Lecture 8
Funding the Bank and Managing Liquidity
1. Liability management decisions determines all of the following except:

a. interest expense on borrowed funds.

b. check handling costs.

c. personnel costs.

d. fee income.

e. loan rates.

Answer: e

2. ___________ includes transaction accounts, MMDAs, savings accounts and small time deposits.

a. Retail funding

b. Wholesale funding

c. Borrowed funding

d. Equity funding

e. Lockbox funding
Answer: a

3. ___________ includes federal funds purchased, repurchase agreements and Federal Home Loan Bank borrowings.

a. Retail funding

b. Wholesale funding

c. Borrowed funding

d. Equity funding

e. Lockbox funding
Answer: c

4. ___________ includes common stock, preferred stock and retained earnings.

a. Retail funding

b. Wholesale funding

c. Borrowed funding

d. Equity funding

e. Lockbox funding
Answer: d

5. Core deposits are affected by all of the following except:

a. location.

b. availability.

c. volatile liabilities.

d. service charges.

e. Core deposits are affected by all of the above.

Answer: c

6. Which of the following would not be considered "hot money"?

a. Jumbo CDs

b. Fed funds purchased

c. Eurodollar time deposits

d. Retail demand deposits

e. Repurchase agreements

Answer: d

7. All of the following are considered transaction accounts except:

a. negotiable orders of withdrawal.

b. automatic transfer from savings.

c. demand deposit accounts.

d. money market deposit accounts.

e. all of the above are considered transaction accounts.

Answer: d

8. Noninterest-checking accounts are called:

a. Automatic transfer from savings accounts.

b. NOW accounts.

c. demand deposit accounts.

d. repurchase accounts.

e. whole-tail accounts.

Answer: c

9. If you deposit $1,000 into a certificate of deposit that quotes you a 5.5% APY, how much will you have at the end of 1 year?

a. $1,050.00

b. $1,055.00

c. $1,550.00

d. $1,005.50

e. None of the above.

Answer: b

FV = PV * (1+i)n
$1,000 * 1.0551 = $1,055.00

10. Which of the following is true regarding money market deposit accounts (MMDAs)?

a. A maximum of three checks per month may be written on a MMDA account. 

b. The average check size on an MMDA account is smaller than the average demand deposit check size.

c. MMDAs are formally transaction accounts.

d. Required reserves on MMDAs are higher than on demand deposit accounts.

e. Rates paid on MMDAs are generally higher than rates on money market mutual funds.

Answer: a

11. Small time deposits are characterized by all of the following except:

a. they have denominations are less than $100,000.

b. they have substantial interest penalties for early withdrawal.

c. banks can pay market interest rates on them.

d. there is a substantial interest penalty for early withdrawal.

e. they  have a minimum maturity of 3 days.

Answer: e

12. Large time deposits are generally referred to as:

a. mini CDs.

b. jumbo CDs.

c. big CDs.

d. giant CDs.

e. super CDs.

Answer: b

13. The least expensive source of funds for a typical bank is:

a. certificates of deposit.

b. negotiable order of withdrawal accounts.

c. savings accounts.

d. demand deposit accounts.

e. federal funds purchased.

Answer: d

14. Overdraft fees:

a. represent a risk charge.

b. are a source of wholesale funding.

c. reduce reserve requirements.
d. increases capital.
e. have increased in maturity.
Answer: a

15. On-us checks cashed are:

a. checks drawn on any bank other than the bank into which it was deposited.

b. the accounting transaction for selling fed funds.

c. discount window loans.

d. illegal.

e. checks drawn on a bank's own customer's account.

Answer: e

16. With "relationship pricing":

a. banks unbundle services and charge separate prices for each.

b. service charges decline with larger customer deposit balances.

c. interest rates paid on deposit accounts decreases with customer deposit balances. 

d. large depositors pay the highest fees.

e. small depositors receive the highest interest rates.

Answer: b

17. Interest costs do not equal the effective cost of bank liabilities because:

a. reserve requirements increase the effective cost.

b. there may be substantial processing costs.

c. service charges may offset a portion of non-interest expense.

d. all of the above.

e. a. and c.

Answer: d

18. Large depositors
a. receive the highest interest rates.
b. pay the lowest fees.
c. often get free checking.
d. all of the above.
e. a. and c. only
Answer: d
19. High interest rates in the late 1990’s on large CDs lead to the introduction of:

a. zero coupon CDs.

b. variable rate CDs.

c. callable CDs.

d. stock market indexed CDs.

e. immediately available funds CDs

Answer: c

20. Banks prefer money market deposit accounts to demand deposits for all of the following reasons except:

a. required reserves on money market deposit accounts are lower.

b. money market deposit accounts are less interest rate sensitive than demand deposit accounts.

c. demand deposit accounts have fewer checks written each month.

d. average demand deposit balances are higher than money market deposit account balances.

e. money market deposits accounts are not limited to the $100,000 deposit insurance limit like demand deposit accounts.

