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Understanding the distinctions between M1 and M2 is essential for students,
professionals, and anyone engaged in economic analysis, financial decision-
making, or monetary policy interpretation. These two measures—Ml1 and M2-are
key components of the money supply, representing different levels of
liquidity and accessibility of funds within an economy. Correctly identifying
whether a particular example belongs to M1, M2, or both, helps in analyzing
economic trends, forecasting inflation, and making informed financial
decisions. This article provides a comprehensive guide to differentiate
between M1 and M2, illustrated with examples to clarify their scope and
significance.

What Are M1 and M2? An Overview

Before diving into examples, it is crucial to understand what M1 and M2
represent, their components, and their roles in the economy.

Definition of M1

M1 is considered the most liquid form of money. It includes:

Physical currency in circulation (notes and coins)

Demand deposits (checking accounts)

Other checkable deposits

Traveler's checks (if applicable)

Key Point: M1 represents money that can be used immediately for transactions.



Definition of M2

M2 encompasses all components of M1, plus additional savings and near-money
assets that are less liquid. Its components include:

e Al1 of M1

e Savings accounts

e Small-denomination time deposits (less than $100,000)
e Money market deposit accounts

e Mutual funds (retail money market funds)

Key Point: M2 measures the total money supply, including assets that are
easily convertible to cash but not used for everyday transactions.

Key Differences Between M1 and M2

Understanding the distinctions helps in classifying examples correctly.

Liquidity
e M1: Highly liquid, used directly in transactions.

e M2: Less liquid, includes assets that require some conversion before
spending.

Components

e M1: Cash + checkable deposits + traveler’s checks.

e M2: M1 + savings accounts + small time deposits + retail money market
funds.



Economic Significance

e M1: Indicator of immediate spending capacity.

e M2: Broader measure indicating overall money supply, influencing
inflation and economic growth.

Examples of Money Components and Their
Classification

Now, let’s analyze specific examples to determine whether they belong to M1,
M2, or both. Remember, if an example fits into both categories, it should be
marked accordingly.

Example 1: Physical Cash (Notes and Coins)

Physical currency in circulation is the classic example of M1 components.

e Classification: M1

Example 2: Checking Account Deposits

Funds in checking accounts are immediately accessible and used for
transactions.

e Classification: M1

Example 3: Savings Account

Savings accounts are less liquid than checking accounts but can be quickly
accessed or transferred.

e Classification: M2



Example 4: Small-Denomination Time Deposits

Certificates of deposit (CDs) less than $100,000 are part of M2 because they
are not as easily accessible as checkable deposits.

e Classification: M2

Example 5: Money Market Deposit Accounts (MMDA)

These accounts are considered near-money and are included in M2.

e Classification: M2

Example 6: Retail Money Market Funds

Funds invested in retail money market mutual funds are part of M2, as they
are liquid but not used directly in transactions.

e Classification: M2

Example 7: Traveler’s Checks

Traveler'’s checks are included in M1 because they are readily available for
spending.

e Classification: M1

Example 8: Certificates of Deposit (Large
Denomination)

Deposits over $100,000 are not part of M2 but are classified separately as
large-time deposits.

e Classification: Neither M1 nor M2



Example 9: Money Market Mutual Funds (Retail)

These are included in M2 as they are easily convertible to cash but not used
directly for transactions.

e Classification: M2

Example 10: Commercial Paper

Short-term corporate debt instruments are not part of M1 or M2, as they are
not considered money supply components.

e Classification: Neither M1 nor M2

Special Cases and Overlaps

Some examples blur the lines between M1 and M2, especially when considering
assets that can be converted or used for transactions.

Assets Belonging to Both M1 and M2

In most cases, if an asset is part of M1, it is also part of M2, since M2
includes all of M1 plus additional assets. However, the classification
depends on the specific form of the asset.

Examples of Overlap

1. Traveler’'s Checks: Part of M1 but also considered in M2.
2. Savings Accounts: Not in M1 but part of M2.

3. Checking Accounts: Part of both M1 and M2.

Important Note

Always consider the specific asset form and liquidity level. For example, a



savings account is in M2 but not M1, whereas a checking account is in both.

Implications for Economic Analysis

Accurately classifying examples into M1 or M2 helps in understanding economic
health and policy decisions.

Why It Matters

Monitoring liquidity in the economy.

Assessing inflation trends.

Formulating monetary policies.

Predicting short-term and long-term economic activity.

Examples of Policy Impact

1. Rapid growth in M1 suggests increased spending capacity, possibly
leading to inflation.

2. Growth in M2 indicates broader liquidity, potentially signaling economic
expansion.

Conclusion

Distinguishing whether an example belongs to M1 or M2 is pivotal for economic
analysis and financial decision-making. M1 primarily includes assets used for
immediate transactions, such as cash and checkable deposits, while M2
encompasses a broader range of liquid assets, including savings accounts and
retail money market funds. Recognizing these differences allows for better
interpretation of monetary policy, inflation trends, and overall economic
health. Remember, the key lies in understanding the liquidity and
accessibility of each financial asset, and whether they are used directly in
transactions or serve as near-money assets.



