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4.4.1 Role of financial markets a) To facilitate saving

b) To lend to businesses and individuals

c) To facilitate the exchange of goods and services d) To provide forward markets in currencies
and commodities

e) To provide a market for equities

4.4.2 Market failure in the financial
sector

a) Consideration of

o asymmetric information

o externalities

o moral hazard

o speculation and market bubbles

o market rigging

4.4.3 Role of central banks

a) Key functions of central banks:

o implementation of monetary policy
o banker to the government

o banker to the banks - lender of last resort o role in regulation of the banking industry
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Financial Markets

Financial markets are places where buyers and sellers
come together to trade financial assets, such as stocks,
bonds, currencies, and derivatives. These markets serve
as intenneq_iatiesgxetween these . who need capital
(borrowe'rs)‘ and those who have capital to lend
(investors). Financial markets help enable companies,
governments, and individuals to raise funds (financial
capital) and invest their savings / profits.

EXAM GOLD: THE UK FINANCIAL SECTOR

In 2021, the financial services sector contributed £174 billion to
the UK economy, equivalent to 8.3% of GDP. The sector was
largest in London, where around half of the sector’s output was

generated. There were 1.08 million financial services jobs in the
UK in 2022, 3% of all jobs. Exports of UK financial services were
worth £61 billion in 2021 and imports were worth £17 billion, so
there was a trade surplus in financial services of £44 billion.
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KEY ROLES OF FINANCIAL MARKETS

Allocation of Capital: Financial markets efficiently allocate capital to its most
productive uses. Investors allocate funds to projects with the highest expected
returns. Some projects are riskier than others.

Risk Management: Financial markets offer a platform for risk transfer.

Participants can hedge against various risks; suchas interest rate risk and
foreign exchange risk.

Price Discovery: Financial markets determine the prices of financial assets,
reflecting available information and market expectations.

* Economic Growth: Well-functioning financial markets can spur growth by
providing firms with access to capital for investment and innovation

THE MAIN ROLE OF FINANCIAL MARKETS

* The main goal of a financial
market is to match buyers and
sellers to efficiently allocate
financial capital to its most
productive uses.

 Financial markets have become
more complex over the years
and there are numerous causes
of financial market failure.
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BOND MARKET STOCK MARKET
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In 2021, it was estimated that the global Overseas firms can list on the UK stock
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market for corporate bonds was worth $10 market. Examples include Royal Dutch Shell
trillion, with most bonds issued by (Netherlands) and BNP Paribas (France).

companies in the USA, Europe, and Asia.
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CURRENCY MARKET MORTGAGE MARKET

Trading in currency markets reached $6.6
trillion per day in 2021.

There are 11 million outstanding mortgages
(home loans) in the UK (as of May 2021)

BUSINESS USE OF FINANCIAL MARKETS J

FINANCE A MERGER FINANCE CAPITAL
OR A TAKEOVER INVESTMENT

2,890 start ups founded in the UK In 2019, the value of global M&A In 2019, business investment in the
019. That's 1,843 per day deals amounted to $3.7 trillion UK economy grew by only 1.8%
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BIGGEST INITIAL PUBLIC OFFERINGS (APRIL 2023)

Deal value in US $s (billion)
0 5 10 15 20 25 30

Saudi Aramco® (2019) 25.6
Alibaba Group** (2014)
SoftBank Corp (2018)
NTT Mobile (1998)

Visa (2008)

AlA (2010) _11?&
ENELSpA (1999) NN 16 45 An initial public offering (IPO) is

Facebook (2012) 16.01 the process by which a private
General Motors (2010) 15.77 company offers shares of its
ICBC Bank - H (2006) 13.96 stock to the public for the first
time, through the stock market.
Deutsche Telekom (1996) _ 13.03 The m ;
Rivian Automotive (2021) S 11:93 2in purpose of an [PO is

to raise capital for the

e A SR | ‘
baba Group - Hong Kong Exchange (2019) company, by selling a portion of

Dai-ichi Mutual Life Insurance (2010) = 10.99 P by i
LG Energy Solutions (2022) 1074

FOREIGN EXCHANGE (CURRENCY) MARKETS \\

e —

* The foreign exchange market is where currencies are
bought and sold.

* |t facilitates international trade and investment by enabling
the exchange of one currency for another.

* The forex market operates 24/5 and is decentralized.

* The most heavily traded currency is the US dollar ($)

For more help visit our website https://www.exampaperspractice.co.uk/
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LEADING CURRENCY PAIRS TRADED IN 2022

% share of total currency trades

0% 5% 10% 15% 20% 25%
USD/EUR
USD/IPY
usD/GBP
USD/CNY
USD/CAD
USD/AUD
USD/CHF
USD/HKD
USD/SGD
EUR/GBP
USD/KRW
USD/INR
USD/MXN
EUR/IPY
USD/NZD

22.7%

The U.S. dollar dominated the list of the most
pel traded currency pairs in 2022, being involved all of
the top nine currency pairs. The most common
forex transaction in that year was the euro and the
U.S. dollar, which accounted for almost 23 percent
of the average daily turnover of all currency

exchanges.

CHARACTERISTICS OF MONEY

Medium of Exchange: Money serves as a widely accepted means of
facilitating transactions, making trade more efficient.

Unit of Account: Money provides a common measure for valuing
goods and services, enabling price comparisons.

Store of Value: Money retains its value over time, allowing
individuals to save wealth for future use.

Standard of Deferred Payment: Money can be used to settle debts
and obligations in the future.

For more help visit our website https://www.exampaperspractice.co.uk/
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KEY FUNCTIONS OF MONEY

Facilitating Exchange: Money eases the exchange of goods and
services in an economy.

Unit of Measurement: Money provides a common unit for
measuring value, simplifying economic transactions.

Store of Value: Money allows individuals to save wealth and
transfer it across time.

standard for Debt Settlement: Maney.can be used to fulfill
financial commitments.
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LIQUIDITY SPECTRUM
Where do these assets sit on this liquidity spectrum?T
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WHAT IS DIGITAL MONEY?

