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FACTFILE:
GCE ECONOMICS

The Financial Sector 1

Learning outcome
Economics A2 2 
Students should be able to
•  understand the role of the financial sector and its 

impact on the real economy

How will the topic be tested?
Section B or C
You may be asked to examine issues including
• banks and the money supply
• the importance of the financial sector

(In essay questions these ideas are most likely to 
be background knowledge)

A22 THE FINANCIAL SECTOR (1) 

A short ‘glossary’ 
[definitions as they are used in the context 
of this factfile]

ASSET – something owned by a company or 
individual which has actual or potential value

LIABILITY – something owed by a company or 
individual - an obligation to transfer assets at 
some time in the future to someone else

LIQUIDITY – the ease of converting an asset 
into spending power (cash)

SECURITIES – forms of financial investment 
intended to provide a return to the buyer - 
these include stocks, shares or debentures, or 
government or corporate ‘bills’ and bonds

MATURITY – the point at which a bond or 
other security becomes due to be repaid to an 
investor

DEREGULATION – ‘cutting red tape’ / reducing 
the extent to which the state interferes in a 
market/ promoting free market competition
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Financial services sector:
what it includes and what 
you really need to know

You really need to understand how banks work. 
(After deregulation of banking about thirty years 
ago, many organisations with “Building Society” in 
their names began trading as banks). 
•  There still are Building Societies which exist 

solely to help people buy houses of their own, 
charging lower interest rates to borrowers, but 
these are mostly smaller institutions accounting 
for less than 20% of the total funds in that sector. 
Credit unions are an alternative form of local 
banking, generally run as co-operative societies; 
no more detailed insight is required.

 
•  Investment banks and other institutions once 

classified under the umbrella term “merchant 
banks” are economically significant. All you need 
to know about them is that they may facilitate 
international trade or the raising of finance for 
corporations, including share launches. There 
is a whole range of other financial activities 
involving options, futures and credit guarantees 
all involving some speculation about future prices 
or the trustworthiness of partners in a business 
transaction. It’s only useful to know that this 
happens, and that some institutions might incur 
liabilities now, relying on the money received in 
future from such transactions. 

•  Another activity involves buying and selling of 
debt. This sort of trading was involved in the 
collapse of the Northern Rock Building Society - 
the event in 2007 which gave early warning of the 
crisis to come. 

Simple illustration 
You lend 90p to each of ten people who agree to 
repay £1 in the future. I buy from you the right to 
collect their pounds; you charge me £9.50. If even 
one of your debtors defaults, I made a poor bargain.

•  The Stock Exchange: operationally, any insights 
you may have acquired in A2 1 of how company 
performance affects share values, and how 
ownership of a company may change hands are 
sufficient. The prestige, efficiency and volumes 
of business of the London Stock Exchange make 
it important; significant fees are earned on 
securities trading.

•  The same applies to insurance companies; 
general vague insight is enough. The principles 
of insurance are simple; it involves pooling of 
risks. Assume that all other things are equal and 
all probabilities constant: if one in one hundred 
houses burns down, 100 home-owners could pay 
1% of the value of their house into a fund, and the 
unlucky fire victims could draw on this to rebuild 
their house. Insurance customers pay premiums 
to their insurers and the companies use these to 
generate profit. Since insurers may assume that 
not all their customers will be claiming at any 
particular time, they put their revenues to work 
by investing them in a range of securities. They 
hope to time the maturity of their investments to 
ensure a steady stream of income to meet their 
obligations to customers. 

•  Investment companies and pension funds work 
in roughly the same way, except that they deduct 
an agreed percentage from profits they generate. 

 •   The other essential for detailed insight is the 
Central Bank; 
–    in the case of the UK, this is the Bank of 

England. (The qualification specification also 
includes the European Central Bank, but that 
is not comprehensively covered in this file.)
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The importance of the 
financial sector
The real economy is where goods and services are 
produced. The financial sector involves trading 
securities. That is not to say that wealth is not 
created there. The two are interlinked. 

Production depends on investment. Theoretically, 
manufacturers could invest in new technology 
without sophisticated financial infrastructure, but 
financial services make that simpler. Fluctuations 
in production costs may be ironed out, making 
future planning easier. Production depends on 
consumption. The global recession of recent years 
is an indication of what can happen when banks are 
not lending money.

