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 Monetary economics focuses on one major question: what role does money play 

in the economy? All discussions regarding credit, financial markets, central banks, and 

so on, depend on how money impacts the real economy. We saw six years ago how 

finance (and through it, credit money) can affect the real economy for the worst: the 

financial crisis of 2008 resulted in the worst financial downturn in decades. So this 

question is a very important one to answer. In this paper, I try to answer the question 

regarding the role of money in the economy to the best of my ability, then turn to the 

particular case of the 2008 financial crisis. 

 Before I can discuss the role money plays in the economy, I need to consider what 

money is. “Money” can mean one of four things: commodity money, token money, fiat 

money, and credit money. Commodity money is a tangible good that is believed to have 

some intrinsic value. Even though gold is not useful for much, it is a common example 

of commodity money. Token money is money that does not have intrinsic value on its 

own but derives its value by representing something that does have value. Under the 

gold standard, dollars were token money because they were pegged to gold, and a dollar 

could be exchanged for so many ounces of gold. Fiat money is money that has worth 

because of the backing of the sovereign. After the gold standard was abolished, the U.S. 

dollar became fiat money; it has value only because the U.S. government has declared it 

a legal means of exchange. Finally, there is credit money, which exists as an accounting 

entity created whenever a loan is made. Most money in the economy is credit money 
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since most money is held in bank accounts. Thus, credit money is the most important 

money in the economy, and the reason why financial markets are so important. 

 Money (regardless of its type) serves a number of purposes. Money serves as a 

medium of exchange. Without money, economic agents would be forced to resort to 

barter in order to trade, which is impractical. Money serves as a measure of value. The 

value of all goods can be compared by how much money is required to be exchanged for 

said goods, rather than the value of goods having to be assessed locally to each trade and 

in comparison to a number of alternatives (is five bushels of wheat worth five cows, or is 

it worth two gallons of water?). Finally, money serves as a storage of value. Without 

money, labor would have to be crystalized into a useful good or service immediately. 

Thanks to the existence of money, consumption can be postponed. This final function of 

money is where finance plays the biggest role. 

 All these functions of money certainly are essential to the function of an 

economy, and an economy will collapse without money. But does the importance of 

money extend beyond these basic functions? Does money affect real output? Not 

everyone has the same answer to this question. 

The classical economists did not believe that money affects output. In other 

words, they believed that money is neutral. The neoclassical economists did not go quite 

as far as the classical economists as to say that money has zero effect on the economy, 

but they did say that in a properly functioning economy, where prices were free to 

fluctuate, money would be neutral. As an example, consider the following scenario. The 

money supply affects the price level, since if more money is available for purchasing the 

same amount of goods, prices will increase, and the opposite would happen for less 
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money. Thus money supply affects the price level. If the money supply were to fall, the 

price level would drop, which would affect real wages. If nominal wages remain fixed, 

the real wage of workers would increase; workers could buy more goods for the same 

wage, and businesses would find themselves paying more, in real terms, for the same 

amount of labor. So more workers will enter the labor market but businesses would cut 

back on their demand for labor, resulting in a labor surplus. Since businesses have cut 

back on their output, the aggregate output of the economy falls. Thus a change in the 

money supply has a real effect on the economy. (See figure 1.)  
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Figure 1: The impact of a fall in the money supply in a neoclassical framework 
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However, this real impact of a change in the money supply results only because 

nominal wages are fixed. If nominal wages were allowed to float, the change in the 

money supply would not have any effect on the real output of the economy since the 

nominal wage would drop with the price level, resulting in real wages being unaffected. 

In other words, in the neoclassical framework, this economy is not functioning properly, 

likely due to some government intervention like a minimum wage law. If workers would 

only accept lower nominal wages, the money supply would not have any detrimental 

outcome in the real economy. 

Keynesian theory does not agree with neoclassical theory regarding the neutrality 

of money. Keynes himself placed great emphasis on financial markets and their role in 

determining the money supply, which plays a role in real output. Keynes recognized that 

businesses rely on credit in order to finance investment. Thus, variables that impact the 

availability, cost, and profitability of financing will impact the amount of real investment 

in the economy, and therefore real output. 

Keynes's original theory put financial markets in the spotlight. The Keynesians 

that followed him, though, slowly removed financial markets from the theory, but the 

mainstream theory still has money playing an important role in the real output of the 

economy. In the IS-LM model, the money supply (which is generally assumed to be set 

by the central bank) partly sets the position of the LM curve, and changes in the money 

supply causes shifts of the LM curve that changes interest rates and, therefore, output. 

