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Section 4.4: The financial sector 

 Key functions of central banks: 
 Implementation of monetary policy 
 Banker to the government 
 Banker to the banks – lender of last resort 
 Role in regulation of the banking industry 

Theme 4: A global perspective 
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4.4.3  Role of central banks 



The specification:  Theme 4 – A global perspective 

 The financial sector 



Central banks 
Nearly every country in the world has a central bank. They act as the guardians of 
the financial systems in their countries and as the monetary authority. 

Main central banks around the world: 

 UK – Bank of England 

 USA – Federal Reserve 

 Eurozone  – European Central Bank 

 Japan – Bank of Japan 

 China – People’s Bank of China 

 To issue bank-notes and coins 

 To implement monetary policy 

 To manage exchange rates, gold and forex reserves 

 To act as banker to their governments 

 To be lender of last resort to its country’s banks 

 The main functions of central banks are: 



Solution: reserves and capital 
Banks must always ensure that they have sufficient cash to meet cash withdrawals 
demand of their depositors. There are two ways in which they do this  

 The owners of the banks (usually shareholders) inject their own money into 
the bank to get it started and to provide a cushion against losses 

 These are known as cash reserves 

 This is known as the shareholders’ capital 

 It is very dangerous for a bank to have 
insufficient capital and reserves 

 The managers of the banks hold back in reserve a fraction of all savers’ deposits to meet 
expected withdrawals 

o This is called a “run on the bank”.  This 
happened to Northern Rock in 2007 – the first 
bank run in the UK for over 100 years 

 If savers suspect that a bank is unable to pay 
out everybody on demand, they take fright 
and seek to withdraw their money all at once 



Fractional reserve banking 
Banks discovered through trial and error that they only needed to keep back in 
reserve a small fraction of their deposits to meet daily cash withdrawals by savers 
 Cash withdrawals as a percentage of total deposits will 

fluctuate according to the time of year 

 Christmas and other festive seasons will lead to heavy  
cash withdrawals 

o However, most of that cash is spent in shops and therefore 
finds its way bank into bank deposits quite quickly 

 In the UK, the Bank of England encourages banks to hold back in 
reserve about 6% of all eligible deposits 

 Other countries  in Europe have a much lower reserve requirement 

o Even with a reserve requirement of 10% this still means that US banks 
can lend out again 90% of all the money on deposit with them 

 In the United States, the reserve requirement for certain types of 
deposit is much higher at 10% 

 This process can be repeated over and over again 

 Money taken as loans also tends to get spent quite 
quickly – it, too, finds its way back into bank deposits 



Cash reserve ratios and capital adequacy 
Because money supply impacts economic growth and because depositors need to 
be protected, central banks impose restrictions on bank lending and borrowing 

 Banks are also required to have minimum amounts of their own money  (shareholders’ 
capital) to cushion them against losses, because this cannot be withdrawn in a crisis 

 Because banking is such an international business, it is important that these 
minimum capital adequacy requirements are the same in every country 

 Some countries (e.g. China) raise the Reserve Ratio (RR, the fraction of deposits that 
must be held back by banks and not lent out again), to reduce the amount of lending  

 A slow-down in the pace of lending will slow down the creation of money 

 The higher the RR, the greater the chance of surviving a run on the bank 

o The Bank for International Settlements (BIS) has sponsored the so-called “Basel Accords” on 
international standards for capital adequacy 

 Basel III is the latest, much stricter, set of standards 

 Basel II has been blamed widely for being too lenient, and thus contributing to the 
global financial crisis of 2007-9  

o Since 2013, all banks have been required to start building up their capital to 8.5% of their lending 



Bank of England 

It was founded in 1694 as a privately-owned bank, and remained in private  hands  
until 1st March 1946, when it was nationalised by the new Labour government of 
the day.  The identity of the 16,000-odd shareholders at that time has never been 
revealed. 

Standing at the centre of the UK's financial system, the Bank is committed to 
promoting and maintaining monetary and financial stability as its contribution to a 
healthy economy. 

The Bank of England is the central bank for the 
whole of the United Kingdom, not just England. 

The Bank of England is sometimes 
know as the 'Old Lady of 
Threadneedle Street’, because its 
headquarters is situated in 
Threadneedle Street, in the City of 
London. 



