
B A (Hon) Economics VI Semester 

Paper: Money and Financial Markets 

Note:  Dear Students, We have been covered Topic 2 & 3 in the previous 
classes.  Now we will discuss  Topic-1 as I already suggested the reading of 

Michal R. Baye &  Dennis W.Jansen.

Topic-1 : Money: Concept, Functions, Measurement, Theories of Money       
Supply Determination. 

Concept of Money

Money is anything generally accepted by the society as a medium of ex-

change, i.e. anything used to pay for goods and services or settles debts. Coins and 

rupee notes (currency) which are widely accepted by the society as means to settle 

transactions thus form a part of money supply. Traveler’s checks, checks against 

current accounts are other commonly used forms of money. 

  Liquidity is the term economists use to describe how cheaply and easily as asset 

may be converted into a medium of exchange. Saving account  balances are a liq-

uid asset, since they can be quickly and easily converted into a medium of ex-

change .  On the other hand is real estate, an illiquid asset, as it is difficult to con-

vert it into medium of exchange. 



Functions of Money

           You now have an overview of what money is and recognise the distinctions 

among money, income and wealth.  We now  examine four roles of Money in an 

economy.

1. Medium of exchange: 

The use of money in an economy as a medium of exchange is its primary 

function. Goods, services, financial assets etc. are all paid for by using money.  

Barter,  where  goods  and  services  are  exchanged  for  other  goods  and  services 

without the intermediation of money is another way of making transactions. How-

ever, there exist two problems with it i) Double coincidence of wants- Each party 

involved in the transaction must have something the other desires, even if one par-

ty doesn’t want the good other is trading, transaction won’t happen.  

(1)  Transaction costs-  Barter  is  highly inefficient  because parties involved will 

have to spend considerable time searching for others who are willing to accept the 

good one is trying to sell as payment for something that he wants to have. This 

search time forms a part of transaction cost (cost borne in making exchange). 

Monetary economies i.e. the economies that use money as a medium of exchange 

are capable of solving both the above problems because now a person can simply 

exchange the good he produces for money and then use this to buy what he wants 

instead of trying to find double coincidence of wants. 

 2. Unit of account:  

          The value of all goods and services can be stated in terms of money. Gener-

ally since the medium of exchange is virtually common to all transactions thus it is 



convenient to state all prices in terms of it. The use of money reduces the amount 

of information that individuals need to operate in the market. In the absence of a 

common unit of account there would be more prices than goods in the economy. 

(If there are n goods, then there will be n*(n-1)/2 prices). The presence of money 

as a unit of account reduces the price information needed and thus reduces transac-

tions cost associated with exchange.  

3.  Store of value:  

          Money is a means of storing today’s purchasing power to purchase tomor-

row. In the absence of money (or other assets) goods will have to be stored to trade 

in future,  even those goods which they personally didn’t  wish to consume but 

thought that others would demand for something they wished to purchase. Storage 

of commodities has two issues- (a) perishability i.e. some goods (like fruits, milk) 

will be of no/little value in future; (b) high cost of maintenance for non-perishable 

goods like cars. Both these problems are eliminated by the use of money. Money 

has its upper hand as a temporary store of value because of its liquidity property, it 

can be used anytime in the future to make transactions, but there exist other better 

store of values (over longer periods) like savings accounts, stocks etc. which even 

pay interests and dividends. 

4. Standard for deferred payment:  

Money is used to state payments that are deferred to the future. In the ab-

sence of money, future payments would have to be made in terms of other goods. 

Having a common standard for deferred payments as medium of exchange and 

unit of account makes it easier to determine exactly how much a deferred payment 

will be. Money however is not the best standard for all purposes. 



ORIGINS OF MONEY 

Religious objects of value used as medium of exchange!Barter System!Mone-

tary Economy (use of gold as medium of exchange)!Paper Currency 

Types of Money: 

1. Commodity Money: Any physical commodity that is used as money but at the 

same time has alternative non-monetary uses is called commodity money e.g. gold 

and silver coins (they are also used in jewelry so have independent value). Com-

modity money can be of two types- 

(a)  Full-bodied money- When commodity itself  circulates  as  money then it  is 

known as full bodied money. Monetary value = non-monetary value of full bodied 

money.  

