Economics of Banking and Money

Seminar 2

Section 1: Short Answer

In the context of banking and financial markets, what do economists mean by adverse selection and moral hazard problems? Give a brief definition for each concept and provide an example of its application in banking.
Section 2: Concept checks 

A.
True or False Questions

1. Asymmetric Information arises when one party does not know all that he or she needs to know about the other party to make a correct decision. Borrower has better (more) information than the lender about the potential returns and risks. 

2. Moral hazard arises after the transaction occurs. The lender runs the risk that the borrower will engage in activities that are undesirable from the lender’s point of view, because they make it less likely that the loan will be paid back.  
3. Adverse selection occurs when agents with the greatest potential risk are more likely to enter into arrangements that reduce their risk. Moral hazard arises when agents do not bear the full costs or benefits of their actions and thus have the incentive to assume additional risk. 

4. Adverse selection occurs before the transaction occurs. Potential bad credit risks are the ones who most actively seek out loans. 
5. Problems of adverse selection and moral hazard can take the forms of free-rider problems 
6. Relationship banking can help to minimise the principal-agent, adverse selection and moral hazard problem arising b/w a bank and borrowers and bank and depositors. 
7. Relationship banking is very common in UK and USA

8. Relationship banking is the ultimate solution for all problems in banking
9. Under an arms’ length transactional or classical contract banking very few banks compete for the costumers business and customers do not have the liberty to shop around several banks
10. German and Japanese banking system is a prime example of classical contract banking  

11. Arm’s length banking, global competition and integration of financial markets has made it increasingly easy for small investment or wholesale banks to survive longer.

B.
Multiple choices questions

1. The principal-agent problem 

a. Occurs when managers have more incentive to maximize profits than the stockholders-owners do. 

b. Would not arise if the owners of the firm had complete information about the activities of the managers. 

c. In financial markets helps to explain why equity is a relatively important source of finance for American business. 

d. All of the above.    

2. Remedies for the principal-agent problem include:

a. Giving managers a larger equity stake

b. Limiting the firm's free cash flow

c. Monitoring the firm closely

d. Threatening a takeover.

e. All of the above

3.
To reduce:  

a. Adverse selection -----banks can ration credit. 

b. Moral hazard----- banks custom-tailor loans with covenants, lenders require high internal net worth, and shareholders insist that free cash flow go into dividends and that inefficient firms be restructured. 

c. Both moral hazard and adverse selection----banks specialize in gathering information and serve as delegated monitors and venture capitalists take equity stake and positions on boards of directors. 

d. All of the above

4. Tools to help solve adverse selection problems include:  
a. Private production and sale of information

b. Government regulation

c. Financial intermediation

d. All of the above

5.
Ways in which bank regulations reduce the adverse selection and moral hazard problems in banking include:

a. restrictions that prevent banks from acquiring certain risky assets, such as common stocks.

b. high bank capital requirements to increase the cost of bank failure to the owners.

c. a chartering process designed to prevent crooks from getting control of a bank.

d. all of the above.

e. only (a) and (b) of the above.

6.
The chartering process is especially designed to deal with the

_____ problem, and regular bank examinations help to reduce the _____

problem.

a. adverse selection; adverse selection

b. moral hazard; moral hazard

c. moral hazard; adverse selection

d. adverse selection; moral hazard

7. 
For each of the following situations, determine whether the problem of adverse selection or moral hazard best applies. Indicate your answer for each situation with the letters AS (adverse selection) or MH (moral hazard).
a. You want to buy a used car and you cannot inspect it before purchase


b. You recently bought car insurance


c. You just borrowed $100 from a friend with the intention to buy a book. On the way home you happen to walk by a candy store.


d. A friend of yours wants to borrow $150 from you and promises to pay back $200 in one week


e. Your insurance plan covers all cigarette related lungs problems
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