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R #223

Ifa bank is long £500 million pounds, short £300 million in delta-equivalent pound options, and long £100 million in pound-
denominated stocks, what is the amount of pound exposure that would be shown in the aggregated risk reports?
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A. £800 million pounds
B. £300 million pounds
C. £900 million pounds
D. £500 million pounds

EM: B
L

To determine the pound exposure in the aggregated risk reports, we sum the net positions:

* Long £500 million:

* The bank holds a long position of £500 million.

* Short £300 million in delta-equivalent pound options:

* This position reduces the exposure by £300 million.

* Long £100 million in pound-denominated stocks:

* This adds £100 million to the exposure.

Net exposure: 500300+100=300million pounds500 - 300 + 100 =300 \, \text {million pounds} 500300+100=300million pounds
Thus, the pound exposure shown in the aggregated risk reports is £300 million.

ReferencesSource: How Finance Works

B #224

A retail credit score of above 680 is generally considered to be "prime." The term "prime" means the borrower is what?

A. High quality with low risk of default
B. Low quality with high risk of default
C. High quality with high risk of default
D. Low quality with low risk of default

E: A

fER L2

Comprehensive and Detailed In-Depth Explanation:

In credit risk assessment, a "prime" borrower is one with a high credit score (e.g., above 680 on the FICO scale), indicating high
credit quality and a low probability of default (PD). This classification is widely used in retail lending (e.g., mortgages, auto loans) to
denote borrowers who are less risky, justifying lower interest rates. The Basel Il framework, under the Internal Ratings-Based (IRB)
approach, links credit quality to PD, where "prime" aligns with lower PD bands. Option D correctly pairs high quality (strong
creditworthiness) with low risk of default. Option A is contradictory (low quality implies higher risk), Option B reverses the risk
profile, and Option C describes "subprime" borrowers (typically below 620).

Exact Extract from Official Source:

* BCBS, "Basel II: International Convergence of Capital Measurement and Capital Standards," June

2006, para. 211: "Under the IRB approach, banks must categorize banking-book exposures into broad classes of assets with
different underlying risk characteristics... For retail exposures, this includes distinguishing between high-quality (low PD) and lower-
quality (higher PD) borrowers."

* GARP FRR Study Notes, Credit Risk Section: "Prime borrowers, typically with credit scores above

680, are considered high-quality obligors with a low likelihood of default, contrasting with subprime borrowers who exhibit higher
risk profiles." Reference:BCBS, "Basel I," para.211-215; GARP FRR Study Notes, Credit Risk Section.

HH #225

In hedging transactions, derivatives typically have the following advantages over cash mnstruments:
I. Lower credit risk

II. Lower funding requirements

III. Lower dealing costs

IV. Lower capital charges

A LILTIL TV
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Derivatives have several advantages over cash instruments in hedging transactions. These include:

* Lower Credit Risk:

* Derivatives, especially exchange-traded ones, often have lower credit risk because the clearinghouse guarantees the performance
of the contract.

* Lower Funding Requirements:

* Derivatives typically require lower upfront capital than buying or selling the underlying cash instruments directly. This is due to the
leverage they offer, where only a margmn is required instead of the full value of the position.

* Lower Dealing Costs:

* Trading derivatives can be cheaper in terms of transaction costs compared to trading the underlying cash instruments. This is
especially true for large positions or frequent trading,

* Lower Capital Charges:

* Regulatory capital requirements for derivatives can be lower compared to cash instruments because derivatives can be used to
hedge and reduce overall portfolio risk, thereby reducing capital charges under regulatory frameworks.

ReferencesSource: How Finance Works

M #226
In the United States, during the second quarter of 2009, transactions in foreign exchange derivative contracts
comprised approximately what proportion of all types of derivative transactions between financial institutions?

A 2%
B. 25%
C.7%
D. 43%

M
R

: C

HR #227

Gamma Bank provides a $100,000 loan to Big Bath retail stores at 5% interest rate (paid annually). The loan is
collateralized with $55,000. The loan also has an annual expected default rate of 2%, and loss given default at
50%. In this case, what will the bank's exposure at default (EAD) be?

A. $105,000
B. $75,000
C. $50,000
D. $25,000

M
R

: C
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