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Lecture 1

Tuesday, December 12, 2017
9:55PM
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Lecture 3
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Lecture 4
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Essay:
Something to do with the 2008 Financial Crisis

10 pairs of terms where you must give a significant similarity and a significant difference
Chapters 2,3,4,6,8,10

Vocabulary:

Chapter 2
e Securities

o Assets for the person who buys them
o Liabilities for the individual or firm that sells (issues) them

e Capital
o  Financial or physical wealth that is employed to produce more wealth
e Maturity

o Of a debt instrument: the number of years (term) until that instrument's expiration date
e Short-term
o Maturity term is less than a year
e Long-term
o Maturity term is ten years or longer
e Intermediate-term
o Maturity term between one and ten years
e Equities
o Claims to the net income (income after expenses and taxes) and the assets of a business
o Example: common stock
e Dividends
o Periodic payments (from equities) to holders
o Considered long-term securities because they have no maturity date
e  Primary market
o Afinancial market in which new issues of a security are sold to initial buyers (often takes
place behind closed doors)
e Secondary market
o Afinancial market in which securities that have been previously issued can be resold
e Investment bank
o Animportant financial institution that assists in the initial sale of securities in the primary
market
e Underwriting
o Guarantees a price for a corporation's securities and then sells them to the public

e Brokers

o Agents of investors who match buyers with sellers of securities
e Dealers

o Link buyers and sellers by buying and selling securities at stated prices
e Liquidity

o Makes it easier and quicker to sell these financial instruments to raise cash
e Exchanges
o Buyers and sellers of securities meet in one central location to conduct trades
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e Over-the-counter (OTC) market
o Dealers at different locations who have an inventory of securities stand ready to buy and sell
securities "over the counter" to anyone who comes to them and is willing to accept their
prices
e The money market
o The market in which longer-term debt instruments and equity instruments are traded
e Default
o Asituation in which the party issuing the debt instrument is unable to make interest
payments or pay off the amount owed when the instrument matures
e Currency
o Paper money or coins
e Certificate of deposit (CD)
o Adebt instrument sold by a bank to depositors that pays annual interest of a given amount
and at maturity pays back the original purchase price
e Bearer deposit notes
o The buyers name is not recorded in either the issuer's books or on the security itself
o Multiples of $100,000
o 30-365 days
e Term deposit receipts or term notes
o CDs issued by chartered banks that cannot be sold to someone else and cannot be
redeemed from the bank before maturity without paying a substantial penalty
o $5,000 - $100,000
o 1lday-5years
e Finance paper
o  Short-term promissory notes from sales finance companies
o Minimum denomination of $50,000
o Maturities 30-365 days
e Overnight interest rate
o Aclosely watched barometer of the tightness of credit market conditions in the banking
system and the stance of monetary policy
o High: banks are strapped for funds
o Low: banks' credit needs are low
e Mortgages
o Loansto households or firms to purchase housing, land, or other real structures, where the
structure or land serves as collateral for the loans
e Mortgage-backed securities
o Bond-like debt instruments backed by a bundle of individual mortgages, whose interest and
principal payments are collectively paid to the holders of the security
e Registered bonds
o The name of the owner appears on the bond certificate and is also recorded at the Bank of
Canada
o Additional call (or redemption) feature of allowing them to be "called" on specified notice
(30 - 60 days)
e Provincial bonds or provincials
o Securities issued by provincial governments
e Municipal bonds or municipals
o Securities issued by municipal governments
e Canadas
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o Securities issued by the federal government
e Foreign bonds
o Traditional instruments in the international bond market
o Soldin a foreign country and denominated in that country's currency
e Eurobond
o Abond denominated in a currency other than that of the country in which it is sold
o Over 80% of the new issues in the international bond market are Eurobonds
o Now larger than the US corporate bond market
e Eurocurrencies
o Foreign currencies deposited in banks outside the home country
e Eurodollars
o US dollars deposited in foreign banks outside the United States or in foreign branches of US
banks
o These short-term deposits earn interest, they are similar to Eurobonds
e Financial intermediation
o The primary route for moving funds from lenders to borrowers
e Transaction costs
o The time and money spend in carrying out financial transactions
e Economies of scale
o The reduction in transaction costs per dollar of transactions as the size (scale) of
transactions increases
e Liquidity services
o Services that make it easier for customers to conduct transactions
e Risk
o Uncertainty about the returns investors will earn on assets
e Risk sharing
o Financial intermediaries create and sell assets with risk characteristics that people are
comfortable with, and the intermediaries then use the funds they acquire by selling these
assets to purchase other assets that may have far more risk
o Low transaction costs allow financial intermediaries to share risk at low cost, enabling them
to earn a profit on the spread between the returns they earn on risky assets and the
payments they make on the assets they have sold
o Sometimes referred to as asset transformation because in a sense, risky assets are turned
into safer assets for investors
e Diversification
o Investing in a collection (portfolio) of assets whose returns do not always move together,
with the result that overall risk is lower than for individual assets
o "you shouldn't put all your eggs in one basket"
e Asymmetric information
o The inequality that occurs when one party does not know enough about the other party to
make accurate decisions
e Adverse selection
o The problem created by asymmetric information before the transaction occurs
e Moral hazard
o The problem created by asymmetric information after the transaction occurs
e Economies of scope
o Banks can lower the cost of information production for each service by applying one
information resource to many different services
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e Conflicts of interest
o Atype of moral hazard problem that arises when a person or institution has multiple
objectives (interests), some of which conflict with each other
e Financial panic
o Asymmetric information can lead to the widespread collapse of financial intermediaries

