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Using this eWorkbook

This eWorkbook contains interactivity that is best viewed on a computer. If you print this eWorkbook, some elements may not print. 

This eWorkbook contains core learning and extension learning. We recommend using the navigation buttons at the bottom page which 
will guide you through the learning. However, you can use your keyboard or the built-in navigation in your PDF Reader if you prefer.

Return: Click this icon to go back to the last page you visited.

Glossary: Click this icon to go to the glossary.

Key learning points: Click this icon to see the key ideas covered 
in this module.

Menu: Click this icon to go to the content menu for this module.

Home: Click this icon to go back to the main course menu.

Previous: Click this icon to go to the previous page.

Next: Click this icon to go to the next page.

842

Picking up where you left off

When you close this eWorkbook, it won’t 
automatically re-open on the last page you were on. 
However, you can change your preferences to allow 
this. To do this, click the below button. When the 
box appears, click on ‘Documents’ and tick the box 
titled ‘Restore last view when reopening documents’.

Click to change your preferences
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Here are the topics that we will cover in this module. We estimate that this module will take 45 minutes to complete.

You can jump to any of these topics by clicking on the headings below, or by using the bookmarks menu in the PDF reader. 

TOPICS

Derivatives on the Balance Sheet 

Credit Valuation Adjustments 

Derivative Risk Mitigations 

Hedge Accounting for Derivatives 

Hedge Versus Trading Derivatives 

KEY AIMS

 Understand in-the-money versus out-of-
the-money transactions

 Understand credit valuation (CVA) and 
other fair value adjustments

 Understand mitigation techniques: central 
clearing, netting and collateral

 Understand hedge accounting
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Derivatives on the Balance Sheet

Derivative transactions will appear on the balance sheet at fair value with any changes in value usually going through the profit and loss 
account (except for certain derivatives accounted for as hedges). 

The notional principal is not on the balance sheet as this full amount is not usually at risk but is used just as a means of calculating the 
cash flows. The notional is, however, disclosed in the footnotes to the accounts.

VALUING A DERIVATIVE

Derivative contracts are usually agreed at the prevailing market price on that day e.g. 
the fixed rate part of an interest rate swap locks in the current market LIBOR (3% in 
the example below). The value of the swap on the day of contract is therefore zero as 
the bank is both paying and receiving 3%. However, if the LIBOR rate moves, to say 
2%, the bank is receiving 3% and paying 2%. This gain must be reflected in the 
income statement.

IN-THE-MONEY & OUT-OF-THE-MONEY

Derivative contracts where the bank is 
making money are known as "in-the-money" 
transactions. On the balance sheet, in-the-
money transactions appear on the ASSET
side of the balance sheet. 

A derivative contract where the bank is 
losing money is called an "out-of-the-
money" transaction. Out-of-the-money 
transactions appear on the LIABILITIES side 
of the balance sheet.

This diagram shows an example of an interest rate swap that a customer has used 
to lock in a fixed interest rate on a loan.

$10 million loan

LIBOR + margin 

3% Fixed rate

LIBOR

BANK CUSTOMER BANK

Floating rate loan Interest rate swap 

CASE STUDY:
STANDARD CHARTERED BANK

Click here to view an example. 
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Extracted from the footnotes in Standard Chartered Bank’s Annual Report 

Example: Standard Chartered Derivatives

Notional 
principal 
amounts

Assets Liabilities

Total derivatives US$m US$m US$m

Foreign exchange derivative contracts:

Forward foreign exchange contracts 1,825,488 18,905 19,702
Currency swaps and options 1,211,332 16,850 16,537
Exchange traded futures and options 100 – –

3,036,920 35,755 36,239
Interest rate derivative contracts:
Swaps 2,831,025 8,603 8,414
Forward rate agreements and options 153,697 1,351 1,364
Exchange traded futures and options 637,883 120 100

3,622,605 10,074 9,878
Credit derivative contracts 34,772 249 873
Equity and stock index options 2,520 39 150
Commodity derivative contracts 74,133 914 961
Total derivatives 6,770,950 47,031 48,101

in-the-
money

out-the-
money

US$m
Assets
Cash and balances at central banks 58,864
Financial assets held at fair value through profit or loss 27,564
Derivative financial instruments 47,031
Loans and advances to banks 57,494
Loans and advances to customers 248,707
Investment securities 54,275
Other assets 117,025
Current tax assets 33,490
Prepayments and accrued income 491
Interests in associates and joint ventures 2,307
Goodwill and intangible assets 2,307
Property, plant and equipment 5,013
Deferred tax assets 7,211
Assets classified as held for sale 1,177
Total assets 663,501

Liabilities
Deposits by banks 30,945
Customer accounts 370,509
Repurchase agreements and other similar 39,783
Financial liabilities held at fair value through profit and loss 16,633
Derivative financial instruments 48,101
Debt securities in issue 46,379
Other liabilities 35,257
Current tax liabilities 376
Accruals and deferred income 5,493
Subordinated liabilities and other borrowed 17,176
Deferred tax liabilities 404
Provisions for liabilities and charges 183
Retirement benefit obligations 455
Total liabilities 611,694

Notional principal is not on the balance sheet – only the fair value.

Extracted from the Balance Sheet: Standard Chartered Bank’s Annual Report 
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Credit Valuation Adjustments and Other Fair Value Adjustments

When valuing derivatives in the balance sheet at fair value, financial institutions have to adjust both for movements in underlying prices 
(e.g. FX) and other changes to the fair value. The table below shows a number of risk and model related fair value adjustments.

Credit valuation adjustments (CVA) arise from the market’s 
perception of changes in the creditworthiness of counterparties 
e.g. if the counterparty is downgraded the value of the contract
will fall.

Debit valuation adjustments (DVA) arise from the market’s 
perception of changes in the financial institution’s own 
creditworthiness.

Funding valuation adjustments (FVA) are an adjustment to reflect 
the funding cost of collateralizing an out of the money 
derivative position.

Amount deducted from in the money derivative assets on the 
balance sheet to reflect non price related fair value adjustments.

HSBC Yr 2 Yr 1
US$m US$m

Type of adjustment
Risk-related 1,078 1,131

– bid-offer 413 416
– uncertainty 91 87
– credit valuation adjustment 420 633
– debit valuation adjustment (82) (437)
– funding fair value adjustment 233 429
– other 3 3

Model-related 92 14
– model limitation 92 14
– other – –

Inception profit (Day 1 P&L reserves) 106 99
At 31 December 1,276 1,244

Extracted from HSBC’s Annual Report
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Derivative Risk Mitigations

Amounts owing between parties on derivatives contracts can be very significant and volatile and so the financial institutions usually 
reduce the risk using a variety of mitigations as shown below:

CENTRAL CLEARING

This is a process whereby both parties to an over the counter 
transaction assign the transaction to a third party Central 
Clearing Party (CCP) e.g. CME (Chicago Mercantile Exchange –
CME or LCH Clearnet). The CCP then arranges the clearing and 
settlement of the transaction and collects collateral from both 
sides. The effect of central clearing is that a type of payment 
netting is achieved.

PAYMENT NETTING 

Payment netting is a type of set-off. It is used in the normal 
course of business to offset cash flows between two parties on 
a given day in a given currency into a single net payable or 
receivable; payment netting is essentially the same as set-off. 

CLOSE-OUT NETTING 

Close-out netting is used only on default and leads to the 
termination of the contract and subsequent combining of 
positive and negative replacement values into a single net 
payable or receivable. 

CASH COLLATERAL 

Cash collateral is used on many over the counter derivative 
transactions. The collateral can both be upfront or initial margin 
(less frequent) or variation margin (used nearly always between 
financial institutions). Under variation margin the party which is 
out of the money posts collateral to the other party to cover 
the outstanding amount owed.

SECURITIES COLLATERAL 

Securities collateral has the same purpose as cash collateral but 
involves the posting of securities as collateral.

HEDGE

Financial institutions can hedge counterparty credit risk using 
credit derivatives, although this tends to only be done by the 
large derivatives players as a way of mitigating their 
counterparty risk and reducing capital requirements.

7
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer

Test Your Understanding

CHOOSE ONE: Which of the following best describes the valuation technique(s) applied to derivatives in the balance sheet of a financial 
firm?

Fair value.

All derivatives are valued in the 
balance sheet at fair value after 
applicable deductions  such as 
CVA, DVA and FVA.

Notional principal. 

Fair value for trading derivatives, amortized cost for hedging derivatives.

Fair value but after applicable deductions such as CVA, DVA and FVA?

908
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Accounting for Derivative Risk Mitigations

IFRS and US GAAP have very different policies for the recognition of derivative risk mitigations in the balance sheet. 

Total derivatives $386,301
Cash collateral paid $ 7,541
Less: Netting agreements (306,401)
Less: Netting cash collateral received (37,506)
Net receivables / payables included on 
the Consolidated Balance Sheet $ 49,935

US GAAP permits the bank to deduct both cash collateral received 
and the netting from the balance sheet.

Fair value of in the money derivatives including cleared transactions.

Includes approx. $126 billion of centrally cleared transactions.

If Citi reported under IFRS, the derivative asset would be approx. 
$ 386 billion (gross exposure).

Extracted from Citigroup’s Annual Report

Gross IFRS offset Balance sheet
Effect of master 

netting and similar 
arrangements

Cash collateral Other financial 
collateral

Net amount after 
the effect of netting 
arrangements and 
related collateral

£m £m £m £m £m £m £m
Assets
Derivatives 175,670 (17,088) 158,582 (128,287) (20,311) (5,850) 4,134

IFRS permits the bank to deduct central clearing and payment netting 
(shown here as IFRS offset) but NOT cash collateral received and close 
out netting. NOTE: In calculations of capital, IFRS firms are given credit 
for netting and cash collateral in the same way as US GAAP firms.

If RBS reported under US GAAP, the derivative asset 
would be approx. £ 10 billion (4.13+5.85).

Extracted from Royal Bank of Scotland’s Annual Report 

CITIGROUP

ROYAL BANK OF SCOTLAND

9
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer

Test Your Understanding

CHOOSE ONE: If a US financial firm under US GAAP and a European competitor adopting IFRS had identical portfolios of derivatives, 
with the same clearing, close-out and collateral arrangements, which one would have the largest derivative assets on its balance sheet?

They would be the same.

The firm adopting US GAAP.

The firm adopting IFRS.
Only payment netting is deducted 
under IFRS, whereas US GAAP 
allows the deduction of payment 
netting, close-out netting and cash 
collateral. Therefore one would 
expect the derivative assets to be 
larger in the IFRS firm.

Derivatives are off balance sheet items and therefore there would be no 
impact upon the balance sheet of either.

9210
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Hedge Accounting for Derivatives

US GAAP and IFRS both recognize three types of hedge for accounting purposes. 

Hedge accounting treatment can be 
advantageous as it permits the financial 
institution to offset the movements on the 
derivatives against the underlying item. 

It also permits the firm to delay 
recognition of gains or losses on the 
derivative until any gains or losses on the 
hedged item are recognized.

Under IFRS9, hedge accounting treatment has the following requirements: 

– Be executed using a range of permitted hedging instruments
– The hedge must consistent with the risk management strategy of the firm
– Demonstrate an economic relationship between the hedge and the underlying item.

Derivatives which do not qualify for hedge accounting must be shown as trading derivatives 
with the gain or loss (both realized and unrealized) recognized in the profit and loss.

Type of hedge Examples Realized gain and loss Unrealized gain and loss

CASH FLOW HEDGE

• Floating rate assets and liabilities
(e.g. receivables, investments)

• Highly probably forecast sales
and purchases

• Profit and loss
• Set off against underlying

exposure

• Other comprehensive income
– cash flow hedging reserve

FAIR VALUE HEDGE

• Fixed rate investments and 
liabilities (e.g. holdings in fixed 
rate bonds

• Firm commitments to buy or sell

• Profit and loss
• Set off against underlying

exposure

• Profit and loss
• Set off against underlying

exposure

NET INVESTMENT HEDGE
• Net assets of foreign subsidiaries • Profit and loss • Other comprehensive income

– Net investment in foreign
subsidiaries
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Hedge Versus Trading Derivatives

Many derivative transactions entered into by financial institutions are for risk management purposes but are not necessarily eligible for 
hedge accounting treatment.

STANDARD BANK SOUTH AFRICA Fair value of 
assets Rm

Fair value of 
liabilities RM

Total derivative (liabilities)/ assets held-for-trading 74,546 (74,317)

Derivatives held-for-hedging

Derivatives designated as fair value hedges

Interest rate swaps 767 (1,327)

Derivatives designated as cash flow hedges 297 (1,252)

Total derivative assets/ (liabilities) held-for-hedging 1,064 (2,579)

Total derivative (liabilities)/assets 75,610 (76,896)

Interest rate swaps used to hedge 
variable future cash flows on loans and 
deposits.

Hedge derivatives are small relative to 
trading derivatives as this will NOT 
include portfolio hedges or derivative 
transactions used to “lay off” exposures 
to customers.

Trading derivatives include both market 
making and customer transactions as 
well as hedges against a whole portfolio 
or assets or liabilities which do not 
qualify for hedge treatment.

Extracted from Standard Bank’s Annual Financial Statements 
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Derivatives: Key Learning Points

1
Derivatives: Are valued at fair value through the profit and loss (unless treated as a hedge). Notional principal is not on the 
balance sheet but disclosed in the footnotes. In the money derivatives where the counterparty owes money to the financial 
institution are shown as an asset; out of the money derivatives where the firm owes money are shown as a liability. The asset
is stated net of credit valuation adjustments (CVA) to reflect any movement in the credit standing of the counterparty. The 
liability is stated net of debit valuation adjustments (DVA) reflecting the firm’s own credit standing.

2
In the money derivatives where the counterparty owes money to the firm are shown as an asset; out of the money derivatives 
where the firm owes money are shown as a liability. The asset is stated net of credit valuation adjustments (CVA) to reflect any 
movement in the credit standing of the counterparty. The liability is stated net of debit valuation adjustments (DVA) reflecting
the firm’s own credit standing.

3
Netting and collateral: US GAAP permits firms to deduct close out netting and cash collateral from derivative positions on 
balance sheet and so balances are much lower than for firms reporting under IFRS, In both regimes firms are allowed to 
deduct centrally cleared derivatives or where a payment netting agreement is in place.

4
Hedge derivatives: There are three types of hedge derivative – fair value, cashflow and net investment hedge and these 
permit the firm to match gains and losses on the derivative against the underlying. The requirements to have a derivative 
designated a hedge are quite onerous and many firms include portfolio and other hedges within trading assets and 
liabilities.

