Chapter 20 Financial System


1. A firm that is raising funds by issuing bonds is said to undertake:
A. an equity finance
B. a debt finance.
C. a microfinance
D. a financial crisis.


2. A firm that is raising funds by issuing stock is said to undertake:
A. an equity finance.
B. a debt finance.
C. a microfinance
D. a financial crisis.


3. A(n) _____________ is a firm that sells shares to savers and uses the funds to purchase a diversified pool of assets.
A. mutual fund
B. investment bank
C. commercial bank
D. stock broker


4. Bob drives his car way above the speed limit because his “full coverage insurance” removed his fear of the financial consequences of crashing his car. Bob’s behavior exhibits the problem of: 
A. moral hazard.
B. adverse selection.
C. symmetric information.
D. risk aversion.


5. Grameen Bank, a financial institution in Bangladesh, specialized in which of the following financial services?
A. microfinance
B. investment banking
C. stock trading.
D. real estate loans.


6. Which of the following reasons may explain why poor individuals, especially women, find it hard to acquire loans in less developed countries like Bangladesh?
A. poor individuals have small incomes that may be difficult to prove
B. poor countries do not have accurate credit verification systems in place
C. administrative costs of providing loans may be high for commercial banks
D. All of the answers are correct.


7. A common element of financial crises is:
A. an increase in consumer confidence.
B. a decline in net exports.
C. failures of financial institutions.
D. lower capital mobility.


8. Asset-price bubbles are typically followed by:
A. booms.
B. inflations.
C. increased net capital inflows.
D. asset-price crashes. 


9. The insolvency of a bank can spread and cause a financial crisis due to:
A. the gain in the net worth of its owners.
B. the losses suffered by its depositors and lenders.
C. the losses suffered by its loan customers or borrowers.
D. the FDIC’s losses from closing the failed bank.


10. Bank illiquidity may result in insolvency due to:
A. asset sales at fire-sale prices.
B. increased borrowing by banks to obtain liquid assets. 
C. sales of secondary reserves to obtain cash.
D. repayment of loans by the bank’s customers.


11. A bank that is solvent can still experience a liquidity crisis when:
A. it doesn’t have enough liquid assets to make payments it has promised.
B. its assets exceed its liabilities. 
C. its liabilities exceed its assets. 
D. repayment of loans by the bank’s customers increase. 


12. A direct cost of a financial crisis is:
A. reduced bank lending.
B. the fall in borrowers’ net worth, increasing adverse selection and moral hazard.
C. reduced confidence of firms and consumers.
D. losses to asset holders when asset prices fall.


13. An indirect cost of a financial crisis is:
A. the losses to asset holders when prices fall.
B. the loss of equity to owners of financial institutions.
C. reduced lending due to bank failures.
D. the losses of uninsured depositors and the FDIC from the failure.


14. A financial crisis may develop into a vicious cycle due to:
A. exchange rate depreciation that increases output.
B. a recession that worsens banking problems.
C. increased net capital inflows due to the crisis.
D. banks becoming more liberal in granting loans.


15. A tool for policymakers to dampen asset-price bubbles is:
A. deposit insurance.
B. an interest-rate increase.
C. an expansionary monetary policy..
D. tax cuts.


16. An appropriate policy response to financial crises is: 
A. a tax increase.
B. a cut in government expenditures to balance the budget.
C. increased reserve requirements to increase bank reserves.
D. expansionary monetary policy.


17. The “lender of last resort” function of a central bank is intended to assist during:
A. a solvency crisis.
B. an asset-price bubble.
C. a liquidity crisis.
D. a boom.


18. The term “too big to fail” was coined after the rescue of:
A. Bank of America in 1984.
B. Citibank in 1993.
C. Continental Illinois in 1984.
D. J. P. Morgan in 1929. 


19. Moral hazard is increased by:
A. a central bank that allows a bank to fail.
B. bailouts of insolvent financial institutions.
C. eliminating deposit insurance.
D. increasing capital requirements of financial institutions.



20. Which of the following is NOT an example of a financial reform proposal aimed at preventing financial crises similar to the one experienced in 2007?
A. Increase regulation of non-bank financial institutions.
B. Promote a “too big to fail” policy.
C. Implement rules that discourage excessive risk taking.
D. Limit the size and scope of financial institutions.



21. Which of the following are NOT classified as shadow banks?
A. hedge funds
B. commercial banks
C. investment banks
D. insurance companies
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1b - Raising funds through the issuance of bonds is called debt finance. See section 20-1.

2a - Raising funds through the issuance of stock is called equity finance. See section 20-1.

3a - A mutual fund is a firm that sells shares to savers and uses the funds to purchase a diversified pool of assets. See section 20-1.

4a - Moral hazard is the risk that an imperfectly monitored agent will act in a dishonest or inappropriate way. See Section 20-1.

5a - Grameen Bank specialized in making small loans to poor women in Bangladesh to expand their small, self-sufficient businesses. See section 20-1.

6d - See the Case Study in Section 20-1.

7c - Common elements of financial crises are asset-price crashes and failures of financial institutions. See section 20-2.

8d - Asset-price crashes are believed to be the ends of bubbles in asset prices. See section 20-2.

9b - A crisis can spread because a bank’s depositors and lenders have reduced net worth when a failing bank is unable to pay its debts. The losses to these other institutions can create insolvency, spreading the crisis. See section 20-2.

10a - An illiquid bank may become insolvent if it is forced to sell assets at fire-sale prices since the losses reduce the bank’s net worth. See section 20-2.

11a - A solvent bank suffers a liquidity crisis when it does not have liquid assets to make payments it has promised. See section 20-2.

12d - Financial crises have both direct and indirect costs, although the greatest dangers are the indirect costs. A direct cost is the losses to asset holders when asset prices fall. See section 20-2.

13c - The indirect costs of a financial crisis are changes that affect aggregate expenditure following a crisis, but are not financial losses directly attributable to the crisis. The reduction of bank lending due to a bank failure is an indirect cost of a financial crisis. See section 20-2.

14b - If a financial crisis causes a recession, the recession exacerbates the crisis. See section 20-2.

15b - Increased interest rates reduce the present value of future income and thus may dampen asset-price bubbles. See section 20-2.

16d - Expansionary monetary policy in the form of lower interest rates increases aggregate expenditure, offsetting the effects of asset-price crashes and lower bank lending. See section 20-2.

17c - The lender of last resort makes loans to banks during a liquidity crisis, avoiding asset sales at fire-sale prices. See section 20-2.

18c - The term “too big to fail” was coined by a congressman after the rescue of Continental Illinois Bank in 1984. Section 20-2.

19b - Moral hazard is increased if bailouts are common, since bailouts come to be expected and the incentive to monitor is reduced. See section 20-3.

20b - Promoting a “too big to fail” policy encourages risk taking by banks, increasing the possibility of another crisis. See section 20-2.

21b - Shadow banks are financial institutions that do not take FDIC insured deposits. Examples include investment banks, hedge funds, insurance companies, and private equity firms. See section 20-2.




