Money

Learning Objectives:

Bl Define money

M Illustrate types of money

B Describe functions of money

B Understand interest and interest rate
B Describe money supply

B Introduce China’s monetary system

When talking about money, people usually feel familiar but sometimes confus-
ed. We are familiar with it because it is everywhere in life, and we feel confused
when we think about the true nature of it. What is money? What are the functions of
money? And how many types of money are there in history? Questions like these will

be explored in this chapter.

1.1 Definition of Money

Money can be defined as any object that is generally accepted in the payment
for goods and services or in the repayment of debts. Currency, which is banknotes
and coins, clearly fits this definition and is one type of money.

However, to define money merely as currency is too narrow today for people
because practically all payments are made not only by the exchange of currency but
also by the transfer of deposit balance via checks or electronic transfer wire. So
checks are also accepted as the payments for purchases and checking account

deposits are considered money as well. Sometimes, an even broader definition of



SRS HRE

money is needed because other items such as savings deposits can in effect function
as money if they can be quickly and easily converted into currency. This is also true
with time deposits. They are all items that are “ generally acceptable” in making

payments.

1.2 Types of Money

Before the development of a medium of exchange, people would barter to obtain
the goods and services they needed. This is basically how it worked : two individuals
each possessing a commodity the other wanted or needed would enter into an agree-
ment to trade their goods. So barter is the process of directly exchanging one good or
service for another, and only when “a double coincidence of wants” exists the trade
could take place. For instance, if you have cows but need bananas, you must find
someone who not only has bananas but also has the desire for meat. If you happen to
find a right person, the next question will be how much meat you will exchange for
the bananas you want. What if you find someone who has the need for meat but no
bananas and can only offer you bunnies? Apparently the barter system is not

convenient and to solve the problem commodity money appeared.
1.2.1 Commodity Money

Commodity money or money in kind is money whose value comes from a
commodity out of which it is made. They are objects that have value in themselves
as well as for use as money. Examples of commodities that have been used as
mediums of exchange include gold, silver, copper, salt, large stones, decorated
belts, shells, alcohol, cigarettes, barley, etc. In practice, over the past 4, 000
years, the predominant commodity money has been precious metals: mostly silver
and gold, also called full-bodied money', which is one of the stages of commodity
money. Almost all countries have passed the stage of precious metal money which

used to be a perfect form of money.
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1.2.2 Representative Money

Representative money or representative full-bodied money refers to paper money
fully backed by a precious metal. The value of representative money stands in direct
and fixed relation to the commodity that backs it, while not itself being composed of
that commodity. In 1930s when the economic and financial crisis stopped the ex-
change of paper money for metals, the gold standard or the silver standard
collapsed. The major western countries had to break away from the metal standard,
thus paper monf;-y could not be converted into gold any more. Since then representa-

tive money exited from circulation and credit money emerged.
1.2.3 Credit Money

Credit money is the money which does not consist of or represent a specific
valuable commodity. The value of credit money depends on its general acceptance
based on the credit of its issuer and it is created through credit process. Credit
money has two features: one is its relation with precious metals; the other is that it
is based on the credit of national governments and banks. Although precious metals
are not needed to back the issuance of credit money, it does not mean that modern
credit money has not any reserves to back its issuance. In fact, most countries in the
world that adopt the system of credit money have a fairly big amount of reserves,
such as gold, foreign exchange, for issuance of credit money.

The money issued is based only on the general credit of a government and on
the provision that such money is a legal tender, acceptable to pay taxes and to fulfill
contracts calling for payment in the lawful money.” This is the case today in most
countries in the world. Since this money is proclaimed to be the money by law or a
decree known as a fiat, it is sometimes called fiat money. Almost all money circulat-

ing in the world today is some form of credit money.
1.2.4 Electronic Money

The form of money changes as the science and technology develops. Today,
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although much of the money used by individuals in their everyday transactions is still
in the form of notes and coins, its quantity is small in comparison with the intangible
money that exists only as entries in bank records. Perhaps coins and banknotes will
become as obsolete as cowries shells. Electronic money refers to depository money
that is stored and processed through computer system or electronic payment system.
It has many different forms, for example, credit cards, smart cards and funds held

in online accounts that can be transferred over the internet and so on.