The IS-LM model is very elegant, but not very practical. First, it suggests that the 

central bank has perfect control over the money supply, and that it is possible for a 

central bank to fine-tune an economy to just the right combination of output and 
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interest rates. In reality, financial markets have significant sway over the money supply, 

and while the central bank is the most influential agent in financial markets, it cannot 

assume the financial markets will react as it pleases. Second, the IS-LM model does not 

provide a very convincing explanation for why economies are unstable. Fluctuations in 

output are explained by the reactions of curves to exogenous shocks. Given the 

frequency of shocks in the real world, a better model would have mechanisms that result 

in business cycles being endogenous rather than the product of exogenous factors. 

Better models do this by paying closer attention to the structure and activities in the 

financial markets. 

In modern economies, financial markets consist of financial intermediaries that 

link lenders and borrowers. Thus, financial markets create and allocate the most 

abundant type of money: credit money (or simply “credit”). The financial sector includes 

banks, insurance companies, mutual funds, and other firms. For decades, banks were 

the primary creators of credit and were more easily controlled by the central bank.  

Financial innovation and deregulation, however, changed that in the late 20th century, 

resulting in the financial sector behaving very differently from how it used to behave, 

and weakening the control of the central bank over the money supply. I will discuss this 

more in depth later. 

Post-Keynesian models and new institutional theories better describe the role the 

financial sector and credit play in the economy. The aforementioned theories and 

models fail to account for a very important factor when analyzing the economy: debt. 

Debt levels are what determine the health of firms and, in the aggregate, the health of 

the economy. In order for the economy to be healthy, firms’ profits must outpace credit 
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creation by banks, which appears on firms’ balance sheets as debt used for financing 

investment. If firms’ profits continue to grow faster than debt, the economy functions 

fine. Otherwise, firms become insolvent and begin defaulting. Default not only hurts the 

firm that defaulted but the lenders that issued that firm debt. This means growing 

defaults begin to cause damage to banks and the credit creation system. 

A product of the new institutional theories of finance is the financial accelerator 

model. New institutional theories recognize that one of the problems that financial firms 

face when allocating credit is asymmetric information; the borrower always knows more 

about his own risk than the lenders. One response to this is that lenders will base their 

lending decisions on perceived aggregate default risk. If they believe that the economy is 

healthy, they are more likely to lend to others, and similarly for the opposite case. If the 

economy is doing well, credit is easier to obtain, so businesses will begin taking 

advantage of the easy credit to invest more, accumulating more debt. 

Moral hazard then becomes a problem. Moral hazard refers to the twisted 

incentives a borrower faces. When a borrower makes a larger-than-anticipated windfall 

from their investment, they get to keep the extra funds; they do not need to pay more to 

their lenders simply because their profits were better than expected. But if a borrower’s 

project fails and the borrower defaults, part of the cost is paid by the lenders. This gives 

borrowers the incentive to take greater risks when they are using others’ money. 

If the economy is doing well and businesses are feeling very optimistic about 

future profits, they may then take advantage of the ease with which credit can be 

obtained to pursue increasingly risky projects. Lenders, basing their decisions on 
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aggregate defaults, willingly provide the credit borrowers want. For a while, credit 

supply is elastic, so interest rates do not change much. 

Eventually, though, easy money disappears. Lenders are only willing to lend so 

much at a particular interest rate. They will begin to question the ability of the 

borrowers to pay back the debts they have already accumulated. They also are less 

willing to buy financial assets and lose liquidity. The credit supply ceases to be elastic. In 

order for credit to continue to expand, interest rates must rise. 

This threatens the financial positions of borrowers because rising interest rates 

squeeze firms’ profits. We can consider the economy consisting of firms of three 

different financial positions. There are hedge firms, who are financially secure; their 

income exceeds interest payments, so they can pay down both interest and principal 

portions of their debt. Then there are speculative firms, who can pay interest but do not 

make enough to pay principal. Finally, there are Ponzi firms, who do not make enough 

to pay either principal or interest and must accumulate more debt in order to continue 

business. Leading up to the credit crunch, some firms have willingly deteriorated their 

financial positions, due to positive profit expectations. When the credit crunch comes, 

all firms are affected, and the financial positions of firms drifts downward; hedge firms 

become speculative, speculative firms become Ponzi firms, and Ponzi firms are in an 

even worse position than before. As a result, defaults begin to increase. 

