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Economists define money (also referred to as the money supply) as anything that is generally 

accepted in payment for goods or services or in the repayment of debts. Currency, consisting of 

dollar bills and coins, clearly fits this definition and is one type of money. When most people talk 

about money, they’re talking about currency (paper money and coins). If, for example, someone 

comes up to you and says, “Your money or your life,” you should quickly hand over all your 

currency rather than ask, “What exactly do you mean by ‘money’?” 
MEANING OF MONEY 

To define money merely as currency is much too narrow for economists. Because checks are also 

accepted as payment for purchases, checking account deposits are considered money as well. An 

even broader definition of money is often needed, because other items such as savings deposits 

can in effect function as money if they can be quickly and easily converted into currency or 

checking account deposits. As you can see, there is no single, precise definition of money or the 

money supply, even for economists. 
The word money is frequently used synonymously with wealth. When people say, “Joseph is 

rich—he has an awful lot of money,” they probably mean that Joe has not only a lot of currency 

and a high balance in his checking account but has also stocks, bonds, four cars, three houses, and 

a yacht. Thus while “currency” is too narrow a definition of money, this other popular usage is 

much too broad. Economists make a distinction between money in the form of currency, demand 

deposits, and other items that are used to make purchases and wealth, the total collection of pieces 

of property that serve to store value. Wealth includes not only money but also other assets such as 

bonds, common stock, art, land, furniture, cars, and houses. 
People also use the word money to describe what economists call income, as in the sentence 

“Sheila would be a wonderful catch; she has a good job and earns a lot of money.” Income is a 

flow of earnings per unit of time. Money, by contrast, is a stock: It is a certain amount at a given 

point in time. If someone tells you that he has an income of $1,000, you cannot tell whether he 

earned a lot or a little without knowing whether this $1,000 is earned per year, per month, or even 

per day. But if someone tells you that she has $1,000 in her pocket, you know exactly how much 

this is. 
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Keep in mind that the money discussed here refers to anything that is generally accepted in 

payment for goods and services or in the repayment of debts and is distinct from income and wealth 

(Mishkin, 2003). 

MONEY, COMMERCIAL BANKS AND CENTRAL BANKS 

Money is fundamental to the functioning of market economies since these are based on exchange 

and credit. In a market economy, any two economic agents are free to agree on the means of 

payment to be used to settle a transaction. Acceptance of any form of money will, however, depend 

on the receiver’s confidence that, subsequently, a third party will accept that money in trade.  

Fiat money is worth nothing without the trust of a community behind it. Manifestation of this trust 

is exemplified using banknotes. Being intrinsically worthless pieces of paper that everyone accepts 

from a stranger in exchange for valuable goods and services, banknotes testify to the presence of 

certain bonds of confidence that tie together the members of a society. 

Today, any widely used form of money is denominated in a given currency. By sharing a currency, 

the individuals of a community have in common a measure of economic value, a means to store 

value, and a set of instruments and procedures to transfer this value.  

However, since the value of money lies in trust, there can be no absolute guarantee that confidence 

in the currency can be preserved over time. It may be shaken by a monetary crisis or by the 

malfunctioning of the payment system. As a result, maintaining trust in the currency, and thus 

facilitating its circulation, becomes a major public interest. The central bank is, in most countries, 

the institution designated to pursue this public interest. 

In pursuit of its task, the central bank issues its own liabilities for use as money (central bank 

money). But the central bank is not the only issuer of money in an economy. The multiplicity both 

of issuers of money and of payment mechanisms is a common feature in all developed economies.  

Commercial banks are the other primary issuers, their liabilities (i.e. commercial bank money) 

representing in fact most of the stock of money.2 A healthy, competitive commercial banking 

market is seen as an essential element of an efficient and effective economy. 

