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It i recommended that four problem areas be raised at
the meeting with SEC:

{1y Nonperforming leans:

(2) Loan loss reserves by type of loan;

{1) Some aspects of disclosure of foreign operatioms;

{4}  Welghted average yields om securities by type 33
secutrity and by maturiiy.

In each of thesa cases, it It recommended that the Boerd members at
the meeting be prepared to make specific gsuggestions for deletion
or substitption of language in the August 1 version of the SEC
Guide 6l. Atrtached to this memorandum are summary pressntations ofF
the major issue or isBues to he discussed in each of these areas
znd recommendations of appropriate specific lahguage chanpes.

Before raising the wmajor areas of specific problems, the
Board members at the SEC meeting may wish to make passing reference
to a number of general points in order, first, to indicate thar
there were a number of points being discussed at staff level, and
glga, Lo prevent SEC from getting any mistaken notions that any-
thing not specifically discussed at the meeting will necessarily
be teflected in Regulation F andfor in Large Bank Supplements to
the Report of Conditian, .

The following general abservations migﬁt be raferred to
in this way, making it clear that we do not expect the SEC to change
its approach:

{a) We are concerned about the impact on the level of
reparting burden. We welcome the changes made in this
version of the Guide tao excusae banks from the requira-
ments of the 5-yesr retrogpective reporting and the
daily average basis where these cause undue and

- unwarranted burdens. Nevertheless, in general, coa-

siderations of reporting burden seem to be given too

low a priority, particularly in light of Preaident

Ford'e programs in thic matter.
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{b}

(c)

We are concerned that cthe low priority given in the

SEC general approach and procedures to the desirability
of comparabilicy between respondents for purposas of
disclosure as well as for apency supervisery and poliey
use, This affects several areass, the procedures with
respect to the definicion and separate disclosure of
foreign and domestic cperarions being the most pervasive
but nat the omly exsmple, We understand the rationale
for the SEC approach but still feel that the net result
will be detericration in the quality aof fnformatiom
available for all purposes and/or increase in reporting
burden.

These general coocerns with burden, comparability, and
need for information to serve not only disclasure but
other purposes as well and rthe specific issues we will
now raise will almest inevitably result in differences
between SEC Guide &1 for bank holding companies and the
way the banking agencies call for information both from
banks and frem holdiog companies.

Following are the statements an the four major aress listed

at the beginning of the memorendum.
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(1) MNONPERFORMING LOANS

The SEC, in Item £ of Secrtion II1 of the August 1 version
of Guide 61 requires the disclosure of the ‘amount outstanding,
original contracted interest for the reported period, and the amount
of interest actually reflected in income during the periad for all
loans 60 days past due 35 to interest or principal, loans renegotiated
because of a deterioration in the financial position af the borrower,
and other loans that have aceributes that, in the opipion of manage-
ment raise serious doubts as to the sbility of the barrower to comply
with the present payment terms of the lcan.

Discussion. The SEC requirements raise several problems
with respect to which che Board may wish to offer changes in the
specificetions: (a) 2mounts cutstanding; (b pest-due loans as
a disclosure measure of nonperforming loans; (e} loans subject to
"sericus doubts' by wanagement; {d} coverage of loans; (e} indugtry
concentrations; and (£} treatment of income from fees.

(a) The aggrepate smount of loens in each nonper forming loan

category,

The Board has viewed the disclosure of total dollar amounts
of nonperforming loans 2s one of the most abjectionable aspects
of the Guide 61. Such disclosure is subject to serious misinter-
pretaticn, Tt would not improve the ability of investors to
predict future loan losses or bank earnings. L1/ Finally such dis-
closures may gilve an exaggerated and misleading impreasion of a bank
holding company's present and future difficulties, with consequent
adverse effects on the company, financial markets snd the banking
system with no clear offsetting public benefits, Disclosure of the
inceme effect of nonperforming loans on bank holding compamy earnings
should suffice to allow the investor to make Informwed judgments and
decisions,