Answer: b

Use the following information for questions 21 and 22.

A bank estimates that their average balance on demand deposit accounts is $2,500, net of float.  Each account costs the bank $175 per year in processing costs.  The bank collects an average of $5 per month on each account in service charges.  Assume reserve requirements are 10%.

21. What is the net cost of an average demand deposit?

a. 4.5%

b. 4.8%

c. 5.1%

d. 6.8%

e. 7.0%

Answer: c

Net Cost = (Non-Interest Expense – Non-Interest Income)/[Avg Balance * (1-RR)]

Annual Non-Interest Income = 12 * $5 = $60

Net Cost = ($175 - $60)/[$2,500 * (1-.10)] = 5.1%

22. If the bank can invest the deposit balance (after adjusting for reserve requirements) at 7%, what is the break-even deposit balance?

a. $3,777

b. $3,500

c. $2,500

d. $1,825

e. $1,479

Answer: d

Net Cost = (Non-Interest Expense – Non-Interest Income)/[Avg Balance * (1-RR)]

7% = ($175 - $60)/[Avg Balance * (1-.10)]

7% = $115/(Avg Balance * .9)

.9Average Balance = $115/.07

Average Balance = ($115/.07)/.9 = $1,825.40

23. Which of the following is not a characteristic of jumbo CDs?

a. They have a minimum maturity of 7 days.

b. Interest rates are quoted on a 365-day year.

c. They are generally issued at face value.

d. They are only insured up to $100,000 per individual per institution.

e. All of the above are characteristics of jumbo CDs

Answer: b

24. A brokered deposit would most likely take which of the following forms?

a. Demand deposit

b. NOW account

c. Jumbo CDs

d. Savings account

e. Small time deposit

Answer: c

25. A jump rate CD is also known as a(n):
a. trust CD.
b. zero coupon CD.
c. bump-up CD.
d. federal funds CD.
e. fixed-rate CD.
Answer: c

26. Which of the following are sold at a deep discount to par?

a. Trust CD

b. Zero coupon CD

c. Bump-up CD

d. Federal funds CD

e. Fixed-rate CD

Answer: b

27. Which of the following would be an example of a Eurodollar account?

a. A U.S. dollar denominated deposit held at a Japanese bank.

b. A British pound denominated deposit held at a New York bank.

c. A French franc denominated deposit held at a Toronto bank.

d. A U.S. dollar denominated deposit held at a Chicago bank.

e. A EMU euro denominated deposit held at a London bank.

Answer: a

28. Which of the following is an example of immediately available funds?

a. Deposits at the Federal Reserve

b. Stock market indexed CDs

c. Demand deposits

d. Money market deposit accounts

e. All of the above

Answer: a

29. Federal funds are:

a. secured bank loans from the discount window.

b. unsecured short-term loans that are settled in immediately available funds.

c. secured inter-bank loans of reserves.

d. secured core deposits.

e. secured overnight loans.

Answer: b

30. Repurchase agreements are:

a. riskier than fed funds loans.

b. unsecured short-term loans.

c. secured overnight loans.

d. secured loans of reserves.

e. secured Fed funds loans.

Answer: c

31. In regards to repurchase agreements, the margin is:

a. a good faith deposit.

b. a loan against the repurchase agreement.

c. a risk-free guarantee.

d. the difference between the market value of the collateral and the amount of the loan.

e. all of the above.

Answer: d

32. Which of the following Federal Reserve loans is to help with systematic new loan demand?

a. Extended credit loans

b. Seasonal borrowing loans

c. Fed funds loans

d. Deposit insurance loans

e. Short-term adjustment loans

Answer: e

33. Which of the following is primarily used as collateral for borrowings from the Federal Home Loan Bank Board?

a. Real estate loans

b. Treasury securities

c. Negotiable CDs

d. Credit card receivables

e. Repurchase agreement

Answer: a

34. A primary difference between "intelligent" smart cards and "memory" smart cards is that:

a. intelligent smart cards can store information, while memory smart cards cannot.

b. intelligent smart cards are larger than memory smart cards.

c. memory cards can only store information.

d. intelligent smart cards are "digital", while memory smart cards are not.

e. intelligent smart cards are used in ACH transactions, while memory smart cards are not.

Answer: c

35. An online debit payment is:

a. a signature-based transaction.

b. a PIN-based transaction.

c. an ACH transaction.

d. a CHIPS transaction.

e. a Fed Wire transaction.

