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Commercial banks: how do they 
work and what is special about 
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Jon Guest 

This resource provides answers to the questions posed in the article on commercial banks, 
featured in the February 2022 issue of ECONOMIC REVIEW. 

 

 

Question 1 
Explain the concept of moral hazard in the context of banking. 

Moral hazard occurs when a bank has incentives to make riskier loans (i.e. those with higher potential 
returns, but a higher chance of non-repayment) because another party will cover any losses. The 
other party could be a financial institution, a central bank, or the government. The bank would not 
make these loans if it had to cover the losses itself. In other words, lending takes place at levels of risk 
that are greater than the economically efficient level. 

For example, in the process of securitisation, banks that originally make mortgage loans pool them 
together and sell them to another financial institution. As the original lender no longer bears the full 
cost of a borrower defaulting, they may take less care when checking the borrower’s ability to repay 
the loan. The bank may be more willing to offer an increasing number of high loan-to-value mortgages 
with very small deposits. Banks may also be willing to make risker loans if they believe the 
government will intervene and stop them from going bankrupt if they make large losses, i.e. the so 
called ‘too big to fail’ problem. 
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Question 2 
Outline the framework for regulating banks in the UK that was introduced in 2013. 

There are three key elements to the regulation of the financial sector. The Bank of England’s Financial 
Policy Committee is responsible for macro-prudential regulation. Macro-prudential regulation focuses 
on the whole financial system rather than individual financial institutions. It considers how resilient the 
system is to possible economic shocks and how likely it is to create macroeconomic instability through 
excessive lending. The prudential regulation of individual firms in the financial sector is carried out by 
the Prudential Regulation Authority, a subsidiary of the Bank of England. The Financial Conduct 
Authority (FCA) is responsible for consumer protection and the regulation of markets for financial 
services. For example, the FCA introduced an interest rate cap on ‘payday loans’ in 2015 after a 
review of the high-cost, short-term credit market. 

 

Question 3 
Summarise the banking stress tests that are carried out by the Bank of England. 

Stress tests analyse the ability of banks to cope with difficult but plausible economic situations. Staff at 
the Bank of England model the impact of hypothetical adverse macroeconomic and financial market 
scenarios on bank profitability and balance sheets. In 2019, the annual cyclical scenario stress test 
assessed how banks would cope with a 2.6% fall in world GDP, a 4.7% fall in UK GDP, bank rates 
rising to 4% and unemployment rising to 9.2%. It concluded that UK banks had enough capital to deal 
with these adverse conditions and meet demand for credit from UK households and businesses. If 
banks fail the stress tests, then they must take steps to increase their capital reserves over a certain 
period of time. 