Chapter 3
e Currency
o Paper money and coins

e Wealth
o The total collection of pieces of property that serve to store value
e Income

o Aflow of earnings per unit of time
e Medium of exchange
o Money in the form of currency or cheques
o Used to pay for goods and services
e Unit of account
o The second role of money: it is used to measure value in an economy
e Store of value
o Another function of money
o Arepository of purchasing power over time
o Used to save purchasing power from the time income is received until the time it is spent

e Liquidity
o The relative ease and speed with which an asset can be converted into a medium of
exchange

e Hyperinflation
o Extreme inflation (over 50% per month)
e Payments system
o The method of conducting transactions in the economy
e Commodity money
o Money made up of precious metals or another valuable commodity
e Fiat money
o Paper currency decreed by governments as legal tender but not convertible into coins or
precious metals
o Legally must be accepted as payment for debts
e Cheques
o Acheque is an instruction from you to your bank used to transfer money from your account
to someone else's account when they deposit the cheque
e Electronic money (e-money)
o Money that exists only in electronic form
o Debit cards, credit cards
e Smart card
o A more sophisticated stored-value card
o Simplest form is purchased for a pre-set dollar amount that the consumer pays un front, like
a prepaid phone card
e E-cash
o Used on the internet to purchase goods or services
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o Obtained by setting up an account with a bank that has links to the internet and then
transferring the e-cash to their PC.
Monetary aggregates
o The Bank of Canada has modified its measures of money several times and has settled on
the following measures of the money supply - also referred to as monetary aggregates
M1+
o Currency
e All paper money and coins in circulation
o Chequable deposits
e Deposits at all chartered banks, trust and mortgage loans companies, and credit
unions and caisses populaires
M1++
o Everything included in M1+
o Nonchequable deposits at chartered banks, TMLs and CUCPs

M2
Currency
Personal deposits at chartered banks
Non-personal demand and notice deposits at chartered banks
o Fixed-term deposits
M2+

o Everything in M2

o Deposits at TMLs

o Deposits at CUCPs

o Life insurance company individual annuities

o Personal deposits at government-owned savings institutions
o Money market mutual funds

o Broadest definition of the money supply in Canada

o Everything in M2+

o Canada savings bonds and other retail debt instruments
o Non-money market mutual funds

