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INTRODUCTION

1. The schools of economic thought that
have been the main supporters of capitalism are 

a. Marxism and Keynesianism
b. the British classical school and the Austrian
school
c. both (a) and (b)
d. neither (a) nor (b)

2. The Manchester, Currency, and Chicago
schools have been among the principal allies of the
classical and Austrian schools. 

3. The most important members of the classi-
cal school were Adam Smith, David Ricardo, and John
Stuart Mill.

4. The most important members of the Aus-
trian school were Carl Menger, Eugen von
Böhm_Bawerk, Ludwig von Mises, and F.A. Hayek.

5. Among the leading critic(s) of capitalism
or various major aspects of it have been

a. Karl Marx  
b. John Maynard Keynes
c. Joan Robinson
d. Edward Chamberlin
e. all of the above

6. Malthus and Sismondi were important
members of the classical school. 

7. J. B.  Say, James Mill, J. R. McCulloch,
and Nassau W.  Senior were important members of the
classical school. 

8. The schools of economic thought that pre-
ceded the classical school included the Scholastics, the
Mercantilists, and the Physiocrats. 

9. The Mercantilists were intellectually
closer to the classical school than were the Physio-
crats. 

10. Contemporary Keynesianism most
closely resembles

a. mercantilism
b. physiocracy
c. classical economics
d. the Austrian school

11. The most important members of the Aus-
trian school are

a. Alfred Marshall
b. Milton Friedman
c. Leon Walras
d. all of the above
e. none of the above 

12. The leading difference between classical
economics and Austrian economics pertains to the the-
ory of value and price and centers on the theory of di-
minishing marginal utility. 

13. Classical economics was abandoned
a. in part because it came to be viewed as imply-
ing the leading ideas of Marxism and the case for
socialism
b. in part because it’s espousal of the wages-fund
doctrine offered fundamental opposition to essen-
tial aspects of the case for socialism
c. both (a) and (b)
d. neither (a) nor (b)

14. The abandonment of classical economics
in the nineteenth century contributed to the success of
anticapitalist ideas in the twentieth century

a. insofar as the abandonment of the classical
economists’ ideas on the role of saving prepared
the ground for the acceptance of Keynesianism in
the 1930s 
b. insofar as the abandonment of the classical
economists’ ideas on the role of cost of produc-
tion as a determinant of prices paved the way for
the acceptance of the doctrines of pure-and-per-
fect competition and oligopoly and monopolistic
competition in the 1930s
c. both (a) and (b)
d. neither (a) nor (b)

15. According to the instructor, classical eco-
nomics makes possible a far more fundamental and
thoroughgoing critique of the Marxian exploitation the-
ory than that provided by Böhm-Bawerk and the Aus-
trian school, despite the prevailing mistaken belief that
it implies the exploitation theory.

16. The schools of economic thought which
have been opposed to capitalism or essential features
of it include the German historical school and the
American institutionalist school, both of which denied
the very possibility of a science of economic laws. 

17. The leading members of the German His-
torical school were Wilhelm Roscher (1817–94), Gus-
tav Schmoller (1838–1917), Lujo Brentano
(1844–1931), and Werner Sombart (1863–1941). 

18. Sombart began his career as a Marxist
and later became a leading supporter of Nazism. 

19. The leading members of the American in-
stitutionalist school were Thorstein Veblen (1857–
1929), John R. Commons (1862–1945), and Wesley
Mitchell (1874–1948). 

20. Alfred Marshall’s doctrine of the repre-
sentative firm led to the conclusion that large-sized
firms usually cannot gain by cutting their prices be-
cause it viewed all competitors as perfectly equal. 

21. The partial equilibrium approach of Al-
fred Marshall focuses on the individual firm and indus-
try divorced from the rest of the economic system. 
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22. The general equilibrium approach of clas-
sical and Austrian economics studies economic phe-
nomena from the point of view of their effects on all
members of the economic system, not just on those di-
rectly involved. 

23. The partial equilibrium approach led to
the breakup of economics into “microeconomics” and
“macroeconomics,” the one studying the individual
consumer and firm apart from connection with the rest
of the economic system, and the other studying the
economic system as a whole, apart from its connection
to the actions of individuals.

24. According to the instructor, the theoreti-
cal substance of most textbooks on “microeconomics”
is that the great bulk of business activity is tainted with
an element of monopoly and that the only exception is
the domain of pure and perfect competition, which is
virtually nonexistent. At the same time, little or noth-
ing of the sound price theory developed by the classi-
cal and Austrian economists is presented in these
textbooks.

25. According to the instructor, the theoreti-
cal substance of most textbooks on “microeconomics”
is “that with a few, limited exceptions, such as wheat
farming, the whole of a capitalist economic system is
tainted by an element of monopoly. The solution for
this alleged state of affairs is supposed to be a radical
antitrust policy, which would fragment all large busi-
nesses, or else the nationalization of such businesses
and/or government control over their prices—and fur-
ther policies that would force firms in the same indus-
try to produce identical, indistinguishable products.”

26. According to the instructor, the theoreti-
cal substance of most textbooks on “macroeconomics”
is the elaboration of the doctrines of Keynes that capi-
talism causes depressions and mass unemployment
through overproduction and excess saving and that
what is needed to counteract or prevent these evils is
inflation of the money supply and deficit-financed gov-
ernment spending.

27. According to the instructor, a shortcom-
ing of mathematical economics is that

a. “It leads to an undue concentration of attention
on states of final equilibrium, which are all that its
differential equations are capable of describing. It
thus takes attention away from the real-world op-
eration of the profit motive and of the market pro-
cesses by means of which the economic system
continually tends to move toward a state of full
and final equilibrium without ever actually achiev-
ing such a state. The economic system never actu-
ally achieves such a state because of continuous
changes in the fundamental economic data.”

b. “The use of calculus and differential equations
to describe economic phenomena represents a Pro-
crustean bed, into which the discrete, discontinu-
ous phenomena of actual economic life are
mentally forced, in order to fit the mold of mathe-
matically continuous functions to which the meth-
ods of calculus can be applied.”
c. “One major consequence [of mathematical eco-
nomics] is the aid given to the perpetuation of a
false theory of the determination of the prices of
the factors of production: namely, the theory that
the prices of the factors of production are directly
derivable from the value of the consumers’ goods
they help to produce.”
d. all of the above
e. none of the above

28. Von Mises 
a. is almost alone in the development of a system-
atic defense of capitalism in all of its leading as-
pects
b. is the leading critic of socialism and Marxism
c. both (a) and (b)
d. neither (a) nor (b)

29. Von Mises
a. developed answers to virtually all of the accu-
sations made against capitalism—from its alleged
exploitation of labor and responsibility for unem-
ployment and depressions to its alleged responsi-
bility for monopoly, wars, and racism
b. developed a social philosophy of capitalism
which demonstrates the benevolent operation of
all of capitalism’s leading institutions, especially
private ownership of the means of production, eco-
nomic competition, and economic inequality
c. expounded a procapitalist interpretation of
modern economic history, and provided a devasta-
ting critique of socialism and government inter-
vention in all of its forms
d. all of the above

30. Von Mises demonstrated that a socialist
economic system lacks the ability to engage in rational
economic planning because of its lack of a price sys-
tem and thus the ability to perform economic calcula-
tion.

31. In the instructor’s view, “what von Mises
undertook, and which summarizes the essence of his
greatness, was to build a systematic intellectual de-
fense of capitalism and thus of material civilization.”

32. Von Mises’s major criticism of socialism
is that it is impossible to practice a perfect system in
an imperfect world.
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Correct
Q. #  Answer

1 b
2 T
3 T
4 T
5 e
6 F
7 T
8 T
9 F

10 a
11 e
12 T
13 c
14 c
15 T
16 T
17 T
18 T
19 T
20 T
21 T
22 T
23 T
24 T
25 T
26 T
27 d
28 c
29 d
30 T
31 T
32 F
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CHAPTER 1. ECONOMICS AND CAPITALISM

PART A. THE NATURE AND IMPORTANCE OF ECONOMICS

1. According to the instructor, economics is
a. the science of wealth
b. the science that studies the production and ex-
change of wealth
c. the science that studies the use of scarce means
to achieve competing ends
d. the science that studies the production of
wealth under a system of division of labor

2. In a division-of-labor society, the individ-
ual lives by producing or helping to produce just one
or at most a very small number of items, almost all of
which are consumed by others; at the same time practi-
cally all that he consumes is produced by the labor of
others.

3. The importance of economics derives
from the importance of wealth insofar as the subject
can be no more important than is wealth.

4. The importance of wealth is not sufficient
to establish the importance of economics. For exam-
ple, while wealth would be extremely important to
Robinson Crusoe, he would not be able to obtain any
advantage other than abstract knowledge pertaining to
the world he was cut off from, if he could salvage
some books on economics.

5. What necessitates the science of econom-
ics is the fact that the production of wealth is not only
important but in the conditions of the modern world
also depends on the division of labor, which, in turn,
does not exist or function automatically but depends
on human choices, in particular, choices in the realm
of politics and government policy.

6. Which of the following statements is the
most completely true:

a. Approximately only one-fourth of the popula-
tion of the present-day world lives in division-of-
labor societies; the great majority of people living
in populous countries such as China,  India, and
Indonesia continue to produce mainly for their
own and their families’ personal consumption.
b. The division-of-labor society, in the sense of
the average individual devoting the great bulk of
his working time to production for the market, and
thus to satisfying the needs of others, while in turn
being supplied almost entirely from the market,
and thus by means of the labor of others, is pres-
ently confined mainly to the United States, Can-
ada, Great Britain, the countries of Western
Europe, Japan, South Korea, Taiwan, Australia,
and New Zealand. 
c. Prior to the rise of the modern Western world,
the greatest degree of division of labor was
achieved under the early Roman Empire.

d. The first country to develop into a division-of-
labor society was Great Britain, in the eighteenth
century.
e. all of the above
f. none of the above

7. Which of the following statements is the
most completely true:

a. The division of labor raises the productivity of
labor by bringing about a corresponding multipli-
cation of the volume of knowledge that enters into
the production of goods and services.
b. In a division-of-labor society, the total of the
knowledge entering into the production of goods
and services is the sum of the bodies of knowl-
edge of each of the differenct specialized occupa-
tions and suboccupations. In contrast, in a
non-division-of-labor society, there is essentially
just one occupation and one body of knowledge—
that of self-sufficient farmer.
c. Non-division-of-labor societies represent a
wasteful duplication of the mental contents of the
human brain, in that everyone lives in the same
way and knows essentially just the same things
about production as everyone else.
d. In a division-of-labor society, a large propor-
tion of the most intelligent and ambitious mem-
bers tend to concentrate on areas devoted to the
acquistion and application of new knowledge, no-
tably, science, invention, and business, with the ef-
fect that the body of knowledge used in the
production of goods and services is not only multi-
plied to the extent that labor is divided into sepa-
rate occupaiton, each with its own, distinct body
of knowledge, but also tends to grow from genera-
tion to generation.
e. all of the above

8. The division of labor has radically in-
creased the productivity of labor and made possible
the survival of a vastly larger population, including a
vastly larger population in countries with relatively lit-
tle division of labor, which obtain vital supplies, such
as food and medicines, from the countries constituting
the division-of-labor society.

9. What people, including governments, do,
depends on what they think and believe. Public opin-
ion and government policy guided by an ignorance of
economics is capable of resulting in actions that se-
verely damage, and can even destroy, the division of
labor, which has definite requirements for its mainte-
nance and growth. Without knowledge of economics,
the citizens of the division-of-labor society are in the
position of a crowd wandering through a modern fac-
tory and randomly pushing buttons and pulling levers. 
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10. Because they lived mainly as hunters, the
average American Indian required so much land, to as-
sure an adequate supply of game, that the population
of Indians living north of the Rio Grand river could
not get beyond approximately one million people.

11. If the present population of the United
States were to attempt to live as self-sufficient farm-
ers, the average individual in the lower forty-eight
states could have no more than about seven acres of
land, including all the deserts and mountains. The situ-
ation would be even worse in Western Europe and
Japan, where population densities are much greater.
There is simply not enough land to support today’s
numbers if they were to attempt to abandon the divi-
sion of labor and live as self-sufficient farmers.

12. The rapid growth in population figures
around the world over the last two hundred years, after
centuries of stagnation, is the result of the higher pro-
ductivity of labor resulting from the division of labor.

13. The destruction of the modern division of
labor would cause radical depopulation all across the
world; the survivors would live in the kind of poverty
existing in the Dark Ages.

14. The major applications of economics, ac-
cording to the instructor, include the very survival of a
division-of-labor society and all that depends on it.

15. The major applications of economics, ac-
cording to the instructor, include the solution of such
major present or recent economic problems as 

a. mass unemployment
b. inflation
c. economic stagnation
d. shortages
e. economic conflict among groups within coun-
tries or between countries
f. all of the above

16. An implication of economics for ethics is
a. the proposition that one man’s gain resulting
from an increase in production is not another
man’s loss; indeed, is frequently the source of
other men’s gain

b. rather than the individual having to sacrifice
his self-interest in order to live in society, the exis-
tence of a division-of-labor society is essential to
the achievement of the material self-interest of the
individual
c. the material self-interest of the individual is
served by the existence and the freedom of other
people who cooperate with him in the division of
labor
d. all of the above

17. Knowledge of economics 
a. is a powerful antidote to unfounded feelings of
being the victim or perpetrator of “exploitation”
b. is a powerful antidote to to all feelings of
“alienation” based on the belief that the economic
world is immoral, purposeless, or chaotic
c. cannot help but support the conviction that the
fundamental nature of the world is benevolent and
thus that there is no rational basis for feelings of
fundamental estrangement from the world
d. all of the above

18. Knowledge of economics is indispens-
able to

a. understanding the broad sweep of history, nota-
bly the fall of ancient civilization and the rise of
modern civilization
b. the pursuit of rational economic policy
c. understanding one’s place in the world and the
kind of world one lives in
d. the defense of individual rights
e. all of the above

19. Knowledge of economics is important for 
a. businessmen
b. historians
c. journalists
d. the intelligent citizen
e. all of the above

20. Knowledge of economics is important to
businessmen because

a. it can teach them how to earn profits
b. it explains why everyone benefits from their
being free to earn profits

PART B. CAPITALISM

21. Capitalism 
a. is a social system based on private ownership
of the means of production
b. is characterized by the pursuit of material self-
interest under freedom
c. rests on a foundation of the cultural influence
of reason
d. all of the above

22. Capitalism is characterized by 
a. saving and capital accumulation
b. exchange and money

c. financial self-interest and the profit motive
d. all of the above

23. Capitalism is characterized by 
a. the freedoms of economic competition and eco-
nomic inequality
b. the price system
c. economic progress
d. a harmony of the material self-interests of all
the individuals who participate in it
e. all of the above
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24. Almost every essential feature of capital-
ism underlies the division of labor and several of them
are profoundly influenced by it in their own operation.

25. Economics, as the science which studies
the production of wealth under a system of division of
labor, is actually the science which studies the produc-
tion of wealth under capitalism. 

26. The foundations of capitalism and eco-
nomic activity, without which they could not develop
or only minimally develop, include

a. philosophical convictions pertaining to the real-
ity and primacy of the material world of sensory
experience
b. the philosophical conviction that the world op-
erates according to definite and knowable princi-
ples of cause and effect
c. the prevalence of conceptual awareness of the
future
d. the individual’s identification of himself as a
self-responsible causal agent with the power to im-
prove his life
e. all of the above

27. The foundations of capitalism and eco-
nomic activity, without which they could not develop
or only minimally develop, include

a. peace and tranquility
b. respect for individual rights
c. limited government and economic and political
freedom
d. all of the above

28. Recognition of property rights presup-
poses 

a. recognition of the principle of causality
b. “secularism,” in the sense of the validity of
concern with the physical world and material well-
being
c. both (a) and (b)
d. neither (a) nor (b)

29. Great entrepreneurship as a social phe-
nomenon presupposes the conviction of the potential
for human greatness.

30. The continued existence of a capitalist so-
ciety depends on the ability of economic science to in-
fluence people’s thinking so that they will favor
capitalism and sound economic policy.

31. Freedom means freedom from the initia-
tion of physical force.

32. Physical force means
a. physically doing something to or with the per-
son or property of another against his will
b. is exercised through advertising
c. is present in irresistable logical argument
d. all of the above

33. Various individuals commit acts such as
robbery, rape, and murder.

a. In so doing, they are guilty of the initition of
physical force.
b. In forcibly apprehending such individuals and
carting them off to jail, the police are guilty of the
initiation of acts of physical force.
c. both (a) and (b)
d. neither (a) nor (b)

34. Fraud represents the initiation of physical
force in that it entails the taking of property against its
owner’s actual will.

35. The existence of government secures the
individual’s freedom in relation to other private indi-
viduals by virtue of apprehending and punishing those
who initiate the use of physical force. To the extent
that the government is successful in this, the individual
is made free of the initiation of physical force by other
private individuals.

36. In order for the individual to have free-
dom in relation to the government, it is necessary that
the government be limited to protection against the ini-
tiation of physical force.

37. Freedom should be defined not merely as
the absence of the initiation of physical force, but, in
addition, in order to highlight its most crucial aspect,
the absence of the initiation of physical force specific-
ally by, or with the sanction of, the government. 

38. Laws, rulings, decrees that punish by
fines or jail terms behavior that does not entail the use
of physical force (including fraud) themselves consti-
tute the initiation of physical force and hence represent
a violation of the individual’s freedom.

39. Freedom is the foundation of economic
security in that it is the basis of everyone being as se-
cure as the exercise of his own reason and the reason
of his suppliers can make him.

40. Where there is freedom, there is peace,
because there is no use of force: insofar as force is not
initiated, the use of force in defense or retaliation need
not take place.

41. Under freedom, the individual can
choose to do whatever he judges to be most in his own
interest, without fear of being stopped by the physical
force of anyone else, so long as he himself does not ini-
tiate the use of physical force.

42. Under freedom, the individual
a. can take the highest paying job he can find and
buy from the most competitive suppliers he can
find
b. can keep all the income he earns and save as
much of it as he likes, investing his savings in the
most profitable ways he can
c. cannot use physical force except in immediate
self-defense
d. all of the above

43. Peace as the accompaniment of freedom 
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a. means peace at any price
b. means giving in to the threats of aggressors, in
order to avoid conflict
c. is in sharpest contrast to the “peace of slaves
and cowards”
d. all of the above

44. The existence of the social security sys-
tem is a leading consequence of the belief that in order
to achieve economic security, one must violate eco-
nomic freedom and establish a welfare state.

45. Social security
a. deprives the individual, to the extent of his con-
tributions to the system, of the power to decide
how his savings are invested
b. diverts the individual’s savings into the financ-
ing of current government expenditures rather
than capital investment
c. makes the individual dependent on the choices
of future legislators and future taxpayers as the
source of his actual support
d. all of the above

46. Freedom of the press is fully implied in
the property rights of a press owner to use his press,
paper, and ink to print the words he wants to print and
then to distribute his product to all willing buyers or
takers.

47. Freedom of speech is fully implied in the
property rights of the owner of a piece of land, or of a
meeting hall, to invite speakers of his choice onto his
property and an audience of his choice to listen to the
speakers.

48. An individual’s freedom of press is vio-
lated when

a. a newspaper or publisher refuses to publish his
views
b. when a newspaper or publisher is willing to
publish his views but is prevented from doing so
by the government

49. An individual’s freedom of speech is vio-
lated when

a. a radio or television station refuses to invite
him to speak
b. when a radio or television station is willing to
invite an him to speak but is prevented from doing
so by the government

50. Economic freedom and political free-
dom—property rights and human rights—are indivisi-
ble; they are, in fact, merely different aspects of the
same thing.

51. On the basis of the anarchic concept of
freedom, it is claimed that freedom is violated any
time there is anything that, for whatever reason, a per-
son cannot do, from flying to the moon, to being able
to afford a house or a college education that is beyond
his reach, to committing murder.

52. Such acts as murdering one’s mother-in-
law or speeding through red lights and thereby threat-
ening the lives of others, are so far from representing
freedom that their prohibition is what actually consti-
tutes freedom.

53. The anarchic concept of freedom is pres-
ent in the assertion of Communists and socialists that
their freedom of speech is violated because they are
threatened with arrest for attempting to disrupt the
speech of an invited speaker by shouting him down or
by speaking at the same time.

54. A prohibition on arbitrarily shouting
‘fire’ in a crowded theater should not be construed as
any kind of limitation on the freedom of speech, let
alone a justified limitation. On the contrary, in the case
of a live theatrical performance, the freedom of speech
is violated precisely when someone does arbitrarily
shout ‘fire.’"

55. “The anarchic concept of freedom is im-
plicitly accepted by conservatives and fascists, as well
as by anarchists and hippies.

56. The freedom of the press is violated and
censorship exists not when a newspaper refuses to pub-
lish a story or a column that, for any reason, it regards
as unworthy of publication, but when it is prepared to
publish a piece and is stopped from doing so by the
government. A private newspaper cannot commit cen-
sorship. Only the government can commit censorship.

57. The freedom of travel is not violated
when an individual wants to travel somewhere but
lacks the ability to pay the cost of doing so. On the
contrary, it is violated when he has the ability to pay
the cost, and wants to pay it, but the government stops
him—say, with a wall around his city (as existed until
1989 in East Berlin), a passport restriction, or a price
control on oil and oil products that creates a shortage
of gasoline and aviation fuel and thus stops him from
driving and the airlines from flying. 

58. State laws that impose residency require-
ments for the receipt of welfare violate the freedom of
travel, because they stop people from traveling in the
knowledge that they will have no source of funds
when they reach their destination. 

59. Striking down residency requirements for
the receipt of welfare requirements represents violat-
ing the freedom of taxpayers.

60. The anarchic concept of freedom leads to
the belief that freedom of speech is incompatible with
the communication of thought. The rational concept of
freedom, on the other hand, establishes freedom of
speech precisely as the safeguard of the communica-
tion of thought.

61. What makes the anarchic concept of free-
dom so destructive is the fact that in divorcing free-
dom from the context of rationality, it not only seeks
to establish a freedom to initiate physical force, as in
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the case of the anarchic concept of the freedom of
travel, but also, on the basis of the consequences of
such a perverted concept of freedom, provides seem-
ing justification for the violation of freedom as a mat-
ter of rational principle.

62. In recent decades, the government’s ener-
gies and efforts have more and more been diverted
from the protection of the individual’s freedom to the
violation of it.

63. The growth of government corruption is
a byproduct of the decline of freedom, in that this last
means that the government has gained the power both
to impose arbitrary harm and to give arbitrary benefit,
the first of which citizens pay to avoid and the second
of which they pay to receive. 

64. To the degree that they exist, freedom
and the pursuit of material self-interest, operating in a
rational cultural environment, are the foundation of 

a. private ownership of the means of production
b. saving and capital accumulation
c. the development of the division of labor
d. the development of exchange and money
e. financial self-interest and the profit motive
f. economic inequality
g. economic competition
h. the price system
i. economic progress
j. the harmony of rational self-interests
k. all of the above

65. The economic freedom of the United
States led to 

a. a vast westward migration
b. a vast increase in private ownership of the
means of production as settlers appropriated land
and natural resources from nature

c. the development of new and improved means
of transportation
d. the development of new and improved prod-
ucts and methods of production
e. the founding and growth of new towns and cit-
ies
f. all of the above

66. The unpopularity of capitalism and eco-
nomic activity are evident in the various attacks that
are frequently made on the profit motive, economic
competition, economic inequality, money, saving, and
virtually every other feature of their existence, and in
the numerous laws and regulations that have been im-
posed to restrain them.

67. Economics is controversial in part be-
cause 

a. of the inherent difficulties present in any sci-
ence of reconciling scientific theory with unscien-
tific personal observations
b. the prevailing prescientific worldview in the
realm of economics
c. the fact that economics casts the pursuit of self-
interest in a positive light and thereby appears in
conflict with the received morality of altruism
d. economics comes into conflict with the pursuit
of self-interest by means of force
e. economics presupposes a willingness to follow
chains of deductive reasoning and to regard the re-
sults of logical reasoning from true premises as
binding
f. all of the above

68. The belief that science must be “value
free” is contradicted by the fact that science itself pre-
supposes such values as rationality, honesty, integrity,
and the freedom of inquiry, without which science
could not be pursued.
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10                                       Answers to Questions 1-68 on Chapter 1                                    

Correct Correct
Question #  Answer Question #  Answer

1 d 35 T
2 T 36 T
3 T 37 T
4 T 38 T
5 T 39 T
6 e 40 T
7 e 41 T
8 T 42 d
9 T 43 c
10 T 44 T
11 T 45 d
12 T 46 T
13 T 47 T
14 T 48 b
15 f 49 b
16 d 50 T
17 d 51 T
18 e 52 T
19 e 53 T
20 b 54 T
21 d 55 T
22 d 56 T
23 e 57 T
24 T 58 F
25 T 59 T
26 e 60 T
27 d 61 T
28 c 62 T
29 T 63 T
30 T 64 k
31 T 65 f
32 a 66 T
33 a 67 f
34 T 68 T



CHAPTER 2. WEALTH AND THE ECONOMIC PROBLEM

1. Wealth is material goods made by man.

2. The concepts of wealth and money are in-
terchangeable.

3. The production of more wealth in the eco-
nomic system necessarily means a larger total mone-
tary value of that wealth, e.g., a larger GDP.

4. A larger total monetary value of wealth
fundamentally depends on

a. more wealth
b. the existence of a larger quantity of money

5. A connection exists between the quantity
of money and the amount of wealth when the mone-
tary unit is a physical commodity, such as gold or sil-
ver, and the supply of the monetary commodity
increases.

6. Monetary aggregates such as GDP or GNP
are

a. measures of the amount of wealth produced
b. indicators of the quantity of money in existence

7. Economic goods are goods on whose be-
half man must expend labor or effort. In contrast free
goods, such as air and sunlight, come to man automati-
cally, without expenditure of labor or effort on his part.

8. Stocks, bonds, and bank deposits are
wealth.

9. Licenses, such as liquor-store licences and
taxicab medallions, 

a. are wealth
b. restrain the supply of wealth by denying peo-
ple the right to produce or offer it

10. Patents and copyrights can contribute to
the production of wealth but are not themselves wealth.

11. Patents and copyrights
a. serve to encourage the production of wealth 
b. the effect of their expiration after a reasonable
time is then to encourage it further
c. both (a) and (b)

12. In a society that allows slavery, such as
the South before the Civil War,

a. slaves are wealth 
b. the production of wealth is reduced because
the market value of slaves serves to displace the
accumulation of material capital goods of a com-
parable value

13.  Stocks, bonds, bank deposits, licenses,
patents, copyrights, etc. are

a. wealth
b. property possessing market value

14. Petroleum and uranium have always been
economic goods and thus wealth.

15. Petroleum and uranium, before becoming
economic goods, first

a. had to be recognized as possessing properties
that enable them to serve human needs or wants
b. had to be made subject to man’s physical
power to direct them to the satisfaction of his
needs or wants without the expenditure of an in-
ordinate amount of effort
c. both (a) and (b)

16. Because iron is wealth, it follows that
iron on Mars or under the floor of the oceans is wealth.

17. Iron on Mars or under the floor of the
oceans

a. can never be wealth
b. could someday become wealth if means were
devised whereby man was in a position to gain
physical command over it such that he could di-
rect it to the satisfaction of his needs or wants
without having to perform inordinate labor or ef-
fort

18. Deposits of iron, copper, or any of the
other metals were not wealth to the men of the Stone
Age.

19. The wealth consituted by the mineral de-
posits of North America has steadily diminished as
more and more minerals have been extracted from the
ground.

20. The extent to which the land and mineral
deposits of North America represents wealth greatly in-
creased over the 19th and 20th centuries.

21. Desert land on which crops could suc-
cessfully be grown if the land was irrigated is gener-
ally not an economic good or wealth.

22. Imaginary goods are things believed, in
contradiction of the evidence, to be capable of satisy-
ing a human need or want.

23. Goods 
a. of the first order are goods standing closest to
the satisfaction of human needs or wants, e.g.,
bread
b. of the second order are goods necessary to pro-
duce goods of the first order, e.g., flour
c. of the third order are goods necessary to pro-
duce goods of the second order, e.g., wheat
d. all of the above

24. Shale oil is presently not wealth. It would
become wealth if its cost of extraction and processing
were reduced to a level comparable to that of liquid pe-
troleum.

25. The source of the goods-character of
things is ultimately within us. Goods derive their char-
acter as goods by virtue of their ability to benefit
human beings.
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26. The fact that more people are employed
today in the various service industries than in manufac-
turing, mining, and agriculture shows that our eco-
nomic system no longer revolves around the
production of wealth.

27. Economics is concerned with services
only insofar as they are necessary to the production,
enjoyment, or acquisition of wealth, or depend on the
use of wealth. Economics is not at all concerned with
the rendition of services apart from their connection
with wealth.

28. Its fundamental concern with the produc-
tion of wealth under a system of division of labor is
what leads economics to be vitally concerned with the
study of exchange, including the explanation of the ra-
tios at which services might be exchanged for services.

29. Economics is the science which studies
the allocation of scarce means among competing ends.
It is not a science of wealth.

30. Among the leading classical economists
were Menger, Böhm-Bawerk, and Mises.

31. Among the leading Austrian economists
were Smith, Ricardo, and Mill.

32. The ultimate source of the importance of
the division of labor and capitalism, and of the science
of economics, is their contribution to the production of
wealth.

33. It is incumbent upon economics, as a sci-
ence of wealth, to provide philosophical validation for
the production of wealth being a central, continuing
concern of human existence, because its own import-
ance is derived from the importance of the subject mat-
ter it studies.

34. Man’s possession of the faculty of reason
implies a limitless need and desire for wealth on his
part, because

a. it creates the potential for a limitless range of
knowledge and awareness, which in turn creates
the potential for a limitless range of action and ex-
perience
b. wealth in the form of tools, implements, ma-
chines, and instrumentalities of all kinds is the ma-
terial means of action
c. wealth in the form of works of art and sculp-
ture, fine homes and furniture, landscaped
grounds, and other objects of contemplation is the
material source of valuable experiences
d. all of the above taken together

35. Man’s need for wealth merely in order to
serve his needs for nutrition and health can range from
a few primitive hunting implements to perhaps the
greater part of a modern economic system, including
such industries as iron and steel, electric power, petro-
leum refining, motor vehicle and aircraft manufactur-
ing, and shipbuilding.

36. Reason gives man the ability to use
wealth progressively to enhance the exercise of the ca-
pacities he shares in common with lesser species.

37. The withdrawal of the forms of wealth
specifically adapted to it would

a. reduce music to the untrained singing of the
human voice before small, immediately present
audiences
b. reduce science to the level of perhaps drawing
a circle in the sand with one’s finger
c. reduce art probably to the level of making a
sketch on the wall of a cave with a piece of char-
coal from a camp fire
d. all of the above
e. none of the above

38. Man’s nature as a rational being intro-
duces additional, “higher” dimensions into the satisfac-
tion of his “lower” needs such as nutrition.

39. Man’s desire for novelty and variety
stands in the service of his life by inducing him to ex-
plore things he would otherwise not have explored and
which turn out to have major practical application, as
was the case, for example, with the automobile and the
personal computer.

40. Even when no practical applications ever
result directly from the things that are desired, such as
the paintings or sculptures that a millionaire desires to
add to his collection, their being desired still produces
important practical results.

41. The proposition of Adam Smith that “the
desire of food is limited in every man by the narrow ca-
pacity of the human stomach; but the desire of the con-
veniences and ornaments of building, dress, equipage
and household furniture seems to have no limit or cer-
tain boundary” continues to be true when understood
in contemporary terms.

42. While the desire for additional wealth
can be presumed always to be present, philosophical
convictions of a definite type must be present to in-
duce people to desire it strongly enough to go out and
actually produce it.

43. The fact that the need and desire for
wealth are limitless does not mean that when people
devote themselves to satisfying that need and desire,
as in the nations of modern capitalism, they go through
life with a sense of endless frustration, seeking more
than they can ever hope to obtain.

44. Far from creating endless frustration, the
pursuit of ever more wealth should be expected to con-
tribute powerfully to human happiness.

45. Progress is the natural result of the use of
reason as a constant.

46. Economic progress contributes to human
happiness by enabling people to live in the present in
the light of the prospect of a better future.
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47. According to the doctrines of cultural rel-
ativism and conspicuous consumption, the concept of
economic progress can have no objective meaning.

48. How man succeeds in relation to the
physical world provides an objective standard by
which to judge the value of cultures.

49. The basis for claiming that the automo-
bile is objectively an advance over the horse and
buggy is ultimately the same as the basis for claiming
that the possession of legs is objectively better than
not possessing legs.

50. The basis for claiming that radio is objec-
tively an advance over the telegraph and tom tom, that
television is objectively an advance over radio, and
that color television is objectively an advance over
black and white, is ultimately the same as the basis for
claiming that 

a. the possession of ears is objectively better than
not possessing ears
b. the possession of eyes and ears together is ob-
jectively better than possessing ears alone
c. the ability to see in color is objectively better
than being color blind
d. all of the above

51. On the basis of the standard of the value
of being able to see, hear, move, do, and think, the
earning of wealth deserves to bring prestige.

52. The attempt to substitute the gaining of
prestige for the incentive of gaining wealth 

a. is tantamount to asking people to toil through-
out the year in order to gain a medal on May Day
and then, hopefully, to thereafter be called a good
boy
b. ends up bringing the opposite of prestige to
those who would accept the substitution
c. both (a) and (b)

53. The fact that in our culture many people
want to own such goods as horses, canoes, bows and
arrows, and so on, and in some cases prefer units of
these goods to units of more advanced goods serving
the same needs

a. is consistent with the objective superiority of
the goods of modern capitalism 
b. further exemplifies the principle that man’s
need for wealth is limitless
c. both (a) and (b)

54. In the name of being able to see, hear,
move, or do anything that our senses, limbs, and minds
enable us to do—in short, in the name of being able to
live as human beings—the division of labor and capi-
talism and the values that underlie them—namely, rea-
son, science, technology, individual rights, limited
government and economic freedom, and private owner-
ship of the means of production—deserve to be upheld.

55. The same principle that establishes the
objectivity of the economic advances of modern capi-

talism directly establishes the objectivity of the superi-
ority of modern capitalist civilization as such, in com-
parison to any other form of civilization.“

56. By the standard of the ability to acquire
and apply knowledge,

a. societies that have developed the art of writing
are objectively superior to those that have not
b. societies that, in addition to having developed
the art of writing, have also identified important
principles of mathematics and science, are objec-
tively superior to those that have developed
merely the art of writing
c. societies that, in addition to having identified
important principles of science and mathematics,
have also identified the laws of logic and the prin-
ciple of causality, are objectively superior to those
that have not made these further identifications
d. societies that, in addition to having identified
the laws of logic and the principle of causality,
have achieved an extensive division of labor and
secured the freedoms of speech and press, are ob-
jectively superior to those that have not achieved
these further accomplishments
e. all of the above

57. Capitalist civilization—modern Western
civilization—is

a. not the civilization of the white man
b. a body of knowledge and values
c. open to men of all races
d. the civilization of all men who wish to prosper
and are prepared to adopt reason as their funda-
mental means of doing so
e. all of the above

58. Those who view modern Western civili-
zation, whether with pride or with hatred, as the civili-
zation of the white man only are implicitly racists, in
that they view civilization and culture as being racially
determined. 

59. Racism is present in the belief that civili-
zation and culture are determined by racial member-
ship. On this basis, 

a. earlier generations of racists held that the exis-
tence of inferior civilizations and cultures was
proof of the racial inferiority of the members of
such civilizations and cultures
b. present-day racists hold that the equal value of
all races of human beings implies the equal value
of all civilizations and cultures
c. both (a) and (b)
d. neither (a) nor (b)

60. The law of diminishing marginal utility
means that the larger is the supply of a good that an in-
dividual consumes or possesses, the smaller is the uti-
ity, importance, or subjective value that he attaches to
any given unit of the good.

61. The law of diminishing marginal utility
means that the larger is the quantity of a given factor
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of production applied to a fixed quantity of another
factor of production, for example, more labor applied
to the same quantity of land, the smaller is the increase
in output compared to the increase in input.

62. The law of diminishing marginal utility
rests on the fact that

a. people choose to satisfy their more important
wants ahead of their less important wants
b. successive units of a supply encounter needs
or wants that have already been satisfied to some
extent by previous units of the supply and are
therefore now less urgent
c. both (a) and (b)

63. “The concept ‘most important of our
wants that a good is capable of satisfying’ must be un-
derstood as a variable range, whose extent depends on
the quantity of the good we possess.

64. The marginal wants that a good serves
should be thought of as being the least important of the
most important wants that its supply suffices to serve.

65. The utility of the marginal unit of a sup-
ply determines the utility of any of the units of that
supply at that moment. 

66. The law of diminishing marginal utility
contradicts the proposition that man’s need for wealth
is limitless. 

67. Despite the views of Galbraith, the law of
diminishing marginal utility is consistent with the fact
that man’s need for wealth is limitless, because

a. so long as additional wealth has any utility at
all, more wealth is better than less wealth
b. the process by which wealth is increased is ac-
companied by the discovery of new avenues of
consumption, which serves to increase the mar-
ginal utility of wealth in comparison with what it
would otherwise be—e.g., while literal horses in
the range 101-300 might have little or no marginal
utility, the same is certainly not true for horse-
power in the range 101-300 or 101-3000, e.g., in
the form of automobile engines, elevators and all
kinds of other machines and motors
c. as wealth increases, the size of the marginal
unit under consideration frequently increases as
well—e.g., a mansion instead of an ordinary
home, a private jet instead of just an automobile
d. all of the above

68. The law of diminishing marginal utility
resolves the classical economists’ paradox of value—
i.e., the seeming paradox constituted by the fact that
goods of apparently the lowest utility, such as dia-
monds, are normally more valuable in exchange than
goods of apparently the highest utility, such as water.

69. Diamonds are more valuable than water
in the sense that a diamond is more valuable than, say,
100,000 gallons of water added on to a supply of water

at one’s disposal that is already sufficient to provide
for all of one’s need or desire for water.

70. Determination of price by cost is an in-
stance of the operation of the law of diminishing mar-
ginal utility in that the value of the means of
production, which constitutes the cost, is itself deter-
mined by the value of the marginal product of the
means of production.

71. The law of diminishing marginal utility
helps to explain the pattern of demand that prevails in
the economic system at any given set of prices of
goods. 

72. The pattern of consumer spending that re-
sults from the operation of the law of diminishing mar-
ginal utility is characterized by

a. equal proportionality between price and mar-
ginal utility in all lines of expenditure.
b. a condition in which a change in the pattern of
spending would be accompanied by the loss of
more utility in the line where spending was re-
duced than the gain of utility in the line(s) where
spending was increased

73. The principle of diminishing marginal
utility helps to explain the phenomenon of partial, rela-
tive overproduction and underproduction described by
Say’s Law. 

74. In essence, our desire for wealth outstrips
our ability to produce it by virtue of the limitless range
of the mental in comparison with the physical and thus
by virtue of the fact that the range of our imaginations
is always incomparably greater than the power of our
arms.

75. Because basic advances in the ability to
produce are accompanied by the opening up of new
modes of consumption, our desire for wealth continues
to outstrip our ability to produce it by an undiminished
margin, no matter how much we may augment our
ability to produce.

76. What economists mean by “scarcity” is
a. the lack of urgently needed supplies
b. an excess of the desire for wealth over the abil-
ity to produce it

77. Scarcity
a. in a capitalist society means an excess of the
desire for wealth over the ability to produce it
b. in a precapitalist society means a lack of ur-
gently needed supplys
c. both (a) and (b)
d. neither (a) nor (b) 

78. Scarcity as experienced under capitalism
is the cause of the progressive elimination of scarcity
in the sense experienced in a precapitalist society.

79. Time preference 
a. means the preference, other things being equal,
for goods in the present rather than in the future or
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in the nearer future rather than in the more remote
future
b. is analogous in the valuation of temporally
more remote future goods to the perception of spa-
tially more remote physical objects
c. both (a) and (b)
d. neither (a) nor (b)

80. The principle of time preference is im-
plied in the very nature of valuing something, in that if
one values something, then other things being equal,
one must consume it today or never consume it.

81. The nature of human life implies time
preference

a. in that whatever value we attach to being alive
in the future is attributable to our being alive in
the present, which, given the uninteruptibility of
human life, is the indispensable precondition to
our continuing to be alive in the future
b. the value of our being alive in the present must
always exceed the value we attach to being alive
in the future because it is equal to the sum of the
value we attach to being alive in the future plus
the value we attach to being alive between now
and that time in the future
c. both (a) and (b)

82. The existence of time preference pre-
vents the existence of profit and interest from always
resulting in saving and the accumulation of additional
capital.

83. Time preference manifests itself in the ex-
tent to which individuals make provision for the future
relative to their current consumption.

84. Time preference implies that if it is De-
cember, an individual in Minneapolis should be ex-
pected to value a bathing suit that will be available to
him 

a. in the coming January more highly than one
that will be available to him in the coming July
b. in the coming July more highly than one that
will be available to him in the July of the follow-
ing year

85. It is inconsistent with the principle of
time preference to value the first unit of a future sup-
ply above the second unit of a present supply.

86. The ascending price structure of agricul-
tural commodity futures

a. is inconsistent with the principle of time prefer-
ence
b. reflects the increasing scarcity of supplies of
agricultural commodities between harvests, which
is itself due to time preference in bringing about
the consumption of such supplies

87. Other things being equal, the savings of
an individual with a higher degree of time preference
will be less than those of an individual with a lower de-
gree of time preference.

88. The scarcity of capital goods exists 
a. in both a horizontal and a vertical dimension
b. in the sense that more capital goods are needed
to produce the larger supplies of consumers’
goods that people desire
c. in the sense that more capital goods can be
used per unit of consumers’ goods produced and
result in the ability to produce improved
consumers’ goods or equally good consumers’
goods with greater efficiency
d. all of the above

89. Examples of different degrees of capital
intensiveness in the production of products are

a. the substitution of machinery for manual labor
b. the construction of railroads and highways that
follow straighter, more level routes but at a
greater initial cost
c. the maintenance of a higher rather than a lower
ratio of inventories to sales, as, for example, in
order to provide a wider variety of selection
d. the production of twelve-year old whiskey in-
stead of eight-year old whiskey
e. all of the above

90. Industries typically differ from one an-
other in their degree of capital intensiveness.

91. Time preference influences
a. the methods of production used
b. the kinds of products produced
c. the relative size of various industries
d. all of the above

92. Time preference operates to keep capital
in its “vertical dimension” permanently scarce.

93. Before the scarcity of capital in its verti-
cal dimension could be overcome capital would have
to be accumulated sufficient 

a. to enable the 80 percent of the world that is not
presently industrialized to come up to the degree
of capital intensiveness of the 20 percent of the
world that is industrialized
b. within the industrialized countries to enable
every factory, farm, mine, and store to increase its
degree of capital intensiveness to the point pres-
ently enjoyed only by the most capital-intensive
establishments
c. within the industrialized countries to enable all
establishments to raise the standard of capital in-
tensiveness still further, to the point where no fur-
ther reduction in costs of production or
improvement in the quality of products could be
achieved by any greater availability of capital in
its vertical dimension
d. all of the above

94. It is always necessary to leave undone an
incalculable range of potential improvements whose
execution would require a more abundant accumula-
tion of capital in its vertical dimension than exists.
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95. Other things being equal, time preference
is 

a. the lower
b. the higher

the higher is the degree of cultural rationality and of
economic freedom and respect for property rights.

96. Wealth is the result of human labor.

97. Labor is the means by which man’s mind
transmits his designs and purposes to matter.

The following is a four-part question.

98. Labor is man’s application of his bodily
and mental faculties for the purpose of altering matter
in form or location and thereby making the matter thus
altered serve a further purpose.

99. Matter thus altered by man’s labor is a
product.

100. Production is the process of thus alter-
ing matter. 

101. A producer is one who effects such alter-
ations.

102. In a division-of-labor society, the con-
cept of labor is not limited to manual labor. It em-
braces much more, such as the labor entailed in
founding, organizing, and directing business firms and
in providing them with capital. Such labor achieves its
effects by operating through the manual labor of oth-
ers, which it renders more efficient.

103. Man does not create the matter that natu-
ral resources represent, but he does create their wealth-
character by means of identifying their useful
properties and by making it possible to gain such phys-
ical command over them that he can direct them to the
satisfaction of his needs or wants without the expendi-
ture of an inordinate amount of labor.

104. Labor is the source of equipment and
materials, including additional agricultural commodi-
ties and mineral supplies extracted from the ground.

105. The application of more labor is the
only fundamental requirement for increasing the sup-
ply of wealth. 

106. The scarcity of wealth implies a more
fundamental scarcity of labor, inasmuch as labor is the
only fundamentally limiting factor of production.

107. The scarcity of labor is manifest in the
fact that virtually everyone would like to enjoy an in-
come many times greater than the income he is pres-
ently capable of earning and at his present rate of pay
would have to work more hours than there are in the
week in order to earn it.

108. In order for the average member of soci-
ety to have, say, five times the real income (i.e., buy-

ing power) that he now has, it would be necessary for
him to 

a. produce five times as much as he now produces
b. in the present state of technology and methods
of production, with its present limitations on the
output per hour of labor, expend five times the
labor, in order to produce five times the output
c. earn five times the money income that he now
earns
d. all of the above
e. (a) and (b), but not (c)

109. The reason that more production rather
than more money income is the key to more buying
power is 

a. the increase in the quantity of money that
would be necessary to raise money incomes
would operate equally to raise prices, leaving buy-
ing power unchanged
b. the increase in production and supply, on the
other hand, prevents prices from rising (or from
rising as much) when the increase in the quantity
of money raises money incomes, and would oper-
ate to reduce prices in the face of the same money
incomes, thereby still increasing buying power
c. both (a) and (b)
d. neither (a) nor (b)

110. The supply of labor that people can pro-
vide falls radically short of the supply whose products
they would like to have.

111. The scarcity of personal services adds to
the scarcity of labor.

112. The scarcity of labor is implied in the
fact that each of us is easily capable of forming desires
whose fulfillment requires the labor of multitudes, and
yet by the laws of arithmetic, the average member of
any society can never obtain more than the labor, or
products of the labor, of just one person.

113. The fundamental scarcity of labor impl-
ies that there is no inherent reason for the existence of
mass unemployment—that mass unemployment is a
man-made phenomenon created in opposition to the
underlying economic situation.

114. The scarcity of labor is ineradicable,
i.e., is not eliminated either by a larger supply of labor
or by a higher productivity of labor, because

a. additional workers bring with them desires for
wealth far in excess of their ability to add to its
production
b. a higher productivity of labor is accompanied
by new and additional kinds of consumers’ goods,
for which new and additional needs and desires
appear
c. both (a) and (b)

115. The fundamental and essential nature of
economic life is this: the need and desire for additional
wealth are there and the nature-given means of produc-
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ing it are there; all that is lacking is the ability of
human labor to transform the nature-given means of
production into additional wealth. This implies

a. the scarcity of human labor 
b. the need to raise the productivity of human
labor
c. the need for a division-of-labor, capitalist soci-
ety as the essential framework and foundation of a
progressively rising productivity of labor
d. all of the above

116. Always, what stands between man and
his need for greater wealth is his limited ability to pro-
duce wealth—his limited ability and also willingness
to perform labor.

117. The economic problem is how continu-
ously to raise the productivity of labor, to make possi-
ble an ever increasing production and enjoyment of
goods per capita.

118. An important subsidiary problem that is
frequently referred to as the economic problem is how
to allocate an existing limited ability to produce in ac-
cordance with the choices of individuals to satisfy
their more important wants ahead of their less import-
ant wants.

119. The solution for the economic problem
is capitalism.
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 18                                 Answers to Questions 1-119 on Chapter 2                                 

Correct Correct Correct 
Question # Answer Question # Answer Question # Answer

1 T 41 T 81 c
2 F 42 T 82 T
3 F 43 T 83 T
4 b 44 T 84 b
5 T 45 T 85 F
6 b 46 T 86 b
7 T 47 T 87 T
8 F 48 T 88 d
9 b 49 T 89 e
10 T 50 d 90 T
11 c 51 T 91 d
12 b 52 c 92 T
13 b 53 c 93 d
14 F 54 T 94 T
15 c 55 T 95 a
16 F 56 e 96 T
17 b 57 e 97 T
18 T 58 T 98 T
19 F 59 c 99 T
20 T 60 T 100 T
21 T 61 F 101 T
22 T 62 c 102 T
23 d 63 T 103 T
24 T 64 T 104 T
25 T 65 T 105 T
26 F 66 F 106 T
27 T 67 d 107 T
28 T 68 T 108 e
29 F 69 T 109 c
30 F 70 T 110 T
31 F 71 T 111 T
32 T 72 b 112 T
33 T 73 T 113 T
34 d 74 T 114 c
35 T 75 T 115 d
36 T 76 b 116 T
37 d 77 c 117 T
38 T 78 T 118 T
39 T 79 c 119 T
40 T 80 T
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PART A. NATURAL RESOURCES 

1. The production of products consumes irre-
placeable natural resources.

2. Since the beginning of the Industrial Revo-
lution, man has actually enlarged the supply of use-
able, accessible natural resources right along with the
increase in the supply of products.

3. Man creates the goods and wealth charac-
ter of natural resources in identifying the useful proper-
ties of what nature has provided and in gaining the
power to direct it to the satisfaction of his needs or
wants without having to expend an inordinate amount
of labor to do so. 

4. From the upper limits of the atmosphere,
to its center, 4,000 miles down, the earth is a solid ball
of natural resources, in that it consists of nothing but
solidly packed chemical elements.

5. The supply of useable, accessible natural
resources can be progressively increased as man gains
greater knowledge of and physical power over nature.

6. The energy shortage 
a. proved the existence of a growing scarcity of
natural resources in nature
b. the destructive effects of price controls and re-
strictions on supply

7. The law of diminishing returns states that
under a given state of technological knowledge, the
use of successively larger quantities of any factor of
production or combination of factors of production in
conjunction with a fixed quantity of any other neces-
sary factor or factors of production eventually results
in less than proportionate increases in output.

8. An important phenomenon analogous to
the law of diminishing returns is the resort to progres-
sively less productive land and mineral deposits as
sources of additional supply.

9. The existence of continuous economic
progress and the law of diminishing returns 

a. are mutually contradictory
b. can be logically reconciled by virtue of techno-
logical progress and improvements in equipment
progressively raising the points from which re-
turns diminish

10. The law of diminishing returns 
a. confirms 
b. contradicts

the fact that the fundamentally limiting factor in pro-
duction is always human labor.

11. Allowing fertile land to lie idle is 
a. economically wasteful because an opportunity
to produce is lost

b. economically sound if the use of the land
would serve to make labor unavailable for the pro-
duction of other, more important products or for use
in conjunction with more productive land.

12. Government irrigation and flood control
projects have often been motivated by the conviction
that allowing fertile land to lie idle is economically
wasteful because an opportunity to produce is lost.

13. The fact that, as a rule, only one-third of
the oil physically present in a petroleum deposit is
ever extracted, is evidence of economic waste. 

14. The law of diminishing returns implies
that economic progress is necessary to maintain the
standard of living, not just to raise it.

15. Atomic waste disposal and the strip min-
ing of coal should be prohibited because they destroy
the future usefulness of the land sites involved, and
evrey piece of land is of great value. 

16. In order to avoid waste, we need to 
a. recycle materials, such as gold and silver,
whose value is great enough to cover the cost of
doing so by an amount sufficient to provide a com-
petitive rate of profit
b. recycle all materials capable of being recycled,
such as tin cans and paper products, irrespective
of the market value of the materials
c. both (a) and (b)

17. Recycling raw materials when fresh sup-
plies are available at a low cost is wasteful of human
labor.

18. American retailers are inherently waste-
ful in giving shoppers fresh paper bags with every pur-
chase. In the name of economy, they should adopt the
practice common in many parts of Europe of requiring
shoppers to bring their own bags.

19. Driving at fifty-five miles an hour con-
sumes less gasoline for the same distance travelled
than does driving at sixty-five miles an hour. Thus, it
is only economic common sense to drive at fifty-five
miles an hour.

20. “Conservation by the market” occurs
when the price of a material is high enough to slow its
rate of consumption to a point commensurate with the
availability of a long-term supply of the item.

21. In the early years of the twentieth cen-
tury, logging companies often cut down forests with-
out bothering to replant. This proves the destructive
nature of the profit motive.
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PART B. THE ECOLOGICAL ASSAULT ON ECONOMIC PROGRESS

22. In the last two centuries, loyalty to the
values of science, technology, and capitalism has en-
abled man in the industrialized countries of the West-
ern world to put an end to famines and plagues, and to
eliminate the once dread diseases of cholera, diphthe-
ria, smallpox, and typhoid fever, among others.

23. Industrial civilization has radically in-
creased human life expectancy: from about thirty years
in the mid-eighteenth century to about seventy-five
years today. Since the beginning of the twentieth cen-
tury, in the United States, it has increased life expec-
tancy from about forty-six years to seventy-five years.

24. Industrial civilization has
a. greatly increased both life expectancy and pop-
ulation figures over the last two hundred years
b. greatly improved the quality of drinking water
c. improved outdoor air quality in large towns
and cities in comparison with the past, by substi-
tuting automobile traffic for horse traffic
d. improved indoor air quality by eliminating the
need for indoor fires and providing such things as
central heating, air conditioning, and modern ven-
tilation systems
e. all of the above

25. The use of man-made power, such as

power enable man to accomplish vastly more with his
given, relatively modest muscular capacity and to do
so with far less strain and fatigue. In these ways, it is
has greatly added to human life expectancy, to popula-
tion figures, and to the quality of human life.

26. The concepts of economic efficiency and
“energy efficiency” frequently work out to be oppo-
sites, in that economic efficiency centers on the saving
of labor, which typically requires the expenditure of
greater amounts of man-made power per unit of labor.
Adhering to “energy efficiency” in contrast would pre-
vent the use of that power and thus the greater effi-
ciency of labor.

27. A buffalo hide and buffalo meat avail-
able merely for the price of a bullet and the labor that
followed, often made economic sense, in that they
were very cheap. Buffalo hides and buffalo meat avail-
able only at the much higher price necessary to cover
the costs of raising buffalo on ranches apparently did
not make economic sense in the light of the value
scales of the consumers of meat and hides. The result
was that buffalo became headed for extinction.

28. The preservation of large numbers of buf-
falo in the open range, as they had existed before the
coming of the settlers, would have prevented the use
of that land for the raising of cattle, the operation of
farms, and the establishment of towns and cities.

29. The environmental movement recognizes
the vital importance of man-made power to the produc-
tivity of labor and the standard of living, and therefore
supports the construction of new power plants to the
extent they are necessary to achieve these ends. 

30. The environmental movement recognizes
and applauds the numerous achievements of science
and technology in promoting human life and well
being.

31. The environmental movement generally
holds that

a. the value of nature derives from the value of
human life and well-being, and thus that nature is
valuable only insofar as it serves human life and
well-being
b. the value of nature is intrinsic, i.e., is valuable
in and of itself, totally apart from any connection
to human life and well-being

32. According to the doctrine of intrinsic
value, hillsides, jungles, swamps, and rock formations,
as well as each and every species of plant or animal
life, possess intrinsic value and comprise parts of
man’s environment.

33. According to the environmental move-
ment, harm to man’s environment means damage to or
destruction of features of man’s environment 

a. of value to man
b. possessing intrinsic value

34. Which of the following represents the de-
struction of alleged intrinsic values

a. clearing jungles
b. draining swamps
c. cutting away hillsides
d. damming rivers
e. walking on the grass
f. leaving footprints in the sand
g. all of the above

35. The doctrine of intrinsic value implies a
view of human beings as

a. inherently destructive insofar as their life and
enjoyment require changes in the existing state of
nature and thus the destruction of the alleged in-
trinsic values constituted by existing states of na-
ture
b. the more destructive, the more they are in a po-
sition to act on a greater scale by employing more
advanced science, technology, and capital equimp-
ent
c. both (a) and (b)
d. neither (a) nor (b)

36. The exact same set of facts, such as the
clearing of a piece of land and its conversion into a
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housing tract can be described both as an improvement
in the environment and as destruction of the environ-
ment, depending on whether the standard of value
adopted is that of human life and well-being or that of
intrinsic value. 

37. From the perspective of the doctrine of in-
trinsic value, the lives of spotted owls, snail darters,
and gnat catchers are as valuable as the lives and well-
being of human beings, and so is the existence of hill-
sides, deserts, and jungles, because all allegedly
possess intrinsic value.

38. If human life and well-being are the stan-
dard of value, then production and economic activity
necessarily tend to improve the environment. This is
because, from a physical-chemical point of view, what
they constitute is change in the locations and combina-
tions of the same total quantities of the various chemi-
cal elements, all of which taken together constitute
man’s environment, in a way that improves the rela-
tionship of the chemical elements to human life and
well-being.

39. According to the author,
a. the environmental movement holds individuals
responsible for the actions of a collective, as for
example, in the causation of global warming
b. in cases in which causal responsibility for a
harmful outcome cannot be assigned to any given
individual but only to a the actions of a collective,
the harmful outcome should be regarded as equiv-
alent to one caused by an act of nature
c. both (a) and (b)
d. neither (a) nor (b)

40. If the environmental movement had ex-
isted in the early 19th century, the settlement of the
Midwest would have been greatly accelerated.

41. According to the author, provided they
are not allowed to use force, the voluntary, self-inter-
ested actions of individuals always tends to accom-
plish incomparably more good than harm. Such harm
as occurs, which is not intended and for which no indi-
vidual is actually responsible, should be regarded as an
act of nature, which individuals should then be left
free to deal with.

42. The doctrine of “externalities”
a. refers to the fact that the actions individuals
sometimes impose costs or bestow benefits on oth-
ers
b. is frequently used to argue that individuals
should pay for all costs their actions impose on
others and be paid for all benefits their actions be-
stow on others
c. both (a) and (b)
d. neither (a) nor (b)

43. The externalities doctrine implies such
things as that 

a. successful competitors should be made to com-
pensate their unsuccessful rivals

b. passersby who enjoy the appearance of an at-
tractive home, should be made to pay part of the
costs of creating and maintaining the appearance
of that home
c. men who enjoy the appearance of attractive,
well-groomed women, should be made to contrib-
ute to the costs the women incur on account of
their wardrobes and cosmetics, and, if applicable,
plastic surgery
d. all of the above
e. none of the above 

44. According to the author, the appropriate
principle in cases of externalities is

a. not that individuals are to be able to demand
payment for all the benefits they give to others,
but only those for which the others have voluntar-
ily contracted to receive and pay for
b. not that individuals are to be held accountable
for all the costs they impose on others, but only
those resulting from their actions that cause de-
monstrable physical harm to the persons or prop-
erty of specific other individuals
c. both (a) and (b)
d. neither (a) nor (b)

45. In the view of the author, the failure of
socialism has contributed to the environmental
movement’s distrust of science, technology, and the
power of human reason insofar as the intellectual main-
stream believes that the failure of socialism is the fail-
ure of human reason.

46. Socialism held that if people were left to
pursue their own material self-interests, the results
would be such undesirable phenomena as the exploita-
tion of labor, depressions, and monopoly, and that gov-
ernment control of the economic system was necessary
to prevent these evils. Environmentalism is essentially
similar, because it holds that if people are left to pur-
sue their own material self-interests, the results will be
such undesirable phenomena as global warming, de-
struction of the ozone layer, and acid rain, and that
government control of the economic system is neces-
sary to prevent these evils.

47. The ecology movement is an attempt to
resurrect the essential doctrines of socialism concern-
ing the consequences of the uncontrolled, self-inter-
ested actions of individuals.

48. According to the author, the devastating
failure of socialism, coupled with the belief that its ad-
vocacy rests on a foundation of reason, has led the left
to turn from the advocacy of “social engineering” to
hostility to engineering of any kind.

49. According to the author, the basic politi-
cal-economic conditions required for man to deal suc-
cessfully with changes in economic conditions,
including global warming (if in fact it were to come)
and the inevitable climate changes, such as the next
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ice age, that sooner or later will be produced by nature
itself, are those of 

a. free-market capitalism
b. intelligent government planning
c. both (a) and (b)

50. The concepts of economic progress and
economic growth are essentially identical.

51. The concept of progress
a. implies movement toward a desired goal, in
the case of economic progress, toward greater
prosperity, health, and longevity
b. applies across successive generations
c. does not imply any fixed limit
d. all of the above

52. The concept of growth
a. fundamentally pertains to an individual living
organism, such as one person, one tree, one tumor
b. implies inherent limits
c. is valuationally neutral in that it applies both to
positives and negatives
d. all of the above

The following is a fourteen-part question.

53. According to the author, environmental-
ism is the product of a growing loss of confidence in
reason and is the leading manifestation of a rising tide
of irrationalism that is engulfing our culture.

54. According to the author, contemporary
education promotes irrationalism and the influence of
the ecology movement in

a. failing to provide essential foundations of
knowledge starting in the earliest grades
b. leading students to regard what they learn as a
series of arbitrary assertions
c. laying the foundation for irrational skepticism
on the part of students
d. conducting a systematic attack on reason and
its role in human life
e. all of the above

55. According to the author, an essential
cause of the inability of contemporary education to
succeed in the task of educating is its denigration of
the memorization of facts and principles, which runs
directly counter to the essential nature of education as
a process of the student’s internalizing knowledge.

56. According to the author, a major founda-
tion of the ecologists’ irrationalism is the conviction
that whatever we may think we know today about any-
thing, can turn out to be wrong tomorrow, because of
the discovery of something new which totally invali-
dates all of our presumed knowledge about it. It is on
this premise that the ecologists believe and project that
every technological advance is a potential thalidomide.

57. According to the author, contemporary
education promotes irrationalism and thus the influ-
ence of the ecology movement in propounding

a. the doctrine of collectivism, in its various
forms of Marxism, racism, nationalism, and femi-
nism
b. the doctrines of cultural relativism, determin-
ism, logical positivism, existentialism, linguistic
analysis, behaviorism, Freudianism, and Key-
nesianism 
c. both (a) and (b)

58. According to the author, all the varieties
of collectivism

a. deny the free will and rationality of the individ-
ual and attribute his ideas, character, and vital in-
terests to his membership in a collective: namely,
his membership in an economic class, racial
group, nationality, or sex, as the case may be, de-
pending on the specific variety of collectivism
b. in viewing ideas as determined by group mem-
bership, deny the very possibility of knowledge
c. create conflict between members of different
groups: for example, between businessmen and
wage earners, blacks and whites, English speakers
and French speakers, men and women
d. all of the above

59. According to the author,
a. determinism, the doctrine that man’s actions
are controlled by forces beyond his power of
choice, denies the very possibility of rational
thought being capable of guiding human life and
achieving human happiness
b. existentialism, the philosophy that man is
trapped in a “human condition” of inescapable
misery, teaches the same conclusion as determin-
ism
c. both (a) and (b)

60. According to the author, cultural relativ-
ism

a. denies the objective value of modern civiliza-
tion and thus undercuts students’ valuation not
only of it, but also of the technology and science
necessary to build such a civilization, and the valu-
ation of human reason itself, which is the ultimate
foundation of modern civilization
b. undercuts people’s willingness to work hard to
achieve personal values in the context of modern
civilization
c. blinds people to the objective value of such
marvelous technological advances as automobiles
and electric light, and thus further prepares the
ground for the sacrifice of modern civilization to
such nebulous and, by comparison, utterly trivial
values as “unpolluted air”
d. all of the above

61. According to the author,

22 Short-Answer Questions Chapter 3 Dr. Reisman



a. logical positivism denies the possibility of
knowing anything with certainty about the real
world
b. linguistic analysis regards the search for truth
as a trivial word game
c. behaviorism denies the existence of conscious-
ness
d. Freudianism regards the conscious mind (the
“Ego”) as surrounded by the warring forces of the
unconscious mind in the form of the “Id” and the
“Superego,” and thus as being incapable of exer-
cising substantial influence on the individual’s be-
havior
e. all of the above

62. According to the author, Keynesianism
a. regards wars, earthquakes, and pyramid build-
ing as sources of prosperity
b. looks to peacetime government budget deficits
and inflation of the money supply as a good substi-
tute for the allegedly beneficial phenomena de-
scribed in (a)
c. results in the erosion of the buying power of
money and the undermining of credit, saving and
capital accumulation, and the general standard of
living
d. all of the above

63. According to the author, along with de-
stroying confidence in science and technology, the ris-
ing tide of irrationalism and growing loss of
confidence in reason means loss of the philosophical
basis of the valuation of man, inasumuch as reason is

man’s fundamental distinguishing attribute and a
culture’s view of reason determines its view of man.

64. According to the author,
a. confidence in the reliability of reason, and thus
the philosophical status of man, have declined so
far that now virtually no basis is any longer recog-
nized for a radical differentiation between man
and animals
b. with man’s distinctive attribute thus held to be
unworthy of special valuation, man himself neces-
sarily appears unworthy of special valuation
c. as the environmentalists see matters, they are
advocates of a universal brotherhood of all spe-
cies and all elements of the “environment”—in
their eyes, there are, in effect, blacks, caucasians,
orientals, giraffes, snail darters, flies, spotted
owls, and mountainsides, all with equal rights in
the “environmental family”
d. all of the above

65. According to the author, the animal
rights movement is a product of irrationalism and the
cultural devaluation of man.

66. According to the author, in the view of
environmentalists and the advocates of animal rights,
the assertion of man’s rights above those of any other
species or inanimate object is a form of racism and
Nazism—of “speciesism”—in which man seeks to
treat other parts of the brotherhood of nature as concen-
tration camp inmates.
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24                                          Answers to Questions 1-66 on Chapter 3                                          

Correct Correct Correct 
Question # Answer Question # Answer Question # Answer

1 F 23 T 45 T
2 T 24 e 46 T
3 T 25 T 47 T
4 T 26 T 48 T
5 T 27 T 49 a
6 b 28 T 50 F
7 T 29 F 51 d
8 T 30 F 52 d
9 b 31 b 53 T
10 a 32 T 54 e
11 b 33 b 55 T
12 T 34 g 56 T
13 F 35 c 57 c
14 T 36 T 58 d
15 F 37 T 59 c
16 a 38 T 60 d
17 T 39 c 61 e
18 F 40 F 62 d
19 F 41 T 63 T
20 T 42 c 64 d
21 F 43 d 65 T
22 T 44 c 66 T



                        CHAPTER 4. THE GAINS FROM THE DIVISION OF LABOR             25            

1. The division of labor is a system of pro-
duction in which the labor required to support human
life and well-being is broken down into separate, dis-
tinct occupations.

2. In a division-of-labor society, the individ-
ual lives by producing, or helping to produce, just one
thing or at most a very few things, which are con-
sumed overwhelmingly by others, and is supplied by
the labor of others for the far greater part of his needs.

3. The multiplication of knowledge 
a. exists to the extent that labor is divided into
separate occupations and suboccupations, because
each of these has its own specialized body of
knowledge
b. makes possible the production of products that
would otherwise be impossible because of the in-
ability of any given individual or small group of
individuals to hold the necessary knowledge
c. both (a) and (b)

4. Compared with division-of-labor societies,
non-division-of-labor societies, such as those com-
prised of large numbers of essentially self-sufficient
farm families, entail a wasteful duplication of the men-
tal contents of the human brain.

5. The division of labor makes it possible for
geniuses to specialize in science, invention, and the or-
ganization and direction of the productive activity of
others, thereby further and progressively increasing
the knowledge used in production.

6. An important advantage of the division of
labor is that individuals at all levels of ability can con-
centrate on the kind of work for which they are best
suited on the basis of differences in their intellectual
and bodily endowments. 

7. The geographical gains from the division
of labor refer to the fact that under a system of divi-
sion of labor, each area tends to concentrate to an im-
portant extent on the exploitation of any advantages it
may possess in terms of natural resources and climate
conditions, with the result that each territory that par-
ticipates in the division of labor is able to gain the ben-
efit of the special advantages of every other such
territory.

8. In producing more iron than is required by
its inhabitants, Minnesota

a. wastes a scarce, precious natural resource for
the benefit of outsiders
b. obtains the ability to obtain a wide variety of
natural resources, agricultural commodities, and
manufactured products that it itself either cannot
produce at all or cannot produce very efficiently

9. Participation in the division of labor is es-
sential to the ability of any geographical area to ex-
ploit its natural resources effectively, in that, for

example, the ability to produce iron and steel from the
iron ore of Minnesota depends on the availability of
coal from West Virginia or Wyoming, and the ability
to mine coal depends on the use of steel drills and steel
structural supports in coal mines.

10. The division of labor increases the effi-
ciency and effectiveness of the processes of learning
that are entailed in production by

a. making possible, through constant repetition of
the same tasks, a subconscious automatizing of
knowledge and a corresponding increase in the ef-
ficiency with which it is applied
b. increasing the ratio of the time spent in apply-
ing knowledge to the time that must be spent in ac-
quiring it, thereby making the acquisition of
knowledge more worthwhile
c. making education and communications—all
the activities concerned with storing and transmit-
ting knowledge—into specializations, which, like
all other specializations, tend to be carried on by
those best suited for them
d. all of the above

11. The division of labor increases the degree
to which knowledge of production is assimilated and
therefore the efficiency with which it is used, the yield
to the time spent in acquiring it, and the efficiency
with which it is disseminated. 

12. The division of labor increases the effi-
ciency of the processes of motion that are entailed in
production by

a. concentrating work of the same type in the
same place
b. breaking work down into the simplest possible
steps, consisting of the smallest possible number
of separate motions
c. eliminating the time that would otherwise be
lost in walking back and forth from one place to
another to do different kinds of work, in con-
stantly picking up and putting down different
types of tools, and in constantly having to finish
up and perhaps clean up what one has been doing
and warm up to what one is about to do
d. all of the above

13. The division of labor underlies the use of
machinery in production by means of 

a. providing, through its multiplication of knowl-
edge, a sufficient fund of knowledge in a society
to make the production of machinery possible
b. providing, through its geographical aspect, the
extensive and widely scattered range of materials
necessary for the production and use of most ma-
chines
c. making science and invention into specializa-
tions carried on by geniuses, which greatly facili-
tates the invention of machinery
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d. reducing jobs wherever possible to a small
number of distinct motions repeated over and over
again, as a result of which it enormously simpli-
fies the problems of designing a machine or spe-
cial tool to help do the work 
e. concentrating a large volume of work of the
same type in the same hands, the division of labor
makes the use of machinery and specialized tools
economically worthwhile
f. all of the above

14. Knowledge of the gains derived from the
division of labor fails to explain why 18th Century En-
gland was the first country to experience the Industrial
Revolution.

15. A division-of-labor society represents the
organization of the same total sum of human brain
power in a way that enables it to store and use vastly
more knowledge than would otherwise be possible.

16. The effect of a division-of-labor society
is not only to increase the total of the knowledge that
the same amount of human brain power can store and
use, but also to bring that knowledge up to a progres-
sively rising standard set by the most intelligent mem-
bers of the society.

17. While man always possesses the faculty
of reason, a division-of-labor society is necessary if he
is to use his rationality efficiently in production.

18. The division of labor increases the effi-
ciency with which man is able to apply his mind, his
body, and his nature-given environment to production.

19. The division of labor is an essential pre-
condition for the achievement of a high and steadily
rising productivity of labor.

20. The division of labor is the essential
framework for the ongoing solution of the economic
problem.

21. Whoever, in the words of von Mises, pre-
fers wealth to poverty, and life and health to sickness
and death, is logically obliged to value the existence of
a division-of-labor society and all that it depends on.

22. The widely held notion that life in soci-
ety requires the sacrifice of the individual’s self-inter-
est is 

a. confirmed 
b. refuted

in regard to a division-of-labor society.

23. In a division-of-labor society, the
individual’s material self-interest is served to the ex-
tent that others are secure in their persons and property
from the initiation of force, because they are thereby
enabled to produce more goods which are sold on the
market and available for the individual to buy.

24. In the light of knowledge of the gains
from the division of labor, the ethical principle of re-
spect for the persons and property of others has a basis

in the requirements of the individual serving his own
material self-interest.

25. The division of labor has raised the pro-
ductivity of labor so high that today the average mem-
ber of a division-of-labor society has 

a. both substantial real wealth at his disposal and
substantial leisure in which to enjoy it
b. open to him in no small measure precisely the
kind of life that the ancient Greeks thought could
be enjoyed only by a slave-owning aristocracy
c. both (a) and (b)

26. The claim that a division-of-labor society
is incompatible with the well-rounded development of
the individual, in accordance with the ideals of the Re-
naissance, is contradicted by the fact that it is precisely
in a division-of-labor society that the average worker,
for the first time in all of human history, has the oppor-
tunity of actually becoming something of a Renais-
sance man.

27. A dull job performed for money is less
dull than one performed merely for the sake of a given
physical result, to the extent that the earning of money
makes possible a wide range of choice in what the
work will accomplish for the individual.

28. Even the otherwise most monotonous,
repetitious types of factory work might be given an im-
portant measure of challenge and excitement if it were
possible to perform the work as piecework.

29. The proportion of interesting and chal-
lenging jobs in the economic system has steadily de-
clined with the progress of the division of labor.

30. While it is true that alienation—a sense
of lack of belonging and lack of control in one’s life—
is a growing problem in present-day society, the
wealth and leisure and the resulting education and
level of knowledge that a division-of-labor society
makes possible are powerful forces working against
such feelings.

31. Alienation is a growing problem in pres-
ent-day society

a. because of
b. in spite of 

the existence of the division of labor.

32. In the physical sense,
a. production is man’s alteration of matter in
form or location, in accordance with conscious de-
sign, in order to make the matter thus altered
serve a further purpose
b. a producer is one who effects such alterations
c. a product is matter that has been altered in one
or more of the above ways
d. a product can also be an alteration of matter
that we perceive as essentially unchanged
e. all of the above  

33. Labor is
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a. the means by which man’s mind transmits his
designs and purposes to matter
b. man’s application of his bodily and mental fac-
ulties for the purpose of altering matter and
thereby making it serve a further end
c. both (a) and (b)

34. All production entails the presence of pre-
existing matter, which is to be altered, and whose ulti-
mate source is always nature. 

35. “Land” 
a. is the name which economists have tradition-
ally given to nature’s contribution to production
b. as the term is used by economists, includes
land as we normally think of it, namely, pieces of
ground, plus all the natural resources within it and
all the trees and plants and animals that are natu-
rally present upon it—i.e., present without man’s
intervention
c. embraces bodies of water and their contents,
air, and, eventually no doubt, even outer space, in-
sofar as these things are employed in production
d. all of the above

36. Land and labor together are sometimes re-
ferred to as the original factors of production.

37. The description of land as an original fac-
tor of production can be misleading insofar as man is
responsible for whatever wealth-character it possesses.

38. Products produced are continuously used
up, worn out, or simply deteriorate through the action
of nature, as when they rust or rot.

39. “Consumption,” in its physical sense
means the using up, wearing out, or deterioration both
of products and nature-given goods (such as mineral
deposits).

40. A consumer in the physical sense is one
who uses goods up, wears them out, or in whose pos-
session they deteriorate.

41. Every product produced
a. is subsequently consumed
b. reflects a prior consumption in the process of
its own production
c. both (a) and (b)

42. Recognition that consumption is entailed
in the very process of production itself, led the classi-
cal economists to distinguish between two, and some-
times three, very different kinds of physical
consumption, which they called, respectively, produc-
tive, unproductive, and reproductive consumption.

43. Productive consumption means consump-
tion for the purpose of production.

44. Examples of productive consumption are
a. the consumption of flour and ovens for the pur-
pose of baking bread 
b. the consumption of steel and stamping equip-
ment for the purpose of producing automobiles

c. the consumption of cloth and sewing machines
for the purpose of making clothing
d. all of the above

45. Unproductive consumption is consump-
tion not for the purpose of production. For example,
the eating of bread, the driving of an automobile for
pleasure, the wearing of clothes.

46. Reproductive consumption means that va-
riety of productive consumption in which the product
produced can play the same role in further production
as the goods consumed in its own production, or can
be employed in the production of such products.

47. Examples of reproductive consumption
are

a. the consumption of seed in the production of
wheat
b. the wearing out of trucks in making deliveries
to truck factories
c. the wearing out of oxcarts in the construction
of a railroad
d. the using up of steel in the manufacture of iron
mining equipment and the subsequent wearing out
of the iron mining equipment
e. all of the above

48. The wearing out of oxcarts in the con-
struction of a railroad is reproductive consumption in
that oxcarts and railroads play the same role in produc-
tion, insofar as both are means of transport.

49. In the context of a division-of-labor, mon-
etary economy, in which anything that is used in the
production of a product to be sold can make possible
its own replacement by way of exchange—that is, by
using the sales proceeds its products bring in, to pur-
chase its replacement—the concepts productive con-
sumption and reproductive consumption become
synonymous.

50. Capital goods in the physical sense are
goods productively or reproductively physically con-
sumed. For example, the flour and ovens, steel and
stamping equipment, cloth and sewing machines, and
the seed, trucks, oxcarts, and steel and iron mining
equipment, mentioned above.

51. The aggregate of the capital goods in the
possession of an individual can be described as his cap-
ital. And capital can be defined as wealth reproduc-
tively employed—that is, as wealth employed in the
production of wealth.

52. In the context of a division-of-labor econ-
omy,

a. the concepts capital goods and capital come to
be inseparably connected with the question of
whether or not the goods are purchased, or the
sums of money are expended, for the purpose of
bringing in subsequent sales revenues
b. capital is wealth employed in the earning of
money
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c. both (a) and (b)

53. The supply of capital goods is of vital sig-
nificance to production because it is a major determi-
nant of the productivity of labor—i.e., the output per
unit of labor. A larger supply of capital goods per ca-
pita operates to raise the productivity of labor, and a
smaller supply to reduce it. 

54. More capital goods make it possible to
produce not only more of various products, but prod-
ucts whose production would otherwise be completely
impossible. For example, while a plow enables a
farmer to grow more food than he could grow without
it, a furnace of some sort is necessary in order to
produce any steel at all. 

55. A growing or improving supply of capital
goods is indispensable to the adoption of more ad-
vanced technologies and to the continuing rise in the
productivity of labor.

56. Because capital goods undergo produc-
tive consumption, it follows that in order to 

a. maintain the supply of capital goods, a propor-
tion of production must be devoted to their pro-
duction at least sufficient to offset their productive
consumption, which proportion can be termed the
maintenance proportion
b. have capital accumulation, the proportion of
production devoted to the production of capital
goods must be greater than the maintenance pro-
portion
c. both (a) and (b)

57. The existence of division of labor oper-
ates to raise the productivity of labor in large measure
by virtue of increasing the supply of capital goods per
capita.

58. The increase in the supply of capital
goods is the effect of division of labor in all the ways
that it serves to increase production and insofar as the
products are capital goods. 

59. Capital accumulation depends on 
a. the proportion of total production in which cap-
ital goods are produced 
b. the general efficiency with which labor and ex-
isting capital goods are used in production
c. both (a) and (b)

60. Greater efficiency in the utilization of
labor and existing capital goods serves to increase the
supply of capital goods because it

a. results in a larger total product, including a
larger supply of capital goods for any given pro-
portion of productive effort devoted to the produc-
tion of capital goods
b. serves to reduce the proportion of production
required for the replacement of capital goods and
to make possible capital accumulation with a rela-

tive concentration on the production of capital
goods that was previously sufficient only to main-
tain the supply of capital goods, 
c. serves increase the rate of capital accumulation
to whatever extent an economic system was al-
ready devoting to the production of capital goods
a larger proportion of its efforts than was required
for the mere replacement of capital goods
d. all of the above

The following is a six-part question. 

A self-sufficient farmer must consume 1 bushel of
seed in order to grow 2 bushels of crop, from which he
obtains replacement seed.

61. Calculate the farmer’s maintenance pro-
portion.

62. Calculate the supply of capital goods
(seed) that the farmer will produce if he devotes 50
percent of his productive effort to the production of
seed.

63. Calculate the supply of capital goods
(seed) that the farmer will produce if he devotes 60
percent of his productive effort to the production of
seed.

64. Calculate the farmer’s maintenance pro-
portion if he increases his efficiency and can now pro-
duce 3 bushels of crop instead of 2, with the same
labor and seed.

65. Calculate the supply of capital goods
(seed) that the farmer will now produce if he devotes
50 percent of his productive effort to the production of
seed.

66. Production with capital goods always rep-
resents an indirect, more time-consuming process of
production as compared to production without capital
goods because labor must first be applied to the pro-
duction of the capital goods and only then to the pro-
duction of consumers’ goods.

67. The greater lapse of time between the per-
formance of labor and the achievement of its ultimate
result, when capital goods must first be produced, is
well compensated for by the larger size of the product
and by the fact that in many cases products of the
same kind could simply not be obtained otherwise.

68. The division of labor is intimately bound
up with the question of the time factor involved in pro-
duction insofar as one group of workers begins its pro-
duction with capital goods produced by previous
groups of workers. Such temporal succession in the
stages of division of labor can be described as the divi-
sion of labor in its vertical aspect.
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                                          Answers to Questions 1-68 on Chapter 4                                         29 

Correct Correct 
Question # Answer Question # Answer

1 T 35 d
2 T 36 T
3 c 37 T
4 T 38 T
5 T 39 T
6 T 40 T
7 T 41 c
8 b 42 T
9 T 43 T
10 d 44 d
11 T 45 T
12 d 46 T
13 f 47 e
14 F 48 T
15 T 49 T
16 T 50 T
17 T 51 T
18 T 52 c
19 T 53 T
20 T 54 T
21 T 55 T
22 b 56 c
23 T 57 T
24 T 58 T
25 c 59 c
26 T 60 d
27 T 61 50%
28 T 62 1 bu.
29 F 63 1.2 bu
30 T 64 33.33%
31 b 65 1.5 bu.
32 e 66 T
33 c 67 T
34 T 68 T
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                                                                        CHAPTER 5. Part A,                                                           31   

DEPENDENCE OF THE DIVISION OF LABOR ON CAPITALISM

1. In a division-of-labor society, each person
benefits from the fact that other people possess knowl-
edge which he does not, and an intelligence separate
from and often greater than his own.

2. The knowledge and intelligence of others
enter into the productive process and thus enable the
individual to obtain goods and services for the produc-
tion of which his own knowledge and intelligence
would be insufficient. 

3. The benefits the individual derives from
others in the division of labor requires that others be
able to acquire and apply their knowledge on their
own initiative, without having to await his orders, ap-
proval, or permission, which, in the nature of the case,
he would be unable to give in any rational way, since
he necessarily lacks the knowledge that would be re-
quired to do so.

The following is a nine-part question.

4. Private ownership of the means of produc-
tion is the most fundamental of the institutions of capi-
talism. It underlies a division-of-labor society in a
direct way and in a variety of indirect ways.

5. The direct dependence of the division of
labor on private ownership of the means of production
is based on the nature of the gains provided by the divi-
sion of labor, in particular, the gains derived under the
head of “the multiplication of knowledge” and “the
benefit from the existence of geniuses.”

6. The gains from the multiplication of
knowledge that the division of labor provides results
from the fact that different individuals know different
things about production, and yet the totality of all their
separate knowledge enters into the productive process
and benefits all who consume the products that result.

7. The gains from the existence of geniuses
that the division of labor provides results from the fact
that different individuals have different degrees of in-
telligence and that the intelligence of all enters into the
productive process and serves to benefit everyone who
consumes the products.

8. Both the multiplication of knowledge and
the gains from the existence of geniuses that the divi-
sion of labor provides derive from the fact that individ-
uals possess separate, independent minds and think
and hold knowledge separately and independently
from one another.

9. The fact that individuals think and hold
knowledge separately and independently from one an-
other requires that they be able to act and produce sep-
arately and independently from one another. If they

could not, then those with knowledge would be in
thrall to those who lacked knowledge and those with
greater intelligence would be in thrall to those of lesser
intelligence.

10. Since action and production require the
use of material means of action and production if they
are to achieve any significant or substantial results, the
need for separate, independent action and production
implies a need for separate, independent holdings of
wealth and capital, i.e., a need for private property and
private ownership of the means of production.

11. By the nature of the leading benefits it
provides, namely, the multiplication of knowledge and
the gains from the existence of geniuses, a division-of-
labor society depends on the institution of private prop-
erty and private ownership of the means of production.

12. Private property and private ownership of
the means of production are fundamental and essential
to a division-of-labor society because the separate, in-
dependent thinking and acting of individuals is funda-
mental and essential to it, and because they are the
material requirement of such separate, independent
thinking and acting.

