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T h a t t h e stated pu rpose o f a c c o u n t i n g is t o r e p o r t 

f i nanc ia l consequences o f an en terpr ise 's t rans­

ac t ions is w e l l recogn ized . N o t so f u l l y apprec ia ted , 

however , is t h a t t h e m a n n e r in w h i c h t h e f i nanc ia l 

consequences o f a p roposed t r a n s a c t i o n w i l l be 

r e p o r t e d f r e q u e n t l y in f luences t h e dec is ion o n 

w h e t h e r o r n o t , o r w h e n , t h e t r a n s a c t i o n w i l l 

a c t u a l l y be c o n s u m m a t e d . T h a t such s i t ua t i ons 

ex is t is u n f o r t u n a t e . Idea l l y , a m a n a g e m e n t dec is ion 

shou ld have as i ts o b j e c t i v e t h e overa l l g o o d o f t h e 

en terpr ise and n o t t h e e f f e c t o n t h e f i n a n c i a l 

s ta tements . 

I n t h e n o r m a l s i t u a t i o n , o f course, t h e b e t t e r a 

t r a n s a c t i o n is e c o n o m i c a l l y , t h e m o r e favo rab le 

w i l l be i ts e f f e c t o n r e p o r t e d f i n a n c i a l resul ts. B u t 

w i t h banks ' secur i t ies t ransac t ions , t h i s is v e r y 

o f t e n n o t t r u e . F r e q u e n t l y , p o r t f o l i o ac t i ons t h a t 

are e c o n o m i c a l l y less favorab le p r o d u c e b e t t e r 

r e p o r t e d earnings t h a n d o ac t ions t h a t are 

e c o n o m i c a l l y m o r e favorab le . T h e reason is t h a t 

present b a n k a c c o u n t i n g pract ices d o n o t f u l l y 

p o r t r a y t h e real i t ies o f p o r t f o l i o m a n a g e m e n t . I 

say t h i s in f u l l rea l i za t ion o f t h e s ign i f i can t 

i m p r o v e m e n t s t h a t have o c c u r r e d in b a n k accoun t ­

ing pract ices over t h e last several years, i n c l u d i n g 

the 1 9 6 9 revis ions in t h e r e p o r t i n g r e q u i r e m e n t s 

o f t h e Federal b a n k r e g u l a t o r y a u t h o r i t i e s . 

T h e r e is, in m y o p i n i o n , a m e t h o d o f r e p o r t i n g 

banks ' i n v e s t m e n t t ransac t ions t h a t does in f a c t 

re f lec t t h e real i t ies. I t has been f o l l o w e d b y a 

h a n d f u l o f banks f o r several years. I t has been 

recogn ized as an acceptab le a l te rna t i ve t o present 

m e t h o d s b y the C o m m i t t e e o n B a n k A c c o u n t i n g 

and A u d i t i n g o f t h e A m e r i c a n I n s t i t u t e o f 

C e r t i f i e d Pub l i c A c c o u n t a n t s . T h e C o m m i t t e e ' s 

v iews are expressed in i ts p u b l i c a t i o n Audits of 

Banks issued in M a r c h 1 9 6 8 . 

T h i s m e t h o d t o w h i c h I re fer p rov ides f o r in ­

c lus ion in o p e r a t i n g earnings o f al l e lements o f 

banks ' i nves tmen t earnings and t h e i r i nc lus ion in 

t h e f iscal per iods t o w h i c h t h e y are app l i cab le . 

In o rde r t o p r o v i d e b a c k g r o u n d t o descr ibe t h i s 

m e t h o d , I shal l reci te a f e w fac ts c o n c e r n i n g b a n k s ' 

i nves tmen t earnings. 
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Elements o f I n v e s t m e n t Earnings 

Banks ' t o t a l i n v e s t m e n t earnings consist o f t h ree 

e lements , n a m e l y , t he s tated in terest , t h e purchase 

p r e m i u m or d i s c o u n t , and the gain o r loss o n sale 

o r r e d e m p t i o n . These th ree e lements are c lose ly 

and d i r e c t l y re la ted ; in c o m b i n a t i o n t h e y con ­

s t i t u t e t h e inves tmen t y i e l d t h a t is re f lec t i ve o f 

p reva i l ing m a r k e t in terest rates. O n e o f these 

e lements , t h e s tated in terest , is f i x e d ; t h e o t h e r t w o 

v a r y in response t o m a r k e t changes; t h e i r f u n c t i o n 

is t o ad jus t t h e s tated in terest rate t o t h e prevai l ­

ing m a r k e t in terest rate. P r e m i u m or d i s c o u n t 

e f fec ts t h i s a d j u s t m e n t t o t h e m a r k e t ra te a t da te 

o f purchase f o r t he p e r i o d t o m a t u r i t y . G a i n o r 

loss c o n s t i t u t e s a f u r t h e r a d j u s t m e n t t o re f lec t t h e 

e f f e c t f r o m date o f sale t o m a t u r i t y o f t h e change 

in t h e preva i l ing in teres t rates be tween t h e da te o f 

purchase and t h e date o f sale. 

T h e stated in terest is received in f i x e d a m o u n t s a t 

f i x e d in tervals d u r i n g t h e p e r i o d the secu r i t y is 

he ld . P r e m i u m o r d i s c o u n t and gain o r loss, o n t h e 

o t h e r h a n d , each occurs as o f a single m o m e n t , one 

a t t he da te o f purchase, t h e o t h e r at t h e da te o f 

sale. P r e m i u m o r d i s c o u n t is t h e d i f f e r e n c e b e t w e e n 

the par value o f a secu r i t y and an a m o u n t represent­

ing a p p r o x i m a t e l y t h e present va lue o f t h e f u t u r e 

p a y m e n t s o f in terest and p r i n c i p a l t o be received 

t o m a t u r i t y , d i s c o u n t e d a t t h e a p p r o p r i a t e prevai l ­

ing in terest rate at date of purchase. G a i n o r loss is 

t he d i f f e r e n c e b e t w e e n t h e book value o f a secu r i t y 

and an a m o u n t represent ing a p p r o x i m a t e l y t h e 

present va lue o f t h e f u t u r e p a y m e n t s o f in terest 

and p r i nc ipa l t o be received t o m a t u r i t y , d i s c o u n t ­

ed at t h e a p p r o p r i a t e preva i l ing in terest rate at date 
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of sale. C o m m o n fac to rs in d e t e r m i n a t i o n o f b o t h 

e lements , t h e r e f o r e , are (a) leng th o f p e r i o d t o 

m a t u r i t y and (b) d i f f e r e n c e be tween preva i l ing 

m a r k e t in terest rate and e i ther s tated rate ( in t h e 

case o f p r e m i u m o r d i s c o u n t ) o r y i e l d ra te a t da te 

o f purchase ( in t h e case o f gain o r loss). 

