
• Recent move upward in yields has more depositories focused on exposure to earnings and capital 

• Multiple options available to reduce interest rate risk, can apply more than one 

• HTM may be part of the solution, but for large exposures other alternatives may be more effective 

• For those contemplating HTM, we provide an addendum with the technical aspects of a conversion 
 
The recent increase in interest rates and discussion of the Fed paring back its QE measures has caused many 

depository institutions to focus on their exposure to earnings and capital from rising interest rates. There are three 

primary areas where exposure to rising rates is most easily quantifiable: in net interest income simulations, in 

economic value of equity (EVE) simulations, and in projected price volatility for the investment portfolio. The surge in 

inexpensive non-maturity deposits and resulting increase in liquidity (cash and short-term investments) has been 

positive for interest rate risk profiles as most financial institutions are currently asset-sensitive from both an earnings 

and economic value perspective, and generally well positioned for higher interest rates. However, for institutions 

beginning to encounter exposure to higher rates, there are several strategic options available to reduce interest rate 

risk:  

• Reduce risk in the investment portfolio by selling longer-term fixed rate securities; 

• Hedge AFS securities with interest rate swaps to mitigate losses and protect against declines in book capital 

• Reduce risk in the loan portfolio by selling groups of liquid, longer-term fixed rate loans; 

• Lock in long-term, fixed rate funding or replace short-term funding with long-term; or, 

• Utilize a cash flow hedge of funding to protect against declines in book capital. 

 

Selecting the right strategy for your institution requires analysis of the exposure, assessment of the contributors to 

the exposure, and prioritization of goals. Consider, for example, the following scenarios and possible strategies. 
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Scenario Strategic Response 

Material exposure to rising rates, both earnings 
and economic value.  Exposure is generally from 
the investment portfolio. 

Sell securities with high price volatility or utilize 
AFS hedge using an interest rate swap. 

Concern about the impact of rising rates on 
GAAP capital and tangible book value. 

Sell securities with high price volatility or utilize 
AFS hedge using an interest rate swap. 

NII stable in years one and two in the income 
simulation but material exposure exists beyond 
the second year.  Short funding is the primary 
contributor to exposure. 

Depending on liability structures and capital, add 
longer-term funding, replace short funding with 
long, or utilize interest rate swaps. 

Exposure created by longer-term fixed rate loans. Implement a loan swap program to stop adding 
further exposure.  Reduce existing exposures by 
selling fixed rate loans, adding longer-term fund-
ing, or utilize swaps. 
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HTM and Other Alternatives 

Capital at Risk 

There’s been a robust amount of discussion in the industry about capital at risk, or the impact of investment portfolio 

price changes on book or GAAP capital. This likely stems from the fact that investment portfolios have increased in 

size relative to total assets and capital, and price volatility has risen over the past two years. Since December 2019, 

the median investment portfolio has increased in size by 45%, while price volatility assuming an immediate increase 

of 300 bps in interest rates has risen from -10.5% to -14.0%, according to our Vining Sparks bond accounting statistics.  

 

Portfolio managers are also discovering growth in negative mark-to-market adjustments on bond accounting reports, 

reflecting the recent rise in interest rates (the 5-year Treasury has increased nearly 100 bps since early October 2021). 

The table below illustrates the year-to-date changes in Treasurys. 

 

 

 

 

 

 

 

 

The chart below highlights the trends in capital at risk for customers using Vining Spark’s Risk Manager (asset-liability 

model) over the past six quarters. The measure represents the level and change in book capital considering the 

impact of unrealized losses on securities from an immediate and parallel shift in the yield curve of +400 bps.  The 

change in book capital has increased from a decline of -19.9% in June 2020 to -33.9% at September 2021.  

 

 

 

 

 

 

 

 

 

 

 

 

Held-to-Maturity (HTM) 

Some institutions have considered utilizing the Held-to-Maturity (HTM) classification for investment securities as a 

means of avoiding the mark-to-market losses of securities on capital. The unrealized loss on Available-for-Sale (AFS) 

securities impacts GAAP but not regulatory capital for those institutions that were eligible and made the election to 

exclude accumulated other comprehensive income from regulatory capital in March of 2015 in connection with the 

implementation of the Basel III capital requirements.  

 

 

Historical Treasury Yields and Returns 

 1-Year 2-Year 3-Year 5-Year 7-Year 10-Year 20-Year 30-Year 

12/31/21 0.39 0.74 0.96 1.26 1.44 1.51 1.94 1.91 

2/18/2022 1.00 1.48 1.69 1.82 1.91 1.93 2.29 2.25 

Δ in Yield (bps) +61 +74 +73 +56 +47 +42 +35 +34 

Tot. Return -0.4% -1.2% -1.8% -2.4% -2.8% -3.5% -5.3% -7.3% 
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HTM and Other Alternatives 

Despite the positive treatment for regulatory capital, unrealized losses on HTM securities are visible to regulators, 

investors, and equity analysts via the financial statements and call reports. There is really only one benefit to the HTM 

designation – it shields GAAP (but not regulatory) capital from the unrealized loss on securities. Additionally, there 

are certain disadvantages of utilizing the HTM classification mainly centered around the loss of operating flexibility 

and liquidity.  A few of those disadvantages are outlined below: 

 

• Limited transactional liquidity - Once a security is classified as HTM an institution’s ability to sell or transfer the 

security is severely limited, although securities classified as HTM may be pledged for collateral purposes. 

