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Historical-cost or Fair-value Accounting: Analysisof the Reclassification of Unrealized
Holding Gains and Losses for Marketable Securities

ABSTRACT

This paper studies the reclassification of unredlifolding gains and losses (UHGL) for
available-for-sale securities and cash-flow-hedgeese gains and losses, which have previously been
recognized on a firm's balance sheets, become @arthe reported net income at the time of
reclassification. We find that UHGL, when recogrizby firms as an addition to retained earnings, ar
priced by investors similar to other comprehensin@me items which bypass the income statement.
However, we also document a significant positivereation between the amount of reclassificatiod an
firms’ stock prices. When a firm reclassifies UH@1to earnings, the reclassified amount on average
receives a 3-times price-multiple. This is intiigy given that such gains and losses have been
recognized in banks’ previous financial statemerigrther analysis of reclassification also revehid
firms reclassify substantially more gains than éssinto the income statement for available-for-sale
securities, after controlling for the previous Imal@a of UHGL. In contrast, the reclassified amouwsfts
gains and losses are roughly even for cash-flongdedAnalysis of future stock return indicates that
investors may be misled by the inflated amouneofassified net gains for available-for-sale se@si

Key words: Available-for-sale; Cash-flow Hedge; Reclassifica; Earnings Management;
Stock Returns



1. INTRODUCTION

Since 1994 U.S. firms have been required to usddinevalue accounting method to
measure their holdings of marketable securitie$.1998 the Financial Accounting Standards
Board (FASB) further required firms to disclose aensiderable amount of market-related
information in the footnotes of their financial cgfs. Such an accounting method was extended
in 2001 to cover the measurement of hedging aig#sritin this study we compile a dataset of the
disclosed details regarding the Unrealized HoldBagn and Losses (UHGL) account of the top
U.S. banks. We examine the market valuation anohsfiractivities associated with the
reclassification of unrealized gains and lossesfavailable-for-sale securities as well as cash-
flow-hedge.

The question of how to account for marketable sgearand hedging activities arises
from one of the core issues in financial accountin@ur current accounting system was
primarily built on the principle of historical-cqoseflecting the accounting profession’s emphasis
on reliability as a primary property of accountiimformation. On the other hand, accountants
have also been constantly searching for an aligenateasure that might provide more relevant,
albeit less reliable, information. Market values lieecome the most promising candidate for such
an alternative measure.

Proponents of the fair value accounting methodeatbat market price provides the most
relevant, comprehensive, and timely measure of tingiinsic value. Former Securities and
Exchange Commission (SEC) Chairman Breeden adwbeateove to fair value accounting for
financial institutions as well as all publicly-hetmpanies, and stated his belief that market-
based information is the most relevant financiahdstribute (testimony before the Committee

on Banking, Housing, and Urban Affairs, U.S. Sen&gptember 10, 1990). Opponents of the
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fair value accounting method, however, are conekmeout the usefulness and the lack of
reliability of such measures (e.g., Wallison 20B8;bes 2008).

After a long and heated debate, the Financial Actng Standards Board (FASB)
adopted the fair value accounting method by issuive Statement of Financial Accounting
Standards 115. However, the new set of rules yedni For securities classified as “held-to-
maturity,” historical cost accounting still applieMark-to-market accounting, on the other hand,
applies to all “trading” securities. For secustigvhich are neither “held-to-maturity” nor
“trading,” which often represent the major portimina firm’s security holdings, a mixed method
of mark-to-market and historical cost accountingised. For this class of securities, classified
as “available-for-sale,” market value is used &srtteasurement base on the firm’s balance sheet.
However, unrealized holding gains and losses oflabhla-for-sale securities bypass the income
statement and directly debit/credit the equity isaeciof the balance sheet. In addition, to
preserve the integrity of the income measure basedhistorical cost accounting, firms are
required to “reclassify” into the income statem#rg gains and losses previously recognized in
the equity section when the securities are finsdlid. In 2001 a similar accounting method was
also applied to hedging activities with the isswant SFAS 133, “Accounting for Derivative
Instruments and Hedging Activities.”

The above method of accounting for marketable riexsi represents a major departure
from the traditional historical-cost based accaumtsystem. The fact that the applicable
accounting method changes with the “intention” feé tiolder of the securities reflects the idea
that different aspects of a security (e.g., curm@atket price versus future cash flows) have
different relevance or usefulness in differentatitons. However, such an idea is often met with

a high degree of skepticism (or criticism) as ibfen believed that, at least for assets such as



marketable securities which have readily availatvarkets, price incorporates all relevant
information for equity investors. Many considere titonvoluted accounting method for
available-for-sale securities to be the result opaditical compromise, rather than rigorous
economic reasoning. As a result, the above sat@junting rules has been widely criticized as
“psychiatric accounting®

A crucial feature of accounting for available-f@aies securities and cash-flow hedge is
the reconciliation of measuring earnings based igstoffical cost with measuring book value
based on fair value via the “reclassification” akyously recognized unrealized gains and
losses into current earnings. This provides aer@sting setting with both the mark-to-market
balance sheet information as well as historicalt @@some information for the same set of
financial instruments. Such a setting enablesousxamine how various aspects of the same
security holdings, such as current market price listbrical net income, might be used by
investors in making equity investment decisionsal$o allows us to examine how firms react
and readjust their selling and hedging activitrethis situation.

We study the reclassification activities of top Ub@nks whose unrealized holding gains
and losses often represent a significant portiorthefr operations. A couple of interesting
findings emerge. First, the market price exhiatpositive correlation with the amount of
unrealized holding gains and losses from marketabteirities similar to other components of
comprehensive income items. In other words, wharealized holding gains/losses are
recognized as part of the retained earnings, eveagh such recognition bypasses the income
statement, investors react to such information &t such UHGL similar to other
comprehensive income items such as gains and Idsses foreign currency translation

adjustments. However, we also find a significansifive correlation between stock price and

! See, for example, “BankAmerica Disaster Arose fantrack of StandardsyVall Street Journal, October 27, 1998.
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the reclassified amount of UHGL. On average, WhétGL is reclassified into earnings, such
reclassified amount receives a price-multiple adoBn The correlation between the reclassified
amount and stock price is stronger for high-grofiths.

The fact that reclassification correlates positivelith stock price, together with the
observation that stock price and earnings are afsedl in compensation contracts, suggests that
firms may have incentive to manipulate reclassiftcaopportunistically. Any evidence on such
manipulation, in turn, will further support the ¢ecture that reclassification gains and losses,
which are calculated based on historical cost,enddr valuation and/or performance evaluation.
We document that firms reclassified significantlpne holding gains than losses for available-
for-sale securities. The amount of reclassifietl gans is disproportional to the amount of
unrealized holding gains and losses availableeab#ginning of the fiscal year. In contrast, the
reclassified amount from cash-flow-hedge is morepprtional to the UHGL balance. After
controlling for the amount of UHGL, the residual@mt of reclassification for cash-flow-hedge
is insignificantly different from zero. This diffience between available-for-sale securities and
cash-flow-hedge is consistent with the significargteater cost associated with managing the
timing of UHGL reclassification for cash-flow-hedge Our analysis further reveals that firms
tend to reclassify more gains into earnings wheh dwng so would result in an earnings
decrease from the previous year. Such reclagsdit does not appear to be driven by tax,
capital maintenance or cash shortage considerations

The documented 3-times price-multiple for the resifeed amount of gains and losses
seems rather intriguing, given that such gains lasges have been recognized in firms’ prior
statements. Granted that a positive reclassifieduat might provide a favorable signal

regarding the value of securities above and beyanak is reflected by their fair value on the



balance sheet, or even regarding the profitalnlitthe firm as a whole, a 3-times multiple seems
high. This is particularly so considering thetfdwat the accounting treats such reclassification
as a zero-sum transfer among different componeinteeoretained earnings. That is, for an

accounting’s perspective, reclassification doesafieict shareholders’ equity.

Investor mispricing might be a contributing farctto the high price-multiple,
considering the fact that there is very limitedctbsure regarding what income statement
accounts these gains and losses are reclassified i8ince UHGL that is reclassified into
interest income are more likely to receive a higlitiple compared to those that are reclassified
into more transitory items such as realized gamslasses (we will discuss this in more details
later), it is conceivable that investors are notab& to properly adjust their valuation for such
reclassification and hence attach an incorrectatedn multiple to the reclassified amount.

Analysis of future stock returns further uncovevglence suggesting that investors may
be misled by the amount of reclassified gains frrailable-for-sale securities in net income.
Each year we sort firms into three groups basetheramount of reclassified gains and losses
from available-for-sale securities relative to twmount of net income. During our sample
period firms with more reclassified gains and lsstend to underperform firms with relatively
low amounts of reclassified gains and losses bghtyu3.05% in the subsequent year. For the
subset of firms with relatively high-growth, thisturn difference equals 4.45%.

Overall, our paper provides evidence on reclasgibo of unrealized gains and losses as
well as the association between such reclassifid@&Uand the stock price. The paper makes
several contributions to the literature. To oustdenowledge, this paper is the first attempt to
document evidence concerning the reclassificatidd@HL for available-for-sale securities and

cash-flow-hedge. Prior studies on fair value aatiog focus primarily on the issue of reliability



(e.g., Barth 1994, Ahmed and Takeda 1995, Bartlayw8eand Landsman 1996, O’Hanlon and
Pope 1999, Hirst, Hopkins and Wahlen 2004, Biddid &hoi 2006, Hodder, Hopkins and
Wahlen 2006, Chambers, Linsmeier, Shakespeare Sandiannis 2006, Penman 2007) Our
analysis, on the other hand, focuses on the rdéofoa allowing the mandated accounting
methods to vary with firm intention. Since altél categories (trading, available-for-sale, and
held-to-maturity) cover the same type of asset., (imearketable securities), difference in
reliability is not a primary cause of the differenio accounting treatment. Instead, the issue of
difference in relevance is our primary focus. Télevance issue becomes the center of a heated
debate regarding the role of fair value accountmghe current financial crisis (Turner 2008,
Veron 2008, Laux and Leuz 2009).

