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Chapter 2 Mini-Case
Financial Institutions, Moral Hazard, Adverse Selection, Regulation of Financial Institutions

CONCEPTS IN THIS CASE:
Moral Hazard
Adverse Selection
Government regulations
Financial intermediaries as part of the financial system are very important for a vibrant economy to move funds from surplus units to the deficit units in order to finance a productive investment. The financial system includes banks, insurance companies, mutual funds, stock and bond markets, and so on. All of these are regulated by government. However, the role of information in the financial system plays a critical part in the transfer of funds.

You are a manager of a financial institution that gave a loan to a large corporation involved in trading in the energy market. It has a successful operation, making it among the largest corporation at the time. However, the company crashed and came with large amounts of losses. You as a manager found out that the company has been involved in a complex set of transactions by which it was keeping substantial amounts of debts and financial contracts off of its balance sheet and you were not aware of these transactions. Even after securing additional new financing from other institutions, the company was forced to declare bankruptcy and large numbers of people were laid off at the time that the economy was suffering from a downturn in economic activities. You as a manager are involved in answering several questions in order to minimize the chance of defaults on your loans.

1. What is moral hazard? Do you think in this case moral hazard was an issue, or we need to have more information?
2. In case this was an example of moral hazard, explain how the manager could reduce the problem.
3. What are the adverse economic consequences of moral hazard?
4. What is asymmetric information?
5. Do you think that further government regulations could reduce the existence of asymmetric information of financial institutions? If so, what type of regulation do you suggest for this case?

Chapter 3 Mini-Case
Interest Rates, Bond Yields, and Duration
CONCEPTS IN THIS CASE:
simple loans
fixed-payment loans
coupon bonds
present value
yield-to-maturity
current yield
nominal and real interest rates
rate of return
capital gain
interest-rate and reinvestment risk
duration
You have been hired to analyze the debt securities of your organization. The firm has outstanding loans and bonds. A quick review of the balance sheet shows the following:
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1. How much interest would the firm pay each year on the simple-interest loan?
2. How much would you write a check for to pay off the loan in one year?
3. What is the monthly payment needed to pay off the fixed-payment loans?
4. What is the current yield for each bond if the current price is:
a. $930.50 for Bond #1?
b. $859.50 for Bond #2?
5. What is the expected yield to maturity for each bond?
a. Bond #1 selling for $930.50?
b. Bond #2 selling for $859.50
6. What is the rate of capital gain if both bonds sell for $900.00 in one year?
a. Bond #1 selling for $930.50 today?
b. Bond #2 selling for $859.50 today?
7. If the Yield to Maturity expected by investors changes to 11%:
a. What will be the market price of Bond #1?
b. What will be the market price of Bond #2?
c. What will be the dollar change in price for Bond #1?
d. What will be the dollar change in price for Bond #2?
e. What will be the percent change in price for Bond #1?
f. What will be the percent change in price for Bond #2?
g. Since the change in expected yield to maturity is the same, why is the amount of change different between the bonds?
8. If investors holding our 4-year bonds (Bond #1) receive interest income annually for four years, plus the face value of the bonds at maturity,
a. What will be the total interest earned on the bond over the next four years?
b. What will be the face value received at maturity?
Given the following projected income stream for Bond #1:
[image: mc03-1_img.jpg]
c. What is the total cash available over the next four years to the bondholder earning 10%? 
d. What is the total cash available over the next four years to the bondholder earning 15%? 
e. What is the average annual rate of return for the bondholder earning 10%? (Hint: Use the market price of 930.50.) 
f. What is the average annual rate of return for the bondholder earning 15%? (Hint: Use the market price of 930.50.)
g. Why does the reinvestment rate affect the annual rate of return for the same bond? 
h. If the expected rate of return on our bonds is 10%, what is the duration of Bond #1?
9. What is the yield to maturity on the Treasury Bills (a discount bond)?
10. What is the real rate of interest if the nominal rate is 10% and the inflation rate is 3%?




















Chapter 4 Mini-Case
The Behavior of Interest Rates
CONCEPTS IN THIS CASE
effect of interest-rate changes
Fisher effect
bond values
expected return equation
market equilibrium
loanable funds framework
asset market approach
liquidity preference framework
demand and supply curves 
Your company is interested in analyzing the behavior of interest rates and the models used to predict interest rates in the future. As an initial project in this area, you have been assigned the task of creating a presentation that will show the top management team assigned this project the basics of what affects interest rates and how equilibrium prices change over time. The better your presentation to this group, the more likely you are to become a voting member of the team. To begin your work, you have decided to identify a series of questions that you think this team will ask, including tables and graphs that will satisfy their concerns about the final presentation to the CFO. You decide to start by answering the following questions, assuming that the face value of a discount bond is $1000 and the time to maturity is one year.
1. What is the expected return for this bond if the market price is 
a. $800? 
b. $850? 
c. $900? 
d. $950? 
e. $1000
2. If the market-clearing price (market equilibrium) of this bond has a return of 20% what is the market price where the quantity demanded equals the quantity supplied? (Hint: Use the same expected return equation, solve for P.)
3. Which factors would cause the demand curve for bonds to shift?
4. Which factors would cause the supply curve for bonds to shift?
5. Explain what the Fisher effect is and how it would be reflected in rising interest rates.
6. Explain the meaning and differences between the loanable funds framework and the liquidity preference framework in estimating the equilibrium interest rate. (Include the effects of changes in income, price levels, and expected inflation.)
7. Predict the supply and demand changes for bonds and money that usually occur with the following events:
Bonds:
a. business cycle expansion with growing wealth 
b. expected rise in interest rates
c. increase in expected rate of inflation
d. increased risk for bonds 
e. increased liquidity for bonds 
f. higher government deficits
Money:
g. increase in level of income 
h. rise in the price level 
i. income rising during an expansion
j. expected inflation increases




















