FBE 524 Take-Home Midterm Examination -- October 9, 2001

Due October 16, 2001, 6:30pm

EXAMPLE ANSWERS
Write your name in a bluebook or on lined 8.5x11” paper stapled together and answer the following questions.  You may type your answers but limit their length to approximately two-thirds to one page of double-spaced type (with normal margins and font size).  The questions are equally weighted (25 points each) and cover the material discussed in class through October 9, 2001. While there is no way to enforce a time limit, the examination is intended to be a ninety-minute examination.  I will not reward longer answers and value good organization and clear writing much more than many pages of words.  Think about the question before answering and address each of the points raised using the analytical structure and concepts covered in class.  The exam is due before class (6:30 pm October 16,  2001).  Please append a cover sheet with your statement that you did not collaborate with anyone and provide the approximate amount of time you spent on the examination (in minutes).

Use the following data and figure on the back of this page for the next two questions.

1. Describe the impact of the September 11, 2001, terrorist attack on the term structure of interest rates as shown in the “Treasury Yield Curve” (overleaf).  Be sure to relate your explanations to the determinants of risk-free interest rates (like those shown in the figure) and theories of the term structure as discussed in the text and in class.

Between Sept. 10, 2001 and Oct. 5, 2001, the yields on the 1-6 months bills dropped approximately 150 basis points while the 30-year bond yields were unchanged. Therefore, Sept. 11, 2001 terrorist attack has caused the yield curve to become steeper, and indicated a much larger impact on the shorter end of the yield curve.

In analyzing the interest rates, we need to calculate the real interest rate that is given by subtracting the rate of inflation from the nominal interest rate (Fisher’s equation). Given that inflation expectations remain low (as seen in the difference between nominal rates on longer-term Treasuries and TIPS) for some time into the future, it would then be reasonable to surmise that the fall in the nominal interest rates in the short run was accompanied by the fall in real interest rates. However, with the yield curve rising steeply on longer bond maturity dates, the fall in the real interest rate is expected to be temporary and expected to rise again in the future.  Since there have been no major changes in the demographic composition of savers, this expected decline and then increase in real rates is most likely related to expected real returns on investment as they are affected by business conditions.  In other words, recent changes in the term structure suggest the market expects an economic slowdown in the near future but that activity will pick up again in one or two years.

2. Using the “Yield Comparisons” table overleaf, discuss the impact of the attack on the structure of default-risky corporate yields.  Relate changes, if any, to the underlying determinants of risk spreads and provide an interpretation of the corporate yield structure in terms of the market’s expectations and concerns for the future. 


In analyzing the impact of the Sept. 11, 2001 terrorist attack on the default-risky corporate bonds, we need to examine how the yield spreads between the corporate bonds and their corresponding treasuries have changed since then.

	Corporate Bonds
	Yield Spread on Sept. 10, 2001 (bps)
	Yield Spread on Oct. 5, 2001 (bps)
	Change in yield spread (bps)

	1-10 yr High Qltya
	105
	121
	+16

	1-10 yr Med Qltya
	195
	239
	+44

	10+ yr High Qltyb
	133
	150
	+17

	10+ yr Med Qltyb
	201
	223
	+22

	High-yield corporatesb
	674
	827
	+153


Note: 
(a) yield spread over 1-10 yr Treasury


(b) yield spread over 10+ yr Treasury

From the table above, yield spreads between corporate bonds and Treasuries have risen since the Sept. 11, 2001 terrorist attack. For the high-quality corporate bonds, the risk premiums have increased by 16-17 basis points while the risk premiums for the medium-quality corporate bonds have increased by 44 basis points for 1-10 year bonds and 22 basis points for 10+ year bonds. Meanwhile, the high-yield corporate bonds have seen their risk premiums rising by a massive 153 basis points. Hence the rise in the risk spread has been greatest on lower-quality debt papers.

