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Money

“-»Money

It is difficult to define money without knowing what it does. Let’s
start with a working definition: Money is something that people accept as
payment for a good or service. This working definition draws attention to
a basic requirement for anything that serves as money. It must be gener-
ally acceptable to those who are exchanging goods and services in mar-
kets.
~ If you go into a store and buy some socks or rent a video,chances
are you pay with dolfar bills or Federal Reserve notes. Paper money has
been used in the United States for nearly 300 years,since colonial times.
The paper by itself is worth only a few cents,but you know you can ex-
change the bills for goods and services in stores, restaurants,and theatres.
Other ‘people are willing to accept these pieces of paper in trade for
goods and services because they know they can,in turn spend the money
and pass it on to someone else. If you believed that no one would take
the money,you wouldn’ t be interested in having it. If everyone thought
the money was worthless, no one would take it. Then it really would be
worthless because it couldn’ t be used to buy anything. Money has value
because it is accepted as the means of exchange.

oy »Barter and the Invention of Money

In societies that have only a few goods,trade can be carried out
fairly easily. Certain tribes’ of ‘pygmy hunters in Zaire trade ivory from
their elephant hunts for the metal they need to make arrows and spears.
They also trade for a few agricultural goods. Because most of their trade
is in metal and tusks,prices are measured not in money but in terms
such as arrow tips per tusk. Money is not needed here because few
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goods are traded. People can easily arrange to trade what they have for
what they want. This type of direct trade of goods and services is called
barter.

Consider a barter economy in which a potter \Zi(ants to buy a pizza.
Such trades require a double coincidence of wants. That is,each trader
must find a trading partner who wants what he or she offers and offers
what he or she wants. |If the potter goes to the market and the pizza
maker wishes to exchange a pizza for a ceramic bowl,all is well. But
what if the pizza maker isn’ t interested in pottery and wants a shirt in-
stead? The, potter then has to find someone who wants to trade a shirt
for a -bowl bef_o're goiﬁg to trade with the pizza maker. In addition,a
pizza or a shirt-may not be equal in value to a bowl, raising the prob-
lem of making change. Barter is caostly in terms of the time and. effort re-

quired to find a trading partner.

A large or highly specialized economy cannot function by barter. A
better system eliminates the need for the double coincidence of wants by
finding. one. commodity that everyone will accept in trade. The most
common solution to the problems of barter is to use money. This solu-
tion is extremely. efficient_because using money saves on the search and
transactions. costs. that are_involved in bartering.  Although money has
other uses, carrying out. transactions is its most important role..

#% - The Functions of Money , _ .
- Because barter can be inconvenient,money developed as a means
for trading in goods and services. That is,money serves as a medium of
exchange. As a medium of éxch,ange,‘r_noyne{y simplifies_transactions by al-
lowing people to exchange the goods and services they produce for
money and then exchange money .for other goods .and. services they
want. - People receive, their wages in the form of money and use it to
buy clothes,food, housing and other items. _In the jargon of economics,
money reduces transactions. cost. This function is so important that it is
the first part of our definition of money: In order for something to be

money, it must be used to carry out transactions.
A second function of money is to serve as a unit of account,a way

2 © Finance
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to compare the costs,values,or prices of various goods. In this sense,
money is the equivalent of such measures as lengths or weights. If peo-
ple did not have prices and money as a way of making comparisons,
they would have to keep track of the value of each good in terms of all
other goods. The price of an apple might be 2/3 of an orange,or 1/500
of a pair of shoes. In fact,in a barter economy that had only 100
goods,there would be 4,950 prices without money. Having money to
serve as a unit of account reduces those 4,950 prices to 100 prices.

The third function of money is to serve as a standard of deferred
payment, allowing people to make contracts that extend into the future.
As a standard of deferred payment,money gives borrowers and lenders a
medium in which to express the repayment of debt in the future. If you
work for someone today,you may be paid two weeks later. If you
charge something -on your credit card,you are agreeing to make a future
payment. (If you don’t know that,read the fine print on the back of the
card!) In this way,money allows an economic link to the past and the
future. It is easier to specify a repayment in terms of money than as a
list of a number of goods and services.

