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Fot mar yetara tbe bank Supervisors autharitlea have «m i  la 
•gMMMKt thot bank of inveataent-grade Securities »bould be
vetued for exadnotioa purposee at thi lower of HirtlnA «oot or bode« 
mis rolo supplanteá tí» earlier practico of valutas securities on tí»

of aerbat quotatlons at dio tino of exanination. Sha praaaat rala 
bao introducid aa atwint of atability la ti» aaset structure of baaks ttas* 

lo »«^ y  destraba«. by igaoring tí» vagarías of day-to-day market 
(juotatlcB» ti» amarinara have Croad d »  «ando txm  pwaaurs ateiasiag Croa 
valuatloa practicas to spaculate oa either a risa or a dadlas la paisas.

da aa d »  structure of prisas for bank lavasdMnts la 
raaaeaady atado, lt aakaa Xittls dtffmaoa vhether bank exealmsre fallov 
ti» practica of valuta« aecuritieo at aartwt prisas or on soaa ao-eaUad 
ccmvention «salo such aa aaortiaod eost or boek, vfaichever la loaar.
■ Antever, experl«ce bao dsaeastrstad ttoat quotatlons tote bank «alllgr 
invsstasnts fluctuóte d a o s #  o nido prisa ranga, »osa fluetuatioos atea 
froa ti» aathoaatlnal retattanahlp botonan dañaos ln d w  «sale rataa tor 

Investment funda aad ti» alas of Istsaest coupona and naturlty on 
outatanding laauas. dinas w  ecnoan» la adjr eith securitiee oí toenk 
iiwaatnant grada, d »  prisa flaetuattane uadsr conaidorotlco ara aot a 
reflsettan of dtta«r an laprowaaent or dateriamtisn la d »  taveatment 

p a U d  of aaaurltlaa.
BeeeaUy nonay rataa bar* tacreaesd ahorpljr la d »  oorkatplace.

Aa o conasqaaaea, prlaa «pwtotlona far outatanding Obligation» bao* dnpped. 
ñauad la tamo of narkat (juotationa, bank a m ainara nos aaa larga
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diffteraaoM betve«« the valué of Federal <m& mmi&tml portfolio a m u m i  

la tenas of premillag «guotatieas asá tbe ommsmm valúes. f ^ e  sia&ble 
suelta of éepreclatiott heve minea enoe «««ta tile queotion: Be» tóeeM 
saurket úmpmvtmt&m m the investraeat portfolio be tmaftaA fea? parpóse® of
K»»̂ r owiari ni ti

Befare wa aaswer «ata quostion, Ja* «a revi®? briefly ti» beato 
asaioptloafl that Juatify tí» praetiee oí valutas baok iavestwwta en a 
eonweatieB rather thaa * aacfeat qjiotation beata. Xa ti» flrst place, 
aonveatim valúes caa only be ¿aatified «be» a beah iaveetoent portfolio ta 
cosposed of ht#i quolity taauaa, that te, obllgattoas aot aubject te 
ásterioretlon ta tersas of tt» abllity o the ofeligor to servio* the dabt. 
Secondly, thla valuatlor. practico aaauaaa that ti» bank « U l  be «ble te 
bold eaeh individual aeeurlty te tbe eoheduleá aaturity date. Wtaen tbe 
faeta eoaftn te tbeae aaeuqpttana, then tt ta obvie*» that day-to-day 
valuettoee la aastet prtaaa «til bara no effect upa» a bank under