P r o b l e m o f Recogn iz ing A l l E lemen ts o f 

I n v e s t m e n t Earn ings 

T h e f o r e g o i n g states t h e real i t ies o f b a n k s ' invest­

m e n t earnings. T h e p r o b l e m is t o f i n d a m e t h o d o f 

a c c o u n t i n g t h a t b o t h c o n f o r m s w i t h genera l l y 

accepted a c c o u n t i n g p r inc ip les and also resul ts in 

t h e fa i res t possible p resen ta t i on o f i n v e s t m e n t 

earnings. U n d e r genera l l y accepted a c c o u n t i n g 

p r inc ip les , t he re is a p r e s u m p t i o n t h a t al l t rans­

ac t ions app l i cab le t o t h e h o l d i n g o f an asset re late 

t o t h e p e r i o d i t is h e l d . A p p l y i n g t h i s c o n c e p t t o 

t h e secur i t ies o f a b a n k w o u l d requ i re r e c o g n i t i o n 

o f secur i t ies gains and losses at t h e t i m e o f real i ­

z a t i o n . F o r t h e reasons I i n t e n d t o present , I 

bel ieve t h a t t h e pecu l ia r charac te r o f banks ' invest­

m e n t p o r t f o l i o s jus t i f ies an e x c e p t i o n f r o m t h i s 

general p r e s u m p t i o n . I shou ld m e n t i o n a t t h i s p o i n t , 

o f course, t h a t t h e present regu la t ions o f t h e 

Federal b a n k r e g u l a t o r y a u t h o r i t i e s requ i re i m ­

med ia te r e c o g n i t i o n o f secur i t ies gains and losses. 

S i m i l a r P r o b l e m in O t h e r Indus t r ies 

T h e need t o r e p o r t i n v e s t m e n t earnings in a 

m e a n i n g f u l m a n n e r is n o t pecu l ia r t o t h e b a n k i n g 

i n d u s t r y . I t ex is ts in every i n d u s t r y w h e r e secur i t y 

inves tments are s ign i f i can t , and each such i n d u s t r y 

has deve loped a f o r m o f f i n a n c i a l r e p o r t i n g o f 

secur i t ies t ransac t ions cons idered a p p r o p r i a t e t o 

its pa r t i cu la r c i rcumstances . 

In those indus t r ies in w h i c h ho ld ings o f e q u i t y 

secur i t ies are subs tan t ia l , n o e n t i r e l y sa t i s fac to ry 

m e t h o d has been deve loped t o a l locate o n an 
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equ i tab le basis t o t a l i nves tmen t earnings, i n c l u d i n g 

secur i t ies gains and losses, t o t h e app l i cab le f iscal 

per iods. These indust r ies , f o r t h e m o s t pa r t , e i t he r 

recognize gains o r losses a t t h e t i m e o f sale o r , 

a l t e rna t i ve l y , recognize changes in m a r k e t values 

c u r r e n t l y . N e i t h e r o f these m e t h o d s is t h e o r e t i ­

ca l l y ideal . R e c o g n i t i o n o f gains and losses o n l y at 

t h e t i m e o f rea l i za t ion disregards t r u e change in t h e 

value o f t h e secur i t ies d u r i n g t h e pe r iod t h e y are 

he ld . T h e a l te rna t i ve prac t ice o f c u r r e n t l y recogniz­

ing changes in m a r k e t values also p r o d u c e s d is tor ­

t i o n s a m o n g f iscal per iods , since i t p e r m i t s 

t e m p o r a r y m a r k e t f l u c t u a t i o n s t o i n f l uence the 

a m o u n t o f gains and losses recognized in each p e r i o d . 

T h i s la t te r m e t h o d is, o f course, essential w h e r e 

values m u s t be ca lcu la ted c u r r e n t l y , as b y open-end 

inves tmen t compan ies . Compan ies in indust r ies 

using e i the r o f these m e t h o d s genera l ly r e p o r t in 

t h e i r i n c o m e s ta tements t h e i r gains and losses 

( w h e t h e r c o m p u t e d as real ized or o n t h e basis o f 

m a r k e t values) separate ly f r o m d i v i d e n d s and in­

terest , t h e r e b y d is t i ngu ish ing inves tmen t resul ts 

t h a t m a y be app l i cab le t o m o r e t h a n one f iscal 

pe r iod f r o m those iden t i f i ab le w i t h t h e c u r r e n t 

f iscal p e r i o d . A v e r y f e w t y p e s o f large investors 

( n o t a b l y some pens ion funds ) a t t e m p t t o recognize 

c u r r e n t l y t h e p o r t i o n o f unrea l i zed p o r t f o l i o appre­

c i a t i o n represented b y g r o w t h and i n f l a t i o n b u t 

n o t t he p o r t i o n represented b y t e m p o r a r y m a r k e t 

f l u c t u a t i o n s . T h i s is accomp l i shed b y i n c l u d i n g in 

i n c o m e , in a d d i t i o n t o d i v idends , a f i x e d percent ­

age (say 3%) o f b o o k value o f t h e e q u i t y p o r t ­

f o l i o and increasing the b o o k value c o r r e s p o n d i n g l y . 
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T h i s percentage is based o n past exper ience and is 

ad jus ted o n l y w h e n new assumpt ions are made 

regarding long- te rm g r o w t h and i n f l a t i o n . 