When lenders see increasing defaults, not only do they become more risk averse, 

their own balance sheets are affected. They need to write off bad debt, squeezing their 

net worth. Their response is to ration credit more. They do not want to take on more bad 

debts, so they lend less and only to very trustworthy borrowers. This makes the problem 
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for businesses worse. Struggling to find credit, more businesses fail, and the financial 

position of banks is further damaged. Banks now face insolvency, and some of them 

begin to fail as well. A financial crisis ensues. 

Eventually the dust settles, and the borrowers and lenders left are forced to clean 

up their balance sheets by deleveraging. Eventually, the deleveraging ends and lenders, 

seeing that defaults are no longer what they used to be, change their attitude regarding 

lending and begin to extend credit once again. This begins the boom/bust cycle once 

again. 

In this model, output fluctuations are endogenous for an economy with a 

financial sector. Furthermore, credit supply is procyclical. Good times encourage easy 

credit, and bad times discourage lending. Credit money makes the boom/bust cycle 

worse, not better. This is one reason why the central bank exists; it is the only entity in 

the economy that is able to see beyond its immediate financial interests and take actions 

that can help dampen the swings in the economy. The central bank does this by trying to 

control the amount of credit in the economy. 

This is easier said than done, though. Not only does the central bank have 

imperfect control over the money supply, sometimes its actions can send unwanted 

signals to the financial markets. If a central bank appears willing to do whatever it takes 

to prevent economic downturns, moral hazard increases in the economy as economic 

agents start to count on being bailed out should their massive risks turn foul and are 

large enough to do serious damage to the economy. 

With this in mind, I move on to the second major question that monetary 

economics faces: what role did money play in the most recent recession? Sadly, many of 
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our present theories, including the financial accelerator, struggle to explain the financial 

crisis because financial innovation and deregulation have transformed the financial 

sector and made it exceedingly complicated and more unstable. 

The 2008 financial crisis in the United States cannot be understood without 

knowing the decades of economic history leading up to the crisis, all the way back to the 

1930s. President Roosevelt’s New Deal involved the creation of a new financial 

regulatory regime. This regime saw the separation of investment and commercial 

banking, creation of deposit insurance, restrictions on interstate and international 

banking, and a cap on interest rates for deposits. This regime stood strong for decades 

until cracks appear in the 1970’s. High inflation not only squeezed banks’ profitability, 

the cap on interest rates bank deposits can pay soured savers attitude to bank accounts; 

at one point, savings in a bank account lost money! This contributed to the rise of a new 

financial intermediary, money market mutual funds (MMMFs). To savers, they 

appeared to be no different from a bank but offered higher interest rates on the funds 

invested with them (although they were riskier since they were uninsured, though few 

understood this). Banks struggled to compete with these new institutions since they 

were still highly regulated; they were restricted in how much interest they could pay on 

deposits, they were forced to buy insurance, and interstate banking was restricted. 

Banks took advantage of regulatory arbitrage to the best of their abilities in order to 

increase profitability, using Eurodollar accounts to try and circumvent reserve 

requirements and other regulations, but they began to call on policy makers to make 

reforms. 
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Regulators thus faced two options. They could either create a new regulatory 

system, or they could deregulate the financial sector. Forming a new regulatory regime 

in the United States unilaterally would be futile; the financial system was becoming 

increasingly globalized, so only an international agreement would be effective. Also, the 

Reagan-Thatcher “revolution” saw an increasing appetite for deregulation and “getting 

government off your back,” so policy makers opted for the latter option. The first wave 

of deregulation began in the 1980s, which saw the demise of Regulation Q (the 

regulation that capped the interest rates that could be paid on deposits) and loosening 

other regulations. The second wave ended in the 1990s, when Congress and President 

Clinton abolished the Glass-Steagall Act. At the end of the day, banks were able to 

engage in business across state lines (allowing them to grow in size) and could invest in 

more risky assets. The barrier between commercial and investment banking 

disappeared. Now, the regulatory system resembles the system of the 1920’s 

After deregulation began, the first major financial crisis was the S&L crisis in the 

late 80’s and early 90’s. The response was a bailout of the S&L companies who got over 

their heads in risk with their newfound freedom and became heavily invested in 

speculative real estate, energy, and firm raiding schemes. Since S&L companies deal 

largely in home mortgages, many of their assets were transferred to GSE’s who then 

securitized the assets. This was where the housing bubble started forming. 

