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This book has been compiled according to the requirement of being international,
informational, and strong in basics called for by the modern higher education. To compile
such a textbook in English is an innovation in one way or another and reflects such a
trend, i.e. the science of finance must keep pace with the times.

After China’s WTO accession we are faced with more and more new concepts,
new knowledge, new challenges and new opportunities. The teaching of finance
involves even richer contents. As we are in the time of the rapid development of
financial information and knowledge, the textbooks compiled should surely reflect
this new orientation. According to the arrangement of the compiling committee of this
finance textbook series, my duty is to work on this textbook for the undergraduates
of finance and those who are interested in studying finance in English. This book
embraces the development of both the financial theories and practices, with particular
emphasis on the basic theories, concepts and skills of finance. I hope that readers
will form a basic and comprehensive structure of finance in their professional study
after reading this book. In a word, I have tried my best to combine theory with
applicability when compiling this book. I also hope my effort will be appreciated by
readers.

This textbook is composed of two parts: the first part includes the first six
chapters, mainly dealing with the basic principles of money, credit and financial
instruments, banking and financial markets; the second part includes the last five
chapters, laying emphasis on central banks and their responsibilities of implementing
monetary policy and financial supervision, money supply and money demand, money
equilibrium, and the effects of finance on economic development.

To help readers in their comprehension and critical analysis of the complex
topics in the money and banking course, I have added some notes on the difficult
points and some review questions at the end of each chapter.

Nevertheless, 1 feel there is still plentiful room for further improvement in the
book. Any criticism from users is highly welcomed.

Xu Jingian

7%
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Cha ter One’

oney and Monetary Systems

Money is everywhere in modern society. All the economic activities of human beings are
linked to money. Money is so important to us just like blood in a body. What is money? How did
it occur and develop? What are the functions of money? What are the features of various types of
monetary systems? All these will be explored in Chapter One.

1 Money and Economy

1.1 Market economy and exchange activities

The emergence of money was closely linked to the development of exchange system, and
the market economy is in fact an economy of exchange. So the study of money should be based
on the analysis of the market economy.

Historically, the division of labor was a prerequisite for the emergence of the market
economy. It was because of the natural differences in each person’s talent, character and hobby
that the division of labor occurred. These differences formed each person’s feature and determined
what one could do, produce or what kind of services one could provide. In the course of social
development people were not always content with the present conditions and often hoped to gain
the most at the lowest cost, which promoted social development. People found, in the long time
of production and labor, that they could become most satisfied and the social efficiency could be
the largest if people with their own specialty engaged in what fitted them most and exchanged
with others the products and services they produced. So specialization of labor first emerged, the
foundation of social exchange was laid and the exchange system occurred.

Money appeared after the exchange system occured. That is to say there would be no money
without the exchange system. There are two types of exchange in the history: one is barter’, in
which goods and services are exchanged for other goods and services. It is a kind of exchange
without money and may also be called direct exchange. The other is the indirect exchange, which
is the exchange of goods and services with money. In a simple and small society, exchange was
a kind of occasional activity and did not occur very often, hence no money was needed in the
exchange then. As economy developed, however, greater specialization in the division of labor
increased the difficulty of finding goods that each trader wanted to exchange. Barter depends on
a double coincidence of wants’, which occurred only when traders who had goods or services
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wanted to find someone who had the goods or services they wanted and who also wanted the
goods or services they offered. What is more, as the number of goods produced in the economy
increased, barter became more cumbersome, time-consuming and it also increased the cost and
lowered the efficiency. The greater the degree of specialization in the economy, the more difficult
it became to discover a double coincidence of wants. Through repeated exchange, traders may
have found that there were certain goods for which there was always a ready market and which
people would like to accept in exchange. If a trader could not find a desired match or did not
need goods for immediate consumption, some goods with a ready market could be accepted
instead. Then traders began to accept certain goods not for immediate consumption, but because
these goods would be acceptable to others and could be traded later. For example, salt might
become accepted because traders knew salt was always in demand. As one kind of goods became
generally acceptable in return for all other goods, it began to function as a means of exchange. So
indirect exchange emerged, and money appeared.

