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Part I:  Multiple Choice Problems

1. B

2. E

3. E

4. B

5. B

6. D

7. B

8. B

9. A

10. A

11. C

12. C

13. D

14. D

15. A

16. A

17. D

18. E

19. E

20. D

Part II.  Problems

1. A.  T- account:

Assets




Liabilities

Reserves 
100


Checkable Deposits

220

Cash Items in 



Net Worth 


230

  Process of 



Total 



450

  Collection
150

Deposits at 

  Other Banks
200

Total 

450

B.  Bank’s Net Worth Ratio

Net Worth Ratio = (Net Worth)/(Total Assets)

Net Worth Ratio = 230/450 = .51

C. Debt-to-equity ratio of the bank:

Debt-to-equity ratio = (liabilities)/(Net Worth) = 220/230 = .9565

2. The percentage change in the market value of liabilities must equal the product of the negative of the percentage change in the interest rate and the duration in years.  Thus, the percentage change in the market value of liabilities equals (-6%)(3 years) = -18%.  This implies that the fixed-rate liabilities fall from 150 million to 123 million.  And that net work falls to 30 million.  This then implies that fixed-rate assets must have fallen to 153 million.  Thus the decrease in fixed-rate assets must equal –47 million.  So, (200 million)(% change in the market value of the fixed-rate assets) must equal –47 million.  So, the percentage change in the market value of the fixed-rate assets must equal –23.5%.  The average duration is then found by solving (-23.5%) = (-6%)(average duration of fixed-rate assets)= 3.916.

3. The low quality stock will sell for a price greater than or equal to 1100 and less than or equal to 1200.  The low and high quality stocks will sell for a price greater than or equal to 1500 and less than or equal to 1560.  Between 1200 and 1500 there is no buyer since the seller will only offer low quality stocks and the buyer’s maximum price for low quality stock is $1200.

Part III:  Essay

Benefits:

· Increase the availability of funding to small businesses and makes that funding available at better terms

· Decrease time needed in loan approval process

· Increased securitization made possible

· Cheaper and more objective than alternative

Limitations:

· Accuracy of scoring systems for underrepresented groups

· Accuracy of scoring system with respect to selection bias

· May be overly optimistic

Effect on Competition:

· Large banks can now expand into small-business lending

· Increased competition among providers of this type of credit

· Increased availability of credit for small businesses

