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ring the late 1980s, the Securities and
xchange Commission (SEC) challenged
" the use of historical cost accounting for
financial instruments because this methed
values these assets using the interest rate in
effect at the purchase date. Thus, it does not
reflect changes in values that arise from changes
in market interest rates. Ina 1992 address to
the American Accounting Association, Walter
Schuetze, the chiefl accountant of the SEC,
claimed the magnitude of losses in the thrilt
industry were increased by a lack of regula-
tory discipline made possible by the use of
historical cost accounting.' He argued that
regulators were able to avoid making deci-
sions about capital adequacy in the thrift
industry when estimates of the deficit in net
worth of the industry on a market value basis
were as high as $118 billion, because the net
worth of the industry on a historical cost basis
was positive. The experience in the thrift
industry, combined with the large number of
bank failures in the 1980s, caused former SEC
Chairman Richard Breeden to express concerns
that historical cost accounting might contribute
to even larger losses in the banking industry.!
In a 1990 letter, the SEC lobbied
accounting rulemakers to require financial
institutions to use market values when
accounting for securities investments.

The letter argued that historical cost accounting
produces information that is irrelevant to
valuing investment portfolios and provides
an opportunity for managers to manipulate
the numbers reported in financial statements*
The Financial Accounting Standards Board
{FASB} responded by adopting Statement of
Financial Accounting Standards Number 115
{SFAS 115} in May of 1993, This statement
requires that investment securities be valued
using market interest rates, and requires that
equity accounts be adjusted to reflect changes
in these fair, or market, values.*

The adoption of this standard has
been controversial. Opponents of fair value
accounting have objected to the new standard
because it focuses on a single type of asset,
Bankers and regulators have claimed that the
mismatching caused by ignoring concurrent
changes in the values of other assets and
liabilities such as loans and deposits will
induce unrealistic volatility in bank equity.
Bankers claim that efforts to mitigate this
increase in volatility will result in reductions
in the proportion of assets held in investment
securities, the maturity of investments
held, and in the flexibility of investment
portfolio management,

These arguments were important in
the recent decision by regulators to exclude
the effects of SFAS 115 from the definition
of regulatory capital ratios. In addition,
bankers argue that the new standard will
not eliminate the opportunity to manipulate
the financial statements.

The arguments by both sides rely on
the assumption that actions by regulators,
investors, or depositors and creditors are
based strictly on the numbers reported in
the financial statements. This assumption
is important in the debate over the effects
of this accounting change because financial
statement disclosures contain the information
necessary 1o restate the investment account
from a cost- to a fair-value basis.

This article examines the adoption
of SFAS 115 by bank holding contpanies
to determire if a desire to influence the
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numbers in the financial statements, including
reported equity volatility, affects investment
portfolio management. The focus of this article
is on whether investment portfolio manage-
ment was changed by the adoption of SFAS
115. I did not attempt to verify the claims of
bankers and regulators that these changes will
recluce income earned from investment secu-
riries or increase exposure of the markert value
of banks to interest rate changes. Evidence
in this article suggests that SFAS 115 did aflect
investment portiolio management, and it
suggesls the need for further research.

113, which must be foliowed in fiscal years
beginning alter December 13, 1693, The
standard could have been adopted at the end
of an earlier fiscal year if the annual fnancial
statements for that year were issued after May
of 1993. For bank holding companies whose
fiscal year ends in December, SFAS 115 could
be adopted as of December 31, 1993, or for
the vear beginning January 1, 1994,

Prior to implementation of SFAS 115, debt
securities that barnks intended and were able
to hold on a long-term basis were carried at
amordzed cost with no adjustment for changes
in value resulting from changes in interest
rates. Equity securities and debr securidies that
might be disposed of in the foreseeable future,
i1t contrast, were accounted for at the lower
of cost or market. This method requires that
declines in the value of securities be recorded
as an adjustment to equity, but does not allow
increases in the value of these securities
above cost 1o be recorded. Sales of securities,
whether accounted for at amortized cost or
the lower of cost or market, resulted in a gain
or loss from the sale equal to the difference
between their sales price and their amortized
cost. This gain or loss was recorded in both
income and equity. Finally, debt securities
held for trading were recorded ar their
market values.

Although most securities were recorded
in the financial statements at amortized cost
prior to adoption of SFAS 1153, information
about the market value of these securities
was disclosed in the foomotes to the annual
reports. Typically, this footnote imformation
was also provided on the face of the balance
sheet, The availability of information about
both the amortized cost and the market value
of investiment securities at both the beginning
and ending financial statemeni dates made it
possible for users of the financial reports to
restate the financial statements to the values
that would have been recorded if investment
securities were accounted for at market values.

