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Module I : Definition of Money and Monetary Standards  

Meaning and Definition of Money 

 Money is an economic unit that functions as a generally recognized medium of exchange for 

transactional purposes in an economy.  

Understanding Money 

Money is commonly referred to as currency. Economically, each government has its own money system. 

Cryptocurrencies are also being developed for financing and international exchange across the world. 

Definitions 

According to Walker “Money is that Money does”   

According to Halm “The word Money has been used to Designate the medium of exchange, as well 

as the standard of value”. 

Characteristics of Money 

 The characteristics of what serves as money depend somewhat on the degree of complexity in the 

society. A relatively simple economy, with relatively few goods and services, few producers and consumers, 

and few transactions, may be able to function with a form of money that would not work in a more complex 

society. There are some general characteristics that are usually important for whatever serves as money in a 

modern economy. 

1.  Durability is when an item is able to withstand all the hardships and is still able to maintain to be 

undamaged and usable after a long term of usage. Durability is crucial for money to be able to 

perform the following functions of medium of exchange and store of value. 

2. Portability, which also serves as a medium of exchange, means that money can be movable from 

place to place to be used as monetary transaction to be exchanged for goods and services. In modern 

 



days, money is carried from one location to another without needing much effort as all types of 

money such as cash notes, coins and cards are carried easily in a wallet. 

3. Divisibility is a characteristic which means the money can be divided into small units and that it can 

be used in exchange for goods and services. As to function as the medium of exchange, as it is 

divisible, it can be used to purchase all kinds of goods with different values. As money functions as 

the medium of exchange it must have denominations to be traded for all goods and services, and 

everything in between. 

4. Uniformity means that all types of the same denomination of money must consist of purchasing 

power. It is a characteristic to perform the function of standard of deferred payments.  

5. Limited supply is a characteristic which helps in storing the value of money, meaning that 

constraints on the amount of money in the monetary circulation ensure that values remain constant for 

the currency. Currently most of the respective country’s government has the responsibility to control 

an adequate money supply based on market with their monetary policies, such as expansionary 

monetary policy and contractionary monetary policy. 

7. Acceptability supports the function of medium of exchange. The essential quality of money is that it 

must act as an item being acceptable to all, without having any hesitation in the exchange for goods 

and services. Acceptability means that everyone must be able to accept the money for transactions. 

Money is universally accepted around the world as a universal mean for transaction. 

 

8. Non-counterfeit ability which functions as the store of value means that money cannot be easily 

duplicated. As money cannot be easily duplicated, it prevents the unrestricted and illegal creating of 

duplication of money. Besides, preventing the duplication of money to happen is one of the main 

reasons of government existence. 

 

Significance of Money 

 Money is of vital importance to an economy due to its static and dynamic roles. Its static role emerges 

from its static or traditional functions. In its dynamic role, money plays an important part in the life of every 

citizen and in the economic system as a whole. 

 

Static Role of Money: 

In its static role, the importance of money lies in removing the difficulties of barter in the following 

ways:  

 

➢ By serving as a medium of exchange, money removes the need for double coincidence of wants and 

the inconveniences and difficulties associated with barter. The introduction of money as a medium of 

exchange breaks up the single transactions of barter into separate transactions of sales and purchases, 

thereby eliminating the double coincidence of wants. Instead о exchanging commodities directly with 

commodities  



➢ By acting as a unit of account, money becomes a comes a common measure of value. The use о 

money as a standard of value eliminates the necessity of quoting the price of apples in terms of 

organes, the price of organes in terms of nuts, and so on. Money is the standard of measuring value 

and value expressed in money is price. The prices of different commodities are expressed in terms of 

so many units of dollars, rupees, pounds, etc. depending on the nature of monetary unit in a country. 

➢ Money acts as a standard of deferred payments. Under barter, it was easy to take loans in goats or 

grains but difficult to make repayments in such perishable articles in the future. Money has simplified 

both taking and repayment of loans because the unit of account is durable. It also overcomes the 

difficulty of indivisibility of commodities. 

➢ By acting as a store of value, money removes the problem of storing of commodities under barter. 

Money being the most liquid asset can be kept for long periods without deterioration or wastage. 

➢ Under barter, it was difficult to transfer value in the form of animals, grains, etc. from one place to 

another. Money removes this difficulty of barter by facilitating the transfer of value from one place to 

another. A person can transfer his money through draft, bill of exchange, etc. and his assets by selling 

them for cash at one place and buying them at another place. 

Dynamic Role of Money: 

In its dynamic role, money plays an important part in the daily life of a person whether he is a 

consumer, a producer, a businessman, an academician, a politician or an administrator. Besides, it influences 

the economy in a number of ways. 