Chapter 5 Mini-Case
Yield Curve Hypotheses and the Effects of Economic
CONCEPTS IN THIS CASE
term structure of interest rates
default
default risk
risk premium
yield curve
pure expectations theory
market segmentation theory
liquidity premium theory 
Your employer (a bank) has decided to offer five-year loans to its small business customers. You have been presented the task of determining what the appropriate minimum interest rate should be for the most credit-worthy customer. The decision to select a particular fixed rate for the loans depends on our forecast of the interest rates and our internal efficiency in managing the loan. This requires compensation for the costs of making the loan plus profit. You are to use the most recent five-year treasury bond as the basis for determining the minimum interest rate on the small business fixed-rate loans.
Your loan supervisor indicates that the bank needs to charge two percentage points more than the expected interest rate on treasury bonds for these loans. In addition, the bank has estimated the liquidity premium to be 0.9%. Given this information, and the fact that you know you will need to defend your recommendation, you start to analyze current interest rates as follows:
1. Access local or internet articles that describe theories about the form of a yield curve.
2. Obtain current information on the U.S. Treasury Yield Curve.
3. Plot the current U.S. Treasury Yield Curve and interpret its shape using 
a. The Pure Expectations Theory 
b. The Market Segmentation Theory
c. The Liquidity Premium Theory 
d. Which theory (a, b, or c) do you think best describes the curve?
4. Given the information in responses 1, 2, 3 above--use the pure expectations theory to calculate and predict interest rates as follows: 
a. If the one-year interest rate is expected to be the same as the yield curve over the next three years, what interest rate is expected on a two-year bond one year from now? 
b. What interest rate is expected on a three-year bond one year from now?
c. What relationship do you find between interest rates and maturity?
d. If investors attach liquidity premiums of 0.0025, 0.0075 and 0.0085 to the one-, two- and three- year bonds: 
i. What would be the interest rate on a two-year security?
ii. What would be the interest rate on a three-year security? 
iii. What is the forward rate for one-year treasury bonds one year from now? 
iv. What is the adjusted forward rate for one-year treasury bonds one year out?
5. After describing the current yield curve and forecasting interest rates using both the pure expectations and liquidity premium methods above,
a. What is your recommended minimum interest rate for the five-year fixed rate loans?
b. How would this rate be adjusted for customers that have some credit risk?





















Chapter 6 Mini-Case
Adaptive Expectations, Rational Expectations, Optimal Forecast, January Effect
CONCEPTS IN THIS CASE:
adaptive expectations
rational expectations
optimal forecast
unexploited profit opportunity
random walk
January effect
mean reversion 
You have been identified as someone in your firm who can make impressive presentations. This ability has grown over time. Although you were not pleased with this requirement in school, you are now convinced that this classroom experience will lead you quickly to higher positions in your company.
The presentation you have been asked to produce is about the general theory of how capital markets work. To explain how capital markets work, you have decided to provide definitions and practical examples of the concepts of adaptive expectations, rational expectations, optimal forecast, random walk, and mean reversion.
After gathering the information you need, you decide to use an example to make your points, assuming that the historical inflation rate has ranged between 4% and 6%, the average inflation rate has been 5%, and the inflation rate is 1% higher than the average when the unemployment rate is 4.5% or below.
1. Given that the unemployment rate dropped recently to 4.0%, 
a. What is the adaptive expectation of inflation? 
b. What is the rational expectation of inflation?
2. What does rational expectations theory state about forecast errors of expectations?
3. How does rational expectations theory relate to efficient markets theory?
4. If the current price of an asset is $100, the cash payment to be received is $5, and you expect the price to increase to $103 in one year,
a. What is the expectation of return at the beginning of this investment? 
b. How does the forecast of the future price relate to the optimal forecast in the theory of rational expectations?
5. What is the "equilibrium" return of a security?
6. What is the relationship between the current prices in a financial market and the security's equilibrium return?
7. How does the market react to unexploited profits in an efficient market?
8. If an investment adviser has performed well in the past, what does this indicate about the future?
9. If stock prices follow a "random walk," what does this indicate about the predictability of future stock prices?
10. What is the performance record of "technical analysts" relative to the overall market?
11. What evidence exists against the theory of market efficiency, with respect to 
a. The small-firm effect? 
b. The January effect? 
c. Market overreaction?
d. Excessive volatility?
e. Mean reversion?,/ol>
f. Explain why foreign exchange rates should or should not follow a random walk.



Chapter 8 Mini-Case
Financial crisis, Home Mortgages, Credit Markets, Financial Institutions, Moral Hazard, Adverse selections,
CONCEPTS IN THIS CASE:
mortgage defaults
sub-prime mortgages
mortgage-backed security
defaults
write off
wealth effect
moral hazard
adverse selection
You have been hired to manage a depository institution, such as a bank. The top management team is very concerned to avoid the similar massive defaults on home mortgages as in 2007. You are being asked to explain factors behind the financial crisis and explain the role of government in minimizing the adverse impact of the crisis on the financial system.
You start with some background information on how a wave of defaults on home mortgages threatened the health of any financial institutions that had invested in home mortgages either directly or indirectly through investment in mortgage-backed securities. Mortgage-backed securities were perceived to be sound investments as they were rated by legitimate rating agencies. Before the crisis happened, banks had mistakenly believed that an innovation and securitization of their long-term assets could eliminate their exposure to mortgage defaults and minimize their interest rate risk and even make them more profitable. When the mortgages started to go bad, many investment funds ‘blew up” and couldn’t repay the loans they had taken from the banks. The banks had to “write off” the loans they had made to the investors. Doing so reduced their reserves and lending powers. This was a major factor affecting profitability and soundness of depository institutions.
To the management team, the lending standard was a crucial factor to see if asymmetric information was a factor. You explained that a relaxed standard on mortgage lending was another contributing factor. According to the Federal Housing Finance Board, the average fee on a mortgage loan fell from around 1% of the amount of the loan in 1998 to less than .5% from 2002 to 2007. Mortgage lenders who were willing to lower their standards gained market share. Other mortgage lenders either had to lower their standards or lose market share.
The bursting of any housing bubble would be expected to have a negative effect on the economy for two reasons. First, home construction is an important economic activity and the decline in home construction would reduce GDP. Second, the decrease in home prices would also reduce household consumption due to the wealth effect. But the bursting of this housing bubble caused more severe and widespread harm than would be predicted from just these two reasons. As mentioned previously, most of the losses were suffered by the financial system, not by the homeowners. The bursting of the housing bubble sent a shock through the entire financial system, increasing the perceived credit risk throughout the economy.
Due to government interventions and a Federal Reserve increase in the money supply, the economy stabilized gradually.
1. How can financial innovations lead to financial crisis? Explain specifically the role of securitization of the mortgage market.
2. How were adverse selection and moral hazard contributing factors in this crisis?
3. Did the unprecedented level of government intervention in the economy prevent an even more severe economic downturn than what actually occurred? Is this affecting a moral hazard problem in the future?
4. What will be the long-term impact of the government’s intervention, particularly the ballooning of the national debt?