* Digital money, also known as electronic money or digital currency, refers

to a form of currency that exists solely in electronic or digital form.
It does not have a physical counterpart like paper money or coins.

* Digital money is used for various types of transactions, including online

purchases, electronic fund transfers, digital payments, and peer-to-peer
transfers.

It has become increasingly prevalentwith th

€ growth of e-commerce,
digital banking,

and the development of new financial technologies.

EXAMPLES OF DIGITAL MONEY

. s H I;
« Digital Wallets: Mobile payment apps and digital wallets, hkti Pa:rc:’rae
Apple Pay, Google Pay, and digital banking apps, allow users to s
digital money balances and make secure online payments.

* Cryptocurrencies: Cryptocurrencies, such as Bitcoin & Ethereum

* Central Bank Digital Currencies (CBDCs): Some ceptral I_:)ankls areencieS
exploring the idea of issuing digital versions of their national curr .

* Prepaid Cards: Prepaid debit or gift cards issued by financial institr:JtlcmrsCI
are a form of digital money. Users load funds onto the card, and the ca
can be used for transactions until the balance is depleted.
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WHAT EXPLAINS THE GROWTH OF DIGITAL MONEY?

Convenience: Digital money provides unparalleled convenience for
conducting transactions. Eliminating the need for physical cash or in-
person visits to banks. Mobile money technologies have accelerated.

Globalization: Digital money facilitates rapid cross-border payments.

Security: Many digital money systems incorporate robust security

measures, including encryption and authentication, to protect users' |
financial information. These security features reduce the risk of fraud, |

theft, and counterfeiting.

COVID-19 Pandemic: The pandemic prompted more people to embrace

contactless payment methods to reduce the risk of virus transmission. |

e ——— T ]

C

Liquid

Coins and notes

Asset on a balance
sheet

Medium of |
" exchange

-~ Standard of
deferred payment |

Touseina
supermarket trolley

]

I
Measure of value

As a return on an
investment

B e

@tbre of valué\f‘_,

Which of these are the main functions of money?
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What is the difference
between debt and

@ Pad 1
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= —
 DIFFERENCE BETWEEN DEBT AND EQUITY

| I

EQUITY FINANCE DEBT FINANCE

Finance from shareholders through the issue Borrowing money ~ requires paying interest
of new shares / stock which carry voting rights (on loans) and may also necd security
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DIFFERENCE BETWEEN DEBT AND EQUITY

+ Debt: Debt represents borrowing by individuals or organizations.

« It involves periodic interest payments and repayment of the principal
amount at maturity.

« Bondholders are creditors with a claim on the issuer's assets but no
ownership stake.

« Equity: Equity represents ownershipina business or an asset.

« Equity holders are shareholders or owners who have a residual claim on
the assets and earnings of a company.

« Equity securities include common stock and preferred stock.

L
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MORTGAGE INTEREST RATES IN THE UK

—-2 year fixed rate mortgages-+-3 year fixed mortgage -5 year fixed mortgage

——10 year fixed -2 year variable
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Bonds

In the world of finance, bonds are basically IOUs that
allow companies or governments to borrow money
from investors. When you buy a bond, you're lending
money to the issuer in exchange for regular interest
payments and the promise of getting your principal
back at a set time in the future.
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CORPORATE AND GOVERNMENT BONDS

CORPORATE BONDS GOVERNMENT BONDS
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BASICS OF ABOND

£1,000 bond

e Offers £80
annual interest
to investors

« Repaid in 2028

e 2028 is the

date of

maturity

* Yield = £80
interest /

market value
of bond

* Interest is paid
annually on a
set date such
as June 1st to
bond holders
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¢ Bonds are
traded in the
market so the
price can and
does change
e This changes
the implied %
yieldona
bond
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e

BOND PRICES AND INTEREST RATES

* Bonds have fixed coupon payments, and their prices are inversely
related to market interest rates.

* When market interest rates rise above a bond's coupon rate, the
bond's price falls because its fixed interest payments are less
attractive compared to newer bonds with higher yields.

* Conversely, when market interestrates.decline, bond prices rise

because their fixed payments hecome more appealing compared to
3 new bonds with lower yields.

BOND YIELDS

Government bonds are issued to fund state borrowing.

They pay a fixed rate of interest —a coupon — and most have
a fixed maturity date when the lender will be repaid.

Bonds are traded on a stock exchange, which means their
prices fluctuate according to demand and supply.

The yield on a bond is the coupon as a percentage of its
current market price.

For example, if the coupon is £1 000 and the current market
price is £20 000, then the yield is 5 per cent.

For more help visit our website https://www.exampaperspractice.co.uk/
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“The yield on a bond is the annual 20,000
coupon as a percentage of its market
price. For example, if the coupon is g
: . \y 000 2,
| £1,000 and the price is £20,000; then 7V
| the yield is 5 per cent.
|
| If the bond’s market price falls to
' £14,000, calculate its new yield. Give
| your answer to one decimal place.

60 SECOND-CALCULATION

“The yield on a bond is the annual Yield = (Co.upon /
coupon as a percentage of its market Market Price) x 100

price. For example, if the coupon is '
£1,000 and the price is £20,000, then | Yield = (£1 000 /

the yield is 5 per cent. £14,000) x 100

If the bond’s market price falls to :
£14,000, calculate its new yield. Give | ‘= 7.14%, or 7.1% to 1dp
your answer to one decimal place. S R ;

\nuese @\ONONIN P beruween Vie\cs ¢ Movet Pae o)
O lbond
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Yield on ten-year government bonds of selected countries
worldwide as of May 2022 (per cent)

Economic t
reasons why 10- | ..

year bond yields' .
- differ between |- I

countries -

190
164 152
1
I 0.24
UK Ireland France Germany Japan

Greece ltaly United Spain
States

GIVE ME 2...

| Reasons why 10-year bond yields differ between countries

Default risk: Countries with higher national debt or
and/or persistently large fiscal deficits will usually have
higher bond yields as investors demand compensation
for the increased risk of default.

