
Debts, Deficits anD Dilemmas 

A companion workbook for students and teachers

Debts workbook.indd   1 04/09/2014   13:37



Debts, Deficits anD 
Dilemmas
A companion workbook for 
students and teachers

Debts workbook.indd   3 04/09/2014   13:37



THE ECONOMIST IN ASSOCIATION WITH 
PROFILE BOOKS LTD

Published by Profile Books Ltd 
3a Exmouth House
Pine Street
London ec1r 0jh
www.profilebooks.com

Copyright © The Economist Newspaper Ltd, 2014
Text copyright © Neil Codd, Peter Maunder, Sheila Pugh, Ruth Tarrant, 
Andrew Threadgould, Nancy Wall, 2014

All rights reserved. Without limiting the rights under copyright reserved 
above, no part of this publication may be reproduced, stored in or 
introduced into a retrieval system, or transmitted, in any form or by any 
means (electronic, mechanical, photocopying, recording or otherwise), 
without the prior written permission of both the copyright owner and the 
publisher of this book.

The greatest care has been taken in compiling this book. However, no 
responsibility can be accepted by the publishers or compilers for the 
accuracy of the information presented. 

Where opinion is expressed it is that of the author and does not 
necessarily coincide with the editorial views of The Economist 
Newspaper.

While every effort has been made to contact copyright-holders of material 
produced or cited in this book, in the case of those it has not been 
possible to contact successfully, the author and publishers will be glad to 
make amendments in further editions.

A CIP catalogue record for this book is available from the British Library 

eisbn: 978 1 78125 493 6      

Debts workbook.indd   4 04/09/2014   13:37



Contributors vi
Introduction 1

Section 1  The causes of the financial crisis 3
Section 2  The dangers of debt 23
Section 3  Monetary policy after the crash 35
Section 4  Stimulus versus austerity 47
Section 5  Making banks safe 61

Glossary 70

This workbook for students and teachers is a companion to

DEBTS, DEFICITS AND DILEMMAS
A crash course on the financial crisis and its aftermath

ISBN 978 1 78125 378 6
eISBN 978 1 78283 122 8

Contents

Debts workbook.indd   5 04/09/2014   13:37



Editorial co-ordinator . .  Peter Maunder, formerly of 
Loughborough University

Section 1 . . . . . . . . . . . . . Sheila Pugh, Ipswich School
Section 2  . . . . . . . . . . . .  Andrew Threadgould, Dulwich 

College
Section 3  . . . . . . . . . . . .  Nancy Wall, formerly of 

Beacon School and former 
co-director of the Nuffield 
Economics and Business 
Project

Section 4  . . . . . . . . . . . .  Neil Codd, City of London 
School for Girls

Section 5  . . . . . . . . . . . . Ruth Tarrant, Bedales School

Contributors

Debts workbook.indd   6 04/09/2014   13:37



Introduction

in recent yeArS economiStS have been 
re-examining their understanding of macroeconomics 
in the light of the global financial crisis that began in 
2007–08. Did they really understand the problem of 
asset bubbles? Were they blind to the issues arising 
from financial innovation? Five years after the 2008 
bankruptcy of Lehman Brothers, The Economist 
published a series of briefs on the financial crisis and 
its aftermath, which were later published as a book 
under the title Debts, Deficits and Dilemmas. This 
workbook, which accompanies that book and is aimed 
at both economics students and their teachers, includes 
questions and exercises that students can work through 
– either on their own or through classroom debate – to 
help them gain a good understanding of the financial 
crisis and what has followed it.

The five sections of the workbook mirror the five 
chapters of Debts, Deficits and Dilemmas. Additional 
commentary and definitions of terms are included on 
matter students may not be familiar with.
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1  The causes of the 
financial crisis
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When Queen elizAbeth visited the London School 
of Economics in November 2008 at the height of the 
financial crisis, just two months after Lehman Brothers 
had gone bankrupt, she famously asked: “If these things 
were so large, how come everyone missed it?” As you 
read Chapter 1 of Debts, Deficits and Dilemmas and work 
through the questions, you might like to consider the twin 
roles of information failure and misplaced incentives – 
two problems central to market failure in economics.

Chapter 1 suggests that the crisis had multiple 
causes, of which five were:

■■ the huge expansion of new financial products such 
as asset-backed securities that were supposed to 
spread risk but that ultimately concentrated risk;

■■ the disregard or miscalculation of the risks 
involved in subprime mortgage lending in the 
United States;

■■ the failure of the rating agencies to assess correctly 
the risk of the new financial products;

■■ the lack of awareness of governments and 
regulators to the possibility of a financial crisis;
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6 DebtS, DeficitS AnD DilemmAS

■■ very low world interest rates resulting from a 
“savings glut” and global current-account balances 
which encouraged expansion of credit, a “search 
for yield” and disregard of risk.

Note that the word “risk” appears in each of the first 
three causes, and so this section begins with a review of 
the concept of risk and then looks at:

■■ how banks operate and the concept of leverage;

■■ financial innovation;

■■ global imbalances.

What is risk?
A risky action is one that has several different possible 
future outcomes. For example, you lend a friend $100 
to be repaid in one month’s time. Possible future 
outcomes are that the friend might repay in full and 
on time, repay just part of the $100, delay repayment, 
or repay none of the loan. Frank Knight, an economist, 
distinguished between risk and uncertainty:

■■ Risk is when probabilities can be assigned to future 
events happening.

■■ Uncertainty is when no probabilities can be 
calculated.

✦ Which of the following future events might be 
risky and which might be uncertain? Explain what 
information you would need to calculate the 
probabilities of the risky events.
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 The causes of the financial crisis 7

a  Landing a head when a coin is tossed.

b  Rain tomorrow in your home town.

c  The FTSE index tomorrow, one week ahead, one 
year ahead.

d  Jack Spoon defaulting on his mortgage 
repayments next year.

e  One mortgage borrower out of one thousand 
borrowers defaulting next year.

✦ Subprime mortgage lending (subprime borrowers 
are those with poor credit histories and low incomes) 
first began on a large scale just five or so years before 
the crisis in 2007. The United States had not had a 
national house-price crash for over 70 years. To what 
extent could financiers calculate the risk of defaults 
on subprime mortgages?

✦ In 2002 Donald Rumsfeld, when US secretary of 
state for defence, said during the run-up to the war 
with Iraq that there were:

■■ known knowns;

■■ known unknowns; 

■■ unknown unknowns.

 Which category do you think best describes the 
financial crisis? You may want to revisit this question 
when you have worked your way through all of 
Debts, Deficits and Dilemmas.
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8 DebtS, DeficitS AnD DilemmAS

How can risk be measured and what is its 
cost?
A summary measure of a risky prospect is the expected 
value. This is the weighted average of all possible future 
values where the weights are the probabilities of each 
outturn happening.

✦ Calculate the expected value of the price of one 
share in Widget & Co in one year’s time.

Share price in one year’s time ($) Probability

0 0.1

0.50 0.3

1.20 0.5

4.00 0.1

 Expected values are useful, but the cost of risk 
will depend on the volatility and range of possible 
outcomes.

✦ What statistical measures could you use to measure 
the volatility of a risky outcome? 

The cost of risk is the amount that someone is 
prepared to pay to have a certain outcome, rather than 
a risky outcome that has the same expected value.

✦ Which bonus scheme would you prefer?

a  A certain £1,000.

b  A deduction from your wages of $400 should the 
firm’s share price fall, and a bonus of $2,400 if 
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 The causes of the financial crisis 9

the share price rises. There is an equal probability 
of the share price rising or falling.

✦ Research the traditional economic explanation for 
risk aversion (dislike of risk), which is based on the 
principle of diminishing marginal utility of income.

How can the cost of risk be reduced?

Diversification
Diversifying your investments can lower the cost of risk 
by reducing the chance of extreme outcomes. It is based 
on the principle: “don’t put all your eggs in one basket”.

✦ Suppose that you have a choice of investing $300 in 
one or both of the following two companies’ shares.