Everything in M2
Non-personal term deposits at chartered banks
Foreign currency deposits of residents at chartered banks

Chapter 4

Cash flows
o Streams of cash payments
Present value (or present discounted value)
o Based on the common sense notion that a dollar paid to you one year from now is less
valuable than a dollar paid to you today
o  This notion is true because you can deposit a dollar today in a savings account that earns
interest and have more than a dollar in one year
Simple loan
o Simplest kind of debt instrument
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o The lender provides the borrower with an amount of funds (the principal) that must be
repaid to the lender at the maturity date, along with additional payment for the interest
e Four Types of Credit Market Instruments
o Asimple loan
o Afixed payment loan (fully amortized loan)

e The lender provides the borrower with an amount of funds that the borrower must
repay by making the same payment, consisting of part of the principal and interest,
every period, for a set number of years

o A coupon bond

e Pays the owner of the bond a fixed-interest payment every year until the maturity
date, when a specified final amount (face value or par value) is repaid

¢ Identified by 4 pieces of information

e Bond's face value

e Corporation or government agency that issues the bond

e Maturity date of the bond

e Bond's coupon rate

= The dollar amount of the yearly coupon payment expressed as a percentage of
the face value of the bond
o Adiscount bond (zero-coupon bond)

e Bought at a price below its face value (at a discount), and the face value is repaid at
the maturity date

e Does not make any interest payments, it just pays off the face value

e Yield to maturity
o The interest rate that equates the present value of cash flow payments received from a debt
instrument with its value today
e For simple loans, the simple interest rate equals the yield to maturity
e Consol or perpetuity
o A perpetual bond with no maturity date and no repayment of principal that makes fixed
coupon payments forever
e Currentyield
o The yearly coupon payment divided by the price of the security
e Current bond prices and interest rates are negatively related: When the interest rate rises, the
price of the bond falls, and vice versa
e Return orrate of return
o A measure of performance of a security
e The return on a bond will not necessarily equal the yield to maturity on that bond
e Rate of capital gain
o The change in the bond's price relative to the initial purchase price
e Several Key Findings Generally True of All Bonds
o The only bonds whose returns will equal their initial yields to maturity are those whose
times to maturity are the same as their holding periods
o Arise in interest rates is associated with a fall in bond prices, resulting in capital losses on
bonds whose terms to maturity are longer than their holding periods
o The more distant a bond's maturity date, the greater the size of the percentage price change
associated with an interest rate change
o The more distant a bond's maturity date, the lower the rate of return that occurs as a result
of an increase in the interest rate
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o Even though a bond may have a substantial initial interest rate, its return can turn out to be
negative if interest rates rise
e Prices and returns for long-term bonds are more volatile than those for shorter-term bonds
e Interest rate risk
o The risk level associated with an asset's return that results from interest-rate changes
e Nominal interest rate
o Noinflation
e Realinterest rate
o The interest rate that is adjusted by subtracting expected changes in the price level
(inflation) so that it more accurately reflects the true cost of borrowing
e When the real interest rate is low, there are greater incentives to borrow and fewer incentives to
lend
Chapter 6
e Risk structure of interest rates
o The relationship among the interest rates of bonds with the same term to maturity
o Described by three factors
o Default risk
o Liquidity
o Income tax treatment of the bond's interest payments
e Term structure of interest rates
o The relationship among interest rates on bonds with different terms to maturity
e Risk of default
o An attribute of a bond that influences its interest rate
o Default occurs when the issuer of the bond is unable or unwilling to make interest payments
when promised or to pay off the face value when the bond matures
o As default risk increases, the risk premium on that bond rises.
e Default-free bonds
o Bonds with no default risk
e Risk premium
o The spread between interest rates on bonds with default risk and interest rates on default-
free bonds (both of the same maturity)
e Abond with default risk will always have a positive risk premium, and an increase in its default risk
will raise the risk premium
e Credit-rating agencies
o Investment advisory firms that rate the quality of corporate and municipal bonds in terms of
the probability of default
e Bond ratings and their definitions (S&P)