SFAS 115 requires that each security be
placed into one of three portfelios depending
on the reason for acquiring the security and
ont whether the security will be held to matu-
rity, resoid in the near term. or available for
sale in some intermediate period. Accounting
for the income generated from these securities
and tor the acquisition and sale of the securities
was not changed by SFAS 115 and is the same
regardless of the classification of the security.
The accounting treatment of unrealized
holding gains and unrealized holding losses
differs for the securities in cach of these
three categories.

Securities held to maturity are debt secu-
rities that management intends to hold until
maturity. Securities in the held-to-maturity
portfolio are recorded at amortized cost. No
unrealized gains are recognized. Unrealized
losses are recognized only if there is a large
and permanent decline in the fair value of
the security.

Held-to-maturity securities are allowed to
be sold or transferred to one of the other two
portfolios for the following reasons: deterio-
ration in issuer’s creditworthiness; change in
the tax law affecting the tax-exempt status
of interest on debt security; a major business
combination or disposition by the reporting
entity; change in regulation modifying per-
missible level of an investment; or sigaificant
change in risk weights used in computing
risk-hased capital. The following are not
acceptable reasons for selling or transferring
securities from: the held-re-maturity portfolio:
change in market interest rates; need for lig-
uidity; change in yield on other investments;
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change in funding sources and terms; or a
change in foreign currency risk. In addition,
sales of debt securities are allowed if they
oceur near enough to the marurity date so
that interest rate risk is substantially elimi-
nated as a pricing factor {for example, within
three months), or if they occur after ar least
85 percent of the principie outstanding at
acquisition has been collected.?

The FASB has not established 2 penalty
for unauthorized sales or transfers of held-
to-maturity securities. Banks that make
unauthorized dispositions from this portfolio
will most likely find it difficult to convince
auditors and regulators that they intend to
hold other securities to maturity. As a resuly,
these banks may be required to re-classily all
securities in the held-to-maturity portfolio
to one of the other two portfolios.

Trading securities are debt or equity
securities bought and held principally for
the purpose of selling them in the near term.
Trading securities are recorded at market
value with wnrealized gains and unrealized
losses recognized in income. Thus, the
accounting treatment for trading securities
was not alfected by SFAS 115.

Securities available for sale are debt or
equily securities not classified as trading
securities or as held-to-maturity, Securities
in the available-for-sale portfolio category
are recorded at market vaiue with unrealized
gains and losses (net of tax) recorded as a
separate component of shareholder’s equity.
Changes in the market value of these securi-
ties are not recorded in income.

Bank managers can use the investment
securities portlolio to achieve several objec-
tives. The investment portlolio provides
a source of interest income, coliateral to secure
deposits and other liabilities, liquidity to meet
needs that arise from {luctuations in deposit
and loan balances, and cash flows from assets
that can be matched with those from liahilities
to reduce interest rate risk. In addition, to
the extent there are gains or losses on invest-
ment securities not yet recognized in either
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equity or earnings, sales of investment securities
can provide management with an opportunity
to influence reported equity or earnings.

Prior t0 SFAS 115, there were few
restrictions on the use of investment securities
to achicve these objectives. Under SFAS 115,
use of securities classified as available-for-sale
is still unrestricted, but the virtual prohibition
of the sale of securities classified as held-10-
maturity dramatically reduces the uselulness
of these securities in investment porifolio
management. Held-to-maturity securities
will still provide the bank with interest income,
but these securities will not be availabie to
manage hquidity or interest rate risk, or to
influence reported equity or earnings because
they can be seld only under very restrictive
conditions or with the penalty of re-classifying
this porttolio as available-for-sale. Without
some offsetting benefit, these severe restrictions
on the vse of held-to-maturity secarities suggest
that bank managers would not choose to classify
any of their securities in this portfolic. The
only advantage of classifying securities as
held-to-maturity rather than available-for-sale
is that unrealized gains and losses will not
be recorded in equity. The relative costs
and benefits of classifying securities as held-
to-marurity wilt depend on how actively
the investment portfolio is managed, and
how costly it is to include unrealized gains
and losses on investment securities in
reported equity.

In December of 1993, the Board of
Governors of the Federal Reserve System
proposed that capital requirements be
amended to include unrealized holding
gains and losses on securities available for
sale in Tier 1 capital,’ despite arguments
made by Federal Reserve Chairman Alan
Greenspan that SFAS 115 would result in
a distortion of bank financial statements
and would erect barriers to effective interest
rate risk management.! The proposal stated
that the amendment was consistent with
the intent of the requirement in the Federal
Deposit Insurance Corporation Improvement
Act of 1991 (FDICIA) that regulatory

5 Seg SFAS 115, parographs 811,

5 Tiar 1 Copitol is defined in the
Board of Governars of the Federal
Resenve System Copiie! Adequacy
Guidsfines as: Common equify,
qualifying noncumulative perpetual
preferred stack, and minority
interest less goodwill and other
intanghhle assets reguired fo be
teducted from copital.

