1. [bookmark: _GoBack]Interest is a payment
a. for the use of funds.
b. of a penalty.
c. of a share of a firm’s profits.
d. of taxes.

2. A professional athlete who signs a large contract and then goes skydiving is creating what problem for his team?
a. adverse selection
b. putting all his eggs in one basket
c. moral hazard
d. risk of default

3. A fixed–income security promises the owner
a. share of a firm’s profits.
b. ownership in the firm.
c. predetermined payments at future dates.
d. an asset with no risk of default.

4. Moral hazard refers to the problem that
a. the people most anxious to borrow are the least desirable to the lenders.
b. borrows have incentives to misuse borrowed funds.
c. financial markets fail to match savers and investors.
d. investors fail to diversify.

5. Microfinance
a. provides loans to people to buy houses.
b. provides small loans to poor people to start businesses.
c. provides loans to students.
d. provides loans to computer companies.

6. A problem of unit banks is that
a. they benefited from economies of scale.
b. they became very large and powerful.
c. they were able to diversify their assets.
d. they were often monopolies.

7. An economic function of financial markets is to
a. eliminate risk.
b. encourage savers to store wealth in safes.
c. encourage savers to put all of their eggs in one basket.
d. channel funds from savers to investors.

8. An asset that provides ownership in a firm and a share of the firm’s profits is
a. a bond.
b. a stock.
c. commercial paper.
d. a Treasury bill.

9. When sellers of securities know more than buyers, the resulting economic problem is known as
a. diversification.
b. asymmetric information.
c. risk.
d. fraud.

10. Banks reduce adverse selection by
a. making many types of loans, thereby diversifying their assets.
b. restricting the borrower’s use of funds through covenants.
c. screening potential borrowers.
d. providing outlets for savings.

11. A cause of the financial crisis beginning in 2007 was
a. a stock market boom.
b. losses on subprime mortgages.
c. increased profitability of banking.
d. a contraction of the money supply by the Fed.

12. Direct finance occurs when
a. an individual buys shares of stock in financial markets. Changing the terminology from the text can be confusing, especially in the first chapter.
b. a saver deposits funds in a bank.
c. a bank loans money to a business.
d. a savings and loan association lends money for an individual to purchase a house.

13. Banks reduce moral hazard by
a. making many types of loans, thereby diversifying their assets.
b. restricting the borrower’s use of funds through covenants.
c. screening potential borrowers.
d. channeling funds from savers to borrowers.

14. Diversification
a. eliminates risk.
b. increases risk.
c. reduces risk.
d. has no effect on risk.

15. Evidence that supports the view that financial markets contribute to growth is that
a. rich countries have more banks.
b. only rich countries have stock markets.
c. poorer countries do not have banks.
d. rich countries have larger stock markets and more bank loans.

16. Central planning in the Soviet Union focused on
a. production of consumer goods.
b. increasing long–run productivity.
c. new and innovative ways to increase output.
d. short–run increases in productivity.

17. Economic growth is defined as the growth of
a. the price level.
b. real gross domestic product.
c. the rate of unemployment.
d. savings.

18. The financial system contributes to growth by
a. channeling saving to its most productive uses.
b. keeping interest rates for savers low.
c. avoiding risk.
d. lending only to large, well–known businesses.

19. The financial institution that helps firms issue new securities is a
a. commercial bank.
b. savings and loan association.
c. investment bank.
d. mutual fund.

20. A bank
a. accepts deposits and helps companies sell securities.
b. channels funds from investors to savers.
c. borrows funds to make loans.
d. accepts deposits and makes private loans.

21. Adverse selection refers to the problem that
a. the people most anxious to borrow are the least desirable to the lenders.
b. borrowers have incentives to misuse borrowed funds.
c. financial markets fail to match savers and investors.
d. investors fail to diversify.

22. When governments don't have enough funds to make bond payments, they:
a. default.
b. declare bankruptcy.
c. call an election.
d. buy back the bonds.

23. A zero coupon bond pays:
a. a stream of coupon payments only.
b. its face value and coupon payments.
c. only the face value.
d. There is not enough information provided to answer the question.

24. Financial markets are made up of people and firms that ________ assets.
a. buy
b. sell
c. print
d. buy and sell

25. Which of the following arranges risk from least to most risky (left to right)?
a. large corporations, government, small corporations
b. small corporations, large corporations, government
c. government, small corporations, large corporations
d. government large corporations, small corporations
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