The housing bubble would not have happened, though, without new financial 

innovations. Derivatives are financial instruments that have no intrinsic value but rather 

derive their value from some other asset. Two types of derivatives played an important 

role in the financial crisis: asset-backed securities, collateralized debt obligations 
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(CDO’s) and credit default swaps (CDS’s). Companies take mortgages, work financial 

magic on them, and turn them into CDO’s, which are broken into three tranches: the 

senior tranche, the mezzanine tranche, and the junior tranche. These tranches ascend in 

risk but also ascend in returns. CDS’s are a form of insurance that pay out when an asset 

fails; however, they are not regulated like insurance, and unlike insurance, you can buy a 

CDS for just any asset under the sun, even if you do not own it. These two derivatives 

played a key role in the financial crisis. 

Under the old system, the originators of mortgages were the ones who kept them 

on their balance sheets. But this is no longer the case. Now, banks only originate 

mortgages, and make money off origination fees; they then sell the mortgages to 

someone else. This, naturally, twists the incentives of banks, which have access to more 

information about the riskiness of a potential borrower than anyone. Now they do not 

care about the riskiness of the borrower; they want as many mortgages created as 

possible, and default is someone else’s problem. 

The mortgages were bought by structured investment vehicles (an off-balance-

sheet division of a financial company) that issued CDO’s. The senior tranches were given 

AAA ratings by rating agencies and paid much better than any other security with a 

comparable rating, so they were bought by pension funds, MMMFs, and other 

organizations restricted in the quality of assets they may buy. The junior tranche was 

sold to hedge funds, who were willing to take on the risk for the high return these assets 

offered. The mezzanine tranches were split and repackaged in other complicated 

derivatives called     . 
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CDO’s was lead turned to gold, and there was an insatiable demand for them. 

This spurred the demand for more mortgages, which lead to the origination of subprime 

mortgages, further feeding the bubble. New homes kept being built, and home prices 

only increased. Homeowners would take advantage of this to repeatedly refinance on 

their homes and spend more money. Debt levels increased throughout the economy. 

Meanwhile, CDS’s were being sold in unprecedented levels. Deregulation 

ultimately resulted in bank reserves no longer restricting the credit supply; that was now 

delegated to capital requirements. However, banks found that by purchasing CDS’s, they 

could leverage more, increasing their own profitability. The amount of CDS’s in the 

economy exploded. No one knows how many CDS’s have been issued, but their worth is 

estimated to be worth around $70 trillion (the size of the U.S. economy, in comparison, 

is $14 trillion). There is no way the financial institutions issuing CDS’s could make good 

on these derivatives if they are called upon en masse, especially since they are not 

required to even put money away for the event that they are required to pay. But many 

throughout the economy, from sellers of CDS’s to buyers to regulators, turned a blind 

eye to the looming threat. 

The housing bubble burst, as all bubbles do. Home builders eventually realized 

that the demand for homes did not match the price, so they stopped building. And with 

that, the house of cards came tumbling down. Housing prices started to fall, and 

homeowners found they were “underwater” (they owed more than the asset was worth). 

Subprime borrowers had been put into houses they could not afford, so defaults 

increased systemically, and eventually became correlated. 
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The AAA ratings assigned to senior CDO was made on the basis that defaults 

were uncorrelated. This turned out to be gravely wrong. As defaults in the housing 

market increased, those AAA assets defaulted as well. With this, claims on CDS’s started 

to be made (because there is a CDS covering just about everything), and the companies 

liable for the CDS’s, such as AIG, could not possibly pay. Financial companies defaulted, 

and when the investment bank Lehman Bros. failed, Reserve Primary Fund, a major 

MMMF, “broke the buck,” resulting in bank runs on MMMFs. The financial crisis was in 

full swing. 

The government had no choice but to do something. To sit on their hands would 

have meant a complete global economic collapse. Regulators bailed out financial 

institutions and industries in order to try and control the crisis. While this did prevent 

the crisis from escalating, it only strengthened moral hazard in the financial sector. 

Considering the inability of the U.S. government to enact meaningful reform, that moral 

hazard, and the threat it poses to our economy, is still present. 

So what can be done? Clearly, the financial sector cannot be allowed to function 

as it currently is. My belief is that a new regulatory regime must be put in place, one that 

tries to bring sanity and discipline back to the financial sector. Great attention should be 

paid to trying to control very large institutions whose collapse would have massive 

repercussions. They cannot be allowed to continue to fleece taxpayers, taking excessive 

risks and then not paying the costs when things turn sour. The financial sector cannot be 

allowed to continue to function as it currently is. It plays too important a role in the 

economy. 


