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Financial Reporting
• System of 7 coordinated documents

– Balance sheet (assets & liabilities)   quantitative; synthetic 

– Income Statement (revenues and costs) quantitative; synthetic 

– Notes to Financial Reporting quali/quantitative; analytical

– Report on Operations qualitative; analytical

– Statement of Other Comprehensive Income 

– Changes in the Shareholders’ Equity

– Cash Flow Statement  

• Historical trends
– from stressing the assets/liabilities measurement to focusing on profits & losses 

– from being merely backward looking to leveraging on forward looking info

– from addressing creditors’ needs to considering the needs of all stakeholders
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Characteristics of banks’ financial reporting
• Reporting Principles

– Clearness, Truthfulness, Correctness (but no longer “Prudence”)

– Substance prevails over form

– Ease of comparability
 both vertically (through time) and horizontally (across banks)  

– Use of both Fair Value (FV) and Amortized Historical Cost (AHC) valuation

• Fair Value (FV)
• price that would be received to sell an asset or paid to transfer a liability in an orderly 

transaction at the measurement date (an exit price) under current market conditions
• an entity’s intention to hold an asset or to settle or otherwise fulfil a liability is not relevant 

• Hierarchies of FV metrics (from top to bottom): 
1. Recorded market price  mark to market
2. Recent prices of comparables  mark to comparables
3. model pricing (NPV, option model)  mark to model
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Balance Sheet
• Very limited discretion in representing Assets & Liabilities (A/L)

– norms defining content & structure of banks’ financial reporting are more granular 
and prescriptive than for non financial firms (NFCs) to ensure easy comparisons

• Representation of A/L through a homogeneous set of pre-specified: 
– Captions

– Sub-captions

– Informational details (“of which”)

• Discretion limited to: 

– Adding new captions under a pair of very restrictive conditions: 
 i) content cannot be referred to any of the captions in the pre-specified set;
 ii) content is of a material amount

– Consolidation of different sub-captions under a pair of restrictive conditions:
 i) their content is non material;
 ii) their consolidation enhances the clarity of the representation 
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Balance Sheet: Asset Side 
• Assets are classified in different 

captions according to their nature 

• Sequence of captions is based on: 
– Asset Liquidity

– Valuation Criteria

– Type of Counterparts

– Asset use (going concern / disposal)

• Derivatives positions are treated as 
financial assets if their FV > 0 

• All assets must be recorded at their 
net carrying value
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Balance Sheet: Liability Side 
• Liabilities are classified in 

different captions according to 
their nature 

• Sequence of captions is based 
on: 
– Debt capital first; equity capital last 

– Type of Counterparts

– Valuation Criteria

– Corresponding assets’ use
 liabilities related to asset under 

disposal 

• Derivatives positions are treated 
as financial liabilities if FV > 0 
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Income Statement 
• Vertical structure, according to a mandatory sequence of captions

– each caption reflects a different types of revenue or costs 

• The required sequence of captions aims to:
1. ensure proximity of revenues and costs related to the same type of operations
2. provide evidence of intermediate results related to connected operations
 e.g. Net Interest Income, Net fee based income, Operating Income,……

• No caption refers to “extraordinary” revenues/costs
– a caption is for revenues/costs deriving from sets of assets ready for disposal

• Components of the Income Statement originating from a valuation process 
of assets and liabilities usually appear under separate captions
– Depreciation and amortization (D&A); Impairment 
– Exceptions 
 Trading Profits includes realized & unrealized profit and losses on the trading book
 Net Interest Income (due to a recent inclusion of the unwinding of the time value part of 

the estimated recovery rate)
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Income Statement: Top Lines
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Income Statement: Bottom Lines
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Notes to the Financial Statements
• They contain both quantitative and qualitative information, some of which detail 

the synthetic quantitative information contained in the Balance Sheet and the 
Income Statement

• Their content and expositional structure are legally mandated

• They are part of the financial reporting documentation

• The notes are grouped in 10 parts, each related to: 
– Accounting policies
– Information on the Balance Sheet
– Information on the Income Statem.                     
– Comprehensive Income
– Information on risks/hedging policies
– Information on Capital
– Business Combinations
– Information on Compensation and Transactions with Related Parties 
– Share Based Payments
– Segment Reporting
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More granular description of the content of the 
amounts reported for caption (sub-captions) to 
clarify their structure / formation process 

Additional relevant features for evaluating the  
management (risk measurement & management, 
capital adequacy) 



Statement of Other Comprehensive Income

• It shows the total income 
produced by the bank over 
the considered period

• It adds to the Profit/Loss of 
the year the value changes 
(+/-) incurred by the bank’s 
assets and liabilities that 
are not part of the Income 
Statement

– Such value changes are 
directly included in the 
balance sheet, forming the 
«valuation reserves»

