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Financial Market Failure
Starter: Recap Question
Instructions: Test yourself with the below quick question
What are the six roles of financial markets?
1……………………………………………………………………………………………………………………………………………………………………………………
2……………………………………………………………………………………………………………………………………………………………………………………
3……………………………………………………………………………………………………………………………………………………………………………………
4……………………………………………………………………………………………………………………………………………………………………………………
5……………………………………………………………………………………………………………………………………………………………………………………
6……………………………………………………………………………………………………………………………………………………………………………………
What is meant by a market failure?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What types of market failure do you know? Can you explain them?
	Note Space:
















Presentation 1 – Intro to Financial Market Failure
Complete the activities below so as to have a complete set of notes:
Definition: Market Failure
……………………………………………………………………………………………………………………………………………………………………………………
Technique: Analysing Failure in Financial Markets - A Three-Step Process
1. ___________________________________________________________________________________
2. ___________________________________________________________________________________
3. ___________________________________________________________________________________
Key Notes: Sources of Failure in Financial Markets
· Externalities
· Asymmetric Information
· Moral hazard
· Market Rigging
· Speculation & Market Bubbles
Presentation 2 – Sources of Financial Market Failure
Complete the activities below so as to have a complete set of notes:
Definition: Externalities (recap)
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Actions in financial markets can impact third parties in other markets who are not part of the  transaction.
Example
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Video Task: Bailouts
[image: A person with his eyes closed

Description automatically generated with medium confidence]Instructions: Watch the video via the link below and answer the questions
https://www.youtube.com/watch?v=Bu2wNKlVRzE
Questions:
What is the externality at the heart of the financial crash and bailout?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Which role of the financial market does the financial crash and bailout impact and why? 
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What are the consequences on the macroeconomy of this impact?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Definition: Asymmetric Information (recap)
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
One problem with the financial sector is that financial institutions often have more knowledge compared to their customers , both consumers and other institutions. 
This means they can sell them products that they do not need, are cheaper elsewhere or are riskier than the buyer realises. 
Example
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
[image: ]
Video Task: CDOs & Jenga
Instructions: Watch the video via the link below and answer the questions
https://www.youtube.com/watch?v=3hG4X5iTK8M
Questions:
What is the asymmetric information at the heart of the CDOs?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Which role of the financial market does the asymmetric information impact and why? 
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What are the consequences on the macroeconomy of this impact?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………

Definition: Moral Hazard (recap)
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
It can manifest in financial markets where individual workers take adverse risk in order to increase their salary. 
Any problems they cause will be the problem of the company and not the problem of the individual, the worst that can happen is to lose their job whilst the company may lose millions of pounds. 
Example
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
[image: A person smiling at the camera

Description automatically generated with low confidence]Moral Hazard can also occur as whole financial institutions may take excessive risk because they know the central bank is the ‘lender of last resort’ and so will not allow them to fail because of the impact it would have on the economy. 
Video Task: Mortgage Brokers
Instructions: Watch the video via the link below and answer the questions
https://www.youtube.com/watch?v=H-XINT-hL5I
Questions:
What is the moral hazard at the heart of the mortgage brokers’ profession?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Which role of the financial market does the moral hazard impact and why? 
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What are the consequences on the macroeconomy of this impact?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Definition: Speculation
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Definition: Market Bubbles
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Market bubbles are caused by mass speculative herding behaviour (“mania”). 
Investors see the price of an asset is rising and so decide to purchase this asset as they believe the price will continue to rise and will profit them in the future. 
Agents use their savings and use loans to buy something because other people think it is worth something, not because they want to consume the financial instrument.
This leads to prices becoming excessively high, well above the intrinsic value of the asset, and eventually enough investors decide that the price will fall, so they sell their assets and panic sets in, causing mass selling.
When a bubble bursts, there is a fall in demand for the asset, hence its price will fall leading to a negative wealth effect for all who held the asset, reducing AD.
Furthermore, banks can be left with huge loans that will not be repaid in full, harming access to credit in future.
Examples:
……………………………………………………………………………………………………………………………………………………………………………………
[image: Diagram, engineering drawing
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Description automatically generated with low confidence]Video Task: What Causes a Housing Bubble 
Instructions: Watch the video via the link below and answer the questions
https://www.investopedia.com/articles/07/housing_bubble.asp 
Questions:
What is the bubble at the heart of the American housing market?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
When the bubble bursts, which role of the financial market does this impact and why? 
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What are the consequences on the macroeconomy of this impact?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Definition: Market Rigging
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
As a result, a suboptimal quantity of a financial product will be traded as these firms care for their own welfare rather than their customers or society.
Possible ways collusion manifests in financial markets
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
[image: A person wearing sunglasses

