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Question 1 

Money Market Funds and Sponsor Support 

In September it was reported that Money Market Funds (MMFs) are looking at ways to pass on 

negative returns to investors.  Interest rates have remained very low partly due to the effects of 

quantitative easing and at the same time corporate investors have sought a home for their 

investment which gives an almost certain guarantee of safety.  Many MMFs have been proud of 

their AAA ratings and guard their reputations for low risk.  Almost half of euro money market assets 

are in funds that promise to maintain a constant net asset value.  Small wonder, then, that funds are 

looking for ways to preserve that promise at a time when the European Central Bank has suggested 

charging banks for holding their overnight deposits . 

 

During the financial crisis many funds have only fulfilled the constant value promise by ‘sponsor 

support’, i.e. the parent injecting funds to cover any shortfall.  The European Systemic Risk Board 

(ESRB) is now preparing a consultation regarding such ‘sponsor support’. 

 

Question  

The consultation is yet to be published, but it has been reported that the proposal by the European 

Systemic Risk Board will be recommend which of the following? 

 

Unlimited sponsor support must be explicitly guaranteed  

Sponsor support should be guaranteed up to at least a known proportion of net asset value 

Sponsor support should be explicitly addressed by each fund, giving monetary amounts that will 

be used to maintain the constant value promise 

Sponsor support should be banned 

(a) Don’t know 

 

Answer 

The right answer is (d) Sponsor support should be banned 

 

At first sight this seems either unlikely or another gift for anti-Europeans!  However, in June the ESRB 

argued that lack of clarity on sponsor support may have fuelled runs on some funds.  Further it 

argued that such support risked spreading contagion to the banks offering such support.  That would 

then spread to other banks, leading to further contagion.  The Federal Reserve Bank of Boston also 

argued that sponsors are likely to initial underestimate the amount of support necessary. 

 

FT.com October 21st 2012 

http://www.ft.com/cms/s/0/53f2b402-1915-11e2-af4e-00144feabdc0.html#axzz2AJXT2jBp  

 

http://www.ft.com/cms/s/0/53f2b402-1915-11e2-af4e-00144feabdc0.html#axzz2AJXT2jBp


 

 

 

 

Question 2 

Bank regulation and Basel III 

US regulators are urging that the Basel III regulations covering large banks be tightened significantly.  

As things stand Basel III limits maximum leverage to a level where balance sheet size is limited to 33 

times equity.  US regulators are urging that this should be strengthened to 12 times. 

 

While these calls are understandable given the desire to avoid a repeat financial crisis, they may 

have undesirable consequences.  Tightening capital requirements at a time when banks are being 

encouraged to lend more to business presents a stark choice to banks’ managements.  They can 

either shrink their balance sheets to a level such that their existing equity is deemed adequate – or 

they must make and retain much more profit to bolster their equity capital.  Either would be difficult 

to justify in the current environment.  One thing is clear – a higher capital requirement and 

increased lending do not sit easily together. 

 

Question  

Assume a very simple bank balance sheet for Briton Bank: 

 

Assets:     Liabilities and Equity: 

Loans  75   Equity  3 

Investments 20   Deposits 97 

Cash  5   

 Total Assets 100  Total Liabilities  100 

 

At present the bank satisfies the leverage requirement of Basel III at 33 times.  

 The bank is unable to increase profit levels, so the only course open if leverage must fall to 12 times 

is to shrink the balance sheet. Further, given the nature of the bank’s deposits, the ratio of loans to 

deposits must not be allowed to increase otherwise there is a risk that withdrawals may not be 

available. 

 

If these conditions on leverage and loans to deposits are met, to what level must the bank’s 

outstanding loans fall? 

 

36 

29.2 

25.5 

18.7 

(a) Don’t know 

 

Answer 

The right answer is (c) 25.5 

 



If the equity level remains constant, then the maximum balance sheet size is 12 times equity = 36. 

So the deposits must be 33, i.e. 36 less equity of 3.  At present the ratio of loans to deposits is 

75/97=77.3% and if that is maintained, then 77.3% of 33 is 25.5 – so the new value for loans is 25.5. 

The remainder of the bank’s assets are then split between investments and cash to give a new total 

of 36. 

 

This raises at least two key issues: 

 How can loans be shrunk so far?  Certainly not by lending more to small businesses. 

 If banks’ investments are largely government debt, what are the implications for that asset 

category shrinking? 