o AAA

e Prime Maximum Safety
o AA+, AA, AA-

e High Grade High Quality
o A+ A, A-

e Upper Medium Grade
o BBB+, BBB, BBB-
e Lower Medium Grade

o BB+
e Noninvestment Grade
o BB, BB-
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e Speculative

o B+, B, B-

e Highly Speculative
o CCC+

e Substantial Risk
o CCC, ccc-

e InPoor Standing
o D
e Investment-grade securities
o Bonds with relatively low risk, and a rating of BBB and above
e Junk bonds
o Bonds with ratings below BBB
o Higher default risk
o Speculative-grade security
e Fallen angels
o Investment-grade securities whose rating has fallen to junk levels
e Basis points
o 100 basis points = 1 percentage point
e Liquidity of Canada Bonds
o Explains why their interest rates are lower than interest rates on less liquid bonds
e Favourable tax treatment of bonds
o Exemption from taxes leads to lower interest rates
e Yield curve
o Describes the term structure of interest rates for particular types of bonds
o Aplot of the yields on bonds with differing terms to maturity but the same risk liquidity and
tax considerations
e Inverted yield curve
o A downward sloping yield curve
e Three important empirical facts explained by the term structure of interest rates
o Interest rates on bonds of different maturities move together over time
o When short term interest rates are low, yield curves are more likely to have an upward
slope; when short term interest rates are high, yield curves are more likely to slope
downward and be inverted
o Yield curves almost always slope upward
e Three theories put forward to explain the term structure of interest rates
o That s, the relationships among interest rates on bonds of different maturities reflected in
yield curve patterns
o The expectations theory
e Explains facts 1&2
e Theinterest rate on a long-term bond will equal an average of short-term interest
rates that people expect to occur over the life of the long-term bond.
e Bonds of different maturities are perfect substitutes
e Predicts that the interest rates on bonds of different maturities differ because short-
term interest rates are expected to have different values at future dates
e When the yield curve is upward-sloping:
» Short-term interest rates are expected to rise
e When the yield curve is downward-sloping:
» Short-term interest rates are expected to fall

OﬂGClaSS find more resources at oneclass.com



Ol’l@ClaSS find more resources at oneclass.com

e When the yield curve is flat;
= Short-term interest rates are not expected to change
o The segmented markets theory

e Explains fact 3

e Sees markets for different-maturity bonds as completely separate and segmented

e Interest rate of a bond is determined by the supply and demand for that bond and is
not affected by expected returns on other bonds with other maturities

e KEY ASSUMPTION

= Bonds of different maturities are not substitutes at all

e The expected return from holding a bond of one maturity has no effect on
the demand for a bond of another maturity

e Why? Investors have very strong preferences for bonds of one maturity
but not of another, so they will be concerned with the expected returns
only for bonds of the maturity they prefer

e From chapter 4: if the term to maturity equals the holding period, the
return is known for certain because it equals the yield exactly and there is
no interest-rate risk

e Risk averse investors

= Desire short holding periods
= Prefer bonds with shorter maturities with less interest-rate risk
o The liquidity premium theory

e Explains all 3 facts (is a combination of theories 1&2)

e Theinterest rate on a long-term bond will equal an average of short-term interest
rates expected to occur over the life of the long-term bond plus a liquidity premium
that responds to supply and demand conditions for that bond

e KEY ASSUMPTION

* Bonds of different maturities are assumed to be substitutes but not perfect
substitutes