Our findings suggest that investors react to bathealized holding gains and losses
information (even though such information bypasses income statementiand to the
subsequent reclassification of such UHGL into esgsi This evidence, together with the
documented excessive amount of reclassified gawmgports the hypothesis that, beside fair
value information, gains and losses calculated dase historical cost provides useful
information for valuation and/or performance evéiluva However, the subsequent decline in
stock price for firms with large amount reclassifigains also suggests that investors may be
misled and attach unduly high multiple to the resification portion of net income. Such a
finding calls into question the appropriatenesgedping the income statement on a historical-
cost basis while presenting fair-value information the balance sheet. More disclosure

regarding the exact amounts of UHGL that are rediad into different income line-items,

2 Even though SEC does not share such a view, tran&ial Accounting Standards Board (FASB) did sgbsetly
address this concern by relaxing the mark-to-maakebunting rule. For details, SEBINMoney.com, December
30, 2008, “SEC: Bank Failures not due to Fair-vakude” andReuters, April 2, 2009, “Mark-to-market Rule Set to
Lose a Few Teeth.”
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especially those with different level of persistenseems to be needed in order for investors to

make proper valuation adjustments for reclassiboat

2. Related Research

Accounting professionals have long been studying troperties of alternative
measurements, such as fair value, as potentiatiaadir replacement for the historical-cost
numbers. In 1979 FASB issued SFAS 33 requiringdito disclose current cost estimates for a
restricted set of assets, principally inventory gmdperty, plant and equipment. Academic
studies examining such current cost estimates geoweak results regarding their ability to
explain share prices (Beaver and Landsman 1983;eBeand Ryan 1985, Bublitz et al. 1985,
Lobo and Song 1989, Hopwood and Schaefer 1989, grativers). Several studies conclude
that errors in estimating the SFAS 33 amounts atctiar the generally insignificant findings
regarding their incremental explanatory power. <stent with the concerns raised by this
research, FASB eliminated the disclosure requiremen

In 1991 FASB issued SFAS 107 requiring disclosdraio value estimates for financial
instruments. It is generally believed that failueaestimates of financial instruments are likely
to be more reliable than those based on histodasl because many instruments are traded in
active markets. Consistent with this belief, stada such fair value disclosures generally
conclude that the fair value estimates provide i@mt incremental explanatory power for
stock prices. For instance, Barth (1994) studiexlfair value estimates of banks’ investment
securities and concluded that such estimates peasighificant explanatory power beyond that
provided by historical cost. Barth, Beaver, anchdsman (1996), Nelson (1996), Eccher,

Ramesh, and Thiagarajian (1996), and Venkatach&l&96), among others, studied other fair



value estimates reported under SFAS 107, suchaasvi@ue and derivative, and generally found
significant results.

Supported by the above documented correlation legtvi@r value estimates and stock
price, FASB issued SFAS 115 and 130 requiring fitm&ully recognize fair value estimates in
their financial statements. Studies on the vaklevance of the comprehensive income items
provide mixed results. Dhaliwal, Subramanyam, amdzevant find that, pre SFSA 130,
comprehensive income does not have a strongeriassnowith stock returns than net income.
Using a sample of U.K. firms, O’Hanlon and Pope9@pfind that other comprehensive income
is not priced prior to the required reporting ohgmehensive income. On the other hand, Biddle
and Choi (2006) find that comprehensive income dateis other measures of income in
explaining equity pricing. Chambers, Linsmeidnaespeare, and Sougiannis (2006) show that
other comprehensive incomes, as reported by fifies SFAS 130, are priced dollar-for-dollar
by investors. Consistent with the findings of Clhans, Linsmeier, Shakespeare, and Sougiannis
(2006), we also find that UHGL are priced by ineestas transitory income (Ohlson 1999).
However, unlike other transitory income items, thesirealized gains and losses receive a
significant positive price-multiple when they aexlassified into reported earnings. Although
this finding provides certain support for the diéfetial accounting treatment for seemingly
similar financial instruments, it also highlightsetdistinctive possibility of investor mispricing
due to the reclassification of UHGL into income @aats with high perceived persistency.

Our study also relates to the literature on th@iags management activities of banks.

Prior studies have documented evidence suggedieigbanks manage their earnings for the

% Barth (1994) also calculates the fair value gaims losses based on banks' fair value disclosuiastp 1990.
However, since the amount of the “reclassified"tjpor of realized earnings was not available, heasnee of fair
value gains and losses based on changes in umcgli#ns and losses is noisy. Another key diffeedretween
this study and Barth (1994) is that her study exesmiheld-to-maturity securities.
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purpose of tax planning, regulatory capital plagniand financial reporting planning (e.g.,
Moyer 1990, Scholes, Wilson, and Wolfson 1990, €lirand Magliolo 1993, Wahlen 1994,
Beatty, Chamberlain and Magliolo 1995, and CollteBsackeford, and Wahlen 1995). Our study
provides evidence regarding the “cherry pickingh&aor associated with the reclassification of
marketable securities. Since the amount of urredlholding gains and losses have already
been recognized in prior financial reports, it igmising to observe such strong earnings
management behavior with respect to this data it8de find that such manipulation does not
appear to be motivated by capital-ratio, tax, @hcghortage considerations. Instead, the need to
manage the amount of reported earnings appeasestteelmain cause. This finding suggests that
even though unrealized holding gains and lossediattsed in the shareholders’ equity section,
the reported net income numbers continue to be wusembntracts which govern employee

compensation and other activities of the firm (saslexternal financing).

3. HYPOTHESIS DEVELOPMENT AND RESEARCH DESIGN

Reclassification (RECL) occurs when certain amairithe unrealized holding gains and
losses which have been previously recognized anrasfbalance sheet are “reclassified” and
recognized in the income statement. For examphenwa firm sells some of its available-for-
sale securities, unrealized gains and losses as$sdavith these securities will be reclassified as
realized gains and losses on the income statem&ntilarly, for cash-flow hedge, recognition
of reclassified gains and losses mostly occurrednatfie corresponding cash-flow hedge was
utilized, restructured, or expired.

It is important to recognize that, from an accougiperspective, reclassification does not

affect the total amount of shareholders’ equitlyis Isimply a “re-recognition” of what has been
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recognized in the shareholder equity section inéoimcome statement. To see this more clearly,
consider the benchmark case where no reclassdicétikes place during year Let RE, NI,
and OC| denote the retained earnings, reported net incame,other comprehensive income
respectively. Assume that

RE = RE.1 + NI, + OC}
Now, suppose certain amount of unrealized holdiagpggand losses (UHGL) are reclassified
into earnings as a result of the sales of avalébisale securities. Let RECldenote the
amount of reclassification. Such reclassificatwould decrease the other comprehensive
income adjustment section of retained earningsadédir-dollar. At the same time, REQCWill
increase the amount of reported net income. Toerethe total amount of comprehensive
income (CI) equals

Cly = NI''+ OCIt = (NL+RECL) + (OC\-RECL) = Ck
where CI, NI';, OCI’; denote the amounts of comprehensive income, meiria, and other
comprehensive incomefter reclassification. That is, reclassification mgrehifts certain
amount from the other comprehensive income to tedoincome, the total amount of

comprehensive income stays unchanged.

3.1.  Hypothesis Development
Once we understand how reclassification shifts nmeoamong various sections of
comprehensive income, it is easier to differentidwe various views regarding the valuation

implication of RECL.
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3.1.1. Valuation hypotheses

As we mentioned earlier, many believe that the obmed accounting method for
available-for-sale securities is merely the outcarha political compromise. Even though the
fair value information captures as much value m@hevinformation for available-for-sale
securities as for trading securities, the changefair value are allow to bypass the income
statement in order to reduce the volatility of tleported earnings. If that is the case, then
reclassification will not provide any additionafanmation for valuation above and beyond what
their fair values. That is,

H1: If fair value captures all relevant information, then the book value of securities will
be highly correlated with stock price. In contrast, reclassification will not affect stock price.

The above view, at least in theory, is not shangd=ASB. As can be seen from the
accounting rule for held-to-maturity securities, $#\ seems to believe that, for securities held
for purposes other than trading, historical cosi #me income measure calculated based on
historical cost provides more relevant informattban market price. This reflects the opinion
of many accounting professionals who believe tatalssets engaged in long term operation,
short term price fluctuation ceases to be relevaitowever, it is not clear how this argument
can be applied to a liquid asset such as marketsdxterrity. Note that under SFAS 115
marketable securities are valued at fair valuehenldalance sheet. Although such fair value
estimates can be noisy and inaccurate, it is redrchow earnings calculated based on old
historical cost number can provide a systematiecatobn of how fair value estimates deviate
from “true”, or “fundamental” values. Nonethelessremains an empirical question of the
extent to which reclassification can add positivielyfirm value above and beyond the fair value

information of marketable securities.
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H2: Reclassified provide useful information to investors above and beyond the fair value

information on the balance sheet.

