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- 0 ANTITY THEORY OF MONEY AND PRICES
!
|

rv of money atiempts toexplain the changesin the v
Craantity m?;:-lc'-'f-‘"'l by the changes in the quantity
(A 'L’“"‘;l T" of money vanes wversely with the qua
(3 e y1UC .
he
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directly with the quantity of money. 11, for ex;
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0 ed, the prce level will also be doubled and
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Quantity Theory
of Money and Prijces

‘e ol money
of moncy, According to (his

ity of money and (he price
imple, the qua nlity of maney

the vlaue of money halved
B ey, if the viaue of money s halved, e price level will be halved and (he
erecly. !
fﬂlr:;t' money doubled.
Vil

A distinction should be made between the crude and sophisticated versions of
he qu;mnw theory of money -
1 4

secording Lo the crude version of the quantity theg ry of money, there is strict
:Iigml relationship between changes in the price level and the quantity of moncy.
T;Tﬁliculh'. the crude version is expressed ag ? = ja f.1e., price level (F) has
?,,,d (k) relationshup with the quantity of money (A ), This ig supported to hold in le
A1
long. Fuft.

According to the sophisticated version of (e quantity theory of money, there js
1 functional reltionship beiween the price level and (he quantity of money.
svmbolically, the sophisticated version is Cxpressed as P=fAy), je. price level ()
is 2 function U of the quantity of mancy (A). Changes in the quantity of maoncey
twaniably lead 1o changes in the price Jevel But there exists no fixed proportional
effect on the price level,

2. FISHER'S TRAN SACTIONS APPROACH

The transactions version of the
Amencan economist Irvin Fishierin his book, The P
Accarding to Fisher, “Other thin 28 Tem

circulation increases, the price level al
of money decreases
help of his famoys

quantity theory of m OUCY was provided by the

urchasing Power of \ forey (1911),

animg unchanped, as the quantity of money in
SO INcrea

5¢s in direct proportion and the value
and vice versa”. Fisher's quantity theory is explained with the
cquation of exchange

MV =pPr gy P = MV/T

This equation tells as that if 17 and 7 are given, then P is directly determined

by M. |

*- Supply of Money. The supply of money consists of the quantity of nm:':?;[::
existence (Af) multiplied by the number of times this moncy changes hands, /e,
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Ver iy,

E.n._.._..__“_:_
o]

NE lotg)
I w querate s
P L - pfexchunge represents equality _u.n______..ﬂn___ m
e

penditures in all transactiong ang oS4l
il ¥ ar

nis transacted. ___Hn
al yalut al allviens ...__n:.h..:".n

or

=

F=ANY

or . .
(/i the quannty of moneY: J’is the rransactions velogity, P
IEL | - .
T _._._rh patald .n_....Jum apd sEnVIces Hﬂ.._.:.w._._.__rﬂ.
e 15 an tdontty de.. MV s identically

...__En__.n,,.z_.._“.. .
o Ed__m.ﬂ ?&E_u_:.:Hnﬁr._._nq.h...ﬁ:amn__mnz_nﬁﬁ_:u___uz }:M“__d.._. Eq
e Theeqanintes the fact 1kt the actual total value of all money nwE_.a“__ b he
(M) At equals 1h2 peal (@ al value of all iterns sold (17, Wiy i5 Ol Niusgy
(i3 and what s rech e for sale (1) are nlways cqual ; 1ent fa

prehsses (4 } ..._,F
m..q_,_ﬂ_u e recenved by SoICONE. Inthis sense, the equalio” of excly _,__M__“_”"Hrda
. :n_u

