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PART 1.   ALL QUESTIONS ARE WORTH 0.5 POINT. CIRCLE THE CORRECT ANSWER

T
F
1.
The growth of the commercial paper market has been a significant factor in the decline of business loans for commercial banks.

T
F
2.
Commercial banks in the U.S. are subject to only two of the four regulatory agencies.

T
F
3.
The Federal Deposit Insurance Corporation insures deposits for commercial banks and savings and loan associations.

T
F
4.
The dual banking system in the U.S. refers to the operation and establishment of large  regional as well as small community banks.

T
F
5.
The primary objective of the 1933 Glass-Steagall Act was to prevent commercial banks from competing directly with commercial insurance companies.

T
F
6.
Regulatory forbearance is a policy of not allowing economically insolvent FIs to continue in operation.

T
F
7.
Market makers have an obligation to buy stocks from sellers even when the market is crashing.

T
F
8.
The return from investing in mutual funds can include dividends from the mutual fund assets, gains from the sale of the assets, and gains from the sale of the mutual fund shares.

T
F
9.
Diversification on the asset side of the balance sheet by an FI allows individual investors to effectively invest in longer-term, less liquid assets with shorter-term more liquid funds.

T
F
10.
An FI is exposed to reinvestment risk by holding shorter-term liabilities relative to assets.

T
F
11.
Off-balance-sheet activities often affect the shape of an FIs future balance sheet through 
the creation of contingent claims.

T
F
12.
The mergers of Citicorp with Travelers Insurance is an example of an attempt to exploit economies of scale.

T
F
13.
Foreign exchange risk is that the value of assets and liabilities may change because of changes in the foreign exchange rate between two countries.

T
F
14.
The use of Open Market Operations by the Fed is important in conducting monetary policy, but not as important as setting the reserve requirements.

T
F
15.
A positive funding gap implies that a decrease in interest rates will cause interest expense to decrease more than the decrease in interest income.

T
F
16.
The market value of a fixed-rate liability will decrease as interest rates rise, just as the market value of a fixed-rate asset will decrease as interest rates rise.

T
F
17.
Deep discount bonds are fixed-rate coupon bonds that sell at a market price that is less than par value.

T
F
18.
Immunization of a portfolio implies that changes in interest rates will not affect the value of the portfolio.

T
F
19.
Investing in a zero-coupon asset with a maturity equal to the desired investment horizon is
one method of immunizing against changes in interest rates.

T
F
20.
Setting the duration of the assets to the duration of the liabilities will exactly immunize the net worth of an FI from interest rate shocks.

T
F
21.
The greater is convexity, the more insurance a portfolio manager has against interest rate decreases and the greater potential gain from rate increases.

22. 
The discount rate is :

a. The rate banks charge to their best customers

b. The rate the fed charges banks when they have to borrow from it

c. The rate banks charge one another on overnight loans

d. The rate the fed is charged by the Treasury when it borrows from it

e. The rate charged from the highest window of 33 Liberty St.

23.
A primary advantage of belonging to the Federal Reserve System is 

a.
direct access to the federal funds wire transfer network for interbank borrowing and lending.


b.
the lower reserves required under the Federal Reserve System.


c.
direct access to the discount borrowing window of the Fed.


d.
answers a and b.


e.
answers a and c.

24.
The largest asset category in the portfolios of U.S. life insurance companies in 1997 was


a.
government securities.


b.
corporate bonds.

c.
corporate stock.

d.
cash.

e.
mortgages.

25.
The largest liability category in the portfolios of U.S. life insurance companies in 1977 was


a.
net policy reserves.


b.
policy claims.


c.
premium and deposit funds.


d.
commission, taxes and expenses.

e. capital surplus

26.
Underwriting risk may result from


a.
unexpected increases in loss rates.


b.
unexpected decreases in expenses.


c.
unexpected increases in investment yields.


d.
answers a and b.


e.
answers a and c.

27.
If losses on a particular line of medical malpractice insurance were $550 million and premiums earned were $475 million, the loss ratio would be


a.
1.16 implying that this line of insurance is profitable.


b.
1.16 implying that this line of insurance is unprofitable.


c.
0.86 implying that this line of insurance is profitable.


d.
0.86 implying that this line of insurance is unprofitable.


e.
-$75 million implying that this line of insurance is unprofitable.

28.
Loss rates are more predictable on


a.
low-severity high-frequency lines.


b.
low-severity low-frequency lines.


c.
high-severity high-frequency lines.


d.
high severity low-frequency lines.


e.
low severity medium-frequency lines.

29.
Why is the failure of a large bank more detrimental to the economy than the failure of a large steel manufacturer?

 
a.
The bank failure usually leads to a government bailout.  


b.
There are fewer steel manufacturers than there are banks.

 
c.
The large bank failure reduces credit availability throughout the economy. 

 
d.
Since the steel company's assets are tangible, they are more easily reallocated than the intangible bank assets.


e.
Everyone needs money, but not everyone needs steel.

30.
FIs perform their intermediary function in two ways


a.
they specialize as brokers between savers and users.


b.
they serve as asset transformers by purchasing primary securities and issuing
secondary securities.

c.
they serve as asset transformers by purchasing secondary securities and issuing primary securities.


d.
Answers a and b


e.
Answers a and c

31.
The risk that a debt security's price will fall, subjecting the investor to a capital loss is

 
a.
credit risk.

 
b.
political risk.

 
c.
currency risk.

 
d.
liquidity risk.

 
e.
market risk.

32.
The U.S. dollar's rise against European currencies is


a.
potentially harmful for European banks only.


b.
potentially harmful dangerous for U.S. banks only.


c.
potentially harmful for those banks that have financed U.S. dollar assets with liabilities denominated in European currencies.  

d.
potentially harmful for those banks that have financed European currency assets with U.S. dollar liabilities.


e.
irrelevant for global banks.

PART 2.  ALL WORK MUST BE SHOWN FOR ANY CREDIT.   QUESTIONS ARE WORTH AS INDICATED

Use the following information about a hypothetical government security dealer for questions 33-34.

Assets:

$ 150 million 30 day Treasury bills



$ 275 million 91 day Treasury bills



$ 90 million 180 day municipal notes



$ 350 million 2 year Treasury notes

Liabilities:
$ 575 million 14 day repurchase agreements



$ 290 million 1 year commercial paper

33.
Use the repricing model to determine the funding gap for maturity buckets of 30, 91, and 365 days. (3 points)

34.
What is the impact over the next 30 days on the dealer's net interest income if all interest rates rise by 50 basis points?(1 point)

Use the following balance sheet information to answer questions 35. All assets and liabilities are currently priced at par and pay interest annually.

Assets
($ millions)



Liabilities ($ millions)
1-year 7% coupon bonds

$45
1-year 5% interest rate CD

$75

10-year 12% loan


$55
2-year 6% interest rate CD

$20





     
Equity




$ 5





$100





$100

35.
What is this FI's maturity gap?(3 points)

36.
Estimate both the duration and convexity of a 4-year bond ($1000 face value) paying 5 % coupon annually and the annual yield to maturity is 6 %.(5 points)

37. What is the effect of a 2% increase in interest rates, from 6% to 8% on the value of the bond with the convexity adjustment?(1 point)

38. without the convexity adjustment?(1 point)

