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ANSWER KEY TO WEEK 9 EXERCISE

First Alternative:  Bank Funds the Loan:


Date-0 Bank’s Incremental GAAP Balance Sheet (in $ thousands)
	( Loans 100

PV((profit) = 0
	( Deposits 100

( NW = 0


Projected Explicit Income for the Bank realized at Date 1 (in $ thousands)
Projected Revenue:  

  (What does 

 represent?)

Projected Explicit plus Implicit Costs:  5  *We could have classified the contra-revenue in the previous line as a cost.)

Projected Net Earnings (= Contribution to Net Worth): 0  

-- A loan-loss reserve (LLR) of 
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 with an appropriate offset could be recorded either within the net-worth account or as a contra-asset on the asset side.  Purpose of LLR is to reassure depositors and regulators.  In either case, an offsetting entry for the PV of the deposit-taking opportunity (excess of contract interest over expected interest) would have to be recognized in principle.  (We can back this out of the income statement.)  The projected write-off of the LLR is charged against  earnings at Date 1.

-- What implicit elements might be included in the “all-in cost of funds”?  Cost of supporting LLR and unspecified net implicit interest on deposits = CA + capital requirements.

-- What implicit benefit might be relevant?  Strengthening the customer’s relationship.
Second Alternative: Bank Writes a Credit Enhancement:


Date-0 Bank’s Incremental Balance Sheet (in $ thousands)
	Cash 1

	Reserve for Default .825*

(NW  .175


* This item could be recorded alternatively as a “contra-asset” on the asset side.


Projected Explicit Income for the Bank at Date 0
Immediate Explicit Revenue:  1,000
Present value of Reserve Fund to Cover Make-Good Cost of Guarantee:  


Present value of Projected Value of Transaction:  .17453 = $174.53 = $175.

-- Why is the credit-enhancement activity more profitable?  ANS Time value of money and slightly lesser exposure to loss at yearend = 105K rather than 106K.

-- How might the enhancement be less profitable if implicit costs and benefits are introduced?  Enhancement exposes the customer’s relationship value to observation by a wider number of FSFs.
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