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FACTFILE:
GCE ECONOMICS

The Financial Sector 2

Learning outcomes
Economics A2 2 
Students should be able to:
•  analyse and evaluate the role of central banks, 

including the Bank of England and European 
Central Bank, and their impact on the banking 
sector and money supply

•  understand the Fisher equation of exchange and 
the quantity theory of money 

How will the topic be tested?
Section A
You may be asked to allocate items to appropriate 
sides of a fictional bank balance sheet. You will not 
be expected to calculate assets ratios.

Section B or C
You may be asked to examine issues including
• banks and the money supply
•  the simultaneous responsibilities of Central 

Banks to support and steer the financial sector
• net economic consequences of financial policies

Banks and the money supply
In The Financial Sector (1) Factfile, there is some 
explanation of how banks create spending power for 
customers, and of the day-to-day risks involved.
It is not difficult to understand (only perhaps 
difficult to believe!) how simple it is for banks to 

create money. You do need to understand that 
money is much more than notes and coins; in fact 
cash only features in about 3% by value of all the 
transactions conducted in the UK economy in this 
part of the twenty-first century. Some economists 
have asserted that anything that does the work of 
money is money.

Suppose, for a moment, 
that banks didn’t lend 
or create any spending 
power at all. Their 
basic business is to 
accept deposits and 
transfer funds between 
customers’ accounts 
according to customers’ 
instructions. Most 
customers don’t want to 
know about cash they 
may have deposited 
when it’s so much more convenient to pay bills and 
so on electronically. If this were the case, banks 
would find themselves with a lot of cash lying in 
their vaults, never claimed, acting as a threat to 
their profitability because of their need to protect 
and insure it. 

In the early days of banking, this was just what 
happened. Banks lent other people’s unused money 
to borrowers, who turned round and re-deposited 
most of it, because they were happy with non-cash 
payments, too.
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Banks, therefore, in theory, can say to customers, 
“We’ve told our computer there’s £10,000 in your 
account. You may spend it, and we’ll charge you 
interest for allowing you to do that.” As long as the 
people with whom such customers do business are 
confident that their own bank accounts are being 
credited with deposits they can spend, the system 
works smoothly. … And the marginal cost of creating 
£10,000? It is, to all intents and purposes ... £zero.

Any deposit of £200 in a 
bank account is identical to 
every other £200 deposit. 
If you are working and are 
paid in cash which you 
lodge in your bank account, 
the end result is no different 
to your having been given 
a payslip by an employer confirming that your 
account is £200 healthier than before. You are 
equally entitled to go into the bank the next day 
and withdraw £200 in cash. 

As long as the banks keep enough cash to meet 
demand … 
•  and customers can stay certain that others will 

accept their bank cards, 
• or their card numbers entered electronically, 
•  or (increasingly less frequently) their cheques, 
… money will circulate and the system will function.

Irving Fisher and the roots
of Monetarism
Professor Fisher is famous for his Quantity Theory 
of Money. Even though some economists argue 
that it makes invalid assumptions, in its simple 
form it may well illustrate important ideas about 
macroeconomics which policy makers cannot 
afford to ignore completely. 

In the module AS2 you will have studied three 
theoretical ways to value national income, 
two of which are the output method and the 
expenditure method. 

National output should, with certain corrections 
applied, be equal to national expenditure. 

Otherwise expressed, the total amount produced 
can be valued as the total amount spent on it.

The total amount spent in a year could be seen as 
the total amount of money available multiplied by 
the number of times it changes hands. Fisher called 
this the ‘Velocity of Circulation’ and represented it by 
the letter V. With money supply represented by the 
letter M, we may now say that National Expenditure 
may be represented in an equation as MV

The total value of what is produced in a year is 
the quantity of goods and services traded - Q - 
multiplied by the prices paid for them - P. [In some 
earlier presentations of this theory, ‘Q’ appeared as 
‘T’ (which represented the ‘volume of transactions’)]

In any case, let us now say that National Output 
may be represented in an equation as PQ

PQ = MV (in fact, PQ = MV : they are identical)
MV = PQ

Here is a very important implication. Other things 
being equal (they may not be) an increase in Money 
supply on its own will increase the size of MV. If it 
is not possible to increase output Q, Prices will rise. 
There will be inflation.

