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Note: The Price level and the interest rate are inversely related. In other words, as the interest rate increases, the price level decreases, and vice-versa. The price level increases from “top to bottom” on the vertical axis on the graph.

Quantity Theory of Money:


- tells how the price level is determined and why it changes over time


- quantity of money determines its value


- inflation is caused by the growth of money

Quantity Theory of Money: a theory asserting that the quantity of money available determines the price level and that the growth rate in the quantity of money available determines the inflation rate

  
equation:             PY = MV


P = price level


Y = real GDP


M = money supply


V = velocity = speed at which the typical dollar bill travels around the economy


- often assume V is constant:   Then the result of a change in M 



                                       is an equal change in the nominal GDP.

quantity equation:    the equation M x V = P x Y which relates the quantity of money, the velocity of money, and the dollar value of the economy’s output of goods and services

nominal variables:  variables measured in monetary units  
real  variables:  variables measured in physical  units  
classical dichotomy: the theoretical separation of nominal and real variables
money neutrality = - in the long run, real variables don’t change as M changes

                              - says if M changes, only P will change, not Y

monetary neutrality:  the proposition that changes in the money supply do not affect real variables

inflation = increase in the price level

hyperinflation = inflation exceeding 50% per month

The essence of the quantity theory of money:

1. The velocity of money is relatively stable over time

2. Because velocity is stable, when the central bank changes the quantity of money (M), it causes proportionate changes in the nominal value of output (PxY)

3. The economy’s output of goods and services  (Y) is primarily determined by factor supplies (labor, physical capital, human capital, and natural resources) and the available production technology. In particular, because money is neutral, money does not affect output.

4. With output(Y) determined by factor supplies and technology, when the central bank alters the money supply (M) and induces proportional changes in the nominal value of output (P x Y), these changes are reflected in changes in the price level (P).

5. Therefore, when the central bank increases the money supply rapidly, the result is a high rate of inflation.
Inflation tax:   the revenue the government raises by creating money.



When the government raises revenue by printing money.
Fisher effect:     When inflation rises, the nominal interest rate rises by the



   same amount, while the real interest rate stays the same.


  
equation:       nominal interest rate = real interest rate + inflation rate

Fisher effect: the one-for-one adjustment of the nominal interest rate to the inflation rate

Costs of inflation:

· shoe-leather = cost of having to go to the bank to get money

· menu = cost of actually changing the prices in your store

· relative price variability = not all prices can adjust immediately due

             to contracts

· tax distortions = high inflation makes taxes seem low

· confusion and inconvenience 

· arbitrary redistribution of wealth = from lenders to borrowers 
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MS = M1, M2 etc and is 


         set by the Fed





MD = how much money 


	people want for 


          daily transactions





The interest rate is the value of money. A high r means money has a high value.  A high value of money means the price level must be low.





The supply curve for money is vertical because the quantity of money is supplied is fixed by the  Fed.
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