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Money is one of the most fundamental inventions
made by man. It is the pivot around which the
economic science revolves. It regulates the whole of
the commercial side of man’s social existence. Since
the primitive times, man has remained engaged in the
exchange of goods he needed more with goods he
needed less. Anything through the medium of which
goods, services and all other assets get exchanged,
is treated as money. In the present chapter, we shall
discuss the evolution, definitions, functions and

significance of money.

1. BARTER EXCHANGE

Since the earliest times, man could recognise that
the maximisation of his satisfaction required exchange
of goods and services between different individuals
and social groups. They relied upon exchanging
goods for goods. The direct exchange of one good
for some quantity of another good is termed as the
barter exchange. One person producing wheat could
give over surplus quantity of it in order to get back
cotton, rice, oil, fruit and vegetables from the other
persons. One person may give over two cows and get
one horse in exchange. A tailor or cobbler pay for the
services of a physician in term of shirt or shoes
respectively. Thus barter exchange involved
exchange of goods for goods, goods for services or
services for services. In the words of Jevons, “Barter
is the exchange of comparatively superfluous with
comparatively necessary.”” In the case of barter
exchange, single transaction involves both buying
and selling activity at the same time.

The system of barter exchange has several merits.
Firstly, this system is simple. It does not involve the
complexities of the modern monetary system.
Secondly, since goods are exchanged with goods, the
problem of over-production or under-production can
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not arise under this system. Thirdly, there can be ideal
or optimum utilisation of both personal and natural
resources. Therefore, no wastage of resources occurs
under the barter system. Fourthly, the system of
barter exchange ensures division of labour and self-
sufficiency in the society. Fifthly, under barter
system, all the individuals exhaust their surplus
produce. Consequently, there can be no accumulation
or shortage of goods or assets. It implies that there
can not be concentration of wealth or economic
power in the hands of a few persons. Sixthly, this
sytem is very suitable in the field of international
trade. The problems like balance of payments deficit
and foreign exchange crisis can not exist under the

barter exchange.

2. PROBLEMS IN BARTER EXCHANGE

The system of barter exchange involving direct
exchanges of goods and services was highly
inconvenient. It involved several problems or
difficulties because of which it was eventually
abandoned.,

() Lack of double coincidence of wants : The
barter exchange can be possible only if the
commodity required by one person is available with
another person and the commodity required by the
latter is available with the former. For instance, person
A requires shoes but these are not available with
person B, who possesses cloth. Shoes are available
with person C but he is not willing to exchange them
with rice possessed by person A. Thus there is lack
of double coincidence of wants among these persons.
Consequently, barter exchange among then is not
possible. In the absence of the double coincidence
of wants, either a person will have to wait for long
periods of time to become able to make transact,ons
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where R= Number of exchange rates or prices
andn=Nmnberofoommodi1iestobeexdnnged.
In the above illustration, we shall have

R = Mn=1) _1000(1000-1)
ALY 2
= 500 %999
R = 499500

Given such complexity, the evaluation of 2
specific good is extremely difficult. In contrast, if there
is a common measure of value of money, there are
1000 commodities including money as one of the

commodities. In this case, the number of exchange
rates on prices will be

R = (n—1)=1000-1=999
It means there will be 999 prices for the 999

commodities in the economic system. Thus the use
of money as a common measure of value makes the
exchange convenient, exact and less costly.

(iif) Problem of divisibility : Some of the goods
in the economic system are mdmsible Under the
barter system, the problem can arise in determining

P
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place. But slﬁans. :C to buy it. what is the desired quantity. what is commodities and animals were difficult to be stored.
. be; e quantity of that commodity offered for transaction, (iv) They were largely perishable. (v) There was

will arise in barter o, I A : e
will e‘\chan., § what is the quality of the goods to be exchang#ba;: difficulty in their sub-division. (vi) The portability of
commodities and animals was difficult and quite

yring wealth : A Ser: St what is the rate of exchange of the commodities.
change is that the 5 10y, is generally a lack of such information. This problem expensive. In view of such problems, they were
tored. Before the ady, s “W'_d reduce the number of transactions and restrict  subsequently replaced with the metallic money.
jaitaic p lace in ¢e r:[ o T— 2. Metallic Money : As society moved from the
Lm \{egetables_ Sh“‘- Of (viii) Lack of specialisation : In case of the pastoral and agricultural stages to the stage of
st of agricultura] pr o op barter system. each person is likely is produce small commercial development, metals like gold, silver,
able, their Storag, ey quantities of a numb_er of commodities so that he or copper etc. were used as the means of exchange or
il his family is economically self-sufficient. In addition. money in several countries. However, the use of