 

• Reduced operating flexibility – HTM limits disposition activity and therefore reduces operating flexibility in the 

sense that it limits the ability for an institution to take advantage of opportunities such as selling bonds to harvest 

gains when supplemental earnings are needed, or when liquidity is needed for loan demand or deposit 

withdrawals. 

 

• Allowance for credit losses - Securities with credit exposure (corporates, municipals) placed into HTM will be 

subject to the Current Expected Credit Loss (CECL) rule. The accounting standard requires an institution establish 

an allowance for credit losses for HTM debt securities but will not affect securities classified as AFS. 

   

Closing 

Although conversations about using HTM have increased in frequency as of late, there’s been little change in our 

Vining Sparks bond accounting statistics, which indicate 94% of portfolios are classified as AFS with only 6% classified 

as HTM as of December 31, 2021. The decision to move securities to HTM should be made considering an institution’s 

overall business plans and goals in the context of the potential loss of operating flexibility and liquidity, and overall 

interest rate risk profile.  

 

For most institutions, a modest use of HTM is a viable solution to reducing volatility in book capital and tangible book 

value. However, if an institution has significant interest risk in earnings and/or economic value, a strategic response 

as outlined earlier would be a more appropriate strategy to address capital at risk. For those contemplating 

reclassifying securities as HTM, the following addendum provides a discussion of the technical aspects of that 

conversion. 

 

If you have any questions, comments, or would like to discuss further, please reach out to your account 
representative or directly to us. 
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Addendum: Accounting Rules for Investments 

Accounting Standards Codification320 Investments – Debt and Equity Securities 

ASC 320 establishes standards of financial accounting and reporting for investments in equity securities that have 

readily determinable fair values and investments in debt securities. At acquisition, an entity shall classify debt 

securities and equity securities into one of the following three categories: Trading securities, AFS or HTM. 

Investments in debt securities shall be classified as HTM only if the reporting entity has the positive intent and ability 

to hold those securities to maturity. Investments in debt securities classified as HTM shall be measured subsequently 

at amortized cost in the statement of financial position. A positive intent and ability to hold a security to maturity 

should not be interpreted as the mere absence of an intent to sell. 

The restrictive definition of positive intent and ability to hold and the negative limitations on liquidity and interest 

rate risk management have resulted in few debt securities classified in the HTM category. The FASB made the HTM 

category restrictive because it believes the use of amortized cost must be justified for each investment. If the 

institution is uncertain of its intent to hold a debt security to maturity, it should not carry that investment at 

amortized cost. Additionally, the HTM category does not include securities the entity intends to hold for only an 

indefinite period. As a result, a security should not be classified as HTM if the entity considers that the security would 

be available to be sold in response to changes in market interest rates, changes in prepayment risk, changes in 

liquidity needs, changes in the availability of and the yield on alternative investments, changes in funding sources and 

terms or changes in foreign currency risk (ASC 320-10-25-4). 

Sale or Transfers Between Categories of Investments 

At each reporting date, the classification of an institution's investments in debt and equity securities shall be 

reassessed. If an institution no longer has the ability to hold securities to maturity, their classification as HTM would 

not be appropriate. The transfer of a security to or from HTM shall be accounted for at fair value on the date of the 

transfer, and the security's unrealized holding gain or loss shall be accounted for as follows: 

• From AFS to HTM: For a debt security transferred into HTM from AFS, the unrealized holding gain or loss at the 

date of the transfer shall continue to be reported in a separate component of shareholders' equity, (accumulated 

other comprehensive income “AOCI”), but shall be amortized over the remaining life of the security as an 

adjustment of yield in a manner consistent with the amortization of any premium or discount. The amortization 

of an unrealized holding gain or loss reported in equity will offset or mitigate the effect on interest income of the 

amortization of the premium or discount. 

• From HTM to AFS: For a debt security transferred into AFS from HTM, the unrealized holding gain or loss at the 

date of the transfer shall be reported in other comprehensive income. 

Transfers from the HTM category should be rare, except for transfers due to the changes in circumstances identified 

in paragraph 320-10-25-6 (a) through (f) (safe harbor rules). These rules or circumstances generally include significant 

changes or increases in the following: credit deterioration, tax law, business combination or disposition, statutory, 

regulatory, capital requirements, or risk weights of debt securities.  

The safe harbor rules identify limited circumstances where an entity’s change in intent to hold a security to maturity 

would not call into question or “taint” its intent to hold other debt securities to maturity currently or in the future. In 

addition to the circumstances described in ASC 320-10-25-6, ASC 320-10-25-9 includes a general provision to exempt 

those sales or transfers resulting from other events that are isolated, nonrecurring, and unusual for the reporting 

entity that could not have been reasonably anticipated.  
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Addendum and Disclaimer 

Any sales or transfers out of HTM that do not meet the circumstances identified under the safe harbor rules, the 

general provision, or sales deemed to be at maturity under ASC 320-10-25-14, may taint the HTM portfolio. Tainting 

the investment portfolio could require a partial or total reclassification of securities out of HTM to either AFS or 

trading. 

Required Disclosures: ASC 320-10-50-10 requires for all sales or transfers of securities classified as HTM, institutions 

must disclose the net carrying amount of the sold or transferred security, the net gain or loss in AOCI for any 

derivative that hedged the forecasted acquisition of security, the related realized or unrealized gain or loss, and the 

circumstances leading to the decision to sell or transfer the security in the notes to the financial statements. 