{hears hut ruher p st
[rying Fisher used the equation ef exchange (o develop the classicaf g,

dheorvofmoney, 1 ¢, acausal relationship betyoen the money supply and _,_H_.EH._..J.
kel O the aesprmptions L3t i the loang run, under full-employmen E:H g
tota autput {7y does nol chuangss and the ira nsactions velocity of money (1) lians,
Fisherwasable todemansire d causal relationslup between money supply N ,“53_.,.
Jeved I tlis way, Fisher concludas, *... the level of price varies m:nn__._...._____ e
puasify of money n circulalion provided the velocity of circulation of :..E“:E the
and the volume of tradz which it 1s obliged to perform are not changed " T friocy
classical guaziny theory ef money states that Fand T being ==nm..“_=nnp. nEEm_ the
morey cxsse direet and proportional changes in the price level, nges in

Irving Fislier furtlier extended the equation of exchan _
¢ ge 505 10 include demand
itank ) deposre (5') and ther velocity (V') in the total Th
- - H—L i
equarion of exchange becomes : PRY: o wonsy. Thus, e

1S the pricg ¢y,

wher=

ng +
11 ..n_n._n____.. a__n.

by
N
clery g _nu_.n,_”ﬁ
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!
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cording 10 Fisher, the level

s 2 ors - (a) the volume of mancy in
¥ " ﬂ
. Ew._._:ﬁ: . () the volume af bank deposiyg _

wfe -
" _._..__.___r 51
ST ; n.__ﬁ:_:_._nmﬁﬂa_._:._n:ﬁﬂqﬁ:_ Tty

yLoIE _ : . .
m h._%..%dﬁ"._.:.__ garect "._.a._.__u“.n:,a_...m_ relation between sy and T remain unchanged,
ﬂ? Ll _ w_"_r.__&__.“.._. ihe price level will also be doubeq _.__:._ ___.m_.ﬂ Pl the quantity of
ot Ly of money is halved. the price leve] wy) ‘¢ aluc of money halved,
I ity tlalse be halved 2
1 T ouled. i hevler

oy U : )
P effects of @ change in | - Parpy

_%__:. on the price level and Py

_%_._n,““__n of money are g1 phically | €
_.___.__...n_ o Hl_u.v._.ﬁ_.—_ﬂm 16 1- A and B ﬂ 1A}
™ y (il
¥ _...-uﬁn_..‘_.n_.u -
el ) In Fagurs 16,14, whenthe _.__._m,. P,

o supply 15 doubled from OM |
,._..n_”w.“: the price level 15 also g ity
w00 4 from OF 10 OF). When the v Mt moneY suprLy
__F-En.__r e ), i ¥ 1 s

v SUpPIY 15 hitlved from A 10 o § )

:____,_ . the price level 1 halved o '
_.._._...___un.:ﬁ__ﬁ_;..u.j_ﬂ —-..H._Gﬂﬂr._h.___jﬂ._%u ] " “
feis45° linc showina dirct v
-huuan_n___u._ relationstup belween 5
“_ﬁ_%:_u_. supply and (he price Jevel fa oy ! X B}

() In Figure 16.1-, when the 5 \ !
oacy supply 15 doubled from QM |= “ '
1o :.:__ hevalue of money 15 halved _._.u._ - i _"
from (" 10 ¢),747 and when the |3 .//.rr_.
ey supply i halved fram OA 1o |3 _ﬂ__ I 1P M)
(M, the values of mency isdoubled P ETAT = .
fram Oy 10 Oyl The value of ' _.__r.,..._m___‘____m_.,.um.\

¢, P = fIM), is

_u._u_._nw_. M_.__”.Hn _"...ﬂn-_uﬁﬂn_. .“_n_.:.__.” Fig. 161 A & B Graphiea: reprasantaten
rectang y ol Figrae's Cuantly Theory

of gencral priges () depends exclusively
culation (A1) ; () its velocity

M Gl uts velooity (£, E_.m_
o the quatitity theory of money

showing dm INvEerse proportional
relationship between tlic money supply and the price level

