ECON 314 





Economics of Financial Institutions & Markets
Questions for In-Class Group Quiz #1 


January 22, 2013
Indicate in the appropriate space on the answer sheet your group’s consensus best response for each of the following questions:
1. Every financial market performs the following function:

A. It determines the level of interest rates.

B. It allows common stock to be traded.

C. It allows loans to be made.

D. It channels funds from lenders-savers to borrowers-spenders.
2. The bond markets are important because

A. they are easily the most widely followed financial markets in the United States.

B. they are the markets where interest rates are determined.

C. they are the markets where foreign exchange rates are determined.

D. all of the above are correct answers.
3. Which of the following statements is FALSE?

A. Holding everything else constant, as the dollar weakens (depreciates) vacations abroad or studying abroad becomes less attractive for Americans.
B. Financial markets improve economic efficiency because they allow funds to move from those with less productive opportunities to those who have more productive opportunities.

C. The government organization responsible for the conduct of monetary policy in the United States is the U.S. Treasury.
D. Financial markets improve economic welfare because they allow consumers to time their purchases better.
4. The money market is the market in which __________ are traded.

A. new issues of securities 



C. short-term debt instruments

B. previously issued securities 


D. long-term debt and equity instruments
5. Which of the following can be described as involving direct finance?

A. A corporation's stock is traded in an over-the-counter market.

B. A corporation buys commercial paper issued by another corporation.

C. A pension fund manager buys commercial paper from the issuing corporation.

D. A commercial bank buys U.S. Treasury bonds from the Federal Reserve.
6. The most important source of external finance for American non-financial businesses are __________, while the least important source are _____________.

A. loans from banks; stocks 



C. bonds; non-bank loans

B. non-bank loans; stocks 



D. stocks; non-bank loans
7. Which of the following statements is FALSE?

A. Indirect finance, which involves the activities of financial intermediaries, is many times more important than direct finance in which businesses raise funds directly from lenders in financial markets.
B. Commercial banks, savings and loan associations, and credit unions are financial intermediaries which are depository institutions.

C. A pension fund is a contractual savings institution.
D. The purpose of diversification is to increase the volatility of a portfolio's return.
8. The cost savings achieved by a financial institution engaged in multiple activities are called economies of __________, while the cost savings achieved by increasing the volume or number of a particular activity are called economies of __________.

A. scale; scope 




C. complexity; scale

B. scope; scale 




D. scope; transactions
9. The problem created by asymmetric information before the transaction occurs is called __________, while the problem created after the transaction occurs is called __________.

A. adverse selection; moral hazard

B. moral hazard; adverse selection

C. costly state verification; free-riding

D. free-riding; costly state verification
10. Which of the following statements is FALSE?

A. Examples of spinning are when investment bank analysts provide misleading information about a company to encourage more investors to purchase the company's securities and when accounting firms encourage their audit clients to also purchase management advisory services.
B. Debt contracts are typically extremely complicated legal documents that place substantial restrictions on the behavior of the borrower.
C. The majority of household debt in the United States consists of collateralized loans.
D. Property that is pledged to the lender in the event that a borrower cannot make his or her debt payment is called collateral; it is one method of addressing the adverse selection problem in financial transactions.