The fourth and final function of money is to serve as a store of val-
ue,or financial asset. As a store of value,money provides a general form
of purchasing power that can be held in order to buy goods and services
in.the future. A decision to store your wealth as automobiles works well
only if you happen to need a car in the future or can easily and quickly
find a car buyer when you need cash. Not knowing what their future
needs will be,people usually want to stere some wealth in a.form that
can serve as a medium of exchange. Then they will be able to easily
convert their wealth .into goods and services. The ease with. which an
asset can be converted into the medium of exchange is called ‘liquidity.
Money is the ultimate liquid asset because it already is the medium of
exchange. [n its function as a store of value,money competes with other
(substitute) - financial assets such as savings bonds or certificates of de-
posit. These assets offer interest but do not serve as a medium of ex-
change.

Heritge O 3
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#h » Desirable Properties of Money

Money can take all kinds of forms. What should be used for money?
Fishhooks? Stones? Shells? Beads? Tobacco? All of these have served as
money at some time. Some of the desirable properties of money can be
inferred by considering the forms of money that have been used for long
periods and those that haven’ t made the grade. Experience suggest that
money should have .a stable value,be somewhat scarce (but not too
scarce),and be portable,durable,uniform, divisible, acceptable,and transfer-
able. Let’ s explore each of these properties.

Stability Of Value :

Stability of value means that purchasing power doesn’ t change very
rapidly. If the value of a currency is stable one currency unit (such as a
dollar) buys about the same amount of goods and services,even though
the prices of some items may rise or fall in response to changes in sup-
ply and demand in individual markets. A stable value is of key impor-
tance in making people want to use money-and accept it. Inflation
means that money is losing purchasing power.. If further inflation is ex-
pected, money is-a poor store of value. s

Scarcity _ , .

~ Scarcity of money is -a'key property. The general level of prices
tends to -increase directly with the quantity of money in circulation.
Sand, for-&xample, meets  many of the other criteria for money but is’ too
easy - to scoop up in large quantities. Scarcity was one reason for the
popularity of precious metals as: money in the past. - Today,governments
try to maintain the scartcity of the money supply by Ilmmng ithe quantoty
ofmaneythéyproduc& S T e R
Partablllty A s v

* Medieval- Swedish- copper coins and the stone money of the Island
of Yap were both very heavy. In general, however portability<is an im-
portant attribute of money. Portable forms of money—usually gold—have
been very useful in crises. Some people,such as refugees fleeing political
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upheaval or persecution,discovered how critical portability is when they
had to convert their assets to a form that could be carried and con-

cealed.

Durability

Durability is another important quality of money. Perishable com-
modities such as apples or fragile commodities such as glass would not
serve well as money. Paper money is not extremely durable but it is
easy to replace. You can turn in a tattered U.S. dollar bill for a new
one at a bank,which then turns in the old bill to the Federal Reserve'.
The tattered bill is destroyed,typically after a useful lifetime of about
sixteen months. Coins,in contrast,have a useful lifetime of about twenty

years.

-Uniformity

~Uniformity is an essential quality of money that rules out many
commodities. Cows can be fat or thin, healthy or sick,and their value as
money would vary accordingly. The advantage of paper money or pre-
cious metals is that it is easy to verify uniformity. The purity of gold and
silver can be tested by weight or vouched for by a stamp of approval,as
on coins.

Divisibility |
‘Divisibility of money is essential in making transactions. It has to be
possible to make change. Small denominations and coins are needed for
this. purpose.Divisibility as well as portability makes cows,houses,and
oth-er large,heavy assets very unsatisfactory forms of money. Divisibility
helps to account for the popularity of both gold and silver as money.