Banks ' Present R e p o r t i n g Pract ices f o r 

Secur i t ies T ransac t ions 

A s a resul t o f t h e regu la t ions govern ing 

f i nanc ia l r e p o r t i n g t h a t s t e m m e d f r o m the Secur i ­

t ies A c t s A m e n d m e n t s o f 1 9 6 4 a n d t h e 1 9 6 9 re­

v is ions o f these regu la t ions , banks ' pract ices f o r 

r e p o r t i n g secur i t ies t ransac t ions are m u c h super ior 

t o those o f p r i o r years. Secur i t ies gains and losses, 

p rev ious ly car r ied d i r e c t l y t o u n d i v i d e d p r o f i t s 

(or t o a reserve) o r , m o r e r e c e n t l y , c lassi f ied as 

n o n - o p e r a t i n g i tems in t h e i n c o m e s t a t e m e n t f o l l o w ­

ing ne t o p e r a t i n g earnings, are n o w i n c l u d e d in 

" n e t i n c o m e " and are presented (ne t o f t h e i r relat­

ed i n c o m e t a x e f fec t ) d i r e c t l y f o l l o w i n g " i n c o m e 

be fo re secur i t ies gains and losses." T h e prac t ice o f 

a m o r t i z i n g b o n d d i s c o u n t s , as w e l l as p r e m i u m s , 

is n o w q u i t e genera l ly f o l l o w e d . (The deep dis­

c o u n t s at w h i c h b o n d s have been sel l ing in recent 

years m a y have been m o r e responsib le f o r t h i s 

t r e n d t h a n any encou ragemen t f r o m t h e regula­

t o r y a u t h o r i t i e s since such a m o r t i z a t i o n resul ts in 

i nc lud ing these deep purchase d i s c o u n t s in 

o p e r a t i n g i n c o m e over t h e p e r i o d t o m a t u r i t y o r 

ear l ier cal l date.) 

Nevertheless, t h e new f o r m a t has n o t co r rec ted al l 

aspects o f t h e s i t u a t i o n w h e r e u n s o u n d i nves tmen t 

decis ions can p r o d u c e be t te r r e p o r t e d resul ts t h a n 

can sound decis ions. Fo r e x a m p l e , net i n c o m e f o r 

t he c u r r e n t year can s t i l l be i m p r o v e d t h r o u g h t h e 

i m m e d i a t e rea l i za t ion o f secur i t ies gains t h a t per­

haps, f o r sound e c o n o m i c reasons, s h o u l d pre­

f e r a b l y n o t be real ized u n t i l t h e f o l l o w i n g year. 

A l s o , sel l ing secur i t ies in a m a r k e t w i t h h igher 

y ie lds t h a n those preva i l ing w h e n t h e secur i t ies 

were purchased and i m m e d i a t e l y re invest ing t h e 

proceeds in s im i la r secur i t ies w i l l p r o d u c e an i m m e ­

d ia te loss, o f f s e t b y increased ope ra t i ng earn ings in 

t he c u r r e n t and subsequent years. 
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M a n y bankers bel ieve t h a t , even u n d e r t h e new 

f o r m a t , a bank ' s p e r f o r m a n c e w i l l be measured, n o t 

b y its net i n c o m e , b u t b y i ts i n c o m e b e f o r e securi­

t ies gains and losses. I f t h e y are c o r r e c t , t h e n t h e 

swapp ing o f secur i t ies losses f o r increased ope ra t i ng 

earnings w o u l d i m p r o v e apparen t o p e r a t i n g results. 

A S o l u t i o n t o t h e P r o b l e m f o r Banks 

A s I have a l ready i n d i c a t e d , a m e t h o d o f reco rd ing 

and r e p o r t i n g t o t a l i nves tment earnings in t he 

f iscal per iods to which they apply p resen t l y ex is ts 

f o r banks. T h a t such a m e t h o d is avai lable t o banks 

and n o t t o m o s t o t h e r large invest ing i n s t i t u t i o n s , 

is t h e resul t o f t h e na tu re o f banks ' i n v e s t m e n t 

p o r t f o l i o s . Banks ' secur i t ies i nves tmen ts consis t , 

w i t h m i n o r e x c e p t i o n s , o f l ow- r i sk , f i x e d - i n c o m e , 

f i x e d - m a t u r i t y ob l iga t ions . These p o r t f o l i o 

character is t ics p r o v i d e bases f o r t he pe r iod i c 

measurement o f i nves tmen t earnings n o t possib le 

w i t h a p o r t f o l i o c o n t a i n i n g e q u i t y secur i t ies o r 

f i x e d - m a t u r i t y ob l i ga t i ons w i t h m o r e t h a n a 

m i n i m u m degree o f r isk . A b a n k can usua l l y assume 

t h a t t h e face a m o u n t o f a secu r i t y w i l l be pa id b y 

t h e o b l i g o r and w i l l be pa id a t m a t u r i t y (o r ear l ier 

cal l d a t e ) . 
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T h e m e t h o d I a m endors ing has t h e f o l l o w i n g 

essential fea tu res : 

1 . I nc lus ion o f t he stated in teres t in i n c o m e in 

t he per iods in w h i c h earned. (Th is represents 

no change f r o m present p rac t ice a l m o s t 

un iversa l ly f o l l o w e d . ) 

2. A m o r t i z a t i o n o f b o t h purchase d i s c o u n t and 

purchase p r e m i u m over t he per iods f r o m dates 

o f purchase t o m a t u r i t y dates (or ear l ier cal l 

dates) . T h e pe r iod i c a m o r t i z a t i o n w o u l d be 

app l ied as an a d j u s t m e n t t o t h e c a r r y i n g value 

o f t h e secur i t ies and w o u l d be i nc luded in 

in terest o n inves tments . F o r t h e sake o f 

s i m p l i c i t y , t h e a m o r t i z a t i o n can be c o m p u t e d 

o n a s t ra igh t - l ine basis, a l t h o u g h t h e theore ­

t i c a l l y ideal m e t h o d w o u l d be t o a p p l y a 

cons tan t rate t o t h e c a r r y i n g va lue o f t h e in ­

v e s t m e n t t o ad jus t i t t o par at m a t u r i t y . 