13
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Derivatives: Self Test

Answer the following questions by typing your answers in the boxes on the right.

How are derivatives reflected on the 
balance sheet? What does the asset 
represent and where is notional 
principal shown?

Derivatives are shown at fair value on the balance 
sheet less valuation adjustments such as CVA/DVA. 
The asset is the fair value of all positions where the 
firm is in the money. The notional principal is not on 
the balance sheet but usually disclosed in the notes.

What is CVA and DVA and where are 
they reflected in the accounts?

CVA is a credit valuation adjustment reflecting 
changes in the credit standing of counterparties who 
owe money to the firm. It is deducted from the 
derivative asset and any gain or loss reflected in the 
P&L. DVA is a debit valuation adjustment on the 
bank’s own derivative liability with gains and losses 
similarly reflected in the P&L.

What is the difference between US 
GAAP and IFRS treatment of netting 
and collateral and how does this 
impact balance sheet size?

US GAAP allows deduction of close out netting and 
cash collateral but IFRS does not, meaning IFRS 
firms with significant derivative activities have 
significantly larger balance sheets.

What are the three types of derivative 
hedge? Fair value, cash flow and net investment.

When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer

14
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Using this eWorkbook


This eWorkbook contains interactivity that is best viewed on a computer. If you print this eWorkbook, some elements may not print. 


This eWorkbook contains core learning and extension learning. We recommend using the navigation buttons at the bottom page which 
will guide you through the learning. However, you can use your keyboard or the built-in navigation in your PDF Reader if you prefer.


Return: Click this icon to go back to the last page you visited.


Glossary: Click this icon to go to the glossary.


Key learning points: Click this icon to see the key ideas covered 
in this module.


Menu: Click this icon to go to the content menu for this module.


Home: Click this icon to go back to the main course menu.
Picking up where you left off


When you close this eWorkbook, it won’t 
automatically re-open on the last page you were on. 
However, you can change your preferences to allow 
this. To do this, click the below button. When the 
box appears, click on ‘Documents’ and tick the box 
titled ‘Restore last view when reopening documents’.


Click to change your preferences


Previous: Click this icon to go to the previous page.


Next: Click this icon to go to the next page.
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Contents Menu: Securities
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Here are the topics that we will cover in this module. We estimate that this module will take 2 hours to complete.


You can jump to any of these topics by clicking on the headings below, or by using the bookmarks menu in the PDF reader. 


KEY AIMS


 Distinguish the key accounting and 
disclosures behind the main classes of 
securities:
1. Held at amortizedcost
2. Fair value through Profit & Loss 


(trading)
3. Fair value through Other 


Comprehensive Income
 Be familiar with the hierarchy for fair 


valuation.


TOPICS


Financial Instrument Classification Under IFRS 9


US GAAP vs International Accounting Standards 


Amortized Cost Investments 


Trading Assets and Liabilities 


Securities Designated at Fair Value Through Profit or Loss 


Fair Value Through Other Comprehensive Income Assets


Fair Value Accounting 


Fair Valuation Techniques 
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Financial Instrument Classification Under IFRS 9


IFRS 9 came into effect on 1st Jan. 2018, revising the previous IAS 39 methodology which financial institutions must use for the 
classification of financial instruments.


Prior to 2018, financial instruments were classified according to a subjective election by the financial institution at the time the 
asset/liability was created/acquired.


US GAAP and  Pre-2018 
IAS 39 Classifications Held to Maturity Trading Book Available for Sale


IFRS 9 Classifications Amortized Cost Fair Value Through Profit 
and Loss


Fair Value Through Other 
Comprehensive Income


IFRS 9 does not essentially change the classifications or accounting methods, but it does replace the subjective 
election process with an objective set of tests which seek to establish the purpose for which the firm holds the 
financial instrument.


HOW ARE ASSETS (AND LIABILITIES) 
ARE ALLOCATED UNDER IFRS 9?


Click here to see the process.
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IFRS 9 Decision Tree


Here is the process by which assets (and liabilities) are allocated to each of the three classifications under IFRS 9.


Is the firms business model 
to collect contractual cash 


flows on the assets?


Is the individual asset held 
for sale as well as the 


collection of contractual 
cashflows?


Do contractual 
cashflows 


associated with the 
asset relate solely 


to interest and 
principal?


Is the fair value 
option applied to 


eliminate an 
accounting 
mismatch?


Asset classified as 
FAIR VALUE THROUGH PROFIT AND LOSS


YES


Asset classified as
AMORTIZED COST


Asset classified as
FAIR VALUE THROUGH 


OTHER COMPREHENSIVE 
INCOME


FINANCIAL INSTRUMENT CLASSIFICATION UNDER IFRS 9


YES


YES


YES


NO


NO


NO


NO NO YES
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Securities Classification by Purpose


The accounting policy for securities depends primarily upon the business model for which the securities are held.


The following shows securities on the balance sheet of Intesa San Paolo a bank which owns an insurance subsidiary. 


Designated at fair value is typically 
adopted  for unit linked insurance 
assets.


Financial Assets at FVPL are most likely 
to constitute trading assets where the 
asset is sold prior to maturity


Securities at amortized cost are held for 
investment and relatively rarely by 
financial institutions, as the assets are 
assumed not to be sold prior to maturity.


Assets €m
31.12.2017


Due from banks 68,723
Loans to customers 393,550
Financial assets measured at amortized cost which do not constitute loans 14,183
Financial assets at fair value through profit or loss 41,536
Financial assets at fair value through other comprehensive income 60,441
Financial assets pertaining to insurance companies measured at fair value 
pursuant to IAS 39 149,546


Financial assets pertaining to insurance companies measured at 
amortized cost pursuant to IAS 39 952


Investments in associates and companies subject to joint control 943
Property, equipment and intangible assets 16,449
Tax assets 17,253
Non-current assets held for sale and discontinued operations 1,297
Other assets 22,848
Total Assets 787,721


Extracted from Intesa SanPaolo Annual report 2018 financial supplement.


INTESA SANPAOLO


Assets at FVOCI typically relate to liquid 
debt securities where the option of sale 
is retained
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US GAAP vs International Accounting Standards


US GAAP retains classification rules based upon the legal form of the instrument, the rationale for holding and ability to execute. 


US Accounting Standards (under Accounting Standard 
Update 2016-1) remains much closer to the old-style 
IFRS categorisation (see comparison).   


Tests to determine  the categorisation of assets and 
liabilities are based upon the legal form of the 
instrument and the holding intent. Special rules exist 
for loans held for sale and illiquid equities


US GAAP
(ASU 2016-01)


IFRS
(IFRS 9)


Fair Value through Profit and Loss 
for trading instruments, equity 


assets, and assets designated as 
at Fair Value Option


Fair Value through Profit and Loss


Debt Securities Available for Sale Fair Vale Through Other 
Comprehensive Income


Debt Securities held to maturity
(amortized cost) 


Loans and Receivables
(amortized cost)


Amortised
Cost HOW ARE ASSETS (AND LIABILITIES) 


ARE ALLOCATED UNDER US GAAP?
Click here to see the process.


7







© Adeva Partners 2020


US GAAP Decision Tree


Here is the process by which assets (and liabilities) are allocated to each of the three classifications under US GAAP.


Legal Form of Instrument 


Loans and Receivables 


Loans and Receivables


Loan held for sale?


Equities


FVPL for trading


Can FV be determined?


Debt Security


Debt Securities Available 
for Sale


Debt Securities held to 
maturity 


Intent and ability to execute 


US GAAP CLASSIFICATION OF FINANCIAL INSTRUMENTS 


YES NO NOYES
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Securities Classification by Purpose


US Securities classifications are based upon the legal form of the instrument and the intention for holding.


The following shows securities on the balance sheet of US investment banking and securities firm Jefferies Inc.  As we saw earlier the classifications 
under ASU 2016-1 are related to the legal form of the instrument and the intention & ability to execute the purpose for which it is held. 


Available for sale are debt securities 
where the option to sell is retained.


Trading assets are held for short periods 
in the hope of making a profit on sale.  
This may include equities, debt 
securities and loans held for sale.


Extracted from Jeffries Annual report 2018, page F-4.


JEFFRIES FINANCIAL GROUP INC.


Securities borrowed and securities 
purchased represent collateralised 
financing where Jeffries is acting as the 
lender in exchange for securities.


Assets €m
30.11.2018


Cash and cash equivalents $ 5,258,809
Cash and securities segregated and on deposit for regulatory purposes 
or deposited with clearing and depository organizations


707,960


Financial instruments owned, including securities pledged 
Trading assets, at fair value 17,463,256
Available for sale securities 1,409,886
Total financial instruments owned 18,873,142
Loans to and investments in associated companies 2,417,332
Securities borrowed 6,538,212
Securities purchased under agreements to resell 2,785,758
Receivables 6,287,401
Intangible assets, net and goodwill 1,890,131
Deferred tax asset, net 512,789
Other assets 1,859,561
Total assets $ 47,131,095
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Amortized Cost Investments


Assets are carried at amortized cost where their contractual cashflows consist of only principal and interest and where they are held in a 
business model where the business model is to collect contractual cashflows. Reclassifications under IFRS 9 are only permissible if the 
business model is changed.


Assets in this category are typically debt securities, where the firms business 
model is to collect contractual cashflows on the security, the instruments 
contractual cashflows consist solely payments of interest and principal, and 
no fair value option is applied to eliminate an accounting mismatch (i.e. the 
security is designated  hedged  item using a fair value hedge).


Securities in this  are measured at amortized cost, with discounted and 
premiums amortized over the life of the instrument. 


Reclassification of assets under IFRS 9 is only possible if a firm changes it’s 
business model for the assets held, for example if an amortized cost debt 
securities portfolio was needed for liquidity purposes it could be valued as 
either fair value through other comprehensive income (FVOCI) or fair value 
through profit and loss (FVPL).


In this case the securities would be revalued at current fair value and any 
gains or losses would be recognized in profit or loss. If as a result of 
reclassification, an item is measured at amortized cost, its fair value at the 
reclassification date becomes its new carrying amount.
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Trading Assets and Liabilities (FVP&L)


Trading assets and liabilities are those which are held for the purpose of selling or exiting in the short-term or where there is a recent 
pattern of short-term profit taking. Held-for-trading (HFT) items are valued at fair value through profit and loss (FVP&L) through IFRS 9’s 
business model test


The trading book comprises a 
variety of assets and liabilities as 
shown by the disclosure from Daiwa 
Securities below. Derivatives 
(including market making and 
customer transactions) are treated 
as trading items unless they are 
eligible for hedge accounting 
treatment. Gains and losses are 
recognized in the profit and loss on 
a daily basis and these can be 
realized (for example as a result of 
selling an asset) or unrealized
(because the value of the asset that 
the firm still holds has changed). 


ASSETS 2018 LIABILITIES


Held-for-trading 
Yen Millions


2018
Trading securities: Trading securities:
Equities 289,729 Equities 285,408
Debt securities 3,258,291 Debt securities 2,414,088
Investment trusts 254,654 Investment trusts 16
Commercial paper, certificates 
of deposits and others 367,883


Commercial paper, certificates 
of deposits and others 130,960


Derivatives: Derivatives:
Option transactions 424,829 Option transactions 375,240
Futures and forward transactions 61,495 Futures and forward transactions 62,804
Swap agreements 1,990,964 Swap agreements 1,738,922
Other derivatives 23,957 Other derivatives 23,380
Risk reserves -4,769


Total Trading Assets 6,667,033 Total Trading Liabilities 5,030,818


Extracted from Diawa Securities Annual Report 2018 page 138.


DAIWA SECURITIES
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Securities Designated or Mandatorily Measured at Fair Value Through Profit or Loss


Business activities such as insurance-linked investments can lead to non-trading assets being designated as fair value through P&L. 


The business model test if IFRS 9 may lead to mandatory or internal designation of certain financial instruments even though they are not 
strictly trading instruments.   Such instruments can typically occur through the consolidation of assets supporting unit-linked policies.


Additionally, the contractual principal and interest test applied to equity securities will automatically result in classification as FVPL, unless 
(in certain circumstances) an election is made to FVOCI.


For debt securities the contractual principal and interest test will lead to a FVOCI classification unless an election is made to treat the item 
as FVPL to eliminate an accounting mismatch, such as a debt security supporting a unit-linked policy.


Sometimes this category is used to value the firm’s own debt 
securities issued. This results in fair value (or own credit) 
adjustments on the firm’s own debt obligations. These can 
be realized gains or losses (if the firm has bought back the 
debt) or unrealized (if it is just a fair value movement).


CASE STUDY: HSBC
Click here to see an example of 


securities designated at fair value.


ACCOUNTING POLICES BEHIND 
THE FAIR VALUE OPTION


Click here to learn more.


Note: under US GAAP, banks and insurance companies do not use 
this technique to value unit linked assets and liabilities, resulting in 
challenges in comparison.
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Example: HSBC Securities Designated at Fair Value


The securities designated at fair value are substantially investments in equities which are used to support unit linked products. 
Any fair value gains and losses are passed on to investors through the matching unit linked liability.


Extracted from HSBC Annual Report 2018, page 259.


HSBC


Securities designated at fair value


Fair value 2018
US$m


US Treasury and US Government agencies -


UK Government -


Hong Kong Government 4


Other government 1,386


Asset-backed securities 399


Corporate debt and other securities 5,428


Equities 25,349


At 31 December 32,566
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Fair Value Option: Accounting Policy


The attached summarises IFRS requirements for assets and liabilities designated at fair value through the profit and loss.


ACCOUNTINGPOLICY


Financial instruments, other than those held for trading, are classified in this category if they meet one or more of the criteria set out 
below and are so designated irrevocably at inception:


• the use of the designation removes or significantly reduces an accounting mismatch;


• a group of financial assets and liabilities or a group of financial liabilities is managed and its performance is evaluated on a fair 
value basis, in accordance with a documented risk management or investment strategy; and 


• the financial liability contains one or more non-closely related embedded derivatives.


• Designated financial assets are recognized when HSBC enters into contracts with counterparties, which is generally on trade 
date, and are normally derecognized when the rights to the cash flows expire or are transferred. Designated financial liabilities 
are recognized when HSBC enters into contracts with counterparties, which is generally on settlement date, and are normally 
derecognized when extinguished. Subsequent changes in fair values are recognized in the income statement in ‘Net income 
from financial instruments held for trading or managed on a fair value basis’ or ‘Net income/(expense) from assets and liabilities 
of insurance businesses, including related derivatives, measured at fair value through profit or loss’.


