MONEY

Value of Money


Money by itself does not have any value or the value is very less.  Let us take a Rs.1000 note, the actual value of the paper and printing charges would be very less.  But that is not the value of money that we are talking about.  The value of money that we are talking about is the purchasing power of that money i.e., how much of goods and services that can be purchased with that money.

So the greater the purchasing capacity, higher the value of money.  According to Robertson, the value of money is “The amount of things in general which will be given in exchange for a unit of money.”


What one can infer from this definition is that the value of money depends upon the prices of goods and services available in the market.  Lower the prices of goods tand services higher the value of money and higher the prices of goods and services lower the value of money.

Measurement of Value of Money


Crowther has found out three standards based on which the value of money can be calculated.  They are:

1. Wholesale Standard: Here, the money is expressed in terms of all those goods which are traded in the wholesale market.  The wholesale standard is generally preferred because wholesale prices are recorded regularly, and are readily available.

2. Retail Standard: It is also known as consumption standard.  According to this standard, the value of money is expressed in terms of those goods and services that ordinarily constitute the consumption items of an average family.  As the average family buys these goods and services in the retail market, the value of money so expressed is called the retail value of money.

3. Labour Standard: It is also called as earning standard and it aims to measure the value of money in terms of human effort.  It is determined by the rate of wages paid for a day’s work.  Here again a difficulty is encountered due to lack of homogeneity of labour.

Measurement of Value of Money based on Index Numbers


It must be admitted, that the value of money in absolute terms cannot be measured, but can be measured only relatively.  Even the relative measurement of value of money is done indirectly, by comparing the prices at any time with the prices in an earlier period.  This can be done by the statistical device known as “index numbers.”

Index Numbers: Types


Index numbers are constructed to indicate the changes in the purchasing power of money.  The purchasing power of money over different goods may change in different directions or in different degrees.  There is not one price level, but a large number of price levels corresponding to different combinations of goods that are to be bought.  

(a) Consumption Index: This type of index number is constructed by taking into account the prices of all goods and services that enter into the final consumption of the people.  Each item is weighted on the basis of people’s money income spent on it.  

(b) Cost of living index: It includes the retail prices of main commodities of consumption entering into the budget of the working class people.  It does not include personal services.  In this way it differs from the consumption index.  

(c) Index of the labour power of money or Earning standard: It indicates the purchasing power of money over units of human effort.  For this we need a common unit of measuring different kinds of human efforts.  It is difficult because labour is heterogeneous.  Hence, the hourly wage rate alone can be taken as the indices of labour power of money.

(d) Wholesale price Index: It is constructed on the basis of the prices of wholesale commodities.  It measures the changes in the value of goods whose prices are quoted regularly in the wholesale market.   

(e) International Index: It is based on the imports and exports of a country.  While constructing such an index the main commodities that enjoy international market should be taken into account.  

(f) Industrial Index Numbers: These indices are constructed to measure the change in the industrial production.  The production statistics of various industries are included while preparing these indices.  Today in many countries of the world, changes in industrial production are measured with the help of these indices.

Construction of Index Numbers


The technique of the construction of any index number involves the following steps:

Step 1: Purpose: To begin with the object or the scope of index number should be clearly defined.  The type of index number whether it is wholesale index number, the cost of living index etc., is to be decided.  If it were to be cost of living index it becomes further necessary whether it is to the upper class or working class.  The needs of these two classes are different and the type of commodities they consume also change.

Step 2: Base Year: The second step is to select the base year.  It may be defined as that year the average price level of which is to be compared with average price – levels of other years.  It should be a normal year, selected with care.

