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Basics of Money

#~ Learning objectives

&

After studying this chapter you should be able to:
1. Define the term of “Money”

2. Tell the reasons for studying money

3. Know the major functions of money

4, Talk about the attributes or properties of money
5. Distinguish between the chief money theories
6. Explain different types of money

Narrowly speaking, money refers to coins and banknotes which are used for buying and
selling goods and services. But if it’s defined in a broad manner, money can be other materials
used as a medium of exchange such as precious metals, shells, cattles, cigarettes in POW
camps ... and also include commercial papers like promissory notes, treasury bills, certificate
of deposits (CDs) and all other documents representing banknotes, coins and wealth.



Why Studying Money

At least three reasons can be given for doing so.

First, money is essential for the operation of any economy. It is widely used in modern
society by people, governments and businesses.

Second, the size of money supply can affect the level of output of goods and services and
their prices.

Finally, all governments use monetary policy to influence their economies, either by
increasing money supply or by decreasing it, depending on their true economic situations.

Major Fi s of Money

The chief functions of Money can be summarized into the following:

1. Medium of Exchange

Money can perform this function because it is accepted for the payment of debt and
buying or selling of goods and services or financial assets.

2. Temporary Abode of Purchasing Power

This function is closely related to the first function—medium of exchange, meaning
money held is regarded as a readily available means of negotiating future selling and buying.

3. Store of Value

Money can play this role because it can be used to make purchases in the future. Of
course, other things like a house or a tract of land can also perform this function—the store of
value.

4. Unit of Account

A unit of account is the unit in which prices are quoted and accounts are kept. But it is
difficult for money to perform this function when there is runaway inflation or hyperinflation.
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5. Standard of Deferred Payment

Finally, money can serve as a standard of deferred payment or a unit of account over time,
which means money can be used to quote prices for goods and services to be delivered later
and settle account in the future.

" Of the 5 functions, the first 3 functions are more important ones.

According to financial experts modern money has 8 attributes or properties as listed
below:

o Portability

This means money is easy to carry or to transport, from oneplace to another without any
trouble.

o Divisibility

Modern currency or money can be easily divided into smaller parts with fixed value for
each unit.

e Durability

Unlike commodity money such as fish or fruits, modern money lasts long. It does not
spoil, it does not die either, and if it wears out or broken, it can be replaced with new ones
from bank.

e Stability

The value of money is relatively or normally stable. If money changes its value too
quickly, people will try not to hold it as store of value.

o Legal Tender

A legal tender means any means of payment or money that must be accepted in settlement of a
debt. Banknotes like yuan, yen, euro... are legal tenders in China, Japan and eurozone respectively.
As to coinage or coins, they can be legal tender if it is not used to pay a very large debt.

o Acceptability

As a legal tender, money is accepted everywhere in a country by people who sell a
product or a service or lend money to others.

e Transferability

To perform the function of medium of exchange, money must be able to be transfered
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from one person to another, from one entity to another without any legal process.

e Recognizability

To have the attribute of acceptability, the various units of a country’s money must be
immediately recognizable by the public. All the units must have exactly the same pattern,
shape, and weight, and the same size and content as well as in the case of coins.

Three common money theories are worth our learning. One is commodity theory, perhaps
the oldest theory of the value of money. According to this theory, the value of money depends
on the value of the commodity, out of which it is made, until less than 200 year ago, most of
the civilized world’s money was in the form of gold and silver coins.

The second one is the theory of competitive money supply. The most famous advocate of
this theory is Adam Smith who is called the “father of economics” in the West. He showed,
without affecting prices, a competitive banking system would automatically supply as much
money as the public demanded. Similar to this theory is Say’s law which says, “Supply creates
its own demand.”

The third theory is known as quantity theory. According to this theory changes in money
supply bring about correspondent changes in price levels. This theory is seemingly getting
increasingly popular in the developed countries. The most powerful supporter of this theory is
Milton Friedman plus some other monetarists.