1.3 Functions of Money

As far as the functions of money are concerned, economists have many histori-
cal disputes over the combination of the functions. The most commonly distinguished
functions of money are as a medium of exchange, a unit of account, a store of

value, and, sometimes, a standard of deferred payment.
1.3.1 Medium of Exchange

When money is used to intermediate the exchange of goods and services, it is
performing the function of a medium of exchange. This effectively eliminates the
requirement of double coincidence of wants and overcomes the difficulty of barter

system.
1.3.2 Unit of Account

Money also functions as a unit of account, providing a common numerical
measure of the value of goods and services exchanged. Knowing the value or price of
a good, in terms of money, enables both the supplier and the purchaser of the good
to make decisions about how much of the good to supply and how much of the good
to purchase. A unit of account is also a necessary prerequisite for the formulation of

commercial agreements that involve debt.
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1.3.3 Store of Value

A store of value is used to save purchasing power from the time when income is
received until the time when it is spent. That means money is used to defer the time
of exchange of goods and services. This function of money is useful because most of
us do not want to spend our income immediately upon receiving it but rather to wait
until we have the time or the desire to shop.

As a store of value, it should be noted that, money is not unique; many other
stores of value exist, such as land, works of art, and even stamps. Money may not
even be the best store of value because it depreciates with inflation. However,
money is more liquid than most other stores of value because as a medium of
exchange, it is readily accepted everywhere. Furthermore, money is an easily trans-
ported store of value that is available in a number of convenient denominations.

In addition to the above three functions, some economists also regard “a
standard of deferred payment” as one of the functions of money. A standard of
deferred payment is the accepted way, in a given market, to settle a debt—a unit in
which debts are denominated. * But now many newer texts do not distinguish this,
subsuming it in other functions. They argue that using money as a standard of
deferred payment is a direct consequence of the unit of account and store of value
functions of money. Since money is the standard for current prices, it is also the
standard for future payments based on these prices. Besides, for money to function
as a deferred payment standard, it must retain value, so it must also store value. In
view of the aforesaid reasons, here we define money in terms of three functions: a

medium of exchange, a unit of account, and a store of value.

1.4 Interest and Interest Rate

Interest is a fee paid on borrowed assets. It is the price paid for the use of

borrowed money, or, money earned by deposited funds. Assets that are sometimes
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lent with interest include money, shares, consumer goods through hire purchase’,
major assets such as aircraft, and even entire factories in finance lease arrange-
ments. The interest is calculated upon the value of the assets in the same manner as
upon money. Interest can be thought of as “rent of money”. When money is deposi-
ted in a bank, interest is typically paid to the depositor as a percentage of the amount
deposited; when money is borrowed, interest is typically paid to the lender as a
percentage of the amount owed. Interest rate refers to the ratio of the interest formed
during the period of borrowing and lending to the principal of the granted loan.

Interest is compensation to the lender, and for forgoing other useful investments
that could have been made with the loaned asset. These forgone investments are
known as the opportunity cost’. Instead of the lender using the assets directly, they
are advanced to the borrower. The borrower then enjoys the benefit of using the
assets ahead of the effort required to obtain them, while the lender enjoys the benefit
of the fee paid by the borrower for the privilege. Interest also compensates the lender
for the risk of losing the principal, called credit risk. In economics, interest is
considered the price of credit.

Interest rates have an impact on the overall health of the economy because they
affect not only consumers’ willingness to spend or save, but also businesses’ invest-
ment decisions. High interest rates, for example, may cause a corporation to post-
pone building a new plant that would ensure more jobs.