Company Current share price,  
$

Possible share prices 
in one year’s time, $

Green Electric 2 0.80 (0.5) or 4 (0.5)

Real Meat 1.50 0.60 (0.5) or 3 (0.5)

note: Probabilities in brackets.

 Assume that the performance of each company is 
entirely independent of the other and so their future 
share prices are uncorrelated. The chance of both 
shares falling in price in one year’s time is then 0.5 
3 0.5 and the chance of both shares rising in price is 
also 0.5 3 0.5.

 Compare the range of possible values for your $300 
in one year’s time and their probability of occurring 
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10 DebtS, DeficitS AnD DilemmAS

when you:

■■ invest all your money in Green Electric; or

■■ invest $150 in each company

✦ Explain how diversification can reduce the cost of risk 
if you are risk averse (see also previous question).

✦ Explain how banks can diversify and reduce the cost 
of risks on the loans they make to businesses.

✦ Financiers assumed that combining mortgages 
from different regions in the United States would 
diversify the risks involved. What assumptions must 
they have made about the behaviour of house 
prices in different regions? How realistic were those 
assumptions?

risk pooling
It is difficult to calculate the probability of one particular 
house catching fire. But if a large number of houses are 
grouped together, it is possible statistically to calculate 
the probability of one house catching fire (although it 
is not possible to predict which home it will be). This 
is the principle of risk pooling, which transforms one 
uncertain event into an event with a known probability. 
Risk pooling enables insurance companies to offer 
insurance against risk.

✦ Explain how grouping large numbers of mortgages 
together as in securitisation and collateralised debt 
obligations (CDOs, see below) can reduce the cost of 
risk.
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 The causes of the financial crisis 11

Systematic risk
Systematic or non-diversifiable risk is when future 
outcomes are positively correlated because they are 
all affected by the same factor. For example, a drought 
throughout Australia would affect all farmers and lead 
to widespread crop failure. The cost of this risk could 
not be reduced by pooling the risk.

✦ To what extent is a recession a systematic risk to 
investors in equity or shares?

✦ What systematic risk is faced by investors in the 
property market? Distinguish this from risks in 
mortgage lending that can be diversified or pooled.

Banking basics
Some basic knowledge of how banks operate is 
needed to understand why and how the financial crisis 
happened. Chapter 5 of Debts, Deficits and Dilemmas 
focuses on the role of the banks, and you should note 
the accompanying discussion in the last section of this 
workbook.

The traditional role of retail or commercial banks 
such as Lloyds, HSBC and Citigroup has been to receive 
deposits from households and firms and then use the 
funds to make loans to other firms and households. A 
bank borrows “short” (depositors can withdraw their 
money without giving notice) and lends “long” (loans 
are often for a year or more). Long-term interest rates 
are typically higher than short-term rates, so a bank can 
earn profit by paying lower (or zero) rates of interest on 
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12 DebtS, DeficitS AnD DilemmAS

its deposits than it charges on its loans.

✦ Suggest reasons for long-term interest rates being 
higher than short term ones and research the “yield 
curve”.

The traditional banking model changed in two 
significant ways during the 1990s:

■■ Banks increased their borrowing from other banks 
and the money markets rather than relying solely 
on deposits.

■■ Securitisation of loans (see below) meant that 
loans did not sit on a bank’s balance sheet but 
were passed on to other investors.

A bank’s liabilities are the money that it owes (or its 
sources of funds) whereas its assets are the money that 
it owns (or the uses of its funds). A diagram of a bank’s 
balance sheet is shown below.

Cash

Assets Liabilities and capital

“Safe” loans

“Risky” loans

Debt: money-
market

borrowing

Debt: deposits

Capital
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 The causes of the financial crisis 13

Bank capital is mainly shares or equity and retained 
profits. If a bank makes a loss on some of its loans 
because the borrowers default, the capital acts as a 
buffer: its value can fall to zero thus bringing liabilities 
into balance with the new lower level of assets. In 
contrast, a bank must repay the full value of its debt.

✦ In the above diagram, if the value of a proportion 
of the bank’s loans – shown by the area under the 
dotted line – falls to zero, can the bank still repay all 
its debt?

Banks also face problems of liquidity, that is, whether 
they have sufficient assets that can be quickly sold at no 
loss in value to repay debt. Cash is the ultimate liquid 
asset; loans are illiquid. This is the reason for banks 
holding some of their assets as cash and other liquid 
assets rather than as loans.

✦ Explain why:

a  Borrowing short and lending long can cause 
liquidity problems for banks.

b  Banks would prefer not to hold more than a small 
proportion of their assets as cash.

leverage and the advantages and risks of 
holding debt
Leverage is the ratio of debt to equity (share capital). If 
the proportion of debt in a bank’s balance sheet expands 
and the share of capital contracts, as long as the interest 
earned on the bank’s assets is greater than that paid 

its deposits than it charges on its loans.

✦ Suggest reasons for long-term interest rates being 
higher than short term ones and research the “yield 
curve”.

The traditional banking model changed in two 
significant ways during the 1990s:

■■ Banks increased their borrowing from other banks 
and the money markets rather than relying solely 
on deposits.

■■ Securitisation of loans (see below) meant that 
loans did not sit on a bank’s balance sheet but 
were passed on to other investors.

A bank’s liabilities are the money that it owes (or its 
sources of funds) whereas its assets are the money that 
it owns (or the uses of its funds). A diagram of a bank’s 
balance sheet is shown below.

Cash

Assets Liabilities and capital

“Safe” loans

“Risky” loans

Debt: money-
market

borrowing

Debt: deposits

Capital
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14 DebtS, DeficitS AnD DilemmAS

on its debt, it will earn more profit and a higher rate of 
return on capital. But if some of its borrowers default 
on their loans, a highly leveraged bank will not have 
enough capital to offset the lost assets. Experiment with 
the diagram above to see how this works.

✦ Research the collapse in 2007 of Northern Rock, 
which got into difficulties because it had a high 
leverage and relied on short-term money-market 
funding rather than deposits.

There are two main ways in which governments 
regulate banks:

■■ Banks must hold a minimum capital-to-assets ratio.

■■ Banks must hold a certain proportion of their 
assets in liquid forms.

✦ What is the rationale for these forms of regulation?

Financial innovation
The plethora of new financial products created since the 
1990s has sometimes been called an “alphabet soup”. 
Chapter 1 of Debts, Deficits and Dilemmas mentions two 
of the most important: collateralised debt obligation 
(CDO) and credit-default swap (CDS).

securitisation
Securitisation is the transformation of a stream of cash 
payments backed up by an asset into another financial 
security such as a bond. For example, you lend a friend 
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 The causes of the financial crisis 15

$20,000 to buy a car. You charge interest of 15% a year 
(to cover the risks) and agree that the loan will be 
repaid over ten years. This means that your friend will 
make annual repayments of principal and interest of 
approximately $4,000. You are now the recipient of a 
stream of cash flows of $4,000 a year, backed by the 
collateral or asset of a car, which will be yours should 
your friend default on the loan. You can now sell a bond 
(which is an IOU) for $20,000, which you will repay at 
a rate of less than $4,000 a year in order to make a 
profit on the transaction. You now have $20,000 with 
which you can make another loan to another friend 
who wants to buy a car.

Try drawing a flow chart to make sure that you 
understand what is happening in this example.

✦ Securitisation has been carried out on a wide range 
of assets including royalties from music recordings. 
Research the fate of Bowie Bonds, which were first 
issued in 1997.

In the 1990s there was a huge expansion in 
securitisation of mortgages. A bank collected together 
a large number of mortgage loans that it had made and 
sold the bundle to a special purpose vehicle (SPV) – a 
legal entity set up for this purpose. The SPV then split 
the bundle into bonds, which it sold to a wide range of 
investors, from pension and insurance funds to hedge 
funds and governments. These bonds were usually 
called CDOs. Each CDO was backed by a share in the 
pool of mortgages rather than any particular mortgage. 
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16 DebtS, DeficitS AnD DilemmAS

The bank received repayments of principal and interest 
from the house buyers (who would have been unaware 
that their mortgages had been sold) and passed them 
on to the SPV, which would then repay the holders of 
the CDOs.

