Clara Rodriguez       Assignment 2

1.	 The one-year interest rate over the next 10 years will be 4%, 5%, 6.5%, 7.5%, 9.5%, 10.5%, 12%, 14.5%, 16%, 18%. Using the pure expectations theory, what will be the interest rates on a 4 year bond, 7 year bond, and 10 year bond?

	The expectations theory states that the interest rate on a long-term bond with be the average of the short-term interest rates until maturity of the long-term bond.

	4 year bond = 5.75%

	
	7 year bond -  = 7.86 %


             10 year bond =  = 10.35%

2.	Using the information for the previous question, now assume that investors prefers holding Short-term bonds. A liquidity premium of 20 basis points is required for each year of a bonds maturity. What will be the interest rates on a 4 year bond, 7 year bond, and 10 year bond?
 (
*basis point = one 
one
 hundredth of    a percentage point
)
	4 year bond =  5.64%

	
	7 year bond -  = 7.88%


             10 year bond =  = 10.37%


3. 	One year T-bill rates over the next 4 years are expected to be 3%, 4%, 4.5%, and 5%. If 4-year T-bonds are yielding 4.7%, what is the liquidity premium on this bond?

 	  +x =4.7

  Liquidity premium = x = liquidity premium of 57.5 basis points



4. 	Explain how the presence of asymmetric information provides a rationale for government regulation of financial markets?

Transactions in the financial market incur externalities resulting from a lack of information about the other party.  Government regulations can provide assurance for the individuals involved in the transaction that the deal is operating within the guidelines of the regulations, therefore protecting the transaction.  In an effort to create an environment for a successful loan term the government can force exposure to risks and provide lending guidelines. 

In addition to aiding the loan and securities market the government protects the depositor.  FDIC insurance addresses the moral hazard and adverse selection components of asymmetric information.  Adverse selection is present on both the banking and depositors perspective.  Deposit insurance allows the banker to be a risk taker while simultaneously allowing the depositor to monitor the bank less.  If deposits are insured to a declared amount then the depositor sees little risk of leaving the deposit at the bank, decreasing the event of bank runs and bank panics.   Because deposits are federally insured, the banks see little risk in lending out the deposit, making them riskier if the insurance were not present.  The banks may be ran by riskier people and the loan recipients may be risk takers (moral hazard concept), but without the security in place for deposits the mattress may become a more reliable place to find your savings than a financial institution.

5.	 When is a financial crisis more likely to occur: during inflation or deflation?

A financial crisis is more likely to occur when the economy is experiencing inflation rather than deflation.  Increasing the price level at a certain time devalues the present value calculations of all outstanding project valuation.  Increased inflation increases the nominal interest rate, meanwhile decreasing the purchasing power of the currency.  See the question below to apply the effects of increased interest rates.

6.	 Explain how an increase in the interest rates can cause financial crisis?

An increase in interest rates can cause a financial crisis.  In accordance with the asymmetric information framework, when there is an increase in interest rates there will be an increase in adverse selection and moral hazard impacts.  Increased interest rates makes lending less attractive for the lender and only the most profitable projects considered for financing.  More risky projects are generally the most profitable, so therefore the more risky projects will be seeking and receiving the financing because they are willing to pay the high interest rates.  When limitations are placed on financing, and financing declines, this indicates a decrease in economic activity and will lead to a decline in aggregate economic activity.  Additionally, there is an indirect affect, or second impact, on asymmetric information increasing moral hazard and adverse selection. The increased interest rate deteriorates the balance sheets of firms and households by decreases the liquidity because of increasing interest payments.  This second impact can snowball and lead to a banking crisis.  A banking crisis will lead to a third increase in the magnitude of adverse selection and moral hazard problems, and possibly leading to a bank panic.  A bank panic can result in a financial crisis, or a severe decrease in the banking balance sheet alone can lead to a financial crisis

Increasing the interest rate also increases the supply of bonds, decreasing the profitability of previously purchased bonds.  This further impacts the balance sheets of firms and households.

7. 	Is lemons problem more severe for stocks traded at the stock exchange or over-the-counter?

	Lemon problems are more severe when stocks are purchased over the counter.  There is no formal exchange for over-the-counter transactions.  The presence of an exchange decreases the magnitude of asymmetric information associated with a financial transaction.  The increased amount of asymmetric information inherent in an over-the-counter transaction is the reason that the lemon problem is more severe.  The lemons problem states that a consumer will buy at the price of average quality.  An exchange allows for goods to be ranked making the price of average quality calculable. 


8. 	Why has the development of overnight loan markets made it more likely that banks will hold fewer excess reserves?
	
Overnight loan markets allow banks to provide loans to other banks 24 hours a day.  This type of interbank loan has a unique interest rate called the overnight cash rate.  Before this type of transaction was permitted banks would be forced to wait until funds would be approved through federal funds to meet fund reserve requirements.