Inflation risk: Countries with higher actual and expected
inflation will have higher bond yields to compensate
investors for the expected loss of real purchasing power.
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United Kingdom 10Y Bond Yield (percent) 3.6540 -0.0400 (-1.08%)

5
4
3
2
1

Jan 2020 2021 2022 2023 o3
1D W 1M 6M_1Y 5Y 10Y 25V Al

GIVE ME 2...

| Likely economic effects of a rise in bond yields on
] government debt for a country such as the UK

L.

Debt service costs: The government will have to pay more in
interest payments on its outstanding debt. This might reduce
the financial resources available for spending on education,
NHS and other priority areas.

of financial capital (hot money) from overseas which could
then cause a currency appreciation. This will help control
imported inflation but might worsen the price
competitiveness of export sectors.

B Currency appreciation: High bond yields might attract inflows
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COMMERCIAL BANKS - BRIEF OVERVIEW

1. Banks are licensed deposit-takers providing a range of savings
accounts

2. They are licensed to lend money and thereby create money via
new bank loans, overdrafts and mortgages

3. A commercial bank’s business model relies on charging a higher
interest rate on loans (or other assets) than the rate it pays out
on deposits (or other liabilities)

4. This spread on assets and liabilities pays the operating expenses
of a bank and helps them to make a profit

LEADING BANKS IN THE UK BY CUSTOMERS (2022)

Number of customers in millions
0 10 20 30 40 50 60

Barclays

HSBC

Uoyds Bank Group
Natwest
Nationwide

Virgin Money
Metro Bank

Bank of Ireland

First Direct
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MAIN FUNCTIONS OF COMMERCIAL BANKS

Accepting Deposits: Commercial banks offer safe and easily accessible deposit
accounts, including savings accounts, checking accounts, and fixed deposits.

Providing Loans: They extend credit to individuals and businesses for various
purposes, such as mortgages, business loans, and personal loans.

Payment Services: Commercial banks facilitate payment and fund transfer
services through checks, electronic funds transfers, and online banking.

Safekeeping of Valuables: Some commercial banks offer safe deposit boxes for
customers to store valuable items securely.

Currency Exchange: They provide foreignexchange services to facilitate
international trade and travel.

HOW COMMERCIAL BANKS MAKE PROFITS

Charging a higher interest rate on
loans than the rate paid to savers

Fees charged when arranging
business & personal loans

-
N T

pe

Many-banks provide currency and

rcenta 2A<KT  share-dealing services and charge a

brokerage fee for doing so
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TRADE OFF BETWEEN LIQUIDITY AND PROFITABILITY

« Liquidity: Commercial banks aim to'maintain sufficient liquidity to
meet deposit withdrawal demands-.and-fund lending activities. This
ensures that customers can access their funds when needed.

- Profitability: Banks seek to generate profits by earning more from
their assets (e.g., interest'on loans) than they pay on their liabilities
(e.g., interest offered on deposits).

» Security: Ensuring the safety and security of customer depositsis.a
primary objective. Banks use risk management practices to protect
against potential losses.
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TRADE OFF BETWEEN LIQUIDITY AND PROFITABILITY

« Liquidity vs. Profitability: Striking the right balanc.e }aetvxfeen.liqyifiity
and profitability can be challenging. While maintaining high Ilqyldlty
ensures safety, it may reduce potential profits. Banks must decide how

much liquidity to hold.

* Sometimes a central bank will im
requirements on banks such as a€as

« Profitability vs. Security: Pursuing high.er pl'OﬁtabIh'tt\/ oi::ten T:;I:fs
taking on more risk, which can j?opa.rdlze the ::C:m y.ferf:s
deposits. Balancing these objectivesis ‘cr.uaai;l GrI (:Jnfi!, e
sustainability. We saw the effects of this in the Globa _

pose minimum liquidity
h/deposits ratio

e e TN TR R EO T TR T

CAUSES OF COMMERCIAL BANK FAILURES |
1. Poor management: This can include taking on too much risk, making bad loans
2. Lack of diversification in the bank’s loan portfolio - for example, excessive

lending to the volatile property market.

3. Insufficient reserves to cover bad loans: Banks must set aside a certain amount
of money to cover the possibility of loan defaults

4. Run on the bank: A bank can fail if too many depositors withdraw their money at
the same time, this is called a run on the bank.

5. Economic downturns: Recessions can lead to an increase in loan defaults and a
decrease in the value of the bank's assets

6. Regulatory failure: Inadequate regulatory oversight can lead to risky practices,
fraud and corruption, and ultimately bank failure.
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BANK FAILURES — NORTHERN ROCK (2007)

northern rock ;
Northern Rock failed as a bank — -
in 2007 and was nationalised in
2008. Northern Rock's demise -
it was split into "bad" and
"good" sets of assets and

operations, with Virgin Money
buying the latter - was a shock
to the region's economy, as was
the banking crisis that followed,
as about 2,500 jobs were lost.

THE FAILURE OF NORTHERN ROCK

==

+ Basically, Northern Rock followed & flawed business model — it refied heavily'on
borrowing short-term from money markets to finance long-term mortgages. This
model left the bank vulnerable to a liquidity crisis, which occurred when the
global credit markets tightened in a credit crunch in 2007

« High level of leverage, or the amount of debt it had relative to its assets. This
made it more susceptible to a downturn in the housing market.

« Concentration of interest-only mortgages and those with high loan-to-value
ratios (LTVs) which sometimes exceeded 100%

« The bank also had a lack of liquidity and was unable to meet a large and sudden
withdrawal of funds by depositors, triggered by bad news. These events led to a
run on the bank, which caused the UK government to step in and nationalize the
bank in 2008. It was eventually bought by Virgin Money.
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WHAT IS A CREDIT CRUNCH?

1. Acredit crunch, also known as a credit squeeze, is a period when the
availability of credit from banks decreases, making it harder for individuals

and businesses to borrow money.

2. During a credit crunch, lending institutions may become more risk-averse
and increase their lending standards, making it more difficult for borrowers
such as households and businesses to qualify for new loans or to extend

their existing debts.

3. Banks may also call back loans or reduce credit lines for existing borrowers.
This can lead to a decrease in consumer spending and capital investment,
which can slow down AD and perhaps cause a recession.

