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Section 2:  The dangers of debt - suggested answers 

 

Page 25: Why is debt important? 

The ability of economic agents such as households, firms and government to spend future incomes is 

a key characteristic of capitalism. Providing the sum borrowed is repayable, it improves living 

standards and allows households access to the housing market, and allows both firms and 

governments to engage in capital spending which increases the productive capacity of the economy 

and improves the quality of infrastructure and public services. 

Page 26: What can banks do to reduce their exposure to bad debt? 

Banks and other lenders do not wish to make loans which result in default, as this will generate a 

loss (unless the loan is secured on an asset, e.g. a mortgage, and asset prices are rising). Banks can 

refuse to lend in some circumstances, or they can add a risk premium to interest repayments to 

‘internalise’ the higher risk of default. However, this latter approach makes loan repayments even 

more difficult, increasing the chance of default; this is sometimes known as the ‘paradox of risk’. 

Page 27: How can borrowing by households during a boom result in higher government debt 

(national debt) in a recession? 

Booms in economies such as the UK and USA are usually associated with high levels of asset 

market inflation, particularly in the housing market. These higher prices (often fuelled by 

speculative fervour) lead to accelerating levels of household debt. During the downturn and 

recession stages of the economic cycle it is typical for unemployment to rise. Households 

affected by unemployment will see incomes fall, and this may make debt repayments 

problematic. As more households depend on the welfare state to fund consumption, this 

increases government spending at a time when tax revenues are falling, and this increase in the 

budget deficit is directly linked to national debt (it is easiest to think of national debt as the sum 

of all previous budget deficits, minus any budget surpluses, plus interest). 

*What is the relationship between consumer credit and house prices? 

The key consumer good purchased with credit is housing, and most households fund house 

purchases with a debt called a mortgage; thus as house prices rise, mortgage debt rises. 

*How does this relationship affect debt-to-GDP ratios in economies such as the UK and USA? 

Rising house prices add to outstanding household debt, but as the majority of house purchases 

are a transfer payment (the sale of a second-hand good) they do not contribute to GDP. Thus if 

debt levels rise, but GDP does not, the debt-to-GDP ratio will rise. 

*Is more borrowing always beneficial, or should higher debt provoke guilt or sin? 

The key issue is what the sum borrowed is spent on. Economist distinguish between current 

spending and capital spending, and these concepts can be applied to households, firms and 

governments; respectively, current spending examples might be purchasing a foreign holiday, 

spending on a staff Christmas party, and increasing the wages of public sector workers ahead of 

a general election. In each case, utility is created, but there is no increase in the assets owned. 

Examples of capital spending could be an extension to domestic property, the purchase of new 

manufacturing equipment, or investment in the rail network; in these cases, the spending 

generates a potential return (from renting out the spare room, higher profits resulting from 
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greater productive efficiency, and increased mobility of labour and lower distribution costs for 

business, respectively). 

Page 28: Why is negative equity such a serious issue for the macroeconomy? (Suggested 

research on parallels with Japan: http://www.economist.com/blogs/freeexchange/2012/08/lost-

decades) 

Negative equity shatters consumer and business confidence, can lead to default on loans, and 

can result in very high saving ratios (e.g. Japan) as borrowers seek to fix their balance sheets and 

repay the shortfall in asset values with cash. 

In the case of Japan, this economic stagnation in consumer and asset markets lasted for a 

decade (over which, interestingly, GDP growth averaged + 0.8% p.a.) 

Page 29 :How might households and firms react when asset prices are falling against a backdrop 

of economic contraction?  

Firstly, lower business confidence will lead to a significant drop in investment spending by firms 

(the accelerator effect seen during most economic downturns). Both firms and households will 

reduce their marginal propensity to spend and seek to increase cash balances as a precaution 

against economic turbulence and the expectation of falling incomes. This ‘paradox of thrift’ 

creates lower consumer and investment spending, in turn reducing total spending across the 

economy (via the multiplier effect), leading to even lower levels of spending. As the demand for 

labour is a derived demand, as real output falls firms will make redundancies and thus 

unemployment rises. This accelerator-multiplier model can explain how an economy can move 

quickly from economic buoyancy to crisis and recession.  

Governments face a fiscal dilemma as tax receipts fall (in line with lower average incomes, lower 

average wealth, and falling spending – the three key areas where taxes are levied) at the same 

time as increasing numbers of workers claim benefits due to unemployment. The government 

may seek to reduce this deficit (the ‘austerity’ approach) through raising taxes and / or cutting 

spending, but this will probably worsen the impact on aggregate demand (at least in the short-

run). Alternatively, the government may actively increase the size of the budget deficit (the 

‘stimulus’, or Keynesian response) to try to replace falling private sector spending with state 

expansion, but at the expense of higher national debt. 

*Fire sales occur when owners of assets have to sell them at whatever price they can get 

because thy have to pay off debts. 

*How can monetary policy be utilised to prevent insolvency? 

In two ways: through a lower base rate, which will (in theory) reduce market interest rates 

across the economy, stimulating borrowing and reducing the incentive to save; and also through 

money supply measures such as Quantitative Easing which incentivise banks to lend funds to 

households and firms. By making credit cheaper and more readily available than usual in a 

recession, these policy measures are designed to reduce the number of loan defaults in the 

economy. 

*Should the base rates of interest in the UK and USA have been higher between 2000 and 2007? 

Consider the arguments for and against this policy. 

For: cheap credit fuelled housing market booms and asset price inflation, and in turn diverted 

saving from more traditional areas such as pensions; the US housing market crash of 2007 

http://www.economist.com/blogs/freeexchange/2012/08/lost-decades
http://www.economist.com/blogs/freeexchange/2012/08/lost-decades
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triggered the ‘credit crisis’ which moved ‘from Wall Street to Main Street’ through the recession 

of 2008-09; higher interest rates would have slowed down GDP growth which, with hindsight, 

appears unsustainable (the holy grail of non-inflationary growth was actually a consumer boom 

masked by falling import prices due to increased globalisation and the emergence of new 

manufacturing powerhouses such as China). 

Against: higher base rates would have increased the strength of the dollar and sterling which 

would have reduced export performance when current accounts were already in deficit; in 

historic terms, base rates at this time were average; the ‘loanable funds’ model proposes that 

market rates are determined by the global demand and supply of credit and during this period 

there were rapid increases in global supply of money (mainly from emerging economies with 

high current account surpluses and high saving ratios) which reduced the importance of base 

rates in determining market rates in the domestic economy (a process known as ‘decoupling’) 

*What happened to house prices in the UK and USA in 2014? How might this affect the banking 

sector and future debt levels for both households and the government? How might this affect 

the average standard of living in the UK and inequality? 

House prices in the UK have generally recovered dramatically (and, in London and the South 

East, remarkably so) since 2007-09 and mortgage debt continues to rise accordingly. However, 

there are fears this spending and borrowing is based on very low interest rates (for domestic 

homebuyers) and speculative and ‘safe haven’ demand from overseas. The inability of first-time 

buyers to move from the rental sector to owner-occupation is also a concern, as house price 

inflation in many areas outstrips average wage growth and tighter lending requirements than 

those seen during the NICE decade affect the market. This has created wealth inequality based 

less on the ‘haves’ versus ‘have nots’ than on those who are already on the ‘property ladder’ 

versus those who are unable to access the lowest rung of ownership. 

In the US, rapid gains in house prices experienced in the post-recession have slowed in 2014. The 

impact of political elections (mid-terms in the USA, the General Election of 2015 in the UK) might 

be a factor, as is the increased threat of a new Eurozone recession. 