3. De fe r ra l o f secur i t ies gains and losses and 

a m o r t i z a t i o n over t h e per iods f r o m dates o f 

sale t o m a t u r i t y dates (or ear l ier cal l dates) o f 

t he secur i t ies so ld . T h e sum o f t h e de fe r red 

balances ( w h e t h e r d e b i t o r c red i t ) w o u l d be 

t rea ted as p a r t o f i nves tmen t secur i t ies and 

the a m o r t i z a t i o n w o u l d be i nc luded in in terest 

o n inves tments . A g a i n , f o r s i m p l i c i t y , I w o u l d 

suggest s t ra ight - l ine a m o r t i z a t i o n . 

P r e m i u m s and D i s c o u n t s 

L i t t l e f u r t h e r e x p l a n a t i o n w o u l d seem necessary f o r 

t he r e c o m m e n d e d t r e a t m e n t o f p r e m i u m s and dis­

c o u n t s . T h e y represent a d j u s t m e n t s o f t h e stated 

in terest t o p r o d u c e a y i e l d o n t h e cost o f t h e 

secur i t ies over t h e p e r i o d t o m a t u r i t y equa l t o t h e 

preva i l ing m a r k e t in terest rate a t da te o f purchase 

f o r secur i t ies o f c o m p a r a b l e q u a l i t y and m a t u r i t y . 

A c c o r d i n g l y , i t w o u l d appear i l log ica l t o a c c o u n t 

f o r t h e m in a n y w a y o t h e r t h a n a m o r t i z i n g t h e m 

as a m o d i f i c a t i o n o f i n c o m e and as an a d j u s t m e n t 
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o f ca r r y ing value t o t h e a m o u n t t o be real ized at 

m a t u r i t y . A s stated ear l ier , m o s t banks a m o r t i z e 

p r e m i u m s , and the re is a g r o w i n g t r e n d a m o n g 

banks t o a m o r t i z e d i scoun ts . 

I m i g h t m e n t i o n a p rac t i ce f o l l o w e d b y some 

banks t h a t , f r o m a f i nanc ia l r e p o r t i n g p o i n t o f 

v iew, p a r t i a l l y v i t ia tes t h e desi rable consequen­

ces o f d i s c o u n t a m o r t i z a t i o n . I t is a p rac t i ce t h a t 

c o u l d also be a d e t e r r e n t t o wise i n v e s t m e n t in 

secur i t ies sel l ing b e l o w par , p a r t i c u l a r l y in a p e r i o d 

w h e n in terest rates are expec ted t o rise, w i t h a 

c o n c o m i t a n t dec l ine in m a r k e t values. T h e p rac t i ce 

these banks f o l l o w is t o reverse at t h e t i m e o f sale 

the d i s c o u n t a m o r t i z a t i o n c red i ted t o in terest o n 

inves tments t o t h e e x t e n t t h a t t h e proceeds o f 

sale are less t h a n t h e c a r r y i n g value ( i n c l u d i n g 

a m o r t i z a t i o n ) o f t h e secur i t ies so ld . T h e ra t iona le 

used t o s u p p o r t t h i s p rac t i ce is t h a t t h e a m o r t i z a ­

t i o n was n o t " e a r n e d " and t h e r e f o r e s h o u l d be 

e x c l u d e d f r o m inves tmen t i n c o m e . T h i s ra t iona le 

is incons is ten t w i t h t h e c o n c e p t (and rea l i t y ) 

t h a t p r e m i u m s and d i s c o u n t s are mere l y m o d i f i c a ­

t i o n s o f t h e stated in terest . 

A s imp le e x a m p l e demons t ra tes th i s incons is tency . 

Le t us assume the s imu l taneous purchase o f t w o 

secur i t ies o f iden t i ca l q u a l i t y and iden t i ca l m a t u r i ­

t y da te , b u t w i t h d i f f e r e n t in terest rates, resu l t ing 

in one secu r i t y sel l ing at a p r e m i u m and t h e o t h e r 

at a d i s c o u n t . In such c i rcumstances , t h e purchase 

pr ices shou ld be such t h a t t h e i r rates o f y i e l d a t 

da te o f purchase w i l l be a l m o s t i d e n t i c a l , regardless 

o f t h e i r respect ive stated in terest rates. I f t h e t w o 

secur i t ies are t h e n sold at t h e same t i m e , i t is also 

reasonable t o e x p e c t t h a t , w i t h a m o r t i z a t i o n o f 

p r e m i u m s and d i scoun ts , t h e i r earnings d u r i n g t h e 

h o l d i n g p e r i o d and t h e i r gains o r losses o n t h e 

sales w i l l be subs tan t ia l l y i den t i ca l . S u c h w o u l d 

n o t be t h e r e p o r t e d resul t , h o w e v e r , i f t h e 

secur i t ies are sold a t a loss and all o r a p o r t i o n o f 
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d i s c o u n t a m o r t i z a t i o n o n t h e d i s c o u n t secur i t y is 

reversed f r o m i n c o m e a t da te o f sale; t h e reversal 

w o u l d e l i m i n a t e or reduce t h e loss w i t h a cor­

respond ing u n d e r s t a t e m e n t o f o p e r a t i n g earnings. 

T h i s p rac t i ce a c c o r d i n g l y is u n s u p p o r t e d b y logic. 

O n t h e sub jec t o f p r e m i u m s and d i s c o u n t s , the re 

are t w o o t h e r ma t te rs t o cons ider . 

F i rs t , d i s c o u n t a m o r t i z a t i o n does n o t c o n s t i t u t e 

t axab le i n c o m e . F o r t a x purposes, such a m o r t i z a ­

t i o n is d isregarded and gain o r loss is c o m p u t e d 

o n t h e basis o f o r ig ina l cost . A s d i s c o u n t s are 

a m o r t i z e d f o r a c c o u n t i n g purposes, t h e r e f o r e , 

p rov is ions f o r de fe r red i n c o m e taxes are requ i red . 