In a further twist, the CDOs were split into tranches 
(slices) according to risk. The idea was to differentiate 
the product (and so earn more profit) in much the same 
way that a car manufacturer produces many models of 
what is essentially the same car. The most risky CDOs 
were called “junior” and had the highest rate of return, 
but would be the first to lose their repayments if some 
of the mortgage borrowers defaulted. The next most 
risky were the “mezzanine” and the safest were the 
“senior” and “super senior”.

The driving force behind securitisation was the 
desire to earn more profits from:

■■ fees charged for selling CDOs;

■■ the ability to pay a lower rate of interest on CDOs 
than the bank received from the house buyers, 
as there was a huge demand for bonds earning a 
higher return than government bonds (this was 
part of the search for yield as world interest rates 
were low);

■■ selling mortgage loans gave banks further funds 
that they could lend and thus make more profit.

Securitisation of mortgages ended up concentrating 
risk rather than spreading or pooling it. One reason was 
that banks were forced to buy large amounts of the less 
attractive senior CDOs, which earned a low rate of 
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 The causes of the financial crisis 17

return. The second was that CDOs were exposed to the 
systematic risk of a house-price crash.

Credit-default swaps were a second popular new 
financial product. A CDS is essentially an insurance 
premium paid against the risk that a borrower will 
default on its loan. Banks sold many CDSs to insure 
their loan portfolio and free up more capital so that 
they could make further loans.

✦ How might Figure 1.2 in Chapter 1 of Debt, Deficits 
and Dilemmas be explained by the growth in CDSs? 
And what effect would CDSs have on the incentives 
of bank loan managers?

the role of the credit-rating agencies
The big three credit-rating agencies are Standard and 
Poor’s, Moody’s and Fitch. They assess the risk attached 
to debt securities such as government bonds and CDOs 
and award ratings ranging from AAA (extremely safe) 
to C or D (junk-bond status). The senior tranches of 
CDOs, which typically formed 90% of the total, were 
AAA rated until the onset of the crisis, when they were 
rapidly downgraded.

Since the 1990s the rating agencies have followed an 
“issuer pays” model. This means that the banks which 
construct and first sell the financial products pay the 
agencies large fees to grade them.

✦ A simple analogy. You are travelling to Australia 
in your gap year and want to buy a guide to the 
hostels that you might stay in. There are two such 
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18 DebtS, DeficitS AnD DilemmAS

guides in the bookshop: Roaming in the Outback 
and An Expert’s Guide to Student Accommodation 
in Australia. The first is financed through sales to 
travellers, and the second is largely financed by 
advertisements from hostel owners. Explain which 
guide you would prefer.

✦ Discuss the advantages and disadvantages of credit 
ratings and the different ways in which the ratings are 
financed.

Global imbalances
Chapter 1 of Debts, Deficits and Dilemmas notes that Ben 
Bernanke, a former chairman of the Federal Reserve, 
coined the term “savings glut” in 2005 when he argued 
that the huge deficit on the US current account was 
caused primarily by high levels of saving in China and 
other emerging economies.

You may wonder how savings are connected 
to current-account balances. The relationship can 
be shown using the national income accounting 
framework. Start with the equation (strictly an identity) 
that says that total income equals total expenditure:

Y 5 C 1 I 1 G 1 X 2 M

Now rearrange the terms to show that the current-
account balance (assume that this is the same as net 
exports) equals the difference between total income 
and total spending:

Y 2 (C 1 I 1 G) 5 (X 2 M)
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 The causes of the financial crisis 19

This shows that a country with a current-account 
surplus (such as China) must be spending less than its 
total income.

Saving is simply income that is not spent:

S 5 Y 2 C 2 G

(assume that all of G is current expenditure).

✦ Rearrange the above equations to show that the 
difference between a country’s total saving and 
investment is equal to the current-account imbalance.

The current-account imbalance can be caused by 
changes in levels of savings and investment as well as 
changes in the competiveness of imports and exports. 
Another way of looking at it is to focus on the financial 
account, which is the counterpart of the current account. 
A surplus on the current account must be balanced by 
an equal and opposite deficit on the financial account, 
which in turn means that there is a net outflow of funds 
from the country: the surplus savings.

✦ Investigate the size and distribution of world current-
account imbalances in the run up to the financial 
crisis. One source is the Bank of England Quarterly 
Bulletin, Quarter 3, 2011. The IMF World Economic 
Outlook reports also have useful data.

✦ Show how an increase in world savings from current-
account surplus countries can depress world interest 
rates by drawing a “loanable funds” diagram. This 
shows the supply of loanable funds (savings) and the 
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20 DebtS, DeficitS AnD DilemmAS

demand for loanable funds (investment) as functions 
of the interest rate. What happens when savings 
increase for reasons other than an increase in interest 
rates?

Chapter 1 also refers to current-account imbalances 
within the euro zone.

✦ Explain how these imbalances might have helped to 
fuel the house-price bubbles in Spain and Ireland.

Conclusion: all in it together
Chapter 1 of Debts, Deficits and Dilemmas makes it 
clear that the financial crisis began with defaults in 
the US subprime housing market. Mortgages had been 
provided to households with poor credit ratings and 
low incomes. Many could not afford their repayments, 
especially when the interest rate charged rose after the 
initial teaser rate. Defaults and falls in house prices 
when the house-price bubble burst caused a fall in the 
value of CDOs. Falls in banks’ asset prices meant that 
they could not obtain the short-term funding that they 
relied on. This was made worse by a lack of information 
on how CDOs and other more complicated securities 
could be valued and who was bearing what risks. Banks 
also had insufficient capital to provide a buffer in the 
event of a huge and unexpected fall in asset prices.

✦ Try drawing a flow diagram of the events leading up 
to the crisis and how the crisis unfolded.

✦ Is financial innovation a good thing or did it play a 
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 The causes of the financial crisis 21

large part in the crisis? Read The Economist debate 
on this topic (which took place on February 23rd–
March 6th 2010, see the debates library at www.
economist.com/debate/debates/archive/page:20) 
and explain which side you would vote for.

✦ Discuss the roles played in the financial crisis by 
moral hazard, lack of information, and the reluctance 
of individuals and institutions to plan for disasters 
when things are going well.

Further reading
John Cassidy, How Markets Fail: The Logic of Economic 

Calamities, Penguin, 2009. A more detailed analysis of 
the crisis set in the wider context of whether markets are 
rational.

Colin Ellis, “The Role of Credit Rating Agencies”, Economics 
Today, January 2013.

Nassim Nicholas Taleb, The Black Swan: The Impact of the 
Highly Improbable, Penguin, 2008. An entertaining and 
accessible book about unknown unknowns.

Gillian Tett, Fool’s Gold: How Unrestrained Greed Corrupted 
a Dream, Shattered Global Markets and Unleashed a 
Catastrophe, Little, Brown, 2009. An exciting account 
of the financial crisis based on the people working at 
JPMorgan.

“Bank capital and liquidity”, Bank of England Quarterly 
Bulletin 2013, Quarter 3. This article is an excellent primer 
on bank capital and liquidity, and the current regulations.

“The Credit Rating Controversy”, Council on Foreign 
Relations, www.cfr.org/financial-crises/credit-rating-
controversy/p22328
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and a film
Inside Job, directed by Charles H. Ferguson. A fascinating 

documentary about the 2008 global economic crisis.
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chApter 2 of Debts, Deficits and Dilemmas begins a 
discussion of how debt lay at the heart of the financial 
crisis after 2007. Section 1 of this workbook noted the 
risks involved in subprime mortgage lending in the 
United States and the role of the banks in the ensuing 
crisis. It referred to the concept of leverage, and this 
section looks at the process of deleveraging. The banks 
are the focus of further discussion in Section 5 of this 
workbook.

