Week 3: Central Banking and Monetary Policy - Homework

Week 3 Homework

You are to work alone to analyze and prepare answers/solutions for
the following questions and/or case studies. The text should be your
primary source of information throughout this course.

Consolidate your response into one file and submit it to your
instructor not later than Sunday Midnight central time. Name your file
with your name and the week number, i.e. Jones1 or Brown1. Your
file should be in either Microsoft word (*.doc or *.docx) or rich text
(*.rtf) format.

“
-
. s ¥

- TR

:g o a s “Wt’W%wweumHmewwﬁ_ o

b
e

_M I s—— Submit your assignment by uploading it into the Dropbox, by clicking
s ; on the Dropbox tab at the top of the course frame and choosing the
— o current week assignment. Do not paste it into the Dropbox.

Week 3 Assignment

You are to prepare answers to the following questions based on the information in the text. Throughout
this course, the primary source of information to answer homework questions should be the text book.
Each question has the same point value,

Chapter 7: Questions 2 and 10
Web Exercise 1

Chapter 8: Questions 9 and 10
Web Exercise 2



moral hazard refers to the risk of the borrower’s
engaging in activities that are undesirable from the
lender’s point of view

4. Adverse selection interferes with the efficient func-
tioning of financial markets. Tools to help reduce the
adverse selection problem include private production
and sale of information, government regulation to

Js, increase information, financial intermediation, and
B k collateral and net worth. The free-rider problem
ion i occurs when people who do not pay for information

take advantage of information that other people have
re k- paid for. This problem explains why financial inter-

aqasier :_ mediaries, particularly banks, play a more important
5. The ] role in financing the activities of businesses than secu-
3 rities markets do.
3 5. Moral hazard in equity contracts is known as the
2 ! ':; principal-agent problem, because managers (the
shed agents) have less incentive to maximize profits than
i N stockholders (the principals). The principal-agent
sme problem explains why debt contracts are so much
more more prevalent in financial markets than equity con-
5, cor- tracts. Tools to help reduce the principal-agent prob-
e, lem include monitoring, government regulation to
W increase information, and financial intermediation.
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6. Tools to reduce the moral hazard problem in debt
contracts include collateral and net worth, monitor
ing and enforcement of restrictive covenants, and
financial intermediaries.

7. Contflicts of interest arise when financial service
providers or their employees are serving multiple
interests and have incentives to misuse or conceal
information needed for the effective functioning of
financial markets. We care about conflicts of inter-
est because they can substantially reduce the
amount of reliable information in financial markets,
thereby preventing them from channeling funds to
parties with the most productive investment oppor-
tunities. Three types of financial service activities
have had the greatest potential for conflicts of inter-
est: underwriting and research in investment bank-
ing, auditing and consulting in accounting firms, and
credit assessment and consulting in credit rating
agencies. Two major policy measures have been
implemented to deal with conflicts of interest: the
Sarbanes-Oxley Act of 2002 and the Global Legal
Settlement of 2002, which arose from a lawsuit by
the New York attorney general against the 10 largest
investment banks.
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agency theory, p. 140

equity capital, p. 145

free-rider problem, p. 141

incentive compatible, p. 149

initial public offerings (IPOs), p. 156
net worth (equity capital), p. 145

restrictive covenants, p. 137
secured debt, p. 137
spinning, p. 156
state-owned banks, p. 153
unsecured debt, p. 137
venture capital firm, p. 147

on of theses editors, p. 152 pecking order hypothesis, p. 144
line in us. conomies of scope, p. 155 principal-agent problem, p. 145
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. How can economies of scale help explain the exis-
tence of financial intermediaries?

Pescribe two ways in which financial intermediaries
financial help lower transaction costs in the eConory.
advantage
e to dev
thus enab

from the &8

Would moral hazard and adverse selection still arise
& 1N financial markets if information were not asym-
i metric? Explain.

How do standard accounting principles help finan-
vl €ial markets work more efficiently?

(w0 DPrODESS
re the &SE
after the ¥
e fact that
S ek lgal]&

'_."" ¥ou think the lemons problem would be more
Vere for stocks traded on the New York Stock
Xchange or those traded over the counter? Explain.

i
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6. Which firms are most likely to use bank financing
rather than to issue bonds or stocks to finance their
activities? Why?