Monetary policy – interest rates and the money supply 

 In 1997, the Government gave the Bank of England absolute independence in 
determining UK monetary policy: 

The Government has set an inflation target of 2% for the Bank of England.  
If the BoE fails to keep inflation close to that target, the Governor  of the 
Bank of England is required to write a letter of explanation to the 
Chancellor of the Exchequer (the UK’s Finance Minister). 

Prior to 1997, the setting of UK interest rates was subject to political interference: 
a government might want low interest rates in the lead-up to a General Election 

  The right to set interest rates 

 The right to control the money supply 

 In the European Union, the European Central Bank 
(ECB) sets interest rates for the 18 members of the 
Eurozone 

 The ECB is independent of the national governments 
of the Eurozone: it answers only to the European 
Parliament 

 Its sole objective is to keep CPI inflation near or 
below 2% 



Monetary Policy Committee 

  The MPC meets once a month. Each meeting lasts two days 
  The interest rate decision is announced at 12 noon on the second day 
  The minutes of the MPC meetings are published two weeks after the 

interest rate decision 

The base rate is the rate at which the BoE will lend money to the banks. It 
effectively sets the minimum interest rate for the entire banking system.  

The Bank of England has a Monetary Policy Committee (MPC) which sets the 
Bank of England’s “base” interest rate.  

The MPC is made up of nine members – the Governor of the BoE, the two BoE’s Deputy 
Governors, the Bank's Chief Economist, the BoE’s Executive Director for Markets  – and four 
external members appointed directly by the Chancellor.  

The appointment of external members 
is designed to ensure that the MPC 
benefits from thinking and expertise in 
addition to that gained inside the Bank 
of England. 



The role of the Bank of England’s  
Monetary Policy Committee (MPC) 

The Bank of England is the central bank of the UK and one of its functions is to 
set the general level of interest rates. 

 The interest rates paid and charged by banks are all linked to Bank Rate, 
which is set by the Bank of England 

 The power to set interest rates was given to the Bank’s Monetary Policy 
Committee (MPC) by the Bank of England Act 1998 

http://www.bbc.co.uk/ne
ws/uk-18350351 
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Why interest rates are important in combating inflation 
One of the key causes of inflation is excess demand in the economy: 
  

 Demand is closely linked to the supply of money.  
 Interest rates control the flow of money in the economy.  

   The higher the cost of borrowing, the less people and businesses will be able to 
afford to borrow in order to buy things. 

  Low interest rates stimulate the 
economy, but could lead to inflation 

  High interest rates curb inflation, but can 
also slow down the economy 

 Less borrowing means less demand 
o Less demand means less 
production of good and services 

 Less production means less 
employment, and slower 
economic growth 

  If the economy is already operating close to full capacity, more borrowing leads to more 
money chasing the same amount of goods and services  

o Law of supply and demand indicates that prices will go up 



A delicate balancing act… 

The Bank of England’s current inflation 
target is 2% for the CPI.  
 

  CPI inflation has remained above 
the Bank of England's 2% target 
since December 2009.  

The MPC has to consider the impact of 
interest rates on prices and on 
economic activity, to ensure stability: 

Interest rates: BoE base 

 But, if rates are low and the CPI is 
above target, the economy might be 
headed towards inflation – time to 
start increasing interest rates again? 

Inflation: CPI 

 If interest rates are low and GDP is 
growing, the low cost of borrowing 
money is having the desired effect 

Economic growth: GDP 

Bank rate % 



Factors that can influence the rate of inflation 
The MPC members have to consider a whole array of different economic data. This 
data is both short- and medium-term 

  Exchange rate of sterling with other main currencies 
  Rate of UK economic growth 
  Rate of UK consumer borrowing 
  Rate of UK consumer spending 
  Wage inflation 
  Changes to government spending plans 
  Changes to taxation 

A change in the BoE rate can impact the economy very quickly –  e.g. credit card 
debt, or take up to 12 months – e.g. business investment and expansion plans 



Interest rates in the UK are now at their lowest ever level 

Interest rates 
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Interest rates - summary 
Only about 4% of all money in the banking system is represented by banknotes 
or coins.  
 