Va

y @rose on accoy,, . =

In addition, the & tof the possession of 2 number of commodities can  metallic money also had some shortcomings. (/) There
jals involved heg,, Orag. enable him to make barter exchanges more easily.  were often qualitative differences in metals. (i) The
Rl not act R h Cog Thus specialisation in production do§ not exist and  metallic money was expensive. (iif) Since the metallic
b a Stop, each producer produces the commodities on 2 small  monpey was heavy. its portability from one place to
scale and attempts io exchange them locally. another was difficult. () Since metals were precious,
it was allways inconvenient and unsafe to make

rfation : Unds, th. The problems or difficulties involved in barter

zfgo?ds takes P Iai‘,t system led to the evolution of money. transactions through them. There was the fear of

pection, it ma, bt-: metallic money to get lost or stolen. (v) Metals

, Fice, cotton, o] er;: 3. EVOLUTION OF MONEY involved double coincidence of wants. The quick
& transactions through them were not possible. (vi) In

om0 other pj,. Although origin of money is lost in antiquity, y.

; Cex origin of money is lost in antiquity, yet - - : 2 : :

e exXpensijve. The man required at every stage of human development VICHS e Ofm.etals, s dife = Sy

of herds of she. - something for facilitating transactions with other SUPPly of mettalic money according to the
P - b requirements of the nation.

h problem; Py human beings in the society for the maximisation of
' his well-being. Over the different stages of the 3. Coinage : The next stage in the evolution was -

of money.
AT development of civilisation, money or the medium of the discovery of coinage. The coins were minted
- 3 In the exchange took the different forms which are originally by the merchants. The task was
?l‘ljﬂaCIIC’S Involye discussed below : subsequently taken over by the governments in most
nder the b i ) ; : .
E: arter 1. Commodity money : In the earliest stage of qf the countries. The coins were minted out of g91¢
ough goods human development, man was generally engaged in silver, copper and some other base metals from time
N0t possib]e Skl V25 o o to time. Such coins initially used to be the full-bodied
| ~ the hunting activity and relied upon the exchange <. Thesr Bee val ial o thelr e
onot agree to through such commodities as bows, arrows, axes, solln - : ;nr ;ethv e wlas e . oThelr mh e
[€asons. Firsy, animal skins, furs etc. The next stage of social " ° (valee ol the T e
through metal coins could remove many of the

1€ IWO parties development was the pastoral stage in which people X ! . g
: o diff ot protiem assoc1atefi with barter. The use of coins fgr
WeT SR - e ————- exchange greatly increased the acceptability of this

5 to be repaid
The exchanges between people involved the animals form of money. It became possible to make even the

may have
odity to be like goats, sheep, cows, bulls, buffaloes and other . S
s would . dnimas. The gl sage ves flwed by the TS of il Sraninaon, e e
o be repaid develipment ot SR, Feopic startcd growing of excianoe However, the use of metal coins, in
different crops and exchanges involved such R S - :
course of time, resulted in certain problems or

difficulties. (7) As gold and silver coins were precious,
the people developed a tendency to hoard them. (i)

involving
When animals and commodities were used as There was many often a lack of uniformity of coins.
(ii/) The dishonest people in the course of time

