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Chapter 1: Why study money, banks and financial markets? 

Suppose medical research confirms earlier speculation that red wine is good for you. Why would banks be willing to lend to vineyards that produce red wine at a lower interest rate than before? 

The law of demand states that when the demand of a product increases, in our case – red wine, the price of the certain product follows in the same direction.  Banks are in the business of lending money, but their primary focus is lending to businesses and consumers who display the lowest amount of risk. Upon news of this medical research, the demand for red wine would exhibit a sharp increase; those who did not drink wine before, would possibly start and those who had already been drinking, would increase their consumption. The banks would lend the money and lower the interest rates for two reasons. Firstly because of the high demand of the product; the situation of the vineyards not repaying their debts would be hard to imagine. Secondly at a lower interest rate; the vineyards would be able to finance a larger loan and the bank would be able to charge more in interest, in other words, a win -win situation. 

This scenario relates with both Core Principals 2 & 3 as described in our text book

If the Ontario Securities Commission eliminated its requirement for public companies to disclose information about their finances, what would you expect to happen to the stock prices of these companies? 

Core Principal 3 in our text, explains how information is the basis for decisions in other words the key to the financial system. With immense accounting standards and requirements today, companies are still found not disclosing certain transactions in their financial statements for their own benefit. Financial statements are an vital form of information used by stock brokers to evaluate company standings and in tern valuable investments. With this type of an elimination, I believe the initial reaction would be a drastic decrease in the prices of stock for the majority of companies until another outlet was discovered to collect and analyze information.

If you require 2 percent growth to undertake an investment project, under which outlook for the economy would you be more inclined to go ahead: (1) a forecast for economic growth that that ranges from 0 – 4 percent, or (2) a forecast for of 2 percent growth for sure, assuming both are equally reliable? What core principal does this demonstrate? 

As a risk taker; I would be inclined to take the initial option with anticipation of reaching 4 percent. Where as, described in Core Principal 3, I would take the risk in order to achieve the increased compensation. However on the basis of Core Principal 5, which states stability improves welfare; the typical person would be choose the second option due to stability. With a guaranteed growth of 2 percent, there would be no risk involved in the investment. For the typical person, it would be more desirable to attain a stable growth rate, displayed in option 2, versus taking the chance of loosing it all, displayed in option 1. 

Chapter 2: Money and the Payments System

Using data from the E Stat, compute the annual percentage change in M1+ gross and M2++ gross since 1980. Use the data to reproduce the graph. Comment on the pattern over the last five years. Compare and comment on the behaviour of both series. Can you provide an explanation for the difference in their behaviour? 

The Bank of Canada sets monetary policy to try to achieve an annual 2 percent increase in the Consumer Price Index. Is the CPI a good index of your cost of living? Why or why not? Is there a better measure of the cost of living? 

The text explains that the Consumer Price Index is designed to express the increased costs in purchasing a basket of goods today versus the same basket of goods at a given time in the past. Taking change in prices and income into account, the CPI helps us evaluate changes in a micro economic level, where we can see the changes in individual purchasing power as the years go by. CPI is a valid evaluation of the typical Canadian house holds cost of living as it incorporates many common household products into its calculation. There are a few shortcomings associated with the CPI; such as the substitution bias of products. The text explains that consumers may decide to escape inflation by substituting to products which have demonstrated a lower price increase, thus demonstrating an overstatement of the impacts of price changes and inflation. CPI is a crucial part of evaluating the Canadian economy as it provides the bases of calculating the real gross domestic product and inflation between the years. 

For each of the following assets, indicate which monetary aggregate includes the asset. Explain your answer

1. Savings Account would be considered as a M1+ as it is liquid and can be transferred into cash very easily

2. A dollar bill in my wallet would also be viewed as a M1+ as it is in the most liquid form currency can hold

3. A dollar bill in the banks wallet would be considered as M2+ as currency held by the bank is not in the M1 category

4. Stocks would not be in either monetary aggregate as it is difficult to transfer a stock into cash

5. Checking account balances are viewed as M1+ as they are easily transferred to cash

6. A cheque in my wallet would not be in either M1+ or M2+ as the actual instructions for payment have not been processed and neither account has displayed the transaction 

7. On the contrary, a travellers cheque would be in the M1+ category as it has been processed and can be used interchangeably with cash as it is guaranteed by the bank

8. A visa card would be viewed as M1+ as it is another form of payment and while staying under the limit can be used to withdraw cash 

9. Your debt card is also M1+ as you are able to withdraw cash from various outlets very easily as a method of payment

10. Money market mutual fund balances are in the M2+ category as it is almost difficult to transfer them to cash 

Chapter 3: Financial Instruments, Financial Markets and Financial Institutions

For each pair of instruments below, use the criteria for valuing a financial instrument to choose the one with the highest value. 

a) A treasury bill that pays $1000 in 6 months or a treasury bill that pays $1000 in 3 months
Time has value because of what economists like to call opportunity cost. Therefore the t-bill that pays in 3 months would be more valuable as the payment is made much sooner 

b) A treasury bill that pays $1000 in 3 months or a commercial paper issued by a private corporation that pays $1000 in 3 months

Since the size of payment, timing of payment and circumstances are similar, we have to look at the likelihood of the payment being made. T-bills are fully guaranteed by the federal government and thus offer extremely low to no risk, hence giving the highest value. 

c) An insurance policy that pays out in the event of serious illness or one that pays out when you’re healthy

Insurance is purchased to protect consumers in the event of a catastrophe. Therefore having a policy that assists you in the event of a serious illness would have greater value than not having one at all. 

Chapter 4: Future value, Present value and Interest Rates

Assuming that the current interest rate is 3 percent, compute the value of a five year, 5 percent coupon bond with a face value of $1000. What happens when the interest rate goes to 4 percent? 

Some friends of yours have just had a child. Thinking ahead, and realizing the power of compound interest, they are considering investing for their child’s university education, which will begin in 18 years. Assuming that the cost of a university education today is $125 000; there is no inflation; and there are no taxes on interest income that is used to pay tuition and expenses. 

a) if the interest rate is 5 percent, how much will your friends need to put into their savings account today to have $125 000 in 18 years

b) What if the interest rate is at 10 percent? 

c)The chance that the price of university education will be the same 18 years from now as it is today seems remote. Assuming that the price will rise 3 percent per year, and that today’s interest rate is 8 percent, what will your friends investment need to be?

d) Return to part a, in the case with a 5 percent interest rate and no inflation. Assume that your friends don’t have enough financial resources to make the entire investment at the begging. Instead they think they will be able to split their investment into two equal parts, one invested immediately and the second invested in five years. Describe how you would compute the required size of the two equal investments made in five years. 

Rank the following assets from most liquid to least liquid. Provide a breaking explanation to explain your rankings

1. Currency – similar to water, it maintains the highest level of liquidity possible 

2. Checking account - comparable to oil, are also very liquid and easily turned into cash 

3. Stocks from the stock market – compared to gravel are low in liquidity as they are tough to turn into cash

4. Washing machines 

5. Houses compared to brick 

In ancient Greece, why was gold a more likely candidate for money than wine? 

Commodity monies as described in our text book needed to maintain a certain characteristics; they had to be usable; they could be made into standardized quantities; they were durable; had high value to their weight and size for easy transportable; and were divisible into small units so that they were easy to trade. Imagining wine as commodity money seems unrealistic as it is a perishable good and does not fit in to most of those characteristics. Gold, like silver could be purified, cut into different sizes and was extremely durable. One of ancient Greece's major exports was wine and therefore not as rare and valuable as gold. 