3.1.2. Mispricing hypothesis

Another possible cause for reclassification to bsitpve correlated with stock price has
to do with the way UHGL are reclassified. As ds®ed in Ryan (2007), reclassification of
UHGL can occur in three ways other than throughstile of securities. They are:

a. By transferring available-for-sale securities tding;

b. By recording other-than-temporary impairment wdteans;

c. Through the passage of time, due to the requirecbiamortized cost interest that is
different from fair value interest under SFAS 1EbBr example, if an unrealized gain
occurs on an available-for-sale security, then.even in the absence of sale,
impairment, or transferring to trading — the garirealized” over the life of the debt
security thorough amortized cost interest that edsdair value interest.

Compared to (a) and (b), (c) is more pervasiveis Thmplication regarding the exact
channel through which UHLG are reclassified intone&s significantly increase the possibility
of mispricing. As we know, investors generallyaatt a larger multiple to line items such as
interest income compared to line items such aszeshlgains and losses. Under SFAS 115,
firms are not required to break down the total amaf reclassification by income statement
line items. Investors are thus left in the darkcakow much earnings in each income categories
come from reclassification. Therefore, unless UHE& all reclassified into separate line-items

such as impairment write down or realized gains lasdes which are clearly transitory, it is
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conceivable that investors do not adjust for tretassified gains and losses properly, and apply
unduly high multiple to RECL.
H3: Any association between RECL and stock price may be partially due to investor

mispricing.

3.1.3. Reclassification management hypothesis

Besides valuation, information based on histormadt such as reclassification may be
useful for other purpose, such as performance atialu Given that reported earnings, not
comprehensive incomes, are often used in perforenaregasures, managers may have incentive
to behave opportunistically with the reclassifioatof UHGL. That s,

H4: Managers may manipulate RECL to increase reported earnings and/or meet earning
targets.

Any evidence on such manipulation, in turn, wilkrther support the conjecture that
reclassification gains and losses, which are catedl based on historical cost, matter for
valuation and/or performance evaluation. We perfine following tests the above conjectures

regarding pricing of RECL and firms’ practice agated with reclassification.

3.2.  Research Design and Tests
3.2.1. Price Association Test

To examine how investors react to the informatiegarding unrealized holding gains
and losses, we perform several tests. In thedesbf tests we associate UHGL and RECL with
the market price of stocks. Specifically, we estien several variations of the following

regression model derived in Ohlson (1995):
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Pt =o+ BlBVt + BZClt

where BV and C| represent the book value and comprehensive inadntiee firm. R is the
market price of the stock. To examine whether alimed holding gains and losses are
associated with stock price, we decompose boolkevialo three parts: the amount of unrealized
holding gains and losses (UHGL), the book valughef associated securities (BY), and the
remaining book value for other net assets {BY. Similarly, we also decompose
comprehensive income into three parts: earningtueig the reclassification amount %)

the amount of new unrealized holding gains ande®sgise during the current year (CUGL
and other comprehensive income items (PCIRECL is also included in the following

regression:
P, = o +B1BVOEM +8,BVES +BsUHGL +B4E™" +BsCUGL + BeOCk + BsRECL. (1)

A finding of B3>0 andB;=0 would be consistent with the prediction of Hypesis 1. In contrast,

if B3>0 andp,>0 would provide support for Hypothesis 2.

3.2.2. Reclassification test

As discussed in Ryan (2007), firms often managé traenings through reclassification
via realizing gains and losses out of proportiothwhe level of unrealized gains and losses.
Accordingly, we test the existence of earningsassification by comparing RECL with the
beginning balance of unrealized holding gains asdds.

In addition, we also compare the distribution of REfor available-for-sale securities
and cash-flow-hedge. Although different in natureth available-for-sale and cash-flow-hedge
are securities with rather liquid markets. Botbusiies are subjects to similar market shocks
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which affects their unexpected returns. HoweVeere¢ are two important differences between
the two. (1) Unlike available-for-sale securitieash-flow-hedge usually involves relatively less
upfront investment. This, together with the potisybof having a shorter duration, implies that
UHGL from cash-flow-hedge are more likely to exhgymmetric split between gains and losses
compared to UHGL of available-for-sale securitieBhus, in comparing the two, we need to
carefully control the balance of UHGL. (2) Thesesignificant difference in the costs associated
with manipulating the time of reclassification. rFavailable-for-sale securities, reclassification
can be triggered by simply selling the right setesi However, reclassification of UHGL for
cash-flow-hedge usually occurs when hedges arenated, possibly through disposal or non-
occurrence of the hedged item. This means thatgthg the timing of the cash-flow-hedge
reclassification involves considerably higher opieral cost, compared with the reclassification
of available-for-sale securities. Such as diffiese suggests thateteris paribus, we would
expect more earnings management behavior assoevittethe reclassification of available-for-

sale securities compared with cash-flow-hedge.

3.2.3. Stock return test
To test possible investor mispricing, we group Srbased on the amount of reclassified
gains and losses relative to the total amountpdnted earnings. We then track and compare the

subsequent stock returns for the different grodgsros.

4. SAMPEL AND DATA
Our analysis focuses on top U.S. commercial banksse unrealized security holding

gains and losses are usually significant. We abbasic accounting and market valuation
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information regarding our sample firms from the Qustat and CRSP datasets. Information
regarding the amount of, as well as changes inutinealized holding gains and losses is hand-
collected from footnote disclosures of banks’ ammaports. In the Appendix we provide some

disclosure samples regarding the other comprehemsoome components of available-for-sale
securities and cash-flow hedge. Because of theiderable cost involved in the data collection

process, we restrict our final sample to the to.ldommercial banks traded on NYSE, AMEX

and NASDAQ.

Firms are required by SFAS No. 130 to report ot@nprehensive income items after
December 15, 1997. Our sample period covers the figcal years from 1998 to 2066We
sort all U.S. commercial banks (covered by the Qastgd and CRSP datasets) based on the
amount of total assets in 1998, and collect thelihgl gains and losses data for the top 200.
The market capitalization of the 200 banks ranga®s 850 million to $230 billion. This gives us
a good coverage of large and small banks withoet-exposure to Nano-cap stock#\s a
sensitivity check we repeat our tests with thel0f banks. All of our results hold.

SFAS 138, “Accounting for Certain Derivative Instrants and Certain Hedging
Activities,” became effective for fiscal years beging after June 15, 2000. Therefore our data
on unrealized gains or losses associated with tashhedge is only available for fiscal years
2001 to 2006. Of the initial 200 sample firms,dEhks (with approximately 5.5% of total firm-
year observations) did not provide any informatiegarding the reclassification of unrealized
gains or losses. Our final sample contains 1,28%-year observations with non-missing

unrealized holding gains and losses data.

* Coverage of the current Compustat dataset erfitcat year 2006.
® We do not update our sample each year as thef lisp 200 changes. Therefore we avoid possiliidgight bias
in analyzing the changes in unrealized holding gjaimd losses.
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Some basic statistics about our sample firms aesgmted in Table 1. SIZE is the
logarithm of the market capitalization at the erfidhe fourth month after the fiscal year ends.
The median sample size equals approximately $70@®mi The average amount of unrealized
holding gains and losses (UHGL) equals about 8scpat share, with significant cross-section
variation (standard deviation 0.69). One poss@adenomic reason for the finding of a positive
average UHGL is that the interest rate decreasadigy during our sample period. Prior to 2001,
UHGL represents the total amount of unrealized ingldiains and losses from available-for-sale
securities. Starting in 2001, UHGL also includes amount of unrealized gains and losses from
cash-flow hedge.

Recall that reclassification (RECL) occurs for fodifferent reason: security sales,
transferring between categories, impairment, amdutfh the interest recognition based on
historical cost. In our sample only 11 out of tb&al 1,179 available-for-sale reclassifications
were due to securities being reclassified amonggeaies or impairment. The majority of the
reclassifications were triggered by the sales oftistes and interest recognition. For cash-flow
hedge, recognition of reclassified gains and lossestly occurred when the corresponding cash-
flow hedge was utilized, restructured, or expired.

During our sample period, the average amount ¢éssiication equals approximately 3
cents per share. The distribution of the amouninoéalized gains and losses arising during the
current year (CUGL) is also presented in TableThe average amount of CUGL equals 1 cent
(loss), with a standard deviation of 0.62. Evmewugh the average amount RECL and CUGL are
less than 5 cents per share, their importance dhrmilbe underestimated. In absolute value
terms, RECL represents about 8% of the firm’'s regabnet income. The average amount of

CUGL represents amounts as high as 28% of thenpeirie.
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The amount of unrealized gains and loess (UHGIJ i#® changes (RECL and UN)

reconciles through the following equation:

UHGLg1 = UHGL; — REClLis + CUGLuy )

That is, the amount of unrealized holding gains krsdes increases with the amount of new
gains and losses (CUGL), and decreases with theumintbat is reclassified into net income
(RECL). Panel B of Table 1 reconciles the averagwunt of UHGL, RECL, and CUGL for
firm-year observations with non-missing UHGL (begig as well as ending balances), RECL
and CUGL. On average the balance of UHGL has loeeneasing by about 5 cents per year.
New increases in unrealized holding losses equainBs per share. Firms on average reclassify
roughly 2 cents per share of unrealized holdingnganto the income statement. Note that the
averages of RECL and CUGL differ slightly from thembers shown in Panel A, for two
reasons. The observations used in panel B inadatiethose with non-missing data for all the
four data items of (2). In addition, to preserte treconciliation, the beginning balance of
UHGL, RECL and CUGL are all deflated by the endmgnber of shares outstanding. In panel

A, on the other hand, RECL and CUGL are deflatethieyaverage number of shares outstanding.

