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Chapter 4: Money Matters
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Chapter 4

Money Matters

Money. It makes the world go around. But financial
markets can also create economic problems.

Many economists and other observers think that the US financial markets were
partly responsible for the 2008 economic crisis. Before this crisis, many people
ignored the financial sector. A common attitude was to leave the financial sector
to the specialists. That changed quickly soon after the crisis began to hurt
economic growth and create unemployment in the US and many other countries.

Chapter flow

This chapter has six parts. To begin with, we define the term money as
economists use it in their analysis. In the second part, we look at central banks,
which control money in modern economies. Next, we look at how the money
supply is measured. In the fourth part, we look at currencies, followed by
commercial banks. Finally, in the sixth part, we look at one fund offered by
investment banks.

Money is not what you think it is

We all know what money is. We have several nicknames for it. We call it bread,
dough, moolah, bucks, dinero, and perhaps some more. However, if we want to
understand how the economy's financial markets work, we have to define money
more formally.
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Figure 4.2: US GDP and unemployment rate 2006-2015
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Central banks should be independent of governments

As seen above, central banks have a major role in determining what happens in
an economy. In addition, in many countries, central banks supervise and regulate
commercial banks. In the US, the regulatory system for commercial banks is
complex. It includes institutions other than the Fed, but the Fed still has
significant control over commercial banks. For example, for large banks, the Fed
runs the so-called stress tests designed to determine whether the banks will be
able to handle shocks such as the 2008 economic meltdown. In short, the
managers of the central banks are quite powerful in financial markets.

Central bank independence

How should central bank managers conduct their operations? Under the control
of the government? In coordination with the government? Or, independently of
the government?

The consensus among economists is that the central bank should be
independent of the government. This consensus does not come from economic
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Figure 4.4 Value of dollar bills in dirculation
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One reason for the continued use of dollar bills in the US is that several million
people don't have bank accounts. Some don't use banks because they are poor
and not a part of the formal workforce. Others don't have valid work permits and
may also be poor. For these people, cash is perhaps the only realistic option for
making payments.

Another reason is that some people want to be paid in cash even though they
have bank accounts. They probably want to avoid paying income tax on these
earnings. Or, it could be that they are making some money on the side, which
they don’t want anyone else to come to know officially.

However, these off-the-books transactions are usually small in value. They
cannot explain the increase in the value of $ 100 bills. In Figure 4.4, we see
that the increase in the value of the dollar bills in circulation is mainly due
to the rise in $ 100 bills. Why this increase in the $ 100 bills? Who needs $ 100
bills for buying and selling anything? It’s a lot of money for everyday transactions
- which anyhow are increasingly electronic. And most people and companies
make large payments electronically or by check — not in $ 100 bills.
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