1. To the Consumer: 

Money possesses much significance for the consumer. The consumer receives his income in the 

form of money rather than in goods and services. With money in hands, he can get any commodity and 

service he likes, in whatever equaliser of marginal utilities for the consumer. The main aim of a consumer 

is to maximise his satisfaction by spending his limited income on different goods which he wants to 

purchase. 

2. To the Producer: 

Money is of equal importance to the producer. He keeps his account of the values of inputs and 

outputs in money. The raw materials purchased, the wages paid to workers, the capital borrowed, the rent 

paid, the expenses on advertisements, etc. are all expenses of production which are entered in his account 

books. The sale of products in money terms are his sale proceeds. 

The difference between the two gives him profit. Thus a producer easily calculates not only his 

costs of production and receipts but also profit with the help of money. Further, money helps in the 

general flow of goods and services from agricultural, industrial and tertiary sectors of the economy 

because all these activities are performed in terms of money. 



3. In Specialisation and Divisions of Labour: 

Money plays an important role in large scale specialisation and division of labour in modern 

production. Money helps the capitalist today wages to a large number of worker engaged in specialised 

jobs on the basis of division of labour. Each worker is paid money wages in accordance with the nature 

of work done by him. Thus money facilitates specialisation and division of labour in modern production. 

4. As the Basis of Credit: 

The entire modern business is based on credit and credit is based on money. All monetary 

transactions consist of cheques, drafts, bills of exchange etc. These are credit instruments which are not 

money. It is the bank deposits that are money. Banks issue such credit instruments and create credit. 

Credit creation, in turn, plays a major role in transferring funds from depositors to investors. Thus credit 

expands investment on the basis of public saving lying in bank deposits and helps in maintaining a 

circular flow of income within the economy. 

5. As a Means to capital Formation: 

By transforming savings into investment, money acts as a means to capital formation. Money is a 

liquid asset which can be stored and storing of money implies savings, and savings are kept in bank 

deposits to earn interest on them. Banks, in turn, lend these savings to businessmen for investment in 

capital equipment, buying of raw materials, labour, etc. from different sources and places. This makes 

capital mobile and leads to capital formation and economic growth. 

6. As an Index of Economic Growth: 

Money is also an index of economic growth. The various indicators of growth are national 

income, per capita income and economic welfare. These are calculated and measured in money terms. 

Changes in the value of money or prices also reflect the growth of an economy. Fall in the value of 

money (or rise in prices) means that the economy is not progressing in real terms. On the other hand, a 

continuous rise in the value of money (or fall in prices) reflects retardation of the economy. Somewhat 

stable prices imply a growing economy. Thus money is an index of economic growth. 

7. In the Distribution and Calculation of Income: 

The rewards to the various factors of production in a modern economy are paid in money. A 

worker gets his wages, capitalist his interest, a landlord his rent, and an entrepreneur his profit. But all are 

paid their rewards in money. An organiser is able to calculate the marginal productivity of each factor in 

terms of money and pay it accordingly. For this, he equalises the marginal productivity of each factor 

with its price. Its price is, in fact, its marginal productivity expressed in terms of money. As payments are 

made to various factors of production in money, the calculation of national income becomes easy. 

8. In National and International Trade: 

Money facilitates both national and international trade. The use of money as a medium of 

exchange, as a store of value and as a transfer of value has made it possible to sell commodities not only 

within a country but also internationally. To facilitate trade, money has helped in establishing money and 



capital markets. There are banks, financial institutions, stock exchanges, produce exchanges, international 

financial institutions, etc. which operate on the basis of the money economy and they help in both 

national and international trade. 

Further, trade relations among different countries have led to international cooperation. As a 

result, the developed countries have been helping the growth of underdeveloped countries by giving them 

loans and technical assistance. This has been made possible because the value of foreign aid received and 

its repayment by the developing countries is measured in money. 

9. In Solving the Central Problems of an Economy: 

Money helps in solving the central problems of an economy; what to produce, for whom to 

produce, how to produce and in what quantities. This is because on the basis of its functions money 

facilitates the flow of goods and services among consumers, producers and the government. 

10. To the Government: 

Money is of immense importance to the government. Money facilitates the buying and collection 

of taxes, fines, fees and prices of services rendered by the government to the people. It simplifies the 

floating and management of public debt and government expenditure on development and non-

developmental activities. It would be impossible for modern governments to carry on their functions 

without the use of money. Not only this, modern governments are welfare states which aim at improving 

the standard of living of the people by removing poverty, inequalities and unemployment, and achieving 

growth with stability. Money helps in achieving these goals of economic policy through its various 

instruments. 