5. RECLASSIFICATION OF UGHL: PRICE ASSOCIATION TEST
5.1.  Price Association Tests

To examine how investors react to the informatiegarding unrealized holding gains
and losses, we associate UHGL and RECL with thekebgrrice of stocks. The regression
results are presented in Table 2. To avoid thentiail heteroscedasticity problem, we deflate all
variables by the number of shares outstandingceSio single deflator is known to best control

for the heteroscedasticity problem ante, we also use total assets as the deflator. CGuultse
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are robust to this deflator choice. All test stits are based on the White standard errors
adjusted for cross-sectional clustering within esample year (Petersen 2009).

As a benchmark for our tests, we first regressksfwice on book value and earnings
(Ohlson 1995). The result is presented in the iolumns of Panel A, Table 2. Consistent the
prior findings, both the book value and the compretive income exhibit significant positive
correlation with stock price.

In the second column we break down book value thtee components: contributed
capital, retain earnind&®, and UHGL. The estimated coefficient on UHGL dgua49, which
is highly significant. Note also that the coeffict on UHGL (1.49) is insignificantly different
from the estimated coefficient on other retainechiegs (1.30), suggesting that investor value
UHGL from price change of securities similar to etitomprehensive income items, such as
foreign currency translation adjustments. This mles support for hypothesis 1 which
conjectures that investors use fair value infororatio value available-for-sale securities and
cash-flow-hedge.

Note also that if investors find the fair valueimsttes for available-for-sale securities to
be less relevant because such securities are lbfdretrading purposes, we would expect the
correlation between UHGL and price to be less thaa. If investors treat such fair value
estimates as completely irrelevant, the estimatszificient on UHGL should be zero. The
result of Table 2 clearly shows that this is nat thse.

We also decompose earnings into other income ifh@ome excluding reclassified gains
and losses), CUGL, and other comprehensive inctenesi (OCI, which exclude RECL as well).
Even though RECL does not affect the total amodirtomprehensive income, we also include

RECL in the regression analysis. The result isgméd in the last column of Table 2, Panel A.
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Consistent with the findings of Chambers, Linsme&rakespeare, and Sougiannis (2006), both
the estimated coefficients on CUGL and OCI aregmi$icant, suggesting that investors view
gains and losses from securities price changasuasitory. This finding provides further support
for hypothesis 1, i.e., investors value UHGL simijldo other gains and losses contained in the
other comprehensive income section of retainedmrgsn

However, the estimated coefficient on RECL is pesiand highly significant (2.75),
suggesting that investors react positively to agglassified net gains even though such gains
were recognized in prior shareholders’ equity stetets. This finding contradicts hypothesis 1,
but is consistent with the prediction of hypothe2esd 3.

In Panel B, we repeat the above analysis with bealke decomposed into the book
value of other net assets, the book value of avaHtor-sale securities, and UHGL. The idea is
to separate out the balance sheet and income statt@mormation associated with UHGL. Note
that cash-flow-hedges often involve negligible amtoof initial cost, hence the book value of
those transactions are close to zero. The regresssults are fairly consistent with what we
observe in Panel A. One interesting result to motkat the estimated coefficient on UHGL is
highly significant at 1.33. This suggests thatestors value UHGL, almost dollar-for-dollar, as
predicted by theory on the valuation of transiteaynings (Ohlson 1999). Again, the coefficient

on reclassification is highly significant, at 3.54.

5.2. Reclassification and Growth
In Table 3 we present some test results concenhiagrossible cause of the observed
association between reclassification and stockepri®keclassification occurs when firms sell

available-for-sale securities. Such selling majidate that the firm is in need of cash, causing
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the stock price to move. Of course, the fact thabmpany needs cash can be either good or bad.
It could indicate that the firm is close to bankiyp or that it has come across valuable growth
opportunities.

To test the cash-shortage hypothesis, we add hhage in the firm’s total security
investment to regression (1). If a firm needsaise cash by selling securities, we would expect
it to decrease rather than increase its net holofirigtal securities. Therefore, the cash-shortage
hypothesis predicts that the change in total imaest be negatively correlated with RECL. The
test result is presented in Panel A of Table 3ntwy to this prediction, change in investment
shows a significant and positive correlation witBGL.

The positive price association of RECL with stopkce could also indicate that
measurement of earnings based on historical castides investors with useful information
about a firm’s profitability and growth. To tesiig conjecture, we include a measure of growth
(i.e., growth in revenue) in regression (1). Tésult is shown in the second column of Panel A.
The growth measure (GREV) shows a significant pasitcorrelation with price. More
importantly, the inclusion of GREV in the regresstakes away some of the explanatory power
of RECL.

We further divide our sample into two subsamplaseld on GREV, the growth rate of
total revenue. Regression (1) was conducted fdn esabsample and the results are presented in
Panel B of Table 3. For the low growth firm, REE&Ill shows a significant positive correlation
with price, but the magnitude of the estimated ftcieht is less, at 1.87. In contrast, the
estimated coefficient on RECL is highly significatt5.89 for high growth firms. This finding

suggests that RECL is most relevant as an inconasune when a firm experiences high growth.
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6. RECLASSIFICATION FOR AVAILABLE-FOR-SALE AND CASH-F LOW-HEDGE
To further examine the reclassification issue, wdq@ym detailed analysis of the amount

of reclassified unrealized holding gains and loss@e fact that employee compensation is
often linked to reported earnings, together with gositive association between price and the
reclassified holding gains and losses, suggestdithes may have incentives to manipulate the
reclassified gains and losses. Such tests wouhgrgee evidence regarding the use of the
historical-cost based measures in tasks besideati@i, such as performance evaluation. Any
evidence on potential management of the reclaasific activity by the firms will also provide
more direct evidence, compared to the price associtests, regarding the real economic impact

of such an accounting method.

6.1. Reclassification of UHGL for Available-for-sale amd Cash-flow-hedge

To detect possible manipulation of the amount ofCREwe separate the amount of
RECL from available-for-sale securities and the ngaior losses for cash-flow-hedge.
Reclassification of gains and losses from availéttesale securities can be easily triggered by
the selling of the related securities. In contrastlassification of gains and losses from cash-
flow-hedge usually occurs when such a hedge expires used. Thus, if firms engage in the
manipulation of such reclassification amountssitonsiderably easier to do so via the selected
selling of available-for-sale securities than tcampe the pattern of the underlying hedged
transactions.

We compare the amount of RECL from available-fdesand cash-flow-hedge and

report the results in Table 4. Panel A shows tkatassification differs significantly across
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available-for-sale securities and cash-flow-hedgehe average amount of reclassification is
positive and highly significant for available-foats securities. In contrast, the average amount
of reclassification for cash-flow-hedge is a lawsd is insignificantly different from zero.

Panel C further presents statistics regardingitire the reclassified amount associated
with available-for-sale and cash-flow-hedge. In 7086 the cases, firms include net
reclassification gains in their earnings for aValgafor-sale. In 24.8% of the cases, firms
reported net reclassification losses. In contfasts only reclassified net gains in 18.1% of the
cases for cash-flow-hedge. In 22.6% of the cas@agsification for cash-flow hedge represents
a net loss. In most cases (59.3%) no gain orisoseclassified in the income statement.

A more striking finding emerges when we comparepéeentage of gains and losses for
each sample year. As depicted in Figure 1, infdaihe nine sample years firms reclassified more
gains than losses for available-for-sale securittesmost years the number of firms that
reclassified net gains is almost twice as manyhaswumber of firms that reclassified net losses.
In contrast, the reclassified amounts are almosnhlgvsplit between gains and losses for cash-
flow-hedge.

However, even though both available-for-sale arsth-¢bpw-hedge can be viewed as part
of a firm’s holding of financial instruments, théfdrence in the nature of these instruments
causes available-for-sale securities to be morelyiiko have cumulative gains than losses.
Therefore, in order to carry out a more meaningfuhparison between the two, we need to
control for the difference in the amount of UHGLr favailable-for-sale and cash-flow-hedge.
We regress the amount of reclassified gains argktosn the beginning amount of UHGL, and
report the result in Table 5. Panel A shows th&CR does have a significant positive

correlation with the beginning balance of UHGL. tekf controlling for this factor, the
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reclassified amount for available-for-sale secesitstill shows a significant positive residual
amount. In contrast, the residual amount for dasli-hedge is insignificant.

In Panel B we present a 3x3 table showing theidigton of positive, zero, and negative
reclassification conditional on the sign of the ineghg balance of unrealized holding gains and
losses. For firms with positive UHGL for cash-fldvedge, they are two times more firms
reclassifying gains than those reclassifying loss&nilarly, for firms with negative UHGL for
cash-flow-hedge, the number of firms reclassifyiogses is roughly three times the number of
firms reclassifying gains.

However, we observe a quite different pattern ler eclassification of available-for-sale
securities. For firms with positive UHGL for awatle-for-sale securities, the number of firms
reclassifying net gains is more than 3 times thaler of firms reclassifying losses. In contrast,
even for firms havenegative UHLG, there are still more firms reclassifying mgithan losses.
This indicates that, consistent with the predictioin hypothesis 4, firms disproportionally
classifying more gains than losses for availabtestde securities.

We also partition our sample into two subsamplessé with a positive beginning
balance of UHGL and those with a negative beginbiaignce of UHGL. As panel C of Table 5
shows, firms with negative UHGL show a smaller meamount of reclassification net gains.
However, even for this group of firms, the averageunt of net gains is significantly positive at
1 cent per share.