 

The underlying issue being addressed by the regulators is that the complexity of regulation allowed in 

Basel III, and in version II before it, did not adequately reflect risks being taken.  This is a move to 

return to simpler regulation that is more robust. But it does have consequences. 
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Question 3 

Libor and Euribor  

The Libor scandal has been covered extensively in the news over recent months.    The Wheatley 

Review published its initial discussion paper in August and the ACT has submitted its response.  Libor 

is an important part of the financial infrastructure – care should be taken not to ‘throw the baby out 

with the bath water’.  Banks need to have confidence that their ‘good faith’ submissions will not 

result in legal action so they need a reliable framework that has the confidence of users.  The full 

response is given at http://www.treasurers.org/node/8160 and is covered in the Technical Briefing 

of The Treasurer, October 2012  

 

The question posed in determining a bank’s Libor submission is “At what rate could you borrow 

funds were you to do so by asking for and accepting interbank offers in reasonable market size just 

prior to 11.00am?” The form of the question has been criticised and it has been suggested that 

actual transactions should be required.  However, transaction volumes have been much reduced in 

recent years so it has been argued that actual transactions might be more misleading or more prone 

to manipulation than the existing question. 

 

Euribor, on the other hand, poses a different question and appears to have escaped untainted by the 

scandal. 

 

Question  

What is the question posed in determining a bank’s submission for Euribor? 

 

At what rate have you raised interbank term deposits from another EMU-based bank? 

http://www.ft.com/cms/s/0/f6f0a168-0e62-11e2-b87e-00144feabdc0.html#axzz2AJXT2jBp
http://www.treasurers.org/node/8160


At what rate do you think interbank term deposits will be offered by one prime bank to another 

prime bank within the EMU zone? 

At what rate have you observed interbank term deposits being offered by one prime bank to 

another prime bank within the EMU zone? 

At what rate are you willing to lend interbank to a prime bank in the EMU zone? 

(a) Don’t know 

 

 

Answer 

The right answer is (b)  At what rate do you think interbank term deposits will be offered by one 

prime bank to another prime bank within the EMU zone? 

Answer (a) requires actual transaction evidence; answer (c) implies actual observation which may be 

difficult in practice unless screen prices are guaranteed to be tradable.  But if that were the case, 

then the problem of determination would be easy to solve.  Answer (d) will clearly depend on the 

current position of the bank submitting its response.  Rates change depending on whether the bank 

wants to raise or deposit funds. 

 

The difference between the Libor question and the Euribor question is that Euribor allows smaller 

banks to make submissions that are not based on their own situation – but their reading  of others’ 

situations.  As a result, in some eurozone countries there is a significant divergence between actual 

borrowing rates and the quoted reference rate. 

 

The Treasurer, September 2012, Technical Briefing by Michelle Price, Associate Policy and Technical 

Director, ACT. 
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Question 4 

Is Libor relevant for valuing derivatives? 

Even disregarding the integrity of Libor, changes in the way that markets work have raised questions 

about some of the ways in which Libor has been used.   

Historically, Libor has been used as a base from which to construct the zero coupon yield curve 

which in turn is used to calculate the market value of some derivatives.  However, if the derivative in 

question is subject to bilateral credit support, then the risk level implied by Libor is inappropriate for 

valuing the derivative.  Instead, some banks have adopted the overnight index swap rate (OIS) to 

replace Libor because it reflects the lower, collateralised risk level.  If there is no credit support for 

the derivative then Libor remains the appropriate rate to use. 

The implications are that a future cashflow at risk hedged by a derivative hedging instrument should 

result in a hedged future payment.  But if the risk exposure (the future cashflow) is valued using 

Libor and the derivative is valued using OIS, then an imbalance can arise between the time of 

initiating the hedge and the receipt of the cashflow.  Hedge effectiveness can therefore be 

compromised.  This may seem a rather academic point – and until 2008 it would have been.  But 

since 2008, the spread between the two rates has increased – one incorporating the relative 

riskiness of banks and the other excluding that risk. The resulting ineffectiveness is booked to the 

Income Statement. 

http://www.treasurers.org/node/8117


 

Question  

What is an Overnight Index Swap? 

 

An interest rate swap in which the overnight rate is exchanged for a fixed interest rate 

A credit default swap in which the sovereign credit index is valued 

A short term debt equity swap in which an interest rate is swapped for an equity market 

index 

An interest rate swap in which both sides are floating eg. Prime vs Libor or Libor vs Euribor 

(a) Don’t know 

 

Answer 

The right answer is (a) An interest rate swap in which the overnight rate is exchanged for a fixed 

interest rate. 