(b) Representative full bodied money- When paper money that represents a claim 

to a specific quantity of some commodity circulates as money then it is known as 

representative  full  bodied  money e.g.  gold  certificates.  Here  the  non-monetary 

value of the actual item exchanged is negligible but is more conveniently used as 

money. 

2. Fiat Money: Anything that is money by legal tender and is unbacked by any 

commodity like unbacked paper money or token coins is called fiat money. It has 

no value as a commodity and doesn’t represent a claim to any physical commodi-

ty. It is backed only by its general acceptance by society as a medium of exchange. 

Physical Properties of Money  

1. Portability- Money should be portable to make transactions 



easier. The easier it is to carry around, the more effective it is as a medium of ex-

change. Money should generally be a substance that is valuable in small quantities. 

2. Divisibility- To be able to do transactions of various sizes, money should be 

made of a commodity that is divisible into smaller units. Gold and silver can be 

minted in the form of small coins thus facilitate small transactions. 

3. Durability- Money should not wear out in use and should not depreciate quickly 

when not in use i.e. it should be durable. 

4. Recognizable Value- It should be easy for people engaged in exchange to agree 

to the value of good used as money, it should have value recognized by all. The 

modern currency has complicated engraving, rare papers and ink to avoid counter-

feiting of fiat currency. 

The Evolution of Banks 

Banks are financial institutions that accept deposits and make loans. 

     During the middle ages, gold and silver (specie) were used as full bodied medi-

um of exchange. To save the specie from theft, fire etc. goldsmiths offered  ac-

commodations for this specie in their strongboxes. Initially the goldsmiths only 

provided safekeeping for specie deposits and charged depositors a fee for the ser-

vice. Gradually it was realised that it wasn’t necessary for depositors to go to the 

goldsmith every time one needed to make some transaction, they could rather use 

a written order to pay for goods and services. The written order would state that 

the depositor was authorizing the goldsmith to pay specified amount to the person 

named on the order. This reduced transaction costs. The person who received the 

payment had two options either withdraw the gold and put in his own account or 



use the written order to pay to someone else. But the same written order could be 

used only if the value of purchase was the same, this limited the number of times 

this “check” would change hands. 

Another innovation in this regard was the bank note- a document written by 

earlier goldsmiths promising to pay sum specie to the bearer on demand. These 

were issued in convenient denominations to foster transactions. These bank notes 

were like modern day checks and currency the basic difference being that these 

were issued by banks (goldsmiths) rather than government. Bank notes have one 

advantage over checks i.e. they are issued in convenient denominations and are 

easily used in second transactions which allows them to circulate for longer. How-

ever one disadvantage is that they are more prone to theft as the bank notes pay the 

bearer on demand. 

A typical T-account of a bank issuing bank notes looks like the following: 

Fractional Reserve Banking 

Initially  the  goldsmiths  only  acted  as  depositories  maintaining  100% re-

serves (reserves= total value of outstanding bank notes and demand deposits) and 

earning in the form of service fee. However they realized that most of the specie in 

their vaults was never withdrawn, it sat idle and bank notes and demand deposits 

circulated as money. So they adopted the fractional reserve banking method where 

Table  : A Bank Issuing Bank Notes

Assets Liabilities

Reserves (gold in vault)                 $100 Bank Notes                                  $25

Demand Deposits.                       $75



they maintained only a fraction of the bank notes and demand deposits as reserves 

and gave out the rest as loans and earned extra profits in terms of the interest on 

loans. They issued more bank notes than was there gold in the vaults. 

The balance sheet now looked like the following: 

The money supply in the absence of banks was $100 of gold which stayed $100 in 

100% reserve banking system but was in the form of bank notes and demand de-

posits. In case of fractional reserve system an additional $80 in the form of gold 

was created by the bank when it gave out loans. Now total money supply became 

$180. This gold is again kept with the goldsmiths/banks which keep a part of it 

(say 20%) and lend out the rest. 