11. To the Society: 

Money confers many social advantages. It is on the basis of money that the superstructure of 

credit is built in the society which simplifies consumption, production, exchange and distribution. It 

promotes national unity when people use the same currency in every nook and corner of the country. It 

acts as a lubricant for the social life of the people, and oils the wheels of material progress. Money is at 

the back of social prestige and political power. 

Evils of Money Meaning of Monetary Standards 

 Though money plays a very dominants role in all economies and it is the root cause of economic 

progress, it has some inherent defects: 

1) Its value does not remain constant and consequently inflation and depression occur. 

2) It creates inequalities of income and wealth and perpetuates class conflict.  

3) It is the root cause of corruption and anti-social activity. Money is the cause of theft and murder, of 

deception and betrayal. Avarice is called the love of money; and all evil is attributed to it. 



4) It allows the concentration of power. The possession of money gives some power to its owners. This 

power becomes the basis of exploitation of other factors of production, including labour. Economic 

concentration of power due to having too much money leads to political concentration of power. 

Economic corrupt[tion leads to political corruption and this becomes a vicious circle in a democracy 

and this cuts the very root of democratic values and ethical living. 

5) Another evil of money is the problem of management. It is very difficult to manage and control 

money. “Money will not manage itself.” Robertson states that money becomes a source of peril and 

confusion, if it is not properly controlled.  

6) Money has a store of value function. As such, sometimes, money is hoarded. The hoarding of money 

is a sort of idle balance and it disturbs the income equilibrium in an economy. The more money is 

hoarded, the less becomes the income of the society. Thus macro economically, hoarding of money is 

bad for the society.  

7) Money leads to over capitalization and centralization. Money is a means through which the business 

people accumulate capital and grab the small industries in course of time. This is very easy in a 

capitalistic economy.  

In conclusion, we may say that money is a good servant but a bad master. It should be well controlled 

and it should be an instrument of progress and not a source of evil.  

Forms of Monetary Standards  

 In modern days, we use ‘Paper Money’, besides credit instruments. We shall study more about these 

forms of Money.  

1. Commodity Money 

Commodity money is the simplest and, most likely, the oldest type of money. It builds on scarce 

natural resources that act as a medium of exchange, store of value, and unit of account. Commodity 

money is closely related to (and originates from) a barter system, where goods and services are 

directly exchanged for other goods and services. Commodity money facilitates this process because it 

acts as a generally accepted medium of exchange. The critical thing to note about commodity money 

is that its value is defined by the intrinsic value of the commodity itself. In other words, the 

commodity itself becomes money. Examples of commodity money include gold coins, beads, shells, 

spices, etc. 

2. Fiat Money 

Fiat money gets its value from a government order (i.e., fiat). That means, the government declares 

fiat money to be legal tender, which requires all people and firms within the country to accept it as a 



means of payment. If they fail to do so, they may be fined or even put in prison. Unlike commodity 

money, fiat money is not backed by any physical commodity. By definition, its intrinsic value is 

significantly lower than its face value. Hence, the value of fiat money is derived from the relationship 

between supply and demand. Most modern economies are based on a fiat money system. Examples of 

fiat money include coins and bills. 

3. Fiduciary Money 

Fiduciary money depends for its value on the confidence that it will be generally accepted as a 

medium of exchange. Unlike fiat money, it is not declared legal tender by the government, which 

means people are not required by law to accept it as a means of payment. Instead, the issuer of 

fiduciary money promises to exchange it back for a commodity or fiat money if requested by the 

bearer. As long as people are confident that this promise will not be broken, they can use fiduciary 

money just like regular fiat or commodity money. Examples of fiduciary money include cheques, 

banknotes, or drafts. 

4. Commercial Bank Money 

Commercial bank money can be described as claims against financial institutions that can be used to 

purchase goods or services. It represents the portion of a currency that is made of debt generated by 

commercial banks. More specifically, commercial bank money is created through what we call 

fractional reserve banking. Fractional reserve banking describes a process where commercial banks 

give out loans worth more than the value of the actual currency they hold. At this point just note that in 

essence, commercial bank money is debt generated by commercial banks that can be exchanged for 

“real” money or to buy goods and services. 

Principles of Note issue system 

 Central banks follow two principles for note issue. One is currency principles and the other is banking 

principle. In this section I am going to write about both of them. 

Currency Principle: 

According to this principle central bank must issue currency against gold reserve or any kinds of reserve. The 

condition of the reserve is that the central bank can easily convert the reserves into cash at the time of urgent 

need. This principle is safer but create inelasticity. 