We further decompose the beginning balance of linegbholding gains and losses into
the separate amounts that occurred during the fmiee years. The regression results are shown
in Panel D. For available-for-sale securities, tbgult shows that for every dollar of UHGL,

about 9 cents are subsequently reclassified irgoiritbome statement in the subsequent year.
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Another 5 cents are classified in the following ye@UGL in the year t-3 does not show a
significant correlation with the amount of recldigsition reported in the current year. After
controlling for CUGL, there is still a significapbsitive residual amount of reported reclassified
gains and losses for available-for-sale securitiest cash-flow-hedge, however, only CUGL in
year t-1 shows a positive and significant correlatwith the reclassification reported in year t.
In addition, there is not a significant residualoamt in the reclassification after controlling for
CUGL.

Note that regressions in Table 5 include lagge@peddent variables. To control for
possible correlation among observations from timeesrm, we repeat the regressions using (1)
within-firm clustering adjustments, and (2) a byayeegression method. Our results are robust

to such changes in the regression method.

6.2. Reclassification and Earnings

In Table 6 we report the results from conditionadlgsis of the reclassification amount.
If firms do manipulate their reported income via treclassification of gains and losses, we
would expect such manipulation to be more likelyewla firm’s earnings are short of its target
level. We split our sample into two sub-sampl&&e first sub-sample contains the cases where
a firm’s earnings (excluding reclassification) d&es than the prior year’s earnings. For these
firms, reported earnings would show a decrease fasiryear’s level if the firm keep the amount
of reclassification at the same (or less) level parad to the previous year. The second sub-
sample contains the years when firm earnings (exaojureclassification) exceed the previous
year’s level. If firms use reclassification of dahble-for-sale to boost their reported earnings,

we would expect the amount of reclassified gairgslasses to be larger for the first sub-sample.
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Panel A of Table 6 shows that where earnings amerdhan the previous year’s level,
firms in the sub-sample on average reclassify @mscto their reported earnings. In contrast,
when earnings exceed the previous year’s levehsfionly reclassify 1.9 cents per share of net
gains. The difference between the two cases isljhgjgnificant. In contrast, firms reclassify
roughly 3 cents of losses for cash-flow-hedge ithlmases.

In Panel B we perform a cross-sectional regresgesnh The result confirms that the
amount of reclassified gains and losses for avigitdy-sale securities is highly correlated with
whether the firm's pre-reclassified earnings aghdéi or lower than the previous year’s level
after controlling for the beginning balance of wlized holding gains and losses. This result
further supports our conjecture that investors seemeact positively to reclassified gains, and
that firms tend to reclassify more gain from aval#éafor-sale securities.

Prior studies have documented more general finareparting management activities by
banks (e.g., Scholes, Wilson, and Wolfson 1990, Mrall994, Beatty, Chamberlin, and
Magliolo 1995, Collins, Shakelford, and Wahlen 1p99he manipulation documented in this
paper has the unique feature that the gains arskdoBave already been recognized on the
balance sheets in prior periods. This rules outrsg possible motivations discussed in the prior
studies (e.g., to meet regulatory capital requirgne In addition, prior studies of earnings
manipulation use a cross-sectional return test hiscmore vulnerable to potential omitted
variable problems. In this paper we document bfiees between the amounts of reclassified
gains and losses for available-for-sale and foh-¢msv-hedge. This test essentially uses each

firm as its own control.
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6.3. Regulatory Capital, Cash, Tax, and Reclassification

Scholes, Wilson, and Wolfson (1990) report thatutery capital, taxes, and earnings
all influence the realization of the investment sé@g gains. Moyer (1990) reports that
regulatory capital affects the realization of thedstment security gains and loan loss provisions.
Moyer (1990) does not document a consistent reldigtween taxes and realized security gains,
and observes a relation between regulatory cagmi@lloan charge-offs opposite to that expected.
Collins, Shackelford, and Wahlen (1995) study bapé&eific regulatory capital-raising decisions.
Beatty, Chamberlain, and Magliolo (1995) study lsnkint decisions with respect to loan
charge-offs, loan loss provisions, issuance of S@ges, pension settlement gains, and
miscellaneous gains and losses.

We test these possible motivations for the mantmriaof the amount of reclassified
gains and losses, but do not consider the redeststin jointly with other decisions such as
loan-loss provisions. Beatty, Chamberlain and hégl(1995) studied these issues jointly and
found that the choice of security gains and losggsears to be determined independent of the
other choices. As we discussed earlier, one plessause of the reclassification is that banks
simply sell securities to meet the cash need faratpns. We split our sample based on the
amount of previous year’'s cash (scaled by tota¢tagsand compare the amount of reclassified
gains and losses. As Panel A of Table 7 showsfitmas with less cash indeed generate less
gains. However, the difference between the twagsas insignificant. We also partition our
sample based on the change in total investmersisaurities. However, as Panel A shows, firms
with more reclassified gains actually increasertiecurity investment more significantly. This
indicates that cash shortage cannot explain thierpaive observe regarding reclassified gains

and losses.
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Next we consider the possibility that firms may rpaate reclassified gains and losses
to meet the regulatory capital requirement. Nbogg even though unrealized gains and losses
have already been recognized in shareholders’yeduank regulator excludes UHGL from the
calculation of Tier 1 capital. During our sampkripd, most banks’ capital ratios far exceed the
limit set by bank regulators, making it unlike foms to manage RECL for capital maintenance
reason. Our test results confirm this conjectureour first test, we split our sample based on
the Tier 1 risk adjusted capital ratio (RACR), aegort the result in Panel A of Table 7. The
difference between the amounts of reclassifiedyaets is insignificant between firms with high
RACR and low RACR. In the second test, we take ounsideration that a firm’s incentive to
meet the regulatory capital requirement is strongleen its RACR is close to the regulatory
minimum level (which is 4 for Tier 1 capital regeiment). We separate out the bottom 10% of
observations with previous year's RACR closesth® tegulatory minimum, and compare its
level of RECL with that of the rest of the firm3he result is also shown in Panel A. For this
group of firm-year observations, the average REQlaés 0.022, which ikess than the average
of other firms (0.031). This does not support ltlgpothesis that regulatory capital requirement
consideration prompted the documented earnings geamant.

We also explore the possible tax motive of manifndathe reclassification amounts.
Following Collins, Shackelford and Wahlen (1995¢ wse the amount of bank’s tax-exempt
interest income as a percentage of total interestne to proxy for marginal tax rate. The
rationale is that firms facing higher marginal tates will invest more in tax-exempt bonds.
The result is also presented in Panel A of TableContrary to the tax hypothesis, firms with

higher tax rates reclassified significantly moré geans.

-30-



In Panel B we regress the amount of reclassifiddsgand losses on the beginning
amount of UHGL, a dummy variable indicating whetkarnings (excluding reclassification) is
less than or exceeds previous year’'s earningsptnad variables represent tax, capital ratio, and
the amount of security investments. The resulfficos that considerations such as tax and
regulatory capital ratio do not seem to be the ndaiver behind the decision regarding UHGL
reclassification. Instead, managing the amournepbrting earnings to exceed a certain target

level seems to be a major cause.

7. TEST OF SUBSEQUENT STOCK RETURNS
Note that when unrealized gains and losses areréc®gnition as part of the retained

earnings, those UHGL are valued more or less asitoaty income. However, when the same
gains and losses are reclassified into earnin@stime price multiple is applied. Granted that
realizing gains and losses can be a favorable Isiggarding the true value of security holding
beyond their fair value, but a change in price-ipldtfrom 1 to 4 seems high. Of course,
positive price change for available-for-sale sdmsgicould also provide a favorable signal
regarding the value of a firm’s other assets, sagchnow-how, brand name, or other intangibles.
But, unless the fair value measures of unrealizathsgand losses are very noisy, such
consideration should also be reflected in the pgaf unrealized gains and losses (UHGL). The
results of Table 2 show that, for any increasenrealized holding gains and losses, the pricing
multiple roughly equal to one. Thus the pricingplivation between realized and unrealized
gains and losses, for available-for-sale securitiegds to be quite significant to justify such a

dramatic change in the pricing multiples.
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As we discussed in Section 3, there is also thsipitisy of mispricing. If investors are
somehow fixated on the earnings number, then maengdtite inclusion of reclassified gains and
losses in earning items with high multiples, sushngerest income, would cause the stock price
to correlate with RECL. Prior research has pradi@gdundant evidence consistent with the
existence of such functional fixation (see, forrapée, Lakonishok, Shlefer, and Vishney 1992,
Sloan 1996, Teoh, Welch and Wong 1998, Penman aaddZ2002). The possibility that such
investor functional fixation occurs, together withe manipulation of RECL by firms as
documented in Section 5, suggests that subseqtomhkt returns may be significantly correlated
with RECL. In this section we further explore tpisssibility.

Table 8 contains the results from a cross-sectegression of firms’ one-year ahead
stock returns. Independent variables include tbeksbeta, the book-to-market ratio, size, and
the stock return momentum, which have been shovafféat the cross-sectional expected stock
return (Fama and French 1992, 1993, JegadeeshiamdnT1993). One-year stock returns are
calculated starting from the fifth month after &scyear end in order to ensure that the
accounting data in the annual reports are avail@bievestors. At the same time, we also want
to make sure that the date of the announcemethddirst quarter result is included in the return
calculation window. We calculate SIZE as the ldgen of the market value of equity at the
end of the fourth month after fiscal year end. Btmmarket is the amount of book value,
measured at the end of the fiscal year, dividetheyamount of market capitalization measured
at the end of the fourth month after fiscal yead.eiMOM is the momentum of stock return,
calculated as the cumulative stock return durirgggast 12 months up to the fourth month after
fiscal year endsTo minimize the impact of extreme observations,use the deciles-ranking of

independent variables in all regressions.