. The money or the medium of exchange, the exchanges
& involved several defects : (i) All animals and started melting and debasing the coins. (iv) When
coins were made of gold and silver, there used to be

i aftog commodities were not alike or uniform in quality. (i7)
 desire Supply of these commodities was uncertain. There often the scarcity of such coins. (v) Since coins had
3 were abrupt changes in their supplies. (iii) These quite high value, it was unsafe and inconvenient to

the period o :
present in commodities as wheat, rice, tea, cotton, cloth,
vegetables, fruit efc.
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LAY them upto digtant places, (vi) The varlatit_)ni in
the prices of metals created much instability 1 the
villues of coins, (vii) Afier base metals like copper
zine, tin, iron efe. were used for coinage, the foce

vulfwf* Ol the coins became invariably greater ik
their intrinsic values,

4. Paper Money : The metallic money and coins
of gold and silyer involved the problems of
portability and safety apart from being expensive.
Peaple started keeping their gold and gold coins with
the goldsmiths for safe-keeping, The goldsmiths, in
retumn, used (o issue receipts to the depositors o
return the gold on demand. These receipts came (o
be used by the people for buying commodities. The
'CCCIpts of goldsmiths thus acted as substitutes for
Mmoney, These were backed by gold and were
convertible into gold on demand. That led to the
d‘{VC"OPmenl of paper money. The paper money first
(3! all came to be used in China in 807 A.D.
Subsequently, the central banks and governments in
several countries started issuing notes made of paper.
I'he paper money has many merits of cheapness, easy
COﬂVCﬂibilily into gold or silver and easy portablllty
from one place to another. In addition, the supply of

Paper money can be ecasily varied according to
requirements,

5. Credit money : With the development of trade,
commerce and banking and credit institutions, a
highly significant innovation took place. It was the
development of credit money. A large part of
transactions in a country today take place through the
use of credit instruments like cheques, bank drafts,
bills of exchange etc. rather than money proper or
cash (notes and coins). The growth of structure of
financial institutions and diversification of assets has
led to the use of treasury bills, bonds, debentures,
equities, saving certificates etc. as the money-
substitutes or near-money assets. During the recent
times with development of electronic systems, the
electronic monetary transfers from bank to bank, from
bank to individuals and from individuals to individuals

have materialised. This is certainty a revolutionary

development in the long process of the evolution of
money.

4. MEANING OF MONEY

The most fundamental question about money —
what money is, resulted in a lot of controversy among

T
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| Function? h to the definition "4 it is constituted by currency
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ention the angle 0 Unctiop, D s, (s
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?: lt‘:l),o wide and Nt ‘;l;la)’r In this connections(.""-h the components of money
functions 10 a“r:::g’ «Money is t_lnything 1&7“% _ The second viewpoint i
Ranle“ remar deﬁned as the unit of acc%m“* Milton Friedman, Schw
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different functions of money. Scitovsky tog  ~time deposits. Theref
recognising the difficulty in defining money, Stresge validity of inclusion o
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criterion of moneyness or liquidity to money |, The third viewpo
words, “Money is difficult to define, partly becay, Gurley and Shaw. Ac
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providing a criterion of moneyness Those of; d'em.ax'\c! and time de
unit of account, a medium of exchange, and a 5, liabilities of the nc
of value.’4 J.G. Gurley suggestc

- defined as a weigh
2. Empirical Approach : The functional approx: deposits, time depo

to money was often wide and it failed to specify wi: financial institution:
should precisely be regarded as money. A lar: on the basis of the
number of economists adopted the empirical approw: V.K. Chetty assigr
to determine what money is. In this approach, : deposits, of 0-88 for
emphasis is upon investigating what should® for saving and loan
included in the supply of money. led to the conclusior
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3. G. Ranlett : Money and Banking (1965), P.5.

4. 1. Seitovosky : Money and Balance of Payments (1969).

g _ . banks and liabilitie:
“nithe empirical approach, one viewpoint is ¢! should be included

by the writers like E. Feige and R. Teigen. The
- e The controve
5. D. Kinley : Mal
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writers interpret money in the traditional sense that