1.2 Importance of money of the market economy

Money reduces transaction cost and promotes the efficient growth of the market economy.
The emergence of money overcomes the difficulty of barter and makes exchange proceed
smoothly and with the highest efficiency. This is because money is a special commodity that has
derived from commodities during the long period of barter and has inevitably been accepted by
people. With the emergence of money the limit of “double coincidence of wants” exists no more.
In order to acquire what he or she needs, a trader can sell his or her goods in the market first and
get money; meanwhile, after that the trader can purchase whatever he or she wants. Or if the
trader does not want to purchase goods or services, he or she can keep the money until he or she
needs to do so. Here money as a medium of exchange has increased the efficiency of exchange.
As it is free from the limit of “double coincidence of wants”, money helps traders save much
time on finding trade partners and obtaining market information. Consequently more goods and
services can be turned out with the time saved. :

The emergence of money not only makes it possible to reduce transaction cost but also
brings about the generalization of the purchasing power, thereby resulting in the provision of
efficient means for market-based allocation of resources. The market economy is fundamentally a
kind of economy in which resources are allocated on the market base. The allocation of resources
on the market base is inseparable from the movement of money. As money serves as a means of
exchange, what holders of commodities acquire is the general purchasing power—money—after
they sell their own goods. Money is a special commodity accepted generally by people, so it
represents the purchasing power of goods or services of any one. The holders of money have
the freedom to purchase goods and services, which is very important to the market economy.
Whether in the self-sufficient economy or the barter economy or the totally planned economy,
no one has the freedom to choose commodities. In the planned economy, not only the economic
activities of businesses but also individual consumption are constrained by plans, and money is
only a symbol in name in it and used within a certain scope strictly set. It is the planned quote
that determines production and consumption. So money does not represent the general purchasing
power, but a special or concrete purchasing power in the planned economy. In the market
economy, the holding of money means the right of obtaining goods or services because of the
general acceptability of money, and this is the main aspect of the essential features of the market-
based economic system. Money-holding consumers can promote the reasonable distribution of
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social resources according to consumers’ demand by purchasing goods or services they need. So
the use of money becomes the necessary condition for the realization of reasonable allocation of
resources in the market, which is also the necessary condition for the market economy to operate
smoothly and reasonably. In this sense the market economy in essence is a kind of monetary

economy, as money guarantees production, exchange, allocation and consumption of goods and
services in an economy.

2 Functions of Money

As for the functions of money, economists have different viewpoints. It was Marx who had
revealed the nature of money correctly. According to Marx’s theory on money, the functions of
money can be put in the order of importance as follows: standard of value, means of exchange,
means of payment, store of value and world money. And the unification of standard of value and
means of exchange is money. In Western economic theory, money has three functions: medium of
exchange or means of exchange, standard of value or unit of account, and store of value.

2.1 Marx’s exposition of functions of money

Marx’s theory on money is based on the theory of labor value. According to Marx’s theory,
money is a kind of special commodity that serves as a general equivalent’. As a commodity,
money has value and value of use’, so it has the same nature as that of ordinary commodities.
Otherwise it would have no foundation for exchange with other commodities. As a special
commodity, money is different from other ordinary ones in two aspects: first, money can manifest
the value of all other commodities; second, money can be used to exchange with all other
commodities. Whoever else has money holds value and can become satisfied with what he or she
needs. Therefore, the above nature of money decides the following functions of money.

2.1.1 Standard of value

When money displays and measures the value of other commodities, it functions as the
standard of value. That is, money is used as a measuring yardstick to assess the value of goods
and services in the economy. Just as we measure weight in terms of pounds or distance in terms
of miles, we measure the values of goods and services in terms of money.

