22:  A Theory of Financial Structure

1. Usury ceilings are set by state laws. Loophole mining to avoid such usury laws by establishing chains of pawn brokers and “payday loan” outlets are examples of: (a) moral hazard. (b) adverse selection. (c) creative response. (d) asymmetric information. (e) price gouging.

2. Changes in financial laws and regulations that stimulate creative responses often involve the process called: (a) loophole mining. (b) price gouging. (c) branching. (c) usury. (e) financial evolution. 

3. “Tight money” policies by the Fed pressure private individuals and organizations to conserve on their holdings of money and, across time, people learn how to use money and credit more efficiently. This "financial insulation" tends increasingly to immunize the private sector from changes in monetary policy. Financial insulation is an example of: (a) chicanery and bezzle. (b) evolutionary adaptation. (c) creative response. (d) constructivism. (e) credit rationing.
4. "Creative responses" by financial institutions that facilitate more efficient use of money and credit are examples of financial: (a) repression. (b) chicanery. (c) insulation. (d) constructivism. (e) usury.
5. Examples of creative responses to changes in laws and regulations that govern the financial system would not include: (a) the securitization of junk bonds initiated by Michael Milken in the 1980s. (b) Eurodollar accounts. (c) money market accounts offered by commercial banks. (d) the growth of credit unions, S&Ls, and independent investment banks following the Great Depression. (e) the existence of “rent-to-own” operations, loan sharks and “payday” lenders.
6. The existence of such organizations as loan sharks, “rent-to-own” stores, and “payday” lenders reflect creative responses to: (a) legal ceilings on the interest rates that banks can pay depositors. (b) usury laws. (c) prohibitions against branch banking. (d) credit rationing. (e) the “Commerce Clause” of the US Constitution, which forbids regulation of interstate commerce by the federal government. 

7. “Financial insulation” [adjustments made by individuals and organizations to shield themselves from the FED's "tight money policies"] are a form of: (a) credit coordination. (b) automatic stabilizer. (c) open market operations. (d) creative response.
8. The process in which people seeking higher interest rates take their money out of financial institutions is called: (a) capital mobility. (b) loophole mining. (c) disintermediation. (d) deposit jumping. (e) fund motility.
9. Denials of credit when loan applicants are willing to pay interest rates that would adequately compensate for any reasonable expectations about the applicants’ likelihood of default are known as: (a) financial insulation. (b) credit rationing. (c) loan sharking. (d) efficient intermediation. (e) contingency lending.

10. Financial insulation occurs when financial intermediaries try to: (a) destabilize the supply of money. (b) the demand for money is constant. (c) offset the effects of restrictive monetary policies. (d) maximize leverage over corporate buy‑outs.

11. The accelerating rate of innovation in financial intermediation over the past 50 years or so is probably least attributable to: (a) the increasing proportion of bezzle entailed in mergers and acquisitions. (b) globalization of the world economy. (c) creative responses and loophole mining. (d) technological advances in telecommunications and computers.

12. Creative response is illustrated by: (a) gambling for social benefit and leisure. (b) President Franklin Roosevelt’s New Deal policies to combat the Great Depression. (c) loan sharking as a way for borrowers to avoid the credit rationing caused by usury laws. (d) expansionary monetary policies during economic downturns.
13. John Kenneth Galbraith’s model predicts an increase in “bezzle” following the financial deregulation that tends to emerge during a period of relative prosperity. This increase in financial fraud can be viewed as an example of: (a) credit rationing. (b) immoral hazard. (c) adaptive expectations. (d) creative response. (e) moral suasion.

14. The term “disintermediation” would apply least well to: (a) the planned obsolescence of computer software by some developers as Microsoft releases new generations of its Windows operating system. (b) attempts by students to sell their used textbooks by posting notes on bulletin boards in Gardner Hall. (c) internet purchases of clothing by college students. (d) the reduced importance of depository institutions during the 1970s and the rapid growth of mutual funds. (e) real estate that is offered “for sale by owner” over the internet.
15. The National Bank Act(s) of 1864-1865 created a dual banking system. This duality tended to foster: (a) decreases in assertions of “states rights” as a factor in our political system. (b) financial competition that helps to stabilize the economy. (c) the end of squabbling about federal rights and the “Commerce Clause: of the U.S. Constitution. (d) fractional reserve banking. (e) competitive deregulation.
16. The fact that the US has far more banks relative to GDP than do most other relatively advanced countries is primarily a result of: (a) more vigorous competition in the financial sector of the United States than elsewhere. (b) the faster rates at which US financial institutions tend to innovate new technologies. (c) the relatively wider geographic distribution of economic activity in the United States. (d) laws and regulations that have protected competitors instead of competitive processes.
17. The United States’ dual banking system refers to: (a) a way in which depositors can have a checking account and a money market account in order to receive the most interest possible. (b) the fact that the federal government and the FDIC both oversee the activities of the banks. (c) a system in which banks supervised by the federal government and the banks supervised by the states operate side by side. (d) the ability of the banks to offer demand deposits and mortgage loans.