Under the above criterion, the main classes of financial instruments designated by HSBC are:


• Long-term debt issues: The interest and/or foreign exchange exposure on certain fixed-rate debt securities issued has been 
matched with the interest and/or foreign exchange exposure on certain swaps as part of a documented risk management 
strategy.


• Financial assets and financial liabilities under unit-linked and non-linked investment contracts: a contract under which HSBC does 
not accept significant insurance risk from another party is not classified as an insurance contract, other than investment contracts 
with discretionary participation features (‘DPF’), but is accounted for as a financial liability. 
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HSBC: Changes to Other Comprehensive Income from Securities


Fair Value Through Other Comprehensive Income Assets (FVOCI)


This category is the default option for debt securities which are not intended to be traded or held to maturity.  It allows a security to be 
held, retaining the option of sale without introducing P&L volatility.


Losses of $94 reclassified to income statement when 
deemed permanent.


Losses of $95M reclassified to income statement 
when realized on sale of assets.


FVOCI (US GAAP: Available for Sale) assets are measured at fair 
value in the balance sheet. 
Any changes in fair value (resulting in unrealized gains and losses) are 
recognized directly to equity unless there is a permanent fall in 
value, in which case this must be recognized in the profit and loss. 
When the asset is sold or becomes impaired, the realized gain or 
loss is recognized through the profit or loss account and transferred 
out of reserves.


Unrealized gains and losses on debt securities (including 
Government bonds), due to either changes in interest rates or 
credit spreads, can cause significant volatility in a financial 
institution’s reported equity. For this reason, regulators 
sometimes make adjustments to the calculation of reported 
capital to reduce this volatility.
Unrealized gains and losses are shown in the Other 
Comprehensive Income reserve which is part of equity.


Extracted from HSBC Annual Report 2018, page 178.


2017
US $m


FVOCI investments (243)
– fair value gains / (losses) (168)


– fair value gains reclassified to the income statement (95)


– amounts reclassified to the income statement in 
respect of impairment losses (94)


– income tax effect of the above adjustments 114


Unrealized fair valuation gains net of losses of $168M.


NB – from 2020 under US GAAP impairment for available for sale 
assets is taken as FV falls below equivalent amortized cost value.
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Test Your Understanding


CHOOSE ONE: Which of the following best describes how FVOCI assets are valued under IFRS?


71


Notional principal.


Fair value through the income statement.


Only level 1 valuation techniques are valid.


Held at cost but permanent falls in value must be taken through the income statement.


Fair value through reserves.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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Summary of Accounting Policies for Securities


This table summarises the accounting policies for securities according to their purpose and type.


A/C POLICY ASSET / LIABILITY DESCRIPTION UNREALIZED G/L OR IMPAIRMENT


FAIR VALUE
THROUGH P&L


Assets/ liabilities held for trading (HfT)
Assets held for gain from ST price 
movements


Realized and unrealized gains and 
losses through P&LNon-trading equities • Where an accounting mismatch is 


removed (e.g. unit-linked assets)
• Most equities under IFRS 9
• Fair valued  own debt


Non-trading debt securities


FAIR VALUE 
THROUGH OTHER 
COMPREHENSIVE 


INCOME


Debt securities held as 
liquidity/investments


Debt securities, equities where an 
election to FVOCI is made 


Unrealized gains and losses through 
other comprehensive income; realized 
losses or permanent impairments 
through P&L.


NB – from 2020 under US GAAP 
impairment for available for sale 
assets is taken as FV falls below 
equivalent amortized cost value.


Non-trading equities


AMORTIZED COST Debt securities held to maturity (HtM) Bonds held to maturity Premium or discount amortised; 
permanent impairment in P&L.
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Test Your Knowledge


73


Match the balance sheet item to its classification under IFRS 9. 


Trading book short equity position. Fair Value through P&L


A government debt security held for the purpose of liquidity.
Fair Value through 


Other Comprehensive 
Income


A unit-linked policy liability backed by equity assets shown at fair value in the 
balance sheet. Fair Value through P&L


An illiquid corporate debt security intended to be held to its 10 year maturity as 
an investment. Amortized Cost
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Fair Value Accounting


Fair value is defined for accounting purposes as the value at which an asset or liability would be exchanged between knowledgeable and 
willing parties in an arms length transaction.


If an asset (or liability) is valued at fair value in the balance sheet, the 
unrealized gain or loss must be reflected in either the profit and loss 
or equity reserves.


Unrealized gains and losses on trading assets and liabilities and 
assets designated at fair value are shown in the profit and loss and 
are shown together with realized gains and losses.


For available for sale securities realized gains and losses are reflected 
in the profit and loss. Unrealized gains and losses are reflected in 
equity reserves.
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Fair Valuation Techniques


It is not always easy to assess fair value as there is not always an active secondary market. Banks are required to disclose how they value 
any assets or liabilities at fair value. IFRS and US GAAP set out a single framework for measurement and disclosure of fair value. 


LEVEL 1


LEVEL 2


LEVEL 3


Quoted Prices 
(marked to market)


Marked to Model 
Observable Prices


Marked to Model 
Unobservable Prices


FAIR VALUATION HIERARCHY
The standard defines fair value on the basis of an "exit 
price" notion and uses a "fair value hierarchy" which results 
in a market based measurement. 


In other words, the objective of a fair value measurement is 
to estimate the price at which an orderly transaction to sell 
the asset would take place between market participants 
under current market conditions.


To increase consistency and comparability between entities, 
financial institutions must use a fair value hierarchy. This 
means that the firm must consider the appropriateness of 
using Level 1 before moving to Level 2 etc.


CASE STUDY: 
STANDARD CHARTERED BANK


Click here to view an example. 
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Extracted from Standard Chartered Bank’s Annual Report 2017.


Example: Using the Fair Valuation Hierarchy


Standard Chartered Bank


Marked to Market Marked to Model:
observable market inputs


Marked to Model:
unobservable market inputs


Level 1 Level 2 Level 3


FAIR VALUE 
DETERMINED 


USING:


• Unadjusted quoted prices in 
active markets for identical 
assets or liabilities


• Quoted prices for similar 
instruments in active markets or 
quoted prices for identical or 
similar instruments in inactive 
markets and financial instruments 
valued using models where all 
significant inputs are observable


• At least one input which could 
have a significant effect on the 
instrument’s valuation is


• not based on observable market 
data)


Level 3 assets 
are usually 
deemed higher 
risk due to lack 
of liquidity and 
valuation 
uncertainty.


TYPES OF 
FINANCIAL 


ASSETS:


• Actively traded government 
and other securities


• Listed equities
• Exchange-traded derivative 


instruments 
• Investments in publicly 


traded mutual funds with 
listed market prices


• Corporate and other government 
bonds and loans


• Over-the-counter (OTC) 
derivatives 


• More liquid asset backed 
securities


• Asset backed securities
• Private equity investments
• Highly structured OTC derivatives 


with unobservable inputs
• Illiquid or highly structured 


corporate bonds with 
unobservable inputs


• Illiquid loans and advances


TYPES OF 
FINANCIAL 
LIABILITIES:


• Listed derivative instruments • OTC derivatives
• Structured deposits
• Credit structured debt
• securities in issue


• Highly structured OTC derivatives 
with unobservable inputs.


• Illiquid or highly structured
• debt securities in issue with
• unobservable inputs
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Test Your Understanding


The table shows the fair value hierarchy from Barclay’s Bank. 


77


TEST YOUR UNDERSTANDING
Click here to answer questions 


on fair value hierarchy.


Barclays Bank Assets
Valuation technique using


As at 31 December 2017
Quoted market 


prices 
Observable 


inputs 


Significant 
unobservable 


inputs 
(Level 1) £m (Level 2) £m (Level 3) £m


Interest rate derivatives – 150,325 2,718
Foreign exchange derivatives – 54,783 160
Credit derivatives – 11,163 1,386
Equity derivatives 3,786 9,848 1,064
Commodity derivatives – 2,430 6
Government and government sponsored debt 34,783 49,853 49
Corporate debt – 15,098 871
Certificates of deposit, commercial paper and 
other money market instruments – 1,491 –


Reverse repurchase and repurchase agreements – 100,038 –
Non-asset backed loans – 5,710 6,657
Asset backed securities – 1,837 626
Equity cash products 56,322 7,690 112
Private equity investments 8 1 817
Assets and liabilities held for sale – – 29
Other – 898 1,103
Total 94,899 411,165 15,598


Extracted from Barclay’s Bank’s Annual Report 2017, page 264.


22







© Adeva Partners 2020


Test Your Understanding


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


What are the 2 most significant 
categories of asset valued at level 1? 
Why are some at level 1 and others at 
level 2?


Government securities and equity securities are usually 
valued at mark to market because there is an active 
secondary market. Some less liquid Government bonds 
(e.g. long dated or emerging market) and some equities 
(e.g. tightly held or small listed shares) are level 2 
because they are not actively traded.


How are most of the derivatives and 
corporate bonds valued? Why is this?


Over the counter derivatives are bilateral contracts 
between 2 parties and so are not traded. Most 
corporate bonds are not actively traded. Both can, 
however, be easily valued using observable 
assumptions.


What is the main type of asset valued 
at level 3? Why is this?


The main level 3 asset is loans held for sale. Loans are 
not usually traded instruments and if these are bilateral 
(rather than syndicated) and unrated there is unlikely to 
be observable assumptions to value them.


Why would analysts be particularly 
concerned about high levels of level 
3 assets?


Level 3 assets are subject to significant valuation 
uncertainty and could be worth substantially less than 
estimated. If the bank over-values, this could result in an 
overstatement of the bank’s equity capital. For example, 
Lehman Brothers had level 3 assets in 2008 of twice 
reported equity, as a result the firm appeared to be 
more solvent than it was due to optimistic valuations.


Type your answers in the text boxes below.
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Test Your Understanding


CHOOSE ONE: Which of the following best describes how government debt securities are valued?


Level 1: Using unadjusted market prices.


Level 2: Using a model with market observable inputs.


Level 3: Using a model with unobservable inputs.


The firm can choose which technique to use.
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Securities Accounting: Key Learning Points


1 Asset valuation depends on the purpose for which the business model for which the asset or liability is created as well as certain 
product features such as legal form (USA) or contractual principal and interest (IFRS).


2 Loans and debt securities held to maturity are usually held at amortized cost.


3
The assets and liabilities from trading are mandatorily valued at Fair Value Through P & L (FVPL), which is the also the default 
classification for non-trading equities.   The default classification for non-traded debt securities is Fair Value Through Other 
Comprehensive Income. Both default options may be over-ruled in certain circumstances.


4 Any changes in fair value for FVPL appear in the income statement, whilst changes in the valuation of FVOCI assets go to equity 
reserves, unless they are either realized or deemed to be permanent due to impairment.


5 All fair valued assets must be classified the fair value hierarchy.


6 Level 1 assets are valued using quoted prices in actively traded markets. These are the most liquid.


7 Level 2 assets are valued using an internal model, but inputs into the model are observed from market data. The primary assets which 
are valued in this way are over the counter derivatives.


8 Level 3 assets are valued using an internal model and unobservable input data. These assets are usually illiquid and vulnerable to 
valuation discrepancies.
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Securities: Self Test


Answer the following questions by typing your answers in the boxes on the right.


81


What are the 3 different ways in which 
securities can be valued in the 
balance sheet of a financial institution 
and how are unrealized gains and 
losses recognized for each?


Fair value through P &L – fair value with realized and 
unrealized gains and losses in P&L.
Available for sale – fair value with unrealized gains 
and losses in equity reserves unless losses are 
deemed to be permanent.
amortized cost; only permanent unrealized losses 
are recognized in P&L.


What type of asset or liability is fair 
valued using level 3 and what does 
this mean?


Highly structured or illiquid assets are level 3 e.g. a 
private equity investment or an exotic derivative or 
collateralised debt obligation. It means the financial 
institution values the item using its own internal 
assumptions.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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You have now completed this module on


SECURITIES


You can return to the main course menu by clicking on the home button below.
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Loans & Receivables 
Accounting Principles
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Using this eWorkbook


This eWorkbook contains interactivity that is best viewed on a computer. If you print this eWorkbook, some elements may not print. 


This eWorkbook contains core learning and extension learning. We recommend using the navigation buttons at the bottom page which 
will guide you through the learning. However, you can use your keyboard or the built-in navigation in your PDF Reader if you prefer.


Return: Click this icon to go back to the last page you visited.


Glossary: Click this icon to go to the glossary.


Key learning points: Click this icon to see the key ideas covered 
in this module.


Menu: Click this icon to go to the content menu for this module.


Home: Click this icon to go back to the main course menu.
Picking up where you left off


When you close this eWorkbook, it won’t 
automatically re-open on the last page you were on. 
However, you can change your preferences to allow 
this. To do this, click the below button. When the 
box appears, click on ‘Documents’ and tick the box 
titled ‘Restore last view when reopening documents’.


Click to change your preferences


Previous: Click this icon to go to the previous page.


Next: Click this icon to go to the next page.
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Contents Menu: Loans & Receivables


23


Here are the topics that we will cover in this module. We estimate that this module will take 2 hours to complete.


You can jump to any of these topics by clicking on the headings below, or by using the bookmarks menu in the PDF reader. 


KEY AIMS


 Understand the key accounting and 
disclosures behind:
1. Gross and net loans
2. Balance sheet impairment reserves 


(accumulated provisions)
3. Income statement provisions
4. Impaired / criticized loans
5. Accruing and non-accrual loans
6. Write offs


TOPICS


Loan Disclosures: Gross and Net Loans 


Provisioning/Reserving 


Write-offs (charge off) and Recoveries 


Disclosures: Loan Classification – Differing Approaches 


Balance Sheet – Impairment/Loan Loss Reserves 


Classification of Impaired/Non-Performing Loans 


Restructured Loans 


Disclosures: Accrual and Non-accrual 


Finance Lease Accounting and IFRS 16 


UNSURE ON TERMINOLOGY?
Click here for a quick loan 


terminology primer.
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Loan Terminology Primer


Loans are often the most significant asset for most financial institutions and loan impairments are the single biggest cause of failure. 
Disclosures are varied and complex with terminology differing around the world. 


Here are some of the common terms; these are explained more fully in the following pages. 


WATCH OUT
Many firms use the same term - “provision” - to refer to both the income statement charge and the 
accumulated reserve in the balance sheet.


