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The core of the economic theory of money focuses on the question of under what
circumstances “money” will have a positive value in terms of consumable goods in an economy.

It defines money as a good with three essential properties - not functions - one of which is

physical, the others social in nature: (1) money is storable, i.e. it can be kept from one period

to another without losing its value completely; (2) it is accepted and offered in exchange for

many or most other goods, but the purpose of acquiring it is not (solely) to consume; and (3) it

is anonymous or nameless, i.e. it is not a claim on an individual person or institution. We
distinguish between two kinds of money: commodity money, if the good being used as money is
itself a good which could be used for consumption, such as gold coins and fiat money, if the

good being used as money has no intrinsic value, such as paper money. ( FERERS | & LLF
k=)
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-- Under these circumstances, when any one has brought goods not highly saleable to market,

the idea uppermost in his mind is to exchange them, not only for such as he happens to be in

need of, but, if this cannot be effected directly, for other goods also, which, while he did not

want them himself, were nevertheless more saleable than his own---Men have been led, with

increasing knowledge of their individual interests, each by his own economic interests, without
convention, without legal compulsion, nay, even without any regard to the common interest,

to exchange goods destined for exchange (their “wares”) for other goods equally destined for

exchange, but more saleable®.
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Our approach to modeling money places limited commitment center stage, rather than

physical trading frictions. We assume a perfectly competitive environment where agents freely

meet and trade in a marketplace, but debtors who issue I0OUs (paper) cannot necessarily

pledge all of their future income. For moral-hazard reasons, there may be an upper bound, 0

1, say, on the fraction of future income that a debtor D can credibly commit to repay'?.
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Money has been inaccurately spoken of as merely a means of exchange. But it is far more than

this. It is a documentary expression of legal claim. It is not wealth, but a documentary claim to

wealth, being the sign of the relative quantities of it, or of the labour producing it, to which, at
a given time, persons, or societies, are entitled. If all the money in the world, notes and gold,
were destroyed in an instant, it would leave the world neither richer nor poorer than it was.

But it would leave the individual inhabitants of it in different relations. Money is, therefore,

correspondent in its nature to the title—deed of an estate. Though the deed be burned, the

estate still exists, but the right to it has become disputable!®.
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One of the popular fallacies in connection with commerce is that in modern days a
money—saving device has been introduced called credit and that, before this device was known,
all purchases were paid for in cash, in other words in coins. A careful investigation shows that
the precise reverse is true. In olden days coins played a far smaller part in commerce than they
do to—day. Indeed so small was the quantity of coins, that they did not even suffice for the
needs of the Royal household and estates which regularly used tokens of various kinds for the
purpose of making small payments. So unimportant indeed was the coinage that sometimes
Kings did not hesitate to call it all in for re-minting and re—issue and still commerce went on
just the same.

Adam Smith’ s position depends on the truth of the proposition that, if the baker or the
brewer wants meat from the butcher, but has (the latter being sufficiently provided with bread
and beer) nothing to offer in exchange, no exchange can be made between them. If this were
true, the doctrine of a medium of exchange would, perhaps, be correct. But is it true?

Assuming the baker and the brewer to be honest men, and honesty is no modern virtue,
the butcher could take from them an acknowledgement that they had brought from him so
much meat, and all we have to assume is that the community would recognise the obligation of
the baker and the brewer to redeem these acknowledgements in bread or beer at the relative
values current in the village market, whenever they might be presented to them, and we at

once a good and sufficient currency. A sale, according to this theory, is not the exchange of a

commodity for some intermediate commodity called the ‘medium of exchange,’ but the

exchange of a commodity for a credit!’.
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