13. The existence of numerous medium and
large-sized business enterprises, in which large num-
bers of individual wage earners successfully produce
under the direction of businessmen and capitalists

a. refutes the claim that separate, independent
production is necessary to the existence of the di-
vision of labor, since in these important cases it
does not exist
b. is consistent with the claim that separate, inde-
pendent production is necessary to the existence
of the division of labor, because the formation and
extent of all business enterprises is itself the prod-
uct of the separate, independent thinking and act-
ing of all the individual participants—e.g., the
individual stockholders decide the extent to which
it is advantageous to pool their capitals and em-
ploy other people; the individual wage earners de-
cide the extent to which working for such an
enterprise is to their advantage compared with
working on their own, as businessmen, and with
working for any other such enterprise
c. both (a) and (b)

14. In placing ownership of the means of pro-
duction under government control, and thereby pre-
cluding separate, independent production and the
benefits of separate, independent minds driving the
productive process, socialism and collectivism destroy
the foundation on which rest the most important gains
from the division of labor and are thus fundamentally
incompatibile with a division-of-labor society.
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15. As expressed in the phrase “central plan-
ning,” which is an essential characteristic of its opera-
tion, socialism and collectivism require that

a. the whole of society function as one, indivisi-
ble unit in the conduct of the economic system
b. every citizen or, as a minimum, the Supreme
Dictator and the other members of the Central
Planning Board know every significant fact per-
taining to production anywhere in the economic
system
c. both (a) and (b)

16. In order for a socialist system to be oper-
ated democratically,

a. it would be necessary that the voters decide
such questions as whether a new steel mill should
be built in Gary, Indiana, or somewhere else; what
kind of steel mill it should be; how large it should
be; and so on
b. in the face of hundreds or thousands of such
questions arising every day, the voters would have
to devote their lives to nothing else, and still they
would be almost entirely ignorant about the mat-
ters raised in each case
c. both (a) and (b)

17. Any democratic decision making under
socialism would necessarily quickly give way to deci-
sion making by a narrow group of government
offials—the Central Planning Board.

18. Central planning even by a board of ex-
perts is actually impossible, because of its requirement
that a single mind be able to know and work with
every significant fact pertaining to production any-
where in the economic system.

19. Socialism in fact does not represent any
form of coordinated central planning, but always lim-
ited, partial planning, which is all that any human
mind is capable of accomplishing.

20. The necessarily limited, partial plans of
socialism again and again turn out to be mutually con-
tradictory, because of the lack of ability to oversee
them all and thus to coordinatate and harmonize them.
Thus, for example, separate plans are made by differ-
ent authorities that presuppose the use of one and the
same supplies of means of production, with the result
that the success of one plan necessitates the failure of
others. 

21. Economic planning under capitalism ex-
ists

a. to the extent that the government becomes in-
volved in economic decision making and thus in-
troduces planning
b. insofar as businessmen, investors, wage earn-
ers, and consumers think about courses of action
they expect to be profitable or otherwise benefi-
cial to them and decide to follow the pattern of be-
havior that their thinking indicates 

22. Capitalism is characterized by economic
planning on the part of all of the individual partici-
pants in the economic system—businessmen, invest-
ors, wage earners, and consumers.

23. Economic planning is present under capi-
talism when 

a. a consumer plans to buy a home or automobile
or new clothes or change his diet
b. a wage earner plans to change his job or learn
a new skill or do his work in a different geographi-
cal area
c. a businessman plans to introduce a new prod-
uct, or retire an existing product, build up his in-
ventory or run it down, hire workers, or discharge
workers, open or close a branch, change his meth-
ods of production or keep them the same
d. all of the above

24. Economic planning under capitalism
a. exists and is all pervasive
b. routinely takes place on the part of all partici-
pants in the economic system
c. is based on a consideration of prices in the
form of costs or revenue or income
d. all of the above

25. The prices on which economic planning
under capitalism is based make possible economic cal-
culations, which provide a standard of action for the
planner under capitalism, which is, other things being
equal, buy what costs the least and do what earns the
most.

26. The standard of action described in the
previous question is objective in the light of one’s de-
sire to obtain more wealth, since buying any given
thing for less releases funds that make additional pur-
chases possible, and earning more provides additional
funds for additional purchases.

27. Prices serve to coordinate and harmonize
the plans of each individual under capitalism with the
plans of all other individuals in the economic system.

28. When a student changes his career plan
from actor to accountant on the basis of the difference
in income he can expect to earn, the change signifies
making his career plan coordinate better with the plans
of his fellow citizens, whose plans—as manifested in
what they are willing to spend their money for—call
much more for the kind of services he is likely to be
able to provide as an accountant than for the kind of
services he is likely to be able to provide as an actor. 

29. When a prospective home buyer changes
his plan concerning which neighborhood to live in on
the basis of the difference in home prices, he is adjust-
ing his housing plan to the housing plans of others, in-
asmuch as it is the plans of others willing and able to
pay more to live in certain neighborhoods, and less to
live in certain others, that determine the relative hous-
ing prices confronting our home buyer.
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30. When a business changes its plan con-
cerning product lines, methods and locations of pro-
duction, or any other aspect of its activities in response
to profit-and-loss calculations, it is changing its plan in
response to changes in the plans of others. This is be-
cause it is the plans of its prospective customers, of all
competing sellers of its goods, and of all other buyers
of the means of production it uses or otherwise de-
pends on, that enter into the formation of the prices de-
termining the revenues and costs of any business firm
and thus what it finds profitable or unprofitable to pro-
duce.

31. Use of the expression “economic plan-
ning” as a synonym for government planning ignores
the massive planning of all of one’s fellow citizens
and is thus an insult to them.

32. The price system is what makes possible
the division of the intellectual labor required in the pro-
cess of economic planning, in that it coordinates and
harmonizes all the various separate, partial plans of the
multitudes of different individual planners under capi-
talism.

33. Capitalism is
a. an anarchy of production
b. a thoroughly planned economic system, one
which is planned on the basis of the thinking and
values of all of the participants in the economic
system

34. The price system rests on the profit mo-
tive and the freedom of competition.

35. Operating in conjunction with one an-
other, the profit motive and the freedom of competi-
tion are the elements that 

a. drive and regulate the price system
b. determine the formation of all individual prices
c. bring about the integration of all individual
prices into a system of prices that coordinates and
harmonizes the activities of all participants in the
economic system
d. all of the above

36. The text promises to show that the profit
motive

a. provides powerful incentives for the steady ex-
pansion and improvement of production
b. operates to keep the relative size of all the vari-
ous industries and occupations in proper balance
c. makes production accord with the will of the
ultimate buyers—the consumers
d. ensures that the production of each individual
good takes place in a way that is maximally con-
ducive to production in the rest of the economic
system
e. balances the demand and supply of each prod-
uct and ensures the most rational and efficient dis-
tribution of each product over space and time
among all the markets that compete for it
f. all of the above

37. The text promises to show that the profit
motive 

a. ensures the delivery of each product into the
hands of those individuals who, within the limits
of their wealth and income, need or desire it the
most
b. ensures the most rational and efficient alloca-
tion of capital and of every type of labor and mate-
rial among its possible alternative uses
c. makes the economic system respond to
changes in economic conditions in the most ratio-
nal and efficient manner possible
d. creates economic order and harmony out of the
activities of all the different individuals who com-
prise the economic system
e. is what enables capitalism to be an economic
system that is rationally and cohesively planned
by each and every individual who participates in it
f. all of the above

38. The profit motive is what prevents any
sort of “anarchy of production.”

39. In seeking to serve his financial self-inter-
est,

a. every seller under capitalism must be aware
that there are other sellers or potential sellers who
might sell to his customers and thus that he must
accordingly limit the prices he asks
b. every buyer under capitalism must be aware
that there are other buyers or potential buyers who
might buy from his suppliers and thus that he
must set the prices he offers accordingly
c. in the above ways, competition and the free-
dom of competition are the built-in regulator
which provide the essential context in which the
profit motive operates
d. all of the above

40. While the price system vitally depends
on the profit motive and the freedom of competition,
they in turn depend on the institution of private owner-
ship of the means of production.

41. Private ownership of the means of pro-
duction

a. is what makes the profit motive operative in
the formation of prices, the prices both of means
of production and of products
b. underlies the very existence of the incentives
of profit and loss, in that it is private property,
above all in the form of private ownership of the
means of production, that is the substance of what
is gained or lost by producers
c. both (a) and (b)

42. Private ownership of the means of pro-
duction underlies the existence of the incentives of
profit and loss, because without the ability to accumu-
late holdings of private property, there would be noth-
ing for producers to
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a. gain except the ability to enlarge their immedi-
ate consumption
b. lose, because losses can be losses only of pre-
existing property
c. both (a) and (b)

43. With private ownership of the means of
production there is not only the incentive of profit and
loss to use the means of production profitably but also
the fact that an individual’s control over the means of
production is increased or decreased to the extent that
he uses them profitably or unprofitably.

44. An individual’s control over the means of
production is increased or decreased to the extent that
he uses them profitably or unprofitably because

a. those owners who use the means of production
profitably are in a position to save and reinvest, in
proportion to the extent of their profits and
thereby to enlarge their control over the means of
production
b. those owners of the means of production who
suffer losses correspondingly lose control over the
means of production, inasmuch as their losses
mean that their sales proceeds are less than their
initial outlays and thus that they lack the funds to
replace the means of production with which they
began
c. both (a) and (b)

45. Private ownership of the means of pro-
duction is what

a. gives the profit motive its substance and
strength
b. enables the profit motive both to be operative
in the formation of the prices of means of produc-
tion and products and to direct the use of the
means of production
c. enables success or failure in earning profits to
determine the extent of one’s control over means
of production in the future
d. gives the profit motive virtually all of its eco-
nomic influence
e. all of the above

46. Private ownership of the means of pro-
duction underlies economic competition, in that eco-
nomic competition presupposes separate, independent
producers, who, in order to be separate and indepen-
dent, must hold the wealth they use in production sepa-
rately and independently from one another, i.e., as
private property.

47. Competition among producers presup-
poses private ownership of the means of production. 

48. The freedom of competition, like virtu-
ally all other freedoms, is an aspect of property rights:
it is the freedom of owners of means of production to
employ their means of production in any branch of in-
dustry they choose.

49. In addition to its dependence on the
profit motive and freedom of competition, the price

system, also depends on the institutions of exchange
and money. 

50. The very phenomenon of exchange pre-
supposes the separate ownership of the things ex-
changed. Exchange is a mutual transfer of property
between two parties, with the property of each being
given as the condition of receiving the property of the
other.

51. Prices are sums of money exchanged for
units of goods or services. 

52. A collectivist monopoly on production,
which is the essence of socialism, is incompatible with
the means of production being exchanged or, there-
fore, having prices.

53. Under socialism, capital goods cannot be
bought or sold because all capital goods are owned by
the same party: the state.

54. A leading purpose of socialism is sup-
posed to be the removal of labor from the status of a
commodity that is bought and sold in the market; and,
indeed, labor cannot be bought and sold under social-
ism except on the terms arbitrarily dictated by a univer-
sal monopoly employer: the state, which would imply
wages at the level of minimum subsistence.

55. Private ownership of the means of pro-
duction is essential for the existence of markets for
capital goods and of competitive markets for labor. It
is thus essential for the existence of market prices of
the means of production.

The following is a five-part question.

56. The price system depends on the institu-
tion of saving and capital accumulation, in that the
prices of the means of production are not paid by the
consumers, who purchase only the ultimate final prod-
ucts, but by businessmen. 

57. All the materials and supplies, all the
tools, equipment, and labor services used in produc-
tion are purchased and paid for by businessmen, al-
most entirely out of accumulated capital, not by the
ultimate consumers out of consumption spending.

58. True answers to the two preceding ques-
tions imply that the prices of the means of production
depend on saving and capital accumulation.

59. In order for people to save and accumu-
late capital, to improve the productive property at their
disposal in any way, or even just to maintain it, they
must have the expectation of benefiting from such ac-
tion. They can rationally have that expectation only if
that wealth—those means of production—are securely
their private property.

60. Saving and capital accumulation vitally
depend on the institution of private ownership of the
means of production and its security. Where property
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is insecure, there is little or no saving and capital accu-
mulation. 

61. The price system depends on the institu-
tion of private ownership of the means of production
through its dependence on

a. the profit motive
b. competition
c. exchange and money
d. saving and capital accumulation
e. all of the above 

62. The institution of private ownership of
the means of production underlies

a. the profit motive
b. competition
c. exchange and money
d. saving and capital accumulation
e. the price system
f. all of the above

63. Saving and capital accumulation are nec-
essary to the existence of a division-of-labor-society
because

a. they are necessary to the production of all
goods whose production requires more time than
elapses between two meals
b. in raising the productivity of labor in the pro-
duction of food and other vital necessities, they
make possible the release of labor for the produc-
tion of other goods and thus the development of
the division of labor
c. they make possible a “division of payments”
d. all of the above

64. The “division of payments” 
a. refers to the fact that instead of payments
being made only at the end of a process of produc-
tion, by the ultimate consumers, they are made at
points along the way, within relatively short peri-
ods of time after the producers at any given stage
of production have completed their specific work
b. is illustrated by the fact that autoworkers are
paid within one or two weeks after the start of
their labor, and the producers of the steel and
other capital goods that go into automobiles are
usually paid within a month or two of their ship-
ment of those capital goods, even though the con-
sumers of automobiles may not complete payment
for their cars for as long as five years
c. both (a) and (b)

65. It is not uncommon for cases to exist in
which labor must be performed decades or generations
before the ultimate final products appear—for exam-
ple, the case of workers building a factory to produce
construction equipment used in the construction of fur-
ther factories.

66. The division of payments and thus saving
and capital accumulation are vital to the existence of
the division of labor in its vertical aspect (the aspect of

temporal succession in the process of production),
since without them producers whose work is temporar-
ily far removed from the payment by the ultimate con-
sumers would simply be unable to produce such
products because the waiting time for payment would
be too long.

67. In a division-of-labor society exchange
must exist on a massive scale and be a central feature
of economic life because

a. each product originates in a huge concentra-
tion in the hands of a relatively small number of
producers and must be brought into the hands of a
vast number of consumers
b. exchange is the mechanism by means of which
the movement of goods from producer to con-
sumer is accomplished 
c. both (a) and (b)

68. A division-of-labor society depends spe-
cifically on monetary exchange

a. in order to overcome the barriers to exchange
that would otherwise exist on account of the com-
mon absence of a “double coincidence of wants”
b. because of the necessity of monetary calcula-
tions to serve as a guide to production
c. both (a) and (b)

69. The absence of money would mean that
in order to live, people would either have to them-
selves be farmers or produce the kinds of goods or ser-
vices frequently sought by farmers, such as the
services of blacksmiths.

70. In the light of its essential role in making
possible the existence of a division-of-labor society, it
makes sense to claim that “money is the root of all
evil.”

71. A major source of the gains from the divi-
sion of labor is that the production of everything tends
to be carried on by those who are able to do it best.
Economic competition is the process of establishing
who is able to produce things best.

72. Economic competition is the process of
determining the organization of a division-of-labor so-
ciety with respect to the choice of 

a. persons for occupations—for example, who
will be company president and who will be janitor
b. which products will serve which markets and
to what extent
c. which technological methods of producing any
given product will be employed and to what extent
d. all of the above

73. Economic competition is
a. essentially an antisocial phenomenon, repre-
senting conflict, and more akin to combat than to
social cooperation
b. the mechanism for organizing and improving
the efficiency of the process of social cooperation,
which the division of labor represents
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74. The freedom of competition, i.e., the free-
dom to gain the customers of others by means of offer-
ing better and/or less expensive goods or services,
including goods or serivices that others may have cho-
sen temporarily not to offer, serves to safeguard a divi-
sion-of-labor society from possible extortion by the
members of individual vital industries.

75. Prohibiting the use of strikebreakers, ei-
ther by law or by private intimidation, is a violation of
the freedom of competition.

76. Economic inequality is a virtually inevita-
ble result of economic freedom in that individuals are
not all equally intelligent, talented, or otherwise capa-
ble, and not all equally lucky, and thus, while all try-
ing to succeed, will almost certainly succeed to
unequal degrees.

77. The imposition of economic equality rep-
resents the destruction of the individual’s ability to re-
gard himself as a causal agent because it divides the
otherwise significant effects he is able to cause by a de-
nominator equal to the number of equal sharers and
thus correspondingly reduces the effect remaining to
him. For example, a man capable, by doubling his ef-
forts, of doubling the income he earns, is able to expe-
rience only one one-thousandth of that doublng if he
must share it with 999 others, and is able to experience
only one one-millionth of it if he must share it with
999,999 others.

78. The imposition of economic equality rep-
resents the destruction of the individual’s perception
of the cost of his actions, because that cost is divided
over a large group, possibly millions or even billions
of people, and correspondingly reduces the cost to the
individual concerned.

79. Assume that a quadruple-bypass opera-
tion costs $100,000 but will be paid for by Medicare
and thus by the taxes of perhaps 100 million American
taxpayers. Calculate the cost of the operation to the in-
dividual taxpayer, including the recipient of the opera-
tion.

The following is a six-part question.

Mr. A can assemble 20 units of a product in an
hour and must be paid $10 per hour. Mr. B, who
is much less capable than Mr. A, can manage to as-
semble only 10 units of the same product in a
hour, but need by paid only $4 per hour. 

80. Calculate the unit labor cost that results
from employing Mr. A.

81. Calculate the unit labor cost that results
from employing Mr. B.

82. Use the letter A or B, indicate which of
these two individuals it would be more economical to
employ in terms of unit labor cost.

Now assume that the government’s minimum wage,
which previously had been $3.75 per hour is raised to
$5.25 per hour.

83. Calculate the unit labor cost of employ-
ing Mr. B at $5.25 per hour.

84. Again using the letter A or B, indicate
which of these two individuals it would now be more
economical to employ in the terms of unit labor cost
and be in compliance with the minimum wage law.

85. The minimum wage law in the above ex-
ample operates in the material self-interest of Mr. B,
because it enables him to earn more money than be-
fore.

86. Economic inequality enables less capable
individuals to compete with, and even outcompete,
more capable individuals by means of accepting in-
comes that are lower in greater proportion than is their
relative productivity.

87. The forcible elimination or reduction of
economic inequality serves to deprive less capable in-
dividuals of the ability to successfully compete.

88. Relatively high incomes have no signifi-
cant association with relatively high rates of saving out
of income.

CHAPTER 5, PART B. 

ELEMENTS OF PRICE THEORY: DEMAND, SUPPLY, AND COST OF PRODUCTION

89. In classical economics the concepts de-
mand and supply refer to schedules of price and quan-
tity and, when diagrammed, to curves showing
quantitites demanded or supplied at varying prices ar-
ranged in descending or ascending order.

90. In contemporary economics, the concepts
demand and supply  refer respectively to an amount of

expenditure of money and a quantity of a good or ser-
vice put up for sale and sold.

91. The law of demand states that, other
things being equal, the quantity of a good demanded is
greater at a lower price and smaller at a higher price.

92. At the level of the economic system as a
whole, the law of demand follows directly from the
fact that the need and desire for wealth has no limit
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and that a fall in the prices of goods and services is all
that is necessary to enable any given expenditure of
money to purchase a larger quantity of goods and ser-
vices.

93. The law of demand exists because of the
operation of

a. the law of diminishing marginal utility
b. the substitution effect
c. the income effect
d. all of the above

94. According to the substitution effect, a
change in the price of a given good, while the prices of
its substitutes remain unchanged, has the effect of shift-
ing expenditures to it, if the change in price is in the
downward direction, and away from it if the change in
price is in the upward direction, because of the implicit
change in the good’s competitive position vis-a-vis its
substitutes. 

95. According to the income effect, to the ex-
tent that people were already prepared to buy a given
quantity of a good at a definite price, the effect of a
lower price is to enable them to buy that same quantity
for a smaller expenditure of money, which is equiva-
lent to the generation of additional income and thus
gives rise to an increase in the quantity of the good de-
manded equivalent to the increase that would result
from an equivalent increase in income.

96. The marginal utility of every unit of a
good that is purchased must exceed its price, if people
are to buy it. A fall in price serves to put the price
below the marginal utility of additional units and thus
to increase the quantity of the good demanded.

97. Other things being equal, a change in
price causes a 

a. change in demand
b. change in quantity demanded along one and
the same demand curve

98. A rise in price reduces
a. demand and thus reduces price
b. quantity demanded

99. Changes in the demand for a good are
caused by changes in the price of the good.

100. Changes in the demand for a good are
caused by changes in 

a. the prices of other goods
b. tastes and preferences
c. the quantity of money
d. money incomes
e. the size and composition of the population
f. the state of technology
g. all of the above

101. Complementary goods are goods that
must be employed together in order to produce the de-
sired product or outcome. Cigarettes and matches, beer

and pretzels, automobiles and gasoline, the services of
carpenters and electicians, are all examples.

102. A rise in the price of a complementary
good operates to decrease the demand for the other
complementary goods. 

103. A rise in the wage rates of bricklayers is
in the interest of electricians and carpenters, because
all wage earners have the same interests.

104. The elasticity of demand refers to the de-
gree of increase or decrease in quantity demanded in
response to a change in price.

The following is multi-part question.

A fall in price results in an increase in quantity de-
manded, and a rise in price results in a decrease in
quantity demanded.

105. In order for the demand to be elastic, the
change in quantity demanded must outweigh the
change in price, as shown by the total expenditure to
buy the item (or, equivalently, the total revenue re-
ceived from the sale of the item) increasing when the
price decreases and decreasing when the price in-
creases.

106. In order for the demand to be inelastic, the
change in price must outweigh the change in quantity
demanded, as shown by the total expenditure to buy
the item (or, equivalently, the total revenue received
from the sale of the item) decreasing when the price
decreases and increasing when the price increases.

107. The type of demand that is on the bor-
derline, between elasticity and inelasticity is the unit
elastic demand, whose essential characteristic is the
constancy of total expenditure/total revenue, which re-
sults from the changes in quantity demanded being in
precise inverse proportion to changes in price.

The following is a four-part question. 

108. With a unit elastic demand, when price
doubles, quantity demanded halves. When price
halves, quantity demanded doubles.

109. Calculate the effect on quantity de-
manded when price increases by ten percent.

110. Calculate the effect on quantity de-
manded when price declines by twenty-five percent.

111. Calculate the effect on quantity de-
manded when price declines by ninety percent.

112. A mathematical definition of elasticity
is the percentage change in quantity demanded divided
by the percentage change in price.

113. Cases of close substitutes and luxury
goods represent examples of demands that are likely to
be elastic.
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114. A fall in the price of a good that is a
good substitute for other goods is likely to increase the
amount of money spent to buy it, because buyers will
shift funds to its purchase from the purchase of substi-
tutes whose price has not fallen.

115. A fall in the price of a luxury good that
is widely desired will result in an increase in the
amount of money spent to buy that good, to the extent
that the lower price makes it affordable by greater
numbers of individuals and thus opens up a mass mar-
ket.

116. Cases of poor substitutes and necessities
represent examples of demands that are likely to be in-
elastic.

117. Economy-wide, aggregate demand is
the leading example of a unit elastic demand, because
total expenditure for goods and services is determined
by the quantity of money in the economic system and
thus can be taken as given in the face of supply and
price changes.

118. In the case of the demand for an individ-
ual good, total expenditure cannot be taken as given
because changes in the supply and price of any given
good affect its compeititive position vis-a-vis other
goods and thus the amount of money spent to buy it.
Hence, the concept of unit elasticity has little or no ac-
tual application at the level of the individual good.

119. The concept of elasticity of demand
helps to explain how labor-saving machinery some-
times results in the employment of fewer workers in
an industry and other times in the employment of more
workers in an industry.

120. Labor saving improvements in agricul-
ture should be expected to result in 

a. more
b. less

employment in agriculture.

121. Labor saving improvements in au-
tomobilies and personal computers s for the most part
have resulted in

a. more
b. less

employment in those industries.

122. Labor saving improvements in indus-
tries with an inelastic demand result in

a. unemployment both in such industries and in
the economic system as a whole
b. make labor available to produce more of the
goods and services people are now enabled to buy
with the money they save as the result of the fall
in prices in the industries with inelastic demands

123. Labor-saving improvements in agricul-
ture have been a major source of the rising demand for
goods and services throughout the rest of the economic
system.

124. Suppose that successive price reduc-
tions reduce total revenue. The supplier faces a de-
mand curve that is, in this region:

a. price elastic
b. unitary elastic
c. infinitely price elastic
d. of indeterminate elasticity
e. price inelastic

125. If demand is price elastic within the rele-
vant price range, then total revenue: 

a. will rise with a fall in price
b. will fall with a fall in price
c. will remain constant with a fall in price
d. may either rise or fall with a fall in price
e. will rise if price is greater than $1, but fall if
price is less than $1

126. If demand is relatively price inelastic: 
a. a 1 percent increase in price evokes a less than
1 percent decrease in quantity demanded
b. a 1 percent increase in price evokes a larger
than 1 percent decrease in quantity demanded 
c. a 1 percent decrease in price evokes a larger
than 1 percent increase in quantity demanded 
d. a 1 percent decrease or increase in price in-
duces no change in total revenue
e. none of the above

127. In cases in which a seller need not
worry about competition, say, because he has a patent
or copyright, or trade secret, the concept of elasticity
of demand can help to explain the effect on his profits
of charging a higher or lower price.

128. Elasticity remains constant over the en-
tire length of the same demand curve.

129. Supply curves typically slope upward
and to the right. 

130. In a modern division-of-labor economy,
a major reason for the upward slope of supply curves
is the increasing marginal utility of the diminishing
supplies that remain to sellers as they increase their
sales volume.

131. The law of diminishing returns is usu-
ally not relevant to upward sloping supply curves in
the short run.

132. The basic case with respect to supply is
that of a given stock available for sale, which is repre-
sented by a vertical line reflecting a given quantity that
sellers are prepared to sell at the best price they can ob-
tain. In this case, upward sloping supply curves are
nevertheless present in partial markets, where they re-
flect the competition of the buyers in other partial mar-
kets for the limited supplies.

133. At any given time, the overall supply of
wheat, crude oil, gasoline, skilled or unskilled labor,
and many other things is simply a given fact and can
be depicted by a vertical supply curve. Nevertheless,
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any given partial market for such an item can be more
fully supplied by drawing supplies away from other
such partial markets. To do so, however, it is neces-
sary to “ride up” the demand curves in those markets,
and this is what creates the upward slope of the supply
curve in the given partial market.

134. In cases such as manufacturing and re-
tailing, in which the quantity supplied is not a given
fact but actually depends, within broad limits, on the
quantity demanded, the seeming determination of
price by supply and demand curves actually represents
determination of price on the basis of cost of produc-
tion. But the prices that constitute the costs are directly
or indirectly determined by supply and demand.

135. Supply and demand curves are intellec-
tual constructs based on logical deduction from true
premises under the assumption of all other things
being equal. In the real world, however, the “other
things” do not remain equal, and supply and demand
curves are therefore constantly changing and thus do
not present themselves in a way that would enable us
to observe the various individual points that make up
such a curve. What we actually observe are continu-
ally changing intersection points of continually chang-
ing demand and supply curves, not points on any given
demand or supply curve.

136. It is incorrect to try to derive supply and
demand curves by observing changes in price and
quantities demanded and supplied over time.

137. Cases in which both prices and quanti-
ties demanded rise over time 

a. contradict the law of demand
b. reflect increases in demand and are consistent
with quantities demanded having risen still more
if prices had not risen or had risen less 

The precise formula for calculating elasticity of de-
mand is:

ED = 

(Q2 − Q1)
(Q1 +Q2)

2
 

all divided by

(P2 −P1)
(P1 + P2)

2

Use this formula to answer the following two
questions:

138. If at a price of $10, quantity bought will
be 5400 per day, and at $15, quantity bought will be
4600 per day, then the price elasticity of demand is ap-
proximately: 

a. 0.2
b. 0.4
c. 0.6
d. 2.5
e. 6.0

139. If at a price of $8, the quantity of movie
tickets bought will be 3300 per day, and at $12, the
ticket quantity bought will be 2700 per day, then the
price elasticity of demand for movie tickets is approxi-
mately: 

a. 0.4 
b. 0.5 
c. 0.7 
d. 2.0 
e. 2.5
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40                                                Answers to Questions 1-139 on Chapter 5                                                

Correct Correct Correct Correct
Question #  Answer Question #  Answer Question #  Answer Question #  Answer

1 T 36 f 71 T 106 T
2 T 37 f 72 d 107 T
3 T 38 T 73 b 108 T
4 T 39 d 74 T 109 10/11
5 T 40 T 75 T 110 4/3
6 T 41 c 76 T 111 10
7 T 42 c 77 T 112 T
8 T 43 T 78 T 113 T
9 T 44 c 79 .1 cent 114 T

10 T 45 e 80 50 cents 115 T
11 T 46 T 81 40 cents 116 T
12 T 47 T 82 b 117 T
13 b 48 T 83 52.5 cents 118 T
14 T 49 T 84 a 119 T
15 c 50 T 85 F 120 b
16 c 51 T 86 T 121 a
17 T 52 T 87 T 122 b
18 T 53 T 88 F 123 T
19 T 54 T 89 F 124 e
20 T 55 T 90 F 125 a
21 b 56 T 91 T 126 a
22 T 57 T 92 T 127 T
23 d 58 T 93 d 128 F
24 d 59 T 94 T 129 T
25 T 60 T 95 T 130 F
26 T 61 e 96 T 131 T
27 T 62 f 97 b 132 T
28 T 63 d 98 b 133 T
29 T 64 c 99 F 134 T
30 T 65 T 100 g 135 T
31 T 66 T 101 T 136 T
32 T 67 c 102 T 137 b
33 b 68 c 103 F 138 b
34 T 69 T 104 T 139 b
35 d 70 F 105 T



 CHAPTER 6. DEPENDENCE OF THE DIVISION OF LABOR ON CAPITALISM II:
THE PRICE SYSTEM AND ECONOMIC COORDINATION

PART A. UNIFORMITY PRINCIPLES 

1. The uniformity-of-profit principle states
that there is a tendency toward an equalization of
profit margins throughout the economic system.

2. The uniformity-of-profit principle states
that there is a tendency toward the equalization of the
rate of profit (rate of return) on capital invested
throughout the economic system.

3. The achievement, throughout the eco-
nomic system, of a uniform rate of profit on capital in-
vested is consistent with the existence of permanently
unequal profit margins counterbalanced by perma-
nently unequal capital turnover ratios.

4. Assume that supermarkets have profit mar-
gins of 2 percent, automobile companies 10 percent,
and electric utilities 20 percent. If the ratio of sales rev-
enues to capital invested (i.e., capital turnover ratio) is
5:1 for supermarkets, 1:1 for auto companies, and 1:2
for electic utilities, calculate the respective rates of
profit on capital invested for

a. supermarkets
b. automobile companies
c. electric utilities

5. The existence of unequal rates of profit in
the various branches of production

a. creates incentives for the investment of addi-
tional capital in the industries earning above-aver-
age rates of profit and for the withdrawal of
capital from industries earning below-average
rates of profit
b. the effect of the investment of additional capi-
tal in the industries earning above-average rates of
profit is to increase the supply of products they
produce and thus to reduce the selling prices,
profit margins and rates of profit of those indus-
tries
c. the effect of the withdrawal of capital from the
industries earning below-average rates of profit is
to reduce the supply of products they produce and
thus to raise the selling prices, profit margins, and
rates of profit of those industries
d. all of the above

6. An above-average rate of profit provides
not only the incentive for the investment of additional
capital in the industries concerned but also the means
for increased capital investment insofar as the above-
average profits are themselves saved and reinvested.

7. Losses provide not only the incentive for
the withdrawal of capital from the industries con-
cerned but also themselves directly reduce the capital
invested in the industries that suffer them.

8. Low positive rates of profit that are insuffi-
cient to cover dividends being paid also directly result
in the reduction of the capital invested in an industry.

9. The uniformity-of-profit principle serves
to make mistakes of relative overinvestment and over-
production and relative underinvestment and underpro-
duction self-correcting.

10. The uniformity-of-profit principle coun-
teracts the mistakes of relative overinvestment and
overproduction and relative underinvestment and un-
derproduction, and thus promotes coordination in the
relative size of the various branches of production be-
cause

a. mistakes of the first kind result in low profits
or losses, which serve to halt and reverse the rela-
tive overinvestment and overproduction
b. mistakes of the second kind result in high prof-
its, which provide the incentive and means for
stepped up investment and production
c. both (a) and (b) 

11. The uniformity-of-profit principle delim-
its the size of the mistakes of relative overinvestment
and overproduction and relative underinvestment and
underproduction, by making the counteracting forces
of correction through respectively falling and rising
rates of profit more powerful as the size of the mis-
takes increases, with the result that “the bigger the mis-
take, the harder it is to make it.” 

12. The uniformity-of-profit principle serves
to largely prevent the mistakes of relative overinvest-
ment and overproduction and relative underinvestment
and underproduction from being made in the first place

a. because the desire of investors to make profits
and avoid losses and to make higher profits in
preference to lower profits makes them strive to
avoid investments representing overinvestment
and overproduction and to seize the profit opportu-
nities created by others’ insufficient investment
b. at any given time, most of the capital of the
economic system tends to be in the hands of in-
vestors with prior investment success, in that large
capitals will tend to be in the hands of those who
have succeeded in making high profits, which
they have largely saved and reinvested, and the
earning of which signifies investing in lines where
investment was greatly needed, while those who
invested where investment was not needed have
incurred losses and thus now command corre-
spondingly less capital
c. both (a) and (b)

13. The uniformity-of-profit principle gives
consumers the power to change the pattern of produc-
tion, i.e., to cause industries to expand or contract,
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merely by changing their pattern of buying and absten-
tion from buying.

14. Products continue to be produced because
a. businessmen go on producing them
b. consumers value the products and are prepared
to pay profitable prices for them

15. Insofar as goods are produced in a free
market to which various people object—such as alleg-
edly nonnutritious breakfast cereals, automobiles with-
out seatbelts or airbags, trashy or pornographic
literature, alcoholic beverages, cigarettes, and so on—
the logical targets of the complaints are the consumers,
even though the actual targets are almost always the
manufacturers.

16. The uniformity-of-profit principle oper-
ates to bring about a progressive increase in produc-
tion because in order to earn an above-average rate of
profit in the face of its operation, it is necessary to in-
troduce repeated improvements in products and meth-
ods of production.

17. Improvements in products and methods
of production are the source of high profits only until
competitors can copy them to the point of making
them the general standard of the industry, at which
point the continued earning of high profits requires the
introduction of further improvements.

18. No matter what its record of past success
in innovation, a company is doomed if competitors not
only catch up to it but now more and more pull ahead
of it.

19. In the face of innovative competitors,
adopting improvements is necessary not only to earn
premium profits but also to staying in business at all,
in that while premium profits go to the innovators, no
profit whatever goes to those who lag too far behind
the innovators.  

20. The uniformity-of-profit principle implies
a. increasing production and falling prices
b. where virtually costless, irredeemable paper is
the monetary unit, an increase in the quantity and
fall in the value of such money more rapid than
the increase in the production and supply of goods
and thus rising prices expressed in terms of such
money
c. both (a) and (b)

21. The empirical fact that the great majority
of prices have risen over the last seventy years is a con-
tradiction of the proposition that the uniformity-of-
profit principle operates to reduce prices.

The following is a two-part question, based on the as-
sumption that a new light bulb sells for $1 and costs
90¢ to produce and that a ten-times longer-lasting light
bulb could be produced at the same unit cost.

22. Give an estimate of how much more con-
sumers would be willing to pay for the ten times-
longer lasting bulb.

23. Give an estmiate of how much more the
light-bulb manufacturer would have to charge to make
more profit on one ten-times longer-lasting bulb than
on ten of the present bulbs, allowing five cents of lost
recovery of depreciation on each of the present bulbs. 

24. Claims that businesses engage in
“planned obsolescence”

a. imply that, contrary to the uniformity-of-profit
principle, the profit motive operates to make
prices higher rather than lower
b. ignore the fact that to compensate for any lost
unit volume due to greater durability of their prod-
ucts, business firms need to raise their prices by
far less than the premium consumers are tyically
willing to pay for the greater durability
c. both (a) and (b)

25. Cutting costs of production
a. by means of the use of labor-saving ma-
chinery, or the use of less expensive materials or
components that are less expensive because less
labor is employed in their production, has the ef-
fect of making labor available for the production
either of more of the product whose costs of pro-
duction are cut or more of other products in the
economic system
b. by means of the use of less expensive labor
which is less skilled, or of materials that are less
expensive because of their comparative abun-
dance and/or lack of valuable alternative uses, is
equivalent to increasing the supply of more valu-
able labor and materials and their products at the
expense of reducing the supply of less valuable
labor and materials and their products
c. both (a) and (b)

26. Cost cuts 
a. are sought by businessmen in order to improve
their profits
b. serve to expand production in the economic
system
c. both (a) and (b)

27. Premium rates of profit can be earned by
better anticipating changes in consumer demand than
others, because doing so enables one to be early on the
scene in cases in which increases in consumer demand
serve to create a premium profit.

28. Economic progress results in such large-
scale changes in the pattern of consumer demand as ac-
companied cost-cutting improvements in agriculture,
which served to make food and fiber less expensive
and thus to enable people to afford more of numerous
other things.

29. Successfully anticipating changes in con-
sumer demand operates to increase the gains from eco-
nomic progress because it represents the movement of
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capital and labor into the production of the things con-
sumers wish to obtain as the fruits of the progress. For
example, improvements in the efficiency of producing
foodstuffs would have been of far less value if the capi-
tal and labor saved had been applied to the production
simply of more foodstuffs rather than make possible
the expansion of production outside of agriculture.

30. A minimum price control is a price con-
trol that imposes 

a. an artifically low price
b. an artifically high price
c. an artifically high price below which one is
prohibited from selling

31. A maximum price control is a price con-
trol that 

a. imposes an artifically high price
b. an artifically low price
c. an artifically low price above which one is pro-
hibited from selling

32. A synonym for maximum prices is ceil-
ing prices.

33. A synonym for mimimum prices is floor
prices.

34. Farm subsidies, minimum wage laws,
and labor-union wage scales imposed by government
policy are all examples of minimum prices.

35. Rent controls and the price controls im-
posed on oil and other products in the 1970s are exam-
ples of maximum price controls.

36. If the government abolished its farm sub-
sidy program and refunded its cost to the taxpayers,
who pay for it, the effects would be

a. a plunge in the sales revenues and profits of ag-
riculture
b. a rise in the sales revenues and profits of the
additional things purchased by the tax payers
c. a shift of capital and labor out of agriculture
and into the things in additional demand by the
taxpayers
d. a restoration of the rate of profit in the smaller-
sized agriculture that would remain
e. the elimination of premium profits on the
things bought by the taxpayers with their tax sav-
ings as the production of those things expanded
f. all of the above

37. The permanent effect of the abolition of
farm subsidies and the equivalent reduction of taxes
would be the elimination of farm production that the
market does not want sufficiently to be willing to pay
profitable prices for it and the expansion of the produc-
tion of other goods that the market does want suffi-
ciently to be willing to pay profitable prices for them.

38. If long-standing rent controls were re-
pealed, 

a. the immediate effect would be a sharp rise in
rents and the profitability of rental housing

b. the longer-run effect would be an increase in
the supply of rental housing and a reduction in
rents toward the costs of providing such housing
plus only as much profit as required to provide the
going, competitive rate of profit
c. the still longer-run effect would be a progres-
sive fall in the real cost of rental housing and im-
provement in its quality as landlords once again
came under the necessity of earning premium prof-
its through making such improvements and com-
petition progressively passed them on to tenants
d. all of the above

39. The effect to be expected from repealing
a maximum price control is a temporary surge in price
followed by an increase in supply and decline in price,
to the point where the industry no longer earns an ex-
ceptional rate of profit but is merely larger. 

40. Experience following repeal of price con-
trols on oil and oil products in the United States in
1980 contradicts the expectation expressed in the pre-
ceding question.

41. Since equity capital provides a buffer of
security for the capital of lenders and thus reduces the
risks of the lenders compared with those of the borrow-
ers, the rate of profit on equity capital is generally
likely to exceed the rate of interest paid on borrowed
capital. 

42. People are able to borrow money to the
extent that they already have money because the
wealth they have serves as a protective buffer for credi-
tors. The greater their wealth, the greater the borrow-
ings on which they can provide such a protective
buffer.

43. The geographical uniformity-of-price
principle states that there is a tendency toward the es-
tablishment of a uniform price for the same good
throughout the world, plus or minus transportation
charges.

44. The basis of the geographical uniformity-
of-price principle is that the existence of an unequal
price for the same good in two markets

a. creates the opportunity for profit by buying in
the cheaper market and selling in the dearer mar-
ket
b. the effect of such buying is to raise the price in
the initially cheaper market while the effect of
such selling is to lower the price in the initially
dearer market
c. the above process goes on until the price dis-
crepancy is no greater than transportation cost
d. all of the above 

45. When the price of the same good in two
markets differs by less than transportation cost, it does
not pay to buy in the cheaper market in order to sell in
the dearer market. 
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46. The ability of a government to create and
maintain an inequality of price greater than transporta-
tion cost, as, for example, that created by a tariff, con-
firms the geographical uniformity-of-price principle
rather than contradicts it, because the discrepancy can
be maintained only if measures are taken of sufficient
strength to offset the operation of the principle, such as
severe penalties against smuggling combined with a
great liklihood of being caught if one becomes a smug-
gler. If not for such penalties and the liklihood of suf-
fering them, the tariff could not be effective.

47. The operation of the geographical unifor-
mity-of-price principle serves to spread the effect of
local failures of supply over a wider area, thereby re-
ducing the severity of the local reduction in supply and
correspondingly limiting the resulting rise in price.

48. In a free market, the effect of the Arab oil
embargo of 1973 would have been

a. a surge in the price of oil and oil products in
the Northeastern United States, which was the re-
gion where the reduction in supplies mainly took
place
b. the movement of replacement supplies to the
Northeast from elsewhere in the United States as
soon as the price of oil and oil products in the
Northeast exceeded the price in the rest of the
country by more than costs of transportion
c. the movement of replacement supplies to the
United States as a whole from non-Arab foreign
suppliers as soon as the price of oil and oil prod-
ucts in the United States came to exceed the price
in those areas by more than the costs of transpor-
tion
d. the resumption, despite the embargo, of the in-
direct import of Arab oil via third-parties, such as
European refiners using Arab oil
e. all of the above

49. In 1973 price controls on oil and oil prod-
ucts in the United States served to make illegal the ac-
tion people would otherwise have been able to take to
mitigate the effects of the Arab embargo.

50. In a free market, the effect of a foreign
embargo against a country on the part of suppliers not
controlling substantially all foreign supplies will be to
reduce the supply of the embargoed good in that coun-
try

a. by the amount no longer supplied by those con-
ducting the embargo
b. by nothing at all if those conducting the em-
bargo go on selling the same overall amount but
merely to different buyers 
c. by an amount commensurate only with what-
ever reduction the embargoing suppliers are able
to achieve in the global supply of the good
d. (b) and (c) but not (a)
e. all of the above

51. The belief that if a country has lower tar-
iffs than its trading partners it is at a disadvantage, is
equivalent to the belief that if the winds and the ocean
currents run toward it and cause its inbound transporta-
tion costs to be less than its outbound transportation
costs, it is at a disadvantage.

52. The temporal uniformity-of-price princi-
ple

a. is that in a free market, the expected price of a
storable good in the future tends to exceed its
price in the present by no more than the costs of
storage for the period in question together with an
allowance for the competitive rate of profit for the
period in question
b. exists because buying now for future sale
when the present price is less than the expected fu-
ture price by more than the factors indicated in an-
swer (a) serves to raise the present price and the
corresponding availability of more supply for the
future serves to reduce the expected future price,
thereby narrowing the difference in price
c. by coordinating anticipated future demand and
supply with present demand and supply, operates
to balance the consumption of commodities over
time and to minimize the effects of scarcities
d. all of the above

53. In serving to raise current or spot prices
in anticipation of higher prices in the future, commod-
ity speculators bring about a curtailment of present
consumption and an enlargement of supplies available
for the future when they are more needed. 

54. By encouraging an undiminished rate of
consumption, a price control can turn a scarcity of a
storable good into a famine.

55. Speculators as a class cannot profit from
price increases caused by their own activity because if
nothing else but their buying were present to raise
price, they would eventually have to sell back at lower
prices than they bought.

56. The uniformity-of-wages principle
a. is that there is a tendency toward a uniformity
of wage rates for workers of the same degree of
skill and ability
b. exists because of the preference of workers for
higher wages rather than lower wages
c. exists because the movement of workers from
the lower-paying fields into the higher paying
fields reduces the supply of labor and raises its
wages in the initially lower-paying fields and in-
creases the supply of labor and reduces its wage
rates in the initially higher-paying fields
d. all of the above 

57. The operation of the principle that there
is a tendency toward a uniformity of wage rates is un-
realistic because it requires that forty-year olds be will-
ing to change careers for ten or twenty percent pay
differences.
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58. The uniformity-of-wages principle gives
the consumers the power to determine the relative size
of the various occupations simply by changing their
pattern of buying and abstention from buying.

59. Positives or negatives, such as safety or
danger, pleasantness or unpleasantness, and low or
high costs of training, associated with the different
types of jobs serve to create permanent inequalities in
wage rates at any given level of skill and ability, with
the wages where the positives prevail being corre-
spondingly higher and the wages where the negatives
prevail being correspondingly lower.

60. Permanent inequalities of wage rates
exist between unskilled, skilled, and professional-level
workers, because of the inability of those in the lower
categories to cross over into the higher categories and
thereby change the relative supplies of the different
types of labor.

61. The inability of the less capable to cross
over into the ranks of the more capable helps to ex-
plain the extraordinarily high incomes of star perform-
ers. 

62. The effect of a rise in the demand for the
products and services of skilled labor relative to those
of unskilled labor reduces the disparity in the wages of
the two groups.

63. Where changes in the pattern of the
consumers’ buying and abstention from buying are un-
able to effect a change in the relative size of the vari-
ous occupations, because of the inability of the wage
earners to move from occupations in lesser demand
into those in greater demand, the effect is to change
the relative wage rates of the occupations.

64. Relative consumer demand in the face of
fixed supplies is what explains

a. the incomes of star performers relative to those
of everyone else
b. inequalities in the wages of unskilled, skilled,
and professional-level workers
c. both (a) and (b)

65. The profit motive is consistent with pay-
ing blacks and women less than whites and men for
doing the same work, because more profit is earned by
paying lower wages.

66. The fact that, other things being equal,
more profit is earned by paying lower wages than

higher wages leads to an increase in the demand for
the workers earning the lower wages and a decrease in
the demand for workers earning the higher wages,
which serves to raise the wages of the former and
lower the wages of the latter, until they are equal or
the difference is imperceptible.

67. The profit motive is consistent with
charging blacks higher rents for the same housing and
higher prices for the same goods, because, other things
being equal, higher rents and higher prices mean
higher profits.

68. Cost of production influences the prices
of products

a. indirectly by causing production to be in-
creased and prices to fall where price exceeds cost
by more than enough to provide the going, com-
petitive rate of profit, and by causing production
to decrease and prices to rise where price does not
exceed cost by enough to provide the going, com-
petitive rate of profit
b. directly, in that large low-cost producers with
capacity to spare are in a position to set prices
close to the costs of their less efficient rivals, who
are thereby normally prevented from earning high
profits and expanding, while they themselves can
earn substantial profits on the basis of their lower
costs of production
c. both (a) and (b) 

69. Cost of production at any given stage of
production

a. always reduces to a sum of prices times respec-
tive physical quantities of the various means of
production
b. consists in part of prices determined by further
costs of production and of wage rates and other
prices determined by demand and supply
c. is more and more resolvable into wage rates
and other prices determined by demand and sup-
ply as one goes further back in the chain of supply
d. all of the above

70. Cost of production
a. provides the ultimate explanation of prices
b. cannot be an ultimate explanation of prices,
but leads back to supply and demand as the ulti-
mate explanation of prices

PART B. ALLOCATION PRINCIPLES 

71. This is a multipart question. Match the
following items with a “C” if their prices are normally
determined directly on the basis of cost of production
and with a “D” if their prices are directly determinded
by demand and supply.

a. agricultural commodities between harvests
b. skilled and unskilled labor

c. goods at retail
d. second-hand goods
e. manufactured or processed goods
f. paintings by old masters
g. scrap iron

Dr. Reisman Short-Answer Questions, Chapter 6 45



72. The quantity of money determines the ab-
solute height of goods and services in limited supply
and consumer preferences determine their relative
height.

73. In  a free market, the prices of
consumers’ goods in limited supply are set high
enough to limit quantity demanded to the supply avail-
able and thereby prevent shortages of such consumers’
goods.

74. The setting of prices in the manner de-
scribed in the previous question

a. serves the interests of the sellers and the rich
but harms the interests of the buyers and the poor
b. serves the self-interests of buyers as well as
sellers, and of poor buyers as well as rich ones
c. makes the distribution of goods and services in
limited supply take place in accordance with a
combination of relative wealth and income and rel-
ative need and desire
d. all of the above
e. (b) and (c) 

75. In a free market, the prices of factors of
production in limited supply

a. are high enough to limit the quantity of such
factors demanded to the supply of them available
b. carry through as costs of production to the
products of such factors and serve to keep the
quantities of them demanded within the limit of
the supply of the factors of production available
c. are in the self-interest of buyers, including em-
ployers, no less than sellers
d. serve to bring about a distribution of the bene-
fit of the factors in accordance with a combination
of the relative wealth and income and relative
need and desire of the ultimate consumers
e. serve to accomplish the added dimension of
distribution of factors of production among the
competing uses of them in the production of vari-
ous products, e.g., the distribution of crude oil as
between the production of gasoline and the pro-
duction of heating oil
f. all of the above

76. In a free market, the distribution of the
factors of production among their various uses takes
place in accordance with a process of bidding among
the different needs, desires, and purposes of one and
the same set of consumers.

77. In a free market, the factors of production
are allocated to their most important uses, in accor-

dance with the bidding of the consumers for their prod-
ucts.

78. The concept “most important uses” of a
factor of production is

a. a given fact
b. a variable range determined by the supply of
the factor available

79. A free market operates to maximize
gains and minimize losses in connection with in-
creases or decreases in the supply of a factor of produc-
tion by means of 

a. withdrawing a factor of production in dimin-
ished supply or in additional demand from the
least important of its previous uses, i.e., its pre-
viously marginal uses
b. allocating the newly available supply of a fac-
tor of production that result either from a decrease
in demand for it or from an increase in its overall
supply to the most important of its previously sub-
marginal uses
c. both (a) and (b) 

80. By prohibiting the rise in oil prices, price
controls during the Arab oil embargo led to submar-
ginal uses of oil being able to go on obtaining supplies
at the expense of far more important uses of oil.

81. Free market prices, which are high
enough to end shortages, prevent hoarding.

82. Cost of production signifies a combina-
tion of the quantities and value of the factors of pro-
duction that are made unavailable for alternative uses.
The lower the cost of producing any given item, the
larger the quantities and the more valuable the factors
of production left available for use elsewhere in the
economic system.

83. Cost calculations operate to lead each
product to be produced by methods that least impair
production in the rest of the economic system.

84. In a free market, a reduction in the sup-
ply of a factor of production causes a rise in its price
and efforts on the part of those faced with the higher
price to find substitutes and to respond by reducing
their consumption of the more expensive item(s) in
ways that are least costly to themselves.

85. Price controls during the Arab oil em-
bargo prevented the economic system from adopting a
rationally planned response to the reduction in oil sup-
plies.
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                                            Answers to Questions 1-85 on Chapter 6                                         47   

Correct Correct Correct
Question #  Answer Question #  Answer Question #  Answer

1 F 31 c 61 T
2 T 32 T 62 F
3 T 33 T 63 T
4 a) 10%, b) 10%, 34 T 64 c

c) 10%
5 d 35 T 65 F
6 T 36 f 66 T
7 T 37 T 67 F
8 T 38 d 68 c
9 T 39 T 69 d
10 c 40 F 70 b
11 T 41 T 71 a) D, b) D, 
12 c 42 T c) C, d) D
13 T 43 T  e) C, f) D
14 b 44 d g)D
15 T 45 T 72 T
16 T 46 T 73 T
17 T 47 T 74 e
18 T 48 e 75 f
19 T 49 T 76 T
20 c 50 d 77 T
21 F 51 T 78 b
22 up to $10 52 d 79 c
23 $2.50 53 T 80 T
24 c 54 T 81 T
25 c 55 T 82 T
26 c 56 d 83 T
27 T 57 F 84 T
28 T 58 T 85 T
29 T 59 F
30 c 60 T
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               CHAPTER 7. DEPENDENCE OF THE DIVISION OF LABOR ON CAPITALISM III:              49   
          PRICE CONTROLS AND ECONOMIC CHAOS          

PART A. PRICE CONTROLS AND SHORTAGES

1. The definition of inflation as being rising
prices implies that

a. inflation comes into being only as and when
prices rise and would not exist if prices did not rise
b. businessmen are responsible for inflation,
since prices would not rise if they did not raise
them
c. price controls are capable of eliminating infla-
tion
d. all of the above

2. In place of rising prices inflation has also
been defined as an

a. undue increase in the quantity of money
b. increase in the quantity of money at a rate in
excess of the rate of increase in the supply of gold
and silver
c. increase in the quantity of money caused spe-
cifically by the government
d. all of the above

3. Defining inflation as an increase in the
quantity of money at a rate in excess of the rate of in-
crease in the supply of gold and silver is tantamount to
defining it as an increase in the quantity of money
caused specifically by the government, inasmuch as, in
the absence of government interference, the quantity
of money could not for very long increase at a faster
rate than the increase in the supply of precious metals.

4. Rising prices are 
a. inflation
b. a leading symptom of inflation, not the phe-
nomenon itself, which can exist, and, indeed, ac-
celerate, even though this particular symptom is
prevented from appearing
c. both (a) and (b)

5. The general consumer price level, i.e., the
weighted average of the actual prices at which goods
and services are sold, is, literally, nothing more than
the total spending to buy them divided by the total
quantity of them sold. It is thus an arithmetical quo-
tient, with demand (spending) as the numerator and
supply (quantity of goods sold) as the denominator.

6. Rising aggregate demand or falling aggre-
gate supply are the only two possible direct causes of a
higher price level. Any other, indirect cause must oper-
ate through one or both of these two direct causes.

7. In explaining the chronically rising prices
of the last 70 years,

a. falling supply must be ruled out, because in
practically every year supply in the economic sys-
tem has increased rather than decreased

b. the contribution of supply to the general con-
sumer price level has not only not been to make
prices higher, but to make them lower than they
otherwise would have been 
c. the explanation of rising prices is a rise in ag-
gregate demand great enough to overcome the
price reducing effects of growing supply
d. all of the above

8. The rise in aggregate demand is what
a. bids up the prices of all goods and services in
limited supply
b. enables price increases initiated by sellers,
whether businessmen or labor unions, to take
place as a repeated phenomenon
c. both (a) and (b)

9. In the absence of the rise in aggregate de-
mand, price increases initiated by sellers would reduce
the amount of goods and services that could be sold.
This loss of sales volume, and the mounting unemploy-
ment that goes with it, would soon put an end to such
price increases.

10. An increasing quantity of money raises
aggregate demand and thus prices by virtue of being
spent and respent so long as it continues in existence
and thereby raises the level of aggregate spending.

11. The author holds that the quantity theory
of money—viz., the increase in the quantity of
money—is

a. the only valid explanation of the phenomenon
of generally rising prices
b. one among several equally valid explanations
of generally rising prices

12. Once the truth of the quantity theory of
money is recognized, the government’s responsibility
for rising prices follows immediately, because under
the conditions of the last seventy years, the govern-
ment has had virtually total control over the quantity
of money and has deliberately brought about its rapid
increase.

13. Since 1933, the quantity of money in the
United States has increased from approximately $19
billion to more than $2.5 trillion, an increase well in
excess of a hundredfold. 

14. The imposition of price controls to com-
bat inflation is analogous to an attempt to deal with ex-
panding pressure in a boiler by means of manipulating
the needle in the boiler’s pressure gauge, or to reduce
a patient’s fever by means of manipulating his ther-
mometer reading.
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15. Price controls
a. stop inflation
b. combine with inflation to produce a different
and worse set of consequences than inflation
alone would produce, namely, shortages and the
consequences of shortages

16. A shortage is an excess of the quantity of
a good buyers are seeking to buy over the quantity sell-
ers are willing and able to sell. An example of a short-
age is the case of eager buyers of gasoline who are
unable to find gasoline.

17. The concept of a shortage 
a. is the same as 
b. differs from 

that of scarcity.

18. In a free market scarcities do not result in
shortages but in prices sufficiently high to reduce the
quantity demanded to within the limit of the supply
available.

19. Gold and diamonds are widely desired
and are extremely scarce. As a result,

a. their prices are extremely high—high enough
to limit the quantity of them demanded to the sup-
ply of them that is available
b. they are in a state of shortage, with supplies
being unavailable to buyers willing and able to
pay the market price
c. both (a) and (b)

20. Scarcities can result in shortages only
when they are accompanied by price controls, because
in the absence of price controls the effect of scarcity is
simply to drive the price to whatever point is required
to limit the quantity demanded to the supply available.

21. Price controls can create shortages even
when supplies of goods are at record-high levels, by
bringing about an increase in the quantity of the good
demanded to a point that exceeds the record-high-level
of the supply available. For example, a record-high-
level of wheat production could be accompanied by a
severe shortage of wheat if the government imposed a
price control low enough to make it profitable to use
greatly increased amounts of wheat as animal feed.

22. The oil shortage of the 1970s in the
United States existed despite the fact that the supply of
oil in the United States was still large enough to make
possible per capita oil consumption far greater than
that of practically any other country and far greater
than that of the United States itself not many years ear-
lier. 

23. The combination of inflation plus price
controls easily results in large and growing shortages
of practically everything, because the increase in the
quantity of money, and thus the increase in the willing-
ness and ability to spend money, that inflation repre-
sents, serves to increase the demand for virtually
everything. As soon it succeeds in increasing the quan-

tities demanded beyond the supplies available, short-
ages come into existence.

24. Inflation
a. in the absence of price controls results in
higher prices
b. in combination with price controls results in
shortages
c. is wiped out of existence by price controls
d. all of the above
e. (a) and (b) but not (c)

25. Shortages cause scarcities by allowing
supplies to be diverted to less important uses at the ex-
pense of more important uses, with the effect of under-
cutting production. For example, diverting part of the
supply of oil required to keep oil wells in operation to
such uses as providing the gasoline for shopping trips
that would be avoided at a higher price of gasoline.
Such outcomes occur because the price controls pro-
hibit the more important uses from outbidding the less
important uses for the supply of the item.

26. In a free market, so far from there being
shortages, the typical case is that a seller is in a posi-
tion to supply more than his present number of custom-
ers, even when the overall supply of the item is strictly
limited for the time being.

27. The situation described in the preceding
question results from the price being high enough to
hold the quantity demanded to a point somewhat
below that of the full supply available, thus leaving the
sellers with a stock capable of serving additional cus-
tomers.

28. When accompanied by inflation, which
drives up costs, price controls cause industries to be-
come progressively less profitable and more and more
unprofitable and thus to produce less and ultimately go
out of existence altogether.

29. Rent controls first destroy the housing of
the poor, because such housing starts out with operat-
ing costs closer to rental revenues than is the case with
higher quality housing.

30. Price controls 
a. in a local market operate to deprive that mar-
ket of supply by making it impossible for it to
compete for supplies with other local markets
b. in the natural gas crisis of 1977 served to pro-
hibit areas such as New York and New Jersey
from obtaining additional supplies by virtue of
preventing them from matching gas prices in
Texas and Louisiana
c. caused the agricultural export crisis of 1972–
73 by prohibiting Americans from bidding up the
price of agricultural commodities and thus re-
straining the quantities demanded by foreign buy-
ers
d. all of the above
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31. Price controls foment international hostil-
ity and thus serve to promote wars, because

a. they create conditions in which the citizens of
a country (or region) are prohibited from compet-
ing for supplies with foreign buyers and thus can
be deprived of urgently needed supplies by the for-
eign buyers
b. because of (a) can lead to prohibitions on ex-
ports, i.e., embargoes
c. countries that have price controls and which
are the target of embargoes, such as the US during
the Arab oil embargo, suffer economic devasta-
tion as the result of embargoes, since price con-
trols deprive them of the ability to take the
necessary actions to respond to the embargoes
d. all of the above  

32. Price controls that are expected to remain
in force for several more years reduce the supplies of
goods held in storage.

33. Private hoarding is responsible for the ex-
istence of shortages whether price controls exist or not.

34. In cases in which suppliers withhold sup-
plies, in anticipation of the relaxation or repeal of a
price control in the near future, the resulting intensifi-
cation of the shortage is due to the fact that the exist-
ing price control prohibits those seeking to buy in the
present from freely competing with prospective future
buyers.

35. In contrast to the case of most goods,
price controls on natural resources in the ground are
likely to result in a withholding of supplies.

36. A control on the wage rate of any particu-
lar type of labor operates to reduce the supply of that
type of labor to the extent that workers who perform
that type of labor have the ability to perform other
types of labor whose wage rates are rising.

37. A price control on any particular product
of a factor of production, such as milk, operates to re-
duce the supply of that product even if the price of the
factor of production, in this case raw milk, is also con-
trolled. This is because the uncontrolled prices of other
milk products, such as butter, cheese, and ice cream
make them relatively more profitable uses for raw
milk and cause milk supplies to be diverted to them at
the expense of milk for drinking.

38. If rent controls are placed on apartments,
it should be a source of shock and outrage when land-
lords start converting their apartment buildings to co-
ops and condominiums.

39. Government bodies that enact rent con-
trols have every right to expect that their action will
not cause a decrease in the supply of rental housing.

40. Price controls are tantamount to a prohibi-
tion of supply insofar as they amount to saying that
businessmen are allowed to produce something, in-
deed, that their production of it is earnestly desired,

only that they will not be allowed to profit from pro-
ducing it.

41. The likely effect of the combination of
price controls and inflation on electric utilities and
other regulated industries is that 

a. these industries will simply continue to prosper
and grow
b. will be unable to keep up with rising demand
and potentially could go into decline

42. The general level of knowledge concern-
ing the cause of shortages is in accord with the teach-
ings of economic science.

43. The statement presented in the previous
question is confirmed by the New York City law de-
claring that rent controls could not be lifted until the
vacancy rate in the City had first climbed to a certain
substantial level.

44. Inflation raises nominal profits while re-
ducing real profits.

45. Inflation reduces real profits because it in-
creases the replacement prices of assets. In order to
pay those higher replacement prices, it would be neces-
sary to use most of the higher nominal profits that
inflation creates. However, those profits are un-
availabe to the extent that they have been taxed away.

46. Inflation
a. proves the need for price controls, because
while the average wage earner suffers from rising
prices, wealthy businessmen earn record profits
b. leads economically ignorant people, who are
misled by false appearances, to urge price controls

47. According to the author, the claim of the
city government of New York that in refusing to keep
up their rent-controlled buildings landlords were
‘milking’ their properties was an attempt of the guilty
to prosecute the innocent. 

48. The expression “destructionist mentality”
refers to a mindset that is hostile to business profits
and which is based on a combination of economic ig-
norance, envy, and resentment.

49. If the landlords, electric utilities, and the
oil companies were richer, the effect on tenants and
consumers of electricity and oil products would be that
they would be

a. poorer
b. have a more abundant and lower-priced supply
of rental housing, electric power and oil products
available to them 

50. The fact that the greater wealth of produc-
ers means a greater supply of products is a point that is
widely understood and accepted.

51. In an inflationary environment, the up-
ward repricing of inventories already on the shelves is
in the long-run interests of the consumers as well as
the producers in that it is necessary to provide the
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funds to make possible the purchase of replacement in-
ventories at their higher cost.

52. In the press and media campaign against
the profits of the oil companies in the early 1970s, the
claim was repeatedly made that the rise in the profits
of the oil companies was the cause of the rise in the
price of oil. Sixty and seventy percent increases in oil
company profits were repeatedly reported in connec-
tion with inceases in the price of oil and oil products
of similar relative magnitude. 

53. Essential facts omitted in the above-men-
tioned campaign against the profits of the oil compa-
nies were

a. the higher profits of the oil companies were
not earned on domestically produced oil or oil
products but were the result of inventory profits
earned abroad, higher profits on other operations,
such as chemical production, and profits earned
on foreign exchange holdings
b. higher profits could not have been earned on
domestically produced oil or oil products because
of the combination of government controls on
their selling prices and a dramatic increase in their
costs of production due to the rise in the world
price of crude oil and thus in the cost of imported
crude oil
c. the higher profits of the oil companies could
not have contributed significantly to the rise in the
price oil and oil products in the United States
even if, contrary to fact, they had been earned on
domestically produced petroleum or petroleum
products, inasmuch as oil industry profits the year
before were typically only on the order of 5 or 10
percent of sales revenues, and thus a 60 or 70 per-
cent increase in profits could at most explain an in-
crease in prices of between 3 and 7 percent, not
60 or 70 percent
d. even with the 60 or 70 percent increase—from
whatever sources—the profits of the oil compa-
nies were only restored to the same level in rela-
tion to sales revenues at which they had existed in
1968
e. the actual rate of return on capital of the oil
companies, rather than the percentage increase in
their profit margins, was little more than the rate
of increase in the consumer price index and some-
times less than the rate of increase in the con-
sumer price index, with the result that their real
rate of profit ranged from modest to negative 
f. all of the above

54. In the 1970s, the oil companies were
widely blamed for having caused the oil shortage.
Given the fact that a shortage results only from a price
being held too low, it follows that in order to be re-
sponsible for causing the oil shortage, the oil compa-
nies  would have had to charge too low a price for
their oil.

55. The accusation that the oil companies
were responsible for the oil shortage by charging too
low a price for oil is logically consistent with the al-
most daily repeated accusation that their behavior is
“monopolistic” or “oligiopolistic” and strives to keep
the price of oil artificially high.

56. In order to be responsible for a high price
of oil as distinct from a shortage of oil, the American
oil companies would have had to be responsible for ar-
tificially holding down the supply of oil.

57. The American oil companies have been
responsible for holding down the supply of oil and
thus for causing its price to be higher than necessary.
This has been demonstrated repeatedly, in their efforts
to prevent the environmental movement from expand-
ing oil production on the North Slope of Alaska, from
establishing new offshore wells on the continental
shelf, and from finding and developing new oilfields
in the areas they (the oil companies) have succeeded in
setting aside as wildlife preserves and wilderness areas.

58. In a free market, the oil companies’ profit
motive is tied to achieving as great a supply and as
low a price as possible because

a. the interests of the firms that are predomi-
nantly petroleum refiners, and whose capital is in-
vested primarily in refineries, pipelines, tankers,
delivery trucks, and the like, rather than in depos-
its of crude oil in the ground, lie with the greatest
possible supply and lowest possible price of crude
oil, which price is their cost
b. the interests of the producers of crude oil lie
with the greatest possible efficiency of refining op-
erations and the lowest possible price of refined
petroleum products, because the lower the prices
of refined products, the greater the quantity of
them demanded and therefore the greater the quan-
tity demanded of crude oil, which means that the
price of crude oil can benefit by part of any cost
savings in refining
c. the mutual tension between the interests of re-
finers and producers of crude oil makes it neces-
sary for each group to try to improve its own
production, because if the existing producers of
crude oil lag behind, they can expect competition
from the refiners, who can develop their own sup-
plies of crude oil or expand their existing crude oil
operations; if the existing refiners lag behind, they
can expect competition from the producers of
crude oil, who, for their part, can undertake refin-
ing operations or expand their existing refining op-
erations 
d. both groups can expect competition from total
outsiders if they fail to exploit any significant op-
portunity for improvement
e. within each group, whichever individual firm
succeeds in improving production ahead of its ri-
vals will almost certainly gain at their expense
f. all of the above
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59. In contrast to the oil companies, the U.S.
government, acting largely under the influence of the
ecology movement, restricted the supply of oil in the
following ways: 

a. it prevented exploration for and development
of oil reserves in vast areas of territory arbitrarily
set aside as “wildlife preserves” or “wilderness
areas”
b. it prevented the development of offshore wells
on the continental shelf
c. it prevented the construction of oil and gas
pipelines, of new refineries, oil storage facilities,
and facilities for handling supertankers
d. it imposed price controls on oil
e. it acted further to restrict oil company profits,
and thus oil industry investment, by punitively in-
creasing their rate of taxation through first reduc-
ing and then totally abolishing the customary
depletion allowance on crude oil
f. it deterred investment in the oil industry
through threats of antitrust actions forcing the
breakup of existing companies, and even through
threats of nationalization
g. all of the above

60. Over the years, the U.S. government has
been responsible for increasing the demand for oil, and
thus for raising its price, by means of

a. its policy of inflation of the money supply,
which serves to increase the demand for and raise
the price of virtually everything
b. controlling the price of natural gas, thereby un-
dermining the growth of that industry and causing
the demand for fuel that normally would have
been supplied by natural gas to overflow into an
expanded demand for petroleum, which is its clos-
est substitute for most purposes
c. preventing the construction of atomic power
plants and restricting the mining of coal, which
serve to force the demand for fuel to rely more
heavily than necessary on oil supplies
d. all of the above

61. In restricting the supply of oil and ex-
panding the demand for it, the policies of the U.S. gov-
ernment have been responsible for the success of the
OPEC cartel, because in their absence, in order to
achieve the prevailing price of oil, OPEC would have
had to reduce its own production of oil by an amount
equal to the reduction in supply and increase in de-
mand that the U.S. government has achieved for it, an
amount so substantial that the rise in price probably
would not have been worthwhile to OPEC.

62. In a free market, the achievement of a
higher price by a cartel which does not control all the
available sources of supply, which is and was the
situtation of OPEC, serves to enrich its competitors
more than itself, since they too receive the higher price
but without having had to restrict their own produc-
tion. 

63. To the extent that the competitors of a
cartel are in a position to expand their production in re-
sponse to the higher price it achieves, it must progres-
sively further curtail its own production in order to
maintain that higher price.

64. Price controls and restrictions on produc-
tion imposed on the American oil industry by the U.S.
government served to insulate the OPEC cartel from
competition by preventing major competitors from
profiting from the rise in prices it achieved and expand-
ing their production. 

65. In the absence of the U.S. government’s
destructionist policies, the Arab cartel would probably
never even have been formed in the first place, be-
cause the conditions required for its success would
have been lacking.

66. To argue that the oil companies were re-
sponsible for the oil shortage of the 1970s is an absurd-
ity compounded by a triple injustice in that it

a. implies that the oil companies charged too low
a price for their oil
b. evades the fact that it was the government’s
price controls that kept the price too low and so
created the shortage
c. ignores the fact that by the nature of the profit
motive the oil companies have always worked to
expand the supply of oil and reduce its price
d. evades the fact that the government and the
ecology movement did practically everything they
could to restrict the supply and expand the de-
mand for oil
e. all of the above

67. Price control means 
a. the setting of prices, whether by private busi-
nessmen, in the interest of private profit, or by
government officials, in the public interest; either
way prices are controlled, just as there is censor-
ship whether by the decisions of private publish-
ers about what to publish or not to publish or by
government officials about what should be pub-
lished or not be published 
b. the setting of prices by the government

68. The claim that in setting their prices pri-
vate firms are engaged in a process of price control,
with the result that the only choice left is between self-
ish, private price controls and benevolent, government
price controls ignores the fundamental and radical dis-
tinction between private action and government action,
which is that private action is voluntary and proceeds
by mutual consent to mutual advantage, while govern-
ment action is based on the threat of physical force and
proceeds against the will and the interests of one or
more of the parties involved.

69. When prices are set by private firms, they
are set with regard to the mutual self-interest of the
buyer and seller, including the need to take into ac-
count the threat of competition or potential competi-
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tion. Thus, a seller must ask prices that are not only
high enough to enable him to stay in business and
make the best possible profit he can, but, simulta-
neously, that are low enough to enable his customers
to afford his goods and too low for other sellers or po-
tential sellers to try to take away his market.

70. When the government sets prices, its
prices are backed by the threat of physical force, and
are necessarily against the mutual self-interests of buy-
ers and sellers. The government invariably sacrifices
either the seller to the buyer (by forcibly imposing
lower prices), or the buyer to the seller (by forcibly im-
posing higher prices).  The government’s price, im-
posed by force, is the controlled price.

PART B. FURTHER EFFECTS OF PRICE CONTROLS AND SHORTAGES

71. The shortages that result from price con-
trols represent a situation in which

a. the excess of quantity demanded over supply
available means that there are waiting lines and
waiting lists of customers hoping to be supplied
b. if a dissatisfied customer were to leave any
given supplier, he would have to go to the end of
the waiting line or waiting list of some other sup-
plier and might not be supplied
c. if a customer does leave a given supplier, that
supplier suffers no economic loss because the cus-
tomer is immediately replaceable by the next cus-
tomer on the waiting line or waiting list
d. buyers are deprived of economic power over
the sellers 
e. sellers are placed in a more powerful position
with respect to ignoring the wishes of the buyers
than if they (the sellers) were protected legal mo-
nopolists
f. producers can reduce their costs by reducing
the quality of their products and at the same time
not lose any business and thus have a powerful
motive to do so
g. all of the above

72. Price controls and shortages launch a spi-
ral of mutually reinforcing hatred between buyers and
sellers

a. in which buyers experience themselves as eco-
nomically impotent and the sellers as all powerful
tyrants, with their (the buyers) only recourse
being resort to the power of the state
b. in which sellers experience buyers as petty
chislers seeking to live at their (the sellers) ex-
pense
c. which is confirmed by the relations between
tenants and landlords living under rent controls in
places like New York City and by relations be-
tween motorists and service stations in the oil
shortage
d. all of the above

73. Shortages lead sellers to regard custom-
ers not only as valueless, but as a positive nuisance—
as a source of trouble and expense, not a source of
livelihood. This occurs because, in fact, under a sys-
tem of shortages and waiting lines, that is just what
customers become. Under such a system, when a seller
renders a customer some service or goes to some ex-

pense on his behalf, he is no longer doing it for the
sake of gaining or keeping the customer’s business and
thereby earning his own livelihood, because having
the customer’s business no longer depends on perform-
ing the service or incurring the expense. The seller can
have the customer anyway, or, if not that customer,
then any one of ten or a hundred or a thousand other
customers. If the seller is to continue to provide the ser-
vice or incur the expense for the sake of the customer,
he can only do so out of a sense of altruistic duty, not
out of the sense that in serving the customer he serves
himself.

74. Repeal of rent controls would restore har-
mony between landlords and tenants because

a. free markets rents would rise to the point of re-
ducing the quantity of rental housing demanded
somewhat below the supply available, with the re-
sult of establishing a significant vacancy rate
b. in the face of vacancies available at rents com-
parable to those they were presently paying, ten-
ants would feel free to leave if they were
dissatisfied with their present landlords
c. the absence of waiting lists would mean that
landlords who lost tenants would experience an ac-
tual economic loss and be motiviated to please ten-
ants so as to avoid such loss
d. all of the above

75. Price controls and shortages bring about
the disappearance of lower-priced models and a de-
cline in the quality of higher-priced models as a dis-
guised way of raising prices.

The following is a three-part question.

76. Under a severe shortage, quality and ser-
vice are cut to the point that buyers are offered models
that would never appear in a free market in any price
range. What happens is that sellers are led to cut cor-
ners in order to make relatively small savings to them-
selves and which have a great impact on the buyers.
For example, situations can exist in which it is advanta-
geous to a seller to save a few cents in manufacturing
costs that later imposes many dollars in repair costs on
the buyer. The harm inflicted on the buyers does not
cause the sellers any economic loss, because at the con-
trolled price there is a surplus of buyers eager to buy
even a very inferior product. 
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77. In the same way that price controls and
shortages make it impossible for a consumer to select
his model on the basis of cost, they also make it im-
possible for a businessman to select his methods of
production on the basis of cost. For one or more of the
factors of production he requires may simply be unob-
tainable, because a price control has created a shortage
of it. Under price controls, businessmen must select
those methods of production for which the means hap-
pen to be available, and not necessarily those which
have the lowest costs.

78. The inability to find the right factors of
production as the result of shortages, frequently results
in a decline in the quality of products as well, and
should be viewed as a further and major cause of de-
clining quality.

79. The deterioration of quality and service
that results from shortages is itself a powerful source
of higher costs both to businessmen and consumers. If,
for example, a machine is produced or serviced in an
inferior way, then even if its price remains the same, it
will cause higher costs of maintenance and repair and
may have to be replaced sooner.

80. Shortages of supplies and the mere threat
of shortages themselves directly raise the costs of pro-
duction. The effect of a shortage of a factor of produc-
tion is to delay production. This causes the capital
invested in all the other, complementary factors of pro-
duction that depend on it, to have to be invested for a
longer period of time than would otherwise be neces-
sary. For example, a shortage of building-nails causes
capital to be invested in half-finished houses and in
piles of lumber for an unnecessary period of time.
Since interest must be paid on capital for the full time
it is invested, the effect of all such delays is to raise
the interest cost of production.

81. The mere anticipation of shortages of sup-
plies leads businessmen to hoard supplies of all types.
This requires that production be carried on with a
larger capital investment—in the additional stocks of
supplies and in facilities for storing them, which, in
turn, means extra interest costs and extra costs on ac-
count of the storage facilities. 

82. Price controls and shortages also raise
costs because of the loss they cause of the valuable
time of executives in searching for sources of supply
and in performing all the paperwork required to com-
ply with the government’s price controls and any asso-
ciated regulations, such as rationing.

83. Shortages and the threat of shortages also
directly raise costs to consumers because

a. they must buy goods that do not last as long or
need more frequent repairs as the result of the de-
cline in quality that shortages create
b. consumers too suffer effects analogous to wasted
investment—for example, consumers who could not
obtain gasoline could not use their cars or enjoy

their country homes until such time as they could
obtain gasoline, and to that extent, the money they
had spent for these complementary consumers’
goods represented a kind of wasted investment
c. consumers too suffer effects analogous to the
need for more investment—namely, they too are
led to hoard supplies and thus to tie up larger
sums of money in stocks of goods and, quite possi-
bly, incur additional costs on account of acquiring
extra storage facilities—for example, extra home
freezers, if there should be the threat of a food
shortage
d. of the wasted man-hours spent in waiting lines
during every shortage, which, while not a money
cost, are nonetheless a real hardship and burden
and can well be at the expense of actual working
time
e. all of the above

84.  Under price controls and shortages, nor-
mal cost reductions, based on improvements in effi-
ciency, cease to pay, even if they are still within a
firm’s power to make, because their effect is merely to
postpone the day that the firm is permitted to obtain re-
lief by raising its prices on the basis of demonstrating
higher costs. The only cost reductions that pay under
price controls are the ones that can be made effort-
lessly, namely, cost reductions at the expense of qual-
ity—the kind of cost reductions that would not pay in
a free market.

85. The willingness of the government to
allow higher controlled prices on the basis of demon-
strated higher costs of production leads to

a. multiple controlled prices of the same good in
cases in which different parts of the supply are
produced at different costs of production
b. a system of transfer payments from sellers ob-
taining supplies at a lower controlled price to sell-
ers obtaining supplies at a higher controlled price
in conditions in which both sets of sellers are re-
quired to make their sales at the same controlled
selling price
c. both (a) and (b)

86. Price controls and shortages
a. mean that consumers who get to stores when
supplies of goods arrive can snap them up to the
point of leaving nothing for latecomers
b. prevent consumers with greater wealth or in-
come from benefitting from it by being able to out-
bid consumers with lesser wealth or income
c. prevent consumers of equal wealth or income
but with greater need or desire for particular
goods or services from outbidding consumers
with lesser need or desire for those goods or ser-
vices
d. introduce chaos into the distribution of
consumers’ goods to individuals
e. make government rationing appear necessary
f. all of the above
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87. Price controls and shortages create chaos
in the geographical distribution of goods among local
markets by creating a situation in which 

a. supplies can be taken away from any given
area and the area is prohibited by price contols
from calling them back by offering higher prices
and greater profitability
b. supplies can be brought into an area and not re-
duce price or profitability but merely the severity
of the local shortage until the local shortage is en-
tirely overcome, at which point the price must
drop to find buyers of additional units
c. the movement of supplies between geographical
areas is made arbitarary and random within the lim-
its of what is required to totally overcome a local
shortage, because only then will considerations of
price and profitability again become operative
d. all of the above

88. The severity of shortages in particular lo-
calities can depend on the time of year in which the
price controls are imposed—for example, price con-
trols imposed on gasoline in summer time will favor re-
sort areas in the following winter, while price controls
imposed in winter time will strangle resort areas in the
following summer.

89. Minor events, like the washout of a
bridge, or small bureaucratic adjustments in the con-
trols can cause sudden, major swings in supply be-
tween different geographical markets.

90. Price controls and shortages introduce
chaos into the distribution of factors of production
among their various uses and make it possible for
some products of a price-controlled factor of produc-
tion to be faced with extremely severe shortages, while
other products are faced with only minor shortages.

91. The position of the various products in
the preceding question can suddenly be reversed by
minor changes in the uncontrolled prices of comple-
mentary factors of production, by small bureaucratic
changes in the price controls, or by anything that re-
sults in the slightest changes in the relative profitabil-
ity of the various products of the factor of production.

92. The season of the year in which price
controls are imposed is relevant to the extent to which
different products of a factor of production are faced
with shortages. For example, price controls imposed
on oil and oil products in the winter time, when gasoline
prices are low relative to heating oil prices, will result in
an especially severe shortage of gasoline the following
summer, because of the freezing of that price relation-
ship. For the same reason, if the controls were imposed in
the summer time, the heating oil shortage would be espe-
cially severe in the following winter.

93. Price controls and shortages create tre-
mendous instability in supply. The supply of every-
thing subjected to controls becomes subject to sudden,
massive, and unpredictable shortages.

94. Hoarding
a. comes into existence in response to the exis-
tence of shortages and the fear of shortages; it is
the attempt to secure supplies when they are avail-
able in preparation for their being unavailable
b. represents a new and additional demand that
under price controls operates to increase the sever-
ity of the shortages
c. both (a) and (b)

95. Under price controls, the most vital and
urgent employments of a factor of production are pre-
vented from outbidding not only its most marginal em-
ployments, but, from the standpoint of a free economy,
employments that could not even qualify as submar-
ginal, namely the accumulation of hoards as a safe-
guard against shortages. 

96. The abolition of price control puts an end
to hoarding by allowing the price of a good to rise suffi-
ciently high to limit the quantity demanded, including the
hoarding demand, to the supply available. At that point,
the good is available to whoever is willing to pay the mar-
ket price and the need to hoard is eliminated.

97. It follows from the preceding question
that following the repeal of price controls and prices
rising to levels high enough to cope with the desire to
hoard, prices will actually decline somewhat, in re-
sponse to the disappearance of the hoarding demand.

98. The effect of a shortage of any particular
commodity is to cause the unsatisfied demand for that
commodity to spill over and add to the demand for
other commodities.

99. “Selective” or partial price controls, that
is, price controls imposed merely on certain goods
only, are contrary to any rational purpose the govern-
ment might have in imposing them. This is because
their effect is to inhibit the profitability and thus the
production of the goods the government deems import-
ant while leaving uncontrolled the profitability of the
goods the government considers unimportant. At the
same time, the profitability and thus the production of
the goods the government considers unimportant is
positively stimulated by the spillover of demand into
the markets for the uncontrolled goods that results
from the shortages of the controlled goods.

100. The effect of selective or partial price
controls is to 

a. raise the prices of uncontrolled goods because
of the spillover of demand from the controlled
goods 
b. raise the general price level insofar as they
apply to the production of goods on which the pro-
duction of other goods depends, such as oil or
electric power, and reduce their production and
thus cause a reduction in the aggregate amount of
production and supply
c. both (a) and (b)
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101. Price controls 
a. save people money
b. cause them to spend less money for the goods
they want, but cannot obtain because of the result-
ing shortages, and more money for other goods
that they want less

102. Rent control on part of the supply of
rental housing has the effect of raising rents on the part
of the supply that remains free of rent controls. This is
because insofar as it leads to part of the supply going
to tenants who could not have obtained it in the ab-
sence of rent control, it equivalently reduces the sup-
ply of housing available on the market and
correspondingly raises its price. 

103. Rent controls and housing shortages
across broad regions have the potential for bringing
about the compulsory assignment of boarders to
homes and a system of internal passports so that it re-
quires the government’s permission to move to various
places within one’s own country. In such conditions,
which existed in Soviet Russia, such measures appear
as necessary to prevent large numbers of people from
otherwise being homeless and to restrain the severity
of housing shortages in areas of the country that are
relatively desirable in which to live and into which
large numbers of people might otherwise move.

104. Rent controls in the United States have
not resulted in the kind of conditions described in the
preceding question because the controls have applied
only to local jurisdications surrounded by other juris-
dictions in which there were no controls and in which
housing could be found.

105. Rent control serves to increase the effec-
tive cost of constructing new rental housing insofar as
the prospect of its later on being extended to the new
housing makes it necessary to recover one’s invest-
ment more rapidly and thus to crowd the depreciation
of the housing into the years one can expect it to re-
main free of controls. 

106. By keeping property values down, and
thus the revenues that can be collected from property
taxes, rent controls contribute to the imposition or in-
crease in local sales and income taxes.

107. The effect of the immediate abolition of
rent control would largely be that the present “benefici-
aries” of rent control would simply have to change
places with an equally large but generally unrecog-
nized class of victims of rent control—those who pres-
ently cannot find an apartment they can afford to rent
in the rent-controlled area but must live with inlaws,
roommates, or outside the area. The repeal of rent con-
trol would place the apartments of its “beneficiaries”
on the market, thereby enlarging the market supply
and reducing market rents to the point of apartments
becoming affordable by people who cannot presently
afford them. 

108. The “beneficiaries” of rent control
would suffer far less hardship following its repeeal
than the unseen victims of rent control have suffered
under it, because repeal would be followed by a sharp
increase in the supply of rental housing and thereafter
by a progressive increase and improvement in the sup-
ply of rental housing making rental housing more and
more affordable.