S e c o n d , a m o r t i z a t i o n o f b o n d d i s c o u n t s is i napp ro ­

p r ia te in those instances in w h i c h t h e d i s c o u n t s re­

f l e c t unce r ta in t i es regard ing t h e u l t i m a t e rea l i za t ion 

at m a t u r i t y o f t he face a m o u n t o f t h e o b l i g a t i o n s . 

D i scoun ts o f t h i s na tu re are rare a m o n g banks , 

however . Banks d o n o t k n o w i n g l y purchase 

high-r isk ob l i ga t i ons , and shou ld an i n v e s t m e n t sub­

sequent t o purchase become o f q u e s t i o n a b l e va lue, 

i t shou ld be w r i t t e n d o w n t o es t ima ted real izable 

va lue, regardless o f w h e t h e r i t was purchased at a 

p r e m i u m o r d i s c o u n t . 

Secur i t ies Gains and Losses 

We n o w c o m e t o t h e m o s t i m p o r t a n t — a n d m o s t 

c o n t r o v e r s i a l — f e a t u r e o f t he r e c o m m e n d e d m e t h o d : 

i nc lud ing secur i t ies gains and losses in in teres t o n 

inves tments over t he p e r i o d f r o m t h e da te o f sale 

t o t h e m a t u r i t y da te (or ear l ier cal l date) o f t h e 

secur i t ies so ld . I bel ieve t h a t t h i s m e t h o d o f accoun t ­

ing f o r secur i t ies gains and losses p roduces t h e 
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fa i rest and m o s t real is t ic p resen ta t i on o f i nves tmen t 

results and has t h e f u r t h e r i m p o r t a n t advantage o f 

encourag ing t h e best possible managemen t o f t h e 

inves tmen t p o r t f o l i o . Expressed in a n o t h e r w a y , i t 

re f lec ts t h e real i t ies o f t h e sales and subsequent re­

i nves tmen t t ransac t ions and is f ree o f those features 

c o m m o n t o o t h e r m e t h o d s t h a t m a y act as deter­

rents t o e c o n o m i c a l l y sound m a n a g e m e n t o f t h e 

p o r t f o l i o . U n d e r present m e t h o d s , f o r e x a m p l e , a 

sale and re inves tmen t in a pe r iod o f r is ing in terest 

rates w o u l d p r o d u c e a loss repor tab le in t h e in ­

c o m e s t a t e m e n t o f t h e c u r r e n t year , w i t h t h e 

o f f s e t t i n g benef i t s re f lec ted in f u t u r e r e p o r t e d 

resul ts, desp i te t h e f a c t t h a t t h e t ransac t ions 

m i g h t have no prac t ica l substance. 

Secur i t ies Gains and L o s s e s — M o d i f i c a t i o n s 

o f Y ie lds 

T h e basic t h e o r y in de fe r r i ng and a m o r t i z i n g 

secur i t ies gains and losses is t h a t such gains and 

losses represent m o d i f i c a t i o n s o f in terest earnings 

d u r i n g t h e pe r iod f r o m t h e da te o f sale t o t h e 

m a t u r i t y da te o f t h e secur i t ies so ld . T h e t h e o r y 

recognizes t h a t a gain o r loss is o f f s e t b y a corres­

p o n d i n g decrease o r increase in in terest i n c o m e 

d u r i n g t h i s subsequent p e r i o d . 
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A s imp le i l l u s t r a t i o n m a y he lp t o c l a r i f y t h e fo re ­

go ing s t a t e m e n t . * A s s u m e t h a t a secu r i t y in t h e 

i n v e s t m e n t p o r t f o l i o m a t u r i n g in t w o years had 

been purchased a t a t i m e w h e n t h e p reva i l ing 

m a r k e t in terest rate was 7%. S ta ted in teres t o n t h e 

secu r i t y , m o d i f i e d f o r p r e m i u m o r d i s c o u n t 

a m o r t i z a t i o n , w o u l d t h e r e f o r e be p r o d u c i n g a rate 

o f r e t u r n o f 7% o n t h e i nves tmen t . C o n t i n u e d 

h o l d i n g o f t h i s secur i t y t o m a t u r i t y w o u l d resu l t 

in c o n t i n u a t i o n o f t h e 7% rate o f r e t u r n . Sale o f 

t h e secu r i t y t w o years b e f o r e m a t u r i t y in an 8% 

m a r k e t , however , w o u l d resul t in a loss o f a p p r o x ­

i m a t e l y 2 p o i n t s , t h a t is, t h e 1 % d i f f e r e n c e 

b e t w e e n t h e 7% purchase y i e l d rate and t h e 8% 

m a r k e t ra te , m u l t i p l i e d b y t h e t w o years t o 

m a t u r i t y . T h e re inves tmen t o f t h e proceeds in a 

secur i t y o f c o m p a r a b l e q u a l i t y in t h e 8 % m a r k e t 

w o u l d p r o d u c e i n c o m e o f 8% (as con t ras ted w i t h 

t h e prev ious 7%) in each o f t h e t w o years t o t h e 

m a t u r i t y o f t h e secur i t y so ld , t h u s o f f s e t t i n g t h e 

2 p o i n t loss. I t is apparen t , t h e r e f o r e , in t h i s 

i l l u s t r a t i o n , t h a t t h e same e c o n o m i c resu l t , e x c e p t 

poss ib ly f o r t a x consequences, w o u l d be o b t a i n e d 

w h e t h e r t he o r ig ina l secu r i t y w e r e he ld t o m a t u r i t y 

o r w h e t h e r i t were sold and t h e proceeds re invested. 

I t appears o n l y log ica l , t h e r e f o r e , t h a t t h e m e t h o d 

o f a c c o u n t i n g s h o u l d re f lec t th i s e c o n o m i c rea l i t y . 

T h e de fer ra l and a m o r t i z a t i o n m e t h o d does; con­

v e n t i o n a l m e t h o d s d o o n l y w h e n t h e secu r i t y is 

he ld t o m a t u r i t y o r is so ld f o r an a m o u n t e x a c t l y 

equal t o b o o k va lue. 