Asset Description Also known as:


GROSS LOANS Cash amount of initial loans less repayments. Total loans or Advances


IMPAIRMENT OR LOAN LOSS RESERVE 
(negative) Accumulated provisions built against potential losses. Allowance or Provision


NET LOANS Gross loans less loan loss reserve.


LOAN IMPAIRMENT PROVISION Non-cash expense to reflect estimate of potential loss 
on loans.


Charge or Provision for bad 
loans


RECOVERY Credit to income to reflect recovery of amount 
previously provided against. Release


NET IMPAIRMENT PROVISIONS Provisions less recoveries.


CLICK HERE FOR MORE TERMS
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Loan Terminology Primer


Loans are often the most significant asset for most financial institutions and loan impairments are the single biggest cause of failure. 
Disclosures are varied and complex with terminology differing around the world. 


Here are some of the common terms; these are explained more fully in the following pages. 


Notes to the accounts Description Also known as: Note


IMPAIRED LOANS
Loans which are overdue and / or where 
the firm does not expect to recover the
disbursed amount in full.


Non performing /
Criticised / Overdue 


Included in gross loans on 
balance sheet.


RESTRUCTURED LOANS Loans which have been restructured in 
order to avoid a default.


Renegotiated / Troubled 
debt restructuring / 
Forbearance


Included in gross loans. 
Usually not included in 
impaired loans.


WRITE OFF 
Loans which are removed from the gross 
loan balance and the loan loss reserve as 
it is not expected they will be recovered.


Charge off


Amount has been 
deducted from gross loans 
and loan loss reserve on 
the balance sheet.


RETURN TO PREVIOUS TERMS
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Loan Disclosures: Gross and Net Loans


Loans are shown on the balance sheet as gross loans less impairment reserves / provisions or loan loss allowance to give net loans. The 
majority of loans are held at “amortized cost” (gross loans) less impairment reserves or accumulated provisions (net loans). 


18. Loans and advances to banks 2018 2017
$million $million


Loans and advances to banks (gross) 61,420 78,193
Individual impairment provision (4)
Portfolio impairment provision (1)
IFRS 9 expected credit loss provision (6)
Loans and advances to banks (net) 61,414 78,188


19. Loans and advances to customers
Loans and advances to customers 261,455 287,990
Individual impairment provision - (5,237)
Portfolio impairment provision - (465)
IFRS 9 expected credit loss provision (4,898)
Loans and advances to customers (net) 256,557 282,288


Extracted from Standard Chartered Bank’s Annual Report 2018, page 294. 


Standard Chartered Bank


TEST YOUR UNDERSTANDING
Click here to answer a question on 


loan disclosures.


Loans are frequently separated on the balance 
sheet into loans and advances to other banks, 
and loans and advances to customers. 


In 2018 the adoption of IFRS9 expected credit loss removed the 
distinction between individual and portfolio allowances.


6







© Adeva Partners 2020


Test Your Understanding


CHOOSE ONE: How is a loan accounted for on the balance sheet of a financial institution?


In general, they are held on the balance sheet at fair value.


In general, they are held on the balance sheet at amortized cost less impairments.


There is no standard accounting for the loan book.


The firm can decide to use level 1, level 2 or level 3 valuations.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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Provisioning/Reserving


Loans must reflect risks to the value of loans by building a reserve (also known as an accumulated provision) against potential loan losses. 


This reserve is built by making a charge to the income 
statement; the accumulated charge should reflect the 
potential loss. The amount of the reserve should be the 
probability weighted difference between the book 
value of the gross loan (the value as it appears on the 
balance sheet) and the net present value of future 
expected cash flows associated with the loan. 


Unlike most reserves or provisions (which would appear 
as a liability), the loan loss reserve is offset directly 
against the gross loan book to reduce the value of the 
loans so that the Net Loan amount is shown on the 
balance sheet. Consequently the amount of net loans 
should reflect the amount the firm expects to recover 
on the portfolio. 


Regulations introduced under IFRS in 2018 (IFRS 9) and US GAAP in 2020 
(CECL) have fundamentally changed the way that financial institutions 
calculate loan loss reserves.  
Previously reserves were made on an incurred loss basis, which were made 
only when loans became impaired.   A criticism of this model was that the 
cyclical nature of banking meant that firms effectively overstated profits 
through most of an economic cycle and then had to recognize a large 
volume of provisions in a downturn.
Under new methodology, firms build provisions gradually against expected 
loss requiring increasing provisions as a loan deteriorates from performing 
to impaired.  
This earlier recognition of impairments can be expected to “smooth” the 
profit impact over an economic cycle, but had an impact upon firm’s capital 
in transition as expected losses were recognized on performing loans.


CLICK HERE FOR MORE DETAIL ON 
EXPECTED VS INCURRED LOSS
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Provisions: Incurred Versus Expected Loss


IFRS previously stipulated that financial institutions should not build provisions until a loss had been “incurred”. From 2018, IFRS 9 
introduced the concept of expected loss provisions.


INCURRED LOSS


When a loan is impaired the firm has incurred a loss. This is 
usually clear because the customer is in default on loan 
terms and conditions e.g. by being overdue on payments. 
Sometimes a loan loss can be incurred but not reported
(IBNR). For example, the customer is not yet in default but 
the firm has good reason to believe a default will occur due 
to economic deterioration (e.g. property price falls).


Under IFRS incurred loss provisions can be either individual
(e.g. against a larger defaulted corporate loan) or collective / 
portfolio (e.g. against a pool of homogeneous consumer 
loans). 


Incurred loss provisions are built against impaired loans. 


EXPECTED LOSS


In theory every loan could go bad and therefore has a certain 
expected loss. This can be predicted based on a firm’s 
expectation for the Probability of default (Pd) and Loss given 
default (LgD). The goal is to encourage firms to build 
provisions prior to when loan defaults occur.


Expected loss provisions are similar to general loan loss 
provisions which are built against all loans. The difference is 
that the calculation will differentiate the provision based on 
the risk profile (Pd * LgD) of the loan.


Expected loss provisions are built against ALL loans. 
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IFRS 9: 3 Stage Classification and Provisioning Model 


The IFRS 9 loan loss reserving methodology requires financial institutions to create expected loss provisions which increase as loan 
performance deteriorates


Stage 1
Performing


Stage 2
Under-Performing


Stage 3
Non-Performing


Baseline or 
“rebuttable” 
assumptions


Significant increase in credit risk 
(SICR) including > 30 days past 


due or rapid deterioration in rating


Including but not 
exclusively > 90 days 


past due


Expected loss using 
“Point in time” 
assumptions *


12 month PD & LGD Lifetime PD & LGD Lifetime PD & LGD


Interest accrual Gross carrying amount Gross carrying amount Net carrying amount


US GAAP requires banks to build higher provisions 
based on lifetime expected loss on ALL loans.
Click here for details.


IFRS 9
Loan Loss 
Reserve


=
Probability 
Weighted 


Difference of:  


Present Value of 
Contractual Cashflows LESS


Present Value 
of Expected 
Cashflows


Increasing provisioning 
requirements based 
upon deterioration of 
loan performance.


Net interest accrual for Impaired loans prudently 
reduces income recognition and also may reduce 
further provisioning requirement immediately prior 
to default.


Lifetime PD and LGD  
Requirements for Stage 
2 & Stage 3 Loans.
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US GAAP: Current Expected Credit Loss Model


Lifetime expected loss provisioning is expected to require larger loan loss allowances for US firms relative to IFRS 9.


US GAAP Current Expected Credit Loss (CECL) (ASU 2016-13) became effective 
from 1st January 2020.


Whilst the principle of providing for expected credit loss is similar to IFRS 9, 
CECL will require all US firms to create allowances for expected credit losses for 
all loans based upon lifetime PD and LGD. 


The method of calculation is slightly different as under US GAAP, certain assets 
are allowed to have zero expected credit loss, whereas under IFRS 9, the 
weighted average method requires that the expected credit loss must be 
greater than zero.


Another significant difference between CECL and IFRS 9 is the treatment of 
debt securities at amortized cost. Under IFRS 9 they are included in the 
expected credit loss model, whereas under CECL any fair value diminution 
below amortized cost is automatically treated as the required impairment loss.


It can be expected that the lifetime expected loss requirements of CECL mean 
that that US firms will hold a higher level of allowances as a % loan balances at 
all points in the economic cycle relative to firms under IFRS 9.  The initial 
adoption of the standard from 2020 will be particularly impactive upon bank 
capital, with a three-year transition period allowed for the standard’s effect upon 
bank regulatory capital. 


CECL Implementation Challenges


• Many firms lack the internal data to 
accurately estimate lifetime losses.


• Impact upon capital during 
implementation could pose challenges in 
the event of an economic downturn.


• CECL will be required to be factored into 
stress-testing methodologies from 2020.   


CECL Advantages
• Loss recognition will be earlier and 


reserving levels are expected to be higher 
than current reserving methods.


• US Banks are generally well-capitalised 
and able to absorb the impact of CECL.


• The strong current performance of the US 
economy, will minimise initial impact.
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Test Your Understanding


TRUE OR FALSE: Use your understanding of the concepts of expected loss and loan loss allowances by answering the following questions 
as true or false?


True False


Compared to incurred loss, expected loss provisioning will 
force financial institutions to recognize losses earlier in the 
economic cycle.


True.


IFRS 9 is likely to cause European financial institutions to 
recognize larger expected losses than the US equivalent 
(current expected credit loss or CECL).


False: The requirement for lifetime PD and 
LGD modelling under CECL is expected to 
require higher standards for US firms.


Under IFRS 9 accrued interest on delinquent loans is treated 
differently when a loan migrates from stage 2 to stage 3.


True: Interest is accrued gross on stage 2 
loans, but only on the net (after allowances) 
when the loan migrates to stage 3.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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92%


7%


1%


Stage 1


Stage 2


Stage 3


Standard Chartered Bank: Expected Loss


Standard Chartered Bank shows that the majority of expected loss is driven by stage 3 impaired loans.  The performing portfolio 
generates relatively little expected loss


9.7%
9.2%


81.1%


Stage 1
Stage 2
Stage 3


Stage 1, 0.1% Stage 2, 1.2%


Stage 3, 58.2%


Total, 0.8%
0.0%


10.0%
20.0%
30.0%
40.0%
50.0%
60.0%
70.0%


Stage 1 Stage 2 Stage 3 Total


EXPECTED LOSS/EXPOSURE


Standard Chartered Bank disclosed its first set of IFRS 9 expected loss 
disclosures as at 31st December 2018.  Stage 2 and 3 exposures totalled 7.8% 
of the portfolio, but contributed 90.3% of expected loss.  Stage 3 (impaired) 
exposures create 81% of expected loss.  


Stage 3 exposures have an expected loss of 58% of exposure, which is 
consistent with coverage ratios measured under the previous IAS 39 standard.


Stage 1 and 2 exposures exhibit much lower expected loss of 0.1% and 1.2% 
respectively. As Stage 1 loans form the bulk of the portfolio, the overall 
portfolio expected loss is only 0.8%  


EXPECTED LOSS ALLOWANCES ($5.4 BILLION)


GROSS CREDIT EXPOSURE ($642 BILLION)
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Example: Standard Chartered Bank Loan Loss Reserve


Under IFRS 9 the firm will annually calculate expected loss.  Changes in the risk of the portfolio will drive changes in provisions with a 
consequent impact upon the income statement


IFRS 9 requires that the firm 
assesses expected loss 
objectively.   Changes in portfolio 
risk through change in exposure, 
stage changes or risk parameters 
will cause the expected loss, and 
therefore provisions to change. 


If expected losses on the 
portfolio reduce (e.g. if loan 
quality has improved), then the 
reduction in expected loss will 
cause a release in provisions 
which show up as a gain (or 
negative expense) in the 
income statement.


Extracted from Standard Chartered Bank’s Annual Report 2018, page 155.


2018
Total $million


IAS 39 allowances  held as at 1 January 5,707
Adjustments due to IFRS 9 1,187
IFRS 9 opening allowances 6,894
Exchange translation differences (335)
Amounts written off (2,075)
Net change in exposures (339)
Net remeasurement from stage changes 526
Changes in risk parameters 778
Allowances as at 31 December 5,449


Standard Chartered Bank


Income Statement Charge 2018
$million


Net change in portfolio risk 965
Recoveries (312)
Net charge to income statement 653


Recoveries do not impact 
allowances as these loans have 
been previously written off.


Closing accumulated provision / 
reserve.


$965M net change in portfolio 
risk.


Opening accumulated provision 
(also known as loan loss reserve 
or allowance) and adjustment for 
IFRS 9.


Write offs (charge offs).
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Write-offs (charge off) and Recoveries


If the firm considers there is little prospect of ever recovering a loan, it may take the decision to write-off the loan.


Extracted from Standard Chartered Bank’s Annual Report 2018, page 155.


TEST YOUR UNDERSTANDING
Click here to answer a questions 


on write-offs and recoveries.


A write-off involves removing the loan from the loan book and also 
removing any associated reserve from the loan loss reserve account. 
If the firm has fully reserved for the loan, then there is no net 
balance sheet impact (loans fall by the same amount as the reserve) 
and no income statement impact (the charge was made in previous 
years). If the loan has only been partially reserved against, the 
balancing amount will be charged to the income statement during 
the year in which the loan is written off as a net remeasurement from 
stage change and/or change in risk parameters.


It is possible that, once a loan has been written off, the firm may still 
recover some money from the customer. Any amounts recovered will 
result in reducing the annual charge against profits that would have 
otherwise been made.


2018
Total $million


IAS 39 allowances  held as at 1 January 5,707
Adjustments due to IFRS 9 1,187
IFRS 9 opening allowances 6,894
Exchange translation differences (335)
Amounts written off (2,075)
Net change in exposures (339)
Net remeasurement from stage changes 526
Changes in risk parameters 778
Allowances as at 31 December 5,449


Standard Chartered Bank
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Test Your Understanding


Extracted from Standard Chartered Bank’s Annual Report 2018, page 155.


2018
Total $million


IAS 39 allowances  held as at 1 January 5,707
Adjustments due to IFRS 9 1,187
IFRS 9 opening allowances 6,894
Exchange translation differences (335)
Amounts written off (2,075)
Net change in exposures (339)
Net remeasurement from stage changes 526
Changes in risk parameters 778
Allowances as at 31 December 5,449


Standard Chartered Bank


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


The write off is a debit (reduction) in the loan loss reserve or 
allowance. What is the double entry or credit?