Assumplions of Fisher's Quantity Theory

Fisher's transactions approach (o the quantity theary of moncy i5 based on the

following assumplions -

1, Constant Velocity of Money.
{4} is constant and is nol influenced by

According to Fisher, the velocily of money
the chanpes in the quantity ef moncy. The
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1 S er, population, cfc Ll ane Mg ke Ty

e S am change the SupEly oF mp, [.:hc s 4

o -:_  yomcans full emplovment of resurges “2 Will

wive Factor Accerding 0 Fisher, the pricy Bomg

- ; ar

L s ans 1hal the pree i |':Taﬂ1:-|:lcd by the oty hnot " iy

A anch P  them, £ i the effect and nay (he Shuse | Fory

nsﬁ,‘:.ﬁ*r;l § gocs B [:I‘.:l'-d 1l raise the price level Simlary, I-n? I‘“h"l
L ama M X I
.\:_g_'i'\: A e ‘:];\d . qkll
T 2 \, » Mcdium of Exchange. The quantity thegy

j Y L iy ofexchange. Maney facilitates “‘Wl-rmu:z
o B L o el puepONCS

! Relation between M and M. Fisher assumes o —
—Tt 'El."—-'-"‘-‘ puency (1) and bank money (M) Bu:ﬁn.-_,m‘_h“"'hu
WS the comingrenal banks which, intum, is 5

Mg
Yamy |,

- o
et the et

fung, h

ot Thus, 7212 of M u.*:.u FENLNNS Constant and lh:n;z:“ ol 1y
ey PO g distury e quaniilative relation between quang umn

of g gy ! ey

L epce iER U

hnad P < hased on the assumplion of !

rod. The thoory P |IJ1'|.5; e

;lﬁr:f,_. +-and T are considared consiant. oL Over,

focz P 5

o e cquntion A1+ M= pT
B MY ad Tt arecy _
7 qlﬁ:xmtﬂtai.!lmﬂ-ﬁdﬂlmt achange in the mﬂc}rt?;f.m“
:Tq_ a1 ot 3nd proporiondte change 10 the price level (£), LTS

conclusion of Fisher's Quantily Theory

e e domund for minay, changes in maney supply lead ta
ﬂ%‘immwﬂ loved Since moncy isonly a mcd!'uluorul_:;sumg:, clpmmnimm
et sepyty churge sbsaluce [nominal), and not relative (real) prices aMl‘nh:
e the read vanskiss such as employinent and oulput unaltered. Mangy is mﬂms.
Tae montany amthantes by changing the supply of moency, can Lmu':‘-f‘lcc-nm 112
shepraa Jevel and (1 level of econaimic activity of the country. There is ng camtrn|

e use of monetan palizy i o frezly funcuioning market economy, pe for

Criticism of Quantity Theery of Maney

The quantity thoory of money as dove
follewing grounds

L Inferdependence of Variablex Theva
o ot independent 5 gimued by the quantit

loped by Fisher hus been criticised on the

rious variables in transactions equation
y theorists -

aryg
o ponay and Friees

o (V. As mancy supply increases, the prices will increass. Fearing
,...-rllu future, people increass their purchascs of goods and seTVices
T‘nm (1) increases with the increase in the moncy SUpply in
ey I When moncy supply L) increascs, the veloairy of crodit
i nereases. As prices Inerease becauss of an increase 10 MONES
i -*“"1[ credit moncy also increases. This tncreaies the veloanty of eredt

ot enees T Fishet assumcs price level () as 3 passive factor kaving
" i P:;Jc (). But, in reality. TISINg PIICSs increass profits and thus promots
oot .
il and e rding 16 the
g ftuences M ACCOTUIS 18 7€ ity thosry of meney, changes in
I [y is the cause and changes inthe price Izvel (7 15 the effect Put

W * \
e ui:nm {iat 3 change in the price devel ccours independently and this later on
o ::::- moncy PRI

" .ﬂ“-‘; oAr there 1 an increass inthe voleme of trade i

wl TM.{],:-.: {he velocity of moncy (1) el
i Tl-nﬂgrncf} M. Duning prospenty, growing volume of trade (T may Iead

I;"'_erw in the mency supply (A, without allenng the Phes L

pan = of Independent. Accord .
i ] gnd T are n pen . ACCOTEINE o Kevacs, outpal remains