Banking Principle: 

According to this principle central bank must issue currency on the basis of demand unlikely to the currency 

principle. This principle tells us that we calculate how much money flow we need and then we supply the 

cash on the market. This Principle is very elastic and very risky as it will definitely cause inflation due to the 

over issuance of the currency.   

https://quickonomics.com/2014/10/the-law-of-supply-and-demand/
https://quickonomics.com/2017/07/fractional-reserve-banking/


Methods of Note Issue: 

Simple Deposit System or Full Reserve System: 

1. The monetary authority mainly the central bank must have reserve for issuing currency. 

2. Money supply can't be increased more than the reserve even at the time of urgent need. 

For Example: A is a country. It has 1000 Tonnes of gold. The monetary authority of that country can issue 

currency only on the gold. So they follow simple deposit system or full reserve system.  

 

 

Fixed Fiduciary System: 

1. The monetary authority issues currency on the gold reserve.  

2. Give Permission to issue specific amount of currency without gold reserve 

For Example: B is a country. It has 1000 tonnes of gold. They issued 10% more currency than the reserve 

they have. So, they follow fixed fiduciary system. 

 

 

Maximum Fiduciary System: 

1. The limit is fixed above the normal requirements 

2. If the limit is too low the currency system becomes inelastic 

3. If the limit is too high, there is a danger of over issue of notes. 

For Example: C is a country. It has 1000 tonnes of gold. The central bank issued 100% on gold reserve. But 

following an urgent need bank set the maximum limit up to which they can issue currency. For example they 

can issue at most 20% beyond reserve. 

 

Proportional or Percentage Method: 

1. Certain proportion of the reserve has to maintain in the form of precious metals like gold. 

2. Remaining part of the reserve is to be kept by Government securities or commercial bills. (Central 

Bank Buys It) 

For Example: D is a country. It issue currency on reserve. But it issue currency on only two types of reserve. 

One is gold and another is government security. They issue 70% on gold and remaining 30% on government 

securities and commercial bills. So, they follow percentage method.  

 

 



Minimum reserve system: 

1. Government can issue notes up to any amount against the reserve. 

2. There is a very high risk of inflation. 

For example: E is a country. It's central bank set the amount of reserve on how much it can issue currency. It 

set that it can issue only on 60% of its total reserve. Rest of the amount is on the demand of notes. 

 

Qualities of a Good Monetary Standard 

 Money performs several primary, secondary, and contingent functions. However, in order to perform these 

functions, it must possess certain qualities 

General Acceptability 

An important quality of money is its acceptance. Good money requires acceptance to all without any hesitation. 

Since the law declares Money as the legal tender, it has an inherent quality of general acceptability. 

Portability 

Apart from its acceptance, good money also requires portability. If people can carry or transfer money from one 

place to another, then it is good money. 

Durability 

Acceptance and portability aside, the material used to make money must last for a long time without losing its 

value. For example, ice and fruits are not good money since they lose their value quickly with the passage of 

time. After all, ice melts and fruits perish. Therefore, durability is an essential quality of good money. 

Divisibility 

Talking about the qualities of good money, it is important to remember the divisibility of money. If someone 

wants to buy a smaller unit of a commodity, then divisibility of money can make it possible. For example, cows 

cannot function as good money. This is because you cannot divide a cow without making it lose its value. 

Homogeneity 

Look at two 100 rupee notes. They look and feel identical, right? They also have the same value. In fact, nobody 

can distinguish between two currency notes right out of the mint. 

This is an important quality of good money – homogeneity. If money is not homogeneous, then transactions will 

become uncertain as people would be unsure of what they are receiving. 

https://www.toppr.com/guides/fundamentals-of-economics-and-management/money/definition-and-functions-of-money/
https://www.toppr.com/guides/business-law-cs/introduction-to-law/various-definitions-of-law/
https://www.toppr.com/guides/business-laws/indian-contract-act-1872-part-i/acceptance/
https://www.toppr.com/guides/biology/anatomy-of-flowering-plants/the-fruit/
https://www.toppr.com/guides/maths/playing-with-numbers/divisibility-tests/


Cognizability 

The ability to recognize money is critically important. Today, we can look at a currency note and tell its value. If 

money is not cognizable, then people can find it difficult to determine if they are dealing with money or some 

inferior asset. 

Stability 

Of all the qualities of good money, stability is probably the most essential one. The value of money cannot 

change for a long period of time and hence remain stable. If the value of money keeps changing, then it will fail 

to function as a measure of value and as a standard of deferred payment. 

 

https://www.toppr.com/guides/fundamentals-of-accounting/final-accounts/assets-on-balance-sheet/