Chapter 10 Mini-Case 
Federal Reserve , Monetary Policy, Financial Institutions, Lender of Last Resort, Financial Crisis, Short-Term and Long-Term Interest Rates 
CONCEPTS IN THIS CASE:
Federal Reserve 
short-term interest rates
long-term interest rates
discount rate
Fed fund rate target
global imbalances
basis point
term auction facility
You are a manager of a company and you have a task to explain different viewpoints of low interest rates; the role of the Fed and capital flows in the run-up of housing prices and the subsequent financial crisis. 
You decide to explain in detail what the Fed has done to short-term and long-term interest rates and then review global factors, how it has changed over time:
Financial Crisis: The onset of the 2007-2009 financial crisis in August of 2007 led to a massive increase in Federal Reserve lenders of last resort facilities to contain the crisis. In mid-August 2007, the Federal Reserve lowered the discount rate to 50 basis points (0.5 percent) above the Fed fund target from the normal 100 basis points. In March 2008, it lowered the discount rate to 25 basis points above the Fed fund rate target. In September 2007 and March 2008, the Fed extended the maturity of discount loans to 30 days and to 90 days in March. 
In order to provide more liquidity for the market, the Fed also set up a temporary Term Auction Facility (TAF) to provide discount loans with the rate determined through competitive auctions. In addition, the Fed created the term Securities Lending Facility (TSLF) in which the Fed could lend money to primary dealers helping dealers to have sufficient collateral, thereby helping the orderly functioning of financial markets. As the crisis deepened the Fed lender of last resort was growing to a wider range, as even investment banks could borrow on similar terms to depository institutions using the discount window facility. 
Through expansion of the Fed’s policy short-term interest rates dropped to almost zero percent. We also have the Fed’s unconventional “quantitative easing” by purchasing of $1.25 trillion of mortgage-backed securities and $900 billion of longer term Treasury bonds to keep long-term interest rates low to encourage more borrowings. 
Global Imbalances: In the 1920s, capital began flowing from state to state, a process that continued until after World War II. Beginning in the 1950s capital moved out of the United States, to Mexico, India, and Malaysia. Capital has long moved to where it can be used most productively, and by and large, that has been a good thing. Through much of the history, the major capital flows have been from rich to poor countries. That’s no longer the case. Given low saving rates in the U.S, high trade and high budget deficits, and national debts, capital exporting countries with large dollar reserves found the U.S. to be a safe place to invest. Some argue that such capital inflow has contributed to low U.S. interest rates as well.
1. How can low interest rates help economic recovery? Make sure to include the impact on consumption, investment, government spending, value of securities, value of dollar, exports and imports, and GDP.
2. What is meant by “global imbalances”? What is the standard view of those imbalances?
3. How might those global imbalances have contributed to the financial crisis?
4. What are some reasons that capital from around the world flow into the United States?
5. Under what conditions can such capital inflow be redirected to other countries? What are potential consequences of that to the U.S economy?
6. Why is it unlikely that “global imbalances” contribute to the housing market crisis and subsequently to the financial crisis? 



Chapter 11 Mini-Case
Participants in the Money Markets, Weighted Average Returns, Foreign Alternatives
CONCEPTS IN THIS CASE: 
money market securities
Treasury bills
federal funds
repurchase agreements
negotiable CDs
commercial paper
Eurodollars
London interbank bid and offer rate
money market mutual funds 
You have just been named as a beneficiary in a will. The initial amount is $2 million dollars. Due to poor estate planning, the executor must pay federal, state and local income taxes, estate (death) taxes, probate costs, and other fees. This costs you $900,000. You are not ready to commit your funds for the long run, since you do not know where you will be or what you will be doing in the future. You want to invest the funds in the money market as a "warehouse" until you are ready to make long-term decisions on your future. With this in mind, you begin to study the market for short-term securities that mature in one year or less from their original issue date. Your goal is to maximize your return for one year while minimizing risk and maintaining trading flexibility. 
1. To achieve your goal, you begin by answering the following questions:
a. Who are the major players in the money market?
b. What are the primary money market instruments? 
2. All investments are based on one-year maturities or actual returns, beginning on the first day of business for the calendar year and ending on the last day of business for the same calendar year. You obtain the rates and share prices for the first and last business days for the previous calendar year, using library resources, the Internet, or other databases. (If you use the Internet, for commercial paper, CDs, and Treasury bills, check the web sites at www.federalreserve.gov and www.fiscal.treasury.gov/. For mutual funds information, check www.morningstar.com, www.globefund.com and www.economagic.com.) 
a. What is the weighted average expected rate of return for all investments made in January?
b. What is the weighted average actual rate of return for all investments ending in December?
c. What is the weighted average expected rate of return for all investments between January and July 1?
d. What is the weighted average actual rate of return for all investments between January and July 1?
e. Which holding period would you prefer, 6 months or 12 months?