Description automatically generated with medium confidence]Video Task: Ratings Agencies
Instructions: Watch the video via the link below and answer the questions
https://www.youtube.com/watch?v=Kj2W_EqKzuw
Questions:
What is market rigging at the heart of the ratings agencies?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
Which role of financial markets does the marker rigging impact and why? 
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What are the consequences on the macroeconomy of this impact?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………

[image: Diagram

Description automatically generated]Extension Video: Tulip Mania 
Instructions: 
· Watch the Video
· Answer the questions
· Discuss your answers as a class
Video
https://www.youtube.com/watch?v=I5ZR0jMlxX0
Questions
What causes market bubbles?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What caused the bubble in Tulip prices?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What were the impacts when this bubble burst?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What caused the “DotCom” bubble?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What were the impacts when this bubble burst?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………
What recent bubbles have been seen recently?
……………………………………………………………………………………………………………………………………………………………………………………
……………………………………………………………………………………………………………………………………………………………………………………

Assignment
Data Response (Section B)
[image: Text, letter
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Discuss whether providing substantial government financial support to banks is the best policy response during a financial crisis.
	Planning Grid: Aim = 4 paragraphs - 2 KAA points (9); 2 Eval points (6) 
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Question: Discuss whether providing substantial government financial support to banks is the best policy response during a financial crisis.												(15)
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Extract B
Bank of England seeking to prevent future bank bailouts

The Bank of England has ordered big lenders in the UK to find £116 billion of funding
to ensure that taxpayers will never again have to bail out the banking sector. The Bank

intends to publish details of how each of the big lenders would cope in the event they

find themselves in a situation similar to Royal Bank of Scotland and Lloyds Banking 5
Group, which needed £65 billion of taxpayer bailouts during the 2008 Global Financial

Crisis. This had a significant negative impact on the UK government's national debt and,

many would argue, increased the need for contractionary fiscal policy. Having said that,

the UK government sold all ts shares in Lloyds Banking Group in 2017 and, according to

the Chancellor of the Exchequer, “recovered every penny of its investment in Loyds". 10

Sir Jon Cunliffe, the deputy governor at the Bank responsible for financial stability, said
regulators needed to let banks fail in a similar way that traditional companies collapse.
This has not been possible in the past because of the risk that savers lose their money

and because a system did not exist to allow banks to be put into insolvency.

“Just like when other businesses fail, losses arising from bank failure would be imposed 15
on shareholders and investors. This protects the public from loss and incentivises banks
to operate more prudently,’said Cunliffe.

(Source: adapted from ‘Bank of England tells lenders to find £116bn to help prevent
bailouts; by Jill Treanor, 02 October 2017, Copyright The Guardian News and Media
Ltd https//www.theguardian com/business/2017/0ct/02
/bank-of-england-bailouts-rbs-lloyds and Lloyds bank bailout repaidin full

Philip Hammond claims; by Jill Treanor, Larry Elliott, 21 April 2017, Copyright
‘Guardian News & Media Ltd 2017 https://wwwtheguardian.com/business/

2017/apr/21 loyds-bank-bailout:repaidtin-full-philip-hammond-claims)
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Extract C
Bank of England tells lenders to increase capital reserves

The Bank of England has told lenders they will need to build a special reserve worth
£11.4 billion by the end of 2018 as it tries to make banks more resilient to the risk posed
by mounting consumer debt. This reserve of assets that can be readily turned into cash is
away of forcing banks to set aside capital reserves in good times in order to keep lending
to the wider economy at a steady level, even during an economic downturn. In 2017 the
Bank of England told UK banks it would raise the reserve ratio, relative to all assets, from
Zero o 0.5% and also forecast a further increase to 1% by the end of 2017.

The move is not intended to directly reduce consumer demand for credit, which in 2017
grew by 10.3% on an annual basis, but it may well lead to banks becoming less willing
to lend to consumers. Since the Bank of England has recently become increasingly
concerned about consumer borrowing, including rising car loans and credit card debt,
this may be no bad thing as far as the Bank of England is concerned, even if it does have
a negative impact on the wider economy.

Analysts are concerned about the impact on consumer confidence of rising inflation,
partly caused by a falling pound. With falling real incomes consumers could become:
more vulnerable to falling behind with their credit card and personal loan repayments.
Despite these concerns the UK economy recently recorded the lowest rate of
unemployment since 1975.

(Source: adapted from ‘Bank of England tells lenders to increase capital buffers by £11.4br'
by Caroline Binham, Gemma Tetlow and Martin Amold © Financial Times 2017
hitps://www ft.com/content/9bc99294-5b1b-11e7-9bc8-80551264aasb)
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