This section looks at:

■■ the meaning of debt;

■■ how the amount of debt can be critical to the 
performance of the economy;

■■ the role of the banks in indebtedness;

■■ the relevance of asset prices;

■■ insolvency and deleveraging.

What is debt?
Debt is money owed by one economic agent to another 
and is explained as “a useful means to get money where 
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26 DebtS, DeficitS AnD DilemmAS

it is most needed”. Households, firms and governments 
may all borrow money to finance consumption, 
investment and public spending respectively.

Debt plays a crucial role in economics by removing 
the constraint on economic agents to spend only the 
income they earn in a given time period. This allows 
agents to “smooth” their spending across time periods 
where incomes may fluctuate. Just as saving allows 
agents to spend past income (and to be rewarded by 
interest over the time period between earning and 
spending), households, firms and governments can 
spend future incomes by borrowing funds (albeit 
incurring interest payments on these loans). The 
banking system sits in the centre of this process; banks 
are, in essence, “financial intermediaries” that borrow 
in order to lend. They allow economic agents to save, 
and reuse the money they receive in this form to make 
loans to borrowers.

An economic agent that is solvent is capable of 
paying the interest on its debts. Insolvency arises when 
the burden of debt becomes too great for a household, 
firm or government to carry, and this can lead to default, 
where the borrower is unable to meet debt repayments.

A feature of the 21st-century globalised world 
economy has been the increasing interdependence of 
economic agents both within and across countries. 
This is reflected not only in higher proportions of 
national GDP made up of international trade, but also 
in the interconnectedness of credit markets. Banks, 
governments and firms save and borrow in global 
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 The dangers of debt 27

financial markets. Following the credit crisis of 2007, 
there were fears that default in some sectors in some 
economies would lead to contagion – a wave of bad 
debts and monetary contraction through the world 
financial system in the manner of a powerful virus 
– and put pressure on even the most careful lenders, 
leading, to “nervous or cash-strapped banks and other 
lenders … [stopping] lending”.

✦ Why is debt important?

How much debt is dangerous?
The debt crisis and the resulting austerity measures 
implemented across Europe as a result of the recession 
of 2008–09 focused on national debt: debt built up 
by governments attempting to avoid cutting spending 
programmes in the face of significant declines in tax 
revenue as a result of rising unemployment. However, 
as Figure 2.1 in Debts, Deficits and Dilemmas shows, the 
period up to the credit crisis of 2007 was one of rapidly 
rising debt levels for firms and households, and “the 
debts of financial companies often dwarf the debts of 
governments”.

The majority of bank lending to households is in 
the form of mortgages: funds are loaned to enable 
individuals to buy a house with borrowed money, 
rather than having to wait to save enough money to buy 
it outright. Providing there is no default on repayments, 
the householder can live in the house and at some 
point, having paid both the interest and the capital 
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of the loan, eventually own the property outright. If 
the householder does default, the bank can seize the 
property and sell it to compensate for any loss made 
from the bad debt.

A similar process occurs when a business borrows 
money to invest and expand. A corporate loan can be 
used to fund new premises and equipment, and if this 
is secured (as with the mortgage above), if the firm 
defaults on the debt the bank can seize the assets.

Secured lending allows banks to charge a lower rate 
of interest on the loans they make; if they know they 
can compensate themselves through seizing assets in 
the case of bad debt, they need not insure against any 
default through increasing the rate of interest to “price 
in” this risk.

✦ What can banks do to reduce their exposure to bad 
debt?

However, asset values may fall, and they are more 
likely to do so when the economic and financial 
outlook is uncertain. When asset prices fall, this 
causes problems for banks that have secured lending 
on the basis of high values of assets such as property. 
Moreover, as Chapter 2 of Debts, Deficits and Dilemmas 
shows, “highly indebted households find it harder to 
‘smooth’ their consumption and similarly burdened 
firms find it harder to invest when their revenues dip”.

Thus as defaults increase as a result of economic 
slowdown and recession, this can put pressure on banks, 
which then lend less and possibly price additional risk 

Debts workbook.indd   28 04/09/2014   13:37



 The dangers of debt 29

into higher interest rates. This, in turn, increases defaults 
as the cost of borrowing rises, with implications in turn 
for national debt.

✦ How can borrowing by households during a boom 
result in higher government debt (national debt) in a 
recession?

Debt, asset prices and financial cycles
Chapter 2 notes research by Douglas Sutherland and 
Peter Hoeller which suggests that the problem does 
not begin with recession but during “long ‘financial 
cycles’”, when household debt rises faster than GDP. 
This usefully introduces the notion of asset-price 
inflation: increases in the prices of financial assets such 
as property, stocks and bonds.

The link between debt and asset prices is 
controversial and is topical now, as it has been at other 
times when asset prices have collapsed after a period of 
unsustainable boom. Data from the UK and the United 
States appear to support this. Figures 2.1 and 2.2 below 
show changes in consumer credit and house prices in 
recent years in the UK and the United States.

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

✦ How does this relationship affect debt-to-GDP ratios 
in economies such as the UK and the United States?

✦ Is more borrowing always beneficial, or should higher 
debt provoke guilt or sin?
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Chapter 2 mentions that the German word for debt 
(Schuld) is the same as the word for blame or guilt. 
Whether this is the case will depend in part on the 
borrower, the security of any loan and how the funds 
are being spent. From the Bible to Margaret Thatcher, 
there has been a belief in “neither a borrower nor 
lender be”.

When asset prices fall significantly (in popular terms, 
when asset bubbles burst) the impact on economic 
agents can be severe. Households can face negative 
equity (where the value of their asset is less than the 
outstanding debt), and at the very least see their wealth 
fall as property prices and stockmarkets crash.

✦ Does it matter if households find their homes 
are worth less than the sum outstanding on their 
mortgages?

Banks are also affected significantly by the 
phenomenon of negative equity, as the security 
they hold against the loans they have made falls in 
value. Firms and governments are affected as the 
problems spread from the financial sector into the real 
economy (“from Wall Street to Main Street”) and rising 
unemployment reduces demand and places a strain on 
the budget position. As discussed in Chapter 2, “run-
ups in borrowing by … (financial) firms tend to cause 
subsequent increases in public debt”.

✦ Why is negative equity such a serious issue for the 
macroeconomy?
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What is deleveraging?
Chapter 2 of Debts, Deficits and Dilemmas discusses 
what happens when borrowers cannot service their 
debt. As noted in Section 1 of this workbook, leverage 
(or gearing) is the amount of debt in the finances of 
a household, bank or firm, and is a key determinant 
of solvency. As stated earlier, insolvency occurs when 
borrowers are unable to meet the interest payments 
necessary to service their debt.

✦ How might households and firms react when asset 
prices are falling against a backdrop of economic 
contraction?

✦ What is meant by “fire sales of securities”?

✦ How can monetary policy be utilised to prevent 
insolvency?

looking back
It is relevant to consider whether monetary policy 
might have prevented the onset of the financial crisis.

✦ In retrospect, should the base rates of interest in the 
UK and the United States have been higher between 
2000 and 2007? Consider the arguments for and 
against this policy.

Figure 2.1 shows house price inflation in the UK 
between 1994 and 2012.

✦ What happened to house prices in the UK in 2014? 
How might this affect the banking sector and future 
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debt levels for both households and the government? 
How might this affect the average standard of living in 
the UK and inequality? (See www.independent.co.uk/
news/uk/politics/exclusive-housing-bubble-brewing-
as-prices-become-unaffordable-for-middle-earners-
says-business-secretary-vince-cable-9236587.html)

House prices in the United States fell in 2007 for 
the first time since the second world war (see Figure 2.2 
and an Economist article on the threats to US property 
in March 2007: www.economist.com/node/8888776). 
This and the resulting credit crisis helped to trigger the 
worst US recession since the 1930s. The Austrian School 

FIG 2.1  UK consumer-credit and house-price 
inflation
% per year

Source: HM Treasury, Pocket Databank, July 2014
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of economics that originated in Vienna in the late 19th 
century argued that low interest rates and high levels 
of credit creation explain the fluctuations in GDP seen 
over the course of the economic cycle.