T h e logic o f d e f e r r i n g and a m o r t i z i n g secur i t ies 

gains and losses can also be apprec ia ted b y recog­

n iz ing t h a t t h e sale o f a secu r i t y and t h e i m m e d i a t e 

re inves tmen t o f i ts proceeds are c o n s u m m a t e d in 

t h e same o r s im i la r secur i t ies m a r k e t s , t h a t is, in 

m a r k e t s w i t h t h e same o r s im i la r p reva i l ing in terest 

rates. T h e i l log ic o f recogn iz ing gain o r loss in such 

c i rcumstances is c lear ; t h e f u n d s invested have 

m e r e l y been t rans fe r red f r o m one i n v e s t m e n t t o 

a n o t h e r . 

* In this and other illustrations that fo l low, I shall, for the 
sake of simplicity, not discount future amounts to present 
values. 
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A secu r i t y loss can be v iewed as the p e n a l t y 

requ i red t o reinvest in a m a r k e t w i t h h igher y ie lds 

t h a n those earned o n t h e i n v e s t m e n t being s o l d ; a 

secu r i t y gain can s i m i l a r l y be v iewed as t h e c o m ­

pensat ion f o r re invest ing in a l ower y i e l d m a r k e t . 

In e i ther case, t he p e n a l t y o r c o m p e n s a t i o n is clear­

ly app l i cab le t o t he p e r i o d f r o m t h e da te o f sale t o 

t h e m a t u r i t y o f t h e secu r i t y be ing so ld . 

A p p l i c a b i l i t y o f Cer ta in A r g u m e n t s 

Some p r o p o n e n t s o f t h e de fer ra l and a m o r t i z a t i o n 

m e t h o d t a k e t h e i r p o s i t i o n o n t h e t h e o r y t h a t once 

f u n d s have been c o m m i t t e d t o an i n v e s t m e n t in a 

f i x e d - i n c o m e , f i x e d - m a t u r i t y o b l i g a t i o n t h e e f fec t ­

ive e c o n o m i c rate o f r e t u r n o n such f u n d s f o r t h e 

en t i re p e r i o d t o m a t u r i t y o f t h e o b l i g a t i o n i n i t i a l l y 

purchased is t h e preva i l ing y i e l d rate at t h e da te o f 

t he in i t ia l purchase, regardless o f t he n u m b e r o f 

t i m e s t h e inves tments are sold and t h e proceeds 

re invested and regardless o f changes in preva i l ing 

m a r k e t in terest rates d u r i n g t h a t p e r i o d . T h e i r 

p o s i t i o n presumes t h a t changes in p reva i l ing m a r k e t 

in terest rates are t h e o n l y f a c t o r s a f f e c t i n g the 

pr ice o f a f i x e d - i n c o m e , f i x e d - m a t u r i t y o b l i g a t i o n . 

T h i s p r e s u m p t i o n is n o t w h o l l y accurate . T h e 

m a r k e t y i e l d ra te is u n d o u b t e d l y t h e p r i n c i p a l 

f a c t o r a f f e c t i n g t h e pr ices o f t h e t y p e s o f invest­

m e n t s t h a t banks purchase, b u t there are also t w o 

o t h e r i m p o r t a n t f ac to rs , n a m e l y , t h e degree o f 

r isk and t h e length o f t h e p e r i o d t o m a t u r i t y . 

C o n s e q u e n t l y , t h e e f fec t i ve e c o n o m i c ra te o f 

r e t u r n can be changed d u r i n g t h e p e r i o d t o t h e 

m a t u r i t y o f t h e secur i t y i n i t i a l l y purchased b y 

s w i t c h i n g i n t o secur i t ies o f greater o r less r isk o r 

o f longer o r shor te r m a t u r i t i e s . T h i s f l e x i b i l i t y 

does n o t , however , inva l ida te t h e logic o f t h e 

a r g u m e n t f o r de fe r ra l and a m o r t i z a t i o n ; t h i s 

m e t h o d st i l l e l im ina tes f r o m inves tmen t earnings 

the increases and decreases a t t r i b u t a b l e t o changes 

in preva i l ing m a r k e t in terest rates, w h i l e p e r m i t ­

t i n g i nves tmen t earnings t o re f lec t t h e real changes, 

in t h e a p p r o p r i a t e f iscal per iods , a t t r i b u t a b l e t o 

changes in t h e q u a l i t y o r m a t u r i t i e s o f t h e invest­

ments . 
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A p p l i c a t i o n o f Pr inc ip le t o O t h e r Re inves tmen ts 

T h e discussion t o th is p o i n t has assumed sales p ro ­

ceeds are i m m e d i a t e l y re invested in o t h e r secur i­

t ies. Such re inves tmen t does n o t a lways occu r . 

Secur i t ies are somet imes sold t o p r o v i d e f u n d s t o 

meet loan d e m a n d or d e p o s i t o r w i t h d r a w a l s . M a n y 

p r o p o n e n t s o f t h e defer ra l and a m o r t i z a t i o n 

m e t h o d w o u l d l i m i t i ts use t o t ransac t ions invo lv ­

ing i m m e d i a t e re inves tmen t o f t h e proceeds in 

o t h e r secur i t ies. A b s e n t such re inves tmen t , t h e y 

bel ieve t h a t gains and losses shou ld be i m m e d i a t e l y 

recogn ized . I d o n o t share t h i s v i e w . E x c e p t in ve ry 

unusual c i rcumstances , de fe r ra l and a m o r t i z a t i o n 

appears a p p r o p r i a t e f o r banks in c o n n e c t i o n w i t h 

al l secur i t ies sales. 

T h e u n d e r l y i n g t h e o r y o f t h e de fer ra l and a m o r t i z a ­

t i o n m e t h o d is t he same w h e t h e r sales proceeds are 

re invested in secur i t ies o r in loans (o r in o t h e r 

i n c o m e - p r o d u c i n g assets). I n each case, b o t h t h e 

sale and t h e re inves tmen t are made in a m a r k e t 

w i t h the same preva i l ing in terest rates. T h e f a c t 

t h a t t h e m a r k e t in terest rates f o r loans m a y be 

h igher t h a n those f o r secur i t ies does n o t a f f e c t t h e 

c o n c e p t because rates o f in te res t o n loans and o n 

secur i t ies t e n d t o m o v e u p w a r d and d o w n w a r d 

toge the r . 

