

Introduction to Money and Banking
Instructor: Marc Prud’Homme
2010
ECO 2115
Assignment 2


1.a) 
	Interest rate 
	Payment due in XX years

	
	
	
	
	

	 
	1
	5
	10
	20

	
	
	
	
	

	1%
	$99.01 
	$95.15 
	$90.53 
	$81.95 

	2%
	$98.04 
	$90.57 
	$82.03 
	$67.30 

	3%
	$97.09 
	$86.26 
	$74.41 
	$55.37 

	4%
	$96.15 
	$82.19 
	$67.56 
	$45.64 

	5%
	$95.24 
	$78.35 
	$61.39 
	$37.69 

	6%
	$94.34 
	$74.73 
	$55.84 
	$31.18 

	7%
	$93.46 
	$71.30 
	$50.83 
	$25.84 

	8%
	$92.59 
	$68.06 
	$46.32 
	$21.45 

	9%
	$91.74 
	$64.99 
	$42.24 
	$17.84 

	10%
	$90.91 
	$62.09 
	$38.55 
	$14.86 

	11%
	$90.09 
	$59.35 
	$35.22 
	$12.40 

	12%
	$89.29 
	$56.74 
	$32.20 
	$10.37 

	13%
	$88.50 
	$54.28 
	$29.46 
	$8.68 

	14%
	$87.72 
	$51.94 
	$26.97 
	$7.28 

	15%
	$86.96 
	$49.72 
	$24.72 
	$6.11 





1.b)
	Interest rate 
	Payment due in {years}

	
	
	
	
	

	 
	1
	5
	10
	20

	
	
	
	
	

	0.01
	$99.01 
	$95.15 
	$90.53 
	$81.95 

	0.02
	$98.04 
	$90.57 
	$82.03 
	$67.30 

	0.03
	$97.09 
	$86.26 
	$74.41 
	$55.37 

	0.04
	$96.15 
	$82.19 
	$67.56 
	$45.64 

	0.05
	$95.24 
	$78.35 
	$61.39 
	$37.69 

	0.06
	$94.34 
	$74.73 
	$55.84 
	$31.18 

	0.07
	$93.46 
	$71.30 
	$50.83 
	$25.84 

	0.08
	$92.59 
	$68.06 
	$46.32 
	$21.45 

	0.09
	$91.74 
	$64.99 
	$42.24 
	$17.84 

	0.10
	$90.91 
	$62.09 
	$38.55 
	$14.86 

	0.11
	$90.09 
	$59.35 
	$35.22 
	$12.40 

	0.12
	$89.29 
	$56.74 
	$32.20 
	$10.37 

	0.13
	$88.50 
	$54.28 
	$29.46 
	$8.68 

	0.14
	$87.72 
	$51.94 
	$26.97 
	$7.28 

	0.15
	$86.96 
	$49.72 
	$24.72 
	$6.11 





2.
Below is a graph that shows the behaviour of the present value of $100 for an interest rate
of 5%, 10%, 15% and 20% respectively over 30 years



3.
Since I want to retire when I am 40yrs old and will live for 45 more years after retirement, I will need $4.5 million (100,000$ * 45yrs). But since the average annual interest rate is 4%, I will require the following amount:
Interest on 100,000$ = 100,000 * (1+0.04)^45
				=$584,117.6
$4.5 million + Interest= $5,084,117.6 which is the amount I will need at age 40 to retire comfortably.
If the inflation rate were 2%,
$100,000 * 0.02= $2000
therefore, principal would be $102,000
102,000 * (1+0.04)^45
= $595,799.9
therefore, to retire comfortably at age 40, I would need $4.5 million + $595,799.9 which is $5,095,799.2


4.
a)
Current debt: $2,000
Interest rate: 20%
Monthly payment: $50
Interest to be paid on debt= $1,226
Current debt + interest= $3,226
$3,226/$50= 64.52
therefore, it would take 65 months to pay back
b)
Current debt: $2,000
Interest rate: 30%
Monthly payment: $75
Interest to be paid on debt= $1,192
Current debt + interest= $3,192
$3,192/$75= 42.56
therefore, it would take 43 months to pay back
5. Below shows a table illustrating the inverse relationship between the Yield To Maturity (YTM) and Coupon rate
	Maturity Value ($)
	1000
	1000
	1000
	1000
	1000
	1000
	1000