 

The two parties to the OIS agree to exchange the difference between the interest accrued at an 

agreed fixed interest rate for a fixed period (for example 3 months) on an agreed notional amount, 

and the interest accrued on the same amount, by compounding the reference index (eg Fed Funds 

rate, SONIA, EURONIA or EONIA) daily over the term of the swap. 

The reason that the OIS rate reflects a lower risk than Libor is that the overnight rate used, being a 

very short term period, bears a minimal risk premium on individual banks, together with the fact that 

it is a swap rather than an outright funding transaction. There is no principal at risk 

 

The OIS-Libor spread used to be (pre-2008) around 10 basis points.  In the height of the crisis it 

reached 350 basis points although it is now much lower than that. 

 

The Treasurer October 2012, Technical Briefing by Martin O’Donovan, Deputy Policy and Technical 

Director, ACT.  

ACT glossary definition : http://www.treasurers.org/glossary/O#Overnight_indexed_swap   

 

 

Question 5 

Payments in the UK 

In 2009, the Payments Council, the strategy setting body for the payments industry in the UK, took a 

decision that cheques would be phased out by banks and building societies from 2018.  This decision 

caused such a stir that HM Treasury produced a consultation paper “Setting the Strategy for UK 

payments” in which three alternative governance scenarios were proposed for the payments 

Council. 

 

The ACT has responded to the consultation.  In essence, the ACT’s response has been that self-

regulation is better than government regulation, either by direct statutory regulation or by the 

creation of a new regulatory body to oversee the payments industry.  The ACT’s position is that self-

regulation can be made to work well, as long as the users of the payments system have a strong 

voice along with the payment industry itself. 

 

http://www.treasurers.org/glossary/O#Overnight_indexed_swap


Question  

Of the three scenarios proposed in the consultation document, which was the government’s 

preferred option? 

 

A reminder to the existing Payments Council that they must reflect users demands in the future. 

A strengthened Payments Council with more users on its council to counterbalance existing 

industry participants  

A new regulatory body, the Payments Strategy Board to oversee UK payments strategy 

A statutory framework of regulation similar to other regulated sectors such as electricity and 

water. 

(a) Don’t know 

 

Answer 

The right answer is (c) A new regulatory body, the Payments Strategy Board to oversee UK payments 

strategy. 

 

The ACT said in its response:  “regulation represents a barrier to entry, restricts competition and 

innovation and increases costs. We believe regulation should only be used as a last resort where 

there is evidence of an actual or potential market failure and where the public good from regulation 

far outweighs the costs. Additionally there is a high risk that a separate regulatory body will become 

remote from the payments industry and not close enough to advise on UK payments strategy.” 

 

The original Treasury consultation document  

http://www.hm-treasury.gov.uk/consult_setting_strategy_uk_payments.htm 

 

The ACT response 

http://www.treasurers.org/node/8307 

 

The Payments Council’s response 

http://www.paymentscouncil.org.uk/media_centre/press_releases/-/page/2318/ 

 

 

Question 6 

Accounting Convergence between US GAAP and IFRS 

The US Financial Accounting Standards Board and the International Accounting Standards Board 

have been trying to converge their accounting systems for over a decade so that a ‘global accounting 

standard’ can be created.  However, the SEC issued a report on convergence in July this year which 

gave no indication of when such convergence might be enacted in the US.  The SEC had been due to 

make its decision on IFRS incorporation in 2011.  Now it is unlikely that any decisions will be made 

until 2013 at the earliest. 

IASB officials have responded with a point-by-point response in October, highlighting that there are 

no insurmountable obstacles to convergence between IFRS and US GAAP. 

 

Question  

http://www.hm-treasury.gov.uk/consult_setting_strategy_uk_payments.htm
http://www.treasurers.org/node/8307
http://www.paymentscouncil.org.uk/media_centre/press_releases/-/page/2318/


The IASB response contained a warning regarding future convergence.  Which of the following best 

sums up that warning? 

 

(a) The progress in the last ten years may be difficult to match in the next ten years 

(b) The last decade of convergence may be followed now by a new period of divergence 

(c) That convergence may never happen 

(d) The differences between standards were too great and the convergence project should be 

cancelled 

(e) Don’t know 

 

Answer 

The right answer is (b) The last decade of convergence may be followed now by a new period of 

divergence. 

The Chairman of the IASB trustees pointed out that the IASB’s and SEC’s analysis showed that there 

were no insurmountable obstacles for the adoption of IFRS in the US.  The absence of a US decision 

on the matter meant that the decade of convergence may well be followed by a new period of 

divergence.  

Elsewhere on the subject of US International convergence, the US was being urged to adopt a 

strengthened version of the Basel III regulations that have been agreed internationally. 
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