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Functions of Money

Money performs a wide variety of important services. It
serves as a standard of value for all goods and serices. Without
money the price of every goods or service we might wish to

trade would have to be expressed in terms of exchange ratios

with all other goods and services an enormous information
burden for both buyers and sellers. We would need to know,
for example, how many loaves of bread would be required to
purchase a quart of milk or what quantity of firewood might
exchange for a suit of clothes. To trade just 12 different goods
and services, we would have to reme)’nber 66 different exchange
ratios. In contrast, the existence of money as a common
standard of value permits us to express the prices of all goods
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and services in terms of only one goods the monetary unit.
In China that unit is, of course, the RMB yuan. In France the
official monetary unit is the franc; in the United States the unit
is the dollar; in Britain, the pound sterling; and in Japan, the
yen, etc. Whatever the monetary unit is called, however, it
always has a constant price in terms of itself (i. e., a yuan
always exchanges for a yuan). The price of all other goods and
services are expressed in multiples or in fractions of the
monetary unit.

Money also serves as a medium of exchange. It is usually
the only financial asset which virtually every business,
household, and unit of government will accept in payment for
goods and services. By itself, money typically has little or no
use as a commodity (except.when gold or silver used as the
medium of exchange). People accept money only because they
know they can exchange the monetary medium at a later date
for goods and services. The monetary unit itself need have little
or no intrinsic value as a commodity once it is widely accepted.
This is why modern governments have been able to separate the
monetary unit from precious metals like gold and silver bullion
and successfully issue fiat money(i.e., pieces of paper) not tied
to any particular commodity.

Money’s service as a medium of exchange frees us from
the terrible constraints of a barter economy. Money allows us to
separate the act of selling goods and services from act of buying

goods and services. For example, we can. sell our own labor
2



skills for money and then later convert the money earned into
food, clothing, and shelter. A medium acceptable to all saves
enormous amounts of time. We do not have to search around to
find a seller who is offering exactly the same goods and services
we need and is willing to buy precisely the goods and serivces
we are offering. With a medium of exchange, buyers and
sellers no longer need to have an exact coincidence of wants in

terms of quality, quantity, time, and location.

Money serves also as a store of value a reserve of future
purchasing power. We need not spend yuans right away but
can hold them until circumstances are right and our need for
goods or services is imminent. For example, we may wish to
buy bonds and stocks, but their prices are falling, and it seems
logical to wait for a lower price. Purchasing power can be
stored in currency or in a checking accunt until the time is right
to buy. Of course, money is not always a good store of value.
The value of money, measured by its purchasing power, can
experience marked fluctuations. For example, prices of
consumer goods represented in the retailing price index have
increased steadily in China since the middle of the 80°s. If
individuals or families had purchased in each of these yeats the
identical market basket of goods and services represented in
China retailing price index, they would have found that the
purchasing power of their money had decreased during this
period.

Money functions as the only perfectly liquid asset in the
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financial system. An asset is liquid if it can be converted into
cash quickly with little or no loss in value. All assets-real and
financial-differ in their degrees of liquidity. Generally, financial
assets, especially the Treasury bills, bank deposits and bonds
and stocks issued by major corporations, tends to be highly
liquid, while real assets, such as a home, an automobile,
clothing, furniture, and diamonds, may be extremely difficult
to sell in a hurry without taking a substantial loss. Money is, of
course, the most liquid of all assets since it need not be
converted into any other form in order to be spent.
Unfortunately, the most liquid assets, including money, tend
to carry the lowest rates of returns. One measure of the “cost”
of holding money is the income foregone by the owner who fails
to convert his or her money balances into more-profitable
investments in real or fiancial assets. The rate of interest,
which is the price of abtaining credit in the financial system, is
a measure of the penalty suffered by an investor for not
converting money into earning assets.

Words and Terms:

money and banking . R S58TE
exchange ratio T E
financial asset SRV
asset &, BT, M
asset operation(management) RraE(EHE)
asset stock WPy, A
liquid assets ( = current assets) . MK

4



intrinsic value

fiat money(38) A B4
fiat n.

coincidence of wants

store of value

future purchasing power

checking account(s)

marked fluctuation
fluctuction n.
marked price

retail price index (number)
retail goods

substantial loss

return(s) n.
marginal return
monopoly return

balance
balance sheet

earning(s) n.

earning eassets
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earning(s) statement ( = income statement or loss and gain

statement or profit and loss statement)
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Services Provided by
the Financial System and Financial Markets

The financial system is one of the most important
inventions of modern industrial societies. Its vital task is to
move scarce loanable funds in the form of credit from those who
save to those who borrow for consumption and investment. By
making funds available for lending and borrowing, the financial
system provides the means whereby modern economies grow
and increase the standard of living enjoyed by their citizens.
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Much of the creidt thus obtained goes to purchase machinery
and equipment, to construct new bridges, highways, factories,
and schools, and to stock the shelves of business with
inventories of goods. Without the financial system and the
credit it supplies, each of us would lead a very different and
probably less enjoyable existence.

The financial system determines both the cost of credit and
how much credit will be available to pay for the thousands of
different goods and services we purchase daily. Equally
important, what happens on this system has a powerful impact
upon the health of the nation’s economy. When credit becomes
more costly and less available, total spending for goods and
services generally falls. As a result, unemployment rises, and
the economy’ s growth slows down as businesses cut back
production and reduce inventories. In contrast, when the cost
of credit declines and loanable funds become more readily
available, total spending in the economy usually increases,
more jobs are created, and the economy’s rate of growth
accelerates. In truth, the financial system is an intergral part of
the economic system and cannot be viewed in isolation from it.

Investment in new equipment increases the productivity of
labor and ultimately leads to a higher standard of living.
However, investment generally require large amount of funds,
often far beyond the resources available to a single firm or
government unit. By selling financial claims — stocks, bonds,
etc. — in the financial markets, though, large amounts of
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funds can be raised quickly, and the loan repaid out of future
income. Indeed, the financial markets operating within the
nation’ s financial system make possible the exchange of current
income for future income.

Those who supply funds in the financial markets receive
only promises in return for the loan of their money. These
promises are packaged in the form of attractive claims and
financial services — stocks, bonds, checking accounts, savings
deposits, insurance policies, etc.. Financial claims promise the
supplier of funds a future flow of money income, which may
consists of dividends, interest payments, capital gains, or other
returns. Of course there is no guarantee that the expected flow
of future income will ever materialize. However, suppliers of
funds to the financial system expect not only to recover their
original commitment of funds but also to earn additional income
as a reward for waiting and for the assumption of risk. The role
of the financial markets in channeling savings into investment is
absolutely essential to the health and vitality of the economic
system.

Credit Services

In addition to facilitating the flow of savings into
investment, the financial markets provide other important
services as well. These markets furnish credit in thousands of
different forms for thousands of different purposes, not all of
which are related to investment.

Credit consists of a loan of funds in return for a promise of
10