= |nvestors tend to prefer shorter-term bonds because these bonds bear less
interest-rate risk - therefore investors must be offered a positive liquidity
premium to induce them to hold longer-term bonds

e The equation for

i tifeq Yy + o0 Fifiea-y
) bpe = " e E1'1[

e Preferred habitat theory
o Similar to liquidity premium theory
o Assumes that investors have a preference for bonds of one maturity or another, a particular
bond maturity (preferred habitat) in which they prefer to invest
o They are willing to buy bonds outside of their preferred habitat only if those bonds earn a
somewhat higher expected return
e Liquidity premium and Preferred habitat theories:
o Are the most widely accepted theories of the term structure of interest rates because they
explain the major empirical facts about term structure so well
o They combine the features of both the expectations theory and the segmented markets
theory by asserting that a long-term interest rate will be the sun of a liquidity premium and
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the average of the short-term interest rates that are expected to occur over the life of the
bond
e Forward rate
o The one-period interest rate that the pure expectations theory of the term structure
indicates is expected to prevail one period in the future
e Spotrates
o Actual observed interest rates at time t

Chapter 8

e 8 important facts about our financial structure in Canada:
1. Stocks are not the most important source of external financing for business
2. Issuing marketable debt and equity securities is not the primary way in which businesses
finance their operations
e Bonds are more important source of financing in Canada than stocks (15% vs 12%)
e Together only 27%: less than half of the external funds needed by Canadian
corporations to finance their activities
3. Indirect finance, which involves the activities of financial intermediaries, is many times more
important than direct finance, in which businesses raise funds directly from lenders in
financial markets
e Direct finance involves the sale to house-holds of marketable securities, such as stocks
and bonds
e Only a small fraction of newly issued corporate bonds, commercial paper, and stocks
are sold directly to Canadian households, the rest are sold to financial intermediaries.
4. Financial intermediaries, particularly banks, are the most important source of external funds
used to finance businesses
e The primary source of external funds for businesses throughout the world is loans
made by banks and other nonbank financial intermediaries, such as insurance
companies, pension funds, and finance companies (56% in Canada).
e Banks play an even more important role in the financial system in developing
countries than they do in industrialized countries
5. The financial system is among the most heavily regulated sectors of the economy
e Governments regulate financial markets primarily to promote the provision of
information and to ensure the stability of the financial system
6. Only large, well-established corporations have easy access to securities markets to finance
their activities
e Individuals and smaller businesses that are not well established are less likely to raise
funds by issuing marketable securities, instead, they obtain their financing from
banks.
7. Collateral is a prevalent feature of debt contracts for both households and businesses
e Credit card debt is the predominant form of household debt and is widely used in
business borrowing as well
e The majority of household debt in Canada consists of collateralized loans:
*  Your car is collateral for your auto loan
*  Your house is collateral for your mortgage
e Commercial and farm mortgages (property pledged as collateral) make up one-
quarter of borrowing by nonfinancial businesses
e Corporate bonds and other bank loans also often involve pledges of collateral
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8. Debt contracts typically are extremely complicated legal documents that place substantial
restrictions on the behaviour of the borrower
e Collateral
o Property that is pledged to a lender to guarantee payment in the event that the borrower is
unable to make debt payments
e Secured debt
o Collateralized debt
e Unsecured debt
o Credit card debt (not secured by collateral)
o Predominant form of household debt
e Restrictive covenants
o Provisions in legal bond or loan contracts that restrict and specify certain activities that the
borrower can and cannot engage in
e Economies of scale
o The reduction in transaction costs per dollar of investment as the size (scale) of transactions
increases
o Important for lowering the costs of resources needed by financial institutions
e Computer technology
e Mutual fund
o Financial intermediary that sells shares to individuals and then invests the proceeds in bonds
or stocks