Interest rates form a very complicated system of economic variables and have
various forms since people observe interest rates from different perspectives. The

following part focuses on three types of interest rates.
1.4.1 Simple Interest and Compound Interest

Simple interest refers to interest earned only on the principal of the initial
investment. It is given by the following formula.
I = PRn
S=P+1=P(l +Rn)
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Where [ stands for the interest earned, P is the principal ( the initial amount of
money ) , R is the interest rate per year, n is the time in years, and S is the sum of
principal and interest. For instance, if you borrow ¥2000 at 6% interest rate for 2
years, you have to pay the following simple interest:

I = PRn =2000 x 6% x2 = ¥240

With regard to compound interest, interests for previous periods are added to
principal for the calculation of interest. With the annual compounding, the interest
that accumulates during a year is added to the principal at the end of the year, so
that in the following year your money earns interest in interest. If you borrow the
same amount of money ( ¥ 2000 ) , at the same rate (6% ) , and for the same length
of time (2 years) , this is how you can find the compound interest

At the end of the first year, the interest will be:

Interest year 1 =2000 x6% x1 = ¥ 120

Add ¥ 120 to the initial principal ( ¥2000), so the new principal for the
second year is ¥2120.

The interest at the end of the second year will be:

Interest year 2 = 2120 x6% x1 = ¥127. 20

Therefore, the total compound interest at the end of the two years is ¥ 120 +
¥127.20 = ¥247.20.

The formula concerning compound interest can be stated as follows;

S=P(1 +R)"
I=§8=P

1.4.2 Nominal and Real Interest Rates

Nominal interest rate is the promised amount of money you receive per unit you
lend. It is unadjusted for inflation.

Real interest rate is approximately the nominal interest rate minus the inflation
rate. It is the rate of interest an investor expects to receive after subtracting infla-

tion. This is not a single number, as different investors have different expectations
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of future inflation. ® If, for example, an investor were able to lock in a 5% interest
rate for the coming year and anticipated a 2% rise in prices, it would expect to earn
a real interest rate of 3% . Since inflation rate over the course of a loan is not known

initially, volatility in inflation represents a risk to both the lender and the borrower.
1.4.3 Official and Market Interest Rates

The former is the rate set by the central banks or monetary authorities. The
interest rate is one of the levers used by governments to regulate economy. In order
to let the interest rate reflect the policy intention of a government, the central bank
should control the level of some interest rates. One of the most commonly known
rates of the kind is the rate of refinancing provided by the central bank for commer-
cial banks and other financial institutions, including discount rate and lending
interest rate.

Market interest rate is the rate wholly determined by the demand and supply of
funds in the financial markets at a certain period. It is an indicator of the state of the
demand and supply of funds in the markets. The inter-bank interest rates are the
typical market interest rates, among which the LIBOR’ is the most influential in the

international financial market.

1.5 Money Supply

Money supply refers to the collection of all kinds of money in an economy,
including the volume of currency in circulation and the volume of deposits at any
point of time. Typically, distinct measures of money are reported, differentiated by
the types of deposits (and close substitute for deposits) they include. One measure
of money is known as narrow measure including currency and demand deposits used
for everyday expenditures. The other is broad measure of money that adds time
deposits and savings accounts and certain other financial assets. It is the liquidity of

money that is most helpful in dividing the measures of the money supply.
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Each country publishes several different measures of money supply to show the
effects on economy. Generally speaking, money supply is defined as follows:

a. The narrow measure of money: M, and M,

M, = Currency

M, is the currency or cash in circulation including banknotes and coins. M, is
also called monetary base® that measures the quantity of currency issued by the cen-
tral bank.

M, =M, + Dd

M, comprises those assets which are themselves acceptable in exchange and
normally held with the intention of spending them in the immediate future. M,
includes M, checkable or demand deposits at banks. M, measures transaction
balances.

b. The broad measure of money: M, and M,

M, =M, +Ds + Dt '

M, is a broader measure of purchasing power than M,. It includes all of M,
plus savings deposits and time deposits at bank. They are of highly liquid financial
assets. Most of these components of M, are assets that provide their owners with a
higher rate of return than M, components would. If the store-of-value function rather
than the medium-of-exchange function of money is emphasized, broader measures
are appropriate.

