Lecture 1- Class
The questions are theoretical, quantitative/practical and multiple choice.
Theoretical questions

1. Why are financial markets important to the health of the economy?

Because they channel funds from those who do not have a productive use for them to those who do,
thus resulting in higher economic efficiency.

2. When interest rates rise, how might businesses and consumers change their economic
behaviour?

Businesses would cut investment spending because the cost of financing this spending is now higher,
and consumers would be less likely to purchase a house or a car because the cost of financing their
purchase is higher.

3. How can a change in interest rates affect the profitability of financial institutions?

A change in interest rates affects the cost of acquiring funds for financial institution as well as
altering the income on assets such as loans, both of which affect profits. In addition, changes in
interest rates affect the price of assets such as stock and bonds, that financial institutions own which
can lead to profits or losses.

4. How can changes in foreign exchange rates affect the profitability of financial institutions?

Changes in foreign exchange rates change the value of assets held by financial institutions and thus
lead to gains or losses on these assets. Also changes in foreign exchange rates affect the profits
made by traders in foreign exchange who work for financial institutions.

5. What are the other important financial intermediaries in the economy besides banks?

Savings and loan associations, mutual savings banks, credit unions, insurance companies, pension
funds, mutual funds and finance companies.

6. If you suspect that a company will go bankrupt next year, which would you rather hold,
bonds or equities issued by the company? Why?

You would rather hold bonds, because bondholders are paid off before equity holders, who are the
residual claimants.

7. Why might you be willing to make a loan to your neighbour by putting in a savings account
earning 5% interest rate at the bank and having the bank lend her the funds at 10% interest
rate rather than lend her the funds yourself?

The costs of making the loan to your neighbour are high (legal fees for a credit check and so on)
you will probably not be able to earn 5% on the loan after your expenses even though it has a
10% interest rate. You are better off depositing your savings with a financial intermediary and
earning a 5% interest.



In addition you are likely to bear less risk by depositing you savings at the bank rather than
lending them to your neighbour

Multiple choice questions

1. Which of the below statements are true:
i. A financial intermediary is a financial institution that connects surplus and deficit
agents
ii.  Afinancial intermediary provides its services free of charge
iii. A mutual fund is not a financial intermediary
iv. A bank is a financial intermediary

a. iandii

b. iandiiandiii

c. iandiv

d. iandiiandiiiandiv

The answer is ¢

2. Whois the regulator in UK?
a. The Prudential Regulation Authority (PRA)
b. The Financial Conduct Authority (FCA)

c. Both the Prudential Regulation Authority (PRA) and Financial Conduct Authority
(FCA)
d. None of the above

The answer is ¢



Quantitative/practical questions

The following Bloomberg page dated 09/25/2013 shows the spot Currency Rates Matrix.

for explanation, for similar functions.
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1. What is the exchange rate between the CHF/GBP (Swiss francs per Pound sterling)
on 09/25/2013?
Itis 1.4621

2. Suppose that another day (say 11/25/2013) the CHF/GBP (Swiss francs per Pound
sterling) is 1.6750. If you want to exchange £100 to Swiss francs which day (if you
ever had the choice) would you do the exchange: on 09/25/2013 or on 11/25/2013?
On 11/25/2013 at 1.6750

3. What is the value of Swiss francs that you would get after you had exchanged the
£100 on 09/25/20137? 146.21 Swiss francs

4. What is the value of Swiss francs that you would get after you had exchanged the
£100 on 11/25/2013? 167.50 Swiss francs