Chapter 12 Mini-Case
Capital Markets, Comparing Weighted Average Returns Versus Money Markets
CONCEPTS IN THIS CASE:
capital markets
capital structure
primary market
secondary market
initial public offering (IPO) 
NASDAQ
In Chapter 9 you invested your inheritance in the money market for one year; you are now prepared to make a commitment to longer-term instruments. To make the best-informed decision, you have started to study the capital markets alternatives in the United States. 
1. You begin your analysis by defining the following terms (include risk and return factors where appropriate):
a. Capital markets
b. NYSE
c. AMEX
d. OTC
e. NASDAQ
f. Bonds 
g. Stocks
h. Mortgages 
i. Strips 
j. Agency bonds 
k. Municipal bonds 
l. Corporate bonds 
m. Call and sinking fund provisions 
n. Junk bonds 
o. Common stock 
p. Preferred stock 
q. Investment bankers and underwriting 
r. General obligation municipal bonds 
s. Revenue bonds 
2. Your inheritance has grown to $1.2 million, and you are prepared to make long-term investment decisions. After considering the alternatives in the capital markets, you decide to divide the funds equally among the following financial instruments: U.S. Treasury notes (2-year maturity), U.S. Treasury bonds (20-year maturity), Ginnie Mae (10-year maturity), municipal bonds from your state (10-year maturity), corporate bonds from your company (nonconvertible 20-year maturity), junk bonds (10-year maturity), common stock, and preferred stock. You obtain one-year returns with beginning prices and rates from the first business day of the calendar year, and all ending prices and rates from the last business day of the calendar year, using library resources, the Internet, or other databases. (If you use the Internet, good sites for Treasury bills, notes and bonds are: www.fedstats.gov, www.federalreserve.gov, www.fiscal.treasury.gov/, and www.ny.frb.org. Good web sites for information on stocks are: money.cnn.com, www.smartmoney.com, www.amex.com, and www.morningstar.com.) 
a. What is the return on the U.S. Treasury notes? 
b. What is the return on the U.S. Treasury bonds? 
c. What is the return on the Ginnie Mae bonds? 
d. What is the return on the municipal bonds? 
e. What is the return on the corporate bonds? 
f. What is the return on the junk bonds? 
g. What is the return on the common stock? 
h. What is the return on the preferred stock? 
i. What is the weighted-average return for the capital market portfolio? 
j. How does this weighted average return compare to the money market portfolio in Chapter 9? 
Chapter 13 Mini-Case
The Stock Market
CONCEPTS IN THIS CASE: 
Stock Price
CAPM
Risk Measurement 
Systematic Risk 
Non-Systematic risk
Diversification
Regression analysis
Investment Decision
You have been hired to explain the risk associated with stock market investment. You start with explaining total risk of a security that can be thought of as the sum of two types of risk: systematic risk and unsystematic risk. Systematic risk (market risk) is the kind of risk that cannot be diversified away because it is the risk that tends to affect the entire market in a similar fashion. Then, as an initial project in this area, you also have been assigned the task of creating a presentation that will show the top management team all steps required to measure systematic risk (Beta-β). To begin your work, you open a Web browser and go to http://finance.yahoo.com. 
Enter the symbol of the stock of your choice- i.e. NCR, IBM, LU. Find out what the beta of this stock is if it is being released. It can be found under the Key Statistics page under trading information. If you are interested in calculating Beta yourself, then you will: 
· Click on Historical data (on the bottom of where you see last trading data.
· Choose monthly data (close price) - for at least 60 periods- at least 5 years.
· Download the data in spreadsheet format and save it in an Excel file.
Then, to collect data for the market - choose an index that measure the volatility of the market, such as DJIA, NASDAQ, or S&P. (Depending on which market the stock is chosen for trading, you may choose different index.)
· Go to yahoo again
· Finance
· Choose an index, DJIA, NASDAQ, etc.
· Historical data
· Choose monthly data-the same period as the one that you choose for the stock
· Download it in spreadsheet format 
· Save the data in an Excel file
Now you have two sets of data, one for the market (i.e. DJIA), and the other one is for the stock of your choice (close price). 
Use two sets of data; calculate the percentage change in price of your stock and percentage change in market index. Run a regression (dependent variable –Y is the stock, independent variable- X is market changes), make sure to have the intercept checked to zero. You only need the coefficient of X, which is your beta. 
Y= βX Coefficient of regression equation is Beta.
After the calculation of beta, answer the following questions:
1. Describe the general approach to valuing a share of stock.
2. Describe what happens to the total risk of a portfolio as the number of securities increases.
3. Suppose a firm’s stock has a beta of 1.2. What will probably happen to the value of the stock if the market decreases by 20 percent?
4. Suppose a firm’s stock has a beta of 0.44. What does that mean?


Chapter 14 Mini-Case
Mortgage Loans, Qualifying for a Mortgage, Finding the Lowest Interest Rate, Effective Cost of the Loan, Prepayment Options
CONCEPTS IN THIS CASE:
mortgage loans
fixed-rate v variable-rate loans
calculating loan amounts
the effect of loan timing
internet alternatives to local mortgages
adjustments needed to remain competitive
alternatives to basic mortgages
the effect of discount points 
Your bank has a mortgage loan department/subsidiary. It has been suggested that this area of the bank is not competitive in terms of interest rates and options available to homeowners. You have been given the opportunity to evaluate the products offered by your bank and how they compare to alternatives that homeowners are considering when selecting a mortgage company. 
You decide that the best way of learning how your bank's mortgage department works is to experience the mortgage application process using Internet resources first, then compare your findings with what would occur if you obtained the mortgage from your own employer. 
The following information applies to your mortgage qualification process: 
	Monthly Gross Income
	$3,000 

	Money you have in savings for a down payment 
	$25,000 

	You have monthly payments for all existing debts of 
	$400 

	The property tax rate in your area is
	1% 

	The hazard/home insurance rate in your area is 
	0.5% 


You are an acceptable credit risk, with a respectable credit history.
	Assume your bank offers the following mortgage terms and rates: 

	Term of loan: 
	15 or 30 years

	Down payment required: 
	10% to 20% 

	Closing costs of: 
	Discount Points of 1%
Origination Fees of 2%
Lender Fees of $300
Credit Report Cost of $20
Escrow Fee of $300
Lender's Title Insurance fee of $400
Recording Fee of $25
Appraisal Report of $300
Survey Fee of $200
Termite Infestation Report of $50 

	A 15-year fixed mortgage has an interest rate of 6.5%
A 15-year fixed mortgage has an interest rate of 6.5%
A 30-year fixed mortgage has an interest rate of 7.0%
A 15-year adjustable-rate mortgage (ARM) has an interest rate of 5.0%, adjusted every 12 months
The bank uses a payment-to-income (PTI) ratio range of 28% to 33% 


