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1. Which of the following statements regarding liquidity risk in correct? Explain why
a. Asset liquidity risk arises when a financial institution cannot meet payment obligations.
b. Flight to quality is usually reflected in a decrease in the yield spread between corporate and government debt issuances.
c. Yield spread between on-the-run and off-the-run securities mainly captures the liquidity  premium.
d. Funding liquidity risk can be managed by setting limits on certain asset markets or products and by means of diversification.

2. The following statements compare a highly liquid asset against an (otherwise similar) illiquid asset. Which statement is most likely to be false? Explain why.
a. It is possible to trade a larger quantity of the liquid asset without affecting the price
b. The liquid asset has a smaller bid-ask spread
c. The liquid asset has higher price volatility since it trades more often
d. The liquid asset has higher trading volume

3. In a market crash the following are usually true?
a. Fixed-income portfolios hedged with short Treasury bond and futures lose less than those hedged with interest rate swaps given equivalent durations
b. Bid-offer spreads widen because of lower liquidity
c. The spread between off-the-run bonds and benchmark issues widen
i. a., b. and c.
ii. b. and c.
iii. a. and c.
iv. none of the above

4. You have been asked to review a memo on how market liquidity is affected by shocks to the financial system. Which of the following observations made in the memo are incorrect. Explain why.
a. In periods of acute market stress, market liquidity typically increases in the most liquid markets, creating a self-correcting loop that will ultimately remove downward pressure on asset prices
b. Evaporation of market liquidity is an important factor in determining whether and at what speed financial disturbances become financial shocks with potentially systemic threats
c. Market shocks may not be reflected in marked-to-market portfolio values immediately for portfolios with illiquid assets. As a result, it is possible for market shocks to have delayed effects on financial institutions
d. The impact of a market shock on the liquidity of a specific asset depends on the characteristics of the investor who own the asset 

5. The Basel Capital Accord applies to these entities:
a. National banks chartered in the US
b. All internationally active commercial banks
c. All banks and securities firms in the G-10 countries plus Luxemburg
d. Banks regulated by the Swiss banking regulatory authorities

6. Which of the following financial institutions needs to comply with the provisions of CAD, the Capital Adequacy Directive? This question concerns the main home-country operations of these banks, not certain overseas subsidiaries or branches
a. JP Morgan Chase (a US bank)
b. Credit Suisse First Boston (a Swiss bank)
c. Deutsche Bank (a German bank)
d. Sumitomo Bank (a Japanese bank)