negy
1 01!()::"" o it is constituted by lcurrc‘n?y in the hum.l:rnl‘ public
'C”mhn"k‘,\ plus d\cmand deposits. This viewpoint is generally
A W; thy, n‘gu{vdu‘i.ns 100 narrow and clearly inadequate, It docs
' de ti,,?“‘\‘r "(:l t:on..s!d'er tm}c deposits of gomm'crc.ml !mn'ks and
ms g '”"'1 the liabilities of ""T‘ non-bank financial institutions as
n, Q \"‘u,‘xe the components of money stock,
19 ,h?'“ge ‘ The scgond vicwpf)inl is held by the wrilcrs like
Oun, ‘(“is Mnlton. Friedman, bclnyur(z z.md Meiselman.
According to them, money is constituted by currency,
mont\y . demand dcposil.s 11{1d lin?e deposits of commercial
el a s banks. The :frucml issue in this view point was that
ts ag [”d time deposits and demand deposits have close
F Mo he subsli{umt?nhry berweep them. They maintained that
ble Ney there is /ug/l.corre.lanon between income and 'lhe
-4 as 5 money stock-inclusive of demand deposits and time
Oup, deposits. In addition, there is relatively timeless and
'ated to costless ease in converting time deposits into the
_Fds, the demand deposits. Several empirical studies attempted
‘b'.“‘ies to determine the substitutability between time
€, aj deposits and demand deposits on the basi:s_of cross
€S ang elasticity of demand. A high degree of positive cross
€mep, elasticity of demand between'these two types of
] Vaye assets can §uggest that tlme. deposits are
Ying subs'tirutable with th_e demand deposits. However, the
charg studies made by Feige and T.H. Lee found negative
is of cross elastu;:ty of demand betweep the demand and
vhile um.e.depos.ns. T'herefor’e, they dl.d not accept the
s validity of inclusion of time deposits in the stock of
the money.
 his The third viewpoint about money was held by
lse Gurley and Shaw. According to them, money stock
em should be cqmpnsed o_f currency W{th the public,
o demand and time deposits of commerical banks and
liabilities of the non-bank financial institutions.
e J.G. Gurley suggested that the moey stock may be
defined as a weighted sum of currency, demand
ch deposits, time deposits and liabilities of non-bank
at financial institutions, with weights assigned to them
e on the basis of the degree of their substitutability.
h V.K. Chetty assigned a weight of unity for time
o deposits, of 0-88 for saving bank deposits and of 0-615
: for saving and loan shares. Therefore, this viewpoint

led to the conclusion that time deposits of commercial
banks and liabilities of non-bank financial institutions
should be included in the stock of money.

The controversy related to what money is, still

goes on unabated among the economists. They have
still to reach the most satisfactory and workable

definition of money.

5. FUNCTIONS OF MONEY

Money performs several functions in an
e¢conomic system. Money has not only removed the
difficulties involved in the barter exchange, it has
made a very significant contribution in the
advancement of the society. Kinley has classified the
functions of money as the primary, secondary and

contingent functions.’

1. Primary Functions

The primary functions of money are those basic
functions of money that are performed by it at all the
times, under all conditions and in all the countries.
These functions are the medium of exchange and the
common measure of value.

(i) Medium of exchange : The most prominent
function of money is that it acts as the medium of
exchange or the means of payment. All the buyers and
sellers make transactions related to goods, services
and assets through money because it has the general
acceptability. It has helped in avoiding the difficulties
and inconveniences involved in the barter exchange.
It does not require the double coincidence of wants
as it bifurcates the act of barter into two separate
transactions, i.e. the sales and purchases through the
medium of money. As money facilitates transactions
with minimum effort and time, it promotes the
transactional efficiency. Money has contributed in
greatly enlarging the multilateral trade. By improving
the allocation of productive factors, money has
facilitated specialisation in production and trade. The
exchange of goods and services through money has
greatly enlarged the range of choices of the
consumers and producers in the economic system.
The system of exchange through money has widened
the extent of market and has also increased the degree

of competition.

(ii) Common measure of value : Under the
system of barter, there was a serious problem that
value of each commodity was expressed in terms of
the other commodities. For each product, there used
to be as many values as the number of products. If
there were n products under the barter system, the
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n(n— 0 ans and : value, Therefore. it «
number of exchange ratios would be == * oy the P opayment °‘,;I?u?i°£’£”‘-}f"f ' el ey
there was no common measure of value of °°"'"‘°2 loan® an:w made " the lender 'thcl'--,r,‘,’ and fror f Jv
denominator of value. Under money e’whanlg thereo? ed Pt t:/lone)’ is used in'-/"‘u’ % assets at one plac
System, the number of exchange ratios is only ("‘ ) is excht had bofmwed' porrower shou - aly another place .»,:,, ¥
money being one of the commodities. In this W% ypich he ich the e d pa 5" R