Write-offs (2,075)


Debit Loan loss reserve (Balance Sheet) 2,075


Credit Impaired loans – included in Gross Loans 
(reduction in balance sheet) 2,075


A loan is written off the gross loan balance as well as the loan loss 
reserve as shown here for Standard Chartered.


Standard Chartered had recoveries of $ 312 million – what do you 
think the accounting entries would be?


Recoveries (312)


Debit Cash (Balance Sheet) 312


Credit Loan loss provision (Income Statement –
reduced expense) 312


A recovery is usually recognized when cash is received and so 
there is a debit (increase) to cash and a credit to the income 
statement. This is usually shown as reduction in the loan loss 
provision, as shown above.


Using the Standard Chartered example below, calculate the 
answers and fill in the tables on the right.
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The table below shows that, although firms in both the US and Europe had fairly similar 
high levels of provisions in 2009, the level of write-offs was much higher in the American 
banks. 


As a rule, American banks tend to be quicker in writing off impaired loans, partially 
reflecting more aggressive foreclosure practices and also the desire to “clean up” the 
balance sheet. When a loan is written off, it is no longer shown in the balance sheet and 
the level of impaired loans declines. Eight years later the American banks report low 
levels of impaired loans but the European banks still show elevated levels.


Write-offs: Impact on Impaired Loans


Financial institutions should build a provision as soon as the loss is identified and write the loan off when they are relatively certain about 
the final loss. 


2009 2017


% Provisions/ 
Average Loans


% Write offs / 
Average Loans


Impaired loans 
% gross loans


JP MORGAN CHASE 2.7 3.3 1.4


CITIGROUP 5.2 4.8 1.1


BARCLAYS 5.2 0.7 3.0


ROYAL BANK OF SCOTLAND 5.1 0.8 2.7


BANCO SANTANDER 3.5 1.4 3.3


However, there are cultural and legal 
differences as to how soon this is done, 
with US firms writing off loans very 
quickly (e.g. within a year or two) and 
firms in other countries waiting until all 
legal channels have been pursued. 
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Test Your Understanding


CHOOSE ONE: A financial institution increases the level of loan write offs. All else being equal, what will happen to the reported level of 
impaired loans on the balance sheet?


No impact. 


Impaired loans will go up.


Impaired loans will go down.


It depends on whether the loans had been reserved against or not.
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Test Your Knowledge


Use the following disclosure from BNP Paribas to answer the questions.


Extracted from BNP Paribas Registration Document 2018, page 216.


* Excludes additional €4,851 million of expected loss allowances vs. stage 1 & 2 Assets


BNP Paribas 31 DECEMBER 2018


Stage 3 Impaired Loans Only


In millions of euros Gross 
value


Expected Loss
Allowance* Net


Collateral 
received


Loans and advances to 
credit institutions 160 (98) 62 132


Loans and advances to 
customers 33,957 (19,335) 14,622 9,633


Debt securities 194 (78) 116 -


Total Stage 3 Loans 34,311 19,511 14,800 9,795


Financing 
commitments given 644 (37) 607 148


Guarantee 
commitments given 1,285 (281) 1,004 250


Off-balance sheet 
doubtful commitments 1,929 (318) 1,611 398


TOTAL 36,240 (19,829) 16,411 10,193


How significant are the Stage 3 expected loss allowances compared 
with the gross value of Stage 3 exposures?


55% (€19,892/ €36,240)


45% (€16,411 / €36,240)


The allowances are 55% of the impaired loans meaning the bank 
expects to lose this amount and recover 45%.


The net impaired loans of €16,411 is only partially covered by collateral 
of €10,163. Is there any other way for the bank to recover this amount?


No, the bank is likely to lose this amount.


Yes, the bank can make recoveries on loans even 
if there is no collateral.


Even on unsecured loans, recoveries might range from 20% - 50% 
(depending on the type of borrower and legal system). The bank also 
expects some borrowers to recover and pay as a going concern.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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Disclosures: Loan Classification – Differing Approaches


Many Regulators (e.g. US) require their firms to monitor loans according to specific categories, such as those shown below. Other 
regulators do not demand this breakdown but expect their firms to monitor loans according to a system of ratings.


Category Summary of US regulatory definitions


CURRENT Loans which are current as to interest and principal.


SPECIAL MENTION / 
WATCH LIST


Potential weaknesses deserving management attention 
which may result in deterioration in future.


SUB-STANDARD
Inadequate protection with well defined weakness and 
inadequate protection from payment capacity or 
collateral. Distinct possibility of loss if not corrected.


DOUBTFUL As above but collection in full is highly questionable and 
improbable based on existing facts.


LOSS
Uncollectible and should be written off. Basically 
worthless even if partial recovery could be possible in 
future.


CRITICISED OR IMPAIRED LOANS


Note this category may include restructured 
loans (or they may be itemised separately).


Note in many countries (e.g. Italy) firms are not allowed or are discouraged from 
writing off uncollectible loans until all legal attempts to recover have been exhausted. 
This leads to higher levels of disclosed impaired loans.
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Balance Sheet – Impairment/Loan Loss Reserves


In some countries, the level of impairment provision is stipulated by the banking regulator, based on the classification of the loan and not 
on the potential loss given default.


This table shows the required level of reserves 
for loans in China based on classification. 


NOTE: 
China requires banks to build a reserve of 1% 
against performing or “pass” loans. This is also 
known as a general loan loss reserve and is 
included below in the collectively assessed
amount. 


Classification Reserve
Pass 1%
Special mention 2%
Sub-standard 25%
Doubtful 50%
Loss 100%


Extracted from Agricultural Bank’s Annual Report 2017, page 212.


As at 31 December 2017
millions RMB


Gross loans and advances 10,720,611 


Allowance for impairment losses
Individually assessed (122,311) 
Collectively assessed (281,989)


Total allowance for impairment losses (404,300) 


Loans and advances to customers, net 10,316,311


Agricultural Bank of China has built substantial 
collective impairment provisions. These reflect 
the regulatory requirement to build general loan 
loss reserves against performing (pass) as well as 
impaired loans. The individually assessed 
amounts reflect specific loan loss reserves on 
individual defaulted loans.


Also known as 
reserve or 
(accumulated) 
provision


AGRICULTURAL BANK OF CHINA
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3.57% (17,622 / 493,367)
1.71%. For the purposes of 
international comparison 
most analysts take > 90 days 
as impaired loans.


1.55% ((3,273 + 4,182 + 180) / 493,367)


0.88% ((4,182 + 180) / 493,367)


Test Your Understanding


Itaú Bank Brazil shows impaired loans according to the number of days overdue, as required in Brazil. Study this extract and answer the 
questions below. When you have captured your answers, hover over the reveal button to see the answers.


When you are ready, 
hover your mouse over 
‘reveal answer’.


Reveal answer


OVERDUE INSTALLMENTS (In millions of R$)
12/31/2017


01-30
Days


31-60
Days


61-90
Days


91-180
Days


181-360
Days


One year
Or more


Total overdue
Instalments


Total gross
Loans


Interest rate of loans to 
customers by maturity
Variable rates 3,139 1,360 1,076 608 543 111 6,837 267,618
Fixed rates 2,409 982 1,021 2,665 3,639 69 10,785 225,749
Total 5,548 2,342 2,097 3,273 4,182 180 17,622 493,367


Extracted from Itau Bank (Brazil) Annual Report 2017, page 154.


If you wanted to compare Itau’s impaired loan ratio (impaired loans % gross loans) with international benchmarks, what would the calculation 
be?
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Classification of Impaired/Non-Performing Loans


Definitions of impaired loans differ substantially from country to country and even from firm to firm. Impaired or non-performing loans are 
included in the Gross Loans figure on the balance sheet with disclosures about them in the footnotes. 


DAYS PAST DUE
E.G. >90 DAYS


INCURRED BUT NOT 
REPORTED (IBNR)


NET PRESENT VALUE OF CASH FLOWS 
< BOOK VALUE OF LOAN


Financial institutions in many 
countries define impaired loans as 
loans which are a certain number of 
days past due.


> 90 days is the typical benchmark 
but this can vary according to the 
type of loan. As this information is 
frequently disclosed, it is often used 
as a basis of comparison.


Provisions must be built when a loss 
is incurred e.g. when amounts 
become overdue or another type of 
default. However, a loan impairment 
could be incurred but not reported if 
a visible default has not yet occurred 
but is very likely to do so in the 
future. A typical example would be a 
property loan where the value has 
fallen significantly but the borrower is 
still paying interest on time.


Under both IFRS and US GAAP a loan can be past due but 
not impaired (IFRS) or past due and accruing (US GAAP). Both 
standards stipulate that a loan is only considered impaired if 
the financial institution expects to recover less than the 
amount loaned i.e. if the net present value of the cash-flows < 
book value of the loan. Therefore, under current accounting 
rules, if the firm expects to recover the amount in full, 
perhaps because of the presence of collateral, the loan does 
not need to be classified as impaired, even if it is past due.


IFRS stipulates that there must be “objective evidence of 
impairment” before building a provision. 


CLASSIFICATION OF PERFORMING 
AND NON-PERFORMING LOANS


Click here to see the EU guidelines. 
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European Standardisation of Asset Quality Definitions


In 2014 the European Central Bank completed an asset quality review of large Eurozone banks in an attempt to standardise definitions 
of impaired and restructured loans. The following table shows the resulting classifications of loans and required disclosures.


PERFORMING
(divided into 3 sub-categories)


Fully performing
Not past due and not at risk


Performing past due < 90 days
1 – 30 days
21 – 60 days
61 – 90 days


Performing but renegotiated
Renegotiated but not qualifying as forbearance*


CURED Exited non-performing status


NON-PERFORMING Past due > 90 days (all exposures to group if non performing amount> 20% exposure)
Also includes existing definitions of DEFAULTED and IMPAIRED loans and securities


Source: EBA FINAL draft implementing technical standard


*FORBEARANCE


Can be performing, non-performing or cured


• Modifications of terms and conditions
• Refinancing
• Other
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Test Your Understanding


CHOOSE ONE: Under what circumstances would a loan be considered impaired under IFRS?


If a loan is past due.


If there is no collateral associated with the loan.


If there is objective evidence of impairment.


If the firm considers a future event may affect the borrower's ability to repay.
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Restructured Loans


Restructuring the terms of a loan can be advantageous for both borrowers and financial institutions. 


After the American housing crisis in 2008, many mortgages were restructured to allow the borrower to repay over a longer period or 
benefit from reduced interest charges.


The chart below shows US data for the troubled debt restructurings over the past few years; the majority of the troubled debt 
restructurings (restructured loans) relate to real estate, primarily residential mortgages. The reduction is due primarily to the recovery in 
the economy and housing market.


BEWARE!


Restructurings are often unsuccessful and loans will 
end up as impaired. Firms may also restructure loans 
in order to avoid or delay recognition of impairments.


According the World Bank: “Restructuring the terms 
of a loan may result in an impaired loan being 
upgraded even though an upgrade might not be 
justified. Without adequate safeguards, the extent of 
impairment could be concealed, since the 
improvement in quality expected from a bank's 
restructuring efforts could be unrealistic or even false. 
Thus, it is worthwhile that regulatory classification 
regimes provide guidance in this regard—particularly 
in countries where banks often reschedule loans.”


164.7


155.9
148.8


141.3


133
128


123.3
119.6


116.6 114.1 111.4 108.5


14Q1 14Q2 14Q3 14Q4 15Q1 15Q2 15Q3 15Q4 16 Q1 16 Q2 16 Q3 16 Q4


Total Restructured Loans (Billions)


Troubled debt restructurings of $108.5 billion are 1.17% of the total gross loans 
made by US banks ($9,305 billion); this compares to a ratio of non-performing 
loans/gross loans of 1.5%.


Source: www.bankregdata.com
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Test Your Knowledge


Match the components of CAMELS to the key performance indicators, by choosing ONE answer from each of the dropdown boxes.


General provision Collective provision 
(IFRS term)


Specific provision Individual provision 
(IFRS term)


Allowance for bad loans Loan Loss Reserve


Troubled debt restructurings Restructured loan


Non performing loan Impaired loan 
(IFRS term)


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Note: Collective and General provisions: these terms 
are often used for similar goals. However, a collective 
provision under IFRS is different from a general loan 
loss provision. IFRS collective provisions are for losses 
which have been incurred whereas general loan loss 
provisions do not have this requirement. 
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Disclosures: Accrual and Non-accrual


Financial institutions recognize interest income on the loans they make in the income statement on an “accruals” rather than cash basis.


Interest income is recognized in the income statement when it is due; if it has not been paid it will show as interest receivable on the 
asset side of the balance sheet until it is paid. If a loan is placed on a “non-accrual” basis the financial institution ceases to recognize the 
interest income.


Under US GAAP, financial firms typically place loans on a non-accrual basis if > 90 days past due, unless there is adequate collateral 
to support expectations of full recovery of interest and principal. 


Under IFRS, firms generally do not place loans on a “non-accrual” basis and therefore will continue to accrue interest on impaired 
loans; however the provisions they make will take into account this uncollected interest. 


Under IFRS 9 the accrued and provisioned interest will only be allowed to be made on net impaired loans


This means that IFRS firms will show higher interest 
income and higher provisions than firms that report 
under US GAAP. The net loan amount on the balance 
sheet will be the same under IFRS and US GAAP after 
deduction of provisions.


CASE STUDY: CITIBANK
Click here to see an example of 


non-accrual loans disclosure.
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Example: Citibank Disclosure of Non-accrual Loans


This excerpt from Citigroup shows the US GAAP breakdown of loans. The non-accrual loans is the closest equivalent of “impaired 
loans” under IFRS.


Corporate Loan Delinquency and Non-Accrual Details at December 31, 2017


In millions of dollars 30-89 days past due 
and accruing (1)


≥ 90 days past due 
and accruing (1)


Total past due 
and accruing


Total non-
accrual (2)


Total current 
(3)


Total Loans 
(4)


Commercial and industrial $249 $13 $262 $1,506 $139,554 $141,322
Financial institutions 93 15 108 92 73,557 73,757
Mortgage and real estate 147 59 206 195 51,563 51,964
Leases 68 8 76 46 1,533 1,655
Other 70 13 83 103 60,145 60,331
Loans at fair value 4,349
Purchased Distressed Loans -
TOTAL $627 $108 $735 $1,942 $326,352 $333,378


(1) Corporate loans that are 90 days past due are generally classified as non-accrual. Corporate loans are considered past due when principal or interest is contractually due but unpaid.
(2) Citi generally does not manage corporate loans on a delinquency basis. Non-accrual loans generally include those loans that are ≥ 90 days past due or those loans for which Citi believes, 
based on actual experience
and a forward-looking assessment of the collectability of the loan in full, that the payment of interest or principal is doubtful.
(3) Corporate loans are past due when principal or interest is contractually due but unpaid. Loans less than 30 days past due are presented as current.
(4) Total loans include loans at fair value, which are not included in the various delinquency columns.