" See The Wall Strest fourna!
{November &, 1990; and
Januery 18, 1993).
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accounting standards be no less stringent
than Generally Accepted Accounting Principles
(GAAT), and noted that including the unreal-
ized gains and losses in Tier 1 capital would
affect prompt corrective action regulations,
brokered deposit restrictions, and the
risk-related insurance premium system.

Given the language used in the proposed
amendment to the capital requirements, it
seems reasonable that at the time bank man-
agers implemented SFAS 115, they would
have assumed that the resulting unreatized
holding gains or losses would be included in
Tier 1 capital. [n November of 1994, however,
the Board of Governors decided not 1o include
the effects of SFAS 115 in Tier 1 capital. This
deciston, which occurred after SFAS 115 had
been required for financial reporting purposes
for three quarters, may cause banks to adjust
their investment portfolio holdings.

Fair value proponents have criticized
historical cost accounting because it provides
the porential for manipulation of the numbers
reporied in the financial statements through
the sales of investment securities. This criti-
cism also applies to the fair value accounting
required by SFAS 115, The new standard
actually increases the potential for cereain
types of manipulation.

SFAS 115 does not eliminate opportunities
to influence the numbers that are reported in
the financial statements. When this standard
was implemented, there was an adjustment
to equity equal 1o the after-tax net unrealized
gain or loss on the securities classified as
available-for-sale. This change provided
managers with a transitory ability to affect
reported equity. First, managers could affect
the timing of this adjustment through the
choice of when to adopt the standard.
Second, managers can affect the amount
of the adjustment through the selection of
securities for classification as available-for-sale.
In addition, after SFAS 115 is in place,

managers will stili be able to influence
reported earnings through the recognition
of gains or losses on securities sales. SFAS
115 reduces the restrictions on sales of secu-

rities classified as available-for-sale.

Fair value proponents also argue that
improving the measurement of the investment
securities account by using fair value rather
than historical cost accounting will improve
the measurement of equity. Although this
would certainly be true if the values of assets
and labilities were uncorrelated, it need not
be the case when they are related. Changes
in interest rates primarily cause changes in
the market values of the investment securities
held by banks.® Changes in interest rates also
cause changes in the values of other bank
assets, such as loans, and changes in the
values of bank liabilities, such as deposits
and long-term debt. The values of these assets
and liabilities are therefore likely to move
together. This is especiaily true when the
investment portfelio is used to hedge the
effects of interest rate changes on equity.

For this reason, the volatility in reported
capital that will occur as a result of stating
only the investment portfolio at market value
may not be indicative of the true risk of the
bank. Fair value accounting will provide
managers with an incentive to reduce the
volatility in reported equity, assuming that
those who use financial statements do not
adjust for the effects of unrealized securities
gains and losses.

A number of theoretical and empirical
studies have evaluated market value accounting
systems in which alf assets and liabilities are
marked to market. For example, see: Berger,
King and O'Brien (1991); Shalfer (1992); and
Mengle and Walter {1991}, Partial market
value accounting, with only one category of
assets recorded at market value, has recetved
relatively less attention.

Two studies examining past changes
in the market value of banks’ investment
portiolios have concluded that the effects
of implementing SFAS 115 are likely to be
small. Barth, Landsman and Wahlen {1993)
document an increase in volatility of reported
equity during 1970-%0, when changes in
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investment securities values are included

in equity. They argue, however, that this
increase in volatility is not important to
investors or regulators. In a study of the effects
of market value accounting for investment
securities on regulatory disciphine, Carey
(1995} reaches no conclusion about whether
regulatory discipline will be improved or
worsened, but does conclude that the effects
are likely to be small. Both papers acknowledge
that there are limitations on the inferences
that can be drawn from past data, since bank
behavior will likely be different once SFAS
115 is in effect.

In contrast, Ernst and Young (1993)
report that more than half of respondents
to their survey anticipated altering their
investment behavior if SFAS 115 were adopted.
¥rnst and Young (1994), however, report that
60 percent of the respondents to a follow-up
survey claimed to have actually changed their
investment strategies as a result of adopting
SFAS 115. More than 95 percent of respon-
dents in the original survey claimed they
would shorten the maturity of debt securities
held, and roughly 40 percent said they would
increase their hedging activity. In addition,
respondents said they might reduce the
proporiion of assets held in investment
securities. I the follow-up survey, the
respondents said they had shortened the
maturity and duration of their portfolio
and had reduced their holdings of mortgage-
backed securities and mortgage derivatives.
The fraction claiming they would increase
their hedging activity was reduced to
roughly 10 percent.

