
ANSWERS KEY – ANSWERS AT END

ECONOMICS 353 L. Tesfatsion/Spring Semester 2011
EXERCISE 10: Eight Questions (8 Pts Total) DUE: Tues., April 12, 12:40pm

**PLEASE NOTE: EXERCISES ARE DUE AT THE BEGINNING OF CLASS ON
THE DUE DATE. LATE EXERCISES WILL NOT BE ACCEPTED AFTER DIS-
CUSSION OF ANSWERS HAS BEGUN – NO EXCEPTIONS**

EXERCISE INSTRUCTIONS:

• (1) Please fill in your name and student ID number on Side 1 of your red bubble sheet
and write 353 Exercise 10 in the top margin of Side 1. (Red bubble sheets will be handed
out in class each Tuesday and can also be obtained from the Econ Undergraduate Office in
174 Heady during normal business hours M-F.)

• (2) Use a number 2 pencil to mark your answers on Side 1 of the bubble sheet to the
multiple-choice questions Q1 through Q8 below.

• (3) Each question is worth 1 point. Questions Q1 through Q5 can be answered using the re-
quired ppt, html, and textbook readings for Mishkin Chapter 8 (“The International Financial
System”). Questions Q6 through Q8 on the Enron scandal and the subprime financial crisis
can be answered using the online ppt notes (“The Enron Scandal and Moral Hazard”) plus
provided links to online readings (see below).

Q1 (1 point). According to Mishkin (Chapter 8), which of the following are true statements about
U.S BUSINESS EXTERNAL FINANCING in the 1970-2000 period: .

A. Stock issue constituted a relatively small percentage of this external financing, around
11 percent.

B. Bank and nonbank loans together accounted for over half of these external funds

C. Germany, Japan, and Canada each had a smaller share of external financing supplied
by marketable securities (stocks plus bonds) than the U.S.

D. All of the above.

Q2. FREE RIDING is said to occur in financial markets when

A. high-risk borrowers are successfully able to pass themselves off as low-risk borrowers
when applying for loans.

B. the cost per dollar loaned declines as the size of the loan increases.

C. people who do not pay for information take advantage of the information that other
people have paid for by observing their behavior.

D. ownership of assets is separated from the control of these assets.
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Q3 (1 point). TRANSACTIONS COSTS are .

A. the costs associated with the direct carrying out of productive transactions.

B. the costs associated with the organization of productive activities.

C. the costs of goods and services paid by participants in trading transactions.

D. the costs arising from moral hazard in trading transactions.

E. the information costs arising from free-riding problems in trading transactions.

Q4 (1 point). Key reasons why bank loan officers are able to reduce TRANSACTIONS COSTS
relative to lending conducted through securities markets include: .

A. banks can include collateral requirements in loan contracts, which can act as a signal
regarding the type of borrower (high or low risk).

B. banks can spread their loan costs over large pools of depositors (lenders).

C. bank loans are typically made in private, which gives bankers a greater incentive to
engage in information gathering.

D. All of the above.

E. Only A and C above.

Q5 (1 point). Because of MORAL HAZARD problems in financial markets, .

A. financial intermediaries often include collateral requirements in loan contracts.

B. lenders prefer to lend to borrowers with a high net worth.

C. lenders have an incentive to monitor the behavior of their borrowers after loan contracts
are signed with them.

D. all of the above.

E. only A and C above.

SEE THE FOLLOWING PAGE FOR Q6-Q8.
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Q6-Q8: The Enron scandal and the Subprime Financial Crisis. Please use the following
required and recommended online readings to answer Q6-Q8 below.

** [1] L. Tesfation, “The Enron Scandal and Moral Hazard,”
www.econ.iastate.edu/classes/econ353/tesfatsion/enron.pdf

** [2] David Henry, “The Enron Scandal: Who Else is Hiding Debt?,” Business Week , January 28,
2002.
www.econ.iastate.edu/classes/econ353/tesfatsion/SpecialPurposeEntities.BW2002.pdf

** [3] Jonathan Weil, “Subprime Mess Fueled by Crack Cocaine Accounting,” Bloomberg News
www.econ.iastate.edu/classes/econ353/tesfatsion/CrackCocaineAccounting.Bloomberg2007.pdf

** [4] Yvette Garcia, “What Banks Need to Know,” MBAF Advisories/Newsletters, July 1, 2009
www.econ.iastate.edu/classes/econ353/tesfatsion/ImpactFASBEliminationQSPEs.July2009.pdf

* [5] Bob Jensen, “What’s Right and What’s Wrong with Special Purpose Entities, Special Pur-
pose Vehicles, and Variable Interest Entities,” resource site maintained at Trinity University (San
Antonio, TX) www.trinity.edu/rjensen//theory/00overview/speOverview.htm

Q6 (1 Point). According to Refs. [1-2], the reason that Enron resorted to the creation of so many
SPECIAL PURPOSE ENTITIES (SPEs) in the 1990s was that .

A. Enron was making so much money in the 1990s that it needed investment vehicles for
its large cash flow.

B. Enron could use SPEs to hide its liabilities due to a rule permitting SPEs to be treated
as off-balance-sheet activities as long as they had at least 3% outside ownership.

C. Enron was engaging in a large number of different energy trading activities that could
best be handled by decentralized operations.

D. Enron’s management consisted of the “smartest guys in the room” who needed outlets
for producing and distributing their many innovative financial products.

Q7 (1 Point). According to Ref. [3], a critical factor leading up to the subprime financial crisis
was the selling by banks of blocks of (subprime) loans to SPEs involved in , which .

A. branch lending; permitted the banks to decentralize the management of their loan
operations but which also led to increased principal-agent problems.

B. loan underwriting; exacerbated free-rider problems between the banks and the SPEs.

C. speculative investment; led to the excessive spreading of risk among too many inde-
pendent and uncoordinated entities.

D. loan securitization; permitted the banks to take these risky loans off their books after
recording the immediate profits from their sale (“gain-on-sale” accounting).
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Q8 (1 Point). According to Ref. [4], in reaction to the issue raised in Q5, the Financial Accounting
Standards Board (FASB) has adopted stricter accounting rules that force banks to .

A. consolidate more assets (including problem loans) into their balance sheets rather than
securitizing them through off-balance-sheet arrangements with SPEs.

B. consolidate more of their customer service operations within their corporate headquar-
ters rather than relying on bank branches organized as SPEs.

C. guarantee their own loans rather than relying on SPEs organized as loan underwriters.

D. build and hold their own investment portfolios rather than relying on speculative in-
vestors organized as SPEs.

Multiple Choice Answers: Q1-D, Q2-C, Q3-B, Q4-B, Q5-D, Q6-B, Q7-D, Q8-A

4