Extracted from Citigroup Annual Report 2017, page 204.


CITIGROUP
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Finance Lease Accounting and IFRS 16 (USA: Accounting Standard 2016-2)


Financial institutions offer leases to their clients in the capacity of lessor and also act as lessee if they lease assets from third parties (e.g. 
premises and IT equipment). Recent changes have impacted the treatment for lessees not lessors.


In the past operating leases were able to be “off balance sheet” for the lessee, as long as they did not benefit from the risks and rewards 
of ownership of the leased asset.  Lease expenses were recognized as expenses in the income statement effectively as “asset rentals”. 


The problem was this this treatment risked under-stating the assets and liabilities of lessees. A new accounting standard (IFRS 16) came 
into effect in 2019 which has impacted some financial institutions, such as banks which rent many of their buildings.


IFRS 16 requires all leases (subject to a USD 5,000 de minimis) to be accounted for by lessees in a manner much more akin to a traditional  
finance lease.  The leased asset must be recognized on the balance sheet and  the lease liabilities recognized at their present value. This 
has impacted the recognition of risk weighted assets for banks and therefore the capital ratio. In the first half on 2019, several large banks 
reported that their capital ratios had fallen due to the requirement to bring operating lease assets onto their balance sheets.


In the lessee’s income statement the lease payment must be broken into three components:


(i) Depreciation of the asset


(ii) Finance costs


(iii) Service costs


All leases are on the balance sheet for the lessor –either as 
a lease receivable (finance lease) or as an operating lease 
asset. Under IFRS 16, leases are now much more likely to 
be classified as a finance lease.


IMPACT OF IFRS 16 ON FINANCE 
AND LEASING COMPANIES


Click here for further discussion. 
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Impact of IFRS 16 on Finance And Leasing Companies


Impacts of IFRS 16
Finance companies are likely to see a reclassification of many operating leases into finance leases under IFRS 16, as the criteria for 
recognizing the degree of risk held by the lessee has been changed.


However there may be less direct impacts upon lease portfolios as the changes will impact cause client balance sheets to grow 
impacting virtually all commonly used accounting ratios such as RoE, gearing and EBITDA.  This may be particularly acute where “big 
ticket” items such as buildings, computer equipment or transport assets have been leased under operating lease assets.  


This may potentially impact  factors such as loan covenants, credit ratings or borrowing costs for clients, which may cause them to 
seek to renegotiate existing contracts and may influence the lease/buy decision for future asset purchases.


One area where IFRS 16 does directly impact finance companies is where they are the lessee in an existing operating lease, for 
example leasing a building.  The new accounting standard requires the building to be bought onto the balance sheet, where for
banks it attracts additional capital requirements.  
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Loans: Key Learning Points


1 Loans are held on the balance sheet at amortized cost less impairments.


2 A loan is considered impaired where there is objective evidence of impairment. Future events should not be considered. > 90 
days overdue is typical, but not exclusive, objective evidence of impairment. 


3 Disclosures on impaired loans may include a breakdown according to status e.g. pass, special mention, sub-standard, non-
performing, loss. Restructured loans should also be disclosed.


4 Under IFRS, interest income on impaired loans continues to be accrued, but under US GAAP impaired loans are placed on a 
non-accrual status.


5 The loan loss reserve (allowance or accumulated provision) is a contra asset (i.e. the reserve is set-off directly against the loan 
portfolio).


6 In order to build the loan loss reserve on the balance sheet, the firm will book an expense, in the form of the loan loss 
provision or charge, through the income statement.


7 When a loan is deemed unlikely to be recovered, the firm will “write off” the loan from the gross loans and the loan loss 
reserve. This results in an improvement in the level of reported impaired loans.
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Loans: Self Test


Answer the following questions by typing your answers in the boxes on the right.


What is the difference between 
gross loans and net loans?


Gross loans is the amount advanced less any 
amortisation. Net loans is after deducting the 
impairment reserve or loan loss allowance.


How do IFRS and US GAAP identify 
when a loan is impaired?


When the expected net present value of the cash flows 
is less than the book value of the loan.


What number of days past due is 
usually considered impaired? 90 days.


Under IFRS 9, when must a loan first 
be provided against using lifetime 
estimates and PD and LGD


A loan must first be provided against using lifetime 
estimates and PD and LGD when it deteriorates to 
stage 2 (significant increase in credit risk).  This ensures 
that significant (if not full provision has already been 
made when the loan becomes impaired (stage 3).


What is expected loss provisioning 
and when will it be introduced 
under IFRS?


Expected loss provisions are built against all loans (not 
just bad loans) based on the probability of default and 
the loss given default. It will be introduced.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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You have now completed this module on


LOANS & RECEIVABLES


You can return to the main course menu by clicking on the home button below.
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Accounting Standards
Accounting Principles
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Using this eWorkbook


This eWorkbook contains interactivity that is best viewed on a computer. If you print this eWorkbook, some elements may not print. 


This eWorkbook contains core learning and extension learning. We recommend using the navigation buttons at the bottom page which 
will guide you through the learning. However, you can use your keyboard or the built-in navigation in your PDF Reader if you prefer.


Return: Click this icon to go back to the last page you visited.


Glossary: Click this icon to go to the glossary.


Key learning points: Click this icon to see the key ideas covered 
in this module.


Menu: Click this icon to go to the content menu for this module.


Home: Click this icon to go back to the main course menu.
Picking up where you left off


When you close this eWorkbook, it won’t 
automatically re-open on the last page you were on. 
However, you can change your preferences to allow 
this. To do this, click the below button. When the 
box appears, click on ‘Documents’ and tick the box 
titled ‘Restore last view when reopening documents’.


Click to change your preferences


Previous: Click this icon to go to the previous page.


Next: Click this icon to go to the next page.
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Contents Menu: Accounting Standards


8


Here are the topics that we will cover in this module. We estimate that this module will take 30 minutes to complete.


You can jump to any of these topics by clicking on the headings below, or by using the bookmarks menu in the PDF reader. 


TOPICS


Challenges of Accounting for Financial Assets and Liabilities 


Financial Statements: What are they?


Types of Accounts 


Overview Accounting Standards


Key Valuation Methodologies 


KEY AIMS


 Identify the different financial statements.
 Differentiate the main accounting 


standards bodies: IFRS and US GAAP.
 recognize differences between statutory, 


GAAP and tax accounts.
 Understand the principles behind 


amortizedcost and fair value accounting.
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LIQUID ASSETS


TRADING ASSETS


LOANS


DEPOSITS


WHOLESALE
FUNDING


EQUITY CAPITAL


Challenges of Accounting for Financial Assets and Liabilities 


Accounting is a judgement call. Financial assets and liabilities can be valued either at fair value or amortized cost and this differs by item.   
Different methodologies can give very different values.


LIQUID ASSETS
Fair value or amortized cost.


DEPOSITS
Typically amortized cost.TRADING ASSETS


Fair value.


9


TRADING 
LIABILITIES


TRADING LIABILITIES
Fair value.


WHOLESALE FUNDING
Mix of amortized cost and 


fair value.


LOANS
Typically amortized cost but 


can be fair value.
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Financial Statements: What are they?


In line with other companies, financial institutions are required to report their performance and financial condition through a variety of 
different financial statements.


• Economic resource that has value in future.
• Can be financial, tangible or intangible.


• Debt or other obligations arising in the course of business 
e.g. deposits, debts, salaries payable, provisions, etc.


• Net assets = Assets – Liabilities.
• Share capital +/- reserves and retained earnings.


ASSETS


LIABILITIES


EQUITY


STATEMENTS OF 
FINANCIAL CONDITION


• Profit or loss for year.


• Equity reserves e.g. securities and property revaluation.
• FX and cash flow hedging.


• Reconciles balance sheet and income statement.


• Retained earnings (income less dividends).
• Share issuance or share buyback.


PROFIT AND LOSS / 
INCOME STATEMENT


COMPREHENSIVE 
INCOME


CASH FLOW


CHANGES IN EQUITY


STATEMENTS OF 
PERFORMANCE
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Types of Accounts: Purpose


Financial accounts are prepared for a number of different purposes and, consequently may result in different assumptions and figures. 


Below you can see the three main types of accounts. Click on each of the account types to read about them in more detail.


SHAREHOLDER ACCOUNTS


STATUTORY / REGULATORY FILING


TAX FILING


Examples of accounting differences:
• Going concern
• Recognition of revenues and expenses
• Scope of consolidation
• Regulatory adjustments


HOW CAN ACCOUNTING POLICIES 
FOR THESE ITEMS DIFFER?
Click here for the main principles.


1


2


3
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Examples: Differing Accounting Principles


Most accounting standards used for shareholder reporting follow broad principles, although the interpretation of some key issues will 
differ. The main principles are as follows:


Principle Example of Impact


GOING CONCERN


– “Fair” not liquidation value of assets.
– Assets will continue to be used and 


therefore their cost should be held on the 
balance sheet unless impaired.


This impacts items such as goodwill (excess of purchase 
price over fair value). Firms are allowed to recognize 
goodwill as an asset and do not need to amortise it unless 
the asset has deteriorated in value.


RECOGNITION OF 
REVENUES


– Revenues are recognized when “realized” 
and “earned” not necessarily when the 
contract is awarded or the cash paid.


This can impact items such as loan origination fees. US 
GAAP and IFRS require the fee to be amortized over the 
life of the loan rather than recognized up front.


RECOGNITION OF 
EXPENSES


– Expenses should be “matched” to the 
related revenue and recognized in the 
same period.


Broker commission paid on long term contracts is a good 
example of this. The commission is usually paid up front 
but the expense is recognized gradually over the life of 
the contract. 


SCOPE OF 
CONSOLIDATION


– Shareholder accounts will reflect the full 
scope of a company’s activities


Statutory accounts are often deconsolidated into 
individual regulated entities


REGULATORY 
ADJUSTMENTS


– True and fair vs prudent view
Statutory accounts may use more conservative valuation 
methods or exclude “ineligible assets”
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Overview Accounting Standards


Most countries have their own set of accounting standards which have been developed over many years to comply with local business, tax 
and regulatory practices. The International Accounting Standards (IAS) committee was established in 1973 to try to achieve international 
convergence. This is a continuing but unfinished project. The two main standards currently used are:


WHAT ARE THE KEY DIFFERENCES 
BETWEEN IFRS AND U.S. GAAP?


Click here to find out more.


IFRS (International Financial Reporting Standards)


120 countries either require or permit the use of IFRS for 
companies. Many countries (e.g. all of EU) require it for listed 
companies but not for private companies.


The standard setter is the International Accounting Standards 
Board (IASB) which is a body made up of advisors from around 
the world (including Europe, US, Japan, China, South Africa, 
Brazil).


U.S. GAAP (Generally Accepted Accounting Principles)


Although US accounting and securities bodies have been 
working on convergence with IFRS since 2002, there are still 
considerable areas of disagreement. Foreign companies are 
allowed to use IFRS when issuing securities in the US, but US 
companies are required to use US GAAP.


The standard setter is FASB (Financial Accounting Standards 
Board).
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Accounting Standards: Key Differences


PRINCIPLES BASED VS. RULES BASED


One of the major differences lies in the conceptual approach: U.S. GAAP is rule-based, whereas IFRS is principle-based.


A principles-based framework permits different interpretations for similar transactions whereas a rules based framework has very
specific guidance.


MAIN AREAS OF DIFFERENCES FOR FINANCIAL INSTITUTIONS


CONSOLIDATION CLASSIFICATION DERIVATIVES IMPAIRMENT PROVISIONS


Focus on control (US GAAP) 
vs. risk reward (IFRS).


US GAAP Classification is 
primarily upon legal form, 


whereas IFRS is based upon 
business models


US GAAP permits deduction 
of netting and cash collateral 


from gross positions; IFRS 
does not.


US GAAP calculates expected 
loss impairment provisions based 


on lifetime losses for all loans. 
For IFRS this is only done for 


loans with heightened credit risk.
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Key Valuation Methodologies 


There are two key accounting methods used for both assets and liabilities. Click on each heading to find out more.


CASE STUDY:
STANDARD CHARTERED BANK


Click here to view an example. 


The decision on which method to use is driven by the 
accounting standard and differs under IFRS and US GAAP. 


In general, it can be said:


Fair value is used for assets and liabilities which might be sold or 
realized prior to maturity. 


Amortized cost is used for assets and liabilities less likely to be 
realized prior to maturity.


As illustrated in the example on the following page, financial 
institutions are required to break down their assets and explain 
which accounting method is used. 


Amortized Cost Fair Value
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Breakdown of Financial Assets by Purpose & Accounting Methodology


ASSETS AT FAIR VALUE


Trading
Derivatives held 


for hedging
Designated at fair value 


through profit or loss
Designated at fair value 


through Other Comp Income
Total Financial 


assets at fair value
Assets held at 
amortized cost Total


Assets $million $million $million $million $million $million $million
Cash and balances at central banks – – – – – 57,511 57,511
Financial assets held at fair value 
through profit or loss


-


Loans and advances to banks 146 – 3,622 – 3,768 - 3,768 
Loans and advances to customers 1,074 – 3,854 – 4,928 - 4,928 
Reverse repurchase agreements and 
other similar secured lending - – 54,769 – 54,769 – 54,769 


Debt securities and other eligible bills 21,246 – 730 – 21,976 - 21,976 
Equity shares 1,347 – 344 – 1,691 – 1,691 
Sub-Total 23,813 – 63,319 – 87,132 - 87,132 
Derivative financial instruments 45,108 513 – – 45,621 – 45,621 
Loans and advances to banks – – – – - 61,414 61,414
Loans and advances to customers – – – – - 256,557 256,557
Reverse repurchase agreements and 
other similar secured lending – – – – - – -


Investment securities - -
Debt securities and other eligible bills – – – 116,335 116,335 9,303 125,638
Equity shares – – – 263 263 – 263
Sub-Total 45,108 513 – 116,598 162,219 327,724 489,943
Other assets – – – – - 32,678 32,678
Assets held for sale 78 – 809 – 887 135 1,022 
Total at 31 December 2018 68,999 513 64,128 116,598 250,238 417,598 667,836


38% assets at fair value; both 
trading and investments.


