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Interim Guidelines for Securities Portfolio Policies and Strategies 

Sutnmn y: This Bulletin requires an institution to document prudent portfolio policies and strategies for loans 
and debt securities held as assets. The Bulletin reiterates the requirement that securities must be remrd@d and 
reported in accordance with generally accepted accounting principles (GAAD). 

For Further Information Confact: The 
OTS District in which you are 
located or the OTS Chief Accoun- 
tant’s Section, Washington, D.C. 

General. 

This Thrift Bulletin requires an insti- 
tutiorr to document prudent portfo- 
lio policies and strategies for loans 
and debt securities held as assets 
(herein after referred to as portfolio 
@icy or strategies).1 It holds the 
.w&ution’s board of directors 
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ft Bulletin reiterates the rcquirc- 
ment that securities must be 
recorded and reported in accor- 
dance with general1 

7 
accepted 

accounting principles GAAP) and 
in accordance with the institution’s 
intent to trade, to hold for sale and 
to hold for inveshnent, and pro- 
scribes the use of amortized cost for 
certain transactions. 

The portfolio strategies should 
address the plans for each type of 
security that will be used to carry 
out the portfolio policy. The institu- 
tion’s strategies should anticipate 
rising and falling interest rates and 
other conditions that are prudent to 
anticipate based on past history and 
current events. 

When an institution experiences 
unanticipated conditions manage- 
ment generally should reevaluate 

_ y\,financial position and evaluate 

! 
b need to rpposition itself (assets 

and liabilities) for the significant 
changes encountered. 

$afetv and soundness. 

Securities activities must be con- 
ducted in a safe and sound mnner. 
The institution’s board of directors 
should understand and approve the 
portfolio policy and review ‘the 
Strategies and securities activities. 
Securities activities should be car- 
ried out consistent with the por!fo- 
~~Ii~~$~s~;~~~ !n$E 

investment cbmmittee of the board 
of directors should also oversee the 
establishment of appropriate sys- 
tems and internal controls that will 
ensure that securities activities are 
consistent with the board approved 
portfolio policy and management’s 
strategies. 

Portfolio wlicv and strategies. 

(2) Documentation of policy and 
itmtegks. 

The board of directors must docu- 
ment its approval of the overall 

tz 
rtfolio policy for the institution. 

anagernent must also document 
its strategies for significant security 
portfolios. 

2) Content of policies and strategies. 

4 policy statement is a description 
)f the goals and objectives the insti- 
.ution expeck to achieve through its 
iecurities activities. A strategy is a 
iescription of the way management 
ntends to achieve these goals and 

objectives. The portfolio policy and 
strategies must identify anticipated 
trading, hold for s&e and invest- 
ment securities activities. The port- 
folio policy and strategies should 
consider capital adequacy, credit 
risk, interest rate risk, market vola- 
tility, rate of return, asset/liability 
position, liquidity, and manage- 
ment capabilities of an institution. 

(3) Bmrd of directors’ opp~oonl and 
review. 

The portfolio policy must be 
approved periodically (but no less 
than annually) by the institution’s 
board of directors. Furthermore, the 
institution’s strategies and securities 
activities must be reviewed no less 
than quarterly by the institution’s 
board uf directors or an investment 
committee thereof to ensure that 
securities activities are consistent 
with the strategies of the instihltion 
and that the strategies remain con- 
sistent with the portfolio policy. 

Recurdine and rewrtine of 
secwities. 

Institutions are required by OTS 
regulations to record and report 
their financial condition in accor- 
dance with generally accepted 
accounting principles (“GAAP”), 12 
C.F.R Section 563.233. lhis respon- 
sibility includes the obligation to 
properly account for the institu- 
tion’s Securities under GAAP, con- 
sistent with the institution’s intent 
to trade, hold for sale or hold for 
investment such securities. 
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Recording and reporting of secwi- 
tics that are held for trading or for 
sdle as if they were held for the 
institution’s investment portfolio 
also constitutes a” unsafe and 
unsound practice. In particular, 
securities held in trading accotmts 
must be marked to market, and 
those held for sale must be marked 
to the lower of cost or market, on at 
least a quarter1 

Jy 
basis, with ““real- 

ized gains or asses recognized in 
current income. The use of amort- 
ized cost for material securities 
activities of the type described in 
Appendix A, such as “gains trad- 
ing” and “pair off” transactions, is 
not only inconsistent with GAAP, 
but is a” abusive accounting prac- 
tice that represents a” unsafe and 
unsound practice. 

Other circumstances also may indi- 
cate improper recording and report- 
‘7% of securities, and also will be 

‘dered a” unsafe and unsound 
.-dice. The factors that the OTS 

wll consider in this regard in evalu- 
sting a” institution’s intent to trade, 
hold for sale or investment are set 
forth in subparagraph(l), below. 

The OTS will aggressively pursue 
institutions that record and report 
securities that are held for trading 
or for sale as if they were held for 
the institution’s investment port& 
lio, both on the basis that such prac- 
tices constitute a” unsafe and 
unsound practice and on the basis 

GAAP and actor mgIy in viola- 
;;; o;=h-+&r;e;.; C,“““” to 

;;,cEzt - Sales, originations and 

Management must evaluate on at 
least a quarterly basis whether the 
recording and reporting of securities 
activities is consistent with manage- 
ment’s intent and actions. The fac- 

management should consider 
1e, but are not limited to the 

(A) Whether the reason for the sale 
is consistent with the portiolio 
strategy; 

(B) The number of sales tramac- 
tions at gains and at losses dur- 
ing the reporting period; 

(C) The relative volume of gross 
gains and gross losses on sales 
of securities as percentages of 
income before tax and equity; 