Central Banks ‘

A central bank is the monetary authority and major
regulatory bank in a country. A central bank is responsible
for monetary policy and maintaining financial stability.

Examples of central banks

* Bank of England (UK)

* European Central Bank (ECB) for all member nations of
the Euro Area

* United States Federal Reserve (The Fed)

* Bank of Japan (BOJ)

T TS AR O |
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MAIN ROLES OF CENTRAL BANKS

1.

N

Central banks play a critical role in the economy by managing monetary policy and
maintaining financial stability. Here are some of their key roles:

Setting interest rates: Central banks adjust interest rates to control inflation and
promote economic growth.

Regulating banks: They regulate banks to ensure they are financially sound and to
protect depositors.

Maintaining financial stability: They act.as a lender of last resort, providing liquidity
to financial institutions in times of crisis.

Issuing currency: They are responsible for issuing and managing the country's
currency. This might involve operating with a managed floating exchange rate.

Conducting research: They conduct research and provide advice to policymakers.

I b

‘\————-—*

Base Interest Rate (Bank Rate)

The main interest rate set by a nation’s central
bank. This is the rate of interest charged to
commercial banks if they must borrow from
the central bank when short of liquidity.
Market interest rates often take their cue from
changes in the Base Interest Rate.

For more help visit our website https://www.exampaperspractice.co.uk/
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FACTORS CONSIDERED WHEN SETTING BANK RATE

Rate of growth of real GDP and the estimated size of the output gap

Forecasts for price inflation

Rate of growth of wages and other business costs

Movements in a country’s exchange rate

Rate of growth of asset prices such as house prices

Movements in consumer and business confidence

External factors such as global energy prices and inflation in other countries

* Financial market conditions including the rate of growth of credit / money

—

—

INFLATION AND BASE INTEREST RATES IN THE UK

[—

mmCentral bank interest rate  =s=Inflation rate
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LARGEST CENTRAL BANKS WORLDWIDE

International reserve assets held in USS billion
0 500 1,000 1,500 2,000 2,500 3,000 3,500 4,000

People's Bank of China 3,379

Bank of Japan

Swiss National Bank

US Monetary Authorities

Central Bank of the Russian Federation
Reserve Bank of India

Central Bank of the Republic of China
Saudi Central Bank

Hong Kong Monetary Authority

Bank of Korea

e

TH,E LENDER OF LAST RESORT FUNCTION

| —

' Lende;‘of Ias.t Irgjirz a role central banks play in times of financial distress. When
other financial institutions are unable to provide loans, the central bank steps in to lend

money to banks and other financial institutions. Thi iquidity cri
e ; . This prev | d helps
to maintain financial stability, prevents liquidity crises an p

. gmerge:cyf I.endlng: Central t.)anks provide emergency loans to financial institutions in
times of crisis to prevent their collapse and limit systemic risk.

+ Discount window: They also provide short-term loans to banks at a slightly higher
interest rate than the market rate. This is known as the discount window.

° Colla?gral requirements: Central banks require collateral from financial institutions as a
' condition for lending. This helps to mitigate the risk of default.

. RePl{tatiOn: antfal banks are known as the lender of last resort due to their ability to
provide loans in times of crisis, which can help to prevent financial panics.

For more help visit our website https://www.exampaperspractice.co.uk/
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RECENT EXAMPLES OF LENDER OF LAST RESORT

* In 2008, during the global financial crisis, the U.S. Federal Reserve (Fed)
acted as the lender of last resort to several financial institutions, including
Bear Stearns, Fannie Mae, and Freddie Mac.

* In 2012, the European Central Bank (ECB) provided emergency loans to
banks in the eurozone to help stabilize the region's financial system.

* In 2020, during the COVID-19 pandemic, central banks around the world
acted as lenders of last resort to support their economies. For example,
the Bank of England provided emergency loans to UK businesses and the
Reserve Bank of India provided liquidity to Indian banks.

—

CENTRAL BANK AS BANKER TO THE GOVERNMENT

el

|+ Central banks have several important roles as the "banker to the government”:

| K Issuing government bonds: Central banks can issue and sell government bonds
on behalf of the government to finance its budget and borrow money.

2. Managing government debt: Central banks can help governments manage
their debt by buying and selling government bonds in the market, helping to
stabilize prices and maintain liquidity.

3. Providing advice: Central banks often provide economic and financial ac?vice to
governments, helping them to make informed decisions about fiscal policy and
other issues.

* Basically, central banks act as the government's financial advisors, lenders, and
money managers all rolled into one!

-__—-*
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GIVE ME 2...

Two roles of the Central Bank in the United Kingdom

Operation of monetary policy — setting base interest
rates to meet the inflation target (2%). No direct

intervention in the exchange rate — the UK operates a
free-floating currency

D Lender of last resort to the financial system during a

liquidity crisis / credit crunch.

SN, |

— =R TAFE o 7
THE FINANCIAL CONDUCT AUTHORITY (FCA) N

|
|
s —_— -
yf-.._'_-_-_‘_-—_—-_ T

|« Regulation and Supervision: The FCA is res

banks, investment firms, insurance companies, asset managers, and consumer

credit providers. It sets regulatory rules and standards for these firms, conducts

prudential supervision, and ensures that they comply with applicable
regulations.

ponsible for regulating commercial

« Consumer Protection: The FCA focuses on protecting consumers by ensuring
that financial products and services are fair, transparent, and not misleading. It
enforces rules on consumer protection, including those related to the sale of

‘ financial products, conduct of business, and treating customers fairly.

« Market Supervision: The FCA actively monitors financial markets to identify
risks and emerging issues

For more help visit our website https://www.exampaperspractice.co.uk/
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THE PRUDENTIAL REGULATION AUTHORITY (PRA)

Prudential Supervision: The PRA is responsible for prudential supervision of
banks, building societies, credit unions, insurers, and designated investment
firms. Prudential supervision involves assessing and ensuring the financial
soundness of these institutions to prevent financial instability.