-32-



Consistent with the findings of prior studies, theok-to-market shows a significant
positive correlation with future stock returns.zé&iand momentum, on the other hand, do not
show significant correlation with future stock netu The amount of reclassified gains from
available-for-sale securities demonstrates a sggmf negative correlation with subsequent
stock return. This indicates that the stocks i that boost their income by reclassifying large
amounts of net gains from available-for-sale séiegritend to underperform in the subsequent
year.

To better gauge the magnitude of this return pattere perform a portfolio return
analysis. Each year we divide our sample firme three equal-sized portfolios based on the
amount of reclassification relative to the amouinteported earnings, and track the subsequent
average portfolio stock returns. To avoid potdrtiadsight bias when firms have a different
fiscal-year-end, we eliminate 11 (out of 1,337)eations where firms do not have a December
fiscal-year-end. The result is shown in Table 9.

As Panel A shows, for the groups with large amowhteclassified gains and losses in
their reported earnings, the subsequent averagé sédurn equals 11.09%. In contrast, the
average return for the group of firms with low esdified net gains equals 14.22%. The
difference, 3.13%, is highly significant. In Parmelwe also report the size-adjusted return, the
difference, again, is highly significant.

Earlier test results reported in Table 3 show thatcorrelation between RECL and Stock
price is more significant for high-growth firms. céordingly we expect the return difference
between high- and low-RECL firms to be more siguaifit for high-growth firms. To test this
conjecture we divide our sample into two equaldigeoups based on revenue growth. Then we

repeat our tests separately for the high-growth taedow-growth subsamples. The results are
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presented in Panel A of Table 10. Consistent withconjecture, the return difference is more
significant for high growth firms, at 4.26%.

Fama (1998) shows that most documented abnormughsetend to focus on small firms.
That, however, is not the case for the return bffiee documented in this paper. Repeating the
analysis using a value-weighted return shows thatréturn difference for high-growth firms
increases from 4.26% to 5.54%. We also repeat our testafsubset of large firms (defined as
those firm-year observations with market capitaires above the median of the sample year).
For these large firms with high growth, the retdiffierence further increases to 7.23%.

Mitchell and Stafford (2000) argues that long-windgortfolio return tests may
compound and exaggerate the level of abnormalngturiSince we do not knoex ante the
months in which subsequent return reversals migbaig the return test we used with a one-year
window seems appropriate. Nonetheless, followintecihll and Stafford (2000), we conduct
additional tests based on calendar-time portfohalysis. Specifically, during each calendar
month from May 1999 to May 2008, we calculate theam portfolio return for the high-,
medium-, and the low-RECL groups as well as for ieelge portfolio. We then regress the
monthly portfolio returns on the monthly factoruwets for size, book-to-market, and momentum.
The residuals are reported in Panel B of Table T@e hedge portfolio yields a positive and

significant return residual, consistent with thedings in Table 9.

8. CONCLUSION

In this paper we study the reclassification of atived holding gains and losses which
were previously recognized on balance sheets. ®¢andent a significant positive correlation
between stock price and the amount of reclassiiathings. In addition, firms reclassify

substantially more gains than losses into the ircetatement from available-for-sale securities.
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Analysis of subsequent stock returns further unegidence indicating that investors may be
misled by the inflated amount of reclassified n&ihg from available-for-sale securities.

The documented positive correlations between tluekstprice, together with the
reclassified amount of gains and losses, suppbdshypothesis that even for assets such as
marketable securities, which have constant actiakets, market price does not seem to
incorporate all relevant information for investor8n income measure based on historical cost,
when available, seems to provide important usefigdrmation to investors. This highlights the
complexity of information demand by investors ahd importance of preserving the traditional
flow measures based on historical-cost accounting.

However, the documented negative correlation batwbe amount of reclassification
and the subsequent stock return also suggestsatthedst part of the stock price movement that
correlates with reclassification seems excessids. we discussed in Section 3, investors are
often left in the dark regarding how much holdirajng and losses are reclassified into interest
income as opposed to realized gains and lossess, Tgether with managers’ intentional
inflation of the amount of reclassified net gainsight cause investors to apply unduly high
multiple to reclassified gains and losses. Futmbancement in the disclosure requirement

might be needed to protect investors’ interest.
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APPENDIX

U.S. companies are required by SFAS 130 disclofenmation regarding the components of
other comprehensive income, together with the médiron on reclassification, in their financial
reporting. There are a variety of formats and m@shthat are used by the companies to fulfill
this disclosure requirement.

1: Disclosure of other comprehensive income compomis

In our study, we find two approaches that have bmestly widely used by U.S. commercial
banks to report the other comprehensive income fif$tds to integrate the components of other
comprehensive income with the equity statement. $&eond is to report specifically the
components of other comprehensive income in a aeptable.

Example |: Integrated reporting

AMCORE FINANCIAL, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS® EQUITY

Accumulated

Additional Other Total
Common Treasury Paid-in  Retained Deferred  Comprehensive Stockholders®
Stock Stock Capital Earnings Compensation Income (Loss) Equity
(in thousands, except share data)
Balance at December 31,2004 . . ... ... ... . 0.0, 56,643 S(102,832) §74,102 3407045 $(273) $ 1893 $386,578
Comprehensive Income (Loss):
NEETIEONNE = = aarsisis s s S5 s @ a5 ¥ aiairs S e s -— — — 44,941 — —- 44941
Net unrealized holding losses on securities available for sale
arising during the period . ....... ... i -— — — — — (22,771) (22,771)
Less reclassification adjustment for net security gains
included inmetincome ..........iocii i — — — — — (995) (9935)
Income tax effect related to items of other comprehensive
HIEOIIE <o i dim s i i s B S i Sl e — — — — — 9,049 9,049
Comprebensive Income ;. ..ccoiioiiiiiiiiaiiainii. — — — 44,941 — (14.717) 30,224
Cash dividends on common stock-50.68 pershare ......... = — —= (16,873) — == (16.873)
Purchase of 256,196 shares for the treasury . .............. -— (7,702) = — — — (7,702)
Deferred Compensationand Other . .............. ... ... 1 — 703 = 199 o 903
Reissuance of 211,280 treasury shares for incentive plans ... — 6,294 (1,525) — (220) — 4,549
Issuance of 34,874 common shares for Employee Stock
1 . 8 — 830 — — — 838
Balance at December 31,2005 .. .. .. .......... co... 86,652 5(104,240) $74,110 $435.113 $(294) $(12,824) $398,517

(Source: Amcore Financial Inc., annual report 2005)
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Example I1: Independent reporting:

Other Comprehensive Income: A summary of activity in accumulated other comprehensive income follows:

For the Calendar Year

(In Thousands) 2007 2006 2005
Accumulated unrealized gains (losses) on securities available for sale at January 1,

net of tax $ 3,938 § (4018 $107,193
Net unrealized gains (losses) for the period, net of tax expense (benefit) of

$13,341 in 2007, $4,115 in 2006, and $(49,316) in 2005 24,776 7,642 (91,586)
Reclassification adjustment for (gains) losses included in net income net of tax

expense (benefit) of $7,636 in 2007, $(169) in 2006, and $7,463 in 2005 (14,180) 314 (19,625)
Effect on other comprehensive income for the period 10,596 7,956 (111,211)
Accumulated unrealized gains (losses) on securities available for sale at

December 31, net of tax $ 14,534 § 3938 §$ (4,018
Accumulated unrealized (losses) gains on derivatives used in cash flow hedging

relationships at January 1, net of tax $ (3,505) $15883 $ (6,605)
Net unrealized gains for the period, net of tax expense of $39,452 in 2007,

$4,227 in 2006, and $16,849 in 2005 73,268 7,850 31,291
Reclassification adjustment for losses (gains) included in net income, net of tax

(benefit) expense of $(69) in 2007, $14,666 in 2006, and $4,740 in 2005 128 (27,238) (8,803)
Effect on other comprehensive income for the period 73,396 (19,388) 22,488
Accumulated unrealized gains (losses) on derivatives used in cash flow hedging

relationships at December 31, net of tax $ 69,891 ¢ (3,505) §$ 15,883
Accumulated unrealized losses for pension and other postretirement obligations

at January 1, net of tax $(71,347) % — 3 —
Net unrealized losses of prior service costs for the period, net of tax

benefit of $2,854 (4,859) — —
Net unrealized gains for the period, net of tax expense of $48,710 82,938 — —
Amortization of prior service costs included in net periodic benefit, net of tax

benefit of $1,319 in 2007 (2,300) — —
Amortization of transition obligation included in net periodic benefit, net of tax

expense of $295 in 2007 514 — —
Amortization of net loss included in net periodic benefit, net of tax expense of

$1,257 in 2007 2,193 — —
Effect on other comprehensive income for the period 78,486 — —

(Source: National City Corp. annual report 2007, p. 107)

2: The reclassification disclosure:

The information on reclassification is mostly preteel in a separate table format as shown in the
following example. Most banks clearly indicate tta effects related to the reclassification

adjustment. For those without tax information, vee whe standard federal tax rate of 35% to
calculate the after-tax effect.
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The following table presents the after-tax changes in net unrealized holdings gains (losses), reclassification adjustments for realized gains and losses
on AFS securities and cash flow hedges, changes resulting from foreign currency translation adjustments (including the impact of related deriva-
tives), net gains and losses and prior service costs from pension and OPEB plans, and amortization of pension and OPER amounts into Net income.
The table also reflects the adjustment to Accumulated other comprehensive income (loss) resulting from the initial application of SFAS 158 to the
Firm's defined benefit pension and OPEB plans. Reclassification adjustments include amounts recognized in Net income that had been recorded
previously in Other comprehensive income (loss).

