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VAiaAEIOfl RESERVES fOt

A* Introduction taft Smaiyy

The State and Federal bank exam ining authorities have been in 

agreement on the basic principles regarding loss reserves for securities 

held by commercial banks* These principles, first voiced in 1938, «ere 

reaffirmed with some minor changes in 19^9 . So the period of agreement 

covers IT years, and a review of accomplishments with respect to loss 

reserves on securities now seems appropriate*

Quite in contrast with the substantial growth of valuation 

reserves for loans, the corresponding reserves for the securities portfolios 

of insured commercial banks have remained virtually stationary since 1947. 

This is true irrespective of whether the reserves are compared in term of 

dollar amounts or relative to loins and securities. Moreover, somewhat less 

than half of all the insured commercial banks have valuation reserves for 

their loans* Based upon the fragmentary statistical information at hand, it 

would appear that a very much smaller number of banks have valuation 

reserves for securities.

The diverse behavior of these two reserve accounts is usually 

explained by reference to tax considerations* Admittedly, these 

considerations are portent. As matters now stand, there is an inducement 

for banks to augment their loss reserves on loans* Stevertheless, reserves 
are also needed to protect the securities portfolio. Accordingly, the bank 

supervisory authorities cannot ignore the need for such reserves even though 

banks cannot secure a tax advantage from setting aside earnings for this
purpose*
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War both the loan and the securities portfolio, the actual loss 

experience and the potential for losses in the future cannot be 

as trivial. Moreover, there 1. a tendency for these losses to concentrate 

in individual banks at certain tines. Couaon sense-reinforced by such data 

m  axe available-should v a n  the supervisory authorities «hat banks will 

continue to sustain substantial losses of this nature. To be sure, 

valuation reserves cannot insulate banks against the hazard of widespread 

economic cataatrophe. However, they sometime. incur heavy losses even

though the economy ha. not collapsed, and in these cinunetence. valuation 
reserves can be very helpful.

™ 8 wouU Be«n to he an appropriate tine to launch a vigorous 
program for building up valuation reserves against losses in the securities 

portfolio. At present, the data suggest that the (mount of these valuation 

reserves is relatively emaH-eertainly such leas than adequate ft» the 

banking system viewed in its entirety. In addition, there is good reason to 

believe that the distribution of reserves among banks leaves <— to be 

desired. Sot only is it important ft» the reserves to be adequate, but 

these should e l »  be held by the banks that are likely to need them. The 

bank examining authorities both ¡federal and State would be merely implementing

their well-established policies if they were to lend vigorous encouragement 
to such a program.

Jtectual Backa;ro*^

3y an agreement of long-standing, most of the State and all 

Federal bank examining authorities have adopted the practice of valuing 

securities on tee basis of amortised cost reteer than prevailing market
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price*. The reason for this change la the basis of valuation was to 

speculative trading la the investment account and to stabilise of
bank capitalizations.

When securities are valued for purposes of bank 

»arket prices, idle net effect Is to encourage banks to engage in speculative 

activities. If price declines are anticipated correctly, banks can avoid 

the reflection of shrinking values In the bank examiner's appraisal of the 

capital margin by selling securities. This pressure to sell merely 

aggravates a vaak market situation. On the other hand, rising prices for 

securities augment the capital margin as a »suit of the valuation process. 

Tbua, Purchases for an anticipated rise la prices, Irrespective of

fundamental investment considerations, acquire an unwarranted attraction for 
books.

Abaadcoseat of the market value approach to the appraisal of the 

securities account for purposes of bank examination %ms not without its 

shortcomings. Market values are stubborn facts that deserve 

consideration, the authorities recognised that losses were inherent in the 

investment process. So, to prevent the book value of securities free 

becoming unrealistic, they provided for the adoption of a valuation reserve 

program to cushion the inevitable losses. Without such reserves, the 

amortised cost basis of valuation tends to insulate banks from the effects

of changing values which occur in the investment account over a period of 
time*

Since the securities markets were depressed in 1938 when the State 

and Federal examining authorities reached the agreement on uniform practices,
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was a general feeling that commercial banks would eventually he able 

to achieve substantial recoveries on the hock value of many items in their 

portfolios. For this reason, the authorities looked forward to earmarking 

these profits for the purpose of building up securities valuation reserves. 

But recoveries were not thought of as the sole basis for the accumulation of 

reserves against investment losses. A careful reading of the agreement 

suggests that the authorities contemplated reasonable set-asides from 

current earnings.