Setting and Enforcing Prudential Standards: The PRA establishes prudential
standards and requirements that financial institutions must adhere to. These
standards encompass capital adequacy, liquidity, risk management, governance,
and other aspects of an institution's financial stability. The PRA enforces these
standards to ensure that financial firms maintain appropriate levels of financial
resources to withstand economic and financial shocks.

B W.:ays in which financial regulatdrs can reduce the risk of \
commercial bank failures in a country such as the UK.

tests.

Direct interventions: Setting maximum loan to
valuation ratios in the mortgage market. Increasing the
cash-to-deposits ratio for a commercial bank.

Prudential regulation: Require banks to maintain
D adequate capital to absorb potential losses and
withstand adverse economic conditions. Use of stress

T ERE S AT T e e e
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You have 60 seconds to categorise these eight functions of
the Bank of England into one of the three categories

[ AA " . n Financial stability . ] ;
A" F
| Monetary Policy Function Rout functi 1= ¢ Policy operation functions

‘ 1) Lender of last resort to the e 2) Overseeing the payments

3) Supervision of the wider
| banking system systems used by banks/retailers I financial system
credit card com

| 4) Managing hquidity in the P
| commercial banking system

S) Quantitative easing /¥ 6) Setting of interest rates

7) Prudential policies designed to 8) Infrastructure provision
maintain financial stability P’ function

Topic: Role of Central Banks < can you fill in the gaps?

Central banks are crucial institutions in modern economies, responsible for various functions that help
maintain economic Sralo\ iy and support the financial system.

Key Functions of Central Banks:

1 |mplementation of Monetary Policy

central banks have the primary responsibility for formulating and implementing monetary policy, which

ivolvesmanagingthe MUY SAP7% and interest ratesto achieve specific economic objectives, such
as g Steb by and economic growth.
fJa¥

Tools of monetary policy include open market operations (buying and selling government securities),
setting AYe AT rates (e.g., the policy rate), and reserve requirements for banks.

central banks adjust these tools to influence _y, orrovry
economic activity.

costs, inflation rates, and overall

2. Banker to the Government

For more help visit our website https://www.exampaperspractice.co.uk/
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Central banks act as the government's banker by managing the government's bank accounts, facilitating
payments, and helping with debt issuance and management.

They often oversee the issuance and redemption of government 1 ¢ ¢l and treasury bills, helping the
government_yc\ _ its operations and manage its debt.

Central banks also provide advice on fiscal and monetary coordination to ensure overall economic
stability.

3. Bﬁ-kerto the Banks — Lender of Last Resort

Central banks serve as a lender of last resort to financial institutions, especially during times of financial
Crises of _ vy A NS .

In this role, central banks provide emergency funding to banks facing Jve1n ' problems to prevent
systemic financial instability.

By offering short-term loans (often referred to as the discount window), central banks help maintain
confidence in the banking system.

4. Role in Regulation of the Banking Industry

Central banks often play a critical role in au»szmm : and regulating the banking sector to ensure its
stability and soundness.

They set and enforce prudential regulations, including capital adequacy requirements and risk
management standards, to prevent excessive (4 Sh-tuh oo by banks. |

Central banks may also conduct regular bankexaminations Lo assess the financial health and cempliance
of financial institutions with { € Gty standards.

Understanding these key functions of central banks is essential for A-level economics students as they
examine the role of these institutions in managing monetary policy, supporting government operations,
safeguarding the financial system, and regulating the banking industry. Central banks play a pivotal role

in maintaining economic stability and responding to financial challenges, making them a central topic in
the study of economics.

stability / risk-taking l/ bonds /

bank runs

regulatory

| liquidity
money sunmv‘/ borrowing / supervising v/

price stability \/ interest L/ fund v
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hutps://www.youtube com/watch?v=IkwrdgQEVNE
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\1in 2019 The roles of financial markets in developing Iw O -rr-,—-_op..’i(_‘/%{ T a3
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/ emerging countries )

|Causes and effects of financial

kened the financial sector to the brain of the economy t 15
apital. It runs

Jdding capital tonew

ns well economies prosper, when it does It: jobs
omies and societies suffer. ” Professor Joseph Stiglitz

Market rigging /
financial instability financial markets collusion

Market failure occurs whena | /7 —rr
market fails to allocate scarce | - &
resources in an efficient and/or | )

:lh&wm-uwa loss

economic and social welfare. | hazard and Asymmetric
I this context, financial market -‘-PG:L'I'”‘: m:"" T;:ud“ 10 risk- information and
ﬂnm*uﬂuw behaviour taking complexity
‘externalities that come from ;

financial instability. 5
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In finance, the private sector left to its own
devices will never price the consequences
of Its actions. Although externalities exist in
many markets and industries, those in finance
seem ally large - contagion within the
financial sector to other borrowers and lenders
from interconnections and panics and fire sales,
and the aggregate demand externality from the
responses of heavily indebted households and
businesses to shocks to income, interest rates of
credit availability.

Those externalities damage Innocent third
rties in the form of higher unemployment and
ost income when the financial sector cannot
perform its normal intermediary functions and
credit dries up

[ ]

Externalities of

financial
instability

Per cordt of COP

250

Finangia! orives happened ' Jopan amet
; |l Yy e -
. . Ching credit boom Soanith '.-'-I'._n{ Pron ==
Countries that el
L - - 150
underwent
sharp credit s y
booms have |[sei. '; K
often (| P S
: L :m?b,}:‘u:rn:mjadﬁ u‘rmﬂ-rrﬂmum

experienced a
Crisis
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financial crises have real and lasting consequences

ot Level of real GOP in the Great Recession and Grest Depression

Some Mpdame, Bol
™ ux
raten, Yoar O » 100 0 ndew, Yewr Gu 000
w0
] 0
. :: 120
w L]
L]
L% 0
ey . ‘8 .
'.u::ait:lon )

0 1 2 3 4 8 ¢ 7T 8 » W

Yaars o e of orgie Yewry irom i of crigy
P — s Groat Depressior (Year 0 = 1929)
JR——y S LR = Grail Robcoamir, (v omr O = 2007

Cartauator of pry ras vera [Vl 07) Corirugter of gre-trun werg (9807

Ten years after the Great Recession, real GDP in the US and the UK remains well
mm dcouldhmbemhadgmmmmepfmm

Ac:gﬁlngtoﬂ\e Bank of Endand
The GlobalFinancial Crisis cost

everyone in the UK £20,000

— Depositors
aye Risk of lost
o (Bailout costs) Y {Ris

savings)
from periods Creditors P ey
i e (Unpaid debts) (Lost equity)

f financial
nstability
Government
Emplt_wees (increased
(Lost jobs) fiscal deficit)
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o Buying and selling of shares (e.g.
insider Information in stock markets)

. L g W Credit risk with a borrower (the bank
Asymmetric =53 knows less than a debtor with a

v : . ited credit histo
information in m v

{ AN l Risks in insurance markets (buyer
markets knows more than the seller!)