  The remainder is money created in the form of credit – i.e. people taking on debt 
through credit cards, or loans and overdrafts 

The banking system provides the mechanism by which credit is created 
 

  Banks increase the total amount of money supply in the economy 

Money circulates within the economy 
 

  Central banks must control the circulation of money to ensure that not too 
much money is created 

 

  If not, inflation would result 
 

   The main means of controlling money supply is interest rates 

http://www.youtube.com/watch?v=f11De4_pGnw


Political and legal factors – Regulation 
Regulation is the process of supervising the actions and businesses of financial 
services providers. Regulation is desirable because: 

 It  requires providers to run their businesses prudently and 
to manage their risks properly (‘prudent’ management 
means that a firm runs its business carefully, does not take 
excessive risks, and has enough capital and cash) 

 It  gives people confidence in the financial system and encourages 
them to use the financial solutions that are available to them 

 It informs consumers about financial services products 

 A well-regulated financial system will operate more safely, 
enhancing financial stability and averting crises 

 ‘Prudent’ management means that a firm runs its business 
carefully, does not take excessive risks, and has enough 
capital and cash 

 It  protects consumers from dishonest, incompetent or 
financially unstable providers 



Regulation (cont.) 
Regulation also serves other purposes: 

 Financial institutions must have confidence in one 
another because of their extensive inter-dealings 

 The UK financial system contributes a great deal to 
the economy by selling products and services 
abroad, and this supports jobs in the UK. 

 If international confidence in the UK financial 
services industry collapses, the economy suffers 

 A well-regulated financial services industry can help to reduce the burden on the 
state, because customers who have confidence in financial products may use them, 

 For example, to provide an income if they become sick and are 
unable to work, or to save for their retirement 

 For example, investment companies place their clients’ 
money with banks, and life companies invest the 
premiums that they have received from their customers 



The future of regulation in the UK 
The UK government has decided to transfer responsibility for the protection of 
financial consumers to a new Financial Conduct Authority at some point in 2013 

 This new body will be in charge of protecting the UK financial system. It aims:  

 To improve  efficiency 
and choice in financial 
services  

 

 To promote competition 
and secure an 
appropriate level of 
protection for consumers 

 A new Prudential Regulation 
Authority (a subsidiary of the 
Bank of England) and the 
Bank of England’s Financial 
Policy Committee will take on 
other responsibilities within 
the regulatory system 



The new UK regulatory framework (cont.) 
The FCA regulates the way that firms deal with members of the public but the two 
other new regulatory bodies – the FPC and PRA – are probably more important 

 Financial Policy Committee (FPC) 

 Responsible for “macro-prudential” 
regulation: the stability of the whole 
financial system  

 

o The FPC is part of the Bank of 
England 

 Responsible for overseeing all 
financial firms with significant risks 
on their balance sheet, including all 
deposit-taking firms and insurers 

 Prudential Regulation Authority (PRA) 



PRA/FCA authorisation 
Before the PRA and FCA grant authorisation, checks are made on both the 
provider and its key staff to make sure that they are “fit and proper”. 

 Behave properly towards their customers – the 
FCA sets out detailed rules that cover everything 
from the content and form of advertising, to the 
way in which a customer’s money and 
investments must be held 

 Stay solvent – providers must be financially 
sound and able to honour their obligations 

 Employ suitable staff – the FSA can prevent 
providers from employing people who have a 
history of fraud or incompetence 

 “Fit and proper” means that firms must show integrity and they must be 
solvent and competent 



FCA enforcement action 
The FCA can take action against a financial services firm if it finds that it is not 
behaving in accordance with its rules. The actions that it can take include: 

 Fining it very large 
amounts of money 

 Warning the firm to 
mend its ways 

 Issuing public reprimands, 
which may discourage 
people from dealing with a 
firm 

 In a really serious case, 
taking away the firm’s 
authorisation so that it can 
no longer do business. 



FCA enforcement action 
Businesses have a real incentive to behave properly: if they don’t, it could 
cost them a lot of money and maybe even their business. 

 For example, in January 2011, the FCA predecessor, the FSA fined the Royal Bank of 
Scotland and NatWest Bank £2.8m for the poor way in which they had handled 
customers’ complaints.  

http://www.fsa.gov.uk/library/com
munication/pr/2011/003.shtml 

 The FSA found that, among 
other things, there had 
been delays in responding 
to customers and poor-
quality investigations into 
complaints 

http://www.fsa.gov.uk/library/communication/pr/2011/003.shtml
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