Under SFAS 115, any change in the
alter-tax net unrealized gain or loss on the
securities in the available-for-sale account
will result in an adjustient to equity, resuldng
in an increase in the volatiltity of the reported
equity balance. This volatility in reported
equity will be higher as more securities are
included in the available-for-sale account and
the more sensitive these securities are to
changes in inlerest rates.

Bank managers who want to minimize
the increase in volatility of reported equity
that will result from adopting SFAS 115 can
either classify securities as held-to-maturity
or change their investment security holdings
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to minimize the effect on reported equity.
The second option can be achieved either by
reducing the proportion of total assets held
in the investment portfolic or reducing the
sensitivity of the value of investments held to
changes in interest rates. Since the sensitivity
of securities’ values to changes in interest rates
increases with their maturity, reducing the
maturity of the investment portfolio will
decrease the volatility in reported equity
caused by changes in the values of
available-for-sale securities.

Bank holding company data during the
implementation period of SFAS 113 are used
to examine two aspects of investment portfolio
management. First, I ask whether the deci-
sion about when to adopt this accounting
standard was affected by the wansitory ability
to influence reported equity. Second, I explore
whether bank managers’ desire to reduce
volatility in reported equity aflects the pro-
portion of assets held in investment securities,
the maturity of the investrment securities held,
and the proportion of securities held in the
available-for-sale portfolio. A sample of bank
holding companies was identified from the
consolidated financial statement for the bank
holding companies report (FR Y-9C} filed
with the Federal Reserve System during the
second quarter of 1993 through the first
quarter of 1994, In addition to the data
available from this file, information from
the annual report footnote disclosures was
required to determine when SFAS 115 was
adopted and to obtain data on the proceeds
of sales from the investment portfolios.

Publicly traded companies are required
to file annual reports with the SEC. Therefore,
to be retained in the sample, the holding
company also had o be listed on the New York
Stock Exchange, American Stock Exchange,
National Association of Stock Deals Auromated
Quotation System, or over-the-counter. This
matching resulted in a sample of 369 hank
helding companies as of December 31, 1993,
Bank holding companies were eliminated
from the sampie if their annual reports couid
not be obtained directly from the company

HANK OF 5T. LOWS

29



# Peer group cossifications, which
ure autfined in A User’s Guids
for the Bonk Holdig Compony
Peiformance Report, published
by the Board of Governars of the
Federal Reserve System, are bonk
holding companies with ofcl assels
in billiors of doflars: greater than
10 are i graup 1; between 10
andt 3 are in gioup 2; between 3
and 1 are in group 3; hetween 1
and 0.5 ore in group 4; batween
0.50nd 0.3 ore i group 5; ond
between 0.3 end 8.5 ere i
gioup 4.

HEVIEN

JANUARY /FERBRUARY 1923

or from the National Automated Accounting
Retrieval Services database. This requirement
resulted in the exclusion of 78 bank holding
companies. Bank holding companies were
also eliminated if they did not report the
proceeds from sales of investment securities,
and 40 bank holding companies failed to
report proceeds data,

Table 1 provides definitions of characteris-
tics used to analyze the effects of implementing
SFAS 115 by bank helding compantes, Table 2
profites bank hotding companies included in
the sample by peer group.’ As of September
30, 1993, the sample bank holding companies
had assets ranging from $157 mitlion to
$221 billion, and are fairly evenly distributed
within the six peer groups represented. Due
to the exclusion of bank holding companies
with missing data, the average size of the
sample bank holding companies of $10.921
billion is slightly larger than the average of
$7.756 billion for all publicly traded bank
holding companies.

Many characteristics of bank holding
companies differ across peer groups. The
average leverage ratio decreases with average
bank helding company size, while the average
return on equity increases. SFAS 115 affects
reported equity and therefore will affect the
numerator of the leverage ratio and the
denominator of the return on equity. Both
the existence of interest rate contracts and
the average portfolio turnover are increasing
with bank hoiding company size. These
variables suggest that larger bank holding
companies are more active in liquidity and
interest rate risk management and therefore
may be affected more by SFAS 115. Slighsdly
more than 44 percent of sample bank holding
companies adopted SFAS 115 during the
fourth quarter of 1993, This fraction, although
different across peer groups, does not increase
uniformly with bank helding company size.

Tabie 3 compares the characteristics
of early and late adopters of SFAS 115, Cn
average, early adopters of SFAS 115 have lower
leverage ratios, higher past excess gains, and
investment securities with longer maturities.
Although early adopters decreased the fraction
of their assets held in the investment portfolio
and decreased the maturity of the securities
held in their investment portfolios more in the

fourth quarter of 1993 and less in the brst
quarter of 1994 than did late adopters, these
mean differences are not statistically significant.

