Economics 330

Money and Banking

The Answer Key to the Second Handout

            The answer key provided here is no way comprehensive. It only lays down the basic points around which you should construct your answer.

II True/False/Uncertain
Read each statement below and decide whether you think it is true, false, or you are uncertain. Explain your position in a paragraph

1. Moral hazard and adverse selection are the same phenomena.

False. Moral hazard and adverse selection both arise from asymmetric information. Adverse selection occurs before the transaction while moral hazard occurs after the transaction.

2. Financial markets in the U.S. are not very regulated.

False. The U.S. government regulates the financial markets to ensure that the adverse selection and moral hazard problems are mitigated.

3. Indirect finance is more important than direct finance as a source of funding for industries.

True. This happens due to the adverse selection and moral hazard problem. Corporations like to borrow from banks and banks like to lend to corporations.

4. Venture capital firms create moral hazard.

False. Venture capitalists become part owners of the companies and take an active part in corporate decision-making and management which in turn lessens the moral hazard problem.

5. Recession aggravates the moral hazard problem.

True. This is due to debt-deflation and deterioration of bank balance sheets due to corporate failures.

6. Bank loans are bank liabilities.

False. Bank loans are bank assets.

7. The discount rate and the federal funds rate are the same.
False. The discount rate is the rate of interest rate at which the commercial banks borrow from the Fed while the federal funds rate is the rate at which commercial banks borrow from each other mediated by the Fed.

8. Lower bank capital always leads to higher returns to the owners of banks.
Uncertain. Given the rate of returns on bank assets, the lower the bank capital, the higher the return for the owners of the bank.

9. If a bank has more interest rate sensitive assets than liabilities, a decline in interest rates will increase bank profits.

False. If the interest rate goes down, the bank is going to incur losses because it has more interest sensitive assets than liabilities.

10. Increasing reserves for banks leads to higher profits.

False. Reserves impose a tax equivalent to (i*r) where i denotes the nominal interest rates and r denotes reserves.

11. FDIC made sure that there was no financial crisis in the USA.

False. FDIC was established in 1934 after the Great Depression. There have been innumerable financial crises in the U.S. after that. For example, the banking crisis of the 1980s.

12. Preponderance of banks in the U.S. is due to the intense competition in the banking sector.

False. Preponderance of banks in the U.S. actually reflects past regulations that restricted the ability of these financial institutions to open branches. McFadden Act of 1927 ensured that many small banks stayed in existence because a large bank capable of driving them out of business was often restricted from opening a branch nearby.

13. U.S., U.K., Canada and Australia have universal banking.

False. European countries and Japan have universal banking which combines commercial banking with investment banking.

14. Since 1980s, the share of non-interest income in total bank income has been decreasing in the U.S.

False. Non-interest income derived from off-balance activities, as a share of total bank income, increased from around 7% in 1980 to more than 25% of total bank income by 1999.

15. Rising profits for commercial banks since mid 1980s have given rise to the moral hazard problem in the U.S.

True. Profits have gone up due to offbalance sheet activities which are very difficult to monitor. Lack of screening and monitoring worsens the adverse selection and moral hazard problem.

16. Basel Accord has stipulated that capital adequacy ratio should be 12%.

False. Basel accord has stipulated that capital adequacy ratio which is defined as ratio of bank capital to risk-weighted assets should be 8%.

17. Increase in competition amongst banks always aggravates the moral hazard problem.

Uncertain. More competition amongst banks induces more vigorous offbalance sheet activities which may encourage adverse selection and moral hazard. On the other hand, increased competition may bring about more transparency in the banking process which in turn may mitigate adverse selection and moral hazard

.

18. Central Bank has been in existence in the U.S. since the passing of the National Bank Act of 1863.

False. The Federal Reserve Bank was established in 1913.

19. Regulatory forbearance prevented crisis in the Savings and Loan (S&L) industry.

False. Regulatory forbearance refers to the reluctance on the part of  regulators to exercise their regulatory right to put the insolvent S&Ls out of business. To sidestep their responsibility to close the ailing S&Ls, they adopted irregular accounting principles that in effect substantially lowered capital requirements.  