M, = M, + short-term government securities + commercial paper + life
insurance policies

M, here is the broadest measure of money that is available to the public. It
adds to M, a variety of liquid assets, including the public’s holding of short-term
government securities, commercial paper, etc. All of these represent stored purcha-
sing power of their owners and are thus potentially related to economic activities.

The reason why so many measures of money are defined is that economists have
different opinions as to which measure is most consistently related to spending and

other economic activity and that the central banks can monitor the operation of
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macro-economy and conduct monetary policy. Since the middle of 1970s, when the
quantity of money supply instead of interest rates was seen as intermediate policy
target in some countries the measuring of different levels of money supply has had
special meaning for policy operation. For example, when monetary authorities
discuss how to control the target of money supply, they should be clear about
controlling which level of money supply and the difference between this level and
other levels of money supply.

In China there are clear distinctions among different levels of money supply
because of strict financial regulations and fewer financial instruments with little
changes. So it is more convenient for the People’s Bank of China to monitor and
regulate the macro-economy to some extent. Presently in China money is measured
in a more concise way according to the bank survey of the PBC.

M, = Currency in circulation including banknotes and coins

M, =M, + demand deposits

M, =M, + quasi-money including household deposits, time deposits and other

deposits
1.6 China’s Monetary System

The issuance of Renminbi on Dec. 1, 1948 marked the establishment of China’s
Renminbi system. The main contents of our monetary system are as follows. Firstly,
Renminbi is the legal tender. Yuan is its unit. Renminbi has no relation to gold,
nor any foreign currencies. It is inconvertible credit money. Secondly, Renminbi is
the sole legal money in China. Our country prohibits gold, silver and foreign
exchange from being used in accounting and circulation in our domestic market.
Thirdly, the issuance of Renminbi is highly concentrated and the People’s Bank of
China holds the right of issuance of Renminbi. The issuance of Renminbi is backed
by the goods and materials held by the government. Renminbi is issued through the

channel of purchasing gold, silver, foreign exchange and granting loans by the
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PBC. Gold and foreign exchange are used as the reserves for international
payments.

Since the beginning of China’s economic reform and opening-up more than three
decades ago, China’s Renminbi system has had a stable economic and social foun-
dation though serious inflation occurred at different periods and stages. Renminbi is
regarded as a hard currency in our neighboring countries. In 1996 Renminbi became
convertible under the current account of international balance of payments, which
shows the high degree of China’s opening to the outside world and the strong eco-
nomic strength of China’ s monetary system.

With the continuous deepening of our economic reform and further advancement
of opening to the outside world, our monetary system needs further perfection. We
have resumed the exercise of sovereignty over Hong Kong and Macao. But there
exists the system of Currency Board’; Hong Kong dollars and Macao dollars are
regarded as foreign exchange according to the regulations of China’s foreign exchange
administration and can not circulate in the mainland; Hong Kong dollars and Macao
dollars are issued together by several commercial banks and linked to the U. S.
dollars. How to coordinate the circulation of the three currencies and build up a

modern monetary system with Chinese characteristics needs our attention and further

study.
New Words
currency | 'karonsi| n. j#HT, 1%

barter [ 'baito | n. YAt

intangible [ in'tzendzobl] adj. JCIKM

entry ['entri] n. £xit4rsE

numerical [ njui'merikal | adj 87/, HEFERT
depreciate [ di'prizfieit] v. (ffi) WefH; #rIH
inflation [ in'fleifon] n. JEATEZAK

denomination [ di,nomi'neifon] n. THEEEA; H{EH
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subsume [ sab'sjuim] v. A, A&

forgo [for'gou] vt. FHF

volatility [ volo'tiliti | n. By, AFaEdE

lever [ 'lizva, 'leva] n. FLFF

expenditure | iks'penditfa]| n. L, EF%; LHA
security [ sikjuoriti| n. jFZ5

policy [ 'polisi]| n. fR[GH

convertible [ kan'vartobl] adj. W] Siff, wIEEHRMY
sovereignty ['sovrinti] n. FA; FEZE