As of the end of 1993, 93 percent of
all publicly traded bank holding companies
had net unrealized gains in their investment
portfolios. By adopting SFAS 115 early, this
unrealized gain couid be used to increase
reported equity. A probit model of the decision
to adopt SFAS 115 in 1993 rather than waiting
until 1994 is estimated to determine if the
ability to increase reported equity influences
the decision about when to adopt this standard.

The probit model includes three variables
used to test whether the increase in reported
equity resulting from the adoption of SFAS 115
was important in the decision to adopt early,
Bank holding companties with lower leverage
ratios are predicted to be more concerned with
increasing reported equity and, therefore, more
likely to be early adopters. Similarly, bank
holding companies with higher returns on
equity are predicted to be more willing 1o
report an increase in equity, thereby reducing
this measure of performance commonly used
by regulators and investors. Finally, bank
holding companies that have managed their
securities portfolios in the past to increase
reported equity are predicted to be more likely
to adopt SFAS 115 early.

Carey (1994) points out that a bank
can increase capital by selecting securities
for sale with an average unrealized gain larger
than the average for all securities in the invest-
men: portfolio. Past excess securities gains
are used to measure differences across bank
holding companies in their desire to boost
reported capital.

These variables are likely to be related to
other bank holding company characteristics
such as size and structure of the investment
portfolio. The probit model also includes
several control variables to capture other
factors that may be important in the decision
about when to adopt SFAS 115.

Implementation of SFAS 115 is likely to
require a change in investiment management,
which may require a great deal of planning.
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the assumption made in the prapasal ta revise risk-hased copitol stondards io account for inferast rate risk.

Some bank holding companies may be able swaps. forwards and purchased options is
to respond to this new reporting requirement included to capture differences in how bank
more quickly than others. Indicator variables  holding companies manage their interest rate
for the bank helding companies’ peer group risk. Bank holding companies that use interest
are included to control for these factors, and rate contracis to manage interest rate risk are
to control for other differences among bank expected 10 be more likely to alter their invest-
holding compantes that depend on size such ment strategies as a result of SFAS 115, This
as differences in average capital ratios and may be impertant in the decision about when
differences in average return on equity. to adopt this accounting standard. Similarly,
An indicator variable for whether the variables measuring the maturity of the invest-
bank holds interest rate coniracts such as ment portfolio are included since these
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variables may be important in explaining the
reaction to this accounting standard and, thus,
the decision about when to adopt SFAS 115.

Table 4 shows the resulis of the probit
estimation of the decision to adopt SFAS 115
in 1993 versus 1994, including alternative
combinations of the explanatory variables.
Lvidence consistent with SFAS 115 being
adopted early to increase reported capital
is provided by coefficients on the leverage
ratio, return cn equity, and the past excess
gains recognized.

The significantly negative coefficient on
the leverage ratio indicates that companies
with lower capital are more likely to increase
their reported equity by adopring SFAS 115
early.? Similar evidence is provided by the
coefficients on the indicator variables that
measure the percentiie of the leverage ratio,
Companies whose leverage ratio falls in the
top 75th percentile were significantly less
likely than those whose leverage ratio falls
in the bottom 25th percentile to adopt SFAS
115 early. The same is trie for those who fall
between the 50th and 75th percentile, although
the reduction in probability is lower for this
group. Those that fall between the 25th and
50th percentile are not found to be signifi-
cantly fess likely than those in the bottom
25th percentile 1o adopt SFAS 115 early. The
coefficient estimates on these three indicator
variables suggest the decline in probability
of early adoption is linearly related 1o the
increase in the leverage ratio.

The significantly positive coefficient
on return on equity provides further evidence
ihat the effect on reported equity of SFAS 1153
is important in the decision to adopt early !
This suggests that companies performing well
in 1993 were more willing to have this measure
of performance reduced by the increase in
equity that occurred as a result of adopting
SFAS 113 early.,

Finally, the positive coefficient on the
excess gains variable, which is significant when
the mvestment control variables are included,
suggests that companies that have boosted

reported equity in the past through the dis-

proportionate recognition of securities gains
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are more likely to adopt SFAS 115 early to
increase their reported equity during 1993,
The coefficients reported in Table 4

provide estimates of the changes in probability
of early adoption of SFAS 115, given changes Varioble
in the corresponding variable. Therefore, a
coefficient of -2.766 on the leverage ratio indi-
cates that increasing the leverage ratio from
the Peer 1 group average of 0,070 to the Peer

Re
Early Adoption Decision
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(2389 (0.448) (0.159)

3.630 L9766
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a coefficient of 0.438 on return on equity L 1
indicates that decreasing the return on equity Ry QR T G
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Peer 6 group average of 0.030 would result
in roughly a 3.4 percent decline in the prob-
ability of adopting SFAS 115 early.

