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During the recent crisis, why have governments not allowed banks to go bust?

On October 8th 2008 the British Government announced a £500million bank rescue package. It was an unprecedented move, which had never been done in years of economic history- yet within months most major world powers had followed suit. While many other businesses in other sectors were left to feel the full force of the recession, banks in nearly every affected country were partly nationalised in order to keep them running. This international consensus signalled the importance of the role banks play in the economy. The collapse of the banking system would have had disastrous consequences on both the consumer and business up and down the country. The long and short term implications of both, the bail-out and the alternative laissez-faire approach will be explored in this evaluation of the government’s course of action.

Over the past few years, the world economy has not only become more interdependent, but has relied more and more on credit. Essentially credit is any deferred payment (i.e. when resources change hands without the full payment doing so at the same time, therefore creating a debt). Credit is vital to the economy, as it allows businesses to invest funds beyond their retained profit in order to expand. Commercial banks borrow money from the Bank of England at the current interest rate set by the MPC (Monterey Policy Committee) and in turn lend this money to people and businesses at an agreed rate of interest (at or above the Bank of England base rate) to be paid back along with the initial sum, therefore making a profit. However, while the banks initially lent only to people with strong credit ratings (their history of paying back debts), their requirements became more and more lenient- which culminated in the sub-prime mortgage crisis in the US (in it’s most basic form, however other factors such as the collapse in house prices played a large role). 

So if the over-availability of credit was as a factor in the recent crisis, why have governments worldwide taken such large measures to ensure credit is still attainable? As previously mentioned many businesses rely upon credit to invest and expand, while others- particularly those with short periods of activity (e.g. Christmas card manufacturers) - rely on them to fulfil orders and therefore stay afloat and new business are often funded by loans to begin with. Credit is also important to the consumer- with most people buying expensive one-off items (e.g. Cars, televisions, sofas and houses) on credit, as well as using credit cards to make smaller purchases such as the weekly shop. If credit were to suddenly became harder to access, many businesses would struggle to stay afloat, new businesses would be few and far between and, perhaps most importantly, aggregate demand would decrease (this will be explored in further detail later). The banks are by far the biggest giver of credit- but as many debts began to go unpaid, many banks had problems finding the money to stay afloat, let alone continue to lend money in what had become an unstable economic climate. By bailing out the banks, the UK government ensured that there was still at least some availability of credit in the economy, which stopped the economy from grinding to a complete halt and causing an even bigger financial meltdown. 


 Besides the danger of allowing the availability of credit to fall, there was the more immediate problem of millions of people losing their savings. With practically all of the population with savings in the banks, the vulnerable banks held a significant sum of millions of pounds of peoples’ money. A collapse of any bank would see all its account holders lose their savings, so the government had to move to prevent this from happening. This had already occurred once before the crisis escalated (the nationalisation of Northern Rock), and now had to be done again to save millions more account holders in numerous banks. Looking past the obvious devastating effects on each individual who loses their savings, the overall effect of billions of pounds being lost from the flow of money would bring the economy to its knees. The effect of this money being lost would cause aggregate demand to severely decrease due to people consuming less because they have less money (consumption is the main determinant of aggregate demand). The resulting reduction in consumption would cause many businesses (particularly in the retail sector) to lose revenue, which could in turn force them to lay people off. This large scale loss of jobs (coupled with the unemployment of all the employees of the recently collapsed banks) would cause consumption to further decrease as the recently unemployed would be reluctant to spend. From this point the recession would spiral into a depression as the process repeats itself (i.e. this further reduction in spending would lead to more unemployment). It is also important to note that simply the act of the government investing in these banks would have a positive effect on aggregate demand as government spending is another determinant of aggregate demand.

By securing people’s savings and protecting the financial centres of the economy, the government also temporarily restored confidence into the market. This was signalled by an increase in the FTSE100 index of 8%, and in the DOW Jones of 11%. Confidence in the market is a key factor in the economic health of a country. Low confidence deters investors and discourages entrepreneurs from taking risks, whereas high confidence in the market has the opposite effect. It is the job of the government to instil confidence in the market, in order for the private sector to invest and stimulate economic growth and prosperity. By bailing out the banks, the government made the economic climate significantly safer for those looking to invest.

 However, there are some legitimate criticisms and concerns with the decision to save the banks. The biggest concern is the sheer cost of the bail out, the government was forced to borrow the £500million necessary for the buyout, which meant adding a significant sum to the already large national debt. Because this was an unexpected cost, it was not accounted for in the budget, meaning that in order to pay for it they must either raise taxes or make cuts in public spending. Since we are currently in a recession, tax revenue is decreasing, so the former option is not feasible. Hence why we are now starting to hear talk of cuts in public spending. The concern is that the economy may not yet be strong enough to continue recovering after cuts in public spending (i.e. it is quite likely that government money is propping up the economy), and such cuts may see the economy begin to shrink again. However, the longer the government postpone these cuts, the bigger and bigger the national debt will grow, requiring later generations to suffer much less generous government spending.


So, in conclusion the banks were bailed out to help retain the flow of both money and credit in the economy, which was important in both keeping aggregate demand at a respectable level and still allowing some opportunity for investment by businesses. By bailing out the banks the government addressed both the supply and demand side of the ailing economy. Economic growth on the short term relies on aggregate demand- however an economy that grows solely on demand will soon collapse under inflationary pressure. To avoid inflation, investments must be made in the supply side in order to increase aggregate supply. This is important in creating an economy with good potential long term growth. The bail out of the banks was important in both maintaining some degree of normality in the short term of the economy, while also ensuring that this wasn’t merely a quick fix which would see the country crippled by inflation in a few years. But we must bear in mind that the long term stability of the economy is still in doubt due to large amounts of debt created by the bail out. The future of the British, and world, economy still hangs in the balance- and the bail out of the banks was the first step towards recovery.
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