(b} Past-due loans vs, non-accruals,

The income-impact wmeasure of loans past-due for some specific
nunber of deys has 2 nunber of deficiencies., It excludes loans below
the cut-off which are in sericus encugh shape for management to have put
°n 4 non-accrual basis, 1t includes loans that the management judges
to be perfectly sound or to be shout to retnrn to A normal payment
basis. Because of differences in wanagement policy with respect to
non-accroval, the measure of incone impact of paste=dus lpoans will be
erratic, noncomperable as between banks, and difflcult to interprat,

1/ A staff analysis of varions studies on the predictive value of the
fmounts ¢f nouperforming loans comperad to that of information slready
Publicly available is attached.
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These problems lead to a preference for taking as the
measure all leans put on 3 nom-accrual basis. Each of thase will
have a definite and measurable income impact. However, because of
the differencec in bank mon-accruel policy (some of which are
detarmined by regulation}, it is also necessary to regquire banks e
dageribae in adequate detail their non-accruwal policies and to disclose
as a separate item the amounts of previeous accrusls that have had
to be reversed when loans that have been past-due for some time are
firnally put on a pon-accrual basis,

(e} "Qther'" Ivans subject to serious doubcts by management,

This seems to cast too wide & net and is5 too subjective for
meaningful comparisons. 1If the doubts are serious enough to put
the loans on a non-accroal basis, they will be picked up; 1f they
are nok, 1t would be difficult to interpret the significance of having
them 1n & nonperfcrming loan measure., Reported differences among
banks may not reflect differences in portfolio quality er risk but
rather (1) management discretion in applying the "serious doubts"”
criterion; {2) differences in posture toward singling ocut loans as
problem credits that are not past due; ar (3} differences in interpal
information and monitoring systems. The SEC's proposed sobjective
stendard wonld tend to penalize banks operating under a congervative
management posvtre, The judgmental nature of this category alszo
mikes it extremely difficult to cbjectively werify or audit che
reported datz. The problems of misinterpretation inherent in this
category far outweigh any benefirts. It should be deleted from the
nonper forming loans disclesure reguirements,

{d) Coverage of leans.

The wording of the Guide seems to give the respondent the
choice of whether or not to include home mortgege and consumer loans
in the measures of nomperforming loans, To prevent comfusion and
nonconparability the wording should be changed to definitely exclude
these cacegories of loana, SEC dues require that if consumer leans
exceed 10 percent of total leana, nonperforaing consumer loans be
disclaosed as a separate item, Because of the different treatwent of
past-due luans with vespect to charging them off, it dees not seesm
helpful to trest them among nonperforming lozns, The disclosure of
loan write-offs will provide the relevant information te the public.

” {e) Industry concentrations,

While the latest wersion of the SEC industry conceptration
instruction is less abjecticnable than the earlier one, the vagueness
and lack of comparability will still limit ite usefuloess and it
would be preferable to delete it altogether.
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{f) Income from fees.

sppropriate fee income should be added to interest income
in the income-impact measures. This weould reflect the change
already made in other parts of the Guida,

+ The Board positioms stated above are all reflected in the
attached proposed rewordiung of Item € of Section I1IT of the Guide.
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Proposed Rewording of Item € of Section III

. 1
Lategk SEC version —

C. Noaperforming loans
As of the and of aach reported
period, state the follawing for loans

{a) which are contractually pasc
due 60 davs or more &8s ig Interast or

principal paymenkts;

{bY the terms of which have been
renegotiated to provide a reduction
or deferral of interest or primcipal
because of a deterioration in the
financial position of the borrower

{exclueive of loans in (2}); and

(c) which_slthough not presently
includable in (a) or (b)Y, hava atrei-
butes that, in the opinion af manapa-
ment, rai=e serious douhbs g5 to the
ability of the borrower to comply
with the prasent payment terms af the
loans.

