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FINANCIAL STRUCTURE OF BANKS

* Typically, a bank has the following financial structure

* Vault cash, reserve
requirements and excess
reserves

* Also deposits to banks

* Trading book
* Especially gov. bonds

* Lower liquidity, higher
returns
* Banking book

* F.i. PPE

BANKING BALANCE SHEET

ASSETS LIABILITIES

- Cash and reserves

On-sight deposits

Securities
i
Other deposits
Loans
Borrowings
1
Other securities
L Other Capital
\ ]|
| |
Uses of funds Sources of

funds

* Important, less than in
the past, country/time
differences

* Low costs, liquidity risks
* Mainly domestic

* Increasingly important
* Higher costs

* Mostly loans from CB
and interbanking system

* F.i. own securities
* Subordination

* Regulation/supervision
* Costly, pro-cyclicality



FINANCIAL STRUCTURE OF BANKS

Banking operations move around asset transformation:

* Selling liabilities with features desirable
to lenders

* Buying assets with features desirable
to borrowers

* Profitable if liabilities are cheaper than
assets, considering also risks and costs

* Risks if short-term liabilities question bank’s solvency compared with less
liquid, longer-termed assets (bank runs)

* Transforming mainly liquidity/duration and credit risks, but extending to
geography and size



BANK MANAGEMENT

Objectives:

* Maintain desired cash levels while
predicting/managing in/outflows
¢ Building portfolio of liquid assets or short-

term funding channels to deal with
unpredictability

\. Control costs and risks of reserves

~

Objectives:

¢ Build profitability constained by desired
levels of safety and liquidity

* Achieveing diversification while selecting

Objectives:

e Comply with shareholders’ mandate,
rating requirements and regulation

* Keep K, under control considering
strategy, risk, competition and markets

&

/_ _\ borrowers and monitoring exposures
¢ Maintaining flexibility / planning long-term
) \_* Banking/trading portfolios )
Liquidity Asset
MGMT MGMT
||
[l
Capital Liability
MGMT MGMT
b Obijectives: A
\ _/ e Funding activities while complying with
competition, demand preferences and

evolution of markets

e Considering costs, flexibility, quickness
and risks
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BANK MANAGEMENT

* Banks also provide products and services AR OVE THE

that do not influence balance sheets

directly: off-balance sheet activities BE LOW TH E

* Main examples:

= Servicing loan sales and securities’
issues L

= Accessing markets on behalf of customers (Forex, stocks, ...)
" |ssuing guarantees on debt of customers or loan commitments
= Trading in derivatives, commodities and currencies

* Off-balance sheet activities provide significant profitability but at the cost
of material increases in risk-taking (leverage, pro-cyclicality, fair valuation,
regulatory arbitrage, ...)



BANK PERFORMANCE

e Structure of income statements
BANKING INCOME STATEMENT
_ Interest income
* Net interest
income/margin Interest expense
Net income from fees and commissions
Net trading and evaluation result on securities

Administration and servicing costs

Provisions for loan losses

Net operating income/loss

Non-recurrent items * Return on assets (ROA)

Income taxes * Return on equity (ROE)

Net income/loss
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BANK PERFORMANCE
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EU-28 banks {left-hand scale)
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BANKS AND NPLs

Non-performing loans:

e Past due over 90 days, OR

* Unlikely to be repaid

Response:

e Scrutiny and monitoring to
reduce likelihood or early
warning / forbearance

* Collateral and conditions
to improve recoverability

* Pricing, provisioning, write-offs

Legal, sale, securitization

1. Greece

2. Cyptus

3. Croatia

4. Portugal

5. ltaly

6. Buigaria

7. Ireland

8. Latvia

9. Romania

10. Poland

11. Malta

12. Czech Rep.
13. Siovakia
14. France

15. Hungary
16. Belgium

17. Lithuania
18. Netherlands
19. Austria

20, Slovenia
21, Denmark
22, Finland

23. Germany
24, Luxembourg
25. Estonia
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BANKS AND NPLs
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BANKS AND NPLs

Issues in dealing with NPLs

a) Lack of capital b) Lack of c) Tax incentives d) Lengthy and e) Lack of out-of- f) Lack of market g) Lack of public h) Other i) There is no {) No Opinion
qualified human to provision and expensive court tools for for or industry-wide impediment
resources write off NPLs judiciary process settlement of NPLs/collaterals defeasance
to resolve minor claims structure (bad
insolvency and bank)
enforce on
collateral
m All countries » Countries with NPL ratio below weighted average EU NPL ratio = Countries with NPL ratio above weighted average EU NPL ratio

Source: EBA, 2019
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EVOLUTION AND ISSUES

Historical major issues:
* heavy regulation, increasing sophistication

e separation between lending and trading

* separation between borrowers and owners

However:
* regulation stimulates innovation to arbitrage (f.i. shadow banking)
* separation can be circumvented (f.i. country borders, securitisation, ...)
* innovation is faster than rule-based regulation (f.i. FinTech)

* regulation has costs lowering efficiency and competition
(f.i. interest rate restrictions)



EXAMPLES

1. The following is the balance sheet of Italian banks as of 01.2020. Comments?

Assets, 01.2020 (tot 3,75 TRN EUR)

B Cash

M Loans ITA
I Loans EU

B Loans RoW
B Bonds MFI
M Bonds GOV
B Bonds Other
B Bonds EU

B Bonds RoW
W Stocks ITA
W Stocks EU

W Stocks RowW
W PPE

m Other assets
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EXAMPLES

1. The following is the balance sheet of Italian banks as of 01.2020. Comments?

Liabilities and equity, 01.2020

Ml Deposits ITA
W Deposits EU
B Deposits RoW
B Bonds

m Other

W Equity
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EXAMPLES

2. Banking stocks and CDS

Stocks CDS premiums
(1/1/16=100) (bps)
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EXAMPLES

3. Listed EU banks fundamentals
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EXAMPLES

4. Economic flows across time. Comments?

Figure 13.6
Main profit and loss items of Italian banks and banking groups (1)
(per cent)
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mm Net write-downs mm Goodwill impairments < ROE net of extraordinary components (3)

Sources: Consolidated supervisory reports for banking groups and individual supervisory reports for stand-alone banks.
(1) As a ratio to average equity in the year. — (2) Provisional data. — (3) Right-hand scale.



EXAMPLES

5. Commercial bank branches per 100,000 adults
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