
Bank Financial 
Statement 
Fundamentals

0. Course Overview
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Identify the key 
components of a bank’s 

financial statements

Recognize the
key differences between 
bank and non-financial 

financial statements

Understand the rules for 
bank specific financial 

statement items

1. Loans
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Calculated from 
expected future 
credit lossesNet of allowance for loan losses

Loans Balance Sheet

Amortized cost

Initial recognition

Interest expense in
income statement

Cash flow statement 

Movement in
balance sheet asset

Opening balance for the period
x effective interest rate

Loan size (gross) x 
cash interest rate on loan

Difference between income statement
and cash flow statement effects

Net of allowance for loan lossesAmortized cost

by net issued amountCash  ↓
Asset ↑
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Balance sheet

Income statement

+ Interest income:
Key operating activity, 
through issuing loans

- Interest expense:
Deposits and other 

debt financing 
needed for loans
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2. Loans example

Example of amortized cost accounting

Loan amount 100.0
Arrangement fee 2.0
Net loan proceeds 98.0
Cash interest rate 5.0%
Years to maturity 4.0

Effective interest rate 5.57%

Loan Balance sheet

Year 1 Year 2 Year 3 Year 4
Beginning balance 98.00 98.46 98.95 99.46
Accrued interest 5.46 5.49 5.51 5.54
Cash interest (5.00) (5.00) (5.00) (5.00)
Ending balance 98.46 98.95 99.46 100.00

Internal rate return 
(incorporating the cost 

of the arrangement fees)
Eff. int. rate (5.57%)

x Beginning balance (98)

LiabilitiesAssets Equity

Loan  ↑98
Cash ↓98

Cash ↑ 5
Loan ↑0.46 RE ↑5.46

Market value is completely ignored (keeps the loan balance constant except for the amortization of arrangement fees)
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3. Fin. Instr. - US GAAP

A contract that gives rise to a financial asset in one entity 
and a financial liability or equity instrument in another

Financial instruments 

Issuer Investor

Financial Liability (debt)

Shareholders Equity

Financial Asset (debt security)

Financial Asset (equity security)

Corporate bond

Shares
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US GAAP classifications

Held to maturity Trading Available for sale

Relevant for debt securities
and redeemable 

preference shares

Balance Sheet:
Amortized cost

Balance Sheet:
Fair value through

net income

Requires positive intent and
ability to hold to maturity

Securities acquired with
the intention to sell in

the near term

Generating profits on short 
term price differences

Not categorized as either
held to maturity or trading

Includes securities that
may be sold if economic 

conditions change

(fair value not relevant
to the investor) (AKA marked-to-market)

Balance Sheet:
Fair value through

other comprehensive 
income (OCI)

Reclassification is rare and only allowed if justified by the circumstances of the accounting rules

Financial instruments on a balance sheet (US GAAP)
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Income statement

Realized and 
unrealized gains 

and losses From debt
securities
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4. Fin. Instr. - IFRS overview

IFRS classifications

Amortized Cost Fair Value through the 
Profit & Loss (FVTPL)

Fair Value through 
Other Comprehensive 

Income (FVOCI)

Balance Sheet:
Amortized cost

Balance Sheet:
Fair value through

net income

Balance Sheet:
Fair value through

other comprehensive 
income (OCI)

Reclassification only allowed in a rare change in business model

Equivalent  
to trading

Equivalent  to 
available for sale

(for securities classified as FVOCI, this is irrevocable, so classification can never be changed)
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5. Fin. Instr. - IFRS Amortized Cost

Categorize as held at amortized cost

Tests

Business model Cash flow characteristics

How the asset is managed by the bank What the cash flows are made up of

To be classified as amortized cost: To be classified as amortized cost:

Hold and Collect
(hold to maturity and collect 

a principal repayment)
Can be determined 

at a high level

Solely payments of
principal and interest

(debt instrument)
Capture instruments that are 
basic lending arrangements

E.g. loan receivables, 
investments in bonds, 

and investment in 
term deposits
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6. Fin. Instr. - IFRS FVOCI

Categorize as Fair Value Through Other Comprehensive Income (FVOCI)

Tests

Business model Cash flow characteristics

How the asset is managed by the bank What the cash flows are made up of

To be classified as amortized cost: To be classified as amortized cost:

Hold to Collect and Sell
(hold to maturity and collect 

a principal repayment)
Also prepared to sell the 

asset if necessary

Solely payments of
principal and interest

(debt instrument)
Capture instruments that are 
basic lending arrangements

Equity investments 
can only be classified 

FVOCI on an 
irrevocable basis
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7. Fin. Instr. - IFRS FVTPL

Categorize as Fair Value through the Profit & Loss (FVTPL)

Tests

Business model Cash flow characteristics

How the asset is managed by the bank What the cash flows are made up of

To be classified as amortized cost: To be classified as amortized cost:

Not Hold to Collect
or Hold to Collect and Sell
(any change in fair value

will directly hit the P&L)

Not solely payments of
principal and interest

(any change in fair value
will directly hit the P&L)
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Convertible bond

Market Rate: 4.0%Coupon Rate: 2.0%

Interest Rate: 2.0%

Not solely payments of principal and interest

Investors attracted by the option to convert to equity

Coupon rate is not wholly reflective of the credit risk 

Failed the cash flow characteristics test so must be classified as FVTPL

8. Fin. Instr. – Trading
FVTPL example
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Example bond

100Par value
100Initial purchase price
5%Coupon rate
120Market value at end of year 1
120Market value when sold during year 2

(Accounting treatment would be the same for an equity investment)

SaleCoupon 
received

Year end 
revaluationPurchaseTransaction

Assets

120.05.0(100.0)Cash

(120.0)20.0100.0Investment

Equity

5.020.0Retained earnings

Other reserves

100Par value
100Initial purchase price
5%Coupon rate
120Market value at end of year 1
120Market value when sold during year 2

Cash 
down 100 

Investment 
up 100 

Market value 
up 20

Coupon up 5

No income 
statement 
impact
when sold 
(gain already 
recognized)
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9. Fin. Instr. - AFS FVOCI example

US GAAP: Available for sale IFRS: Fair value through OCI/

100Par value

100Initial purchase price

5%Coupon rate

120Market value at end of year 1

120Market value when sold during year 2

Debt securities
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SaleCoupon receivedYear end revaluationPurchaseTransaction
Assets

120.05.0(100.0)Cash

(120.0)20.0100.0Investment

Equity

20.05.0Retained earnings

(20.0)20.0Other reserves

US GAAP: Available for sale IFRS: Fair value through OCI/

Fair value up 20 
(carrying value = 120)

Don't want carrying amount adjustments to hit P&L 
(we're not actually trading the asset)

Interest income 5
cash up 5

Accounting treatment would be the same for an equity investment Debt securities

Gains from reserves 
recycled to 

retained earnings

SaleCoupon receivedYear end revaluationPurchaseTransaction
Assets

120.05.0(100.0)Cash

(120.0)20.0100.0Investment

Equity

20.05.0Retained earnings

(20.0)20.0Other reserves

US GAAP: Available for sale IFRS: Fair value through OCI/

Treatment would be slightly different for an equity investment

Dividend received

No recycling of 
gains when 

investment sold
(no income 

statement impact)

Using FVOCI for equity investments is irrevocable
so it would be inappropriate to show gains or losses in the income statement 
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10. Fin. Instr. –
HTM Amortized Cost example

Held to Maturity Amortized Cost/

(full amount of the loan or bond may not be received by the borrower)

100Par value

100Initial purchase price

5%Coupon rate

120Market value at end of year 1

120Market value when sold during year 2
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Held to Maturity Amortized Cost/

(full amount of the loan or bond may not be received by the borrower)

200m Bond issued with a discount and cash interest
200.0Bond par value
5.0%Annual coupon rate
192.0Bond purchase price (at issue)

4Maturity (bullet repayment) in years

(192.0)PV
10.0Payment

200.0FV
4.0N

6.2%= IRR

Year 4Year 3Year 2Year 1Debt schedule
197.8195.8193.8192.0Beginning

12.212.112.011.8Interest income

(10.0)(10.0)(10.0)(10.0)Cash interest

(200.0)0.00.00.0Repayment

0.0197.8195.8193.8Ending

Liabilities + equityAssets =Year 1
↓ 192.0CashIssue of bond

↑ 192.0Bond

↑11.8RE↑ 10.0CashInterest income

↑ 1.8Bond

Bond accounting

Bank’s financial statements

= eff. int. rate
x beginning 

balance 

= coupon rate
X par value

= balance +
income - interest

Total interest 
income = 48m 
(sum of each 
year’s interest 
income)
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11. Trading FV Hierarchy

