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gene:‘;';e f'arhes[ e’Xpl::'u'lation for determining the
e ‘f:a'sce level or its reciprocal, the value of
UleOr}-: -0 fmoprowded in term§ o.f classical q_uam__flty
in this field “I:ey. The most Slgn.lﬁcaﬂt contribution
his cash trap S made by Irving Fisher who deyeloped
direct and pr sactions approach that estabhshed_ a
SEaEs aFrJ] ;}t)}(l)rtlonal relan‘on between the quantity
St yTh ¢ general price level in an economic

- 10¢€ present chapter deals with Fisher’s

transactions approach to money and prices.

1. THE QUANTITY THEORY OF MONEY
—FISHER’S CASH TRANSACTIONS
APPROACH '

The value of money or general price level was
first of all explained in the sixteenth century by
Mercantilists followed by John Locke and David

Hume in terms of the quantity theory of money. More
“average of the average sale prices of all ing;

elaborate expositions of the theory, however, were

given by Mill, Ricardo and Irving Fisher. These
~ volume of transactions.

writers tried to establish a direct and proportionate
relation between quantity of money (M) and price
level (P) or an inverse proportionate relationship
between M and the value of money. To quote
J.S. Mill: “The value of money, other things being
the same, varies inversely as its quantity ; every
increase of quantity lowers the value and every
dimunition raises it in a ratio exactly equivalent.”

David Ricardo expressed exactly similar views
regarding the relationship between the value of

money and M. Irving Fisher presented the theory

in a more refined way in his book, The Purchasing

Power of Money, in 1911. This exposition became

most widely known, when it was offered as

explanation of the effects of the great inflations of

the 1920’s on the value of money. Fisher st
relationship between M and P in these wo

——
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quantity theory asserts that [pro; 5

of circulation and the volume of (r . are . Yt

if we increase the number of dollg® eh,
renaming coins or by increasing €0z, ),Ir
be increased in the same proportioy, -~ Pric,,"

The special points in Fisher’s analyg;.
theory were as follows : Firstly, he ma;ie ;m‘ Gl

between bank deposits and commgq,, . Yy,

- secondly, he presented the relatiop, be‘Ween 4y

P in the form of an algepraic €quatio, .
Equation of Exchqnge which is Writtey asca]led lhg

MV =PT

where M is the total quantity of Money |
coins and bank notes ; V is the Ve]OCity E clinc
of money (the average number of ik thrcu iy
of money changes hands during a speCiﬁedat Ly

P is the general price level which js N

commodities and services ; and T refer - {h\’lduaz

Since PT represents the totg) alis
transactions or the value of goods g4 Ome !
MV is the amount of money paid oy f,, thanq
MV = PT simply sfates that the demang g,
is equal to the supply of money. Thus, the eXChan?
equation is a mere truism. The genera Price 1J§

; he value of money (l) is equal i
. P

=N, 100 crore, V=5 and T = Rs,
MV = 100 x 5 = Rs. 500 crore an

Rs.500crore

- — = = Rs. 25 and the value
- T Rs200crore
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I Rs.200crore 2

MONEY OF = & s - :
maone) P R-\'»SOUCIU[’C 5 (4

The exchange equation MV 5 PT is called as
the fransactions c'rulr‘ equation, since M refers to
the primary money (coins and bank notes). The credit
money or demand deposits with banks also help in
afTecting transactions in the same way as currency.
Fisher, therefore, extended the cash transactions
equation (0 inc.lude also the bank deposits. The
extended equation of exchange can be expressed
as .

MV +M'V'=PT

In this equation M’ is the amount of bank money
and V' is the velocity of circulation of bank money.
The price level is determined as :

p- MV + M'V.
T
it
or Value of money or S S
p MV +MV

[fV, V' and T remain constant and the ratio of
M to M’ also remains the same, the price level will
change in direct proportion to the quantity of money
and the value of money in an inverse proportion to
it. Suppose M = Rs. 200 crore, M’ = Rs. 300 crore, V
=5 V'=6and T =Rs. 200 crore.

s MV + MV’ _200x5 +300x6

P
T 200
_ 1000+1800 2800 . .
200 200
1 i 200 1

P MV+MV' 2800 14
If now M is doubled to Rs. 400 crore and to

maintain the ratio of M and M’, the demand deposits
of banks go up to Rs. 600 crore, while V, V" and T"

remain unchanged, P will be :

5 MV+M'V’ _ 400 x 5+ 600 x 6

e ; 200
=M= Rs. 28
209 |
Ti _ 2000 _ 1

|
P MV+M'V' 5600 28

Thus, a doubling of M results in a doubling of
the price level and value of money is reduced (0
one half of what it was before,

Fisherine relation between M and P can also be

explained through Fig. 1.