• It informs on the global 
(comprehensive) 
profitability of the bank   
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Statement of Changes in the Shareholders’ equity 

• It details the changes incurred in all components of the shareholders’ equity capital
• If transactions with shareholders (dividends, buybacks, share issues) are excluded, it 

provides the contribution of the operations to the bank capital
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Cash Flow Statement • It details sources & uses of 
cash flows, clarifying bank’s 
liquidity & funding profile 

• It consists of 3 parts:

– Operating Activities
 Operations
 Liquidity produced/absorbed 

by Financial Assets
 Liquidity produced/absorbed 

by Financial Liabilities

– Investment Activities
 Purchases/sales of:

– durable (tang., intang.) asset;
– equity investments, 

subsidiaries & business units  

– Funding Activities
 Transactions with 

equityholders
– Treasury shares / Buybacks
– Dividends / Equity offerings 
– Sale/purchase of minority 

control 
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Financial Instruments 
• IAS 32: Definition of Financial Instrument

– Contract that gives rise to a financial asset (FA) of one entity and a financial 
liability (FL) or equity instruments of another entity 

• IFRS 9: with respect to FAs and FLs provides the criteria for their:
- Recognition; - Classification - Measurement 

• Recognition occurs when a FI is acquired (FA) or issued (FL)
- At initial recognition, an entity measures a FA or FL at its fair value +/- transaction costs 

directly attributable to the acquisition or issue of the FA or FL

• Classification of FAs aims to define (exceptions allowed) the valuation 
criteria to use for measuring the assets on the book
– It depends on the: 
 characteristics of the FA’s related contractual cash flows
 business model for which the FA is held 

• Classification of FLs is stated directly in terms of the valuation criteria 
prescribed by the norms or elected for use by the bank 
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Classification of FAs

• Three classes of FAs that, following initial recognition, are measured using 
different valuation principles 
– HTC (Held To Collect)  “Amortized Historical Cost” (AHC) 
– HCS (Held to Collect & Sell)  «Fair Value to Other Comprehensive Income» 
– All Other FAs  «Fair Value Through Profit & Loss» (FV-P&L)

• Contractual cash flows criterion
– The SPPI Test (Solely Payments of Principal and Interests) must be passed for 

the asset to qualify as either HTC or HCS

• Business model for which assets are held criterion 
 The Business Model Test discriminates between HTC and HCS

• In limited instances the bank can elect to use a different valuation principle 
from the one dictated by the above approach
– e.g., in case of equities instruments included in the banking book, the bank may 

elect to use the Fair Value to Other Comprehensive Income (FV-OCI)   
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HTC: FAs valued at Amortized Historical Cost
• SPPI Test OK

– Their cash flows consist of solely payments of principal & interests 
 payments fixed or quantifiable at pre-specified contractual dates

• Hold to Collect Business Model OK 
– They are held in order to collect such cash flows till the maturity of the asset 
 business model must be identified & formalized 
 eligibility for an HTC business model requires compliance with pre-specified:

– limits for either frequent but not significant sales, or for infrequent sales even though 
their amount is significant

– parameters to identify legitimate sales triggered by an increase in credit risk 

• Usually classified as HTC
– loans (previously classified as Loans & Receivables) 
– debt securities in the banking book held to maturity (previously classified HTM)

• Valuation Principle
principal reimbursed is deducted 
impairment test performed  
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HCS: FAs measured at FV-OCI
• SPPI Test OK

– FAs originating cash flows consisting of solely payments of principal & interests 
at pre-specified contractual dates

• A Dual Business Model
– FAs held to collect contractual cash flows and, possibly, receipts from their sale 

• Classified as HCS
– Debt Securities are held in the banking book, but remain available for sale too
 under IAS39 they were usually classified in the “Available for Sale” (AFS) class

• Valued at Fair Value through Other Comprehensive Income (FV-OCI) 
– fair value changes are included in the Income Statement contributing to the Net 

Income only in two cases: impairment and FX returns; 
– otherwise they generate capital reserve valuations (+/-) in the balance sheet that 

will be transferred to the Income Statement only upon the asset disposal  

• Valuation at FV, but also subject to the Impairment Test
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Impairment 
• Impairment Loss

– durable (≠ permanent) reduction, occurring discretely in time, in the asset’s 
recoverable amount below its carrying amount as stated in the balance sheet 
(net of the corresponding valuation reserve, if positive)

– a reduction in the FV is a necessary but not sufficient condition for impairment 
since the loss causing a FV change might: 
i) not be durable
ii) be compensated by an existing positive reserve

– a significant and persisting reduction of the FV below the amortized historical 
costs of the asset is objective evidence of an impairment loss  

• Impairment Procedure (Test)