Xbe waSset depreelatioa probJes boconea a awaageablc ene fOr tba 
bank ttxmixmr, ta ay aplatas, t the «til taat eecb individual situatloo ta 
ten» of tta «aBfOsntty «itb tbe beata aaaaaptíeaa uaderlyiag tt» praetiee 
of valatag ti» laveetaant portfolio on a eeavaattaa beata. « »  ítrat atap 
la — aiy— y ti» lave a f aat portfolio ta to «era aoaa JudgaeBt wtth reapeet 
te tte quality. Poaaibly ta tiñe« like tbeae aera thaa tba auateouy 
oaount of stress »»oíd be plaeedi on tba laportam» of «e^iiring aaeurtttaa 
for bode taveataeat purpoaaa tba* ara quite aa fíe* »»atia*» ragardtag 
tba ablllty of tba Obligar te perfore aeeerdtag to tbe terne of tba bead.
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fu & tendency lu prosperous times SW **»«$** to piole sort SW 

investments m sag the issue# near the margin of the Wok investment grade. 
%  so Sedo# banks hope to augment the rate of retura without increasing the 
risk of imti. Bewever, it is extremely difficult to osisi oies Judgments on 
investiaeat quality* efforts of this sort are likely to fell* She banks may 
increase the risk of loss and sdd »thing to their rate of return over sad 
above the amount that could be realised from top-grade securities*

After the h«» satisfied htwfffif that the t fimte in
the investment portfolio are of suitable qaali^* the next question to be 
answered is this« bill the beak be able to carry the issues in the 
portfolio to the scheduled maturity detest If the answer to this question 
is yes* then the portfolio nay be valued on the basis of amortised eost or 
market* whichever is lower* irrespective of prevailing quotations* On the 
other hand* reasonable doubt as to the ability of the bask to roteili the 
portfolio would call into questi« the wisdom of appraising the investment 
sooouat on the of convention values*

item specifie&l̂ : Iss the bask bean successful in anticipating 
its liquidity requirmaentsf this is the crucial question that the examiner 
must answer when be finally comes to grips with the merket depreciation 
problem. A bank can insulate itself from market quotations by providing a 
schedale of maturities in the investment account that will produce an 
inflow of cash that will be consistent with expected needs. In time 
circumstances* market quotations can be ssffcly ignored in valuing the 
portfolio.
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t t  m  examiner finds 1m Ids study of & task's activities that 
y®Umane is being placed upon tbs market for im m im m t securities as a 
potential source of cash to most s shrinkage in deposits or funds for 
reinvestment purposes, then there is no Justification for ignoring naxfcet 
quotations in valuing the investment portfolio* khan a bank loses deposits 
it is nseesssry to convert assets into cash in order to satisfy these 
claims* Usually the investment portfolio is looked upon as a source of 
funds to nest deposit shrinkage* Accordingly, the potential 1ms of 
deposits is one of the best reasons for ignoring convention values in the 
appraisal of the investment portfolio.

At this point it should be observed that the federal Reserve is 
ths agency designed to provide liquidity for the boohing system* ïbua, ve 
fern the gestions Can m  individual bank lean upon the facilities of the 
federal Reserve either directly or through the labesmdlate efforts of a 
correspondent bank for funds if the assets musing, difficulties are Federal 
obligations* Eariy in World War H  there vere see* pronouixements by the 
Fédéral Basarse regarding lending to banks at par on Fédéral obligation®.
It nay be that the Fédéral Baseras vould folleo such a policy if an 
individual bank vae unable to m e t  its liquidity requirements because of 
ths nature of its investments la Fédéral obligations* Certainly 
clarification as to the estent that banks could rely upon the fédéral 
Beeerve to furnish liquidity vbsa the depreciation in the Fédéral portfolio 
vas substantial would be helpful at this tim*

losses of deposits m y  result from deterioration of general 
economie conditions In ths area served by the beak* As deposits flow
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©Isevhere, batìk» vili ahrlah in aise* 01vm anali a aitoatioa, It la 
aeceaaaxy far Hi® esaminar t© natiaf$r hiaself that Hi® «efcedule of 
» « a i U M  la th® jjwtmant portfolio nssy toe adjusted la e o w  thl» 
outflow of cash. Sonati»»® thè exaalaar haa reasoa&ble aeausaaee that 
attrition la thè depoait aceoimts al21 eeaae within thè m a r  futura* Wmn 

in theae circuraatances, however, Hai esaaiaer a U l  he ¿ustified la adhartng 
te convention salma la thè securitiea aeeount oaly if thè schedai®«! flov 
of ©aah la auffletaat te offesi H a  shriakage la deposita.