7. How can the existence of asymmetric information
provide a rationale for government regulation of
financial markets?

&

Would you be more willing to lend to a friend if she
put all of her life savings into her business than you
would if she had not done so? Why?

®©

Rich people often worry that others will seek to marry
them only for their money. Is this a problem of
adverse selection?
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10. “The more collateral thert
the lender has to worry about adverse st lection.”

Explain

Is this statement true, false, or uncertain?

Iverse

11. How does the free-rider problem aggraval
colection and moral hazard problems in hnan ial

markets?

12. Explain how the separation ol ownership and controlin
American corporations might lea { 1o poor management

ial ser

13. Why can the provision of st weral types of finar
vices by one firm lead to a lower cost of information
]l[-‘_llil!.\'|lllll...

14. How does the pri wision of several types of financial

; by one firm lead to conflicts of interest?

llQUANTITAT!VE PROBLEMS
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15. How can conflicts ol mte
firms less effcient

16. Describe two conflicts of mterest that occur when

underwriting and research are provided by a single

investiment firm

efficient financia

17. How does spining lead 1o a less

system
18. Describe twao conflicts of nke
accounting firms

es-Oxley do you think ar

19. Which prowvis
Cand which are not:

benef

20. Which provisions of the Global

gal Settlement
you think are benefi ial, and which ?

1. You are in the market for a used car. At a used car lot,
vou know that the blue book value for the cars you dare

looking at is between 520, 100 and $24,000. If you believe

the dealer knows as much about the car as you, how

much are you willing to pay? Why? Assurme that you only

care about the expected value of the car you buy and
that the car values are symimetrically distributed.

2. Now, you believe the dealer knows more about the
cars than you. How much are you willing to pay? Why?
How can this be resolved in competitive market?

3. You wish to hire Ricky to manage your Dallas opera-
tions. The profits from the operat ions depend par-

tially on how hard Ricky works, as follows

Probabilities
Profit =

lazv he will surl the Internet all day, ani e

If Ricky 1s lazy,

s a zero cost opportunity. However, Rit

views this

would view working hard as a “personal cost™ valie
at $1.000. What fixed pere entage of the profits shoul
vou offer Ricky? Assume Ricky only cares about hi
expected payment less any “personal cost.”

4. You own a houst worth E400,000 that 18 Elu';|||--; 1]

4 river. If the river floods moderately, the houst

be completely destroyed. This happens about «

every bl years. If vou build a gseawall, the river woul
have to flood heavily
only happens about once
would be the annual premium for an msurance p

to destroy your house, whic

every 200 years. W

icy that offers full insurance? For a policy thal
% of the home value, what are your expect

pays o I
differer

costs with and withoul a seawall? Do the

Profit = MR without & 0.8
$10.000 $50.000 [ml:rlu-rap]'u\!-:ln-;mmn entive to be safer (i.e., to bul
. he seawall):
Lazy 60% A% s k
Hard worker 20% RO
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9. This chapter discusses how an understanding ol

selection and moral hazard can help us better und

yroblem and its

> fhus chapter we iscusst ele S . ¥ = . .
1. In this chapter we discuss the lemol stand financial crises. The greatest financial CTt

e v semaiant f § o d e i ; _ : : :
effect on the efficient functioning fam: taced by the United States was the Great Depressi

theory was initially developed by George Akerlot from 1929 to 1933. Go to www.amated 0
|' ) iw . %o g ol nrizes/ S .
jo to http//www.nobelprize.org nobel prizes greatdepression.itml [his site contains a briet

led to the Gr

} e

ceonomics/articles/akerlof/index.html This si the factors that

cussion ol

Depression. Write a one-pag surmmary explé
ribu

t Akerlof, Spence, and Stiglitz were awar led

rep rtst

2001 for their work tion and moral hazard cont

how adverse se

the Nobel prize in economies 1

Read this report down through the sect ion on George ireat Depression

\kerlof. Summarize his research ideas inone page.



nan-
ncial
ased
Xico,
omic

Ourn-
WVery
BCON-
finan-
2ased
»Xam-
dden,

Chapter 8 \Why Do Financial Crises Occur and Why Are They So Damaging to the Economy?
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agency problems, p. 171
agency theory, p. 164
asset-price bubble, p. 166
bank panic, p. 167

default, p. 171

deleveraging, p. 166

emerging market economies, p. 178
financial crisis, p. 164

principal-agent problem, p. 171

repurchase agreements (repos),
. 174

securitization, p. 171

shadow banking system, p. 174

b credit boom, p. 164 financial engineering, p. 171
4 credit default swaps, p. 172 financial globalization, p. 178
credit spreads, p. 170
collateralized debt obligations
3 (CDOs), p. 171

