Take Home Final Exam

MFIN 514-Financial Institutions and Markets
Summer 2009

Instructor: Cem Demiroglu

Instructions: You have until Sunday, August 2, 2009 23:59 P.M. to e-mail me your answers. I will strictly enforce this deadline. My e-mail address is cdemiroglu@ku.edu.tr. I will not respond to your questions about the exam until after this deadline. You are allowed to work in groups but each student has to write his answers individually. I will consider copying answers from another student cheating.
Good luck!

Section I. True, False, Uncertain (4 points each)

Explain why the following statements are true, false, or uncertain. You will be graded on the clarity, completeness and coherence of your answers.

1. Deposit insurance causes banks to hold too little capital and take too much risk, so we should abolish deposit insurance.
2. Banks have become unimportant in large-firm finance due to the growth of the commercial paper markets.
3. Research suggests that small firm’s access to bank credit is easier when the banking sector is more concentrated (i.e., less competitive).

4. Securitization has allowed banks to improve both credit and liquidity risk and made banks safer.

5. A rational investor would not lend to a commercial bank at 10% when numerous creditworthy borrowers are willing to pay 15% for the same funds.

Section II. Short Answer Questions (5 points each)
1) Do you think credit rating agencies are viable financial institutions? Why / why not?
2) What kind of trading strategies can you employ to bet against the CDO market’s failure?
3) Why do you think deposit insurance is provided by governments rather than the private sector?

4) Why do banks provide liquidity to a competitor in the inter-bank loan markets rather than denying credit and pushing it into a liquidity crisis? 
5) Why do you think venture capital firms prefer to invest in entrepreneurial firms in stages and by taking convertible preferred equity?

6) While intermediation resolves certain frictions associated with direct lending, it also creates new ones. Explain the adverse selection and moral hazard problems that arise as a result of intermediated lending.
7) Consider the following two syndication strategies for a $3.3 billion loan:

	Strategy A:

	
	
	Underwritten
	Individual
	Individual

	
	Number
	amount
	S/U amount
	allocation

	Lead-bank
	1
	$3.3 billion
	-
	$300 million

	Sub-underwriters
	0
	
	
	

	Participants
	20
	
	
	$150 million


	Strategy B:

	
	
	Underwritten
	Individual
	Individual

	
	Number
	amount
	S/U amount
	allocation

	Lead-bank
	1
	$3.3 billion
	$660
	$300 million

	Sub-underwriters
	4
	
	$660
	$300 million

	Participants
	9
	
	
	$200 million


Briefly compare the risks and rewards of these two structures from the lead lender’s perspective.

Do you think the borrower will care which structure the lead bank chooses? 

8) What are the advantages and disadvantages (for a borrower) of forming strong lending relationships with a bank? 
Section III. Numerical Problems (10 points each)
1)  XYZ is a financial institution that has the following balance sheet (marked-to-market):

	Assets:
	Liabilities:

	Short-term loans                                   $1,000
	5-year bonds                                         $1,350

	Long-term loans                                      $500
	Net worth                                                 $150


The short-term loans are zero-coupon and are paid at the end of 1 year. The long-term loans are zero-coupon loans that mature in 3 years. On the liability side 5-year bonds are also zero-coupon.
Assume that the yield curve is flat and interest rates are 5% today. 

a) Compute the exact and approximate changes in the value of XYZ’s net worth for a 1% increase in interest rates.

b) Does XYZ’s net worth have positive or negative convexity?

c) Suppose you want to duration hedge XYZ’s net worth by buying a 10-year Treasury STRIP financed with overnight borrowing in the interbank market. How many STRIPs do you need to purchase? (A STRIP is a zero-coupon bond)
d) What are the drawbacks to the strategy in part (c) relative to hedging with interest rate swaps?

2) Below are the returns to Google over the last 50 days, sorted from the highest to lowest:

[image: image1.emf]a) You have a position worth $10 million in Google’s stock. What is the 1-day VAR with 95% confidence using historical simulation?

b) The standard deviation of the return series on the left is 0.0174. Compute the 1-day VAR with 95% confidence using the Delta-Normal method. Why are the two methods so different?

c) Provide an estimate of the VAR over a 1-year holding period. What assumptions are you making for this to be valid?

3)  SEQ CHAPTER \h \r 1Firm A currently has $1,000 in cash. It does not have any fixed assets. Therefore, if Firm A were liquidated today its value would be equal to the amount of cash it holds ($1,000). The face value of Firm A’s debt is $1,000 and this debt will mature in six month. There are two projects available to the Firm A. Both projects require an investment outlay of $800. Project 1 pays off $600 with probability 0.5 and $1,000 with probability 0.5.  Project 2 pays off $700 with probability 0.50 and $900 with probability 0.50. The pay offs of both projects will be due just before the maturity of the firm’s debt.

Firm A’s management has three options:

a) Immediately liquidate the firm and pay $1,000 to debt holders

b) Invest in Project 1

c) Invest in Project 2
Which option is preferred by equity holders? Which one is preferred by debt holders? Please show your work.
4) Suppose Firm A has $1,000 debt that is due 3 months from now. Firm A has no fixed assets or cash (its current value is zero). However, the firm has a project that requires and investment outlay of $400 today and will pay off $1,300 (with certainty) at the maturity date of the firm’s debt. 

a) Will Firm A undertake this project? Why or why not?

b) Discuss the scenarios under which the financing of this project possible.

