "new" net income is virtually useless for analytical 

purposes, particularly when considered in light of the fact 

that gains and losses on Investment securities can be con

trolled to a significant extent by management. 

Application of Deferral and Amortization 

Among those who favor, or at least consider acceptable, 

the deferral and amortization method of accounting for banks* 

gains and losses on sales of Investment securities, there is 

some disagreement as to the extent to which the method 

should be applied. The AICPA*s Committee on Bank Account

ing and Auditing favors a narrow application limiting de

ferral and amortization to those "transactions in which the 
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proceeds of sale of investment grade securities are rein

vested in investment grade securities."38 At the other end 

of the spectrum, the Financial Analysts Federation's Banking 

Industry Subcommittee of the Corporate Information Committee 

believes that deferral and amortization should "apply to all 

profits or losses on sale of investment portfolio securities 

regardless of whether and when the proceeds are used for re

investment in similar type securities or used for other pur

poses such as meeting loan demand or deposit withdrawal re

quirements . "39 

As previously discussed, the great majority of banks' 

investment security sales which result in sizable gains or 

losses are made for the purpose of reinvesting the proceeds 

in other investment securities for the maximization of long-

term investment portfolio earnings, but undoubtedly there 

are occasional exceptions and it is therefore necessary to 

consider the scope of application appropriate for deferral 

and amortization. 

The arguments in favor of limiting deferral and amorti

zation to those cases where the proceeds of the sale of in

vestment securities are reinvested in similar securities are 

38committee on Bank Accounting and Auditing, Audits of 
Banks, p. 40. 

39Financial Analysts Federation, Banking Industry Sub
committee of the Corporate Information Committee, op. cit.> 
p. 10. 
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stated by the AICPA's Committee on Bank Accounting and Au

diting in its Audits of Banks as follows: 

Inasmuch as the deferral and amortization prac
tice derives from the theory that the gain or loss 
is offset by decreased or increased future earnings 
resulting from the sale of the security and the re
investment of the proceeds, there could be no Jus
tification for deferral where the proceeds of sale 
are used to meet depositor withdrawals. In addi
tion, although the logic of the theory would appear 
to justify deferral in all instances where the*pro
ceeds are reinvested in interest-earning assets, if 
factors other than prevailing market interest rates 
could have a significant influence on the rate of 
earnings on the assets acquired with the proceeds 
of sale, deferral would be undesirable. Examples 
of such influencing factors would be the element of 
risk inherent in loans and the convertible features 
of certain investments.40 

Let us first consider the Committee's argument that de

ferral and amortization should not be applied to sales of 

securities when the proceeds are reinvested in interest-

earning assets other than similar securities. This argu

ment is based upon the fact that, barring a change in 

quality, changes in prevailing market interest rates repre

sent the only significant factor which causes a gain or loss 

to be Incurred on the sale of an investment grade security. 

Therefore, it is reasoned that reinvestment of the proceeds 

of such a sale in an asset with significantly greater earn

ings resulting from a higher risk of nonrealization of prin

cipal and interest disqualifies the transaction for the 

^Ocommittee on Bank Accounting and Auditing, Audits of 
Banks, pp. 39-40. 
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deferral and amortization treatment on the grounds that the 

increased yield on the reinvested funds results at least 

partly from the increased risk rather than solely from 

changes in prevailing interest rates. This reasoning is re

futed by Eugene L. Larkin, Jr., who was chairman of the Com

mittee on Bank Accounting and Auditing when its Audits of 

Banks was published in 1968, as follows: 

The underlying theory of the deferral and amor
tization method is the same whether sales proceeds 
are invested in securities or in loans, or in other 
income-producing assets. In each case, both the 
sale and reinvestment are made in a market with the 
same prevailing interest rates. The fact that the 
market interest rates for loans are higher than 
those for securities does not affect the concept. 
Rates of interest on loans and on securities tend 
to move upward and downward together.4l 

The purpose of the deferral and amortization method is 

to give accounting and reporting recognition to the economic 

realities of bank investment portfolio management. If, for 

example, a bank sells an investment security at a loss in 

order to obtain funds for investment in another income-

producing asset with a greater yield, the cost of obtaining 

the funds for the new investment is the net-of-tax loss on 

the sale; it seems only logical that such a loss is properly 

applicable to the period to maturity of the security sold, 

regardless of whether the new Investment is a similar secu

rity, a loan, or some other income-producing asset. (The 

4lLarkin, op. cit. , 50. 
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theory regarding the appropriate amortization period, i.e., 

the period to maturity of the security sold, will be dis

cussed later in this chapter.) 