Thus central bank and commercial bank money coexist in a modern economy. Confidence in 

commercial bank money lies in the ability of commercial banks to convert their sight liabilities 

into the money of another commercial bank and/or into central bank money upon demand of their 

clients. In turn, confidence in central bank money rests in the ability of the central bank to maintain 

the value of the stock of currency as a whole (i.e. not only of the small portion it issues directly), 

or its inverse, to maintain price stability. 

Money therefore represents an obligation of different issuers, and consumers regularly exhibit 

preferences for holding and using different forms of money, which often vary for different types 

of transactions. Yet the perception of the public is such that it uses the various forms of money 

interchangeably so long as they are denominated in the same currency. Two factors explain this:  
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• The first one is the existence of a form of money (central bank money) which has the 

support of public authorities. 

• The second one is the convertibility of other monies into central bank money at par value.  

The combination of these two factors gives rise to the currency’s single character, the certainty 

that “one dollar is one dollar”, whatever form it takes (whether central or commercial bank money).  

This “singleness” seems to be a necessary (but by itself not sufficient) condition for a currency to 

effectively become “the” measure of economic value, or the unit of account, shared by members 

of a modern economy, with the associated advantages of efficiency and safety in trade (Committee 

on Payment and Settlement Systems, Bank for International Settlements, August 2003) 

VELOCITY OF MONEY 

The velocity of money (also called velocity of circulation) is the average frequency with which a 

unit of money is spent on new goods and services produced domestically in a specific period of 

time.  

Velocity has to do with the amount of economic activity associated with a given money supply. 

When the period is understood, the velocity may be presented as a pure number; otherwise it should 

be given as a pure number over time. 

If, for example, in a very small economy, a farmer and a mechanic, with just $50 between them, 

buy new goods and services from each other in just three transactions over the course of a year 

• Farmer spends $50 on tractor repair from mechanic. 

• Mechanic buys $40 of corn from farmer. 

• Mechanic spends $10 on barn cats from farmer. 

Then $100 changed hands during a year, even though there is only $50 in this little economy. That 

$100 level is possible because each dollar was spent on new goods and services an average of 

twice a year, which is to say that the velocity was . Note that if the farmer bought a used 

tractor from the mechanic or made a gift to the mechanic, it would not go into the numerator of 

velocity because that transaction would not be part of this tiny economy's gross domestic product 

(Wikimedia Foundation, Inc, 2012). 

In other words, velocity of money (often reduced to velocity) used to examine the link between 

the total quantity of money M (the money supply) and the total amount of spending on final goods 

and services produced in the economy P *Y, where P is the price level and Y is aggregate output 

(income). Total spending P * Y is also thought of as aggregate nominal income for the economy 

or as nominal GDP.)  

Thus, velocity of money is the rate of turnover of money; that is, the average number of times per 

year that a dollar is spent in buying the total amount of goods and services produced in the 
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economy. Velocity V is defined more precisely as total spending P * Y divided by the quantity of 

money M: 

V =
𝑃 ∗ 𝑌

𝑀
 

If, for example, nominal GDP (P * Y ) in a year is $5 trillion and the quantity of money is $1 

trillion, velocity is 5, meaning that the average dollar bill is spent five times in purchasing final 

goods and services in the economy .  

 

WHAT IS A BANKNOTE? 

A banknote (often known as a bill, paper money or simply a note) is a kind of negotiable 

instrument, a promissory note made by a bank payable to the bearer on demand, used as money, 

and in many jurisdictions is legal tender. Along with coins, Paper Money makes up the cash or 

bearer forms of all modern fiat money.  

Except for non-circulating high-value or precious metal commemorative issues, coins are used for 

lower valued monetary units, while Paper money is used for higher values. However, some coins 

may have a significant value depending on the condition and worth. 

The use of paper money as a circulating medium is intimately related to shortages of metal for 

coins. In ancient China coins were circular with a rectangular hole in the middle. Several coins 

could be strung together on a rope. Merchants in China, if they became rich enough, found that 

their strings of coins were too heavy to carry around easily. To solve this problem, coins were 

often left with a trustworthy person, and the merchant was given a slip of paper recording how 

much money he had with that person. If he showed the paper to that person he could regain his 

money. Eventually, the paper money called "jiaozi" originated from these promissory notes. 