The value of all the productive 
activity in an economy =
all the goods and services 
produced × the prices paid 
for them. What gives it that 
value is the total amount that 
people were willing to spend 
to buy them.
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Danger signals
From what we read above, at least three things 
should be clear:
•  the supply of money depends on the activities of 

the banking system
•  there must be great temptation to “increase 

production” when revenue from doing so greatly 
exceeds cost

•  if money supply is not controlled the economy 
will be unstable.

At this stage some questions ought to be asked, 
and answered!

If it costs banks virtually nothing to create 
additional spending power for customers, why don’t 
they just keep on (and on) doing it? Why isn’t the 
economy in tatters already?

Safety measures
The banks may set limits on their own lending in 
some respects for their own good. If they get into 
a situation where they can’t meet their obligations 
to customers, they may have to cease trading 
and leave an industry where there are abundant 
opportunities to make supernormal profits in the 
long term. This is a communal philosophy. 

Also, the Bank of England provides a framework of 
support for banks whose conduct is acceptable to 
it. Operating within the limits the Bank sets enables 
them to reduce risks and costs. 

As far as the national interest is concerned, the 
Bank of England may use its position at the head of 
the banking system to try to manipulate the banks 
into slowing down growth in money supply - or 
speeding it up if that is what is needed. These roles 
are closely interconnected. The reliance of ordinary 

banks on the support of the Bank of England 
gives the Bank the tools as well as the authority 
to implement expansionary and contractionary 
monetary policy.

Asset structure
Banks must hold cash, but to do so costs them 
money, so they hold a minimum amount safe for 
everyday requirements. They know that there will 
be occasions when cash demand is higher, so they 
hold a range of reserve assets, convertible into cash, 
to be ready for trouble. 

Demands on them may not only be in terms of 
cash. Depositors may ask to have their funds 
transferred to other banks. The new bank the 
customer has chosen will want something more 
substantial than an electronic credit! Both banks 
will have deposits with the Bank of England. One 
bank may transfer some of those assets to another, 
and the bank being paid will have confidence in the 
transaction. The point is that the banking system 
can only operate if banks have trustworthy assets 
for transfer or conversion.

That means that banks hold a variety of assets, 
varying from wholly liquid, unprofitable cash 
to very profitable, illiquid loans to customers. 
The assets in between these extremes must 
include deposits with the Bank of England and UK 
Government Bonds and may include other more or 
less liquid assets - for example, banks’ buildings, 
computers and carparks are all valuable property.
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Liabilities
Loans have to be honoured, to retain confidence in 
the system, so when banks make a loan, they also 
create a deposit liability. 

When a payee of their client asks to be paid, the 
bank must credit the account of that person or 
business, so as well as having obligations to pay 
depositors what they have lodged in their vaults, 
banks also have obligations to honour transfers 
made with “abracadabra” money on current account. 

It is conventional to include a business’s capital 
from shareholders as a liability - it’s where the 
money to fund the business came from. If the 
business were to be wound up, assets such as 
buildings would be sold to pay back the owners 
of the business. Even undistributed profits are on 
the liabilities side as ‘capital’. If they had not been 
retained, they would have been shared among the 
owners of the business. 

“Capital” in this sense is the banking company’s 
own money, not money it has received from 
depositors which it puts to work.

A very simplified sample 
balance sheet

Banks must make provision for making losses. 
If the business makes a loss, the owners find 
themselves with a less valuable asset than 
previously. If a bank does not have this sort of 
buffer, its failure would impact on a much wider 
circle of other investors and businesses. They must 
also make provision for situations in which they 
must pay out more than is normal. 

The Bank of England is interested in the relative 
sizes of the items marked in bold above. 

When a bank is under unusual pressure to meet 
liabilities, it will turn to its reserve assets. Such 
pressures are bound to occur as part of the banking 
process, so all banks will need to have reserve assets.

Interest rates, risk and profit
All lending involves risk. Even honest borrowers die, 
or suffer bad luck. Banks expect that everything 
will not run smoothly. They offer the lowest rates to 
attract deposits that they can get away with. The 
rates they charge borrowers are designed to make 
enough profit to cover loans that are never repaid. 

As a rule, too, lending money over a longer period 
involves more uncertainty. Shorter term, safer loans 
are relatively cheaper. Riskier customers pay higher 
interest. Unfortunately for banks, conditions that 
make borrowers more likely to default are also more 
likely to make depositors jittery.