o Takes advantage of lower transaction costs by buying stocks or bonds in large blocks (bulk)
e Liquidity services
o Services that make it easier for customers to conduct transactions
e Asymmetric information
o Asituation that arises when one party's insufficient knowledge about the other party
involved in a transaction makes it impossible for the first party to make accurate decisions
when conducting the transaction
e Adverse selection
o An asymmetric information problem that occurs before a transaction occurs
e Potential bad credit risks are the ones who most actively seek out loans
o The parties who are most likely to produce an undesirable outcome are also the ones most
likely to want to engage in the transaction
e Moral hazard
o Arises after the transaction occurs
e The lender runs the risk that the borrower will engage in activities that are
undesirable from the lender's point of view because such activities make it less likely
that the loan will be paid back
o Lowers the probability that the loan will be repaid
e Agency theory
o The analysis of how asymmetric information problems affect economic behaviour
e The Market for Lemons problem
o Used car market example
e Tools to help solve adverse selection problems
o Private production and sale of information
e Free-rider problem
*  Occurs when people who do not pay for information take advantage of the
information that other people have paid for
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= Suggests that the private sale of information is only a partial solution to the
lemons problem
= Prevents the private market from producing enough information to eliminate all
the asymmetric information that leads to adverse selection
o Government regulation to increase information
. Audits
= Certification by an accounting firm that the firm adheres to standard accounting
principles and discloses information about its sales, assets, and earnings
(enforced by government regulation)
o  Financial intermediation
e Better information about the quality of firms lessens asymmetric information
problems, making it easier for firms to issue securities
o Collateral and net worth
e Net worth (or equity capital)
= The difference between a firm's assets and its liabilities
e Summary:
o Facts 1-4 emphasize the importance of financial intermediaries and the relative
unimportance of securities markets with regard to the financing of corporations
o Fact 5 emphasizes that financial markets are among the most heavily regulated sectors of
the economy
o Fact 6 emphasizes that only large, well-established corporations tend to have access to
securities markets
o Fact 7 emphasizes that collateral is an important feature of debt contracts
e The principal-agent problem
o A particular type of moral hazard that equity contracts are subject to
o When a firm's equity is owned mostly by stockholders and not by its managers, the
separations of ownership and control can lead to the managers acting in their own interest
rather than in the interest of the stockholders because the managers have less incentive to
maximize profits than the stockholders do
e Stockholders are owners
e Managers are controllers
e Tools to help solve the principal-agent problem (moral hazard)
o Production of information: monitoring
o Government regulation to increase information
o Financial intermediation
o Debt contracts
e Costly state verification
o Makes the equity contract less desirable and explains in part why equity is not a more
important element in our financial structure
e Venture capital firm
o  Firms that pool the resources of their partners and use the funds to help budding
entrepreneurs start new businesses
o In exchange for supplying venture capital, the firm receives an equity share in the new
business
e Tools to help solve moral hazard in debt contracts
o Net worth and collateral
e Incentive-compatible
= Aligns the incentives of the borrower with those of the lender
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o Monitoring and enforcing restrictive covenants
Covenants to discourage undesirable behaviour
Covenants to encourage desirable behaviour
Covenants to keep collateral valuable
Covenants to provide information
o Financial intermediation
e CHAPTER SUMMARY
o Asymmetric information leads to adverse selection and moral hazard
o Tools to solve adverse selection and moral hazard include:
Private production and sale of information
Government regulation to increase information in financial markets
The use of collateral and net worth clauses in debt contracts
The monitoring and enforcement of restrictive covenants
e Adverse selection
o Screening
e Moral hazard
o Monitoring
e State-owned banks
o Banks in developing and transition countries owned by their governments
o Have little incentive to allocate their capital to the most productive uses
o Primary loan customer is often the government itself