Answer: b

36. An offline debit payment is:

a. a signature-based transaction.

b. a PIN-based transaction.

c. an ACH transaction.

d. a CHIPS transaction.

e. a Fed Wire transaction.

Answer: a

37. Which of the following is not a purpose of Check 21?

a. Prevent check truncation.

b. Foster innovation in the check collection system.

c. Improve overall efficiency of the payment’s system.

d. All of the above.

e. a. and. c.

Answer: a

38. The Expedited Funds Availability Act stipulates that local checks must be cleared in no more than _____ business days.

a. 1

b. 2

c. 3

d. 4

e. 5

Answer: b 

39. The Expedited Funds Availability Act stipulates that non-local checks must be cleared in no more than _____ business days.

a. 1

b. 2

c. 3

d. 4

e. 5

Answer: e

40. Trust preferred stock:

a. does not pay any dividends

b. has priority over all other claims.

c. is issued through a “preferred” bank subsidiary.

d. effectively allows banks to pay dividends that are tax deductible.

e. All of the above.

Answer: d

41. A bank is going to issue $10,000,000 in 5-year par value bonds that pay a 5% annual coupon.  The bank must pay .7% of the face value in floatation costs.  What is the bank's effective cost of borrowing?

a. 5.0%

b. 5.2%

c. 5.7%

d. 6.2%

e. 7.5%

Answer: b

Financial calculator solution

FV= 10,000,000

PMT = 10,000,000 * 5% = 500,000

N = 5

PV = -10,000,000 * (1-.007) = -9,930,000

I = ? = 5.2%

42. Which of the following is not considered a cash asset?

a. Marketable securities

b. Cash items in process of collection

c. Demand deposits at private financial institutions

d. Demand deposits at the Federal Reserve

e. Vault cash

Answer: a

43. Which of the following is not a reason that banks hold cash assets?

a. To meet customer's needs for currency.

b. To meet capital requirements.

c. To meet required reserves.

d. To compensate for correspondent bank services.

e. To assist in the check clearing process.

Answer: b

44. Which of the following is not considered a viable long-term source of bank liquidity?

a. Federal funds sold

b. Short-term Treasury securities

c. Cash

d. High quality short-term municipal securities

e. Reverse repurchase agreements

Answer: c

45. In which of the following ways can a bank acquire liquidity?

a. Selling Fed funds

b. Investing in repurchase agreements

c. Increasing the number of loans outstanding

d. Selling Treasury securities

e. Buying back outstanding bank stock 

Answer: d

46. Which of the following is not an advantage of larger cash balances for a bank?

a. Larger cash balances reduce the need to borrow at the discount window.

b. Larger cash balances reduce the risk of bank runs.

c. Larger cash balances reduce the risk of paying penalties to the Federal Reserve.

d. Larger cash balances increase reserve balances.

e. Larger cash balances reduce a bank's interest expense.

Answer: e

47. Which of the following is not considered a monetary policy tool of the Federal Reserve?

a. Changing float requirements

b. Open market operations

c. Changing the discount rate

d. Changing reserve requirements

e. All of the above are considered to be monetary policy tools

Answer: a

48. The Federal Reserve has reduced the use of reserve requirements as a monetary policy tool because:

a. the Fed has focused on controlling short-term interest rates, rather than the size of M1.

b. of the increased use of sweep accounts.

c. reserve requirements are a "tax” on banks .

d. All of the above.

e. a. and c. only.

Answer: d

49. Which of the following does not directly influence the amount of required reserves a bank must hold?

a. The required reserve ratio.

b. The dollar amount of cash items in process of collection.

c. The dollar amount of demand deposits outstanding.

d. The dollar amount of money market deposit accounts outstanding.

e. The dollar amount of NOW accounts outstanding.

Answer: d

50. In determining reserves, the banks and the Federal Reserve currently use:

a. a leading reserve accounting system.

b. a contemporaneous reserve accounting system.

c. a lagging reserve accounting system.

d. an actual reserve accounting system.

e. a holding reserve accounting system.

Answer: c

51. The two-week period during which a bank must hold sufficient legal reserves is called the:

a. deposit computation period.

b. deposit maintenance period.

c. vault cash computation period.

d. base computation period.

e. maintenance period.

Answer: e

52. A bank is currently exactly meeting its reserve requirements of 10%.  If the bank has a deposit inflow of $10,000,000, what is the impact on its required reserve position? 

a. It now has excess reserves in the amount of $9,000,000.

b. It now has excess reserves in the amount of $10,000,000.

c. It is now deficient $1,000,000 in required reserves.

d. It is now deficient $9,000,000 in required reserves.

e. There would be no impact on the bank's required reserves.

