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Learning Objectives

• Recognize the basic balance sheet and income statement components

• Use ratio analysis to analyze bank profitability

• Comprehend net interest margin, earning assets, and operating efficiency

• Identify credit risk, liquidity risk, interest rate risk, and capital risk

• Explain the factors that affect a bank’s CAMELS rating

• Understand performance characteristics of small and large banks

• Relate key financial concepts and data to planning and managing a bank
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The Balance Sheet

Assets = Liabilities + Equity

Newton’s Third Law of Motion

• Physics: Every action has an equal & opposite reaction

• Accounting: Every debit has an equal & opposite credit
• Sum of debits will always equal the sum of credits

• The balance sheet will always balance (Assets = Liabilities + Equity)
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Exhibit 1 - Bank Assets

Cash & Cash Equivalents

Cash:

• Vault Cash

• Correspondent bank 
accounts 

• Reserve cash (at the 
Federal Reserve)

Cash Equivalents:

• Federal Funds sold

• Securities purchased 
under agreements to 
resell (Repos)
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Banking Trivia

Who sets the Fed Funds Rate? Federal Reserve’s FOMC

What is the rate today? 3.50% - 3.75%

Federal Funds Effective Rate 2015-2026
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Federal Funds Effective Rate 1954-2025

Exhibit 1 - Bank Assets
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Investment Securities

• Primarily used for liquidity

• Better yield than cash equivalents

• Yield varies by risk:
• Treasuries

• Agencies (i.e. Fannie and Freddie MBS)

• Municipals – favorable tax treatment

• Other (i.e. FHLB stock)

• Yield varies by duration

Investment Yields

Increasing yield
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Interest Rates/Bond Prices

Investments
• Must be designated by intent: 

• Held to Maturity 

• Price fluctuations are not recognized on the balance sheet

• Available for Sale 

• Price fluctuations are recognized on the balance sheet via Equity

• Held for Trading (rare)

• Price fluctuations are recognized in the Income Statement

13

14



5/7/2026

8

Unrealized Gains/Losses Trends

Silicon Valley Bank – Balance Sheet Problem

HTM hiding 
a huge hole!

Demand 
Deposits 
Evaporating
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“There is one financial commandment that cannot be violated. Do 
not borrow short to invest long – particularly against illiquid, long-
term assets.” 

- Jamie Dimon, JP Morgan Chase

Exhibit 1 - Bank Assets
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Loans

• Loan Types:
• Commercial and Industrial Loans (C&I)

• Real Estate Loans

• Commercial (owner occupied and non-owner occupied) (300%)

• Acquisition Development Construction (100%)

• Consumer

• Consumer Loans

• Agriculture Loans

• Other Loans

• Allowance for Credit Losses (contra-asset)

SC Banks Loans to Assets Levels

highest

lowest
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SC Banks Loan Growth

US Banks Loan Growth
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Allowance for Credit Losses

• Estimate “Current Expected Credit Losses” (CECL)
• Expected lifetime credit losses on current portfolio

• Based on past events, current conditions, and reasonable and 
supportable forecasts

• Contra-asset = reduction of gross loans balance

• Largest estimate on a bank’s balance sheet

SC Banks Allowance Levels
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US Banks Allowance Levels 

Exhibit 1 - Bank Assets

97.55% 
earning assets
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Yields on Earning Assets

95% earning assets

Exhibit 1 - Bank Assets
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SC Banks Asset Growth Rates

The Balance Sheet

Assets = Liabilities + Equity
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Exhibit 1 - Bank Liabilities & Equity

US Banks Deposit Trends 
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Deposits

• Transaction Accounts/ Demand Deposits (Core Deposits)
• Noninterest-bearing

• Interest-bearing

• Savings & Money Market Deposit Accounts

• Time Deposits (Certificates of Deposit)
• Large or Jumbo (>$250K) considered “volatile” and rate sensitive

• Brokered deposits

• A borrowed funds option at the bank level (not a customer product)

• Must be well capitalized to access

• Reciprocal Deposits (provides FDIC insurance on balances >$250K)

• CDARS & ICS via IntraFi Network

Cost of Deposits
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Core Deposits are KING!

• Stability

• Lower funding costs

•Relationship banking

•Cross-selling opportunities

Silicon Valley Bank- Excess Liquidity Problem
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Exhibit 1 - Bank Liabilities & Equity

Other Interest-Bearing Liabilities

• Other Interest-Bearing Liabilities:
• Federal Funds Purchased

• The “other side” of Fed Funds Sold (Cash Equivalent)

• Repurchase Agreements

• The “other side” of Repos (Cash Equivalent)

• The Discount Window & other Federal Reserve Bank programs

• i.e. BTFP PPPLF, etc.

• Correspondent bank lines of credit

• Federal Home Loan Bank (FHLB) Advances

• Secured by investments or eligible loans as collateral
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Other Borrowings

Federal Reserve (Discount Window)

FHLB

Overnight  90 days

Overnight  30 YEARS

Cost of Funds 
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Cost of Funds

Paid off! 
Saving 
$1MM in 
interest 
expense

Rate 
decreases 
in MMDAs 
and CDs

Lower cost 
of funds

First Republic Bank

72% “core deposits”
GREAT!