Chapter 10

e Bank failure
o Abankis unable to meet its obligations to pay its depositors and other creditors, and so
must go out of business
e Bank panic
o Many banks fail simultaneously
e Contagion effect
o The failure of one bank can hasten the failure of others
e CDIC
o Canada Deposit Insurance Corporation
e Payoff method
o The CDIC allows the bank to fail and pays off deposits up to the $100,000 insurance limit
o After the bank has been liquidated, the CDIC lines up with other creditors of the bank and is
paid its share of the proceeds from the liquidated assets
e Purchase and assumption method
o The CDIC reorganizes the bank, typically by finding a willing merger partner who assumes
(takes over) all of the failed bank's liabilities so that no depositor or other creditor loses a
penny
o The CDIC will make the offer more attractive by providing subsidized loans or by buying
some of the failed bank's weaker loans
e Forms of the government safety net
o Depositinsurance
o Lending from the central bank to troubled institutions
e Bank of Canada did this during the global financial crisis
e '"Lender of Last Resort"
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o Funds are provided directly to troubled institutions
e Asdone by the government of Canada through the Canada Mortgage and Housing
Corporation (CMHC), by the US Treasury, and other governments during the 2008
financial crisis
o Government takeover (nationalization) of troubled institutions
e Guarantee all creditors' loans will be paid in full
e When financial institutions are very large or highly interconnected with other financial institutions
or markets, their failure has the potential to bring down the entire financial system (2008 financial
crisis)**
e Too-big-to-fail problem
o Regulators are reluctant to close down large financial institutions and impose losses on their
depositors and creditors because doing so might precipitate a financial crisis
o The result is that big financial institutions might take on even greater risks, thereby making
bank failures more likely
o Another result is that large or interconnected financial institutions are more likely to engage
in highly risky activities, making a financial crisis more likely
e 8 basic types of financial regulation aimed at lessening asymmetric information problems and
excessive risk taking
o Restrictions on asset holdings
o Capital requirements
e Leverage ratio
o The amount of capital divided by the bank's total assets
e Off-balance-sheet activities
o Do not appear on bank balance sheets but do expose banks to risk
o Include:
e Trading financial instruments
e Generating income from fees
e Basel Committee on Bank Supervision
o So named because it meets under the auspices of the Bank for International
Settlements in Basel, Switzerland
o Implemented the Basel Accord
e Basel Accord
o Deals with risk-based capital requirements
o Banks must hold at least 8% of their risk-weighted assets
o Assets are allocated into 4 categories
Zero weight of credit risk - includes items with little default risk (reserves, government
securities issued by the Organization for Economic Cooperation and Development
(OECD))
20% weight of credit risk - claims on banks in OECD countries
50% weight of credit risk - municipal bonds and residential mortgages
100% weight of credit risk - loans to consumers and corporations
e Regulatory arbitrage
o A practice in which banks keep on their books assets that have the same risk-based
capital requirement but are relatively risky, such as a loan to a company with a very
low credit rating, while taking off their books low-risk assets, such asaloanto a
company with a very high credit rating
Prompt corrective action
Chartering and examination
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Financial supervision or prudential supervision
o Overseeing who operates financial institutions and how they are operated
CAMELS rating
o Capital adequacy
Asset quality
Management
Earnings
Liquidity
o Sensitivity to market risk
Assessment of risk management
4 elements of risk management assessed to arrive at the risk management rating:
The quality of oversight provided by the board of directors and senior management
The adequacy of policies and limits for all activities that present significant risks
The quality of the risk measurement and monitoring systems
The adequacy of internal controls to prevent fraud or unauthorized activities on the
part of employees
Stress tests
Calculate losses under fictional dire scenarios and the need for more capital
Value-at-risk (VaR)
Measure the size of the loss on a trading portfolio
Disclosure requirements
Sarbanes-Oxley Act (USA)
Took disclosure of information even further by increasing the incentives to produce
accurate audits of corporate income statements and balance sheets and putting in
place regulations to limit conflicts of interest in the financial services industry
Mark-to-market accounting OR fair-value accounting
Assets are valued on the balance sheet at what they could sell for in the market
Consumer protection
Restrictions on competition

O
O
O
O

e SUMMARY

o

Asymmetric information analysis explains what types of financial regulations are needed to
reduce moral hazard and adverse selection problems in the financial system

e Coinsurance

o

OneClass

Only a percentage of a deposit would be covered by insurance
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