Answer: a

53. The check-clearing services of correspondent banks are often used because:

a. the respondent bank is required to purchase a minimum amount of services.

b. it reduces required reserves.

c. the correspondent bank may be marketing their own services in a local community.

d. it often reduces float.

e. it decreases interest income.

Answer: d

54. Which of the following is a discretionary factor that will increase a bank's daily reserves held at the Federal Reserve?

a. The prior day's immediate cash letter

b. Federal funds purchased

c. Deposits from the U.S. Treasury

d. Currency received from the Federal Reserve

e. Deficits at the local clearinghouse

Answer: b

55. Which of the following is a discretionary factor that will decrease a bank's daily reserves held at the Federal Reserve?

a. Remittances charged

b. Federal funds purchased

c. The previous day’s immediate cash letter

d. Currency received from the Federal Reserve

e. Deficits at the local clearinghouse

Answer: d

56. Which of the following is a non-discretionary factor that will increase a bank's daily reserves held at the Federal Reserve?

a. Federal funds sold.

b. Receiving a discount window loan

c. Remittances charged

d. Security sales

e. Deposits from the U.S. Treasury

Answer: e

57. Which of the following is a non-discretionary factor that will decrease a bank's daily reserves held at the Federal Reserve?

a. Deferred availability items

b. Receiving a discount window loan

c. Remittances charged

d. Excess balances at the local clearing house

e. Federal funds sold

Answer: c

58. Which of the following indicates the potential demand for new loans?

a. Low business growth and activity

b. A relatively large percentage of demand deposits

c. Large, unused commercial credit lines outstanding

d. Large deposits held by a single customer

e. The level of uninsured deposits

Answer: c

59. Which of the following indicates the potential for deposits leaving a bank?

a. High business activity and growth

b. Deposits that are inelastic to changes in interest rates

c. An aggressive bank loan officer

d. Large deposits held by a single customer

e. Small unused commercial credit lines outstanding

Answer: d

60. Which of the following is not considered a highly liquid asset?

a. Federal funds sold

b. 90-day Treasury bills

c. AAA-rated commercial paper

d. A Federal Home Loan Bank Board bond with 6 months until maturity

e. Repurchase agreement

Answer: e

Note: A repurchase agreement is a liability.

61. Which of the following is not a measure of liability liquidity?

a. Total loans to total assets

b. Total deposits to total assets

c. Total equity to total assets

d. Loan losses to net loans

e. Core deposits to total assets

Answer: a

62. When selling securities to meet liquidity needs, a bank should consider all of the following except:

a. brokerage fees.

b. lost interest income.

c. the gains or losses on the securities.

d. the impact on taxes.

e. A bank should consider all of the above when selling securities to meet liquidity needs.

Answer: e

63. When increasing liabilities to meet liquidity needs, a bank should consider all of the following except:

a. brokerage fees.

b. required reserves.

c. FDIC insurance premiums.

d. lost interest income.

e. A bank should consider all of the above when increasing liabilities to meet liquidity needs.

Answer: d

64. Volatile deposits:
a. are the largest source of funds for smaller banks.
b. equal the difference between actual current deposits and the base estimate of core deposits.
c. reduce reserve requirements.
d. are a low cost source of funds.
e. all of the above
Answer: b
65. The ease of converting an asset to cash with a minimum of loss is known as:
a. asset liquidity.

b. volatile liquidity.

c. core liquidity.
d. liability liquidity.

e. non-core liquidity.
Answer: a
True/False

66. Today, most demand deposit accounts are owned by individuals.

Answer: False

67. Individuals, as a group, are not as interest-rate sensitive as wholesale customers.

Answer: True

68. An ACH transaction is a sale that uses a smart card.

Answer: False

69. Repurchase agreements generally carry a lower interest rate than comparable maturity Fed funds.

Answer: True

70. When interest rates rise, average historical costs overstate the actual marginal costs of issuing new debt.

Answer: False

71. Vault cash generally satisfies a bank's liquidity needs.

Answer: False

72. Respondent banks buy services from correspondent banks.

Answer: True

73. More liquid assets tend to earn lower returns, everything else the same.

Answer: True

74. Core deposits tend to be more interest elastic than volatile liabilities.

Answer: False

75. The best measure of bank asset liquidity is the core deposits to total asset ratio.

Answer: False

Essay

76. Discuss the process of estimating the cost of deposit accounts.

77. How has the use of "hot money" affected bank's liquidity risk?

78. When calculating its cost of funds, should a bank use average or marginal costs?  Why?

79. Why do banks prefer a lagged reserve accounting system to a contemporaneous reserve accounting system?

80. How can pledging requirements make bank assets less liquid?

