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WEEK ONE EXERCISE

-ANSWER KEY-

Exemplar Bank reports that it holds $70 billion in (one-year) loans, $20 billion in Marketable Securities, and $10 billion in cash and Federal Reserve deposits.  On the liability side of its accounts, it reports $95 billion in customer deposits.

1. Assuming the bank has no enterprise intangibles or nondeposit liabilities, construct the bank’s balance sheet and find the bank’s net worth position.

	Assets
	Liabilities

	Loans __70__
	Customer deposits __95__

	Other assets __30__
	Shareholder Net Worth __5__


2. What would the balance sheet look like if the bank allocated one percent of loan balances to an appropriate “Reserve for Loan Losses” and entered this reserve as a “contra-asset”?

	Loans __70__
	Customer deposits _95__

	(Reserve for Loan Losses _.7__)
	

	Other assets __30__
	Shareholder Net Worth __4.3__


Query: Why isn’t NW = 5? Because to establish the reserve for loan losses as a “contra-asset,” $.7B is “charged off” against the book value of the loans. 
3. Using the Part 1 balance sheet that inflates NW, construct the bank’s projected annual income statement from balance sheet No. 1, using the following interest–rate assumptions:

a. The average contract interest rate on the bank’s loans is 8 percent per annum.  (Be sure to account for the projected default rate of 1 percent).

b. The average coupon interest rate on the bank’s marketable securities is 6.5 percent per annum.

c. The average explicit interest rate paid on the bank’s deposits is 6 percent per annum.

Revenues 


Loans
 
5.6


Anticipated Chargeoffs  - .7(1.08) “opportunity loss”

Securities
_1.3_

Costs


Deposits
_5.7__

Net Income 
_.444_

Note: Here “chargeoffs” are treated as a “contra-revenue” to be booked against the loan revenues from maturing loans. 
4. How would Projected Costs and Net Income change if an implicit interest rate of 1 percent applies to deposits?

Costs

_6.65_

Net Income 
_-.506_

5.  The .7 would have to be written off loan value and net worth immediately.  Therefore, projected  Loan Revenue = (69.3)(.08)=5.544.