1. Using Internet mortgage calculators answer the following:
a. How much do you qualify to borrow (assume 28% PTI)
i. for a 15-year fixed-rate mortgage (10% down)?
ii. for a 30-year fixed-rate mortgage (10% down)?
iii. for a 15-year fixed-rate mortgage (20% down)?
iv. for a 30-year fixed-rate mortgage (20% down)?
b. How much do you qualify to borrow (assume 33% PTI)
i. for a 15-year fixed-rate mortgage (10% down)?
ii. for a 30-year fixed-rate mortgage (10% down)?
iii. for a 15-year fixed-rate mortgage (20% down)?
iv. for a 30-year fixed-rate mortgage (20% down)? 
c. Assuming closing costs are paid from savings:
i. What is the monthly payment on a 30-year, fixed-rate loan of $100,000? 
ii. What is the monthly payment on a 15-year, fixed-rate loan of $100,000?
iii. What is the monthly payment on an adjustable-rate loan of $100,000 for the first year?
iv. How much is the total interest paid on the 30-year loan in year 5?
v. How much is the total interest paid on the 15-year loan in year 5?
d. Given the following information on the adjustable-rate loan:
Maximum Rate is 12%
Months before First Adjustment is 36
Months between Adjustments is 12
Rate Change Per Adjustment is 2%
Years before Sell/Pay Off Loan is 7
Your Savings Rate is 4%
Your State 1 Federal Tax Rate is 40% 
i. What is the cost difference between the adjustable-rate loan and the 30-year fixed rate loan if interest rates decrease?
ii. What is the cost difference between the adjustable rate loan and the 30-year fixed-rate loan if interest rates increase?
iii. Which loan would you prefer, and why?
2. Use local mortgage lenders and/or libraries/Internet resources to find terms and rates for competing mortgage lenders. Re-calculate your responses to questions 1(a), 1(b), and 1(c). Indicate the strengths and weaknesses of your bank's mortgage loan area relative to what you find locally or on the Internet. What changes should your company consider in order to improve its position as a mortgage lender? What recommendations would you make to your supervisor?
3. What is the effective annual interest rate of the 15-year mortgage in question 1, if the discount rate is zero?
4. What is the effective annual interest rate of the 15-year mortgage in question 1, if the discount rate is 2%?
5. Your bank suffers from the typical maturity mismatch in bank assets and liabilities.
a. Could your bank make more adjustable-rate loans to reduce the mismatch problem?
b. What is the likely consequence of the above on the profit margin of adjustable-rate loans versus fixed-rate loans?


Chapter 15 Mini-Case
Europe's New Currency and Financing under Interest Parity Condition
CONCEPTS IN THIS CASE:
reducing exchange rate risk
interest condition parity
law of one price
single-currency zone
European central bank
"euro zone"
capital mobility
labor mobility
independent fiscal policy
independent monetary policy
economic integration 
As a finance officer at your company, you have been asked to conduct an analysis of the possible impact on your corporation of the new currency, the euro, which started circulating on January 1, 2002, in 12 of the 15 European Union member countries. International sales are important to the company and are expected to increase continuously in the future. The prospects for substantial growth from international sales will depend on the correct management of European markets and finances. (Although the euro started circulating on January 1, 2002, it was launched on January 1, 1999 and so euro-denominated bonds and equity already existed on January 1, 2002 and are increasing.) 
In setting up the analysis, you decide to begin with fundamental definitions. 
1. What are the definitions of the following foreign exchange terms? 
a. Foreign exchange market 
b. Reduction in foreign exchange risk 
c. Spot transaction 
d. Forward exchange rate 
e. Forward transaction 
f. Appreciating currency 
g. Depreciating currency 
h. Exchange rate overshooting 
i. Pegged exchange rate 
j. Dollarization 
2. Explain how an increase in the interest rate in Europe would affect the interest rate in the United States and the dollar-euro exchange rate under the theory of Interest Parity Condition. What factors does this theory leave out? 
3. State the possible impact of the euro on the following:
a. The interest rates in various Euro-zone countries
b. The interest rate in the United States
c. The size of capital markets in Europe 
d. The average size of banks in Europe 
e. The number of banks in Europe 
f. Foreign exchange revenues for banks 
g. The strength of the dollar 
h. Fiscal policy flexibility for euro-zone countries 
i. Monetary policy flexibility for euro members 
4. Explain why foreign exchange rates are important to your company. How would changes in the exchange rate between the euro and the dollar affect the sales and net profits of your company?
5. In the long run, will the creation of the euro boost your company's international business volume? 
6. Your company plans to issue euro-denominated bonds. Will it matter whether you hire a Dutch bank or an Italian bank? Why or why not? 
7. Use the dollar and interest rate figures in your text to explain the need to distinguish between real and nominal interest rates when predicting exchange rate movements. 
8. Assume that today is January 1, U.S. $1.00 = .90 euros, and the interest rate on dollar deposits is 3%. If in one year: 
a. the dollar appreciates relative to the euro by 10%, what will be the return on dollar deposits in terms of euros? 
b. the dollar depreciates relative to the euro by 20%, what will be the return on dollar deposits in terms of euros?
c. the expected exchange rate is U.S. $1.00 = .95 euros, what is the expected rate of depreciation for the dollar?
d. the dollar is expected to appreciate 5%, what interest rate on euro deposits is required if the concepts of interest-rate parity and capital mobility are to hold?



Chapter 16 Mini-Case
International Finance, Foreign exchange Market , European Monetary Union, Euro’s Challenge 
CONCEPTS IN THIS CASE:
Euro Euro-zone countries 
Debt Crisis
With the creation of the European Monetary System and the birth of the euro in 1999, the U.S dollar is facing challenges to its position as the key reserve currency in international financial transactions. However, for the euro to keep its international position as a reserve currency, the European Union must function as a cohesive political entity that can exert its influence on the world stage. There are numerous challenges facing euro-zone countries now, with debt crisis in several countries. 
The euro, common currency among seventeen euro-zone countries is facing numerous challenges. Germany's finance minister said “his country is prepared to pursue bold action to preserve Europe's common currency, including deeper economic integration with its neighbors, and issued a warning to markets not to underestimate Berlin's resolve to protect the euro (Wall Street Journal, Dec. 11, 2010). Germany could accept steps toward fiscal union if current attempts to improve the euro zone's governance proved insufficient to end the year-old debt crisis. All European countries are determined to keep this European currency stable, so Europe will find steps toward further unification. 
Many Germans, including leading members of the government, oppose further economic integration within the 17-nation euro zone over fears that Germany would be forced to pay the debt of others. Proponents of such steps warn that not only the euro but the EU itself could fall apart if governments fail to act. So far, Germany, the euro zone's economic motor, has vociferously opposed such proposals, sparking accusations from some of its neighbors that Berlin isn't acting in Europe's best interest. This is addressing fears that the debt crisis could spread from small countries such as Greece, Ireland, and Portugal to major economies such as Spain and Italy. It is argued that there will be no domino effect, as long as big economies like Germany defend the common currency. 
Europe should concentrate on explaining to markets the decisions it has made so far, including the move to set up a European Stability Mechanism in 2013 that could impose losses on bond investors if euro members run up excessive debts. 
Under the present structure, with unified monetary policy but not fiscal policy, different interest rates [on government bonds] are the mechanism that makes member states adhere to solid public finances. There is a need to improve the existing structure, and if this structure doesn't work, then they must indeed talk about alternatives. 
1. Which countries are currently in the Euro zone? Of these countries, which are currently experiencing government debt problems?
2. How would, for example, Portugal defaulting on its bond payments impact the other countries in the Euro-zone? What would happen to interest rates? What would be the possibility of debt crises in other Euro-zone countries? How would this impact economic growth in the Euro-zone?
3. Will increasing the size of the bailout fund (from which troubled countries can draw in times of crisis) help to prevent future crises? Why or why not? What is the downside of increasing this fund?
4. Germany seems to be the Euro-zone country that is leading the push toward greater fiscal integration as a means to greater financial stability. Why? What does Germany stand to gain by a fiscal union?