The reason why money can function as the standard of value is that money itself is a
commodity and has value. Just like other commodities, money condenses the general labor of
human beings. Money is the same as any commodity in essence and they can be compared with
each other in quantity. So all other commodities can be measured by the special commodity—
money that serves as a general equivalent and manifests their own value. Therefore, the
commodity—money that serves as a general equivalent becomes the common standard of value
that measures all other commodities. The value of any commodity is decided by the time of
necessary labor in society condensed in the commodity. The time of necessary labor in society is
the intrinsic standard of value of commodities, but it can not express itself. It can only be shown
through money. As money functions as the standard of value, the form of the value of money
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is changed into the form of prices. Price is the expression of value of commodities in units of
money. Only conceptual notion of money as the standard of value is needed, and that is to attach
price tags to commodities.

In modern society each country or area adopts a certain unit of currency as the common
standard to measure and express the value of goods. For example, Renminbi is the name
of currency used in China, US dollar in the United States, and so on. Though the names of
currencies in the countries of the world are different and the value they represent is also different,
they all bear the same obligation, which is to measure the value of various goods and services in
each country’s monetary system. When a country has a certain currency as a standard of value,
the exchanges between goods and services are much easier and more convenient because the
prices of all the goods and services are expressed in the same currency unit. The producers can
find out and compare the prices of their goods and services.

2.1.2 Means of exchange

In almost all market transactions money functions as a means of exchange when it is
used to pay for goods and services. As mentioned above, in a primitive society, such as a selt-
sufficient economy, barter depends on a double coincidence of wants. But this double coincidence
of wants is really hard to find because there are thousands of types of producers with their
products. The introduction of money as a means of exchange solves the problem. A shoemaker
can exchange with anyone who is willing to pay for his shoes. He can then go to any farmer and
buy whatever food he needs with the money he has been paid. As a means of exchange money is

generally accepted in the process of continuous purchase and sale of goods, which is called goods
circulation.

In the exchange of goods, money, as a means of exchange, is not a conceptual one—a
standard of value, but a physical one. The reason is that goods producers want their labor to be
acknowledged by society and want to exchange their goods for money. Hence the money they
get when they sell their goods should be an actual one. To a producer money in his hand is only
an element in a flash and the money will be replaced by other goods soon. From the role as a
means of exchange played by money, money in goods circulation can be replaced by the symbol
of value, including paper money. If there is too much supply of symbol of value in circulation,
money will depreciate and the price level will rise, which is an objective law.

2.1.3 Means of store

Money also functions as a means of store and is a repository of purchasing power over a
long time. Money functions as a store of value when it exits from circulation and is kept and
stored by people. It is because of the fact that money is a general equivalent and represents social
wealth that money can function as a store of value. People store money and can change it into
goods at any time. So money is a good means of store. If people want money to be an ideal,
satisfying and stable means of store, the purchasing power of money® should be stable.

When storing value, money must be both an actual one and one with full value. The money

stored has different forms at different stages of history. Under the gold standard system the money
stored took the form of gold. With the development of social productivity the scale of capitalist
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production expanded. So the function of money as a store of value further advanced. The money
stored then took two forms: one is the reserves as a means of purchase and payment; the other is
the idle capital in the form of money, including the capital that was newly accumulated and had
not been put into production. The former entered and exited from circulation continuously; the
latter stayed out of circulation for a longer time and waited for a chance to enter the cycling and
turning-over of capital. In this case the money stored was just like a tank of water reserve, and
automatically adjusted money circulation and made the quantity of money in circulation meet the
demand of goods circulation. When the demand for money in circulation increased, the money
stored would enter circulation as a means of exchange; when the demand for money in circulation
decreased, a certain part of money would exit circulation and became the money stored. In
modern economy the function of money as a store of value takes a new form. Under the credit
money standard people deposit their money in banks, which means deferment of the present
purchasing power for individuals. The automatic function of money as a means of store in gold
coins exists no more in the modern credit system.

Money is not unique as a means of store; any asset, be it money, stocks, bonds, land, houses,
art, or jewelry, can be used to store wealth. Many such assets have advantages over money as a
means of store of value: they often pay the owner a higher interest rate than money, experiencing
price appreciation. The reason why people often hold money as a means of store of value instead
of other more desirable assets is the liquidity® of money. Liquidity is highly desirable. Money is
the most liquid asset of all because it is ready to be spent at a moment’s notice. It does not have
to be converted into anything else in order to make payment. That is to say, money is spendable
at face value virtually anywhere at any time. But other assets involve various inconveniences,
transaction costs, and risks when they are converted into money.