Additional Resources for Further Learning

e Federal Reserve: Understanding the Money Supply Measures

e Tnvestopedia: M1 Definition

e ITnvestopedia: M2 Definition

By mastering the classification of financial assets into M1 and M2,
individuals and policymakers can better interpret economic signals and make
more informed decisions. Whether analyzing the immediacy of spending or the
broader liquidity of the economy, understanding these measures is fundamental
to economic literacy.

Frequently Asked Questions

Is a savings account considered part of M1 or M2?

A savings account is part of M2 but not included in M1.

Does cash held by the public belong to M1, M2, or
both?

Cash held by the public belongs to M1.

Are certificates of deposit (CDs) included in M1 or
M27?

Certificates of deposit are included in M2 but not in M1.

Is travelers' checks considered part of M1, M2, or
both?

Travelers' checks are part of M1.

Do small-denomination time deposits belong to M1,


https://www.federalreserve.gov/econres/notes/feds-notes/understanding-the-money-supply-measures.htm
https://www.investopedia.com/terms/m/m1.asp
https://www.investopedia.com/terms/m/m2.asp

M2, or both?

Small-denomination time deposits are included in M2 but not in M1.

Are demand deposits included in M1, M2, or both?

Demand deposits are included in M1 and therefore also in M2.

Is money market mutual fund shares considered part
of M1 or M2?

Money market mutual fund shares are part of M2 but not in M1.

Do large-denomination time deposits belong to M1,
M2, or both?

Large-denomination time deposits are included in M2 but not in M1.

Are checking account balances included in M1, M2, or
both?

Checking account balances are part of M1 and thus also in M2.

Is a cash deposit at a bank considered in M1, M2, or
both?

A cash deposit at a bank increases M1, and since M1 is part of M2, it is also
in M2.

Additional Resources
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In the complex world of macroeconomics, understanding the distinctions
between different measures of money supply is fundamental for policymakers,
investors, and economists alike. Two of the most commonly referenced
aggregates are M1 and M2, each capturing different facets of the money
circulating within an economy. While they may seem similar at first glance,
they serve distinct purposes and include different components. Recognizing
where specific examples fit within these categories is essential for accurate
economic analysis and decision-making. In this article, we will explore the
definitions of M1 and M2 in detail, analyze various examples, and provide a
comprehensive guide to determining their correct classification.



Understanding M1 and M2: Definitions and Key
Differences

Before diving into the classification of various examples, it’s crucial to
establish a clear understanding of what M1 and M2 represent.

What Is M1?

M1 is considered the narrowest and most liquid measure of the money supply.
It encompasses the most readily accessible forms of money, primarily used for
transactions and daily spending. The main components of M1 include:

- Physical currency in circulation: Paper bills and coins held by the public.
- Demand deposits: Checking accounts that can be withdrawn immediately.

- Traveler's checks: Checks used by travelers for purchases, considered
highly liquid.

- Other checkable deposits: Negotiable order of withdrawal (NOW) accounts and
similar deposit accounts.

Key Characteristics of M1:

- Highly liquid and available for immediate use.
- Focuses on money used in transactions.
- Represents the most immediate money supply within the economy.

What Is M2?

M2 expands upon M1 by including forms of money that are less liquid but still
easily convertible into cash. It captures savings and small time deposits
that individuals and businesses hold. Components of M2 include:

- All of M1 components.

- Savings deposits: Money held in savings accounts.

- Small-denomination time deposits: Certificates of deposit (CDs) under
$100,000.

- Retail money market mutual funds: Funds held by individuals in money market
accounts.

Key Characteristics of M2:

- Broader measure than M1.

- Includes assets that can be quickly converted into cash but are not used
directly for everyday transactions.

- Used to analyze overall money supply and potential liquidity in the
economy.



Summary Table:

| Feature | M1 | M2 |

|- R R

Physical currency | Yes | Yes |

Demand/checking deposits | Yes | Yes |
Traveler's checks | Yes | Yes |

Savings deposits | No | Yes |

Small CDs | No | Yes |

Money market mutual funds (retail) | No | Yes |

Classifying Examples: Practical Analysis

With these definitions in mind, we turn to specific examples. For each case,
we will analyze whether it belongs in M1, M2, or both, based on their
liquidity and inclusion criteria.

Example 1: Physical Currency in Circulation

Analysis:

Physical currency, such as banknotes and coins, is the most straightforward
component of both M1 and M2. It is highly liquid and used daily for
transactions.