Once other characteristics have been
controlled for, the size of the bank holding
company generally does not appear to be

tmportant in the decision to adopt SFAS 115 (gggg)
early. although bank holding companies in RRR R Y1
Peer group 3 are more likely than those in T B04)
Peer group | to adopt early. The only other R 0338

variables that are significant in explaining
the early adoption decision are the amount
of securities maturing in more than one year
and less than five years, and the existence

of inlerest rate contracts. Inclusion of these
variables does not alter the conclusions drawn
from the coefhicients on the other variables
in¢cluded in the estimation.

The mean predicted probability of
adopting SFAS 115 early is significantly higher
for early adopters thar [or late adopters {or all
three probit models estimated. In addition, the
fraction of bank holding companies correctly
classilied as early versus lase adopters for all
three probit models is significantly better than
the fraction that would be correctly predicted
by assuming that the probability equals the
mean preporiion in the sample.
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first measure examined is the change in

the maturity-weighted investment port{olio.
This variable measures both changes in the
propertion of assets held in investment
securities and changes in the maturity of

the securities held. The second measure
examined is the change in total investments.
This variable measures only the change in the
proportion of assets held as securities, ignoring
changes in the maturity of the securities. The
third measure is an adjusted maturity-weighted
measure designed to eliminate changes in the
weighted marurity of the portfolio that occur
merely due to changes in the proportion of
assets held in investment securities.

These three measures provide information
on the overall change in investment security
holdings and the two components of that
change. Changes in the investment port-
folio may occur for reasons other than the
accounting change, such as changes in interest
rates. Determining the expected change would
require a comprehensive model of invesiment
porifolio management. I the change in invest-
ment portfolio holdings associated with this
accounting change occurs in the quarter that
the standard is adopted, then the bank holding
companies that did not adept SFAS 115 during
the quarter can be nsed as a control group.
if the non-adopters provide a measure of
the changes that would have occurred in
the ahsence of the accounting standard,
then the difference between the adopters
and non-adopters can be used to determine
the change due to the accounting standard.
This is a common approach used to study
treatment effects and program effectiveness.

A common problem in these studies is
that participants often choose the group that
they are in and therefore may be difterent for
reasons other than the treatment or program.
In this case, the peried of adoption of STAS
115 is not random and early adopters are
different in a variety of ways from late adopters.
Correction of the self-selection bias that results
requires that these differences in characteristics
be used to predict who witl choose to be
included in each group. The estimates from
this prediction model can then be used to
construct a variable that corrects for the bias
that occurs because we cannot observe the
values of the dependent variables for the

alternative choice. TFhis sell-selection variable
is computed using the predicted probabilities
from the probit estimation of early adoption
of SFAS 115 in the tast column in Table 4.7
The coefficient on this variable can be used
to determine if the conclusion drawn from
the estimation would have been alfected

by a self-selection bias,

The importance of reducing reported
equity volatility is measured using the average
leverage ratio and the average return on equity.
The cost of increasing equity volatlity is
assumed to be negatively related to the level
of these ratios and, therefore, the lower the
average leverage ratic and average return on
equity, the greater the expected reduction in
the maturity of the investment porefolio.

Several control variables are also included
in the regression to capture other factors that
may be important in explaining the change in
investment portlolio holdings. Since changes
in maturity may depend on the initial maturity,
the weighted average maturity of the invest-
ment portfolio at the end of the second quarter
of 1993 is included in these regressions. In
addition, the size of the bank holding company
may be important in explaining the desired
holdings. Peer group dummy variables are
also included as control variables, Finally,
the desired investment portfolio heldings
may depend on the bank holding company’s
hedging activity and, therefore, an indicator
variable for the existence of interest rate

contracts is included.

Table 5 reports the results of the analysis
of change in investment portiolio hoidings for
the fourth guarter of 1993 and Table 6 reports
the resulrs for the first quarter of 1994, Three
regression models are estimated. The signifi-
cantly negadve coetlicient on the early adoption
dummy in the fourth quarter of 1993, and
the significantly positive coetlicient on that
variable in the first quarter of 1994 for the
maturity-weighted and total-investments
equations provide evidence that bank holding
companies reduced both the proportion of
assets held in the investment portfolio and
the maturity of those investments in the
quarter that they adopted SFAS 115,
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Given a weighted-average maturity of
the investment portiolio on june 30, 1993,
of 1.21, the coefficient of -0.318 on the early
adoption variable reported in celumn one
indicales approximately a 27 percent decrease
in the ratio of the maturity-weighted invest-
ment securtities to assets resulting from the
adoption of SFAS 1135, Part of this decline is
due to a decrease in the proportion of assets
held in the investment portfolio. A coefficient
of -0.045 on the early adoption variable in the
regression examining the change in the ratio
of investment securities to assets implies a
16 percent decline in the size of the investment
portlolie, given an average ratio of investment
securities to assets of 28 percent at the end
of June 1993,

The significant coefficient on the seli-
selection variable indicates that the estimates
would be biased if this variable were not
included. In addition, the sign on the coethi-
cient on this variable indicates the direction
of the bias on the early adoption variable if
the selectivity correction were omitted. The
positive coefficients on the sell-selection
variable in the fourth quarter of 1993 regres-
stons imply an upward bias on the coefficient
on the early adoption variable without the
selectivity correction, indicating that the
estimnated change in the investment portfolio
holdings for the early adopters would have
been understated. The opposite is true for
the frst quarter of 1994 regressions.