Becently esaminerà f©uaà banks Hat nera faoing a poteatlal Iosa 
of deposita bacarne they vere loaing out la a struggi® te «alatala a 
competitive poaltloa. Par exssrple, acme bsaka are w  unable te effar a 
rata of satura on tira deposita sufficteat te attraat aasiaga or te 
pseseat fuada already m  depoait fra» drifting te «cwpatitls* lastitutioas 
offering aera favorable tea», la Haaa ©ireuratancea, H a  depoait 
sfariakaga probi®» stana fra» H a  ¿alta» te tomba® *tom & » earaiag power 
on H a  aaaat strue ture raHsr H a a  a generai deterioratici of amnesie 
aoodltieaa la aa area* Generally speaking, it la daa&tfhl Ha t  aa eaeanilner 
la juatified 1» appljring convention salata te H a  aaaurltlaa portfolio H a a  
a bsmk Unto itself uaable te ©capata*

ìSow let ua conaider a ma reaediea far a teak w l H  poor aaralag 
power and a aubatantial depredati©** la Ita lamtaant portfolio baaed upoa 
prevailing ̂ otatioas for aeeuritiea. Obvioualy H a  praeaaa of salalag H a  
portale eecoaplishea aothiag ©f a ramertlnl charaoter* Hat, Haa, ean ha 
donai
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Additional capi ta l  ̂ either la *̂ w> fs@0@® of retained or

s w  invwtoeot hy stoeMioXders^ tbtlo 11» fbjttflfis títi capital <m w ^ »  §ff4 
tìiercibswi provides s  bookkeeping srrsiigeise.Qt  for ^soxliis^ losses su 

assetsj really does Bfl* solve the problem ©f tige f̂ttfri a stärket
dwpivî l stlo® lu lis  seen Triti es account» Aâ&ittedly# a n  capital* U* 1% Ss 

rsislissd Is 'His for® of* tjifft or q w  fmmlii liens, ^  f ^ #fflipiy a Xitjuidity 

position* Is » practical astiar, is  inaction ®f 1st a wsk

situation is not likely -to Sspcwss es3r|>*a>fi pmrsr s »  ©counts

involved t i t  < nd<Mwi ver? w d i• ( i f  ”  ^M SS W e***** t P : *  W P S  O W  t i w W P  IP

A% tfofs î fwfe i t  swas tio ns His bfifiir are

obliosa to rsoo&sist Hist is the sssisst css® they have s situation that 
vili ysyf.yp drastic sssvssw sos&ioft to tbs sHsisgwwt» Is
Ha® ty»iiy ss ilium saos tbs ine vi table result **tit be tfw 
11 *yti ayffiiyg of tbs bisk* xt will b© necessary for tbs evffff*1®?* and those 
sto review M t  sosie to whether if tstiwi is possible sod to
encourage tbs adoption of tbs progrès that vili aeeaay 'iffpt tbs ssc##osyy 
results, SäBfsiy there w s  bef^v that oso bs sausd by msljuitlng asset 
structures* Such s bemk is veil advised to tabs its losses 00 an 
IstiwtBwsit portfolio iwl vef is up tbs earning posos* through tbs ss^tiUsitioa 
of yitMiag osasti:« lb1# fflvjpii® expedient of investing tbs jrmntods
trrm «st ffH«^ ta-em pp»a sscuTitiss os s better yield undoubtedly sill
correct many situations»

&  soy event, it is necessary fsr tbs erawiner to pinpoint tbs 
banks caught in ft dllc»aa characterised by ft loos of deposito because of
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y m  eeraings m à  m  tiaMUtgr to bolster eaisisp because of de$*esit 
attrition* la those oases bolA setloa is necessary to break the link of 
saltasi c&usmtim. Dslay *®d inaction are certainly atthod»*
Be teabt all of yen esa recall eases la |oar owa district® that follo» this 
iterai pattern* Detailed eonslAeratl« of these oases m *  be imX$tul at

tliae»
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