Asymmetric information can lead to
A moral hazard and adverse selection

+ ball-outs of failing

mmmerciai and investment
banks
- . : .
Exam Dl €5 of Sub-pnme mortgager. -
moral hazar d other banks were taking on
most of the risk

in markets

=1  Generous health insurance
- can lead to over-prudiblﬂs
ofdrugs -

- :_"
gy '_-t
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Monopoly / oligopoly power
in financial markets e.g.

dominant commercial banks
and insurance companies

Attempts to rig the foreign
exchange (currency)
markets

&

Market power and market rigging

e st o

LIBOR-fixing scandal

(LIBOR is the London
interbank Offer Rate)

Allegations of price fixing in
bond and derivatives
markets

=3

Market rigging

higyest banks accused of price- (ixing Fannic

i g T S N o S i e By me
- e it Bl o o Bl ol it Wi = Pl Ml e P

Ther bwrg Fogal

|
Libor scandal: the
bankers who fixed the
world’s most important
number
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e ‘o

For more help visit our website https://www.exampaperspractice.co.uk/


https://www.exampaperspractice.co.uk/

=

EXAM PAPERS PRACTICE

/

Yower: Oligopolistic UK commercial banking industry

Chart shows the market share of
B VA Yesco Bank total assets for leading British-owned
B banks in the UK in 2017
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17. by market share of gros

w3014 w2015 w2016 m2017 Share of gross lending

3

5 firm concentration ratio

2
7

2014: 64.2%
2017:58.1%

it
(=4
o
" 4

Market share of gro lending
”
i

3

0
= Uoyds Banking Nationwide BS Royal Bank of santander UK Barchays HSBC Bank  Coventry 8§ Virgin Mosey
Growp Scotland

Reguistory barriers —[.e. the need to be given

- a banking licence by the central bank
l 8] =y T ot alribriddentry & comdof |
Barriers to b 1 qntering the market including marketing costs,
entr‘f in buiiding IT and payments infrastructure
commercial Strategic advantages of larger banks -
' . mmwmm
b3 ﬂkmf;.‘}- L low rates of customer switching
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Thh'l banks used for current accounts in le-llﬂlﬁ)

which bank or financial services provider do you have your main
current account with? (% of respondents)

m Established challengers: Tizst Qirect, Metro Bank, 158, Virgin Money

(@ Online banks: Atom, Monzo, Zopa, Tandem
M Supermarket banks: Asda Money, M&S Bank, Sainsbury’s Bank

K&, Fin Tech companies offering banking services: Azimo, iZettle, Curve

E The Next Wave - digital platform companies such as Google and Apple
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Economics of Commercial Bank Bailouts

https://www.youtube.com/watch?v=gxseumwDgVw

UK
Commercial

Bank Bailouts
from 2008
onwards

WI Bank of Scotland (government acquired
84%) - still retains around 60%

Lloyds Banking Group (government acquired
43%) ~ all shares now sold

North-ern Rock (100% nationalised) = sold to
Virgin Money {2012)

-Bradfurd and Bingley (100% nationalised - 2010,

Bradford & Bingley was renamed Santander UK

Total spend on UK bank bail outs estimated at
£137 billion, net spend is around £23bn
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Justifications for bank bail-outs

[, Negative multiplier effects on AD & growth from thousands of banking jobs lost

il and medium-sized businesses
Banking collapse might squeeze lending to sma aﬂnance it

o mneedwbomwmonevtosuyln business or
il = this might worsen
Savers ioners are at risk if commercial banks fa
4 povert; ::ffe'fd to Increased pressure on government welfare payments
d loss of trust in the financial system
severe drop in confidence (animal spirits) an tr
- I8 risks 3 deﬂ?ﬂonarv depression rather than a cyclical recession

—so the not
Money spent on bail-outs can be recouped as the economy recovers — SO
$ cost is Ilmnto be smaller as the government unwinds the bail-out
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Key argument:
Systemic risk

Systemic risk is the possibility
that an event at the micro
level of an individual bank /
/s insurance company could
then trigger instability or

/ collapse an entire industry or

economy.

. Bail-outs increase government borrowing and the

national debt which risks causing higher market
interest rates and increased taxes in the future

. Funds tied up in a bail-out could be used to invest

in infrastructure or health & education services (big
opportunity cost)

3. Moral hazard argument - bailing out a commercial

bank may influence their behaviour causing them
to take higher risks in the future

4. Equity issues —why should taxpayers pay the price

for a bail-out? Are banks that different from
steelworks, airlines, travel companies or loss-
making retailers?

_ Austrian school = Economists such as Hayek argued

that allowing loss-making banks to fail is part of the
normal process of capitalism — new banks will take
their place perhaps with less risky business models

For more help visit our website https://www.exampaperspractice.co.uk/
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Key argument:
Moral hazard

« Moral hazard happens when an
agent is given an implicit guarantee
o% support in the event of making a

loss — e.g. insurance I:ay-outs or

state bail-outs for failing banks.

¢ This can cause the agent to change
their behaviour and take higher
risks knowing that they have an
insurance in hand.