(D) The net gain or loss from sales 
of securities as a percentage of 
income before tax and equity, 
(for example, “et gains from the 
investment portfolio that are 
20% of income before tax could 
indicate gains trading); 

sold compared with outstand- 
ing balances throughout the 
reporting period; 

(El The dollar amount of securities 

CD The frequency of turnover, 
including consideration of the 
average number of days securi- 
ties are owned prior to sale; 

(G)A patter” indicating that sales 
of securities transpire largely 
when gains are available (“gains 
trading”) and unrealized losses 
are retained in the portfolio; 

(H) The “ahwe of the securities (e.g., 
type, term, duration, yield) ori%- 
inated or purchased; 

(I) 

(J) 

Trends indicating that market 
value is consistently below cost 
at the time of origination or set- 
tlement; and 

The method by which securities 
are financed. The consistent 
funding of securities with short- 
term liabilities may indicate that 
management does not intend to 
hold for investment. 

(2) Ability to hold. 

Management must evaluate the 
institution’s ability to hold securities 
to maturity in determining what 
accounting classification is ;“hp,i 
priate. Documentation 
include, but is not limited to analy- 
ses of the following: 

0) The source and availability of 
funding: 

(ii) The ability to meet margin calls 
andovercollateralizationrequire- 
merits; 

(iii)The ability of the institution to 
fund commitments, to purchase 
or fund loan commitments, or to 
hold securities in portfolio until 
maturity after consideration of 
regulatory limitations (or the 
noncompliance therewith), e.g., 
regulatory capital requirements, 
liquidity, loans-to-one borrower 
limitations, equity risk limita- 
tions, growth hmitations, invest- 
ment authorities. 

Effective date. 

The Thrift Bulletin is effective Janu- 
ary 1, 1990. Each institution’s poli- 
cies, strategies and accounting prac- 
tices should be consistent with this 
bulletin. Institutions that are not in 
full compliance must act promptly 
to achieve immediate compliance. 

Appendix A: 

“Gains trading” is characterized by 
the purchase of a security as a” 
investment and the subsequent sale 
of that same security at a profit after 
a short-term holding period. Fur- 
cha.se and sale activity in the invest- 
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ment portfolio, combined with 
material net gains, can demonstrate 
managemenYs intent to profit from 
short-term price movements. Some- 
times securities initially purchased 
with the intent to hold for sale are 
retained as investment portfolio 
assets if they cannot be sold at a 
profit. 

“Gains trading” is also character- 
ized by sales patterns over interest 
rate cycles that result in a portfolio 
of securities with extended matori- 
ties, lower credit quality, high mar- 
ket depreciation and limited practi- 
cal liquidity. These “losers” are 
retained in the inveshnent portfolio 
because investment portfolio hold- 
ings are accounted for at cost, and 
losses are not recognized unless the 
security is sold. 

Speculative activities such as the 
trading of “when issued” securities 
:“d “yair offs” or “corporate settle- 
:.w”ts” are gains trading. Such 
activities could indicate a” intent to 
trade or hold for sale other securi- 
ties in the investment portfolio 
acquired under similar circum- 
stances. These types of activities are 
inherently speculative and are 
unsuitable investment practices for 
depository institutions. 

(1) “When-issued” securities trad- 
ing is the buying and selling of 
securities in the interim between 
the announcement of an offer- 
ing and the issuance and pay- 

ment date of these securities. A 
purchaser of a “when-issued” 
security acquires all the risks 
and rewards of owning a secur- 
ity and may sell the “when- 
issued” security at a profit 
before taking delivery and pay- 
ing for it. 

(2) A “pair-off” is a securities pur- 
chase transaction that is closed 
out or sold at, or prior to, settle- 
ment date. As ai example, a” 
investment portfolio manager 
will com”lit to purchase a secur- 
ity, the”, prior to the predeter- 
mined settlement date, the port- 
folio mger will “pair-off” the 
purchase with a sale of the same 
security prior to, or on, the orig- 
inal settlement date. Profits or 
losses 0” the transaction are set- 
tled by one party to the transac- 
tion remitting to the counter 
party the difference between the 
purchase and sale price. Like 
“when issued” trading, “pair- 
off? permit speculation on 
securities price movements 
without paying for the securi- 
ties. 

(3) Some dealers offer “corporate 
settlemenV on U.S. Government 
and Federal agency securities. 
“Regular-way settlemenr for 
transactions in U.S. Government 
and Federal agency securities is 
one business day after the trade 
date. “Corporate settlement” for 

(4) 
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corporate securities is five busi- 
ness days after the trade date. 
The use of a corporate settle- 
ment method (5 business days) 
for U.S. Government securities 
purchases appears to be offered 
by dealers in order to facilitate 
speculation on the part of the 
purchaser and may suggest 
speculative trading activity if 
securities are sold during the 
settIement period. 

Some dealers offer “Reposition- 
ing Repurchase Agreements” to 
fund securities commitments 
that cannot be sold at a gain. 
Deaiers who encourage specula- 
tion through the use of “pair- 
off,” “when-issued” and “corpo- 
rate scttlcmcnt” tians;rCtiOllS 

often provide the finandng at 
settlement of purchased securi- 
ties that carmot be sold at a 
profit. The buyer poxchasing the 
securities pays the dealer a 
small “margin” that is equiva- 
lent roughly to the actual loss in 
the security. The dealer then 
agrees to fund the purchase by 
buying the securities back from 
the purchaser under a resale 
agreement. Apart from impru- 
dently funding a longer-term, 
fixed-rate asset with short-term, 
variable-rate funds, the pur- 
chaser acquires all the risks of 
ownership of a large amount of 
depreciated securities for a very 
small margin payment. 

- John F. Robinson 
Senior Deputy Director. Supervision Policy (Acting) 
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