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A. Definition and Characteristic

Money is anything that is socially accep
exchange for the settlement of debts. Th
commodity itself. ;

Long ago, oxen, salt, tea and shells all serve
money because people had confidence in their value
willing to accept them as payments for debts. Much of the
dence resulted from a reasonable assurance that the supply of the



substance used as money was limited. Thus the characteristic
these primitive moines shared was scarcity.

In addition to scarcity, some other characteristics money
must possess are as follows:
* Portability: It is easy to be carried.
* Divisibility: It can be divided into several units of accounts.
For example, in denomination Hong Kong dollar coins are made
up of 10 cents, 20 cents, 50 cents, $1, $2, $5 and $10;
Hong Kong dollar notes conmsist of $10, $20, $50, $100,
$500.and $1,000.
* Homogeneity and Identifiability;: Money must be consistent
with its appearance and easily be identified.
* Durability: Money has to be durable for its life in circulation
to reduce the production cost.
* Purchasing power stability: People will lose confidence in
money if its value in terms of purchasing power varies frequent-

ly.
B. Money and Currency

Currency is one type of money, such as dollar bills or coins.
In China, it is called cash customarily. When most people talk
about “money”, they are talking about currency. If, for exam-
ple, someone comes up to you and says, “Your money, or your
life?” You should quickly hand over all of your currency rather
than ask,“ What exactly do you mean by money?”

To define money merely as currency is too much narrow for

economists. As mentioned above, economists define money as



anything that is generally accepted in payment for goods and ser-
vices or in the repayment of debts. Besides currencies, money in-
cludes much more things, such as checks, checking account de-

posits, travelers” checks and savings deposits, etc. .
C. Functions of Money
OMedium of Exchange

This is perhaps the most important function of money. As
long as money is a legal tender, everyone will accept it for the
settlement of payments. For example, an individual will accept
money for the goods and services he sells and will pay money for
the goods and services he purchases.

The time spent trying to exchange goods and services is
called transaction cost. In a barter economy, transaction costs
are high because people have to satisfy a double coincidence of
wants, that is, they have to find someone who has goods or ser-
vice they want and who also wants the goods or services they
have to offer. As a medium of exchange, money can eliminate
much of the time spent exchanging goods and services, and thus
lower the transaction costs. Thereby, money acts as a lubricant
that allows the economy to run more smoothly and encourages

specialization and the division of labor.
®@Store of Value

People want money not only for exchange but also for goods



L

and services they may want to purchase in the future. Tn addi-
tion, people may hold money as a precaution for such uncertain
events as loss of a job or a serious disease. Money can function
as a store of value; that is, it is a store of purchasing power over
time.

Most people would like to hold money as a store of value
rather than other assets, such as land, house and jewelry. The
reason is that money is the most liquid asset of all. As a medium
of exchange money does not have to be converted into anything
else in order to make purchases. However, other assets involve
transaction costs when they are converted into money. When you
sell your house, for example, you have to pay a brokerage com-

mission usually 6 to 7 per cent of the sales price.
®Unit of Account

All values in the economic system are measured in terms of
money. We measure the values of goods and services in terms of
money, just as we measure weight in terms of pounds or distance
in terms of miles. For example, in the United States all prices
are expressed in terms of dollars.

The price represented by money allows us to compare the
value of one commodity relative to others. If an apple is worth

$ 2 and a watch $ 20, you can exchange a watch for 10 apples.
@Standard of Deferred Payment :

Because money can serve as a store of value and a unit of ac-



count, a debt stated in dollars can be repaid in money at a later
date plus interest. Suppose a government bond states the face
value in terms of dollars. When the bond matures, the govern-
ment pays the bond holder the face value of the bond in dollars,

plus interest.
“Store of Value ” and “Unit of Account” are the two basic

functions of money. When money is on the move, it serves as the
medium of exchange. When money is at rest, it serves as a store

of value.
D. Money at Rest—the Money Supply

The available quantity of money at a moment in time is
called the money supply. Now let’s take Hong Kong as an exam-

ple. In Hong Kong, money supply is defined as follows :
OM, (Money supply 1)

Legal tender banknote and coins in the hands of the public

plus demand deposits with licensed banks.
@M, (Money supply 2)

M; plus time deposits and savings deposits with licensed
banks and outstanding Negotiable Certificate of Deposits (NCD)
issued by licensed banks.



@M, (Money supply 3)

M, plus deposits with Restricted Licensed Banks (RLBs)
and Deposit-Taking Companies (DTCs) and outstanding NCDs
issued by RLBs and DTCs.

M, constitutes a narrowly-defined money supply, while M,
and M; are more broadly-defined money supply. The higher the
number, the “broader”the definition,and the more items it in-
cludes. In different countries, the basic rules for classifying
money supply are the same, but the explanations are sometimes

different.
E. Money on the Move—the Velocity of Money

The velocity of money is the circulating speed of money.
Most people would rather spend their money than hold it. Mon-
ey moves around the economy as people receive it, hold it
briefly, and then spend it. The velocity of money is one of the
important factors that determine the demand for money in circu-
lation.

The annual income velocity of money represents the amount
of income that is produced in the economy per unit of average
money supply. We can express the annual income velocity of

money in a simple equation ;

V= (D

==

where Y = annual income,

M= the money supply,



V = the annual income velocity of money.

If we specialize the equation as:

GNP
M, (2>

we can get the annual GNP velocity of the M, money sup-

V=

ply.
F. Money in Economy

As we have talked, both money supply and money move-
ment have close relationship with the income of the people, thus
influence their everyday life at any time. Money can be ...
EARNED by working ... SPENT now on things people need
... SAVED for future spending ... BORROWED for immediate
use. Money is a vital part of our everyday lives.

Imagine our economy as one huge machine, a Total Produc-
tion Machine, which can produce almost all we need and want.
People work on the machine ... get paid by the machine ... and
buy what the Total Production Machine has produced. In such a
“money economy?”, usually there are three states of economic af-

fairs;
@Equilibrium

When people buy all the machine has produced, i. e. demand
equals supply, the value of our money is stable and healthy.
This state of economic affairs—the balance between demand and

supply—is called equilibrium. However, in practice there is only



a relative equilibrium.
@) Recession

If people decide to buy less, or set aside money for future
use, the machine’s speed is reduced. Fewer people are needed to
work on the machine. As some incomes are cut off, total buying
is even less than before. The machine works still slower and
more people are laid off. This state of economic affairs—this im-

balance between demand and supply—is called recession.

®Inflation

If people decide to buy more, our Total Production Machine
will get busier. The greater the demand, the harder and longer
the machine must work. If things produced are equal to things
needed, the value of money can keep stable and healthy.

However, once people cannot buy more than being pro-
duced, the additional money only increases the competition for
the available supply of products. Too much money is purchasing
too few goods, then prices of many kinds of goods will tend to go
up. This state of economic affairs—this imbalance between de-
mand and supply—is called inflation. Inflation hurts many peo-
ple. Those receiving fixed incomes, such as pensioners, find
their dollars buy less than before. People with savings accounts
find that inflation reduces the value of their savings.

To keep our economy growing, employment high and prices

relatively stable is the most important function of the monetary



authorities in each country.
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