Runoff starts

63% Discount Window 
NOT GREAT!

49% CDs –
likely brokered
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Subordinated Debt & Equity

• Subordinated notes & debentures (i.e. Sub Debt)
• “Mezzanine” equity

• Qualifies as Tier 2 capital

• Paid out after depositors in the event of failure

• Commonly issued as 5-year fixed rate, floating thereafter, 10-year term

• Stockholders (or Shareholders Equity)
• Common/Preferred Stock

• Additional Paid in Capital 

• Retained Earnings

• Accumulated Other Comprehensive Income (Loss)

Subordinated Debt

Subordinated Debt Term: (generally) 10 YRS, fixed rate for 5 YRS, callable after 5 YRS
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Equity Composition

AOCI/L -> Interest Rates/Bond Prices
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Exhibit 2 – Interest Income & Expense

Net Interest Income
• Interest Income

• Sum of interest earned on “Earning Assets”

• Generally presented from high to low (yield/contribution)

• Distinction for taxable and tax-exempt interest

• Interest Expense
• Sum of interest paid on “Interest Bearing Liabilities”

• Cost of Funds

• Net Interest Income
• Primary component of a bank’s income statement

• Crucial in determining bank profitability

• Demonstrates interest rate risk management
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Net Interest Income

Drastic changes in Interest Income & Interest Expense, but modest 
increase in Net Interest Income!!

First Republic Bank Tangent

Drastic “Mix Shift” in Liabilities
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First Republic Bank Tangent

Rate Volume Table

Increase in income more due to volume

Increase in expense more due to rate
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Exhibit 5 – Asset Mix Comparison

Increased income!

Exhibit 5 – Liability Mix Comparison

Lower expense!
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Exhibit 2 – Interest Income & Expense

Provision for Credit Losses

• The Provision is a non-cash expense (estimate future losses)
• DR: Provision for Credit Losses (Expense)

• CR: Allowance for Credit Losses (Contra-Asset)

• Charge-Offs are not an expense
• DR: Allowance for Credit Losses (Contra-Asset)

• CR: Loans (Asset)

• Recoveries are not income
• DR: Cash (Asset)

• CR: Allowance for Credit Losses (Contra Asset)
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Exhibit 2 – Noninterest Income & Expense

Non-Interest Income/Expense

• Noninterest (Other) Income
• Fees, Commissions, other products (i.e. investments, insurance)

• Gains on Sale of assets (i.e. mortgage loans, investments, etc.)

• Larger share of income statement for larger banks

• Noninterest (Overhead) Expense
• Personnel (#1!)

• Occupancy/Equipment

• Software/Data Processing

• “Other”

• Burden = Overhead Expenses – Other Income
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Non-Interest Income

Non-Interest Expense
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CAMELS Rating/ Bank Examination

• Regulators score banks’ “Safety & Soundness” in 6 categories:
• C = Capital Adequacy

• A = Asset Quality*

• M = Management Quality

• E = Earnings Quality

• L = Liquidity

• S = Sensitivity to Market Risk

• A composite score is issued along with                                         
supervisory recommendations
• Exam results & recommendations are                                                                       

strictly confidential

• Consent Orders are publicly posted

Overview of Banking Risk

• Credit Risk

• Interest-Rate Risk

• Liquidity Risk

• Capital Risk

• Operational Risk

• Off-Sheet Risk

• Foreign Exchange Risk
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Credit Risk (Asset Quality)
• Credit Risk = risk of default 

• Mitigated by credit analysis

• Different asset types carry different credit risk
• Securities (external credit ratings)

• Loans (internal credit ratings) 

• Measures of credit risk:
• Loan-to-asset and loan-to-deposit ratios

• Asset Quality ratios:

• Net charge offs to total loans ratio 

• Non-accrual and past due loans to total loans ratio

• Allowance to total loans ratio 

Asset Quality Trends
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Interest Rate Risk

• Variation in Net Interest Income caused by changes in market rates
• “Rate sensitive” assets and liabilities reprice with rate changes

• Impact is not equal

• GAP analysis measures $ difference between rate sensitive assets & 
rate sensitive liabilities
• <90 days, 3-6 mos, 6-12 mos, 1-3 years, 3-5 years, >5 years

• Greater the difference = greater risk

• Asset Liability Modeling used for analysis
• “Rate Shocks” demonstrate changes in Net Interest Income and Equity

• Interest rate changes also cause changes in asset prices
• i.e. Unrealized losses in Bond portfolio in rising rate environment

GAP Analysis

Liability sensitive Asset sensitive
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Rate Shock – NIM Simulation

Rate Shock Scenarios
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Liquidity Risk

• Liquidity = ease of converting assets to cash

• Cash & Cash Equivalents

• Sale of securities
• Must be “available-for-sale”

