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LESSON 14 

 

 

 

 

 

 

Introduction:  

This lesson is based on the notes on “Resource 14: Quantity Theory of Money”. 

Instructions 

1. In your Exercise Book, copy the Header and the learning outcome. Make sure that your 

Handwriting is neat and legible. Go through your lesson notes and attempt the Practice 

Exercise in you exercise book.(We will be checking your Exercise Book when you return to 

School) 

 

 

 

Read your Lesson notes (resource) and complete the Practice Exercise 14 below  

 
Resource 14: Quantity Theory of Money 

 
Quantity Theory of Money states that the government can control inflation by the amount of 
money they spend in the economy. The Quantity Theory of Money also states that the value of 
money is determined by the relationship between its demand and supply.  
 
A  group  of  economists  known  as  Monetarists  led  by  Milton  Friedman  argued  that  there 
should be less government intervention in the economy and let the market forces of demand for 
and supply of money to determine the money supply and the value of money. However, the 
opposing group of economists known as Keynesians argued that there should be much 
government involvement in regulating the economy. 
 
Let us assume that, M represents the amount of money we have in the economy. 
M = quantity of money in the economy (Money supply) 
The amount of money can be used many times – velocity of circulation (V). This means each  
year  the  unit  of  money  may  be  used  many  times.  For  example,  if  the  total  value  of  
transactions = K5 million and M = K1 million, V = 5 (i.e. each unit of money changed hands 5 
times during the year, each K1 has bought goods and services worth K5 during the year). So we 
have M x V must equal to the total amount of money spent during the year. 
 
Now,  we  have  P  =  the  average  price  level,  T  =  the  total  amount  of  goods  and  services 
produced  during  the  year.  Then  P  x  T  must  equal  the  total  amount  of  goods  and  
services bought or sold during the year. 
So M x V = P x T, thus, MV = PT 
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LESSON 14 

Then if V is constant, an increase in M will lead to an increase in P or T or both. 
If all resources are already fully employed it is not possible to increase T, so that an increase in 
M will lead to an increase in P.  
 
Monetarists like Milton Friedman believe that the major cause of inflation in many countries  
is  due  to  too  much  government  involvement  in  the  economy.  They  argue  that  less  
government  involvement  will  be  necessary  in  those  economies  if  they  are  able  to  reduce 
inflation. 
 

 

Practice Exercise 14 

Read Resource 13 on “Balance of Payments” and answer the questions. Copy the Questions 

first and then answer the Question in complete sentences. 

1. Assume  that  the  amount  of  money  in  the  economy  is  K5  million  and  the  velocity  of 

circulation is 10. 

a. Calculate the total amount of money spent during the year. (Show working out)  

b. How many times K1 changed hands?  

c. Given  that  the  velocity of  circulation  is  constant,  what  effect  will  increase  in  money 

supply have on: 

i. Price level?  

ii. The total amount of goods and services bought or sold during the year?  

2. What are the opposing views of Monetarists and Keynesians group of economists? 

 

 

 