2.1.4 Means of payment

When it is universally accepted as a standard of value and means of exchange, money
necessarily becomes a means of payment. Therefore, money is used in discharge of debts under
the condition of deferred payment for purchase and sale of commodities. The function of means
of payment of money arises from the exchange of goods on credit and is linked with commercial
credit. Because the segregation in areas and seasons of production of goods leads to the time
separation of the sale of goods from the accomplishment of value of goods, purchase and sale on
credit emerge. Hence commercial credit is the prerequisite for the emergence of the function of
means of payment.

As a means of payment money at the early stage was only used to discharge debts between
producers. When the production of goods reached a certain level, money also functioned as a
means of payment in repayment of credit, payment of taxes, interests, wages and other payment
for labor.

2.1.5 World money

Money functions as world money when it strides across a national boundary and serves
as a general equivalent in the world market, and functions as a general means of purchase and
payment in the world. When money functions as the world money, it should be in its original
appearance of gold or silver without any national mark. In fact this function of money was
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meaningful only under the gold standard. After the gold standard it is hard to find an international
currency that can be mentioned in the same breath as gold and generally accepted. Here it
should be pointed out that in the present Western society some national currencies under the
new international monetary system, especially US dollar, can function as the world money to
substitute precious metals under certain circumstances.

As a matter of fact the function of world money is not a single function of money. It is only
the extension of the functions of money beyond a national boundary, thus it is used as a general
means of payment, a general means of purchase or exchange, and manifestation of social wealth.
As a general means of payment, the world money is used to discharge international debts and
pay balance of international payment; as a general means of purchase or exchange, it is used to
purchase foreign goods and services; as the manifestation of social wealth, it is used to transfer
social wealth, such as capital flow, aids to foreign countries, and war indemnity. Among these
three aspects the first is the most important.

2.2 Western theory on money and banking concerning functions of money

Western theory on money and banking concerning functions of money is similar to that of
Marx’s exposition. But the two have slight differences. Western theory on functions of money is
as follows.

2.2.1 Medium of exchange

Western economists hold the view that medium of exchange is the primary function of
money. But Marx regarded standard of value or unit of account as the primary function of money.
This is because Marx based the theory of money on the theory of labor value and the function
of money reflected the nature of money. As money is a special type of goods that functions as a
general equivalent, the primary function of money is to manifest and measure the value of other
goods. Western theory on money is based on the theory of utility and it emphasizes first the
importance of exchange. Thus medium of exchange is regarded as the primary function of money.

Money as a medium of exchange effectively eliminates the requirement of double
coincidence of wants and overcomes the difficulty of barter. Money also promotes production
efficiency by allowing people to specialize in what they do best. Money is therefore essential
in an economy: it is a lubricant that allows the economy to run more smoothly by lowering
transaction costs of exchange, thereby encouraging specialization and division of labor. In history
money first facilitated exchange, which made it possible for people to engage in what fit them
most, and then there appeared division of labor in each trade which brought about a great growth
of production. In the 19th century Western countries adopted the method of specialization and
division of labor in their production on a large scale. As a result there was increasingly ample
goods people could choose and price level dropped greatly. The impact of money on economy
was enormous.

2.2.2 Unit of account

In a barter economy money does not perform the function of unit of account. In a barter
economy not only is double coincidence of wants hard to find, but also it is difficult for two
traders to agree upon an exchange ratio. For example, how many pounds of apples should be




exchanged for a bag of wheat? When only two goods are traded, only one exchange ratio must
be determined, but as the number of goods produced in the economy increases, the number of
exchange ratios grows greatly. Negotiating the exchange ratios for goods exchange is complicated
in a barter economy because there is no common measure of value. People have to determine and

keep in mind numerous exchange ratios of goods. Here is a formula to calculate the number of
exchange ratios:

NN-1)  1010-1) 90
2 2 T2

N is the number of goods traded, when there are ten goods, we need 45 exchange ratios in
order to exchange one good for another; with 100 goods, we would need 4,950 exchange ratios;
and with 1,000 goods, 499,500 exchange ratios. The counting of exchange ratios would be very
time-consuming and cumbersome.