The bank now keeps lends out 80% of $80= $64 and keep the rest as reserves. The 

process continues until the bank is fully loaned out. 

Table : A Bank Issuing Loans

Assets

Reserves (gold in vault)       $20 Bank Notes                         $25

Loans                                    $80 Demand Deposits.               $75

Liabilities

Table : A Bank Gets New Deposits

Assets

Reserves (gold in vault)              $20+$80 Bank Notes                                 $25

Loans.                                                 $80 Demand Deposits $75+$80=    $155

Liabilities



The bank still has $100 of gold in its reserves, but with 20% reserve requirement it 

has been able to create money supply equal to $500. This means that incase all the 

depositors claim redemption on the same day, the bank wouldn’t be able to honor 

them and would be illiquid i.e. it doesn’t have enough liquid assets to honor its 

obligations. A bank is said to be bankrupt when the value of its liabilities exceeds 

its assets. Therefore a bank can be illiquid but not bankrupt and can be bankrupt 

without being illiquid. When a bank faces a long line of depositors and note hold-

ers demanding redemption, it is called a run on the bank. This has a potential 

threat even to healthy banks because under fractional reserve banking no bank can 

actually honor all its obligations if all are redeemed at the same time. 

Financial markets link savers to borrowers- either directly or indirectly. 

Direct Finance: It occurs when savers lend funds directly to borrowers.  

Indirect  Financing:  When a  third  party  stands  between the  borrower  and the 

lender it is called indirect financing and the third party is known as financial in-

termediary.  This  intermediary  accumulates  funds  from various  savers  and lend 

those to borrowers e.g. banks. In this respect, credit unions, life insurance compa-

nies also play the role of financial intermediary. 

Table :  A Fully Loaned Out Bank

Assets Liabilities

Reserves (gold in vault).                 $100 Bank Notes                                   
$25

Loans                                                $400 Demand Deposits.                     $475



There exists a major difference between brokers and financial intermediaries i.e. 

the broker facilitates the transaction without personally creating a financial instru-

ment unlike banks which themselves give loans to borrowers. 

Banks profit on the difference between interest rates they pay on deposits and that 

they collect on loans. They repackage depositors’ savings into loans. 

Importance of Intermediation 

1. Borrow short lend long- Banks match up savers who want to lend funds for 

short period with borrowers who want to borrow for long periods. The bank thus 

borrows from depositors for short period and lend for long periods. In case it fails 

to honor the demand of its depositors it becomes illiquid. It is possible for the 

banks to borrow short and lend long because: 

(a) A bank seeks diversified pool of depositors so that no one depositor is likely to 

cause liquidity problem. Large number of depositors also enables the banks to sta-

bilize withdrawals and reducing the odds of withdrawal on one particular day. 

(b) It maintains a fraction of reserves to meet withdrawal demands and also has 

various lines of credit available from other banks and the central bank which can 

be used at the time of need.  

(c) Banks make the long term loans only to a small fraction of borrowers which 

implies that most of the assets of the banks are liquid. 

2. Pooling- Banks pool many small deposits to make relatively large loans to bor-
rowers. 



3. Risk reduction- Banks are capable of lending to a large diversified group of 

borrowers which an individual is not capable of doing. Thus by keeping one’s 

money with the banks as deposits enables him to reduce the risk of default he 

faces while lending to a borrower directly. In the presence of an intermediary, each 

depositor faces only a small risk because default by one or a few individuals will 

have relatively little impact on banks and its depositors. 

4. Reducing transaction costs- Financial intermediaries economize on transaction 

costs 

• (a) Time and legal costs associated with mortgage loans 

• (b)  Cost of checking creditworthiness of a potential borrower and 

• (c)  Cost associated with monitoring the borrower i.e. to check that  
the payments are current and the borrower stays in good financial health.
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