I also bel ieve t h a t t h e de fe r ra l and a m o r t i z a t i o n 

m e t h o d , e x c e p t in unusua l c i rcumstances , is appro­

pr ia te w h e n t h e sales proceeds are used t o mee t 

d e p o s i t o r w i t h d r a w a l s . T h i s c o n c l u s i o n is based o n 
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the reasonable p r e s u m p t i o n t h a t m o s t d e p o s i t o r 

w i t h d r a w a l s ( i n c l u d i n g seasonal w i t h d r a w a l s ) are 

t e m p o r a r y and t h a t as t h e w i t h d r a w a l s are restored 

(o r are rep laced w i t h b o r r o w e d funds ) t h e y w i l l be 

invested in i n c o m e - p r o d u c i n g assets. I f w i t h d r a w a l s 

are n o t t e m p o r a r y , as f o r e x a m p l e , d u r i n g per iods 

o f e c o n o m i c recession, one can ra t iona l i ze t h a t in 

substance t h e w i t h d r a w a l s are being m e t f r o m loan 

f u n d s (on w h i c h the re is ne i the r gain n o r loss o n 

rea l i za t ion ) . S u p p o r t i n g the t h e o r y t h a t n o n -

t e m p o r a r y w i t h d r a w a l s are m e t f r o m loan f u n d s is 

t h e f a c t t h a t loan balances t e n d t o dec l ine m o r e 

t h a n d e p o s i t balances d u r i n g such per iods and t h a t , 

t h e r e f o r e , proceeds o f secur i t ies sales, w h i c h give 

rise t o gains and losses, are e f f e c t i v e l y be ing re in­

vested in secur i t ies. H i s t o r i c a l l y , a m o u n t s invested 

b y banks in secur i t ies have increased d u r i n g 

recession per iods. 

T h e r e is a d m i t t e d l y some i m p e r f e c t i o n in t h e logic 

f o r de fe r ra l and a m o r t i z a t i o n w h e n sales proceeds 

are used t o mee t d e p o s i t o r w i t h d r a w a l . T h e m e t h o d 

presumes t h a t t h e preva i l ing m a r k e t in terest rates 

a t the t i m e t h e w i t h d r a w a l s are restored and re in­

vested w i l l a p p r o x i m a t e those preva i l ing w h e n t h e 

secur i t ies were so ld . T h i s n o r m a l l y is a reasonable 

p r e s u m p t i o n . T h e r e w i l l be instances, h o w e v e r , in 

w h i c h t h i s p r e s u m p t i o n proves t o be e r roneous , as, 

f o r e x a m p l e , w h e n a secur i t y y i e l d i n g 7 % is sold 

a t a loss in an 8% m a r k e t and t h e de layed reinvest­

m e n t is made in a m a r k e t t h a t has r e t u r n e d f r o m 

t h e 8% level t o a 7% level . A l t h o u g h some d is tor ­

t i o n s in r e p o r t e d o p e r a t i n g earnings c o u l d o c c u r in 

such c i rcumstances , t h e y w o u l d in t o t a l and over 

t h e long t e r m be fa r less severe t h a n those resu l t ing 

f r o m t h e i m m e d i a t e r e c o g n i t i o n o f secur i t ies gains 

and losses and t h e resu l tan t u n d e r s t a t e m e n t o r 

ove rs ta temen t o f c u r r e n t and f u t u r e i nves tmen t 

earnings. 
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Prac t i cab i l i t y o f T o t a l De fe r ra l 

T h e a p p l i c a t i o n o f t h e defer ra l and a m o r t i z a t i o n 

m e t h o d t o al l secur i t ies gains and losses (as con ­

t ras ted w i t h o n l y those w h e r e t h e proceeds are 

i m m e d i a t e l y reinvested in securi t ies) has t w o o t h e r 

p r inc ipa l advantages. I t is easy t o a p p l y and i t 

does n o t o f f e r an o p t i o n o f choos ing w h i c h gains 

and losses t o recognize i m m e d i a t e l y and w h i c h t o 

defer . 

A p r inc ipa l a r g u m e n t t h a t has been advanced in 

o p p o s i t i o n t o t h e de fer ra l and a m o r t i z a t i o n 

m e t h o d is t h e d i f f i c u l t y o f a p p l y i n g i t . A l t h o u g h 

t h i s d i f f i c u l t y appears t o have been exaggerated, 

there is some v a l i d i t y t o t he a r g u m e n t u n d e r a 

m e t h o d p r o v i d i n g f o r t he de fer ra l o f some gains 

and losses and t h e i m m e d i a t e r e c o g n i t i o n o f o thers . 

U n d e r such a m e t h o d , each de fe r red balance m u s t 

be i d e n t i f i e d w i t h t h e secur i t y purchased w i t h t h e 

proceeds o f sale in o r d e r t o w r i t e o f f i ts u n a m o r ­

t i z e d balance at such t i m e as the re inves tmen t 

secur i t y is sold in a t ransac t ion n o t q u a l i f y i n g f o r 

de fe r ra l t r e a t m e n t . U n d e r t h e proposa l f o r defer­

ral o f all gains and losses, however , t h i s i den t i f i ca ­

t i o n is unnecessary. A de fe r red balance need be 

classif ied o n l y b y date o f m a t u r i t y o f t h e secur i t y 

so ld , and f o r conven ience the c lass i f i ca t ion c o u l d 

be b y year o f m a t u r i t y , ra ther t h a n b y speci f ic 

da te , t h u s p e r m i t t i n g g roup ings o f de fe r red 

balances. 