Largest single asset line on the balance sheet
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Trading cash instruments

Fair Value Hierarchy

Level 1

Level 2

Level 3

“Identical asset”
(In an active market)

“Similar assets”

“Discounted cash flow”

Further meaningful profitability analysis is difficult at this level of detail
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12. Cash and equivalents

The bank’s most liquid assets 
(level of cash held driven by regulatory requirements) 
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Cash and cash equivalents (due from banks)

Can quickly buy and sell 
with accurate price quotes

Short term highly 
liquid investments

Readily convertible into 
known cash amounts

Insignificant risk of 
changes in value

Maturity of 3 months or less 
from acquisition

Bond: maturity 3 years 

Don’t reclassify at 3 months
Decision made at the point 

of acquisition only

Bonds

Will redeem at par 
(known value)

Equity

No known 
future value

Bonds

Risk of value 
changes drops 

over time

Equity

No redemption 
date 

Lower credit 
quality bonds 
near maturity 
risk significant 

change

Subject to 
significant 

value changes

13. Repos and Reverse Repos
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AKA Repos

Bank Balance Sheet

Repos

Sale

Repurchase
LenderBorrower

Collateral T-Bond

Cash 12.0m

Cash 12.1m

Collateral T-Bond

LiabilitiesAssets Equity

In the position of the borrower

Cash 
12.0

Cash 
12.1

Repo 
12.0

Repo 
12.0

RE
0.1
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AKA Reverse Repos

Reverse Repos

Sale

Repurchase
LenderBorrower

Collateral T-Bond

Cash 12.0m

Cash 12.1m

Collateral T-Bond

Bank Balance Sheet

LiabilitiesAssets Equity

Cash 12.1

Cash 12.0

R. Repo 12.0

R. Repo 12.0
RE
0.1

In the position of the lender
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Repos Securities loaned 

Collateralized by treasury bonds

Receives cash as collateral

Generally entered into for funding

Securities can be bonds or equities

May receive other securities as collateral

Could be to borrow to open a short position

14. Receivables
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15. Deposits
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Bank Balance Sheet

Risk management

Deposits

Equity

Loans

A commercial/retail bank is a direct intermediary

Corporations
Retail
Governments

Corporations
Retail

Governments

Regulatory 
requirement

Spread business 
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16. Payables

Brokers, dealers, and 
clearing organizations

$6.11 billion 

Customers and 
counterparties

$217.15 billion 
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17. Trading Liabilities
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Effectively short-sold securities 

Income statement

Short Selling

Trader borrows security $100 Trader sells security $100Security falls to $90

Sale of security Mark to market

LiabilitiesAssets Equity

Trading 
Liability
 100

Receivable
 100

LiabilitiesAssets Equity

Trading 
Liability
 10

Profit
 10
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18. Unsecured borrowings

Provides funding for the business

Small mark-to-market effect each year

Valuation – mostly Level 2
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Short term borrowing Long term borrowing

Appear as an expense on the income statement

19. Equity
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Share par value = 1 cent

Usually the first accounts created

Stock issuance

1 share issued for $250.00 1 share par value = $0.01

Par value to common stock Surplus to additional paid in capital

LiabilitiesAssets Equity

Cash
 0.01

LiabilitiesAssets Equity

Additional 
paid-in 

capital (APIC)
 249.99

Common
stock (CS)
 0.01

Cash
 249.99
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Retained earnings

Captures all the items on the income statement less dividends

80,000.0

20,000.0

(10,000.0)

90,000.0

Beginning Retained Earnings

Add Net Income

Subtract Dividends

Ending Retained Earnings

B

A

S

E
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Preferred stock 

Has a preferred claim against the assets of the business (paid out first)

Fairly uncommon in corporations - save for regulatory capital purposes 

Share-based awards 

Equity or options issued to employees as part of compensation
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Nonvoting common stock

Accumulated other comprehensive loss 

Gains and losses which have not been realized

Shown in the Comprehensive Income Statement, not the regular Income Statement
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Treasury stock

Money used to buy back stock in the marketplace

Contra account (as this gets more negative, the total shareholders' equity falls)

Please do not redistribute these materials without the 
express permission of Financial Edge Training.

www.FE.training
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