With respect to the argument of the Committee on Bank 

Accounting and Auditing regarding depositor withdrawals, 

there can be no rebuttal which would justify deferral and 

amortization of gains or losses on security sales made to 

obtain funds to meet relatively permanent withdrawals. In 

order for the logic of deferral and amortization to be ap

plicable to the sale of an Investment security, the proceeds 

of the sale must be reinvested—not necessarily immediately, 

but within a reasonable period of time—in one or more 

other income-producing assets. 

However, in the event of depositor withdrawals which are 

merely temporary or seasonal in nature, which is most often 

the case, deferral and amortization would be appropriate 

since the withdrawals will soon be restored and reinvested 

in income-producing assets.42 

Even in the case of permanent depositor withdrawals, it 

would be necessary for security sales to be definitely 

identified with the withdrawals, rather than with reinvest

ments in earning assets, in order for deferral and amorti

zation to be inapplicable. Larkin explains it in the 

following manner: 

^2lbid. 
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If withdrawals are not temporary, such as 
those during periods of economic depression, one 
can rationalize that in substance the withdrawals 
are being met from loan funds (on which there is 
neither gain nor loss on realization), since 
loan balances decline more than deposit balances 
during such periods. Therefore, proceeds of 
securities sales, which give rise to gains and 
losses, are effectively being reinvested in secu
rities. Historically, amounts invested by banks 
in securities have increased during depression 
periods.^3 

Therefore, in order for depositor withdrawals to make de

ferral and amortization inappropriate, the withdrawals 

would have to be relatively permanent and of such magnitude 

as to reduce the portfolio of investment securities beyond 

the level of secondary reserves. 

The only other situation in which banks' gains and 

losses on investment security sales do not qualify for the 

deferral and amortization treatment is where a gain or loss 

results from a change in the quality of a security between 

the time it is purchased and the time it is sold. Since 

such a gain or loss results not from a change in prevailing 

interest rates, but from a change in the probability of col

lection of principal and interest on the security sold, the 

gain or loss should be Immediately recognized. 

Both of these situations requiring immediate recognition 

of banks' gains and losses on sales of investment securities 

occur infrequently; even in these instances, however, it is 

^^3ibid., 50-51. 
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not necessary to exclude the gains and losses from the de

termination of operating earnings unless their combined net 

after-tax effect on net income is material. 

The practice of "total deferral"—1.e., deferral and 

amortization of all gains and losses on sales of banks' in

vestment securities except (1) where the proceeds from a 

sale are not reinvested (or not expected to be reinvested) 

within a reasonable period of time, say, six months to one 

year, in one or more income-producing assets or (2) where a 

gain or loss results from a change in the quality of a secu

rity after its acquisition—is not only theoretically ac

ceptable and preferable, but is the simplest method of de

ferral and amortization from a practical standpoint. It 

avoids the objections of opponents regarding bookkeeping 

problems and susceptibility to manipulation which would be 

Inherent in any practice of "partial deferral." Certainly 

most, if not all, banks with a significant volume of invest

ment security transactions have the computer capacity to 

cope with deferral and amortization of securities gains and 

losses under the concept of total deferral. 

Finally, the practice of total deferral would eliminate 

the two-number bank income concept which has caused continu

ous confusion and conflict since its inception in 1969. 

Under total deferral the term income before securities gains 

(losses) would vanish from bank income reporting. Two 
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earnings figures would be reported only when one or more 

material extraordinary items must be reported in compliance 

with Opinion No. 9 of the Accounting Principles Board of the 

AICPA. Any material nondeferrable net gain or loss on in

vestment securities would properly be treated as an extra

ordinary item. 