Statistics on valuation reserves in commercial banks are $uit@ 

fragmentary. Actually, detailed information is available only for the 

period since the beginning of 19*tS. Prior to that time the h«irii»g 

authorities did not compile data regarding the amount of valuation reserves. 

Bov the valuation reserve balances for loans and securities are reported 

separately end it is possible to determine the amount of transfers to and 

from these accounts. However, the information Is so reported that it is 

impossible to separate accounting adjustments in the form of chargaoffs fro® 

realised losses; nor can bookkeeping adjustments in the fora of recoveries 

be separated from the amount of realised profits, this shortcoming in the 

reports seriously beclouds the picture of profits and losses in the 

securities account.

Measured either in absolute or relative teras valuation reserves 

cm securities increased very little over the period 19fe8*195A. The reserves 

increased from $228 million or about 31 cents per $100 of book value reported 

for the securities account to $277 million or 35 cents per $100 of book 

value. Holdings of securities in 19^8 averaged $73 billion (Federal
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obligation* comprised $65 billion and there rere $9 billion of other 

securities including about $6 billion of Municipal obligations) as compared 

with the 1954 average of $80 billion (Federal obligations comprised 

$65 billion and there rere $15 billion of other securities indina*ng about 

$11 billion of Municipal obligations}.

With respect to loans, the shoving over the years 191*8« I95& ig 

qtulte different. At the beginning of the period, valuation reserves totaled 

about $216 million as compared with loans which averaged about $b0 *vm-y^n 

for the year 19*8. %  the end of 195^, however, valuation reserves for the 

loen account aggregated $1,072,000,000, while the yearly average for the 

loan portfolio res about $68 Million. Is other words, the reserves for 

loans equaled 5^ cents per $100 of book value in 191*8 as compared with $1.58 

in 195*t*

Study of the available statistical information suggests that the 

rate of losses and chargeoffs is roughly the same both for loans and 

securities. Furthermore, over the period X9*t8-195& the record shore that 

the amount of losses end chargeoffs on loans aggregated about $899 

as compared with $815 million for the securities portfolio. Thus, the data 

hardly support the view that substantial losses are incurred with respect to 

the loan portfolio whereas banks do not encounter losses as a result of 

their security holdings.

It is arguable that banks have .little need for valuation reserves 

on securities because these holdings are predominantly Federal obligations. 

Certainly, a bank would not sustain a loss if it were able to hold Federal 

obligations to maturity. However, banks are not always able to hold
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securities— -at times they are obliged to shift into cash before the 

obligations mature. When prevailing market prices are below book values 

the conversion of securities into cash results in losses. These losses are 

inherent in the business of banking and they are incidental to the 
Investment activities.

Furthermore , profits and recoveries on securities were not 

sufficient to offset losses and chargeoffs over the period for which 

detailed information is at hand. Thus, for the years 1948-1953 profits and 

recoveries fell short of losses and chargeoffs by about $231 minion. On 

the basis ©f this statistical showing, it seems doubtful that the commercial 

banks can depend upon a margin of profits from transactions in their 

securities account sufficient to absorb the losses.

C* Central Questions for Discussion

A number of isqportant questions are involved in the consideration 

of valuation reserves for bank holdings of securities. There is, for 

example, a fundamental question: Is the loss potential in the securities 

account large enough to deserve serious consideration?

Banka are expected to confine their investments to relatively high 

quality issues. From year to year the variations in the size of the 

investment portfolios Is relatively small. Accordingly, it is sometimes 

argued that the loss potential is limited to deterioration in the quality of 

the investment Items and that may be disregarded because it is virtually 

negligible for the securities that measure up to the high standards of 
investment quality.
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How*v»r, there ere thousands of Individual hanks whose reports 

compose the statistical aggregates for the entire hanking system. Some of 

these hanks do experience considerable variation in their investment 

accounts from time to time. When a hank is subject to pressure for cash, 

either to meet a withdrawal of deposits or to take advantage of 

opportunities for making loans to its customers, losses may he incurred in 

»ftldsg the shift* Admittedly, these securities may he acquired by other 

hanks, and as a consequence the holdings for the hanking system will remain 

«»changed. Whether the selling hank sustains a loss depends upon the 

relationship between hook values and market prices.

In order to remain a going concern, it is necessary for a to 

he able to absorb the losses incidental to the liquidation of securities. 

Ultimately this protection is furnished by the capital accounts which in the 

aggregate measure the excess of asset hook value over liabilities, the 

maintenance of an adequate valuation reserve for securities— as part of the 

capital margin-helps to make certain that a hank will he able to absorb 

losses on its investments without crippling results.

