4.8 Further Analysis

Further analysis of Bank of America examines the income statement and balance sheet. For
the income statement interest income, interest expenses, and their effect on net interest income
are important factors that influence Bank of America’s revenues. Provision for loan losses is also
a key line item to examine on the income statement. The balance sheet items of focus are
investment securities, loans, total assets, and total deposits. These line items will help illustrate

the impact systemic risk had on Bank of America through the 17-year period.
4.8.1 Bank of America’s Income Statement

The main goal of any business no matter the industry is to make a profit. A necessary top line
item to calculate profit is revenue. If revenues do not exceed expenses, then that company will
not be successful. Revenue is reported on the Income Statement. The income statement in short
is a financial statement that tells the story of a company’s financial performance over a period
time, usually fiscal year or quarterly. Bank of America’s revenues throughout the study increase
from about $67 billion to around $84 billion over the course of 11 years. This clearly shows the
magnitude and relevance that banks have in our society following the financial crisis. It is
interesting to see a decline in revenues throughout 2006, but then revenues increase throughout
the financial crisis period and don’t take decline again until 2010. It seems out of the ordinary for
a bank to have increasing revenues during a time of crisis, so | evaluated the income statement.
Interest income, a major source of revenue for banks, peaks in 2008 at close to $87 billion
dollars. In the last year of the study interest income is approximately $57 billion. While interest
income has decreased since the financial crisis, you cannot look at interest income without also
observing interest expense. The combination of the two give us net interest income. Due to
monetary policy and quantitative easing impacting interest rates, interest expense decreased at a
faster rate than interest income. This resulted in net interest income peaking at $51 billion in
2010, and never experiencing much deterioration in 2007 or 2008 despite the highly systemic
environment. Provision for loan losses is another important line item for revenues. Between 2008
and 2009 the provision for loan losses increased 357% or close to $38 billion, this is a direct
result of the financial crisis. Provision for loan losses then peak in 2009 and slowly decreased as
default rates went down in the post crisis environment. Graphs below evaluate revenues, net

interest margin, non-interest expense, and earnings before income taxes.
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<Insert Figure 9 Figure 10 and Figure 11 here.>
4.8.2 Bank of America’s Balance Sheet

The balance sheet is a snapshot of bank’s assets, liabilities, and stockholders’ equity at a
certain point in time. After analyzing Bank of America’s balance sheet, some observations on
investment securities, loans, total assets, and total deposits, immediately stand out. First off,
investment securities experience a lot of growth. As a percentage of total assets, investment
securities grow from 25% in 2006 to 35% in 2017. Total assets grow from 2006 to 2017 but,
investment securities grow at faster rate. If you index the first year of the study to the last
investment securities grow 748% over the 11-year time period. A lot of the growth has to do with
the changing regulatory environment during this study. Net loans peaked at 50% of total assets in
2008 and have since then declined. Loan growth indexed from the 2006 only experienced 33%
growth, which is vastly lower than investment securities. Regulation forced banks to have a
stricter loan practice in order to limit risk, so banks have focused a lot more on investment
securities in the post financial crisis period. This is just one-way systemic risk influenced asset
activity. Total deposits which is a major liability for banks grows from $693 billion to $1.309
trillion as Bank of America has an increasing presence in the market. Capital structure which is
shown in the graph below does not change from 2006 to 2017. Banks tend to be highly levered

so it is normal to see very high debt with little equity.
5. Conclusion

A key takeaway from this study is that currently there is no single way to measure and
quantify systemic risk of a particular banking network. Traditional measures are one method to
observe systemic risk. Market-based measures are another method and have the advantage of

using more data points not limited to normal quarterly financial reporting.

However, there are outside forces that must be taken into account when measuring systemic
risk. Take monetary policy for example. The accommodative interest rate policy kept interest
rates low and caused a decline in Net Interest Margin for Bank of America throughout the 17-
year study. Also, regarding the capital adequacy ratio, during the financial crisis normally there

would be a decline, but it actually increased due to bank bailouts.
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Lastly, systemic risk is a reminder that banking institutions and networks are complex.
Finance is an industry that is often disrupted. As globalization and financial innovation continues
through technological advances it will be interesting to see if we are able to better identify and

measure systemic risk in a way that will minimize or possibly predict financial crises.
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Figure 1. Total Assets. This figure shows Bank of America’s total assets from 2006 to 2017 on

an annualized basis.

Nonperforming Loans as a % of Total Assets
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Figure 2. Nonperforming loans as a % of Total Assets. This figure shows nonperforming loans as
a percentage of total assets from 2006 to 2017 on an annualized basis.
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Balance Sheet
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Figure 12. Balance Sheet. This figure shows a comparison of total assets, total liabilities, and

total equity for Bank of America from 2006 to 2017.
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