1. The aggregate amount of loans
in each category described abave;

2. The gross smount af intarest
income which would have baen recorded
ou all such loans during the period Lf
8ll such loans had been curreat {in
accordance with their original terms)
and outstanding throughout the pericd
or &ince their origination, whichever
is shorter: ang '

3. The smount of interest oo all
such loagng which was reflected in income
during the period

'__-_-_'————________-_
L/ Passages 1n the SEC version omitted or

Yewnrded in the Propo
sed Rewordin =
underlined. P B ax

2/

Proposed Rewording —

€. Honperforming loans
As of the end of each reported
period, state the following for loans

ddsojoyg

{a) the terws of which have bee
renegotiated to provide a reduction=
or deferral of interest or principakd
because of payment difficulties of 3
the borrower; smnd gﬁ

o

(b} which have been placed on BE%
Lash or nongecruzl basis {exclusiva Wi
loans in (a}).

ATEIQr] pog

1, The grosa amount of interest
Income which would have been recorded
on all such loans during the period 1if
all such loans had been current {in
accordance with their original terms)
and cutstanding througheut the periad
or slnce their origination, whichever
15 shorter; and

2. The amount of interest =nd
approgriaste fees on all soch loans
which was refilected in fnecome during
the pericd. Do net adjust for any-
reversals of interest acerued in a

prior period,

2/ Passages in the proposed wording
that are additions toe or rewordings
of the SEC version are underlined.



1
(con't.)Latest SEC version =

Inscruckions (1) Leoans in category
1{b) and 5 under FParagraph A need
not be considered for disclosure
pursuankt to Paragraph C.

However, if such loans in cetegory
& exceed 10 percent of total loans,
the information called for in
Paragraph € For those loans con-
gidered nonpecforming pursuant to
clanze {8}, should be separataly

proevided,

{2y A renewal on current merket
texms of a2 lean at maturicy will
not be considered a renegotiation
for purposes of clause (bh) af
Paragraph C.

(2} A loan remains in the
category dezcribed in clause {h)
until soch time as the terms are
substantially equivalent to the
terms on which loans with compars-
ble risks are being made.

(4) If a substantial pertion
of the loans stated pursuant to sub~
paragraph 1 are concentrated in one
or 3 few industries, separate dis-
flosure of the information required

by Parapraph € shouid be providaed.

L Parssges {n the SEC wversion omicted or

reworded in the Proposed Rewording are
underliped.

(con'c.) Propased Rewording 2/

3. The amount of reversals of in
interest acerued on 2ll such lpanz in
priox peripds.

Imstructions (1) Incinde 211 laans for
disclosure under Paragxtaph £, except
loans in categories 1{b) and 6 in

Paragraph A,

(2} A renewal on current market
terms of a lean at maturicy will
not be considered a renepotiation
for purposes of clavse (a) of
Paragraph C.
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{3y A loan remains in tha
category described in clause (&)
until such time as the terms are
substantially equivalent to the
terme om which loans with compara-
ble risks are being made.

{4) Explain in =specific terms the
pelicies gnd procedures of the registrant
with respeet to the classification of
loane on a Cash or nonsccrual basis, ag
covered In clause (b) of Paragraph C.

2/ Pagsages 1in the proposed warding
that are additions to or rewordings
of the SEC version sre underlined,



of

ha
of

—a-

{2) LOAN_LOSS RESERVES BY TYPE OF LOAN

The SEC, in item H cof Section IX of GCuide 61, calle for a

breckdown of the loan less rveserve to show the dollar amount of this
reserve applicable to ezch of eight categeries of loans, including

a4 separate cafegory any unallocatad portion of the raserve. 1

Discugsion, All three banking agencies have stromgly

chjected to this requirement on the grounds that the informatien
required lacks mesning in light of the way banks determine the loan
logs Teserve, would serve mo nseful disclosure purpase, and would
be difficult to interpret in any case.