Inevitably a discussion of this character raises the question:

What importance should be attached to tax considerations «hen the 

examining authorities are establishing policy with respect to valuation 

reserves on securities? (hr, for that matter* Should the hank 

authorities pay any attention to the tax aspects of the problem?

She bank examining authorities can readily justify the development 

of a policy with respect to reserves against potential losses in the 

securities account which entirely ignores tax considerations. Ihe
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authorities have responsibilities for the soundness of the H«mirfng system.

In discharging this responsibility, they cannot show a disposition to trim 

their policies to fit around all of the difficulties— including the tax 

problems— that confront bank managements in the operations of their affairs* 

Nevertheless, effective bank supervision is positive in its approach rather 

than negative • If sound banking considerations indicate a program for the 

development of valuation reserves against losses in the securities account, 

the fact that the accuiaulatioaa of such reserves may not give a beak special 

tax advantage Is an incidental fact*

fbx considerations frequently are advanced as the explanation for 

the substantial growth in loss reserves for the loan portfolio* Then it is 

argued that no reserves against the securities portfolio can be expected in 

the banking system unless a similar treatment is accorded the necessary 

recurring charges against earnings. This position has little to be said in 

its favor. If a valuation reserve against losses in the securities account 

is needed, then the bank examining authorities should adept a policy that 

would insure the necessary retention of earnings. Admittedly, such a policy 

would be greatly encouraged by favorable tax treatment on transfers to the 

reserve accounts* There is good reason to believe that the banks could »»fr» 

as convincing a case for ’Use annual increments to their reserve accounts 

against losses in the securities portfolio as they have with respect to loans.

Xfp to now, there has berne considerable reference in these remarks 

to the 1938 agreement among the State and Federal bank examining authorities. 

Probably it would be appropriate to ask the questions What did the statement 

in 1938 say about reserves against losses in the securities account! First
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Of all, the agreement announced that "Present practise will he continued 

under which the establishment and maintenance of adequate reserves 

reserves against the securities account are encouraged.” Thus, It is 

evident that the examining authorities have long been aware of the need for 

adequate reserves against losses in this area of hanking activities* To he 

sure, no standards vers adopted tot determining the adequacy of reserves, 

nor did the agreement suggest the tspositicn of penalties for failure to 

conform with the policy. Bat it should he remembered that in 1939 the hanks 

were only beginning to recover from the devastating effects of the Great 

Depression. Many of them were not in a position to build up reserves 

rapidly. Hence, the absence of teres for specific implementation of the 

policy. Today, however, the hanking system is far stronger than in 1938 

when agreement was adopted by the banking authorities.

The final section in the 1939 agreement provides that "Btatil 

losses have been written off and adequate reserves established, the use of 

profits from the sale of securities for any purpose other than those will 

not be approved.” This section can best be understood in the li#t of the 

conditions prevailing at the time of the agreement. Banks generally were 

experiencing difficulties with their securities portfolios. Corporate 

obligations bulked large in these holdings which bad been accumulated for 

the most part in more prosperous times. Margins of protection for debt 

service were small end bond prices were depressed. Book values had h e m  

reduced to reflect the current business situation and the prospects for 

recovery. However, the authorities recognized that when times improved 

there might be some profits Is the bond account if the writedowns proved to
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ke «aneeessarily conservative. While a statistical tacmstratioa is not 

possible, it seems reasonable to believe that most of the valuation reserves 

reported in 19^8 resulted from segregation of profits on securities over the 

period subsequent to the 1938 agreement.

fhis brings us to the question: How much should be added each 

year to the valuation reserves for the securities portfolio held by 

commercial banks? When a similar question was raised with respect to loans, 

it was comparatively easy to arrive at a figure. Each bank has experienced 

a loss record on the loan account« This actual experience served as a basis 

for estimating the annual provision needed to absorb losses in the portfolio. 

Presumably the credit measured up to bank standards whan the loan was made 

and the loss resulted from subsequent deterioration in quality of the asset.

