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Unit 1
Money

Money is defined as anything that is generally acceptable in payment
for goods and services, or in discharge of debts. An essential attribute of
money is that of serving as a general medium of exchange. General
acceptability is the essential characteristic of a medium of exchange. In the
past, many things have served their turns as money: decorative shells,
beads, stone axes; bronze, gold, and silver coins; and engraved notes of
banks and governments.

Figure 1: Money in history

Why did money come into use? The answer is that the use of money
enriches economic life by broadening the scope of exchange, production,
and consumption. It broadens the scope of exchange by eliminating the
need for a “double coincidence of wants” necessity in barter trade. In that
situation, if A makes fishhooks and B grows potatoes, a barter is only
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possible when B wants fishhooks at the same time A desires potatoes. It
amplifies the range of goods and services people can produce by making
possible a wider specialization and division of labor. Wider markets and
greater time devoted to production become possible when one can sell his
labor or output for money instead of seeking out barter trades with those
who have what he needs. Finally, money adds flexibility to economic
consumption. It enables each consumer to distribute his spending as he
wishes: he can pick the kinds and amounts of goods he personally desires,
and he also can save part of his money income, thus exercising the option of
transferring some of his consumption to a future when he may enjoy it more.

Currency is one type of money, such as bills or coins. When most
people talk about “money,” they are talking about currency. To define
money merely as currency is too narrow for economists. Besides currency,
money includes many more things, such as checks, checking account de-

posits, travelers checks and saving deposits.
1. Functions of Money

Money serves four functions: (1) a general medium of exchange, (2)
a standard of value, (3) a store of value, and (4) a standard of deferred
payment.

(1) Medium of Exchange

This is the most important purpose of money. We have seen that
money as a medium of exchange makes possible many of the complex
efficiencies of modern economic life. The varied services of money
depend, however, on its having purchasing power. It must have an
acceptability in exchange for goods and services that is based ultimately
on people’s confidence that, when they get around to spending it, it will
then be acceptable in exchange for the goods and services they want to
buy. In other words, money must have what economists call value in
4



exchange, since money, which usually consists of just a piece of paper, has
po value by itself.

(2) Standard of Value

In modern societies, most values are prices, or values expressed in
money. Money provides a convenient unit for comparing values regardless
of an item’s size or kind. 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 $1 and a book $20, you can exchange a book for 20 apples. Money
is thus the common yardstick by which people keep their accounts,
determine their incomes and profits, prepare their budgets, and regulate
and apportion their spending, savings, and investments. In serving this
function as well, money contributes to superior accuracy, flexibility, and
efficiency in economic life.

(3) Store of Value

The receiver or holder of money can choose between spending his
purchasing power (immediate enjoyment) or saving it (deferred enjoyment).
Saving money assumes various forms but the most common involve
holding either money itself (currency or demand deposits) or money
substitutes (savings deposits, Treasury bills, and so forth), which pay
interest on the money. Both forms of saving have their advantages and
disadvantages. Keeping one’s savings in cash assures him of instantly
available spending power, but accrues no interest. Money substitutes pay
interest, but have various disadvantages, such as delay or inconvenience in
getting cash, fluctuation in market price prior to maturity, or even loss of
principal and interest.

(4) Standard of Deferred Payment

Because money can serve as a store of value and a unit of account, a

5



debt can 'Qe 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 government pays the bond-holders the face value of the bond
in dollars, plus interest.

In summary, “Store of Value” and “Standard of Value” 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.
2. Money Supply

The available quantity of money at a moment is called the money
supply. Now let’s take U.S. as an example. The Federal Reserve System
computes three series of the money supply. The first of these is the
traditional definition of money as the sum of coins, circulating notes, and
demand deposits. This money supply is called M1 money. The M2 supply
of money consists of M1 money plus time deposits at commercial banks.
Finally, the M3 money supply is M2 money plus deposits in such nonbank
thrift institutions as mutual savings banks.

M3

M2

Figure 2: Relationships among M1, M2 and M3



