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The Raison D’étre of ‘Finance’ and
‘Central Banks’
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After the “IT bubble” burst in the U.S. its GDP recorded negative
growth rates for three quarters in a row in 2000. The U.S. government
carried out a tax cut and the Fed continued to reduce the F-F rate
until it reached 1 % in May 2004. These economic and monetary
policies are blamed for causing a money glut, leading to the global
imbalances between 2002 and 2006. Then the U.S. “housing bubble
bust” in 2007 and the “Lehman shock” happened, which caused the
global financial and economic crises involving both the rich countries
and the emerging countries all over the world. Central banks in the
rich world decidedly set out to prevent a 1930s-like world depression by
injecting liquidity abundantly in the financial markets and buying the
government bonds with the newly-created central bank money. Ironically,
the rescue operations have increased fears about the credibility of the
bonds. This paper analyses the significance of finance in general and
the raison détre of central banks in particular. Lastly, we suggest to
design a Financial Conditions Index and let the central banks to watch
the index regularly and implement the macro-prudential policy in order
to prevent asset price bubble busts in the future.
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