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Notes on Bank Balance Sheets 

 
 
Liquidity Risk 

 
Deposits initially at $100m; Loans at $100m, Securities at $40m   



 
Deposits initially at $100m; borrowed funds at $30m. 

 
Credit Risk and Capital Adequacy 
 
Consider two banks: one with high capital and one with low capital. 
 

 
 
A $9 million loss leaves the high capital bank still solvent. However, the low capital bank is not so 
fortunate. In the case illustrated below, a $9 million loss wipes out bank capital. Since the loss exceeds 
the capital, the rest of the loss is incurred on the depositors. 
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ROA = after tax profit/assets 
ROE = after tax profits/capital 
Net interest margin = net interest income/assets 
 
Assume interest rate on assets is 5%, interest rate on deposits is 2%. Now compare the two ROE’s. 
 
ROE for high capital bank: ((0.05-0.02)×90)/10 = 2.7/10 = 0.27 (27%) 
ROE for low capital bank: ((0.05×90)-(0.02×95))/5 = (4.5-1.9)/5 = 2.6/5 = 0.52 (52%) 
 
Hence there is an incentive to have high leverage. 
 
Interest Rate Risk 
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Trading Risk 
 
Value at Risk (VaR): What is the most I can - with a 95% or 99% level of confidence - expect to lose 
in dollars over the next month (or quarter or year)? 
http://www.investopedia.com/articles/04/092904.asp#axzz29y4NhSHp 
 
Using the distribution of returns, one can answer this question. The issue is how to obtain the estimate 
the distribution. There are three approaches: 
 

 Historical 
 Variance-Covariance: assume Normal distribution, or mixture of Normals 
 Monte Carlo: simulate distributions 

 
Assume for the moment all that is being held in the portfolio is a single stock. Then one can examine 
the returns of this single stock. 
 

 

 
 
 
In general, portfolios include more than one asset, so one would need to examine the distribution of 
returns for the portfolio. This depends upon the variances and most importantly covariances of the 
returns of the individual assets. When these are stable, then one can proceed as illustrated above. 
 
This approach to risk management became quite popular in the mid-1990’s, particularly in the form of 
JP Morgan’s RiskMetrics. 
 
There are many potential issues to contend with; for the approach to be accurate, especially when using 
the Variance-Covariance approach. With many assets in a typical portfolio, precise estimation of the 
covariances can be difficult (even if they remain stable over time). Also, the variance-covariance 
approach assumes that Normal distributions (or mixture of Normals) can properly describe asset 
returns.  
 
For more, see Aswath Damodaran (NYU) notes on VaR: 
http://people.stern.nyu.edu/adamodar/pdfiles/papers/VAR.pdf  
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