• Unrealized loss position = illiquid

• Ladder strategy

• Availability/Access to Borrowings
• Fed Funds / Discount Window

• FHLB borrowings

• Sub Debt

Capital Risk

• Capital measures the overall solvency risk of a bank
• Capital is a “buffer” or safety margin to absorb losses

• Sources of capital risk (potential losses):
• High credit risk* = loan charge-offs, losses

• High interest rate risk = diminished earnings

• High liquidity risk = sell unfavorable assets or pay premium for borrowings

• Minimum Capital Ratios are established by bank regulators
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Community Bank Leverage Ratio - SCBS

• CBLR = Tier 1 Capital / Average Total Consolidated Assets
• Tier 1 Capital 

• Common stock + APIC + Retained Earnings

• Less: intangibles, AOCI (if elected)

• Average total consolidated assets

• Requirement: > than 8%*

7,000/80,000 = 8.75%

Analyzing Performance

• Ratio analysis provides method to compare performance over 

time & relative to peers

• Fundamental tradeoff between bank profitability and risk

• A bank with above average profits takes on above average risk 
or realizes a competitive advantage in a product or service

• Different-sized banks exhibit different profitability and risk
profiles because they serve different types of customers and
operate in different geographic markets

• Peer data is publicly available (i.e. S&P, UPBR, others)
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S&P, UBPR

Exhibit 3 - Profitability Ratios
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Net Interest Margin (NIM)

• Net Interest Margin = NII (Net Interest Income)/ (EB) Earning Assets

• Turning Net Interest Income into NIM allows for comparability 

• NIM is single largest variable affecting profitability

• Smaller banks generally have larger NIMs

• Earning Assets measures fraction of assets which produce income

• A good NIM is = > 3.50%

Net Interest Margin (NIM)

• Net Interest Margin = NII (Net Interest Income)/ (EB) Earning Assets
• Net Interest Income: $3,200/

• Earning assets:  $2,200 + $3,380 + $16,760 + $50,200 = $72,540

• NIM = 4.41%
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Quarterly NIMs

Net Interest Margin

77

78



5/7/2026

40

Quarterly Change in Yields & Costs

Aggregate Profitability Ratios

• Return on Equity (ROE) = Net Income/ Stockholders’ Equity
• Great = 8-12%

• Return on Assets (ROA) = Net Income/ Total Assets
• Great = .85% – 1.25%
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Profitability Ratios

• ROE = NI / Equity
• Net Income: $1,340 / Equity:  $7,120 = ROE: 18.82%

• ROA = NI / Assets
• Net Income: $1,340 / Assets:  $80,000 = ROA: 1.68%

Efficiency Ratio

• Efficiency Ratio (OH) = noninterest expense / (net interest income + 
noninterest income)
• Larger banks generally have smaller efficiency ratios than small banks

• Economies of scale

• More noninterest income lines of business

• Ways to decrease (improve) efficiency ratio:

• Reduce costs/overhead (i.e. noninterest expenses)

• Increase revenues, especially noninterest income

• A good efficiency ratio is = < 60%
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Efficiency Ratio

• Efficiency Ratio = noninterest expense / NII + noninterest income
• Noninterest expense: $2,700 / NII:  $2,750 + noninterest income: 1,700

• = Efficiency Ratio: 60.67%

Profitability Ratios
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Exhibit 4 – Risk Measures

Asset Quality Ratios
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Comparing Your Bank’s Performance

• Use an appropriate time horizon

• Establish an appropriate peer group
• Size

• Geographic location

• Business strategies/ product offerings

• Customer focus 

• Stage of life

Best Community Banks of 2025 (<$10B)
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SC Banks Performance Metrics - ROA

SC Banks Performance Metrics - NIM
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Revisit Objectives

• Recognize the basic balance sheet and income statement components

• Explain the factors that affect a bank’s CAMELS rating

• Identify credit risk, liquidity risk, interest rate risk, and capital risk

• Use the Return on Equity (ROE) model to analyze bank profitability

• Comprehend net interest margin, earning assets, and operating efficiency

• Understand performance characteristics of small and large banks

• Relate key financial concepts and data to planning and managing a bank

HSP Preview

Rising rates have increased funding costs and put pressure on net interest margins despite 
increasing asset yields. Using the attached HSP Data Bank selected financials, please 
develop answers to the following questions.  

Question 1: Highlight at least 3 balance sheet items and discuss strategies to improve 
earnings based on what we have learned in class to improve the bank’s performance 
(hint: look for opportunities to lower costs of funds and increase yields).  Please explain 
why you chose those strategies and how you plan to implement them. 

Question 3: Identify sources of liquidity on the balance sheet that you would utilize to 
fund a pipeline of $25MM loans in the next six months (or explain why sufficient sources 
do not exist and identify outside sources of liquidity you would pursue). 

Question 4: Based on your understanding of the current economic conditions and the 
banking industry, what would you recommend as a longer-term strategy to best manage 
the HSP Data Bank’s financial performance? 
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