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Section 5  Making banks safe – suggested answers 

Page 60: Distinguish between an asset and a liability.  

The simplest way of explaining the concept of an asset is to regard it as anything that 

can be converted into cash. For businesses, assets can include things such as their 

stocks of materials and their buildings; the more easily that an asset can be 

converted into cash, the more “liquid” the asset. A liability, on the other hand, is a 

debt that is incurred by a business, perhaps if it takes out a loan or buys raw 

materials on credit; the sooner that the liability has to be repaid, the more “current” 

the liability.  In terms of banking specifically, a bank’s liabilities are the deposits made 

by customers because they must be repaid, and its assets are the loans that it has 

made. 

 Why is it important for households and firms to feel that their money is safe in 

banks?  

Banks lend out more money than they receive in deposits from customers; they are 

required by law to keep a certain “reserve ratio” of money issued by the Central 

Bank in relation to how much money they lend – effectively banks can create money, 

through the money multiplier. This system works well, unless customers want their 

deposits back. Banks only keep a fraction of the money that is deposited with them 

and cannot repay all customers if they turn up en masse and demand their money 

back! If this happens, the bank either needs to get back all of the money it has lent 

out (which is pretty much impossible at short notice) or ask the Central Bank (as 

“lender of last resort”) to give them the money. Such bank runs happen 

infrequently, and only in response to concern by customers that the bank is no 

longer able to give them back any deposits. Therefore, it is important for households 

and firms to feel that their money is safe, in order to prevent a run on the bank. 

 What is a government bond? Why is it important that people have confidence in the 

government to honour their bonds?  

A government bond is like an “IOU” note from the government. If a government runs 

a budget deficit (i.e. spends more than it receives in tax revenue) then it must 

borrow an amount to cover the deficit. Governments borrow by issuing bonds – 

citizens and firms hand over cash to the government in return for the bond. The 

bond promises that the government will repay the amount borrowed in, say, 2 years, 

5 years or 10 years, along with interest payments each year for the duration of the 

bond. These bonds can be traded. People will only buy the bonds if they believe that 

the government is trustworthy enough to repay the money that was lent on the 
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agreed date. If people do not believe that the government will repay the bond, then 

demand for bonds will fall, which pushes up the “yield” on the bond, making it more 

expensive for the government to borrow and actually increasing the risk that the 

government will have to default on the debt, because they cannot afford the interest 

payments. The following working illustrates how this may work: 

Suppose the government issues a £100 10-year bond which promises to pay £5 each 

year to the holder of the bond – effectively 5% annual interest. If confidence in the 

government falls, then demand for the bonds will fall, because investors believe that 

the government may not pay back the money owed. When demand falls, the laws of 

supply and demand state that the price will also fall. Let’s suppose that the price of 

the bond falls to £80. The government still has to pay £5 per year, but now £5 as a 

percentage of £80 is 6.25%, up from 5%. This means that the government is 

effectively paying more to borrow, and this will build up their debt even further, 

increasing their risk of default as the size of the debt becomes unmanageably large. 

Page 61: Explain the reasons why it may become more difficult for borrowers to pay 

back their loans to the banks.  

There are a variety of reasons why it may become more difficult for borrowers to 

repay their loans, and they are mainly related to a reduction in the disposable 

income of the borrower. A fall in income can come about as a result of recession, 

through, for example, job loss, being made part-time from being full-time (a common 

occurrence in the last recession as a result of a more flexible labour market), a loss 

in income for owners of small businesses or the self-employed (as people choose to 

do their own cleaning and gardening, for example, rather than employ people to do 

those chores), an increase in income tax rates, and rising inflation causing real 

income to fall (especially during a period of pay-freezes). Recession usually leads to 

job loss because demand for labour is derived from demand for goods and services; 

if fewer people want to buy products, then fewer products need to be made, so 

fewer people need to be employed. 

Page 61: Explain what is meant by dividends and capital gains.  

A dividend is a payment made to shareholders in a business; it is usually a share of 

the company’s profits.  A dividend is usually paid in the form of cash. Occasionally, 

companies operate a dividend reinvestment plan, in which dividends are paid in the 

form of more shares. A capital gain is made when the value of an asset rises between 

the time of purchase and the time of sale. So, for example, if Freddie paid £150, 000 
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for a house in 2005 and sold it for £200,000 in 2014 then he would have made a 

capital gain of £50,000.  

Page 62  Explain why shareholders get the benefit but those bearing the risk are the 

people who hold deposits at the bank? Why might this be a problem?  

Shareholders benefit because they are effectively guaranteed a return of 12% on 

their shareholding; not only is this a relatively high rate of return and therefore 

highly rewarding in terms of the financial gains, but the lack of volatility means that 

it reduces the need for shareholders to search for alternative investments, saving 

them time and effort.  

Deposit customers lose out because when the bank uses their money to buy ever-

more-risky assets, it increases the chance of that depositer not being able to get their 

money back – remember that banks do not simply keep hold of any money that is 

deposited with them! If deposit customers become overly concerned that they will 

not be able to access their money, then this could stimulate a run on the bank, as 

outlined in the answer to question 2.  

Page 63: What is the purpose of money? Why is its existence essential to the 

functioning of a modern economy?  

Money is anything that is generally acceptable in the settlement of a debt; in other 

words, it can be used to pay for anything. It has four key functions: 

1. Store of value: the value of money is usually retained over time (i.e. it doesn’t 

go off!), and it allows people to store their wealth 

2. Medium of exchange: it allows people to buy goods without achieving a 

double coincidence of wants (i.e. imagine a barter system in which, if you 

want to buy some eggs and only have potatoes, you need to find an egg-seller 

who wants to buy potatoes) 

3. Unit of account: money allows to give goods and services a value, reflected in 

a price 

4. Standard of deferred payment: money allows people to borrow, because 

money can be repaid in the future 

Without money, it would be nearly impossible to trade goods and services. 

Page 63: Why did the bank bailouts in many countries cause “outrage”?  

Bank bailouts caused outrage because they occurred in countries where the 

government had imposed strong fiscal austerity measures i.e. rising taxes and 
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reductions in government spending on areas such as education, healthcare, public 

sector wages and so on. “Ordinary” people felt that their standard of living was being 

significantly reduced at the expense of support for banks; some people went further 

and argued that this was a situation of moral hazard i.e. by bailing out banks and 

providing a safety net it would encourage them to continue to take excessive risks. 

You may want to investigate the “Occupy” movement that came about in response 

to bailouts.  

Page 63: What is the main role of banking regulators? 

Banking regulators aim to ensure that banks are less risky especially for everyday 

customers i.e. regulators encourage prudence. They can achieve their aims in a 

number of different ways, using restrictions and guidelines for behaviour. The main 

focus on most bank regulators seems to be “capital adequacy” i.e. ensuring that 

banks retain enough capital to be able to repay everyday deposit customers. 

Page 65: Explain why Chapter 5 points out that “regulators are not trying to prevent 

failures but to prepare for them”.  

This ties in with the recommendations from the Vickers Report in which banks should 

carry out “ring-fencing” i.e. separate out their everyday regular banking from their 

investment banking. Successful investment banking has risk-taking at the heart of the 

business – this part of banks should be allowed to fail, should they misjudge the 

inherent risks. However, this should not impact on the high street day-to-day 

banking operations.  

 

 

 


