Final Exam EE431

1. There are 2 parts in this examination paper: Part 1 is composed of 12 short questions (4 points
each), and part 2 is 1 long question (12 points). Answer all questions.

2. Write your answer within the space provided.
3. No calculators are allowed in the examination room.

4. No other materials are allowed in the examination room.



Part 1: Short Questions (4 points each)

1. Explain the main difference between the function of foreign exchange market and the function of
other financial markets? How can foreign exchange market improve total welfare of a country?

2. If the demand for a country’s exports falls at the same time that tariffs on imports are raised, will
the country’s currency tend to appreciate or depreciate in the long run?



3. Even the interest rate gap is wider, why do we observe in every country that indirect finance is
more important than direct finance?

4. Why do we observe that collateral is always a main requirement of debt contracts, even it can
restrict the businesses of financial institutions?



5. In each financial crisis, why do we always observe that banks cannot find enough cash to pay back
their depositors?

6. “Because diversification is a desirable strategy for avoiding risk, it never makes sense for a bank to
specialize in making specific types of loans.” Is this statement true, false, or uncertain? Explain your
answer.



7. Explain the moral hazard problems created by deposit insurance? How can we design the deposit
insurance system to reduce these problems?



9. Explain the process to create Collateralized Debt Obligations (CDOs)? Why it is perceived by many

investors that the first tranche is a safe asset?

10. According to Brunnermeier (2009), what is the loss spiral? Explain also the relationship between

the mark-to-market accounting standard and the loss spiral?



11. Explain the concept of mark-to-funding accounting rule, proposed by Brunnermeier Et.al. (2009)?

How can this rule help reduce the problem caused by the mark-to-market rule?

12. . “Micro-credit campaigns help improve the function of financial system in a developing

country.” True, false, or uncertain? Explain?



Part 2: Long question (12 points)
13. Suppose you worked in a commercial bank that has the following balance sheet:

Unit: Million Baht

Assets Liabilities and equity

1. Reserves 20 1. Saving deposits 30
2. Short-term loans 10 2. Short-term borrowing from

3. Long-term loans — Fixed other banks 20

interest rate 20 3. Long-term borrowing — Market

4. Mortgage — Fixed interest rate 20 interest rate 30
5. Mortgage — Market interest rate 20 4. Equity capital 20
6. 10-year Government Bonds 10

From your extensive consumer survey, most people expect that inflation will be higher next year.
Provided that other things being constant, what would you recommend the manager of the bank to

do before next year? Provide all the relevant analyses.