Assets Liabilities

Cash

Deposits with the 
Central Bank
Government bonds

Loans to other banks 
Loans to businesses
Loans to households

Share capital
Retained profits

Borrowing from other 
banks, including the 
Central Bank

Money in savings accounts
Money in current accounts

Banks can create money for 
their customers very simply. 
This is beneficial for the whole 
economy. They rely on the fact 
that most transactions are 
done electronically. Sometimes 
depositors or other institutions 
want money in cash or as a transfer 
from a Bank of England account. To 
guard against this, banks maintain 
a stock of reserve assets. This 
actually helps reduce costs and 
keeps the system functioning.
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The Bank of England
The functions of central banks include:
•  their role as the authority for the issue of currency, 
•  acting as custodian of the reserves of a nation 

(or those of a community of nations), 
•  managing the nation’s (or community’s) 

foreign transactions.

They are also:
•  bankers for the government, arranging finance 

through issue of bonds as well as providing the 
normal range of services a bank would provide for 
a customer. 

This factfile focuses on the Bank of England’s 
roles as:
• banker to other banks and 
•  the agent of government in implementation of its 

monetary policy.

Lender of the last resort and bankers’ banker
Banks have accounts with the Bank of England 
which they can use to settle debts to each other. 
The deposits in these accounts also demonstrate 
to the Bank that they are complying with their 
responsibilities to maintain adequate liquidity. 
Additionally and most importantly, the Bank will 
lend when banks need cash urgently. 

The loans are made on an overnight basis, and the 
rate set by the Bank of England’s Monetary Policy 
Committee has a knock-on effect on all the other 
interest rates which banks offer or charge. The 
system is designed to encourage banks to raise 
liquidity for themselves on open markets first, but 
as a last resort the Bank of England will lend to 
banks, at quite a high (punitive) rate.

The Central Bank requires collateral for such loans. 
As long as banks have adequate reliable reserves of 
such securities as government bonds, the Bank of 
England will know that their advances will be repaid.

At the time of writing, government policy for some 
time has been to try to encourage growth in the 
economy. At the end of 2015 the Bank’s lending 
rate to banks and other financial institutions has 
been 0.5%.

At the end of 1995, when circumstances were 
different, the official “bank” rate was nearly 6.5%, 
and five years before that, more than twice as high.

Financial institutions don’t know when they’re going 
to need the Bank’s help, so if they know they may 
have to pay a high rate of interest, they will charge 
high rates themselves to earn higher margins.

Thus, simply by announcing changes in the price 
they charge for helping, the Bank of England can: 
•  engineer interest rates in the economy upwards. 

This should make borrowing more expensive and 
lead to contraction in Aggregate Demand.

•  engineer interest rates in the economy downwards. 
This should make borrowing cheaper and could 
lead to expansion in Aggregate Demand.

‘String’ 
Some critics of the use of this type of monetary 
policy compare it to a string. There is some evidence 
that contractionary monetary policy is often more 
effective than expansionary monetary policy. “You 
can pull a string, but you can’t push a string.” 

Other things often do not remain equal; if consumer 
confidence has decreased, lower interest rates may 
not be sufficient stimulus.

Collateral: some property 
or asset pledged as 
security for a loan

Price
Level

Real National Income

AD1

AD2
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Quantitative Easing: an exercise 
in demand and supply
If banks can create money for customers, how 
much easier would it be for the Bank of England 
to create money for banks? A transfer of, say, 
£1000000 from the Bank of England to the account 
of a financial services company is pretty much as 
trustworthy as financial transactions get. 

It’s not that the Bank gives money away; it exploits 
the fact that financial institutions hold bonds and 
other securities as part of their assets structure. 
The Bank buys bonds from financial institutions. 
This makes them scarcer; their price rises; their 
attractiveness as investments diminishes. 

Financial institutions look for alternative 
investments, and the spending power the Bank of 
England injected into the economy will be further 
redistributed - very probably to companies issuing 
bonds and sellers of shares. The effect of that 
should be to increase the price of such assets, and 
that in turn should generate more confidence. 

Expectations are important. If people feel better 
about the economy, spending should grow.
 
In the banks themselves, more deposits mean more 
liquidity and more safety in increasing their total 
loans. The Bank isn’t likely to resort to “QE” while 
interest rates are high enough to leave some room 
for cutting, but if they’re low, and the economy is 
still stagnant, something else needs to be done. 