109. There are no beneficiaries of rent con-
trol in the long run because its seeming benefits in the
short run are made possible by the consumption of the
capital invested in rental housing, with the ultimate re-
sult being the destruction of rental housing. And in the
interval, the “beneficiaries” live in deteriorating condi-
tions, valueless to their landlords yet afraid to move
out of fear of being unable to duplicate the rental “bar-
gain” they have.

110. The effect of repealing rent controls in
an otherwise unregulated housing market would not be
to make people sleep in the streets because

a. open-market rents would fall, as the result of
an expanded supply available for the market, not
rise to the level of open-market rents reflecting
the restricted supply that is available for the mar-
ket as the result of rent control
b. those unable to afford their own apartments
even with the lower open-market rents that would
exist without rent control would be able to share
apartments with others and in that way be able to
find housing at a rent they could afford
c. both (a) and (b)

111. Government housing regulations that
impose minimum standards too costly for poor people
to afford have the potential to result in people having
to sleep in the streets, in the same way, say, that gov-
ernment standards prohibiting automobiles more than
ten years old, would serve to deprive poor people of
the ability to drive cars, since such old cars are often
all that they can afford.

112. Just as rent controls applied to part of
the stock of rental housing serve to raise rents on the
part that is not subject to rent controls, so price con-
trols applied to domestically produced oil served to
raise the price of oil produced outside the country, no-
tably in OPEC countries. Like partial rent controls, the
price controls on oil enabled part of the supply of oil
to be consumed in submarginal uses and thus reduced
the supply available for the open market and thereby
raised the price of oil on the open market. 

113. The repeal of U.S. price controls on oil
reduced the price received by the OPEC cartel even be-
fore the production of oil was increased, simply by
causing existing supplies to be withdrawn from sub-
marginal uses and be made available on the market,
where the effect of greater supply was to reduce price.

114. The windfall profits tax on the oil indus-
try, enacted in conjunction with the repeal of price con-
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trols, contributed to subsequent widespread bankrupt-
cies in the oil industry because it correspondingly de-
prived oil producers of the ability to finance expansion
out of profits and made them borrow money instead.

Then when oil prices plunged, as the result of ex-
panded production, instead of merely losing back prof-
its, producers lost borrowed money and went bankrupt.

PART C. UNIVERSAL PRICE CONTROLS AND THEIR CONSEQUENCES 

115. Price controls tend to spread until all
prices and wages in the economic system are con-
trolled—i.e., partial price controls lead to universal
price controls.

116. Price controls spread because
a. price controls on products require controls on
the prices that constitute the costs of production, if
the production of the product is not to be made un-
profitable and cease, and then on the further
prices that constitute the further costs of produc-
tion of materials, machinery, and the like, going
all the way back in the chain of production
b. price controls on labor (wage controls) must
be extended to more and more occupations to pre-
vent workers from leaving the already controlled
occupations and taking jobs in better paying un-
controlled occupations
c. price controls must be extended not only to the
prices of the factors of production, which prices
constitute the costs of production, but also, in
cases in which factors of production have more
than one product, to the prices of the other prod-
ucts of the factors of production—for example,
price controls on milk for drinking and on raw
milk lead to price controls on butter, cheese, and
the other milk products lest they become more
profitable uses for raw milk than milk for drinking
d. all of the above

117. The shortages of individual goods that
exist under universal price controls tend to be far more
severe than the shortages that exist under partial or se-
lective price controls because of the spillover of de-
mand from all other goods in a state of shortage.

118. The nature of shortages under universal
price controls could be seen in Soviet Russia, where
the shortages were so severe that when people saw a
line forming, they would automatically get on it, even
without knowing what goods were available, because
it was better to obtain practially any good than hold
otherwise unspendable money.

119. Universal price controls existed
a. in Nazi Germany
b. in the United States in World War II
c. briefly under President Nixon, when he im-
posed a ninety-day freeze on all prices and wages
in August 1971 
d. their equivalent exists under socialism, as for
example in the former Soviet Union and its satel-
lites 
e. all of the above

120. Excess demand under price controls
builds up even though people’s incomes are controlled
and even though the sum of the controlled prices times
the quantities of goods available for sale does not ex-
ceed those incomes. It occurs as the result of govern-
ment spending financed by the creation of new and
additional money succeeding in obtaining supplies and
thus causing a part of people’s incomes to back up on
them, so to speak, as unspendable funds. Then, in the
next year, the people may be paid the same incomes,
but their available funds now equal the sum of those in-
comes plus the unspendable funds from the year be-
fore. If the government again makes purchases out of
newly created money, then additional unspendable
funds accumulate.

121. Shortages under universal price controls
a. are both far more widespread and far more se-
vere than under partial price controls
b. destroy production in all the ways that partial
price controls do
c. destroy production in ways beyond partial
price controls
d. result in shortages of capital and labor, in
which the production of any product can be ran-
domly expanded at the expense of the production
of any other product
e. result in disproportions in the supplies of the
various capital goods, which serve to undermine
the ability to produce and lead to a process of con-
tinuing capital decumulation
f. result in people losing the incentive to earn
more money,  and to quitting their jobs, a process
which is capable of causing a cumulative, self-re-
inforcing decline in production
g. all of the above

122. Universal price controls and the short-
ages they create result in chaos in the allocation of cap-
ital and labor among the various branches of
production in the economic system, because price con-
trols prohibit a rise in prices and profits when capital
and labor are withdrawn from an industry and the exis-
tence of shortages prevents a fall in prices and profits
when additional capital and labor are brought into an
industry. Thus any industry can be expanded at the ex-
pense of any other industry, with nothing to counteract
or limit the process.

123. Because of the spillover of demand
caused by shortages, and the fact that under universal
price controls the spillover into each industry is the
sum of the spillovers from all other industries, the
shortage facing any given industry may not be capable
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of being overcome, irrespective of any increase in the
industry’s output, and thus nothing whatever may be
present to limit the relative overexpansion of an indus-
try.

124. As the result of the shortages created by
universal price controls, capital and labor can be with-
drawn from any industry and placed in any other indus-
try, and there is no effect on the rate of profit
anywhere.

125. Under universal price controls and short-
ages, even though the consumers want more of one
good and less of another, say, more shoes and fewer
shirts, the producers can go ahead and do the exact op-
posite and yet suffer no financial penalties.

126. The chaos in the relative production of
capital goods that results from universal price controls
and shortages undermines the subsequent ability to pro-
duce, including the subsequent ability to produce capi-
tal goods. If, for example, the steel industry is unduly
expanded at the expense of the coal industry, say, the
economic system’s subsequent ability to produce will
be impaired: not only the extra steel mills, but part of
the existing steel mills may be inoperable for lack of
fuel. 

127. Like a human body, whose total perfor-
mance cannot exceed the power of its brain, heart,
lungs, or any other vital organ, the overall perfor-
mance of an economic system cannot exceed the
power of any one of a large number of vital industries.
If some are unduly expanded at the expense of others,
the effect is to reduce the functioning of the whole.

128. The ability of the economic system to
produce is undercut by disproportions

a. among major industries, like steel and coal
b. within the output of individual industries—for
example, the production of too many trucks to
haul farm products and of not enough tractors to
harvest them
c. in the production of just a few key products
here and there—like ball bearings, lubricants for
machinery, spare parts, even ordinary screws, and
so on, a shortage of any one of which or of any
one special type of which, such as ball bearings of
a particular size, must cause a widespread paraly-
sis and the grossest inefficiencies in production
d. all of the above

129. The problem of disproportions in the
supply of capital goods is further compounded by the
declines that result from producers just not having to
care any longer about the quality of their products or
about economies in producing them.

130. In Soviet Russia, hydroelectric stations
were built without generators and without the exis-
tence of industries to supply; wheat could not be har-
vested because the necessary tractors had not been
built, or, if they had been built, they lacked spare parts,
or were in the wrong place, or quickly became inopera-

ble; factories could not operate because they lacked
materials; new buildings and new machines were
worthless, because of shoddy construction due to lack
of care or lack of the necessary materials.

The following is a five-part question.

131. Since capital goods are continuously
used up in production and must be replaced out of pro-
duction, a severe reduction in the ability to produce
capital goods, because of malportions among them and
because of the various other inefficiencies that are
caused by universal price controls,  results in a smaller
supply of capital goods being produced than is con-
sumed in production.

132. As the result of a smaller supply of capi-
tal goods being produced than is consumed in produc-
tion, the stock of capital goods falls.

133. Once the stock of capital goods falls,
production must decline further, because it will be car-
ried on with fewer capital goods.

134. If the smaller supply of capital goods is
used as inefficiently as was the larger supply, because
of continuing chaos in production, it will not be possi-
ble to replace the smaller supply of capital goods ei-
ther. Thus, once again production will decline.

135. The process of less production causing
fewer capital goods causing less production, can go on
until the economic system is carried back all the way
to the level of barbarism.

136. Universal price controls result in a se-
vere labor shortage because

a. every industry is eager to employ more labor,
inasmuch as whatever extra products it can pro-
duce with more labor will be snapped up by
goods-hungry buyers 
b. the inefficiencies in production under univer-
sal price controls imply a need for more labor per
unit of output and thus intensify the labor shortage
c. shortages of consumers’ goods and the accu-
mulation of surplus unspendable funds leads work-
ers to quit their jobs since there is no point in
working to earn money they cannot spend and the
funds they have are sufficient to enable them to
get by for an extended period; this worsens the
shortage both of labor and consumers’ goods
d. all of the above

137. Like the process of capital decumula-
tion, the labor shortage under universal price controls
is a factor making for a self-reinforcing, cumulative de-
cline in production, because workers quitting their jobs
reduces the supply of consumers’ goods and thus fur-
ther intensifies the shortage of consumers’ goods,
which, in turn, further reduces the incentives to work
and earn money and thus leads to still more workers
quitting.

Dr. Reisman Short-Answer Questions, Chapter 7 59



138. The combination of inflation and price
controls and the shortages they created promoted a de-
lusion of prosperity in the United States in World War
II, by making it extremely easy to earn money, which
included finding employment; people ignored the fact
that much of the money they earned was currently un-
spendable, that major categories of civilian goods
were not being produced, and that the goods that were
available were of reduced quality; they looked forward
to spending the money after the war.

139. The government’s typical response to
the chaos resulting from price controls and shortages is
to seize the power to determine what goods are pro-
duced, in what proportions, by what methods, and to
whom they are distributed.

140. The U.S. government’s response to the
chaos that resulted in connection with price controls
on oil and the resulting oil shortage was the creation of
a new government agency—the Federal Energy Ad-
ministration (now the Department of Energy), which
had the power to tell the various oil companies how
much of each of the various petroleum products they
were to produce and to which industries, firms, and re-
gions they were to distribute those products.

141. The meaning of ownership is the power
to determine the use and disposal of property. If the
government determines what a firm is to produce, in
what quantity, by what methods, and to whom it is to
sell its output and at what prices, then it is the govern-
ment that determines the use and disposal of the firm’s
property. The government, therefore, becomes the real
owner of the firm—the de facto owner.

142. The government’s assumption of the fur-
ther powers required to deal with the economic chaos
caused by universal price controls and shortages repre-
sents the de facto socialization of the economic sys-
tem, because it gives to the government all the
essential powers of ownership.

143. Socialism on what von Mises calls “the
German or Nazi pattern,” in contrast to “Socialism on
the Russian or Bolshevik pattern,” in which the gov-
ernment openly nationalizes all of the means of pro-
duction, is the de facto socialism that results from
universal price controls and the government’s response
to the shortages and chaos that result. 

144. Nazi Germany was a capitalist country
only in outward guise and appearance. In it, private
ownership of the means of production existed in name
only. All substantive economic decisions were made
by the government; the Nazi government held and ex-
ercised all the actual powers of ownership—the setting

of prices and wages, the determination of what was to
be produced, in what quantities and locations, and by
what methods, and to whom the products were to be
distributed.

145. While Nazi Germany was a socialist
country, Sweden is not a socialist country, nor was
Great Britain or Israel when they were governed by so-
cialist parties. The great bulk of the means of produc-
tion in the economy of these latter countries was and is
privately owned and they did not have price controls
and shortages  nor, therefore, the government’s de
facto seizure of ownership.

146. Private ownership of the means of pro-
duction in countries such as Sweden has, to be sure, la-
bored under all sorts of restrictions, prohibitions, and
compulsions, but still it has been private ownership—
production has been carried out characteristically at
the initiative of private owners for the sake of private
profit.

147. Economies such as Sweden, and that of
the United States too, are more appropriately de-
scribed as “hampered market economies” or “ham-
pered capitalist economies” rather than as “mixed
economies,” inasmuch as socialism, understood along
the lines of universal price controls and the destruction
of the price system, cannot actually be combined with
a functioning price system, which last represents capi-
talism. 

148. The expression “mixed economy”
should only be used if it is understood that what is
meant is an economy based on private ownership of
the means of production but more or less severely ham-
pered by an extensive list of socialistically motivated
acts of government intervention—i.e., a hampered cap-
italist economy.

149. The existence of isolated socialized in-
dustries, such as the postal service and passenger rail-
road service, does not warrant characterizing a country
as socialist. So long as such industries operate in the
context of a market and market prices based on a foun-
dation of private ownership of the means of production
and the profit motive, they represent, in effect, merely
a blemish on an otherwise capitalist body.

150. Examples of genuinely socialist econo-
mies are those of the Communist countries, most of
which no longer exist, Nazi Germany, and those of nor-
mally capitalist or market economies for the duration
of their imposition of all-round price controls, as in
World War II.
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Chapter 8, Part A

1. The defining characteristic of socialism is
government ownership of the means of production. It
is irrelevant to the nature of socialism whether

a. socialism has been established openly, through
the explicit nationalization of all industry, or
through the enactment of price and wage controls
and the governmnent’s seizure of the power to de-
termine what is produced, in what proportions, by
what methods, and to whom it is to be distributed,
which gives the government de facto ownership
of the means of production under the outward
guise and appearance of private ownership of the
means of production
b. socialism has been brought about through vio-
lent revolution or a democratic election
c. its professed goal is universal brotherly love or
the supremacy of a particular race or class
d. all of the above

2. The findings of economics concerning so-
cialism apply to all variants of socialism, including

a. the socialism of the Communists
b. the socialism of the Nazis
c. the socialism of the Social Democrats
d. any economic system actually based on gov-
ernment ownership of the means of production
e. all of the above

3. The findings of economics concerning so-
cialism do not apply to countries such as Great Britain,
Israel, and Sweden, which, though governed for exten-
sive periods by political parties espousing the philoso-
phy of socialism, did not implement socialism as their
actual economic system.

4. A vital principle to grasp about socialism
is that its economic consequences are essentially the
same as those which result from universal price con-
trols.

5. The essential economic identity between
socialism and universal price controls consists in the
fact that both of them destroy the same thing, namely,
private ownership of the means of production and its
offshoots the profit motive and the price system.

6. Price controls destroy private ownership
of the means of production in the very fact of destroy-
ing the right to bid and ask prices. In a division-of-
labor economy, in which buying and selling are
indispensable to production and all other economic ac-
tivity, the right to bid and ask prices is a fundamental,
indispensable right of ownership. Without it, all other
rights of ownership are meaningless.

7. The right to own a factory or store is mean-
ingless if the owner is prohibited from charging or pay-
ing the prices required to keep his factory or store in
existence. Essentially, price controls are fully as de-
structive of the rights of ownership as socialism itself.
And, of course, when price controls are compounded

by shortages, the government’s response to the conse-
quences is to seize total control over the means of pro-
duction and establish de facto socialism.

8. What makes price controls produce the
chaos they do is precisely the fact that they interfere
with the property rights of businessmen. Specifically,
they prohibit businessmen from using their capitals in
the ways that would be most profitable to themselves.
If they did not interfere with the right of businessmen
to use their capitals in the most profitable way, then
they could produce none of their chaotic effects.

9. Among the elements of chaos that have
been shown to result from price controls are

a. shortages and the destruction of vital industries
b. the impotence of consumers accompanied by
hatred between buyer and seller
c. an impetus to higher costs
d. chaos in the personal distribution of goods to
consumers
e. chaos in the geographical distribution of goods
among various local markets
f. chaos in the distribution of a factor of produc-
tion among its various products
g. chaos in the distribution of capital and labor
among the various industries
h. all of the above

10. Each of the elements of chaos described
in the preceding question results from just one thing:
interference with the businessman’s property rights
and profit motive.

11. Businessmen do not voluntarily sell their
goods too cheaply and thus cause shortages. In order
for them to do so, their property rights must be vio-
lated and they must be forced to do so.

12. Businessmen would not abandon the pro-
duction of any goods if they were able to obtain profit-
able prices for them. What causes the abandonment of
the production of vital goods is that the government vi-
olates the property rights of businessmen and prevents
them from charging profitable prices for those goods.

13. Businessmen would never drive away
customers offering them profitable business. What
makes businessmen drive away customers is that price
controls compel them to charge prices that create short-
ages and thereby make customers economically value-
less and a source of expense rather than profit.

14. Businessmen would not run up the costs
of production if those costs came out of profits, as they
would have to in the absence of price controls and
shortages. But in the face of shortages, there is no re-
sistance to a rise in costs. 

15. Businessmen do not voluntarily sell out
their entire stocks of goods to whomever happens to ar-
rive first, leaving those who come later to go away
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empty-handed, when they know that the latter would
be willing and able to pay more than some of the early
comers. They behave this way only when their prop-
erty rights are violated and they are prohibited from
raising prices to the point required to reserve supplies
for late comers.

16. Businessmen would not voluntarily ig-
nore the incomes and preferences of consumers in dis-
tributing their goods. They do so only when their
property rights are violated and they are prohibited
from setting prices that accord with the incomes and
preferences of the consumers.

17. Businessmen would not for long saturate
some geographical markets at low prices, while starv-
ing others offering them high prices. But if their prop-
erty rights are violated and prices are prohibited from
rising even though markets are starved, and cannot fall
even when supplies increase because the effect is
merely to reduce the severity of a shortage, then such
chaos can exist.

18. Businessmen would not use a factor of
production to produce some products to excess at low
prices, while producing not enough of other products
offering them high prices. But again, if their property
rights are violated and prices are prohibited from ris-
ing even though not enough of some products are
being produced, and prices cannot fall when other
products are produced to comparative excess because
the effect is merely to reduce the severity of their short-
age, then, indeed, such chaos can exist.

19. Businessmen would not knowingly and
voluntarily overinvest in some industries at low profits
or loses, while underinvesting in other industries offer-
ing high profits. But if their property rights are vio-
lated and prices and profits are prohibited from rising
because of price controls, while shortages prevent
prices and profits from falling, then the pattern of in-
vestment becomes random and can totally contradict
the actual wishes of the consumers.

20. What causes all of the above types of eco-
nomic chaos is the violation of the property rights of
businessmen and thus preventing them from doing
what is profitable to themselves.

21. The wider principle that emerges from
the above questions is that the entire price system and
all of its laws and harmonies depend on one essential
fact: the observance of private property rights and thus
the freedom of businessmen to act for their own profit. 

22. Private property rights and the profit mo-
tive are the foundation and the motive power that un-
derlie and drive the entire price system.

23. Private property rights and the profit mo-
tive underlie and actuate 

a. the uniformity-of-profit principle
b. the various principles of price and wage unifor-
mity

c. the cost-of-production principle
d. the principle that prices are set high enough to
limit demand to the supply
e. the principle that factors of production are
channelled to their most important employments
f. all of the above

24. All of the economic laws pertaining to
prices and all of their benevolent consequences are the
result of just one thing: private property rights and the
profit motive.

25. Socialism destroys all private property
rights in means of production. And in so doing, it de-
stroys the operation of the profit motive and the entire
price system.

26. Socialism produces the same chaotic ef-
fects as price controls, because it destroys the same
thing as price controls, namely, the one and only
source of economic order and harmony in the world:
private property rights and the profit motive.

27. The essential fact to grasp about social-
ism, which explains why it is essentially identical to
price controls, is that it is simply an act of destruction.
Like price controls, it destroys private ownership and
the profit motive, and that is essentially all it does. It
has nothing to put in their place. 

28. Socialism is not actually an alternative
economic system to private ownership of the means of
production. It is merely a negation of the system based
on private ownership—a massive act of sheer destruc-
tion.

29. In destroying the price system, socialism
destroys

a. economic calculation as the basis of economic
planning by individuals and business firms
b. the means of coordinating the separate eco-
nomic plans of all the different parties
c. the intellectual division of labor in the plan-
ning process
d. all of the above

30. Socialism
a. presents itself as a system in which economic
activity will be “centrally planned,” thereby avoid-
ing the “anarchy of production” that allegedly ex-
ists under capitalism
b. as the result of its destruction of the price sys-
tem and thus the intellectual division of labor in
the planning process, places itself in the position
in which economic planning must be centralized,
because the separate plans of independent plan-
ners no longer have a monetary basis and cannot
be coordinated
c. both (a) and (b)

31. Central planning requires that in the plan-
ning of each aspect of production, the direct and indi-
rect effects on the entire rest of the economic system
be taken into account, since in using factors of produc-
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tion that might be used for the production of other
things, the production of each thing correspondingly
limits the production of other things, and judgments
must be made as to which overall arrangement is best.

32. In trying to plan the production of a sim-
ple item, such as shoes, a socialist state must take ac-
count of the fact that shoes can be produced

a. in varying quantities
b. in various styles or combinations of styles
c. by various methods or combinations of meth-
ods, such as by machine or by hand, including the
choice between using various proportions of ma-
chine or hand production in different parts of the
overall process
d. from different materials or combinations of
materials, such as leather, rubber, and canvas, and
in different geographical locations, again, in both
instances, in varying proportions
e. and that each of the above choices has a differ-
ent effect on production in the rest of the eco-
nomic system
f. all of the above

33. Under capitalism, decisions concerning
the various matters described in the preceding question
are made on the basis of economic calculations. Thus

a. shoe production as a whole tends be carried to
the point where further production would make
the shoe industry relatively unprofitable in com-
parison with other industries
b. the styles are those which the consumers are
willing to make profitable
c. the methods of production, the materials used,
the geographic locations are all the lowest cost ex-
cept insofar as they provide special advantages for
which the consumers are willing to bear the extra
cost
d. all of the above

34. The economic calculations which are the
basis for the decisions about production under capital-
ism in the preceding question

a. take into account the effect of those decisions
on production throughout the rest of the economic
system, because that effect is reflected in the
prices of the various factors of production
b. in favoring, other things being equal, produc-
tion at the least possible cost, serve to make pro-
duction in the individual instance consistent with
maximum production in the rest of the economic
system
c. both (a) and (b)

35. In contrast to capitalism and its use of
economic calculation, socialism and its absence of a
price system require that the planner or planners must
grasp the physical connections, direct and indirect, be-
tween the production of each thing and the production
of every other thing.

36. Because each of the different choices re-
specting the production of any one thing makes a dif-
ferent combination of factors of production
unavailable for alternative employments (for example,
shoes produced by hand reduce the number of handi-
craft workers available for other purposes, those pro-
duced by machine reduce the number of machine
makers and the amount of fuel available for other pur-
poses, shoes produced in Minsk leave less labor avail-
able for other purposes in Minsk than if they were
produced in Pinsk, and so on), it follows that in order
to intelligently make the kind of choices that are
needed, the planners of socialism would have to be
able to know the direct and indirect impact of each of
those choices on the rest of the economic system.

37. In drafting its plans for shoe production,
or any other good, a socialist government is obliged to
consider

a. the extent of shoe production in relation to the
production of all other goods using the same fac-
tors of production
b. such questions as whether shoe production
might be expanded with factors of production
drawn from the production of some other good,
and whether the production of that other good
might be maintained by drawing factors of produc-
tion from a third good, and so on
c. all of the industries using any of the factors of
production used in the shoe industry, what de-
pends on the output of those industries, and what
alternative factors of production are available to
those industries
d. all of the industries using the alternative fac-
tors of production just referred to, what depends
on their products, and what further alternative fac-
tors of production may be available to them, and
so on
e. and at each step, the possibility of expanding
the overall supply of the factor of production in
question, and, if so, by what means, where, and at
the expense of what
f. all of the above

38. In order to deal with the innumerable eco-
nomic relationships among all the different aspects of
production, the economic planning of socialism would
require

a. a superhuman intellect to be able to grasp the
physical connections among all the various indus-
tries and to be able to trace the consequences of al-
terations in any one industry on all the others
b. the ability to hold in mind at one time a precise
inventory of the quantities and qualities of all the
different factors of production in the entire eco-
nomic system, together with their exact geographi-
cal locations and a full knowledge of the various
technological possibilities open to them, i.e., all of
the millions of separate farms, factories, mines,
warehouses, and so forth, down to the last repair
shop, together with a knowledge of the quantity
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and quality of all the machines, tools, materials,
and partly-finished goods that they contained, and
exactly what they were potentially capable of ac-
complishing and when
c. the ability to project forward in time all of the
different new combinations of factors of produc-
tion that might be produced out of the existing fac-
tors, together with where and precisely when they
would come into existence and the technological
possibilities that would then be open to them
d. the ability to make the projection just de-
scribed for an extended period of time—say, a
generation or more—in order to avoid the possi-
bly wasteful production of machines and build-
ings lasting that long
e. the ability to pick out of all the virtually infi-
nite number of different possible permutations
and combinations of what might be produced and
when, that one that on some undefined and unde-
finable basis it considered “best,” and then order it
and all the steps incorporated in it to be under-
taken as its economic plan
f. all of the above

39. Under capitalism the economic system is
planned in the light of the magnitude of knowledge in-
dicated in the preceding question, but the knowledge is
held in small portions by large numbers of individuals
and is manifested in prices, which then serve to coordi-
nate the plans and actions of all the various individuals.

40. Under capitalism,
a. different individuals in combination—that is,
when their knowledge is added together—do
know the precise quantities, qualities, locations,
and technological possibilities open to all the vari-
ous factors of production in the economic system
b. everybody’s production is based on the sum of
all of this knowledge, because the knowledge is re-
flected in the prices of all the various factors of
production and products
c. for example, the price of wheat at any given
time reflects the knowledge of each owner of
wheat concerning the amount, quality, and loca-
tion of the wheat he owns; it also reflects the
knowledge of each user of wheat about the techno-
logical possibilities open to wheat
d. the knowledge just described enters into the
supply and demand and hence the price of wheat
e. it is the same with every other good: its price
reflects the sum of existing knowledge about the
amount of it available, the technological possibili-
ties open to it in production, and every other rele-
vant consideration
f. the future supply, locations, and production
possibilities of factors of production are taken into
account in the anticipation of their future prices
g. all of the above

41. Unanticipated events, negative or posi-
tive, require the replanning of the entire economic sys-

tem, because in each of these cases, it is necessary to
determine which specific products will be produced in
lesser or greater quantity, where, by what methods,
and to what extent.

42. Thus, for example, if a a socialist econ-
omy were confronted with the wreck of a tank train
carrying a shipment of oil and thus an unexpectedly re-
duced supply of oil, it would have to replan the eco-
nomic system in order to decide where to take out the
loss. It would have to look at all of the different uses
for oil, all the possible remote consequences of its
withdrawal from this or that area of production, and it
would have to look at all of the alternative employ-
ments of factors of production that might be used to re-
place the lost oil, and all the permutations and
combinations entailed in that, and then decide. By the
same token, if, as a result of good fortune, a socialist
economy had an unexpected increase in the supply of
oil, it would have to replan the entire economic system
to find the right uses for the extra supply of oil.

43. A capitalist economy
a. routinely goes about such replanning, on the
basis of the price system
b. responds easily and smoothly to unforeseen
changes in economic conditions, because such
changes simply bring about a change in the struc-
ture of prices and thus generate the most efficient
response on the part of all concerned
c. both (a) and (b)

44. In a capitalist economy,
a. a reduction in the supply of oil, to continue
with that example, acts to raise the price of oil
b. the rise in price diminishes the consumption of
oil in its marginal employments and simulta-
neously encourages its production—and, of
course, at the least possible expense to other pro-
ductive activities
c. users of petroleum replan their use of oil and
oil products in the light of the availability of alter-
native fuels and their price; they replan their con-
sumption and production activities, cutting back
and possibley abandoning some
d. in all uses of oil and oil products in produc-
tion, the plans of customers are taken into account
by virtue of estimates of their willingness to pay
or not pay prices that cover the higher cost of con-
tinuing the operation
e. routine replanning goes on throughout the rest
of the economic system in response to changes in
spending patterns resulting from changes in expen-
ditures for oil and oil products
f. all of the above

45. The insuperable difficulty of socialist
planning is that, because of the destruction of the price
system under socialism, and thus of the possibility of
division of labor in the planning process, it is neces-
sary to plan the production of the entire economic sys-
tem as an indivisible whole, with one planner having
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to plan the entire economic system. But the planning
of the economic system as an indivisible whole is sim-
ply impossible.

46. Because of the impossibility of planning
the economic system as an indivisible whole, by one
planner, it should not be surprising that in reality, the
actual planning of socialist countries is undertaken by
separate government ministries, each responsible for
different industries or regions, with even the individual
factories undertaking part of the planning process. 

47. The—necessarily—decentralized plan-
ning of socialism causes chaos, because without a
price system—without the foundation and mainspring
of the price system, i.e., private ownership of the
means of production and the profit motive—the indi-
vidual planners must operate without coordination and
at cross purposes, since nothing is present to harmon-
ize and integrate their separate plans. In such condi-
tions, the very success of any given plan serves to
cause the failure of other plans, by virtue of depriving
them of factors of production required for their being
carried out.

48. The repeated, chronic failure of individ-
ual, partial plans under socialism results in part from
the fact that every industry’s suppliers are in the posi-
tion of being disinterested monopolists, because they
do not have profit-and-loss incentives and need not
fear competition.

49. The Soviet quota system assigned physi-
cal production goals to each factory, farm, and mine in
the Soviet Union, which they were required to meet.
Penalties were imposed for failure to meet the goals
and incentives were provided to exceed them.

50. The Soviet quota system produced condi-
tions identical to those that exist under a system of uni-
versal price controls and universal shortages, for it
meant that there was a ready and waiting employment
for more factors of production in every branch of pro-
duction, with the result that any branch was capable of
expanding at the expense of any other, more important
branch.

51. The physical quotas assigned usually
lacked precision. Thus the quota for screw production
might be set in terms of overall pounds of screws or a
simple overall number of screws. In the one case, the
result was the production of a relatively small number
of very heavy screws; in the other, a very large num-
ber of very small screws. Such results contributed to
the economic chaos of the Soviet Union.

52. What gave rise to the Soviet quota sys-
tem and its stress on meeting and exceeding quotas
was the fact that a socialist government 

a. cannot rationally plan
b. wants to expand production, but is unable to
trace the connections among the different indus-
tries

c. is unable to determine—and is not even aware
that it is necessary to determine—the effects of
producing more of any one item on the ability to
produce other items
d. sees the particular product it wants to produce
in each case, but, because it lacks a price system,
has no concept of the cost of producing that prod-
uct or, therefore, of what other products it must
forgo in the process
e. can do no more than simply gives orders to pro-
duce as much as possible of everything
f. all of the above

53. Socialism’s inability to determine costs
and consequent lack of concern with costs produces ex-
actly the same kind of labor shortage as exists under
universal price controls. 

54. A labor shortage exists under socialism
because

a. a socialist government desires to produce more
of everything and its inefficiency in how it pro-
duces anything in particular compounds the prob-
lem by increasing the amount of labor required for
everything
b. shortages of consumers’ goods lead workers to
work less, since there is no point in doing work
that does not result in one’s being able to obtain
consumers’ goods
c. both (a) and (b)

55. The extent of the labor shortage under so-
cialism is such that factory managers in the Soviet
Union routinely hoarded labor, that is, kept it on the
payroll in idleness, merely to have it available as and
when the need for it might arise.

56. Shortages of consumers’ goods are a nec-
essary feature of socialism even without inflation.
They exist as a result of the following factors:

a. the chaos in the production and geographical
distribution of the various goods: at any time,
goods can cease being produced, or cease being
sent to particular localities; this can occur because
particular plans are fulfilled that snatch away the
necessary factors of production or perhaps the
very consumers’ goods themselves from other
plans
b. when the preceding occurs, the managers of
the local stores and warehouses of the socialist so-
ciety have no incentive and no authority to raise
prices
c. nor do the managers have the incentive or au-
thority to try to anticipate such events and build
up stockpiles, which would be “speculation”
d. the managers also have no incentive or author-
ity to bring in supplies from other areas (or send
supplies to other areas), for that would be another
form of activity possible only under capitalism,
namely, arbitrage
e. all of the moral and political pressures of a so-
cialist society work against prices being raised
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f. all of the above

57. The moral and political pressures of a so-
cialist society work against prices being raised because

a. a basic moral postulate of socialism is that
goods should be free to whoever needs them, or, if
not free, then at least as inexpensive as possible
b. in the political realm the pressures are exactly
the same as those which make rent control so pop-
ular in New York City, namely, whoever succeeds
in buying at the low price sees his benefit and ap-
plauds the government officials responsible; on
the other hand, those who are victimized by the
shortage the too-low price creates rarely see any
connection between the too-low price and their in-
ability to obtain the goods they want; they view
the low price as being in their interest, too, and
hope to be able to buy at that price
c. both (a) and (b)

58. The shortages of consumers’ goods under
socialism are worsened by

a. the desire to hoard that necessarily accompan-
ies them
b. the socialist’s government’s issuance of addi-
tional money to the consumers, which, expands
aggregate demand in the face of a given, frozen
level of prices
c. the general decline in production that takes
place
d. all of the above

59. The most fundamental fact about social-
ism is that government ownership of the means of pro-
duction constitutes an attempt to make intelligence and
initiative in production a monopoly of the state.

60. Production depends on the possession of
means of production. If the means of production are
monopolized by the state, because it arbitrarily claims
to own them all, then no one is free to produce on his
own initiative and to regard his own intelligence and
judgment as the ultimate authority for his action. In a
socialist economy, no one can produce without the per-
mission, indeed, without the orders, of the state.

61. Socialism’s attempted monopoly of intel-
ligence and initiative in production is the cause of its
anarchy of production, because this monopoly prohib-
its all of the independent planning of millions of free,
self-interested individuals that is required to run an
economic system in a rational and ordered way.

62. Corollary consequences of socialism’s
monopoly character are 

a. the necessary technological backwardness of
socialism
b. the utter powerlessness of the plain citizen
under socialism
c. both (a) and (b)

63. Under capitalism, whoever sees a profit-
able opportunity for action

a. is free to act on his own initiative

b. is powerfully motivated to act by the prospect
of the profit he can make
c. is restrained from rash action by the risk of los-
ing his own money
d. can turn to any one of hundreds or even thou-
sands of independent sources of financing by of-
fering to share his profits with potential backers
e. all of the above

64. Under capitalism, the actions of the indi-
vidual innovator constitute a challenge to the estab-
lished ways of doing things. For if what he is doing is
in fact an improvement over present products or meth-
ods of production, then those producing the present
products or practicing the present methods must copy
his or be driven out of business.

65. Because of its freedom of initiative, its in-
centives to use that initiative, and its freedom of com-
petition, the products and methods of production of
capitalism tend to be literally the very best that anyone
in the entire society can think of, and to improve fur-
ther as soon as anyone can think of any still better idea.

66. In contrast to capitalism, under socialism 
a. the exercise of individual initiative in produc-
tion is illegal, because of the state’s monopoly on
the means of production and the illegality of act-
ing outside it’s economic “plan”; thus, if an indi-
vidual does manage to think of some improvement
under socialism, he must submit it to the government
b. the necessity of submitting all new ideas to the
government for its approval and implementation
means that there is only one or, at most, a handful
of chances for the approval and implementation of
an idea
c. whatever officials the individaul turns to in the
government have no economic incentives to adopt
his idea, whatever its possible merit, and will be
inclined to reject it, in order to spare themselves
the difficulties and uncertainties that are always
entailed in implementing an innovation—such as
the need to find new suppliers of raw materials,
obtain new workers, or discharge or relocate pres-
ent workers; the officials will not want to run the
risk of the innovation being judged a failure and
thus arousing the displeasure of those in a position
to do them harm; in addition, if the innovation
were somehow to succeed, by whatever arbitrary
standard success is judged under socialism, the ef-
fect on the officials would likely be merely the dif-
ficulties of establishing the new arrangements and
then having their assigned production quotas in-
creased
d. all of the above

67. Under socialism, very few new ideas are
thought of, fewer still are implemented, and virtually
none at all are of benefit to the plain citizen.

68. Under socialism, the fact that the plain
citizen is no longer the customer, “who is always
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right,” but the serf, who must take his rations and like
it results from

a. the utter inability of the plain citizen to deter-
mine what is produced by the way he spends his
money, because of the lack of profit and loss in-
centives and freedom of competition under social-
ism, the presence of which are necessary if
changes in consumer spending are to have an ef-
fect on production
b. the fundamental moral-political postulate of a
socialist society, which is that the individual does
not exist as an end in himself, but as a means to
the ends of “Society”
c. both (a) and (b)

69. Holding the individual to be the means to
the ends of “Society” means that he is placed in a ser-
vile relationship to the rulers of the socialist state, be-
cause “Society” is not an independent entity with a
will and voice of its own and thus the alleged ends of
Society are necessarily ends divined, interpreted, and
determined by the rulers of the socialist state, which
means that under socialism the individual is actually
nothing more than a means to the ends of the rulers.

70. A socialist government has no compel-
ling reason to supply the plain citizen with anything
more than is necessary to prevent an uprising. 

71. In contrast to the politicians, democratic
or totalitarian, the people who really do work to im-
prove the economic conditions of the general public,
who—literally—stay up nights thinking of ways to pro-
vide them with such things as grocery stores, more and
better shoes and means of transportation, and everything
else they may possibly want, are capitalists, who are con-
tinually motivated by the prospect of making or losing a
fortune and who can act on their own initiative.

72. The only kind of technological develop-
ments that a socialist government is interested in are
those which are of value to its rulers, above all, im-
provements in weapons production and in the kinds of
things that add to the rulers’ prestige, such as
‘sputniks’—or pyramids.

73. Because civilian technology is open-
ended and thus very broad-based, being made to ex-
plore avenues that initially are of value only as
subjects of novelty and curiosity, such as the automo-
bile, radio, and personal computer in their early days,
repression of the free development of civilian technol-
ogy in response to consumer demand and profit and
and loss incentives serves in the long run to cut the
ground from under the development of military tech-
nolgy. The tank, for example, could not have been de-
veloped in the absence of the prior development of the
automobile, which there would have been no basis for
developing under socialism.

74. The ability of the civilian economy to
benefit from military technology depends on the exis-
tence of a capitalist economic system, which provides

the profit-and-loss incentives and the freedoms of ini-
tiative and competition necessary to make applications
of military technology to civilian purposes.

75. Without the aid of capitalist countries, so-
cialism must revert to feudalism as the result of its in-
ability to coordinate the different branches of
production and thus its chronic shortages of supply of
vital items, which creates the need for economic self-
sufficiency. A series of crop failures and resulting fam-
ines, for example, in addition to killing off much of the
population would lead most of the survivors to flee the
cities for the countryside, where they would have a bet-
ter chance of obtaining food.

76. The economic inefficiencies of the Soviet
Union shed light on its inability to accumulate capital
despite a reputedly very high degree of concentration
on the production of capital goods, because the result-
ing output is so low per unit of capital goods expended
that it is difficult or impossible to produce a supply of
capital goods great enough to equal the supply used up
in production.

77. Capital accumulation under socialism is
possible only at the cost of human life, on the scale im-
posed by Stalin. For only if the concentration on the
production of capital goods is so great that inadequate
resources are left over for the production of
consumers’ goods is it possible for socialism to pro-
duce more capital goods than it consumes. 

78. Market socialism is an imaginary theoret-
ical construction in which capitalism’s price system is
appended to the body of socialism.

79. Under market socialism profits will alleg-
edly serve as a “parameter,” that is, as a guide to what
to do—though, of course, no one will actually profit
from doing what he is supposed to do.

80. The way socialism is to achieve a price
system is by dividing the socialist economy up into
separate sections or firms. Each will be assigned a bal-
ance at the government’s central bank. The govern-
ment will set prices for all goods and services. At least
on paper, these firms will then buy from and sell to
each other; they will also sell to consumers and pay
wages. They will pay interest on capital to the
government’s central bank and even to other enter-
prises, and they will record profits and losses.

81. Market socialsim is similar to socialism
on the German or Nazi pattern, in that seemingly sepa-
rate, independent enterprises will exist.

82. The difficulties of market socialism can
be grasped most simply by starting with the existence
of capitalism and then imagining two alternative
things to occur: (1) the government imposes price and
wage controls, (2) the government obtains the power
to expropriate any firm’s or individual’s capital and
turn it over to any other firm or individual at its discre-
tion.
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83. Advocates of market socialism assume
that the government can set prices and then vary them
in just the same way that this is done under capitalism,
a belief which is totally contradicted by actual experi-
ence of price controls.

84. Rent controls and price controls on oil
are set in exactly the same way that landlords and oil
companies would set their rents and prices, which is
why these parties were always very well satisfied with
the controls.

85. Government price-control officials do
not and cannot control prices in the way a free market
would have set them. For the driving force of the free
market’s prices is the self-interests of the different indi-
viduals concerned, acting in an environment of free-
dom of competition. Government control of prices
nullifies this driving force.

86. Market socialism in its logically consis-
tent form wants to entrust the supreme management of

the socialist economic system to firms and individuals
who will have absolutely no security of property or in-
centives of ownership, and then to give them discre-
tion as to its investment. Their powers of discretion in
investment would be genuine powers of ownership,
but they would last no longer than the state desired.
They would be in the position of people facing the con-
stant threat of expropriation.

87. Market socialism in its logically consis-
tent form might achieve an economic system at the
level of, say, Turkey under the arbitrary, despotic rule
of the sultans, when no one could be secure in the pos-
session of any property, when no one dared to improve
his house or fields, let alone build a factory, for fear of
having them seized by the government.

88. The world-wide abandonment of social-
ism means that the debate over market socialism is
now closed and the correctness of von Mises’s posi-
tion definitively established.

Chapter 8, Part B

89. Where the government owns all the print-
ing presses and meeting halls and is the sole employer,
freedom of press and speech is impossible.

90. It is not accidental, but logically neces-
sary that wherever socialism has actually been en-
acted, as in the Communist-bloc countries and Nazi
Germany, violent and bloody means have been used to
achieve it and/or maintain it. And where socialist par-
ties have come to power but abstained from wholesale
violence and bloodshed, as in Great Britain, Israel, and
Sweden, they have not enacted socialism, but retained
a so-called mixed economy, which they did not radi-
cally or fundamentally alter.

91. Even if democratically elected, a socialist
government must begin with an enormous act of force,
namely, the theft of all privately owned means of pro-
duction.

92. It takes the Communists to establish so-
cialism, for the same reason that those who seriously
want to steal must go armed and be prepared to kill
those whom they plan to rob, should the latter offer re-
sistance, which they almost certainly will in a case in
which their property is to be taken en masse without
compensation. 

93. The social democrats are unwilling to take
the bloody steps necessary to establish socialism and so
leave the existing economic system essentially unchanged.

94. The leaders of a socialist society find
themselves in a dilemma in that socialism assumes re-
sponsibility for people’s lives and promises them a life
of bliss but delivers a life of hell. In the face of inevita-
ble public outrage logically directed at the rulers, the
maintenance of power requires hysterical propaganda,
periodic purges, and a reign of terror. In the absence of

these measures, socialism would be characterized by
an endless series of coups and civil wars.

95. The requirements merely for effectively
imposing a system of price controls are an army of
spies and informers, draconian penalties for their viola-
tion, and administrative tribunals to convict and punish
the transgressors.

96. Black market activity under Russian-
style socialism implies the theft of state property and
under both Russian and German-style socialism, the
crime of sabotage, because it disrupts the execution of
the national economic plan. Hence, it is not surprising
that such “economic crimes” under socialism result in
the execution of those found guilty.

97. Under socialism it is dangerous to be a
production manager, because one may find onself
being blamed for inevitable plan failures. To avoid
this, production managers under socialism need strong
political connections and subordinate officials avail-
able for sacrifice.

98. Forced labor is implied in the very idea
of socialist planning. If the state is to plan the produc-
tion of all commodities, it must also plan the skills that
the workers will possess who are to produce those
commodities, and where those workers are to live and
work. It is incompatible with socialist planning for pri-
vate individuals to have the freedom to acquire the
skills they want and to live where they want. Such free-
dom would alone make socialist planning impossible.

99. What brings about forced labor under so-
cialism even though it cannot plan is the existence of a
labor shortage that results from socialism’s attempt to
encourage the maximum possible production of each
item. In such conditions, vital and urgent employments
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of labor can be deprived of labor. To prevent this, the
socialist state exercises the power to order labor into
the employments it considers vital and urgent.

100. Forced labor existed in the Soviet
Union in that 

a. millions were forced to toil in concentration
camps—the infamous Gulag system, which in the
Stalin years may have held as many as 20 to 30
million slave laborers, a large proportion of whom
died in captivity
b. all people living on collective farms—as much
as 40 percent or more of the Soviet population—
were prohibited from moving away from those
farms without the permission of the collective
farm managements
c. at harvest time, all available urban workers
could be forced into the countryside to help bring
in the harvest
d. every graduate of a university or technical
school in the Soviet Union was compulsorily as-
signed to a job for a period of two to three years
following graduation
e. every remaining worker in the Soviet Union
was compelled to have a labor book that detailed
all of his previous employment, including com-
ments by the government officials who were his
former employers, reasons for changing jobs, and
so on. This arrangement discouraged the worker’s
leaving any given job against the government
employer’s wishes, and was, in fact, a forcible de-
terrent to changing jobs inasmuch as one could
not obtain employment without presenting it
f. it was illegal in the Soviet Union to be unem-
ployed
g. all of the above

101. During World War II, workers in Great
Britain, Australia, and Canada could not quit or
change their jobs without government permission, and
they could be ordered to work wherever the govern-
ment required them. Similar legislation was proposed
to the Congress of the United States by President Roo-
sevelt in his State of the Union Message of January
1944 but was not enacted.

102. By its nature socialism is a system of
aristocratic privilege, in which the citizens are viewed
as means to the ends of the rulers, an outcome which
follows inexorably from viewing the individual as the
means to the ends of society. 

103. In the Soviet Union, a system of aristo-
cratic privilege was manifested in such facts as 

a. government assignment of different grades of
housing based on rank in the government or Com-
munist Party
b. government determination of who could and
who could not buy an automobile

c. the government’s maintainance of special
stores that were closed to the general public and
which exclusively served high government and
party officials and their favorites in the arts and
sciences; these stores carried many kinds of West-
ern imports, from clothing to tape recorders, and
the limited supplies of whatever worthwhile
goods as were produced in the Soviet Union itself;
while such things as meat were unavailable
throughout most of the Soviet Union for months
on end, the privileged customers of these stores
were supplied with caviar
d. all of the above

104. The existence of a system of aristocratic
privilege is incompatible with the slogan from each ac-
cording to his abilities to each according to his needs.

105. A socialist society has no incentives of
any kind.

106. A socialist society has incentives that
are geared to the achievement of the values of the rul-
ers, not to the achievement of the values of the plain
citizens. Its system of incentives is comparable to that
of an army, in which there are incentives for privates
to attempt to be promoted to corporal, and so on, but
in which the purpose is to make the army a more effec-
tive instrument in achieving the goals of the command-
ing general, not the goals of the privates.

107. In contrast to socialism, the incentive
system of capitalism compels the “captains of indus-
try” to serve the needs of everyone.

108. As a result of a socialist state’s twin
powers over the individual’s work and consumption,
everyone’s life comes to depend unconditionally on
the good graces of every government official with
power or influence. In such circumstances, not only
are people stopped by terror from criticizing anything
the government or any government official does, but a
competition breaks out in the positive praise and adula-
tion of the government and its officials.

109. The socialist society that so many intel-
lectuals have yearned for is a society in which the only
way that intellectuals can advance is by means of dis-
playing the most abject servility to Neanderthals. 

110. While private slave owners in the days
of slavery were at least motivated to treat their slaves
with the same consideration they gave their livestock,
forced labor under socialism goes even beyond slavery
and results in mass murder, because under socialism,
the slaves are “public property”—the property of the
state—and those who have charge of the slaves, there-
fore, have no personal economic interest in their lives
or well-being. The slaves of socialism are slaves, but
they are no one’s property and therefore no one’s loss.
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CHAPTER 9
INFLUENCE OF THE DIVISION OF LABOR ON THE INSTITUTIONS OF CAPITALISM

PART A: PRIVATE ONWERSHIP OF THE MEANS OF PRODUCTION

1. The belief that only the owners gain from
privately owned means of production is manifested in

a. the belief that if you advocate capitalism, you
must be a capitalist
b. the media’s surprise when a blue-collar district
votes for a pro-free-enterprise candidate
c. the belief back in the days of the cold war that
in order to save a country from communism, it
was necessary to create more capitalists
d. all of the above

2. In a non-division-of-labor society,
a. privately owned means of production, such as
a farmer’s field and his tools and animals, are
used to produce for the consumption of their own-
ers and the owners’ families
b. the beneficiaries of the privately owned means
of production are the owners and the owners’ fam-
ilies
c. in order to benefit from means of production,
one must be an owner of the means of production
d. all of the above

3. In a division-of-labor, capitalist market
economy, such as our own,

a. privately owned means of production are used
overwhelmingly to produce for the market and
only to an insignificant extent to produce for the
consumption of their owners
b. in order to benefit from privately owned
means of production, it is not necessary to be an
owner of the means of production but merely to
be in a position to buy the products
c. the privately owned means of production phys-
cially serve nonowners as well as owners, and, in-
deed, the nonowners to a far greater extent than
the owners
d. all of the above

4. The factories and machinery of General
Motors and the oil wells, pipelines, and refineries of
Exxon produce products which are consumed for the
most part by

a. businessmen and capitalists, out of profit and
interest income
b. by ordinary people, out of wages and salaries

5. In a division-of-labor, capitalist market
economy, such as our own, privately owned means of
production are the source of the demand for the labor
of the nonowners of the means of production.

6. The more numerous and more wealthy the
capitalists are, the greater is the demand for the labor
of wage earners and thus the higher is the level of

wages and the greater the ability of wage earners to
consume the products of the means of production.

7. The benefit to the nonowners from other
people’s private property in the form of means of pro-
duction—of capital—is that it is the source of

a. the supply of what the nonowners buy 
b. the demand for what the nonowners sell
c. both (a) and (b)

8. The benefits of privately owned means of
production to nonowners are generally recognized, as,
for example, in the case of tenants in New York City,
who recognize the value to themselves of having land-
lords who are rich and own many excellent buildings
rather than poor and own only a small number of old
and run-down buildings.

9. The accumulation of capital and thus the
demand for the labor of the nonowners of means of
production and the supply of goods produced and
available for the nonowners to buy is the greater, the
more secure is the institution of private ownership of
the means of production and thus the greater the pro-
spective benefits from saving and accumulating capital.

10. The institution of private ownership of
the means of production operates to the benefit of the
nonowners of the means of production by providing
them with the benefit of profit-and-loss incentives and
the freedoms of individual initiative and competition
in the production of the goods and services they (the
nonowners) buy.

11. The benefit of privately owned means of
production to nonowners is the greater and the more
rapidly increasing, the more the property rights of the
owners are respected.

12. The benefit of privately owned means of
production to nonowners is the greater and the more
rapidly increasing, the more the property rights of the
owners are respected. This is the case because of 

a. the encouragement given to saving and capital
accumulation by respect for property rights
b. the encouragement given to improvements in
products and methods of production by the pros-
pect of keeping more of the profits earned thereby
and the concomitant absence of taxes and subsi-
dies that perpetuate the use of inefficient methods
of production and the production of products no
longer desired by the consumers
c. the major positive effects on capital accumula-
tion of the freedom to use methods of production
that achieve the highest possible output per unit of
existing capital goods
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d. all of the above

13. The institution of private ownership of
the means of production is to the material self-interest

a. of the owners
b. of everyone, both owners and nonowners

14. The benefit that owners of the means of
production derive from them that nonowners do not is

a. the receipt of profit and interest
b. the ability to consume a portion of the profits
or interest and the potential of consuming the ac-
cumulated capital

15. Profits and interest that are saved and in-
vested

a. represent a special benefit that the owners of
the means of production receive and that the non-
owners do not
b. operate in the same way as the original capital,
to which they are added, and serve to benefit the
nonowners by means of raising the demand for
their labor and increasing the supply of the goods
and services they buy

16. The potential enjoyed by the owners of
capital of consuming their capital is 

a. typically taken advantage of
b. usually not taken advantage of by large capital-
ists but is of great psychological comfort simply
as a potential

17. The consumption of the businessmen and
capitalists includes such things as the support of opera
companies, universities, and hospitals, and to this ex-
tent is of benefit to a substantially wider circle of peo-
ple than just their own families.

18. Advocates of the redistribution of wealth
typically regard the wealth of capitalists as a vast sup-
ply of consumers’ goods, most of which the rich capi-
talists do not need but which poor starving wage
earners and others desperately need.

19. Enacting a policy of redistribution of
wealth is in fact a policy of “eating the seed corn,” in
that the overwhelming bulk of the wealth of the capi-
talists is not in supplies of personal consumers’ goods
but in means of production, including funds for the
payment of wages; it could be used to serve the con-
sumption of the poor only at the expense of reducing
the ability to produce and the ability to employ labor,
which would result in greater poverty than had ex-
isted before.

20. What is available from the significant-
sized capitalists for redistribution without directly and
immediately encroaching on their capitals is merely
what they consume.

21. The attempt to limit the consumption of
capitalists destroys their motivation to accumulate cap-
ital or maintain capital they have already accumulated,
because capital that can never be consumed or used to
augment one’s consumption is of no value. Thus the re-

sult of a redistributionist policy confined to seizing
what the capitalists consumed would serve to reduce
production by more than the amount seized.

22. A policy of strict protection of property
rights, as opposed to any form of policy of redistribu-
tion of wealth, makes possible continued increases in
the goods and services going to nonowners of means
of production, repeatedly doubling and redoubling
their real incomes.

23. Government ownership of business enter-
prises

a. should be welcomed by people because then
the business firms become theirs
b. should be opposed by everyone because it
serves to deprive consumers of the benefit of
profit-and-loss incentives and the freedoms of in-
dividual initiative and competition in the produc-
tion of the goods and services they buy

24. The superiority of public ownership over
private ownership is confirmed by the level of service
and efficiency displayed by the US Postal Service and
Amtrak in comparision with private suppliers of com-
munications and transportation services.

25. Public ownership of means of production
provides the same special benefits of ownership as
does private ownership of the means of production in
that the dividend payments it makes enable its owners
to consume, while the value of its shares and the poten-
tial of selling them provides a nest egg for its owners.

26. Public ownership of means of production
a. provides dividends for its owners to consume
b. is the cause of higher taxes, to cover the defi-
cits entailed in its inherently inefficient operation

27. A major factor bearing on the superiority
of privately owned enterprises over government-
owned enterprises is the fact that the former are charac-
terized by what von Mises calls profit management,
while the latter are characterized by what he calls bu-
reaucratic management.

28. The institution of inheritance is of benefit
to heirs; nonheirs derive benefits from it only insofar
as inheritances are taxed and the proceeds spent for the
public benefit.

29. The institution of inheritance
a. promotes the accumulation of capital to the ex-
tent that funds are accumulated and maintained
for the purpose of being transmitted to heirs
b. by virtue of (a) serves to increase the demand
for the labor of nonheirs and the supply of prod-
ucts available for nonheirs to buy
c. the existence of the institution of inheritance is
in the material self-interest of everyone 
d. all of the above

30. Only capitalists are advocates of policies
favoring capital accumulation, because only capitalists
have something to gain from capital accumulation, in-
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asmuch as more capital increases neither the demand
for labor nor the supply of consumers’ goods.

31. The true advocates of the interests of the
masses are politicians urging policies of capital con-
sumption.

32. Inheritance taxes serve to reduce capital
accumulation and thus hold down both the demand for
labor and the supply of consumers’ goods, on both of
which the well-being of nonheirs depends.

33. Taxes that fall heavily on saving and cap-
ital accumulation include

a. the inheritance tax
b. the progressive income tax
c. the corporate income tax
d. the capital gains tax
e. social security taxes
f. all of the above

34. Government budget deficits and inflation
undermine capital accumulation.

35. From the point of view of any given indi-
vidual, the most beneficial tax cut is a cut in the taxes
that he himself pays. It follows from this that if one is
a wage earner, a tax cut that reduced one’s own taxes
by, say, $1,000 per year and the taxes of tens of mil-
lions of other wage earners by that amount, would be
more beneficial than a tax cut of the same overall ag-
gregate amount going to business and rich capitalists.

36. The economic interests of wage earners
and capitalists are mutually opposed.

37. Private ownership of land and natural re-
sources encounters special hostility because of the be-
lief that landowners are in a position to pocket all of
the gains of economic progress simply by waiting for
population growth and accompanying diminishing re-
turns to raise land rents.

38. In fact, private ownership of land oper-
ates to provide the incentive basis for continuous and
rapid increases in the productivity of land, which
serves to increase the supply of agricultrual products
and of minerals and thus to reduce their prices and
thereby land rents and the economic significance of
land rent.

39. In 1750, the source of most wealth in
Great Britain was ownership of land. By 1850, it was
commerce and industry.

40. The economic significance of land rent in
the 19th century was reduced by great improvements
in the productivity of land due to the greater operation
of the incentives provided by private ownership,
which was made possible by

a. the establishment of private ownership of land
in the territory of the United States from the
eastern seaboard to well west of the Mississippi
river

b. the enclosure movement in Great Britain,
which brought about the privatization of large
areas of land previously owned and controlled
communally
c. the establishment of private property rights in
land on the European continent, where, prior to
the French Revolution, most land was in the
hands of the feudal nobility, as a monopoly privi-
lege under which they alone had a legal right to
own it
d. all of the above

41. Today, the economic significance of min-
ing rents derived from the ownership of oil deposits
has been increased by policies opposed to private prop-
erty rights in land.

42. A policy of privatization of lands pres-
ently owned by the Federeal government in the west-
ern states and in Alaska, and of the continetal shelf,
and of full respect for the property rights of its owners
would result in a substantial increase in the supply
both of oil and its substitutes, such as coal, atomic
power, and natural gas. This would reduce the price of
oil and the mining rents derived from the ownership of
oil fields.

43. Insofar as it prevents improvements in ag-
riculture and mining, the environmental movement op-
erates to increase the economic significance of land
rent.

44. Again and again, especially in Europe
and Asia, the ownership of land can be traced back to
violent appropriation from previous owners. Neverthe-
less, once land ceases to pass by violent appropriation
and a free market in land is established, in which land
thereafter passes by purchase and sale, the stain of vio-
lent appropriation is progressively washed away. For
each set of owners is obliged to devote his land to the
demands of the market, a market in which everyone’s
purchasing power is more and more based on having
successfully served the market in the past.  

45. In cases in which large landed estates
exist that are less economic than would be the same
land divided into numerous small parcels

a. land reform consisting of the forcible breakup
of the estates is necessary
b. a free market would bring about the breakup
voluntarily by making the sum of the value of the
small parcels greater than the value of the present
estates, in the same way as it does when farmland
is subdivided for housing plots, commerce, and in-
dustry; the alleged need to resort to forcible land
reform implies the opposite of this condition

46. Just as it is not necessary for the consum-
ers of products to own the means of producing those
products, but merely to be free to buy them, so it is not
necessary for a country to have sovereignty over the in-
dustries and natural resources that supply its citizens,
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but merely for its citizens to be free to buy from those
sources of supply, wherever they might be located.

47. The citizens of Germany need iron and
steel products. But the iron mines are in France, not
Germany. Therefore, the self-interest of Germans re-
quires the conquest of France. 

48. A country that pursued a policy of protec-
tion of property rights, including the equal protection
of the property rights of foreign investors, coupled
with policies of free trade in imports and exports, and
free immigration, would give the maximum possible
benefit of its industries, land, and natural resources to
the world as a whole. Conquest of such a country by a
socialist, fascist, or any other such power would be
against the material self-intersts of all other countries
and probably even against the material self-interest of
the conqueror, since the policies it would impose

would serve to reduce what is available from the coun-
try for its benefit too.

49. The development of a backward
country’s natural resources by foreign capital

a. represents economic exploitation of the poor
for the sake of profit
b. enables the world to gain from the resources in
question
c. increases the local demand for labor and thus
local wage rates, and, by providing foreign ex-
change earned by the sale of the resources around
the world, makes possible the import of goods in-
capable of being produced locally
d. all of the above
e. (b) and (c) but not (a)

Part B: ECONOMIC INEQUALITY

50. The prevailing belief concerning eco-
nomic inequality is that

a. one man’s gain is another man’s loss
b. the rich get richer and the poor get poorer
c. one man’s gain is not another man’s loss
d. one man’s gain is another man’s gain
e. all of the above
f. (a) and (b)

51. The proposition that one man’s gain is an-
other man’s loss

a. rests on the assumption that the amount of
wealth in the world is a fixed, static sum
b. does not apply in division-of-labor society,
since it makes possible a continuous increase in
the total of the wealth produced
c. both (a) and (b)

52. In a division-of-labor society, differences
in wealth and income among individuals are the result
of

a. being unfairly favored or ignored by the distri-
bution fairy
b. differences among individuals in their capacity
for looting wealth from nature and/or from one an-
other
c. differences in their positive productive contri-
bution, as judged by the market

53. In a division-of-labor society, the expres-
sion “distribution of wealth” realistically refers to

a. an actual, physical distribution of wealth by
the distribution fairy
b. the arithmetical expression of the wealth pro-
duced by various individuals or groups as a per-
centage of the total of the wealth produced in the
society

The following is a five-part question. A desert island is
occupied by Crusoe and Friday. Initially, they each
gather five coconuts per day. But then Crusoe finds a
way to gather ten coconuts per day, while Friday con-
tinues to gather only five per day. Taking total output
as representing “national income,”

54. Calculate the respective shares of na-
tional income initially going to Crusoe and Friday.

55. Calculate the respective shares of na-
tional income going to Crusoe and Friday after
Crusoe’s increase in production.

56. If unequal shares of national income
going to groups comprising equal percentages of the
population is unjust, then it is unjust in the present
case for Crusoe to increase his production.

57. Crusoe’s increase in production will be
the source of Friday increasing his production once he
copies Crusoe’s improved method of gathering coco-
nuts.

58. By the time Friday copies Crusoe’s im-
proved method, Crusoe may have gone on to a still fur-
ther improvement, in which case economic inequality
would both exist alongside general economic improve-
ment and be a foundation of such improvement.

59. In a division-of-labor society, one man’s
gain is other men’s gain on the foundation of

a. the process of productive emulation, which is
present in competition
b. the nature of free exchange, in which both par-
ties must benefit
c. the sharing of the growing gains from the divi-
sion of labor in the form of increasing quanitities
and improving quality of goods
d. all of the above
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60. The notion of a distribution of wealth
leads to the conclusion that it is unjust for one person
to produce more than another.

The following is a five-part question.

61. Great fortunes are accumulated by
a. earning a low rate of profit and consuming it all
b. earning a low rate of profit and saving it all
c. earning a high rate of profit and consuming it
all
d. earning a high rate of profit over many years
and in each year saving and reinvesting the far
greater part of it

62. The earning of a high rate of profit over
many years typically requires the introduction of a se-
ries of important innovations, since competition elimi-
nates the premium profit earned on any given
innovation as soon as it can.

63. To the extent that profit is saved and rein-
vested, i.e., added to capital, it increases the demand
for labor and the supply of products.

64. Both in their origin and in their use, great
fortunes are a source of gains to everyone who partici-
pates in the economic system. 

65. Henry Ford’s accumulation of $1 billion
after having started with about $25,000 was the reflec-
tion of a series of important innovations he made in
the production of automobiles, such as the moving as-
sembly line and interchangeable mass-produced parts.
These were the basis of his continuing high rate of
profit. The saving and reinvestment of those profits
was the basis of the physical expansion of the Ford
Motor Company from a single barn-like structure
when it started, to the vast plants, and all the equip-
ment they contained, at the time of Ford’s death. In ef-
fect, Ford’s profits were the reflection of the
improvements he provided for the automobile-buying
public and his fortune was the means of physically pro-
ducing and delivering them to that public on an ex-
panded scale.

66. What is true of the origin and disposition
of Ford’s fortune is true, mutatis mutandis (i.e., with
the necessary changes), of great business fortunes in
general.

67. Relative rates of growth or decline in ac-
cumulated wealth are the result of a combination of rel-
ative rates of profit and relative degrees of saving out
of profits.

68. If 10 percent of the population in a divi-
sion-of-labor society owns 90 percent of the wealth of
the society, what that signifies is that

a. some people have contributed more to produc-
tion than others—in the more important cases, in-
troducing a series of major improvements into
production, and then saving and investing very
heavily out of the higher incomes they earned

b. the 90 percent of the wealth that is owned by
the 10 percent then serves the 90 percent of the
population that did not contribute as much to pro-
duction
c. because of the freedom of the 10 percent to cre-
ate and earn the wealth and income they do, there
is incalculably more wealth
d. because of the freedom of the 10 percent to
create and earn the wealth and income they do,
there is more saving and the means of production
that exist at any given time are more efficiently
used, both of which facts are causes of the continu-
ous further increase in the supply of means of pro-
duction—of capital goods—that are used to
produce overwhelmingly for the benefit of the 90
percent of the population that allegedly owns only
10 percent of the wealth of the economic system
e. all of the above

69. If 10 percent of the population in a divi-
sion-of-labor society, capitalist society owns 90 per-
cent of the wealth of the society, what that actually
signifies is that 

a. 90 percent of the wealth of the society is not
only owned but was also created and earned by
the 10 percent who own it (or by their parents or
grandparents)
b. 10 percent of the society makes possible the
far greater part of the real incomes of the 90 per-
cent
c. both (a) and (b)

70. According to the Marxian doctrine on
economic inequality

a. the inequality between capitalist and worker is
essentially no different than the inequality that pre-
vailed in earlier periods of history between master
and slave or between lord and serf
b. all of history is the record of one continuous
class struggle that has been carried on in different
forms and under different guises—in the Ancient
World, between master and slave; in the Middle
Ages, between lord and serf; in modern times, be-
tween capitalist and worker
c. the worker under capitalism is a slave—a
“wage slave”
d. the capitalist is an “exploiter,” even more ruth-
less than the feudal lord or ancient slave owner
e. all of the above

71. The essential differences between eco-
nomic inequality under capitalism and economic in-
equality under feudalism are

a. economic inequality under feudalism is the re-
sult of theft by the nobility from the serfs, with the
result that the enrichment of the nobility is at the
expense of the impoverishment of the serfs
b. economic inequality under capitalism is the re-
sult of differences in positive productive contribu-
tion, in which the greater productive contribution
of the businessmen and capitalists serves to in-
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crease the wealth available to all and from which
all gain
c. both (a) and (b)

The following is a five-part question. John Kenneth
Galbraith wrote: “The worker in a Calcutta jute mill
who loses his job—like his American counterpart dur-
ing the Great Depression—has no high prospect of
ever finding another. He has no savings. Nor does he
have unemployment insurance. The alternative to his
present employment, accordingly, is slow but definite
starvation. So though nominally a free worker, he is
compelled. The fate of a defecting southern slave be-
fore the Civil War or a serf before Alexander II was
not appreciably more painful. The choice between hun-
ger and flogging may well be a matter of taste.” (The
New Industrial State, 2d ed. rev., p. 141.)

72. Galbraith claims that what we think of as
constituting free labor is so in name only, while in sub-
stance it is the same as slavery. Thus, as in the novel
1984, for Galbraith, “freedom is slavery.”

73. An essential difference, ignored by Gal-
braith, in the relationship between a slave owner and
the suffering of his slave, on the one hand, and an em-
ployer and the suffering of his poor, hungry worker,
on the other, is that the slave owner and his whip are
the cause of the slave’s suffering, while the employer
and the wages he pays are the cause of the alleviation
and prevention of the worker’s suffering hunger

74. A further essential difference, ignored by
Galbraith, is that what keeps a worker at his job under
slavery is physical force: chains, whips, and guns;
while in the case of the worker in the Calcutta jute
mill, physical force would probably need to be applied
to keep the worker from his job, because it is the posi-
tive source of what keeps him alive and what he des-
perately wants to have, not what he desperately wants
to run away from.

75. Yet another vital aspect of freedom ig-
nored by Galbraith is that it is essential if the worker is
to be able choose the best of whatever employment op-
portunities may be open to him, and that even if no
other such opportunities are currently open to him, it is
almost certain that some will be at some point. The
free worker can then choose the best among them; the
slave cannot.

76. Lack of employment opportunities is it-
self the result of the violation of freedom, i.e., the free-
dom to offer and accept the lower wage rates which
would serve to increase the quantity of labor de-
manded to the point of sufficient jobs being available
to provide opportunities for alternative employment.

77. According to feudalism, landed estates
were not the property of any given individual, but of
his bloodline, and thus of his unborn children and

grandchildren, and their descendants, as much as him-
self. On this basis, the sale of land by the nobility or its
possible loss as collateral on loans was forbidden.

78. The feudal nobility were not landowners
in the proper sense of the term, because

a. they lacked essential rights of owners, in that
they could not sell the lands that were allegedly
theirs, nor fire workers who became unnecessary,
nor seek to attract workers from the estates of
other noblemen
b. they possessed powers that are no part of own-
ership, such as those of “low” and “high” justice
(i.e., the respective powers to flog and hang)
c. their position was actually that of government
officials, analogous in effect to that of hereditary
commanders of military bases
d. all of the above 

The following is a six-part question.

79. Socialism views the individual not as an
end in himself, but as a means to the ends of “society.”

80. The ends of “society” can easily be
learned by asking it in person, or, if you know its
phone number or address, by means of a telephone call
or correspondence.

81. The ends of “society” can never be di-
rectly known, since “society” is not a real, living en-
tity, but only an idea or abstraction, and thus any ends
that it may allegedly have must first be interpreted or
divined by a special class of people, namely, the rulers
of the socialist state.  

82. Socialism’s view of the individual as a
means to the ends of “society” reduces to the view of
the individual as a means to the ends of the rulers of
the socialist state.

83. Socialism, rather than capitalism, by the
nature of its view of the purpose of the individual, rep-
resents a revival of the conditions of feudal-type in-
equality.

84. The existence, in the days of the Commu-
nist bloc, of special stores, housing, schools, and hospi-
tals reserved exclusively for members of the
Communist Party and government elite followed from
the nature of socialism’s view of the purpose of the in-
dividual.

85. The law of diminishing marginal utility is
used to justify attempts to equalize wealth and income,
e.g., by means of progressive income taxes, on the
grounds that the marginal utility of a unit of wealth is
less to a richer, higher income individual than it is to a
poorer, lower income individual and thus that an in-
crease in overall marginal utility to society can be
achieved by transferring units of wealth from the rich
to the poor.

86. The use of the law of diminishing mar-
ginal utility to justify the seizure of others’ wealth or
income ignores the fact that
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a. “society” is not a living, valuing being and is
thus incapable of experiencing marginal utility of
any kind
b. all judgments of value and marginal utility
must always be those of specific individuals
c. to any given individual the marginal utility of
his nth unit of wealth or income can be and usu-
ally is greater to him than the marginal utility to
him of the first unit of wealth enjoyed by strang-
ers—e.g., that he values a desert in his own stom-
ach above the value he attaches to essential
nutrition in the stomach of a stranger
d. from the perspective of the individual, the loss
of his desert for the purpose of feeding an anony-
mous stranger most likely represents a loss of util-
ity, which is demonstrated by the fact that when
they are free to choose, most people continue to
eat desert (or at least substantially beyond the min-
imum essential for bare survival) rather than sacri-
fice it for the benefit of others
e. all of the above

87. If an individual benefits from something,
he implicitly benefits from what created and now main-
tains that something. Thus an individual who benefits
from his ownership of an automobile, say, implicitly
indirectly benefits from the automobile factory that
produced the automobile and all of the other comple-
mentary means of production directly or indirectly re-
quired to produce his automobile. He also benefits
from the gas he buys to keep his car running and the
oil changes needed to maintain its performance.

88. The selfish thing for the owner of a car to
do is to refuse to buy gas for his car, because the gas
benefits the car, not him.

89. The selfish thing for a parent who loves
his child to do is to refuse to buy food for his child,
since the food benefits the child, not him.

90. The selfish thing for a person who values
a friend to do is never to help that friend, because only
the friend would benefit, not him.  

91. Human beings can be selfishly concerned
with the well-being of the rest of mankind

a. in the same way that when they watch movies
or read novels, they are concerned with innocent
victims escaping harm and generally value happy
endings
b. up to a point that is probably no greater than
their concern with literature and art
c. both (a) and (b)

92. The solution to the problem of massive,
overwhelming poverty on a global scale is

a. private charity
b. governmental foreign aid 
c. knowledge of the science of economics and the
establishment of capitalism, to make it possible
for average people everywhere to support them-
selves in abundance

93. The doctrine of external benefits goes be-
yond the egalitarian version of diminishing marginal
utility in that, according to its logic, if a painting is
stolen from the private collection of a millionaire who
does not appreciate it very highly, and is stolen not
merely by someone who appreciates it more, but by
someone who exhibits it to multitudes of others, many
of whom also appreciate it more, then what is present
is not only the alleged gain in marginal utility that ex-
ists by virtue of the painting falling into the hands of
the more-appreciative thief, but also the further al-
leged gain of the more-appreciative multitude’s enjoy-
ment, which is an alleged “external benefit” of the
theft.

94. As an attempt to wring benefits for others
from sacrificial victims, by means of force, the exter-
nal-benefits doctrine destroys the basis of the exis-
tence of benefits to others being a value to an
individual, for he is being asked to value the satisfac-
tions of his tormentors. It is thus a self-nullifcation.

The following is a four-part question. “Abilities are
much more equally distributed than are incomes . . . .
While human traits seldom differ by more than a fac-
tor of 3, high incomes today are more than 100 times
greater than the lowest.” (Paul Samuelson and William
Nordhaus, Economics, 13th ed. (New York: McGraw-
Hill Book Company, 1989), p. 649.)

95. The meaning of the above quotation is
that economic inequality has little or nothing to do
with ability, inasmuch as the “distribution” of income
does not follow the pattern of distribution of ability, as
indicated, for example, by IQ tests. In the case of IQs,
approximately 99 percent of the population has an IQ
between 50 and 150, i.e., the inequality is rarely
greater than a factor of 3.

96. According to the logic of the above quo-
tation, what would be necessary for intelligence to be
the explanation of inequalities of income would be if
the earnings of those with IQs of 150 were only three
times as high as those with IQs of 50, rather than one
hundred or more times as high—in other words, if the
earnings of geniuses were only three times those of
morons, rather than a hundred or more times those of
morons.

97. The “distribution” of income and wealth
is more skewed than the normal curve, because con-
trary to the above quotation, the effect of intelligence,
when present in appropriate combination with other
necessary factors, is exponential, not linear. That is,
each additional few points of intelligence, or, better,
productive ability (however that might be precisely
gauged) should be expected to yield exponentially in-
creasing results. Those of average ability, represented
by IQs of 100, should be expected to earn substantially
more than twice as much as morons, represented by
IQs of 50. Productive geniuses who revolutionize the
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work of hundreds of thousands of individuals and the
consumption of hundreds of millions, should be ex-
pected to earn and accumulate many thousands of
times the wealth and income of the average person,
which, in fact, is what they do. In connection with pro-
ductive geniuses, moreover, it should be recognized
how crucial is that extra measure of intelligence and
ability which separates them from individuals who are
merely very bright, and which gives the geniuses the
ability to conceive of the new and original, not merely
repeat what others have done, which is all that even
the merely very bright can do. 

98. The “distribution” of income and wealth
is more skewed than the normal curve, in part because
the success of men of exceptional ability so radically
increases the wealth and income of all individuals of
lesser ability. This makes the negative deviations from
the mean value of wealth and income much smaller
than the positive deviations. Thus, while productive ge-
niuses may earn a thousand or more times what the av-
erage individual earns, productive morons, to coin a
phrase, earn many times more than one one-thou-
sandth of what a person of average ability earns. 

99. The equality-of-opportunity doctrine
a. views opportunities as fundamentally external
to the individual—in effect, as various dishes carried
by waiters on trays, which, under capitalism, are ar-
bitrarily served to some and withheld from others
b. wants the government to seize control not, it
says, of the distribution of wealth and income, but
merely of the distribution of these dishes, as it
were—that is, of the opportunities to earn wealth
and income—and so give everyone an equal
chance 
c. provides a basis for the confiscation of inheri-
tances, public education through the postgraduate
level, and laws preventing private discrimination
on the basis not only of such factors as race, reli-
gion or national origin, but also age, medical con-
dition, and physical handicap, which laws are
advocated as necessary to the provision of equal
opportunities
d. is a fallback position for advocates of eco-
nomic equality
e. all of the above

100. Besides inequality of financial inheri-
tance, other factors that affect the opportunities a child
has, including his opportunity to earn wealth and in-
come, are 

a. the intelligence of his parents, their education
and vocabulary, their system of values, and their
love for him and treatment of him, not to mention
their level of income and the kind of material life
they lead and thereby expose him to while he is
growing up
b. his genetic inheritance, especially as it relates
to his intelligence, looks, and health
c. both (a) and (b)

101. To achieve equality of opportunity, it
would be necessary not only to abolish or otherwise
equalize financial inheritances, but also to bring children
up in the same environment, i.e., in government orphan-
ages, and give them equal genetic inheritances, i.e., adopt
a program of eugenics and genetic engineering. 

102. The doctrine of equality of opportunity
is as much against the nature of reality as is the doc-
trine of the out-and-out equality of wealth and income.

103. The last time the appointment of a new
President of General Motors was considered, my name
did not appear on the short list of candidates, or even
on the long list. Thus I did not have any equality of op-
portunity in connection with the choice of a new Presi-
dent by GM’s board of directors. The same is true in
relation to the appointment of virtually all company
presidents over the course of my lifetime. As far as my
chances of being made a company president are con-
cerned, I have never been able to play on a level field.
In fact, it would be more accurate to say that I’ve been
totally off any kind of field, in a deep ditch. In all such
cases only individuals who had already achieved high-
level executive positions were considered for the job
of president. Those who, like myself, had not been a
high-level executive, were simply not given an oppor-
tunity to be considered.

104. Opportunities
a. are occasions on which successful action is
possible
b. exist every time there is the possibility of im-
proving oneself in any way, such as in terms of
knowledge and skill
c. are never a matter merely of external circum-
stances that are served up on a plate, as it were,
but always depend on what the individual himself
brings to the external circumstances in the way of
skills and abilities, which in turn are the cumula-
tive product of what the individual has done with
his life up to that point, reflecting his initial
choices to use his genetic inheritance to deal with
external circumstances in ways that developed cer-
tain skills and abilities, and then further choices to
use those skills and abilities to deal with further
external circumstances in ways that developed
still further skills and abilities, and so on up to the
present moment
d. are created by individuals on the basis of previ-
ous choices that have developed various skills and
abilities
e. all of the above

105. A child who chooses to use his mind to
learn arithmetic thereby creates an indispensable pre-
condition for the potential opportunity to learn alge-
bra. Unless and until he learns arithmetic, there can be
no possibility of any opportunity for him to learn alge-
bra. 

106. The individual who exploits the opportu-
nity to become a worker in a factory thereby creates a
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possible basis for his later on becoming a foreman
there. If he becomes a foreman, he creates a possible
basis for later promotion to a higher managerial posi-
tion, and so on.

107. Opportunity presents itself as the rungs
of a ladder. Each rung is open only to those who have
climbed within reach by ascending previous rungs.

108. It is ludicrous to think that what a per-
son does is the outcome merely of his environment
and genes. In between the environment and the genes
is a lifetime of choices, each of which has a vital bear-
ing on the individual’s ability to deal with his environ-
ment and to make further choices.

109. It is not necessary that people make the
choices that develop their skills and abilities at any pre-
cise moment. There is considerable leeway. And it is
never completely too late to start. For example, some-
one can learn to read even in old age and then begin
rapidly to build on that foundation.

110. In a free society, everyone, whatever his
starting point in life, is able to raise himself very far, if
that is what he chooses to do. He can miss many,
many opportunities, and still there will be more. He
can begin improving his ability to exploit them at any
time, and start moving up from that moment.

111. The freedom of opportunity means the
ability to exploit the opportunities afforded by reality,
without being stopped by the initiation of physical
force.

112. Given man’s limitless need and desire
for wealth and the fact that production is limited only
by the availability of labor, it follows that employment
opportunities are potentially far in excess of the ability
of people to work and that choices must be made be-
tween which employment opportunities are to be ex-
ploited and which are not to be exploited.

113. What explains the side-by-side exis-
tence of virtually limitless employment opportunities
and mass unemployment is violations of the freedom

of people to exploit employment opportunities, as in
the case of employers being prohibited from paying,
and wage earners from receiving, wage rates below co-
ercively imposed labor-union scales or legal minimum
wages, which lower wage rates would expand the
quantity of labor demanded and open up jobs for all
who wanted a job.

114. If two individuals in a free society were
born equal in every respect, except that one had richer
parents than the other, and if they both actively and
constantly chose to develop their skills and abilities
from birth on, the one with the richer parents would
probably always be ahead of the one with the poorer
parents.

a. this is an embarrassment to a free society
b. it is perfectly just that things be this way, be-
cause what else is wealth for if not to provide ben-
efits compared with not having it?; moreover, the
greater wealth of the one can benefit the other not
only in the ways explained in connection with the
discussion of the general benefits from the institu-
tion of inheritance, but also in the more specific
way of the two possibly becoming unequal part-
ners in an arrangement that enables the poorer
partner to increase his wealth far more rapidly
than he otherwise could, thanks to the use of the
richer one’s capital 

115. On the basis of the fact that the individ-
ual creates his own opportunities, it is possible for a
child born to poor parents, and suffering numerous
other disadvantages, ultimately to far outstrip in his ac-
complishments practically everyone else, including
children born to extremely wealthy parents and enjoy-
ing all manner of other initial advantages.

116. One of the consequences of the equality-
of-opportunity doctrine is that it causes some parents
deliberately to do less for their children than they oth-
erwise would, on the grounds that other parents are un-
able to do as much.

Part C: ECONOMIC COMPETITION

117. Competition in the animal kingdom is
a. competition in the grabbing off of limited sup-
plies of nature-given necessities, such as nuts and
berries growing on trees or zebras and gazelles
roaming the forest or plain
b. won by those animals with the keenest senses,
the greatest speed, and the strongest teeth and
claws; they get the food; the older, weaker ani-
mals die of starvation and disease
c. the law of the jungle, the survival of the fittest
d. all of the above

118. Animals must take their environment as
they find it; they lack the power to adapt it to them-
selves. Thus, for example, lions in the jungle are inca-

pable of enlarging the supply of the animals they re-
quire as food. 

119. In sharpest contrast to the animals,
man’s possession of reason enables him to identify the
conditions on which his well-being depends and to
take effective action in improving those conditions,
from actually growing food for the animals he wants
to eat, to reshaping the chemical elements of the earth
into an ever expanding array of products, from air con-
ditioners to zippers, and doing all of it ever more effi-
ciently.

120. Economic competition, in contrast to
competition in the animal kingdom, is competition in
the positive creation of new and additional wealth.
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121. IBM and Apple, General Motors and
Toyota, are in competition

a. for limited supplies of computers and automo-
biles growing on the computer and automobile
trees
b. in the positive creation of new and better com-
puters and automobiles

122. Economic competition has in common
with athletic competition an upward ratcheting of stan-
dards accompanied by continual efforts to match and
exceed the rising standards.

123. The effect of competition among food
growers and pharmaceutical manufacturers on the hun-
gry and the sick is to

a. grab away their food and medicines
b. provide them with food and medicine, and
more and better as time goes on

124. Because it is competition in the positive
creation of new and additional wealth, in the nature of
the case there are no long-run losers as the result of
economic competition.

125. Everyone is related to the process of
economic competition in his capacity both as a con-
sumer and as a producer.

a. as a consumer, he simply benefits from all of
the competition that takes place in the production
of whatever he buys
b. as a producer, he may sometimes lose his job
or ownership position as the result of the competi-
tion that takes place in the good he produces, in
which case, his benefit from this specific competi-
tion may be delayed until such time as he has rees-
tablished his position as an income earner and
now benefits in his capacity as a consumer even
from the improvement that initially displaced him
c. both (a) and (b)

126. Under economic competition, individu-
als can sometimes lose their jobs, or even ownership
positions, as the result of the adoption of labor-saving
improvements or of the products their firms produce
being made obsolete. In such cases, there are short-run
loss periods of different length for unskilled workers,
skilled workers, and those who lose invested fortunes.

127. The short-run loss periods for
a. unskilled workers can be as short as a few days
or weeks
b. skilled workers can be as long as several
years—however long it takes to acquire a compa-
rable level of skill and ability in a different line of
work and thereby earn a level of income compara-
ble to what one earned initially
c. the losers of invested fortunes, can be as long
as the rest of their lives
d. all of the above

128. Blacksmiths and horsebreeders who
were displaced by the automobile

a. died of starvation

b. ended up with the benefits of the automobile
and of more efficient transportation in the produc-
tion of virtually all of the products they bought,
thanks to trucks displacing horse-drawn wagons 

129. Once individuals who lose a given com-
petition succeed in acquiring a level of skill and ability
in a different line of work comparable to what they
possessed in their initial line of work, and thereby rees-
tablish their position as income earners, they end up
benefitting even from the very improvements in pro-
duction that initially caused them a loss.