More than a dozen types of money can be read from textbooks on Money & Banking.
Now let’s have a quick look at them:

1. Commodity Money

According to Marx, money itself is also a sort of commodity. For example in a barter
economy, cattles, cloth, farm tools, animal hides, diamonds, even slaves and wives were used
as money. During the second World War in the POW camps, cigarettes emerged as a medium
of exchange, and outside the POW camps petrol was used as money. Why? Because people
lost their faith in paper money due to very high inflation in the relevant countries.
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2. Metal Money

Metal money is also a sort of commodity money. It refers to gold, silver, or coins made of
metals other than silver and gold. As late as 18th century in the U.S. money was primarily in
the form of gold and silver coins.

Today, coins are normally made out of ordinary metals with the exception of
commemorative coins.

3. Paper Money

The most typical example of paper money is banknotes.
Other types of paper money include cheques, bill of exchange and other types of
negotiable instruments like promissory notes, certificate of deposits...

4. Near Money or Quasi Money

This term refers to a financial assets that can be converted into money easily. Examples of
near or quasi money include bill of exchange, postal orders, and government bonds... Near
money can be used to settle some debts but not all kinds of debts.

5. Legal Tender

Coins and banknotes are legal tender which can be used to pay off any debts but small
denominations can not be used to pay off a large debt. However, in some economists’ opinion,
legal tender is not always confined just to banknotes and coins. For example, in 18th century
in the U.S., tobacco, bear’s skin were legal tender, and under gold standard it is possible for
gold to circulate domestically as legal tender along with the banknotes which can be changed
on demand for gold.

6. “Plastic Money”

In the States people often humorously call credit card plastic money, because it can play
the role of money.

7. Ready Money or Ready Cash

This term refers to cash or money which is immediately available for use.



8. Hot Money

Hot money is the money which is moved from country to country to get the best returns.
Hot money can influence a country’s economy adversely if not controlled effectively, esp.
when it was pulled out of a country in a very very short period of time.

9. Cheap Money
This is the money which can be borrowed at a low rate of interest.

10. Danger Money

Danger money is extra salary paid to workers in dangerous jobs.

11. Standard Money

Money of ultimate redemption is called standard money. For example, prior to 1990s, in
the U.S. paper money—US doilar or greenback could be converted into gold in case of need.
Of course there was a condition for such conversion—the government must have adopted gold
standard (linking the value of the country’s currency to the value of quantity of gold). Now
major western currencies have come off the gold standard. Today, standard money actually are
the countries’ currencies such as US dollar, Japaness yen, pound sterling, Renminbi...

12. Smart Money

Money invested by people with expert knowledge, especially those with inside
information about a particular project or an investment opportunity.

13. Safe-heaven Money
This refers to money with stable or even rising value such as Chinese Renminbi.
14. Fiat Money

It means paper money made legal tender by governments although it has no intrinsic value
and is not backed by reserves. Almost all the world’s paper currencies are considered fiat money.

15. Token Money

It refers to coins where the value of metal in them is less than the value attached to them
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by law.

16. Electronic Money

Broadly speaking, money deposited in the bank and processed through computer system
or electronic payment system such as EPOS system can be called electronic money. Credit
cards and debit cards are forms of electronic money. Credit card was known as plastic money
in the 1980s and 1990s in the West, esp. in the USA.

Notes

I. New Words
1. POW = prisoners of war /%
2. runaway a. ot B8 4% T Y
3. attribute  n.  JBYE: $FME (5 property E[FD
4. recognizability n. FIHHAME
5.intrinsic a. WYEM: EHEK

II. Useful and Idiomatic Expressions
1.atract of land — Jy 1-H=a piece of land

.to convert into  GLIRAL e
. at a low rate of interest BMEFIH

2.towearout HIH, F# =to become unfit for further use

3. from one entity to another M —ANEH AR5 — MNERLE
4. in the form of... A=+=+e+ A B

5. to bring about 7K, &EAK=to cause sth. to exist

6. with the exception of... [=ee=- A

7
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I11. Key Terms
1. banknotes n. %34T% paper currency issued by a central bank (X(¥: #5%)
2. commercial papers  fiMVELHE  (40: HIZ promissory notes, EFEFF treasury bill, 7
X . certificate of deposit)
3. medium of exchange AL
4. temporary abode of purchasing power 3K 77 i it 4 B
5. store of value HHEEFHF