Chapter 17 Mini-Case
Bank Performance Analysis
CONCEPTS IN THIS CASE:
balance sheet
liquidity management
asset management
liability management
return on assets (ROA) 
return on equity (ROE) 
operating income
operating expenses
net interest margin (NIM)
Your supervisor has recently promoted you to a financial analyst position in the bank. The chief financial officer (your supervisor's boss) is concerned about the bank's financial position in comparison with past trends and recent positions of similar banks in the region. To analyze the firm, you have been assigned the task of producing a bank performance analysis. You have done this type of report in your money and banking and finance classes, and you know that the first step is to collect financial data on your bank and similar banks in order to make the necessary comparisons and suggestions for performance improvements. You collect the data in Table 1 and Table 2 from internal annual reports and government publications. * 
Using balance sheet and income statement data, create a bank analysis and performance report for your supervisor that addresses the following issues: 
1. Using the balance sheet for each year,
a. Create a balance sheet showing all assets as a percentage of total assets and all liabilities as a percentage of total liabilities. Which assets on your bank's balance sheet increased over the last three years? Which assets on your bank's balance sheet declined over the last three years? 
b. Examine the liquidity management practices of your bank over the last three years. How has the liquidity position of the bank changed over time? How does the liquidity position of your bank compare to the regional banks in year 3? Would your bank have sufficient reserves if deposits increased 40% in year 3? (Assume that the reserve requirement is 8% on all deposits.)
c. Calculate the equity multiplier ratio for each year. How has the equity multiplier of your bank changed over time? How does the equity multiplier of your bank compare to the regional banks in year 3?
2. Using the income statement for each year,
a. Create an income statement with operating income items expressed as a percentage of total operating income. Which items improved over the last three years? Which trends need to be reversed? How does your bank compare to the regional banks?
b. Create an income statement with operating expenses expressed as a percentage of total operating expenses. Which items improved over the last three years? Which trends need to be reversed? How does your bank compare to the regional banks?
3. Analyze the performance of the bank for each year. 
a. Calculate the return on assets (ROA) for each year. How has the ROA trend changed over the last three years? How does your bank compare to the regional banks?
b. Calculate the return on equity (ROE) for each year. How has the ROE trend changed over the last three years? How does your bank compare to the regional banks?
4. Identify the strengths and weaknesses of your bank relative to trends over time and in year 3 for all regional banks. What is the relationship between your bank's trends and the year 3 comparison with the region?
* The Internet site www.fdic.gov/bank provides financial data for all insured banks, states, regions, and other areas; the site www.sec.gov allows a search of the EDGAR database. 






Chapter 20 Mini-Case
The Mutual Fund, Net Asset Value, Diversification
CONCEPTS IN THIS CASE:
Stocks
Bonds
Cash
Net Asset Value
Cost of funds
Diversification 
Closed-End funds
Open-end Funds
Yield calculation
You have invested in a mutual fund; you are receiving statements summarizing the activity of your account. One critical term in the statement is the Net Asset Value (NAV). The NAV is the total value of mutual fund’s stocks, bonds, cash, and other assets minus liabilities divided by the number of shares outstanding. The fund you are analyzing is an open-end mutual fund consisting of several stocks only. You are assigned to calculate NAV and costs of funds the following scenarios. In addition, in this case you will notice that due to capital appreciation and change in investment size, the NAV will be affected. 
Suppose the mutual fund contains 390 shares of Stock A, currently trading at $48.39, 1000 shares of Stock B currently trading at $43.70, and 2690 shares of stock C, currently trading at $13.00. The mutual fund has 15,000 shares outstanding held by investors. 
1. Calculate the NAV for the fund.
2. If the price of stock A increases to $68 and share price of B decreases to $36.75 and the stock C price increases to $23.91, how will the NAV be affected?
3. Calculate the yield on this investment.
4. Suppose that 1000 additional investors buy one share at the NAV calculated in question 1. Suppose the fund manager decides to use these funds to buy additional shares of Stock C at $23.91. Now, this portfolio will consist of different number of shares that can affect the new NAV. What would be the NAV now?
5. Suppose an individual invests $20,000 in a load mutual fund. The load fund entails an up-front commission charge of 4 percent of the amount invested and is deducted upfront. In addition, annual fund operating expenses are 0.85 percent, which is charged on the average net asset value invested in the fund. The return on this fund is 5 percent each year paid on the last day of the year. What would be the investor’s return on this fund after one year?
6. Go to the Investment Company Institute Web site at www.ici.org. Click on "Statistics & Research." Click on "Quarterly Closed-End Assets." How much have closed end funds changed since 2008?