The introduction of money into the economy has solved the problem and the value of all
goods is expressed in terms of unit of account, enabling people to quote the prices of wheat,
apples and movies in terms of unit of money, say, yuan. Ratios of exchange of goods and services
become prices of goods and services. The number of prices or ratios of exchange is reduced from

Mﬁz'_l)_ to (N - 1), now with 1,000 goods we only need 999 prices instead of 499,500 exchange

ratios.

We can see that using money as a unit of account reduces transaction costs of exchange in
an economy by reducing the number of prices that needs to be considered. The benefits of this
function of money grow as the economy becomes more complex.

2.2.3 Store of value

A store of value is used to save purchasing power from the time when income is received
until the time when it is spent. That means money is used to defer the time of exchange of goods
and services. This function of money is useful because most of us do not want to spend our
income immediately upon receiving it but rather to wait until we have the time or the desire to
shop.

The effectiveness of money as a store of value depends on two factors: one is the easiness
that people can get goods with money when in need of them; the other is the price level because
the value of money is fixed in terms of the price level. A doubling of all prices implies that the
value of money has dropped by half; conversely, a halving of all prices implies that the value of
money has doubled. In an inflation, when the price level is increasing rapidly, money does not
serve the store-of-value function well because money loses value rapidly, the purchasing power
of money declines and people will not be willing to hold their wealth in this form. So money can
function as a store of value only when its value is stable as an asset.

The essential defects of Western monetary theories concerning functions of money as a
store of value are that they can not reveal well the basic reason that money functions as a store
of value. According to Marx’s analysis of emergence of money and exposition of the functions
of money, the root cause for money to function as a store of value is that money is the social

.
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representative of wealth and serves as a general equivalent, which is not comprehensible in
Western monetary theories.

3 The Meaning and Types of Money

3.1 The meaning of money

Marx defines money as a special commodity that permanently serves as a general
equivalent. There are prerequisites for Marx’s definition of money in three aspects: first, money is
a commodity with value and value of use, and only in this case can money play various functions;
second, money has the ability to display value of goods with its own value of use, i.e. money
can serve as a general equivalent; third, money itself is a commodity with value and value of
use representing the general purchasing power, so money become generally accepted. Obviously
Marx’s theory is based on the system of metal money. When discussing paper money circulation,
Marx explains that paper money is the representative of metal money and is a symbol of value
and plays the functions of money indirectly. But in modern society money in circulation in most
countries has no relation to precious metals, such as gold and silver, so Marx’s theory cannot
explain this phenomenon wholly.

Western economists define money as anything that is generally accepted in the payment for
goods and services or in the repayment of debts. Currency, which is in forms of banknotes and
coins, clearly fits this definition and is one type of money. When most people talk about “money”
today, they are talking about currency. To define money merely as currency is too narrow today
because practically, all payments are made not only by the exchange of currency but also by the
transfer of deposit balance via checks or electronic transfer wire. So checks are also accepted
as the payments for purchases and checking account deposits are considered money as well.
Therefore, an even broader definition of money is often needed because other items such as
savings deposits can in effect function as money if they can be quickly and easily converted into
currency. This is also true with time deposits. They are all items that are “generally acceptable” in
making payments. '

3.2 Types of money

Since the primitive economy money changed from commodity money to metal money, from
metal money to representative money, from representative money to credit money and finally
electronic money, and the electronic funds transfer system (EFTS’). In the economic life the need
for money is so strong that almost every society, except the most primitive one, invents it. The
diversity of the forms of money that has been developed over the years takes a long time and is
a gradual process. Since there is no absolute separation in time, various forms of money might
coexist at the same time.

3.2.1 Commodity money or money in kind

A commodity that becomes a medium of exchange is called a commodity money or money
in kind® when its value in the non-money use is equal to its value as money. The commodity