130. Under continuing competition and re-
sulting economic progress, a young man who loses an
invested fortune (presumably inherited) as the result of
competition, and who is thus reduced to the status of
an average wage earner, could nevertheless ultimately
still come out ahead in terms of his material standard
of living, assuming that there is enough economic
progress to make the standard of living of the average
wage earner two generations later surpass that of mil-
lionaires when the fortune was lost. 

131. A sixty-five year-old man who loses an
invested fortune will probably never reestablish his po-
sition as an income earner. And if he loses his fortune
in his youth, the fact that in his old age his standard of
living as an average wage earner may finally surpass
what it was when he was a millionaire is not sufficient
compensation, since he will not be alive long enough
to make up for his loss. Thus, the losers of invested for-
tunes who cannot quickly reacquire their fortunes can
legitimately claim that economic competition reduces
their standard of living.

132. The losers of invested fortunes who can-
not quickly reacquire their fortunes, and skilled work-
ers who lose their jobs and cannot acquire skills and
earning capacity in other lines of work comparable to
what they had before, can legitimately claim that 

a. economic competition harms them
b. that it now gives them less than it used to give
them, while still giving them virtually everything
they have, inasmuch as it underlies virtually the
whole of what is produced and the efficiency with
which it is produced

133. Those who denounce competition as the
“law of the jungle” implicitly support the real law of
the jungle, insofar as they imply a case for the use of
physical force to maintain their standard of living
through suppressing the economic competition of oth-
ers, an act which constitutes the human equivalent of
living by means of teeth and claws.

134. Economic competition, rather than
being in conflict with economic security, is in fact an
essential foundation of economic security, in that it un-
derlies the existence and availability of the material
goods on which economic security depends.

135. The hardships of those who lose their
jobs as the result of economic competition would be al-
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leviated if there were more freedom of competition
rather than less, for what anyone who loses his job re-
quires is the fullest possible freedom to compete in the
rest of the economic system, so that he will be able to
exploit the best of the opportunities available to him.

136. Seniority systems artificially increase
the length of the short-run loss periods.

137. Restrictions on economic competition
create a seeming need for further such restrictions, in
that, by closing off opportunities for employment, they
make the consequences of losing a given competition
more severe.

138. The law of comparative advantage
shows that there is room for everyone in the economic
competition of a division-of-labor society, even if he is
productively less capable than other people in every re-
spect.

139. If country A is only half as efficient as
country B in the production of every good, then

a. country A simply cannot compete with country B
b. country A can compete with country B, pro-
vided its wages rates are half of those of B

140. Country B is more efficient than coun-
try A in the production of every good without excep-
tion. Its productive superiority ranges from twice as
efficient to ten times more efficient, with an average
superiority of five times the efficiency. (Twice as effi-
cient means B requires only half the labor of A. Ten
times as efficent meant that it requires only one-tenth
the labor.) Thus

a. country A simply cannot compete with country B
b. country A will outcompete country B in the
production of all goods in which its productive in-
feriority is less than a factor of five, provided its
wages rates are one-fifth of those that prevail in
country B

141. Free international trade does not cause
unemployment if a country’s relative wage rates are
free to adjust to correspond to its relative productivity
level.

142. Select the best of the choices below.
a. Free international trade promotes world peace.
b. Government-supported labor-union interfer-
ence stands in the way of free international trade
by preventing the necessary adjustment of relative
wage rates to the relative productivity of labor,
thereby making substantial unemployment the
price of free trade.
c. Free international trade depends on free labor
markets domestically.
d. all of the above

143. A productive genius as great as Edison
can benefit from being able to employ the humblest
cleaning lady, despite the fact that he could almost cer-
tainly clean his office in the barest fraction of the time
it takes her to clean it. His gain is the release of his

time for tasks in which his comparative advantage is
greater, indeed, infinite.

144. Even though it might take Edison one-
tenth the time to clean his office as it takes the humble
cleaning lady of the previous question, she can easily
outcompete Edison for the job of cleaning lady if the
hourly wage that would have to be paid to Edison is a
thousand or more times higher than the hourly wage
that has to be paid to her.

145. The fact that Edision is there to do the
job of Edison is very much to the material self-interest
of the humble cleaning lady, because it will enable her
to obtain goods which, left to herself, she would proba-
bly never have been able even to imagine, such as elec-
tric light and the phonograph.

146. The pyramid-of-ability principle shows
how the competitive success of the more able serves to
raise the productivity and standard of living of the less
able in a division-of-labor society. 

147. The scarcity of labor in relation to
people’s need and desire for products and services
guarantees that in a free market there is room for all in
the economic competition of a division-of-labor soci-
ety, with comparative advantage and relative wage
rates determining who will go where.

The following is a six-part question.

148. When a more qualified individual suc-
ceeds in outcompeting a less qualified individual, his
gain is also the gain of the consumers of the product
he produces or helps to produce.

149. If I could be president of a major corpo-
ration, my income and standard of living would dra-
matically improve. However, I have no hope of
obtaining such a position through free competition.
Thus free competition stands in the way of my stan-
dard of living.

150. If, despite my lack of qualification, I be-
came the president of a major corporation and misdi-
rected the labor of hundreds of thousands of workers
and the use of tens of billions of dollars of capital, the
magnitude of the losses I caused to others would far
exceed the increase in my own income and wealth.

151. If, throughout the economic system, oth-
ers equally unqualified as myself came to occupy sim-
ilar positions of major responsibility which they
proceeded to abuse, I would lose back in my capacity
as a consumer far more than I gained in greater income
and wealth. I would not be able to trust the airlines I
flew, or the medications I consumed, or the surgeon
who might be called upon to operate on me. It is to my
self-interest, and the self-interest of everyone, that
more qualified individuals be free to outcompete less
qualified individuals—from more qualified executives
outcompeting less qualified executives down to more
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qualified workmen, such as mechanics, plumbers, and
electricians, outcompeting less qualified workmen.

152. When understood as a principle operat-
ing throughout the economic system, the competitive
success of the more qualified individuals over the less
qualified individuals is the source of gains 

a. only to the more qualified individuals, who
win the competitions
b. to the less qualified individuals, who lose the
competitions, as well as to the more qualified indi-
viduals who win the competitions

153. In a division-of-labor society with a free
market, the less qualified individuals who lose the
competitions must

a. die of starvation
b. find other jobs, in which their comparative
lack of ability is least and is more than offset by
their acceptance of lower wage rates, which as-
sures that these are competitions that they win

154. Select the best of the choices below.
a. The law of comparative advantage shows the
gains to the more able of cooperating with the less
able in a division-of-labor society. 
b. The pyramid-of-ability principle shows the
gains to the less able of cooperating with the more
able in a division-of-labor society. 
c. Both principles are aspects of the wider principle
of the harmony of rightly understood material self-
interests of all men in a division-of-labor society. 
d. all of the above

155. Competition is
a. in conflict with social cooperation
b. the process of organizing and improving the ef-
ficiency of the division of labor, which is the sum
and substance of social cooperation

156. Competition is the process of organiz-
ing the division of labor with respect to

a. persons for jobs, e.g., who will be company
president, who will be janitor, and who will fill
any other position
b. products for markets, i.e., which products and
which models will supply which markets to what
extent
c. which methods of production will be used and
to what extent
d. all of the above

157. Population growth in a non-division-of-
labor society can  represent a competitive conflict of
interests as the larger numbers more and more encoun-
ter the effects of diminishing returns.

158. In contrast, population growth in a divi-
sion-of-labor society

a. makes possible an extension of the division of
labor
b. increases the liklihood of technological prog-
ress by virtue of increasing the numbers of people

engaged in the discovery and application of new
scientific and technological knowledge
c. can easily more than offset the effects of dimin-
ishing returns through accelerating the pace of
technological progress
d. all of the above

159. The large populations of great cities is
what makes possible the great variety of shops and cul-
tural attractions to be found in them, in that, in them,
even needs and desires that appear in only modest fre-
quency amount to sufficiently great absolute numbers
to make it worthwhile for people to specialize in meet-
ing those relatively infrequent needs and desires.

160. If, on a given day, only one person in a
hundred thousand is interested in buying a 19th cen-
tury mystery novel, that nevertheless represents the po-
tential of a hundred customers per day in a city of ten
million inhabitants.

161. Freedom of immigration into a division-
of-labor, capitalist society would 

a. reduce the wage rates of unskilled labor rela-
tively to the wages of skilled labor
b. probably enable the middle class to afford to
employ servants
c. serve to accelerate the rate of economic progress
as immigrants with talent, and the talented children
of immigrants, came into an environment in which
they were free to develop and apply their talents
d. all of the above

162. The existence of a fixed quantity of
money, and a corresponding fixed volume of spending
in the economic system, would represent a situation in
which

a. there was a genuine conflict of interests as a re-
sult of the fact that the competition of larger num-
bers of workers would drive down wage rates
b. the competition of larger numbers of workers
would drive down prices as well as wage rates,
and to a greater degree than wage rates insofar as
it served to increase the productivity of labor, i.e.,
the output per worker

163. The existence of a fixed quantity of
money, and a corresponding fixed volume of spending
in the economic system, would represent a situation in
which an increase in output on the part of one group
relative to that of other groups would serve to increase
the money income of that one group while equiva-
lently reducing the money income of all other groups.
This would

a. represent a conflict of interests among the
groups
b. not represent a conflict of interests among the
groups, because the resulting fall in prices would
offset the fall in money incomes, and the fall in
prices would be greater than the fall in the money
income of any group to the extent that it increased
its productivity. 
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Chapter 10

The Meaning of Freedom and of Freedom of Competition

1. According to the rational concept of free-
dom,

a. freedom means the absence of the initiation of
physical force—in particular, on the part of the
government
b. viewed in a positive light, freedom is the free-
dom to do whatever one is otherwise capable of
doing, unconstrained by the initiation of physical
force
c. the inability to perform logical contradictions,
to violate the laws of mathematics or of nature, or
to resort to physical force against others without
fear of apprehension and punishment are not viola-
tions of freedom
d. all of the above

2. According to the anarchic concept of free-
dom,

a. freedom is the ability to do whatever one may
wish to do
b. is violated by obstacles that stand in the way
of the realization of one’s desires
c. both (a) and (b)

3. According to the anarchic concept of free-
dom, “freedom of competition” 

a. is violated by the existence of high capital re-
quirements that most people cannot meet
b. is violated by the need for technological
knowledge and managerial skills that most people
do not possess
c. would be promoted if goods could be produced
in simple barn-like structures rather than in costly
modern factories
d. would be promoted if the level of technologi-
cal knowledge and managerial skill required were
within the range of all, or at least of the majority
of people
e. all of the above

4. High capital requirements
a. constitute a violation of the freedom of compe-
tition
b. exist as the result of the freedom of competi-
tion
c. are the result of the fact that other producers in
the industry, who are probably using large
amounts of capital in their operations, are charg-
ing low prices; their low prices necessitate that to
be profitable, one must have low costs of produc-
tion, which, in turn, are achieved by the employ-
ment of large sums of capital
d. all of the above
e. none of the above
f. (b) and (c) but not (a)

5. According to the political concept of mo-
nopoly,

a. monopoly is a market, or part of a market, re-
served to the exclusive possession of one or more
sellers by means of the initiation of physical force
by the government, or with the sanction of the
government
b. monopoly exists insofar as the freedom of com-
petition is violated, with the freedom of competi-
tion being understood as the absence of the
initiation of physical force as the preventive of
competition
c. where there is no initiation of physical force to
violate the freedom of competition, there is no
monpoly
d. the freedom of competition is violated only in-
sofar as individuals are excluded from markets or
parts of markets by means of the initiation of phys-
ical force
e. monopoly is something imposed upon the mar-
ket from without—by the government
f. all of the above

6. According to the
a. political concept of monopoly,
b. the economic concept of monopoly,

monopoly is something which emerges from the nor-
mal operation of the economic system, and which the
government must control.

7. The political concept of monopoly is the
corollary of the rational concept of freedom in general
and the rational concept of the freedom of competition
in particular.

8. According to the political concept of mo-
nopoly, monopoly is, as it was originally understood to
be, an exclusive grant of government privilege, such as
was extended by English monarchs in earlier centuries
to the British East India Company and to various
guilds of producers or merchants.

9. According to the original meaning of mo-
nopoly, the British East India Company was a monop-
oly because

a. it was the only company conducting trade be-
tween England and India
b. it was the only company legally allowed to
conduct trade between England and India

10. According to the political concept of mo-
nopoly, leading present-day examples of monopoly are

a. exclusive government franchises
b. licensing laws
c. tariffs
d. minimum-wage and prounion legislation
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e. government-owned and government-subsi-
dized enterprises
f. the antitrust laws
g. all of the above

11. Examples of exclusive government fran-
chises have included, and for the most part still in-
clude, electric, gas, and water service, cable television,
local telephone service, and, in many localities, local
bus service.

12. Exclusive government franchises consti-
tute monopolies according to the political concept of
monopoly, because they reserve markets to the exclu-
sive possession of the holders of the franchises, and do
so by means of the government’s initiation of force.

13. What is essential to the monopoly consti-
tuted by exclusive government franchises is the fact
that

a. there is only one seller
b. the market is reserved to the exclusive posses-
sion of that seller by means of the initiation of
physical force

14. For many years, Alcoa was the only sup-
plier of aluminum ingot in the United States. Neverthe-
less, according to the political concept of monopoly,
this fact did not make Alcoa a monopoly 

15. What made it possible for Alcoa to be the
sole supplier of aluminum ingot was

a. its ability and willingness to produce and sell
its aluminum at prices that were profitable to it,
but yet too low for any potential competitor to be
profitable
b. the initiation of physical force on its behalf by
the government. 

16. If the freedom of competition resulted in
only one electric or gas company supplying a given
area, that would not make that company a monopoly
according to the political concept of monopoly.

17. Under the freedom of competition, in
order for a company to be the sole supplier of gas or
electricity, it would have to offer its customers lower
rates and than any other supplier offered and would al-
most certainly have to offer its customers contractual
guarantees concerning its rates, so that they would not
have to fear temporary arbitrary increases in the period
in which competitors did not yet have the time re-
quired to enter the field. 

18. Exclusive private franchises, such as Mc-
Donalds, are not monopolies according to the political
concept, because granting them represents merely the
choice of private property owners to decide who is and
who is not to receive the use of their property, whereas
the government, as the agent of the people—of each
and every person equally—and properly having no
property of its own whose use it can give or withhold,
in denying anyone the right to undertake an economic
activity simply initiates the use of force.

19. Licensing laws create monopolies by vir-
tue of initiating force to reserve markets to the exclu-
sive possession of the license holders. 

20. Examples of monopolies created by li-
censing laws are the occupations of 

a. accountant
b. barber 
c. beautician
d. constructrion contractor
e. dentist
f. lawyer
g. liquor store owner
h. optician
i. pharmacist
j. physician
k. psychologist
l. teacher
m. taxicab driver
n. all of the above

21. Only the holders of the licenses are le-
gally allowed to pursue the field in question. All others
are excluded by means of the initiation of physical
force.

22. The fields controlled by licensing laws
are monopolies even though they contain numerous
sellers, because they reserve markets to the exclusive
possession of the license holders by means of the initia-
tion of physical force and thereby keep out of those
fields suppliers who otherwise would be in them—sup-
pliers with whom the public would be glad to deal vol-
untarily, without any form of force or fraud being
present.

23. The effect of licensing-law monopoly is
to

a. reduce the quantity of services received by the
buyers
b. raise the prices of the services buyers are al-
lowed to receive
c. raise the incomes of the license holders
d. reduce the incomes of those who are excluded
from the licensed fields and forced to crowd into
other, less-well-paying fields
e. all of the above

24. Licensing laws are defended on the
grounds that they are necessary to public health or
safety and to guarantee some minimum level of compe-
tence and service.

25. It may be the case that licensing some-
times does serve to raise the minimum level of compe-
tence and expertise in a field and thus to guarantee to
the buyers a higher level of service than they would
have received in its absence. But even if this is true, it
is not by any means an advantage to the buyers. It
merely means, in many cases, that buyers are forced to
buy a higher level of service than they want or need
and, if they cannot afford the higher level of service,
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are forced to do without the service they could have
had. 

26. The effect of a licensing law that raises
the minimum level of service that can be provided is
comparable, in essence, to a law that would require
that the minimum quality of automobiles on the road
be no less than, say, that of a five-year-old Chevrolet
of average quality. While such a law would undoubt-
edly raise the average quality level of the cars that re-
mained on the road, it would also operate to prevent
many people from driving—namely, those who could
not afford anything beyond the quality of the cars they
presently drove and whose cars were below the quality
of the average five-year-old Chevrolet.

27. The effect of liberalizing or abolishing
medical licensing would be to

a. increase the ability of the poor to afford medi-
cal care by increasing the supply of medical care
availale on the low end of the scale
b. reduce the demand for and thus the rates of
medical practioners further up on the scale of ser-
vice to the extent that their patients turned to prac-
titioners previously denied entry into the market
c. increase the ability of everyone to afford the
services of the more highly qualified medical prac-
titioners
d. all of the above

28. In the absence of medical licensing, 
a. it would not be the case that barbers and butch-
ers would be able to compete as doctors, any more
than they can compete in the automobile or steel
industry
b. competition would establish educational, per-
formance, and other requirements
c. it would still be fraud to claim a degree, or any
other form of private certification, that one did not
have
d. new competition in medicine would come
from people who today must be content to be reg-
istered nurses, pharmacists, paramedics, biolo-
gists, and so forth, but who could become
qualified to practice important aspects of medi-
cine presently monopolized by the licensed physi-
cians, and do so with a high degree of competence
e. all of the above

29. A free market would meet the legitimate
objectives of licensing laws by such means as private
certification, insistence on an established reputation or
on endorsements from those with established reputa-
tions and whose judgment one trusted.

30. The advantage that the absence of govern-
ment licensing would offer to individuals that is not
possible under such licensing is that

a. the supply of the service would be greater and
the price correspondingly lower
b. not only would there almost certainly be more
than one private certification agency in any given

occupation, but the individual would always have
the right to step outside the system and decide en-
tirely for himself
c. no one would be compelled to accept the judg-
ment of government officials or of any other
group of people concerning the products or ser-
vices he might buy
d. there would permanently be more chances for
new ideas being tried, and thus improvements
would come far more rapidly than is possible
today
e. it would not be necessary that before trying a
new cure for a disease, or a new method of con-
structing a building, a person would have to wait
upon the pleasure of any group of government of-
ficials to approve it or depend exclusively on their
state of knowledge
f. all of the above

31. The existence of freedom carries with it
the possibility that people will make wrong and even
foolish choices. But there is no alternative. That possi-
bility exists with or without freedom. The great advan-
tage of freedom is that each individual has the right to
make his own choices and need not be bound by the ig-
norance or stupidity of others.

32. It is no doubt true that under the freedom
of competition, some individuals would act irresponsi-
bly and at the first opportunity turn to quacks. The ex-
istence of such people, however, is no reason for
denying freedom to everyone else, who would use it to
great advantage. Moreover, under freedom, stupidity
of choice serves as its own punishment.

33. If the misuse of freedom by the ignorant
and the foolish is what is feared, then a better case can
be made for the licensing of politicians and govern-
ment officials than of doctors or the members of any
other profession or trade. This is because here, when
people turn to charlatans, the consequences are suf-
fered by all. But, of course, there can be no such thing
as the licensing of politicians and government offi-
cials, for who would license them, but other politicians
and government officials? And what could be more
dangerous than to allow politicians and government of-
ficials to have such power?

34. The premise of a free country is that the
citizens are intelligent enough to run their own affairs
and, in the time left over from their own affairs, the af-
fairs of their government as well. Citizens who are not
qualified to pass judgment on the qualifications of
their doctor or building contractor (or on the qualifica-
tions of the experts whose advice they accept) are even
less qualified to pass judgment on matters of foreign
policy or domestic policy.

35. In the light of the uniformity-of-profit
principle, it follows that if licensing requirements and
other government regulations in connection with the
establishment and operation of hospitals were abol-
ished, the cost of hospital stays would be driven down
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to the point of covering only the necessary costs of pro-
viding the hospital stays plus only as much profit as re-
quired to earn a competitive rate of profit, and that the
necessary costs would be progressively reduced while
the quality of the stays progressively improved.

36. Under the influence of the anarchic con-
cept of freedom, many people’s idea of the right to
medical care is that of an alleged right which is to be
implemented without regard to the willingness of oth-
ers to cooperate. The government is to take money
from the taxpayers, at the point of a gun, to implement
this alleged right to medical care and it is to hold a gun
to the heads of physicians and hospitals to make them
supply medical care on the terms and by the methods it
imposes. 

37. In contrast to the anarchic concept, the
meaning of the right to medical care implied by the ra-
tional concept of freedom is that of the right to all the
medical care one can afford to buy and chooses to buy
from any willing provider.

38. The present high cost of medical care is
the result of

a. the violation of the right to medical care under-
stood in the light of the rational concept of free-
dom, 
b. collectivization of the costs of medical care
c. compelling some individuals to pay for the
medical care of others
d. implementation of the anarchic concept of the
right to medical care
e. all of the above 

39. Protective tariffs constitute monopoly leg-
islation according the political concept of monopoly,
because they attempt to reserve the market, or a share
of the market, to the exclusive possession of domestic
producers, by means of the initiation of force.

40. Protective tariffs and licensing laws high-
light the fact that monopoly, according to the political
concept, 

a. is not limited to the case of sole producers pro-
tected by the initiation of physical force
b. applies equally to cases of very large numbers
of producers whose market is protected by the ini-
tiation of physical force
c. can serve to protect tens of thousands of small,
inefficient producers against competition
d. exists wherever markets or parts of the market
are reserved to the exclusive possession of some
to the exclusion of others by means of the initia-
tion of force
e. correspondingly denies the freedom of compe-
tition to those who are forcibly excluded
f. all of the above

41. Monopoly legislation can protect the less
efficient many against the competition of the more effi-
cient few, or even just one, as, for example, in the case
of protecting large numbers of individual taxicab own-

ers from the potential competition of a small number
of large fleets of taxicabs, or protecting large numbers
of small shops from the competition of small numbers
of large department stores and chain stores.

42. Monopoly exists, and the freedom of
competition is violated, not because there happens to
be just one seller in a market when all have the legal
right to enter, but when there are millions in the mar-
ket and all but one are allowed to enter, with that one
otherwise able and willing to enter. For example, a mo-
nopoly would exist in the automobile market even if it
were comprised of thousands of small automobile com-
panies and everyone in the world were allowed to
enter it with the single exception of the original Henry
Ford. Such exclusion of Ford would constitute a mo-
nopoly, in violation of the freedom of competition.

43. Minimum-wage and prounion legislation
operate to

a. prevent less-efficient workers from competing
with more efficient workers in terms of labor cost
per unit by preventing them from compensating
for their lower productivity by means of accepting
correspondingly or more-than-correspondingly
lower incomes
b. attract the competition of relatively more
skilled workers to the field
c. exclude the less able and the disadvantaged
from the market
d. monopolize markets in favor of more-skilled
workers
e. all of the above

44. In creating a deficiency in quantity of
labor demanded in relation to the supply of labor avail-
able and thus an artificial surplus of workers and the
necessity of choosing among them,  minimum-wage
and prounion legislation create an opportunity for the
play of such factors as personal favoritism, cronyism,
and racial and other forms of group prejudice. This is
because, with the ability to compete by means of
lower wage rates eliminated, wherever there are no dis-
cernible differences in skill among the applicants for
jobs, it is such factors that tend to determine the deci-
sion of who will be employed. 

45. Minimum-wage and prounion legislation
have had particularly harmful effects on blacks, espe-
cially teenagers, and have often resulted in lifelong un-
employment and welfare dependency.

46. Governmental actions that serve to in-
crease housing costs are

a. zoning laws that impose minimum size lots or
a maximum height of buildings
b. building codes that mandate expensive provis-
ions that are not essential
c. the compulsory withdrawal of land from devel-
opment
d. compelling home builders to deal with labor
unions and thus to suffer the artificially high wage
rates and inefficiencies imposed by the unions
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e. rising property taxes
f. rent controls, insofar as they serve to reduce
the supply of housing available for the market 
g. urban renewal
h. all of the above

47. The governmental actions described in
the preceding question, when combined with high gov-
ernment-imposed minimum housing standards for
health and safety, serve to cause homelessness.

48. Government-imposed minimum housing
standards on a local basis have the unintended effect
of worsening the housing conditions of the poor else-
where by virtue of pushing more of them into the areas
that remain free of such housing standards.

49. Government-owned and government-sub-
sidized enterprises represent monopolies, according to
the political concept of monopoly, in that their markets
are reserved to them by means of the initiation of force
against the taxpayers who must finance their opera-
tions.

50. Competitors of government-subsidized
enterprises cannot gain their markets even if they are
more efficient and offer better products, for the subsi-
dized enterprises are enabled to sell their products at a
loss, and even to give them away free of charge. 

51. Public education represents monopoliza-
tion of a major part of the education market against the
competition of private education.

52. What public education accomplishes is
that education is supplied without the benefit of the in-
centive of profit and loss in an environment of free-
dom of competition.

53. If education had to operate prvately, and
thus in the same basic economic context as the automo-
bile industry or grocery business, 

a. a powerful incentive would exist to improve
quality and reduce costs, because this would be
the way to increase profits
b. any school or chain of schools that introduced
any perceptible improvement in education would
have a substantial increase in its profits, because it
would be giving students and their parents more
for their money and thus they would want to deal
with it, not its less efficient competitors
c. if any school or chain of schools succeeded in
cutting its costs and could operate profitably at a
lower level of tuition, it would also enjoy a large
expansion in business, as a larger part of the mar-
ket came to prefer to deal with it, because its tu-
ition charges were now lower than its competitors’
d. in response to the competitive pressure of the
loss of business to the schools which improved
their quality and efficiency, all the other schools
would be compelled to improve their quality and
efficiency, or else be driven out of business
e. as the schools in the group just described
caught up, it would no longer be possible for the

schools that had introduced the improvements to
continue to make exceptional profits; to go on
making exceptional profits, they would now have
to introduce further improvements, with the same
ultimate results
f. the uniformity-of-profit principle and its ef-
fects would apply to education
g. the basis would exist for continuous im-
provements in quality and efficiency, for the bene-
fit of the buying public
h. all of the above

54. Under public education, 
a. there is no incentive of profit and loss
b. there is little or nothing to be gained by intro-
ducing improvements
c. there is little or nothing to be lost in failing to
match any improved performance of others
d. a loss of students, whether it results from an
improvement in the performance of other schools
or from a decline in the performance of one’s own
school, does not mean a loss out of the school
superintendent’s pocket or out of the pocket of
anyone who sits on the local school board
e. all of the above

55. The position of private education today,
and that of education as a whole, is analogous to what
the position of the automobile industry would be if the
production of all the low- and medium-priced models
were in the hands of the government, which subsidized
their production to the point of giving these models
away for nothing—indeed, of compelling every adult
to accept one for nothing—while the privately owned
portion of the automobile industry were confined to
the production of very expensive models, and essen-
tially prohibited from cutting its costs.

56. The system of public education
a. in making it impossible for private schools to
be commercially successful, prevents all those
improvements in quality and efficiency from com-
ing into being that would take place in education
under the competitive quest to make profits and
avoid losses, and which would eventually bring a
much higher quality education within the reach of
all than is now available even to the wealthiest
b. precludes any significant competitive barrier
to deterioration in the education the public
schools themselves offer
c. has the potential to decline in quality all the
way to the point where it becomes clear to most
people that what it offers is no longer worth even
a zero price
d. all of the above

57. According to the political concept of mo-
nopoly, the antitrust laws 

a. prevent capable newcomers from entering an
industry—for example, they would almost cer-
tainly operate to prevent General Motors from en-
tering the steel industry in any significant way
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b. prevent the capable firms within an industry
from acquiring the markets of the less capable
ones by absorbing them in mergers, by buying
them out, or by driving them out
c. reserve markets to the exclusive possession of
all but those who in a state of freedom of competi-
tion would occupy them
d. monopolize markets precisely against the most
capable and efficient firms, which, in their ab-
sence, would be able to be in those markets, and
which instead, because of their existence, are
today forcibly excluded from them
e. constitute promonopoly legislation
f. all of the above

58. Socialism represents the most extreme
form of monopoly in that the government of a socialist
society forcibly appropriates all the means of produc-
tion and thereafter forcibly reserves the entire market
of its country to its own exclusive possession.

59. The effect of monopoly is often to enable
high cost producers to survive, rather than securing ex-
ceptionally high profits for anyone.

60. The monopolies made possible by tariff
protection, government subsidies, and the antitrust
laws often do not result in any exceptional profitability
on the part of the monopolists.

61. Patents on new inventions, copyrights on
books, drawings, musical compositions, and the like,
and trademarks and brandnames

a. reserve markets, or parts of markets, to the ex-
clusive possession of the owners of the patents,
copyrights, trademarks or brandnames, and they
do so by means of the use of physical force inas-
much as it is against the law to infringe on these
rights
b. do not rest on the initiation of physical force,
because in all of these cases, the government
stands ready to use physical force merely in de-
fense of a preexisting property right established ei-
ther by an act of personal creation or by the fact of
distinct identity
c. do not constitute monopolies
d. all of the above

62. The existence of patents and copyrights,
and trademarks and brandnames,

a. like all other protection of property rights,
serves to increase the supply of goods and ser-
vices—by making it possible for those who are
the cause of the increase to benefit from the im-
provements they make

b. serves to reduce prices and to increase
everyone’s buying power as time goes on.
c. both (a) and (b)

63. The long-run effect of the abolition of pa-
tents and copyrights would be to make prices higher
than they otherwise would be, because of a substantial
reduction in new inventions, since no one would invest
years of effort and perhaps millions of dollars of capi-
tal in the development of a new invention only to find
that as soon as he brought it to market, a competitor
who purchased a working model would have the bene-
fit of all that effort and capital just for the price of the
working model, and that he, the innovator, would prob-
ably be unable to profit from his efforts because of the
rapid fall in the price of the product that would follow
in such a situation.

64. The abolition of patents and copyrights
would serve to establish the monopoly of the dull and
incompetent by forcibly depriving the intelligent and
competent of the benefit of their intelligence and com-
petence, and thereby forcibly excluding them from the
market.

65. The abolition of trademarks and
brandnames would result in producers losing the incen-
tive to increase or even maintain the quality of their
goods, inasmuch as their goods would be rendered in-
distinguishable from those of everyone else, and con-
sumers would thus have no way of singling them out
for purchase.

66. According to the political concept of mo-
nopoly,

a. all monopoly is based on government interven-
tion, which restricts the freedom of entry and com-
petition
b. the significance of monopoly is that it forcibly
bars from the market sellers who would otherwise
be capable of being in the market and thus re-
stricts the range of choice buyers have in suppliers
and compels them to deal with less efficient sup-
pliers and to accept higher costs and poorer qual-
ity than a free market would require them to accept
c. both (a) and (b)

67. It follows from the political concept of
monopoly, that the program of the announced enemies
of monopoly should not be, as it has been for many
years, the breakup of big business or the government’s
growing control over big business. Rather, it should be
the progressive elimination of government interven-
tion into the economic system.

The Economic Concept of Monopoly

68. The economic concept of monopoly
a. is in sharpest contrast to the political concept
of monopoly

b. holds that monopoly emerges from the normal
operation of the economic system—not on the
basis of the initiation of physical force, but on the
basis of mere economic circumstances, and that it

92 Short-Answer Questions, Chapter 10 Dr. Reisman



nonetheless produces evils of such magnitude that
the government must suppress or control it by
means of force
c. claims that monopoly exists whenever there is
only one supplier of a given good in a given terri-
tory
d. views the essential feature of monopoly as the
“oneness” of the seller, irrespective of how he has
achieved his position
e. all of the above

69. The economic concept of monopoly can
be construed in such a way that it embraces hardly any-
thing or almost everything.

70. The existence of monopoly 
a. was viewed as minimal before the 1930s
b. has been viewed as almost all pervasive since
the 1930s
c. both (a) and (b)

71. The concepts of “oligopoly” and “monop-
olistic competition” have served to greatly enlarge the
perception of the prevalence of “monopoly.”

72. “Oligopoly” is supposedly characterized
by the existence of a relatively small number of sellers
in a given market.

73. Depending on the circumstances, an oli-
gopolist is held to behave either exactly as a “monopo-
list” would behave in terms of the price he charges and
the output he produces, or to occupy some middle
ground between a monopolist and a “pure competitor.”

74. The concept of “monopolistic competi-
tion”

a. is supposed to describe cases in which there
are a large number of sellers of only slightly dis-
similar products
b. implies that an element of monopoly is present
to whatever extent one product is different from
another
c. claims that the unique elements of a product
constitute its “monopolistic” aspect
d. all of the above

75. The concept of “monopolistic competi-
tion” views companies such as Pepsi Cola and Coca
Cola as

a. competitors
b. monopolists
c. both (a) and (b)

76. Full-bodied competition—viz., “pure–
and–perfect competition”—is now held to exist only
as a rare exception.

77. The essential requirements for the exis-
tence of pure–and–perfect competition are the exis-
tence of a vast number of sellers all selling perfectly
identical, homogeneous products.

78. The acceptance of the contemporary the-
ory of the comparative extent of monopoly and compe-

tition has led to a rewriting of economic history to ac-
count for the fact that competition was traditionally
considered to be the norm. 

79. Despite the fact that after the Civil War
fewer producers remained in many branches of indus-
try, there was nevertheless an increase in the number
of producers in actual competition with one another.

80. The alleged consequences of monopoly
range from the most dire and extreme, in the form of
the specter of a single giant firm coming to own the en-
tire economic system, to what must be regarded as ab-
solutely trivial, in the form of the
pure-and-perfect-competition doctrine’s criticism of
big business as being monopolistic merely for refusing
to sustain unnecessary losses. 

81. The doctrine of the tendency toward the
formation of a single giant firm controlling the entire
economic system

a. played a major role in the doctrine of the al-
leged inevitability of socialism, inasmuch as the
giant firm was regarded as representing the cre-
ation of the structural framework of a socialist so-
ciety and differing from socialism only in the
motivation and character of its board of directors
b. played a major role in support for antitrust leg-
islation, in part in the belief that it was necessary
to prevent the coming of socialism
c. contradicts the essential nature of the gains de-
rived from the division of labor
d. all of the above

82. The only place that centralized control
over all the means of production has been established
was under socialism, by means of force, and was per-
petuated only by means of force and in opposition to
the actual material self-interests even of the members
of the various socialist regimes.

83. The experience of socialism confirms the
fact that monopoly is a political phenomenon, not an
economic phenomenon.

84. The phenomenon of bad mergers and the
subsequent need for spinoffs and breakups confirms
the fact that there is no tendency toward the formation
of a single giant firm under capitalism.

85. The formation of conglomerates, contain-
ing separate divisions each with its own management,
would not be a feasible means of overcoming the con-
flict between a megacombine and the essential gains
from the division of labor, because a businessman with
confidence in his own ability to succeed in an industry
he knows and understands, and in which his income is
determined exclusively by his own success or failure,
would not be willing to exchange such a position for
one in which he receives a much smaller share of the
profits of a conglomerate, which are the outcome of
the success or failure of many others, whom he is un-
likely to consider as capable as himself.
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The following is a two-part question.

Imagine an industry composed of 10 firms, each pres-
ently doing 10 percent of the industry’s business, and
owned by individuals each of whom expects that
under his management his firm will grow to the point
of doing 50 percent of the industry’s business.

86. Calculate the percentage of the merged
company’s stock that would have to be given to the
owners of the ten fimrs to compensate them for the
loss of what they believe they would have by remain-
ing independent.

87. It is not possible to merge such firms, be-
cause it is impossibled to make the merger appear
worthwhile in comparison with the anticipated gains
from remaining independent.

88. Successful mergers, by increasing the
capital of the particpants, serve to provide the basis for
the formation of new firms, if not in the industry
where a given merger occurs, then in other industries.

89. The continuous formation of large num-
bers of new firms, some of which grow to considerable
size serves to keep the proportion of the total capital of
the economic system in the hands of the merged firms
from growing.

90. A major potential source of the formation
of new firms in virtually every industry is key execu-
tives of the existing firms who believe that they could
do better on their own. If not for the personal income
tax, such executives would be able to accumulate far
more personal wealth in their present positions. In the
absence of restrictions on stock trading based on “in-
side” knowledge, their accumulations of personal
wealth would be greater still. In such conditions, it
would be possible to start even new domestic automo-
bile and steel companies requiring an initial invest-
ment of a billion dollars or more.

91. The tax laws have encouraged unecono-
mic mergers as a means of reducing corporate and per-
sonal tax liability.

92. The effect of insider trading based on ad-
vance knowledge of a development that is favorable to
a company is

a. to enable stockholders who have decided to
continue to hold the stock to gain that much sooner
b. to induce some stockholders who were plan-
ning to sell the stock, upon seeing the rise caused
by the insiders’ buying, to hold it instead and thus
to enjoy gains they would otherwise not have had
c. to enable stockholders who have made up their
minds to sell their shares to sell them at a better
price, thanks to the demand for them coming from
the insiders
d. all of the above

93. If the insiders sell in advance on the basis
of their inside knowledge of negative developments
(which they themselves have done nothing to cause),
they are not responsible for the loss that is suffered by
those who continue to hold the stock, because that loss
would come in any case, when the bad news finally be-
came public knowledge.

94. In the absence of insider selling, the de-
cline in price would come more precipitously and dra-
matically, rather than being preceded by declines
caused by the insiders’ selling.

95. Insiders’ selling and the lower stock price
it causes can provide a clue to other stockholders to
begin selling and to potential buyers to abstain from
buying. Those who decide to buy in any case, are en-
abled to buy at a lower price.

96. If the gains of the insiders, who know
what they are doing, must be transferred to those who
do not, the latter will not be able to keep those gains
for very long. For they will have no basis on which to
argue for the retention of their unearned, accidental
gains from society as a whole. If knowledge is not an
adequate basis for earning a profit that others do not
earn, the mere accident of owning the right stock at the
right time can hardly be such a basis.

97. Mergers are economically sound
a. when they achieve economies of scale
b. in cases in which companies carry complemen-
tary product lines, which can easily be sold by the
same sales force
c. when they achieve important economies in con-
nection with advertising expenditures and/or the
raising of capital
d. when they enable more competent individuals
to gain control over the management of additional
capital, as when a better-run firm gains control of
the assets of a poorer-run firm
e. all of the above

The following is a two-part question.

98. Imagine that in a small-scale plant, manu-
facturing cost is $10 per unit of product, while in a
large-scale plant, thanks to economies of scale, manu-
facturing cost can be brought down to only $1 per unit,
provided the facility operates at a sufficient percentage
of its capacity. Assume that initially, however, trans-
portation costs are 50¢ per mile per unit. Calculate
how many miles closer to the market a small-scale
plant needs to be to have an advantage in total, deliv-
ered cost over the large-scale plant.

99. Assume now that major improvements in
the transportation system reduce transportation costs in
the preceding example from 50¢ per mile per unit to
1¢ per mile per unit. Calculate how many miles closer
to the market a small-scale plant now needs to be to
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have an advantage in total, delivered cost over the
large-scale plant.

100. In the post–Civil War era, major im-
provements in transportation, notably the large-scale
building of railroads and the development of steam-
powered iron and then steel ships, brought about major
reductions in transportation costs, which gave a com-
petitive advantage to large-scale manufacturing over
small-scale manufacturing and thereby created the
need for widespread mergers.

101. In the period following the Civil War,
corporate law did not immediately provide a mecha-
nism whereby one corporation could be combined
with another one. The trusts were a device for accomp-
lishing that purpose.

102. Under a trust arrangement, the stock-
holders of separate corporations turned their shares
over to trustees, who then had the power to vote the
shares and run the corporations. By assembling the

shares of two or more corporations in the hands of the
same trust, it was possible to operate the corporations
as a single unit and thus achieve a merger.

103. Between 1870 and 1914, the era of trust-
building and the development of big business, 

a. the resulting monopoly power resulted in wide-
spread declines in production and increases in
prices
b. production in the industries controlled by the
trusts rapidly increased and prices fell 

104. The 1911 Supreme Court decision that
broke up Standard Oil sharply criticized that company
for raising the price of petroleum and reducing its qual-
ity.

105. The Supreme Court broke up Standard
Oil 

a. because of the harm that company had caused
b. despite the good it had achieved

The Predatory Pricing Doctrine

106. The predatory-pricing doctrine claims
that a large firm, because it is big and rich, and possi-
bly operates in many different markets at the same
time, 

a. can afford losses which a small firm cannot, be-
cause the latter is small and poor
b. finds it to its interest temporarily to slash its
price and sell at a loss, in order to force the small
firm out of business
c. will be able, after it has driven its small com-
petitors out of business, to raise its price to a
higher level than ever before
d. will be able to keep new competitors out by
their fear of being ruined by a repetition of preda-
tory-price cutting
e. can succeed in unconscionably gouging the
helpless public, which, in simple innocence, has
taken the large firm’s lure of a temporarily lower
price
f. all of the above

107. The influence of the predatory-pricing
doctrine serves to make people regard all the achieve-
ments of big business in reducing prices and improv-
ing quality as having no reality, but as being merely a
prelude to a subsequent price gouge.

108. The attempt to practice predatory pric-
ing will result in increasing the price received by the
intended target rather than decreasing it if the lower,
predatory price attracts a new and additional quantity
demanded which, because of a lack of productive ca-
pacity on the predatory firm’s part, must be met with
supplies that are now made unavailable for satisfying
the firm’s regular quantity demanded. In this case, the
item actually becomes scarcer for the firm’s regular
customers, and they will now have to turn to the

smaller firm, where their competition will actually
drive up the price.

109. In order for a firm practicing predatory
pricing to be able to succeed in imposing a lower price
on the intended target,

a. it must possess sufficient additional productive
capacity to meet any resulting expansion in quan-
tity demanded at the lower, predatory price
b. and then, if it should actually succeed in clos-
ing down the small competitor and thereupon
raise its price, which is its presumed plan, it must
continue to maintain this additional capacity, even
though it no longer uses it in production, as a
means of imposing low prices on potential new en-
trants
c. the amount of additional capacity necessary to
impose the predatory price will be increased to the
extent that the prospect of a small competitor’s
entry followed by a plunge in price leads people
to postpone their purchases until such time as the
small comopetitor’s entry occurs 
d. it must go to considerable expense
e. all of the above

110. If it were the case that as soon as the
small competitor is driven out, the large firm can
sharply increase its price, while so long as the small
competitor remains in business the price is held below
the level of his costs, the interests both of the
industry’s suppliers and of the producers of goods
complementary to is products would lie with subsidiz-
ing the continued existence of the small competitor, as
the means of maintaining the demand for their prod-
ucts.

111. If it is the case that the large, predator
firm, which has succeeded in becoming the sole sup-
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plier and presently obtains a high price, will slash its
price as soon as it is confronted with a small, compet-
ing firm, people are placed in a position in which they
can use that very knowledge to

a. sell short the commodity the predator sells and
profit from the fall in price that will result
b. sell short the stock of the predator company,
which will fall when its price and profitability fall
c. profit precisely by forming small competing
firms against whom the predator will slash price
d. all of the above

112. To the extent that the predatory big and
rich firm is larger in the same market, it must take the
price cut and the resulting loss on a correspondingly
larger volume than the small and poor firm. This is be-
cause it cannot cut the price only to the customers of
the small firm, because that leaves the small firm free
to cut price by a much smaller amount to an equal
number of customers of the large firm. If the small
firm is not to be able to sell to anyone except at the
low price imposed by the large firm, the large firm
must make that low price available to all of its own
customers as well as to the customers of the small firm.

The following is a seventeen-part question.

The price of a product is $1. There are only two pro-
ducers: “Big John” and “Little Joe.” “Big John” cur-
rently produces and sells 9 units of the product, while
“Little Joe” currently produces and sells only 1 unit of
the product. The unit cost of both producers is 90¢.

113. Calculate the sales revenues of “Big
John.”

114. Calculate the total costs of “Big John.” 

115. Calculate Big John’s total profit.

116. Calculate the sales revenues of “Little
Joe.”

117. Calculate the total costs of “Little Joe.”

118. Calculate Little Joe’s total profit.

Now imagine that in order to make Little Joe suffer a
loss and thus drive him out of business, Big John
slashes his price from $1 to 80¢.

119. Calculate Little Joe’s loss.

120. Calculate Big John’s loss.

121. Find the number of times by which Big
John’s loss is greater than Little Joe’s loss.

Now assume that Big John’s cost per unit is less than
Little Joe’s, i.e., while Little Joe’s cost per unit contin-
ues to be 90¢, Big John’s cost per unit is only 80¢.

122. Again calculate Big John’s total profit
when the selling price is $1.

123. Calculate Big John’s total profit when
the selling price is 80¢.

124. Calculate the amount by which Big
John’s profit is reduced by his practice of predatory
price cutting.

125. Find the number of times by which the
reduction in profits experienced by Big John is greater
than the reduction in profits experienced by Little Joe.

126. The fact that the large firm may have
lower unit costs than the small firm does not change
the principle that its profit reduction is a multiple of
the smaller firm’s profit reduction to the extent that its
volume in the same market is greater.

Now assume that Little Joe’s cost per unit is only 80¢,
while that of Big John remains at 90¢.

127. Calculate the reduction in Big John’s
profit needed to make make Little Joe’s profits go
from +20¢ to -10¢.

128. Calculate the size of the loss Big John
now needs to suffer in order to impose a 10¢ on Little
Joe.

129. The implication of the preceding ques-
tions is that the small firm can be in a better position to
withstand its relatively smaller losses than is the large
firm to withstand its multiple losses.

130. Practicing predatory pricing would ne-
cessitate setting one’s price below the target’s operat-
ing costs, not his total costs, and then keeping them
there for the life of his plant and equipment. Only this
would serve to keep his plant and equipment out of op-
eration.

131. Neither sustaining losses or major profit
reductions for years in order to drive out one’s small
competitors, nor buying out the small competitors at
premium prices, can actually pay, because

a. both methods imply that later on, once Little
Joe’s capacity is out of the way by one method or
the other, it is absolutely necessary for Big John
to charge a premium price merely in order to re-
coup the reduction in profits he has sustained or
the premium price for Little Joe’s assets that he
has paid
b. but any premium price he charges in the fu-
ture, after Little Joe’s capacity is out of the way,
will only serve to attract new competitors, to
whom the premium price will offer the prospect
of a premium rate of profit
c. because of its highly self-destructive nature,
and for all of the other reasons explained, these
competitors cannot be kept out by the fear of still
more predatory pricing
d. all of the above

132. The permanent, long-run price that Big
John can obtain is limited by the costs of production—
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the full costs—of potential new entrants, together with
an allowance for the competitive rate of profit on their
capital. These costs set an objective limit above which
the price cannot be maintained in the absence of legal
protection from competition—namely, that provided
by monopoly according to the political concept. As a
result, the large firm cannot in fact later on charge the
premium price that is necessary to recoup the profits it
must forgo or the additional expense it must incur. 

133. If the large firm must accept a price that
is limited by outsiders’ costs, the extent of its gains if
it should succeed in capturing the business of a smaller
rival would be merely his share of the market, at sell-
ing prices not significantly higher than the selling
prices that prevailed before he began his effort to drive
them out.

134. It follows from the answer to the preced-
ing question that more than one company in an indus-
try is the normal case.

135. What must be present to make it worth-
while for a large, low-cost firm that already does the
bulk of an industry’s business to cut its price below
what is required to enable its smaller rivals to stay in
business, is the prospect of a major expansion of profit-
able volume at the lower price, since merely gaining
their existing volume is not sufficient.

136. If the condition explained in answer to
the preceding question is present, becoming the sole
producer would not pay if the large firm’s cost advan-
tages are of a kind that can be patented and thus shared
with other producers in exchange for royalty pay-
ments. For then, the firm could make additional profits
on 100 percent of an expanded market without having
to accumulate by itself all the capital required to sup-
ply the market.

137. If the only substantive gain from price
cutting is the volume of business presently carried on
by one’s competitors, then it follows that it is more ef-
ficient small firms that have much more to gain by fol-
lowing an aggressive pricing policy than more
efficient large firms. For example, a large firm, with
90 percent of the market, has only the 10 percent share
of its rivals to gain. But a small firm, with 10 percent
of the market, has the 90 percent share of its rivals to
gain.

138. The claims of “dumping” made against
Japan in the years in which its industry was still a
small fraction of that of the United States are tanta-
mount to a claim that Little Joe practices predatory
pricing against Big John.

139. Japan’s success in exporting was the re-
sult of 

a. selling below its costs
b. subsidies from the Japanese government
c. intelligent guidance from its Ministry of Inter-
national Trade and Industry
d. all of the above

e. none of the above

140. Success in exporting depends on
a. selling below costs
b. achieving costs below those of one’s foreign
competitors and selling close to or below their
costs while selling well above one’s own costs

141. Subsidies to business by the Japanese
government are drawn from

a. the vast and causeless resources of the Japan-
ese government
b. taxes on successful Japanese business firms

142. The direction of investment by a govern-
ment ministry is necessary to  

a. make business firms do what is profitable to
themselves
b. compel business firms to do what they judge to
be less profitable or unprofitable to themselves

143.  The chain-store variant of the predatory
pricing doctrine

a. refers to cases in which the larger firm is larger
by virtue of its presence in more than one mar-
ket—for example, chain stores that compete with
local merchants, or conglomerates that compete
with smaller firms in a variety of different indus-
tries
b. differs from the predatory pricing doctrine as it
has been considered up to now insofar as if the
larger firm were to slash its price for the purpose
of making its smaller rival run at a loss, it would
not have to suffer a reduction in its own revenues
and profits in proportion to its overall greater size,
but only in proportion to its greater size in the par-
ticular market concerned
c. both (a) and (b)

144. Shark, Incorporated has a capital of $1
billion, which is invested in 1,000 branches scattered
around the country. One of its branches is currently at-
tempting to drive the tiny firm of Minnow & Mother
into bankruptcy for the purpose of then being able to
gouge the local consumers by sharply increasing
prices and reaping an additional $100,000 per year in
profit foreverafter. To achieve its objective, Shark can
rationally afford to temporarily lose 

a. its entire $1 billion of capital
b. no more than $1 million of its capital if the pre-
vailing rate of return is ten percent per annum

145. The overwhelming bulk of the larger
capital of a chain of stores, or other multi-market firm,
is irrelevant to the size of the losses it might rationally
be willing to sustain on a temporary basis in order to
become the sole seller in a local market and thereafter
forever reap a premium profit in that market.

146. The size of the firms that would be in a
position to match even the largest chains in the ability
to sustain temporary losses in a rational—or at least a
semi-rational—expectation of being able ultimately to
earn an above average rate of profit by doing so
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a. need exceed only the discounted present value
of the assumed additional profits
b. must be at least as large as that of the chains

147. The effect of losing any part of the capi-
tal one had calculated that it was reasonable to lose in
an effort to secure a monopoly position in a local mar-
ket is to deprive one of the ability to meet the competi-
tion of a newcomer who has made the same
calculation but has not yet lost any of his capital.

148. The fact that any firm that attempted to
practice a policy of predatory pricing in local markets
would be exposed to the competition of other firms
that had not yet lost any funds, and that if those other
firms pursued this policy, they would in turn find them-
selves in the same position in relation to still other out-
siders means that there is no way of actually securing
the kind of premium profits imagined by the predatory-
pricing doctrine and that all that can result from the at-
tempt is the pouring of money down a bottomless well.

149. Whoever would attempt to practice a
policy of predatory pricing in local markets would find
himself in the position of having made a larger-than-
necessary capital investment, which he would later
need to recover through higher-than-necessary prices
and more than a competitive rate of profit, but would
be unable to recover in the actual conditions of the
market. The capital he expended in the effort to
achieve the illusory extra profits would place him in
the same position as someone who had constructed his
store or bought the land for it at an unnecessarily high
price.

150. Selling under long-term contract can
a. provide the small competitor of a large, would-
be practitioner of predatory pricing automatic pro-
tection against such practice and can do so even
while allowing customers to decide not to actually
buy the quantities they have contracted for
b. make the predator finance the small firm’s
costs in order to gain its business
c. both (a) and (b)

151. While long-term contract pricing may
often not be feasible at the level of retailers’ custom-
ers, market factors such as greter convenience and ser-
vice operate to protect small retailers from being
dislodged even by permanently lower prices charged

by larger firms. At the same time, the existence of the
smaller suppliers and their ability to do a larger vol-
ume of business contributes to preventing the larger
firms from raising their prices.

152. The predatory-pricing doctrine implies
that real prices in retailing and elsewhere over the last
130 years or so, i.e., since the days of the general
store, whale oil, and the local blacksmith shop, have

a. risen
b. fallen

153. A large firm bent on cutting off vital
supplies to a small competitor (which is the doctrine of
predation with respect to suppliers) would have to be
able to

a. succeed in cutting off all of the possible
sources of supply of the small competitor for the
good or service in question, since he requires the
availability of only any one of those possible
sources in order to be supplied
b. make dealing with it rather than the small com-
petitor more profitable to every actual and poten-
tial supplier to whom the small competitor might
turn, and to offer more to them not only than the
small competitor is currently capable of doing, but
also is potentially capable of doing in the future
c. both (a) and (b)

154. The prospect of the large firm charging
high prices in the event it succeeds in cutting off vital
supplies to its small competitors should make suppli-
ers 

a. its allies
b. allies of the small competitors

155. It would not make matters easier for the
large firm if there were only one or a few suppliers or
potential suppliers who would need to be secured
against the small firm, because then the consequence
would be that any one of the suppliers or potential sup-
pliers with sufficient capacity to meet the requirements
of the small firm would be in a position to demand a
lion’s share of whatever additional profits might be
earned by virtue of the absence of the small competitor
and the consequent alleged ability to charge substan-
tially higher prices.

The Marginal-Revenue Doctrine

156. Marginal revenue is the change in total
revenue that accompanies an increase or decrease in
quantity produced and sold.

The following is a five-part question.

157. You are given the following informa-
tion. At a price of $15 per unit, 100 units are de-

manded. At a price of $9 per unit, 200 units are de-
manded. Calculate marginal revenue per unit.

If, in the preceding question, cost per unit is $8 and re-
mains at $8 dollars as output changes, calculate total
profits when output is 

158. 100 units.
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159. 200 units.

160. Calculate the profit in producing 100
units at a cost of $8 per unit and a selling price of $9
per unit.

161. On the basis of the concept of marginal
revenue, it is argued that the firm in the preceding
questions is motivated to restrict its production to 100
units even though a second 100 units considered by it-
self, i.e., apart from the effect on the price of the first
100 units, would be profitable.

162. On the basis of the doctrine of marginal
revenue, it is claimed that to the degree that a firm is
large relative to the size of the market it serves, it is
motivated to restrict its production to a quantity of
product that is less than what would be produced if the
effect on the price of the quantity already being sold
were ignored.

163. According to the supporters of the mar-
ginal-revenue doctrine, given the elasticity of demand
for the product of the industry, the smaller is a given
firm relative to the industry as a whole, 

a. the less will be the reduction in price that re-
sults from any given percentage increase in its out-
put
b. the more motivated it will be to expand its pro-
duction and cut the price of the product
c. both (a) and (b)

164. A large firm can be denounced both for
monopolistically restricting supply if it does not pro-
duce the extra output that supposedly should be pro-
duced, and for being a monopolist if it does produce
that extra output.

165. If the increment of output that suppos-
edly should be produced is profitable in its own right,
i.e., is profitable when considered apart from the effect
of its production on the price of the quantity that is al-
ready being produced, a large firm that must experi-
ence the price reduction on its present quantity, does
not have the alternative of deciding between a larger
industry-wide quantity at a lower price and a smaller
industry-wide quantity at a higher price, but only be-
tween whether it will produce the larger quantity at the
lower price or a smaller quantity at the lower price
while some other firm produces the additional quantity.

166. Where competition is physically possi-
ble and is peaceful—that is, in which the same or a
similar good is capable of being produced by others
without violation of anyone’s intellectual property
rights—and is legally free, the decision of any seller or
group of sellers to produce less, or not to produce at
all, cannot lastingly establish a selling price that is
above the cost of production, plus allowance for the
going rate of profit, of potential competitors.

167. The cost of production of potential new
entrants constitutes an objective given that limits one’s
price. One’s only choice is to sell either a smaller vol-

ume at that cost-limited price or a larger volume at that
cost-limited price or a still larger volume at a lower
price. But one cannot get a higher price.

168. According to the textbook, 
a. if one allows for the time that may be required
for new firms to enter a field, one can say that irre-
spective of the elasticity or inelasticity of the de-
mand for the product of an industry as a whole,
the elasticity of the demand for the product of any
individual firm, however large, is virtually infinite
if it charges a price above outsiders’ costs plus al-
lowance for the going rate of profit
b. under the freedom of competition the elasticity
of demand for the product of any individual com-
pany or group of companies at a price above
outsiders’ costs plus allowance for the going rate
of profit, is determined by the sum of the elastic-
ity of demand for the product of the industry as a
whole plus the elasticity of supply of competitors
and potential competitors
c. while the demand curve facing the industry as
a whole may be almost perfectly inelastic, or, in-
deed, actually be perfectly inelastic, as in the case
of table salt, the demand curve facing any individ-
ual firm in the industry tends to be perfectly elas-
tic at a price above outsiders’ costs plus allowance
for the going rate of profit
d. all of the above

169. The absence of legal freedom of entry is
what makes it possible for firms without trade secrets
or patent or copyright protection to set price on the
basis of consideration of the industry’s elasticity of de-
mand, above the point of outsiders’ costs plus an al-
lowance for the going rate of profit.

170. Legal freedom of entry is an essential
foundation of competitive price determination.

171. The prices normally charged for goods
such as necessities and spare parts, which are gener-
ally faced with highly ineleastic demand curves, are
based on 

a. the elasticity of demand
b. cost of production

172. If sellers could base the price of table salt on
the elasticity of demand for table salt, it would be 

a. higher
b. radically higher
c. lower
d. radically lower

than it is today.

173. Contractual agreements 
a. can make cost of production rather than the
elasticity of demand the determinant of prices
b. that tie price to cost of production can contain
a major element of variability that make the price
conform to changes in market conditions; for ex-
ample, a contractually determined price of compo-
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nents or supplies might contain a provision for
variability with the price of the principle raw ma-
terials used in their production
c. can serve to make buyers the major beneficiar-
ies of any supply reductions and price increases
that sellers might otherwise be motivated to bring
about
d. all of the above

174. Using our previous example in which a
company could sell 100 units at a price of $15 per unit
and 200 units at a price of $9 per unit, but with the
modification that it is contractually obligated to sell
100 units at a price of $9, identify the beneficiary of
the higher price if the company now decides to pro-
duce only 100 units and thereby establishes a price of
$15.

a. the company
b. the company’s customers who have the con-
tractual right to buy 100 units at $9 and who are
enabled by the product’s scarcity to sell it at $15

175. Even if there were just one producer of
table salt, it would probably not be possible for him
even temporarily to take advantage of the inelasticity
of demand for table salt by reducing his production
and raising his price if a sufficient portion of his out-
put were sold under contract and with buyers having
the option to increase their purchases at the contractu-
ally set price.

176. Even though when the excise tax on cig-
arettes is increased, the price immediately rises and is
accompanied by relatively little decline in the quantity
of cigarettes demanded, it generally does not pay an in-
dividual tobacco company or combination of all the
present tobacco companies taken together to attempt to
raise price by the equivalent of an excise tax increase,
which is why they don’t do it.

177. Böhm-Bawerk 
a. agrees with Ricardo that in many instances
cost of production is the direct determinant of
price rather than the good’s own utility or mar-
ginal utility
b. holds that marginal utility in other lines of pro-
duction is the ultimate determinant of cost of pro-
duction
c. both (a) and (b)

178. In cases in which cost of production
rather than considerations of the elasticity of demand
determines prices, there is no implication that cost of
production can make anything more valuable than cor-
responds to its marginal utility, but only that it can
make something less valuable than corresponds to its
direct marginal utility.

179. The notion that cost of production has
no significant explanatory role in economics comes
from Jevons, not from Böhm-Bawerk and Wieser.

180. After devoting chapter after chapter to
developing a theoretical analysis that is entirely depen-

dent on the concept of marginal revenue, Samuelson
and Nordhaus are surprised to find that

a. it is largely irrelevant to the real world and that
they have no theory to explain the actual facts of
pricing
b. case after case shows that markup pricing is
the norm in imperfectly competitive markets
c. both (a) and (b)

181. If a firm can assume that 
a. its own costs of production are no higher than
its competitors’ or potential competitors’, then in
setting its prices in conformity with its costs—that
is, above its costs only by enough to earn the
going rate of profit—it ensures that it is not likely
to be undersold to any great extent or to attract
newcomers to its field
b. its own costs are significantly below those of
its competitors, then it will want to set its price
not too far above its competitors’ costs, as a maxi-
mum, so that it can earn high profits while they
are not in a position to accumulate much capital
and expand at its expense, and also in order not to
provide an incentive for others to enter the indus-
try
c. its costs are above those of its competitors,
then except to the extent its product may be of pre-
mium quality over theirs, it must simply match the
prices they set
d. all of the above

182. Absence of knowledge of the connec-
tion between prices and costs, and the belief that the
price of each and every product must be determined by
the specific demand for and supply of the product—by
its own independent marginal utility—is what has led
contemporary economics

a. to the expectation that without the presence of
a vast number of individually insignificant firms,
sellers will be in a position to exploit the
product’s elasticity of demand
b. to regard big business per se in a way that
should be reserved for one or a few firms operat-
ing under monopolistic legal protection against
competition, but not when operating under the
freedom of competition 
c. in the last analysis, to find that its theory sim-
ply does not fit the facts and that it has no applica-
ble theory
d. all of the above

183. The adoption of lower-cost methods of
production, even when protected by patents, soon
serves to reduce prices somewhere—if not in the indus-
try where introduced, then in another industry or indus-
tries insofar as the funds released from the production
of the given item bring about an expansion of the pro-
duction of other items.

184. Cost of production serves to limit the
price that it is profitable to charge for a good produced
under patent or copyright protection insofar as
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a. what the patent or copyright protects is a more
efficient method of producing a good that is al-
ready being produced, in which case the price of
the good is limited by the cost of producing it by
the older, less efficient methods
b. what the patent or copyright protects is an im-
provement in the methods of satisfying a need that
previously had been satisfied by other goods less
effectively, in which case the price of the new
good is still limited by the prices and costs of pro-
duction of the older goods that satisfy the need
less effectively
c. both (a) and (b)

185. Because of their newness and the diffi-
culties of estimating their elasticity of demand, the
prices of patented or copyrighted products, such as
books, movies, and CDs, are typically set in a more or
less standard way, on the basis of cost of production,
though with the addition of a substantially greater-
than-usual profit margin accompanied by the attempt
to achieve the maximum possible volume along with
the higher-than-normal profit margin. 

186. It is generally a sound business policy
to reinvest the proceeds of an extremely high profit
margin and rate of profit in order to earn a larger
amount of profit on the strength of a lower profit mar-
gin and rate of profit applied to a greater volume of
sales and quantity of capital invested in the production
of the good (or more advanced versions of the good),
because this policy

a. helps to guard against others being tempted to
enter into competition through the development of
comparable new products or methods of produc-
tion of their own, which even patent or copyright
protection cannot prevent
b. can achieve reductions in unit costs and im-
provements in product quality stemming from the

adoption of more capital-intensive methods of pro-
duction
c. serves further to increase the capital require-
ment of any potential competitor and thus further
to reduce the likelihood of the actual appearance
of such a competitor
d. is the way to transform a temporary bonanza
into greater and more lasting success
e. all of the above

187. The ability to practice price discrimina-
tion would make it possible to price life-saving pat-
ented drugs in a way that did not deprive the marginal
buyers of their life’s savings.

188. The combination of collectivized pay-
ment of medical expenses, widespread opposition to
price discrimination, and FDA delays in the approval
of new drugs serve to make drug prices higher than
they would otherwise be.

189. Pricing under long-term contract has the
potential to make possible unregulated private owner-
ship of the various utilities, such as electricity, water,
and gas, telephone and sewage services, the provision
of bridges and tunnels, and fire-fighting services.

190. The injustices associated with the exer-
cise of eminent domain would be greatly reduced if 

a. its exercise were limited merely to cases in
which a handful of capricious individuals could
otherwise frustrate the construction of necessary
projects such as the construction of roads and pipe-
lines
b. the owners of the property sought were offered
substantially above-market prices rather than sub-
stantially below-market prices
c. both (a) and (b)

Cartels

191. Cartels are associations of independent
producers of a good who agree to limit their produc-
tion of it in order to obtain a higher price on the result-
ing smaller supply.

192. Every cartel faces a problem of decid-
ing which producers must curtail production how
much.

193. Profitable cartels typically face the prob-
lem of 

a. deciding which producers must curtail produc-
tion how much
b. controlling the reinvestment of the profits of
their members, because if the firms are profitable
and want to reinvest their profits in expanding pro- 
duction in the industry, the cartel’s price will fall in 
efforts to find buyers for the additional output 

c. the profitable price attracting outside entrants
to the field, which not only makes the cartel’s
price fall, but also deprives the cartel’s members
of volume they could have had
d. all of the above

194. Apart from the handful of cases such as
diamonds, in which there are very few physical
sources of supply, the special problems faced by profit-
able cartels imply that cartels can succeed under capi-
talism only when they serve merely to reduce the
extent of losses, i.e., raise a price from a point of more
severe losses to a point of less severe losses or modest
profits. In this case, the problems of controlling the re-
investment of profits and the attraction of outside en-
trants do not come up.
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195. The prices that the few successful car-
tels in mining can charge in a free economy may be
limited by

a. the cost and price of various substitutes,
which, however imperfectly, can be used in place
of the item for various purposes
b. the possibility that additional deposits of the
item exist, which would be capable of commercial
exploitation at a sufficiently high level of prices
c. both (a) and (b)

196. In a free economy, even successful car-
tels, such as the diamond and mercury cartels, are
under continuous pressure to improve their methods of
production and lower their costs and the real prices
they charge, so long as the producers of substitutes can
improve their methods of production, so long as new
substitutes can be developed, and so long as the real
costs of exploiting submarginal deposits can be re-
duced. 

197. What is true of the price charged by a
successful cartel is that at any given time it is higher
than would be the case if the same known physical
quantity of the good were found in widely scattered de-
posits.

198. The effect of the higher price charged
by a successful cartel is to slow down the rate at which
the limited known supplies are consumed and thus to
serve, as von Mises described it, as a means of conser-
vation. 

199. Cartels as an economic problem, as in
the case of the Imperial German cartels, the OPEC oil
cartel, and present-day American agriculture under
government price supports and supply restrictions, are
the result of government intervention, and where they
are formed or maintained on this basis, they represent
part of the genuine and very serious problem of mo-
nopoly.

The Pure-and Perfect-Competition Doctrine

200. The doctrine of pure and perfect compe-
tition condems business as monopolistic for refusing
to sustain unnecessary losses.

201. The doctrine of pure and perfect compe-
tition is the standard by which contemporary economic
theory and the Antitrust Division of the Department of
Justice decide whether an industry is “competitive” or
“monopolistic,” and what should be done about it if
they find that it is not “competitive.”

202. While normally, one thinks of competi-
tion as denoting a rivalry among producers, in which
each producer strives to match or exceed the perfor-
mance of other producers, the doctrine of pure and per-
fect competition claims that rivalry is incompatible
with competition.

203. While competition as normally under-
stood rests on a base of individualism, the pure-and-
perfect-competition doctrine rests on

a. “the tribal premise,” i.e., the collectivist view
that the individual human being is a cell in a
greater organism, known variously as Mankind,
the State, the Nation, or the Tribe
b. a tribal concept of property, according to
which no property is to be regarded as truly pri-
vate but rather as being held in trusteeship for its
alleged true owner, “society” or the “consumers,”
who allegedly have a right to the property of
every producer and suffer him to continue as
owner only so long as society receives what it or
its professorial spokesmen consider to be the max-
imum possible benefit
c. the rationing theory of prices, according to
which a price is viewed not as the payment re-
ceived by a seller in the free exchange of his pri-
vate property, but as a means of rationing his

products among those members of society or the
sovereign consumers who happen to desire them,
with prices being justified on the grounds that
they are a means of rationing superior to the issu-
ance of coupons and priorities by the government
d. a collectivist concept of cost, according to
which cost is not an outlay of money made by a
buyer to obtain goods or services through free ex-
change, but the value of the most important alter-
native goods or services society must forgo by
virtue of obtaining any particular good or service
e. all of the above

204. According to the tribal concept of prop-
erty,

a. society has a right to 100 percent of every
seller’s inventory and to the benefit of 100 percent
use of his plant and equipment
b. the exercise of this alleged right is to be lim-
ited only by the consideration of society’s alleged
alternative needs
c. a producer should retain some portion of his in-
ventory only if it will serve a greater need of soci-
ety in the future than in the present
d. a producer should produce at less than 100 per-
cent of capacity only to the extent that society’s
labor, materials and fuel, which he would require,
are held to be more urgently needed in another
line of production
e. all of the above

205. According to the doctrine of pure and
perfect competition and its underlying collectivism,

a. supply means the goods that are here—in the
possession of sellers—and the potential goods that
the sellers would produce with their existing plant
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and equipment, if they considered no limitation to
their production but marginal cost
b. demand means the set of quantities of the
goods that buyers will take at varying prices
c. every price is supposed to be determined at
whatever point is required to give the buyers the
full supply and to limit their demand to the size of
the supply
d. all of the above

206. According to the doctrine of pure and
perfect competition and the rationing theory of prices,

a. every seller’s goods and the use of his plant
and equipment belong to society and should be
free of charge to society’s members unless and
until a price is required to ration them
b. up to the point of price being necessary to
serve as a rationing device, the goods of sellers
should be free goods, like air and sunlight
c. prior to the point of price being necessary to
serve as a rationing device, any value that the
goods of sellers have is the result of an “artificial,
monopolistic restriction of supply”—of a deliber-
ate, vicious withholding of goods from “society”
by their private custodians
d. all of the above

207. Marginal cost is 
a. always the extra cost that must be incurred
from a given, present starting point
b. different with different starting points
c. usually held to be the cost of the labor, materi-
als, and fuel required to produce an additional unit
of a product, the cost of the plant and equipment
being regarded as “sunk costs”
d. regarded as representing the value of the most
important alternative goods or services that soci-
ety forgoes in obtaining an additional unit of a
given good
e. all of the above

208. The pure-and-perfect-competition doc-
trine regards 

a. an excess of price over marginal cost as repre-
senting a situation in which society can gain more
of something it values more highly at the expense
of less of something it values less highly
b. an excess of marginal cost over price as repre-
senting a situation in which society loses some-
thing it values more highly and gains something it
values less highly
c. the equality of price with marginal cost as the
achievement of a social optimum, in which soci-
ety obtains the maximum benefit from the alloca-
tion and use of its scarce resources
d. all of the above

209. According to Samuelson and Nordhaus,
only when prices of goods are equal to marginal costs
is the economy squeezing from its scarce resources
and limited technical knowledge the maximum of out-
puts.

210. The “imperfect competitor”—viz., the
“monopolist,” the “oligopolist,” or the “monopolistic
competitor”—is condemned because

a. he does not produce goods up to the point
where their alleged social cost—as measured by
marginal cost—is equal to what the last unit of the
good is allegedly worth to “society”—as mea-
sured by market price
b. he contrives to keep his output a little scarce,
and keep price above marginal cost because what
maximizes his profit is to set not price but mar-
ginal revenue equal to marginal cost
c. society does not get quite as much of the imperfect
competitor’s good as it allegedly wants in terms of
what that good allegedly costs society to produce
d. he refuses to accept unnecessary losses
e. all of the above

211. The alleged sin of the “imperfect com-
petitor” is manifested in 

a. the example of the primitive fishing village
whose fleet has a catch so abundant that the mar-
ginal utility of fish would be zero or negative and
whose owners decide to throw some fish back into
the sea, in order to obtain a positive price on the
reduced supply that remains
b. the earning of a royalty or profit by virtue of
the use of an idea, which by its nature is capable
of being employed without limit and which can
achieve value only by its use being deliberately
limited
c. the earning of depreciation on existing plant and
equipment whose services do not qualify as scarce
d. all of the above

212. The earning of depreciation charges is
held to be improper short of capacity operation of the
plant and equipment in question because it signifies
the receipt of a price for plant-and-equipment services
that are not yet scarce.

213. The doctrine of pure and perfect compe-
tition regards depreciation as properly recoverable
only in circumstances similar to those in which Ri-
cardo held land rent to come into existence, namely, a
scarcity of the services of the grade of capacity or land
in question.

214. Competition in contemporary econom-
ics is viewed as the means by which prices are driven
down either to equality with marginal cost or to the
point where they exceed marginal cost only by what-
ever premium is necessary to ration the benefit of
plant and equipment operating at full capacity.

215. Pure and perfect competition is the set
of conditions required to make profit-seeking business-
men set their prices equal to marginal cost.

216. According to the doctrine’s supporters,
the requirements of pure and perfect competition are

a. uniform products offered by all the sellers in
the same industry
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b. perfect knowledge
c. quantitative insignificance of each seller
d. no fear of retaliation by competitors in re-
sponse to one’s actions
e. constant changes in price, and perfect ease of
investment and disinvestment
f. all of the above

217. An example that would meet the require-
ments listed in the previous question would be 

a. the competition that exists between Ford and
General Motors
b. the competition that exists between Dell and
Hewlett Packard
c. the competition that would exist between four
hundred and one movie theaters, all in the same
neighborhood and all showing the same picture,
which all potential viewers had already seen many
times yet desired to see still again while being in-
different to any possible differences between the
theaters except for the smallest difference in price,
and if the theaters were tent-like affairs rather
than durable structures 

218. In the conditions described in the last
choice in the preceding question, 

a. any theater owner who cut his price by as little as
one mill would supposedly be able to regard doing
so as the means of filling all of his empty seats
b. the gain in business of any one theater as the
result of cutting its price would come mainly from
other theaters, but the loss of business to any one
of the other theaters would be too small to pro-
voke a response, since, for example, 400 empty
seats in a given theater might be filled by drawing
a mere single customer from each of 400
other theaters
c. all the theater owners would be driven to con-
tinually cut their prices in the belief that doing so
served only to expand their volume to the level of
capacity operation
d. the profit motive would quickly drive price to
equality with marginal cost
e. all of the above 

219. The pure-and-perfect-competition
doctrine’s

a. stress on the need for a large number of indi-
vidually insignificant sellers as an essential condi-
tion of driving price to equality with marginal cost
rests on the need for the individual businessman
to be able to assume that his cutting price will
have no perceptible effect on the business of any
of the other sellers and thus will not be the cause
of their cutting price
b. incompatibility with the existence of a small
number of significanct-sized sellers derives from
the fact that in such a case cutting price would
have a major, perceptible effect on the business of
others, who would therefore be driven to cut price
in response, and the knowledge that this is what

would happen would prevent the price cut from
being made in the first place, with the result that
price would not be driven to marginal cost
c. both (a) and (b)

220. The pure-and-perfect-competition
doctrine’s stress on the need for product uniformity
rests on the greater responsiveness of customers to
price changes in such conditions. If in contrast to 401
theaters showing the identical movie, they showed dif-
ferent movies, customers would be less likely to shift
their business among the various theaters in response
to infinitesimal price differences, and so a theater
owner would have less incentive to trim his price.

221. Having to set prices equal to marginal
costs in conditions in which operations were below
full capacity, would imply prices of zero or not very
far above zero for

a. airlines and railroads whose planes or trains
had empty seats
b. movie theaters, baseball stadiums, and opera
houses that had empty seats
c. toll bridges and tunnels not confronted with
heavy traffic
d. all of the above

222. According to Samuelson and Nordhaus,
in conditions in which setting price equal to marginal
cost means incurring chronic losses, the solution is to

a. abandon the setting of prices equal to marginal
cost
b. have the government subsidize the producer 

223. According to the logic of the the pure-
and-perfect-competition doctrine and its underlying
doctrine that prices are justified only as a rationing de-
vice, the only time that 

a. movie theaters, baseball stadiums, and opera
houses, whose marginal costs of admitting an addi-
tional customer are virtually zero, should be able
to charge a positive price is when they are at ca-
pacity operation
b. airlines and railroads, whose marginal cost of
carrying an additional passenger is little more
than the additional fuel that may be required,
should be able to charge a price above such mar-
ginal cost is when they have no empty seats
c. steel mills, automobile factories, and almost all
other manufacturing firms should be able to
charge a price above their marginal costs of labor,
materials, and fuel, is when the grade of manufac-
turing capacity in question has become scarce
d. all of the above

224. The effect of imposing marginal cost
pricing would be

a. the widespread incurrence of massive losses
when operations were at less than full capacity
b. a great reduction in the volume of capacity in
existence, to the point that the capacity that re-
mained would be in a state of scarcity often
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enough so that the premium earnings in such peri-
ods would be sufficient to offset the losses in the
periods of less-than-capacity operation
c. a corresponding reduction in the ability of the
economic system quickly to meet increases in de-
mand without having to build new and additional
capacity
d. all of the above

225. The standard of ‘efficiency’ used to jus-
tify the doctrine of marginal-cost pricing is one accord-
ing to which the economy of Soviet Russia was more
efficient than that of the United States, because even
though there was less of everything in Soviet Russia
than in the United States, what there was, was used
more fully.

226. The ideal of the pure-and-perfect-com-
petition doctrine“ implies a state of affairs in which
producers are unable to take business away from other
producers, because

a. if a producer is operating at full capacity, he
cannot meet the demand of a single additional
buyer, let alone compete for that demand
b. a producer cannot compete for additional busi-
ness if he is operating merely at the full capacity
of a given grade of plant and equipment and his
idle capacity is of a kind whose operating cost is
greater than the currently prevailing price
c. if a producer is not producing at full capacity
even of a given grade of plant and equipment and
is charging a price equal to his “marginal cost,” he
still cannot compete for the business of any addi-
tional buyers because he is forbidden to “differen-
tiate” his product or to advertise it
d. all of the above

227. Ironically, what the pure-and-perfect-
competition doctrine seeks is the abolition of competi-
tion among producers and its replacement with a
competition among consumers for scarce supplies. 

228. The pure-and-perfect-competition doc-
trine is to the left of Marxism in that Marxism de-
nounced capitalism merely for the existence of profits,
while it denounces capitalism because businessmen re-
fuse to suffer unnecessary losses, which they would
have to suffer if they treated their plant and equipment
as costless natural resources that acquired value only
when they happened to be scarce.

229. Choose the most completely true an-
swer.

a. empirical studies based on the assumption that
marginal cost is equal to total average cost plus an
allowance for earning a competitive rate of profit
lead to the finding that monopoly profits are insig-
nificant in the economic system as a whole, ac-
counting perhaps for about .5% of GDP
b. empirical estimates of the burden of monopoly
profits do not distinguish between above-average-prof-
its that are the result of positive productive contribu-

tion and those which are the result of restrictions
of production based on the initiation of force
c. what reconciles the enormous concentration on
the problem of monopoly in contemporary eco-
nomic theory with its insignificance in practice is
that contemporary economic theory regards the fail-
ure to sustain unnecessary losses as a problem of mo-
nopoly and spends much of its time focusing on this
d. all of the above

230. The supporters of the pure-and-perfect-
competition doctrine accuse capitalism of lacking
price competition, because their notion of price compe-
tition is that of the process of driving prices down to
the level of “marginal cost” or to the point where they
“ration” the benefit of “scarce” capacity, which pro-
cess is typically absent.

231. Price competition is given by every firm
that charges prices too low for other firms to be profit-
able and is an omnipresent feature of capitalism.

232. Price competition exists even in the
midst of inflation in that even under inflation, every
firm is still interested in improving the productivity of
the labor it employs and to the extent it succeeds in
doing so, it is able to hold its price increases below the
wage increases it must pay, with the result that other
firms in the same line of business are compelled to in-
crease the productivity of the labor they employ or
else suffer reduced profits or losses and eventually go
out of business.

233. The competitor who cuts his price is
fully aware of the impact on other competitors and that
they will try to match his price. He acts in the knowl-
edge that some of them will not be able to afford the
cut, while he is, and that he will eventually pick up
their business, as well as a major portion of any addi-
tional business that may come to the industry as a
whole as the result of charging a lower price. He is
able to afford the cut when and if his productive effi-
ciency is greater than theirs, which lowers his costs to
a level they cannot match.

234. The ability to lower the costs of produc-
tion 

a. enables an efficient producer to be profitable at
prices too low for less efficient producers to be
profitable
b. enables an efficient producer who lowers his
prices, to gain most of the new customers in his
field because his lower costs become the source of
additional profits, the reinvestment of which en-
ables him to expand his capacity and thus to sup-
ply the increase in quantity demanded at a lower
price
c. is the foundation of the ability to take business
away from others in the field 
d. permits a producer to forestall the potential
competition of outsiders who might be tempted to
enter his field, drawn by the hope of making prof-
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its at high prices, but who cannot match his cost
efficiency and, consequently, his lower prices
e. is the base of price competition
f. all of the above

235. Price competition, under capitalism, is
the result of a contest of efficiency, competence, ability.

236. Price competition
a. is not the self-sacrificial chiseling of prices to
marginal cost or their day-by-day, minute-by-min-
ute adjustment to the requirements of “rationing
scarce capacity” 
b. is the setting of prices—perhaps only once a
year—by the most efficient, lowest-cost produc-
ers, motivated by their own self-interest
c. varies in extent in direct proportion to the size
and the economic potency of these producers
d. is more powerful when it comes from a Gen-
eral Motors or Toyota than when it comes from a
microscopic-sized wheat farmer
e. all of the above

237. Price competition frequently forces
some of the sellers in an industry to sell at a price that
is equal to or not far above their marginal costs, yet, at
the same time, is substantially above the marginal costs
of the more efficient, more competitively capable firms.
This is part of the process by which the more efficient
firms gain the business of the less efficient firms, which
will be unable to replace their assets and thus unable to
continue in business on the present scale.

238. More efficient firms typically sell at
prices below the marginal costs of a substantial portion
of the capacity of the less efficient firms. Such prices
are what keeps that less efficient capacity from serving
the market, and thus competitively reserves the market
to the more efficient firms.

239. It can be to the rational self-interest of a
large firm to cut its price in response to a fall in de-
mand, even though the industry demand curve is
highly inelastic and other firms will quickly match its
cut. This will be the case when the drop in demand
idles capacity with a relatively low marginal cost of
operation, while other firms continue to supply the
market with capacity that has a relatively high mar-
ginal cost of operation. In this case it is to the self-in-
terest of the firm with the lower-cost capacity to cut
the price in order to make way in the market for its ca-
pacity. Cutting the price below other firms’ higher mar-
ginal costs is the means of eliminating the higher-cost
capacity of those firms from the market.

240. Alfred Marshall’s doctrine of the “repre-
sentative firm”

a. conceives of an industry as consisting of a
mere multiplication of so many interchangeable,
identical “representative firms”
b. proceeds on the assumption that all the firms
in an industry have exactly equal efficiency and
equal costs

c. rules out any basis for price cutting, since no
one can have any rational basis for expecting to
succeed by doing so, because the moment anyone
cuts his price, the other producers, who are as-
sumed to be equally efficient, cut theirs in re-
sponse
d. serves to blind contemporary economists to the
existence of price competition outside of the con-
ditions of “pure and perfect competition” 
e. all of the above

241. An implication of Marshall’s doctrine is
that the only possible gain for a producer in cutting his
price is the same gain that would exist if there were
only one producer. On this basis, contemporary eco-
nomics concludes that what it calls “oligopoly” is es-
sentially the same in its effects as “monopoly,”
because it appears to it that it will pay an “oligopolist”
to cut his price only when it would pay a “monopolist.”

242. Contrary to Marshall’s doctrine, compe-
tition, centering precisely on an inequality in the pro-
ductive efficiency of firms, is the means by which
continuous progress and improvement are brought
about, in terms both of falling real prices of products
and ever better products.

243. Cost of production operates to
a. set many prices, such as those of spare parts
and other goods with highly inelastic demands, far
below what they would be if they were deter-
mined on the basis of the direct marginal utility of
the good concerned
b. establish prices at a point that is above what
they would be if producers did in fact have to re-
gard their plant and equipment and intellectual
property as not deserving to command an allow-
ance in the price of the product because their ren-
ditions of service were not scarce
c. both (a) and (b)

244. Setting prices above what they would
be if producers had to regard their plant and equipment
and intellectual property as not deserving to command
an allowance in the price of the product short of the
point of their being scarce, serves in the long run to
keep prices below what they would be if based on the
product’s own, direct marginal utility and to progres-
sively lower real prices, because

a. it makes possible the existence of the capacity
required to quickly increase the production of
goods whose own, direct marginal utility may be
very high and thereby to hold their prices to the
lower level corresponding to cost of production
b. being able to profit from intellectual property,
including trade secrets and all manner of techno-
logical and other knowledge not yet widely dis-
seminated, whose services are never physically
scarce, is what underlies the incentive and ability
to go on introducing further productive innova-
tions, which steadily reduce prices in real terms
c. both (a) and (b)
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The following eight questions are drawn from the
text by Samuelson and Nordhaus. 

