Money, Banking, and Financial Markets

 HW 1
          Chapters 1-3    Overview of Financial System
1. Use   http://www.federalreserve.gov/releases/H15/data.htm . Collect annual data on federal funds rate, bank CDs, 6-month treasury bills, 30-year treasury bonds, and corporate bonds.   

a. In which year did interest rates peak?  

b. Which of the instruments typically pays the highest rate? 

2. Use http://finance.yahoo.com/ to find the latest exchange rate of the US dollar against Euro.
3. Give several examples of money market instruments.

4. Give examples of capital market instruments.

5. Define the term  “equity”?  Give an example of an equity.

6. Suppose you invested in a firm (for example, Apple, Google, Western Union) when it was small and unprofitable. Now the firm has grown considerably and it is profitable. Would you be better off if you had bought the firm’s stock or the firm’s bonds?

7. If you suspect that a company will go bankrupt next year, which would you rather hold, bonds or equities issued by the company? Why?
8. Rank the following assets from most liquid to least liquid:
a. Checking account deposit
b. House
c. Currency
d. Common stock
e. Car
9. Use  http://www.federalreserve.gov/releases/h6/hist/h6hist1.txt.  

a. What is M1?   

b. What is M2?

c. What is the latest measure of M1?
10. Suppose I am a good borrower.  I need $10,000 to invest in a project that will pay a safe 6% rate of return next year.  Suppose my neighbor is a bad borrower, his $10,000 project has very low chance of success but the expected rate of return is 20%.  The local bank charges 10% interest rate on all its loans.  

a. Will I be willing to borrow at this rate?  Will my neighbor be willing to borrow at this rate?  

b. Assume all potential borrowers are either like me or like my neighbor. Explain why the bank will end up issuing no loans and no projects will be funded. 
c. How could the bank reduce with this adverse selection problem?   
11. What kind of moral hazard problems do banks worry about?
12. Suppose an all you can eat buffet costs $10.  The buffet discovers that most of its customers are sumo fighters. Is this a problem of adverse selection or moral hazard for the restaurant? Explain.
13. Why does the government find it necessary to heavily regulate the financial system?  Give one example of such government involvement into financial markets. 
14. Use www.sec.gov, click on “What We Do”.  What are the responsibilities of the SEC? 
15. List three types of financial intermediaries, give examples. 
16. Is the US money backed by gold?  If not, why do you accept them as payment?
17. You have decided to issue your own currency and use your computer to produce some impressive looking notes. What could you do to increase the chances of these notes being accepted as a means of payment?

18. What is an economic recession?
19. I have $110 in the bank. The interest rate was 5% per year two years ago and is expected to remain the same for the next two years. 

a. How much money will I have in two years ? 
b. How much did I put in the bank two years ago?

20. Use articles and links under Lesson 1 on the course webpage to explain causes of the most recent financial crisis in the US. 