Y
P=/(m)
b 7] Pt e e o
2 |
@ I
-
8 :
%S 5 e 1 [
I I
| I
I I
PO b | I
I | 1
0 459 I 1
Mo My Mgz X
Money
Fig. 1

Fig.1 shows equi-proportionate changes
between M and P. As quantity of money Increases
from M, to M, price level rises from Py to Pj.
Since quantity of money function OM traverses 2
45° line, OMy = OPy and OM,= OP; and 6M or
(M;—M,) = 8P or (P,—Py) ,the proportionate change
&1\%% is equal to the proportionate

0

in money

PP
L_0 Similarly when

change in the price level

. . 0
the quantity of money increases from M, to M, and
price level from P, to P, the proportionate change

M?_—MI

is equal

' =B
proportionate change in the price level ZP L.
|

in money, i.e.,

2. ASSUMPTIONS OF FISHER’S
TRANSACTIONS VELOCITY MODEL

The equi-proportionate relation between M and
P postulated in Fisher’s model assumes that ‘other
things’ should remain equal. The main assumiptions

of this analysis are given below :

(i) The general price level (P) is a passive element.
It is determined by other elements or variables and

it does not determine them.
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ese assumptions, Iisier esiap

lishe,  quanTIT

(if) The bank money

relation with M. The i |
Im, ", ' compare

normally disturb the

money and price. For inst
L : ] 2

(1ii) V, the v m9uc3h’ tk(\;
con;tant and is Iy that vq, *  the incre
exchange eq c ._J*Oponionalkhd( (V). Sim
*  the caus
2 - contracti
3 & ssion to Fisher’ i
g and spending habits an “Double th CF'S oy GRS
tors like the state of banking and s being equal ey
: being equal, prices vj|, During t

zfnd the value of p;, be pushe
antity of money and, ;, Thus it i
ces will be one half of;, upon the
d the value of money doupl,-  duantity
(iv) 1

tions, methods of payment, gro vth
sition of population, central bank credit
government’s policy in respect of taxes
ublic spending. A mere increase in M, in the
n of Fisher, will therefore leave V unchange
vilarly V' remains constant and is independent

ALUATION

. - * g
(iv) The volume of transactions T, is also ass
as constant and independent of M in the short
I :
The magnitude of T depends not upon it the e ) -
state of technology, the quantity and qu of the . 'he equation of eXChange fails
productive factors, the proportions PT is a mere truism si
factor inputs are employed, de gamount of money paid o
specialisation, extent of integration gEnices 1S equ_a! to the value o
of the business units and the leve us, by definition, there is &
A special mention needs to be and PT and as such theret o) P
employment. Fisher implici ca_}fussfulfless of this equatm: P, is-not
full employment of all re: quantity theory of M this analy

Since the level of outpul ough without significan®  Ap increa
O .+ Fisher' 1O the bus

further at full employm - (oiEin

too is unlikely to ch - '

(v) Fish y’ theo d the relat" vﬁloftig:
v) Fisher’s thec e

economic system Wi . s

over relal" i) C

1ditions, payn?  theory as

5 @it demand ¢
B expce i in curren
n  demand ¢

unrealisti
. activity, t
demand ¢
equi-prof
general Iz
Therefore
in the Op

demand for m
transactions, "
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compared with tht-s change in the quantity of money.  (vii) Neglect of variations in V : The theory
For instance, d_““"g the German hyper-inflation of fails to take into account the variations in the
1923, the“ : gm(':nal rise in price index was not so magnitude of V and the factors which cause
to the increased supply of money as o variations in it. Over the different phases of the

“in a country, the magnitude of V

undergo changes. The theory does not

1oney is spent in a specific ratio and

in the supply of money as the sharp« : |
- ,-'of_Flrculatlo_n of money. P,in the motwes fer spendmg deciions affect
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Firstly, total spending changes in exact proportion
to the quantity of money. Secondly, prices change
in exact proportion to total spending. The first of
the two assumptions can be valid only when money
is regarded purely as a medium of exchange and no
part of the additional issue of money is held as @
store of value. It is quite absurd to think that the
entire stock of money is used exclusively for
conducting transactions. People actually have
preference for liquidity which sometimes becomes
so strong that the entire additional issue of money
supply is absorbed by them. The second assumption
concerning proportional relation between total
spending and prices is based on another unrealistic
assumption of constant total output. If an increase
in the supply of money is associated with some
increase in output, the increased supply of goods
will restrict any rise in prices. It is only when the
level of output remains unchanged in the face of
expanding purchasing medium that the prices have
a tendency to move up. It is thus obvious that the
quantity theory analysis is based on unsound and
invalid assumptions.

(xii) Static theory : The theory is static in nature.
P = MV/T reflects the final position of equilibrium
and accepts no variations in the magnitude of P so
long as there is no change in M. It fails to explain
the causal process by which this equilibrium price
level is determined and adjustment that the system
has gone through to arrive at this specific position
of equilibrium. Fisher’s theory fails altogether in
analyzing the problem in a dynamic way. Keynes'
in this context remarked, “The real task of such a
theory is to treat the problem dynamically, analyzing
the different elements involved in such a manner as
to exhibit the causal process by which the price
level is determined and the method of transition from
one position of equilibrium to another.”