20. Glass-Steagall Act of 1933 has been abolished.

True. Gramm-Leach-Bliley Financial Services Modernization Act of 1999 repealed Glass-Steagall and removed the separation of banking and securities industries.    

III Essays
1. Analyze the following statement.

“ Asymmetric information, adverse selection and moral hazard can go a long way in explaining sources of funds for non-financial businesses in the U.S .”

             Financial markets are plagued by the problems of asymmetric information, adverse selection and moral hazard. Investors can not distinguish between good and bad stocks and bonds. They are ready to pay the average price of a good stock and a bad stock which drives out the good stocks and bonds. Also the free-riders problem is rampant in the financial markets. The principal agent problem plays an important role in dissuading potential investors. Financial institutions can minimize the adverse selection and moral hazard problems which facilitates financial intermediation and encourages indirect finance.

2. Compared to other developed countries, the U.S. has too many banks. Why do you think the United States has evolved with so many banks while the European countries and Japan have a relatively smaller number of large banks?

In contrast to the U.S., which has on the order of 8500 commercial banks, every other industrialized country has well under 1000. Preponderance of banks in the U.S. actually reflects past regulations that restricted the ability of these financial institutions to open branches. McFadden Act of 1927 ensured that many small banks stayed in existence because a large bank capable of driving them out of business was often restricted from opening a branch nearby. The existence of a large number of firms in the U.S. should be seen as an indication of a lack of competition, not the presence of vigorous competition. “Loophole mining” has also played a very important role in enabling the banks to get around these banking regulations.

3. What kind of asset management, liability management and capital adequacy  

management, risk-management techniques banks adopt to maximize returns while incurring a reasonable amount of risk?

Asset Management : Hold assets with high returns, low risk and high liquidity. 

      Liability Management : Taking active part in overnight loan markets such as

      the federal funds market.

      Capital Adequacy Management: A bank maintains bank capital to lessen the

      chance that it will become insolvent. This warrants a high capital reserve ratio. 

      Risk Management Techniques: Managing credit risk through screening,

      monitoring and enforcement of restrictive covenants, long-term 

      customer relationships, loan commitments, collateral and compensating

      balances, credit rationing. 

      Managing interest rate risk through gap and duration analysis, off-balance sheet 

      activities.     

      4. Discuss the reasons behind the decline in traditional banking and consolidation of

      the banking sector in the United States since the 1980s.

                 Emergence of money market mutual funds, junk bonds, commercial paper

         market, securitization have led to the decline of traditional banking. Changes in

         regulations restricting bank branching have increased the competitive

         environment in the banking industry in the U.S. For example, Riegel-Neal

         Interstate Banking and Branching Efficiency Act of 1994 has

         stimulated the consolidation of the banking industry. The financial

         consolidation process will be speeded up by the Gramm-Leach-Bliley Act

         of 1999.

      5. Invoking arguments using the ideas implicit in the . principal-agent problem,

      explain the reasons behind the U.S banking crisis in the 1980s. What 

      remedial measures have been undertaken since then to ensure that such crises are not 

      repeated?     

       To answer any question on financial crisis, it is important that you can reproduce 

       either figure 3 or figure 4 from chapter 8. Then explain how rise in interest rates, 

       increase in uncertainty, stock market decline, deterioration of bank balance-sheets

       aggravate the moral hazard and adverse selection problem. You may like to give a 

       few examples for each case. For example, before the onset of the ongoing Turkese

       crisis, interest rates skyrocketed. Killing of the vice-presidential candidate in

       Mexico (Donaldo Colosio) engendered a lot of political uncertainty. Stock market 

       declines in Thailand, Malaysia, Indonesia led to a decline in corporate net worth 

       which aggravated the moral hazard problem. This consequently had a drain on 

       banks’ balance-sheets and engineered bank runs. Also fall in domestic prices and 

       depreciation in domestic currencies will lead to debt-deflation and increase the 

       burden of debt denominated in foreign currency.

            These are general guidelines for any question on financial crisis. To answer 

      this specific question on U.S. financial crisis, please look at pages 202-205, chapter 8 

      of Mishkin’s textbook.