	YTM
	18
	15
	12
	10
	8
	6
	4

	Coupon Rate (%)
	10
	10
	10
	10
	10
	10
	10

	Yrs to maturity
	3
	3
	3
	3
	3
	3
	3

	Bond price
	820
	883
	950
	1000
	1052
	1108
	1168


(Using online calculator. Source: http://finance.thinkanddone.com/online-non-zero-bond-calculator.html)
The graph shows that the bond price would be higher if the yield to maturity (YTM) is less than the coupon rate. When YTM is greater than the coupon rate, the Bond price would be lower. Therefore, I would be willing to pay more than $1000 for a coupon bond when the yield to maturity would be greater than the coupon rate. 


6.
[image: ]Graphs showing Supply and Demand of bonds
For (A), the equilibrium quantity of bonds increases because the supply curve shifts to the right as a result of increased supply from the website facilitating the trading of corporate bonds. For (B), the supply curve also shifts to the right because the issuers of the bonds have a stronger response to the expected fall in inflation. The increased supply means that the equilibrium quantity of bonds increases. In (C), supply and demand both shift to the left. There is a higher price for the bonds and ultimately, the equilibrium quantity of bonds decreases. The removal of tax incentives increase the price of the bonds leading to a fall in the equilibrium quantity. As for (D), supply shifts to the left as the bond issuers would be aiming to get higher prices for the bonds. This would lead to the equilibrium quantity being decreased.
7.
Face value= $1000
270days/365days * 0.038 * 1000= $28.11 (yield)
therefore the price = $1000 + $28.11 = $1,028
8.
There are both benefits and costs to both creditors and depositors in the banking system when it comes to the “too-big-to-fail” policy. One major problem is that this policy increases the moral hazard incentives for the big banks in the financial market. The banks would undertake activities that may be questionable. For one, the big banks could conduct activities with high risk and this could ultimately increase chances of a financial crisis. The depositors in the end would possibly lose out. Also, if such big banks fail, since there is a limit to the pay out the depositors would receive, the individuals who had deposited an amount greater than that of the limit would incur greater losses. Banks would possibly aim to maximize their risk with the intention of maximizing profits. They would do so with the notion that if at all they fail, they would be bailed out and assisted by the government safety net. On the other hand, the benefits to the “too-big-to-fail” policy include the idea that if the big banks actually do fail, depositors would be reimbursed up to a certain amount. This limit protects depositors who have an amount equal to or less than the limit deposited in the bank. If the bank fails, the CDIC would close it down using the pay-off method and this would protect the depositors who have less than the limit deposited in their account. This however is a disadvantage for those with deposits greater than the pay-off limit set. All in all, depositors may have low risk depositing the money in the big banks. Also, since they have their money deposited in a big bank, depositors don’t have to monitor greatly how the bank is operating and they need not observe the banks activities closely because the chances of failure are low.
9.
Regulatory forbearance is a dangerous strategy because when banks are insolvent, they have a greater incentive to perform moral hazard and take on activities that have a higher risk in the aim to get higher profits. The banks know that since they are insured, they can increase their risk. If the bank undertakes activities which fail, the depository insurance agencies will cover them. If the bank fails while undertaking an activity with high risk, it has little to lose. But if the high risk activities are a success, they would have a lot to gain. It has little to lose and a lot to gain. This ultimately means that the great risks by banks can lead to the deposit insurance agencies incurring high losses.
10.
the 1980s Canadian banking crisis can be blamed on the principal agent problem because the managers had different perspectives in the conducting of business as compared to the stakeholders in the companies. There was a moral hazard problem that occurred because the managers were acting in their own interest and this was different from what the owners of the companies wanted. Therefore, there was a conflict of interest between the managers and owners. The owners wanted maximized profits while the managers were aiming to earn more. The managers owned a small fraction of the company and therefore had little incentive to maximize profits. This lead to mismanagement of the banking institutions thus leading to the 1980s Canadian financial crisis.
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