The determination of the appropriate aggrepebte amount of

the reserve account is a highly subjective and judgmental management
matter. Banks do not generally calculate the loan less prevision
separately for each of the loan categories used in the disclosure
requirements although they mey, of course, expliclitly take inte
account particular lean situations. 2/ since the lean loss reserve
reflects a pooling of risks and the tatal amount of the reserve
account iz available to absorb losses in any type of loan, it is

not necessary for management to predict the specific places where
the rizks will eventuate. Management's abilicty to determine an
adequate aggregate amount of reserve balance Is the relevant index

per formance.
There wouid thus seem to be little disclosure walue to
derived from requiring a detailed breakdown of the aggregate smount

the reserve account. Should such disclosure be required and banks

presented amounts that reflected the management process of determination,
the "unallocated" would dominate the presentation giving lictie of
disclosure benefit. More likely, in an effort not to be unrespénsive,
banks would present breakdowns concocted px post solely to meet the

17

The loan categories include seven "for loans attributable k¢ domescic
operatians only" =~ (1)} real estate loasns, {2} loans to financial
institutions, (3) leoans for purchasing or carrying securities,

{4) loans to farmers, (5) commerclal and industrial loans, {6) loane
ta individuals, and (¥} all other loans attributable tc domescic
operations -- plus an eighth category for "leans attributable to
foreign sperations." Each bank determines for itself the definitions
of "loans attributable to domestic operaticns' and "loans attributable
te foreign operatioms' on the basis of what "ir believes is reprasenta-
tive of its foreign activities and the risks pertaining thersto."

The SEC staff, observing thar some banks do look explicirly at

certain large loans in determining the appropriste reserve and rthat
theas large loans can be classified into the required categories

S2ems to conclude from this that all banks determine the total reserve
loan category by loan category. This would Follow only if the banks
Wwent cthrough the bulk of thelr loan individually in the process.
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the letter of complience, Again there would be little of disclosure
value and under such circumstances, the risk of misinterpretation
inherent in the evaluation of this ares of management judgment would
be significantly increased.

Moreover, even if rhe original calcularions were compre-
hensively done in detail by loan or by cacegory, the meaningfulness
af the results for disclosure purposes would be questicnable, Among
ather things, the allecation of reserves to specific loan categories
would tequire detailed prediction of the business cycle with respect
to various segments of borrowers' business aetivicy. Such decermina-
tion would be conjectural at best, and the details of the predictions
are not likely to be very good. Over time, the pattern of charpge-
cffs will differ conaiderably from the pattern of reserve determina-
tion. Whether this difference is raflected in the breakdown of the
amounts of reserve {so0 thet, for example, negative reserves show up
for soma loan categories and very large reserves for others} or the
pattern of reserves Is adjusted each time to incorporzte the hind-
sight given by rhe actual loan losses spd charge-offs, the veer of
the disclosed breskdosms will be hard put to get any additional in-
sight into management competence, mansgement views of lts risk
situation, the sctual risk sitwation, or earnings prospects,

Specific Recommendation

Delete item H of Section TE, which requires the allecation
of loan loss reserves by lean categories. Strengihen, 1f necessary,
item G of Section IX, which alresdy requires respondents to describe
the factors that Influence wmanagement's judgment in determining the
additiens to lean loss reserves to be charged to operating expenses.

If that {2 nat acceptable to the 5EC, another -- but less
desirable - suggesation wauld be to reword item H to read "To the
extent that the amcunt outstanding of loan loss reserves is directly
and speciflcally identified in its determination with particularx
loans or with particular categoriez of leoans, show the amounts thus
epeci fically assoclated with each of the eight major categories
specified in Section III(a). All amounts of the loan loss reserves
not specifically identified in this way in the determination of the
regerve should be shown as unallocated.” The infomation resulting
from guch an instrnction would still not be of value for disclosure
but at least it would have less chance of producing doctored figures
and of wmisleading the user of the disciasure,
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{3) ESOME ASPECTS OF FOREIGN DISCLOSURE