In a 2015 report to Parliament, the importance of 
financial services to the UK economy was illustrated 
in terms of Gross Value Added and the balance of 
payments on current account. In 2014, financial 
services had accounted for at least 8% of the UK’s 
GVA. In 2013 the surpluses on insurance, pensions 
and financial services had totalled £59.2 billion 
out of a total surplus on trade in services of £78.9 
billion; that is over 75%. The report also noted that 
there were more than one million people (3.4% of 
employed people) working in the sector in 2014. 
Report – The financial sector’s contribution to the 
UK economy

However, in a pamphlet published by the Bank 
of England itself, “Your Money and the Financial 
System”, Joe Ganley, the Bank of England’s 
communications resources manager, points out 
that “by 2007, lending by British banks had grown 
to five times the size of the UK economy.”
Bank of England – Your money and the financial 
system PDF

Don’t be intimidated by this. Think instead 
of what you have heard about, for example, the 
slump in property prices since 2007. Easy access 
to purchasing power had pumped up the value of 
some assets to wholly unrealistic levels. The boom, 
fuelled by lending too often based on “securities” 
which were next to worthless, was an illusion. 
The “value” mistakenly attributed to housing, 
artworks and securities simply disappeared when 
the bubble burst.

Thus a well-regulated financial sector is essential to a 
modern economy, but it’s essential, too, that it serves 
the real economy rather than the other way round.

Some interesting comparisons
Historical factors often account for international 
differences in the importance of the financial 
sector. Although the average contribution of the 
financial sector to GDP is only 4 to 5% for the whole 
EU, Luxembourg’s financial sector accounts for 
more than a third of that nation’s GDP. A recently 
available corresponding figure for Ireland is a little 
less than 10%. Switzerland’s is only a little larger 
proportionately than Ireland’s, at 10 to 11% of GDP, 
and finance and insurance contributed 7.2 percent 
(or $1.26 trillion) to the GDP of the USA.

http://researchbriefings.parliament.uk/ResearchBriefing/Summary/SN06193#fullreport
http://researchbriefings.parliament.uk/ResearchBriefing/Summary/SN06193#fullreport
http://www.bankofengland.co.uk/education/Documents/resources/financialsystem/yourmoney.pdf
http://www.bankofengland.co.uk/education/Documents/resources/financialsystem/yourmoney.pdf
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What is money?
At the time of writing, only about 3% of the 
“money” used in transactions within the legal 
United Kingdom economy is cash - that is, 
banknotes and coins. The rest is in some less 
visible form. It will be most convenient to consider 
the other 97% as use of credit and debit cards, 
electronic payments (including digital currencies 
and mobile wallets), and cheques. The possibility 
that the real world is more complicated need not 
affect us at GCE level!

UK banknotes are held as a store of value by 
citizens of other countries whose domestic 
currency is less stable, and it is estimated that 
cash is preferred in a vastly greater proportion of 
transactions in the shadow economy .. (well, yes!)
When someone slides a plastic card into a reader 
at a supermarket, or enters its number at an online 
retailer’s checkout, - and the bank that has issued 
that card agrees to the payment - they are using 
money. JK Galbraith, an economist who could 
always be relied on for a re-quotable quote, said 
that the process by which money is created is so 
simple that our minds refuse to believe it. But it’s 
true: if a bank backs your offer to pay someone, it 
can create money.

What banks do ... 
Firstly “banks”, sometimes called “High-Street 
banks” are organisations whose branches you see 
in the main streets of towns. They include Danske 
Bank, First Trust and Bank of Ireland, Halifax and 
Santander. Both the latter businesses once traded 
as building societies (Santander is a Spanish 
bank which bought the Abbey National and the 
Alliance and Leicester Building Societies as a way 
of entering the banking market in the UK). They 
accept deposits, both long term from savers and 
short term from business people lodging cash 
takings, for example. They enable people and 
businesses to pay each other for goods and services 
without needing cash. They make credit available 
to customers through formal and informal lending. 
They do other things such as mortgage lending, 
insurance and investment services, foreign currency 
exchange, and operating cash machines, but the 
most important thing they do - for themselves 
and the economy - is lend.

How they do it
Banks accept deposits. Some of these deposits 
are in the form of cash, and the banks need cash, 
because some of their customers will want to 
withdraw it. However, since not all customers want 
cash most of the time, banks can take on more 
obligations than simply having to repay depositors 
when they require it.

Cash is the most liquid of assets. It can be 
converted easily and reliably into something else. It 
costs banks money to hold cash, but they must.
Loans are illiquid. It may be some time before they 
are repaid, and they may never be repaid, but banks 
want to make loans. That’s where profit is.