« “Profits are privatised whilst losses
are socialised”

« Case for bail out may depend on significance of
financial sector to a country e.g. UK City of London, risk
of capital flight, exports of financial services, banking
profits as a source of tax revenues

« The US and UK chose a bail-out approach (although
Lehman Bros could go bankrupt) + measures/tests to
improve banking resilience at times of stress

* + Bail-outs have now largely been replaced by bail-ins -
A CO ntEXt fO J e.g. commercial bank issue bonds which are converted

Eva I U atl on.: into equity if a bank's losses wipe out their capital
buffers / reserves

» Iceland’s three leading banks defaulted in 2008 -
government nationalised them and then liquidated
them — this came at a severe short-term economic cost

+ Alternatives to bail-outs include tougher rules on
lending (e.g. for housing mortgages) and supply-side
reforms to encourage new banks into the industry
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¥ f
Royal Bank of Scotland

o * RBS continued to make heavy
gﬂmﬂ losses for several years
* Government has sold some of
N the shares but never at a price
- above what they paid as part
%0 of the original bail out

* Plan is to sell £3 billion worth
of shares every year until
2022-23. Last RBS shares will
be sold in 2025 - 17 years after
the first ballout.

* Estimated cost of the bailout

0 —— ey S overall is £27 billion = justified?
1991 1994 1997 2000 2003 2006 2009 2012 2015 2018

In 2018, the International Monetary Fund (IMF) lent Argentina $57 billion as part of a ballout

_package to help prevent the country’s government defaulting on its debts. This financial
crisis also caused significant capital flight out of Argentina's economy.

(Source adapted from: https//www.ft.com/content/? 37b48bc-¢1¢9-11e8-95b1-d36dfef1b89a)

(a) Explain the r:"e of the IMF in providing financial assistance to countries such as Argentina.
I.OIKC h e 4

ﬂﬂ VIME S o oo oyt axoon sahon, e

,{}Qm&‘)“; T C)‘L_{ ?_‘)'.'(:L«lﬂr“r\f_!;-lcf _ r‘fj“ O “.L'." . E Lﬁ _ \L’: r\ci\nc\:} o

Jﬁ{gﬁﬂ’” NN O %57%\\10'“ . o o b m&.,.,.pa.cﬁe{svr
15__1“_&\10&&'.“3%*'963[@%’ T .ngm%
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(b) Which one of the following is most likely to happen to Argentina’s currency value as a
result of capital flight, assuming it is operating with a floating exchange rate system?

X

D
[

a

o n @ »

(1)
Appreciation

Depreciation /
Devaluation @
Revaluation

Monthly additions to UK credit card lending, £ billions, 2015 - 2017

£ billions 14000 1

13080
13000
12500
12000

15500 - -
15000 T
14500

16000 7

0

Nov 2015+

Jan 2016+

Mar 2016+

May 2016

Sep 2016

Sep 2015+
Jul 20164
Nov 2016-
Jul 20174
Sep 2017

(Source: https://www.ukfinance.org.uk/statistics/cards/)
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(@) Which one of the following would be most likely to cause an increase in credit
card lending? o

(1)
B A Afallin interest rates @

O B Afallininvestment -

B3 € Anincrease in the deficit on the current account of the balance v
of payments

B D Anincreasein savings «

(b) Using the chart, calculate an index number for a : di
in March 2017, using January 2016 as t dditions to credit card lending

he base. You are advised to show your
working.

(2)

M.&.Lomo__..;l.l.,s._._h%,‘,./ |
- @

Moth _20\7 - 1S 000
Aoy 2016 -\, 000 4

e 4 - e AR R P o i 558 L B g 55
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(€) Explain one possible link between an increase in credit card lending and the rate
of inflation. T
| AC = A D T darmpad-
2y ?ﬁm%f!’g Cxed NN _covd) \G’mc\ch Xige onN 1\ _be wnllahon
AN |alreye o oexvend  Yor ooy ond..
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UK total bank lending to individuals, percentage change on previous year

2014 2.5%
2015 3.2%
2016 4.0%

(Source: Bank of England 2017)

(a) Explain one likely reason why consumer demand for bank loans has increased.

S S

(b) Which one of the following Is most likely to.result from.an increase in bank \NaoyreCk
lending-toindividuals? 1

€~ An increase in unemployment —

0 A Animprovement in net trade (X-M) -
™ B Anincrease in consumption- / @
[
¥ D Deflation

() Calculate the index number for the total value of bank lending In_?,n_‘l._ﬁ_using 201 5
as a base year.

{2)

.0 4 ity 2 ¥OS y\"
3.9 4

Hao q\bﬂ ’-f- f SG IUU = —-—IUtF _____________________

)
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o wmrole of financial markets. "

one xoe <) RoonCion  MONRIR I3 4O a2

’_‘Q]LMQ_Q&Q‘ e }JQ_M.Q{\ ﬁcp%&wxsl_i o A oca @

I

_ e gn, Wﬁﬂ—,_a_wan}ﬁn% W _outr Yo

@M‘Z LA € peeonfTn - ¥gvgh ACJAT
(&) Explain ane reason why the UK central bank used quantitative easing following

the Global Financial Crisis of 2008, .

fo__\0Crete  YOUDLPoss  (AUORIVER o0 COee s |

A hh e cadio N\ eed AOVR 4o AR [ ResCodL,
‘};\M Now - €9 to A bagik hepudiy s more uilling fo Lead
o o To prevent deflahan/ 1 growkh by 1 e .
(&) Which one of the following would be the most likely cause of 'market failure in MoNay SUp PIAj

the financtal sector? "
A Banks charge higher interest rates on higher risk loans -
B Banks do not create any external costs or benefits in their operations -

C Banks know that the government will bear the risk of customers defaulting on
loans

M
D Banks and their customers have symmetric information l/ @
roower [ C |

Raod ol Feedbadk
coxehlly), Sofia
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Class Homework - Paper 3 Data Response June 2018

Indonesia
Figure 4: World coal prices, 2006-2016, US dollars per tonne
250
200
150 : - I
S
i X
50
0 | I | I [
2006 08 10 12 14 16

(Source: hup:!!www.ecnnomlst.comfne\wfwoﬂd-w&bmmozs-bu siness-week)

Figure 5: Indonesia’s real GDP, annual percentage change
10 —

; 1\7/3, AV—

+

change -
in GDP

10

15 e
| ' ! T T

2006 08 10 12 14 16
(Source: httpJ//www.economist.com/news/world-week/21697025-business-week)