✦ How might these ideas explain patterns in the 
economies of the West in the 21st century?

The debate about whether there is a quantifiably 
dangerous level of government debt, typically stated as 
a percentage of GDP, has been heated (see Chapter 4 
of Debts, Deficits and Dilemmas). There has also been 
much debate about Carmen Reinhart and Kenneth 

FIG 2.2  US consumer-credit and house-price 
inflation
% per year

Sources: US Federal Reserve; S&P Case-Shiller Home Price Index, June 2014

2001
2002

2003
2004

2005
2006

2007
2008

2009
2010

–15

–10

–5

0

5

10

15

Credit

House prices

Debts workbook.indd   33 04/09/2014   13:37



34 DebtS, DeficitS AnD DilemmAS

Rogoff’s work, and questions have been raised about 
their research methodology.

✦ What are the main arguments on both sides of this 
debate?

✦ When might high debt levels be desirable?

Further reading and research
Suggested research on parallels with Japan: www.economist.

com/blogs/freeexchange/2012/08/lost-decades
Excellent information on the UK economy is updated weekly 

on the UK Treasury’s website and is available in PDF and 
Excel spreadsheet formats at www.gov.uk/government/
publications/weekly-economic-indicators

Extensive data for the United States can be found at: www.
tradingeconomics.com/united-states/indicators
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chApter 3 of Debts, Deficits and Dilemmas on 
monetary policy may be more familiar to students 
than the subject matter of the two earlier chapters, but 
it discusses some new “unconventional methods” that 
have appeared to help deal with the crisis. These are:

■■ Quantitative easing – the process by which the 
central bank buys assets from banks and other 
financial bodies in exchange for cash. The objective 
is to make it easier for banks and other lenders to 
provide finance for business expansion.

■■ Forward guidance – the advice given out by central 
banks as to how monetary policy might change in 
the future, depending on the state of the economy.

Section 3 of this workbook examines these new 
methods in the light of a review of the previous 
experience of monetary policy. It then considers how 
these two measures have worked to augment the 
effectiveness of monetary policy.
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Monetary policy after the crash
From the 1970s almost until the turn of the century, 
inflation was a real problem. Monetary policy varied 
with the economic cycle but was primarily directed 
at controlling inflation. Inflation targets were set and 
central banks were instructed to keep inflation on target, 
mainly by varying the interest rate. From the mid-1990s 
until 2007, many economies achieved growth without 
significant inflation, and this period appeared to show 
a “Great Moderation” in the smoothing of the economic 
cycle. Nevertheless, by 2007 economic growth was too 
fast to be sustainable. As discussed in Chapters 1 and 
2 of Debts, Deficits and Dilemmas, with this stability 
had come new approaches to risk in the banking 
system. New ways of spreading risk encouraged banks 
and investors to make big, profitable loans to risky 
borrowers. A housing bubble developed and then 
burst. Many profitable loans turned into bad debts, with 
little prospect of repayment. The banks began to panic 
and reduced their lending to each other as well as to 
businesses and house buyers. Governments responded 
by using public money to bail out the threatened banks. 
This kept their economies from collapsing but created 
enormous government deficits.

Recession loomed and consumer demand fell, and 
with unemployment rising some economies were 
shrinking and the rest were growing more slowly 
than before. Politicians were calling for austerity – 
meaning less spending and higher taxes – just when 
most businesses wanted demand to rise and more 
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government spending. (Chapter 4 discusses the debate 
about austerity measures.) Fiscal policy was not 
negotiable: some governments tried to avoid austerity 
as far as they could, but for the most part, aiming to 
reduce the deficit meant less government spending and 
therefore reduced aggregate demand. Never mind the 
fact that cutting demand meant lower incomes, less 
tax revenue and more spending on unemployment 
benefits.

Since fiscal policy could not be used to stimulate 
economic growth, monetary policy was, it seemed, the 
only heavy-hitting weapon to hand. Typically, central 
banks reduced their bank rates to 0.5%, as shown in 
Figure 3.1 of Debts, Deficits and Dilemmas.

✦ Draw a flow chart showing how you would normally 
expect the drastic cut in interest rates to affect the 
economy. You should be able to identify at least six 
elements in the chain of consequences.

This phenomenally low interest rate was intended 
to stimulate the economy, by reducing interest rates 
on short-term loans. The snag was that the economy 
did not respond by growing. Many businesses could 
not see much point in investing when sales were not 
growing. Many potential house buyers could not raise 
the new high deposits that jittery banks required before 
handing out a mortgage. Interest rates on bank loans fell 
somewhat but remained well above 0.5%, reflecting the 
risks associated with lending in a weak economy.

The flow chart in Figure 3.1 shows that the economy 
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went into a downward spiral of recession with a 
gloomy outlook that further depressed investment.

The arrival of the new policies

Quantitative easing
Monetary policy needed new weapons. Enter 
quantitative easing (QE). Late in 2009, central banks 
began to buy assets from the banks – primarily 
government bonds – in exchange for cash. This led to a 
reduction in interest rates charged on long-term loans; 
put simply, it cut the cost of borrowing.

FIG 3.1  What actually happened
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QE increased the money supply (commonly 
described as printing money). In the past, an increase 
in the money supply would generally have been 
thought to lead to accelerating inflation. But in the 
period 2009–14 few people saw any inflation risk. For 
a start, the credit crunch had considerably reduced the 
money supply, so QE just meant restoring some of the 
purchasing power that had been lost. The policy was 
designed to increase confidence in the financial markets 
and encourage banks to increase their lending to the 
business sector at low interest rates and thus raise the 
level of investment.

✦ To see how QE works, enter “Bank of England 
quantitative easing” into a search engine such as 
Google, then click on the 2% sign that appears at the 
top right of the article. As you listen and watch, jot 
down each of the ways in which QE may help.

forward guidance
The other unconventional policy was forward 
guidance. The main purpose of this was to restore 
public confidence in a way that would reduce the risk 
of a lengthening recession. By 2012, many decision-
makers were worrying about when QE might come to 
an end. Obviously, when it did, interest rates would rise 
and possibly interfere with plans for new investment. 
The uncertainty was making investors nervous, slowing 
down the recovery of economic growth. The prospect 
of “the taper” – a gradual slowdown in central-bank 
asset purchases – was unpalatable.
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So at the end of 2012, when US unemployment was 
7.8%, Ben Bernanke, then chairman of the US Federal 
Reserve, stated that he would not increase interest rates 
until the unemployment rate had fallen to at least 6.5%, 
provided inflation was not above 2.5%. The Bank of 
England did the same, saying it would not increase rates 
until unemployment was below 7%. This was forward 
guidance – not a specific policy announcement but an 
indication of how expected future policy might develop.

taking decisions
✦ In general, how would forward guidance affect 

a business that is greatly affected by the level of 
interest rates?

✦ You own a medium-sized hotel in an attractive 
location. Room occupancy has increased lately and 
you want to build an extension, which will increase 
your capacity by 20%. What possible changes in the 
economy should you be aware of? What monetary 
policy changes might affect the success of your 
proposed investment? What will be the main factors 
determining whether you go ahead?

✦ In 2012 GKN set up a new wing factory to make 
parts for the Airbus350, a significant investment. It 
started with 300 employees, expected to rise to 450 
by 2016. To do this, GKN developed a high level 
of expertise in new material technologies so that 
it could improve the reliability and efficiency of the 
latest passenger jets. To what extent might forward 
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guidance affect an investment of this type?

✦ Julian Baker has got a job in an area where property 
prices are high; he currently lives in a town where 
house prices are comparatively low. He wants to sell 
his house and buy in an area convenient for his new 
job. What risks might he be running? Would forward 
guidance be reassuring?

