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How the Fed Defines and Measures Money
James N. Duprey*
Senior Economist
Research Department
Federal Reserve Bank of Minneapolis

world assets held by the public that are to be called money,
requires a prior idea or concept of what money is. There
are at present two leading concepts, a duality that reflects a
lack of agreement among economists on the essential, distinguishing characteristics of the assets to be classified as
money for purposes of analyzing and formulating monetary policy.1 The more restrictive of these concepts is that
money consists of those assets held by the public that are
generally acceptable in payment of goods and services.
This concept focuses on money's role as a medium of
exchange and is probably the concept that most economists prefer.
Some economists, however, suggest that money has
another role—to act as a temporary abode of purchasing
power or store of value. The main proponents of this view,
Friedman and Schwartz, note that a money economy is
distinguished from a barter system by the existence of a
medium of exchange which permits the sale of one
commodity to be separated from the purchase of another.
They point out that, during the time between a sale and a
purchase, the seller does not always have to retain the sales

"Money Supply Drops $3 Billion, Sends Stocks and
Bonds Higher." "Market Drops on Fears of a July Money
Bulge." Headlines like these appear weekly in the financial
press. They reflect a preoccupation with money that stems
from the fact that the policy strategy of the Federal
Reserve is to control the money supply, to control it so that
the economy has the amount estimated to be necessary for
the achievement of the nation's goals for output and prices.
Just how well the Fed keeps the money supply on target
has important implications for the economy—not only for
production and prices, but also for profits, stock prices, and
interest rates. It is therefore understandable why financial
markets and the press show a vital interest in money, with
whether it is growing too rapidly, too slowly, or about in
line with Fed intentions.
This concern is almost exclusively with how money
behaves, not with what money is. Yet this last question is
critical to the Fed. There can be no control without a
quantity to control, no quantity without a measurement
process, no measurement without a definition that identifies the assets to be quantified, and no definition without a
prior idea or concept of what it is that a definition should
seek to identify. These are the essentials that are preliminary to any control policy.
The purpose of this article is to take a closer look at
these essentials. What is the money the Fed attempts to
control? What is it in concept, definition, and measurement? Answering these questions can bring out some of
the complexities and difficulties that are encountered in
obtaining a quantity to control.

*I wish to thank Frederick Furlong of the staff of the Federal Reserve Board
of Governors and Roderick Long of the staff of the Federal Reserve Bank of
Minneapolis for providing information about some of the intricacies of definition
and measurement.
1
A third view is that money consists of the noninterest-bearing liabilities of
the monetary authority that can be used to settle debts. In the U . S . economy,
these liabilities are the currency issued by the Federal Reserve and the U.S.
Treasury and the deposits held by depository institutions at the Fed. Since both
items—currency and deposits at the Fed—can be used by depository institutions
to satisfy their legal reserve requirements, this concept and its associated
definition and quantitative measure are often referred to as high-powered or base
money. Discussion of it is omitted from this article because it does not currently
serve as an intermediate monetary target in the Fed's policy strategy.

Defining Money
Defining money, which is the task of identifying the real
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proceeds in the form of the medium of exchange; other
financial assets, not themselves media of exchange, may
be available as alternative means of storing purchasing
power. If so, and if these other assets are considered by the
public to be close substitutes for the medium of exchange,
then, according to this view, the relevant variable for
monetary policy includes both the medium of exchange
and these substitutes.2 If close substitutes do not exist, then
the appropriate total would simply be the medium of
exchange. (See Friedman and Schwartz 1970, pp. 89-90,
106-107.)
In practice, of course, these two concepts of money
could amount to the same thing. That is, the assets that
function as media of exchange could be the public's only
assets that serve as temporary stores of purchasing power.
But this isn't true in the complicated U.S. financial system.
The Fed, therefore, tries to identify which existing financial assets held by the public correspond to each of these
two concepts.
As yet, the Fed has no magic formula for doing this. In
determining whether an asset serves as a medium of
exchange or a temporary store of value, consideration is
given to both direct and indirect evidence. The direct evidence includes qualitative information on the character
and use of financial assets and quantitative data on the
dollar amounts outstanding, the distributions of these
amounts among different types of holders, such as individuals and firms, and the frequency with which the assets
may be employed in carrying out transactions.
The indirect evidence the Fed examines consists primarily of measures of correlation between various groups
of assets that are candidates for the title, money, and
various nonmonetary economic variables that, according
to dominant monetary theories, ought to be correlated with
money. The Fed has looked at several tests of this kind,
including those that search over several candidates for the
one definition of money that has the highest correlation
with some measure of national income, like gross national
product, and those that attempt to determine which
definition is most highly correlated with a set of variables
(including interest rates and income) used to predict and
explain the public's demand for money. Even with this
direct and indirect evidence, however, the Fed's assessment of the role of any particular asset usually requires a
substantial use of judgment.3
In its attempts at matching financial assets and money
concepts, the Fed also must contend with the practical
matter of data availability. If casual observation suggests

the importance of a particular financial asset for inclusion
in, say, the medium of exchange definition of money, the
final decision will in part depend on the availability of
accurate and comprehensive information on the amount of
the asset outstanding. If data are not available, the Fed
weighs the cost of collecting them and the relation of this
cost to the significance of the item.
The end products of these definitional efforts can be
said to answer two questions. What financial assets held
by the public have the characteristics called for by the
theoretical concepts? And what is meant by the term,
public? This last question might appear to have a selfevident answer, namely, U.S. residents. But this is not the
case. Before this point is considered in more detail, the
question of assets is taken up.
/Assess That Match Concepts
With the two basic concepts discussed earlier as starting
points, the Fed defines and then measures three money
supplies, labeled Ml, M2, and M3. The first is the
empirical counterpart to the concept of money as a
medium of exchange, while the other two are representatives of money as a temporary store of purchasing power.
• Medium of Exchange: M1
Prior to 1980, the Fed defined M l to be the sum of
currency and commercial bank demand deposits held by
the public. At least through the early 1970s, there was little
doubt within the Federal Reserve System or most of the
economics profession that this was a fitting definition. The
main reservation of some observers concerned the treatment of traveler's checks: the amounts issued by commercial banks were reported to the Fed as demand deposits
and thus were counted in M1, as it was generally agreed
they should be, but the amounts of traveler's checks issued
by nonbanks such as American Express were not counted
because data on them were not available.

2The term close substitute refers, in this context, to an asset that either
matures quickly into an exchange medium or can be converted to an exchange
medium at (or close to) face value with little effort and cost.
3The correlation tests described above make use of time series data. In order
that such tests provide reliable information about definitional questions, it is
necessary that the most recent data period be homogeneous, that is, that the
period be one in which no significant changes have taken place in the menu and
character of financial assets and services. When this condition is violated, as it has
been in the U . S . financial system for the past several years, the results of such tests
must be viewed with more than ordinary scepticism. This in turn means that in
matters of definition more reliance must be placed on the direct evidence
concerning use of assets by the public.
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