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Michael, Vice President of Lending at Innovative Bank in Vancouver, is evaluating how to respond to new central bank policy in Canada.  At the end of 2015, the Canadian central bank announced that it was considering a policy of negative interest rates on bank deposits held at the central bank, following the lead of the European Central Bank as well as the central banks of Japan, Switzerland, Sweden, and Denmark, which have all recently implemented the same policy.  A policy of negative interest rates means that when a commercial bank deposits funds at the central bank, the commercial bank pays interest instead of receiving interest.
Michael is evaluating how to adjust the bank’s lending policy/forecast based on a decision by the central bank to implement this “negative interest rate” policy.  The bank’s 2015 balance sheet is below:
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Additional information:
Central bank requirements for all commercial banks:
· Minimum reserve ratio:				10%
· Minimum deposit at central bank:		$10 million
NOTE: In calculating the reserve ratio, the central bank’s policy is that short term CDs are included in deposits at 50% of value, and long term CDs are excluded from deposits.
Innovative Bank financial management policy:
· Minimum cash balance:				$100 million		
Michael needs to prepare an internal memo for the bank president explaining the new policy proposal and providing a proposed restructured balance sheet based on this new policy in preparation for the bank’s board meeting coming up in ten days.

REQUIRED:
As Michael:
· Calculate the bank’s current reserves and reserve ratio.
· Write a brief internal memo explaining what the central bank wants to accomplish with this policy.
· Propose an adjustment to the bank’s asset allocation based on the central bank’s negative interest rate policy, taking into consideration the central bank requirements and internal financial management requirements of Innovative.
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(amounts in millions)

Assets Liabilities and shareholders' equity

Current assets Current liabilities

Cash 334.2 $             Deposits 9,484.4 $         

Central bank deposits 1,836.8 $          Short term CDs 1,290.0 $         

Short term investments 98.4 $                Short term bonds payable 300.0 $            

Short term loans 4,832.4 $         

Total current assets 7,101.8 $          Total current liabilities 11,074.4 $      

Long term loans 8,082.3 $          Long term CDs 1,700.0 $         

Buildings 90.0 $                Long term bonds payable 600.0 $            

Total liabilities 13,374.4 $      

Shareholders' equity 1,899.7 $         

Total assets 15,274.1 $       Total liabilities and equity 15,274.1 $      

Innovative Bank

Balance Sheet

31 December 2015