The significantly negative coefficient
on the average leverage ratio in the fourth
quarter of 1993 provides evidence of cross-
secrional differences in the concern over
increased capital volatility resulting from the
adoption of SFAS 115. 1 find little evidence
that the average leverage ratio was rmportant
in explaining the change in investment port-
folio holdings in the first quarter of 1994,

In addition, I find little evidence that the
average refurn on equity s impertant in
explaining the changes in either quarter.”

Once other factors have been controlled
for, the size of the bank holding company
generally does not appear 10 be important in
explaining the change in the maturity of the
investment portfolio, although these variables
are important in explaining the change in the
proportion of assets held in the investment

Invesiment Security Holdings in the Fourth

Quarter of 1993
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portfolio, In the lourth quarter of 1993, the
weighted average maturity of the investment
pertfclio is important in explaining the change
in the maturity, while the existence of interest
rate contracts is impoertant in explaining the
change in the first quarter of 1994,

To test the reasonableness of the

assumption that changes in investment
portfolio holdings are made in the quarter
that SFAS 115 is adopted rather than before
or alter, T compare the proceeds from securities
sales during 1993 for bank holding companies
that adopted in 1993 versus those that adopted
in 1994. 1also compare annual rather than
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* The regressions ware tlso estimoted
dllowing the coefficients on the
guerage leverage ratie ond the
Qverage rehura on squity 1o be dif
farant for eordy ond fute adopers.
These coefficients were stafistically
significont anly for the leveroge
rettio I the fourth quarter of 1993,
and the conclusions drawn ohou
thunges in the investment portfolia
it the quorter of edopsion of SFAS
115 wers unchanged using this
specification.
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quarterly proceeds because only annual
proceeds are disclosed in the financial state-
ments. I early adopters change investment
portiolio holdings during 1993, then, cos-
recting for the self-selecticn bias, these bank
holding companies should have higher
proceeds during this period. For proceeds
on sales of investment securities, [ conduct

a regression analysis similar to the analysis
for changes in investment portfolio holdings.
The results of the regression analysis of
turnover of the investment portfolio in 1993
indicate that controlling for past portfolio
turnover, bank holding company peer group,
and the self-seleciion bias. early adopters
had a higher portfolio turnover in 1993 than
iate adopters. The resulss of this regression

provide some support {or the assumption that
changes in the investment portfolio were made
in the period when SFAS 115 was adopted.

In addition, the regressions performed
during the period of the accounting change
are also estimated for the same quarters during
1991 and 1992, Finding no significant dif-
ference in the change in investment portfolio
heldings during these early periods for com-
panies that adopted SFAS 115 early versus
those that did not would provide reassurance
that any differences found during the SFAS
115 adoption pertod are actually atiributable
to the accounting change. In the estimation
of the equations reported in Tables 4 and 5
for the same quarters in 1991 and 19921
find no evidence of differences between the
early adopters and other companies.™

An altematwe approach that can be used
to reduce the volatility in reported equity that
resulis [rom the adoption of SFAS 115 is 1o
reduce the proportion of securities classified
as available-for-sale. A regression model is
estimated to examine how the desire 1o
maintain flexibility in investment portfolio
management and te reduce volatility of
reported capital affects the proportion
of investment securities classified as
available-for-sale.

The importance of liquidity and interest
rate risk management is measured using past
portfolio turnover. The benefit of being able
to sell investment securities for liquidity or
interest rate risk management is assumed o
be higher for bank holding companies, the
more active their management of the invest-
ment portfolic has been. Portfolio turnover
is used to measure the level of portfolio
management activity. Bank holding companies
with higher portfolio turnover are expected
to classify a larger proportion of their invest-
ments in the available-for-sale portfolio.

The importance of intluencing reported
earnings through the sale of securities is
measured using the past excess securities
gains recognized. The benefit of being able
to recognize gains on the sale of securities

FEDERAL RESERVE BANK OF $7. LOUIS

36



HEVIEN

JANUARY /FEBRUARY 1995

to influence earnings is assumed to be higher
for bank holding companies that recognize a
disproportionate amount of gains on security
sales. Excess securities gains recognized are
compulted as the difference between the ratio
of recognized gains to the market value of
investment securities, and the ratio of unreal-
ized gains to the market value of investment
securities multiplied by the portfolio turnover.
This measure assumes that in the absence of
earnings, management gains witl be recognized
in proportion to the unrealized gains. The
average past securities gains recognized are
used as an alternative measure of the desire
to influence reported earnings through the
recognition of gains on securities sales.