Most Banknotes are made from cotton paper, with a weight of around 80 to 90 grams per square 

meter. The cotton is sometimes mixed with linen, abaca, or other textile fibers. Generally, the 

paper used is different from ordinary paper: it is much more resilient, resists wear and tear (the 

average life of a banknote is two years), and does not contain the usual agents that make ordinary 

paper glow slightly under ultraviolet light. Unlike most printing and writing paper, banknote paper 

is infused with polyvinyl alcohol or gelatin to give it extra strength.  

For example; early Chinese Paper Money was printed on paper made of mulberry bark and this 

fiber is used in Japanese banknote paper today. Most Banknotes are made using the mould-made 

process in which a watermark and thread is incorporated during the paper forming process.  

The thread is a simple looking security component found in most Paper Money. It is however often 

rather complex in construction comprising fluorescent, magnetic, metallic and micro print 

elements. By combining it with watermarking technology the thread can be made to surface 

periodically on one side only. This is known as windowed thread and further increases the 

counterfeit resistance of the banknote paper. 
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THE CHARACTERISTICS OF A BANKNOTE 

A banknote is perceived to serve as a payment instrument that must possess various characteristics 

as follows (Hamilton, Karin, 2012):  

o Easy to identify 

o Secure 

o Durable 

o Symbol 

o Attractive 

On the other hand, the features of an “ideal” currency are considered (Williams & Anderson, 

2007): 

o Extremely difficult to duplicate 

o Easily recognized by the public 

o Durable (remains visible after considerable wear) 

o Machine-readable 

o Easy to produce at low cost 

o Acceptable to the public (aesthetically pleasing) 

o Non-toxic and non-hazardous 

HOW ARE BANKNOTES RELATED TO COINS? 

A coin is a piece of hard material that is standardized in weight, is produced in large quantities to 

facilitate trade, and primarily can be used as a legal tender token for commerce in the designated 

country, region, or territory. 

Coins are usually metal or a metallic material and sometimes made of synthetic materials, usually 

in the shape of a disc, and most often issued by a government. Coins are used as a form of money 

in transactions of various kinds, from the everyday circulation coins to the storage of large numbers 

of bullion coins.  

In the present day, coins and banknotes make up the cash forms of all modern money systems. 

Coins made for paying bills and general monetized use are usually used for lower-valued units, 

and banknotes for the higher values; also, in most money systems, the highest value coin made for 

circulation is worth less than the lowest-value note.  

Usually, the face value of circulation coins is higher than the gross value of the metal used in 

making them, but this is not generally the case with historical circulation coins made of precious 

metals. 
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Exceptions to the rule of coin face-value being higher than content value, also occur for some 

"bullion coins" made of silver or gold (and, rarely, other metals, such as platinum or palladium), 

intended for collectors or investors in precious metals.  

Examples of modern gold collector/investor coins include the American Gold Eagle minted by the 

United States, the Canadian Gold Maple Leaf minted by Canada, and the Krugerrand, minted by 

South Africa. The American Gold Eagle has a face value of US$50, and the Canadian Gold Maple 

Leaf coins also have nominal (purely symbolic) face values (e.g., C$50 for 1 oz.); but the 

Krugerrand does not. 

Historically, a great number of coinage metals (including alloys) and other materials have been 

used practically, artistically, and experimentally in the production of coins for circulation, 

collection, and metal investment, where bullion coins often serve as more convenient stores of 

assured metal quantity and purity than other bullion. 

Coins have long been linked to the concept of money, as reflected by the fact that in other 

languages the words "coin" and "currency" are synonymous. Fictional currencies may also bear 

the name coin (Advantage Precious Metals Corp, 2012). 
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