Liquidity Profitability
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The distinctions between different types of bank 
accounts which you may read about elsewhere 
have become blurred. The important thing to 
understand is how current accounts work. Holders 
of current accounts do not need to go to their bank 
to withdraw money for spending, or tell their bank 
in advance that they are intending to spend. They 
may ask the bank electronically to transfer money, 
either by presenting a plastic card, or entering 
its number in the payment page of a website, to 
sellers, charities, government agencies and so 
on. For the purposes of GCE Economics it is not 
essential to differentiate between ‘debit’ and ‘credit’ 
cards. Another means of payment through a current 
account is to allow a trusted company or agency 
to receive payments directly at regular intervals by 
giving written instructions to the bank to accept 
certain requests for payment. They may also write 
a cheque, which is an instruction to the bank to 
pay a business or person named on the cheque a 
specified sum of money.

In case you missed it ... 
Let’s suppose that the average person, in normal 
circumstances, is happy to use their bank account 
for most transactions.

However, cash is necessary for some things, and 
this average depositor will want to withdraw 10% of 
what they have in their bank account in the form 
of cash. In these circumstances, banks need to 
hold 10% of their liabilities as cash. In theory, they 
could lend nine times what they hold in cash, as 
long as nothing extraordinary happens. 

In the real world demand for cash is even lower

When a bank makes spending power available to 
a customer, it creates a liability. It will need to pay 
out to people with whom their borrower spends the 
money they have lent. If they don’t, people will stop 
believing that the system works, and the banks will 
lose the opportunity to make (considerable) profits 
from simply suddenly conjuring up ‘money’ where 
there was no money before. It also creates an asset. 
The borrower owes a debt which should have to be 
repaid, and when the borrower uses the loan to buy 
something that amount ends up as a deposit in the 
seller’s bank account. The same principles apply 
when transactions take place between customers 
of different banks. Banks settle their obligations 
between each other, and they all want to maintain 
the ability to easily generate loans. 

However, it would be wrong to think that the 97% of 
transactions which take place without the use of cash 
is all loans. There is no reason why a purchase made 
electronically may not draw on funds a customer 
already deposited. In fact, a bank’s balance sheet 
consists of much more than deposits and loans. Banks 
can’t afford to assume that they can get away with 
holding a bare minimum of cash, because ...
... extraordinary things happen all the time

If Ben had arranged a loan with 
the bank, cash need not have been 
involved. He writes a cheque; it ends 
up in Áine’s bank account; she spends 
it. It’s too late for the person she pays 
to go back and ask for proof that this 
is ‘really’ ‘money’. Everyone’s happy, 
especially the bank which is charging 
Ben interest for making it possible 
for him to spend.

Áine lodges a cheque for £600 
written by Ben, a customer of the 
same bank. When Áine next checks 
her account balance, £600 has 
been added to it. She has no way of 
knowing if Ben really had had that 
much money in his account or not. 
All she cares about is that Ben has 
paid her. She has the “money”.
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An average is just that. Some days, customer 
demand for cash will be less than average, some 
days more. Banks cannot predict with absolute 
accuracy which events in the economy will trigger 
higher than usual drains on their cash reserves. 
They are obliged to maintain levels of reserves to 
meet two broad criteria:
• enough cash to facilitate normal business and 
•  other liquid assets which may be quickly 

converted into cash when necessary. 

These liquid assets are central bank reserves, 
deposits which the banks have made with the Bank 
of England. They must also hold government bonds 
- assets which may be relied on. (If government 
bonds are not reliable, the whole economy is in 
deep trouble). Those are the sorts of assets the 
regulatory authorities require banks to maintain. 
The factfile Finance (2) explains banks’ asset 
structure further.

The Bank of England is able to adjust the amounts 
of these assets that banks hold and thus influence 
their behaviour. The banks are expected to hold 
enough liquid assets to pay their depositors. When 
they need more cash, they draw on their accounts 

at the central bank. If cash does not flow quickly 
back into their vaults, or if things temporarily 
go more seriously wrong and there are many 
customers wanting to draw out cash, they will be 
able to borrow from the Bank of England, using the 
government bonds they hold as security.

Banks accept deposits. They must 
pay back depositors on demand. 
The services they offer make 
payments without cash very simple.
This allows them to lend more to 
customers than they hold in cash.
The Central Bank works to prevent 
this getting out of control. High 
Street banks must maintain 
deposits at the Bank of England. If 
things go temporarily wrong, the 
Bank of England acts as lender of 
last resort.
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Revision Questions

Giving two reasons, briefly explain the importance of the financial services sector in a  
modern economy.

2 Briefly explain how banks are able to advance much more as loans to customers than they 
hold as deposits.

3 Name two types of asset which banks are required to hold as reserves, and explain why they 
must hold such assets.

4 Briefly outline how banks resolve the problem of finding themselves temporarily short of liquidity.

5 Explain the meaning of the term “asset bubble”.