money has greatly simplified the complicated value | me;:r- e measu;en;emog: t’h"‘, defe,
calculations. The value of each commodity €PrésSe® o the lent of physica! 8005, “fiima) PO Y
in terms of units of money is its price. SUppoOse i Payments done under Dastet, Was Unsatigs, . /,4,' s :‘r i
of a table is Rs. 500 and that of a chair is Rs. 250 1 used to be arishable ﬂat“re,Of 800ds or 5, lr "g.‘,;,',j,' s
implies that | table is worth 2 chairs. Thus money has pecause of the P ent fluctuations in thejr I
not only made the transactions more simple and as well as U= = relatively much more stab),
easy,it has provided a common denominator of value. Money; which 15 d of deferred payme,, - (iy Basis of «
Monetary evaluation has rendered the nof~ . o352 bt obligations. ' of modem syste
comparable goods as comparable. This can enable an repayments of de business transact
individual to rank his preferences correctly and p(ii) Store of Value : Money has the 5. cither cash o

3. Contingent

.
unacr

thereby maximise his satisfaction. ility. It also is measure Of Va\.ue. It is ygeq economised thr
Wh s accepfab - ytheil' Joan obhgat}ons. P&:r,,rh.,', commercial ban
vile it enl money acts as a common meabsu ons the peol’let‘;l ir‘ day-to-day transactions in 1, available to the
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(if) Impari
assets have v

money has greatly simplified and systematised book- . - idity. Alternatl ng
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el for transactions and precauﬁi?naryepulrptpsu_ T b““d:‘é- C:‘“
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Medium of exchange function and the unit of ~may also hold o intelligent anticij, deposittiand

account functi.ons of_money are, undoubtedly, the e eamning throug_]l‘]';:;l: forth. The classical vy,  increasing d
primary or basic functions of money. In almost all the  what the future Wi lue function of mone, . liquid asset.
countries including India, money acts at the same time neglected the store of value > .n;\(mf'-' GRS
both the medium of exchange and the unit of account of their excessive preoccu;;( ion With medi e i
account. However, necessary requirement for money of exchange f\mctlop of money. Keynes consider,, o
acting as a common measure of value or the unit of this function as a highly dynamic function becay, (Gwealth
account is that the value of money should be stable the accumulation of wealtl) or stf)re‘of value in Ere 3
or non-fluctuating. If there are variations in the length form of money can have hn.ghly .51jgr'nﬁcant effect o (iif) Un
of measuring rod, the measurement of cloth can not  the future level of economic activities. The amo; people car
be accurate. In the abnormal conditions of inflation, saved in the form of money in the current periodc. ~ When tl.m
when there is much instability in price level or the be invested in future for financing the expansion ¢ Neld, it im
value of money, it may not simultancously act as the productive activities in future. That was the reas;  “e2lth-
medium of exchange and unit account. For instance, Keynes considered money as a ‘link between i (iv) M
during the German inflation of 1923-24, German Mark  present and future.’ In this regard Stonier and Heg:  the barte:
was being used as the medium of exchange but it was  commented, “Money is a bridge from the present.  or incom
not the pnit of account or common measure of value. the future. It is therefore essential that mone  200ds ar

| For accounting purposes, Germany made use of the commodity should always be one which can be easl;  21Ven ¥t

US dollar or Swiss France at that time. and safely stored.”® However, money to act as:  222M¢&2
3 i satisfactory store of value, must have stability in i °"1%
1 2. 32~ondary Functions value over time. )
| According to Kinley, the secondary or derivative (iii) Tr P ... only h