For more help visit our website https://www.exampaperspractice.co.uk/


https://www.exampaperspractice.co.uk/

7

EXAM PAPERS PRACTICE

gt
M.comkouﬁodl
e economy is expected to grow by an average of 4.8% a year between 2017

o 2021, Joko Widodo, president of Indonesia since 2014, is increasingly confident in his
ole and now has enough political support to pass some of his desired supply-side reforms.
ment has been aggressively trying to improve the business and investment
svironment by easing regulations and offering tax incentives, for example to firms

pvesting in special economic zones.

ndonesia receives US$2.3 billion a year in overseas development aid, which is mainly
spent on education and healthcare. There is also ongoing aid from international
institutions and non-government organisations paying for restructuring after the 2004
Indian Ocean earthquake and tsunami, which led tothe loss of over 170 000 lives and
much damage to economic livelihood. Ald agencies have supported the Indonesian
government in providing healthcare free at the point of access for 88 million of the
poorest people, free schooling for 12 years for.each child, and tertiary education for
students accepted into university. There isa scheme 1o provide each of Indonesia’s
15.5 million poorest households with a cash transfer of 200 000 rupiah (U5$14.37) a
month. The World Bank has approved US$800 million in infrastructure loans to Indonesia,
with another US$950 million as conditional loans. The Asian Development Bank has
committed itself to lending US$2 billion. In December Japan's development agency lent
Indonesia US5535 million to construct two power stations.

(Sources: adapted from http:f!cDUnw.elu.conmﬂdonesla and httpy//www.economist.com/

news.-‘speclal-report.-‘z16934o+aﬂer-decades—underlnvestment—
infrastructure-spending-picking-up-last)
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ExtractE
Indonesia’s economic policies as commodity prices collapse

i rid’s fourth largest exporter of coal and the raw material accounts for
"‘t.‘l '?;n c:ulef‘5 ;MM other main exports are crude oil, palm oil, rubber and tin. Its main
commedity exports tripled in value between 2000 and 2010, and as exports boomed, so

did the economy. But the value of commodity exports has fallen by more than half from
its peak. Coal now sells for just USS$50 per tonne, against US$125 in 2011.

in the decade to 2014, Indonesia's real GDP grew by an annual average of 6%, but the
collapse in commodity prices has slowed the economy. In 2015 growth was 4.8%, the

clowest rate since 2009. But compared with many other commodity exporters, Indonesia
is getting off lightly.

The value of the rupiah, Indonesia’s currency, against the US dollar has fallen by 30%
since 2013, but has since stabilised. Other emerging market currencies have d_eprecmttlzd
even more steeply over that period. Despite the weak exchange rate, Indonesna’s’in'ﬂatson
rate has mostly remained within the central bank’s target range of_3—5%."rhe main impact
of the rupiah’s fall has been to curb imports, helping limit Indonesia’s current account
deficit to around 2% of GDP despite weaker export earnings. A cautious fiscal policy
during the boom years has allowed for 2 modest fiscal expansion to offset the effects of
weak exports and investment. The national debt is just 26% of GDP.
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Mr Widodo knows that Indonesia cannot raise its long-term growth rate if the economy
remains reliant on coal. It needs a broader range of manufacturing and service industries.
If new enterprise is to flourish, Indonesia must support local entrepreneurship. The
labour market is inflexible. To start a business takes an average of 47 days, compared with
four in Malaysia and two in Singapore. The President’s supply-side policies are improving
the business climate. The average number of days needed to approve a new power plant
has declined from 900 to 200. The government recently revised its “negative investment
list* of sectors in which foreign ownership is banned or restricted, fully opening up

the rubber, film and restaurant sectors, among others. In 2015 he launched a series

of measures to try to reduce government failure, including easing some regulations,
streamlining licensing procedures for firms on industrial estates and providing tax
incentives to invest in special economic zones.

The government has used savings from cutting fuel subsidies, worth over 4% of GDP,

to fund extra capital spending. But the budget deficit still widened to 2.8% of GDP, very
close to the legal limit of 3%. If public expenditure is to increase further, the government
will need to raise more revenue. That will not be easy. Most workers and employers pay
little or no tax. Only 27 million of Indonesia’s 255 million people are registered taxpayers,
and in 2014 just 900 000 of them paid what they owed, leaving it with a tax revenue to
GDP ratio of around 10%. Big companies say that they are being squeezed harder by the
tax authorities because they are an easier target.

Infrastructure spending will help bring foreign investment and good jobs to Indonesia

as well as encouraging exports. Indonesia’s infrastructure problem can be summed up
a< 100 few roads and congested ports. In the short term, infrastructure spending puts
people to work and boosts demand for raw materials. In the longer term this spending
offers the chance to make up for decades of neglect and underinvestment. Indonesia has
plans for 65 dams, 16 of which are already under construction. In 2015 work started on
the Keureuto Dam, designed to boost agricultural productivity in Aceh. Recently fields
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were flooded for the massive Jatigede Dam in West Java, after 20 years of delays. Once
complete, the dam will irrigate 90 000 hectares of rice paddy, increasing efficiency by
qgiving farmers two harvests a year instead of one.

(Sources: adapted from http:’fwww.econmnlst.cnmfnm:‘spedal-reportfz1693405-
secure-growth-it-needs-indonesia-mu st-resist-its-protectionist-urges-roll-
out and http://www.economist.com/news/special-report/21693404-after-

decades-underinvestment-infrastructure-spending-picking-up-last)

2 (a) Using the data in Figure 4 and other information provided, explain the likely
change to Indonesia'’s terms of trade since 2011,

(b) Examine the likely effects on the profitability of Indonesian rice farmers of the

government’s increased investment in dams. (Extract E, lines 43-48). Use a cost and
revenue diagram to support your answer.

(c) Discuss the benefits of aid to Indonesia.

EITHER

(d) With reference to the information provided and your own knowledge, evaluate
the microeconomic and macroeconomic effects on Indonesia ofthe volatility of
prices of commodities such as coal.
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