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Question 2 

Suppose a bank wants to protect the value of its loan to a telecom firm by taking an appropriate position in a total-return swap on a reference security issued by a different firm in the same industry.  [N.B. Although the bank is literally “protecting” a portfolio position, within the confines of the swap it shorts the total return, (TR) on the reference bond.]  Describe the obligations that counterparties would exchange at yearend on a one-year total-return swap that is priced at a spread of 3% over LIBOR and written on $100 million worth of the reference security whose value on the contracting date is par and carries an annual coupon of 5%:

a. If LIBOR is 3% and the reference bond remains at par during the year?

	1) The bank pays
	$5 million

	and receives
	$100m x .06 = $6 million

	2)  The counterparty pays
	$6 million

	and receives
	$5 million


3) The counterparty would issue a $1 million dollar difference check.
b.  Because the appropriate position shorts the total return, if LIBOR is 3% and the price of the reference bond falls by 2 percent?

	1) The bank pays
	$3 Million

	and receives
	$6 Million

	2)  The counterparty pays
	$6 Million

	and receives
	$3 Million


3) The counterparty would issue a $3 million dollar difference check.
Question 3


Tangible Balance Sheet


         Loans 100
Dep. 80





NW  20
Accrual Income Statement for the First Year (in $ mil.):

GAAP Net Income is Loan Revenue Minus Total Interest Expense:


8 – (.05 + .015) 80 = 8 – 5.2 = 2.8

First-year ROE = 2.8/20 = 14%

B. The accrual assumption that is used to impute accounting income on the yet-to-be-repaid three-year loans is tenuous economically.  Opportunity-cost income would differ by any change in loan value that might occur over the year.  Economic income would be reduced if: interest rates rise; the projected default rate rises; or the salvage rate recoverable on default declines.

C.  If rates rise because the economy is strong, the present value of the contractual cash flows would fall.  However, estimates of default probability (p) might also fall and the projected recovery rate (s) on defaulted loans might improve.  Contrariwise, lower interest rates brought about by a weak economy promise to raise balance-sheet values but hurt p and s.


