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 PREFACE

The book ‘Monetary Economics’ is designed as per the new
National Education Policy syllabus.  This book is prepared for the
Second Semester students  as an open elective course. This book is
useful for the Second Semester students of Mangalore University in
particular and other Universities of Karnataka State in general. The
main intention of writing this book is to facilitate the students in their
study. At the end of each chapter model questions are given. At the
end of the book a question bank and a model question paper is also
provided.

In the preparation of this book, so many popular books on the subject
and online contents have been referred. I am highly indebted to them.
Hence, I do not claim originality of contents in the book.

I express my sincere gratitude to my beloved teachers Dr. Shripathy
Kalluraya P., Dr. Jayakumar Shetty and Prof. Dinakar Rao for their
guidance and help. My gratitude is due to Sri K. Abhayachandra Jain,
Chairman of SMC Governing Council and the members of the
Management, teaching and non-teaching staff of Sri Mahaveera
College, Moodbidri who supported and motivated me in all my
academic endeavours. I am very much thankful to my friends, relatives
and my family members for their support and encouragement. I am
very much thankful to M/S Edwise Publishers Mangalore, for
undertaking publication of this book.

The valuable suggestions from teachers and students will be
gratefully accepted to make this book serve its purpose better.

May,  2022  Dr. Radhakrishna Shetty

Moodubidri
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willing to exchange his shoes for jute. Thus, lack of double
coincidence wants is the main drawback of barter exchange system.

2. Lack of common measure of value

In barter exchange, there is no common measure of value. In the
absence of common measure of value, the number of exchange
ratios between goods would be very large. When thousands of
articles are produced and exchanged, there will be unlimited
number of exchange ratios. Absence of a common denominator in
order to express exchange ratios creates many difficulties.

3. Lack of standard deferred payments

There is problem of borrowing and lending.  It is difficult to engage
in contracts which involve future payments due to lack of any
satisfactory unit. As a result, future payments are to be stated in
terms of specific good or service. But, there could be disagreement
about the quality of the good, specific type of the good and change
in the value of the good.

4. Difficulty in storing  wealth

Under barter exchange system store of wealth for future use in the
form of goods like wheat, vegetables etc., is difficult task. Hence,
store of wealth or generalised purchasing power is difficult task.

5. Impossibility of subdivision of goods

Another problem faced under the barter exchange system was
impossibility of subdivision of goods without loss of their value.
For example, if a person has a cow and wants to have 5 kg of wheat,
obviously, it is too costly to give one cow for 5 kg of wheat he
requires. Thus, impossibility of division of goods for the purpose of
exchange posed a great difficulty and obstructed the growth of
trade.

The inconveniences experienced by the people under barter
exchange system made them to find out certain efficient method of
managing their economic transactions. Thus, it gave rise to the
introduction of money.

1.3 DEFINITIONS OF MONEY

The word ‘Money’ is derived from the Latin word ‘Moneta’ which
was the surname of Roman Goddess Juno in whose temple money was

UNIT 1

INTRODUCTION TO MONETARY ECONOMICS

CHAPTER 1

NATURE AND FUNCTIONS OF MONEY

1.1 INTRODUCTION

Money is a liquid asset used in the settlement of transactions. It is
one of the most useful inventions of mankind. It facilitates the smooth
functioning of all the economic activities in an economy. Before the
introduction of money, barter system was in practice. Barter exchange
is the system of exchange where goods are exchanged for other
goods. Barter system was successful in the primitive society where
there were little economic transactions. But with the increase in the
volume of economic transactions, the barter system became
inconvenient.

1.2 DIFFICULTIES OF BARTER EXCHANGE SYSTEM

A system of exchanging goods without using money is known as
barter exchange system. Barter system was suffering from certain
fundamental drawbacks. Following are the main difficulties which
were found in the barter exchange system:-

1. Lack of double coincidence of wants

Double coincidence of wants means what one person wants to sell
and buy must coincide with what some other person wants to buy
or sell. Simultaneous fulfilment of mutual wants by buyers and
sellers is known as double coincidence of wants. There is lack of
double coincidence in the wants of buyers and sellers in barter
exchange. The producer of jute may want shoes in exchange for his
jute. But he may find it difficult to get a shoe-maker who is also
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which is generally acceptable as payment for goods or services
or discharge of debt.

5. According to Prof. G.D.H.Cole, “Money is anything that is
habitually and widely used as a means of payment and is
generally acceptable in the settlement of debt”.

6. According to R.P. Kent, “Anything which is widely used as a
medium of exchange and standard of value is money”.

7. According to Coul born, “It is the means of valuation and
payment as both, the unit of account and the generally
acceptable medium of exchange”.

8. Prof. Ely says, “Money is anything that passes freely from hand
to hand as a medium of exchange and is generally received in
final discharge of debts”.

9. Seligman defines money as “One thing that possesses general
acceptability”. Thus, money may be defined as any commodity
commonly acceptable as a medium of exchange and as a
measure of value.

Money bought much revolution in the modern economy and is
a difficult concept to define because it performs many functions
in the economy. In order to perform the functions of money,
good money should possess the following qualities:-

1. General acceptability: Money must be universally acceptable
so that it can serve as medium of exchange.

2. Portability: Good money material should be portable, easily
carried from place to place.

3. Durability: Good money material should be durable. Gold, silver
possess this virtue.

4. Divisibility: The money material must be capable being split-
up into units without loss of its value.

5. Cognizability: Money should be easily recognizable by all.

6. Stability: The value of money material should be stable.

7. Homogeneity: The unit of money must be homogeneous. It must
be of the same quality, shape, appearance and weight.

coined at Rome. Money was not a sudden discovery. It has undergone
a process of historical evolution over a long period of time. In the
process of historical evolution of money a variety of things had been
used as money. Skins of animals, cattle, goats, sheep, agricultural
products, metallic coins, and paper notes have been used as money.
Money plays an important role in modern economy. The modern
economy cannot function without money. It is rightly said that what
blood is to body, money is to the modern economy. Money is essential
to all the branches of an economy.

Money has been defined in different ways by different economists.
There is no unanimity among the economists over its definition. Some
of the important definitions are as follows:-

1. According to Prof. Walker, “Money is what money does”.
According to this definition, anything which performs the
functions of money is money. This definition is very simple
definition. But it is not a satisfactory definition of money. It
does not state exactly what functions money performs.

2. G.Crowther defines money as “Anything that is generally
accepted as a means of exchange (i.e., as a means of settling
debts) and at the same time acts as measure and as a store of
value”. According to this definition, money is a medium of
exchange, measure of value and store of value. This definition
is considered as most accurate definition of money. It has
emphasised three fundamental functions of money such as
medium of exchange, measure of value and store of value
functions of money.

3. In the words of D.H. Robertson, “Money is anything which is
widely accepted in payment for goods or in discharge of other
kinds of business obligations”. This definition is functional in
nature. But, this definition cannot be accepted as an accurate
definition of money, because it has ignored the other
fundamental function of money i.e., ‘standard of value’.

4. According to Prof. Samuelson, “Money is the medium of
exchange and the standard of unit in which prices and debts
are expressed”. According to this definition, money is a medium
of exchange and a unit of measurement. Thus, money is anything
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