There is a development in the life insurance field which may be 

helpful to banks in establishing some protection against qualitative 

deterioration in the investment portfolio. These companies have adopted the 

policy of building up a reserve for the protection of their securities 

portfolios. The annual increment, to be sure, is very small«one-twentieth 

of 1 percent of the entire securities portfolio, furthermore, there «re 

complexities la determining the amount of the increment based upon the 

classification of assets« But fundamentally it is a fact the companies do 

recognise a process of credit attrition in their investment accounts and 

they make provision for these potential losses each year« Also, there Is a 

celling on the total reserve to be set aside and arrangements for 

accelerating the rate of accumulation as well as a provision for 

the reserve out of profits cm sales of securities.
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The practice by the life Insurance companies of building up 

reserves mi Investment securities rests in part upon seme information shout 

capital attrition which was developed by the H&ticsaal Bureau of Economic 

Eesearch more or less as a by-product fro» studies in the field of corporate 

bonds* Careful study of large capital flotations during the period from 

1900 to the »id 19^0 *3 suggested that irrespective of tie quality of Issues 

at the time of flotation there is a discernible process of net capital 
attrition*

She structure of deposit liabilities in a bank is relatively *a»*h 

»©re volatile than claims of an insurance company’s policy holders* As a 

consequence, banks are likely to be obliged to liquidate securities under ad

verse circumstances# Bo it would seem that the amount which the insurance 

companies now add to their valuation reserves annually would be a very 

modest one for the banks to emulate* As a matter of fact, a somewhat higher 

rate could easily be Justified for banks.

finally, there remains the question ♦ t&y be concerned at »It 

about valuation reserves because they are »erely one subdivision of the 

capital margin? It is a fact that bank capital to an economic is

measured by the excess la value of assets over liabilities. In measuring 

this margin, it makes no difference how assets are priced on the books, or 

for that matter, whether they appear at all* fhe problem of measuring the 

margin is simply one of arriving at a fair value of all ©f the assets owned 

by the bank. All liabilities can then be subtracted from this total. The 
r^aainder is the capital margin available to absorb capital losses* Whether* 

the capital margin Is reflected by the amount of common shares, preferred 

shares, surplus, undivided, profits, or valuation reserves is not is^ortant.
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»it to talk about the capital margin in these term* is a gross 

over-simplification of the problem. Tor legal reasons, when losses are 

incurred by a bank it makes a great difference whether they can be absorbed 

by reserves and the undivided profit account car whether they regress upon 

the surplus and the share capital. The absorption of losses in the reserve 

accounts or by the undivided profits of a bank will present no difficulty to 

the management or the bank supervisory authorities. Presumably, it is 

expected that some losses will be incurred and that management will 

anticipate these losses by making provision for handling them. 

that the banka maintain the various segments of the capital accounts in 

reasonable balance, when the losses grow to such preportions that they 

regress on the surplus account end the amount represented by share capital, 

that fact in itself suggests that management has not provided adequately for 

loeaee. Accordingly, the authorities are put on notice that management has 

not functioned properly, to other words, as losses grow to an amount which 

engulfs the entire capital margin, the process may be viewed as moving 

through a series of signals, first warning, and ultimately bringing the bank 

to a full stop as an operating entity. The closing of the bank is sure to 
follow when the share capital has been impaired.

As a practical matter, these legal arrangements arc useful for 

alerting both the management of the banks and the supervisory authorities 

against the accumulation of losses in the asset structure of banks, j* 

making adequate provision far absorbing the losses, management furnishes . 

convincing demonstration that it is in a position to operate successfully. 

When provision for the absorption of losses is ignored, or reliance is
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placed upon the set capital margin, there ia little or no assurance that 

care la taken In Judging the riaka and anticipating losses.

Suggested Program for Valuation Be serves

She bank examining authorities announced a policy with regard to 

valuation reserves almost 20 years ago. The policy has never been sharply 

criticised. Furthermore, there is seme evidence that such reserves as now 

exist In the banking system developed in the manner originally suggested in 

the policy statement of 1938, namely, through the accumulation of profits on 

securities* However, a systematic program for the maintenance of adequate 

reserves against the securities account by means of Increments has
not been adopted.

At this time it would seem appropriate t© give some consideration 

to implementing the announced policy of establishing and n»i »***«*»g 

reserves against securities accounts* This could be achieved by furnishing 

banks with some standards for measuring the adequacy of their reserve 

accounts, and giving them very positive encouragement to increase reserves 

from earnings each year.

Capital margins in banks are small* Moreover, there is little 

reason to believe that the capital accounts will grow in the years ahead.

In fact, virtually no progress has been made in returning to the level which 

prevailed immediately before World War II* Bather than to engage in general 

exhortations that capital accounts should be increased, would it not be 

practical to adopt some standard, to be sure, more or less arbitrary at the 

outset, end to insist that becks build up reserves on a regular basis? A 

ceiling, for example, of an amount equal to 1 percent of the average
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investment account could be created for these reserves with same modest 

requirements for an increment each year. For discussion, it is suggested 

that an interval of 10 or 30 years be taken as the time during 'which the 

banks would move towards the ma/Kinrua required valuation reserve«
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