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QUESTION 1 (10 Marks)

Question background.

A Japanese financial services company owns two subsidiaries, both operating in the United States

of America:

1. Avregional bank with assets that comprise mainly home loans denominated in US Dollars;
2. Alifeinsurance company with a portfolio of term life insurance and annuity policies,

backed by a diversified asset portfolio which includes an allocation to global listed equities.

The yen is currently trading at its lowest level in 34 years versus the US dollar. This is mainly
because the US economy has been growing strongly and inflation has been high, so that the US
central bank has been maintaining its short term interest rate at a level well above that set by the

Japanese central bank.
More recently both countries have reported declining inflation rates.

In the 2024/25 financial year, the regional bank is expected to return a $1 million USD profit while

the life insurance company is not expected to return a profit.

Assume all figures apply as at 30 June 2024.

Country Japan USA
Inflation target 2.0%pa | 2.0%pa
Inflation (last 12 months) 2.8%pa | 3.3%pa
Cash Rate 30 June 2024 0.10%pa | 5.25%pa
Exchange Rate 30 June 2024 160 JPY | 1 USD
Exchange Rate forecast for 30 June 2025 | 125 JPY | 1 USD

USD: United States Dollar

JPY: Japanese Yen
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Question

a) Explain how, in the current economic conditions, the US central bank is influencing the rate of

money creation and the impact on profit (in USD) of the regional bank. (3 marks)

b) Demonstrate how the profit (in JPY) of the Japanese parent company is affected by exchange

rates. (2 marks)

c) Describe how leverage drives the returns and the volatility of returns of the listed equity

component of the life insurance company’s asset portfolio. (2 marks)

d) Outline three methods for stabilising the profitability of the US subsidiaries, when reported in

JPY, against a depreciation of the USD versus the JPY. (3 marks).

END OF ASSESSMENT
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