245. A perfect competitor’s output in the
short run is the quantity that: 

a. sets MC equal to MR = P
b. sets AVC = P 
c. minimizes ATC
d. sets ATC = P 
e. none of the above are correct

246. In the situation of imperfect competi-
tion, the relation between market price P and marginal
revenue MR for each supplying firm is that: 

a. P is less than MR at all or most output levels
b. P is greater than MR at all or most output levels
c. P is the same as MR at all output levels
d. P is either less than MR at particular output
levels or the same as MR
e. none of the above, since P is not related to MR

247. A monopoly finds that, at its present
level of output and sales, marginal revenue equals $5
and marginal cost is $4.10. Which of the following
will maximize profits? 

a. Leave price and output unchanged
b. Increase price and leave output unchanged
c. Increase price and decrease output
d. Decrease price and increase output
e. Decrease price and leave output unchanged 

Use the following Table to answer the next two questions: 

P Q Revenue Profit

$5 7

$4 12

$3 17

$2 22

$1 27

248. Consider the demand curve implied in
the above Table. If the imperfectly competitive firm is
able to produce at any output level, then the price and
quantity which maximize total revenue are: 

a. P=5; q=7 
b. P=4; q=12
c. P=3; q=17
d. P=2; q=22
e. P=1; q=27 

249. Suppose an imperfect competitor faces
the demand curve defined in the above Table, and its
MC is constant at $2.00. If the firm is able to produce
at any output level, then it maximizes profits at: 

a. P=5; q=7 
b. P=4; q=12 
c. P=3; q=17
d. P=2; q=22
e. none of the above if fixed costs are less than
$1.00

250. If the firm described in the previous
question has no fixed costs, its profits are: 

a. $48
b. $54
c. $24
d. $4
e. -$12 

251. If a firm finds out that its marginal reve-
nue is greater than its marginal cost, it should: 

a. increase production and sales
b. decrease production and sales
c. encourage the entry of other firms into the mar-
ket
d. keep raising its selling price till marginal reve-
nue equals marginal cost
e. change nothing because profits are maximized

252. Falling marginal revenue facing an indi-
vidual firm is incompatible with: 

a. growth of the firm
b. perfect competition
c. oligopoly
d. barriers to entry
e. none of the above
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Answers to Questions 1-244 on Chapter 10 and 245-252 on Samuelson                                                                                                                                  108  

Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct 
tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer

1 d 31 T 61 d 91 T 121 9 151 T 181 d 211 d 241 T
2 c 32 T 62 c 92 d 122 $1.80 152 a 182 d 212 T 242 T
3 e 33 T 63 T 93 T 123 zero 153 c 183 T 213 T 243 c
4 f 34 T 64 T 94 T 124 $1.80 154 b 184 c 214 T 244 c
5 f 35 T 65 T 95 T 125 9 155 T 185 T 215 T 245 a
6 b 36 T 66 c 96 T 126 T 156 T 186 e 216 f 246 b
7 T 37 T 67 T 97 e 127 $2.70 157 $3 187 T 217 c 247 d
8 T 38 e 68 e 98 >18 128 $1.80 158 $700 188 T 218 e 248 c
9 b 39 T 69 T 99 >900 129 T 159 $200 189 T 219 c 249 b
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11 T 41 T 71 T 101 T 131 d 161 T 191 T 221 d 251 a
12 T 42 T 72 T 102 T 132 T 162 T 192 T 222 b 252 b
13 b 43 e 73 T 103 b 133 T 163 c 193 d 223 d
14 T 44 T 74 d 104 F 134 T 164 T 194 T 224 d
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22 T 52 T 82 T 112 T 142 b 172 b 202 T 232 T
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24 T 54 e 84 T 114 $8.10 144 b 174 b 204 e 234 f
25 T 55 T 85 T 115 90 cents 145 T 175 T 205 d 235 T
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27 d 57 f 87 T 117 90 cents 147 T 177 c 207 e 237 T
28 e 58 T 88 T 118 10 cents 148 T 178 T 208 d 238 T
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CHAPTER 11
THE DIVISION OF LABOR AND THE CONCEPT

OF PRODUCTIVE ACTIVITY

PART A: THE ROLE OF MONEYMAKING IN PRODUCTIVE ACTIVITY

1. The prevailing concept of productive activ-
ity is that it is synonymous with manual labor.

2. The IRS regards profits, interest, divi-
dends, and capital gains as “earned income,” and
wages and sararies as “unearned income.”

3. Labor union leaders, and many or most
members of labor unions, and probably most of the
general population, believe that the true producers of
the products are the working men and women who toil
on assembly lines or stand on their feet all day, while
the bosses take a major slice off the top, in the form of
profits and similar incomes.

4. A leading reason for the advocacy of so-
cialism has traditionally been the belief that its estab-
lishment would give all income back to its true
producers, i.e., the manual workers.

5. The belief that productive activity and
manual labor are synonymous is held by

a. labor unions
b. the IRS
c. socialists, especially Marxists
d. all of the above

6. If productive activity is viewed as limited
to manual labor, then the following major partici-
pant(s) and/or activity(ies) of a capitalist society are
necessarily viewed as unproductive and/or parasitic

a. businessmen and capitalists
b. retailing
c. wholesaling
d. advertising
e. the banking and financial system including the
stock market and commodity markets
f. all of the above

7. The belief that productive activity and
manual labor are synonymous is reasonable in the con-
text of 

a. a division-of-labor society
b. a non-division-of-labor society
c. both (a) and (b)
d. neither (a) nor (b)

8. The doctrine that productive activity and
manual labor are synonymous is a heritage from the
conditions of the non–division-of-labor societies of old.

9. In the context of a division-of-labor soci-
ety, money-making is an essential aspect of productive
activity, because in such a society, the earning of
money is necessary if an individual’s activity is to en-

able him to be in a position to obtain the goods and ser-
vices of others and thus to secure the benefits of life in
a such a society.

10. Manual labor and the physical making of
goods are not sufficient to enable an individual to ob-
tain the goods and services of others. There is the fur-
ther requirement that the activity earn money, with
which to buy others’ goods and services.

11. In the context of a division-of-labor soci-
ety, manual labor that does not earn money does not
serve to sustain the individual who performs it and is
not productive.

12. The activities of a paid housekeeper and
an unpaid housewife who perform identical physical
labor are

a. perfectly equivalent
b. differ in the essential respect that the activities
of the paid housekeeper make it possible for her to
obtain the goods and services of other people and
thus to sustain herself, while those of the unpaid
housewife do not

13. If GNP/GDP were a true measure of pro-
ductive activity, it would make an imputed allowance
for the activities of unpaid housewives, whose labor
does not differ in any significant way from those of
paid housekeepers. Failure to allow for the labor of
housewives leads to the understatement of GNP/GDP
by trillions of dollars every year. 

The following is a five-part question.

14. In the context of a division-of-labor soci-
ety, the starting point of virtually all physically produc-
tive activities is an outlay of money to purchase
materials, tools, equipment, and other means of pro-
duction.

15. In the course of production, means of pro-
duction are physically consumed—i.e., used up or
worn out—and sooner or later need to be replaced.

16. Insofar as physically productive activities
are carried on for the purpose of earning money, the
money earned makes possible replacement purchases
of the means of production physically consumed in the
process of production, and to this extent the means of
production are not simply used up and gone but are
continually replaced, by virtue of the activity in which
they are used up.
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17. Insofar as physically productive activities
are not carried on for the purpose of earning money,
the means of production physically used up in the pro-
cess of production cannot be replaced by virtue of that
process of production, but are simply used up and
gone.

18. In the context of a division-of-labor soci-
ety, activity that physically results in the production of
a product represents consumption if it is not carried on
for the purpose of earning money, since means of pro-
duction are physically used up in the product’s produc-
tion and cannot be replaced by virtue of its production.
The process is a “consumptive production.”

19. The concept of productive activity ulti-
mately rests on the promotion of human life and well-
being and must always be consistent with that ultimate
purpose. Thus, to qualify as productive, the money
brought in, in a process of productive activity must be
obtained through voluntary trade, not physical force.

20. A successful bank robbery brings in
money and is therefore a productive activity.

21. Productive expenditure is
a. buying for the purpose of selling
b. self-sustaining and a source of funds
c. a means by which one grows richer
d. made implicitly for the purpose of earning a
profit
e. synonymous with reproductive expenditure, in
that it is money which is both laid out and brought
back by virtue of productive expenditure
f. all of the above

22. Consumption expenditure is
a. buying not for the purpose of selling, but for
any other purpose
b. a using up of funds
c. a means by which one grows poorer
d. synonymous with unproductive expenditure
e. all of the above

23. Two people, both beginning with identi-
cally the same sum of money (we might imagine two
brothers sharing equally in an inheritance), the one pro-
ductively expending his funds, the other un-
productively expending his funds, will almost
necessarily arrive at opposite stations in life. The one
will be richer; the other will be impoverished.

24. In the preceding example, the party who
will be impoverished is the one making productive ex-
penditures; the party enriched is the one making con-
sumption expenditures.

25. Capital goods are
a. goods purchased for the purpose of making
subsequent sales
b. the source of the funds required for their re-
placement, and of more besides, to the extent that
the sales revenue they help to bring in shows a
profit

c. like productive expenditures, self-sustaining
and a source of funds
d. the same as producers’ goods
e. all of the above

26. In order to qualify as capital goods, it is
necessary that the goods purchased themselves be sub-
sequently sold.

27. In order to qualify as capital goods, it is
sufficient that the goods purchased contribute to the
production of goods or services that are subsequently
sold, as is the case with materials or machinery pur-
chased by a manufacturer rather than by a dealer. 

28. Consumers’ goods are goods
a. purchased not for the purpose of making subse-
quent sales
b. require an outside source of funds if their pur-
chase is to be repeated
c. like consumption expenditures, represent a
using up of funds
d. all of the above

29. A roast beef purchased
a. by a housewife is a consumers’ good
b. by a restaurant is a capital good
c. both (a) and (b)

30. The distinction between capital goods
and consumers’ goods is

a. exclusively one of the purpose for which the
goods are purchased—for business purposes (i.e.,
the making of subsequent sales at a profit) or not
for business purposes
b. a matter of their physical characteristics
c. both (a) and (b)

31. Machines, materials, tools, implements,
and structures are 

a. often consumers goods
b. capital goods

32. Washing machines, sewing machines, au-
tomobiles, corn flakes, roast beefs, lathes, drill presses,
earthmoving equipment are

a. consumers’ goods
b. capital goods
c. sometimes consumers’ goods, sometimes capi-
tal goods, depending on the purpose for which
they are purchased

33. The heavy construction equipment of the
Army Corps. of Engineers is

a. consumers’ goods
b. capital goods

34. If the Army Corps. of Engineers owned a
factory for the purpose of producing its construction
equipment, that factory would be

a. a consumers’ good
b. a capital good

35. Government is essentially a consumer
and its expenditure, consumption expenditure.
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36. The government
a. does not buy for the sake of selling
b. uses up the funds it expends, in that the funds
are not recovered in sales revenues
c. must turn to the taxpayers or the printing press
in order to be able to continue spending 
d. all of the above

37. The leading exception to the proposition
that government is a consumer is the IRS, which
brings in revenues far in excess of its expenditures.

38. The expenditures of a gang of safecrack-
ers for such things as nitroglycerin and a get-away car
are productive expenditures in that they serve to bring
in far more money than is laid out.

39. Producers’ labor is
a. labor employed for the purpose of its employer
making subsequent sales
b. the source of funds making possible a repeated
payment of its wages
c. similar in nature to capital goods and produc-
tive expenditure
d. all of the above

40. Producers’ labor is 
a. essentially just the labor of salesmen, since
they alone make sales
b. the labor of all the employees of business
firms, who are employed for the purpose of the
firm making subsequent sales, to which their labor
directly or indirectly contributes or which it facili-
tates in some way

41. Consumers’ labor is
a. labor employed not for the purpose of the em-
ployer making subsequent sales
b. not a source of funds making possible its con-
tinued receipt of wages
c. similar in nature to consumers’ goods and con-
sumption expenditure
d. all of the above

42. The distinction between producers’ labor
and consumers’ labor is from the perspective of 

a. the employer
b. the wage earner

43. An individual grows richer by the [intelli-
gent] purchase of capital goods and employment of
producers’ labor, and poorer by the purchase of
consumers’ goods and consumers’ labor.

44. Examples of consumers’ labor are
a. maids employed by housewives
b. butlers, cooks, and chauffers employed by
very wealthy individuals
c. government employees—e.g., the clerks and
secretaries in all the bureaus, the teachers in the
public schools, policemen, firemen, the members
of the armed forces
d. all of the above

45. Producers’  loans are

a. loans taken out for the purpose of making sub-
sequent sales
b. are normally a source of funds for the payment
of interest and principal on the loans and of a
profit to the borrower besides
c. both (a) and (b)

46. Consumers’ loans are
a. loans taken out not for the purpose of making
subsequent sales
b. loans on which the principal and interest must
be paid out of a source of funds not provided by
the loans themselves, such as the income from the
borrower’s job
c. both (a) and (b)

47. Loans taken out by the government repre-
sent consumer loans, since the government does not
earn revenue or income by virtue of its borrowing and
must pay interest and principal out of a source of funds
not provided by the loans themselves, i.e., out tax reve-
nues.

48. An essential difference between govern-
ment borrowing and private consumer borrowing is
that in the case of private consumer borrowing, it is
the borrowers who must pay the principal and interest,
while in the case of government borrowing, it is a dif-
ferent party who must repay, namely, the taxpayers—a
group which includes the lenders.

49. Capital is
a. in general, wealth reproductively employed
b. in the context of a division-of-labor society,
the wealth employed by business enterprises
c. both (a) and (b)

50. Consumers’ wealth is wealth that exists
but is in the process of being consumed without provid-
ing the funds required for its maintenance and replace-
ment, such as owner occupied housing, home
appliances, furniture, and personal automobiles.

51. The prior expenditure reflected in the pos-
session of goods—whether productive expenditure in
the possession of capital goods, or consumption expen-
diture in the possession of consumers’ goods—is their
book value.

52. Book value can be said to reflect a put-
ting of money into goods.

53. Investment is the putting of money into
goods for the purpose of making subsequent sales.

54. Just as the concept of property possessing
market value is wider than the concept of wealth, the
concept of capital value is wider than the concept of
capital, and includes, in addition to the value of actual
capital goods, the value of intangibles such as stocks
and bonds, patents and copyrights, goodwill, and of
loans made to consumers for homes, automobiles, va-
cations, and the like.
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55. While capital value reflects prior produc-
tive expenditure, not all productive expenditure results
in capital value, because not all productive expendi-
ture is invested; some of it, such as expenditures for ad-
vertising and administrative overhead, is typically
expensed rather than being added to any asset account. 

56. Expenditures for consumers’ goods that
are necessary to keep one alive and able to work

a. qualify as productive expenditures
b. do not qualify as productive expenditures be-
cause earning money is not their purpose but
merely their consequence, i.e., their byproduct

57. If expenditures for consumers’ goods that
are necessary to keep one alive and able to work were
treated as productive expenditures, 

a. they would have to be deducted as costs from
one’s earnings, and one’s net income would then
have to be stated merely as the remainder rather
than as one’s actual total earnings
b. the net income of wage earners would have to
be regarded not as their wages but as the profit
they made on those wages
c. since the purpose of the concept of net income
is to show the financial gain from an activity, the
gain would be held to begin only after all provi-
sion had been made for keeping oneself alive
d. there is no greater gain from working and earn-
ing money than being able to stay alive, which
means that the money that must be expended to ac-
complish this should not be excluded from net in-
come, thus should not be counted as a cost and
therefore should not be counted as a productive
expenditure in the first place
e. all of the above

58. Consumption expenditures imposed by
the earning of an income, such as the employment of a
housekeeper or babysitter by a working mother, hav-
ing to eat one’s lunches out, having to incur transporta-
tion expense getting to and from work, having to incur
the costs of winter clothing and fuel for heating one’s
home if one works in a cold area, should be counted as
productive expenditures and costs of earning one’s in-
come

a. in order to reduce one’s taxable income 
b. because such expenditures really are made for
the purpose of earning money rather than as a mat-
ter of one’s personal convenience in the context of
earning money

59. Consumption expenditures of a kind that
save money, such as the purchase of a home in compar-
ison with renting, or the purchase of a washing ma-
chine in comparison with using a laundromat

a. should be treated as productive expenditures
because they are income producing in that they re-
duce one’s expenses, and the absence of an ex-
pense is the equivalent of money earned
b. should not be treated as productive expendi-
tures because they represent merely smaller con-

sumption expenditures, and smaller consumption
expenditures are still consumption expenditures:
i.e., the purchase of the house or the washing ma-
chine does not provide the funds to make possible
its replacement purchase, which is still dependent
on an outside source of funds

The following is a two-part question.

60. Government expenditures that increase
the capacity of the citizens to pay taxes, such as, per-
haps, expenditures for highways and river and harbor
improvements, are 

a. productive expenditures
b. consumption expenditures that have beneficial,
productive effects for others

61. The government collects the additional
tax revenues because the taxpayers

a. voluntarily choose to pay them, in exchange
for the goods and services the government has pro-
vided 
b. want to avoid being sent to prison

62. Workers employed in a charity’s fund
raising activities should

a. be regarded as producers’ labor since their
work serves to bring in money
b. not be regarded as producers’ labor since the
money brought in is charitable donations, not pay-
ments made in exchange for the receipt of goods
or services

63. Other than for tax purposes, treating ex-
penditures for personal, vocational education as pro-
ductive expenditures, and thus the net incomes of the
workers who incurred them as profits rather than
wages, would entail radical conceptual change in order
to deal with a relatively small set of concretes. At the
same time, it would have no bearing on the amount or
rate of profit that is of actual concern. To avoid such a
fruitless procedure, it is far simpler for all practical
purposes to regard such productive expenditures of
wage earners as consumption expenditures.

64. Improvements in an individual’s personal
capacities, including his ability to earn an income,
should not be regarded as capital or any kind of wealth
because, unlike capital and wealth, they cannot be sep-
arated from the individual’s person and sold off as a
source of funds that would enable him to live for a
time without working.

The following is a two-part question.

65. The artificial capital constituted by the
market value of slaves in a society that sanctions slav-
ery operates to prevent the formation of genuine capi-
tal, in that it creates the appearance of wealth and
capital where it does not exist in reality and leads to
the failure to accumulate genuine capital in the belief
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that sufficient such capital already exists and therefore
need not first be accumulated.

66. The owner of a factory in the pre-Civil-
War North counted as his capital the value of his fac-
tory and its equimpent and inventories. He did not
count his workers in his calculation of his capital. The
owner of a plantation in the pre-Civil War South
counted in the calculation of his capital the market
value of his slaves and, in effect, considered himself,
wealthy mainly because of the mere fact that he had
workers. The prevalence of this delusion is largely
what caused the South to be so much poorer in actual
physical assets than the North.

The following is a five-part question.

67. Adam Smith distinguished between pro-
ductive and unproductive labor on the basis of whether
the labor was employed 

a. to produce a tangible physical product that en-
dured after the labor was performed or a service
that disappeared in the instant in which it was cre-
ated
b. for the purpose of bringing in subsequent sales
revenues or not bringing in subsequent sales reve-
nues
c. both (a) and (b) 

68. Of the two criteria Adam Smith used in
distinguishing between productive and unproductive
labor,

a. the question of whether or not a tangible physi-
cal product is created is actually irrelevant
b. the valid and valuable distinction is whether or
not the employment of the labor is for the purpose
of making subsequent sales
c. both (a) and (b)

69. The latter distinction in the previous two
questions is what explains

a. whether or not an employer grows rich or poor
by the employment of any given type of labor
b. why in Smith’s words, “The sovereign, for ex-
ample, with all the officers both of justice and war
who serve under him, the whole army and navy,
are unproductive labourers. . . . Their service, how
honourable, how useful, or how necessary soever,
produces nothing for which an equal quantity of
service can afterwards be procured. The protec-
tion, security, and defence of the commonwealth,
the effect of their labour this year, will not pur-
chase its protection, security, and defence for the
year to come.”
c. both (a) and (b)

70. The owner of a restuarant or theater can
grow rich by the employment of workers whose ser-
vices vanish in the instant in which they are created.
He does so because the wages he pays them serve to
bring in sales revenues that enable him not only to re-

peat the payment of their wages but also to earn a
profit.

71. In contrast to the restaurant or theater
owner of the previous question, a government-owned
shipyard, say, that employs large numbers of construc-
tion workers consumes its funds, despite the produc-
tion of massive, enduring tangible products, because
the funds expended do not serve to bring in sales reve-
nues to the government.  

72. The doctrine of imputed income
a. claims that the absence of a cost constitutes an
income—for example, that the saving of expense
in owning a home compared with having to rent
comparable accommodations constitutes equiva-
lent extra income to the homeowner 
b. ends up treating the sum that the homeowner
saves on rent, plus the whole cost of owning and
operating his home, as a pament of rent, despite
the fact that no rent is paid—a payment of rent to
himself
c. regards the homeowner’s consumption expen-
ditures incurred in connection with owning and
maintaining his home as business productive ex-
penditures to be deducted from the fictional gross
rent that he allegedly receives from himself
d. treats the difference between the fictional
rental revenue and the fictional business produc-
tive expenditures and costs as the homeowner’s
net rental income and adds it to GNP/GDP
e. all of the above

73. The concept of imputed income could be
applied to the saving of expense provided by

a. the ownership automobiles, furniture, and even
clothing, as well as housing, with a corresponding
further enlargement of GNP/GDP
b. being married and not having to pay for the ser-
vices that are provided by one’s spouse without
charge
c. not having all manner of possible illnesses or
disabilities
d. all of the above

74. The concept of imputed income can turn
beggars into millionaires, by crediting them with mas-
sive incomes based on the lack of all kinds of major ex-
penses, such as the saving of expense from not having
cancer or heart disease, or needing a psychiatrist, even
though they may not be able to afford to buy a cup of
coffee.

75. The concept of imputed income has the
potential to raise taxes, to the extent that it would be
used not only to artifically bloat people’s incomes but
also to make those bloated incomes subject to taxation. 

76. The doctrine of opportunity cost holds
that the absence of an income constitutes a cost—for
example, that the wages and interest that the self-em-
ployed owner of a shop foregoes because he works in
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his shop and has his capital invested in it, should be
counted as costs of his business. 

77. The doctrine of opportunity cost 
a. can lead to the conclusion that a business certi-
fied to be profitable by its accountant is neverthe-
less unprofitable 
b. can lead to the conclusion that the owner of
that business who has managed both to consume
out of the profit reported by its accountant and
add to his net worth, to the extent he has con-
sumed less than the reported accounting profit,
has nevertheless lost money
c. both (a) and (b)

The following is a three-part question.

78. An example of the opportunity-cost doc-
trine is that a small business and its accountant report a
profit of $75,000 in a given year. Nevertheless, some-
one who accepts the opportunity-cost doctrine claims
that the business has actually lost $25,000, because its
owner could have earned $50,000 a year in wages or
salary doing the same or less work as an employee
somewhere else and could have earned $50,000 in in-
terest on his capital if he had invested it elsewhere.
When these additional costs, which, taken together,
amount to $100,000, are subtracted from the reported
profit of $75,000, the result, according to the opportu-
nity-cost doctrine, is a loss of $25,000.

79. In the preceeding example, despite the
opportunity-cost doctrine’s claim of a loss of $25,000,
the business owner has managed to consume $40,000
and add $35,000 to his net worth. If the business had
actually lost $25,000 while its owner drew $40,000
from it for his own consumption, the firm’s net worth
would have declined by $65,000, not increased by
$35,000.

80. The opportunity-cost doctrine reconciles
its implication of a $65,000 decline in the firm’s net
worth with the fact that the firm’s net worth has in-

creased by $35,000—a discrepancy of $100,000—by
claiming that the business owner, who did not earn any
wages or interest, and whose failure to do so was al-
leged to constitute the additional costs of $100,000, by
introducing the contradictory claim that the business
owner did after all earn the wages and interest he
didn’t earn. He not only has non-existent costs in the
amount of $100,000 but also non-existent income in
the amount of $100,000. He allegedly earns the wages
and interest he didn’t earn, as well as incurring them
as additional costs deducted from his profit. Thus, in-
stead of the $75,000 profit he and his accountant be-
lieve he has, he has $100,000 of fictional wages and
interest income alongside a fictional loss of $25,000.

81. It follows from the opportunity-cost doc-
trine that precisely to the degree that one is confronted
with profitable ways to invest one’s capital, and pre-
cisely to the degree that one’s services are in great de-
mand, one’s profit income must be less, because one’s
opportunity costs of choosing any given alternative
will be correspondingly greater.

82. It follows from the opportunity-cost doc-
trine that someone who makes a small accounting
profit and who has little or no alternative opportunities
for the employment of his labor or profitable use of his
meager capital earns a higher profit than someone who
makes a huge accounting profit but also has alternative
opportunities for earning money that yield almost as
much income or more.

83. It follows from the opportunity-cost doc-
trine that if one invests a million dollars in stock A,
which doubles in value, but might have invested that
million in stock B, which triples in value, one has lost
a million dollars and perhaps should contemplate
jumping from a tall building. It also follows, that if
one loses a million dollars but might have lost two mil-
lion dollars, one has gained a million dollars, and per-
haps should at least throw a party.

PART B: THE PRODUCTIVE ROLE OF
BUSINESSMEN AND CAPITALISTS

84. The productive role of businessmen and
capitalists is to raise the productivity of manual labor,
and thus its real remuneration, by means of

a. creating division of labor
b. coordinating the division of labor
c. improving the efficiency of the division of
labor
d. all of the above

85. Businessmen and capitalists create divi-
sion of labor by means of 

a. founding and organizing business enterprises
b. providing capital

c. making productive expenditures
d. all of the above

86. Business firms are the central units of the
division of labor, in that the division of labor exists
both between the various individual business enter-
prises, all of which engage in specialized areas of ac-
tivity, and within each individual business enterprise
that comprises the labor of more than one person.

87. The provision of capital is essential to the
existence of the division of labor in its vertical aspect,
in that it makes possible the existence of a necessary
division of payments in the productive process. In its
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absence, the only source of payments to producers
would be the ultimate consumers, with the result that
many groups of producers would be compelled to wait
intolerable lengths of time between the completion of
their contribution to production and their receipt of
payment.

88. The provision of capital contributes to
the division of labor in its horizontal aspect—that is,
the extent to which it can be carried at any given stage
of production. This is because greater division of labor
at any given stage of production requires the existence
of larger-scale production, which in turn requires the
existence of greater amounts of capital.

89. The saving and productive expenditure of
businessmen and capitalists is what makes possible the
existence of a class of wage earners separate and dis-
tinct from the sellers of products, and thus of the exis-
tence of the division of labor insofar as it depends on
the existence of wage earners.

90. Businessmen and capitalists coordinate
the division of labor

a. among the various firms and industries by the
very fact of seeking to make profits and avoid
losses, which serves, via the uniformity-of-profit
principle, to keep the various branches of the divi-
sion of labor in proper relative size
b. within each individual firm insofar as they per-
form the functions of management, management
being largely the coordination of the activities of
separate individuals working within an establish-
ment
c. both (a) and (b)

91. Businessmen and capitalists improve the
efficiency of the division of labor by means of

a. their competitive quest for higher profits,
which leads to the continuous introduction of new
and improved products and more efficient meth-
ods of producing existing products, the benefits of
which are continuously passed forward to the con-
sumers
b. their saving and productive expenditure, which
results in a growing supply of capital goods by
means of assuring a sufficiently high relative pro-
duction of capital goods
c. their efficiency in the use of existing capital
goods, which also serves to increase the supply of
capital goods
d. progressively increasing the supply of capital
goods, which is essential to a rising productivity
of labor and rising real wages
e. all of the above 

92. The essential productive role of the stock
and bond markets, the banking system, and financial
markets and financial institutions in general is to

a. promote the investment of savings
b. the efficiency of the investment of savings
c. the overall degree of saving

d. all of the above

93. In the absence of financial markets and fi-
nancial institutions, 

a. the only way that anyone could invest his sav-
ings would be either under his own direct manage-
ment, in his own business, or under the
management of a trusted friend or relative
b. a substantial portion of savings would not be
invested but held in the form of cash
c. the efficiency with which funds were invested
would be sharply curtailed by the narrowness of
the alternatives available for investment
d. all of the above

94. The effect of the additional saving and in-
vestment and greater efficiency of investment brought
about by the existence of financial markets and finan-
cial institutions is 

a. to raise the demand for and productivity of
labor and the general standard of living
b. similar to the productive role of businessmen
and capitalists themselves insofar as they provide
capital and are responsible for a growing supply
of capital goods
c. both (a) and (b)

95. Since the stock market deals overwhelm-
ingly in already outstanding shares, rather than in new
issues of stock, it does not play a significant role in
channeling funds to business firms.

96. The existence of the stock market and the
ready ability it gives people to sell the stocks they
have bought, greatly promotes the purchase of the
stocks in the first place, since people to know that they
can easily disinvest.

97. A stockmarket investor’s sale of already
outstanding shares that he owns can be a means
whereby he obtains the funds for direct investment in
his own business.

98. A company’s stock price determines the
extent to which ownership of the company must be
turned over to outsiders as the condition of raising ad-
ditional capital.

99. The stock market makes it possible for
firms that demonstrate their success to obtain capital at
a much faster rate than they could if they had to rely
exclusively on the reinvestment of their profits. This is
because a firm’s demonstration of the ability to earn a
high rate of profit on its existing capital operates to
raise the price of its outstanding shares and thus to
make it possible and worthwhile for the firm to obtain
substantial additional capital from the sale of addi-
tional stock. 

100. The existence of the stock market serves
to penalize poor management and to offer a protection
against the abuse of stockholders by corporate manage-
ments.
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101. The effect of poor management, or of
the abuse of stockholders, is

a. a low price of the firm’s stock relative to the
value of the firm’s assets
b. an invitation to an outside takeover of the firm,
the firing of its present management, and, very
often, the sale of some or all of its assets to other
firms which are capable of putting them to better
use
c. both (a) and (b)

102. Government restrictions on hostile take-
overs improve the stockmarket’s ability to penalize
bad managements.

103. The productive contribution of retailing
and wholesaling rests on the fact that in a division-of-
labor society, 

a. the producer and consumer are different per-
sons
b. the supply of every product originates in a
great concentration, in the hands of a relatively
small number of producers and in order for any
benefit to be derived from these supplies, they
must be moved into the hands of the vast body of
consumers
c. retailing and wholesaling, along with exchange
and money, are the means whereby goods are
brought from their producers to their consumers
d. all of the above

104. The failure to appreciate the value of re-
tailing and wholesaling rests on the failure to keep in
mind the existence of the division of labor and then to
approach the subject of production and consumption
as though all that were required to consume was physi-
cally to produce.

105. In a view of the economic world domi-
nated by the image of conditions in a pre-division-of-
labor society, it appears that retailing and wholesaling
are useless appendages to what really counts: i.e., the
mere physical production of goods. 

106. What is accomplished by retailing and
wholesaling is

a. nothing but the addition of “markups” by use-
less “middlemen” to the prices charged by manu-
facturers and farmers, which prices are all that the
consumers justly ought to be made to pay
b. an enormous increase in the benefit derived
from physical production in bringing goods from
their producers, where the far greater part of the
supply would be useless if it had to remain with
the producers, to their consumers, who value the
supplies far more highly
c. Retailing and wholesaling are responsible for a
major reduction in the amount of time and money
that would otherwise need to be spent in obtaining
goods, and for an equally major increase in the va-
riety and quality of goods available.
d. all of the above

e. (b) and (c) but not (a)

107. Retailing and wholesaling make possib-
ile the saving of expense to

a. consumers of not having to send their own pur-
chasing agents, trucks, and so forth out to the doz-
ens or hundreds of manufacturers or farmers
whose products the retail store carries
b. producers of not having to send out their own
salesmen and establish their own distribution out-
lets wherever they sought to sell their goods
c. both (a) and (b) 

108. The existence of wholesalers makes pos-
sible

a. a radical reduction in the number of transac-
tions that would otherwise have to exist between
retailers and manufacturers, and a corresponding
reduction in costs
b. economies of large-scale purchases and low-
cost storage, which are largely passed on to retail-
ers and consumers
c. both (a) and (b)

109. It is inherently unjust for the retail price
of a good, such as potatoes or eggs, to rise at the same
time that the price paid to the farmers or manufactur-
ers who physically make the good falls.

The following is a three-part question.

110. In the case of inexpensive bulky goods,
like potatoes, or goods which require special handling
and packaging, like eggs, the price of the good to the
producer may well account for less than half of the
total cost of bringing the good to the consumer, be-
cause other costs, such as transportation and packag-
ing, play such a large role.

111. In such cases, even though from a
strictly physical point of view the product is hardly
changed when it reaches the consumer from what it
was when it left the producer, the price to the producer
represents no greater proportion of the total cost than,
say, the price of steel represents in the cost of an auto-
mobile.

112. In such cases, a fall in the price of the
good to the producer may very well be accompanied
by a rise in other components of its total cost that are
more than offsetting and thus raise its total cost and ne-
cessitate a rise in the retail price of the good.

113. The existence of the division of labor is
what makes advertising necessary, in that the producer
and consumer are separate persons and the consumer
thus has no automatic knowledge of what is available,
where, or on what terms.

114. The productive role of advertising is to
supply the knowledge desribed as lacking in the previ-
ous question.
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115. Even when people already know what
goods are available and where and on what terms, ad-
vertising still has the effect of increasing the amount
of benefit that is derived from the same amount of
physical production. Advertising accomplishes this by
increasing the awareness people have of the availabil-
ity of various goods and by thus inducing them to try
goods they would not otherwise have tried, or tried as
soon, which they then discover that they prefer to
goods they were previously consuming and would oth-
erwise simply have gone on consuming.

116. There is an important gain from adver-
tising even in conditions in which its use leads to a rise
in the price of the type of product being advertised, in
that it leads consumers to try different things and often
to find that they are better satisfied as a result.

117. There is an inherent limit to any rise in
price that advertising might ever cause, in that those
who chose to advertise less and thus to incur less cost
on account of advertising would be in a position to ad-
vertise their lower costs and prices.

118. There is such a thing as diminishing re-
turns to advertising. Once a certain degree of aware-
ness of a product is established, additional advertising
serves to increase awareness less and less and even to
become annoying. Any producer spending excessively
for advertising will find himself at the mercy of other
producers, who advertise adequately, but less than he
does and who can advertise their lower prices based on
lower advertising costs. 

119. Normally advertising serves to reduce
prices, by encouraging new competition and the intro-
duction of new and improved products.

120. In the absence of extensive advertising
of new products, people’s main guide to what to con-
sume would be personal experience, which necessarily
would favor the established firms, since they are the
only existing firms with which people have had experi-
ence. Extensive advertising, however, allows new en-

trants into an industry to gain entree into people’s
awareness alongside of the established firms.

121. Advertising reduces prices and pro-
motes the introduction of new and improved products
by shortening the period of time required for a product
to gain a mass market 

a. and thus achieve the economies of large-scale
production
b. and over which it would otherwise be neces-
sary to earn compound profits on outlays for such
things as research and development, thereby in-
creaing the extent to which such outlays would ne-
cessitate a higher price of the product
c. both (a) and (b)

122. It usually does not pay to advertise prod-
ucts which people will buy only once and then advise
others against buying.

123. The expenditure for advertising is com-
parable to a seller’s posting a bond with the public, in-
sofar as it is usually necessary, if the advertising is to
be effective, that those who are induced to try a prod-
uct buy it again and recommend it to others. A large
advertising budget can be taken as signifying the
seller’s conviction that this will be the case with his
product.

124. The rule for success in advertising is to
advertise products of the kind that when tried will be
liked and recommended by the buyers. Apart perhaps
from people who are highly suggestible, the advertis-
ers have little or no power over what it is that when
tried will be liked and recommended.

125. People consume what advertisers tell
them to. This is confirmed by the fact that advertising
has the power to make people prefer candles to electric
light, and the horse to the automobile. The competitive
success of electric light and the automobile is the re-
sult of the fact that the advertisers chose to advertise in
favor of them rather than against them.

PART C: BUSINESSMEN AND CAPITALISTS: CLASSICAL ECONOMICS VERSUS THE MARXIAN
EXPLOITATION THEORY

126. The leading source of the denial of the
productive role of businessmen and capitalists and of
the hostility to profits and interest is the Marxian ex-
ploitation theory.

127. The essential claim of the Marxian ex-
ploitation theory is that all income naturally and right-
fully belongs to the wage earners, but that under
capitalism the wage earners receive only bare, mini-
mum subsistence, while everything over and above
this is expropriated by the capitalist exploiters in the
form of profits, interest, and land rent, or, in the termi-
nology of Marx, “surplus-value.”

128. The classical economists held ideas, no-
tably, “the labor theory of value” and “the iron law of
wages,” which are almost universally assumed to lead
inexorably to the Marxian exploitation theory.

129. The labor theory of value claims that
the prices of goods are in proportion to the quantities
of labor directly or indirectly required to produce
them, that, for example, if the total quantity of labor re-
quired at all stages of production to produce an auto-
mobile is five times the quantity of labor required to
produce a motorcycle, the price of the automobile will
tend to be five times as high as that of the motorcycle.
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130. The classical economists held the labor
theory of value only with major qualifications. 

131. The iron law of wages held by the classi-
cal economists claims that the combination of popula-
tion growth and the operation of the law of
diminishing returns drives real wage rates toward an
equilibrium of minimum subsistence.

132. In the view of the author, what Marx
meant by the labor theory of value and the iron law of
wages are two very different sets of ideas than what
the classical economists meant, and are in fact gross
distortions of what the classical economists meant.

133. In the view of the author, the main con-
tribution of classical economics to the Marxian exploi-
tation theory was 

a. the labor theory of value
b. the iron law of wages
c. its errors and confusions pertaining to the con-
ceptual framework of the exploitation theory,
which assumes that all income due to the perfor-
mance of labor is wages and that profits are a de-
duction from what is originally, naturally, and
rightfully wages

134. In the view of the author, the validity of
the conceptual framework of the exploitation theory is
accepted by the opponents of Marx as much as by
Marx.

135. In the view of the author, despite what-
ever support certain aspects of classical economics
may have given to the Marxian exploitaion theory, 

a. essential elements of classical economics pro-
vide the basis for demolishing both the conceptual
framework of the exploitation theory and the
whole of the specific substance of the exploitation
theory
b. classical economics makes it possible to under-
stand such propositions as why profits, not wages,
are the original and primary form of income and
that precisely because of the work of businessmen
and capitalists, wages can rise out of all connec-
tion with minimum subsistence—literally without
limit
c. both (a) and (b)

136. The classical economists’ doctrine of
the wages-fund held that at any given time there is a
determinate total expenditure of funds for the payment
of wages in the economic system, and that the wages
of the employees of business firms are paid by busi-
nessmen and capitalists, out of capital, which is the re-
sult of saving; not by consumers in the purchase of
consumers’ goods.

The following is a nine-part question.

137. In the view of the author, the abandon-
ment of classical economics doctrine of the wages
fund in the late 19th century, and with it, its perspec-

tive on saving and capital, made possible the accep-
tance of Keynesianism and the policy of inflation, defi-
cits, and ever expanding government spending in the
20th century.

138. In the view of the author, with roughly
the same time lag, the abandonment of classical
economics’ doctrine that cost of production, rather
than supply and demand, is the direct (though not the
ultimate) determinant of the prices of most manufac-
tured or processed goods led to the promulgation of
the doctrines of “pure and perfect competition,” “oli-
gopoly,” “monopolistic competition,” and “adminis-
tered prices,” with their implicit call for a policy of
radical antitrust or outright nationalizations to “curb
the abuses of big business.”

139. In the view of the author, the ideas of
Adam Smith on the subject of productive activity are
among the best and the worst in the literature of eco-
nomics.

140. Adam Smith 
a. essentially recognized the necessity of money-
making in order for an activity to be productive
and its connection to the distinction between pro-
duction and consumption
b. essentially identified government as a con-
sumer
c. maintained that the only productive parties in
the economic system are wage earners
d. regarded businessmen, capitalists, and land-
owners as having no productive function, and as
existing as parasites upon the labor of the wage
earners
e. all of the above

141. Adam Smith 
a. equated labor with wage earning
b. declared that “the produce of labour consti-
tutes the natural recompence or wages of labour”
and believed that if an income is due to the perfor-
mance of labor, it must be wages
c. denied that profits could be an income attribut-
able to the labor of those who make profits be-
cause of the fact that profits tend to vary with the
size of the capital invested
d. believed that the profits earned on capital bear
no relation to the quantity, the hardship, or the in-
genuity of the businessman’s labor
e. declared that “As soon as land becomes private
property, the landlord demands a share of almost
all the produce which the labourer can either raise
or collect from it. His rent makes the first deduc-
tion from the produce of the labour which is em-
ployed upon the land.”
f. declared that “. . . profit makes a second deduc-
tion from the produce of the labour which is em-
ployed upon land” and that “The produce of
almost all other labour is liable to the like deduc-
tion of profit.”
g. all of the above
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142. Adam Smith can properly be called the
father of the Marxian exploitation theory because he
provided the conceptual framework of that theory.

143. The conceptual framework of the exploi-
tation theory, that Adam Smith provided, is the pri-
macy-of-wages doctrine.

144. The “primacy-of-wages doctrine,” ad-
vanced by Adam Smith and taken over by Karl Marx,
claims that wages are the original and primary form of
income from which profits and all other nonwage in-
comes emerge as a deduction with the coming of capi-
talism and businessmen and capitalists. 

145. The conceptual framework of the exploi-
tation theory and its supporting beliefs easily lead to
the assertion of the wage earner’s right to the whole
produce or to the full value of that produce.

146. Adam Smith understood the essential
role of private ownership of land in progressively in-
creasing the output from the land and in raising living
standards while holding down the economic signifi-
cance of land rent.

147. Adam Smith understood the vital role of
businessmen and capitalists and private ownership of
the means of production in increasing the standard of
living of wage earners.

148. Smith understood that the division of
labor and the rise in living standards that it brings de-
pends on the accumulation of capital.

149. Smith implied that the division of labor,
and the consequent rise in the productivity of labor,
has no connection with the activities of businessmen
and capitalists, nor with the institution of private prop-
erty in land, and might have developed just as well in
their absence.

150. Adam Smith is usually regarded as the
leading advocate of capitalism in the history of eco-
nomic thought.

151. Smith’s view of an alleged “early and
rude state of society,” in which all income is wages
and no income is profit, and the alleged effects of the
coming of capitalism and capitalists is repeated by
Marx in his C–M–C and M–C—M′ sequences that he
says respectively desribe “simple circulation” and
“capitalistic circulation.”

The following is an eight-part question.

152. In the view of the author, 
a. “Profit” is the excess of receipts from the sale
of products over the money costs of producing
them.
b. A “capitalist” is one who buys in order subse-
quently to sell for a profit, i.e., a capitalist is one
who makes productive expenditures.

c. “Wages” are money paid in exchange for the
performance of labor—not for the products of
labor, but for the performance of labor itself.
d. all of the above

153. On the basis of above definitions, it fol-
lows that if there are merely workers producing and
selling their products, the money which they receive in
the sale of their products is not wages.

154. In buying commodities, one does not
pay wages, and in selling commodities, one does not
receive wages. What one pays and receives in the pur-
chase and sale of commodities is not wages but prod-
uct sales revenues.

155. The proposition that in buying commod-
ities one does not pay wages was propounded by the
great classical economist John Stuart Mill, who held
that “Demand for commodities is not demand for lab-
our.” 

156. In the precapitalist economy imagined
by Smith and Marx, all income recipients in the pro-
cess of production are workers. But, in the view of the
author, the incomes of those workers are 

a. not wages
b. they are, in fact, profit
c. both (a) and (b)

157. In the view of the author, all income
earned in producing products for sale in the precapital-
ist economy is profit or “surplus-value” and no income
earned in producing products for sale in such an econ-
omy is wages. For not only do the workers of a pre-
capitalist economy earn product sales revenues rather
than wages, but also those workers have zero money
costs of production to deduct from those sales reve-
nues.

158. The workers of a precapitalist economy
have zero money costs precisely because they have not
acted as capitalists. They have not bought anything in
order to make possible their sales revenues, and thus
they have no prior outlays of money to deduct as costs
from their sales revenues. Having made no productive
expenditures, they have no money costs.

159. Because the workers of Smith’s “early
and rude state of society” and Marx’s “simple circula-
tion” had product sales revenues and zero money costs
to deduct from those sales revenues, it follows that
profits, rather than wages, are the original and primary
form of income.

The following is a six-part question. 

As we have seen, Adam Smith and Karl Marx postu-
lated a simple state of affairs in which manual laborers
produced and sold products, kept the whole sales pro-
ceeds, and did not act as capitalists, i.e., did not buy
for the sake of subsequently selling. They believed
that in such circumstances all income was wages, and
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no income was profits. They held that profits came
into existence only with the development of “capitalis-
tic circulation” (buying for the sake of selling) and
were a deduction from what was originally all wages.
To test these propositions, you are given the following
information:  Receipts from the sale of products are
1000, all of which is consumed and which constitutes
a fresh 1000 of receipts from the sale of products in
the next period.

160. State the amount of productive expendi-
ture present.

161. State the amount of wages paid in the
production of products.

162. State the amount of money outlays to be
deducted from sales revenues as costs.

163. State the amount of profits earned on
the sales revenues.

164. State the amount of nominal capital in
existence.

165. State the rate of return on capital.

166. Businessmen and capitalists are not re-
sponsible 

a. for the phenomenon of profit, which exists
prior to their appearance and equals the entire
sales revenues received by the workers of Smith’s
“early and rude state of society” and Marx’s “sim-
ple circulation”
b. but rather for the phenomena of productive ex-
penditure, wages, and costs, and for the reduction
in the proportion of income that is profit and rise
in the proportion of income that is wages
c. both (a) and (b)

167. While important passages in Adam
Smith’s The Wealth of Nations support the primacy-of-
wages doctrine, the doctrine of John Stuart Mill that
“demand for commodities is not demand for labor” op-
poses it.

168. Ricardo’s doctrine that profits fall as
wages rise and rise as wages fall supports the primacy-
of-profit doctrine and the harmony of interests of wage
earners and capitalists, rather than class warfare, when
it is realized that it is capitalists, not consumers, who
pay the wages expended in the production of products
for sale. For then, it follows that if, as in the precapital-
ist economy, there are no capitalists, then there are no
wages paid in production, and if there are no wages
paid in production, the full income earned in Ricardo’s
framework must be profits.

169. The fact that profits are an income due
to the performance of labor can be observed all around
us in the present day world, but is systematically oblit-
erated by contemporary economic theory.

170. 

a. Everyday, accountants report the incomes of
small proprietors, whose labor bulks overwhelm-
ingly large in the success or failure of their opera-
tions, as profits.
b. Despite the fact that that these profit incomes
are obviously attributable to the performance of
labor by these small businessmen, the doctrine of
“opportunity cost” serves to obliterate this fact by
renaming the profit as wages, interest, and losses,
and leaving as profit only the extent to which the
profit exceeds all the opportunity costs.
c. both (a) and (b)

The following is an eleven-part question.

171. In the complex conditions of modern so-
ciety and of “capitalistic circulation,” profit continues
to be a labor income, indeed, the income of the most
important workers, whose labor is now mainly one of
thinking, planning, and decision making, rather than
manual labor.

172. The variation of profits with the size of
the capital invested is perfectly consistent with their
being attributable to the labor of businessmen and capi-
talists because

a. such labor tends to be predominantly of an in-
tellectual nature—a work of thinking, planning,
and decision making
b. capital is the means by which businessmen and
capitalists implement their plans—it is their
means of buying the labor of helpers and of equip-
ping those helpers and providing them with the
materials of work
c. the possession of capital serves to multiply the
efficacy of the businessmen’s and capitalists’
labor, for the more of it they possess, the greater
is the scale on which they can implement their
ideas
d. all of the above 

173. Equal labor does not necessarily pro-
duce equal products. It produces unequal products
when unequal means are employed. It is always labor
which produces, however, because it is labor which
supplies the guiding and directing intelligence in pro-
duction.

174. Guiding and directing intelligence, not
muscular exertion, is the essential characteristic of
human labor, and the basis for attributing all produc-
tion to labor.

175. All labor is the “labour of direction.” It
is because the man directs the tool, that he, and not the
tool, produces the product. The tool, whether an ordi-
nary shovel, a steam shovel, dynamite, or an atomic ex-
plosive, does not produce, but is the means by which
the man who employs it produces.

176. Guiding and directing intelligence in
production is supplied by businessmen and capitalists
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on a higher level than by wage earners—a circum-
stance which further reinforces the primary productive
status of profits and profit earners over wages and
wage earners.

177. In the view of the author, the fact that
profits are an income attributable to the labor of busi-
nessmen and capitalists, and the further fact that their
labor represents the provision of guiding and directing
intelligence at the highest level in the productive pro-
cess, requires a radical reinterpretation of the doctrine
of labor’s right to the whole produce.

178. In the view of the author, properly un-
derstood, labor’s right to the whole produce is satisfied
when first the full product and then the full value of
that product comes into the possession of businessmen
and capitalists, for they, not the wage earners, are the
fundamental producers of products. 

179. In the view of the author, the employees
of the firm are accurately described by the common ex-
pression “help.” They are the helpers of the business-
men and capitalists in the production of their—the
businessmen’s and capitalists’—products.

180. In the view of the author, the realization
of labor’s right to the whole produce is exactly what
occurs in the everyday operations of a capitalist econ-
omy, inasmuch as it is businessmen and capitalists
who are the owners first of the products and then of
the sales proceeds received in exchange for the prod-
ucts.

181. By the standard of attributing results to
those who conceive and execute their achievement at
the highest level, one must attribute to businessmen
and capitalists the entire gross product of their firms
and the entire sales receipts for which that product is
exchanged.

182. The underlying standard of attribution
used in the preceding questions is the same as that nor-
mally employed in fields outside of economic activity.
For example, one attributes the discovery of America
to Columbus, the victory at Austerlitz to Napoleon, the
foreign policy of the United States to its President.
These attributions are made despite the fact that Co-
lumbus could not have made his discovery without the
aid of his crew, nor Napoleon have won his victory
without the help of his soldiers, nor the foreign policy
of the United States be carried out without the aid of
the employees of the State Department. The help these
people provide is perceived as the means by which
those who supply the guiding and directing intelli-
gence at the highest level accomplish their objectives.
The intelligence, purpose, direction, and integration
flow down from the top, and the imputation of the re-
sult flows up from the bottom.

183. By the standard of attribution to the
guiding, directing intelligence at the highest level, the
products of the old Ford Motor Company and Stan-
dard Oil Company are to be attributed to Ford and

Rockefeller, and today those of Microsoft are to be at-
tributed to Gates.

The following is a five-part question.

184. If the payment of incomes to capitalists
whose role in production might be judged to be pas-
sive, such as, perhaps, most minor stockholders and
many recipients of interest, land rent, and resource roy-
alties, represented an exploitation of labor, it would be
an exploitation of the labor

a. not of wage earners
b. but of businessmen and the active capitalists,
from whose profit incomes they are a deduction 
c. would mean that individuals like Ford and
Rockefeller were exploited by such people as wid-
ows and orphans, who largely make up the cate-
gory of passive capitalists
d. all of the above

185. In fact there is no genuine exploitation
in the case described in the preceding question, be-
cause the payment of such incomes is a source of gain
to those who pay them. They are paid in order to ac-
quire assets whose use is a source of profit over and
above the payments which must be made.

186. Furthermore, the recipients of such in-
comes need not be at all passive; they may very well
earn their incomes by the performance of a consider-
able amount of intellectual labor. Anyone who has at-
tempted to manage a portfolio of stocks and bonds or
investments in real estate should know that there is no
limit to the amount of time and effort that such man-
agement can absorb, in the form of searching out and
evaluating investment possibilities, and that the job
will be better done the more such time and effort one
can give it.

187. In the absence of government interven-
tion in the form of the existence of national debts, loan
guarantees, and insurance on bank deposits, the magni-
tude of truly passive income in the economic system
would be quite modest. This is because most forms of
investment require the exercise of some significant de-
gree of skill and judgment. Those not able or willing
to exercise such skill and judgment would either rap-
idly lose their funds or would have to be content with
very low rates of return in compensation for safety of
principal and, in many cases, would have to bear the
expense of the deduction of management fees by trust-
ees or other parties.

188. In a laissez faire economy, without per-
sonal or corporate income taxes (a real exploitation of
labor) and without legal restrictions on such business
activities as insider trading and the award of stock op-
tions, the businessmen and active capitalists are in a
position to own an ever increasing share of the capitals
they employ. With their high incomes they can pro-
gressively buy out the ownership shares of the passive
capitalists. In this way, under capitalism, those work-
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ers—the businessmen and active capitalists—who do
have a valid claim to the ownership of the industries in
fact come to own them.

189. Böhm-Bawerk, who is regarded as the
leading critic of the exploitation theory, bases his cri-
tique on

a. the primacy-of-profit doctrine
b. the primacy-of-wages doctrine

190. According to Böhm-Bawerk, profits/in-
terest are a justified deduction from what is originally
all wages.

191. The labor theory of value as held by the
classical economists

a. admitted the existence of numerous cases in
which prices were determined simply by demand
and supply, by the utility and scarcity of goods,
and to which neither the labor theory of value nor
even determination by cost of production applied
b. especially Ricardo, recognized the important
role in the determination of relative prices of the
time which must elapse between the payment of
wages and the sale of the ultimate consumers’
goods, over which time the rate of profit had to
compound; goods produced by equal quantities of
labor but over unequal such periods of time would
have permanently unequal prices
c. especially Ricardo, implicitly recognized the
role of the rate of profit
d. recognized the role of differences in wage
rates between skilled and unskilled labor and be-
tween different countries 
e. all of the above

192. The labor theory of value held by Marx
claimed to apply to all goods and services without ex-
ception and that relative quantity of labor alone was
the explanation of relative value. 

193. The labor theory of value held by the
classical economists can be harmonized with recogni-
tion of the productive role of businessmen and capital-
ists by virtue of

a. the fact that the activities of businessmen and
capitalists progressively reduce the quantities of
labor required to produce goods, and thus reduce
their prices

b. recognizing that wage rates are among the
prices not determined by quantity of labor but by
supply and demand, with the result that the activi-
ties of businessmen and capitalists progressively
reduce prices while leaving wage rates un-
changed, thereby progressively raising real wage
rates
c. both (a) and (b)

194. The “iron law of wages” claims that the
natural, equilibrium level of wages is minimum subsis-
tence.

195. According to the classical economists,
such wages

a. were the result of the combination of popula-
tion growth and the operation of the law of dimin-
ishing returns, including the need to resort to
progressively inferior lands as population grew
b. existed as a tendency, not as an absolute fact
and could be escaped by means of capital accumu-
lation and economic progress
c. both (a) and (b)

196. According to the version of the iron law
of wages propounded by Marx, wages

a. were arbitrarily set at minimum subsistence by
the fiat of the capitalists, not by virtue of the ef-
fects of population growth and diminishing returns
b. could not rise above minimum subsistence on
the basis of economic progress, but would be im-
mediately reduced by the capitalists in response to
any cheapening in the price of the wage earner’s
necessities
c. would be reduced even below the level of mini-
mum subsistence as the result of capital accumula-
tion in the form of a rise in fixed capital relative to
“variable” capital (the doctrine of progressive im-
poverishment of the masses) 
d. all of the above

197. The “iron law of wages” could seem rea-
sonable in the early 19th century, when Ricardo wrote,
because all of human history prior to that time seemed
to confirm it, in the same way that it seemed to con-
firm the proposition that land rents tended to constitute
a growing proportion of the total, combined income of
a nation’s inhabitants.
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MONEY AND SPENDING (Chapter 12)

The Quantity Theory of Money

1. The quantity theory of money claims that
the main determinant of the amount of money that is
spent is the amount of money that 

a. exists
b. is owed
c. was spent in the year before
d. all of the above

2. The quantity theory of money holds that M
x V = D, where M is the quantity of money in exis-
tence, V is the average number of times a unit of
money is spent, and D is the amount of money spent.

3. In the quantity theory-of-money equation,
D is usually to be understood as the aggregate demand
(amount of spending) specifically for consumers’
goods, i.e., as Dc.

4. In the quantity-theory-of-money equation,
V is usually to be understood as the average number of
times a unit of the money supply is spent specifically
in buying consumers’ goods, i.e., as “consumption ve-
locity” or “income velocity.”

5. 
a. GDP is essentially the sum of consumption
spending (private and government) plus gross in-
vestment
b. Since approximately 85 to 90 percent of GDP
consists of consumer spending, the quantity-the-
ory-of-money equation can be understood as pro-
viding an approximate expression of nominal, i.e.,
current-dollar GDP
c. both (a) and (b)
d. neither (a) nor (b)

6. In 2001, nominal GDP was reported as ap-
proximately $10.2 trillion. If the money supply is
taken as $2.5 trillion, calculate velocity.

7. 
a. The money supply is essentially the sum of cur-
rency in circulation outside the banking system
plus checking deposits
b. Until 1994, the money supply was accurately
reported in the statistic known as M1. Currently,
the money supply can best be measured by taking
the sum of M1 plus accumulated sweep accounts
plus retail money market mutual fund accounts
c. both (a) and (b)
d. neither (a) nor (b)

8. 
a. Different magnitudes of aggregate spending re-
quire different measures of velocity
b. The aggregate demand for consumers’ goods
and GDP are related to the money supply via “con-
sumption velocity” or “income velocity.”

c. Aggregate spending of all kinds, including for
stocks, bonds, and real estate is related to the
money supply via the concept of “transactions ve-
locity.”
d. all of the above

9. An increase in the quantity of money oper-
ates to raise the volume of spending in the economic
system to a higher annual level simply by being spent
and respent so long as it is in existence.

10. Where P is the general consumer price
level, Dc is the aggregate demand (spending) for
consumers’ goods, and Sc is the aggregate supply of
consumers’ goods produced and sold, the  general con-
sumer price level equals Dc/Sc.

11. Calculate the effect on the general con-
sumer price level if the quantity of money and the ag-
gregate demand for consumers’ goods increase by 4%
over the course of a year while aggregate production
and supply increase by 2%.

12. If the situation described in the preceding
question were to be repeated year after year, how long
would it take for the general consumer price level to
double?

13. How long would it take the general con-
sumer price level to double if the annual increase in
the quantity of money and volume of spending were
10% while the annual increase in production and sup-
ply were 2%?

14. Increases in prices occur insofar as the in-
crease in the quantity of money and volume of spend-
ing outstrips the increase in production and supply.

15. 
a. A commodity money is one in which the mone-
tary unit is a quantity of a physical commodity
b. Historically, gold and silver are the leading ex-
amples of commodity monies
c. All money begins as a commodity money
d. Paper money originates as a secure, transfer-
able claim to commodity money payable on de-
mand by the issuer
e. all of the above

16. Paper money which is not redeemable in
commodity money is known as “fiat money.”

17. The concept of paper money excludes
checkbook money.

18. 
a. A major difference between commodity
money and fiat money concerns their potential
rates of increase. 
b. Specifically, the rate of increase of a gold or
silver commodity money is almost certain to be
relatively small because of the comparative rarity
of these elements in nature and because increases
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in their production and supply depend on costly
mining operations
c. On the other hand, the rate of increase in a fiat
money is potentially limitless, since there is no
significant rarity of the necessary elements in na-
ture and the process of increase is virtually costless
d. all of the above
e. none of the above

19. Assume that over a generation the quan-
tity of money and volume of spending increase ten-
fold, while production and supply double. How great
is the percentage rise in the general consumer price
level?

20. 
a. The formula for the general consumer price
level shows demand as a numerator and supply as
a denominator
b. In the light of this formula, it is simply incon-
ceivable that prices could rise without demand ris-
ing or supply falling, or both
c. both (a) and (b)
d. neither (a) nor (b)

21. It is no more likely for prices to rise
under a system of fiat paper money than under a sys-
tem of commodity (i.e. gold or gold and silver) money.

22. Gold and silver moneys were often ac-
companied by long periods of falling prices, as in the
generation preceding the discovery of the California
gold fields and the generation from 1873–1896.

Origin and Evolution of Money and the Contemporary
Monetary System

23. The essential condition that must be pres-
ent in order for a barter exchange to take place is the
existence of a double coincidence of wants, i.e., a state
of affairs in which each of two parties possesses a
good that the other desires and values the good in the
possession of the other above the good he possesses
and that the other desires.

24. In the absence of a double coincidence of
wants, some of our more intelligent ancestors began to
resort to indirect exchanges.

25. 
a. An indirect exchange is one in which an indi-
vidual exchanges his good or service for a good
which he himself does not desire to consume or to
use in production but rather as a means of making
a further exchange
b. An indirect exchange is resorted to in cases in
which a double coincidence of wants is lacking
and it occurs to someone to exchange the good he
has for something that he himself may not want
but which the other party wants, i.e., the party
who has the good our man wants
c. Goods that are sought for the purpose of being
reexchanged are called media of exchange

d. all of the above
e. none of the above

26. 
a. Before a good can be used as a medium of ex-
change, it must have a recognized value as an ordi-
nary commodity
b. Goods that are more widely and more fre-
quently desired as ordinary commodities have a
greater likelihood of becoming media of exchange
than goods that are less widely and less frequently
desired as ordinary commodities
c. In the course of history, numerous goods have
served as media of exchange
d. all of the above

27. 
a. A generally accepted medium of exchange con-
stitutes money
b. The process of a medium of exchange develop-
ing into money is cumulative and self-reinforcing
c. The use of a good as a medium of exchange
represents an additional source of demand for it
and operates to raise its value, thereby reducing
the extent to which it is used for its ordinary, com-
modity purposes
d. all of the above

28. In some parts of Europe in the mid 1940s
cigarettes developed into a kind of quasi-money. In the
process non-smokers became eager to accept ciga-
rettes in exchange for their goods and smokers reduced
their smoking because of the resulting higher value of
cigarettes.

29. Historically, gold and silver in particular
came to be money as civilization developed. This was
because

a. In an environment of fixed settlements, the pre-
cious metals are the most suitable physical com-
modities for most people to save
b. The growing use of gold and silver as a store
of value set the stage for their use as media of ex-
change
c. The growing use of gold and silver as media of
exchange added relative stability to their value
and thus favored their use as a medium in which
to write contracts and state debts
d. The making of contracts payable in gold or sil-
ver reinforced the use of gold and silver as media
of exchange by creating a class of people needing
to obtain them to meet their contractual obligations
e. all of the above

30. Paper currency and checkbook money 
a. came into existence as secure claims, payable
on demand, in gold or silver coin and could not
have come into existence without being a claim to
a preexisting, commodity money
b. In establishing a uniform, gold-backed paper
currency, that people could regard as “as good as
gold,” the National Bank Act of 1863 played a
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critical role in fostering the use of paper money in
the United States in place of gold coin
c. By the outbreak of World War I, two genera-
tions of experience with the day-to-day use of
paper money and virtual disappearance of gold
coin from circulation had created the potential for
paper money to be acceptable even without re-
deemability into gold
d. all of the above

31. The great bulk of the American people’s
gold came into the governments hands

a. in World War I, as the result of a wartime
amendment to the Federal Reserve Act of 1913
b. in 1933, when the New Deal ordered all pri-
vately held monetary gold to be turned into the
Federal government

32. The Federal Reserve’s possession of the
gold previously held by the private banking system
made possible a substantial increase in the supply of
dollars by virtue of a pyramiding of the gold reserves.

33. After 1933 people continued to accept
paper dollars, even though they were no longer re-
deemable in gold, because the paper dollars had ac-
quired a history of acceptability, in which everyone’s
experience taught that paper dollars were and would
continue to be generally acceptable and led virtually
everyone to be willing to go on accepting them.

34. Even though after 1933 the law required
the Federal Reserve to hold substantial gold reserves
against the dollars it created, for many years this re-
quirement did not impose an effective limit on the
Fed’s ability to increase the supply of dollars because
of its possession of substantial excess gold reserves.

35. Excess gold reserves are gold reserves
held in excess of the gold reserves legally required to
be held. 

36. From 1935 to the end of World War II,
the Fed possessed large and growing excess gold re-
serves

a. as the result of the rise in the official price of
gold from $20.67 per ounce to $35 per ounce
b. as the result of the influx of large amounts of
gold from the rest of the world, especially West-
ern Europe
c. both (a) and (b)

37. The excess gold reserves of the Fed were
gradually eliminated in the twenty years following
World War II in the attempt to hold the world price of
gold at $35 per ounce.

38. In 1965, as the exhaustion of the Fed’s
excess gold reserves threatened, Congress abolished
the Fed’s gold reserve requirements.

39. Abandonment of external convertibility
of the dollar at the rate of $35 per ounce was not inevi-
table, despite the fact that its maintenance in the face
of rising prices for almost everything other than gold

served to make gold cheaper and cheaper relative to al-
most everything else and had to create an ever rising
industrial demand for gold.

40. The potential for a spontaneous remoneti-
zation of gold

a. is created under conditions of substantial infla-
tion, in which there is a growing use of gold as an
inflation hedge
b. Would be greatly increased if it were legal for
businessmen to  discriminate between precious
metal coins and paper currency of the same face
value
c. both (a) and (b)
d. neither (a) nor (b)

41. “Fiduciary media”
a. are transferable claims to standard money, re-
deemable by the issuer on demand, and accepted
in commerce as the equivalent of standard money,
but for which no standard money actually exists
b. are backed by debt
c. create the potential for a deflation of the
money supply because of bankruptcies of business
firms that are indebted to banks and consequent
bank failures
d. represent the far greater part of the present-day
money supply
e. the process of their being wiped out played a
major role in the great depression of the 1930s
f. all of the above

42. Standard money
a. unlike, fiduciary media, is not a claim to any-
thing further but has ultimate, final debt-paying
power
b. under a gold standard is gold coin or bullion
c. at the present time consists of irredeemable
paper dollars
d. all of the above

43. The “monetary base”
a. is the sum of currency in circulation outside
the banks plus the checking deposits of the Fed-
eral Reserve system
b. represents the supply of standard money
c. both (a) and (b)

44. Fiduciary media come into existence
a. when a bank lends out currency that has been
deposited with it in a checking account
b. when a bank creates and lends out a new and
additional checking deposit on the basis of the cur-
rency or other reserves that it has obtained
through its receipt of a checking deposit
c. both (a) and (b)
d. neither (a) nor (b)

45. The checking deposits of a bank can be
viewed

a. as fully covered up to the limit of the bank’s
standard money reserves and then as totally uncov-
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ered to the extent that the deposits exceed the
bank’s standard money reserves
b. as uniformly partially covered by a fractional
reserve to the extent that the bank has standard
money reserves
c. both (a) and (b)

46. The opposite system of fiduciary media
is the 100 percent reserve system.

47. Under the 100 percent reserve principle,
checking deposits and banknotes are 100 percent
backed by standard money.

48. The 100 percent reserve principle applies
only to checking deposits and banknotes, i.e., only to
actually spendable money, not to savings deposits or
time deposits, which cannot be spent until they are
withdrawn.

49. Under fractional reserve banking, paper
currency and banknotes are backed only fractionally
by standard money and for the rest by debt.

50. Fractional-reserve demand deposits pos-
sess a deflationary potential that, 

a. once unleashed, tends to be self-reinforcing
and cumulative, ultimately capable of wiping out
all fiduciary media
b. was unleashed during the 1929 depression
c. to be avoided, requires the government’s abil-
ity to create large sums of new and additional stan-
dard money to whatever extent may be necessary
to assure the redeemability of all or most outstand-
ing fiduciary media
d. all of the above

51. A 100 percent reserve monetary system
would make the money supply absolutely independent
of the failure of any debtors and thus make sudden,
drastic reductions in the money supply virtually im-
possible.

52. In a banking system that was free of gov-
ernment interference, the creation of fiduciary media
would be greatly limited by

a. the loss of reserves by banks creating fiduciary
media to banks that were not creating fiduciary
media or not creating them as rapidly
b. the loss of reserves by the whole banking sys-
tem as the result of the public’s need to increase
its holding of currency as the overall supply of
money increased
c. both (a) and (b)

53. Over the course of many years, govern-
ment policy has promoted fractional reserve banking
by means of

a. increasing the supply of standard money, with
the effect both of reducing or preventing clearing
losses by expanding banks and of meeting the
public’s growing demand for currency holdings,
in both ways reducing or preventing the loss of re-

serves as the banks expanded the supply of fidu-
ciary media
b. central bank rediscounting of commercial bank
assets, thereby encouraging the commercial banks
to hold assets other than standard money as a
source of reserves when necessary
c. imposing deposit insurance and bank examina-
tions, thereby increasing the public confidence’s
in the banking system and permitting the banks to
operate with a lower level of reserves than would
otherwise have been necessary
d. permitting temporary suspensions of payments
by the banks to their depositors, thereby enabling
the banks to hold a lower level of reserves than
would have been necessary to avoid suspensions
of payments
e. all of the above

54. Short of prohibiting fiduciary media, the
government could greatly reduce their issuance simply
by means of doing nothing that encourages their issu-
ance.

55. President Andrew Jackson’s specie circu-
lar represented a refusal by the government to accept
fiduciary media in the payment of taxes.

56. The Federal Reserve’s “open-market op-
eration”

a. is its buying and selling of securities, typically
of the US government, in the open market, with
the effect of increasing or decreasing the standard
money reserves of the banking system and the
public’s holdings of currency
b. operates substantially more on the side of buy-
ing than on the side of selling
c. is the principal mechanism by means of which
it puts new and additional standard money into the
economic system, since it buys securities with
money that it itself creates
d. is the mechanism by means of which govern-
ment budget deficits are financed by the creation
of new and additional standard money.
e. all of the above

57. The demand for money for holding re-
flects the need and desire of people to hold money.

58. A rise in the demand for money for hold-
ing is the cause of a rise in the velocity of circulation
of money and its fall is the cause of a fall in the veloc-
ity of circulation of money.

59. The demand for money for holding de-
clines and as 

a. the security of property improves
b. financial markets and financial institutions de-
velop
c. improvements in transportation and the devel-
opment of clearing houses occur
d. all of the above

60. As the security of property declines
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a. the demand for precious-metal money for hold-
ing rises
b. the demand for fiat paper money for holding
declines
c. both (a) and (b)

61. The fact that the demand for money for
holding declines and thus velocity rises as the result of
economic improvements such as greater security of
property and the development of financial markets and
financial institutions means that these developments
have an inflationary effect in that in raising velocity
they raise the demand for consumers’ goods and thus
the prices of consumers’ goods.

62. When the demand for money for holding
declines as the result of economic improvements such
as greater security of property and the development of
financial markets and financial institutions, the result-
ing rise in velocity is largely in the form of total trans-
actions velocity rather than income or consumption
velocity, because the same improvements entail the de-
velopment of greater division of labor and thus more
buying and selling at stages other than the sale of
consumers’ goods. At the same time, these im-
provements serve to increase the production and sup-
ply of consumers’ goods.

63. In the context of an economic system
with developed financial institutions and financial mar-
kets, 

a. funds that are saved are put back into the
spending stream almost immediately, while funds
that are held for consumption may not be spent
until the consumption purchases they are held for
actually take place
b. the effect of saving is to increase the availabil-
ity of credit, which represents an important substi-
tute for the holding of cash
c. saving operates to raise the income velocity of
money, by virtue of (a) and (b)
d. all of the above

64. In the conditions in which the velocity of
circulation of a gold money rises, there is unlikely to
be any fall in the purchasing power of gold as a result.

65. The more rapidly the quantity of money
increases, the less will be the demand for money for
holding and thus the greater will be the velocity of cir-
culation of money, including income velocity.

66. The reason that the more rapidly the
quantity of money increases, the more the demand for
money for holding declines is that 

a. the more rapidly do prices rise and the more it
appears advantageous to reduce cash holdings in
order to buy sooner rather than later
b. the easier it becomes to profitably liquidate in-
ventories and other noncash assets, with the result
that the holding of such assets appears to be a bet-
ter source of cash in the future than the holding of

actual cash, and thus takes the place of the hold-
ing of cash
c. the higher, after a time, do interest rates tend to
be, with the result that it becomes worthwhile to
lend out progressively smaller and shorter-term
sums that otherwise would have been retained in
cash holdings
d. to the extent that the increase is in the form of
credit expansion (i.e., the creation of new and ad-
ditional money for the purpose of being lent out),
the easier and more profitable it becomes to substi-
tute the prospect of obtaining credit for the hold-
ing of cash
e. all of the above

67. Increases in the quantity of money that
take place in the form of credit expansion, i.e., are
used to finance the granting of new and additional
loans,

a. initially serve to reduce the rate of interest
b. when absorbed into the spending stream serve
to raise sales revenues, profit margins, and the
rate of profit, and thereby to increase the demand
for loanable funds and to reduce the supply of
loanable funds, with the result that the rate of in-
terest now tends to rise to reflect the higher rate of
profit
c. both (a) and (b)

68. Once the increase in the quantity of
money created by credit expansion becomes absorbed
into the spending stream, the only way to prevent inter-
est rates from rising is by accelerating the increase in
the quantity of money, which then makes the rate of
profit rise still higher and further increases the demand
for loanable funds and reduces the supply of loanable
funds, requiring a still further acceleration in the rate
of increase in the money supply if the rate of interest is
not to rise. Thus to avoid rapid destruction of the mon-
etary system, there is no practical alternative but to
allow the rate of interest to follow the rate of profit on
up as the quantity of money increases.

69. Interest is the price of money. Thus, the
larger the money supply, the lower must be the rate of
interest.

70. Interest is
a. the price of money
b. the difference between the sum of money bor-
rowed and the larger sum that must be repaid

71. The changes in the velocity of circulation
of money in the period 1929–1945 are inconsistent
with a positive relationship between velocity and
changes in the quantity of money.

72. The changes in the velocity of circulation
of money in the period 1946–1981 are inconsistent
with a positive relationship between velocity and
changes in the quantity of money.

73.  The changes in the velocity of circula-
tion of money in the period 1981 to the present are in-
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consistent with a positive relationship between veloc-
ity and changes in the quantity of money.

74. The present monetary system has the po-
tential both for major inflation and for major deflation.

The Balance of Trade and Payments

75. The “balance of trade” is 
a. the difference between the sum of all of a
country’s exports and the sum of all of its imports
b. typically described as favorable to the extent
that its exports exceed its imports and unfavorable
to the extent that its imports exceed its exports
c. both (a) and (b)

76. The “balance of payments” is
a. a broader concept than the balance of trade,
being the difference between the sum of all of a
country’s receipts from abroad and all of its out-
lays to abroad
b. typically described as favorable to the extent
that its outlays to abroad exceed its receipts from
abroad and unfavorable to the extent that its re-
ceipts from abroad exceed its outlays to abroad
c. both (a) and (b)

77. The doctrines of the balance of trade and
the balance of payments imply international economic
conflict, since they imply that each country should
seek a “favorable” balance that in the nature of the
case must be regarded as “unfavorable” to other coun-
tries and thus that an implicit goal of every country is
the infliction of harm on other countries.

78. The doctrines of the balance of trade and
the balance of payments were first propounded by 

a. the Classical economists
b. the Mercantilists
c. the Physiocrats

79. So long as the only significant interna-
tional economic dealings were in the form of imports
and exports, the concepts of the balance of trade and
the balance of payments could be taken as interchange-
able.

80. When the doctrines of the balance of
trade and balance of payments originated

a. gold and silver were money
b. most European countries had no significant
gold or silver mines within their borders
c. an excess of exports over imports was sought
as the means of accumulating “treasure” within a
country, which could later be used for financing
foreign military ventures
d. an excess of exports over imports was the
means for achieving an increase in the quantity of
money in such countries 
e. an excess of exports over imports came to be
considered favorable for all the reasons that peo-
ple believe an increase in the quantity of money is
favorable

f. all of the above

81. In the eyes of the supporters of the bal-
ance of trade/payments doctrines, the individual items
in the balances are all essentially separate and indepen-
dent of one another, with the result that the overall bal-
ance is regarded as essentially fortuitous, capable of
being “harmed” by anything that would enlarge this or
that import or other category of outlay or reduce this
or that export or other category of receipt, and “im-
proved” by anything that would enlarge this or that ex-
port or other category of receipt or reduce this or that
import or other category of outlay.

82. In the eyes of the supporters of the bal-
ance of trade/payments doctrines, each export or re-
ceipt from abroad constitutes an equivalent addition to
the money supply of a country, while each import or
other outlay to abroad constitutes an equivalent sub-
traction from the money supply of a country.

83. In the eyes of the supporters of the bal-
ance of trade/payments doctrines, in the absence of
government intervention to prevent it, imports and
other outlays to abroad have the potential of com-
pletely draining a country of its money supply.

84. Concern with an unfavorable balance of
trade or payments under a gold standard may have
some plausibility, but under the conditions of a fiat
paper money, in which any part of the money supply
that might be lost to abroad can easily be replaced by
means of printing more money, it makes no sense
whatever.

85. To some extent the position of the dollar
as an international money entails some actual loss of
dollars to abroad each year, but such loss, 

a. far from being a proper source of worry, sim-
ply represents a modest lessening of the degree of
domestic inflation of the money supply
b. is analogous to the loss of gold experienced
every year by a gold-producing country, such as
South Africa, with the difference that the paper
money that is exported costs next to nothing to
produce
c. both (a) and (b)

86. The far greater part of what is recorded
as an unfavorable balance of payments represents

a. an actual outflow of money
b. an increase in short-term foreign lending to the
citizens of the country, or to its government, the
proceeds of which are not counted on the receipts
side because they are short term

87. Insofar as it represents short-term foreign
lending to a country’s citizens or its government, the
actual significance of an “unfavorable balance of pay-
ments” is favorable, because it represents capital in-
vestment in the country and/or a mitigation of the
consequences of its government’s borrowing.
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88. The various items in the balance of pay-
ments accounts are not independent, but rather are mu-
tually interconnected. For example, the so-called
unfavorable balance of trade (the excess of imports
over exports) that the United States has experienced in
recent years is precisely the result of the excess of re-
ceipts by the United States over outlays in the vital
area of lending and investing. This excess is what pro-
vides the money to pay for the excess of imports over
exports.

89. It is in the very nature of foreign invest-
ment that it be accompanied by a so-called unfavor-
able balance of trade in the country receiving the
investment, because the way that one country physi-
cally invests in another is by sending in the equipment
and materials to build up the recipient country’s means
of production, and by sending in consumers’ goods to
supply the workers involved. For example, Western in-
vestment in building up Saudi Arabia’s oil industry en-
tailed the arrival of many shiploads of Western goods
in Saudi Arabia, bringing in the necessary equipment,
construction materials, and consumers’ goods for
Western workmen.

90. The purchase of imports does not repre-
sent any significant carrying out of money from the
United States or any reduction in total, overall spend-
ing for goods and services in the United States. On the
contrary, the imports represent new and additional
wealth brought into the United States, where they are
added to the supply of domestically produced goods
and made available for purchase by the same total ex-
penditure of money that would otherwise take place.

91. The rise in the foreign exchange value of
a country’s money that foreign investment in the coun-
try causes not only does not cause unemployment in
that country, but actually tends to be accompanied by
less unemployment in that country, because the for-
eign investment serves to increase the demand for
labor in that country.

92. The prohibition or forced reduction of
auto and steel imports would reduce unemployment in
those industries but, in the absence of wage rate reduc-
tions, increase unemployment in the rest of the eco-
nomic system, since reduced imports of autos and steel
would be accompanied by reduced exports of other
goods and/or increased imports of other goods.

93. The results of the reduction or elimina-
tion of foreign investment and the excess of imports
over exports that is the accompaniment of net foreign
investment would include a rise in prices resulting
from the loss of the supply of goods representing the
excess of imports over exports, and a reduction in em-
ployment and/or wage rates resulting from the fall in
the demand for labor that rested on foreign investment.

94. What is called a favorable balance of
trade can in fact be fully as much unfavorable as an al-
legedly unfavorable one is favorable, as, for example,

if it results from such a thing as the granting of foreign
aid the proceeds of which are used to finance exports.
Such a case is comparable to the doorman of a restau-
rant giving money to passersby on the condition that
they will spend it in eating at that restaurant.

95. Under an international gold standard, 
a. the world’s money supply, other things being
equal, would tend to be distributed among the vari-
ous individual countries in proportion to the rela-
tive size of their respective economies, which
implies that there would be relatively increasing
money supplies in countries with above average
rates of economic progress and relatively decreas-
ing money supplies in countries with below aver-
age rates of economic progress
b. consistent with the operation of the principle
just named, a country with extensive gold mines
would most likely experience an “unfavorable”
balance of payments, while a country without
them would most likely experience a “favorable”
balance of payments; otherwise, the money sup-
plies of the different countries would not corre-
spond to the relative size of their respective
economies
c. given the relative size of the various countries’
economies in the world, and given the world’s
quantity of money, the balance of trade and pay-
ments of all countries always tends toward balance
d. labor union activities, by virtue of retarding or
preventing the rise in the productivity of labor and
in causing unemployment, operate to reduce the
size of a country’s economy in comparison to
what it would otherwise have been and thus to re-
duce its share of the world’s money supply in
comparison with what it would otherwise have
been
e. to the extent that labor union activities reduce
the quantity of money that can accompany full em-
ployment in a country’s economy, they reduce the
height of money wage rates that can accompany
full employment in that country
f. all of the above

96. Under a system of various fiat moneys in
the economies of the different countries, 

a. the world’s money supply is distributed among
the different countries in essentially the same way
as it is under an international gold standard
b. the distribution of the world’s money supply
can be found in the combination of the number of
units of the various currencies and their respective
currency exchange rates, so that, for example, if
the United States has a money supply of $2 tril-
lion while Japan has a money supply of ¥140 tril-
lion, and the exchange rate is 140 yen to the
dollar, the US money supply is twice that of Japan
c. if the economy of one country grows relatively
to that of another, either the number of units in its
money supply will tend to grow in the same pro-
portion relative to the number of units in the
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money supply of the other country, or its ex-
change rate will rise in proportion to the relative
increase in the size of its economy, or some com-
bination of these two will occur
d. all of the above

97. Under an international gold standard, the
creation of fiduciary media in any one country oper-
ates to cause a drain of gold from that country, because

a. its creation of fiduciary media is tantamount to
an enlargement of the world’s money supply
b. the country cannot, other things being equal,
retain a quantity of money greater than corre-
sponds to the relative size of its economy in the
world economy, so that if, for example, the in-
crease in its supply of fiduciary media is equiva-
lent to a 1 percent increase in the world’s supply
of money, while its economy is ten percent of the
world’s economy, the country can retain only one
tenth of the amount by which it has increased the
world’s money supply
c. other countries will most likely wish to receive
their portion of the additional world supply of
money in gold, rather than the paper of the ex-
panding country
d. all of the above

98. Under a system of various fiat moneys in
the economies of the different countries, the creation
of additional money, whether fiduciary media or stan-
dard money, in any one country will cause it either to
lose foreign currency reserves or, lacking sufficient
such reserves, suffer a devaluation of its currency rela-
tive to foreign currencies.

99. What explains an “unfavorable” balance
of payments in the sense of an actual outflow of
money from a country is that the citizens of the coun-
try have an insufficient demand for that money to keep
it in the country. In essence, they wish to hold a quan-
tity of money corresponding to the relative size of
their country’s economy in the world, plus or minus an
amount that corresponds to the special circumstances
of their country and their psychology. They do not
wish to hold the larger quantity of money that pres-
ently exists in their country, most probably as the re-
sult of credit expansion or other domestic inflation of
the money supply. And as a result, they seek to spend
it abroad and not replace it.

100. In the circumstances described in the
preceding question, it is futile to try to keep the excess
quantity of money in the country by such measures as
blocking this or that category of imports or encourag-
ing this or that category of exports, for so long as the
money is present in the country and the citizens do not
wish to hold it, it will serve to raise domestic prices rel-
ative to foreign prices. This in turn encourages imports
and discourages exports, with the result that as soon as
one category of import is prohibited, people turn to
one or more others, and as soon as an additional line of
exports is forced into existence, some other line or

lines of exports becomes uncompetitive or imports are
stepped up. 

101. In contrast to the circumstances apply-
ing to the last two questions, when the citizens of a
country do have a demand for its existing quantity of
money, no amount of outlays to abroad will for very
long deprive them of any part of that quantity of
money. As illustration, imagine, for example, that a
new foreign aid bill is passed and that, as part of it, an
army of tax collectors is dispatched into the streets to
seize money from every passerby and from every shop-
keeper and businessman. The money, we can imagine,
is then loaded into armored cars, rushed to nearby air-
ports, and then flown to various foreign capitals

a. This foreign aid will not for very long be at the
expense of the cash holdings of the American peo-
ple. The American people cannot afford such a re-
duction in their cash holdings. They will be
compelled to replace those cash holdings
b. To replace their cash holdings, they will have
to sell more and buy less, and borrow more and
lend less. The effect of this will very soon be a
combination of lower domestic prices and higher
domestic interest rates
c. The effect of this in turn is decreased Ameri-
can imports and increased American exports, and
decreased American lending to abroad and in-
creased American borrowing from abroad. This
goes on until American cash holdings are restored
to approximately their former level
d. all of the above

102. In the light of the answer to the preced-
ing question, the observation of Adam Smith that “the
attention of government never was so unnecessarily
employed, as when directed to watch over the preser-
vation or increase of the quantity of money in any
country” seems simplistic.