M i n i m i z i n g Undes i rab le M a n a g e m e n t O p t i o n s 

S o m e w h o oppose t h e de fe r ra l and a m o r t i z a t i o n 

m e t h o d have c o n t e n d e d t h a t i t p rov ides b a n k 

managements w i t h an undes i rab le f l e x i b i l i t y in 

r e p o r t i n g f i nanc ia l results. T h e y p o i n t o u t , f o r 

e x a m p l e , t h a t i f secur i t ies are be ing so ld b o t h t o 

meet d e p o s i t o r w i t h d r a w a l s and t o re invest in o t h e r 

secur i t ies, a b a n k managemen t c o u l d i d e n t i f y t h e 

p r o f i t sales w i t h t h e re inves tment a c t i v i t y and t h e 

loss sales w i t h t h e depos i t o u t f l o w , t h u s d e f e r r i n g 
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and a m o r t i z i n g the p r o f i t s t o b e n e f i t o p e r a t i n g 

earnings a n d recogn iz ing t h e losses in t h e so-cal led 

" b e l o w - t h e - l i n e " sec t ion o f t h e i ncome s ta temen t . 

T h e de fer ra l and a m o r t i z a t i o n o f al l secur i t ies 

gains and losses e l im ina tes t h i s f l e x i b i l i t y and also 

e f f e c t i v e l y e l im ina tes t h e p o s s i b i l i t y o f t rans fe r r i ng 

t h e resul ts o f secur i t ies t ransac t ions ( b o t h earnings 

and gains and losses) f r o m one f iscal p e r i o d t o 

a n o t h e r t h r o u g h t h e t i m i n g o f secur i t ies disposals. 

I n c i d e n t a l l y , cons iderab le f l e x i b i l i t y is avai lable 

u n d e r t he m e t h o d o f a c c o u n t i n g f o r gains and 

losses p resen t l y f o l l o w e d b y m o s t banks . I m p l e m e n ­

t a t i o n o f a dec is ion t o sel l , f o r e x a m p l e , can be 

accelerated o r de layed in o r d e r t o real ize t h e gain 

o r loss in o n e , ra ther t h a n a n o t h e r , f iscal p e r i o d . 

I n a d d i t i o n , since t h e unrea l ized a p p r e c i a t i o n o r 

d e p r e c i a t i o n usua l l y var ies cons ide rab ly a m o n g 

secur i t ies he ld in t h e p o r t f o l i o , i t is possible t o 

c o n t r o l t o some e x t e n t t h e a m o u n t s o f gains o r 

losses t o be real ized t h r o u g h secur i t ies sales. 

Defe r red Balances in the Balance Sheet 

A n o t h e r a r g u m e n t f r e q u e n t l y advanced against t h e 

de fe r ra l and a m o r t i z a t i o n m e t h o d is t h a t i t resul ts 

in inc lus ion in t h e balance sheet o f a m o u n t s app l i ­

cable t o assets n o longer he ld . I t is p o i n t e d o u t 

t h a t a loss, f o r e x a m p l e , is car r ied as an asset, 

a l t h o u g h i t has no va lue. T h i s v i e w p o i n t fa i l s t o 

recognize t h a t de fe r red balances, a l t h o u g h ar is ing 

f r o m sales and measured b y t h e p e r i o d t o t h e 

m a t u r i t y date o f t h e secur i t ies so ld , d o n o t a p p l y 

t o t h e secur i t ies sold b u t t o t h e assets acqu i red 

(o r , in t h e case o f t e m p o r a r y w i t h d r a w a l o f f u n d s , 

t h e assets t o be acqu i red) w i t h t h e sales proceeds. 

In a d d i t i o n , t h e aggregate asset values are no 

d i f f e r e n t t h a n t h e y w o u l d have been had t h e sales 

never o c c u r r e d . F o r e x a m p l e , a $ 1 , 0 0 0 b o n d pur­

chased at par w o u l d c o n t i n u e t o be car r ied at par, 

even t h o u g h its c u r r e n t m a r k e t p r ice w e r e $ 9 8 0 . 

O n t h e o t h e r h a n d , i f i t we re s o l d , t he $ 9 8 0 sales 

proceeds c o u l d be used t o purchase $ 1 , 0 0 0 face 

a m o u n t o f an iden t i ca l secur i t y . T h e n e w l y pur­

chased secu r i t y w o u l d be car r ied at its cost , $ 9 8 0 , 

and t h e de fe r red balance w o u l d be $ 2 0 , f o r t h e 

same $ 1 , 0 0 0 t o t a l b o o k value as ex is ted be fo re t h e 

sale and repurchase o f t h e iden t i ca l secur i t y . 
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T a x A c c o u n t i n g f o r De fe r red Balances 

Secur i t ies gains and losses are recogn ized f o r in ­

c o m e t a x purposes in t h e year in w h i c h t h e y are 

real ized. U n d e r t h e de fer ra l and a m o r t i z a t i o n 

m e t h o d , t h e r e f o r e , t he i n c o m e tax e f fec ts o f 

securi t ies gains and losses m u s t be de fe r red and 

a m o r t i z e d over t h e same per iods as t h e re lated 

gains and losses. 

C o n c l u s i o n 

For t h e reasons stated above , I a m conv inced t h a t 

t h e a m o r t i z a t i o n o f p r e m i u m s and d i s c o u n t s and 

the de fer ra l and a m o r t i z a t i o n o f gains a n d losses 

resul t in t h e fa i rest p resen ta t ion o f o p e r a t i n g earn­

ings, in t h a t such a c c o u n t i n g is cons is ten t w i t h t h e 

real i t ies o f p o r t f o l i o management . U n d e r th i s 

m e t h o d , banks are encouraged t o manage t h e i r 

p o r t f o l i o s in t h e manner t h e y cons ider m o s t 

advantageous e c o n o m i c a l l y . T h e y need never be 

concerned t h a t a desirable i nves tmen t a c t i o n m i g h t 

have an adverse e f fec t o n t h e f i nanc ia l s ta tements . 

O n t h e c o n t r a r y , t h e be t te r t he a c t i o n is f r o m an 

e c o n o m i c s t a n d p o i n t , t he m o r e favo rab le w i l l be 

the repo r ted results. 

Bank managements , bank regu la to ry a u t h o r i t i e s , 

and al l o thers in terested in t he f i nanc ia l repo r t ­

ing o f banks w i l l , h o p e f u l l y , in t i m e endorse th i s 

m e t h o d o f r e p o r t i n g secur i t ies earnings. 
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