Quantity Theory of Money Review Questions
1. What is the formula for the quantity theory of money?

2. Which of the components do we assume to be stable? Which do we assume to be variable?


3. Country X’s economy is currently at full employment. Assume Country X’s central bank increases the money supply by 2 percent over a prolonged period. According to the quantity theory of money, which of the following will happen in the long run for a given velocity of money?
A. Unemployment will increase by 2%.
B. Real output will increase by 2%.
C. Nominal output will be unchanged.
D. The price level will increase by 2%.
E. The natural rate of unemployment will decrease by 2%.

4. An economy is in long-run equilibrium. If the central bank reduces the growth rate of the money supply, which of the following must occur in the long run?
A. The rate of inflation will decrease.
B. The unemployment rate will decrease.
C. The long-run aggregate supply curve will shift to the left.
D. The production possibilities curve will shift to the left.
E. The long-run Phillips curve will shift to the left.

5. According to the quantity theory of money, if the money supply is $40 billion, real output is $100 billion, and the price level is 1.2, what is the velocity of money?
A. 1.2
B. 2.5
C. 3.0
D. 3.5
E. 4.8
6. The quantity theory of money applies to the long term or short term?

7. What is the effect of expansionary monetary policy in: i. the short run ii. the long run.

Short run:

Long run: 
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MV = PY
M=money supply
V= velocity of money
P= price level
Y= real GDP
6
Long Term
2
Stable: V, Y
Variable: M, P
7
i. Increases AD which increases real output
ii. Because MV = PY, there is no change in real output because an increase in M will likely cause in increase in P
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