1 only under the conditien of Tull empley ment But, in reality les-than-full
;:..miﬂ" prevails and an incrsse i the mensy supply incroses ourput (T) and
[

1 Unre alistic Assumplion Pr Lﬂ"_ﬂ Period. The guantity thenrs of money has
acriticrsd on the pround that it provides a long-term analvsis ofvalue of morsy
oS 1o light on the shor-run uctuations in the salue of mensy. Kevns 1._'“
E:“’" peenahkid that “in e long-run we are all dzad ™ Actual problema are short-run

o jems. TS, quantity thcory has wa practical value.

1. Unrealistic Assumption of full EmploymenL Keyees” furdamental aiticsm
of thz quantity theory of money wias based upen s unrealistic amumption of fll
employment Full emploviuent 1sa mre phenomenan inthe actual world Tnamoedren
caplalist ceonaimy. tess-on-full empleyment, and not [l coplovment, is 2 eorma)
farure According 1o Keynes, us leog as there is uncmployment, every incTeass
in money supply leads 10 2 propar@nale 1RCTELSS 0 output, thus =aving the pnce
level wnalTected

1, Static Theory. The quantity theory assumes that the vatees of 1, 1 AF and
Tremain constant. But, in reality, these vanasbles do oot remain constant. The

assumption of consiancy of these factors makes the theary a statiz theery 2nd renders
it inapplicable in the dynamiz werld.

&, Simple Truism. The cquation of exchange (MY = FT) 153 mere truism and
pooves nothing 1 is simply a factual statement which reveals that the amount of
maney paid in exchange for poods and services (M) is ecqual 1o the market valos of
keods and services received (PT). Or, in other words, the total money expenditure
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siall* i : -
T L rs.n.. 3 period of lime. M and I are nyy,

o de Cyeles. The quantity theory g,
prices. 1t docs 1ot el why during EEEEH _,...u.ﬁms lhy
o toe quantty of money', and during he o It g
I ralamer e spite of the adaption of gpy g, Pag
...n._,,_._.: tian for the En::..n in prices during g B iy ,.f_a
T “ﬂ,.,..w,_ a..J o ot the rise in m:nnm during boan Periog | AT _,_.._.._.
pd qcee- Thas. the quantily theory of money gy, _mc_r..:n"nﬁ
iy b rennrked. “The quantity theory 15 a) bey ap”_..m.gr; Vg
“ N #_.._.ﬂ-_._.ﬁ_

n_n.,ﬁ_.ﬁ._.__uﬂ_w. :..3
Lyd et i . . d
ﬂh.nuw”..___.._ﬁ..., ; 1and 7,0 unrealistical ly establishes a direcy 4y n_.__.,.“g_m__ﬁ H
T ...__.E.._ﬁu he quantity ef money H.n_ the price level X | My,

1 (ser determinans of prices, such as income ."._SQ: Lhe

plsyens

ey of s @ : A .
i, comsutFtian, population, cie. PCR .
[P e - d

7o 1o Tnrrgrate Manelary Theary with Price They

..._..J_:.“_“ M_.“ﬁ flcly separatcs the theory of value lrom the (h nn_ﬂ,. n_._mﬁ_nnrmﬁ_
.,mu vzl e mancy i considered :n___.E. changes in money u._mﬁ_c - __UNH_.E
o 277 the absolute prices, but not relative prices. In classical view, c

st deterimred inthe real sector Keynes enticises this view angd __.E._.
ey plavs a1 active robe ind bath the theory of money and the theory
cacetil sartsof the general theoey ef outpul, employment and money, He |
e te theories theigh the rate of interest. + HE Inlopmpn