: debt deflation, p. 168

haircuts, p. 174

financial liberalization, p. 164

speculative attack, p. 182
structured credit products, p. 171
subprime mortgages, p. 171

mortgage-backed securities, p. 171
originate-to-distribute model, p. 171

g 8 1. How can a bursting of an asset-price bubble in the 11. Why do debt deflations occur in advanced countries,
- stock market help trigger a financial crisis? but not in emerging market countries?
' 2. How does an unanticipated decline in the price level 12. What technological innovations led to the develop-

ns, and cause a drop in lending? ment of the subprime mortgage market?

5 3. When can a decline in the value of a country’s cur- 13. Why is the originate-to-distribute business model sub-
ered by rency exacerbate adverse selection and moral haz- Ject to the principal-agent problem?
P— i J . 2 Whv? . . ) . .
ing sub- S ard problems? Why? 14. True, false, or uncertain: Financial engineering always
ng ofa =8 B 4. How can a decline in real estate prices cause delever- leads to a more efficient financial system.
dly with : swarand s deslinain lendine? : o . Z ;
p ;m{ ol ; aging and a decline in lending? 15. How did a decline in housing prices help trigger the

(l . 5. How does a deterioration in balance sheets of finan- subprime financial erisis starting in 2007?
W DE T ’ s A A : . s .
le firms, % . cial institutions and the simultaneous failures of these 16. How can opening up to capital flows from abroad lead
vt 3 institutions cause a decline in economic activity? o fitarcial Brisiey

deve " - . . .
manage- 18 3 6. How does a general increase in uncertainty as a 17. Why are more resources not devoted to adequate pru-
ion that I‘l_’.bllll-‘Uf a ftululre of a major hn.pn(rml institution lead dential supervision of the financial system to limit
r involva i to dlll increase in adverse selection and moral hazard excessive risk taking, when it is clear that this super-
specula- 8 problems? vision is needed to prevent financial crises?

- 3 . What are ) it avs b cnikes in i srest rates r w . . " .
sentually 7 I\ hr(iﬁ are the two ways that spikes in interest rates 18. Why does the “twin crises” phenomenon of currency
p decline i Iea t? an increase in adverse selection and moral and banking crises occur in emerging market countries?
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of the & 1azard problems? -y . ; .
[ue ; . ) 19. How can a currency crisis lead to higher interest rates?
debt bur- ! 8. How can government fiscal imbalances lead to a finan- 20. H i . R AR l Yol
ecline in g @l crisis? . How can a dete jlghjtu.ﬂl in bank balance sheets leac

. : to a currency crisis’

g and 3 - L . . L ; !
auon i n'low can financial liberalizations lead to financial crises?
al hazard = : ; , .
e of lend- (08 ‘Vhat role does weak financial regulation and super-
economie e vision play in causing financial crises?
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tanding

. selection and moral hazard can help us bet-

1. This chapter discusses how an unde?

il"l.\'i_'

ter understand financial crises The greatest financial
crisis faced by the United States was the Greal

Depression of 1929-1933. Go to wWww amatecon

.com/gr atdepression.html. This site contains a

brief discussion of the factors that led to the Great
Depression. Write a one-pa

ge summary explaining

how adverse selection and moral hazard cont ributed

to the Great Depression.

2. Go to the International Monetary Fund's Financ
Crisis page at Www imf.org/external/np/ext [k
finstab.htm. Report on the most ret ent three col
iries that the IMF has given emergency loans to
response to a financial crisis. According to the ID

what caused the crisis In eal h country?
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www.amalt econ.com/gd/gdti meline.html

A time line of the Great Depression.

www.imf.org

The International Monetary Fund is an organization of
185 countries that works on global policy coordination
(both monetary and trade), stable and sustainable eco
nomic prosperity, and the reduction of poverty.

www.publicpolicy.umd edwnews/Reinhart®o20papel

Paper by Carmen Reinhart and Kenneth Rogoff com

ing the 2007 subprime crisis to other international cri




