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Section 1:  The causes of the financial crisis - suggested  answers 

The following notes are suggestions (apart from the numerical questions) as to the issues 

that students might discuss in answering the questions. References are included where 

possible. 

 

Page 6:  The aim of this question is to encourage students to think about how far it is 

possible and sensible to attach probabilities to the chances of different events happening in 

the future. Part c) is perhaps the most interesting as it opens up the whole question of 

whether stock markets are efficient and rational. 

a) The probability is clearly 0.5 as there are only two alternatives which are equally 

likely and independent of each other.  

b) Weather forecasting uses sophisticated models which can be tested on a huge 

amount of real life data. The time horizon is short making probabilities more 

accurate. 

c) One view of stock markets, the efficient markets hypothesis, argues that share prices 

follow a random walk and so any future value of the FT index is entirely 

unpredictable. An alternative explanation of movements in share prices is based on 

the belief that investors are not entirely rational and exhibit ‘herd like’ behaviour so 

that today’s price depends in part on yesterday’s. A good introduction to the debate 

is contained in chapter 6 ‘Rational Insanity’ of The Undercover Economist by Tim 

Harford. John Cassidy’s book ‘How Markets Fail’ (see references at the end of the 

student guide) also contains excellent material, see for example chapter 7 ‘A coin - 

tossing view of finance’. 

d) Information would be needed on Mr Spoon’s record of repaying debts plus his 

income prospects and savings. However, even with this information there will be an 

element of unpredictability in one individual’s behaviour. 

e) This is the ‘law of large numbers’ whereby the chance of one event happening 

becomes predictable when a large number of similar items are grouped together. 

Page 7: One problem with assessing the risk of subprime mortgages was the lack of 

historical data on patterns of default if house prices fell. Even if financiers could construct 

models of default behaviour, they had little data with which to test the models. 

Page 7: Various individuals warned about particular aspects of the events leading up to the 

crisis but no one predicted the scale of the crash. In 2009 Reinhart and Rogoff published a 

book called ‘This Time is Different – Eight Centuries of Financial Folly’ which meticulously 

documents past financial crises and shows how similar many were. Useful reviews of the 

book are those by Martin Wolf (FT 28th Sept 2009) and one in the Wall Street Journal (9th 

Oct 2009). 
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Page 8; The expected value is £1.15 

Q5 The variance and standard deviation can be used to measure volatility. Students might 

also like to investigate use of the normal distribution and ‘bell shaped’ curve. Financiers 

were criticised for ignoring the possibility of ‘fat tails’. 

* The expected value of B is £1,000. The choice therefore depends on your attitude to risk. 

* An explanation of risk aversion based on the diminishing marginal utility of income can be 

found in most standard economic textbooks, for example those by Sloman  or Begg or 

Krugman and Wells. The clearest way to explain it is to use a graph showing utility as a 

function of income. 

Page 9 : The expected return from investing in either company is the same. But the chance 

of either extreme outcome from only investing in Green Electric (£120 or £600) is 0.5 

whereas the chance of the extreme outcomes from investing in both companies (again £120 

or £600) is reduced to 0.25. Hence the volatility or risk of outcomes has been reduced by 

diversification. 

* The risk of default on the loans made by banks will depend on the markets that the 

borrower is operating in and on the management skills of the borrowing firm. Banks can 

diversify their risks by lending across a wide range of markets and types of firm. 

Page 10: This question is about the extent to which regional housing markets are 

independent of each other. This in turn relates to issues such as whether regional economic 

growth rates vary and the extent of labour and capital mobility between regions. There is 

plenty of scope for exploring the interrelatedness of markets using simple demand and 

supply diagrams. 

* The larger the pool of mortgages, the lower the dispersion of outcomes – this is again the 

law of large numbers – and so the less risky the outcome. Students could explore how this 

relates to the general principle of insurance.  

Page 11: Recessions would normally be expected to affect all businesses although some 

industry’s profits (eg construction) are more cyclical than others’ (eg drug companies). 

Students might also consider whether there are other assets whose return is non-cyclical. 

Gold may fall into this category.  

* The (downside) systematic risk in property is the risk of a national house or property price 

crash. Mortgage lending risks that can be diversified are those risks of default that depend 

on the personal circumstances of the individual borrower (although these will to some 

extent depend on the state of the economy), and those that are specific to the regional 

house market (see Q10). 
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Page12: The main reason for expecting long term interest rates to be higher than short term 

ones is that it is riskier to lend for a longer period. However, long term interest rates also 

depend on future expected short term rates and if the latter are expected to fall then it is 

possible to have an ‘inverted’ yield curve. 

Page 13 : The area of assets below the dotted line is smaller than the area marked as 

capital. Therefore the bank could absorb the loss by most of its capital falling to zero value 

and so there would be sufficient assets left to repay all of the bank’s debt. 

*Banks’ loans are illiquid (mortgages are very long term and loans to businesses may be for 

several years). However, banks need liquid assets in order to meet customers’ demands to 

withdraw their deposits at any time. Banks therefore hold some of their assets as cash but 

since it earns no interest it will lower their profits. 

Page 14: The BBC news website has excellent articles on Northern Rock written at the time 

of its crash in 2007 including blogs by Robert Peston. 

* The regulations are mainly intended to protect depositors from bank runs. (Although 

deposit insurance does this too, the insurance gives rise to problems of moral hazard when 

banks assess their risks.) Because banks lend to each other, regulations are also aimed at 

preventing losses in one bank spreading to other banks. 

Page 15: There are many articles on line about Bowie bonds including good material on the 

BBC news website. 

*Securitisation meant that banks did not hold mortgages on their balance sheets for any 

length of time as they were quickly repackaged and sold to other investors who would then 

bear the risk of delayed repayment and default. Therefore banks had less incentive to 

investigate the creditworthiness of the mortgage borrowers.  

Page 17: 

* Credit default swaps reduced the riskiness of a bank’s assets. They could have created a 

similar moral hazard problem as in the questions on page 14. 

* The aim of this question is to explore the incentives faced by publishers under each 

method of financing their guidebook. Students might also consider how repeated use of 

guides would affect the publishers’ behaviour. 

* Credit ratings are very useful if they are based on sound analysis. But questions have been 

raised about the validity of the analysis used by the agencies in the run-up to the financial 

crisis. They had an incentive to rate financial products according to the interests of their 

customers, the banks. 
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Page 19: The final equation is (S – I) = (X – M) 

* Students could also look at how imbalances shrank after the crisis and also how the 

distribution between countries has changed. 

* An autonomous increase in savings as in a ‘savings glut’ would shift the supply of loanable 

funds curve to the right and so lower the interest rate. If the driving force in global 

imbalances was an increase in investment (shift right in the demand for loanable funds) or a 

rise in consumption (shift left in supply) then the interest rate would have risen.  

Page 20: If imbalances within the Euro area reflected excess savings then interest rates 

would fall and the cost of mortgages would also have fallen. 

* The aim of this exercise is to try and understand the linkages between the various causes 

of the crisis. The learning comes from simply doing the exercise rather than achieving one 

particular diagram. 

Page 21: The material is all in the debate on The Economist website. One issue students 

might like to consider is how trade in risk can be efficient when people have different 

preferences for risk and also different abilities to bear risk. They might also consider how 

markets in risk which involve betting on different outcomes (eg whether interest rates will 

rise or fall) are zero sum games and so do not add to welfare. 

Page 21: This question is simply designed to pull together material from earlier ones.  

 

 