(xiii) Neglect of short run equilibrium : Fisher’s
transactions approach cannot explain the short run
price phenomenon. It can, no doubt, be regarded as
a useful attempt to explain the long run equilibrium.
Even Fisher admitted that the assumption of the
constancy of V and T may not be true in the short
periods. As the economy achieves the long run
equilibrium, these magnitudes tend to become
constant. But it must be noted that long run

DUCTORY MACRO ECONOMICS (Sem. || Mor

{ibrium is an unreality. Long run equilibriy,
canilioe “ow, never comes. Moreover, Keynes ,
like t.orgi?:rated,the futility of long term ph“”"“‘itr“
é;';‘;;;ing’ «in the long run we may fj” bw deag"
Crowther, in this Conr}ectlon, Fameents thy the
quantity of money in ex;stenc.:e seems to be the Mogt
dominant influence 0N L g le.vel on the aversg,
of leng period. This 1§ the mz?XImu_m that cap be
stated about money-price relationship propoungy,
in the quantity theory- In the short period, the theg,
may or may not influence the price movements,

(xiv) Failure fo e:xplain cyclical f)uriuliun_\‘ in
prices and production : The quantity tht‘@f.\ of
money fails to explain the cyclical behaviour
production and prices. The cyc!lcal ewdgnces amply
suggest that prices have failed Fo rise despite
increase in the supply of money during depression
The basic cause for such money-price relationship
is a severe decline in the velocity of money (v)
which more than neutralises the increase in money
supply. Consequently, the price level, instead of
rising has, on the contrary, declined during the
slumps. In certain cases, the price level has falla
even when there is no decrease in the quantity of
money because of a rise in liquidity preferenct
Similarly, during boom conditions, despite a tigh
money and credit policy, the prices continue (o ris
at a phenomenal rate. Thus Fisher’s quantity theor
does not assist in formulating a sound anti-cyclicd
monetary policy. Crowther believes that the theon
can, at best, be regarded only as an imperfect guidt
to the causes of the trade cycle.

INTRO

(xv) Failure to explain relative prices : T
theory has come to be criticised at the hands o
Hayek on the ground that it neglects the fact
the monetary factors can influence the econon’
system through many single price-making decision
The theory concentrates too much on explain’™
the absolute price level and fails to explain L4
changes in the structure of relative prices Whi¢!*
much more significant than the general magnit*
of the price level or the absolute price level.

.mgr;i') On:efs_idec.i theory : Another objection agamif
o theeoqll; is thag 1t is one-sided. In the deteminam:
o valug of money, it simply takes the suppl

Oney into account and tends to neglect the demaﬂ“

)
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for money, since the latter has been assumed as
constant. -

(xvii) No necessity of a separate theory : 1t is
also stated that the value of money can be
determined by the forces of demand and supply
exactly in the same way we determme the values of
other commodities. Therefore there is no particular
necessity to build up a separate theory based on
s0 many restrictive and 1 alistic assumptions.

(xviii) No direct rel. 'qnsth between M and P :
The crude quantlty ;_ory cestablishes a direct and

tt ommumty ThlS lacuna concemmg
the effect of quantrty of money upon spendmg and

Ilmy and the theo;y of pnces A very promment" o

,mmy

parts of economic theory can be mtegrated
the theory of aggregate demand and the

output. If an increase in the money supp.
the level of aggregate demand, t
possibility of a rise in the price ley
by which it will increase is co
elasticity of output. But the qua
not take notice of this relationshi

(xx) Inadequate theory : J.L
the quantity theory
adequate theory sm € gnizance of
of money
an Robinson,
‘are of the utmost
. in their influence
theory of money

upon the rate of in
“Changes in the g
importance, but
upon the rate of

price level

s& / gmav increase and aggregate spending, income, -

Vtendency to over-criticise the theory and to t
read into it more than writers like Irving Fisher ;

which does not mention the rate oﬁ
theory of money at all 2

interest is the missing link t

_happens to the price level in re

in M has to be determine
increased money supply upo
If the issue of addlhonal money lowers the rate of
interest, it may stnmrl te mvestment spendmg, ﬁ
output, income an‘{v np =
the changes in these vanables the price leve] T
likely to be aff- cted. If an increase in M leaves the

rate of mterest naffected, as it happens during
depressron no change in spending and hence in
_Aposmble

{ real balance effect : Fisher's cash
ions __pproach was attacked by Don Patinkin

on the gr \d that it failed to consider the real balance

,effec An-'nicrease in price level may reduce the

’of cash balances. As a consequence

t and empioyment may decline. Such an effect‘
3 Jcompletely overlooked in. Frsher s quanti

J.L. Hanson believes that “there has

intended.” He goes on to add that “the crux
matter is that the Quantlty Equatioz
static position of equilibrium which
prevail at a given moment either be:
change has taken place and sh
which exists between M,V,P and
In a situation where the ec:
the state of full employment
has become fixed, the cone!
theory is an inevitable ouf
in season and out of s sei
made by the writers
supported the Fis
price relationship.
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