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Chapter III  
Money and Overall Prices
In this chapter you are still working with the theory of demand and supply, but only as pertains to money.  This chapter is very important and revealing in terms of the relationship between prices and money supply, or the change in the money supply or change in the demand for money and effects on goods prices.  Listen to each question carefully and what it asking for, and then respond.  As always, if any question(s) stumps you, give the instructor a call or visit his office.

_________________________________________________________________________________
I. THE SUPPLY AND DEMAND FOR MONEY AND OVERALL PRICES:   Module 3.1
Question 1:  In short, how are prices determined in the free market?  (2 points)

Answer 1:

Question 2:  What is the relationship between price and the purchasing power of the dollar?  (5 points)

Answer 2:

Question 3:  Define the purchasing power of money (PPM).  (2 points)

Answer 3:  

Question 4:  If the price level doubles, what happens to the PPM?  Give an example?  

(5 points)

Answer 4:

Question 5: In Figure 3.1, Supply of and Demand for Money:

a) Define both the supply of money and the demand for money  (4 points)

b) Why is the demand for money falling?  (5 points)

c) If someone acquires money, what two things can he do with it?  (2 points)

Answer 5:

a)

b)

c)

Question 6:  People’s demand for cash balances is determined by what?  (2 points)

Answer 6:

Question 7:  a) What would happen to peoples demand for money (or cash balances) if prices suddenly fell to about one-third of what they are now?  (2 points) b) What if the prices suddenly tripled, how would that affect peoples demand for money?  (2 points)

Answer 7:  

a)

b)

Question 8:  a) If PPM is very high, then the demand for money is (high or low)? 

(2 points)

b) If PPM is very low, then prices are (high or low)? (2 points)

Answer 8:

a)  High or Low?

b)  High or Low?

Question 9: In Figure 3.3, suppose that PPM is suddenly very high, that is, prices are very low.  a) What is the relationship between the supply of total cash balances and the demand for cash balances? (5 points)  b) How will the market respond or react to this disequilibrium?  Explain.  (5 points)

Answer 9:

a)

b)

Question 10:  a) What is the relationship between the supply of total cash balances and the demand for cash balances when the PPM is suddenly very low, that is, prices are very high? (5 points)  b) How will the market react or respond to this disequilibrium?  Explain.  (5 points)

Answer 10:

a)

b)

Question 11:  a)  How does the PPM vary with the demand for money? (2 points)

b)  How does the PPM vary with the supply of money?  (2 points)

Answer 11:

a)

b)

​​​​​​​​​​​​​​​​______________________________________________________________________________
II.   WHY OVERALL PRICES CHANGE:   Module 3.2
Question 1:  In Figure 3.4, explain what happens when the supply of money increases to M1 (or shifts to the right) and establishes a new equilibrium in the money market.  Be specific.  (10 points)

Answer 1:

Question 2:  In Figure 3.5, explain what happens in the money market (demand and supply of money), when the supply of money falls to M1 and establishes a new equilibrium in the money market.  Be specific.  (10 points)

Answer 2:

Question 3: a) What is the relationship between the increase in M1and prices?  (2 points)  b) What is the relationship between the decrease in M1and prices?  (2 points)

Answer 3:

a)

b)

Question 4: In Figure 3.6, explains what happens in the money market (demand and supply of money), when the demand for money increases to D1?  Be specific.  (10 points)

Answer 4:

Question 5: In Figure 3.7, explain what happens in the money market when the demand for money falls to D1?  Be specific.  (10 points)

Answer 5:

Question 6 and Answer 6:  This is a summary of a change in supply of money or demand for money and its relationship to PPM and prices.  Circle or highlight the correct answer.

Increase Supply of money then PPM (rises or falls) as Prices (rise or fall) (4 points)

Decrease Supply of money then PPM (rises or falls) as Prices (rise or fall) (4 points)

Increase in Demand for money then PPM (rises or falls) as Prices (rise or fall) (4 points)

Decrease in Demand for money then PPM (rises or falls) as Prices (rise or fall) (4 points)

Increase Supply of money then demand for goods (rises or falls) as prices (rise or fall) (4 points)

Increase in Demand for money then demand for goods (rises or falls) as prices (rise or fall) (4 points)

                                         THE END

