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Chapter 1 - Overview

True/False

1. The role of the financial system is to transmit information between savers and borrowers. 

a. True 

*b. False 

2. Sub-prime mortgages are loans gone bad. 

a. True 

*b. False 

3. A surplus spending unit is an economic unit whose income in a period exceeds expenditure. 

*a. True 

b. False 

4. The financial system is comprised of financial markets, insurance companies and central banks. 

a. True 

*b. False 

5. IOUs are financial claims against someone else's money at a future date. 

*a. True 

b. False 

6. Direct finance requires a more or less exact match of preferences. 

*a. True 

b. False 

7. Liabilities of financial intermediaries are indirect financial claims. 

*a. True 

b. False 

8. Equity funds are funds supplied in the form of a loan. 

a. True 

*b. False 

9. DSUs and SSUs always have some contact with each other in financial markets. 

a. True 

*b. False 

10. Commercial banks lend to businesses in direct financial markets. 

*a. True 

b. False 

11. "Underwriting spread" is the lowest price at which the dealer is willing to sell the security. 

a. True 

*b. False 

12. Secondary markets are important because they provide funds directly to DSUs. 

a. True 

*b. False 

13. Primary markets offer liquidity and ways for investors to alter the risk of their portfolios. 

a. True 

*b. False 

14. A payment system is a system that permits the settlement of transactions within the financial system. 

*a. True 

b. False 

15. Information asymmetry means the contracting parties share information equally. 

a. True 

*b. False 

16. Building societies are also known as mortgage banks. 

a. True 

*b. False 

17. The money market is a dealer market, not an exchange, and has no specific location. 

*a. True 

b. False 

18. Adverse selection is present in a market because the contracting parties have asymmetric information. 

*a. True 

b. False 

19. The money market is a market where liquidity is bought and sold. 

*a. True 

b. False 

20. Dealers bring buyer and seller together; brokers make a market. 

a. True 

*b. False 

Multiple Choice

21. Sub-prime mortgages are: 

*a. mortgages that do not meet the 'prime' or usual credit requirement for issuing a loan. 

b. mortgages below prime rate. 

c. bad mortgages due to default. 

d. low quality loans 

22. Which of the following is an example of indirect financing? 

a. An SSU purchasing a financial claim from a DSU. 

b. An SSU purchasing a financial claim from a dealer. 

*c. An SSU purchasing a financial claim from a commercial bank. 

d. An SSU purchasing a financial claim from an underwriter. 

23. When the financial system has achieved a high degree of efficiency: 

a. borrowers are able to finance at the highest possible cost. 

b. surplus spending units are able to receive the lowest return on their savings. 

*c. transaction and intermediation costs are low. 

d. lenders will have a limited choice of financial investments. 

24. The ability to resell financial claims is important because: 

a. it allows DSUs to purchase financial claims with maturities that do not exactly match their investment horizon. 

*b. it allows SSUs to purchase financial claims with maturities that do not exactly match their investment horizon. 

c. it allows both DSUs and SSUs to purchase financial claims with maturities that do not exactly match their investment horizon. 

d. it allows DSUs to purchase financial claims from SSUs. 

25. Pension funds tend to invest in: 

*a. higher-yielding long-term securities. 

b. money market securities exclusively. 

c. government securities exclusively. 

d. none of the above. 

26. Financial institutions facilitate the flow of investment funds: 

a. from savers to borrowers. 

b. from SSUs to DSUs. 

c. from the household sector to the business sector. 

*d. any of the above. 

27. The functions of financial markets include: 

a. facilitating the flow of funds. 

b. providing the mechanism for the settlement of transactions. 

c. generating and disseminating information that assists decision making. 

*d. all of the above. 

28. Financial claims are: 

a. issued by commercial banks to SSU. 

b. issued by central banks to commercial banks. 

*c. issued by DSUs and purchased by SSUs. 

d. issued by stock brokers. 

29. A dealer offers to buy shares of IBM at $125 and sell to investors at $127. The 'bid' is: 

*a. $125 

b. $127 

c. $2 

d. None of the above preceding 

30. Most financial intermediaries: 

a. issue direct claims and purchase direct financial assets. 

b. issue indirect claims and purchase indirect financial assets. 

c. purchase large amounts of real, tangible assets. 

*d. purchase direct financial claims and issue indirect securities. 

31. An effective payments system is characterised by its efficiency in terms of: 

a. both speed and cost and stability. 

b. the financial strength of the financial institutions (including the central bank). 

c. the settlement mechanism for transferring funds among them. 

*d. all of the above. 

32. Information asymmetry occurs when: 

*a. the contracting parties do not have equal access to relevant information and therefore one party is at an advantage. 

b. the contracting parties have equal access to relevant information. 

c. the contracting parties do not have equal access to relevant information and both parties are at a disadvantage. 

d. the contracting parties have equal access to relevant information and therefore both profit from it. 

33. Money market mutual funds are a strong competitor for: 

*a. depository institutions. 

b. contractual savings institutions. 

c. finance companies. 

d. the real estate market. 