The major issue to be raised in this area concerne the
reporting of informatien on individual countries. The SEC, in item
B of Secrion VII, requires that "if 5 percent or move of consolidated
total average &ss5eCs are related to one foreign country, such country
ghall be identified and the amount shsll be indicated." Item € has
the comparable requirement with respect to gross revenues and incoma
before caxes,

Discussfon, The SEC view is that an investor should know
if & bank heolding company's business is so concentrated in s particular
country that adverse developments there could sipnificantly affact
the company's performance, There are Some guestions as to whether
the particular 5EC requirements would provide infeormation relevant for
this purpese and whether the reporting of country data would be
potentially more harmful to the respondent and its shareholders than
the value of the information to prospective investors,

The Board had strenucusly chiected to providing the Church
Committee with country information on individual banks mainly on the
grounds that in some cases such information, particularly for deposits,
might reveal individeal customer data, However, the SEC's require-
ments do not glve rise to such conecerns to the same axtent., For
one thing, there is a high cut-off, To be reported, a bank holding
company's foreign operstions would have to be 10 percent of the
company 's total operacions, measured In terms of sssets, gross revenna,
or income, For the relatively few banks thus involved in any
separate foreign disclosure, individual country reporting would be
required only if business associated with a given country where
3 percent or more of the total For the bank. This is a very high
cut-off and very few individual countries would be reported and in
almost all cases there would be major industrial countries where the
problem of data Identifying indiwvidual customers would not arise,
Moreover, there is no SEC requirement for individual country report-
ing of liabilities regardless of concentration, so there will be no
concern about disclosure of individual depositors,

In addition to the concern zbeout individual customer dis-
closure, there is alsa the problem that identifying significant businzss
with & particular country could subject = bank to pressures from third
countries. However, the customer country would usually be a relatively
amall one in these cases and the 1ikelihood of =y country other than
8 major Western European nation or Japan being identified is very smzll.
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Given these clrcometances, what is needed 1s not a hlanket
objection to the level of individual coumtry reporting required by
the Guide but some assurance thac in the event that come sensitive
disclosure should arise the respondent could be exempt from such
discleosure. The form of exemption that the SEC Quide does provide for
such cases is inadequate. The S5EC permits omission of country data
only in cases where the disclosure would "involve violation aof the
banking confidentislity requirements of any country.”

Moreover, 5EC staff has indicated that thic is intended
to be interpreted very narrowly, Thus the SEC formula would not
provide for exemptiems in cases where country disclosure could hreach
the "rraditional” confidentislity between a bank and its costomers,
Alsa, the S5EC would not provide for exemption in cases where a bank
could be subject te adverse political pressures as a result of the
reporting requirements. Wor wounld the SEC's current position seem
te permit bhanks to omit information where release was not strictly
prohibited by secrecy laws but where the legal code permitted banks
to be used for breach of customer confidentfality. It might also be
pointed out that in practice a determination of the applicability of
secrecy laws could be @ highly complex matter.

Reconmendatcion

The Board should recommend alternztive language that would
breaden the situations in which 2 bank coult omit requested data,
even though the chance is small that circumstances would arise where
auch exemption would be needed,

Recommended Change in lLanguage for Ttem VII (3) p. 29 --
"If disclosure of the information specified below would invalve viola-
tion of the banking confidentiality reguirements of any councry, diuulée
indiyidual customer information, or seriously impair the ability of a
bank to conduct business in a country, registrants may omit the requesteaed
informetion provided a statement is made in the filing indicating the
general nature of the data omitted. The staff may at its discretion
gek for the justification for omitting particular informatiom," 1/

Alternatively, if the Board jis not willing to accept any
country disclosure, it could argue that the effect on any given bank
of adverse developments in a country is 8o nebulous and dependent on
particular clircumstances that the disclosure required by the SEC
would be virtually worthless to the investor in predicting country
Tisk and should therefore be eliminated, As a replacement, the Board
could recommend that the SEC require respondents to submit a narrative
:E cguntry risk and foreign developments that could adversely affect

e bank,

1/ The essential change in the wording is the addition of the underlined
words. This language has already been communicated to SEC staff in
the hopes it could he accepted at staff level, We were informed that
the narrow wording was deliberate and strongly held and that the
Buggested wording was not scceptable,
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Het income by countrv.  Even 1f the Board 1s willing te

accept the SEC country disclosure requirements in terms of assers and
gross revenues, it might want to object to the reporting of net income
by country since this information would be virtually meaningless and

probably misleading.