62% assets at amortized 
cost; mainly loans.


Extracted from Standard Chartered Bank’s 
Annual Report 2018, page 269.


Standard Chartered Bank


Some items must be at fair value (e.g. trading assets), but others can be “designated 
at fair value” at the option of the bank (e.g. loans which might be sold).
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Accounting Principles: Key Learning Points


1 Accounting standards: Financial institutions prepare different accounts using varied assumptions for shareholders, tax 
authorities and regulatory filings. 


2 Principles: The key principles of shareholder accounts are: true and fair view, going concern and matching income and 
expenses. 


3 Policies: The main accounting polices for financial institution assets and liabilities are amortized cost and fair value.
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You have now completed this module on


ACCOUNTING STANDARDS


You can return to the main course menu by clicking on the home button below.
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Derivatives
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Using this eWorkbook


This eWorkbook contains interactivity that is best viewed on a computer. If you print this eWorkbook, some elements may not print. 


This eWorkbook contains core learning and extension learning. We recommend using the navigation buttons at the bottom page which 
will guide you through the learning. However, you can use your keyboard or the built-in navigation in your PDF Reader if you prefer.


Return: Click this icon to go back to the last page you visited.


Glossary: Click this icon to go to the glossary.


Key learning points: Click this icon to see the key ideas covered 
in this module.


Menu: Click this icon to go to the content menu for this module.


Home: Click this icon to go back to the main course menu.
Picking up where you left off


When you close this eWorkbook, it won’t 
automatically re-open on the last page you were on. 
However, you can change your preferences to allow 
this. To do this, click the below button. When the 
box appears, click on ‘Documents’ and tick the box 
titled ‘Restore last view when reopening documents’.


Click to change your preferences


Previous: Click this icon to go to the previous page.


Next: Click this icon to go to the next page.
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Contents Menu: Derivatives


85


Here are the topics that we will cover in this module. We estimate that this module will take 45 minutes to complete.


You can jump to any of these topics by clicking on the headings below, or by using the bookmarks menu in the PDF reader. 


TOPICS


Derivatives on the Balance Sheet 


Credit Valuation Adjustments 


Derivative Risk Mitigations 


Hedge Accounting for Derivatives 


Hedge Versus Trading Derivatives 


KEY AIMS


 Understand in-the-money versus out-of-
the-money transactions


 Understand credit valuation (CVA) and 
other fair value adjustments


 Understand mitigation techniques: central 
clearing, netting and collateral


 Understand hedge accounting
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Derivatives on the Balance Sheet


Derivative transactions will appear on the balance sheet at fair value with any changes in value usually going through the profit and loss 
account (except for certain derivatives accounted for as hedges). 


The notional principal is not on the balance sheet as this full amount is not usually at risk but is used just as a means of calculating the 
cash flows. The notional is, however, disclosed in the footnotes to the accounts.


VALUING A DERIVATIVE


Derivative contracts are usually agreed at the prevailing market price on that day e.g. 
the fixed rate part of an interest rate swap locks in the current market LIBOR (3% in 
the example below). The value of the swap on the day of contract is therefore zero as 
the bank is both paying and receiving 3%. However, if the LIBOR rate moves, to say 
2%, the bank is receiving 3% and paying 2%. This gain must be reflected in the 
income statement.


IN-THE-MONEY & OUT-OF-THE-MONEY


Derivative contracts where the bank is 
making money are known as "in-the-money" 
transactions. On the balance sheet, in-the-
money transactions appear on the ASSET
side of the balance sheet. 


A derivative contract where the bank is 
losing money is called an "out-of-the-
money" transaction. Out-of-the-money 
transactions appear on the LIABILITIES side 
of the balance sheet.


This diagram shows an example of an interest rate swap that a customer has used 
to lock in a fixed interest rate on a loan.


$10 million loan


LIBOR + margin 


3% Fixed rate


LIBOR


BANK CUSTOMER BANK


Floating rate loan Interest rate swap 


CASE STUDY:
STANDARD CHARTERED BANK


Click here to view an example. 
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Extracted from the footnotes in Standard Chartered Bank’s Annual Report 2017, page 246.


Example: Standard Chartered Derivatives


2017
Notional 
principal 
amounts


Assets Liabilities


Total derivatives US$m US$m US$m


Foreign exchange derivative contracts:


Forward foreign exchange contracts 1,825,488 18,905 19,702
Currency swaps and options 1,211,332 16,850 16,537
Exchange traded futures and options 100 – –


3,036,920 35,755 36,239
Interest rate derivative contracts:
Swaps 2,831,025 8,603 8,414
Forward rate agreements and options 153,697 1,351 1,364
Exchange traded futures and options 637,883 120 100


3,622,605 10,074 9,878
Credit derivative contracts 34,772 249 873
Equity and stock index options 2,520 39 150
Commodity derivative contracts 74,133 914 961
Total derivatives 6,770,950 47,031 48,101


in-the-
money


out-the-
money


2017
US$m


Assets
Cash and balances at central banks 58,864
Financial assets held at fair value through profit or loss 27,564
Derivative financial instruments 47,031
Loans and advances to banks 57,494
Loans and advances to customers 248,707
Investment securities 54,275
Other assets 117,025
Current tax assets 33,490
Prepayments and accrued income 491
Interests in associates and joint ventures 2,307
Goodwill and intangible assets 2,307
Property, plant and equipment 5,013
Deferred tax assets 7,211
Assets classified as held for sale 1,177
Total assets 663,501


Liabilities
Deposits by banks 30,945
Customer accounts 370,509
Repurchase agreements and other similar 39,783
Financial liabilities held at fair value through profit and loss 16,633
Derivative financial instruments 48,101
Debt securities in issue 46,379
Other liabilities 35,257
Current tax liabilities 376
Accruals and deferred income 5,493
Subordinated liabilities and other borrowed 17,176
Deferred tax liabilities 404
Provisions for liabilities and charges 183
Retirement benefit obligations 455
Total liabilities 611,694


Notional principal is not on the balance sheet – only the fair value.


Extracted from the Balance Sheet: Standard Chartered Bank’s Annual Report 2017, 
page 202.
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Credit Valuation Adjustments and Other Fair Value Adjustments


When valuing derivatives in the balance sheet at fair value, financial institutions have to adjust both for movements in underlying prices 
(e.g. FX) and other changes to the fair value. The table below shows a number of risk and model related fair value adjustments.


Credit valuation adjustments (CVA) arise from the market’s 
perception of changes in the creditworthiness of counterparties 
e.g. if the counterparty is downgraded the value of the contract 
will fall.


Debit valuation adjustments (DVA) arise from the market’s 
perception of changes in the financial institution’s own 
creditworthiness.


Funding valuation adjustments (FVA) are an adjustment to reflect 
the funding cost of collateralizing an out of the money 
derivative position.


Amount deducted from in the money derivative assets on the 
balance sheet to reflect non price related fair value adjustments.


HSBC 2017 2016
US$m US$m


Type of adjustment
Risk-related 1,078 1,131


– bid-offer 413 416
– uncertainty 91 87
– credit valuation adjustment 420 633
– debit valuation adjustment (82) (437)
– funding fair value adjustment 233 429
– other 3 3


Model-related 92 14
– model limitation 92 14
– other – –


Inception profit (Day 1 P&L reserves) 106 99
At 31 December 1,276 1,244


Extracted from HSBC’s Annual Report 2017, page 209.
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Derivative Risk Mitigations


Amounts owing between parties on derivatives contracts can be very significant and volatile and so the financial institutions usually 
reduce the risk using a variety of mitigations as shown below:


CENTRAL CLEARING


This is a process whereby both parties to an over the counter 
transaction assign the transaction to a third party Central 
Clearing Party (CCP) e.g. CME (Chicago Mercantile Exchange –
CME or LCH Clearnet). The CCP then arranges the clearing and 
settlement of the transaction and collects collateral from both 
sides. The effect of central clearing is that a type of payment 
netting is achieved.


PAYMENT NETTING 


Payment netting is a type of set-off. It is used in the normal 
course of business to offset cash flows between two parties on 
a given day in a given currency into a single net payable or 
receivable; payment netting is essentially the same as set-off. 


CLOSE-OUT NETTING 


Close-out netting is used only on default and leads to the 
termination of the contract and subsequent combining of 
positive and negative replacement values into a single net 
payable or receivable. 


CASH COLLATERAL 


Cash collateral is used on many over the counter derivative 
transactions. The collateral can both be upfront or initial margin 
(less frequent) or variation margin (used nearly always between 
financial institutions). Under variation margin the party which is 
in the money posts collateral to the other party to cover the 
outstanding amount owed.


SECURITIES COLLATERAL 


Securities collateral has the same purpose as cash collateral but 
involves the posting of securities as collateral.


HEDGE


Financial institutions can hedge counterparty credit risk using 
credit derivatives, although this tends to only be done by the 
large derivatives players as a way of mitigating their 
counterparty risk and reducing capital requirements.
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Test Your Understanding


CHOOSE ONE: Which of the following best describes the valuation technique(s) applied to derivatives in the balance sheet of a financial 
firm?


Fair value.


All derivatives are valued in the 
balance sheet at fair value after 
applicable deductions  such as 
CVA, DVA and FVA.


Notional principal. 


Fair value for trading derivatives, amortized cost for hedging derivatives.


Fair value but after applicable deductions such as CVA, DVA and FVA?
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Accounting for Derivative Risk Mitigations


IFRS and US GAAP have very different policies for the recognition of derivative risk mitigations in the balance sheet. 


Total derivatives $386,301
Cash collateral paid $ 7,541
Less: Netting agreements (306,401)
Less: Netting cash collateral received (37,506)
Net receivables / payables included on 
the Consolidated Balance Sheet $ 49,935


US GAAP permits the bank to deduct both cash collateral received 
and the netting from the balance sheet.


Fair value of in the money derivatives including cleared transactions.


Includes approx. $126 billion of centrally cleared transactions.


If Citi reported under IFRS, the derivative asset would be approx. 
$ 386 billion (gross exposure).


Extracted from Citigroup’s Annual Report 2017, page 238.


2017 Gross IFRS offset Balance sheet
Effect of master 


netting and similar 
arrangements


Cash collateral Other financial 
collateral


Net amount after 
the effect of netting 
arrangements and 
related collateral


£m £m £m £m £m £m £m
Assets
Derivatives 175,670 (17,088) 158,582 (128,287) (20,311) (5,850) 4,134


IFRS permits the bank to deduct central clearing and payment netting 
(shown here as IFRS offset) but NOT cash collateral received and close 
out netting. NOTE: In calculations of capital, IFRS firms are given credit 
for netting and cash collateral in the same way as US GAAP firms.


If RBS reported under US GAAP, the derivative asset 
would be approx. £ 10 billion (4.13+5.85).


Extracted from Royal Bank of Scotland’s Annual Report 2017, page 278.


CITIGROUP


ROYAL BANK OF SCOTLAND
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When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer


Test Your Understanding


CHOOSE ONE: If a US financial firm under US GAAP and a European competitor adopting IFRS had identical portfolios of derivatives, 
with the same clearing, close-out and collateral arrangements, which one would have the largest derivative assets on its balance sheet?


They would be the same.


The firm adopting US GAAP.


The firm adopting IFRS.
Only payment netting is deducted 
under IFRS, whereas US GAAP 
allows the deduction of payment 
netting, close-out netting and cash 
collateral. Therefore one would 
expect the derivative assets to be 
larger in the IFRS firm.


Derivatives are off balance sheet items and therefore there would be no 
impact upon the balance sheet of either.
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Hedge Accounting for Derivatives


US GAAP and IFRS both recognize three types of hedge for accounting purposes. 


Hedge accounting treatment can be 
advantageous as it permits the financial 
institution to offset the movements on the 
derivatives against the underlying item. 


It also permits the firm to delay 
recognition of gains or losses on the 
derivative until any gains or losses on the 
hedged item are recognized.


Under IFRS9, hedge accounting treatment has the following requirements: 


– Be executed using a range of permitted hedging instruments
– The hedge must consistent with the risk management strategy of the firm
– Demonstrate an economic relationship between the hedge and the underlying item.


Derivatives which do not qualify for hedge accounting must be shown as trading derivatives 
with the gain or loss (both realized and unrealized) recognized in the profit and loss.


Type of hedge Examples Realized gain and loss Unrealized gain and loss


CASH FLOW HEDGE


• Floating rate assets and liabilities 
(e.g. receivables, investments)


• Highly probably forecast sales 
and purchases


• Profit and loss 
• Set off against underlying 


exposure


• Other comprehensive income 
– cash flow hedging reserve


FAIR VALUE HEDGE


• Fixed rate investments and 
liabilities (e.g. holdings in fixed 
rate bonds


• Firm commitments to buy or sell 


• Profit and loss 
• Set off against underlying 


exposure


• Profit and loss 
• Set off against underlying 


exposure


NET INVESTMENT HEDGE
• Net assets of foreign subsidiaries • Profit and loss • Other comprehensive income 


– Net investment in foreign 
subsidiaries
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Hedge Versus Trading Derivatives


Many derivative transactions entered into by financial institutions are for risk management purposes but are not necessarily eligible for 
hedge accounting treatment.


STANDARD BANK SOUTH AFRICA Fair value of 
assets Rm


Fair value of 
liabilities RM


Total derivative (liabilities)/ assets held-for-trading 74,546 (74,317)


Derivatives held-for-hedging


Derivatives designated as fair value hedges


Interest rate swaps 767 (1,327)


Derivatives designated as cash flow hedges 297 (1,252)


Total derivative assets/ (liabilities) held-for-hedging 1,064 (2,579)


Total derivative (liabilities)/assets 75,610 (76,896)


Interest rate swaps used to hedge 
variable future cash flows on loans and 
deposits.


Hedge derivatives are small relative to 
trading derivatives as this will NOT 
include portfolio hedges or derivative 
transactions used to “lay off” exposures 
to customers.


Trading derivatives include both market 
making and customer transactions as 
well as hedges against a whole portfolio 
or assets or liabilities which do not 
qualify for hedge treatment.