There could be only two reasonable proposals regarding 

the period over which a gain or loss on the sale of an in

vestment security should be amortized: (1) the period to 

the maturity of the security sold or (2) the period to the 

maturity of the security or securities or other earning 

asset or assets purchased with the proceeds of the sale. 

The first proposal is the better one, both in terms of 

theory and practical application. 

Assuming the quality of a bond has remained unchanged 

from the time it was purchased until it is sold, it is the 

remaining period of time to its maturity—in addition to the 

difference between its book yield and the current market 

yield—which determines the amount of profit or loss on the 

sale.44 it seems logical, therefore, that the profit or 

loss should be amortized over this period. As stated by 

Larkin: 

^^L. G. Mllunovich, "The Case for a New Concept of Bank 
Reporting (III)," Bankers Monthly Magazine, LXXXIII (Dec. 15, 
1966), 28. • 
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A security loss can be viewed as the penalty 
required to reinvest in a m.arket with higher yields 
than those earned on the investment being sold; a 
security gain can similarly be viewed as the com
pensation for reinvesting in a lower yield market. 
In either case, the penalty or compensation is 
clearly applicable to the period from the date of 
sale to the maturity of the security being sold.45 

In the pure economic sense, once funds are invested in 

a fixed-income, fixed-maturity obligation, the effective 

economic rate of return on the funds cannot be changed for 

the entire period to the maturity of the obligation—re

gardless of changes in prevailing interest rates—by selling 

the obligation and reinvesting the funds, unless the rein

vestment is made in an earning asset or assets of a greater 

or lesser degree of risk or a longer or shorter period to 

maturity. The purpose of deferral and amortization of secu

rities gains and losses is to give accounting and reporting 

recognition to this economic reality. If amortization is 

recorded over the period to maturity of a security sold, 

then the effects of changes in prevailing interest rates are 

properly eliminated from interest earnings on funds obtained 

from the sale; at the same time interest earnings will prop

erly reflect, in the appropriate fiscal periods, the changes 

in earnings resulting from changes in the quality or matu

rity of investments. This will not be the case if. the amor

tization is recoi'ded over the period to maturity of an 

45Larkin, op. cit. , 50. 
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earning asset or assets purchased with the proceeds of a 

security sale.^^ . 

From the standpoint of practicability, amortization 

of securities gains and losses over the periods to maturity 

of the securities sold is relatively simple since it is not 

necessary to identify the proceeds of any sale with a spe

cific reinvestment (assuming the practice of total deferral 

is follov/ed). When an investment security is sold, any 

gain or loss and the related tax effect are deferred and 

the accounting records are adjusted so that the deferrals 

will automatically be amortized over the period to maturity 

of the security sold—without regard to the reinvestment 

of the proceeds or any other sales and reinvestments in the 

fut ure. 

In addition to the problem of Identification of the pro

ceeds of a security sale with a reinvestment, other problems 

would result from amortization of gains and losses on sales 

of investment securities over the periods to maturity of the 

earning assets purchased with the proceeds of the sales. 

Perhaps the greatest problem would be that of manipulation. 

A bank could easily spread a security gain or loss "thick" 

or "thin," as desired, by careful selection of the maturity 

of the reinvestment.^7 Carrying this a little further, the 

46 Ibid. 

^^Milunovich, loc. cit 
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effect of sizable gains and/or losses could be substantially 

diluted by identifying them with certain reinvestments of 

longer maturity and then continuing a pattern of selling 

and reinvesting again and again over many years; in this 

manner, since the unamortized balance of deferred gains 

and/or losses at each sale would be carried forward and 

applied to the life of the reinvestment, the original gain 

or loss, as well as subsequent gains and/or losses, could 

be carried forward and amortized over an infinite number of 

years. 