As for the change in investment portfolio
maturity regression, the importance of reducing
reported equity volatility is measured using the
leverage ratio and return on equity. The cost
of increasing equity volatility is assumed to be
negatively related to the level of these ratios
and, therefore, the proportion of securities
classihied as available-for-sale is assumed to he
positively related to the ievel of these ratios.

I also include several control variables
in the regression to capture other factors that
may be important in explaining the proportion
of securities classified as available-for-sale.
Since the sensitivity of the investment portfolio
value to changes in interest rates will depend
on the timing of cash flows from the securities
held, I include a measure of the maturity of
the investment portfolio. In addition, the size
of the bank holding company may be impor-
tant in determining how active the investment
portfolio management is, and may aiso be
related 1o the other measures included in the
regression. Therefore, T add peer group
dumrmy variables as control variables.

Table 7 reports the results of regression
analysis of the proportion of securities classi-
fied as avaitable-for-sale. The results show
that reducing volatility in reported capital as
well as maintaining flexibility in managing
liquidity and interest rate risk, and in influ-
encing reported earnings are important in
deciding what proportion of securities to
classify as available-for-sale.
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The significantly positive coefficient on
portiolio ternover suggests that bank holding
companies that have more actively engaged
in liquidity and interest rate risk management
in the past classily a higher fraction of their
investment securities in the available-for-sale
portfolio.® Similarly, the significantly positive
coefficient on excess gains on securities sales
indicates that bank holding companies that
have used gains on the sale of securities to
influence reported earnings and capital in the
past classify a higher proportion of securities
as available-for-sale. The positive coefficients
on both the leverage ratio and return on equity
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stiggest that bank holding companies with
more capital and higher earnings are more
willing to incur the increased volatility in
reported equity that will occur when a higher
fraction of their invesunents are included in
the available-for-sale portfolic. The coefh-
cients on the average leverage ratio, however,
are only significant at the 7 percent level
using a one-tailed test.

The size of the bank holding company
and the maturity of the investment portfolio
are generatly not important in explaining
the proportion of securities classified as
available-for-sale.

CoNLLUSIONS

Bank managers and regulators have
opposed the adoption of SFAS 115, claiming
that the increased volatility in reported equity
caused by this accounting standard is not
indicative of true volatility in equity and will
cause bank holding companies to alter their
investment portiotio management. In addidon,
they have argued thai banks will continue 1o
have opportunities for manipulating the num-
bers reported in the financial statements.

Based on bank holding companies’
response to the implementation of SFAS 115,
this article provides severai picces of evidence
that suggest that bankers’ and regulators’
concerns about the impact of SFAS 115 are
well-founded. The decrease in both the pro-
portion and maturity of investment securities
held in the quarter when SFAS 115 was
adopted, and the reduction in the proportion
of securities classified as availabie-for-sale
as bank holding companies’ average leverage
ratio and average return on equity decline
indicate that concerns about volatility in
reported equity induaced by SFAS 115 led to
a change in investment portfolio management.

The importance of the leverage ratio
and return on equity in the decision to adopt
SFAS 115 early, and the higher proportion
of securities classified as available-for-sale if
excess securities gains have been recognized
in the past indicate that management can
still influence the numbers reported in the
financial statements under SFAS 115, Man-
agement of the investment portiolio under
SFAS 115 appears to be affected both by a

desire to reduce the voelatility in reported
capital and the desire to maintain flexibility
to influence reported earnings through the
recogaition of gains on security sales.

If the documented changes in investment
portfolic management continue, they could
have important censequences for the banking
industry and the economy. Although no
attempt is made in this article to assess how
costly these changes will be, shortening the
maturity of the investment portiolio may
result in a reduction in the interest income
earned by bank holding companies or may
increase their interest rate risk. Reduction
of the Hexibility to sell securities from the
held-to-maturity portfolio may increase
the cost of managing hquidity and interest
rate visk. Reduced flexibility in liquidity
management could make banks unable 1o
meet increases in loan demand, thereby
decreasing the availability of credit. Increased
exposure to changes in interest rates could
malke the banking industry more volatile,

Even in the absence of changes in the
investment portfolio, including the effects of
SFAS 115 in regulatory capital could be costly
if bank helding companies must maintain
additional capital or if regulatory actions are
taken against viable bank holding companies
as a resuit of the change in accounting method.
The recent decision by regulators to exclude
the effects of SFAS 115 from the definition of
regulatory capital ratios may lead to further
changes in investment portfolio management
that will ameliorate these effects.
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