Terms and Expressions

money in kind S 5% 13
representative money 1t F 57 ifs
gold standard 4 4<{if

silver standard 4R A<{if

legal tender {255 M

fiat money %5 E 7%

medium of exchange AZ 4
a unit of account M {E R

a store of value B fiff ik

a standard of deferred payment %EH#] 7 {5
simple interest HLF|

compound interest % |
nominal interest rate 44 X fi| %
real interest rate SEFR A F
discount rate I E{L

demand deposits 572K
time deposits & HH1F K
savings account fif & ik J1
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commercial paper 7\ 554
current account Z2H I H ; 5K
balance of payments [E BRI 37

Notes

1. full-bodied money EAHGTT, f&&A 5 HE{EAHRMERIFHET

2. The money issued is based only on the general credit of a government and on
the provision that such money is a legal tender, acceptable to pay taxes and to fulfill
contracts calling for payment in the lawful money.

RKATH SR T BUFE M LGZ S AR s M s . &R m
BIaaBt . AT A R T S A it .

3. A standard of deferred payment is the accepted way, in a given market, to
settle a debt—a unit in which debts are denominated.

SIS AR BT THAERE 52 1 T 3 v 45 3058 95 I i i e 2 i O K—— 1%
M55 KT HE AL

4. hire purchase (HP) FHIW, sMI{HRIGE, F51H 98 6L TR GEA,
SR Je B A E IR B4R A BE

5. opportunity cost PLERA . FRAEEPEBRE TR, ®wHF TR, 3
WA FE AL BT 7 58, T T 1) G At 50 5% T RE 7 AR Y e R B R MR
LA TR RE BT 5T 7 SR AL BRAS

6. This is not a single number, as different investors have different expectations
of future inflation.

EAR—NGE— BT, B A [R]85 5 0 R R 538 52 2 ik B A
Iil .

7. LIBOR (London Interbank Offered Rate) &34 17 R #F{EFIZH, 18
R BRAT IR Mk S8 SRR Y 2 TCAF UK A 5 iR 2%, R PR Rl T 3 P R 23K
P Bl AR B R A 6

8. monetary base JERIBT i, WARGE MAS . WA . HEIHM, HHE
FA (7 T A B A A5 R SR A i BB O, PR b R BE BT T (High-
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powered Money) , ‘B SRARFT A AT 55 FEIE, RIN m AT 473K
B MARFFA RE DT

9. Currency Board 57 iRyl B . 45 3™ [ 5K 5l X 56 i e A 1 55 3 Aol
MR IR, ARG H B A5 2 1 LA 100% 1 AT At 25 1E R PRI R &
1A, 3 HARFFAT SIZINCHEE I REANE . FHs PR ITEGEMN T
S il BEUR A ok ) o oA b 2 ML A 25 o

Exercises

I . Decide whether each of the following statements is true or false.

1. Strictly speaking, money is currency.

2. By barter, it means people use goods to trade for other goods made by other
people.

3. Some items are accepted not because they are useful or portable but because
they can be used to trade for other things, which we call a medium of exchange.

4. Money is the unique form in which wealth can be held.

5. Credit money, as commodity money, has value in itself.

6. Interest rates move in the same direction with that of the stock index.

7. Nominal interest rate is unadjusted for inflation.
II. Fill in the blanks with the words given below.

function goods trading devoted specialize difficulty division process

Very early in the history of civilization, people discovered the advantages of

1 of labor and specialization. It was apparent even to primitive tribes that
some of people 2 themselves to making weapons, others to hunting, and
still others to farming, the tribe as a whole would end up with more weapons and

more food than if everyone attempted to do everything for himself.