The outcome of the new measures
Chapter 3 of Debts, Deficits and Dilemmas is clear: “lower 
interest rates are estimated to have raised real output 
in the UK and the United States to 2–3% higher than 
it would have been without QE”. In the United States 
some Republicans were highly critical of QE; in the UK 
there have also been some critics of this policy. It has 
been argued that QE has facilitated circular borrowing, 
with the state effectively borrowing from the state. With 
the Bank of England now financing a significant part of 
public spending, it can be argued that the distinction 
between monetary policy and fiscal policy has become 
blurred. Leaving these broad macro issues on one side, 
there have been other concerns about the impact of QE 
in terms of its distributional effects.

✦ Which section of society has gained from negative 
real interest rates and which has not benefited?

By early 2014, unemployment was 6.6% in the US 
and 7.2% in the UK. By current international standards, 
both economies were doing rather well. However, the 
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recovery was generally regarded as being still quite 
weak. The global financial markets remained nervous 
and feared the impact of higher interest rates. The Fed 
(chaired by Janet Yellen) and the Bank of England (with 
a new Canadian governor, Mark Carney) both suggested 
that interest rates would remain low for some time 
to come, and well into 2015. Of course low need not 
mean as low as 0.5%. Any speeches by the heads of the 
Fed and the Bank of England are carefully scrutinised 
in financial markets to see whether forward guidance 
is being tweaked from earlier announcements. In one 
sense the new policy has constrained the ability of both 
the Fed and the Bank of England to say anything that 
might be misinterpreted by the financial markets.

✦ Find out about the criticism of both the chairman of 
the Fed and the governor of the Bank of England as 
to whether their forward guidance has become so-
called “fuzzy” forward guidance. (See “Central banks: 
fixing forward guidance”, The Economist, February 
15th 2014.)

more decisions
✦ You have been recruited to the central bank team 

that decides monetary policy. What policy options are 
you considering? You need to think through the pros 
and cons of each option. What changes might you 
suggest when you settle into the job?
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How is the present different from the past?
Central banks have in the past been primarily concerned 
with controlling inflation.

✦ What other factors might they be likely to take into 
account now?

In the period 2009–14, the bargaining power of 
employees was mostly low compared with times past; 
it was also low because of high unemployment. Many 
employers were able to get away with paying less in 
real terms, and this helped to keep inflation down.

✦ Could this change?

Normally, monetary policy takes a long time to have 
an effect, with time lags of one or two years. The main 
benefits of QE may still be in the pipeline.

✦ Looking at current evidence, what signs can you see 
of lags between the implementation of policy and its 
full effects?

What next?
Some commentators have suggested that although 
unemployment is falling in some economies, there are 
many signs that underemployment remains a significant 
problem. Many people who would like to work full-
time can find only part-time work. Their lives are also 
becoming harder because of falling real wages. Zero-
hours contracts may make their earnings unpredictable.
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✦ If this situation continues, how might it affect the 
forward guidance given?

The influential Bank for International Settlements 
has suggested that forward guidance risks creating 
turmoil in emerging economy financial markets. Many 
financial bodies have invested in emerging markets, 
attracted by their higher rates of return. If interest rates 
rise in the developed economies, there will be a flow of 
finance in the opposite direction.

✦ How might this destabilise the emerging economies?

If interest rates stay low, and if unemployment 
persists, there may be little that monetary policy can 
do to stimulate the economy further.

✦ How might this affect the economies concerned?

Much depends on global demand. Many competent 
exporters have suffered during the recession because 
their usually buoyant markets have been floundering, 
especially in the euro zone. Growth should encourage 
businesses to invest, making full use of the still low 
interest rates. However, there are some economies 
(including the UK) that have identifiable skill shortages. 
These could hamper growth in the longer term.

✦ What outside events are likely to influence future 
policies?
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in pArliAmentS, universities, newspapers, the 
blogosphere and hopefully in all economics classrooms, 
debate has raged over the wisdom of governments’ use 
of fiscal stimuli to shore up aggregate demand during the 
economic crisis in 2008 and the timing and magnitude 
of recent austerity measures. Chapter 4 of Debts, Deficits 
and Dilemmas gives a summary of the debate. Section 
4 of this workbook attempts to build upon this to help 
students decide which side they should take.

The classical or the Keynesian model?
There is no single theory to predict the outcome of 
different policy decisions. Instead there are different 
models that make highly contrasting forecasts and 
therefore highly contrasting policy prescriptions. The 
“classical” models generally caution against stimulus 
measures and are more favourable towards pro-austerity 
arguments. “Keynesian” theories are more likely to 
sanction a fiscal stimulus and would err towards slower 
and more patient austerity.

Understanding the merits of each theory, and 
accepting the possibility that either could be right, 
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is a good first step in making a decision as free from 
personal bias as possible. Yet being undecided means 
an economist is unable to advise a government. The 
second step might be to assess the circumstances 
of the economy in question and decide whether 
those circumstances are more conducive to the set of 
assumptions underlying the classical or the Keynesian 
theories. It is possible that in some countries in 2008 
fiscal stimulus was a good idea and in others it was 
foolish. A dogmatic adherence to one side of the debate 
may be unwise. It may be better to learn how to judge 
the relevant circumstances in an economy in a given 
time. Which data are useful? Which questions should 
be asked?

The questions and exercises below help you 
consider four questions raised in Chapter 4 of Debts, 
Deficits and Dilemmas. They are aimed at helping you 
get to grips with the conflicting theories and assess 
economic circumstances.

Is fiscal stimulus necessary?

consider the conflicting theories
All economists agree that saving is important since it 
pays for investment.

✦ Draw a production possibility frontier for a closed 
economy with consumption goods and capital goods 
on the axes. Use it to show that increasing saving 
(reducing consumption) is the only way of increasing 
investment (increasing capital goods).

Debts workbook.indd   50 04/09/2014   13:37



 Stimulus versus austerity 51

An open economy could borrow capital goods from 
abroad, or it could sell consumption goods in return 
for capital goods, or it could receive capital donated 
through aid. In the first two cases it is still necessary to 
give up consumption goods when it is time to repay the 
loan or fund the import of capital goods.

✦ Another way is to understand the following equations 
for a closed economy. For each step write an 
explanation:

a  C 1 I 5 Y

b  Y 5 C 1 S

c  Therefore I 5 S

d  Therefore if S increases I increases

✦ Draw a flow chart starting with “people plan to save 
more”, including as an intermediary step “investment 
increases” and ending with “real GDP increases”. Try 
to include two routes to “investment increases”.

If you have understood the above, you will begin to 
see why classical economists are not as likely to be in 
favour of the government stimulating the economy by 
spending when households begin to save more. They 
have faith that the increase in saving will eventually 
feed through to fruitful investment, even if the process 
of moving from consumption to capital goods might be 
painful in the short term.

✦ Why would pain be likely in an economy with one 
sector declining and another growing?
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✦ For classical economists, what harm might be caused 
by the government spending the new saved wealth?

Keynesians believe that the flow chart you have 
drawn relied on optimistic assumptions. They argue 
another outcome is possible because the increase in 
planned savings fails to stimulate investment (the 
“paradox of thrift”).

✦ Draw a flow chart starting with “people plan to save 
more” and ending with “real GDP falls”.

Keynesians still accept that in a closed economy S 5 
I and understand a production possibility frontier (PPF) 
when they see one.

✦ Show what happens on a PPF to an economy that 
follows the Keynesian flow chart.

✦ Which step in the equations above is not necessarily 
true? Explain your answer.

Relate theories to economic circumstances
Whether stimulus is necessary in the first place depends 
on the extent to which we expect increased household 
saving during a recession to cause long-term harm or 
long-term benefits. Answering the following questions 
will help determine whether this is the case.

✦ How responsive are firms to interest-rate changes?

✦ How responsive are interest rates to changes in 
household saving plans?

Debts workbook.indd   52 04/09/2014   13:37



 Stimulus versus austerity 53

✦ How flexible are wages?

✦ How mobile is the labour force?

✦ How flexible are prices?

If fiscal stimulus is used, how effective can 
it be?

consider the conflicting theories
The main area of debate highlighted in Chapter 4 of 
Debts, Deficits and Dilemmas is the size of the multiplier.