Classification:
- M1: Yes
- M2: Yes

Conclusion: Physical currency in circulation belongs in both M1 and M2
because it is the core component of the money supply and appears in the
narrow and broad measures.

Example 2: Checking Accounts (Demand Deposits)

Analysis:

Demand deposits, including checking accounts, are immediately accessible
funds used for daily transactions, making them a fundamental part of ML.



Since M2 includes all components of M1, these deposits are also part of M2.

Classification:
- M1: Yes
- M2: Yes

Conclusion: Checking accounts are included in both M1 and M2.

Example 3: Traveler’s Checks

Analysis:

Traveler’s checks are negotiable instruments used for travel purchases. They
are considered highly liquid, similar to cash, and are part of the
transactions money supply.

Classification:
- M1: Yes
- M2: Yes

Conclusion: Traveler’s checks belong to both M1 and M2.

Example 4: Savings Accounts

Analysis:

Savings accounts are not used directly for transactions but can be converted
into cash relatively quickly. They are part of the broader money supply but
not part of M1, which focuses on liquid transaction money.

Classification:
- M1: No
- M2: Yes

Conclusion: Savings deposits are included only in M2.

Example 5: Small-Denomination Time Deposits



(Certificates of Deposit under $100,000)

Analysis:

Small CDs are time deposits that require notice before withdrawal, making
them less liquid than demand deposits but still easily convertible into cash.
These are part of M2 but not ML.

Classification:
- M1: No
- M2: Yes

Conclusion: Small CDs belong exclusively to M2.

Example 6: Retail Money Market Mutual Funds

Analysis:

Retail money market funds are investment vehicles that allow individuals to
hold liquid assets. Though they are highly liquid, they are not used directly
for transactions like checking accounts. They are included in M2.

Classification:
- M1: No
- M2: Yes

Conclusion: Money market mutual funds are part of M2.

Example 7: Business Checking Accounts

Analysis:

Business checking accounts function similarly to personal checking accounts.
They are demand deposits used for transactions and are included in M1l. As
they are also part of broader liquid assets, they are in M2 as well.

Classification:
- M1: Yes
- M2: Yes

Conclusion: Business checking accounts belong to both measures.



Example 8: Money Market Accounts (Non-Retail)

Analysis:

Money market accounts held by institutions or large investors are less
accessible for everyday transactions and are not part of retail money market
mutual funds. These accounts are generally excluded from M1 and are included
in M2 if they are accessible to retail investors.

Classification:
- M1: No
- M2: Possibly, if retail accessible, otherwise no

Conclusion: Typically, retail money market accounts are in M2, but
institutional ones are excluded.

Example 9: Gold and Silver Coins

Analysis:

Precious metals like gold and silver coins are considered alternative forms
of wealth but are not classified as money supply measures within M1 or M2
unless they are held as currency or in specific monetary contexts.

Classification:
- M1: No
- M2: No

Conclusion: Gold and silver coins are not part of M1 or M2.

Example 10: Electronic Funds Transfers (EFT) and
Wire Transfers

Analysis:

EFTs and wire transfers are methods of transferring existing funds
electronically. They do not constitute new money but are mechanisms for
moving money within accounts that are part of M1 and M2.



Classification:
- M1: No (they are transfer mechanisms, not money holdings)
- M2: No

However: These processes facilitate the use of components that are included
in M1 and M2.

Conclusion: They are not themselves part of M1 or M2 but enable transactions
within these aggregates.

Special Cases: When Examples Belong to Both M1
and M2

Some assets naturally belong to both measures because they are fundamental
and highly liquid. Recognizing these overlaps is vital.

Physical Currency and Demand Deposits

- Physical currency and demand deposits are core components of M1, and since
M2 includes all of M1, they are included there as well.
- They are the most liquid forms of money, used for immediate transactions.

Traveler’s Checks

- Historically, traveler’s checks were prominent in M1, but with modern
electronic payments, their role has diminished.

- They remain part of both measures when considered as negotiable
instruments.

Business and Personal Checkable Deposits

- Both are used directly for transactions, making them part of M1.
- Their inclusion in M2 is automatic since M2 encompasses ML.

Summary and Final Remarks

Understanding the distinctions between M1 and M2 is crucial for interpreting
monetary policy, assessing liquidity, and analyzing economic health. The core
difference lies in liquidity and usage-M1 focuses on immediately spendable
money, while M2 captures a broader range of assets that can be quickly
converted into cash.



Key Takeaways:

- Always in Both: Physical currency, demand deposits, and traveler’s checks.
- Only in M2: Savings accounts, small CDs, retail money market funds.

- Not in M1 or M2: Gold and silver coins, non-retail institutional money
market funds, electronic transfer mechanisms.

By carefully analyzing each example against these criteria, economists and
analysts can accurately classify components of the money supply, leading to
better-informed economic decisions.
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