The 3 inherent in this specialization was that no one would

- in making arrows unless he could exchange his arrow production for
food. Provision for 5 is essential if specialization is to be successful.

The primary 6 of money is to facilitate the 7 of exchange.
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Exchange, of course, could take place without money, but it would be extremely
complicated. In primitive societies, direct bartering of goods for other 8 is
common, but there are obvious difficulties. A butcher who wants shoes must find a
shoemaker who wants meat. If the shoemaker is a vegetarian, the butcher must
either make a preliminary trade or go barefoot. The difficulty of finding the other
party to a desired exchange would mean that little exchange could actually take
place.
. Choose the best answer.

1. A rise of interest rates will cause

A. an increase in borrowing and a slowing-down of credit creation

B. a decrease in borrowing and an increase in credit creation

C. an increase in borrowing and an increase in credit creation

D. a decrease in borrowing and a decrease in credit creation

2. Which of the following is not one of the functions of money?

A. medium of exchange

B. store of value

C. financial assets

D. standard for payment

3. What is the factor that led to the invention of money?

A. market places

B. double coincidence of wants

C. difficulties and inefficiency of the barter system

D. rate of exchange

4. Suppose you deposit 1, 000 yuan in a bank for two years with the interest rate
3% per annum, then you will have yuan under a simple interest arrange-
ment, and yuan under a compound interest rate arrangement at the end of
the second year.

A. 1,030 1,060 B. 1,060 1,090

C. 1,030 1,030.9 D. 1,060 1,060.9
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5. If the money supply lags behind production, the economy may suffer from

with equally undesirable effects.

A. deflation B. inflation

C. debt D. crisis

6. Narrow money refers to

A. M, B. M, and M,

C. M, and M, D. M,

IV. Translate the following sentences into Chinese.

1. To define money merely as currency is much too narrow for economists.
Since checks are also accepted as payment for purchase, checking account deposits
are considered to be money as well.

2. The use of money as a medium of exchange has greatly assisted specializa-
tion of labor and trade and therefore the growth of modern economics.

3. Interest rates targets are also a vital tool of monetary policy and are taken into
account when dealing with variables like investment, inflation, and unemployment.

4. Money supply refers to the collection of all kinds of money in an economy,
including the volume of currency in circulation and the volume of deposits at any
point of time.

5. Fiat money is without intrinsic use value as a physical commodity, and
derives its value by being declared by a government to be legal tender; that is, it
must be accepted as a form of payment within the boundaries of the country, for “all
debts, public and private”.

V. Translate the following sentences into English.

L PR #5005 T e SCRAE R i mUIR 55 1) SAN v sl 7 £ 55 i s v g%
A2 AT ARG
FABE T A A S b T i) E SRR —

AR BBl 2 R 2855 16 S A FRATTHY H 285741
BT AYHER A AR B sl W AR
TELTE A, BB RBE A i A M S

SR
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Foreign Exchange

Learning Objectives;

B The definition of foreign exchange

M The quotations of the foreign exchange rate

H Spot, fo'rward and swap foreign exchange transactions
B Foreign exchange futures

M Foreign exchange options

2.1 Definitions and Quotations

2.1.1 Definition of Foreign Exchange

The term “foreign exchange” has three principal meanings. In the first place,
it means the system utilized in financing international payment. In the second place,
it means the media used to discharge international obligations. For the purpose of
international finance and exchange, the principal kinds of media are telegraphic
transfers, mail transfer, bills, demand drafts, cheques, banker’s draft, foreign
bonds, etc. The third meaning of the term “foreign exchange” is that it covers, in a
general way, the rates at which foreign exchange is quoted.

World trade and the cross-border money and capital movements resulting from
financial transactions are the basis of foreign exchange dealings. Take a simple
example: if a Swiss exporter sells a machine to a Japanese buyer, to conclude the
transaction the yen which the Japanese businessman has available will have to be
changed into Swiss francs, the currency sought by the supplier of the machine. Or if

continental banks want to place excess funds in the Eurodollar market rather than in
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