✦ Explain how it is possible for the multiplier to be 
greater than one.

✦ Imagine a government collects in tax 50% of 
any increase in GDP. Comment on the overall 
indebtedness of the government if it undertakes fiscal 
stimulus when the multiplier equals:

a  1

b  2

c  2.5

d  0.5

Relate theories to economic circumstances
The likely success of a fiscal stimulus and the likelihood 
of it necessitating future austerity depends in part on 
the size of the multiplier.

The formula for the nominal GDP multiplier is:
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1/mpw

mpw 5 marginal propensity to withdraw 5 that proportion of an 

additional $1 of gross income earned by households that will not 

be spent on domestic goods

Some relevant questions to ask to decide on the size 
of the multiplier include:

✦ What are tax rates?

✦ How confident are people about their future 
incomes?

As Chapter 4 of Debts, Deficits and Dilemmas 
explains, this could be determined by households’ 
expectations of the likelihood and magnitude of future 
austerity following a stimulus. Classical economists 
stress the idea of “Ricardian equivalence”: when people 
save the proceeds of a fiscal stimulus to prepare them 
better for the following stimulus.

Relevant here are the following questions:

✦ To what extent is spending determined by current 
incomes or life-time earnings?

✦ How attractive are saving products offered by banks?

✦ What is expected to happen to asset prices?

✦ How attractive are foreign goods compared with 
domestic goods?

Of more importance might be the real GDP 
multiplier rather than just the nominal GDP version. If 
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so, additional questions might be:

✦ How much spare capacity is there?

✦ To what extent is the fiscal stimulus expected to boost 
potential real GDP in addition to actual real GDP?

If fiscal stimulus is used, will it increase 
indebtedness to necessitate austerity 
measures?

consider the conflicting theories
The third area of debate is the extent to which an 
increase in the government debt/GDP ratio acts as a 
drag on economic growth. If so, a stimulus will more 
likely necessitate introducing austerity measures.

It is worth considering what would happen in a full-
blown debt crisis:

✦ Draw flow charts starting with “the government does 
not have enough cash to pay public-sector workers 
next month” and see what possible outcomes you 
can think of.

Before getting to crisis levels a high debt/GDP ratio 
can have an impact on the growth rate.

✦ Draw three flow charts each starting with “the 
government debt/GDP ratio grows” and ending with 
“real GDP growth is reduced or becomes negative”, 
including as an intermediary step:

a  “The government finds it more difficult to find 
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new lenders” (this flow chart describes “financial 
crowding out”).

b  “Existing bondholders get concerned” (include 
details of what they are concerned about).

c  “Existing firms and potential entrepreneurs get 
concerned” (include details of what they are 
concerned about).

As discussed at the beginning of the introduction 
to Chapter 4 of Debt, Deficits and Dilemmas, before the 
crisis many people thought that monetary policy was 
the best way of stabilising the business cycle.

✦ Fiscal stimulus increases public-sector debt. Monetary 
policy increases private-sector debt. Therefore they 
are equally undesirable. Discuss the truth of this 
statement.

Proponents of austerity have compared the damage 
a rise in credit-card debt can do to an individual with 
government indebtedness and concluded that the 
parallels are clear. Others argue that government debt 
is less harmful.

✦ Debt gets paid back only if the debtor is willing 
to accept a drop in consumption or spends the 
proceeds wisely. This is true of governments and 
individuals. To what extent do you agree with this 
statement?

✦ If a country’s government defaults or inflates away its 
debt, its reputation is ruined in the credit markets. To 
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what extent do you agree with this statement?

Relate theories to economic circumstances
When a government’s debt gets “too high” it clearly 
necessitates austerity being introduced. What counts 
as “too high” depends on the answers to the following 
questions:

✦ What is the existing debt/GDP ratio?

✦ What is expected to happen to GDP?

✦ What is happening to variables that influence the 
strength of the currency?

✦ How indebted is the private sector (banks, firms and 
households)?

✦ What proportion of the debt is held by domestic 
residents?

✦ What proportion of the electorate are savers and 
what proportion debtors?

✦ Does the government have a reputation for 
controlling inflation and repaying debt?

✦ Does the country have its own currency?

✦ Are alternatives to lending to the government 
becoming more or less attractive?
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If austerity is needed, what sorts of policies 
are best to use?
Even if it was possible to get economists to agree that 
austerity was necessary, and for the debate over timing 
and magnitude to end in happy consensus, one final 
area of controversy would remain: should austerity be 
mainly via tax rises or spending cuts?

consider the conflicting theories
✦ In what ways could a tax rise harm potential GDP 

growth?

✦ In what ways could a spending cut harm potential 
GDP growth?

✦ Is there any risk that a tax rate rise would not result in 
a tax revenue rise? (Look up the Laffer curve in your 
textbook.)

✦ During a period of austerity a lower multiplier is more 
helpful than a large one. Is there any reason why a 
tax rise or spending cut would result in a different-
sized multiplier effect?

✦ What are the likely impacts on income distribution of 
a tax rate rise and a spending cut?

Relate theories to economic circumstances
The following questions need to be considered when 
assessing whether tax rises or spending cuts would be 
most appropriate:

Debts workbook.indd   58 04/09/2014   13:37



 Stimulus versus austerity 59

✦ To what extent are taxes avoidable?

✦ How high are tax rates already?

✦ Is the current income distribution already too uneven? 
(Note that this is a normative judgment.)

✦ What are the marginal propensities to consume of 
the losers in respect of tax rises and of spending 
cuts?

✦ To what extent is there potential for productivity 
improvements in the public sector?

Conclusion
These questions and exercises should help you 
understand that the strength of the cases for and 
against both fiscal stimulus and austerity depends on 
the circumstances of the country concerned.

Further reading
“Much ado about multipliers”, Economics focus, The 

Economist, September 26th 2009.
“Rome’s bad spell”, Charlemagne, The Economist, March 2nd 

2013.
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Section 5 of this workbook focuses on the role of the 
banking system in developed economies. It looks at:

■■ the relationship between loans and their 
repayment;

■■ illiquid assets;

■■ how the banks try to make profits for their 
shareholders.

Chapter 5 of Debts, Deficits and Dilemmas contains 
a number of technical terms relating to banking and 
finance that students may not be familiar with. These 
are explained in a glossary of terms at the end of this 
section.

People and businesses save money in the banking 
system. This money is then lent by banks to other people 
and businesses. Banks have always made money by 
charging more interest on the loans they provide than 
they give for the savings invested with them. In recent 
decades, however, banks have come up with more 
ingenious ways to boost their profits. Such innovations 
have at times generated huge returns, but, as the bad 
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times demonstrated, they all involve much higher 
risk than their traditional savings and loans activity. 
The search is on for how you can carry on traditional 
banking yet embrace innovative techniques. Chapter 5 
concludes that development of “contingent capital” or 
CoCos seems to be the most preferred option.

Illiquid assets
Chapter 5 of Debts, Deficits and Dilemmas starts by 
looking at the problems caused by banks having illiquid 
assets (that is, the loans they have made) versus the 
demands of customers in having virtually instant access 
to banks’ debts (that is, the customers’ deposits). When 
a lack of confidence in banks then occurs, Chapter 5 
notes, “that mix is risky: a rush of depositors demanding 
their money back can force cut-price asset sales”.

✦ Distinguish between an asset and a liability.

✦ Why is it important for people and businesses to feel 
that their money is safe in banks?

✦ What is a government bond? Why is it important that 
people have confidence in the government to honour 
their bonds?