. ansfer of Value Sl
functions of money are standard of deferred degree.)of ]iqm:gityf - a“M Jithas the hlgf, incomy
payments, store of value and transfer of value. money is ge ammng the assets. Moreo " incom
generally acceptable and acts as a store ¢ s
6. A.W. Stonier and D.C. Hague : A Textbook of Economic Theory (1972), P. 406. : —  factor
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]
" ang Ir ""'\'\ value. Therefore, | , pa iy
. The b "Q,.Q ¢ | & il re, ll'S(:rvcs as a means of transferring  to indicate how the national income is constituted. In
the san rr()w Y 'V"dl'i casily and quickly from one person to another  addition, it can also be possible to determine whether
4 '.“Var" Va, (8 an‘ ! rom one place to another. A person can sell his  the income distribution in a country is equitable or
oulq 'ab;y Ug assets at one place and buy the new assets at  not. If a high proportion of national income is
the dp Y b, ly another place through money. constituted by wage incomes, the income distribution
. defq, "k ‘ is more equitable. On the opposite, if a high
an ra 3. i il OPPOFIEE &
"Sa'tma’ ; QLU Contingent Functions proportion of national income is constituted by rents,
A IS ¢ 'c_ According to David Kinley, money has certain interests and profits, the national income is
: O,r an.‘,h()’.\» contingent functions apart form its primary and distributed in an inequitable manner.
heir vap g secondary functions. Such functions of money are as (vi) Measurement of utility : The utility or want-
S € : RONE 3 : %
m fab cas‘ uncelk 5‘"_'35’1"3 power of a commodity is measured by the
ent or ‘hn (0) Basis of credit system : The entire structure  Units of money a consumer is willing to spend on the
¢ of !}lodef" system of credit rests upon money. All PUl:ChilSe of that commodity. The marginal utility of
e g business transactions in a country take place through @ given commodity is supposed to be equal to its price
is ue”eraI either .cash or credit. The use of money is (MU = Price). Price is always expressed in terms of
e Sed by economised through credit. The credit creation by ~money. Thus money is the measure of utility from
| tople Nog commercial banks rests always upon money reserves €very commodity.
¢ available to them. In the absence of mone & ] :
Df r;m > of no credit creation can take place A (vii) Maximisation of satisfaction : A consumer
oldi Oney Brass: secures maximum satisfaction, when the ratio of
Ing ¢ (i) Imparting liquidity to wealth : The different marginal utility from all the commodities being bought
3 AT kg g y . ZSaeIng
One assets have varying degrees of liquidity. Land. by the consumer and their respective prices get
= y ylng degra q y ! resp
. They building, consumer and capital goods are non-liquid. €quilised. It has been mentioned above that both
m-oti\,e On the other extreme, bonds and securities, time Marginal utility and price are measured in terms of
ation of deposits and demand deposits have successively money. Moreover, the ratio of MU of the commodity,
Writer, increasing degree of liquidity. Money is the most Say X and the price of X is just equal to the marginal
ey o liquid asset. When all assets are bought and sold MU
1ediup, through money, people can convert their non-liquid utility of money x= MU,,,J. Thus money
idereq and less liquid assets into money and can hold them RN \ i
E in the most liquid form. Thus money imparts liquidity ~€"SUreS the maximisation of the satlsfactlop for thf:
se to wealth. consumer. Similarly a producer cam maximise his
N the E : profits, when the ratio. of the marginal productivity
Ct on (iii) Uniformity of wealth : As mentioned above, and price of each factor of production becomes
unts people can hold wealth or assets in diffrent forms. exactly equal. -
| can When those assets are disposed of and money is pav Sl orba
n of held, it implies that money can impart uniformity to rom the anove CieusIon, I clgar th.at Toney
0 wealth performs such vital functions in the economic system
0, : that it has become a powerful catalyst of all economic
the (iv) Measurement of national income : Under jactivities in the modern economy.
Jue the barter system, measurement of national product
| ' ible. However.
to or income was potpossxble HQ ever, when all.ﬁnal 6. STATIC AND DYNAMIC FUNCTIONS
ey goods and services produced in a country during a OF MONEY
ly given year are evaluated in term of money, their
a aggregate provides the measure of national income The functions of money have been classified by
of the country. Paul Einzig into two broad categories of the static and
[S ¢
il . : dynamic functions.
(v) Distribution of national income : Money not 3%
t only helps in the exact measurement of national 1. Static Functions : The static functions of

" income, it also explains the distribution of national money are such functions that are performed by
income among the different factors of production like money in an economic system under all conditions
labour, land, capital and enterprise. Since prices of all ~ without bringing about any changes in the structure
factors are determined in terms of money, it is possible ~ of the economy. The static function are also referred
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