Chapter 23 Mini-Case
Calculating and Comparing Gap, Duration, and Risk Management Alternatives
CONCEPTS IN THIS CASE:
interest-rate risk
duration gap analysis
income gap analysis
minimizing risk of market value
interest-rate sensitive assets and liabilities 
Your employer has asked you to examine the interest-rate risk of your bank relative to your direct competition. Management is concerned that interest rates will fall by the end of the year and wants to see what would happen to the relative profitability of the firm if the decline actually occurs. 
Interest-rate risk depends on each bank's relative position of interest-sensitive assets and liabilities. You begin the analysis by collecting the information and estimates. 
[image: mc23_img.jpg]
To prepare your presentation for the bank officers, you anticipate and answer the following questions: 
1. What is the total for interest-rate-sensitive assets for:
a. Your firm?
b. Your competition?
2. What is the total for interest-rate-sensitive liabilities for: 
a. Your firm?
b. Your competition?
3. If interest rates decline by 3%

3. Decline by 3%
3. Increase by 3%
1. What is the gap of: 
d. Your firm?
d. Your competition?
1. Using the Macaulay concept of duration, calculate the weighted duration of each asset and liability for both your firm and your competition. 
1. What is the average duration for 
f. Assets for your firm? 
f. Assets for your competition? 
f. Liabilities for your firm? 
f. Liabilities for your competition?
1. What is the duration gap for:
g. Your firm? 
g. Your competition?
1. Using the net worth formula if interest rates decline by 3%, what will be the expected change in the market value of net worth for:
h. Your firm? 
h. Your competition?
1. Using the net worth formula, if interest rates rise by 3%, what will be the expected change in the market value of net worth for:
i. Your firm?
i. Your competition?
1. What would your firm need to do:
j. To eliminate the income gap using adjustments to rate-sensitive assets?
j. To immunize the market value of net worth from interest-rate risk using duration?


Chapter 24 Mini-Case A
Micro Hedge, Macro Hedge, Managing Interest-Rate Risk, Market Value
CONCEPTS IN THIS CASE:
forward contracts
long position
short position
hedge
financial futures contract
arbitrage
micro hedge
macro hedge
cross hedge
hedge ratio
basis risk
stock market risk
portfolio insurance 
Your company president is concerned about the effect of interest-rate changes on rate-sensitive assets and liabilities. You have presented an analysis of both the income and the duration gap of the firm and how this would result in changes in the market value of the bank's net worth. This presentation made it clear that the bank needs to hedge against an adverse change in the market value of net worth. Based on economic forecasts, it is most likely that interest rates will rise in the next six months. 
As a result of the excellent work you presented to management regarding gap analysis, you have been called on again to present alternatives that will manage this inherent risk. You see this as a way to learn more about the key management concerns of banks and to hone a fine presentation. However, you are not sure about these "hedging" concepts, so you seek out professionals in the area and begin to focus entirely on how these tools work. 
Your professional "coach" in this area is Bob R. Smart. He has worked for many years setting up and managing hedging strategies. You are not intimidated by his experience, but you are interested in making a good first impression. With this in mind, you create a glossary for basic hedging methods, including forward contracts, interest-rate forward contracts, long position, short position, hedge, financial futures contract, arbitrage, micro hedge, macro hedge, cross hedge, hedge ratio, basis risk, stock market risk, and portfolio insurance. 
Bob has asked you to bring your bank's current list of assets and liabilities to the study session to use in setting up both a micro and a macro hedge. A summary of your bank's position is as follows: 
Total assets: $150 million
Duration gap: 2.20 years 
Primary holdings of concern: $7 million in 6% Treasury bonds selling at par that will mature in 5 years; $12 million in stocks with an average beta of 0.90.
Your assignment after the first study session is to set up a micro hedge for the Treasury bonds that will help the bank offset the adverse effect of interest-rate increases on the bonds being held and to set up a macro hedge that will minimize any negative effect on the market value of net worth when interest rates rise. 
You gather information from the most recent financial press regarding Treasury bond contracts with a maturity of about one year. Historical relationships between Treasury bond futures contracts and Treasury bonds indicate that the change in the value of the hedged asset relative to the futures contract would be about 1.3 and that interest rates on the hedged asset change on average for a given change in the interest rate on the futures contract by about 0.90. A 1% increase in interest rates results in a decline in value for Treasury bonds of 8% of par. 
1. If you expect interest rates to rise, what type of hedge should you set up, long or short? 
2. What is the hedge ratio for the micro hedge?
3. How many futures contracts are needed to set up a complete hedge?
4. If interest rates on the Treasury bonds rise by 1%, what would be the change in the value of the bank's: 
a. Treasury bonds? 
b. Treasury bond futures contracts?
5. If the bank can set up $150 million in futures contracts whose underlying bonds have an average duration of 2.20 years, what would be the change in the value of the bank's:
a. Market value of net worth (without the futures contracts)?
b. Macro hedge position?
c. Market value of net worth (including the effects of the futures contracts)?
6. If the bank cannot find a set of futures contracts with the same duration as the bank (2.20 years) but has found enough contracts with a duration of 4.40 years:
a. How much of this contract would the bank sell?
b. For a 1% increase in interest rates, what would be the percentage change in the price of the futures contract?
c. What would be the decline in the market value of the bank's net worth without the futures contract in place?
d. What would be the change in the market value of the bank's net worth with the futures contract in place?
7. How could basis risk result in eliminating the forecasted success of the hedge positions described above? 
8. Identify the generally accepted accounting principles that would influence your decision to use hedging strategies.
9. If on January 5 you see June S&P 500 Index contracts selling for 800, how many contracts must the bank sell to immunize its portfolio against systematic (market) risk?
10. If the S&P 500 falls by 10% between January 5 and June, what will be the change in: 
a. The market value of the bank's stocks? 
b. The market value of the bank's index contracts described in Question 9?
c. The market value of the firm's net worth?
11. Explain how the bank would make use of forward contracts to hedge foreign exchange rate risk if they anticipate an increase in the value of the dollar relative to a foreign currency over the next six months. 
12. Explain how the bank would make use of futures contracts to hedge foreign exchange rate risk if they anticipate a decrease in the value of the dollar relative to a foreign currency over the next six months. 