Acceptability :

Another important property of money in its function as a medium of
exchange is acceptability. To be useful,money must be acceptable; peo-
ple must be willing to take it in payment for goods and services. A per-
son will accept money only because of the belief that others. will also

ikt O 5
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accept it.

#&% » Banks and Money
Banks play an important role in the creation of money. Modern

banking evolved from the services provided in the Middle Ages by gold-
smiths. Goldsmiths made jewelry and decorative objects and kept a stock
of gold for their own use. Because they maintained safe storage facilities,
goldsmiths began storing other people’ s gold. They issued receipts for
gold left with them. Depositors often found it more convenient to use
those receipts as money than to retrieve the gold. The receipts began to
circulate as currency,fully redeemable in gold. Goldsmiths were thus the
earliest bankers.

The emergence of banks resolved several problems with existing forms
of money. Coins were bulky,inconvenient to carry in large amounts,and
easy to steal. Paper money,on the other hand, needed some guarantee of
its value. One form of guarantee was its convertibility into coins. Thus,
banks could provide safe storage for and convenient access to coins and
could issue currency that had some guarantee of value.. Another need
fulfilled by banks was the need for a credit market—a way of trans-fer-
ring money balances from those individuals who did not wish to use
them at the moment to those who did.

#h - Bank Notes,Checking Accounts,and Other Forms of Money

By the late eighteenth century,bank notes like the receipts issued by
goldsmiths had become a substantial part of the money supply in Eng-
land and many other countries. Such bank notes carried a promise to
give the bearer the specific sum of gold stated on the face. Semetimes
banks failed because they could not meet their obligations. to- redeem
these notes in gold as promised.

Checking accounts,or demand deposits, first appeared in fifteenth-
century ltaly. They have some advantages over bank notes. -There is no
problem of making change,because a check can be written for the exact
amount. Checking accounts are easier to protect from theft than ‘cash be-
Cause you can stop payment on checks if your checkbook is stolen.
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Checking accounts have one important drawback,however. -The person
who accepts a check has no easy way to verify that the check will be
accepted by the bank on which it is written. If the check writer doesn’ t
have enough funds on deposit,the check will “bounce” —right back to
the person who accepted it in payment. Thus,especially if you are
young move around a great deal,or don’t have satisfactory identifica-
tion,your check is not always as widely accepted as currency or coins.

Principles of Economics Amacker & Ulbrich Fifth Edition South-Western Publishing Co.
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race living in the forests of central Africa,whose av-

erage height is 1.4 meters (437578 P IELE—HFAOMEES KA

pygmy / 'plgml/ a.& n.

barter /'bazta/ n. & ». exchange goods for goods rather than goods for money LY %)
2%
coincidence /kou'insidons/ n.  a combination of events happening by chance,but in such a

way that it seems planned or arranged #f &, —B; 5 &

ceramic /si'remik/ a. B,

transaction /treen'zekfon/ n. piece of business; trading (—%)% 5

defer /di'fa:/ v. to put off until a later date; delay; postpone FiEiR ,JESE

repayment /ri'peimont/ n. the action of paying back; something paid back £%if

liquidity /1i'kwiditi/ n. the state of having money in one’s possession,or goods that
can easily be sold for money Eﬂﬁg

divisible /di'vizobl/ a able to be divided § 'Tﬁ}B(J

transferable /treens'foirobl/ @ (ownership) able to be given to another person R] ¥ 8 i, 7]
ik, WA Rm

stability /stee'biliti/ n. the quality or state of being not easily moved or changed;
firmness BE , B

scarcity /'skeasoti/ n. state of being scarce; lack B4, R,

circulation /,satkju'leifon/ n.  the movement of something (such as money) from place to
place or ﬁ'om person to person(# 1 i) Hi3F

criterion /krai'tiirion/ n. (pl)  criteria,an established rule,standard,or principle,on
' which a judgment is based (HfiF.H(MF89)47R%E BN
scoop /skuip/ ». to take up or out F§A7 (SR4% ) B H
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