There are several possible factors accounting for the rise in the risk premium for corporate bonds. First, the Sept. 11, 2001 terrorist attack had created greater uncertainty over the state of the economy which has already been slowing down prior to the attack. It is now very likely that the economy will head into recessions for the next few quarters, at least. Secondly, the investors are also concerned with the rising corporate default risk amidst increasingly difficult business environment, and delayed payments by the corporations as they seek to restructure their debt obligations. As such, the investors needed to be compensated for bearing greater risks of holding corporate bonds. It should also be noted that the impact of the terrorist attack on the corporate yield spreads (vis-à-vis the treasuries) is greater on the short-run, for example, the 1-10 yr medium-quality corporate bond yield spread had risen by 44 basis points while that of the 10+ yr medium-quality corporate bond was that of 22 basis points.

3. Using the household balance sheet from the Flow of Funds tables distributed in class (or downloaded from the Federal Reserve), discuss the trend and short-term movements in household holdings of various types of deposits and the market share by different classes of deposit-taking institutions over the period 1995-2000.  Given your discussion above, what are the longer term implications for household holdings of deposits and for non-deposit-taking financial institutions in the United States and abroad?


During the period 1995-2000, the household deposits have risen from $3309.5 billion to $4526.2 billion, an increase of 37%. Among the types of deposits, there has been a 50% decline in checkable deposits and currency ($255 billion in 2000), a 38% rise in time and saving deposits ($3225.5 billion in 2000), and 124% rise in money market fund shares ($994.6 billion in 2000).

Among the main deposit-taking financial institutions, the US-chartered commercial banks have seen their small time and savings deposits rising 50%, garnering a 68.4% market share in 2000 (up from 62.9% market share in 1995). Meanwhile, the credit unions are experiencing a 30.9% rise in deposits and 9.7% market share (down from 10.2% in 1995) while for the savings institutions the comparative numbers are a fall of 42% in deposits and 9.9% market share (23.6% in 1995). 

However, as a percentage of household’s total financial assets, deposits have declined from a 15.2% share in 1995 to 13.6% in 2000. These is because the households have been increasingly placing more of their savings into non-deposit saving instruments such as pension funds (59.6% growth between 1995-2000, and 27.1% share of household’s total financial assets in 2000, up from 26.1% in 1995), mutual funds (163% growth between 1995-2000, and 9.2% share of household’s total financial assets in 2000, up from 5.3% in 1995), and life insurance services (44.7% growth between 1995-2000, and 2.5% share of household’s total financial assets in 2000, unchanged from in 1995). Hence non-deposit saving instruments have outpaced the growth of the deposits. The implication of this analysis (for the US and other parts of the world) is that these will continue to create more demand for mutual funds and pension funds, and more business opportunities for asset management firms and insurance services firms, especially in areas where the bulk of household assets are held as deposits in commercial banks.

4. Citigroup was formed on October 8, 1998, as a combination of Citicorp (primarily Citibank) and Travelers’ Group, consisting of a variety of firms, including Travelers’ Insurance Company, Salomon Smith Barney, and other related financial service firms.  Explain how this firm was illegal at the the time of its formation and how provisions of the GLB Act of 1999 (Gramm-Leach-Bliley Act) made it legitimate.   Further, discuss implications for financial service firm organization and strategy in the future and provide any examples you can of combinations of financial service firms that have taken place under the provisions of the new law.

Prior to 1999, the BHC-owned Citibank could not own a large insurance or securities business and as such the merger of Citibank and Travelers’ Group to create Citigroup in 1998 was illegal.  Unless the law changed, Citigroup had 2 years to divest its insurance and securities businesses. However, in 1999 Congress passed the Graham-Leach-Bliley Act (GLB) which essentially allowed the establishment of financial holding company (FHC) which could be a holding company owning commercial bank, investment bank, insurance company, thrift institution and asset management company. As such, the GLB act has made the Citigroup legitimate. One implication of GLB is that it would lead to diversification of assets and products owned and offered by the financial institutions (cross-selling of products). However, mergers and other combinations of financial service firms need to be based on real economic synergies between the different firms.  There is some evidence in past mergers that revenue and cost synergies (as between commercial and investment banks or banks and asset management firms) are hard to realize.  Further, FHCs will   be examined and reviewed by multiple regulators for the different financial businesses given the “functional regulation” of FHCs envisioned by the GLB.  The effects of such regulatory scrutiny on the ability of FHCs to realize synergies are not yet clear and some notable acquisitions of investment banks by commercial banks have not been particularly successful and European banks have withdrawn from some non-banking businesses after large losses.  There has been less merger activity since 1999 than some observers expected.

