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4t Wisdom

Money is round. It rolls away.
—— . Aleichen

% K

Overview

It has long been recognized that money exerts a substantial influence on economic
activity. Its effects on us as individual are easy to see. Beyond its effects on the welfare of
the individual, money plays a significant role in determining the growth and stability of the
economy as a whole. And, as is becoming increasingly clear, the movement of money
within and between nations has a substantial influence on economic developments

throughout the world.
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1.1 The Origins and Definition of Money

1.1.1 The Origins of Money

In non-monetary society, trading could take place only by the direct exchange of one good for
another, However, the volume of the trade would be small, since each transaction that take place
would require that two parties exists whose wants mutually and exactly coincide. What’s more, in a
barter society there would be no common denominator in terms of which the price of each item to be
traded could be expressed. The price of each article in the market could not be stated as one
quantity, but would have to be quoted in as many quantities as there were other goods and services
traded in the market. Another main disadvantage of a bartter economy is the difficulty of holding
wealth. Purchasing power could be stored for future use by holding goods. The holding of non —
liquid wealth is inconvenient because the stored commodity may deteriorate. In order to deal with
these problems, money was born.

Historically, many different things—whale teeth in Fiji, leather in France, stones on the
island of Yap, tobacco and whiskey in the American colonies, and numerous types of metallic
coins have served as money, because people had confidence in the value of these items and were

willing to accept them as payment.
1.1.2 The Definition of Money

What is money? Traditionally, economists have defined money to include all currency held by
the public, together with demand deposits and other checking deposits in commercial banks and
thrift institutions. Because practically all payments are made by currency exchange or by transfer of
deposit balances via check or electronic means, the economists’ definition of money fits our
conceptual notion of money as items that are “generally acceptable” for payment.

However, we are most interested in the way in which money influences the operations of the
economic system and how changes within the system influence the institution of money itself. We
shall, therefore, define money in broad functional terms. The feature that distinguishes one object
from others as to make it money is that the object has a fixed and unvarying price in terms of the

unit of account. Money, therefore, maybe defined as anything that has a fixed and unvarying
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price in terms of the account and is generally accepted within a given society in payment of debt or

for goods and services rendered.

1.2 The Evolution of Payment System

1.2.1 Full-bodied or Commodity Money

In ancient civilizations, certain substances that were visually attractive, durable, divisible,
and available in relatively small quantities naturally emerged as money that became widely used as
media of exchange.

Metallic coins were widely used in ancient-civilizations. Initially, iron and  copper
predominated. However, payment with coins became inconvenient as coin values decreased with
major increases in metal supply. Then silver, which was much scarcer, became popular as
money. Until a couple of hundred years ago, gold could not serve effectively as money. Because of
the scarcity of gold; the coins would have been small. However, gold coins of sufficient size
became possible due to increased gold supplies from major worldwide discoveries in the nineteenth

century.
1.2.2 Representative Full-bodied Money

Societies became more affluent and more dependent on exchange with increasing specialization
and division of labor. As the trends accelerated during the industrial revolution, which began in the
eighteenth century, the exclusive use of coins as media of exchange became increasingly
inconvenient. The weight and size of coins made them cumbersome to transport, store, and use in
transactions involving large amount of money. For convenience, coins were supplement with paper
currency, initially backed 100 percent by the valuable metals. Paper money that attests to an
ownership claim on a commodity such as gold or silver is referred to as representative full-bodied
money.

Originally, the paper notes in England were issued by private firms called goldsmiths during
the sixteenth century. Essentially the notes were warehouse receipts acknowledging rights to a
certain number of gold or silver coins, collectable on demand by the bearer of the note. Notes
quickly became as acceptable a medium of exchange as coins themselves because the notes could be

exchanged for a fixed quantity of metal coins on demand. This form of money circulated as gold