Finally, the amortization of securities gains and 

losses over the lives of reinvestments would, in many 

cases, interfere with proper portfolio operations. An ex

ample would be the type of portfolio switch illustrated in 

Table 2 on page 66 where in a period of falling interest 

rates a security with several years to maturity was sold at 

a gain and the proceeds were reinvested in a security of 

short maturity in anticipation of a near-term reversal in 

the interest-rate trend. If in such a case the gain on the 

sale had to be amortized over the short life of the security 

which was purchased merely as an intermediate step in the 

switch operation, portfolio managers might avoid these prof

itable transactions because of the distortion of their 

economic results caused by this accounting treatment. 



CHAPTER VII 

SUMMARY AND CONCLUSIONS 

Prior to I963, the securities accounting and reporting 

practices of commercial banks in the United States were not 

in conformity with generally accepted accounting principles 

because of banks' improper handling of premiums and dis

counts on investment securities and of gains and losses on 

sales of investment and trading securities. This was the re

sult of banks' tendency toward minimum financial disclosure 

and extreme balance-sheet conservatism. 

Because bank stocks were exempted from the investor pro

tection provisions of the Securities Act of 1933 and the 

Securities Exchange Act of 1934, until the latter was 

amended in 1964, banks were not required by law to provide 

any financial information regarding their affairs to their 

stockholders; and prior to 19633 none of the three federal 

bank regulatory agencies—the Office of the Comptroller of 

the Currency, the Federal Reserve System, and the Federal 

Deposit Insurance Corporation—required any such reporting. 

Banks generally chose to disclose only a very limited amount 

of their financial data to the public and to their stock

holders because of their fears of disturbing public confi

dence, revealing information to competitors, and being the 

target of unfavorable legislation. Furthermore, bank 

98 
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supervision by the governmental regulatory agencies was com

monly considered to be a substitute for public financial 

disclosure. 

The primary concern of the bank regulatory authorities 

is the protection of bank depositors; as a result, banks' 

accounting records have generally been kept more to assure 

protection for depositors than to provide useful information 

for bank stockholders. Therefore, any financial data re

garding their affairs which banks chose to make available to 

their stockholders were normally presented in such a manner 

as to reflect overly conservative balance-sheet positions, 

regardless of the effects upon operating results. 

During the period 1963 through 1969, there were a number 

of significant developments in bank accounting and report

ing—resulting from actions taken by the U.S. Congress, the 

federal bank regulatory agencies, the American Institute of 

Certified Public Accountants, and other interested parties. 

Among these developments were regulations issued by the 

federal regulatory agencies requiring that all national 

banks, and all FDIC-insured state banks with assets in 

excess of $1 million and 500 or more stockholders, provide 

their stockholders with annual reports containing compara

tive financial statements prepared in accordance with cer

tain specific requirements regarding form and content. These 

specific requirements brought about substantial changes in 
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banks' accounting and reporting for premiums and discounts 

on investment securities and for gains and losses on sales 

of securities. However, although some improvements have 

resulted, these changes have not only failed to solve all of 

the problems in bank securities accounting and reporting, 

but have created some additional problems. 

Premiums and Discounts on Securities 

Before 1963, banks were required by the federal bank 

regulatory agencies to amortize or v/rite off premiums paid 

for investment securities; conversely, however, the agencies 

prohibited the amortization of discounts. The charges for 

premium amortization, or lump-sum write-offs if a bank so 

desired, could be made directly to undivided profits or to 

a security reserve account, rather than to interest income. 

These accounting treatments of premiums and discounts on in

vestment securities resulted in misstated net assets, capi

tal, and earnings. 

During the 1963-1969 period, the federal bank regulatory 

agencies issued regulations requiring banks to amortize in

vestment security premiums against operating earnings, and 

thus the banks subject to these regulations now record pre

mium amortization in accordance with generally accepted ac

counting principles. However, because of some bankers' re

sistance to amortization of discounts and because of the ex

treme balance-sheet conservatism favored by the regulatory 
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agencies, banks have not been required to amortize discounts 

on investment securities. The regulatory agencies have, 

however, given banks the option of amortizing discounts if 

they wish. 