34. All of the following are terms for or examples of financial claims except: 

a. bonds. 

b. money. 

c. loans. 

*d. commodities. 

35. Direct finance is best exemplified by: 

a. the purchase of mutual fund shares. 

b. depositing in a credit union. 

*c. borrowing from a friend or relative. 

d. employee contributions to a pension fund. 

36. Moral hazard is: 

a. is a risk resulting from asymmetry information. 

b. is the risk that one party to a contract for his or her gain. 

*c. is the risk that one party to a contract can change their behaviour to the detriment of the other party once a contract has been concluded. 

d. is similar to default risk. 

37. During 2007, John and Mary Smith expect total income of about $225,000 and are budgeting total expenditures of about $180,000. For this budget period, the Smith family is most specifically a(n): 

a. DSU 

b. business 

*c. SSU 

d. household 

38. A sale of an entire security issue to one investor or a small group of investors is: 

a. a dealer arrangement. 

*b. a private placement. 

c. an underwriting. 

d. intermediation financing. 

39. Brokers and dealers work in direct financial markets to: 

a. make commissions. 

b. minimise the bid-ask spread. 

*c. bring sellers and buyers together. 

d. underwrite new issues of securities. 

40. XX Securities holds an inventory of A&P Corp. stock, buying at $65.00 and selling at $67.50. The bid is _____; the bid-ask spread is _____. 

*a. $65.00; $2.50 

b. $67.50; $2.50 

c. lower than the ask price; higher than the bid price 

d. higher than the ask price; $2.50 

41. The _____ price is the highest price offered by the dealer to purchase a given security. 

a. market 

b. ask 

c. offering 

*d. bid 

42. All but one of the following is associated with investment banking: 

*a. taking deposits. 

b. marketing new issues of securities. 

c. underwriting securities. 

d. completing regulatory paperwork and rendering advice. 

43. Credit risk diversification occurs when: 

a. adding loans to the portfolio increases the variability of the loan portfolio. 

b. loans from similar borrowers are combined in a portfolio. 

*c. adding loans to the portfolio decreases the variability of the loan portfolio. 

d. combining loans with similar payment patterns in a single portfolio. 

44. What is a futures market? 

*a. A market in which people trade contracts for future delivery of securities, cash goods or the value of securities sold in the cash market. 

b. A contract to buy (or sell) a particular type of security or commodity from (or to) the futures exchange during a predetermined future time period. 

c. A market in which people trade contracts for future delivery of bonds and stocks. 

d. A dealer market in which securities not sold on one of the organised exchanges are traded. 

45. Which of the following is not a characteristic of money market instruments? 

a. Short-term to maturity 

*b. Small denomination 

c. Low default risk 

d. High marketability 

Essay Questions

46. Discuss the importance of financial intermediation in today's competitive financial markets. 

Financial markets are like any kind of market where people buy and sell, haggle and argue, win and lose. Financial institutions are called financial intermediaries because they are in the middle, between the parties that want to buy and sell financial instruments. These financial firms dominate the financial markets worldwide and are the ones that most consumers (surplus spending units (SSUs) and deficit spending units (DSUs) transact with when they seek financial services. Thus, financial intermediaries transform claims to make them more attractive to both DSUs and SSUs. The transformation provided by financial intermediaries include: denomination divisibility; currency transformation; maturity flexibility; credit risk diversification; and liquidity. Without financial intermediation, financing relationships between SSUs and DSUs would be very costly and inefficient. 

47. What are the roles of secondary capital market in today's competitive economic environment? 

Secondary markets provide liquidity for investors who own primary claims. Securities can only be sold once in a primary market; all subsequent transactions take place in secondary markets. The Australian Stock Exchange (ASX) is an example of a well-known secondary market. 
Secondary capital markets also promote economic growth since they increases the marketability of stocks and bonds, increases the public's access to investment and helps investors to diversify. 

48. Explain why the money market is so important in our economy today? 

The money market is important because it is the world's most liquid market. It is the market in which the central banks conduct monetary policy and the government finances most of its credit needs in the money market. Furthermore, in the money markets, businesses, governments, and, sometimes, individuals borrow or lend funds for short times: usually from one to 120 days. 

49. Explain briefly the impact of the 'sub-prime mortgages' crisis on the global financial market. 

The sub-prime mortgage crisis sent shock waves through the global financial market with rising credit defaults in mortgage credits. Banks refused to lend to each other and borrowers at large. This led to a rapid and destructive unwinding of investment and credit positions across the globe as financial market participants hold cash to minimise risk. Equity prices and markets across the globe began to drop substantially and very quickly, unemployment spiking, the price of oil crashing, and the value of most currencies collapsing. 

50. Explain the differences between brokers and dealers in the financial market. 

Brokers do not actually buy or sell securities; they only execute their clients' transactions at the best possible price and earn a commission. Dealers, on the other hand, 'make markets' for securities. They carry an inventory of securities from which they stand ready either to buy or sell particular securities at quoted prices. They make profits by selling from their inventory and, on average, sell securities for a higher price than they paid for them. The dealer's bid price is the highest price it offers when purchasing a security. 
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