Chapter 24 Mini-Case B
Using Option Contracts and Currency Swaps to Manage Interest-Rate Risk
CONCEPTS IN THIS CASE:
options
strike price
premium
American option
European option
stock option
futures option
call option
put option
swaps
currency swaps 
Your previous presentations on risk management and hedging with financial derivatives and your recent promotion to senior risk manager have made you very happy. The senior management team considers you one of the most valuable assets of the firm, and you are seeking a new opportunity to demonstrate your potential for even greater responsibilities. As designated risk manager for the firm's portfolio, you are continually trying to find ways to manage risk without the problems of futures contracts (liquidity, basis risk, accounting requirements). Bob R. Smart continues to be your outside consultant on such matters, and he is now suggesting that the firm consider other financial derivatives being used by larger banks: options and swaps. He has set up a meeting to discuss these alternatives, and he hopes you are as successful as you were under his previous coaching. You recognize that your success started with a lot of hard work, creating definition sheets, setting up scenarios, and answering anticipated questions in advance. You decide to continue your previous success by repeating the same process in the study of options and swaps. 
You begin by defining the terminology commonly used in trading options and swaps: option contract, call option, put option, exercise or strike price, option premium, American and European option contracts, stock options, swaps, currency swaps, and interest-rate swaps. Once you understand these terms, you gather information that would be useful in the practical testing of these new strategies. 
Total assets: $150 million
Interest-rate-sensitive assets: $90 million
Interest-rate-sensitive liabilities: $120 million
Duration gap: 2.20 years
Primary holdings of concern: $7 million in 6% Treasury bonds at par with 5 years to maturity; $12 million in stock, with an average beta of 0.90 
Obtain information from the financial press on the most recent call and put contracts on Treasury bond futures options (six-month maturity). The response of Treasury bonds to a 1% rise in interest rates is 7% of par, while the change in the price of the futures option contract is 6%. The interest rate on Treasury bonds on average changes by 1.10 percentage points when the interest rate on the Treasury notes futures contract changes by 1%. 
1. To protect against a rise in interest rates and a decline in the value of bonds held, how many Treasury bond futures put options (where the strike price is close to the current price) must the firm purchase? 
2. If the forecasted rise in interest rates does not occur, can the bank still profit from its position in the Treasury bond futures options purchased in Question 1? 
3. What is the most significant accounting principles difference between futures and options? 
4. Given the gap of the bank, how large an interest-rate swap does the bank need to arrange to hedge interest-rate risk and prevent a decline in profits when interest rates increase? 
5. You are offered an interest-rate swap in which you would receive interest payments of 1% over the one-year Treasury bill rate for the next five years in exchange for a 7% fixed-rate payment.
a. If the effective duration of the 7% fixed-rate payment over the next five years is 6.3, what is the duration of the swap? 
b. What is the notional principal of the swap?
c. What will be the change in net worth as a percentage of assets if interest rates rise 1%? 
d. What will be the percentage change in the value of the swap if interest rates rise 1%? 
e. What will be the net change in the value of the firm as a result of a 1% increase in interest rates? 
6. Explain the difference between hedging foreign exchange risk with currency options and currency swaps and doing so using futures contracts. 


Chapter 26 Mini-Case
Purchase of a Finance Company, Analysis of Balance Sheet, Risk Difference Relative to a Bank, Leasing Function
CONCEPTS IN THIS CASE:
balloon loan 
liquidity risk 
interest-rate risk 
factoring 
leasing 
floor plan 
Regulation Z 
reserve for loan losses 
economies of scale 
economies of scope 
Your bank is considering the purchase of a finance company. The financial information you have been given is as follows:
	Assets ($ millions) 

	   Consumer loans 
	            
	60.0 

	   Business loans 
	            
	140.0 

	   Real estate loans 
	            
	50.0 

	   Less reserve for loan losses 
	            
	20.0 

	   Other assets 
	            
	50.0 

	       Total assets 
	            
	280.0 

	Liabilities ($ millions) 

	   Bank loans 
	            
	35.0 

	   Commercial paper 
	            
	130.0 

	   Owed to parent 
	            
	22.0 

	   Debt not elsewhere 
	            
	44.0 

	   Other liabilities 
	            
	19.0 

	       Total liabilities 
	            
	250.0 

	Equity 
	            
	30.0 

	       Total liabilities and equity 
	            
	280.0 


Given the typical finance company balance sheet: 
1. What would be the typical amount held as reserve for loan losses? 
2. What would be the typical amount held as business loans?
3. How much commercial paper would be expected for this company?
4. How much in bank loans would be expected for this company?
5. How does the firm compare to the average capital-to-total-asset ratio of 11%?
6. After reviewing the firm's position relative to Figure 4, what recommendation would you make to your management regarding the purchase of this finance company?
7. What economies of scale would you expect if your larger bank purchased this finance company?
8. What economies of scope would you expect if your larger bank purchased this finance company? 
9. What is the difference between the risk of the finance company and the bank in terms of government regulations?
10. What advantages (if any) could the bank gain by purchasing the finance company and using it to own and lease productive assets (such as computers) to the parent company (bank)?

image3.jpeg
Bank Balance Sheet

Your Firm Compeition
Amount Duration Amount Duration
(Smilions) (years) (Smilions) (years
Assets
Reserves and cash tems. 3 00 4 00
Securities
Less than 1 year 4 08 5 03
1-2 years 3 16 7 12
Greater than 2 years 7 50 9 40
Residential morigages
Variable-rate [ 04 21 09
Fixed-rate (30 years) 15 55 7 44
Commerical loans
Less than 1 year 13 09 0 06
12 years 3 18 2 14
Greater than 2 years 55 60 20 54
Physical capital 10 00 2 00
Liabilities.
Checkable deposits 10 10 i 10
Money market deposit accounts. 5 06 [ 05
Savings deposits. 12 10 1 10
cDs
Variable-rate 6 04 12 06
Less than 1 year 19 03 i 05
12 years 8 11 10 18
Greater than 2 years 15 29 10 22
Fed funds 10 00 i 00
Borrowings
Less than 1 year 12 04 18 o7
1-2 years 9 12 12 18

Greater than 2 years 39 29 31 a8





image1.jpeg
Nominal

Interest
Liabilty (coupon) Yearsto

Amount (5) Rate Maturity

Selected Liabilities of the firm

simple Loans 800 5% 1

Fixed-Payment Loans 5,000 2% °

Long-term Bonds #1 500,000 10% 4

Long-term Bonds #2 1,080,000 ) n

Liabiles Total 1,585,800

Market Price for Bond #1 200,

Market Price for Bond #2 83030

Face Value of Each Bond 1,00000

Selected Current Assets of the firm

Marketable Securities:
Treasury Bills 100,000

iote-Treasury B have 35 10,000 acs valve, which malures s on year_ Each Treastry Bl s 3 5051 o1 § 055000




image2.jpeg
Coupon Face Projected  Reinvestment Rates
Year _interest(s) Value (5) 10% 5%
1 100
2 100 10,00 500
3 100 21.00 1025
4 100 1000 3310 1576
Total
income
inyeard 400 1000 10 1576