103. What needs to be understood in connec-
tion with the balance of trade and payments viewed as
source of changes in the quantity of money in a coun-
try is that the change in the stock of money in people’s
pockets, like the change in the stock of food in their re-
frigerators, is fully within their control and that their
decisions about changes in the stock determine the re-
lationship between their receipts and outlays, not that
the relationship between their receipts and outlays de-
termines the change in the stock.

104. A man owns a refrigerator into which
from time to time he puts food and from which from
time to time he takes food.

a. The change in the stock of food in the refrigera-
tor is caused by the difference between the extent
to which food is put into and taken out of the re-
frigerator. If no food is put into the refrigerator
while the man continually withdraws food from it,
he will be in danger of running out of food. Steps
will have to be taken to reduce his withdrawals of
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food from the refrigerator and increase his depos-
its of food into the refrigerator
b. The man’s decision about whether to increase
or decrease the stock of food in the refrigerator is
the cause of the difference between the food that
he puts into the refrigerator compared with the
food that he takes out of the refrigerator. For ex-
ample, if he plans to throw a party, he will be sure
to stock the refrigerator and not to take from it
items that he wants to save for his guests. Simi-
larly, if he plans to go on vacation, he will tend to
use up what he has in the refrigerator and not re-
place it. Changes in the stock of food in the refrig-
erator are entirely within the man’s power and not
a cause for concern.

105. In a free market, all other things being
equal, the balance of payments of a country tends to-
ward zero

a. because the effect of a positive balance of pay-
ments is to increase the quantity of money in a
country that experiences it, while the effect of a
negative balance of payments is to decrease the
quantity of money in a country that experiences it
b. the effect of an increase in the quantity of
money in a country is raise the prices of goods
produced in that country, while the effect of a de-
crease in the quantity of money in a country is re-
duce the prices of goods produced in that country
c. the effect of higher prices of goods produced
in a country is to discourage exports from it and
encourage imports into it, which, in turn, serves to
reduce its balance of payments, while the effect of
lower prices of goods produced in a country is to
encourage exports from it and discourage imports
into it, which, in turn, serves to increase its bal-
ance of payments; thus positive balances diminish
and negative balances increase
d. all of the above taken together

106. In a free market, the balance of pay-
ments of a country tends toward zero

a. in the absence of further changes in the
world’s quantity of money
b. in the absence of further changes in the rela-
tive size of the economies of the different coun-
tries
c. in the absence of further changes in the spe-
cific needs for cash holdings in the various coun-
tries, such as the degree of security of property
and the development of financial institutions and
financial markets in the various countries
d. all of the above taken together

107. It follows from the principle that the bal-
ance of payments of a country tends toward zero

a. that a unilateral tariff reduction by a country
and any resulting surge in its imports would soon
be followed by a diminution of the increase in its
imports and an increase in its exports, until its bal-
ance of payments was in balance—provided that

wage rates and thus costs and prices in that coun-
try were free to fall
b. that in a country in which wage rates and thus
costs and prices were free to fall, the adoption of
international free trade, even unilaterally, would
not entail any lasting unemployment but a shift in
employment from the relatively less efficient pro-
duction of goods for domestic consumption to the
relatively more efficient production of goods for
export, with the attendant consequence of a higher
standard of living at home and abroad
c. that an essential requirement of being able to
adapt to international free trade and its possible
consequence of a temporary outflow of money is
the absence of legislation aimed at artificially rais-
ing wage rates or forcibly maintaining any given
level of wage rates
d. all of the above

108. In the light of the proposition that the
balance of payments tends toward zero, it follows that
if a country pursued a policy of international free
trade, while all other countries absolutely and success-
fully prohibited the importation of its goods, that ulti-
mately that country would cease importing, because
the decrease in its money supply and equivalent in-
crease in the money supply of the rest of the world
would so reduce the level of wages, costs, and prices
in it compared to the level of wages, costs, and prices,
in the rest of the world, as to remove the incentive of
its citizens to buy anything abroad.

Invariable Money

109. Depending on circumstances, changes
in prices reflect

a. changes taking place on the side of goods,
such as changes in the supply of various goods
and changes in the need or desire for various
goods
b. changes taking place on the side of money, no-
tably an increase or decrease in the supply of
money or an increase or decrease in the demand
for money for holding, such as occurs whenever
there is inflation or deflation
c. both (a) and (b)

110. The variability of the value of money
coming from the side of money applies even to a pure
gold or silver standard—i.e., to a 100-percent-reserve
gold or silver standard—if for no other reason, then be-
cause the supply of gold and silver tends steadily to in-
crease as the result of their continued mining and
substantially smaller annual loss or disappearance.
This serves either to make prices higher from year to
year or at least to make them fall by less than they
would have in the absence of such change on the side
of money.

111. In order for a money to serve as an in-
variable standard of value, it would have to be such

Dr. Reisman Short-Answer Questions, Chapter 12 133



that changes in prices would reflect exclusively
changes operating on the side of goods, not money.

112. The kind of money that would render all
changes in the prices of goods having to come from
changes on the side of goods and not from changes on
the side of money, 

a. would be one in which the total annual expen-
diture to buy newly produced goods—and equiva-
lently, total business sales revenues in selling
same—was a fixed, constant amount, such as one
trillion dollars or twenty trillion dollars, i.e., any
definite, fixed dollar amount
b. A fixed total expenditure for newly produced
goods and equivalently fixed total business sales
revenues in selling same, would be the result of a
fixed quantity of money times a fixed velocity of
circulation of money in relation to newly pro-
duced goods
c. Under such an invariable money, all changes
in the general consumer price level would reflect
increases or decreases in the supply of consumers’
goods—they would, indeed, be inversely propor-
tionate to such supply changes
d. Under such an invariable money, all changes
in the relative prices of individual consumers’
goods, such as the price of apples relative to the
price of oranges, or the price of both relative to
the price of automobiles or steel, would reflect a
combination of changes in their relative supplies
and in the relative need or desire for them at the
margin. (In the case of goods like automobiles and
steel, whose prices are typically determined in the
first instance on the basis of their cost of produc-
tion, the relevant supplies and demands are of/for
means of production.)
e. Under such an invariable money, a definite
elasticity of aggregate demand is implied equal to
unity, because a constant expenditure implies that
quantity demanded changes in inverse proportion
to price—e.g., doubles when the price level
halves, halves when the price level doubles
f. all of the above

113. The concept of invariable money implies
a. that every measure of velocity must remain un-
changed

b. only velocity in relation to the demand for
newly produced goods must remain unchanged

114. Ricardo believed that in order for gold
to serve as an invariable standard of value an ounce of
gold would always have to be the product of the same
quantity of labor of the same degree of skill and ability.

115. Hazlitt expresses no opinion, explicit or
implicit, concerning an invariable money.

116. The concept of an invariable money as a
tool of analysis represents the adoption of a procedure
analogous to that of mechanics when it conceives of
such a thing as the velocity of a moving body as the
joint outcome of the operation of separate, distinct
forces. 

117. The assumption of an invariable money
is made, implicitly, by everyone who thinks about eco-
nomic phenomena on the assumption of all other
things being equal, for among those other things is al-
most always the total volume of spending in the eco-
nomic system.

118. The concept of invariable money and
recognition of the fact that money is not in fact invari-
able sheds light on the respective roles of a system of
fiat paper money and the businessman’s profit motive
in the causation of the rising prices we have seen al-
most all around us.

119. Among the uses that will be made of the
concept of invariable money in the chapters ahead are

a. the isolation of the distinct determinants of the
average rate of profit in the economic system
b. recognition of important cases in which money
income and real income can move in opposite di-
rections
c. analysis of the nature of inflation and deflation
d. analysis of the effect of increases in produc-
tion and accompanying falling prices on the rate
of profit and on the difficulty of repaying debt
e. analysis of the role of saving in capital accumu-
lation and of the effect of saving on the average
rate of profit
f. analysis of the causes of capital accumulation
g. all of the above
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                                     Answers to Questions 1-119 on Chapter 12                                  135   

Quest- Correct Quest- Correct Quest- Correct 
tion# Answer tion# Answer tion# Answer

1 a 41 F 81 T
2 T 42 d 82 T
3 T 43 c 83 T
4 T 44 c 84 T
5 c 45 c 85 c
6 4.1 46 T 86 b
7 c 47 T 87 T
8 d 48 T 88 T
9 T 49 T 89 T
10 T 50 d 90 T
11 2% 51 T 91 T
12 35 years 52 c 92 T
13 9 years 53 e 93 T
14 T 54 T 94 T
15 e 55 T 95 f
16 T 56 e 96 d
17 F 57 T 97 d
18 d 58 F 98 T
19 400%                59                  d                 99                 T
20 c 60 c 100 T
21 F 61 F 101 d
22 T 62 T 102 F
23 T 63 d 103 T
24 T 64 T 104 b
25 d 65 T 105 d
26 d 66 e 106 d
27 d 67 c 107 d
28 T 68 T 108 T
29 e 69 F 109 c
30 d 70 b 110 T
31 a 71 F 111 T
32 T 72 F 112 f
33 T 73 F 113 b
34 T 74 T 114 T
35 T 75 c 115 F
36 c 76 a 116 T
37 T 77 T 117 T
38 T 78 b 118 T
39 F 79 T 119 g
40 c 80 f
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PRODUCTIONISM
(Chapter 2, Sections 1 – 3, 6 and 8; and Chapter 13, Part A)

1. Productionism holds that the fundamental
problem of economic life is how steadily to increase
the ability to produce in the face of a limitless need
and desire for wealth.

2. Consumptionism holds that man’s need
and desire to consume are essentially fixed and given,
and that the ability to produce threatens constantly to
outrun them, with the result that the fundamental prob-
lem of economic life is not the production of wealth,
but the production of consumption.

3. Productionism is closely connected with
a. the quantity theory of money
b. Say’s Law of Markets
c. the proposition that a general or absolute over-
production is impossible
d. all of the above

4. Productionism is closely connected with
the proposition that

a. the productive process generates an aggregate
real demand that is equal to aggregate supply and
grows precisely as aggregate supply grows
b. the productive process generates an aggregate
monetary demand that in the absence of govern-
ment interference is sufficient to buy the aggre-
gate supply at a profit
c. what is saved is spent
d. saving is the source of most spending in the
economic system and underlies both a growing ag-
gregate real demand for goods and services and a
growing aggregate monetary demand for them
e. all of the above

5. Productionism is closely connected with a
series of further propositions, among them

a. that man’s nature as a rational being underlies
a limitless need and desire for wealth
b. that the division of labor is essential for a high
and rising productivity of labor
c. the law of comparative advantage
d. that real wages and thus the average worker’s
standard of living are determined by the productiv-
ity of labor
e. all of the above

6. 
a. The leading philosophic basis for consumption-
ism, that has become increasingly more influential
in recent decades, is the belief that man is funda-
mentally no different than the lower animals and
thus does not have fundamental needs that extend
beyond theirs.
b. When confronted with the fact that man’s de-
sires obviously do extend beyond the range of an
animal’s, consumptionists can be expected to
reply that this is the result of “social and cultural
conditioning” and the work of advertisers and that

the desires are “unnatural,” “artificial,” and “cre-
ated.”
c. both (a) and (b)
d. neither (a) nor (b)

7. Every increase in the demand for the prod-
uct of a particular industry that is based on the need or
desire for its product intensifying and thus pushing
ahead of the needs and desires for the products of
other industries and coming to the forefront, must be
accompanied by an equivalent decrease in the demand
for the products of other industries.

8. The need and desire for goods count  in de-
mand only insofar as they operate to determine to
which of various possible competing alternatives de-
mand is directed.

9. To those concerned only with a particular
industry, it correctly appears that because any given in-
dustry, at one time or another, could experience an in-
crease in demand by virtue of the need or desire for its
product gaining in priority relative to the need and de-
sire for the products of other industries, that all indus-
tries might gain in this way at the same time.

10. 
a. The preceding question describes a case of add-
ing up as additional demands what are in fact a se-
ries of mutually exclusive alternatives, each of
whose individual existence is predicated on an
equivalent decline in demand in the rest of the eco-
nomic system. 
b. The preceding question is an example of what
logicians call “the fallacy of composition,” that is,
invalidly generalizing from what occurs in part of
a system to the system as a whole.
c. both (a) and (b)

11. Businessmen who think of the effect of
things exclusively on their own company or industry
and not, at the same time, on the rest of the economic
system, are easily led to the conclusion that

a. what is required to increase demand in the eco-
nomic system is the creation of additional needs
and desires
b. what explains low profits in the economic sys-
tem is too much production
c. are often led to accept a consumptionist view
of things on the basis of misinterpreting their expe-
rience
d. all of the above

12. In contrast to the businessmen described
in the previous question, those who look at the effect
of things not only on an individual company or indus-
try but also on the rest of the economic system realize
that
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a. when the emergence of a greater need or desire
for a particular product serves to increase the de-
mand for that product, it simultaneously most
likely reduces the demand for some other product
or products to the same extent because people’s
overall means of purchase do not suddenly be-
come greater and there is no reason to suppose
that the one thing they will give up is the satisfac-
tion and security they derive from holding the
amount of money they presently hold
b. that the role of needs and desires in connection
with demand is that the needs and desires that are
judged relatively more urgent are satisfied and
those that are judged relatively less urgent are not
satisfied; that needs and desires overall far exceed
people’s ability to satisfy them and that more
needs and desires do not increase overall demand
but merely change its direction, from some things
to other things
c. given the total amount of money spent to buy
products and the total amount of money spent to
produce them, the total amount and average rate
of profit in the economic system does not depend
on the physical volume of production in the eco-
nomic system and is not reduced by a larger vol-
ume of production 
d. when the production and sale of a greater sup-
ply of any particular product serves to reduce the
rate of profit that is earned on the product, the ac-
tual reason is that the product has gotten into a sit-
uation of relative oversupply, i.e., it is being
produced too heavily relative to other products,
which, in the nature of the case, are being pro-
duced in insufficient quantity relative to the prod-
uct in question and are thereby rendered more
profitable to the same extent that this particular
product is rendered less profitable
e. all of the above

13. Businessmen who think of the effect of
things exclusively on their own company or industry
and not, at the same time, on the rest of the economic
system, are often led to accept a consumptionist view
of things on the basis of misinterpreting their experi-
ence.

14. In contemporary terms the proposition of
Adam Smith that “the desire of food is limited in every
man by the narrow capacity of the human stomach; but
the desire of the conveniences and ornaments of build-
ing, dress, equipage and household furniture seems to
have no limit or certain boundary” can be stated as
“The man who has no automobile would like to be
able to afford one. The man who has an automobile
would like to be able to afford a newer, better one. The
man who has several new automobiles of the highest
quality would like to be able to afford a yacht or a
plane. If he is rich enough to afford both a yacht and a
plane, then he would like to be able to afford a yacht
on which the plane can land, and so on.”

15. The sense in which one can legitimately
say that a lack of desire for wealth constitutes an eco-
nomic problem is that

a. it renders demand inadequate to purchase the
supply
b. it deprives people of the motive to work and
produce

16. Among the philosophical convictions
that must be present to induce people to desire addi-
tional wealth strongly enough to go out and actually
produce it are 

a. those underlying limited government, eco-
nomic freedom, and the security of property
b. the conviction that the material world is fully
real and operates according to causal laws that
man’s mind can grasp and apply
c. that the individual is a self-responsible causal
agent capable of improving his life in the future
by means of his actions in the present
d. all of the above

17. The fundamental basis in human nature
for the desire for goods outstripping the willingness
and ability to produce goods is

a. the success of the advertising industry in incul-
cating the conviction that more is better than less
and that big is better than small
b. the cultural heritage of the society in which we
live, with its emphasis on material achievement ir-
respective of the cost to the environment
c. the limitless range of the mental in comparison
with the physical and thus the fact that the range
of our imaginations is always incomparably
greater than the power of our arms
d. all of the above

18. The desire for goods continues to outstrip
the willingness and ability to produce goods no matter
what the advances in the ability to produce because

a. the advertising industry never sleeps
b. the cultural heritage of the society in which we
live always demands more from us
c. no matter how much we may augment the
power of our arms by means of tools and ma-
chinery, at the same time, as part of the same pro-
cess, we augment the power of our imaginations,
in that the new knowledge required to provide the
tools and machines also opens up new vistas in
terms of what can be produced
d. all of the above

19. The fundamental basis in human nature
for man’s need for goods having no limit is

a. man’s possession of reason gives him the po-
tential for a limitless range of knowledge and
awareness, hence of action and experience
b. goods are the material means of acting and ex-
periencing 
c. both (a) and (b)
d. neither (a) nor (b)
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20. There is an inherent, ineradicable scar-
city of human labor because

a. there is a limitless need and desire for goods
and services
b. human labor is always the limiting factor in
the production of goods and services
c. both (a) and (b)

21. The scarcity of labor in relation to the
goods and services we would like to have is indicated
by the fact that practically everyone would like to earn
five or more times the income he now earns

a. and that to earn this income at his present rate
of pay for a forty-hour week, he would have to
work more hours than there are in the week
b. and that to produce the goods and services that
would constitute a five-or-more-times higher level
of real income in the present state of technology
and productivity of labor, five or more times the
labor would have to be employed than is now em-
ployed
c. both (a) and (b)

22. We could work ourselves into the hospi-
tal from exhaustion long before we could produce all
the goods and services we would like to have.

23. Each of us is easily capable of forming
desires whose fulfillment requires the labor of multi-
tudes, and yet by the laws of arithmetic, the average
member of any society can never obtain more than the
labor, or products of the labor, of just one person.

24. The fundamental and essential nature of
economic life is this: the need and desire for additional
wealth are there and the nature-given means of produc-
ing it are there; all that is lacking is the ability of
human labor to transform the nature-given means of
production into additional wealth.

25. The adoption of labor-saving machinery
is held to be a cause of unemployment on the basis of
the belief that 

a. there is a fixed, limited need and desire to con-
sume
b. the higher productivity of labor that improved
machinery makes possible causes the ability to
produce at the point of full employment to exceed
the allegedly fixed, limited need and desire to con-
sume
c. the supply of goods and services correspond-
ing to the allegedly fixed, limited need and desire
to consume can be produced with a correspond-
ingly smaller quantity of labor as improvements in
machinery take place
d. all of the above

26. According to Hazlitt, the effect of ma-
chinery is

a. to cause unemployment
b. to cause additional employment
c. to increase production and raise the standard of
living

27. The belief, at the core of consumption-
ism, that man’s need and desire for wealth is fixed, im-
plies that

a. there is only a fixed stock of work to be done
in the world
b. that improvements in machinery reduce the
work available to be done by people
c. that to the extent that the members of some
groups obtain additional employment, equiva-
lently less employment remains for the members
of other groups
d. that it is necessary and valuable to make work
e. all of the above

28. According to Hazlitt, the effect of
“spread-the-work” schemes is

a. a reduction in efficiency insofar as they take
the form of arbitrary job classifications requiring
the employment of unnecessary workers to accom-
plish a given result, and a reduction of employ-
ment elsewhere in the economic system by virtue
of people having to pay higher prices to cover the
higher costs resulting from the inefficiencies and
thereby being deprived of the funds to buy the
products of other industries
b. a subsidization of previously unemployed
workers by workers already employed, insofar as
the schemes take the form of a reduction in hours
worked per worker, are not accompanied by at-
tempts to offset the reduced hours with higher
hourly wage rates, and provided that there are a
sufficient number of unemployed in every indus-
try to take up the slack provided by the reduction
in hours
c. greater unemployment in the economic system
as a whole insofar as the schemes are accompa-
nied by increases in hourly wage rates in order to
offset the effects of the reduction in hours
d. all of the above
e. none of the above

29. Consumptionism and its notion that what
is scarce is not goods but the need and desire for
goods, supports the belief that by increasing the need
and desire for goods

a. war and destruction are a source of prosperity,
via the greatly enhanced need for weapons produc-
tion during the war and the need for replacement
of damaged or destroyed property that takes place
during and after the war
b. a policy of additional peace-time government
spending, even if it were for pyramid building, is
a source of prosperity by virtue of adding to the
need and desire for goods and services and
thereby to employment
c. advertising is a source of prosperity, precisely
by virtue of its alleged inherent fraud of leading
people to desire things that they do not really
need, because in so doing it adds to the demand
for goods and labor
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d. a higher birthrate is a source of prosperity, by
creating new and additional consumers, each one
with his respective new and additional desires—
provided the new and additional consumers do not
attempt to work and produce and thereby add to
the supply of labor and ability to produce as much
as they add to the supply of needs and desires
e. a policy of imperialism is a source of prosper-
ity by virtue of adding to the outlet for goods the
needs and desires of large numbers of desperately
poor potential consumers
f. all of the above

30. In his discussion of “the blessings of de-
struction” Hazlitt

a. refers to the belief that many people have that
war and destruction are sources of prosperity
b. describes the confusion between need and de-
mand
c. describes the confusion between more money
and more purchasing power
d. illustrates the mistaken habit of looking only at
part of the economic picture rather than the whole
e. all of the above

31. Consumptionism’s notion of a limited
need and desire for goods lead to the belief that

a. the presence of great wealth in a country is a li-
ability, in that it represents the using up of the al-
legedly limited stock of needs and desires for
wealth, thereby leaving the country relatively
poor in terms of its remaining stock of unmet
needs and desires for wealth and thus in its ability
to support employment and production
b. the absence of wealth in a country is an asset,
in that it represents a correspondingly limited
using up of the allegedly limited stock of needs
and desires for wealth, thereby leaving the coun-
try relatively rich in terms of its remaining stock
of unmet needs and desires for wealth and thus in
its ability to support employment and production
c. both (a) and (b)
d. neither (a) nor (b)

32. The actual effect of government spending
on employment and prosperity is

a. to increase demand and employment in certain
lines
b. to equivalently reduce demand and employ-
ment in other lines
c. to deprive the individual taxpayer of the power
to decide how his income shall be spent
d. all of the above

33. Hazlitt believes that war and government
spending undertaken for the purpose of stimulating em-
ployment

a. reduce the average standard of living
b. cause unemployment
c. both (a) and (b)

34. According to consumptionism, a larger
population contributes to prosperity by virtue of

a. increasing a country’s ability to produce
b. increasing a country’s need and desire to con-
sume
c. increasing a country’s need and desire to con-
sume and not increasing its ability to produce
d. all of the above

35. The actual effect of an increase in popula-
tion on aggregate demand is

a. to divert aggregate demand from lines serving
the needs of adults to lines serving the needs of
children, in the period when the larger population
is in its childhood
b. to increase overall aggregate demand in the pe-
riod when the larger population is in its childhood
only insofar as parents are led to work and pro-
duce more in order to be able to provide for their
children without suffering an equivalent reduction
in what they provide for themselves
c. to increase overall aggregate demand when the
larger population reaches adulthood insofar as the
additional people go to work and enlarge the total
of what is produced
d. all of the above

36. The consumptionist belief in the exis-
tence of a fixed need and desire for goods leads to the
belief that

a. the opening up of export markets, especially to
poor countries, is helpful to employment by en-
abling the country’s labor force to serve the needs
and desires of additional people
b. the increase in imports reduces the extent to
which the needs and desires of the country’s popu-
lation are served by its own labor force and corre-
spondingly reduces employment opportunities for
that labor force
c. the ideal arrangement in foreign trade from the
point of view of promoting employment in the
country is to export as much as possible and im-
port as little as possible
d. all of the above

37. The notion of a fixed need and desire for
goods leads to the belief that the gain from foreign
trade is in importing, not exporting.

38. Advertising is inherently fraudulent, ac-
cording to consumptionism, because it attempts to lead
people to desire goods and services that, according to
consumptionism’s very limited theory of needs, they
have no rational basis for desiring.

39. The actual relationship between advertis-
ing and aggregate demand is

a. advertising diverts demand from some lines to
others by making people aware of the alternatives
b. advertising increases aggregate demand inso-
far as it leads people to work and produce more in
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efforts to earn the additional income to buy the ad-
vertised goods
c. both (a) and (b)

40. The belief that falling prices are deflation
a. implies that increases in production cause de-
pression and thus unemployment
b. represents support for consumptionism
c. both (a) and (b)

41. The role of technological progress in rela-
tion to capital accumulation is

a. to provide new and additional uses for an ex-
panding supply of capital goods that results from
saving
b. to keep up the rate of profit and interest in the
face of an expanding supply of capital goods that
results from saving
c. both (a) and (b)
d. that of a major source of capital accumulation

42. According to consumptionism, technolog-
ical progress

a. raises the rate of profit and interest by provid-
ing new and additional investment opportunities

b. increases the supply of consumers’ goods,
thereby causing falling prices and deflation
c. both (a) and (b)

43. Consumptionism claims that
a. the gain from foreign trade is in the exports,
not the imports
b. the gain from an increase in population is in
the additional people’s need and desire to con-
sume, not in their contribution to production
c. nonproducing consumers are a source of bene-
fit to producers by providing an excess of con-
sumption over production equal to the producers’
alleged deficiency of consumption
d. all of the above

44. Acceptance of the consumptionist prem-
ise leads serious people to regard capitalism as flawed
by fundamental paradoxes and thus to be prone to seek
an alternative.

45. In the light of his views on the economic
effects of war and pyramid building, Keynes must be
classified as a productionist.

SAY’S LAW
(Chapter 13, PART B)

46. Monetary demand is
a. the goods and services the monetary demand
actually buys
b. the amount of expenditure of money

47. Real demand is the amount of money re-
ally spent in the purchase of goods and services.

48. Real demand is
a. the monetary demand adjusted for the wage
and price level
b. the quantity of goods and services that the
monetary demand, whatever it is, is capable of ac-
tually buying
c. both (a) and (b)

49. An example of a monetary demand is
a. one trillion dollars
b. one billion dollars
c. ten trillion dollars
d. one hundred dollars
e. all of the above

50. The cause of a steadily rising aggregate 
monetary demand is

a. an increase in the quantity of money
b. an increase in the production of ordinary
goods and services, such as shoes and television
sets

51. A smaller monetary demand can consti-
tute a larger real demand if prices are more than pro-
portionately lower.

52. Increases in production and supply create
real demand by virtue of

a. raising the level of money incomes and
thereby increasing purchasing power
b. driving down prices and increasing the buying
power of any given level of income and expendi-
ture

53. Over a period of years, the quantity of
money and volume of spending in the economic sys-
tem double. Over the same period of years, aggregate
production and supply remain constant.

a. state the change in aggregate monetary demand
b. calculate the change in the general consumer
price level using the formula P = Dc/Sc
c. calculate the change in aggregate real demand

54. Over a period of years, the quantity of
money and volume of spending in the economic sys-
tem double. Over the same period of years, aggregate
production and supply also double.

a. state the change in aggregate monetary demand
b. calculate the change in the general consumer
price level using the formula P = Dc/Sc
c. calculate the change in aggregate real demand

55. Over a period of years, the quantity of
money and volume of spending in the economic sys-
tem remain constant. Over the same period of years,
aggregate production and supply double.

a. state the change in aggregate monetary demand
b. calculate the change in the general consumer
price level using the formula P = Dc/Sc
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c. calculate the change in aggregate real demand

56. Increases in production and supply are es-
sential to create more real demand, because

a. increases in monetary demand taken by them-
selves serve merely to raise prices in the same pro-
portion, with the result that the larger monetary
demand buys no more, i.e., constitutes no more
real demand, than did the smaller monetary de-
mand before it
b. only to the extent that there is an increase in
production and supply will an increase in mone-
tary demand be able to represent an increase in
real demand, because only to that extent will
prices not rise by as much as the increase in mone-
tary demand
c. both (a) and (b)

57. In the absence of more monetary de-
mand, increases in production and supply create more
real demand by means of driving down prices and cor-
respondingly enlarging the purchasing power of the
same amount of monetary demand.

58. Increases in production and supply are
both necessary and sufficient to create more real de-
mand. 

59. Say’s Law most closely relates to
a. supply
b. demand
c. real demand
d. aggregate real demand
e. aggregate real demand as determined by aggre-
gate supply

60. In a barter economy, the producers of po-
tatoes, a good faced with an inelastic demand, double
their production and supply, with the result that the ex-
change value of potatoes falls by more than half, say,
to one-third.

a. As a result, the supply of goods offered in ex-
change for potatoes is now only two-thirds as
large as before and thus there is a one-third fall in
the real demand for potatoes caused by the dou-
bling of their supply.
b. Aggregate real demand in the economic sys-
tem as a whole, however, does not fall as the re-
sult of the fall in the real demand for potatoes,
because the goods that the producers of things
other than potatoes no longer exchange with the
potato growers, they exchange with each other—
e.g., the reduced demand for potatoes in terms of
shirts is offset by an enlarged demand for shoes,
eggs, bars of iron, etc., in terms of shirts, and simi-
larly for all the other goods in terms of which the
demand for potatoes has fallen; i.e., the fall in the
other-goods demand for potatoes is offset by an
equivalent rise in the other-goods demand for
other goods.
c. The doubled supply of potatoes constitutes a
doubled potato demand for other goods.

d. All elements of the matter considered, the dou-
bled supply of potatoes is accompanied by a pre-
cisely equivalent increase in economy-wide,
aggregate real demand.

61. The losses of the potato growers in the
preceding question are more than offset by the gains of
producers in the rest of the economy because

a. the reduction in the real demand for potatoes is
accompanied by an equivalent rise in the real de-
mand for goods other than potatoes
b. the real demand for goods other than potatoes
is also increased to the extent of the increase in
the supply of potatoes
c. both (a) and (b)

62. In the case of an inelastic industry de-
mand for an individual good, such as potatoes, an in-
crease in supply serves to reduce the volume of goods
received by the producers in the industry concerned.
Consequently, there is a reduction in the real demand
for the products of this industry as the result of the in-
crease in their supply and therefore Say’s Law does
not hold up in this case.

63. In the case of an inelastic industry de-
mand for an individual good, such as potatoes, an in-
crease in supply serves to reduce the volume of goods
received by the producers in the industry concerned.

a. Consequently, there is a reduction in the real
demand for the products of this industry as the re-
sult of the increase in their supply.
b. There is nonetheless an increase in aggregate
real demand that is precisely equivalent to the in-
crease in aggregate supply in the economy as a
whole.
c. both (a) and (b)

64. In a monetary economy, once again the
supply of a good confronted with an inelastic demand,
such as potatoes, doubles. The result is that this time
the money price of the good falls by more than half,
again, for the sake of simplicity, say, to one-third. The
result is

a. the potato growers take in two thirds the
money they previously took in
b. producers in the rest of the economy take in
equivalently more money, as the buyers of pota-
toes now spend one-third of the money they used
to spend in buying potatoes in buying goods other
than potatoes
c. the same total aggregate monetary demand is
now a larger real demand to the extent that the in-
crease in the supply of potatoes constitutes an in-
crease in total aggregate supply
d. all of the above

65. Even though an industry as a whole may
lose when its supply increases, the individual produc-
ers within the industry who are responsible for the in-
crease in its supply can nevertheless gain at the
expense of a still greater loss on the part of the produc-
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ers in the industry who have not increased their produc-
tion.

66. If gradual, the adoption of improvements
in the ability to produce can be accompanied by gains
to all who adopt them, while the accompanying losses
to the industry as a whole are suffered exclusively by
the producers who fail to adopt the improvements.

67. The potato growers, who initially lose as
the result of the doubling of the supply of potatoes,
will 

a. never be able to make up their loss
b. later on be able to gain from the improvement
in the ability to produce potatoes
c. gain from the improvement in the ability to
produce potatoes once enough potato growers
leave potato growing and move into other lines of
production
d. all of the above

68. Examples concerning the potato industry
are provided

a. to convey information about the potato industry
b. as an illustration of the conditions faced by
any industry with an inelastic demand for its prod-
ucts
c. both (a) and (b)

The following six questions belong together,
with later questions presupposing the context
established by the earlier questions.

69. We start with a situation in which an in-
dustry confronted with an inelastic demand—again,
for the sake of illustration, the potato industry—has in-
creased its production, with the result that its sales rev-
enue and the total income of its members have been
reduced. In response to their lower incomes, some of
the potato growers will give up potato growing and re-
locate in other industries, in which incomes have actu-
ally been elevated as part of the same process which
has depressed the incomes of the potato growers. As a
result of their movement into other lines

a. the production of potatoes will decline and the
price of potatoes will rise
b. the incomes of the remaining potato growers
will increase
c. the income of producers in industries outside
of potato growing will decline somewhat as the re-
sult of the influx of former potato growers
d. all of the above

70. The process of adjustment described in
the preceding question will go on until the incomes of
the remaining potato growers are once again on a par
with those outside of potato growing.

71. Meanwhile, though having risen from its
low of one-third, the price of potatoes settles at a level
far below its original level of one. In fact, if the dou-

bling of the supply of potatoes was brought about by
virtue of the average potato grower being able to pro-
duce twice as many potatoes with the same labor as be-
fore, the price of potatoes will tend to settle at a price
of one-half of its initial price, since at that price the re-
maining growers’ incomes will come all the way back
up to where they were before the increase in the sup-
ply of potatoes.

72. In the new equilibrium, assuming there
has been no increase in the quantity of money and vol-
ume of spending, the potato growers, ex-potato grow-
ers, and those who never were potato growers all end
up with their initial money incomes, buy potatoes at
half the initial price, and, to the extent that they buy
less than twice the quantity of potatoes as originally,
spend less money in buying potatoes, and with the
money left over from the purchase of potatoes are able
to afford more of other goods. An expanded produc-
tion of these other goods is made possible precisely on
the foundation of labor released from potato growing.

73. The overall, long-run result of the in-
crease in the ability to produce potatoes is that those
who remain in potato growing come out ahead, the
ex-potato growers come out ahead, and those who
were non-potato growers from the beginning come
out ahead.

74. The initial doubling in the supply of pota-
toes, when judged from the perspective of the final
equilibrium, represents a

a. a relative overproduction of potatoes
b. a relative underproduction of goods other than
potatoes
c. both (a) and (b)

75. If the production of everything—from
matches and salt to swimming pools and yachts—sud-
denly doubled overnight

a. a general overproduction would exist
b. as much under production would exist as over-
production
c. both (a) and (b)

76. “‘Overproduction’ is never partial and
relative, but always general and absolute.”

77. The economic system benefits even from
an increase in the ability to produce goods with which
people may already be fully sated, such as table salt.
The source of the benefit in such a case is the ability to
reduce the amount of labor applied to the production
of the good with which people are sated and thus to
have additional labor available to expand the produc-
tion of other goods, with which, for the most part, peo-
ple are very far from being sated. 

78. The concentration of an increase in the
ability to produce in the particular industry in which it
originates often represents a less efficient use of the
improvement than is possible if that particular industry
expands less than the full amount by which the im-
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provement would allow it to expand, and allows other
industries to expand instead.

79. In the preceding question what decides
which is the more efficient use is the marginal utility
of additional supplies of the products of the industry
where the improvement in efficiency takes place com-
pared with the marginal utility of additional supplies
of other products that could be produced in larger
quantity if the necessary additional labor were made
available from this industry. The relative marginal util-
ities determines the relative prices and profitability of
the different products as their supply is increased.

80. What appears as an overproduction in an
individual industry would often cease to appear as an
overproduction if other industries could increase their
production sufficiently.

81. The belief that a fall in general business
profitability is the result of too much production re-
flects the fallacy of composition.

82. The general profitability of business 
a. depends on the difference between aggregate
sales revenues and aggregate costs
b. is independent of the level of physical produc-
tion of ordinary goods, that is, of goods other than
the monetary commodities gold and silver on a
precious metal standard
c. both (a) and (b)

83. The profitability of an individual industry
is not independent of its level of physical production
and will 

a. decline as its production increases
b. decline as its production increases insofar as
the increase in its production causes a decline in
the marginal utility of its products relative to the
marginal utility of products elsewhere in the eco-
nomic system that can be produced with the same
means of production

84. The profitability of an individual industry
will not decline in the face of an increase in its produc-
tion if at the same time the production of other indus-
tries increases to the point of equivalently reducing the
marginal utility of their larger supplies.

85. The profitability of business in the aggre-
gate depends on

a. the level of physical production in the eco-
nomic system
b. the difference between the dollar amount of
sales revenues and the dollar amount of costs irre-
spective of the level of physical production

86. The difference between the dollar
amount of sales revenues and the dollar amount of
costs is roughly equal to the difference between the de-
mand for consumers goods and the demand for labor,
i.e., to net consumption.

87. The sharp decline in profits and the
greater difficulty of repaying debts that are the hall-
marks of depressions are the result of 

a. falling prices caused by increased production
b. a monetary contraction resulting in a decline in
aggregate sales revenues

UNEMPLOYMENT
(Chapter 13, Part C)

88. The repeated existence of long periods of
mass unemployment proves that

a. there is no inherent, ineradicable scarcity of
human labor
b. money wage rates can often be unduly high rel-
ative to the demand for labor for protracted peri-
ods

89. In a free labor market the existence of un-
employment operates to drive down money wage rates
by virtue of the competition of the unemployed for
jobs and the desire of employers to take advantage of
being able hire equally good but unemployed workers
at lower wage rates.

90. In a free labor market the existence of un-
employment is self-liquidating insofar as the reduction
in money wage rates it brings about operates to in-
crease the quantity of labor demanded.

91. In a free labor market the existence of un-
employment automatically tends to reduce money
wage rates to the level required to achieve full employ-
ment.

92. The fall in wage rates brought about in a
free labor market in the process of eliminating unem-
ployment is a fall not only in money wage rates but
also an equivalent fall in real wage rates, i.e., in the
buying power of the worker’s wages.

93. The fall in money wage rates brought
about in a free labor market in the process of eliminat-
ing unemployment is not accompanied by a fall in real
wage rates insofar as prices also fall and insofar as the
burden of supporting the unemployed is reduced.

94. If, in the process of eliminating unem-
ployment, output per worker remains the same, it fol-
lows that the increase in employment would be
accompanied by a proportional increase in the produc-
tion and supply of consumers’ goods and thus, assum-
ing constant monetary demands both for consumers’
goods and for labor, a fall in the prices of consumers’
goods proportional to the fall in wage rates.

95. Real wages actually rise in connection
with the fall in money wages that is necessary to
achieve full employment
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a. if the increase in production and fall in prices
is approximately the same as the increase in em-
ployment and fall in wage rates
b. by virtue of the elimination of the burden of
supporting the unemployed
c. both (a) and (b)

96. The fall in wage rates and prices that is
necessary to eliminate unemployment in a free labor
market results in a reduction in the average rate of
profit in the economic system.

97. In a context in which the aggregate de-
mands for consumers’ goods and labor remain the
same, albeit at a lower level following a financial con-
traction, the fall in wage rates and prices that is neces-
sary to eliminate unemployment does not result in a
fall in the aggregate amount or average rate of profit in
the economic system. This is because the difference be-
tween a given amount of demand for consumers’
goods and a given amount of demand for labor implies
a more or less unchanged difference between aggre-
gate sales revenues and aggregate costs, hence a more
or less unchanged amount of aggregate profit.

98. In a context in which the aggregate de-
mands for consumers’ goods and labor remain the
same, increases in the production and supply of
consumers’ goods

a. reduce prices in inverse proportion
b. reduce unit costs in inverse proportion
c. reduce profits per unit in inverse proportion
d. leave total, aggregate profits unchanged be-
cause the reduction in profit per unit is offset by
the increase in the number of units
e. all of the above

99. Since mass unemployment would be
eliminated by a fall in wage rates, which would in-
crease the quantity of labor demanded, it follows that
anything that stands in the way of a fall in wage rates
operates to perpetuate mass unemployment.

100. Among the obstacles that have stood in
the way of a fall in wage rates and the achievement of
full employment are

a. minimum wage legislation
b. prounion legislation
c. welfare legislation
d. employer altruism
e. executive branch pressure not to reduce wage
rates
f. all of the above

101. The fall in wage rates was held back in
the early 1930’s by the intervention of President Hoo-
ver, who at a series of White House conferences ob-
tained the agreement of the leading businessmen of the
country not to reduce wage rates. Hoover believed that
a fall in wage rates was equivalent to a fall in total
wage payments and would thus result in a reduction in
consumer spending and a deepening of the depression.

102. The failure of wage rates to fall suffi-
ciently in the early ’30s led to a deepening of the de-
pression by causing major postponements of
investment spending, awaiting the necessary fall in
wage rates. The reductions in investment spending in
turn further reduced sales revenues, profits, and the
ability of business firms to repay debts, thereby precip-
itating more bank failures and further declines in the
quantity of money and volume of spending in the eco-
nomic system.

103. When wage rates fall to the full employ-
ment point, payroll spending actually tends to increase
rather than remain the same, because funds that had
been held back from investment spending, awaiting
the necessary fall in wage rates, now come out into the
spending stream.

104. The sharply higher unemployment rates
currently prevailing in France and Germany in compar-
ison with the United States have nothing to do with
greater government interference in wage rates in those
countries but rather are the result of preparations for
the adoption of the Euro currency unit.

105. Governmental encouragement of fidu-
ciary media precipitates mass unemployment by bring-
ing about increases in the level of spending in the
economic system that are not sustainable. When spend-
ing drops, the quantities of goods and labor demanded
at the prevailing level of prices and wages correspond-
ingly falls, resulting in the emergence of correspond-
ing unemployment.

106. Continuous economic progress would 
a. hold back investment because investments
made in the future would be more efficient than in-
vestments made in the present
b. would not hold back investment because
today’s investments would be as much more effi-
cient compared with the investments of the past as
the future’s investments would be compared with
today’s

107. The prospect of falling prices due to eco-
nomic progress should be expected

a.  to result in a postponement of consumer
spending because of the prospect of being able to
buy more cheaply in the future
b. to result in a rise in consumer spending be-
cause of the prospect of being materially better off
in the future
c. to have no significant overall effect on con-
sumer spending

108. Full employment was not achieved
under the New Deal in the 1930s, despite a policy of
large-scale money creation and rapid increases in total
spending because the far more powerful labor-union
movement created under the New Deal was able to in-
crease wage rates at a substantial rate even in the midst
of mass unemployment, with the result that the larger
payrolls achieved by inflation could not employ corre-
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spondingly more labor or, indeed, enough additional
labor to make any major headway in eliminating unem-
ployment.

109. In principle, a policy of inflating the
money supply and thus artificially increasing the vol-
ume of spending is unlikely by itself to achieve full
employment. This is because if monopoly labor unions
and other government intervention prevent unemploy-
ment from being eliminated by a fall in wage rates, the
same forces will likely operate to cause a rise in wage
rates in the face of a rising demand for labor and thus
to make the rising demand for labor incapable of elimi-
nating the unemployment.

110. What made possible the achievement of
full employment in World War II was

a. the creation of a huge supply of additional
needs in the form of the need for tremendous
quantities of tanks, aircraft, and numerous other
weapons
b. massive wartime inflation of the money supply
and consequent rapid increase in the volume of
spending in the economic system
c. massive wartime inflation of the money supply
and consequent rapid increase in the volume of
spending in the economic system, coupled with
wage and price controls

111. The combination of wartime inflation
and price and wage controls made it possible for the in-
crease in spending to represent a more or less corre-
sponding increase in the quantities of goods and labor
demanded.

112. The additional employment achieved by
a policy of inflation and government budget deficits
represents a decline in the standard of living of most
people insofar as the reemployed workers are em-
ployed in connection with government projects. This is
because such workers are remunerated with the output
of other people while their own output is of little or no
value to those others, being called into being in fact
for no other essential purpose than to secure them em-
ployment and income.

113. The full employment achieved in World
War II represented a situation in which roughly half of
the net output of the economic system was consumed
in the war effort, e.g., in flying bullets, exploding

bombs and artillery shells, and in the rifles, cannons,
tanks, planes, and ships required to fire or launch
them. The effect was that while everyone worked and
worked long and hard, the average member of the eco-
nomic system obtained the material benefit of roughly
only half of his labor.

114. Many people believed that World War
II represented a period of prosperity because they mea-
sured their prosperity in terms of the amount of money
they earned, which sharply increased as the result of
the wartime inflation, and also felt themselves well off
because of the unprecedented ease with which they
could earn money. The ease with which money could
be earned was an effect of the combination of the war-
time inflation and price and wage controls, which, to-
gether, resulted in substantial shortages of goods and
labor, making it very easy to find buyers for practi-
cally anything one had to sell.

115. Only the end of World War II and the re-
turn to peace made possible full employment with
prosperity.

116. Full employment could be achieved and
maintained

a. through a monetary system free of contractions
in aggregate spending
b. the establishment of a labor market free of gov-
ernment interference
c. both (a) and (b)

117. Von Mises denies that the fall in money
wage rates needed to eliminate unemployment is ac-
companied by a fall in real wage rates.

118. Depressions are caused by excess inven-
tory accumulation, proving once again that too much
wealth can be a cause of poverty.

119. Excess inventories and depressions are
both the result of the same cause, namely, inflation in
the form of credit expansion.

120. Inventories can be viewed as deficient
rather than excessive in a depression insofar as a larger
volume of inventories would represent more capital
and thereby act as a protection against the widespread
bankruptcies that are an essential characteristic of de-
pression.
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Chapter 14, Part A

1. According to the exploitation theory, capi-
talism is a system of virtual slavery, serving the nar-
row interests of a comparative handful of
“exploiters”—the businessmen and capitalists—who,
driven by insatiable greed and power-lust, exist as par-
asites upon the labor of the masses.

2. The essential claim of the Marxian exploi-
tation theory is that all income naturally and rightfully
belongs to the wage earners, but that under capitalism
the wage earners receive only bare, minimum subsis-
tence, while everything over and above this is expro-
priated by the capitalist exploiters in the form of
profits, interest, and land rent, or, in the terminology
of Marx, “surplus-value.”

3.  Marx’s “absolutist” version of the labor
theory of value differs in many ways from the labor
theory of value of the classical economists.

4. Marx’s “absolutist” version of the labor
theory of value ignores the role of  

a. demand and supply
b. time 
c. the rate of profit
d. differences in the value of labor
e. all of the above

in determining the relative value of commodities

5. Marx’s “absolutist” version of the labor
theory of value 

a. claims that the quantity of labor directly or in-
directly expended to produce a product is the one
and only circumstance governing its value
b. implies that newly fermenting grape juice and
10-year old wine made from such grape juice
must have the same value, if they are products of
the same quantity of labor
c. implies that the only thing which can explain
why one product is more valuable than another is
that it is the product of a larger quantity of labor
d. implies that the products of a fully automated
factory would not differ in value from the capital
goods consumed to produce them 
e. implies that the only thing which explains why
a product is more valuable than the capital goods
that have been consumed in its production, and
whose value passes over into it without increase
or decrease, is the application of fresh labor in pro-
ducing the product
f. all of the above

6. Marx’s version of the labor theory of
value implies that all value is added exclusively by the
application of fresh labor.

7. The Marxian version of the “iron law of
wages” claims that wages are determined by the quan-
tity of labor required to produce the commodities con-
stituting the wage earner’s minimum subsistence.

8. Profit or “surplus value,” according to
Marx, is caused by virtue of the wage earner adding to
the value of the capital goods he uses up in production
a value corresponding to the number of hours of his
labor, while he is paid a wage that corresponds only to
the smaller number of hours required to produce his ne-
cessities.

9. According to Marx
a. “surplus value” embraces profits, interest, and
land rent (i.e., all incomes other than wages and
salaries)
b. necessary labor time is the time required to
produce the wage earner’s necessities (minimum
subsistence)
c. surplus labor time is the amount of time by
which the working day exceeds the necessary
labor time
d. surplus value corresponds to surplus labor time
e. all of the above

10. According to Marx, capital has two com-
ponents: “variable capital” and “constant capital.”

11. According to Marx, constant capital
a. is the capital invested in materials, machinery,
and structures
b. passes over into the product with no alteration
in its value
c. is not value creating
d. all of the above

12. According to Marx, “variable capital” is
a. the part of capital that pays wages
b. value creating in that the wages it pays corre-
spond only to the number of hours of labor re-
quired to produce the wage earner’s necessities,
while the number of hours of labor obtained for
those wages is the larger number of hours repre-
sented by the full working day
c. the source of profit or “surplus value”
d. all of the above

13. According to Marx, the “rate of exploita-
tion” equals the ratio of

a. profits to wages
b. “surplus value” to “variable capital”
c. “surplus labor time” to “necessary labor time”
d. all of the above

The following is a seven-part question.

You are given the following assumptions: The work-
ing day is 12 hours. “Necessary labor time” is 6 hours.
The labor time embodied in the materials and ma-
chinery and other fixed capital used up is 48 hours. To
each hour of labor embodied in a product, there corre-
sponds $1 of product value.
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14. Calculate “surplus labor time.”

15. Calculate “the rate of exploitation.”

16. Calculate the daily wage in dollars.

17. Calculate the monetary value of the prod-
uct.

18. Calculate the monetary cost of producing
the product.

19. Calculate the monetary profit in produc-
ing the product.

20. The monetary profit is
a. the same as
b. greater than
c. less than

the monetary value of the “surplus labor time.”

21. According to the Marxian exploitation
theory, profit rests on the same foundation as the gains
of a slave owner, namely, the worker’s ability to work
for more hours than is required to produce his subsis-
tence or products of equivalent exchange value.

22. According to Marx,
a. the wage earner under capitalism is free only
nominally; in substance he is a slave
b. the capitalist is essentially the same as a slave
owner or feudal aristocrat
c. all of human history is the record of one contin-
uous class struggle
d. all of the above 

23. According to Marx, all improvements in
production either pass the wage earners by, to the ex-
tent they occur in goods that remain beyond the wage
earners’ reach, or are the occasion for a cut in wage
rates to correspond to the lower price of their necessi-
ties.

24. Marxism implies that under laissez-faire
capitalism, business publications would feature a set of
financial statistics that they presently do not carry,
namely, the prices of the things constituting the wage
earner’s minimum necessities, such as mud cabin rent-
als and the price of loin-cloths and the very cheapest
bread, to which the capitalists would peg wages,
quickly reducing them every time the prices of such
necessities fell.

25. Marx’s doctrine of the progressive im-
poverishment of the masses holds that under capital-
ism, wages decline from subsistence to
sub-subsistence—that “capitalism cannot maintain its
slaves even in their slavery.” 

26. The basis of the doctrine of the progres-
sive impoverishment of the masses is supposedly

a. the fact that the capitalists are more calculat-
ingly greedy than previous exploiters
b. the tendency toward a declining rate of profit
as capital is accumulated, predominantly in the
form of constant capital

c. both (a) and (b)
The following is a three-part question. Assume that
initially the total capital invested in the economic sys-
tem is 100 monetary units, of which 25 is “variable
capital” and 75 is “constant capital,” and that the “rate
of exploition” is 100 percent. In addition, assume that
while everything else remains the same, the total capi-
tal invested in the economic system doubles over a pe-
riod of years and that the entire increase in the amount
of capital invested is in the form of constant capital.

27. Calculate the initial average rate of profit
in the economic system.

28. Calculate the average rate of profit in the
economic system after the doubling of capital invested.

29. According to Marx, in order to forestall
such a declining rate of profit, the capitalists will raise
the rate of exploitation by such means as

a. reducing hourly wage rates, thereby necessitat-
ing a longer working day and thus the working of
additional surplus labor time and the correspond-
ing creation of additional surplus value
b. reducing hourly wage rates to the point of ren-
dering the labor of the adult male worker insuffi-
cient to support his family and necessitating that
the labor of his wife and children be added to his
labor, with a corresponding creation of still more
surplus labor time
c. speeding up the general pace and intensity of
work, in order to reduce the number of hours of
labor required to produce the wage earner’s mini-
mum necessities and thereby again increase sur-
plus labor time and surplus value
d. cheapening the wage earner’s diet, say, by sub-
stituting for relatively expensive wheat bread such
cheaper items of food as potatoes or rice
e. all of the above

30. The influence of the exploitation theory
is present in people’s beliefs about the functioning of

a. the present, highly interventionist, welfare-
state economic system
b. laissez-faire capitalism, under which there
would be no minimum-wage, maximum-hours,
pro-union, or child-labor legislation
c. the economic system in the 19th Century and
the early part of the 20th Century, when there
were no such laws as described in (b)
d. all of the above
e. (b) and (c) but not (a)

31. The Marxian exploitation theory is the
basis on which people understand both the very bad
economic conditions of the past and the source of their
improvement, namely, the lack of government eco-
nomic intervention under laissez-faire and its subse-
quent progressive introduction.

32. People believe for the most part that
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a. the wage increases caused by unions and mini-
mum-wage laws come out of profits and corre-
spondingly benefit the average worker, i.e., in
effect represent forcing employers to proceed as
though the necessary labor time were greater, with
the result merely that surplus labor time and sur-
plus value are less 
b. maximum-hours and child-labor legislation are
at the expense merely of profits and represent a
corresponding benefit for the average wage
earner, i.e., in effect represent a reduction merely
in surplus labor time and surplus value
c. both (a) and (b)

33. From the perspective of Marxism, the
confiscatory taxation of profits, interest, dividends,

capital gains, and land rents represents “the expropria-
tion of the expropriators.”

34. The Marxian exploitation theory under-
lies the present-day “liberals’” beliefs 

a. concerning the effects of minimum-wage, pro-
union, maximum-hours, and child-labor legislation
b. their belief in the justice of the confiscatory
taxation of the capitalists’ incomes and the use of
the proceeds to support social welfare spending,
which arrangement they regard as constituting a
measure of restitution to the victims of “exploita-
tion”
c. both (a) and (b)

Chapter 14, Part B, The Productivity Theory of Wages

35. The exploitation theory appears plausible
because

a. wage earners need to work in order survive
and are willing, if necessary, to work for mini-
mum subsistence rather than die of starvation
b. employers, like all other buyers, prefer to pay
less rather than more
c. when (a) and (b) are taken together, it appears
that in the absence of government intervention,
wage rates would plunge to the minimum-subsis-
tence level before encountering any resistance to
their fall
d. all of the above

36. The need of wage earners to work and
their willingness to work for minimum subsistence if
necessary is irrelevant to the wages they must actually
accept because human labor is fundamentally scarce
and its price, like that of any scarce good, is deter-
mined by the competition of buyers, in this case em-
ployers, for the limited supply. 

37. The desire of employers, like all other
buyers, to pay less rather than more, i.e., lower wages
rather than higher wages, is also irrelevant to the
wages the workers must actually accept, because the
rational self-interest of employers and all other buyers
is not to attempt to pay the lowest price or wage they
can imagine or would desire, such as minimum subsis-
tence, but merely the lowest price or wage that is si-
multaneously too high for any other employer or buyer
who would otherwise obtain the labor or good in ques-
tion.

38. As wage rates fall below the free-market
equilibrium level, a growing labor shortage develops,
which makes it to the self-interest of employers desir-
ing to employ more workers and keep the workers
they have, to bid wage rates back up to the free-market
equilibrium level.

39. A higher price or wage is never to the
self-interest of a buyer/employer, as shown by the fact
that it never pays a bidder at an auction to raise his bid.

40. A higher price or wage is to the self-inter-
est of a buyer/employer when it serves to make the
item too expensive for some other potential buyer/em-
ployer who otherwise would obtain it instead.

41. Money wage rates are determined by the
utility and scarcity of labor on the one side and the
quantity of money and volume of spending in the eco-
nomic system on the other.

42. The fall in wage rates required to elimi-
nate unemployment

a. opens up the possibility of wages having to go
to subsistence as the condition of achieving full
employment
b. is accompanied by more production and sup-
ply and also lower unit costs, either or both of
which imply lower prices as the accompaniment
of the lower wage rates and at the same time elimi-
nates the burden of having to support the unem-
ployed and thus actually tends to raise real
take-home wage rates

The next 15 questions belong together and re-
quire the use of the wage and price-level for-
mulas. The first twelve of these questions
represent four groups of three questions each.

The following is a three-part question. Assume
that the quantity of money and thus the aggregate
monetary demands for consumers’ goods and
labor both double, while the supply of labor, the
productivity of labor, and the supply of
consumers’ goods all remain the same.
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43. What is the change in the general con-
sumer price level?

44. What is the change in average money
wage rates?

45. What is the change in average real wage
rates?

The following is a three-part question. Assume
that the quantity of money, the aggregate mone-
tary demands for consumers’ goods and labor,
and the supply of labor all remain the same, while
the productivity of labor and thus the supply of
consumers’ goods double.

46. What is the change in the general con-
sumer price level?

47. What is the change in average money
wage rates?

48. What is the change in average real wage
rates?

The following is a three-part question. Assume
that the quantity of money, the aggregate mone-
tary demands for consumers goods and labor, and
the productivity of labor and supply of
consumers’ goods all double, while the supply of
labor remains the same.

49. What is the change in the general con-
sumer price level?

50. What is the change in average money
wage rates?

51. What is the change in average real wage
rates?

52. What factor in the four preceding three-
part problems determines the change, if any, in aver-
age real wage rates?

53. What factors in the same problems deter-
mine the change, if any, in average money wage rates?

54. What factors in those sets of problems de-
termine the change, if any, in the general consumer
price level?

This is a four-part question. Again using the for-
mulas for the price and wage level, assume a
fixed quantity of money and fixed aggregate de-
mands for labor and consumers’ goods. Assume
also that all wage earners are married and that ini-
tially only husbands work. Then assume that all
married women also go to work and have the
same productivity as their husbands on average.

55. Calculate the effect on average money
wage rates.

56. Calculate the effect on the general con-
sumer price level.

57. Calculate the effect on the money income
of the average working family.

58. Calculate the effect on the real income of
the average working family.

This is a three-part question. Again using the
formulas for the price and wage level, assume a
fixed quantity of money and fixed aggregate de-
mands for labor and consumers’ goods. Assume
also that over the course of a generation the size
of the working population doubles as the result of
immigration and, over the same period, thanks in
some significant part to the productive contribu-
tions of the immigrants, the productivity of labor
also doubles.

59. Calculate the effect on average money
wage rates.

60. Calculate the effect on the general con-
sumer price level.

61. Calculate the effect on the average real
wage rates.

62. In the light of the formulas for the price
and wage level and the critical role of the productivity
of labor, it follows that phenomena which begin by re-
ducing money wage rates, such as immigration or a
larger labor force due to population growth or the par-
ticipation of more married women, as well as the elimi-
nation of unemployment

a. may well cause prices to fall by more than
wage rates
b. need not reduce real wage rates but can actu-
ally raise real wage rates
c. will in fact end by raising real wage rates inso-
far as they serve to raise the productivity of labor
and/or reduce the burden of supporting the unem-
ployed
d. all of the above

63. The cause of a rise in average money
wage rates is either an increase in the demand for labor
or a decrease in the supply of labor, both of which tend
to rase prices as much as wages, which implies that a
rise in money wage rates cannot be the cause of a rise
in real wage rates.

64. If a rise in money wage rates is to repre-
sent a rise in real wage rates,

a. it is essential that prices not rise as much as
wage rates, since only that makes it possible for
wage earners to succeed in actually buying more
with their higher monetary earnings
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b. what stops prices from rising as much as wage
rates when the quantity of money increases and
raises the demand for consumers’ goods as much
as it raises the demand for labor is a rise in the pro-
ductivity of labor
c. a rise in the productivity of labor increases the
supply of consumers’ goods relative to the supply
of labor and thus makes it possible for the essen-
tially equal-proportional increases in the demand
for consumers’ goods and labor to be accompa-
nied by an increase in the consumer price level
that is less than the increase in the wage level
d. all of the above

65. A rise in the productivity of labor is re-
sponsible for a fall in prices even in cases in which
prices stay the same or increase in comparison with
what they were in the past. In such cases, it is responsi-
ble for prices falling in comparison with what they oth-
erwise would have been, had the increase in the
productivity of labor not taken place.

66. Improvements in the productivity of
labor raise average real wages

a. by raising money wages
b. by reducing prices not by raising money wages

67. As real wages have risen, so too have
money wages, because

a. the two phenomena are inseparably connected
b. earning more money is the sum and substance
of being materially better off
c. the rise in the productivity of labor, which
raises real wages, has been accompanied by an in-
crease in the quantity of money, which raises
money wages

68. An intrinsic but limited connection be-
tween higher average real wages and higher average
money wages exists under a system of commodity
money, such as a gold standard, insofar as im-
provements in the average productivity of labor are ac-
companied by improvements in the productivity of
labor specifically in the production of the commodity
that serves as money. This is because to this extent, the
quantity of money and thus the monetary demand for
labor can be expected to increase along with the gen-
eral rise in the productivity of labor.

69. Any given individual is likely to perceive
a close connection between improvements in his own,
personal productivity of labor and the money wage
rate he earns. This proves that

a. a higher productivity of labor translates into
higher monetary earnings rather than lower prices
b. a higher relative productivity of labor on the
part of a given individual translates into higher
monetary earnings for him and correspondingly
lower monetary earnings for those whose relative
productivity of labor is reduced at the very same
time that his is elevated

70. If everyone in a group of competitors in-
creased the productivity of his labor to the same extent

a. the improvement in the productivity of labor of
any individual member of the group would not re-
sult in a rise in his money wage rate, for he would
have no greater means of succeeding in the com-
petition with the other members of the group now
than he had before
b. the average money wage rate of the members
of this particular group might actually fall as the
result of the improvement in their productivity of
labor causing a relative oversupply of the product
or service that they produced—a situation that
often occurred following the adoption of piece-
work and the incentives it gave to become more
productive
c. both (a) and (b)
d. neither (a) nor (b)

71. If all the members of a society improved
the productivity of their labor equally and there were
no change on the side of money and spending,

a. average money income would stay the same
and there would be no improvement in the aver-
age standard of living
b. average money income would stay the same,
prices would fall, and the average standard of liv-
ing would improve correspondingly

72. If the adoption of piecework in a given
branch of production, and the rise in the productivity
of labor it causes in that branch, results in a fall in the
average money income of the producers in that branch,
this proves that

a. piecework can be inimical to the general stan-
dard of living
b. a situation essentially the same as that of the
potato growers back in Chapter 13 is present,
which means that the average standard of living
does rise, because the gains of the rest of the eco-
nomic system through a combination of lower
prices and higher incomes outweigh the loss of
the pieceworkers in this branch and, in addition,
even the pieceworkers in this branch will ulti-
mately gain, once enough of them have relocated
into other lines of work, where their skills are
more needed

73. In cases in which a rise in the productiv-
ity of labor in a given branch of the economic system
reduces the average earnings of the members of that
branch, it follows that none of the producers in that
branch can monetarily gain from the improvement.

This is a four-part question. Assume that in a
given case, the adoption of the piecework system
results in a doubling of the productivity of labor
and is followed by a reduction in the piece rate to
one-third of its initial amount.
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74. Calculate the change in the money in-
come of the average piece rate worker in this case.

75. Calculate the change in the money in-
come of any piece rate worker who has succeeded in
quadrupling his particular productivity of labor

76. Calculate the change in the money in-
come of any worker under the piece-rate system who,
following its adoption, has failed to increase his partic-
ular productivity

77. The piece rate system, even in cases in
which its adoption initially serves to reduce the aver-
age level of money income in the branch of production
in which it is adopted, can nevertheless be of financial
benefit to exceptional individual workers in that
branch—i.e., those whose productivity increases more
than in proportion to the fall in the piece rate.

This is a seven-part question. Assume that half
of the working population succeeds in doubling
its productivity of labor, while the productivity of
labor of the other half remains the same. Ignore
the likely resulting short-run problems of relative,
partial overproduction and relative, partial under-
production. As with many previous questions, as-
sume that the quantity of money and thus the
aggregate demands for consumers’ goods and
labor remain the same. Assume further that rela-
tive incomes will be in proportion to relative pro-
ductivity, so that the fifty percent of the
population that becomes twice as productive will
earn twice the income as the fifty percent of the
population whose productivity remains the same.

78. State the now larger aggregate output rel-
ative to the initial aggregate output.

79. Calculate the effect of the larger supply
on the general consumer price level.

80. Calculate the change in the money in-
come of the members of the group whose productivity
of labor doubles and who now earn two-thirds of the
total income of the society instead of one-half.

81. Calculate the change in the money in-
come of the members of the group whose productivity
of labor remains unchanged and who now earn one-
third of the total income of the society instead of one-
half.

82. Calculate the change in the real income
of the members of the group whose productivity of
labor doubles.

83. Calculate the change in the real income
of the members of the group whose productivity of
labor remains unchanged.

84. Name the element to which the change in
the real income of both groups corresponds.

85. If in the course of economic competition,
the success of the members of one group in raising
their productivity serves to reduce the money incomes
of the members of another group, it follows that the
members of the first group have economically harmed
the members of the second group. (Answer in the light
of your answers to the preceding series of questions.) 

This is a 12-part question. Assume that initially
an egalitarian society exists in which everyone
has the same productivity of labor and earns the
same money income. Now, perhaps because of ex-
posure to rays from outer space, five percent of
the population becomes energized into becoming
the most intelligent, ambitious and hardest-work-
ing five percent, whereupon it succeeds in increas-
ing its own productivity of labor a full twelvefold.
The process of increasing the productivity of its
own labor entails such things as the members of
this five percent founding and organizing busi-
ness firms and introducing new, improved meth-
ods of production and new, improved products.
As a result, in the course of improving the produc-
tivity of its own labor, the activities of the five
percent serve to double the productivity of labor
of the remaining ninety-five percent of the popula-
tion, which is induced to work with the newer,
better methods of production and to produce the
newer, better products. As before, assume that the
relative incomes of the two groups will be in pro-
portion to their relative production. As usual, as-
sume that the quantity of money and thus the
aggregate demands for consumers’ goods and
labor remain the same.

86. State the now larger aggregate output rel-
ative to the initial aggregate output. (You must add
12x.05 plus 2x.95.)

87. State the resulting general consumer
price level as a decimal of the original consumer price
level.

88. Calculate the percentage of the total mon-
etary income of the economic system, which now ac-
crues to the 5 percent of the population that has
increased its productivity of labor twelvefold. (You
need to know the output of this group relative to total
output.)

89. Calculate the change in the money in-
come of the 5 percent of the population whose produc-
tivity of labor increases twelvefold. (To do this state
the new percentage of income going to this group as a
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decimal and then divide it by .05, which was the initial
income of this group.)

90. Calculate the percentage of the total mon-
etary income of the economic system, which now ac-
crues to the 95 percent of the population that has
increased its productivity of labor twofold. (Again,
you need to know the output of this group relative to
total output.)

91. Calculate the change in the money in-
come of the 95 percent of the population. (To do this
state the new percentage of income going to this group
as a decimal and then divide it by .95, which was the
initial income of this group.)

92. Calculate the change in the real income
of the 95 percent of the population. (To do this you
need to divide the change in the group’s money in-
come by the change in the general consumer price
level. Your answer should be 2.)

93. Calculate the change in the real income
of the 5 percent of the population whose productivity
of labor increases twelvefold. (Follow the same proce-
dure as in the preceding question. Your answer should
be 12.)

94. How much more does the average mem-
ber of the 5 percent group earn than the average mem-
ber of the 95 percent group? (You need to divide each
group’s percentage of total earnings by its percentage
of population and then divide the per capita earnings
of the 5 percent group by those of the 95 percent
group.)

95. How much more does the average mem-
ber of the 95 percent group earn in real terms by virtue
of the activities of the members of the 5 percent group?

96. How much more will the average mem-
ber of the 95 percent group earn in real terms if the im-
provements introduced by members of the 5 percent
group serve to double the productivity of labor of the
members of the 95 percent group every generation?

97. The preceding all goes to show how in a
capitalist society

a. the rich get richer and the poor get poorer
b. the material self-interests of rich and poor are
harmonious, with the “poor” becoming progres-
sively richer, thanks precisely to the activities of
the rich
c. injustice exists because the rich are always sev-
eral steps ahead of the poor, no matter how much
richer the poor are becoming

98. The productive contribution of business-
men and capitalists is manifested precisely in the deter-
mination of the exchange value of products largely by
the quantity of labor required to produce them, be-
cause the activity of the businessmen and capitalists
serves continually to reduce those quantities and thus
to make the prices of goods continually to fall relative

to wage rates and thereby continually to raise real
wage rates.

99. Show mathematically how, starting with
the formulas for the price and wage level, real wage
rates are expressible as the product of the productivity
of labor times the “distribution factor.” Be sure to indi-
cate the mathematical meaning both of the productiv-
ity of labor and the “distribution factor.”

100. Real wages depend on the productivity
of labor; the productivity of labor, in turn, depends on
the supply of capital goods per worker.

101. The determinants of the supply of capi-
tal goods are

a. the extent to which the economic system de-
votes labor and existing capital goods to the pro-
duction of capital goods relative to the extent to
which it devotes labor and existing capital goods
to the production of consumers’ goods
b. the productivity of labor and existing capital
goods
c. the demand for capital goods relative to the de-
mand for consumers’ goods
d. all of the above

The following is a 6-part question.

102. Capital goods are continuously used up
and worn out in the course of production and thus
must continuously be produced if their supply is to be
maintained.

103. The proportion of the economic
system’s existing output that must be devoted to the
production of capital goods if their supply is to be
maintained is called the maintenance proportion.

104. In order for capital accumulation to take
place, it is necessary for the actual proportion of the
economic system’s existing output that is devoted to
the production of capital goods to exceed the mainte-
nance proportion.

105. The demand for capital goods relative
to the demand for consumers’ goods determines the
production of capital goods relative to the production
of consumers’ goods and thus whether or not the pro-
portion of the economic system’s output that is de-
voted to the production of capital goods will equal,
exceed, or fall short of the maintenance proportion.

106. The demand for capital goods relative
to the demand for consumers’ goods depends on the
extent to which individuals and business firms devote
their revenues and incomes to saving and productive
expenditure rather than to consumption expenditure.

107. The greater is the degree of saving and
productive expenditure relative to consumption expen-
diture

a. the higher will be the demand for capital goods
relative to the demand for consumers goods
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b. the greater will be the production of capital
goods relative to the production of consumers’
goods
c. once beyond the maintenance proportion, the
more will the production of new capital goods
tend to exceed the productive consumption of ex-
isting capital goods and thus the more rapidly will
the supply of capital goods tend to increase
d. the higher and more rapidly rising will the pro-
ductivity of labor and thus real wages tend to be
e. all of the above

108. The productivity of capital goods is the
ratio of output to the supply of capital goods used up
in producing the output.

109. The higher is the productivity of capital
goods,

a. the lower is the maintenance proportion
b. the easier it is to accumulate capital
c. the more rapidly will capital accumulation take
place for any given relative production of capital
goods in excess of the maintenance proportion
d. all of the above

110. Technological progress
a. serves to maintain the productivity of capital
goods in the face of increasing supplies of capital
goods
b. offsets the operation of the law of diminishing
returns in the face of increasing supplies of capital
goods
c. is an essential requirement of continued capital
accumulation
d. all of the above

111. The higher is the productivity of capital
goods, the higher is the proportion of output that needs
to be devoted to the production of capital goods in
order to maintain the supply of capital goods.

112. The economic degree of capitalism is
the ratio of productive expenditure for capital goods
and labor to business sales revenues.

113. The “distribution factor” is the ratio of
the demand for labor by business to the demand for
consumers’ goods from business.

114. The higher is the distribution factor, the
higher tends to be the proportion of national income
that is constituted by wages.

115. The higher is the economic degree of
capitalism

a. the higher is the demand for capital goods rela-
tive to the demand for consumers’ goods
b. the higher is the distribution factor
c. the higher and more rapidly rising are real
wages
d. all of the above

116. Saving underlies capital accumulation
insofar as it determines the demand for and production

of capital goods relative to the demand for and produc-
tion of consumers’ goods.

117. Technological progress
a. is essential for continued substantial capital ac-
cumulation
b. depends on an increasing supply of capital
goods as the means of implementing more ad-
vanced technologies
c. both (a) and (b)

118. Insofar as businessmen and capitalists
are motivated to save and productively expend and to
improve the methods of production, the effect of their
activities is

a. to increase the demand for and production of
capital goods relative to the demand for and pro-
duction of consumers’ goods and thus to bring
about capital accumulation and a rising productiv-
ity of labor
b. to change the distribution factor in favor of
wage earners by means of raising the demand for
labor by business relative to the demand for
consumers’ goods
c. to maintain or increase the productivity of capi-
tal goods and thereby further contribute to capital
accumulation and the rise in the productivity of
labor
d. to raise real wages
e. all of the above

119. Capital accumulation is fostered by
a. saving
b. technological progress 
c. international free trade
d. economic freedom in general 
e. all of the above

120. The concept that subsumes both techno-
logical progress and economic freedom as causes of
capital accumulation is

a. saving
b. a rise in the productivity of capital goods
c. both (a) and (b)

121. The ultimate foundations of capital ac-
cumulation and a rising productivity of labor and real
wages are

a. individual freedom to pursue one’s material
self-interest
b. a substantially rational cultural environment
c. both (a) and (b)

122. Saving and productive expenditure and
thus the demand for and production of capital goods
are reduced by

a. the corporate income tax
b. the progressive personal income tax
c. the inheritance tax
d. the social security system
e. all of the above
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123. Government budget deficits reduce or
retard

a. the demand for private securities
b. productive expenditure
c. the demand for and production of capital
goods relative to the demand for and production
of consumers’ goods
d. capital accumulation
e. the productivity of labor
f. real wages
g. all of the above

124. Government budget deficits financed by
inflation of the money supply promote capital accumu-
lation.

125. Capital accumulation under capitalism
was inaugurated by a rise in the economic degree of
capitalism, combined with a rise in the efficiency with
which existing capital goods were employed, both of
which operated to raise real wage rates from the very
beginning.

126. The effect of the higher economic de-
gree of capitalism was a rise in the demand for labor
alongside the rise in the demand for capital goods.

127. The Industrial Revolution
a. represented a great increase in the efficiency of
production and in the use of existing capital goods
b. brought about a sharp decrease in the mainte-
nance proportion
c. was accompanied by capital accumulation that
took place out of an increase in production rather
than as the result of any absolute fall in per capita
consumption
d. all of the above

128. If and when it occurs, a rise in the de-
mand for capital goods at the expense of the demand
for labor is

a. permanently against the interests of the wage
earners because it operates to reduce wage rates
b. ultimately accompanied by a fall in the prices
of consumers’ goods that is greater than the fall in
wage rates and is so by an ever wider margin

129. It is almost impossible that the inaugura-
tion or intensification of capital accumulation and eco-
nomic progress in a capitalist country could ever result
in a reduction in average real wages that would not be
made good very quickly. This is because

a. the basic effect of a higher economic degree of
capitalism is to raise the demand for labor, as well
as the demand for capital goods, relative to con-
sumption and total sales revenues in the economic
system
b. at the same time, the higher economic degree
of capitalism is itself part of an even wider pro-
cess which has as another major effect a rise in
the productivity of capital goods and correspond-
ing fall in the maintenance proportion

c. any rise in demand for capital goods at the ex-
pense of the demand for labor that might take
place, despite the fundamental background of a
rise in the demand for both, would not take place
suddenly and dramatically, all at once, but only
gradually, over a period of years, with the result
that each succeeding year over which the process
occurred would benefit from the operation of
forces already in place that were working to bring
about a rise in real wages
d. all of the above 

130. In the case of the Industrial Revolution
in England, the process of capital intensification and
the corresponding rise in the ratio of the value of accu-
mulated capital to wage payments, appears to have
taken place and been largely completed in the century
and a half or more prior to 1775—the year usually
taken as marking the beginning of the Industrial Revo-
lution. This was manifested in the fall in the rate of in-
terest on long-term government bonds in England to 3
percent as early as 1757.

131. Capital accumulation under capitalism
must initially reduce real wages because getting the
process started requires a sudden sharp drop in the de-
mand for labor by business in order to make possible
the necessary rise in the relative demand for and pro-
duction of capital goods.

132. The bad economic conditions of the av-
erage worker in Great Britain in the early years of the
Industrial Revolution were the result of

a. twenty-five years of almost uninterrupted war
with France between 1790 and 1815
b. taxes and loans that deprived business firms of
the ability both to pay wages and to buy capital
goods and thereby worked against real wages via
both the “distribution factor” and the productivity
of labor
c. both (a) and (b)

133. In a socialist country, such as Soviet
Russia, with its gross inefficiencies and impossibly
high maintenance proportion, any capital accumula-
tion that may occur based on domestic sources is
likely to be at the expense of the extreme deprivation
of the citizens.

134. The low real wages, long hours of work,
and poor working conditions that characterized much
of the nineteenth century were the result of 

a. a low productivity of labor
b. the greed of the capitalists and a correspond-
ingly unjust distribution of wealth and income

135. As the productivity of labor rose over
the course of the nineteenth century,

a. the supply of goods increased relative to the
supply of labor
b. prices fell relative to wage rates
c. wage rates rose relative to prices
d. real wage rates rose
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e. all of the above

136. As real hourly wage rates rose in the
nineteenth century, the hours of work could fall be-
cause

a. more and more workers could afford to accept
jobs requiring shorter hours and paying less than
jobs requiring longer hours
b. it became competitively advantageous for em-
ployers to offer shorter hours, as more and more
workers were placed in a position of being able to
afford to take jobs with shorter hours at wages
lower by enough to make their offer profitable
c. in accordance with the growing ability of work-
ers to afford to accept jobs with shorter hours and
their growing desire for same, the market started
to create a wage premium for jobs with longer
hours and a wage discount for jobs with shorter
hours
d. all of the above

137. As real hourly wage rates rose in the
nineteenth century, child labor could disappear be-
cause more and more parents could afford to keep
their children home longer and longer and at the same
time increasingly desired to do so.

138. As real hourly wage rates rose in the
nineteenth century, working conditions improved be-
cause

a. the same process of technological progress that
was essential to the rise in the productivity of
labor made possible improvements in working
conditions technologically possible
b. to the extent that improvements in working
conditions contributed to greater efficiency and
could be implemented at a smaller and smaller
real cost, it increasingly paid employers to adopt
them
c. the rise in real wages enabled workers to af-
ford to accept lesser increases in real wages in
cases in which improvements in working condi-
tions did not increase efficiency or did not do so
sufficiently to pay for themselves
d. all of the above

139. A rise in the productivity of labor is
a. one possible cause of a sustained, significant
increase in real wage rates, a redistribution of
wealth and income being another
b. one possible cause of a sustained, significant
increase in real wage rates, an increase in the de-
mand for labor being another
c. the only possible cause of a sustained, signifi-
cant increase in real wage rates
d. all of the above

140. A rise in money wage rates constitutes a
rise in real wage rates when it takes place by means of

a. an increase in the quantity of money and vol-
ume of spending in the economic system

b. a decrease in the supply of labor available to
work
c. an increase in the demand for labor at the ex-
pense of the demand for capital goods
d. an increase in the demand for labor by means
of taxation the proceeds of which is used to pay
wages
e. all of the above
f. none of the above

141. It is possible to raise real wage rates by
means of raising the demand for labor and thus money
wage rates

a. when the rise in demand for labor is made pos-
sible by a fall in the personal consumption of busi-
nessmen and capitalists 
b.  when the rise in demand for labor is made pos-
sible by a fall in taxation and government spend-
ing
c. both (a) and (b)
d. neither (a) nor (b)

142. A reduction in government spending
and taxation

a. can make a significant one-time contribution
to raising real wage rates by means of raising the
demand for labor
b. makes an ultimately much more important,
continuing contribution to the rise in real wage
rates by means of bringing about an increase in
the relative demand for and production of capital
goods and by operating to raise the productivity of
capital goods via increasing the incentives to intro-
duce improvements
c. both (a) and (b)

143. A policy of redistribution of wealth and
income

a. assumes that the wealth of businessmen and
capitalists exists in the form of a vast supply of
consumers’ goods and can be taken with little or
no effect on the amount of wealth produced 
b. ignores the fact that the great bulk of the
wealth of businessmen and capitalists exists in the
form of capital goods and underlies the demand
for labor, and that it’s seizure must cause substan-
tial capital decumulation and a decline in the pro-
ductivity of labor and real wages
c. both (a) and (b)

144. The general public and the labor unions
a. correctly
b. mistakenly

believe that raising money wage rates is the means of
raising real wage rates.

145. The efforts of individuals, who must op-
erate under the freedom of competition, to raise their
real wages by means of earning more money are per-
fectly reasonable, fully consistent with the productiv-
ity theory of wages, and serve to raise the average
level of real wage rates. However, the attempt to raise
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the average money wage rate of wage earners as a
group, by means of violating the freedom of competi-
tion, serves to cause unemployment and lower real
wages. 

146. Depending on the extent of their influ-
ence, the effect of labor unions is

a. to raise the wage rates of some groups of work-
ers artificially while more than equivalently reduc-
ing the real wage rates of other groups of workers
b. to cause unemployment
c. both (a) and (b)

147. Labor unions are
a. a genuinely prolabor institution insofar as they
achieve increases in money wage rates, because
that is the most effective means of raising the gen-
eral level of real wage rates
b. an antilabor institution insofar as in preventing
or delaying the introduction of labor-saving im-
provements and in other ways holding down the
productivity of labor, they actively combat the
rise in real wage rates
c. both (a) and (b)

148. When labor unions recognize a connec-
tion between the productivity of labor and wages, the
connection they seek to establish is between a higher
productivity of labor and 

a. higher money wage rates
b. lower prices

149. According to the belief that a higher pro-
ductivity of labor should translate into correspondingly
higher money wage rates

a. the wages of workers producing such goods as
computer memory and computer hard drives,
where there has been an enormous rise in the pro-
ductivity of labor over the last fifteen or twenty
years, should have increased correspondingly
b. the wages of workers like waiters or busboys
in restaurants, where there has been virtually no
rise in the productivity of labor for many genera-
tions, should have remained essentially un-
changed over this time
c. both (a) and (b) 

150. According to the productivity theory of
wages, among the consequences of minimum wage
legislation are:

a. unemployment, especially among the least edu-
cated, least skilled members of society
b. a life-long depressing effect on the earnings of
society’s most disadvantaged members, who in
being prevented from being employed in entry
level jobs at sub-minimum wages, are prevented
from gaining the experience and developing the
skills that might have enabled them to become
qualified for better paying jobs later on
c. both (a) and (b)

151. According to the productivity theory of
wages, maximum- hours legislation

a. forces people to do less work than they are
willing and able to do
b. reduces the real wages of people to the extent
that it reduces the work they perform
c. both (a) and (b)

The following is a four-part question. Assum-
ing that the monetary demands for consumers’
goods and labor are both unchanged,

152. Calculate the effect on average hourly
wage rates of a twenty-five percent reduction in the
work week from forty hours to thirty hours.

153. Calculate the effect on the production
and supply of consumers’ goods of the above reduc-
tion in the work week on the further assumption that
the productivity of labor remains constant per hour
worked.

154. Calculate the effect on the prices of
consumers’ goods of the reduction in the supply of
consumers’ goods calculated in answer to the previous
question.

155. Calculate the effect on average real
weekly wage rates on the basis of the change in the re-
lationship between average weekly money wage rates
and the general consumer price level.

156. Maximum-hours legislation does not re-
duce real wages when hourly wage rates are increased
to offset the reduction in hours, because in this case
weekly wage rates are unchanged.

The following is a four-part question. Assum-
ing that the monetary demands for consumers’
goods and labor are both unchanged, and that in a
poor, backward society, the labor of children ini-
tially accounts for ten percent of the supply of
labor and produces ten percent of the output of
consumers’ goods, calculate the effect of the abo-
lition of all child labor on

157. The money income of the average work-
ing family.

158. The supply of consumers’ goods pro-
duced.

159. The general consumer price level.

160. The real wages of the average working
family.

161. According to the productivity theory of
wages, the effect of child labor legislation is

a. simply to eliminate child labor
b. in the absence of offsetting increases in the
productivity of labor, to reduce the real earnings
of poor families at the same time that it eliminates
child labor
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162. According to the productivity theory of
wages, the effect of forced improvements in working
conditions is

a. a rise in costs of production and prices
b. unemployment or a fall in take-home money
wage rates sufficient to offset the rise in costs
caused by the forced improvements
c. a fall in real take home wages
d. all of the above

163. According to the productivity theory of
wages, the effect on real wages of freedom of competi-
tion in the employment of women and members of mi-
nority groups is positive despite a possible reduction in
the money wage rates of those already employed

a. to the extent that it succeeds in raising the aver-
age productivity of labor and thus reduces prices
relative to wage rates
b. to the extent that it enables the average work-
ing family to have the benefit of a larger number
of hours of labor
c. both (a) and (b)

164. The effect of the competition of women
and members of minority groups entering the labor
market

a. under economic freedom is not unemployment
but a reduction in money wage rates and an in-
crease in the supply of goods produced and a cor-
responding fall in the prices of goods

b. in the face of prounion and minimum wage leg-
islation and racial and sexual quotas, the creation
of unemployment among white male workers
c. both (a) and (b)

165. The concept of the aggregate demand
for labor employed by the productivity theory of
wages is fundamentally different than the classical
economists’ concept of the wage fund.

166. John Stuart Mill abandoned the idea of
a fixed wage fund on the grounds that a rise in wage
rates compelled by labor unions could result in a rise
in the wage fund at the expense of the personal con-
sumption expenditure of businessmen and capitalists.