Illiquidity: an analogy
Alice borrows some money from her friend, Bob, to buy 
a car. Bob starts to lose confidence that Alice will pay 
the money back – perhaps any spare income she gets 
goes into funding luxury holidays or wild parties – so 
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he demands immediate loan repayment from Alice to 
deal with the risk. However, Alice’s money is tied up in 
her illiquid asset – her car – and she doesn’t have any 
savings. She doesn’t want to sell her prized possession 
(the car), so she takes some jewellery and other quick-
to-sell items to the nearest pawnbroker. She turns these 
reasonably liquid items into cash and uses them to pay 
back Bob’s loan. However, her other friends, Cathy, 
Dave and Eddie, all of whom have also lent her money, 
see Bob’s concern and ask for their money back too. 
Alice has already sold her most liquid possessions, 
so she has to sell the car in order to pay them back. 
The used-car salesman that Alice visits sees that she is 
desperate to sell her car as quickly as possible so she 
gets a bad deal, ultimately selling the car for less than 
she should have done to pay off her debts, which have 
been unexpectedly called in.

✦ Explain why Eddie, as the fifth person to call in his 
loan to Alice, is the least likely to get his money back, 
and why Bob has a so-called “first-mover advantage”.

Chapter 5 of Debts, Deficits and Dilemmas notes that 
“the value of a bank’s riskier assets – mortgages, bonds, 
loans to companies – can drop sharply if the prospects 
of the borrowers sour”.

✦ Explain the reasons it may become more difficult for 
borrowers to pay back their loans to the banks.

Shareholders (investors) choose to invest in 
businesses, such as banks, to generate more income for 
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themselves. This return is via dividends or capital gains 
on their shareholding.

✦ Explain what is meant by dividends and capital gains.

Banks today focus on generating a return on equity, 
or RoE, of around 12% for their shareholders. Equity is the 
money provided by a bank’s owners (the shareholders). 
If the shareholders do not get that sort of return, they 
will move their investments elsewhere, thus depriving 
the bank of much-needed money. This means that when 
the return on safe assets, such as government bonds, 
starts to fall as it did from around 2001 onwards, banks 
start buying fewer safe assets and more risky assets so 
that their overall return averages out at a level acceptable 
to their shareholders. However, when the return on all 
assets starts to fall, banks need to turn to an alternative 
way of boosting their RoE: increasing leverage (in plain 
English, borrowing more and buying more assets, not 
just a different balance of assets).

✦ 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?

During the recent banking crisis the leverage ratio 
for the major banks reached a high of 50, which means 
that the banks effectively had 50 times as much debt 
as equity. If Alice had racked up 50 times as much debt 
as her assets were worth, she could just have declared 
herself bankrupt. Banks, however, are “too big to fail”; 
they cannot just write off all the debt, because their 
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debt is the deposits owned by their customers (people 
and businesses), whose money is necessary to keep 
the economy functioning. This was why governments 
“bailed out” their banks; in other words, governments 
had to use taxpayers’ money to buy equity stakes in 
banks and keep money flowing to the depositors. In total, 
between October 2007 and the end of 2011, European 
governments spent €440 billion on direct support to 
banks and a further €1.1 trillion guaranteeing deposits.

✦ What is the purpose of money? Why is its existence 
essential to the functioning of a modern economy?

✦ Why did the bank bail-outs in many countries cause 
“outrage”?

✦ Do some research on some of the countries in which 
outrage was particularly evident.

A common theme is the need to protect those who 
hold deposits or bonds issued by the banks; in other 
words, to protect those who are engaged with banks in 
the traditional sense. In Europe there has been much 
support for “ring-fencing”, whereby traditional banking 
is effectively safeguarded from the more risky, but 
potentially more profitable, banking activities. However, 
depositors may not gain from this, because in the recent 
past they have benefited in terms of preferential interest 
rates, which have effectively been subsidised by higher 
profits generated in the riskier arm of banking.

✦ What is the main role of banking regulators?
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One debate between the regulators of the banking 
system and the bankers who they regulate is over the 
total amount of equity that should be held by banks to 
protect against depositors wanting to get their deposits 
back. This is in effect about acceptable levels of leverage. 
The pre-crisis level of 50 is regarded as too high, and the 
new Basel III guidelines say that 33 is more realistic. 
However, Chapter 5 of Debts, Deficits and Dilemmas 
notes that some economists believe that the leverage 
ratio should be even less than this.

Bankers argue that holding more equity will be more 
expensive for them (a bit like a manufacturing business 
holding an excessively large stock) and that they will 
have to charge a higher rate of interest to their borrowers 
because they will be making fewer loans. Even this may 
not be enough to compensate shareholders with an 
adequate RoE, so it could be hard to gain enough equity 
at all. The flipside to the argument is that having more 
equity reduces risk, making equity safer and therefore 
more valuable and desirable.

A potential policy solution being examined by 
regulators and already being used by banks such as 
Barclays is the use of contingent capital or contingent 
convertible bonds, also known as CoCos. There are two 
possible ways of financing a business: debt or equity. 
A CoCo, however, can switch from being one to being 
the other – a sort of economics version of Schrödinger’s 
famous cat. The CoCo is initially sold as a bond, or 
debt. This means that those who buy the CoCo expect 
to get their money back at some predetermined date 
in the future. The CoCo remains a bond, provided 
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that the bank is doing well. However, if crisis returns 
and depositors want their money, the bond (or debt) 
automatically becomes equity instead.

With CoCos, the bondholders are effectively 
guaranteed a higher than typical yield, and regulators 
are happy because they allow banks to absorb future 
risk without having to resort to a government bail-out 
as quickly as they did in the recent crisis. Those with 
bank deposits are more confident about getting their 
money in a crisis, and the shareholders are happy 
because the bank can use the debt to buy profitable 
assets and maintain a decent RoE. The banks have 
found no shortage of takers for CoCos so far, and have 
managed to retain control of the decision to convert 
them from debt into equity.

✦ Explain why Chapter 5 points out that “regulators are 
not trying to prevent failures but to prepare for them”.

Further reading
Mark Hannan, Money Market Funds, Bank Runs and the First-

Mover Advantage, Institutional Money Market Funds 
Association, January 2013. This is freely available on the 
internet.

“Capital punishment”, The Economist, September 14th 2013. 
This article explores this debate in detail.

“From bail in to bail out”, The Economist, December 14th 
2013. This article explores the minutiae of contingent 
bonds in more detail than is possible here.

“Bank capital: a worrying wobble”, The Economist, January 
18th 2014.

“Safeguarding European banks: Volcker plus”, The Economist, 
February 1st 2014.
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Glossary of terms
Asset Something owned by a business in order 

to generate revenue. In the case of banks, 
assets refer to the loans that a bank has 
made.

Bail-out A loan to a business to prevent it from 
bankruptcy. In the case of the banking 
crisis, many governments chose to bail 
out their large banks.

Basel III A set of global and voluntary banking 
regulations which works alongside other 
sets of regulations, Basel I and Basel II, to 
help banks to deal with the possibility of 
a bank run.

Contingent 
capital

Often called a CoCo, or contingent 
convertible bond. An alternative form 
of business finance used by some banks 
which starts out as debt and can be 
turned into equity if a crisis arises. Also 
called a “bail-in”, as it forces bondholders 
to share some of the responsibility for 
dealing with a business’s crisis situation.

Debt Money owed by one party to another. 
In banking, debt is the deposits of 
customers, since banks must pay 
customers back should they ask for 
their money. A source of funding for a 
business.
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Equity The same as shares, in the context of 
this workbook, and therefore a source 
of funding for a business in which the 
equity holder owns a small piece of that 
business.

Fixed term Usually in relation to a loan: the period 
of time after which the loan must be 
repaid.

Leverage The balance between debt and equity in 
a business. A business is said to be highly 
leveraged if has high amounts of debt 
in relation to equity. A high degree of 
leverage is often regarded as risky.

Liability Any type of borrowing that must be 
repaid; in banking, customers’ deposits 
are liabilities.

Liquidity The extent to which an asset can be easily 
sold in the market in return for cash.

Subprime 
market

A financial market in which loans are 
made to people or businesses with a poor 
credit history who are consequently more 
risky.

Volcker 
rule

From the US Dodd-Frank Act, which 
stipulates that US banks must not use 
customer deposits to fund speculative 
investments that benefit the bank rather 
than the customers.
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