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FIRST WEEK 6 EXERCISE

RISK-MANAGEMENT EXERCISE TO BE DISCUSSED IN WEEK 6:

DURATION OF MARKET-VALUE BALANCE-SHEET POSITIONS

1. This questions asks you to construct market-value tangible balance sheets for two hypothetical banks and to answer questions about the interest-rate sensitivity of their respective net-worth positions.  The assets of each bank consists of corporate perpetuities that pay $880,000 once a year, beginning exactly one year from now.  RA represents the market rate of return on these assets.

a. Construct the market-value tangible balance sheet for the all-equity First Bank when RA=8 percent per annum.  What is the duration of this bank’s assets and net worth under the circumstances assumed?

b. Continuing to assume that RA=.08, construct the market-value tangible balance sheet for a Second Bank that partially finances itself with $9 million in demand deposits whose contract interest rate is specified to be kept at the market level by continuous adjustments in the rate due.  What is the duration of such deposits?  Why?  What is the duration of the Second Bank’s tangible market-value net worth?

c. For both First and Second Bank show what would happen to tangible net worth when RA rises to .10.

d. Why is the tangible net worth of the Second Bank more interest-sensitive than the net worth of the First Bank?

e. When RA=.08, SUPPOSE the managers of the Second Bank wanted to reduce the duration of the bank’s tangible net worth to zero.  How large would they have to make the duration of the bank’s deposits?