2007 2006 2005
Before Tax Afrer Before Tax After Before Tax After
Year ended December 21, (in millions) 2% effect tax fax effect 3% fax effect fax

Unrealized gains (losses) on AFS securities:
Net unrealized holdings gains (losses) arising during

the period § 431 S§(176) 5255 § (403) § 144 § (259) §(1,708) §648 §(1,058)
Redlassification adjustment. for realized {gains) losses

incfuded in Net income 164 (67) a7 7497 (285) 512 1,443 (548) 895

Net change 595 (243) 352 394 (141) 253 {263) 100 (163)

(Source: JP Morgan Chase & Co., annual report 2007, p.163)

The following example shows that banks may als@igeothe reclassification as well as the
accumulated balance amount for each year in one. tab

17. ACCUMULATED OTHER COMPREHENSIVE INCOME

The Bancorp has elected to present the disclosures required by
SFAS No. 130, “Reporting of Comprehensive Income,” in the
Consolidated Statements of Changes in Shareholders’ Equity and

adjustments, related tax effects allocated to other comprehensive
income and accumulated other comprehensive income as of and
for the years ended December 31 were as follows:

in the following table. Disclosure of the reclassification

Total Other Comprehensive Total Accumulated Other
Income Comprehensive Income
Pretax Tax Net Beginning Net Ending
(§ in millions) Activity Effect Activity Balance Activity Balance
2007
Gains on available-for-sale securities $60 (23) 37
Reclassification adjustment for net gamns recogmzed in net mcome (21) 9 (12)
Unrecognized gains (losses) on available-for-sale securities 39 (14 25 (119) 25 94)
Gamns on cash flow hedge denvatives 42 (15) 27
Reclassification adjustment for net gains on cash flow hedge
denvatives recognized in net income 1 - [§))]
Unrecognized gains (losses) on cash flow hedge derivatives 41 (15) 26 (D) 26 25
Defined benefit plans
Net prior service cost - -
Net actuanal loss 3 (1) 2
Total pension and other postretitement obligations 3 (1) 2 (39) 2 (57)
Total $83 (30) 53 179) 53 (126)

(Source: Fifth third Bancorp, annual report 2007, p. 75)

3. Components of other comprehensive income from aitable-for-sale and cash-flow-
hedge:

According to SFAS 130 and SFAS133, banks accounthfe unrealized gains and losses on
available-for-sales, and the effective portion afit flow hedges, as components of other
comprehensive income. In the paragraphs below wxge examples of both practices.

Available-for-sale securities: Securities available for sale are carried at faatug with
unrealized gains and unrealized losses not deethed-ithan-temporary reported in accumulated
other comprehensive income, net of tax. Realizéasgand losses on the sale of, and other-than-
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temporary impairment charges on available-for-saleurities are recorded in securities gains or
lossedn the statement of income.
(Source: National City Corp., annual report 2007, p. 68)

Cash Flow Hedging: We hedged our exposure to the variability of fateash flows for all
forecasted transactions for a maximum of 10 yeans Hedges converting floating-rate
commercial loans to fixed. The fair value of theseivatives is reported in other assets or other
liabilities and offset in accumulated other commmetive income (loss) for the effective portion
of the derivatives. We subsequently reclassify angealized gains or losses related to these
swap contracts from accumulated other comprehemsogeme (loss) into interest income in the
same period or periods during which the hedgedchsted transaction affects earnings.
Ineffectiveness of the strategies, if any, is redogd immediately in earningdSource: The PNC
Financial Services Group, p.94)
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Table 1: Descriptive statistics

Our sample is constructed based on the top 200ddr8mercial banks traded on NYSE, AMEX and NASDAQ i
1998. We restrict the sample to firms with retard financial data from the merged CRSP/COMPST AfbsEt.
SIZE is the logarithm of the market value of equitythe last trading date in the fourth month dfiteral year end.
UGHL is the total amount of unrealized gain/losBrior to fiscal year 2001, UHGL represents the ambaf
unrealized holding gains and losses associatedawviiiable-for-sale securities at the end of figesr. From 2001
to 2006, UGHL represents the total amount of uiredlholding gains and losses for available-foe sa@curities as
well as cash flow hedge. RECL is the amount of UGEklassified during the fiscal year. CUGL repmes the
amount of UHGL arising during the current year.imif&ar to UHGL, both RECL and CUGL capture the tota
amount from available-for-sale securities as weltash- flow-hedge after 2001.

Panel A: sample statics
Variable N Mean STDEV Q1 Median Q3

SIZE 1,337 6.84 1.49 5.75 6.55 7.60

Unrealized holding gains and lossgs i
(UHGL) per share 1,297 0.08 0.69 0.17 0.04 0.29
Reclassified unrealized holding gains )
and losses (RECL) per share 1,179 0.03 0.19 0.00 0.01 0.05
Addition to UHGL, i.e., holding gins
and losses arising during current yead ,203 -0.01 0.62 -0.26 0.01 0.24
(CUGL), per share

Absolute value of reclassification
(RECL) relative to absolute value gf 1,179 0.08 0.31 0.01 0.05 0.06
net income

Absolute value of CUGL relative to

) 1,203 0.28 0.91 0.05 0.14 0.28
absolute value of net income

Panel B: Reconciliation of UHGL, RECL, and CUGL (al deflated by number of shares)

Beginning UHGL Add: CUGL Subtract: RECL Ending UHGL

0.12 -0.03 0.02 0.07
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Table 2: Association with Stock Price

This table reports the cross-sectional regresssnlts of stock prices on various accounting diatdude book
value, earnings, unrealized holding gains and o$s#iGL), and reclassification of unrealized holgligains and
losses (RECL). We exclude the amount of unreallzelding gains and losses (after tax) and the badke of
available-for-sale securities in calculating théest components of book value (B¥). Similarly, UHGL is
excluded from the calculation of other retainechemys (RE™). After tax amount of RECL is also excluded from
the calculation of other earnings (Incdfffd. Comprehensive income is calculated based angghin retained
earnings, adjusted for dividends. OCI is the amairther comprehensive income items besides CU&itbck
variables (e.g., book value, UHGL) are deflatedthy number of shares outstanding at fiscal year eRlbw
variables (e.g., earnings, RECL) are deflated l®yrthmber of shares used in calculating earningsipare. T-
statistics adjusted for clustering among obsermatiwithin the same sample year (Petersen 2009) and™
indicate two-tailed statistical significance at 50and 1 percent levels.

Panel A: Price association tests

Dependent variable: price

Intercept 5.01° 10.35" 6.42"
Book Value: 1.41

Contributed Capital 0.89" 0.53"7

Retained Earning&®' 1.30" 0.75"

UHGL 1.49 1.45
Comprehensive Income: 294 1.85"

Incom&™®’ 7.34"

CUGL 0.01

OCl 0.67
RECL 2.75
N 1,449 1,291 1,156
R-square 0.75 0.65 0.76
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Panel B: Price association tests with the balancéeet information regarding available-for-
sale securities separated from others

Intercept
Book Value:
Bvother
B\A™

UHGL

Comprehensive Income:

Incom&™®'
CUGL
OClI

RECL

R-square

Dependent variable: price

2.68 9.04” 5.56
1.39
1.07" 0.58"
1.117 0.61"
1.5T 1.33
3.05 2.237
7.897
-0.24
0.77
3.54
1,449 1,168 1,037
0.76 0.64 0.75
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Table 3: Reclassification and Growth

Stock prices are regressed on various accountitay theclude book value, earnings, unrealized hgldjains and
losses (UHGL), reclassification of unrealized hoffigains and losses (RECL), as well as growth iremae
(GREV). CINV equals to the change in the amounbath short-term and long-term investments. Wewselthe
amount of unrealized holding gains and losses r(aé€) and the book value of available-for-saleusiies in
calculating the other components of book value{BY. Similarly, the after tax amount of RECL is aksacluded
from the calculation of other income (Incotfi®). Comprehensive income is calculated based @mggh in
retained earnings, adjusted for dividends. OCihe& amount of other comprehensive income itemsdbssihe
change in UHGL (i.e., CUGL). All stock variablesaieflated by the number of shares outstandingsedlfyear
end. All flow variables are deflated by the numbgshares used in calculating earnings per shaérstatistics are
adjusted for the effect of clustering among obstoua from the same sample year (Petersen 2009) and™
indicate two-tailed statistical significance at 50and 1 percent levels.

Panel A: Regression of stock price on earnings, CUGRECL, and growth

Dependent variable: price
Intercept 5.56 5.54" 4.65"
B\/oher 0.58" 0.58" 057"
BV 0.61" 0.60" 0.60"
UHGL. 1.33 1.82" 2.24"
Income™e’ 7.89" 7.76" 7.90”
CUGL -0.24 -0.48 -0.38
OCl 0.77 0.64 0.48
RECL 3.54 2.55 3.42
CINV 011
GREV 717"
N 1,037 1,037 1,037
R-square 0.75 0.76 0.77
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Panel B: Regression results for firms with differemn growth

Low growth firms High growth firms
INTERCEPT 5.73 5.36
BV/Oher 0.45" 0.74
BV 0.49" 0.75"
UHGL. 2.16° 1.49
Earning&™® 7.93" 7.52"
CUGL 0.07 -1.64
ocCl -0.22 1.85
RECL 1.87 5.89
N 515 522
R-square 0.77 0.76
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Table 4: Reclassification for Available-For-Sale ad Cash-Flow-Hedge

This table compares the amount of reclassificaiom available-for-sale securities and cash-flowlde UHGL
stands for the amount of unrealized holding gam lasses recognized on the balance sheets. Riicktion of
unrealized holding gains and losses is denotedEd3LR CUGL stands for the amount of unrealized mgdyains
and losses arose during the current fiscal yeaHGU is deflated by the ending number of sharestanting.
RECL and CUGL are deflated by the number of shasexl in calculating earnings per share. PanelsdAG
contain results based on the full sample. PangleBents results for firms with no missing datatfoth available-
for-sale and cash-flow-hedge.”, and™ indicate two-tailed statistical significance at 50and 1 percent levels.