167. The productivity theory of wages and
the marginal productivity theory of wages differ with
respect to

a. the attempt to derive the value of labor ser-
vices on the basis of the value of product lost by
virtue of the withdrawal of a unit of labor
b. the significance they accord to changes in
prices as a factor determining real wages
c. both (a) and (b)

168. Attempting to derive the value of com-
plementary factors of production from the value of
their product, e.g., derive the value of a steering wheel,
carburetor, and brake from the value of the automobile
in which they are parts, easily results in the attribution
of far more value to such factors of production than is
possessed by the product. 
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Answers to Questions 1-168 on Chapter 14                                                                                  161   

Correct Correct Correct Correct
Q. #  Answer Q. #  Answer Q. #  Answer Q. #  Answer

1 T 43 2x 85 F 127 d
2 T 44 2x 86 2.5 128 b
3 T 45 none 87 0.4 129 d
4 e 46 halves 88 24% 130 T
5 f 47 none 89 4.8 131 F
6 T 48 2x 90 76% 132 c
7 T 49 none 91 .76/.95 133 T
8 T 50 2x 92 2 134 a
9 e 51 2x 93 12 135 e
10 T 52 prod. of labor 94 6 136 d
11 d 53 DL, SL 95 2x 137 T
12 d 54 DC, SC 96 2x more/gen. 138 d
13 d 55 halve 97 b 139 c
14 6 hours 56 halve 98 T 140 F
15 100% 57 none 99 see text 141 c
16 $6 58 2x 100 T 142 c
17 $60 59 half 101 d 143 c
18 $54 60 one-fourth 102 T 144 b
19 $6 61 2x 103 T 145 T
20 a 62 d 104 T 146 c
21 T 63 T 105 T 147 b
22 d 64 d 106 T 148 a
23 T 65 T 107 e 149 c
24 T 66 b 108 T 150 c
25 T 67 c 109 d 151 c
26 c 68 T 110 d 152 four thirds
27 25% 69 b 111 F 153 three fourths
28 12.50% 70 c 112 T 154 four thirds
29 e 71 b 113 T 155 three fourths
30 e 72 b 114 T 156 F
31 T 73 F 115 d 157 no change
32 c 74 two thirds 116 T 158 nine tenths
33 T 75 four thirds 117 c 159 ten ninths
34 c 76 one third 118 e 160 nine tenths
35 d 77 T 119 e 161 b
36 T 78 three halves 120 b 162 d
37 T 79 two thirds 121 c 163 c
38 T 80 four thirds 122 e 164 c
39 F 81 two thirds 123 g 165 F
40 T 82 2 124 F 166 T
41 T 83 1 125 T 167 c
42 b 84 prod. of labor 126 T 168 T
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Chapter 15 (Includes Review of Chapter 14, Part B, Section 3)

1. The volume of spending in the economic
system is a measure of the quantity of money that ex-
ists, not of the volume of wealth that is produced.

2. The use of price indexes to adjust the vol-
ume of spending for changes in the price level makes
possible a precise measure of what is produced.

3. The concept of gross product properly in-
cludes the production of capital goods such as flour
and wheat and steel and iron ore.

4. Productive consumption is consumption
for the purpose of production.

5. The net product of the economic system is
a. the gain from production
b. equal to the final product
c. the difference between the gross product and
productive consumption
d. all of the above
e. none of the above

6. According to most of today’s textbooks,
what a producer produces is 

a. simply his actual product, such as bread in the
case of a bakery and steel in the case of a steel mill
b. the difference between his actual product and
the previously produced means of production he
uses up in producing it—for example, the differ-
ence between bread and flour or the difference be-
tween automobiles and steel sheet

7. According to most of today’s textbooks,
wheat farmers and flour millers respectively produce
only wheat and flour, not bread.

8. What contemporary economics describes
as the gross product of the economic system is actually
a highly netted product.

9. According to the prevailing concept of
gross product, to claim that both bread and flour or
both automobiles and steel are produced is to claim
that more is produced than is in fact produced and thus
to commit the error of double counting.

10. According to contemporary economics,
the production of the final products already counts the
production of all the products leading up to their pro-
duction, which is why it represents double counting to
count them again, separately.

11. In reporting both so many million auto-
mobiles and so many million tons of steel as being pro-
duced in the United States in a given year, The
Statistical Abstract of the United States must be
judged guilty of the alleged error of double counting.

12. The view that one’s product is not one’s
actual physical product but an abstraction, i.e., the con-
ceptual difference between one’s product and the pre-
viously produced means of production one uses up to

produce it implies that the total product of the eco-
nomic system

a. is essentially just the production of consumers’
goods, i.e., of “final products”
b. that the total production of the economic sys-
tem is measured by the sum of values added to the
previously produced means of production
c. that the total production of the economic sys-
tem is measured by the value of the final product
d. all of the above

13. What leads to the conclusion that a final
product, such as bread, counts all the intermediate
products whose production is necessary to its produc-
tion is 

a. viewing the final product as though it con-
sisted of a bundle of abstractions, i.e., the concep-
tual product differences that each producer
allegedly produces at the various stages leading
up to the final product
b. taking apart and putting together this collec-
tion of abstractions to represent different entities
and in the process often altogether forgetting the
existence of one or more of the conceptual prod-
uct differences
c. adopting a Platonic-Heraclitean view of the na-
ture of entities
d. all of the above
e. none of the above

14. The belief that the value of the final prod-
uct counts the value of the intermediate products in ad-
dition to its own value rests on 

a. expressing the value of the final product in var-
ious mutually exclusive alternative formulations
b. ignoring one or more terms in all but one of
the alternative formulations
c. adding up the remaining elements of the mutu-
ally exclusive alternative formulations 
d. all of the above
e. none of the above

15. The belief that the value of the final prod-
uct counts the value of the intermediate products in ad-
dition to its own value rests represents a twofold
violation of the laws of arithmetic.

16. The belief that the value of the final prod-
uct counts the value of the intermediate products in ad-
dition to its own value entails a double counting of the
value of the final product.

17. Productive expenditure is
a. expenditure for the purpose of producing
goods and services
b. expenditure for the purpose of making subse-
quent sales

18. Consumption expenditure is expenditure
not for the purpose of making subsequent sales.
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19. An individual grows richer through pro-
ductive expenditure and poorer through consumption
expenditure.

20. In buying a consumers’ good, one buys 
a. the consumers’ good one buys
b. the factors of production that were used up to
produce the consumers’ good one buys
c. the factors of production that the sellers of the
consumers’ good will buy with the pieces of
money received in exchange for the consumers’
good one buys
d. the products into which the good one buys will
be made
e. all of the above
f. none of the above

21. In buying a consumers’ good, one pays
for the seller’s research and development outlays and
for his political and charitable contributions.

22. It is often believed that in buying a
consumers’ good one also buys

a. the factors of production that were used up to
produce the consumers’ good one buys
b. the factors of production that the sellers of the
consumers’ good will buy with the pieces of
money received in exchange for the consumers’
good one buys
c. the products into which the good one buys will
be made
d. all of the above

23. In buying a consumers’ good, one buys
simply and only the consumers’ good.

24. A quantity of wheat is produced that sells
for $100 and is used to produce a quantity of flour that
in turn sells for $150. The flour is then used to produce
a quantity of bread that sells for $225. State the total
value of what is produced.

25. A quantity of wheat is produced that sells
for $100 and is used to produce a quantity of flour that
in turn sells for $150. The flour is then used to produce
a quantity of bread that sells for $225.

a. the total value of what is produced is $475
b. the total value of what is produced is $225

26. The belief that in buying a consumers’
good one buys everything necessary to its production
supports the belief that saving is hoarding.

27. The proposition that “the demand for A
is the demand for A” 

a. means, for example, that the purchase of an au-
tomobile is the purchase simply and only of that
automobile and not the purchase of the automo-
bile and the steel used to make it
b. is a restatement of John Stuart Mill’s proposi-
tion that “demand for commodities is not demand
for labor,” in a positive and more extended form

c. serves to prevent confusing real entities and
real purchases with “shadow entities and shadow
purchases”
d. all of the above
e. none of the above

28. The belief that wheat and flour are in
bread because the bread was made from flour that was
made from wheat implies that ice is in steam if the
steam came from water that came from ice. 

29. The difference between a real purchase
of bread, flour, and wheat and a “shadow-entity” type
purchase is that in the first case one leaves the store
with three distinct items, while in the second one
leaves only with bread.

30. The notion that in buying the final prod-
uct one buys the labor and capital goods necessary to
its production is consistent with the fact that business-
men need capital in order to buy the means of produc-
tion

31. The notion that in buying the final prod-
uct one buys the labor and capital goods necessary to
its production does not imply that in eating a loaf of
bread one eats flour, wheat, and tractor parts.

32. The fact that one buys the output is proof
that one has not bought the inputs.

33. If someone in fact bought flour and paid
the wages of bakers and then were charged for the re-
sulting bread, he would be in the position of a man
forced to buy his own property.

34. “The demand for consumers’ goods is
not only not a demand for factors of production, but is
in competition with the demand for factors of produc-
tion.”

35. If the sellers of consumers’ goods used
the whole of their sales proceeds to consume, their de-
mand for factors of production would

a. rise to infinity, according to the Keynesian
multiplier analysis
b. fall to zero
c. both (a) and (b)
d. neither (a) nor (b)

36. If wealthy businessmen decide to with-
draw funds from their firms in order consume in the
form of buying yachts, say, the effect will be 

a. an increase in the demand for capital goods
and labor by the yacht-building industry
b. a decrease in the demand for capital goods and
labor by the industries producing capital goods
c. a decrease in the overall demand for capital
goods and labor in the economic system to the ex-
tent that the purchase of yachts takes the place of
the purchase of capital goods and labor
d. all of the above
e. none of the above
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37. A rise in the demand for consumers’
goods at the expense of the demand for factors of pro-
duction increases the proportion of the demand for fac-
tors of production that is made by the consumers’
goods industries while reducing the overall size of the
demand for factors of production in the economy as a
whole.

38. The only income of any significance that
could be increased by virtue of the repeated rounds of
consumption expenditure depicted in the multiplier
process would be profit income, not wage income.

39. Saving is
a. the nonspending of funds
b. hoarding
c. the nonconsumption of funds
d. all of the above
e. none of the above

40. People of limited education and with no
business experience are especially prone to confuse
saving with hoarding because they have no first-hand
familiarity with productive expenditure and thus con-
clude that if funds are not consumed, they are simply
not spent.

41. The fallacy that saving is hoarding
a.  appears in the financial press when fears are
expressed that a rise in saving portends a reces-
sion or depression
b. is accompanied by the belief that investment
spending comes virtually out of nowhere and is
expansionary
c. is present in contemporary economics texts
when they describe saving as a “leakage” from the
spending stream
d. all of the above
e. none of the above

42. Most present-day economics textbooks
describe the macroeconomic effects of taxes and gov-
ernment spending as the same as saving and invest-
ment, i.e., the one as representing hoarding and the
other as representing new and additional spending, vir-
tually out of nowhere.

43. The belief that saving is hoarding
a. can apply to a given individual in certain cir-
cumstances
b. represents the fallacy of composition when it
is applied to the economic system as a whole
c. both (a) and (b)
d. neither (a) nor (b)

44. When large-scale hoarding, i.e., an in-
crease in the demand for money for holding, actually
occurs it 

a. causes a decline in sales revenues, profits, and
business net worth
b. causes unemployment and dissaving by the un-
employed
c. is the cause of an overall reduction in savings

d. all of the above
e. none of the above

45. When it occurs on a significant scale,
“hoarding” 

a. has nothing fundamentally to do with any at-
tempt to save or to save more
b. does not originate with consumers
c.  represents the attempt of business firms and in-
vestors to convert previously accumulated savings
from their usual form of investments in physical
assets or claims to physical assets, into cash, in an
effort to become more liquid
d. all of the above
e. none of the above

46. “Hoarding” 
a. comes about after inflation and credit expan-
sion have created the potential for a sudden rise in
the demand for money for holding by first causing
an undue decline in the demand for money for
holding and the consequent creation of a state of
illiquidity
b. operates to increase the degree of liquidity in
the economic system—i.e., the ratio of the quan-
tity of money to such magnitudes as current liabili-
ties—and finally to put an end to the desire further
to increase cash holdings
c. can be prevented from having harmful conse-
quences by means of avoiding inflation and credit
expansion
d. all of the above
e. none of the above

47. What is saved is not only spent, but is the
source of most spending in the economic system inas-
much as saving is the foundation of all of the produc-
tive expenditure that is made out of business sales
revenues.

48. Saving is the foundation of
a. the demand for goods at wholesale
b. the demand for all capital goods, i.e., the de-
mand for all buildings, machinery, materials, com-
ponents, and supplies by business firms
c. the demand for labor by business firms
d. the demand for expensive consumers’ goods
e. all of the above
f. none of the above

49. The proposition that saving is the source
of most spending in the economic system is implied 

a. by the fact that profit margins are typically on
the order of ten percent or less
b. costs and thus productive expenditure relative
to sales are typically on the order of ninety per-
cent or more
c. a substantial portion of costs and the produc-
tive expenditure that gives rise to them are for cap-
ital goods, behind which there are further
substantial costs and productive expenditure
d. all of the above
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e. none of the above

50. A rise in the rate of saving raises the de-
mand for houses and expensive consumers’ goods in
general.

51. All the wages of the employees of busi-
ness firms are paid out of saving and productive expen-
diture by the business firms; essentially only the wages
of domestic servants and government employees are
paid out of consumption expenditure.

52. Via the payment of wages and salaries,
saving and productive expenditure are the source of al-
most all consumption expenditure.

53. 
a. Financially the individual business firm is vi-
tally dependent on the consumers, because it must
compete with other business enterprises for the
funds that the consumers can choose to spend on
the one or the other business firms
b. From the perspective of the economic system
as a whole, however, it is the consumers who are
vitally dependent on business, because “money
comes to goods”—i.e., all the funds in the
consumers’ posesssion are sooner or later inevita-
bly drawn from them to business in buying the
goods and services necessary to their survival,
well-being, and enjoyment, with the result that
they must obtain fresh money from business
c. both (a) and (b)
d. neither (a) nor (b)

54. Through its productive expenditure and
through the consumption expenditure of its owners
and creditors, business is the source of its own demand
and profitability, with the result that there is no need
for government created outside consumption.

55. In making possible capital accumulation
and rising production, saving

a. is the source of an increasing aggregate de-
mand in real terms
b. is the source of an increasing aggregate de-
mand in monetary terms
c. in the long run, is the source of rising consump-
tion in both real and monetary terms, as the post–
World War II history of Japan and other Asian
economies vividly illustrates
d. all of the above
e. none of the above

56. Given the same quantity of money in the
economic system, to the extent that savings are used to
pay wages, and the wage earners consume their wages,
the effect is to leave aggregate consumption un-
changed, with consumption by wage earners taking the
place of consumption by the savers.

57. The fact that national income equals con-
sumption plus net investment and that consumption
often exceeds net investment by more than ten to one

implies that most of national income is paid by con-
sumption expenditure.

58. The equality between national income
(i.e., the sum of profits plus wages), on the one side,
and net national product (i.e., the sum of consumption
expenditure plus net investment), on the other, is in
fact an identity in which the only difference between
the two sides is a change in the order of addition of the
exact same revenue-expenditure subcomponents.

59. Net investment 
a. equals productive expenditure minus business
costs—the same costs as are deducted from sales
revenues in calculating aggregate profits
b. like the visible portion of an iceberg, is the
heading under which most spending in the eco-
nomic system is concealed
c. equals net investment in plant and equipment
plus net investment in inventories
d. equals productive expenditure on account of
plant and equipment minus depreciation cost, plus
productive expenditure on account of inventory
and work in progress minus cost of goods sole,
plus productive expenditure not debited to any
asset account minus the costs represented by such
productive expenditure
e. all of the above
f. none of the above

60. Gross national revenue (GNR)
a. equals total business sales revenues plus wage
payments
b. equals the sum of consumption expenditure
plus productive expenditure
c. both (a) and (b)
d. neither (a) nor (b)

61. Gross national revenue (GNR)
a. reduces to national income if costs are sub-
tracted from sales revenues
b. reduces to net national product if costs are sub-
tracted from productive expenditure
c. both (a) and (b)
d. neither (a) nor (b)

62. Gross national revenue (GNR) reduces to
GNP if all costs but depreciation are deducted from
productive expenditure, which is equivalent to adding
depreciation to net national product.

The following pertains to the next eleven questions.
Assume that the demand for consumers’ goods is 1000
units of money, the demand for capital goods is also
1000 units of money, the demand for labor by business
firms is 800 units of money, the demand for labor by
consumers is 100 units of money, and total business
costs deducted from sales revenues are 1700.

63. Find aggregate profits.

64. Find aggregate wages.

65. Find national income.

166 Short-Answer Questions, Chapter 15 Dr. Reisman



66. Find total consumption.

67. Find net investment.

68. Find net national product.

69. Find total sales revenue and income pay-
ments in the economic system.

70. Find the portion of total sales revenue
and income payments constituted by consumption ex-
penditure.

71. Find the portion of total sales revenue
and income payments constituted by productive expen-
diture.

72. What portion of wages is paid by con-
sumption expenditure?

73. What portion of wages is paid by produc-
tive expenditure?

The following pertains to the next 4 questions. One-
hundred of additional net investment takes place, gen-
erated by 100 of additional demand for capital goods,
and the Keynesian “marginal propensity to consume”
is .75.

74. Find the “investment multiplier.”

75. Find the alleged increase in national in-
come.

76. How much of the additional national in-
come is wages?

77. How much of the additional national in-
come is profits?

The following pertains to the next 4 questions. Once
again, one-hundred of additional net investment takes
place, generated this time by 50 of additional demand
for capital goods and 50 of additional demand for
labor by business. This time, the Keynesian “marginal
propensity to consume” is .90.

78. Find the “investment multiplier.”

79. Find the alleged increase in national in-
come.

80. How much of the additional national in-
come is wages?

81. How much of the additional national in-
come is profits?

82. 
a. The only incomes raised by the successive
rounds of consumption expenditure envisioned by
the multiplier doctrine would be  profits, not
wages. 
b. Any rise in wages, in the demand for goods at
wholesale, in the demand for capital goods of any
kind depends on saving, which the Keynesians re-
gard as a “leakage” and as allegedly diminishing
the amount of subsequent incomes.
c. both (a) and (b)

d. neither (a) nor (b)

83. 
a. Real wages depend on the productivity of
labor.
b. The productivity of labor depends on the sup-
ply of capital goods per worker, increasing as it in-
creases, decreasing as it decreases.
c. both (a) and (b)
d. neither (a) nor (b)

84. The determinants of changes in the sup-
ply of capital goods are

a. the production of capital goods relative to the
production of consumers’ goods
b. the demand for capital goods relative to the de-
mand for consumers’ goods
c. the degree of saving in the economic system
d. the productivity of capital goods
e. all of the above
f. none of the above

85. All capital goods are sooner or later used
up or worn out in the course of production and must be
replaced through the fresh production of capital goods.
The proportion of the economic system’s output that
needs to be in the form of capital goods in order to re-
place the capital goods used up or worn out is called
the _____ proportion.

86. The higher is the degree of saving,
a. the greater is the demand for capital goods rela-
tive to the demand for consumers’ goods
b. the greater is the production of capital goods
relative to the production of consumers’ goods
c. the more rapid is capital accumulation, once
the relative production of capital goods exceeds
the maintenance proportion
d. all of the above
e. none of the above

87. The assumption that the output of the eco-
nomic system increases in proportion to the increase in
the supply of capital goods appears to contradict

a. the law of diminishing marginal utility
b. the law of diminishing returns
c. both (a) and (b)
d. neither (a) nor (b)

88. Technological progress is necessary
a. to keep up the rate of profit by providing addi-
tional investment opportunities for the growing
supply of capital goods made possible by addi-
tional saving
b. to make possible continued capital accumula-
tion in the face of the existence of the law of di-
minishing returns
c. both (a) and (b)
d. neither (a) nor (b)

89. Technological progress is necessary to
keep up the productivity of capital goods as the supply
of capital goods increases.
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90. The relationship between technological
progress and capital accumulation is

a. one of cause to effect
b. reciprocal in that the implementation of more
advanced technologies typically requires a larger
supply of capital goods
c. both (a) and (b)
d. neither (a) nor (b)

91. Capital accumulation is fostered by
a. economic freedom, including free international
trade and freedom of immigration for self-support-
ing immigrants
b. anything that contributes to the ability to pro-
duce in general
c. a higher degree of saving and provision for the
future
d. respect for property rights
e. all of the above

92. Economic freedom promotes capital accu-
mulation by virtue of 

a. promoting saving and thereby the demand for
and production of capital goods relative to the de-
mand for and production of consumers’ goods
b. raising the productivity of capital goods
c. reducing the maintenance proportion
d. all of the above
e. none of the above

93. Under the conditions of an invariable
money, an increase in saving and the relative demand
for capital goods is necessary in order to achieve  
        a. capital accumulation

b. an acceleration in the rate of capital accu-
mulation

94. The rapid economic progress of Japan
over the last forty years or more is the result of 

a. high saving rates, which have resulted in the
relative production of capital goods far surpassing
the maintenance proportion, and of a high produc-
tivity of capital goods based on industriousness
and innovativeness
b. the application of advances in statistical tech-
niques making possible greatly improved quality
control in Japanese manufacturing compared with
American manufacturing
c. the Samurai heritage of the Japanese

95. The relative stagnation of the American
economy over the last generation is the result of 

a. a lower demand for capital goods relative to
consumers’ goods than in the past, caused by gov-
ernment economic policies hostile to saving
b. a lower productivity of capital goods than in
the past, resulting from government interference
that increases cost per unit and equivalently re-
duces output per unit of cost
c. both (a) and (b)
d. neither (a) nor (b)

96. The stagnation and retrogression of so-
cialist economies, such as that of the former Soviet
Russia, was the result of

a. too low a concentration on the production of
capital goods and the building up of heavy indus-
try
b. the profound inefficiencies of socialism result-
ing from its lack of a price system and of profit-
and-loss incentives
c. both (a) and (b)
d. neither (a) nor (b)

97. Recognizing the separate existence of the
demand for capital goods, and the separate, distinct
production of capital goods, is not necessary in order
to understand that an additional supply of capital
goods serves to increase the supply of capital goods as
well as the supply of consumers’ goods.

98. The failure to recognize the separate exis-
tence of the demand for capital goods and the corre-
sponding separate production of capital goods leads to 

a. an inadequate appreciation of the role of sav-
ing in capital accumulation, which is as force to
acceleration
b. a corresponding overemphasis on the role of
saving in capital accumulation, which is mistak-
enly seen as one to one
c. an inability to recognize the role of technologi-
cal progress as a cause of capital accumulation in
serving to maintain the productivity of an increas-
ing supply of capital goods
d. an inability to grasp the principle that capital
accumulation is fostered by anything that in-
creases the ability to produce in general, such as,
above all, economic freedom
e. all of the above
f. none of the above

The following is a 5-part question.

99. The demand for consumers’ goods is 500
monetary units and the demand for capital goods is
500 monetary units. Taking the demand for capital
goods as total costs on account of capital goods, find
national income.

100. The demand for consumers’ goods now
falls to 400 monetary units and the demand for capital
goods rises to 600 monetary units. Again taking the de-
mand for capital goods as total costs on account of cap-
ital goods, find national income.

101. The answers to the preceding two ques-
tions imply that in the context of an economic system
with an invariable money, the relationship between na-
tional income and economic progress and prosperity is
inverse, because capital accumulation will be greater
when the demand for capital goods rises relative to the
demand for consumers’ goods, even though as a result
national income falls.
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102. The answers to those same two ques-
tions referred to in the previous question imply that in
the context of an economic system with an invariable
money, national income is basically the counterpart
just of consumption expenditure.

103. In the context of the economic system
with a 600 demand for capital goods and a 400 de-
mand for consumers’ goods, real incomes would soon
far surpass, and further and further surpass, real in-
comes in the economic system with a 500 demand for
capital goods and a 500 demand for consumers’ goods.
In that former ecoomic system, the mechanism by
which economic progress raises real incomes is

a. the average member of the society earns more
and more money with every passing year
b. prices fall year after year while the money in-
come of the average member of the society re-
mains the same

The following pertains to the next 4 questions. The
“balanced-budget multiplier” of the Keynesians claims
that equal increases in taxes and government spending
cause a rise in national income that is equal to the rise
in taxes or government spending because the tax multi-
plier is one less in absolute value than the government
spending multiplier while being opposite in sign. Tak-
ing the “marginal propensity to consume” as .75,

104. Find the government spending multi-
plier, using the same basic formula as for the invest-
ment multiplier.

105. Find the tax multiplier.

106. Find the effect on national income of a
rise in government spending and taxes of $100 billion.

107. The significance of the rise in national
income in the preceding question is

a. that higher taxes are actually costless in the ag-
gregate because national income rises by enough
to pay for them
b. that it illustrates the inverse relationship be-
tween national income, on the one side, and capi-
tal accumulation, economic progress, and
prosperity, on the other
c. both (a) and (b)
d. neither (a) nor (b)

108. The doctrine of the “Conservatives’ Di-
lemma”

a. is based on the doctrine of the balanced-budget
multiplier
b. claims that fiscal conservatives must choose
between their basic values of balanced budgets
and small government, because achieving a given
rise in national income requires only a relatively
modest increase in government spending if the ad-
ditional government spending is financed by a
budget deficit but requires a much greater in-
crease in government spending if the additional
government spending is to be financed by equiva-
lent additional taxes. (This is because in the first
case the government-spending multiplier alleg-
edly applies, while in the second case only the
much smaller balanced-budget multiplier applies.)
c. is overthrown by recognition of the inverse re-
lationship between national income and economic
progress and prosperity, which recognition rests
on the realization that the increase in national in-
come entails reducing the demand for capital
goods relative to the demand for consumers’ goods
d. all of the above
e. none of the above
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Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct 
tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer

1 T 26 T 51 T 76 zero 101 T
2 F 27 d 52 T 77 400 102 T
3 T 28 T 53 c 78 10 103 b
4 T 29 T 54 T 79 1000 104 4
5 d 30 F 55 d 80 50 105 -3
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9 T 34 T 59 e 84 e
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14 d 39 c 64 900 89 T
15 T 40 T 65 1200 90 c
16 T 41 d 66 1100 91 e
17 b 42 T 67 100 92 d
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19 T 44 d 69 2900 94 a
20 a 45 d 70 1100 95 c
21 F 46 d 71 1800 96 b
22 d 47 T 72 100 97 F
23 T 48 e 73 800 98 e
24 $475 49 d 74 4 99 500
25 a 50 T 75 400 100 400



Chapter 16, Part A

1. The treatment of interest in Reisman’s
Chapter 16 is

a. to ignore it as a cost by taking profits as gross
of it
b. to include consumption out of it as part of the
consumption of businessmen and capitalists
c. both (a) and (b)
d. neither (a) nor (b)

2. The amount of profit in the economic sys-
tem can be provisionally understood as the difference
between the demand for the products of business and
the demand for factors of production by business.

3. The determinants of the average rate of
profit in the economic system as a whole are no differ-
ent than the determinants of the rate of profit of an in-
dividual company.

4. The significance of an individual company
earning a given high rate of profit, such as 50 percent,
and the average rate of profit in the economic system
being that high, is essentially the same.

5. The interest rate on government bonds is a
good indicator of the average rate of profit in the eco-
nomic system.

6. According to Capitalism, the interest rate
on government bonds is probably

a. substantially less than the average rate of profit
in the economic system
b. substantially more than the average rate of
profit in the economic system
c. about the same as the average rate of profit in
the economic system

7. Net consumption is
a. business sales revenues minus productive ex-
penditure
b. consumption expenditure for the goods and ser-
vices of business minus the wages paid by busi-
ness
c. total consumption expenditure counted in net
national product minus total wages
d. all of the above

8. Net investment is productive expenditure
costs.

9. Given that profits in the economic system
equal aggregate sales revenues minus aggregate costs,
the algebraic difference between profits and net invest-
ment is business sales revenues paid by consumers
minus productive expenditure in payment of wages,
i.e., net consumption.

10. Productive expenditure is
a. a source of business sales revenues
b. the source of business costs
c. ultimately the source of business costs equal to
the productive expenditure

d. all of the above
e. none of the above

11. An invariable money
a. means a fixed quantity of money in the eco-
nomic system, supporting a fixed aggregate de-
mand for the products of business enterprises, i.e.,
fixed aggregate business sales revenues
b. implies that increases in aggregate production
and supply result in inversely proportionate reduc-
tions in the general level of prices
c. both (a) and (b)

12. In an economy with an invariable money,
if productive expenditure were the only source of busi-
ness sales revenues,

a. the equalization of productive expenditure and
costs would imply the absence of profit
b. an aggregate profit could exist only to the ex-
tent that net investment existed
c. the average rate of profit would tend steadily
to fall unless net investment could go on in-
creasign at a compound rate, which is impossible
d. all of the above

13. 
a. If net consumption is defined in terms of the
difference between business sales revenues and
productive expenditure, it reduces to the portion
of business sales revenues that is paid by consum-
ers minus the portion of productive expenditure
that goes for the payment of wages.
b. If net consumption is defined in terms of the
difference between the demand for the products of
business and the demand for factors of production
by business, it reduces to the difference between
the demand for consumers’ goods from business
minus the demand for labor by business.
c. both (a) and (b)

14. The principal source of net consumption
is the consumption expenditure of businessmen and
capitalists, made possible by dividend, draw, and inter-
est payments. 

15. 
a. Dividend and draw payments, to the extent
that they are consumed, are the source of business
sales revenues that have no counterpart whatever
in productive expenditure and thus in the genera-
tion of business costs. As a result, they are the
source of sales revenues exceeding productive ex-
penditure and costs. 
b. Interest payments by business, to the extent
that they are consumed, are the source of business
sales revenues in excess of the productive expendi-
ture and costs that need to be considered in ex-
plaining the determination of aggregate profits.
c. both (a) and (b)
d. neither (a) nor (b)

Copyright © 2002 by George Reisman. All rights reserved. May not be reproduced in any form without the permission of

the author, in wrting. 

Dr. Reisman Short-Answer Questions, Chapter 16 171



16. In Reisman’s Chapter 16, 
a. the productive expenditure of any given year is
frequently assumed to result in equivalent aggre-
gate costs in the following year.
b. What determines the allocation of any given
year’s total productive expenditure between the
production of the capital goods and the production
of the consumers’ goods of the following year,
and thus the respective aggregate costs of the capi-
tal goods and consumers’ goods of the following
year, is the demand for capital goods relative to
the demand for consumers’ goods in the following
year.
c. both (a) and (b)
d. neither (a) nor (b)

17. The sources the demand for the products
of business are

a. the demand for capital goods by business
b. the demand for labor by business, which
makes possible the demand for consumers’ goods
by wage earners
c. the demand for consumers’ goods by the own-
ers and creditors of business
d. all of the above

18. The basic sources of the money that con-
sumers spend are

a. wage payments by business, and dividend,
draw, and interest payments by business
b. government transfer payments
c. extensions of new credit

19. What allows business to sell each year
for more money in toto than it expends in buying the
factors of production is the consumption expenditure
of the owners and creditors of business, which is a de-
mand for the products of business but not a demand
for factors of production by business.

20. The role of net consumption as a determi-
nant of aggregate profit is brought out most clearly
when productive expenditure is assumed to generate
business costs

a. equal to itself
b. less than itself
c. greater than itself

21. Net consumption is a source of aggregate
profit by virtue of making sales revenues greater than
productive expenditure and greater than aggregate
costs equal to productive expenditure.

22. Aggregate profit equals 
a. national income minus wages
b. net national product minus wages
c. consumption minus wages, plus net investment
d. net consumption plus net investment
e. all of the above

The following four questions require a copy of
Reisman’s Figure 16–2.

23. In every year of Figure 16–2, business
both spends all of its cash and yet ends up with exactly
the same amount of cash with which to begin opera-
tions in the following year.

24. What is the aggregate amount of profit in
every year in Figure 16–2?

25. What is the average rate of profit in every
year in Figure 16–2?

26. What is the source of the aggregate profit
in Figure 16-2?

27. Other possible sources of net consump-
tion besides the consumption expenditure of business-
men and capitalists are

a. corporate stock repurchases
b. extensions of consumer credit by business
c. both (a) and (b)
d. neither (a) nor (b)

28. In addition to its other formulations, net
consumption also equals total consumption expendi-
ture that constitutes sales revenue or wages, minus
total wages paid in the economic system.

29. It is unreasonable to assume that all the
wages paid by business have a counterpart in the de-
mand for consumers’ goods from business, if wage
earners save.

30. In an economy with an invariable money,
a rise in the amount and rate of net consumption raises
the amount and rate of profit by virtue of leaving ag-
gregate sales revenues unchanged while reducing ag-
gregate costs.

31. In an economy with an invariable money,
if all businessmen were to consume 100 percent of
their sales proceeds and thus cease to act as capitalists,
the rate of profit would rise to infinity by virtue of
money costs and capital expressed in money both fall-
ing to zero.

32. The answer to the preceding question re-
futes Adam Smith’s and Karl Marx’s contention that
in a society without capitalists all income would be
wages and no income would be profits. (Note: Credit
for this question will be given only if the answer to the
preceding question is also correct.) 

33. Businessmen and capitalists cannot arbi-
trarily increase the rate of net consumption and the
rate of profit, because greater consumption by any indi-
vidual businessman or capitalist

a. is incapable of raising the rate of profit
b. reduces his own capital by more than it raises
the rate of profit, with the result that his amount of
profit falls

34. Insofar as the average rate of profit in the
economic system is determined by the rate of net con-
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sumption, capital tends to gravitate into the hands of
those businessmen and capitalists whose rate of con-
sumption relative to their accumulated capitals is
below average and out of the hands of those whose
rate is above average.

35. The two principles operating to deter-
mine the growth and decline of individual fortunes rel-
ative to the total wealth of the economic system are
relative rates of consumption in relation to capital and
relative degrees of efficiency in production.

36. The two principles referred to in the pre-
ceding question work by determining both relative
rates of profit and the extent to which profits are saved
and reinvested.  

37. In a free economy, those businessmen
and capitalists who are relatively more efficient and
who save and invest relatively more heavily continu-
ally increase the proportion of the total capital of the
economic system that they own at the expense of those
businessmen and capitalists who are relatively less effi-
cient and who save and invest relatively less heavily. 

38. The possession of accumulated capital is
a major factor making possible net consumption and
explains why net consumption exists even in the face
of general business losses.

39. If aggregate profit were wiped out for
any reason, businessmen and capitalists would con-
tinue to consume out of their accumulated capitals.
Their consumption expenditure would constitute sales
revenues in the economic system and would serve to
make aggregate sales revenues greater than productive
expenditure. An aggregate profit would be restored as
soon as costs fell to or below the level of productive
expenditure. At that point, profit would exist because
if sales revenues exceed productive expenditure, they
must equivalently exceed costs equal to productive ex-
penditure (and further exceed costs that are less than
productive expenditure).

40. The process described in the preceding
question would be hastened by writedowns of business
assets.
The following pertains to the next 6 questions. As-
sume that an individual who possesses a capital of $10
million consumes at an annual rate of 2 percent of the
sum of his capital and annual income together.

41. Calculate this individual’s consumption
if his income this year is zero.

42. Calculate his consumption if his income
this year is $200,000.

43. Calculate both the amount of his con-
sumption and the percentage of his income that he
saves if his income is $300,000.

44. Calculate both the amount of his con-
sumption and the percentage of his income that he
saves if his income is $400,000.

45. Calculate both the amount of his con-
sumption and the percentage of his income that he
saves if his income is $1 million.

46. Calculate both the amount of his con-
sumption and the percentage of his income that he
saves if his income is $1 million and his capital is $50
million.

47. Seeing the consumption of businessmen
and capitalists as determined mainly by their accumu-
lated capital helps to explain 

a. the relationship between relatively high in-
comes in the economic system and high rates of
saving, insofar as such incomes are usually earned
as high rates of profit
b. the lack of relationship between rising average
real incomes and the rate of saving
c. both (a) and (b)
d. neither (a) nor (b)

48. Time preference means that, other things
being equal, people prefer

a. to accomplish given results in less time
b. goods of the same kind and number in the pres-
ent rather than in the future, or in the nearer future
rather than in the more remote future
c. both (a) and (b)
d. neither (a) nor (b)

49. Time preference is implied by
a. the very nature of human valuation
b. the fact that the uninterruptibility of human
life makes life in the present necessarily appear
more valuable than life in the future, and life in
the nearer future more valuable than life in the
more remote future
c. both (a) and (b)
d. neither (a) nor (b)

50. A high or low time preference in a soci-
ety operates to make the rate of profit high or low 

a. directly
b. indirectly, by making the rate of net consump-
tion high or low

51. The absolute temporal extent of the pres-
ent and future—i.e., whether the present is taken as the
coming year, month, week, or day, and the future as
everything beyond it, has an important bearing on the
role of the rate of net consumption in determining the
annual rate of profit.

52. Other things being equal, because of the
effect on time preference, the average rate of profit
and interest will be the higher, the freer and more ratio-
nal is a society.

53. In the light of the influence of economic
freedom and rationality on time preference and thus on
the rate of net consumption, the effect of the activity
of revolutionary bandits and plundering government
officials who rail against the existence of profit and in-

Dr. Reisman Short-Answer Questions, Chapter 16 173



terest is actually to raise the average rate of profit and
interest.

54. The distinction between productive ex-
penditure and costs is one of timing, in that today’s
productive expenditures will largely be costs in the fu-
ture, while today’s costs are largely the result of pro-
ductive expenditures made in the past.

55. Much of productive expenditure is added
to asset accounts; much of cost represents subtractions
from asset accounts.

56. The asset account which is reduced when
cost of goods sold is incurred is:

a. cash
b. inventory and work in progress
c. net plant and equipment
d. none of the above

57. The asset account which is reduced when
depreciation cost is incurred is:

a. cash
b. inventory and work in progress
c. net plant and equipment
d. none of the above 

58. The asset account which is increased
when depreciation cost is incurred is:

a. cash
b. inventory and work in progress
c. net plant and equipment
d. none of the above

59. The asset account which is increased
when depreciation cost is incurred is the accumulated
depreciation reserve.

60. The accumulated depreciation reserve is
a deduction from the gross plant and equipment ac-
count, and when deducted yields the net plant and
equipment account.

61. The asset account which is increased
when productive expenditure for plant and equipment
takes place is

a. the gross plant and equipment account
b. the net plant and equipment account
c. both (a) and (b)

62. The asset account which is increased
when productive expenditure for inventory or work in
progress takes place is 

a. cash
b. net plant and equipment
c. gross plant and equipment
d. none of the above

63. Aggregate profit and net investment are
closely related on the basis of their mathematical defi-
nitions, the one being sales revenues minus costs and
the other being productive expenditure minus those
same costs, with productive expenditure generating ag-
gregate sales revenues equal to itself.

64. Aggregate profit and net investment dif-
fer from one another on the basis of their mathematical
definitions only by the amount of 

a. s - B
b. sc - wb
c. net consumption
d. all of the above
e. none of the above

65. Starting with the fact that aggregate
profit equals aggregate sales revenues minus aggregate
costs, it follows that it also equals the sum of net con-
sumption plus net investment. This can be shown 

a. by inserting B both as a positive and a negative
term between s and d
b. on the basis of the fact that B - d equals I
c. on the basis of the fact that s - B equals NC
d. all of the above taken together

66. Where K stands for total invested capital,
a. the net consumption rate equals NC/K
b. the net investment rate equals I/K
c. the average rate of profit in the economic sys-
tem equals the sum of the net consumption and
net investment rates
d. all of the above
e. none of the above

67. “Secondary productive expenditure”
a. is productive expenditure made out of the
wages paid by business
b. enlarges total productive expenditure while
leaving aggregate sales revenues unchanged
c. reduces the amount of net consumption, which
could, conceivably, be made negative if the
amount of secondary productive expenditure were
great enough
d. comes to an end once the accumulated savings
of the wage earners become great enough
e. all of the above

68. The existence of negative net consump-
tion is unlikely, given the fact that much or all of the
savings of wage earners normally has a counterpart in
the granting of loans to consumers, such as home mort-
gages and automobile loans.

69. Productive expenditure equal to or even
greater than aggregate sales revenues is compatible
with the existence of an aggregate profit in the eco-
nomic system provided

a. aggregate costs are less than sales revenues
b. positive net investment exists in excess of the
amount of any negative net consumption
c. both (a) and (b)
d. neither (a) nor (b)

70. The same amount of productive expendi-
ture for plant and equipment can be accompanied by
new and additional net investment

a. if the average life of plant and equipment in-
creases, because this will decrease annual depreci-
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ation charges until as many batches of the longer-
lived plant and equipment are in existence as cor-
responds to their longer life
b. to the extent that the average period of time re-
quired for the construction and or installation of
the new plant and equipment increases, because
this will postpone the date when the productive ex-
penditure begins to show up as depreciation cost
c. both (a) and (b)

The following pertains to the next 8 questions. Pro-
ductive expenditure for new plant and equipment in a
hypothetical economic system is 100 units of money
every year, year in and year out. The average life of
plant and equipment in that economic system is ini-
tially ten years. However, starting in Year X, which is
sometime long after Year 10, the average life of new
plant and equipment rises to twenty years.

71. Find the amount of annual depreciation
cost on the plant and equipment purchased in any one
year prior to Year X.

72. Find the total amount of annual deprecia-
tion cost in the economic system after Year 10 and
prior to Year X.

73. Find the amount of annual net investment
after Year 10 and prior to Year X.

74. Find the amount of annual depreciation
cost on the plant and equipment purchased in any one
year starting in Year X.

75. Find the amount of net investment in
Year X.

76. Find the amount of net investment in
Year X + 1.

77. Find the amount of net investment in
Year X + 9 (i.e., the tenth year).

78. Find the total amount of annual deprecia-
tion cost in the economic system in every year starting
with Year X + 19 (i.e., the twentieth year).

79. Net investment results from a change in
the disposition of a given amount of aggregate produc-
tive expenditure in the following ways:

a. a shift of productive expenditure for inventory
and work in progress from inventory and work in
progress requiring a shorter period of time be-
tween outlays for factors of production and re-
ceipts from the sale of the product to inventory
and work in progress requiring a longer period of
time between outlays for factors of production
and receipts from the sale of the product—for ex-
ample, a shift from the production of eight-year-
old scotch to the production of twelve-year-old
scotch
b. a shift of productive expenditure from ex-
pensed expenditures to expenditure for inventory
and work in progress

c. as a rule, a shift of productive expenditure for
inventory and work in progress to productive ex-
penditure for plant and equipment
d. a shift of productive expenditure for plant and
equipment of a shorter average life or shorter pe-
riod of construction time to plant and equipment
of a longer average life or longer period of con-
struction time
e. all of the above

80. By means of the various changes in the
disposition of productive expenditure described in the
previous question, the existence of net investment can
be indefinitely prolonged under the existence of an in-
variable money.

81. The shifting of productive expenditures
from points less remote from the making of sales to
points more remote from the making of sales

a. operates to reduce aggregate costs in the eco-
nomic system and thereby create net investment
b. operates to increase the amount and rate of
profit in the economic system
c. both (a) and (b)

82. The expression the marginal productivity
of capital, as used in Capitalism,

a. denotes a net physical product attributable to
the employment of additional capital goods
b. means the savings of cost or additions to sales
revenue that additional capital would achieve for
individual business firms, relative to the addi-
tional capital in question
c. both (a) and (b)
d. neither (a) nor (b)

83. If the marginal productivity of capital, in
the sense in which the expression is used in Capital-
ism, exceeds the rate of profit, incentives are created
that serve to increase the amount of net investment and
the amount and rate of profit in the economic system
by virtue of causing productive expenditure to shift to
points more remote from the making of sales.

84. In an economic system with an invariable
money, and in the absence of continuing technological
progress, the marginal productivity of capital, in the
sense in which the expression is used in Capitalism,
and the rate of profit tend to 

a. equalize
b. permanently differ

85. Under the conditions of an invariable
money, the ability of net investment to add to the rate
of profit is an inherently self-limiting phenomenon.

86. Under the conditions of an invariable
money, the ability of net investment to add to the rate
of profit is an inherently self-limiting phenomenon.
This is because the higher is the rate of net investment
and consequently the economy-wide average rate of
profit, the more difficult it is for still more net invest-
ment to be perceived as worthwhile, in view of the fact
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that a condition of investing is that the marginal pro-
ductivity of capital must now surpass a higher rate of
profit for the investment to take place.

87. Under the conditions of an invariable
money, it becomes progressively more difficult to
keep net investment in being in the face of any given
rate of profit.

88. Under the conditions of an invariable
money, it becomes progressively more difficult to
keep net investment in being in the face of any given
rate of profit. This is because all additional net invest-
ment implies an increase in the degree of remoteness
of portions of productive expenditure from the sales
revenues they serve to bring in, with these more re-
mote portions having to pass the hurdle of the prevail-
ing rate of profit being compounded for the additional
periods of time involved.

89. Under the conditions of an invariable
money, the rate of profit comes to equal the rate of net
consumption alone.

90. Under the conditions of an invariable
money, the effect of net investment is to bring about a
subsequent rise in net consumption and reduction of
productive expenditure.

91. Under the conditions of an invariable
money, the rate of profit comes to equal the rate of net
consumption alone

a. because the growing accumulation of capital
that net investment results in serves to increase
the amount (though not the rate) of net consump-
tion and thus to reduce the amount of productive
expenditure
b. costs tend to rise toward productive expendi-
ture
c. both (a) and (b)
d. neither (a) nor (b)

92. Under an invariable money, savings and
capital would be accumulated up to a certain ratio to
income, and then, in the absence of a fall in time pref-
erence, further accumulation would cease.

93. The increase in the quantity of money
and volume of spending operates to perpetuate the ex-
istence of net investment.

94. The increase in the quantity of money
and volume of spending operates to perpetuate the ex-
istence of net investment

a. because it brings about a systematic rise in pro-
ductive expenditure while costs do not rise
b. because it brings about a systematic rise in pro-
ductive expenditure while the resulting rise in ag-
gregate costs lags behind the rise in productive
expenditure

95. The rate of increase in the quantity of
money and volume of spending tends to add an approx-
imately equivalent percentage to the nominal rate of
profit.

96. The rate of increase in the quantity of
money and volume of spending tends to add an approx-
imately equivalent percentage to the nominal rate of
profit 

a. because costs are the reflection of productive
expenditures made largely in the past, which pro-
ductive expenditures and costs are not retroac-
tively increased by any increase in the quantity of
money and volume of spending made subsequent
to those productive expenditures
b. the increase in the quantity of money and vol-
ume of spending systematically enlarges sales rev-
enues relative to the productive expenditures
made in the past to bring in those sales revenues
with the degree of enlargement corresponding to
the rate of increase in the quantity of money and
volume of spending
c. both (a) and (b)

The following pertains to the next 9 questions. As-
sume initially the existence of an invariable money
and a 5 percent annual rate of profit, which will be
earned in all of the following cases. Additionally, as-
sume that in all of the following cases the outlay of
money by a businessman, i.e., his productive expendi-
ture, is $100, and that it is all expended at the same
time.

97. Calculate the businessman’s sales pro-
ceeds in the case of a product that requires exactly one
year between the making of his productive expenditure
and the sale of his product.

98. Calculate the businessman’s sales pro-
ceeds in the case of a product that requires exactly one
month between the making of his productive expendi-
ture and the sale of his product.

99. Calculate the businessman’s sales pro-
ceeds in the case of a product that requires two years
between the making of his productive expenditure and
the sale of his product.

The following pertains both to the preceding three
questions and to the next 6 questions. Now, while
continuing to assume the undiminished existence of
the forces that bring about the five percent annual rate
of profit under an invariable money (i.e., a five percent
annual rate of net consumption), drop the assumption
of an invariable money and assume that starting in the
instant of the businessman’s outlay, the quantity of
money and volume of spending in the economic sys-
tem increase at an annual rate of two percent.

100. Recalculate the businessman’s sales rev-
enues in the first of the three preceding questions.

101. Recalculate the businessman’s rate of
profit in the first of the three preceding questions.

102. Recalculate the businessman’s sales rev-
enues in the second of the three preceding questions.
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103. Recalculate the businessman’s annualized
rate of profit  in the second of the three preceding questions.

104. Recalculate the businessman’s sales rev-
enues in the third of the three preceding questions.

105. Recalculate the businessman’s annualized
rate of profit  in the third of the three preceding questions.

The following pertains to the next 9 questions. As-
sume initially the existence of an invariable money
and a 4 percent annual rate of profit, which will be
earned in all of the following cases. Additionally, assume
that in all of the following cases the outlay of money by a
businessman, i.e., his productive expenditure, is $100,
and that it is all expended at the same time.

106. Calculate the businessman’s sales pro-
ceeds in the case of a product that requires exactly one
year between the making of his productive expenditure
and the sale of his product.

107. Calculate the businessman’s sales pro-
ceeds in the case of a product that requires exactly one
month between the making of his productive expendi-
ture and the sale of his product.

108. Calculate the businessman’s sales pro-
ceeds in the case of a product that requires two years
between the making of his productive expenditure and
the sale of his product.

The following pertains both to the preceding three
questions and to the next 6 questions. Now, while
continuing to assume the undiminished existence of
the forces that bring about the four percent annual rate
of profit under an invariable money (i.e., a four per-
cent annual rate of net consumption), drop the assump-
tion of an invariable money and assume that starting in
the instant of the businessman’s outlay, the quantity of
money and volume of spending in the economic sys-
tem increase at an annual rate of three percent.

109. Recalculate the businessman’s sales rev-
enues in the first of the three preceding questions.

110. Recalculate the businessman’s rate of
profit in the first of the three preceding questions.

111. Recalculate the businessman’s sales rev-
enues in the second of the three preceding questions.

112. Recalculate the businessman’s annualized
rate of profit in the second of the three preceding questions.

113. Recalculate the businessman’s sales rev-
enues in the third of the three preceding questions.

114. Recalculate the businessman’s annualized
rate of profit in the third of the three preceding questions.

115. The net investment rate, i.e., the rate
which net investment bears to the total of invested cap-
ital, tends to equal the rate of increase in the quantity
of money and volume of spending.

116. The net investment rate, i.e., the rate
which net investment bears to the total of invested cap-
ital, tends to equal the rate of increase in the quantity
of money and volume of spending. This is because the
increase in the quantity of money and volume of
spending systematically enlarges the productive expen-
diture of the present relative to the productive expendi-
tures made in the past which now constitute costs, and
does so to an extent corresponding to the rate of in-
crease in the quantity of money and volume of spend-
ing.

117. The rate of increase in production and
supply adds an approximately equal percentage to the
real rate of profit.

The following pertains to the next 5 questions. As-
sume the existence of an invariable money and that the
annual rate of profit generated by the rate of net consump-
tion is 5 percent. Now assume that production and supply
begin to increase at a two percent annual rate.

118. Calculate the real rate of profit before pro-
duction and supply begin to increase. (You should as-
sume that the price level is stable in these conditions.)

119. Calculate the annual rate of fall in
prices, once production and supply begin to increase.

120. Taking into account the fall in prices,
calculate the year-end buying power of any given sum
of money on which the five percent rate of profit is
earned.

121. State the real rate of profit implied by
the difference between the year-end buying power of
any sum on which the 5 percent rate of profit is earned
and the buying power of the initial sum invested at the
start of the year.

122. Calculate the difference in the annual
real rate of profit that results from the two percent an-
nual rate of increase in production and supply. 

123. The fact that the rate of increase in pro-
duction and supply adds an approximately equal per-
centage to the real rate of profit can be inferred from

a. the fact that the rate of increase in the quantity
of money and volume of spending adds an approx-
imately equal number of percentage points to the
nominal rate of profit, but if the rate of increase in
production and supply equals the rate of increase
in money and spending, prices will be unchanged
and thus the addition to the nominal rate of profit
will turn out to be an equivalent addition to the
real rate of profit as well
b. the fact that if there is no increase in the quan-
tity of money and volume of spending, the in-
crease in production and supply reduces prices in
inverse proportion and thus correspondingly in-
creases the buying power of the capital invested,
along with that of the profit earned on the capital
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invested, thereby adding an approximately equiva-
lent percentage to the real rate of profit
c. both (a) and (b)

124. The degree of capital intensiveness of
an economic system is expressed by the ratio of the
nominal value of its capital invested to

a. total sales revenues in the economic system
b. total consumption in the economic system
c. total wages paid in the economic system
d. all of the above
e. none of the above

125. The higher the degree of capital inten-
siveness in an economic system, the greater is the like-
lihood of its being able to implement technological
advances.

126. In which context does net investment
represent the achievement of a higher degree of capital
intensiveness in the economic system

a. that of an economic system with an invariable
money
b. that of an economic system with an increasing
quantity of money and volume of spending

127. In an economic system with a modestly
increasing quantity of money and volume of spending,
accumulated capital relative to other macroeconomic
aggregates

a. increases
b. decreases
c. remains about the same

128. Which of the following represent
“springs to profitability” (i.e., factors which operate to
bring profit back into existence in the economic sys-
tem if it should be temporarily wiped out)?

a. net consumption
b. net investment as the cause of growing capital
intensiveness and thus of more rapid economic
progress, which implies a greater ability to pro-
duce or import precious metals, with a resulting
positive effect on the rate of profit
c. net investment and an equivalent rise in the
amount of profit, coming about precisely in re-
sponse to a prevailing very low or negative rate of
profit
d. all of the above

129. In the case of any individual industry, a
lower rate of profit acts as an incentive to the with-
drawal of capital. This must also be true of the eco-
nomic system as a whole. 

130. In the economic system as a whole, a
lower rate of profit actually encourages greater capital
intensiveness

a. by reducing the extent of the cost savings or
revenue increases that the investment of addi-
tional sums of capital need to achieve in order to
be considered worthwhile

b. by favoring the adoption of lower-cost, more-
capital-intensive methods of production
c. by favoring the production of more-capital-in-
tensive products
d. by favoring the expansion of more-capital-in-
tensive industries.
e. all of the above
f. none of the above

131. Whatever else their undesirable effects
may be, wage-rate rigidities do not operate to block
the spring to greater general profitability through the
movement toward greater capital intensiveness.

132. The increase in the quantity of money
that is the by-product of economic progress operates to
reduce the degree of capital intensiveness of the eco-
nomic system, according to Capitalism.

133. The productivity theory [of profit and in-
terest] holds that profit and interest are 

a. determined by the marginal net productivity of
capital
b. that additional saving operates to reduce the
marginal net productivity of capital and thus the
rate of profit and interest
c. that technological progress operates to raise
the marginal net productivity of capital and thus
the rate of profit and interest
d. all of the above

The following pertains to the next 8 questions. You
are given the following information: The average
member of a very primitive tribe of fishermen gathers
3 fish per day that are washed up in tide pools. Now
one of the tribesmen, who is prepared to get by on eat-
ing only 2 fish per day, devotes 1/3 of his daily labor
for each of 150 days to working on a crude boat and
net. At the end of that time, he has the boat and net,
and for each of the next 100 days (the useful life of the
boat and net), this tribesman is able to catch an aver-
age of 30 fish per day.

134. Calculate, in terms of fish, the “mar-
ginal gross product” of the boat and net.

135. Calculate, in terms of fish,  the “mar-
ginal net product” of the boat and net.

136. Calculate, in terms of fish,  the average
capital outstanding in the boat and net from the time it
is brand new to the end of its useful life.

137. Basing your calculation on just one turn
of the capital, calculate the rate of profit on the boat
and net according to the productivity theory.

138. How many times in the course of a year
could the capital invested in the boat and net be turned
over on the assumption that the boat and net last for
just 100 days?
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139. Based on your answer to the two previ-
ous questions, calculate the annualized rate of profit
on the capital invested in the boat and net.

140. According to the productivity theory,
the very high rate of profit present in this series of
questions would be reduced by 

a. further saving
b. the accumulation of additional capital 
c. the operation of the law of diminishing returns
d. all of the above

141. According to the productivity theory,
the very high rate of profit present in this series of
questions would be reduced by technological progress. 

142. According to the instructor, diminishing
returns and technological progress determine

a. the rate of profit/interest
b. the rate of capital accumulation in real terms
c. both (a) and (b)
d. neither (a) nor (b)

143. Among the difficulties encountered by
the productivity theory of profit/interest are

a. a reliance on the doctrine of opportunity cost
b. the problem of having to subtract mathemati-
cally incommensurate quantities, such as loaves
of bread forgone versus extra fish produced
c. a confusion of more physical output with more
money revenue
d. the fact that the rate of profit is highest before
there is any capital or productivity of capital
e. all of the above
f. none of the above

The following pertains to the next 24 questions.
Building on the assumptions underlying questions 134–
141, assume a nation of one million primitive fisher-
men, each of whom initially produces three fish per
day which sell at a price of $1 per fish. Assume that
the million fishermen are organized into one million
fishing enterprises, each of which pays wages to its
one fisherman employee of $2 per day. The enterprises
make no productive expenditures other than the pay-
ment of wages.

144. Calculate total sales revenues in this
economic system.

145. Calculate total costs in this economic
system.

146. Calculate total profits in this economic
system.

Now assume that one fishing enterprise alone be-
gins using a boat and net which raise its daily out-
put from 3 fish per day to 30 fish per day.

147. Based on this additional assumption,
state the total daily production and supply of fish in
the economic system.

148. On the further assumption that the eco-
nomic system of this nation of fishermen operates
under an invariable money, calculate the average price
of fish corresponding to the total daily production and
supply of fish expressed in answer to the previous
question.

149. Calculate the sales revenues of the fish-
ing enterprise that raises its daily fish catch to 30 fish.

150. Calculate the profits of the fishing enter-
prise that raises its daily fish catch to 30 fish.

151. Calculate the total profit of the 999,999
fishing enterprises that continue to catch only 3 fish
per day.

152. Calculate the change, if any, in the prof-
its of the 999,999 fishing enterprises whose production
remains at 3 fish per day following the success of the
one fishing enterprise that increases its catch to 30 fish
per day.

Now, continuing with the assumption of an invari-
able money, assume that all one million fishing en-
terprises succeed in increasing their fish catch to 30
fish per day.

153. State the total daily production and sup-
ply of fish in the economic system under this new as-
sumption.

154. Calculate the average price of fish corre-
sponding to the total daily production and supply of
fish expressed in answer to the last question.

155. Calculate the sales revenues of the aver-
age fishing enterprise under this new assumption.

156. Calculate profit of the average fishing
enterprise under this new assumption.

157. Calculate total sales revenues in the eco-
nomic system under this new assumption.

158. Calculate total profit in the economic
system under this new assumption.

159. A proper conclusion to be drawn from
the preceding questions is that the productivity theory
of profit/interest is correct in holding that the net pro-
ductivity of capital goods explains the rate of profit
and interest in the economic system.

160. A proper conclusion to be drawn from
the preceding questions is that the adoption of more
productive methods of production serves to raise the
average rate of profit and interest in the economic sys-
tem.
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Now assume that during the time that the one mil-
lion fishing enterprises are in process of construct-
ing their boats and nets (150 days in all), they each
devote one-third of the daily labor of their workers
to that purpose.

161. Calculate the daily output of fish for
each of these enterprises.

162. Calculate the aggregate, economy-wide
daily output of fish.

163. Calculate the average price at which the
fish are sold under the continuing assumption of an in-
variable money.

164. State the sales revenues of the economic
system during this period.

165. Calculate the aggregate cost of goods
sold during this period.

166. Calculate the aggregate profit of the eco-
nomic system during this period.

167. It is a mistake to conclude from the an-
swers to these questions that the effect of diverting
labor and the corresponding payment of wages to the
construction of a fixed asset is to correspondingly re-
duce cost of goods sold and thus to equivalently raise
profits in the economic system.

168. The productivity of capital goods, such
as a boat and net, can explain

a. a virtually corresponding addition to the profits
of an individual enterprise if it is alone in adopt-
ing the more productive method represented by
the use of a boat and net
b.  the existence of an addition to the aggregate
profits of the economic system, because the adop-
tion of more productive methods of production by
any one enterprise has no implications for the prof-
itability of other enterprises
c. both (a) and (b)
d. neither (a) nor (b)

169. If, in an economic system with an invari-
able money, all firms employ more productive meth-
ods of production based on the use of more capital, 

a. prices fall in inverse proportion to the increase
in production and supply
b. aggregate sales revenues remain unchanged
c. no addition to aggregate profits or the average
rate of profit in the economic system is implied so
long as aggregate productive expenditure remains
the same and aggregate cost remains equal to ag-
gregate productive expenditure
d. all of the above

170. An indirect connection can exist be-
tween the adoption of more productive methods of pro-
duction and a positive contribution to the rate of
profit/interest via

a. the effect of the adoption of more productive
methods of production on the rate of increase in

the quantity of commodity money in an economic
system that uses commodity money
b. the effect of the adoption of more productive
methods of production on net investment in the pe-
riod in which additional capital required for the
adoption of the more productive methods is being
accumulated
c. both (a) and (b)
d. neither (a) nor (b)

171. The general marginal net productivity
of physical capital goods, conceived of in terms of ab-
stract units of wealth, such as the productive consump-
tion of each unit K of capital goods resulting in an
output equivalent to 2K or, alternatively, 4K, of capital
goods, is far higher than the average rate of profit/inter-
est because

a. wage cost as well as the cost of the capital
goods must be subtracted from sales revenues, but
this is not allowed for in calculations of physical
productivity
b. increases in the production of commodities
(other than the commodities that themselves serve
as money) do not increase aggregate sales reve-
nues but reduce prices in the face of the same ag-
gregate sales revenues
c. both (a) and (b)
d. neither (a) nor (b)

172. Select the best choice. 
a. According to the time preference theory in its
traditional form, the totality of the means of pro-
ducing a future good, such as ten apples to be
ready in one year, are purchased at a discount, for
example, for nine present apples—i.e., for nine ap-
ples available right now. In one year, when the
product ten apples appears, those apples will be
ten present apples, and thus a profit of one apple
will have been earned.
b. According to the time preference theory in its
traditional form, profit/interest exists because fac-
tors of production represent future goods (i.e., the
products into which they will be transformed),
and are thus purchased at a discounted value in
comparison to the present goods they will later be-
come. When they finally are transformed into
their products and have thus become present
goods, the products represent a larger quantity of
present goods than did the discounted value of the
means of producing them. The difference is profit
or interest.
c. both (a) and (b)
d. neither (a) nor (b)
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The following applies to the next 3 questions. Ac-
cording to the time preference theory in its traditional
form, calculate the various rates of profit/interest that
result if one begins with 9 present apples and succeeds
in ending up with a product that then represents

173. 10 present apples.

174. 20 present apples.

175. 5 present apples.

The following 13 questions require a copy of
Reisman’s Figure 16–2.
In each year of Reisman’s Figure 16–2, a product of
1C of consumers’ goods is produced, which sells for
500 units of money and has a cost of production of
400 units of money. The amount of profit earned on
those consumers’ goods is 100 units of money and the
rate of profit/interest expressed as a percentage of the
cost value of the consumers’ goods is 25 percent.
From the perspective of the production box of each
year of Figure 16–2, the consumers’ goods to be avail-
able at the beginning of the following year are future
goods.

176. Express the cost of producing the 1C of
consumers’ goods to be available at the start of the fol-
lowing year in terms of the quantity of present
consumers’ goods that is of equivalent monetary
value, i.e., state what portion of the consumers’ goods
available in Year 1 is equivalent in monetary value to
the means of producing the consumers’ goods to be
available at the start of Year 2.

177. Express the rate of profit in terms of the
difference between the present goods value of the
means of producing 1C of consumers’ goods and the
resulting actual 1C of consumers’ goods.

Now assume that the economic system suddenly be-
comes more productive. Thus, imagine that in Year
2, say, the same means of production that were pre-
viously able to produce just 1C of consumers’ goods
now become able to produce 2C of consumers’
goods, which will become available at the start of
Year 3.

178. State the quantity of present goods that
represents the cost value of the means of producing the
consumers’ goods that will become available at the
start of Year 3.

179. Calculate the difference between the
present consumers’ goods one ends up with at the start
of Year 3 and the present goods value, back in Year 2,
of the means of producing them.

180. Calculate, in terms of a percentage of
cost, the rate of profit/interest implied by your answer
to the previous question.

181. Using Figure 16–2’s framework of an
invariable money, compare the monetary receipts from
the sale of consumers’ goods in Year 3 with the money
cost of producing those consumers’ goods and state
the difference.

182. The monetary differnce arrived at in an-
swer to the preceding question continues to prevail
even though the physical product that is produced and
sold rises from 1C to 2C.

Now assume that the economic system had sud-
denly become less productive instead of more pro-
ductive. Thus, imagine that in Year 2, the same
means of production that were previously able to
produce 1C of consumers’ goods now become able
to produce only .5C of consumers’ goods, which
will become available at the start of Year 3.

183. Calculate for this case the difference be-
tween the present consumers’ goods one ends up with
at the start of Year 3 and the present goods value, back
in Year 2, of the means of producing them.

184. Also calculate for this case, in terms of
a percentage of cost, the rate of profit/interest implied
by your answer to the previous question.

185. Using Figure 16–2’s framework of an
invariable money, compare the monetary receipts from
the sale of consumers’ goods in Year 3 with the money
cost of producing those consumers’ goods and state
the difference.

186. The monetary differnce arrived at in an-
swer to the preceding question continues to prevail
even though the physical product that is produced and
sold falls from 1C to .5C.

187. On the basis of the preceding examples,
it is clear that the basic formula of the time-preference
theory demonstrates exactly what it is supposed to
demonstrate. Starting with 9 present apples and ending
with 10, 20, or 5 present apples a year later tells us the
rate of return that is actually earned in production.

188. The time-preference theory assumes
that the prices of present goods

a. fall when production increases
b. rise when production decreases
c. remain the same, irrespective of changes in
production
d. none of the above

The following applies to the next 3 questions. The
rate of profit/interest calculated as a percentage of cost
is initially twenty-five percent. Now production in the
economic system doubles while the expenditure of
money to produce the product remains the same. 

189. State the rate of profit/interest implied
by the time-preference theory.
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190. State the rate of profit/interest implied
by the doctrine of purchasing-power price premiums if
the increase in production takes place under an invari-
able money and thus causes a halving of prices.

191. The supporters of the time-preference
theory and of the doctrine of purchasing-power price
premiums in the rate of profit/interest hold the contra-
diction of regarding increases in production as the
cause both of an increase and a decrease in the rate of
profit.

192. The time-preference theory shares with
the productivity theory the error of assuming that a
greater or smaller physical product implies correspond-
ingly greater or smaller money sales revenues.

193. According to the doctrine of purchasing-
power price premiums a fall in prices reduces the rate
of profit/interest by an equivalent percentage.

194. Böhm-Bawerk’s exposition of the time-
preference theory in its traditional form shares with his
critique of the exploitation theory the error of regard-
ing the wage earners as the real producers of the prod-
ucts, rather than, as is in fact the case, the businessmen
and capitalists.

195. Like Böhm-Bawerk’s exposition, 
Rothbard’s exposition of the time-preference theory
also regards the wage earners as the real producers of
the products.

196. According to the time-preference theory
in its traditional form, the value of consumers’ goods
represents a fixed starting point from which the value
of the factors of production is derived by the applica-
tion of a rate of discount to the value of the
consumers’ goods.

The following pertains to the next 8 questions. The
rate of profit/interest is 10 percent. Two consumers’
goods, one a quantity of wheat which takes 6 months to
grow and the other a quantity of scotch which takes
eight years to produce, are each worth $100. Both
products can be produced with the same kind of labor,
with the result that labor can be transferred from the
production of the one to the production of the other.
We assume that labor is the only factor of production
that needs to be purchased in the two cases.

197. Find the value of the labor required to
grow the wheat according to the time preference the-
ory in its traditional form.

198. Find the value of the labor required to
produce the scotch according to the time preference
theory in its traditional form.

Now assume that the rate of profit/interest falls to 5
percent.

199. Find the new value of the labor required
to grow the wheat according to the time preference the-
ory in its traditional form.

200. Find the new value of the labor required
to produce the scotch according to the time preference
theory in its traditional form.

201. This example shows that in order for the
value of consumers’ goods to be a fixed starting point
from which the value of the factors of production is de-
rived, wage rates of the same kind of labor would have
to become permanently unequal in the production of
products requiring different periods of time in their
production.

202. In reality, when the rate of profit/inter-
est fell from 10 percent to five percent,

a. wage rates in the production both of the wheat
and the scotch would rise, but the wage rates in
the production of the scotch would tend to rise by
more
b. labor would be attracted to the production of
the scotch from the production of wheat, tending
to equalize wage rates in the production of the
two goods
c. the price of scotch would fall, because of the
increase in its production and supply, while the
price of wheat would rise, because of the decrease
in its production and supply
d. all of the above
e. none of the above

203. The correct answer to the preceding
question shows the market value of consumers’ goods
can properly be taken as a fixed starting point for the
determination of the value of the factors of production
by the application of a rate of discount to the value of
consumers’ goods.

204. It is an error to take the value of
consumers’ goods as a fixed starting point and to as-
sume that changes in the rate of profit/interest affect
only the value of the factors of production used to pro-
duce them.

205. Select the best choice. 
a. the prices of factors of production are funda-
mentally determined by supply and demand no
less than the prices of consumers’ goods
b. the rate of discount (viz., profit/interest)
emerges as the result of differences between the
demand/supply situation in the market for prod-
ucts and the demand/supply situation in the mar-
ket for factors of production
c. the demand for products tends regularly and
permanently to exceed the demand for factors of
production by the amount of net consumption
d. the supply of products can be less or more than
corresponds to the supply of factors of production
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to the extent that there is positive or negative net
investment
e. all of the above

206. Böhm-Bawerk’s recognition that who-
ever has savings of any kind thereby demonstrates that
he values the last unit of wealth that he devotes to the
future above an additional unit of wealth that he might
devote to enjoyment in the present

a. implies that to this extent an individual has a
preference for future goods over present goods
b. undermines the time preference theory in its
traditional form, which holds that profits/interest
derive from the higher valuation of present goods
over future goods
c. does not eliminate the role of time preference
in determining the rate of profit/interest if the role
of time preference is perceived as determining the
extent to which individuals divide their wealth
and income between consumption and provision
for the future, and thus as the major determinant
of the rate of net consumption
d. all of the above

207. Ricardo’s proposition that “profits rise
as wages fall and fall as wages rise”

a. was advanced in the context of an invarible
money
b. can be understood as representing profits ris-
ing as productive expenditure and costs fall, if

wages are regarded as representing all of produc-
tive expenditure
c. implicitly presupposes the existence of net con-
sumption as the basis of sales revenues being
greater than “wages” or productive expenditure
d. is consistent with real wages and real profits
both rising together and with real wages rising
even when “profits rise and wages fall”
e. all of the above

208. John Stuart Mill’s proposition that “de-
mand for commodities is not demand for labor”

a. must be accepted, at least implicitly, in order
to see that the demand for consumers’ goods regu-
larly and consistently exceeds the demand for
labor and thus to recognize net consumption as a
source of aggregate profit/interest
b. was accepted by Ricardo and thus helps to
make his doctrine that “profits rise as wages fall
and fall as wages rise” compatible with the net
consumption theory
c. both (a) and (b)
d. neither (a) nor (b)

209. If John Stuart Mill’s proposition that
“demand for commodities is not demand for labor”
were not true, and the demand for commodities were a
demand for labor, the demand for consumers’ goods
could not exceed the demand for labor and thus net
consumption could not exist.
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Answers to Questions 1-209 on Chapter 16    *See next page concerning 97-114.                                                                                                                  184     

Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct Ques- Correct 
tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer tion # Answer

1 c 31 T 61 c 91 c 121 7.10% 151 $999,970 181 100
2 T 32 T 62 d 92 T 122 2.10% 152 -$27 182 T
3 F 33 b 63 T 93 T 123 c 153 30000000 183 -.3C
4 F 34 T 64 d 94 b 124 d 154 $0.10 184 -37.5%
5 F 35 T 65 d 95 T 125 T 155 $3 185 100
6 a 36 T 66 d 96 c 126 a 156 $1 186 T
7 d 37 T 67 e 97* $105.00 127 c 157 $3,000,000 187 F
8 T 38 T 68 T 98 $100.4074 128 d 158 $1,000,000 188 c
9 T 39 T 69 c 99 $110.25 129 F 159 F 189 150%

10 d 40 T 70 c 100 $107.10 130 e 160 F 190 -25%
11 c 41 $200,000 71 10 101 7.10% 131 F 161 2 191 T
12 d 42 $204,000 72 100 102 $100.5732 132 F 162 2,000,000 192 T
13 c 43 $206000  also $94000/$300000 = 31.33% 73 0 103 7.10% 133 d 163 $1.50 193 T
14 T 44 $208000 also $192000/$400000 = 48% 74 5 104 $114.70 134 2700 164 $3,000,000 194 T
15 c 45 $220000 also $780000/$1000000 = 78% 75 5 105 7.10% 135 2550 165 $1,333,333 195 T
16 c 46 $1020000 also -$20000/$1000000 = -2% 76 10 106 $104.00 136 75 166 $666,667 196 T
17 d 47 c 77 50 107 $100.33 137 3400% 167 F 197 $95
18 a 48 b 78 100 108 $108.16 138 3.65 168 a 198 $47
19 T 49 c 79 e 109 $107.12 139 12410% 169 d 199 $97.50
20 a 50 b 80 T 110 7.12% 140 d 170 c 200 $68
21 T 51 F 81 c 111 $100.5732 141 F 171 c 201 T
22 e 52 F 82 b 112 7.12% 142 b 172 c 202 d
23 T 53 T 83 T 113 $114.75 143 e 173 11.11% 203 F
24 200 54 T 84 a 114 7.12% 144 $3,000,000 174 122.22% 204 T
25 11.11% 55 T 85 T 115 T 145 $2,000,000 175 -44.44% 205 e
26 NC of 200 56 b 86 T 116 T 146 $1,000,000 176 .8C 206 d
27 c 57 c 87 T 117 T 147 3,000,027 177 0.25 207 e
28 T 58 d 88 T 118 5.00% 148 $0.999991 178 .8C 208 c
29 F 59 T 89 T 119 1.96% 149 $30 179 1.2C 209 T
30 T 60 T 90 T 120 1.0710 150 $28 180 150%



The following relates to questions 97-114.                                                                      185    

Rate of Net Sales Rate of Increase Sales Rate of Annualized

Consumption/ Revenues in Money and Revenues Profit Profit Rate of Profit

Rate of Profit $100*(1+B) Spending C*(1+D) E - $100 F/100

Annual 5.00% $105.00 2.00% $107.10 $7.10 7.10% 7.10%

Monthly 0.4074% $100.4074 0.1652% $100.5732 $0.57 0.5732% 7.10%

Biannual 10.25% $110.25 4.04% $114.70 $14.70 14.70% 7.10%

Annual 4.00% $104.00 3.00% $107.12 $7.12 7.12% 7.12%

Monthly 0.33% $100.33 0.25% $100.57 $0.57 0.57% 7.12%

Biannual 8.16% $108.16 6.09% $114.75 $14.75 14.75% 7.12%

Question Answer

1 c

2 T

3 F

4 F

5 F

6 a

7 d

8 T



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

This page intentionally left blank. 
 
 



 Chapter 17

1. Capital accumulation can take place only
with an accompanying fall in the rate of profit.

2. When production increases and prices fall,
the result is

a. a fall in profit margins and the rate of profit
b. an increase in the difficulty of repaying debts
c. deflation
d. all of the above
e. none of the above

3. Capital accumulation can take place with
both no accompanying fall in the rate of profit and no
greater difficulty of repaying debts.

4. In the conditions of an invariable money, a
fall in the rate of profit is associated with an accelera-
tion of the rate of capital accumulation and fall in
prices, rather than with capital accumulation and fall-
ing prices per se.

5. In the conditions of an invariable money,
capital accumulation can take place

a. on the basis of a sufficiently high but stable
volume of demand for capital goods and of pro-
ductive expenditure overall
b. only on the basis of a rising demand for capital
goods and of productive expenditure overall

6. The habit of focusing almost exclusively
on the production of consumers’ goods, as though all
that were produced were consumers’ goods,

a. prevents one from recognizing that once a
larger supply of capital goods comes into exis-
tence and increases the ability to produce, that cir-
cumstance causes an increase in the production
and supply of capital goods as well as an increase
in the production and supply of consumers’ goods
b. leads to the belief that the only source of capi-
tal accumulation is more saving
c. both (a) and (b)
d. neither (a) nor (b)

7. The conclusion that the effect of capital ac-
cumulation is a lower rate of profit

a. is a valid generalization from the effects of
greater investment in an individual industry
b. rests on the fallacy of composition
c. both (a) and (b)

8. Falling prices caused by increased produc-
tion and supply are not preceded or accompanied by
falling unit costs.

9. Given the monetary demands for the prod-
ucts of business and for factors of production by busi-
ness, falling prices caused by increased production and
supply are preceded by falling unit costs to the same
extent.

10. Given the monetary demands for the
products of business and for factors of production by

business, falling prices caused by increased production
and supply are preceded by falling unit costs to the
same extent, because the increase in the supply of
products is preceded by a corresponding increase in
the supply and/or productivity of the factors of produc-
tion.

11. A fall in the rate of profit that results
from a fall in the rate of net consumption differs from
a fall in the rate of profit that results from a financial
contraction and deflation because 

a. a fall in the rate of net consumption entails a
rise in saving and productive expenditure, net in-
vestment, and the formation of new capital giving
rise to a higher degree of capital intensiveness,
and makes possible a correspondingly greater
availability of credit, which characterizes it as the
very opposite of a period of deflation or financial
contraction
b. in a deflation or financial contraction, produc-
tive expenditure falls, net investment becomes
negative, capital values decline, and credit be-
comes largely unobtainable
c. both (a) and (b)

12. The process of falling prices resulting
from increased production and supply is likely to be ac-
companied by an increased difficulty of repaying debt.

13. Under a gold standard, the process of fall-
ing prices resulting from increased production and sup-
ply is actually almost certain to be accompanied by a
growing ability to repay debt rather than by an in-
creased difficulty of repaying debt.

14. Under a gold standard, the process of fall-
ing prices resulting from increased production and sup-
ply is actually almost certain to be accompanied by a
growing ability to repay debt rather than by an in-
creased difficulty of repaying debt because the in-
crease in production and supply will almost certainly
be accompanied by an increase in the production and
supply of gold and thus correspondingly rising spend-
ing and sales revenues in terms of gold.

15. Under a system of commodity money,
the fall in the rate of profit that is the accompaniment
of launching or accelerating the process of capital ac-
cumulation by means of a fall in the rate of net con-
sumption, is in part reversed by the consequences of
that capital accumulation, which include an increase in
the production and supply of the commodity serving as
money, along with an increase in the production and
supply of commodities in general.

16. Just as technological progress is not re-
quired as an “outlet” for capital goods accumulated
merely by means of saving, but is itself a source of
capital goods, so in its relation to the increase in the
supply of commodity money it is not an outlet for net
investment, but is itself a source of net investment.
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17. Technological progress
a. provides new and additional uses for an ex-
panding supply of capital goods resulting from
saving
b. is a major source of new and additional capital
goods

18. Ricardo’s essential insight concerning
the nature of capital accumulation was that it is the re-
sult of anything that increases production in general.

19. A fall in the rate of profit caused by a fall
in the rate of net consumption is unlikely to be accom-
panied by a rise in the demand for money for holding,
as is the case when the rate of profit falls because of a
financial contraction/deflation, because

a. it does not render the rate of profit negative
b. it results in additional saving and capital accu-
mulation and thus in the availability of additional
credit, which last operates to reduce the demand
for money for holding
c. both (a) and (b)

20. With the passage of time, the cumulative
proportion of the capital goods and labor in existence
in any given base year that directly or indirectly serves
in the production of consumers’ goods continually
grows, while the proportion continuing to serve indi-
rectly in the production of capital goods and thus of
consumers’ goods in the still further future continually
declines.

21. Irrespective of how high is the relative
production of capital goods and how low is the relative
production of consumers’s goods, virtually the total
supply of the means of production existing in any
given year are ultimately devoted to the production of
consumers’ goods.

22. The average period of production or
length of the structure of production can be expressed
in terms of how many years must elapse before some
given percentage of the capital goods and labor in exis-
tence in a base year will have ended up directly or indi-
rectly serving in the production of consumers’ goods.

23. A continuous lengthening of the period
of production is necessary for the existence of capital
accumulation.

24. The role played in capital accumulation
by the average period of production explains why tech-
nological progress by itself is limited in its ability to
bring about capital accumulation.

25. An economic system with a longer aver-
age period of production is in no better position to im-
plement technological advances than an economic
system with a shorter average period of production.

26. In an economic system with either an in-
variable money or a quantity of money and volume of
spending that increases at any given rate, the taxation
of profits

a. raises

b. lowers
c. leaves unchanged

the pretax rate of profit.

27. Under a system of commodity money,
the taxation of profits

a. raises
b. lowers
c. leaves unchanged

the rate of net investment and the rate of profit insofar
as it depends on the rate of net investment.

28. In an economic system with either an in-
variable money or a quantity of money and volume of
spending that increases at any given rate, budget defi-
cits financed by borrowing from the public operate to 

a. raise
b. lower
c. leave unchanged

the rate of profit.

29. Under a system of commodity money,
budget deficits financed by borrowing from the public
operate to 

a. raise
b. lower
c. leave unchanged

the rate of net investment and the rate of profit insofar
as it depends on the rate of net investment.

30. The goal of increasing saving and capital
formation through balancing the government’s budget
is facilitated more by cutting government spending
than by increasing taxes, insofar as the additional taxes
would come at the expense of saving.

31. When the rate of profit is 5%, it pays an
investor to wait an additional year for payback if the
later payback will be more than 5% greater than the
earlier payback, and to wait an additional two years
for payback if the later payback will be more than
10.25% greater than the earlier payback, and so on.
How much greater must the paybacks be if the rate of
profit is 10%?

32. To the extent that government interven-
tion has served to raise the rate of profit in the eco-
nomic system, it has contributed to an emphasis on
short-term results.

33. To the extent that chronic budget deficits
in the United States have made the rate of profit higher
in the United States than in Japan, they have

a. encouraged Japanese investment in the United
States
b. contributed to the negative US balance of trade
with Japan
c. mitigated the reduction in capital available and
rise in the rate of profit that would otherwise have
taken place in the US as the result of its budget
deficits
d. all of the above
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e. none of the above

10PT = The following is four-part question:

34. Economic freedom and respect for prop-
erty rights promote capital accumulation and eco-
nomic progress by

a. increasing the productivity of capital goods
and thus reducing the maintenance proportion
b. increasing the relative production of capital
goods
c. both (a) and (b)

35. The relative size of a country’s economy
in the world as a whole depends in the long run on its
rate of capital accumulation and economic progress.

36. The relative size of a country’s economy
in the world as a whole depends in the long run on the
extent of its economic freedom and respect for prop-
erty rights.

37. In the face of more rapid increases in pro-
duction in the rest of the world than in the United
States, greater economic freedom and respect for prop-
erty rights in the United States is necessary in order to
stem the decline in the relative size of the American
economy.

38. In the absence of increases in the quan-
tity of money, net saving in terms of money would
show a tendency to disappear.

39.  In the absence of increases in the quan-
tity of money, net saving in terms of money would
tend to disappear because

a. costs tend to rise toward any given level of pro-
ductive expenditure
b. to the extent that net saving continued and in-
creased the total of accumulated savings and capi-
tal, the amount of net consumption would tend to
rise and thus cause productive expenditure to fall
c. both (a) and (b)

40. The actual economic significance of sav-
ing lies at the gross level, rather than at the net level,
because this is the level at which the respective de-
mands for capital goods and labor relative to the de-
mand for consumers’ goods are present and play their
vital role even though net saving in terms of money
may be zero.

41. Continued net saving in terms of money
a. reduces the rate of profit
b. is the product of forces that add to the rate of
profit, viz., the increase in the quantity of money
and volume of spending

42. In the long run, hoarding is the cause of a
higher rate of profit rather than a lower rate of profit
because the funds hoarded are as much a foundation of
net consumption as the funds invested; at the same
time, the ratio of net consumption to funds invested is

increased, to the extent that people hold their savings
in the form of cash hoards rather than investments.

43. The scarcity of capital in its vertical di-
mension refers to 

a. the extent to which capital is available for em-
ployment at stages of production more remote
from the production of consumers’ goods, e.g., in
the production of the steel that is used to produce
automobiles, in the construction of the steel mills
that are used to produce that steel, and so on
b. the relation between the supply of capital and
the need for more overall capital directly or indi-
rectly employed per unit of consumers’ goods pro-
duced
c. the need for a higher degree of capital inten-
siveness
d. all of the above

44. In its horizontal dimension, the scarcity
of capital is as great as is the scarcity of consumers’
goods.

45. Outlets for additional investment of capi-
tal in its vertical dimension exist in accumulating capi-
tal sufficient

a. to enable the vast majority of the world that is
presently not industrialized to come up to the de-
gree of capital intensiveness of the portion of the
world that is industrialized
b. within the industrialized countries to enable
every factory, farm, mine, and store to increase its
degree of capital intensiveness to the point pres-
ently enjoyed only by the most capital-intensive
establishments
c. to enable all productive establishments to raise
the standard of capital intensiveness to the point
where no further reduction in costs of production
or improvement in the quality of products could
be achieved by any greater availability of capital
in its vertical dimension
d. all of the above

46. The potential for a rise in the value of
land constitutes an outlet for virtually unlimited sav-
ings and capital accumulation in its vertical dimension
at a positive rate of return on capital.

