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What Is Money?  

 

Money is the stock of assets that can be readily used to make transactions. Money has 

three purposes. It is a store of value, a unit of account, and a medium of exchange. 

 

As a store of value, money is a way to transfer purchasing power from the present to 

the future. Of course, money is an imperfect store of value: if prices are rising, the amount you 

can buy with any given quantity of money is falling. Even so, people hold money because they 

can trade the money for goods and services at some time in the future. 

 

As a unit of account, money provides the terms in which prices are quoted and debts 

are recorded. Microeconomics teaches us that resources are allocated according to relative 

prices. Yet stores post their prices. Money is the yardstick with which we measure economic 

transactions. 

 

As a medium of exchange, money is what we use to buy goods and services. When we 

walk into any stores, we are confident that the shopkeepers will accept our money in exchange 

for the items they are selling. The ease with which money is converted into other things (goods 

and services) is sometimes called money’s liquidity. 

 

How the Quantity of Money Is Measured? 

 

Because money is the stock of assets used for transactions, the quantity of money is the 

quantity of those assets. The answer is not as simple as it sounds, because no single asset is 

used for all transactions. People can use various assets, such as cash or checks, to make 

transactions, although some assets are more convenient than others. This ambiguity leads to 

numerous measures of the quantity of money. 

 

The most obvious asset to include in the quantity of money is currency, the sum of 

outstanding paper money and coins. Most day-to-day transactions use currency as the medium 

of exchange. A second type of asset used for transactions is demand deposits, the funds people 

hold in their checking accounts. In both cases, the assets are in a form ready to facilitate a 

transaction. Demand deposits are, therefore, added to currency when measuring the quantity of 

money. 

 

Once we admit the logic of including demand deposits in the measured money stock, 

many other assets become candidates for inclusion. Funds in savings accounts, for example, 

can be easily transferred into checking accounts; these assets are almost as convenient for 

transactions. Money market mutual funds allow investors to write checks against their 

accounts, although restrictions sometimes apply with regard to the size of the check or the 



number of checks written. Since these assets can be easily used for transactions, they should 

arguably be included in the quantity of money. 

 

Because it is hard to judge which assets should be included in the money stock, various 

measures are available. From the smallest to the largest, they are designated C, M1, M2, and 

M3. The most common measures for studying the effects of money on the economy are M1 

and M2. There is no consensus, however, about which measure of the money stock is best. 

Disagreements about monetary policy sometimes arise because different measures of money 

are moving in different directions. 

 

C  = Currency 

 

M1  = Currency + Demand Deposits + Traveller’s Checks + Other Checkable 

Deposits 

 

M2  = M1 + Retail Money Market Mutual Fund Balances + Saving Deposits 

(Including Money Market Deposit Accounts) + Small Time Deposits 

 

M3 

 

= M2 + Large Time Deposits + Repurchase Agreements + Institution-Only Money 

Market Mutual Fund Balances 

 

Reference: Macroeconomics (2003), N. Gregory Mankiw, Worth Publishers 

 


