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1.  The primary assets of savings & loan associations and mutual savings banks are


A. corporate bonds and stock 


D. short-term business and consumer loans


B. residential mortgages 


E. municipal and U.S. government bonds


C. checking and savings deposits
B is correct. (p.27, 29)
2.  A credit market instrument that pays the owner the face value of the security at the maturity date and nothing prior to then is called a


A. simple loan. 




C. coupon bond.


B. fixed-payment loan. 



D. discount bond.
D is correct. (p. 39)
3.  Which of the following statements is FALSE?

A. Interest-rate risk is the uncertainty that an investor faces because the interest rate at which a bond's future coupon payments can be invested is unknown.

B. A bond's current market value is equal to the present value of the coupon payments plus the present value of the face amount.

C. Prices for long-term bonds are more volatile than for shorter-term bonds.

D. The current yield of a bond is the yearly coupon payment divided by the current market price.
A is correct. (p. 53-54)
4. When federal income tax rates were lowered in the early 1980's, we would expect to find that interest rates on 

A. municipal bonds fell relative to U.S. Treasury bonds.

B. corporate bonds fell relative to U.S. Treasury bonds.

C. municipal bonds rose relative to U.S. Treasury bonds.

D. corporate bonds rose relative to U.S. Treasury bonds.
C is correct. (p. 92-93, see also p. 94-95)
Chapter 7, pp. 161-162 – Questions # 1, 3, 4, 6, 10, 12, 14, 16, & 18
1.  Financial intermediaries can take advantage of economies of scale and thus lower transaction costs.  For example, mutual funds take advantage of lower commissions because the scale of their purchases is higher than for an individual, while banks’ large scale allows them to keep legal and computing costs per transaction low.  Economies of scale which help financial intermediaries lower transaction costs explains why financial intermediaries exist and are so important to the economy.
3.  No. If the lender knows as much about the borrower as the borrower does, then the lender is able to screen out the good from the bad credit risks and so adverse selection will not be a problem.  Similarly, if the lender knows what the borrower is up to, then moral hazard will not be a problem because the lender can easily stop the borrower from engaging in moral hazard.
4.  Standard accounting principles make profit verification easier, thereby reducing adverse selection and moral hazard problems in financial markets, hence making them operate better.  Standard accounting principles make it easier for investors to screen out good firms from bad firms, thereby reducing the adverse selection problem in financial markets.  In addition, they make it harder for managers to understate profits, thereby reducing the principal-agent (moral hazard) problem.
6.  Smaller firms that are not well known are the most likely to use bank financing.  Since it is harder for investors to acquire information about these firms, it will be hard for the firms to sell securities in the financial markets.  Banks that specialize in collecting information about smaller firms will then be the only outlet these firms have for financing their activities.
10.  True.  If the borrower turns out to be a bad credit risk and goes broke, the lender loses less because the collateral can be sold to make up any losses on the loan.  Thus adverse selection is not as severe a problem.
12.  The separation of ownership and control creates a principal-agent problem.  The managers (the agents) do not have as strong an incentive to maximize profits as the owners (the principals).  Thus the managers might not work hard, might engage in wasteful spending on personal perks, or might pursue business strategies that enhance their personal power but do not increase profits.
14.  Conflicts of interest arise because higher profits might arise in providing one kind of service if the service provider misuses, provides false information, or conceals information when providing another kind of service.
16.  a. Research analysts in investment banks might distort their research to please issuers of securities so underwriters in the investment bank can get their business.

       b. Investment banks might engage in spinning, a form of kickback in which they allocate hot, but underpriced, IPOs to executives in return for their companies’ future business.
18.  (two examples)

       a. Clients may be able to pressure auditors into skewing their opinions in order to get fees for other accounting services.

       b. Auditors may be auditing information systems or structuring (tax and financial) advice put in place by their non-audit counterparts within the firm, and thus may be reluctant to criticize this advice or systems.

       c. Auditors may provide overly favorable opinions in order to solicit or retain business.
