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MF 820

Third Week 7 Exercise

Answer Key

Suppose, at time t, Shaky Corporation borrows on an unsecured basis $20 million for one year at 8 percent simple interest, to be paid at maturity.  Suppose further that when the loan comes due, at t+1, Shaky refuses to pay the bank anything at all.  Instead it negotiates a “restructuring” of its loan obligation in which it issues a perfectly secured promise to pay the $20 million in principal plus a compounded 6 percent per annum in interest two years further down the line (i.e., at t+3).

1. Suppose that the interest rate on perfectly secured loans of three years or less in maturity was 7 percent per annum both at time t and time t+1.  Find the loss in present discounted value that he bank experiences at t+1.

Value of lost interest = (.08)20m.= $1.6m.

Value of Restructured loan = 
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Loss in principal value = 20m. – 19.628m. = $372,000


Bank’s total loss = $1.972 million
2. How would your answer change if at t+1 the interest rate on perfectly secured loans of three years or less in maturity were 6 percent per annum?

There would be no loss of value on the principal of the loan.
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