Reporting net income by country would require so many
arbitrary accounting and zllocation assumpiions as to make the fipures
aof nebulous value., Cooparison of banks will ke impossible and assump-
tions about parformance based on the data are as likely to be wreng

as right, The SEC staff recognizes thzt the information will invelve -

arbitrary assumptions but believez that constant arbitrariness over
time will reveal meaningful data on 8 bank's sonrces of income. HRut
is i not clear what useful impressions the Iinvestor would have from

information on net income by country thst he would not have in any case

from the disclosure of informationm on as=ats and revenues.

Azide from the duestion of meaning and usefulness, net
income data by country could also be one of the most politically
sensitive figures for which disclosure is requirad. It would subject
banks to charges of expleitation. It might also cause problems with
foreign tax authorities, since 5EC figuras would probably wary from
those reported for tax purposes.

Recommendation

The Beard should strongly urge tha SEC to delete disclosure
of net income by country from item C of Seetian VIT {page 31).
It should alse be pointed ocut that suech information is probably alseo
not very valuable on & broad geographic b7nis and that this reguire-

ment too should be dropped from item c..L

1/ Similar considerations also argue for eliminating income as one
of the materiality measures (in Instructfon (2) of Part ¥II) that
determine whether or not a respondent must disclose anyrhing on
foreign operations. It is toc erratie and arbitrary.
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(4) WEICHTED AVERAGE YIELD BY TYPR OF
SECURITY BY MATURITY RANGE

The SEC, in item B of Section II of Guide 61, 1n addition
to setbing forth a maturity distribution of the investment porcfolio,
also requires disclosure of the "weighted average yiﬁld" for each range

of maturities for each type of security specified, 1

Discussion, Although useful far performance analysis, the
discloanre of yleld by maturity groupings would appear to be duplica-
tive in the comtext of total reperting requirements. Comparison of
market values by range of maturities, already availlable, provides a
mere direct standard for measuring portfolic performance. Any added
benefit from reporting yield by maturity category is not likely to
cifaset the added burden on respondents in calculating such data.

To a great extent, disciosure of yield by maturity would
appear to be ap analytic "proxy" for market value. Market values by
identical maturlty catepgories are presently required by SEC pursuant
to Rule %-05¢{k}{3} of SEC Regulation S5-X and by comparable regula-
tions of the banking sgencies. Aggregate yield by major investment
gecurity classification, without differentiation by waturity, is
required in ancther part of Guide 61 (Part VI - Interest Rates and
Interest Differentizal).

Further, it would appear that yleld comparisocns could be
mizleading, IE one bank has a much larger concentraticn of holdings
of a given security type iIn the upper classificationa {ALA & AA) for
a given makturity range than does another bank, even a substantially
lower comparative wield under such eireumstances would not be indica-
tive of poorer portfelic performance on the part of the first bank.
On the other hand, market value disclosure in che above situwarion would
be a more complete and direct index of performance beceuse it would
take inte account the gualitativs factor of boldings which the yield
disclosure does not do. In addition, vield can be readily derived
from the market values given, should analysis preference be directed
toward such data,

Last October, the agencies had proposed a similar presenta=
tion as part of the Large Bank Supplements. Comments received questioned
the need for such disclosure and indicated problems with certain
definitions and calculation procedures, however, and the report was sub-
sequently eliminated by the agencies in the package of Large Bank Supple~
ments finally issued,

Recomnendation

Delete the last sentence of Item B of Section 1I, which
calls for the weighted average yield disclosure :

1/ The maturity distribution by type of security 15 already reported
in Schedule B of the Call Report,
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