Extracted from Standard Bank’s Annual Financial Statements 2017, pages 36-37.
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Derivatives: Key Learning Points


1
Derivatives: Are valued at fair value through the profit and loss (unless treated as a hedge). Notional principal is not on the 
balance sheet but disclosed in the footnotes. In the money derivatives where the counterparty owes money to the financial 
institution are shown as an asset; out of the money derivatives where the firm owes money are shown as a liability. The asset
is stated net of credit valuation adjustments (CVA) to reflect any movement in the credit standing of the counterparty. The 
liability is stated net of debit valuation adjustments (DVA) reflecting the firm’s own credit standing.


2
In the money derivatives where the counterparty owes money to the firm are shown as an asset; out of the money derivatives 
where the firm owes money are shown as a liability. The asset is stated net of credit valuation adjustments (CVA) to reflect any 
movement in the credit standing of the counterparty. The liability is stated net of debit valuation adjustments (DVA) reflecting
the firm’s own credit standing.


3
Netting and collateral: US GAAP permits firms to deduct close out netting and cash collateral from derivative positions on 
balance sheet and so balances are much lower than for firms reporting under IFRS, In both regimes firms are allowed to 
deduct centrally cleared derivatives or where a payment netting agreement is in place.


4
Hedge derivatives: There are three types of hedge derivative – fair value, cashflow and net investment hedge and these 
permit the firm to match gains and losses on the derivative against the underlying. The requirements to have a derivative 
designated a hedge are quite onerous and many firms include portfolio and other hedges within trading assets and 
liabilities.
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Derivatives: Self Test


Answer the following questions by typing your answers in the boxes on the right.


96


How are derivatives reflected on the 
balance sheet? What does the asset 
represent and where is notional 
principal shown?


Derivatives are shown at fair value on the balance 
sheet less valuation adjustments such as CVA/DVA. 
The asset is the fair value of all positions where the 
firm is in the money. The notional principal is not on 
the balance sheet but usually disclosed in the notes.


What is CVA and DVA and where are 
they reflected in the accounts?


CVA is a credit valuation adjustment reflecting 
changes in the credit standing of counterparties who 
owe money to the firm. It is deducted from the 
derivative asset and any gain or loss reflected in the 
P&L. DVA is a debit valuation adjustment on the 
bank’s own derivative liability with gains and losses 
similarly reflected in the P&L.


What is the difference between US 
GAAP and IFRS treatment of netting 
and collateral and how does this 
impact balance sheet size?


US GAAP allows deduction of close out netting and 
cash collateral but IFRS does not, meaning IFRS 
firms with significant derivative activities have 
significantly larger balance sheets.


What are the three types of derivative 
hedge? Fair value, cash flow and net investment.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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You have now completed this module on


DERIVATIVES


You can return to the main course menu by clicking on the home button below.
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Consolidation
Accounting Principles


981







© Adeva Partners 2020


Using this eWorkbook


This eWorkbook contains interactivity that is best viewed on a computer. If you print this eWorkbook, some elements may not print. 


This eWorkbook contains core learning and extension learning. We recommend using the navigation buttons at the bottom page which 
will guide you through the learning. However, you can use your keyboard or the built-in navigation in your PDF Reader if you prefer.


Return: Click this icon to go back to the last page you visited.


Glossary: Click this icon to go to the glossary.


Key learning points: Click this icon to see the key ideas covered 
in this module.


Menu: Click this icon to go to the content menu for this module.


Home: Click this icon to go back to the main course menu.
Picking up where you left off


When you close this eWorkbook, it won’t 
automatically re-open on the last page you were on. 
However, you can change your preferences to allow 
this. To do this, click the below button. When the 
box appears, click on ‘Documents’ and tick the box 
titled ‘Restore last view when reopening documents’.


Click to change your preferences


Previous: Click this icon to go to the previous page.


Next: Click this icon to go to the next page.
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Contents Menu: Consolidation


100


Here are the topics that we will cover in this module. We estimate that this module will take 30 minutes to complete.


You can jump to any of these topics by clicking on the headings below, or by using the bookmarks menu in the PDF reader. 


TOPICS


Accounting Consolidation


Non-Controlling Interests


Intangible Assets


Goodwill/Badwill


KEY AIMS


 Understand how holdings in a financial 
institution’s subsidiaries and affiliates are 
reflected in the consolidated accounts.


 Recognize how IFRS and US GAAP 
determine consolidation requirements.


 Identify non-controlling interests.
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Accounting Consolidation


The consolidated accounts of a financial institution group typically include the holding company (which may be a pure holdco or an 
operating company), banking subsidiaries, any sister companies and investments. Accounting practices stipulate the way in which various 
companies should be incorporated into the consolidated figures. The following classifications are typical:


% interest Description Accounting method


INVESTMENT 0% - 20% The firm owns a small stake in a third 
party.


amortized cost or fair value (based on 
purpose).


ASSOCIATE OR 
AFFILIATE 20% - 49.9% Significant but not controlling interest in 


securities of an affiliated company.
Cost +/- share of profits or losses of 
affiliate.


JOINT VENTURE 50% Equal ownership and control. Proportional consolidation.


SUBSIDIARY > / = 50% Majority ownership and control. Full consolidation of assets and 
liabilities.


NON-CONTROLLING / 
MINORITY INTEREST > 50% < 100% Third party investors own a minority 


stake in one of the firm’s subsidiaries.
Cost +/- share of profits of losses owed 
to non controlling interest investors.


Note: IFRS focuses on economic interest (e.g. share of risk and reward) 
in determining % interest whereas US GAAP focuses more on “control”. CASE STUDY: HSBC


Click here to view an example of 
investments in associates. 
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Extracted from HSBC’s Annual Report 2017, page 221.


Example: HSBC Investments in Associates


HSBC ASSETS 2017 
US$m


Cash and balances at central banks 180,624
Items in the course of collection from other banks 6,628
Hong Kong Government certificates of indebtedness 34,186
Trading assets 287,995
Financial assets designated at fair value 29,464
Derivatives 219,818
Loans and advances to banks 90,393
Loans and advances to customers 962,964
Reverse repurchase agreements – non-trading 201,553
Financial investments 389,076
Prepayments, accrued income and other assets 67,191
Current tax assets 1,006
Interests in associates and joint ventures 22,744
Goodwill and intangible assets 23,453
Deferred tax assets 4,676
Total assets at 31 December 2,521,771


PRINCIPAL ASSOCIATES OF HSBC 2017
Carrying amount 


US$m
Fair Value 


US$m
Listed


Bank of Communications Co., Limited 18,057 10,491
The Saudi British Bank 3,618 4,320


At 31 December 21,675 14,811


Extracted from HSBC’s Annual Report 2017, page 178.


Financial investments are primarily 
Government bonds held as available for 
sale or as held to maturity


Note: $21,675m is included in the 
balance sheet total of $22,744m


Note: Fair value is known as these 
associates are listed on the Stock Market.


Also known as book value.
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CASE STUDY: HSBC
Click here to view an example of 


non-controlling interests.


Non-Controlling Interests (Minority Interests)


Non-controlling interests represent the third party, minority shareholders in a subsidiary. They arise on consolidation when a financial 
institution owns more than 50% and less than 100% of a subsidiary. 


30 20


10


Assets
94+6


Liabilities
80


Equity 20
6


Firm A


Firm B


94
80


2030


20


4


40% of Firm B 
shown as Non-
controlling interest 
liability.


100% of B’s assets 
and liabilities 
added but not 
equity; investment 
eliminated on 
consolidation.


UNCONSOLIDATED CONSOLIDATED Non-controlling interests are considered to 
be “capital” in the consolidated statement, 
however they are of lower quality than 
ordinary capital as they are not controlled by 
the parent and not available to other parts of 
the group (other than when surplus capital is 
up-streamed as a dividend).


60% stake in Bank B shown as 
investment.
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Extracted from HSBC’s Annual Report 2017, page 240.


Example: HSBC Non-Controlling Interests


Extracted from HSBC’s Annual Report 2017, page 178.


• Primarily other shareholders in Hang 
Seng financial institution.


• Equivalent to c. 5% of HSBC’s equity.


Note: Non controlling interests can arise 
as a result of holding either common 
(ordinary) and / or preferred (preference) 
share capital


Equity 2017 2016


Called up share capital 10,160 10,096
Share premium account 10,177 12,619
Other equity instruments 22,250 17,110
Other reserves 7,664 (1,234)
Retained earnings 139,999 136,795
Total shareholders’ equity 190,250 175,386
Non-controlling interests 7,621 7,192
Total equity at 31 December 197,871 182,578
Total liabilities and equity at 31 December 2,521,771 2,374,986


HSBC


Non-controlling interests 2017 2016


Non-controlling interests attributable to 
holders of ordinary shares in subsidiaries 7,621 6,932


Preferred securities issued by subsidiaries – 260
At 31 December 7,621 7,192


HSBC
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Test Your Knowledge


Matching the following accounting methods to the descriptions. Note one accounting method is shown twice.


105


Name % interest Description


Investment held 
for sale 0%-20%


Investment held for liquidity or 
investment purposes which may be 
sold prior to maturity.


Fair value with gains 
and losses through 
equity reserves.


Investment held 
for trading 0%-20% Investment held for short term profit. Fair value with gains 


and losses through P&L.


Investment held 
to maturity 0%-20% Investment intended to be held to 


maturity. Amortized cost.


Associate or 
affiliate


20%-
49.9%


Significant but not controlling interest 
in securities of an affiliated company.


Cost +/- share of profits 
or losses.


Joint venture 50% Equal ownership and control. Proportional 
consolidation.


Subsidiary > / = 50% Majority ownership and control. Full consolidation.


Non-controlling 
interest


> 50% 
< 100%


Third party investors own a minority 
stake in one of your subsidiaries.


Cost +/- share of profits 
of losses.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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Intangible Assets


Intangible assets are assets which are acquired (e.g. goodwill) or created (e.g. software) but whose useful economic life may extend over 
several years.


Under IFRS 3, goodwill is not amortized but is 
subject to annual impairment review. Other 
classes of intangible asset (such as internally 
developed software) are typically amortized to a 
fixed time horizon (e.g. 5 years) as well as being 
subject to an annual impairment review 


The principal of valuation of intangible assets is 
at fair value.  For most businesses or business 
units, this is a hypothetic approach conducted 
annually as part of an impairment review, to 
establish its value.    If this annual value if less 
than the carrying value then the asset is said be 
“impaired” and its value written down through 
the income statement.


MONETARY 
(OR FINANCIAL) 


ASSETS


TANGIBLE ASSETS


INTANGIBLE ASSETS


LIABILITIES


EQUITY CAPITAL


TYPES OF ASSET


INTANGIBLES


TANGIBLE EQUITY


Regulators typically 
do not recognize 
intangible assets as 
assets which are 
eligible to cover 
liabilities. Capital 
ratios are thus 
typically calculated 
based on tangible 
equity. 
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Goodwill / Badwill


Goodwill  must be shown at fair value in the financial statements 
and is subject to an annual impairment review to ensure it is not 
over-valued.  Large-scale mergers and acquisitions can lead to 
significant valuation risks for goodwill


DO NOT UPDATE DATA ON THIS SLIDE


Goodwill is typically the most significant intangible asset for 
financial firms arising as a result of mergers and acquisitions. 
Goodwill consists of any payment in excess of fair value for a 
company’s net assets. This might arise due to franchise, brand, 
customer relationships or expected synergies.  


Badwill arises if a company pays less than fair value for the net 
assets of a company in an acquisition. This can arise if the 
acquired company is trading at below book value, like many 
banks since the financial crisis. The acquiror is permitted to 
recognize a credit to its equity capital in respect of the gain it 
has made in acquiring the assets below fair value. The 
accountant must, however, test that the value of the net assets 
has been fairly assessed.


Goodwill £m
Cost:
At 1 January 2008 42,953
Transfers to disposal groups (3,692)
Currency translation and other adjustments 8,905
Acquisition of subsidiaries 524
Additions —
Disposal of subsidiaries (3,066)
Disposals and write-off of fully amortized assets —
At 31 December 2008 45,624


Accumulated amortization and impairment:
At 1 January 2008 —
Transfer to disposal groups —
Currency translation and other adjustments —
Disposals and write-off of fully amortized assets —
Charge for the year —
Write down of goodwill and other intangible assets 30,062
At 31 December 2008 30,062
Net book value at 31 December 2008 15,562


Royal Bank of Scotland 2008
RBS had acquired Dutch Bank ABN Amro less than two years 
previously, but was forced to write down goodwill by £15 billion due 
to an impairment review.  This led to the failure of RBS and a £45 
billion government equity injection to cover this and other losses.


GBP 30 
billion 
goodwill 
write-down 
on ABN 
AMRO 
acquisition 
and other 
group 
investments 
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Consolidation: Key Learning Points


1 Investments and subsidiaries are consolidated according to the interest held by the parent. 


2 IFRS vs US GAAP: When deciding whether to consolidate an investment (e.g. in a special purpose vehicle or associated 
company) IFRS focuses on economic interest whereas US GAAP focuses on control. 


3
Non-controlling interests: Non-controlling interests (also known as minority interests) consists of capital from other investors 
in a firm’s consolidated subsidiaries. This capital is considered part of the group’s equity capital but it may not receive full
credit in the capital ratios as the capital is not transferrable.


4
Intangible assets: intangible assets can include software and licenses which are amortized over their useful life and goodwill 
which is not amortized, but tested annually for impairment. If an acquiror is deemed to have over-paid for an acquisition the 
goodwill is written off.


5
Goodwill arises when an acquiror pays more than the value of the net assets for the acquiree. This could relate to brand, 
customer relationships, other franchise elements or potential synergies. Badwill arises if an acquisition is made at less than 
the fair value and can give rise to an instant profit for the acquirer.
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Consolidation: Self Test


Answer the following questions by typing your answers in the boxes on the right.


109


Consolidation
What are non-controlling interests and 
where do they show on the balance 
sheet?


Stakes held by third party investors in a consolidated 
subsidiary of the firm. They are shown as part of the 
equity capital of the firm.


Goodwill 
How does goodwill arise and how is it 
reflected on the balance sheet?


Goodwill arises on acquisition if the acquirer pays 
more than fair value for the net assets e.g. due to 
franchise. It is accounted for at fair value, not 
amortized but impaired if necessary.


Tangible equity
What is tangible equity and how is it 
used in capital regulations?


Tangible equity is equity capital less intangible 
assets. Most regulators base the permitted capital 
on tangible equity as they do not want to rely on 
intangible assets to pay back creditors.


When you are ready, hover your 
mouse over ‘reveal answer’. Reveal answer
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You have now completed this module on


CONSOLIDATION


You can return to the main course menu by clicking on the home button below.
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