In the past when cash was more important, 
governments simply ordered the Bank of England 
to “print more money”. This often had exactly the 
effect that Irving Fisher predicted, and the notion of 
doing so became really disreputable. 

In the wake of the financial crisis, governments in 
Britain and elsewhere have been encouraging their 
Central Banks to “ease” the quantity of money. The 
official version of how this works is set out above. 

Really, in an age where electronic money is the 
normal thing, QE amounts to adding to the money 
supply without the expense of setting up a printing 
press.

Finally, the reverse course of action is possible if the 
authorities are worried about inflation. The Bank can 
offer to sell bonds to banks at attractive prices.

If (as they almost certainly will) the banks take 
advantage of that, their liquidity will be reduced 
and they will have to cut their overall liabilities 
accordingly. Pause for a moment to see if you can 
explain what this means.

How we got to where we are now
It seems (surprisingly) that economic policy 
may be subject to the whims of fashion. Many 
governments at the end of the last century 
simultaneously decided it would be good to allow 
freer competition in the financial sector. Perhaps 
insufficient account was taken of cost structures in 
the banking industry and the availability of suitable 
reserve assets to back new lending. Certainly, the 
creativity of financiers in developing new financial 
instruments was underestimated. Authorities in 
the United Kingdom considered their systems to be 
sound. After all, the Bank of England was charged 
with manipulating interest rates to keep inflation 
under control. If credit and money supply were 
lurching out of control, wouldn’t people notice? 

The measure of inflation is the Consumer Prices 
Index. Prices of most items included in the CPI 
weren’t spiralling wildly upwards. However, most 
housing purchase costs, and the prices of high-risk, 
potentially high-yield investments and (for example) 
Damien Hirst sculptures aren’t brought into CPI 
calculations. This doesn’t mean that only the rich 
were adversely affected by asset prices zooming. 

The United Kingdom has been suffering from 
catastrophic problems in housing markets. This is 
a financial crisis at least as much as anything to 
do with environmental or social issues. Workers 
in big cities or desirable rural areas in Great 
Britain couldn’t compete with the bids offered 
for properties by people who believed they were 
safe in borrowing huge sums because loans were 
cheap. Factfile (3) on the financial sector outlines 
measures currently (ie - since 2013) in force to 
try to ensure that financial markets are subject to 
sensible and proportionate controls.

The criticism is not necessarily 
true, but its central idea was 
that monetary policy could 
move an economy from AD1 
to or towards AD2 but not the 
other way.
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1

Revision Questions

Explain the components of Fisher’s equation of exchange. What would be the consequences 
of an increase in the component, M?

2 Re-draw the simplified balance sheet of a UK bank (below). Label the columns and place the 
following items in the correct columns:

• Money in current accounts 
• Loans to other banks
• Borrowing from other banks
• Deposits with the Bank of England

Cash
Government bonds
Loans to businesses
Loans to households

Share capital
Retained profits
Money in savings accounts

3 Controversial economist Ai-Mun Yung declares that there can be no equilibrium in the 
market for money because there is no separation of demand and supply curves. There are six 
statements below. Identify the three which Dr Yung could use to reinforce that argument. One 
statement contradicts it, one is correct but irrelevant and one is totally incorrect.

 a supply curves only slope upwards when there are increasing marginal costs.
 b money supply is fixed at monthly meetings of a Bank of England committee.
 c interest rates may be used to ration money when demand exceeds supply.
 d banks create money in response to their customers’ spending requirements.
 e cutting interest rates has often failed to significantly boost demand.
 f velocity of circulation is a term for the frequency with which money is used.

4 Explain the function of the Bank of England as “Lender of Last Resort”.
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5

Revision Questions

Some figures in the banking industry claim that the global financial collapse of 2008 was 
“bad luck” and could not have been foreseen.

Critically examine the counter-argument that deficiencies in financial management 
systems led to danger signals being ignored.  [30]

6 The financial services sector is very significant in the UK economy. In the economic 
conditions of the twenty-first century, it is increasingly easy for investors to move funds 
around the world. Prominent figures in UK banking circles have campaigned for the industry 
to be allowed to compete freely in global markets without “fussy government limitations” on 
its operations.

Evaluate a claim that the Bank of England is no longer a vital element of a modern, 
dynamic financial sector.   [30]