– assets not valued at FV-P&L must be periodically tested for impairment 

– comparison of the asset’s amortized historical cost with its fair value 

– the FV is usually derived as the sum of the asset’s discounted cash flows and 
terminal value (mark-to-model; value in use)
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FAs measured at FV Through Profit & Loss (FV-PL)
• Residual class of all remaining bank’s FAs, i.e. all assets that: 

– fail the SPPI Test (except equity instruments elected to be valued at FV-OCI)
– are held for trading (HFT)

• This class covers:
– all financial instruments in the trading book (debt, equity, derivatives,..) 
– equities in the banking book (for which the FV-OCI option was not exercised)
 Including unlisted equity instruments and related derivatives (no more cost exemption) 

– units of both open end and closed end mutual fund
– a marginal number of debt instruments failing the SPPI test
 structured securities;
 instruments that create concentrations of credit risk (tranches)

– an even more marginal number of loans

• Such FAs are valued at Fair Value through Profit and Loss (FV-PL) 
– Any detected change in the fair value is included in the Income Statement 

contributing to the Net Income of the period

• No impairment procedure is undertaken    
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Impairment: which assets and which losses
• Assets subject to impairment:  

– Goodwill
– Property, plant, equipment, other intangible assets (different from D&A)
– Equity Investments, if not at FV-PL
– Financial assets in the HTC portfolio (carried at amortized historical cost)
– Financial assets in the HCS portfolio (carried at FV-OCI) 

• The Impairment Test is usually undertaken asset by asset 

• It usually detects incurred (durable) losses 

• However, FAs in both HTC & HCS portfolios are an exception 
– impairment test aims to detect expected losses right from FAs’ initial recognition
– the calculation of expected losses must consider forward looking information, 

also including those concerning the evolution of the macroeconomic scenario 
– both features are meant to secure a more timely recognition of the losses
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Impairment on HTC and HCS Financial Assets 
• The Impairment Procedure to estimate the Expected Loss varies according 

to the «stage» of the FAs in the HTC and HCS portfolio

– Stage 1
 from the initial recognition of the asset (if not already impaired) till when its 

credit risk increases significantly

– Stage 2
 from when a Significant Increase in the asset’s Credit Risk (SICR) occurs 

(compared to its credit risk level at initial recognition) until the asset becomes 
impaired 
– SICR detected by comparing PD at recognition with PD at the reporting date

– Stage 3 
 from when the asset is recognized as “impaired” (non performing)
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Impairment Models by HTC/HCS Asset’s Stage 
• Stage 1 

– recognition of Expected Credit Loss [ECL] over Next 12 Months (NTM)

–NTM-ECL calculated at the appropriate aggregate portfolio level

• Stage 2 

– recognition of Lifetime Expected Credit Loss (LECL)

–LECL calculated at the appropriate aggregate portfolio level

• Stage 3

– recognition of Lifetime Expected Credit Loss (LECL)

–LECL calculated at the asset by asset level
 Shortcut may be adopted
 recently introduced the so called “calendar provisioning”
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Further Elements of the Impairment System

• Methods for tracking the credit quality of FAs’ in HTC & HCS 

• Rules for discriminating between Stage 1 and Stage 2 

• Rules for detecting movements in both directions

– conditions for recognizing a SICR  

– conditions for returning from Stage 2 to Stage 1

• [Lifetime PD at reporting – Lifetime PD at recognition] > threshold

– the threshold differs for type of portfolios, initial rating class, residual maturity

– each thresholds is set through a calibration exercise     
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Loan Classification: performing vs. non performing
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Performing 
(in bonis) 

Stage 1
(initial 
recognition) 

Stage 2
(under-
performing)

Non 
performing 
(Stage 3) 

Bad Loans 

Unlikely To 
Pay (UTP) 

Past Due
(above 
materiality 
threshold)

Forborne
exposures

Forborne
exposures



Discriminating Between Stage 1 and 2 Assets

• Lifetime PD at reporting date vs. Lifetime PD at recognition

• Changes in PD may derive from:
– realized rating changes 
– changes in the forecast of future macroeconomic factors

• Signals of large rating changes
– 30+ day past due position, subject to the regulatory threshold for materiality
– adoption of forbearance measures
– indicators from credit monitoring systems (inclusion in watch lists) 

• Loans vs. Debt Securities
– Loans are usually static holdings
– Debt securities (ISIN level) often subject to sales/purchases post initial 

recognition
 Staging of debt securities requires a method to identify the rating (PD) at initial 

recognition of their remaining quantities for comparison with their reporting date PD 
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Expected Credit Loss (ECL):
• All estimates derived from the related risk model (standard / IRB)

ECL = PD * LGD * EAD

• PD = probability of default; LGD= loss given default; EAD = exposure at default

• Appropriate adjustments to ensure compliance with IFRS9 are needed

 Point in Time (PIT) PD rather than Through the Cycle (TTC) PD

 Removal of the economic downturn component from the LGD calculation

Lifetime PD & LGD in place of the NTM PD & LGD in case of Stage 2 assets 

Use of effective interest rates of individual transactions in discounting process
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Expected Credit Loss: forward looking factors 