18. Prior to roughly 1980, the Comptroller of the Currency and State Banking Agencies competed to induce investors who wanted to start banks to charter ad national or state banks.  Mechanisms not have used in this competition would include: (a) reduced capital requirements. (b) laxer accounting standards, less frequent audits, and laxer requirements about the character and balance sheets of the principals who were starting the bank. (c) lower reserve requirement ratios. (d) lower maximums on the interest rates a bank could pay to its depositors. (e) greater discretion for banks about permissible assets in their portfolios.
19. Creative response is not demonstrated by the emergence of: (a) a uniform national currency after passage of the Banking Acts of 1863-64. (b) the Eurodollar market. (c) the federal funds market. (d) savings & loans and credit unions following increased financial regulation during the Great Depression. (e) increased corporate bezzle following financial deregulation during the 1980s and 1990s. (f) loan-sharking activity whenever usury laws are enacted.
20. Financial innovations are least likely to emerge because of: (a) volatile changes in interest rates. (b) changes in the financial environment. (c) new financial regulations. (d) increasingly globalized capital markets. (e) price level stability.
21. The extent and timing of financial innovation is least likely to respond to changes in: (a) computer technologies. (b) interest rates. (c) financial regulations. (d) macroeconomic conditions. (e) the Dow-Jones index. (f) interest rate risk. (g) the rate of inflation.

22. Financial crises grow more damaging when adverse selection and moral hazard increase because of: (a) increases in interest rates that decrease many firms’ cash flows. (b) uncertainty about the future value of the domestic currency in developing countries. (c) unanticipated declines in prices that lead to declines in net worth. (d) a decline in the stock market. (e) all of the above.

23. Most forward transactions in financial markets: (a) involve the immediate exchange of bank deposits. (b) are the exchange rate for spot transactions. (c) involve the exchange of bank deposits at some specified future date. (d) significantly and unavoidably increase exchange rate risk.

24. The advent of Treasury strips is a result of: (a) financial innovation that led to the reduction of risk. (b) financial innovation that lowered transaction costs for trading of zero coupon bonds. (c) creative response. (d) lower interest rates on coupon bonds. (e) higher interest rates due to reinvestment risk.

25. The structure of demand for financial products changed dramatically over the past thirty years or so primarily as a consequence of: (a) huge decreases in financial uncertainty. (b) huge decreases in rates of personal saving by Americans. (c) dramatic increases in the volality of interest rates. (d) unexpected increases in transactions costs.

26. The volatility of interest rates increased dramatically in the 1970s and 1980s, creating a perception of increased interest-rate risk and. (a) causing banks to shift their portfolios from an emphasis on loans to a greater emphasis on stocks. (b) increasing the cost of financial innovation. (c) reducing the range of the different types of business and consumer deposits and funding offered by financial intermediaries. (d) increasing the demand for financial innovation.
27. Towns selling municipal assets, such as sewer systems, to large corporations which then lease the systems back to the town at a discount, letting the firm obtain a depreciable asset that reduces its tax liabilities, is an example of: (a) moral hazard. (b) asymmetrical information. (c) embezzling. (d) creative response.
28. Behavior in which towns selling municipal assets, such as sewer systems, to large corporations which then lease the systems back to the town at a discount, letting the firm obtain a depreciable asset that reduces its tax liabilities, provide an example of: (a) moral hazard and fraud. (b) both symmetric and asymmetric information. (c) embezzling and confidence gaming. (d) loophole mining and creative response.
29. The rising rates of inflation of the 1970s did not cause: (a) increases in the natural rate of unemployment. (b) disintermediation, when consumers moved money out of banks and S&Ls and into money market mutual funds offered by brokerage houses. (c) pressure that resulted in the elimination of prohibitions on interest payments for checkable deposits. (d) instability in the savings-and-loan industry. and the and the (e) significant changes in the ways consumers finance home mortgages.

