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Economics 330         Menzie D. Chinn 
Fall 2006         Social Sciences 7418 
University of Wisconsin-Madison 
 

Problem Set 3 
 
Due in lecture on Monday, October 30th. No late submissions will be accepted. Make sure your name is 
on your problem set, as well as the name of your (official) TA. 
 
1. Consider the following information, drawn from the Economist, October 21-27 issue. 

 
 

 
 
1.1 Using the Interest Parity Condition, calculate the expected annual rate of depreciation (or 
appreciation) of the US dollar against the UK pound over the next two years.  
 
1.2 What is the exchange rate (UK pound per US dollar) expected one year from now, assuming the 
interest parity condition holds. 
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2. Suppose the U.S. economy starts looking like it’s going into recession. What do you think will 
happen to exchange rates? Be sure to use equation (6) from the handout in lecture of October 
11th/18th in your answer. 
 
3. Using equation (6), explain what happens to the Pound/Dollar exchange rate if the Fed decides 
to raise rates by one percentage point when expected inflation has risen by one percentage point.  
       
4. The Fed is the most independent of all U.S. government agencies. What is the main difference between 
it and other government agencies that explains the Fed’s greater independence? 
 
5. What is the key monetary policy making group within the Federal Reserve System? Who makes the 
decisions within this group? 
 
6. Do you think the lemons problem would be more severe for stocks traded on the NYSE or those traded 
over the counter? Explain. 
 
7. How can a sharp rise in interest rates provoke a financial crisis? 
 
8. Suppose the bank you own has the following balance sheet, in millions: 
 

 Assets  Liabilities 
 Reserves   $1600  Deposits         $10000
 Loans       $10400  Bank Capital   $2000 

 
If the bank suffers a deposit outflow of $1 billion with a required reserve ratio on deposits of 
10%, what actions must you take to keep you bank from failing? 

 
9. Consider the “High Capital Bank” in the middle of page 231 (8/e) [213 (7/e)]. Suppose further that the 
return on assets (ROA) is 2%. 
  9.1 Calculate the ROE. 
  9.2  Suppose the owners’ bank equity to $30. Assuming the ROA is fixed, what happens to ROE? 
  9.3 What are the benefits of this option? 
 
10. Consider the case of a manager of a bank that is attempting to reduce the risk associated with interest 
rate changes. The bank has $30 million of fixed-rate assets, $20 million of rate-sensitive assets, $10 
million of fixed-rate liabilities, and $40 million of rate-sensitive liabilities. If the bank manager conducts 
a gap analysis for the bank, show what would happen to bank profits if interest rates rise by 2 percentage 
points. What actions could the bank manager take to reduce the bank’s interest rate risk, if he/she so 
decided? 
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