Panel A: Mean, full sample comparison

Available-for-sale Cash-flow-hedge
UHGL 0.09” -0.02
Reclassification of UHGL
(RECL) 0.03 -0.00
Addition to UHGL (CUGL) -0.01 -0.01
Panel B: Mean, same sample comparison
Available-for-sale Cash-flow-hedge
UHGL 0.127 -0.04
Reclassification of UHGL
(RECL) 0.03 -0.00
Addition to UHGL -0.05 -0.01
Panel C: Sign of Reclassification (RECL)
Available-for-sale Cash-flow-hedge
Negative 24.8% 22.6%
Zero 5.2% 59.3%
Positive 70.0% 18.1%
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Table 5: Determinants of Reclassification

UHGL denotes the amount of unrealized holding gaimg losses recognized on the balance sheetsadR#didation
of unrealized holding gains and losses is denogeBREBCL. CUGL represents the amount of unrealizaldihg
gains and losses arising during the current figesdr. UHGL is deflated by the ending number ofreba
outstanding. RECL and CUGL are deflated by the memof shares used in calculating earnings-peresharhis
table compares the residual amount of RECL, foilalie-for-sale and cash-flow-hedge, after conimnglifor the
amount of beginning balance of UHGL and the inceedas UHGL during the prior three years. In aljnessions
we adjust for the effect of clustering among obations within each sample year (Petersen 2009) and™
indicate two-tailed statistical significance at 50and 1 percent levels.

Panel A: Controlling for beginning balance of UHGL

Dependent Variable: Reclassification (RECL per share)
Available-For-Sale Cash-Flow-Hedge
Intercept (%) 0.02” 0.00
UHGL, year-1 0.07 0.30"
N 1,003 277
R-square 0.10 0.27

Panel B: Distribution of reclassification

Sgn of Reclassification
Available-For-Sale Cash-Flow-Hedge
+ 0 - + 0 -

positive 47% 3% 13% 12% 3% 4%
beginning balance

Ze1o 0% 0% 0% 1% 42% 1%
beginning balance

negative 21% 3% 13% 6% 13%  17%
beginning balance
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Panel C: Mean reclassification amount

Average amount of reclassification
Available-for-sale Cash-flow-hedge

positive .
beginning balance 0.05 0.06

Zero 0.03 -0.00
beginning balance

negative 0.01" 0.04"
beginning balance

Panel D: Changes in UHGL (CUGL) during prior 3 years

Dependent Variable: Reclassification (RECL per share)

Available-For-Sale Cash-Flow-Hedge
Intercept (%) 0.01" 0.00
Change in UHGL, year-1 0.09 0.10
Change in UHGL, year-2 0.05 0.09
Change in UHGL, year-3 0.02 0.00
N 679 189
R-square 0.10 0.19
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Table 6: Conditional Distribution of Reclassification

This table compares the average amount of thessfitaation of unrealized holding gains betweem&rwhose
earnings (excluding reclassification) exceed th@rpyear's amount, and firms whose earnings (exolyd
reclassification) are less than the prior year'sant. UHGL stands for the amount of unrealizedlimg) gains and
losses recognized on the balance sheet. Rectadiifi of unrealized holding gains and losses, thas RECL.

E, is calculated as reported earnings (before exdiaary items) minus the amount of reclassified gaind losses
from available-for-sale securities and cash-flowide

Panel A: Comparison of the average amount of reclaffication (RECL), for available-for-
sale and cash-flow-hedge, conditional on the amounf current year’'s earnings (excluding
reclassification) relative to prior year’s earnings

Available-For-Sale Cash-Flow-Hedge
E: > E. 0.019” -0.003
E < B 0.067" -0.003
Difference 0.048 0.00

Panel B: Regression analysis

Dependent Variable: Reclassification (RECL) per share
Available-For-Sale Cash-Flow-Hedge
Intercept (%) 0.031" 0.00
UHGLy 0.073” 0.300°
Sign (E- E.1) -0.024" 0.006
N 1,002 277
R-square 0.082 0.274
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Table 7: Other Factors: Cash Need, Risk Adjusted Qaital Ratio, and Tax

This table compares the amount of reclassificabbrunrealized holding gains and losses for avadldbt-sale
securities, for firms with an increase or decrdasthe Tier 1 risk adjusted capital ratio (RACR)thre preceding

year, and for firms with different amount of chasda total security investments.

“RACFRegulartory Min”

denotes the difference between the firm’'s RACR ll@tehe end of last fiscal year and the regulatoigimum

level. The Low group includes firms with RACR ldkan or equal to 8. With regulatory minimum athis group
contains about 10% of all firm-year observatiof®llowing Collins, Shackelford, and Wahlen (199&¥ use the
amount of total tax-exempted net interest inconadestby the total net interest income to proxyfiions’ marginal

tax rate (TAX). INV is the change in the total ambof investment in securities.

Panel A: Comparison of mean Reclassification (RECL)

High Low Difference
Last year's Cash/Assets 0.026 0.028" -0.002
Change in INV 0.035° 0.019" 0.014"
Sign of Change in INV 0.042 0.016 0.027
Change in RACR 0.029 0.031" 0.002
RACR..1-Regulatory Min 0.037 0.022 0.009
TAX 0.038™ 0.028" 0.010°

Panel B: Regression analysis

INTERCEPT

UHGL, year-1

Sign of change in earnings (excl.REC
Sign of change in INV

Sign of change in RACR

Marginal tax rate

N
R-square

Dependent variable: RECL per
share

0.012
0.073"

-0.021
0.020"

-0.002
0.319

779
0.15
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Table 8: Cross-Section Regression of Future StockeRurn

This table documents the correlation between theuatnof reclassification (deflated by the absohaue of net
income) and following year’s stock returns. Betdhe stock market beta estimated over the pasidihs using
the CAPM model. SIZE is the logarithm of the markalue of equity at the end of the fourth montteafiscal
year end. Book-to-market is the amount of boolu®aimeasured at the end of the fiscal year, diviokedhe
amount of market capitalization measured at the @nthe fourth month after fiscal year end. MOMtie
momentum of stock return, calculated as the curivelagtock return during the past 12 months up ® fthurth
month after fiscal year end (Jegadish and Titm@®3). The t-statistics are based on the Whitedstaherrors
clustered by year. *, **, and *** indicate two-taill statistical significance at 10, 5, and 1 pert=rdls.

Dependent Variable: RET:.;

Available-For-Sale

Cash-Flow-Hedge

Intercept

Beta

Book-to-market

SIZE

MOM
RECL(available-for-sale)
RECL (cash-flow hedge)
N

R-square

0.144
-0.068
0.007*
-0.006

-0.006

-0.003

1,169

0.028

0.072

-0.060

0.002

0.001

-0.002

-0.001

403

0.011
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Table 9: Portfolio Return Analysis

This table reports the average portfolio returnsfifons sorted based on the amount of reclassij@ds and losses
relative to the absolute value of the reportedimetme. Each year firms are divided into threeatgized groups
based on the amount of reclassified gains and$q§€CL) relative to the amount of net income. Binwith small,
medium, and large amount of RECL are denoted akdie Medium, and High group. The mean portfokdurns
are then calculated for each sample year. Thevitlg tables report the average of the mean pdotfeturns over
all sample years. Panel A shows the raw returriewtanel B reports the size-adjusted returns.

Panel A: Stocks sort based on RECL, relative to nehcome

Available-For-Sale Cash-Flow-Hedge
Low 14.22% 10.95%
Medium 12.67% 8.35%
High 11.09% 9.86%
High-Low -3.13% -1.10%

Panel B: Size-adjusted return

Available-For-Sale Cash-Flow-Hedge
Low 2.07% -1.83%
Medium 1.55% -3.67%
High -0.81% -2.67%
High-Low -2.88% -0.84%
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Table 10: Growth and Calendar-time Portfolio Return Analysis

Panel A reports the average portfolio returns fiong with large, medium, and small amount of resikexd gains
and losses. Each year firms are first divided imo equal-sized groups based on revenue growtien,Twithin

each growth group, firms are further divided intwee groups based on the amount of reclassificfRECL)

relative to the absolute value of the reportedimeame. The average portfolio returns are thdcutated for each
portfolio in each sample year. The average of npeatfolio returns over all sample years is theporéed in Panel
A. Panel B shows the residuals from monthly pdidfeeturn regressions controlling for size, bookrtarket, and
momentum factor return®Monthly factor returns are obtained from http://mba.tuck.dartmouth.edu/pages/faculty

/ken.french/data library.html.

Panel A: Stocks sort based on RECL for available-fesale securities, relative to net income

High Growth Low Growth
Low 18.56% 16.54%
Medium 19.85% 15.52%
High 14.30% 14.02%
High-Low -4.26% -2.51%

Panel B: Monthly calendar-time portfolio return residuals after controlling for size, book-
to-market, and momentum factor returns

High Growth Low Growth
Low 0.64% 0.24%
Medium 0.27% 0.48%
High 0.22% 0.34%
Hedge 0.42% -0.09%
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Figure 1

Figure la: Percentage of positive and negative redsification for available-for-sale
securities
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Figure 1b: Percentage of positive and negative readsification for cash-flow-hedge
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