ﬂ.nnuf.._u— 1

he Price Level,
Other Deicrminanty ol t el. The
L1 ¢ lovel is determined by the Ractors includeq

limyy
& ey,
filaing .y
of .._un..__h L

10, Maney ava Siere of Value Ignared. The quantity theory '
ooy oy b 2 e of exchanpe and Baﬂu..ﬁ_.'. ___”_wganm.._“—”ﬁuﬂw_ e
o of valee Keymes recopmased 1he store of value function of ma ot
erptusts g the demand far money for speculmive purpase as mmu:a_u_w.n e
empluash o the trmssctions and precautionary demand for money e

11 No Discwsslon of the Velocity of Money .
. ity of Money. The quantity theory of
H HEFHEE the %nﬁﬂ of velocity of circulation of moncy, nor a_.o___.u _____"ﬁﬁ
i anﬂ,_n“_.wﬁ_é._ﬂu_._m h 1t regards the velocily of moncy 10 be constant and
H n 1 g
loeg period the velocity of money which are bound to oceur in the

\J...G__... -—

_u.t_. ham.ﬁq-ﬁh“ ._.ﬂm._

gjded Theory: Fisher's transactions approach is one-sided. It takes
Lon onty the supply of moncy and its effects and pssumes the demand
e pstant. 1L IEAOTES the role of demand for money in causing changes

et and Proportionate Relatlon between M and P, Keynes eriticised

f __! m )
$ e quanity theory of moncy en the yround thay there 15 no direct and

i _na.: . ,nr‘,a:..:.,v i?...ﬂ_. the quantity of money (Af) and the orice level (P)
e hE quarntity of money influcnces prices induectly gh o ugh its efTzcts on
e ™y jnvestment and output The effect on prices 5 also ot predictable
e 1nall depe neds upon the nature of the 1 Quidity preference function,

i e consumption {) +
junction and | ption function. The quan
i “_E........E of cousalion between Aand P, iantity thcory docs nol
pin e

cdundant Theary. The critics eegard the quan ;

._.._.,“.5 [ [acl. there ls no .F._n_._ of a separalc :%.,thuﬂmﬂﬁﬁﬂ

e he value of mocy is also determined by the forces of demand
o money. Thus, the geneml theory of valus which eaplains value deter-

' .n._ﬂ,_ ,_“_.?._nqiﬁ_un____.. can also be extended for explanation of the value of moncy

_. —E::u—._n_.u ,
n.....__hl..i. __.:.—___..a: unc._n.m_uﬁna:__.nqgmnzcuﬁ
1 s 1hop of money on the ground that it eaplains only ‘Low 1t works ofthe
e value u...:._a_:n__, and does mot explain “why it works' of these
o A te savs, “The quantity theory can expliin the "how it works” of
fluct ons in the yulue of waney .. bul it cannot the “why it works', exoept in the
riod”."
5T HE C AMBRIDGE CASH-BALANCE APPROACH

puring almost the same period when Fiher was developing his equation ef
ochange in Amenca. Marshall, Pigou, Roberison, Keynes, at the Cambrdps
piversily _Eﬂ:_..iu.nn the clissical Cambridge cwhbalance approach 1o the quamity
heary ef moncy wihile Fisher's transsctons appreach emphasised the mediem of
pcfuange function of money, the cash-balance approich was bused on the store of
yalue fungtion of money.
According Lo the cash-balance approach, the value of money is determined by
e demand for and supply of money. This now approach, however, considers the
Jermand for mancy and supply of mency ot a particular momenl af limg, rather than
avera penod of time as considered by Itz transactions approach. Since, the supply of
moncy 3 @ particular moment % Mixed, il is the demand for money which largzly
accnants for the changes in the price level Inthissense, the cash-balance spproach is
alsa called the demand theory of money
The Cambridge economists viewed the lerm *demand for money' in 4 dufzrent
manner. The demand for moncy arises nol because of transactions (2s asswmed lo
Fisher's approach), but becouse of 115 being a $ioTe of value. The real demand for
money comes from thase who want (o hold i for various motives and not fram those

| G Ciowther - An Oufee of Monsy (1942). p 138,
2 & Mwshall | Monay, Cradit and Commarce, p.
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