As a result of having been given the option to amortize 

discounts on investment securities, but not being required 

to do so, banks now follow divergent practices with respect 

to discount amortization. Some banks continue their prior 

practice of not amortizing discounts, some now amortize all 

discounts on investment securities, and some amortize dis

counts on certain types of investment securities but not on 

other types. A bank is not required to disclose the par

ticular practice which it follows unless discounts are amor

tized and the amount of amortization in a year is 5% or more 

of bond income for that year. 

A baric's failure to amortize discounts on investment 

securities is a violation of generally accepted accounting 

principles. Since some banks refuse to take the option of 

discount amortization, it is the opinion here that the bank 

regulatory authorities should require banks to amortize dis

counts on investment securities. 

The generally accepted methods of amortizing bond pre

miums and discounts are the straight-line method and the 

constant-yield method. In addition, a third method, called 

the declining-yield method, has been proposed. The 
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straight-line method is by far the most widely used, as its 

application is simple and it is easily adapted to hand-

posting procedures. However, the two yield-oriented meth

ods are more reflective of economic realities and should be 

given serious consideration by banks with the computer ca

pacity to handle them. 

Gains and Losses on Sales of Securities 

Prior to I965, banks used a variety of accounting and 

reporting treatments for gains and losses on sales of both 

investment and trading securities. These included direct 

charge or credit to undivided profits or to a security re

serve account, or inclusion in operating income and expense 

or nonoperating income and expense. The direct charge or 

credit treatments resulted in misstatements of income and, 

in the case of a security reserve account, net assets and 

capital. The inclusion of securities gains and losses in 

operating or nonoperating income and expense raised theo

retical questions as to whether these gains and losses are 

operating items or nonoperating items and, if they are 

operating items, whether they should be accounted for and 

reported as resulting from completed transactions. Fur

thermore, if securities gains and losses were treated as 

nonoperating income and expense items, they were generally 

not included in any earnings figure because banks normally 

reported only net operating income, with the total (or net) 

— i> t> 
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of any nonoperating items, along with various items re

lating to reserve account adjustments, being labeled "trans

ferred to undivided profits." 

During the I963-I969 period, the federal bank regulatory 

agencies issued regulations requiring banks to treat gains 

and losses on investment securities as nonoperating income 

and expense items and to treat gains and losses on trading 

securities as operating income and expense items. In both 

cases, it was required that gains and losses be accounted 

for and reported on a completed-transaction basis for the 

period in which they occur. In addition, the regulations 

required banks to report a net income figure and also re

quired changes in banks' accounting and reporting for re

serves and loan losses and recoveries to the effect that 

banks' income statements were placed in compliance with the 

requirements of APB Opinion No. 9. 

It is proper for banks* gains and losses on sales of 

trading securities to be included on a completed-transaction 

basis in net operating income and expense. However, it is 

theoretically questionable for banks' gains and losses en 

sales of Investment securities to be treated as nonoper

ating, rather than operating, income and expense items and 

for them to be recorded and reported as resulting from com

pleted transactions. 

Banks sell investment securities to meet unusual 
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increases in loan demand or deposit withdrawals, or both, 

and to provide funds for the purchase of other securities. 

Unusual changes in loan and/or deposit levels occur in

frequently, but when funds are needed in such instances, 

banks normally sell securities from their secondary re

serves—consisting of investment securities convertible 

into cash vjith minimal losses because of a high degree of 

liquidity and short maturities—or borrow funds from other 

banks (through the federal funds market), from the Federal 

Reserve Banks, or from other short-term sources of funds. 

Therefore, most of banks' sales of investment securities, 

and particularly those sales of longer-term securities in

volving significant gains or losses, are made for the pur

pose of providing funds for investment in other securities. 

Banks sell investment securities and reinvest the pro

ceeds in other investment securities primarily for the pur

pose of Improving income. This is usually accomplished by 

selling one security and purchasing one or more other secu

rities of a different maturity, a different type, or a 

lesser quality. These sales and reinvestments, commonly 

called "portfolio sv/itches," are generally timed to take 

advantage of the rising and falling Interest rates produced 

by the business cycles of the U.S. economy. 