 Best estimate of the effects of future economic conditions affecting the 
forward looking PDs and LGDs for performing assets, especially if Stage 2

 forward looking estimate 

 using more macroeconomic scenarios to address non linearities

 calculation of the weighted (by each scenario’s probability) average loss

 Estimation of the loss under the most likely scenario plus an overlay 
adjustment (add on) to account for the least likely scenarios  

 Valuation of Credit Impaired (stage 3) assets is also affected

 Valuation must pair current and future macroeconomic conditions 
 no upside scenario

 Impact on several relevant parameters

 recovery rates, collateral, time to recovery, 

 probability of status change / continuation
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Equity Holdings
• Equities in the trading book 

– Always reported as «FAs at FV-PL»
 in the sub-caption «FAs held for trading» 

• Equities (minority shareholdings) in the banking book

– default case: «FAs at FV-PL» 
 in the sub-caption «Other FAs mandatorily at FV»

– elective case: «FAs at FV-OCI», 
 if and only if such classification:

– is elected immediately upon the asset recognition;
– is irrevocable;
– changes in the asset’s value never recycled to P&L, even at the time of disposal

• Equity holdings in firms under «joint control» or «significant influence»

– Valued at equity 
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Cash & Equivalents
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Financial Assets at FV – P&L : HFT Portfolio
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Financial Assets at FV–P&L: Other Components 
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Financial Assets at FV-OCI
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Financial Assets at FV-OCI: a different view
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Financial Assets at FV-OCI: Impairment
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Financial Assets at Historical Amortized Costs- I
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Financial Assets at Historical Amortized Costs - II
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Hedging Derivatives & ΔFV of Hedged Items  
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Equity Investments (valued at Equity)  
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Property, Plant & Equipment – I/II
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Property, Plant & Equipment – II/II
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Intangible Assets 
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Tax Assets (A-110) & Tax Liabilities (L-60)
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Other Assets
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Non Current Assets (A120) & Related Liabilities (L70)

44

L



Classification & Valuation of Financial Liabilities

• Derivatives (if negative mark-to-market) & FLs held for trading (shorts) 

– valued at FV-P&L, as anything else in the trading book

• For FLs in the banking book, there are 2 alternatives (& a further twist)

– Default case  Amortized Historical Costs 

– FLs for which the Fair Value Option (FVO) is exercised: 

 Loan Commitments & Financial Guarantee Contracts  FV–P&L 

 For all remaining FLs, the FV change must be split:
– part due to changes in credit risk  FV-OCI
– remaining part  FV-P&L
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Financial Liabilities at Amortized Historical Cost - I
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Financial Liabilities at Amortized Historical Cost - II
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Financial Liabilities Held for Trading 
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Financial Liabilities designated at FV 
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Hedging Derivatives & Related Value Adjustm.
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Other Liabilities

51



Provisions for risk and charges 
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Group Shareholders’ Equity 
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Reserves by type
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Income Statement: Core Operating Income 
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Net Interest Income (NII): Revenues 
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Net Interest Income (NII): Expenses 
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Net Fee & Commission Income (NFCI): Revenues
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Net Fee & Commission Income (NFCI): Expenses
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Income Statement: Other Operating Income 
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Dividend and Similar Income
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Net Gains (Losses) on Trading  
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Net Gains (Losses) on Hedge Accounting  
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Net Gains on Disposal/Repurchase of FAs & FLs 
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Net Gains on other FAs at FV-P&L    
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Income Statement: Income from Banking

66

Insurance Business (if any)

Cost of risk



Net Losses/Recoveries on Credit Impairment 
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Income Statement: Operating Costs
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Administrative Expenses: Staff 
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Other Administrative Expenses: Other  
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Net Provisions for Risks and Charges 
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Other Operating Income / Expenses
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Net Adjustments on Tangible / Intangible Assets
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Income Statement: Bottom Line

74

(+)
(-)

(-)

(-)



Gains (Losses) on Equity Investments  

75



Net Gains on Prop., Plant, Eq. & Intang. Assets at FV 
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Disposal of Investment // Discontinued Operations
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Financial Ratio Analysis
• Return on Equity (ROE) =

NII / Total Assets *   (profitability from traditional D&L activity)

(NII+NFCI) / NII * (diversification towards service activity)

OI / (NII + NFCI)   * (relevance of other source of revenues)

OM / OI * (cost efficiency from operations)

NOM / OM * (credit risk from lending)

GI / NOM * (relevance of other risks)

NI / GI * (effective tax rate) 

NI fty / NI * (non current assets contribution)

NGI / NI fty * (minorities and impairment of intangibles)

Total Assets / Equity (leverage) 
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