The economic substance of a portfolio switch is that an 

investment security is sold at a gain or loss for the 
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purpose of reinvesting the proceeds to increase portfolio 

income from the date of sale to the maturity date of the 

security sold. It is this period of time—in addition to 

the difference between the book yield and the current mar

ket yield of the security sold—which determines the amount 

of gain or loss on the sale. It seems logical, therefore, 

that in terms of economic reality a bank's gain or loss on 

the sale of an Investment security in a portfolio switch is 

properly applicable to the period to maturity of that secu

rity. 

The deferral and amortization method of accounting for 

gains and losses on sales of Investment securities recog

nizes the economics of bank investment portfolio manage

ment—that most sales of investment securities do not, in 

terms of economic effect, represent completed transactions, 

but merely represent yield adjustments made in an ongoing 

portfolio of earning assets for the purpose of maximizing 

long-term income. The theory of deferral and amortization 

is that gains and losses on sales of investment securities 

represent adjustments of interest income from the sale 

dates to the maturity dates of the securities sold; there

fore. Investment security gains and losses are deferred and 

amortized, along with the related tax effects, over these 

periods. The amortization is included in net operating in

come and expense as an adjustment to interest income on 
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investment securities, and the unamortized balance of the 

net gain or loss on any balance-sheet date is treated as a 

deferred credit or charge and deducted from or added to in

vestment securities. 

Banks currently report two earnings figures—and, ac

cordingly, two earnings-per-share figures—on the income 

statement: (1) income before securities gains (losses) and 

(2) net income. (Three figures are reported if there are 

any material extraordinary items.) This situation has re

sulted in confusion and difficulty for investors in bank 

stocks, bank security analysts, and the financial news 

media in interpreting, analyzing, and reporting bank earn

ings data. Also, it has created problems in bank invest

ment portfolio management because of the distorting effects 

of long-term portfolio yield adjustments on current net in

come. Finally, it enables banks to manipulate net income 

by selling investment securities with substantial unreal

ized gains or losses for the purpose of raising or lowering 

net income as desired. 

The deferral and amortization method, of course, re

solves all of these problems, as it eliminates the need to 

report net securities gains or losses as a nonoperating 

item. Unfortunately, hov/ever, the federal bank re'gulatory 

agencies have not allowed the banks under their supervision 

to defer and amortize securities gains and losses. A few 
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banks have adopted a compromise solution, involving amor

tization of gains and losses in the operating section of 

the Income statement with simultaneous reversal of the amor

tization in the nonoperating section. This procedure rep

resents an improvement over the standard income reporting, 

but it requires a considerable amount of footnote explana

tion and net realized securities gains or losses are still 

reflected in net income. 

Some who support deferral and amortization of banks' 

securities gains and losses believe that the practice should 

be limited to cases where the proceeds from the sale of an 

investment security are reinvested in one or more other in- \ 

vestment securities. Although such reinvestment does occur 

with respect to the great majority of banks' investment se

curity sales involving sizable gains or losses, there are 

occasional exceptions where the proceeds of such a sale are 

invested in loans or other income-producing assets. How

ever, the theory of deferral and amortization is properly 

applicable to any case where the proceeds of an investment 

security sale are reinvested in any income-producing asset 

or assets. Not only is this treatment, called "total de

ferral," theoretically sound, but it avoids the bookkeeping 

problems and susceptibility to income manipulation which 

would be inherent in any practice of "partial deferral." 

It has been demonstrated here that all gains and losses 
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on sales of banks' investment securities should be deferred 

and amortized over the periods to maturity of the securities 

sold, with the exceptions that there should be no deferral 

(1) where the proceeds from a security sale are not rein

vested (or not expected to be reinvested) within a reason

able period of time, say, six months to one year, in one 

or more income-producing assets or (2) where a gain or loss 

results from a change in the quality of a security after 

its acquisition. It is believed that the transactions re

quiring immediate recognition of gain or loss under these 

criteria would be Infrequent, and even in these cases the 

gains and losses should be included in the determination of 

operating earnings unless their combined net after-tax 

effect on net income is material. The related tax effects 

of deferral and amortization should also be deferred and 

amortized over the same periods. 
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