47. The doctrine of underconsumptionism
a. holds that an increase in saving and decrease
in consumption requires that in order for the addi-
tional savings to be invested, business must buy
for more at the very time that it sells for less
b. omits the demand for capital goods when it
concludes that an increase in saving and decrease
in consumption means a reduction in business
sales revenues
c. both (a) and (b)

48. The demand for capital goods and labor
can 

a. not lastingly
b. radically and permanently
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exceed the demand for consumers’ goods.

49. The demand for capital goods and labor
can radically and permanently exceed the demand for
consumers’ goods because under such conditions

a. most of the demand for capital goods and labor
comes to be made in the production of capital
goods, not consumers’ goods
b. the demand for consumers’ goods needs to ex-
ceed only the limited part of the demand for capi-
tal goods and labor made directly in the
production of consumers goods, while the demand

for capital goods in the production of consumers’
goods constitutes a further demand for goods, be-
hind which stands a further demand for capital
goods and labor, and so on, indefinitely
c. matters are described by an infinite series the
further terms of which are larger the smaller is the
initial term and the larger is the proportion in
which later terms stand to earlier terms
d. all of the above
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                  Chapter 17, Questions 1-48.                                                                                                      191

Ques- Correct Ques- Correct 
tion # Answer tion # Answer

1 F 26 a
2 e 27 b
3 T 28 a
4 T 29 b
5 a 30 T
6 c 31 >10% & >21%
7 b 32 T
8 F 33 d
9 T 34 c
10 T 35 T
11 c 36 T
12 F 37 T
13 T 38 T
14 T 39 c
15 T 40 T
16 T 41 b
17 b 42 T
18 T 43 d
19 c 44 T
20 T 45 d
21 T 46 T
22 T 47 c
23 F 48 b
24 T 49 d
25 F
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 Chapter 18

1. An economist’s acceptance of the proposi-
tion that unemployment can be eliminated by a fall in
wage rages and prices implies opposition on his part to
labor legislation and all other government intervention
that stands in the way of wage rates falling in the face
of unemployment.

2. In view of the influence of the Marxian ex-
ploitation theory, opposition to government interven-
tion on the side of raising and maintaining wage rates

a. opened an economist up to the condemnation
of being ready to leave wage earners defenseless
against exploitation by businessmen and capitalists
b. required that an economist be able to refute the
Marxian exploitation theory if he wished to over-
come such condemnation, which was a task be-
yond the ability of most economists
c. required that an economist who was capable of
refuting the Marxian exploitation theory take a
stand in opposition to the overwhelming intellec-
tual current of the time
d. all of the above

3. The essential claim of Keynesianism is
that a free market in labor and fall in wage rates is in-
capable of eliminating unemployment and that mass
unemployment is an inescapable feature of a capitalist
economic system in modern conditions.

4. A leading implication of Keynesianism is
that there is no need for economists to oppose govern-
ment interference raising or maintaining wage rates,
since the abolition of such interference would not
serve to eliminate unemployment in any case, and thus
that there is no reason for economists to have to be in a
state of conflict with the prevailing opinion of virtually
all other intellectuals.

5. According to Keynesianism, the solution
for mass unemployment is “fiscal policy,” by which,
in essence, is meant that the government must adopt a
policy of budget deficits.

6. According to Keynesianism, the more the
government spends for any purpose—even for the
least valuable programs imaginable, such as pyramid
building—the more prosperous must the economic sys-
tem become.

7. Keynesianism was a source of intellectual
relief for many economists, because his ideas filled
what perhaps the majority of economists experienced
as a vital need—it gave them a way out of conflict
with the rest of the intellectual world and with a good
portion of their own convictions. For if Keynes were
right, economists need not oppose labor legislation. In-
deed, they could join in the calls for expanded govern-
ment intervention.

8. Such ideas as that pyramid building and
budget deficits are economically beneficial marks Key-

nesianism as an enemy both of common sense and the
love of liberty (viz., the freedom from excessive gov-
ernment, which excess is fostered by the policy of bud-
get deficits).

9. Keynesianism 
a. holds that even though the quantity of money
in the economic system remains the same, a fall in
wage rates and prices is accompanied by propor-
tionately less spending, since it alleges that there
is no increase in the quantity of goods and labor
demanded at the lower prices and wages
b. is incompatible with the quantity theory of
money
c. is a species of consumptionism
d. all of the above

10. The success of Keynesianism in overcom-
ing opposition was the result in large part of the unnec-
essary abandonment two generations earlier of the
main body of classical economic thought in the mis-
taken belief that it supported Marxism, in particular
the abandonment of classical economics’ views on the
wages fund doctrine and the role of saving in spend-
ing. 

11. Neo-Keynesianism 
a. arose in response to some relatively mild criti-
cism of Keynes levied by A. C. Pigou, a colleague
at Cambridge University 
b. admits that a fall in wage rates would be capa-
ble of eliminating unemployment, but claims that
the fall would have to be enormously out of pro-
portion to any additional employment achieved,
with the implication that in the process of achiev-
ing full employment virtually every debtor would
be bankrupted, because the grossly disproportion-
ate drop in wage rates and prices implies corre-
spondingly large reductions in aggregate spending
and revenues and thus in the ability to repay
debts. 
c. claims that a necessary condition of prices
being able to fall would be the adoption of a radi-
cal antitrust policy, or a program of widespread
nationalization of industry, as the means of estab-
lishing “price competition,” because big business,
left to its own devices, is “oligopolistic” and prac-
tices “administered pricing”—i.e., won’t reduce
prices
d. fully agrees with Keynesianism with respect to
the conclusion that a free economy cannot have
full employment
e. all of the above

12. The neo-Keynesians are led to conclude
that reductions in wage rates and prices can have only
a relatively modest impact on the increase in employ-
ment and output because the only mechanism they can
imagine by which a fall in wage rates and prices can
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increase the quantity of goods and labor demanded is
by virtue of its effect in increasing the buying power
of the stock of money and on that basis increasing the
demand for consumers’ goods and thereby creating ad-
ditional employment.

13. Pigou’s doctrine is even weaker than the
Keynesians themselves recognize, because if the
money supply of the economic system rests on a frac-
tional reserve, and if it were the case that there must be
some significant drop in total spending accompanying
the fall in wage rates and prices, then there would be
substantial business failures, which would result in
substantial bank failures and in a reduction in the quan-
tity of money. In such a case, the “Pigou effect” would
be reduced to depending on the ability of a fall in
wage rates and prices to raise the purchasing power
not of a fixed stock of money (which would not be
fixed, but falling) but of a much more limited fixed
monetary base.

14. Samuelson and Nordhaus depart both
from Keynesianism and traditional neo-Keynesianism
in their explanation of unemployment as being caused
by wage-rate rigidities rather than by the alleged per-
fect inelasticity or at least extremely high inelasticity
of the aggregate demand curve.

15. When they say, “The classical approach
holds that prices and wages are flexible, so the econ-
omy moves to its long-run equilibrium very quickly,”
Samuelson and Nordhaus

a. misrepresent the views of the classical econo-
mists, who never maintained that wages and
prices are flexible in the face of minimum-wage
and prounion legislation and similar government
interference
b. ignore the existence of such government inter-
ference
c. both (a) and (b)

16. When they say that the classical econo-
mists preached “that persistent unemployment was im-
possible,” Samuelson and Nordhaus ignore the fact
that the classical economists’ proposition was intended
to apply only to a labor market free of government in-
terference, not to one in which such interference pre-
vents a fall in wage rates.

17. Choose the answer which is most com-
pletely true.

a. According to Samuelson and Nordhaus,
Keynes emphasized that because wages and prices
are inflexible, there is no economic mechanism to
restore full employment and ensure that the econ-
omy produces its potential.
b. Keynes’s actual position was that there is no
way for a free economy, which has flexible wages
and prices, to achieve full employment.
c. Samuelson and Nordhaus’s claim represents an
unadmitted capitulation to the claims of classical
economists, in that it concedes that what stands in
the way of full employment is a failure of wage

rates to fall and thereby increase the quantity of
labor demanded.
d. all of the above

18. As presented by Samuelson and
Nordhaus, what remains of the Keynesian position is
merely an obstinate refusal to challenge the govern-
ment intervention that is responsible for mass unem-
ployment, and an insistence that the problem of
unemployment be dealt with by means of still more
government intervention.

19. The Keynesian doctrine of the unemploy-
ment equilibrium is the claim that

a. a fall in wage rates and prices is incapable of
increasing the quantity of labor demanded, be-
cause it is accompanied by a corresponding fall in
the aggregate monetary demands for consumers’
goods and labor
b. a free economy cannot escape from mass un-
employment
c. both (a) and (b)

20. The Keynesian aggregate demand curve
is identical to the consumptionist aggregate curve pre-
sented in Chapter 13 except for the horizontal axis rep-
resenting employment as well as output, and the use of
the letter Y to denote output.

21. The claim of many union leaders that
wage rate reductions result in proportionate reductions
in consumer spending

a. is often thought to be the basis of the Keynes-
ian aggregate demand curve
b. is fallacious because while the wage-rate re-
ductions reduce the spending of the individual
wage earner, they increase the number of workers
employed and thereby enable the same overall
level of spending to be maintained by the individu-
ally smaller spending of a larger number of work-
ers, which unchanged level of overall spending is
sufficient to buy the output of the larger number
of workers by virtue of lower prices
c. both (a) and (b)

22. The fall in wage rates to their equilib-
rium, i.e., full-employment, level is in fact almost cer-
tain to be accompanied by a rise in total payroll
spending and in productive expenditure as a whole, be-
cause it brings out the investment expenditures which
had been postponed, awaiting the fall in wage rates.
Thus, in actuality, it is accompanied by a rise in the ag-
gregate monetary demands for labor and for goods,
both consumers’ goods and capital goods.

23. The actual basis of the vertical Keynes-
ian aggregate demand curve is 

a. the claim of many union leaders that wage rate
reductions result in proportionate reductions in
consumer spending
b. the IS curve

24. The IS curve
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a. is the relationship alleged by the Keynesians
between the “marginal efficiency of capital” (viz.,
the rate of profit and interest), on the one side, and
the volume of output and employment, on the
other, for equilibria of investment and saving
b. purports to show that as output and employ-
ment expand, as measured along the horizontal
axis, the rate of return on capital falls, as mea-
sured along the vertical axis
c. both (a) and (b)

25. The IS curve underlies the Keynesian ag-
gregate demand curve in that the Keynesians claim
that at the point of full employment on the IS curve,
namely Yf and its corresponding output, the rate of re-
turn would either be negative or, if not negative, at
least unacceptably low (below 2 percent is the usual es-
timate of what is unacceptably low). This alleged insuf-
ficiency of the rate of return that would exist if full
employment were achieved is supposed to be the rea-
son that full employment cannot exist, or if it did exist,
could not be maintained.

26. The Keynesian argument for an unem-
ployment equilibrium is based on the claim that the
achievement of full employment would entail a rate of
profit and interest too low for investment to be worth-
while. And thus, if somehow full employment were
achieved, say the Keynesians, savings would be
hoarded rather than invested, with the effect being a
drop in spending for output and labor and a reduction
in output and employment below the full-employment
level, which would go on until sufficient movement
had taken place up and to the left along the IS curve to
raise the rate of return on capital back up to the alleged
minimum acceptable rate of return.

27. While 2 percent is the figure most often
cited as the minimum acceptable rate of return, noth-
ing depends on that specific assumpiton. If the mini-
mum acceptable rate of return were instead assumed to
be zero, the Keynesian argument could simply be re-
cast as claiming that full employment required a rate
of return below zero. 

28. The IS curve is derived from
a. the production function
b. the saving function
c. the equality of investment with saving
d. the marginal efficiency of capital schedule
e. all of the above

29. The production function describes the re-
lationship between the quantity of labor employed, on
the vertical axis, and the quantity of output (real na-
tional income) produced, on the horizontal axis.

30. The “saving function”
a. is the Keynesian doctrine that a definite, deter-
minate mathematical relationship exists between
the level of income, on the one side, and the vol-
ume of saving out of income, on the other

b. when diagrammed shows saving on the verti-
cal axis and national income on the horizontal axis
c. is the corollary of the more widely known Key-
nesian doctrine of the “consumption function,” ac-
cording to which consumption spending is
mathematically determined by the level of income
d. is derived by subtracting the consumption func-
tion from national income
e. is presented as the algebraic formula
S = –a + (1–c)Y,
f. all of the above

31. The equilibria of investment and saving
is diagrammitically depicted by a 45 degree line that
shows investment equal to saving at every point, with
the vertical axis representing saving and identical to
the vertical axis of the saving-function diagram, and
the horizontal axis representing net investment.

32. The reason for showing the equality of
saving and investment is to

a. ask what would happen if all that were saved
at every level of real income were actually in-
vested
b. set the stage for showing why investment can-
not in fact be equal to saving when saving is sub-
stantial
c. both (a) and (b)

33. The marginal efficiency of capital sched-
ule

a. is drawn showing the rate of return on capital
on the vertical axis and the volume of net invest-
ment on the horizontal axis
b. claims that as the volume of net investment in-
creases, the rate of return on capital decreases
c. both (a) and (b)

34. The IS curve is derived on the basis of
the proposition that

a. a given volume of employment results in a cor-
responding volume of output (real national in-
come) on the production function
b. that volume of output (real national income)
implies a definite amount of saving, based on the
saving function
c. that volume of saving requires an equivalent
volume of net investment if hoarding is not to re-
sult
d. that volume of net investment implies a defi-
nite rate of return on capital according to the mar-
ginal efficiency of capital schedule
e. the pairing of the rate of return on capital im-
plied by the marginal efficiency of capital sched-
ule with the volume of output (real national
income) that gave rise to it represents a point on
the IS curve
f. all of the above

35. Keynesianism alleges that
a. the “marginal efficiency of capital” is deter-
mined by the volume of investment in physical
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terms, and thus that as wage rates and prices fall,
the effect is to reduce the monetary value of the
maximum physical amount of investment that is
consistent with the minimum acceptable rate of re-
turn
b. since total spending is essentially just a multi-
ple of investment spending, the effect of a reduc-
tion in wage rates and prices and a proportional
reduction in investment spending is a proportional
reduction in total spending
c. both (a) and (b)

36. According to Keynesianism, there cannot
lastingly be a level of employment, output, and real in-
come greater than what produces the limited volume
of saving that can be accommodated by the limited vol-
ume of profitable investment opportunities.

37. According to Keynesianism, full employ-
ment is not possible because if it existed, people would
attempt to save more than can profitably be invested
(i.e., invested at the minimum acceptable rate of return
or better).

38. According to Keynesianism, the achieve-
ment of a rate of return on capital high enough to be
minimally acceptable requires the existence of unem-
ployment in order to reduce

a. the level of output/real income
b. the volume of saving, which is allegedly deter-
mined by the size of output/real income
c. the need for investment to offset the saving
d. the downward pressure on the rate of return al-
legedly caused by more investment
e. all of the above

39. According to Keynesianism, if there
were no additional savings requiring offsetting invest-
ment as employment increased, full employment could
actually be achieved, because in that case the rate of re-
turn on capital would not have to fall as employment
increased. Thus, if only people were sufficiently profli-
gate, they could be prosperous, according to Key-
nesianism.

40. The grounds for the MEC doctrine are
a. an alleged rise in the purchase price of capital
assets as net investment increases
b. a fall in the selling prices of products as the re-
sult of increasing net investment and the addi-
tional productive capacity that it brings about,
which fall in prices allegedly causes a fall in profit
margins and the rate of profit
c. the operation of the law of diminishing returns
as net investment increases, accompanied by a fur-
ther fall in the prospective yields to capital assets
d. all of the above

41. “Fiscal policy” is essentially a policy of
government budget deficits designed to deal with the
alleged excess of saving over profitable investment
outlets at the point of full employment.

42. Fiscal policy, in the form of chronic gov-
ernment budget deficits, is supposed to be the solution
for the unemployment equilibrium, according to Key-
nesianism, by virtue of providing an additional outlet
for saving, alongside the allegedly insufficient outlet
provided by profitable investment. With a deficit, em-
ployment, output/real income, and saving can alleg-
edly be greater with no additional downward pressure
on the marginal efficiency of capital, because the ex-
cess saving is siphoned off into financing the deficit.

43. An analogy to the Keynesian doctrine of
the unemployment equilibrium would be the assump-
tion of an environmental pollution function in place of
the saving function and the further assumption of a
maximum tolerable amount of pollution. In that case,
as employment and output/real income increased, so
too would the magnitude of pollution. If full employ-
ment generated more pollution than the alleged maxi-
mum tolerable amount, then a basis would exist for the
allegation of an unemployment equilibrium on environ-
mental grounds.

44. An analogy to the Keynesian doctrine of
the unemployment equilibrium would be the assump-
tion of an alcholic beverage/narcotic function in place
of the saving function and the further assumption of a
maximum tolerable limit to the consumption of al-
chohol/narcotics consistent with people being able to
work effectively. In that case, as employment and out-
put/real income increased, so too would the consump-
tion of alchohol/narcotics. If at the point of full
employment and its corresponding level of output/real
income, the consumption of alchohol/narcotics was so
great that people could not work, an unemployment
equilibrium could be held to exist for that reason.

45. The Keynesian claim that as net invest-
ment increases, the purchase price of capital assets
rises, thereby reducing the rate of return on capital,
drops the context that the question at issue is the effect
of a fall in wage rates and prices. When wage rates and
price fall, the purchase price of capital assets will fall,
not rise. The additional net investment is analogous to
an additional quantity demanded at lower prices. Just
as the additional quantity demanded at lower prices is
not a rise in demand and does not raise prices, so too
the additional net investment that occurs in response to
lower wage rates and prices does not raise the pur-
chase price of capital assets, but is in response to the
fall in their prices. 

46. The Keynesian claim that as net invest-
ment increases and thus causes an increase in produc-
tive capacity, which in turn leads to a fall in selling
prices, drops the context that what initiates the process
is a fall in wage rates, which means a fall in costs of
production preceding the fall in selling prices. The ef-
fect of the fall in costs is to prevent the fall in selling
prices from reducing profit margins and the rate of
profit.
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47. The Keynesian claim that as net invest-
ment increases, the operation of the law of diminishing
returns serves to reduce the yield to successive incre-
ments of net investment, drops the context of the in-
crease in employment. When wage rates fall and
employment increases, the effect is to increase labor
more than capital and thus, if anything, to increase
marginal physical returns to capital, not decrease
them. If ever capital were too abundant, the employ-
ment of more labor would be the cure.

48. The Keynesian claim that a fall in wage
rates and prices cannot lift the economic system out of
a depression and achieve full employment because at
full employment the rate of return on capital would be
too low, is a claim that the rate of return in the recov-
ery from a depression would be lower than it is in the
depression.

49. A major reversal of economic reality on
the part of the Keynesian analysis is its belief that in a
depression saving and net investment are at their maxi-
mum possible limits, and the problem is that full em-
ployment requires that they be carried still further. The
actual fact is, however, that far from being at their
maximum limits, saving and net investment are ex-
tremely low or even negative in a depression.

50. In a depression, net investment is sharply
reduced and even becomes negative as the result of the
plunge in productive expenditure, including plant and
equipment spending and spending on account of inven-
tory, while depreciation and cost of goods sold con-
tinue to reflect earlier, higher levels of productive
expenditure.

51. In a depression, saving is sharply reduced
and even becomes negative as the result of

a. the plunge in business profits and the payment
of dividends out of earned surplus, which serves
to reduce accumulated business savings
b. the existence of mass unemployment and un-
employed workers having to consume their sav-
ings
c. both (a) and (b)

52. Profit is sales receipts minus costs. Net
investment is productive expenditure, which is the
source of the overwhelming bulk of business’s sales re-
ceipts, minus those same costs. It follows that in the
context of a business cycle, in which productive expen-
diture and sales reveunes move together virtually dol-
lar for dollar, net investment and profits move together
virtually dollar for dollar.

53. The marginal-efficiency-of-capital doc-
trine constitutes a reversal of the actual relationship be-
tween net investment and the rate of profit in the
context of a business cycle, because more net invest-
ment accomanying the return to full employment
would result in a virtual dollar-for-dollar increase in
the amount of profit in the economic system and thus
in a rise in the rate of profit, not a fall.

The following is a four-part question.

Assume that the Keynesian investment multiplier is 4
and that profits are a constant 10 percent of sales reve-
nues (actually they are usually a rising percentage of
rising sales revenues).

54. Calculate the increase in national income
resulting from an increase in net investment of 10.

55. Calculate the increase in profit income.

56. Calculate the ratio of the additional profit
income to the additional net investment.

57. Calculate what the rate of profit would
have to have been before the increase in net invest-
ment in order for it not to be higher now.

58. The marginal-efficiency-of-capital doc-
trine and the multiplier doctrine are mutually contra-
dictory in that the former claims that as net investment
increases the rate of return on capital falls, while the
latter claims that as net investment increases, national
income increases by a multiplied amount, which impl-
ies that profits increase at a substantial rate relative to
the additional net investment and thus that the rate of
profit rises.

59. In bringing about a restoration of produc-
tive expenditure, particularly for plant and equipment,
which had been postponed, awaiting their fall, a fall in
wage rates brings about the restoration of net invest-
ment and profitability along with full employment.

60. If wage rate reductions were accompa-
nied by reduced total wage payments, and the saving
of funds were used to buy plant and equipment, aggre-
gate business profits would increase, because while ag-
gregate sales revenues in the economic system
remained the same, aggregate business costs would
fall because expenditures for plant and equipment typi-
cally show up as costs more slowly than do wage pay-
ments.

61. The paradox-of-thrift doctrine is the
claim that the attempt to save a larger proportion of na-
tional income results in a smaller amount of national
income.

The following is a four-part question.

Assume that 10 is the maximum amount of net invest-
ment that can occur at the minimum acceptable rate of
return or better.

62. If saving is equal to 25 percent of na-
tional income, calculate the maximum amount of na-
tional income that is consistent with saving not
exceeding the allegedly limited profitable investment
opportunites.

63. If saving is equal to 10 percent of na-
tional income, calculate the maximum amount of na-
tional income that is consistent with saving not
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exceeding the allegedly limited profitable investment
opportunites.

64. If saving is equal to 1 percent of national
income, calculate the maximum amount of national in-
come that is consistent with saving not exceeding the
allegedly limited profitable investment opportunites.

65. The paradox-of-thrift doctrine rests en-
tirely on the central notion of the Keynesian analysis
that there is room in the economic system for only a
strictly limited amount of profitable investment. If that
were so, then the higher the percentage of income
saved, the smaller must be the income that results in
the maximum amount of saving that the economic sys-
tem can allegedly tolerate by offsetting it with profit-
able net investment. 

66. Saving out of money income continues
as a permanent phenomenon only because of the con-
tinuing increase in the quantity of money and thus the
continuing increase in the level of money incomes. In
such conditions more saving is necessary to maintain
any given desired ratio of accumulated savings to cur-
rent income. If the increase in the quantity of money
and the consequent rise in money incomes came to an
end, it would no longer be necessary to go on saving
out of income once accumulated savings reached the
desired ratio to current income. Thus there is no such
thing as saving being a mathematical function of in-
come.

67. The continuing saving and net invest-
ment that goes on in the world as the result of an in-
creasing quantity of money, so far from reducing the
rate of return on capital, takes place largely out of a
rate of return that is elevated by that same increase in
the quantity of money and volume of spending. 

68. “Liquidity preference,” or cash prefer-
ence, as Hazlitt calls it, is 

a. people’s preference for holding money
b. is the basis, according to the Keynesians, for
the minimum acceptable rate of return on capital
being 2 percent; 2 percent is the alleged minimum
rate of return required to overcome liquidity pref-
erence
c. allegedly has no limit when the rate of return
falls to its minimum acceptable level
d. all of the above

69. The arguments the Keynesians advance
for expecting 2 percent to be the minimum rate of re-
turn at which people are willing to lend or invest are

a. the costs of bringing borrowers and lenders to-
gether
b. the potential for capital losses if interest rates
should rise from a level at or below 2 percent
c. both (a) and (b) 

70. In a free economy, without inflation and
credit expansion, the rate of profit and interest would
almost certainly be above 2 percent as the result of the

combined operation of net consumption and the in-
crease in the quantity of gold.

71. If the rate of return on capital somehow
did get so low that people attemted to hoard, that very
fact would operate to raise the rate of return, because
the rate of net consumption applies to cash holdings as
well as to investments in capital assets other than cash,
with the result that the larger are cash holdings relative
to capital assets other than cash, the higher is the
amount of net consumption and thus the amount of
profit in the economic system relative to the value of
capital assets other than cash.

The following is a four-part question, in which the rate
of net consumption is assumed to be constant at 2 per-
cent.

72. Assume that initially there is 100 of cash
in the economic system and 900 of assets other than
cash in the form of capital. Calculate the rate of profit
on the capital assets other than cash.

73. Now assume that there is major increase
in cash preference, such that while the quantity of cash
remains 100, the monetary value of capital assets other
than cash is cut from 900 to 400.

74. Assume that there is another, even
greater increase in cash preference, such that while the
quantity of cash continues to be 100, the monetary
value of capital assets other than cash is cut from 400
to 100. Calculate the rate of profit on the capital assets
other than cash.

75. Calculate the rate of return on capital as-
sets other than cash if cash preference were so powerul
that while there continued to be 100 of cash, the mone-
tary value of capital assets other than cash fell to 10.

76. If cash preference were so great that peo-
ple did not productively expend and invest at all, what-
ever consumption that took place would be profit and
the average rate of profit would be that amount of
profit divided by zero of invested capital, with the re-
sult that the rate of return on capital would be infinite.

77. The fact that there are costs of bringing
lenders and borrowers together, and of otherwise in-
vesting, and that the absolute amount of return must
exeed these costs in order for lending and investing to
be worthwhile, merely implies that the size of the loan
or investment, and the period of time for which it is
made, must be of some minimum, not that all lending
and borrowing cease to be worthwhile as the rate of re-
turn falls below some arbitrary level such as two per-
cent.

78. When the pooling of small sums is al-
lowed for, as is accomplished every day by such insti-
tutions as savings banks, the sums which it pays to
lend and invest even at a rates of return below 2 per-
cent, can be quite small and need be available only for
very short periods of time.
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79. If the rate of return on capital is ex-
tremely low and people hesitate to lend or invest for
fear that it will rise, then either they are right in expect-
ing the rate of return to rise, or they are wrong. If they
are right, then the rate of return rises, and the alleged
problem of too low a rate of return simply disappears.
If they are wrong, and the rate of return does not rise,
then there is no actual reason to fear the rise and they
can lend and invest at the low rate of return. Either
way, the argument about uncertainty concerning the fu-
ture of the rate of interest as a permanent basis of large-
scale hoarding does not hold up.

80. If we consider the phenomenon of a rise
in the rate of return on capital as such, rather than
merely a rise in the rate of interest on loans, and keep
in mind that what brings it about in the circumstances
of recovery from a depression—namely, a recovery of
productive expenditure and sales revenues—then it be-
comes clear that people have good reason to go ahead
and invest immediately if they expect the rate of return
to rise. This is because if they invest as stockholders or
other categories of equity owners, they will actually
gain from the rise in the rate of return. And if they do
not expect the rate of return to rise, then they have no
good reason to abstain from investing out of any fear
of securities prices falling.

81. If the rate of return on capital did fall to
an extremely low level, the effect would be

a. a reduction in the volume of lending and bor-
rowing of relatively small sums for relatively
short periods of time
b. a reduction in the velocity of circulation of
money
c. a counteracting tendency toward a rise in the
average rate of return because of the application
of net consumption to cash holdings that were
now larger relative to capital assets in forms other
than cash
d. all of the above

82. According to Keynes, the problem of un-
employment, rests on the fact that people insist on sav-
ing. If they did not save, if they only consumed, the
“multiplier” would allegedly be infinite, and full em-
ployment would exist.

83. In conditions in which there would be no
saving whatever, no net saving out of income and no
gross saving out of sales revenues, no saving even in
the form of cash holdings, because everyone would
race to consume immediately,

a. liquidity preference would be zero
b. productive expenditure, costs, and capital
would be zero
c. profits would equal sales revenues
d. the rate of profit and interest would be infinite
e. the employment of wage earners in the produc-
tion of products for sale would be zero
f. all of the above

84. In Keynes’s view, in the conditions de-
scribed in the preceding question,

a. the rate of interest, as the price paid for parting
with liquidity preference, would be zero
b. employment would be full
c. both (a) and (b) 

85. The economic consequences of Key-
nesianism, manifested in the adoption of the implied
economic policies have been

a. chronic federal government budget deficits
b. the abandonment of the gold standard and con-
tinuous inflation of the supply of paper money
c. growth in the size of government, in the belief
that increases in government spending do not re-
quire additional taxes and are a source of prosper-
ity 
d. the large-scale undermining of saving and capi-
tal accumulation as the result of deficits, inflation,
and the confiscatory taxation of high incomes
e. the “rust belt”
f. all of the above

86. Although Keynesianism is, and must be,
radically opposed to the quantity theory of money, for
the reasons explained at the beginning of Chapter 18,
it nevertheless recognizes the need to couple its policy
of budget deficits with an expansion in the quantity of
money. This is because even though Keynesianism
avows that what increases spending is the mere exis-
tence of budget deficits, the fact is that in the absence
of substantial increases in the quantity of money, a pol-
icy of sustained large-scale budget deficits would inev-
itably result in the government’s bankruptcy.
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 Chapter 19, Part A

1. Inflation is
a. rising prices
b. an undue increase in the quantity of money
c. an increase in the quantity of money more
rapid than the increase in the supply of gold 
d. all of the above
e. (b) and (c) but not (a) 

2. “Demand-pull inflation” 
a. refers to an increase in the quantity of money
and volume of spending as pulling prices up in the
face of limited supplies of goods or services
b. is alleged to be the only way in which in-
creases in the quantity of money and volume of
spending can succeed in raising prices
c. both (a) and (b)

3. “Cost-push inflation” 
a. alleges that prices rise from the side of supply
rather than from the side of demand
b. is presented as a mutually exclusive alternative
to the quantity theory of money, whose operation
is allegedly confined to “demand-pull inflation”
c. both (a) and (b)

4. The doctrine of “cost-push inflation” em-
braces rising prices allegedly caused by

a. rising wage rates, in which case it is known as
“wage-push inflation” 
b. the greed of businessmen for higher profits,
which is described as “profit-push” or “sellers’ in-
flation” 
c. sudden substantial reductions in the supply of
critical materials, such as oil, in which case it is
described as “crisis-push inflation”
d. all of the above

5. The doctrine of the “wage-price spiral”
rests on the doctrine of cost-push inflation.

6. Like “cost-push inflation,” so-called de-
mand-pull inflation is also supposed to take a variety
of forms. In addition to being caused by an increase in
the quantity of money, it is supposed to be capable of
being caused by

a. inexplicable increases in the velocity of circula-
tion of money
b. the unexplained existence of “inflation psy-
chology”
c. the growing use of credit cards, installment
credit, or other forms of credit
d. the increasing greed of consumers for more
goods
e. all of the above

7. Since numerous possibile causes can be ad-
duced to explain rising prices in this or that case, the
definition of inflation as rising prices results in people
having no ready idea of what causes inflation at any
given time.

8. The definition of inflation as rising prices
implies that

a. if businessmen did not raise their prices, infla-
tion would not exist
b. the greed of businessmen is responsible for in-
flation
c. the imposition of price controls would stop in-
flation by prohibiting the rise in prices
d. all of the above

9. The definition of inflation as rising prices
distinguishes between prices rising from the side of de-
mand (i.e., from the side of money and spending) and
prices rising from the side of production and supply. 

10. The definition of inflation as rising prices
can lead to the government’s inflation of the money
supply in misguided efforts to hold interest rates down
or to pay subsidies to producers in order to enable
them to sell at below-market prices. 

11. The formula for the general consumer

price level is  P = 
DC

SC
.

12. The formula for the general consumer
price level limits the direct, immediate explanation of
rising prices to either a rise in aggregate demand or
fall in aggregate supply and implies that if an alleged
cause of rising prices cannot be shown to cause one or
the other of these two direct causes, then it is simply
not a cause of rising prices.

13. As far as it goes, the effect of supply on
prices in the United States and practically all other
countries over the last seventy years has been

a. a continuing rise brought about by a progres-
sive fall in supply
b. a continuing fall brought about by a progres-
sive rise in supply 

14. Where falling supply has contributed to
rising prices, its role has been relatively minor, in the
most extreme cases accounting for perhaps as much as
a doubling of prices over a period years over which
prices rose many times more altogether.

15. In order for falling supply to account for
a sustained 2 percent compound annual rise in prices,

a. supply would have to halve approximately
every 35 years
b. supply would have to fall to approximately
one-eighth of its initial level in little more than a
century
c. the rapid disappearance of material civilization
would be implied
d. all of the above

16. Falling supply is itself often the by-prod-
uct of rapid increases in the quantity of money and ag-
gregate demand.
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17. An inflationary rise in prices includes not
only a rise in the strict weighted average of all prices
but also the fact that all prices, or at least the far
greater part of them, are able to rise at the same time.

18. In cases in which a fall in supply takes
place in the production of a necessity or a vital mate-
rial, i.e., in any case in which the demand for a product
is inelastic, the outcome will be 

a. a rise in the price of the item more than propor-
tionate to the reduction in its supply
b. a rise in the amount of money spent to buy that
item and a corresponding fall in the amount of
money spent to buy other items
c. a tendency toward a fall in prices wherever
spending has had to decline in order to make pos-
sible the concentration of funds on the purchase of
the good in reduced supply.
d. all of the above

19. Because it would be accompanied by a
fall in many prices, falling supply cannot explain the
range of price increases that exists under inflation,
which extends to all goods and services, or at least to
the far greater part of them, at the same time.

20. In contrast to falling supply, the combina-
tion of an increase in the quantity of money and rising
aggregate demand is capable of raising all prices at the
same time and so satisfies the requirement of explain-
ing the necessary range of price increases that exists
under inflation.

21. An inflationary rise in prices includes not
only a rise in the strict weighted average of all prices,
and in at least the broad range of prices, but also a sys-
tematic tendency for stockholders to gain at the ex-
pense of bondholders and for debtors in general to
gain at the expense of creditors.

22. Rising prices caused by falling supply do
not enable stockholders and other debtors to gain at
the expense of bondholders and other creditors, be-
cause falling supply does nothing to increase the mone-
tary income or wealth of the average stockholder or
creditor, who is in the position of having as many
fewer physical units of goods and wealth as the price
per unit of goods and wealth has risen.

23. Rising prices caused by falling supply are
incompatible with the debtor/creditor effects associ-
ated with inflation.

24. Rising prices caused by falling supply,
such as would result from massive enemy bombing of
factories in a war, would result in stockholders actu-
ally being worse off than bondholders as the result of
rising prices, because they would lose their capitals to
a greater extent than the bondholders, as well as hav-
ing to pay the same higher prices as the bondholders.

25. Unlike rising prices caused by falling sup-
ply, rising prices caused by rising aggregate demand

a. are accompanied by rising monetary incomes
and wealth on the part of stockholders and debt-
ors, which enables these groups to gain as prices
rise, to the extent that their monetary incomes and
wealth rise more rapidly than prices
b. are fully compatible with the debtor/creditor ef-
fects associated with inflation
c. both (a) and (b)

26. The belief that falling supply is a cause
of inflation implies 

a. the belief that rising supply is a cause of defla-
tion and thus of depression
b. the overproduction doctrine
c. both (a) and (b)

27. Falling aggregate supply must be elimi-
nated as the cause of an inflationary rise in prices, leav-
ing only rising aggregate demand because

a. with few exceptions supply has increased over
the period in which prices have been rising, mak-
ing its actual contribution a reduction in prices
compared with what they otherwise would have
been
b. where supply did fall, its fall could not begin
to explain the extent of the rise in prices
c. reductions in supply are frequently the result
of rapid increases in aggregate demand
d. reductions in supply as a sustained cause even
of moderately rising prices would imply the disap-
pearance of material civilization at a rate rivaling
or surpassing that of the collapse of the Roman
Empire
e. all of the above

28. Falling aggregate supply must be elimi-
nated as the cause of an inflationary rise in prices, leav-
ing only rising aggregate demand because it

a. cannot explain the range of price increases as-
sociated with inflation
b. cannot explain the effects on the relations be-
tween stockholders and bondholders, and debtors
and creditors in general, associated with inflation
c. implies the overproduction doctrine
d. all of the above

29. People are led to believe that the rising
prices of the last two generations could not have been
caused by rising aggregate demand, but only by rising
costs of production or the greed for higher profits, be-
cause they mistakenly believe that more demand raises
prices only at the point of full employment, which we
have not had during this time, and short of that point
serves merely to increase employment.

30. The cost-push doctrine is mathematically
equivalent to blaming rising prices on falling supply,
since it claims that no increase in demand is necessary,
which leaves only falling supply as the explanation of
rising prices.
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The following is a four-part question.

Starting from a position of full employment and given
unchanged aggregate demands for consumers’ goods
and labor, an unchanged productivity of labor, and an
unchanged size of the labor force, calculate the unem-
ployment rate that would result from 

31. A cumulative rise in wage rates of 10 per-
cent.

32. A cumulative rise in wage rates of 25 per-
cent.

33. A cumulative rise in wage rates of 33 1/3
percent.

34. The effect of wage increases imposed by
labor unions is to create mounting unemployment if
there is no increase in the quantity of money and thus
in aggregate demand.

35. Starting from a position of full employ-
ment, and recalling that in the depths of the Great De-
pression the unemployment rate did not exceed 25
percent, calculate to what extent labor unions could
succeed in raising wage rates before bringing about an
unemployment rate comparable to that of the great de-
pression, if there were no increase in the quantity of
money and thus in aggregate demand.

36. Given the fact that a mounting unemploy-
ment rate would finally lead to an end to further union
wage demands as more and more of the unions’ mem-
bership came to be added to the unemployment roles,
and even assuming that the unemployment rate that
would be necessary for this would be as high as that of
the Great Depression, the maximum, cumulative effect
of labor unions driving up wage rates would be an in-
crease in priceson the order of one-third.

37. In the early 1980s, an unemployment rate
briefly in excess of 11 percent was sufficient to elimi-
nate most of “wage push.”

38. Starting from a position of full employ-
ment and given unchanged aggregate demands for
consumers’ goods and labor and an unchanged size of
the labor force, but now assuming a doubling of the
productivity of labor over the same period of time that
the labor unions succeed in driving up wage rates suffi-
ciently to cause a Great-Depression level of unemploy-
ment, calculate the change in the general consumer
price level.

39. If, over the same period of time that the
unions were driving up wage rates, the productivity of
labor were to rise, prices could actually fall substan-
tially, despite the rise in wage rates.

40. Over time, labor unions are not a signifi-
cant cause of rising prices, but of unemployment.

41. “In order for “wage-push” to have a sus-
tained significant effect on the general consumer price
level, and avoid burning out in mounting unemploy-

ment, it must be sustained by an increasing quantity of
money and rising aggregate demand.”

42. The increase in the quantity of money
and rising aggregate demand

a. allows “wage push” to continue because it re-
moves the brake of mounting unemployment
b. calls wage push into being when it otherwise
would not exist, by virtue of reducing or removing
the threat of its causing additional unemployment
c. positively encourages wage push by virtue of
raising nominal profits, which constitutes a verita-
ble red flag to the unions and their demands for
wage increases
d. causes prices of goods available only in lim-
ited quantity to rise, which, together with rising
prices caused by the unions’ previous wage de-
mands, leads the unions to demand wage in-
creases to keep pace with price increases
e. all of the above

43. Given that wage push could not be very
significant in the absence of increases in the quantity
of money and volume of spending, it follows that the
intellectual zone of explanation of rising prices pre-
viously regarded as belonging to the wage-push doc-
trine should henceforth be regarded as having been
annexed by the quantity theory of money.

44. The “profit-push” doctrine claims that
the greed of businessmen for profits is what drives up
prices.

45. In the absence of increases in demand
even a protected legal monopolist, while almost cer-
tainly charging high prices, would not charge continu-
ally rising prices.

46. Even if a protected legal monopolist
were faced with a rising demand for his particular
product, no rise in the general consumer price level
would be present in the absence of a rise in aggregate
demand, because in that case the rise in demand for
the monopolist’s product would presuppose or cause
an equivalent fall in the demand for other products and
thus operate to reduce the prices of other products.

47. Apart from the case of protected legal
monopolists, the normal operation of the profit motive
is steadily to reduce prices, not increase them, because
a major way to earn premium profits is to reduce the
costs of production, which cost reductions competition
passes on to consumers.

48. What explains the association between
rising prices and higher nominal profits is an increas-
ing quantity of money and rising aggregate demand,
which raises both prices and sales revenues, which lat-
ter serves to increase profit margins and thus the rate
of profit.

49. The “crisis-push” doctrine refers to the
price-raising effects of sudden substantial reductions
in the supply of critical materials, such as oil. 
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50. In the absence of increases in the quan-
tity of money and aggregate demand, supply crises
while causing dramatic increases in the prices of some
goods, would result in numerous price reductions, in-
cluding reductions in prices that constitute costs of pro-
duction, because the concentration of spending on the
goods whose supply had been reduced would come
from spending on numerous other goods, whose prices
would thus be driven down.

51. The effect of a decrease in the supply of
oil is to 

a. increase
b. decrease

the demand for automobiles, iron and steel, and the ser-
vices of auto workers and steel workers

52. A decrease in the supply of oil is what ex-
plains the rising prices of all other materials and in the
prices based on the prices of those other materials.

53. Any given supply crisis is unable to ex-
plain more than a one-time delimited rise in the gen-
eral consumer price level corresponding to the extent
to which it serves to reduce aggregate supply.

54. In the absence of increases in the quan-
tity of money and aggregate demand, the resolution of
any given supply crisis should usually be expected to
be followed by a reduction in the general consumer
price level, probably all the way to the point of where
the price level was before the crisis.

55. In judging the effects of supply crises,
the public and the media confuse

a. the dramatic rise in the price of the good
whose supply is in crisis and in the prices of its
products, with a general rise in prices, failing to re-
alize that the steep rise in the price of the good
whose supply is in crisis implies a reduction in
many other prices
b. an essentially one-time, delimited rise in prices
with a continuing rise in prices
c. both (a) and (b)

56. The public’s views about the effects of
supply crises on prices are misled by the fact that news
of the crisis appears on page one of the newspapers,
while news of its resolution is more likely to appear on
page fifty-one. 

57. In order to explain a rising price level on
the basis of supply crises, one would have to find not
only replacement crises for the ones that have been
solved, but additional crises as well. And in the next
year, one would have to find replacements for this
larger number of crises, along with still more addi-
tional crises; and this would have to go on from year
to year at a compound rate.

58. According to the wage-price spiral doc-
trine, prices rise because wages rise, and wages rise be-
cause prices rise. Wages and prices, it is believed,

simply chase each other upward in a spiral, and that is
why prices go on rising.

59. In the absence of increases in the quan-
tity of money and aggregate demand, any wage-price
spiral would quickly burn itself out in mounting unem-
ployment. This proposition is illustrated by the phe-
nomenon of “givebacks” in the early 1980s, when it
was common for labor unions to give up their contrac-
tual right to such things as cost of living increases.

60. The “velocity” doctrine
a. admits the essential role of rising aggregate de-
mand in raising prices
b. denies the essential role of increases in the
quantity of money in raising aggregate demand
c. implies that spending rises because of de-
creases, often unexplained, in the demand for
money for holding
d. all of the above

61. Increases in velocity caused by factors
such as growing security of property and the develop-
ment of financial markets and financial institutions are
accompanied by an increase in the number of stages in
production and a corresponding need for more stages
of spending in the ultimate production of consumers’
goods, and also by increases in the production and sup-
ply of consumers’ goods. Therefore, it is unlikely that
they would be a cause of rising prices of consumers’
goods.

62. Increases in the quantity of money oper-
ate to raise velocity by means of reducing the demand
for money for holding.

63. Increases in the quantity of money re-
duce the demand for money for holding by means of 

a. causing rising prices, which can lead to people
prefering to buy sooner rather than hold cash to
buy later
b. creating the belief that cash can readily be ob-
tained by borrowing it, thus reducing the need to
hold it, which belief is the result of inflation in the
form of credit expansion
c. causing rising demand for products and thus a
greater ability to liquidate inventories easily and
profitably, thereby encouraging the holding of
more inventory and less cash
d. raising short-term interest rates and making it
worthwhile to lend out sums that otherwise would
have been held in cash
e. all of the above 

64. All that is required to reduce velocity is
to cut back on the rate of increase in the quantity of
money, the effect of which will be to raise the demand
for money for holding by going in reverse along the
lines indicated in the choices in the previous question.

65. Velocity is lower in countries with less
rapidly increasing quantities of money and higher in
countries with more rapidly increasing quantities of
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money—for example, it is much higher in Brazil than
in the United States.

66. Velocity is higher in the United States
today than it was when the country was on the gold
standard and its money supply increased less rapidly.

67. Since the early ’80s, velocity has de-
clined, along with slowing of the increase in the quan-
tity of money.

68. The intellectual zone of explanation pre-
viously claimed by the velocity doctrine should hence-
forth be regarded as annexed by the quantity theory of
money. For it is the growth in the quantity of money
that explains the inflationary rise in the velocity of cir-
culation of money.

69. Properly understood, the term “inflation
psychology” refers to the various ways in which a rap-
idly expanding quantity of money reduces the desire
of people to hold money.

70. Inflation psychology is
a. caused by prolonged experience of the fact of
inflation
b. an uncaused primary that explains inflation

71. Inflation psychology operates from the
side of supply as well as from the side of demand. It
does so by influencing the expectations of sellers.

72. Inflation psychology operates from the
side of supply when

a. businessmen come to anticipate that in the
years ahead inflation will raise the replacement
costs of their plant and equipment, and that they
must begin to raise prices today, in order to be in
a position to accumulate sufficient replacement
funds
b. workers demand wage increases in order to
cover the rise in prices they expect to occur over
the life of their employment contracts
c. landlords demand rent increases to cover the
rise in prices and costs they expect to occur over
the life of their rental contracts
d. lenders demand interest rates high enough to
cover the increase in prices they expect to occur
over the life of their loan contracts
e. all of the above 

73. In operating in the ways described in the
previous question and thus leading to a rise in prices in
advance of the actual increase in spending, inflation
psychology makes inflation into a cause of unemploy-
ment.

74. What is required to eliminate inflation
psychology is

a. speeches by public officials ridiculing it and
urging people to abandon it
b. the government’s stopping its policy of infla-
tion

75. Once its policy of inflation has created in-
flation psychology, stopping inflation may not im-

mediately appear to work, because, in the belief that
the government will soon resume its policy of infla-
tion, people may have placed themselves in even more
overextended positions, in which they are operating
with even lower money balances, have further in-
creased their borrowings, and are asking still higher
wages and prices. In such conditions, the elimination
of inflation psychology is likely to be accompanied by
a major recession.

76. Inflation psychology would not be a prob-
lem under a gold standard because it would have little
or no factual basis. To the extent such a psychology
began to develop, it would quickly run up against the
fact that the money supply did not keep up with it, be-
cause it simply could not. At that point, the conse-
quence would be that inflation psychology would
disappear.

77. The “credit-card doctrine” holds that
credit cards make possible a rise in spending without
any expansion in the quantity of money and thus serve
to raise prices. 

78. The use of credit cards, such as the Amer-
ican Express card, in which the whole balance due is
payable at once, requires the existence of two cash bal-
ances instead of one to finance the same purchase: the
checking-account balance of the credit-card customer
to pay his credit-card bill, and a cash balance by the
credit-card company to pay the merchant. Thus, it is ar-
guable that the use of this credit card serves actually to
reduce the velocity of money rather than increase it,
despite the fact that people no longer need to hold as
much currency as they otherwise would.

79. Insofar as the possession of credit cards
may actually contribute to a rise in velocity, by repre-
senting guaranteed lines of credit and thereby sparing
people the need to hold cash balances as large as be-
fore, the rise in velocity is to be attributed to the ability
of the banking system to increase the quantity of
money, because this is what makes possible the grant-
ing of lines of credit not based on savings. Where sav-
ings are the foundation of the lines of credit, the
process originates in a decline in spending elsewhere
in the economic system and thus will not serve to in-
crease overall spending in the economic system. 

80. According to the consumer-installment-
credit doctrine, prices rise because the granting of con-
sumer-installment credit enables consumers to make
an additional demand for goods.

81. To the extent that consumer-installment
credit or any other form of credit is granted out of sav-
ings, it does not serve to increase aggregate demand,
but merely to divert the ability to spend from the saver
ot the borrower. 

82. The granting of credit is inflationary
when the funds lent are newly created, not when they
are the result of saving. 

83. Debts incurred through the borrowing 
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of savings are not inflationary, while 
debts  incurred through the borrow-
ing  of newly created money are 
inflationary.

84. The “consumer-greed” doctrine is the
claim that inflation is the result of the consumers’
“greed,” including their desire for a higher standard of
living. 

85. The consumer-greed doctrine mistakenly
assumes that

a. “greed” implies a reduction in the demand for
money for holding
b. the effect “greed”—i.e., of the desire for a
higher standard of living—is to raise prices rather
than lower them by virtue of people’s efforts to
produce more, as the means of earning higher in-
comes
c. both (a) and (b)

86. What is required to make “consumer
greed” translate into a lower demand for money for
holding rather than a higher demand for money for
holding is the government’s policy of inflation, which
penalizes the ownership of cash holdings through ris-
ing prices.

87. As far as the explanations of rising prices
other than the quantity theory of money contain any
kernel of validity at all, it is only as an extension of the
quantity theory of money.

88. The undue increase in the quantity of
money that underlies the rise in prices must be laid at
the door of the government, because 

a. the moneys chosen by the market were, and
would be again, in the absence of government in-
tervention, gold and silver, which are moneys that
do not increase at a rate sufficient to cause a sus-
tained, significant rise in prices
b. in the last seventy years, the government of the
United States, like that of virtually every other
country, has had unlimited power to expand the
quantity of fiat paper money and has made ample
use of that power
c. both (a) and (b)

89. All of the knowledge concerning the
cause of rising prices can be summarized in a defini-
tion of inflation as an increase in the quantity of
money more rapid than the increase in the supply of
gold and silver, which is to say, an increase in the
quantity of money caused by the government.

90. In contrast to the definition of inflation as
rising prices, the definition of inflation in the preced-
ing question provides 

a. essential comprehensive knowledge concern-
ing the cause of rising prices
b. the ability to understand the causation of the
full range of symptoms associated with inflation
c. the ability to distinguish between rising prices
caused by more demand and rising prices caused
by less supply
d. knowledge concerning how to stop inflation
e. the ability to raise further questions about the
causes and effects of inflation properly understood
f. all of the above

 Chapter 19, Part B

91. A government budget deficit
a. means an excess of government spending over
its tax revenues
b. requires that the government borrow equiva-
lent funds
c. both (a) and (b)

92. Government borrowing can be from
a. the citizens (other than the fractional-reserve
banking system)
b. the central bank (in the US, the Federal Re-
serve System)
c. from the private, fractional-reserve banking
system
d. all of the above 

93. Government borrowing from the central
bank entails the creation of new and additional stan-
dard money, which the central bank creates and then
lends to the government.

94. Government borrowing from the private,
fractional-reserve banking system typically entails the
creation of new and additional checking deposits,
which is what the banks lend.

95. Government borrowing from the central
bank or from the fractional-reserve banking system en-
tails the creation of new and additional money, while
government borrowing from the citizens does not.

96. Government budget deficits financed by
the creation of new and additional money

a. enable the government to increase its spending
without the citizens having to decrease their
spending
b. result in an elevation of the level of total spend-
ing as the new and additional money passes from
hand to hand
c. is inflationary
d. all of the above  

97. Government budget deficits
a. when financed by the savings of the citizens,
are accompanied by a reduction in spending on
the part of the citizens or on the part of those to
whom the citizens would otherwise have lent the
money 
b. in and of themselves are not inflationary
c. both (a) and (b)
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98. Government budget deficits are 
a. inflationary insofar as they are financed by the
creation of new and additional money
b. not inflationary insofar as they are financed by
the lending of previously accumulated savings
c. both (a) and (b)

99. If the monetary unit were gold, whose
supply the government and the banking system cannot
increase, budget deficits could not be financed by the
creation of new and additional money. 

100. Inflation can take place while the gov-
ernment operates with a budget surplus, if the central
bank or the fractional-reserve banking system buys up
previously issued government securities and thereby
creates new and additional money. 

101. Only the budget deficit of the federal
government can be inflationary, not those of state or
local governments, because only the federal govern-
ment has the power to create new and additional
money and to place the fractional-reserve banking sys-
tem in a position to create such money. Lacking that
power, the states and localities are essentially forced to
borrow only from the citizens.

102. No matter how large its debt becomes,
the ability of the federal government to create new and
additional money prevents it from going bankrupt in
the technical sense of not having the money available
to meet its debt, so long as its debt is payable in the
kind of money that it can create.

103. Because creating money to pay its debt
reduces the purchasing power of money and thus can-
not serve to repay debt defined in terms of a given pur-
chasing power, the federal government has probably
long been bankrupt in the sense of an inability to repay
its debt in terms of the same purchasing power in
which the debt was contracted.

104. So long as the federal government has
the power to create money, no lack of money compels
it to reduce its spending or its indebtedness.

105. Compelling the government to limit its
spending and indebtedness requires depriving it of the
ability to create new and additional money.

106. If the monetary unit were defined as a
fixed weight of gold, of a definite finess, as it was in
the United States from 1788 to 1933, the government,
not being able to create gold, could not enlarge the
basic money supply and thus could not finance its defi-
cits by means of inflation. 

107. In the absence of the ability to inflate
the money supply, government budget deficits

a. would not be inflationary
b. would ultimately lead to government bank-
ruptcy if pursued as a policy
c. both (a) and (b)

108. The specter of government bankruptcy
under a gold standard, and the accompanying uncer-
tain political and economic climate, would lead to 

a. an increased demand for gold for holding
b. an increased demand for gold for export
c. a threat to the solvency of the banking system,
insofar as its assets included government securities
d. a threat to the quantity of money, insofar as
gold was exported and insofar as government se-
curities provided backing for fractional-reserve
checking deposits or bank notes
e. all of the above

109. Answers to the previous question imply
that under a gold standard, government budget deficits
would ultimately be deflationary rather than inflation-
ary.

110. Government budget deficits have the po-
tential to be deflationary even in the short-run, to the
extent that their financing deprived business firms of
working capital—a highly unlikely result in today’s
conditions, but very possible under a gold standard.

111. The motives and rationale for budget
deficits and inflation can be described under the fol-
lowing headings:

a. the welfare state
b. inflation and war finance
c. inflation and the “easy money” doctrine
d. inflation as the alleged cure for unemployment
e. all of the above

112. Deficits, and the inflation to finance
them, are the cornerstone of the welfare state. They are
indispensable in order to lend the appearance of reality
to the belief that the government is the source of free
benefits, which belief is the fundamental delusion un-
derlying the welfare state.

113. The ability to inflate is valued in part be-
cause it makes it possible for the government to fi-
nance wars which it would not be politically possible
to finance through taxation.

114. Inflation in the form of a policy of “easy
money” is supported by the belief that credit expan-
sion is a means of creating capital and lowering inter-
est rates.

115. Probably the most important single root
of the policy of inflation in the present day is the belief
that inflation is necessary in order to prevent or com-
bat mass unemployment.

116. An underlying influence of the socialist
ideology is present in the use of inflation to finance the
welfare state, in that

a. the expansion in government functions and
powers entailed in the growth of the welfare state
is a major step toward the establishment of social-
ism
b. both the welfare state and socialism itself are
advocated in the name of the alleged helplessness
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of the average individual and the alleged omnisci-
ence and omnipotence of the State
c. inflation creates the appearance of the kind of
relationship between the individual and the State
described in (b): on the one side stands the individ-
ual with his unmet needs, and on the other side,
the State, ready to help with funds not derived
from individuals, but miraculously created outside
the economic system, out of thin air
d. all of the above

117. The socialist ideology and support for
the “easy money” doctrine overlap insofar as

a. both share a belief in the existence of free ben-
efits, in this case the alleged benefit of capital cost-
lessly created out of thin air by the manufacture of
new and additional money
b. credit expansion and its accompanying reduc-
tion in the rate of interest is perceived to be the
means of achieving the “euthenasia of the ren-
tier”—Keynes’s effort to achieve the goals of
Marxism without the necessity of a revolution
c. both (a) and (b)

118. The belief that inflation is necessary to
prevent or combat unemployment is largely an indirect
result of the influence of the socialist ideology. This is
because the labor legislation and other government in-
terference that creates the problem of mass unemploy-
ment in the first place is the result of the influence of
the Marxian exploitation theory, which holds that in
the absence of government interference on behalf of
higher wages, wage rates will go to the level of mini-
mum subsistence.

119. A policy of government budget deficits
is incompatible with the principle of representative
government, since it obligates future generations to
pay taxes for the payment of principal and interest on a
debt neither they nor their representatives have any
role in incurring and which their representatives can-
not be present to oppose.

120. The government’s ability to inflate the
money supply has contributed to the growth in the size
of the government relative to the economic system by
making new and additional government programs ap-
pear costless, because the government is no longer
under the compulsion of financing them by raising
taxes. This enables supporters of the programs merely
to describe their prospective benefits, while opponents
are depicted as maliciously opposing the benefits.

121. The government’s ability to inflate the
money supply destroys peoples’ understanding of the
fact that the government is supported by them and
leads them to believe instead that they are supported
by the government.

122. The government’s ability to inflate the
money supply underlies the belief that Washington,
D. C., a city that is economically insignificant in terms
of what it produces or contributes to production, is nev-

ertheless capable of bailing out the economies of such
major cities as Detroit, Newark, and New York, in-
deed, the economies of entire states and multistate re-
gions.

123. When the gold standard is overthrown
and the government gains the power to spend funds it
does not have to obtain from the people, 

a. the government can no longer easily be viewed
as deriving its powers and rights from the people
b. the government is enabled to throw off its sta-
tus as the servant of the people, deriving its just
powers from the consent of the governed, and to
appear instead in the guise of the Provider and Fa-
ther of the people, with the people deriving their
existence, powers, and rights from the government
c. a veritable revolution occurs in the relationship
between the government and the people
d. all of the above

124. Inflation operates to redistribute wealth
and income from creditors to debtors, as the result of 

a. the rising prices it causes
b. its increasing the incomes and monetary
wealth of the debtors, while the incomes and mon-
etary wealth of the creditors are contractually fixed
c. (a) and (b) in combination

125. To the extent that their corporations are
debtors, stockholders receive the benefits of debtors
during inflation.

126. A government’s power to inflate is po-
tentially capable of achieving a redistribution of
wealth and income among its citizens on a scale rival-
ing that of the French and Russian revolutions.

127. Inflation does not raise all prices at the
same time and to the same extent, but rather raises
some prices sooner than other prices.

128. In addition to its effects on the redistri-
bution of wealth and income between debtors and cred-
itors, inflation also redistributes real income in favor
of those who receive the new and additional money rel-
atively early, and who are thus in a position to buy at
prices that have not yet rise for the most part, and
those who receive it only later on and who have had to
buy at rising prices before their selling prices and in-
comes rose. 

129. Those who introduce the new and addi-
tional money gain at the expense of others, inasmuch
as they are enabled to consume without having had to
produce, and thereby drain away part of the production
of others without providing goods and services in ex-
change.

130. The poor and the elderly have tradition-
ally been among the worst victims of inflation, be-
cause they frequently must live on fixed incomes
while inflation proceeds to drive up the prices of practi-
cally everything they must buy.
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The following is a three-part question.

131. Inflation makes the traditionally safest
types of investments, such as high grade bonds, life in-
surance policies, and savings accounts, the least safe in
terms of its potential damage to the purchasing power
of such investments.

132. Under a fiat, paper money system, the
safety of all such contractually fixed investments
comes to depend on

a. the rate at which prices rise
b. the rate at which the quantity of money and
volume of spending increases
c. knowledge of the quantity theory of money on
the part of the government officials in charge of
the increase in the money supply 
d. the courage and integrity of government offi-
cials who may know and understand the quantity
theory of money, to be quided by their knowledge
in the face of political pressures urging more rapid
increases in the quantity of money
e. all of the above

133. In making the traditionally safest types
of investments the least safe, inflation undermines cap-
ital formation by placing the large number of people
who require such investments, in the position either of
having to turn to alternative vehicles, such as gold
hoarding, which do not provide funds for business in-
vestment, or ceasing to save altogether, or doing so
only on a smaller scale. 

The following is an eleven-part question.

An imaginary tiny business firm buys a supply of mer-
chandise for $100 and exactly one year later sells its
merchandise for $110. The tax rate on profits is 50 per-
cent and does not change. After some years the quan-
tity of money and volume of spending in the economic
system come to increase at a 10 percent compound an-
nual rate, as do both the selling price and the replace-
ment cost of the firm’s merchandise.

134. State the firm’s profit before the onset
of inflation.

135. State the amount of tax the firm must
pay before the onset of inflation.

136. State the amount of the firm’s profit that
it needs to use for the replacement of its merchandise,
before the onset of inflation.

137. State the amount of after-tax profit re-
maining to the firm, before the onset of inflation, after
it has made full allowance for replacement.

138. State the firm’s sales revenues in the
first year in which the inflation begins.

139. State the firm’s profit in the first year of
the inflation. 

140. State the amount of tax the firm must
pay in the first year of the inflation.

141. State the amount of the firm’s profit that
it needs to use for the replacement of its merchandise,
in the first year of the inflation.

142. State the amount of after-tax profit re-
maining to the firm, in the first year of the inflation,
after it has made full allowance for replacement.

143. Recalculate the firm’s pretax profit to
serve as a measure of its gain from operations only
after full allowance for replacement of its merchandise
has been made.

144. Calculate the percentage of the firm’s re-
stated profit in your answer to the preceding question
that is constituted by the amount of taxes you pre-
viously calculated that the firm owed in the first year
of the inflation.
 

The following is a fifteen-part question.

An imaginary business firm buys a machine that will
last for 10 years for $1 million. It depreciates the ma-
chine on a straight-line basis over 10 years. In a period
in which there is no inflation, the firm’s annual sales
revenues in connection with this machine are also $1
million, while its annual operating costs in connection
with the machine are $850,000. Sometime during the
course of the machine’s depreciable life, inflation suc-
ceeds in doubling the quantity of money and volume
of spending in the economic system and also in dou-
bling the annual sales revenues and operating costs of
this firm in connection with the use of this machine. It
also succeeds in doubling the replacement price of the
firm’s machine to $2 million. Throughout, the rate of
tax on profits remains unchanged at 50 percent.

145. Calculate the firm’s annual gross profit
(i.e., its profit pre-deduction of depreciation cost) in
the year(s) before the start of the inflation.

146. Calculate the firm’s annual depreciation
charge in the year(s) before the start of the inflation.

147. Calculate the firm’s annual net profit be-
fore tax in the year(s) before the start of the inflation.

148. Calculate the amount of tax the firm
must pay on its profit in the year(s) before the start of
the inflation. 

149. Calculate the amount of the firm’s profit
that it needs to set aside for the replacement of its ma-
chine, in the year(s) before the start of the inflation.

150. Calculate the amount of after-tax profit
remaining to the firm, in the year(s) before the start of
the inflation, after it has made full allowance for re-
placement.
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151. Calculate the firm’s annual gross profit
(i.e., its profit pre-deduction of depreciation cost)
when sales revenues and operating costs have doubled.

152. Calculate the firm’s annual depreciation
charge when sales revenues and operating costs have
doubled.

153. Calculate the firm’s annual net profit be-
fore tax when sales revenues and operating costs have
doubled.

154. Calculate the amount of tax the firm
must pay on its profit when sales revenues and operat-
ing costs have doubled.

155. Calculate the amount of the firm’s an-
nual profit that it would need to set aside for the re-
placement of its machine at a price of $2 million, if
somehow it had a full 10 years over which to accumu-
late an additional million dollars in repalcement funds.

156. Calculate the amount of after-tax profit
remaining to the firm after making such additional al-
lowance for replacement.

157. Recalculate the firm’s pretax profit to
serve as a measure of its gain from operations only
after this necessary additional allowance for replace-
ment of its machine has been made.

158. Calculate the percentage of the firm’s re-
stated profit in your answer to the preceding question
that is constituted by the amount of taxes you pre-
viously calculated that the firm owed when its sales
revenues and operating costs had doubled.

159. Inflation operates to increase the effec-
tive rate of taxation on business profits with un-
changed rates of taxation. It does so by increasing the
amount of profit that is subject to the unchanged tax
rate at the same time that most of that additional profit
is required for the repacement of assets whose prices
inflation raises, and which thus does not represent any
sort of genuine economic gain. The rise in the effec-
tive rate of tax is seen when recalculates pre-tax profit
to allow for the additional funds required for replace-
ment at higher prices and takes the tax the firm is re-
quired to pay as a percentage of that much smaller
recalculated profit. 

160. The preceding sets of questions show
that the high nominal profits that accompany inflation
are also accompanied by sharply reduced after-tax real
profits. 

161. The preceding sets of questions show
that the public and the media know very well what
they are talking about when they complain of high
profits as the cause of inflation or as a source of bene-
fit from inflation.

162. To offset the effects of inflation on prof-
its, tax rates on profits need to be 

a. raised to capture the unconscionable gains
being reaped by large corporations

b. reduced in order to prevent the rise in the effec-
tive rate of taxation of real profits resulting from
the enlargement of nominal profits and rise in re-
placement prices 

163. In impoverishing people through rising
prices and at the same time bloating nominal profits
while reducing real profits, inflation both foments anti-
capitalistic hostility and undermines economic activity.

The following is a thirteen-part question.

In a period of no inflation and no annual rise in prices,
an individual has a capital of $1 million, which he
lends out at a 4 percent annual interest rate. At the
same time, there is a flat-rate proportional income tax
of 25 percent, which remains unchanged all through-
out. Subsequently, inflation ensues and succeeds in
raising prices at an annual rate of 6 percent and in rais-
ing interest rates to 10 percent.

164. Calculate this individual’s annual in-
come from this $1 million of capital when there is no
inflation.

165. Calculate the amount of this
individual’s income tax on the interest income from
this $1 million of capital.

166. Calculate this individual’s after-tax in-
come derived from his ownership of this $1 million of
capital.

167. State the amount of this individual’s
after-tax income derived from his ownership of this $1
million of capital that needs to be set aside and added
to his capital in order to maintain the buying power of
his capital at an unchanged amount, i.e., equal to that
of $1 million the year before.

168. Calculate the rate of interest this individ-
ual earns on his million dollars of capital after deduct-
ing his payment of taxes on the interest income.

169. Calculate the rate of interest this individ-
ual earns on his million dollars of capital after deduct-
ing both his payment of taxes on the interest income
and any necessary set aside of income to maintain the
buying power of his capital.

170. Calculate an individual’s annual income
derived from $1 million of capital when inflation has
raised interest rates to 10 percent. 

171. Calculate his income tax on the income
you stated in your answer to the preceding question.

172. Calculate his after-tax income.

173. Calculate the amount of this
individual’s after-tax income derived from his owner-
ship of this $1 million of capital that now needs to be
set aside and added to his capital in order to maintain
the buying power of his capital at an unchanged
amount, i.e., equal to that of $1 million the year before.
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174. Calculate the amount of this
individual’s after-tax income derived from his owner-
ship of this $1 million of capital that remains after set-
ting aside the sum shown in answer to the previous
question as necessary to maintain the buying power of
his capital, i.e., his “real” income or gain on his capital.

175. Calculate the rate of interest this individ-
ual earns on his million dollars of capital after deduct-
ing both his payment of taxes on the interest income
and any necessary set aside of income to maintain the
buying power of his capital.

176. The preceding questions show that
while sharply increasing nominal rates of interest and
nominal interest incomes, inflation serves to sharply re-
duce real rates of interest and real interest incomes.

177. In the absence of inflation, assets such
as houses, land, and buildings would not show any gen-
eral or systematic tendency to rise. As a result, anyone
selling existing such assets would generally not be sub-
ject to the payment of a capital gains tax. In this envi-
ronment, we can imagine a vast collection of assets all
of which have a given price, that we will call 100.
Anyone selling an asset at the price of 100 can buy
other such assets also at a price of 100. Now we imag-
ine inflation to ensue, with the result that over a period
of years, assets that were previously 100 now sell for
200. If the capital gains tax is 25 percent, calculate the
quantity of other assets that a seller of a given asset for
200 will be able to buy after paying the capital gains
tax.

178. Inflation operates to raise the effective
rate of taxation on capital gains by virtue of systemati-
cally raising the prices of previously purchased assets,
thereby creating taxable capital gains on those assets
as and when they are sold, with the taxes being the
greater, the greater is the inflation and the consequent
rise in the prices. At the same time, after having paid
the capital gains tax, the funds remaining to the sellers
are the less adequate to buy comparable assets the
more that prices have risen and the capital gains tax
has deprived them of the funds needed to keep up.

179. Inflation can play a major role in the
decay of the highways and other so-called infrastruc-
ture of a country. This is because as it pours new and
additional revenues into their hands, governments fre-
quently proceed as though the revenues were available
for the expansion of government activities, and neglect
the need to devote an adequate portion of them to re-
placement and maintenance at progressively rising
prices. The result is decaying water and sewage sys-
tems, subway and rail lines, and bridges and tunnels,
as well as decaying roads and highways.

180. The prosperity delusion of inflation 
a. refers to the rise in nominal incomes and asset
values that it creates and which leads people to be-
lieve that they are more prosperous and can thus
afford to consume more, when in fact, after allow-

ing for higher replacement prices and the higher
prices that must be paid to acquire other assets,
they are not more prosperous and cannot afford to
consume more
b. serves to undermine saving and capital accu-
mulation
c. both (a) and (b)

181. Even after people stop regarding them-
selves as enriched by inflation, inflation continues to
promote overconsumption insofar as it leads people to
believe that they still have positive investment income
when in reality their position is one of losses.

182. In a period of inflation, with prices
steadily rising, everyone has an exaggerated idea of
the purchasing power of money, based on his past ex-
perience of prices, which, necessarily, is now out-
moded. For example, his notion of the purchasing
power of money rests in part on his estimate of the
price of a new car or washing machine. But that esti-
mate is based on his last experience of the prices of
such goods, which may have occurred several months
or even several years in the past, at which time the
prices were undoubtedly lower than they are today.
Thus, people consume in the mistaken belief that their
incomes will enable them to afford to buy more than is
actually possible at the now higher level of prices.

183. Inflation in the form of credit expansion
operates 

a. to reduce the rate of interest relative to the rate
of profit 
b. to raise both the rate of profit and the rate of in-
terest absolutely
c. to encourage the incurrence of debt
d. all of the above

184. Von Mises has shown that credit expan-
sion, and the artificial reduction in the rate of interest
that it causes, creates the appearance of a more abun-
dant supply of capital than in fact exists. On the basis
of this appearance, businessmen are led to undertake
projects for whose execution the actual supply of capi-
tal is inadequate. Such use of capital, for purposes in-
appropriate to the actual supply of capital, constitutes
malinvestment.

185. Malinvestment is 
a. the wasteful investment of capital
b. brought about by credit expansion and the low
rate of interest it causes relatively to the rate of
profit and to the rise in prices
c. exists in cases in which the profitability of an
investment rests on no other foundation than
credit expansion itself
d. exemplified by cases of wasteful inventory ac-
cumulation and wasteful investment in owner oc-
cupied housing 
e. all of the above

186. Inflation in the form of credit expansion
makes investments that actually lose in real terms ap-
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pear to be profitable nonetheless, and to be profitable
in fact to some investors.

The following is a five-part question.

In normal conditions, it does not pay to hold invento-
ries for the sake of holding inventories. In fact, storage
costs would make such behavior downright loss mak-
ing. But now assume the existence of inflation strong
enough to raise prices in general 15 percent per year,
and the price of a specific commodity, say, copper,
also 15 percent per year. Assume annual storage costs
equal to 3 percent of the initial value of the copper. As-
sume also that credit expansion serves to keep the rate
of interest at 10 percent.

187. Calculate the real rate of return on in-
vesting in an inventory of copper, holding it for a year,
and selling it at a 15 percent higher price.

188. Calculate the percentage of the value of
copper next year, after allowing for storage costs, that
would nevertheless constitute the profit of a borrower
if he can finance his investment in copper entirely with
borrowed money.

189. Calculate the loss in real terms suffered
by the lender.

190. The lender’s loss finances the gain of
the borrower and the loss on the investment as a whole.

191. The borrower’s profit is made possible
by the combination of the rise in prices and the relative
lowness of the rate of interest, both of which are
caused by inflation in the form of credit expansion.

The following is an eight-part question.

In the absence of inflation, with no secular trend of ris-
ing new-home prices, the prices of houses would tend
to gradually decline as they got older. In such circum-
stances, buying a home would not often be thought of
as an investment. Nevertheless to the extent that infla-
tion proceeds more rapidly than houses depreciate, it
makes the price of houses increase as they grow older.
In this context imagine that the price of a home that is
now 25 years old is twice as high as it was when the
home was brand new. Over the same interval of time,
however, the general consumer price level, including
the price of new homes, has tripled. Assume that the
home was originally purchased for $100,000, of which
$80,000 was borrowed, and that through various refi-
nancings, $80,000 continues to be owed on the house. 

192. Calculate the real rate of return (taken
as a total, not annualized) on the $100,000 investment
made to purchase the new home, which is sold 25
years later at twice the price, when prices have tripled.

193. Calculate the homeowner’s equity in the
house at the time of its sale.

194. Calculate the homeowner’s monetary
profit on his investment.

195. Calculate the homeowner’s real profit in
terms of the prices prevailing in the year in which he
purchased his home.

196. Calculate the mortgage lenders’ loss in
terms of the buying power of $80,000 at the time of
sale when prices are 3 times higher than they were
when the $80,000 was originally lent.

197. State the amount of loss in buying
power on the overall original $100,000 investment in
the house in terms of the prices that prevailed in the
year in which the house was originally purchased.

198. Calculate the difference in real terms be-
tween the mortgage lenders’ loss and the sum of the
homeowner’s gain plus the overall loss on the invest-
ment.

199. The mortgage lenders’ loss finances the
loss on the investment as a whole plus the gain of the
homeowner.

200. In making home ownership a profitable
investment for homeowners, inflation in the form of
credit expansion encourages the diversion of savings
and capital into home ownership at the expense of
other investments.

201. Malinvestment impairs capital forma-
tion in reducing the efficiency with which existing cap-
ital is used, in that this holds down the production of
new capital goods as well as new consumers’ goods.

202. The existence of malinvestment con-
firms the proposition that inflation does not raise all
prices at the same time and to the same extent, in that
the credit expansion that causes it tends to raise the
prices of such things as storable commodities and
houses relative to most other prices, by virtue of creat-
ing an artificial additional demand for them based on
the desire to take advantage of the special profit that
such inflation creates in those lines.

203. When credit expansion and the malin-
vestment that it fosters come to an end, the prices of
the goods and services artifially elevated relative to
other prices then fall disproportionately relative to
other prices.

204. The withdrawal-of-wealth effect is the
uncompensated withdrawal of wealth from producers
by the spenders of newly created money. It is essen-
tially similar to the gains of counterfeiters, who take
wealth out of the economic system while putting none
in, and the corresponding loss of others.

205. The withdrawal-of-wealth effect
a. represents a diversion of capital to consump-
tion insofar as the spenders of the new and addi-
tional money are consumers
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b. represents probable malinvestment insofar as
the spenders of the new and additional money  are
business firms, inasmuch as the firms which de-
pend on the creation of new and additional money
have proved unable to compete for capital on the
regular loan market and require the subsidy that
credit expansion represents
c. contributes to the undermining of capital for-
mation 
d. all of the above

206. Inflation operates to reduce the real rate
of return on capital at the same time that it impairs cap-
ital formation via

a. the reversal-of-safety effect, which threatens
savers with losses in terms of buying power
b. the tax effect, which diminishes the real after-
tax rate of return through the rise in effective tax
rates on profit and interest
c. the malinvestment effect, which represents the
investment of capital in ways that are less effi-
cient and actually loss-making in real terms
d. the withdrawal-of-wealth effect, which repre-
sents the withdrawal of wealth that constitutes
part or all of firms’ real rate of return on capital
e. all of the above

207. The fact that inflation reduces the real
rate of return on capital as such implies that the gains
of debtors resulting from inflation are less than the
losses of creditors, a proposition which is explicitly
demonstrated in the examples drawn from malinvest-
ment in inventories and housing.

208. In its undermining of capital accumula-
tion, inflation operates to

a. reduce the demand for capital goods relative to
the demand for consumers’ goods and the degree
of capital intensiveness in the economic system
b. reduce the efficiency with which existing capi-
tal goods are employed
c. reduce the demand for labor relative to the de-
mand for consumers’ goods
d. reduce the productivity of labor
e. all of the above

209. As a result of its undermining of capital
accumulation and thus both the productivity of labor
and the so-called distribution factor, inflation serves to
reduce real wages.

The following is a five-part question.

Assume that as a result of inflation’s undermining of
the foundations of real wages, the point has been
reached where the prices of consumers’ goods are ris-
ing more rapidly than wage rates, and the labor unions

are imposing wage increases equal to the rate of price
increases. 

210. More specifically, assume that while the
demand for consumers’ goods is rising at a rate of 10
percent per year, the demand for labor is rising at a
rate of only 8 percent per year and that if nothing else
were present, this would cause prices to rise by 10 per-
cent while wage rates rose by only 8 percent. Assume
that to prevent this outcome, the unions demand wage
increases of 10 percent, to keep pace with the price in-
creases. Calculate the proportion of the presently em-
ployed wage earners who must become unemployed
each year as the result of the continuation of such
union demands.

Now assume in addition that while the supply of labor
is unchanged, the supply of consumers goods is falling
at a rate of 2 percent per year.

211. Calculate the annual rise in prices when
the 2 percent annual fall in the supply of consumers’
goods is combined with a 10 percent annual increase
in the demand for consumers’ goods.

212. State the rise in wage rates now needed
to keep pace with the rise in prices.

213. Recalculate the proportion of the pres-
ently employed wage earners who must become unem-
ployed each year as the result of union demands for
wage increases on a par with price increases.
The efforts of labor unions to resist the fall in real
wages caused by 

214. The efforts of labor unions to resist the
fall in real wages entails an attempt to raise wage rates
relative to the demand for labor and thus results in un-
employment.

215. Since common stock prices depend on
the degree of saving, which inflation undermines, in
the long-run inflation prevents stock prices from keep-
ing pace with the prices of consumers’ goods.

216. The negative effects of inflation on sav-
ing and the availability of real capital gives rise to the
phenomenon of an inflationary depression—i.e., a rap-
idly increasing quantity of money and rapidly rising
prices accompanied by widespread insolvencies and
bankruptcies, as the money available for the purchase
of capital goods and labor becomes inadequate by be-
coming unable to grow rapidly enough relative to the
rise in the demand for consumers’ goods and in prices.

The following is a five-part question.

217. On the basis of the various ways in
which it reduces the demand for money for holding, in-
flation, expecially in the form of credit expansion,
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brings about an increase in the volume of spending
and in sales revenues and incomes in the economic sys-
tem that is more than proportional to the increase in
the quantity of money and thereby reduces the degree
of liquidity in the economic system, i.e., the ratio of
cash holdings to current liabilities.

218. In reducing interest rates relative to the
rate of profit, inflation in the form of credit expansion
encourages the incurrence of debt.

219. Inflation in the form of credit expansion
causes malinvestments, i.e., investments whose profit-
ability is based on the existence of credit expansion.

220. When inflation in the form of credit ex-
pansion stops or significantly slows, 

a. the demand for money for holding rises
b. the growth in sales revenues in the economic
system slows, stops, or is reversed
c. profit margins and the general rate of profit in
the economic system are reduced, as is cash flow
d. the unprofitability of malinvestments is re-
vealed 
e. many debts become unpayable because of the
combination of now inadequate sales reveunues
and cash flow and the unduly large debts incurred
in the process of credit expansion
f. some substantial business firms suddenly fail
g. banks that have made substantial loans to busi-
ness firms that have failed also fail
h. the failure of banks and their inability to re-
deem their checking deposts (and or bank notes)
on demand reduces the quantity of money and fur-
ther reduces the volume of spending in the eco-
nomic system with the potential result of further
business failures and then further bank failures, in
successive waves, until the quantity of fiduciary
media in the economic system is greatly reduced
or even completely wiped out
i. all of the above

221. Inflation, especially in the form of
credit expansion, sets the stage for a financial contrac-
tion and deflation. 

222. To the extent that credit expansion
serves to raise wage rates and/or materials prices, it

a. reduces the adequacy of existing capital funds,
with the result that firms requiring credit turn out
to need more credit than they had planned on,
while those firms normally supplying credit turn
out to be able to supply less than had been
counted on, and may even need credit themselves
in order to meet the requirements of their own in-
ternal operations at these higher wage rates and
prices
b. can result in a “credit crunch” and the precipi-
tation of business failures and then bank failures
c. both (a) and (b)

223. The failure of inflation to accelerate suf-
ficiently can also cause the demand for money for

holding to increase, and thus velocity to decrease, inso-
far as the demand for money for holding has become
unduly low based on the expectation of a more rapid
acceleration of inflation than turns out to be the case.

The following is a three-part question.

224. A gold clause is a feature of contracts
that calls for payment either in physical gold of a defi-
nite weight and fineness or in whatever amount of
paper money may be required to purchase such quan-
tity of gold at the prevailing market price of gold.

225. If a bond is payable in the amount of
$1,000 gold dollars, in which a gold dollar is defined
as one-twentieth of an ounce of gold of a definite fine-
ness, calculate the amount of paper dollars required to
redeem that bond if the price of gold rises to $35.

226. If a bond is payable in the amount of
$1,000 gold dollars, in which a gold dollar is defined
as one-twentieth of an ounce of gold of a definite fine-
ness, calculate the amount of paper dollars required to
redeem that bond if the price of gold rises to $350.

The following is a nine-part question.

Assume the existence of a money supply that contains
250 million physical ounces of gold, with each ounce
of gold defined as $20. Assume also that along with
the gold, the money supply consists of a further $20
billion of paper money, payable in gold on demand,
and up to now treated as the equivalent of $20 billion
gold dollars.

227. Calculate the number of dollars repre-
sented by the gold component of the money supply.

228. Calculate the total money supply, con-
sisting of the sum of the gold dollars represented by
gold and the equivalent of gold dollars represented by
the paper money.

Now assume that the supply of paper money is ex-
panded from $20 billion to $22 billion and that, as re-
sult, the market price of gold rises from $20 per ounce
to $25 per ounce.

229. Calculate the total money supply in
terms of paper  dollars, using $25 per ounce to deter-
mine the number of paper dollars represented by the
gold supply. 

230. While the price of an ounce of gold is
now $25, calculate the price of a paper dollar in terms
of a gold dollar still defined as one-twentieth of an
ounce of gold.

231. Calculate the size of the total money
supply expressed as gold dollars defined as one-twenti-
eth of an ounce of gold.
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232. Under a fractional-reserve gold stan-
dard, such as described above, inflation of the supply
of paper money that is redeemable on demand in gold
can lead to 

a. a reduction in the quantity of money insofar as
it is considered as the equivalent of gold
b. a reduction in the ability to repay debts con-
taining gold clauses
c. both (a) and (b)

233. In the context of a fractional-reserve
gold standard with numerous gold-clause contracts in
existence, inflation of the paper money can constitute
deflation from the perspective of gold money.

234. At the time of the Great Depression in
1929, most long-term debt in the United States, both
government and private, contained gold clauses. Based
on this fact and on your answers to the preceding ques-
tions, it follows that the policy of the Hoover Adminis-
tration of running what for the time were major budget
deficits, and the policy of the Federal Reserve of at-
tempting to increase the supply of dollars in order to
reduce interest rates and to finance the deficits, may
have served to intensify the deflation and depression
of the early 1930s by threatening the future convertibil-
ity of the dollar at $20 to the ounce of gold.

235. With international trade carried on on a
gold basis, the policy of inflation and consequent de-
valuation against gold may have served to reduce the
world supply of money calculated in gold and thus
have been responsible for much of the decline in the
volume of international trade in the early 1930s.

236. In recent years, the effect of an increase
in the supply of Mexican pesos that caused a more-
than-proportionate devaluation of the peso against the
dollar

a. reduced the ability of Mexican firms to pay
their dollar debts
b. represented a deflationary inflation
c. both (a) and (b)

237. In setting the stage for it to happen, in-
flation and credit expansion must be blamed for the
mass unemployment that results from financial con-
traction, deflation, and depression.

238. In the face of the existence of strong mo-
nopoly labor unions, inflation is ineffectual as a rem-
edy for existing unemployment because the unions
will take advantage of the inflation to drive up wage
rates, with the result that the larger volume of spend-
ing is likely to result in little or no increase in the quan-
tity of labor demanded and thus little or no reduction
in unemployment.

239. Those who are reemployed on the vari-
ous make-work projects that almost always accom-
pany any attempt to eliminate unemployment by
means of inflation, are employed at a loss to the rest of
the population, in that additional goods must be pro-
vided for them, including the means of production that

they use, and while goods go to them from the rest of
society, they do not produce any comparable output
that can make compensation possible.

The following is a four-part question.

240. Inflation, having caused mass unem-
ployment by creating all the necessary conditions for a
financial contraction, can

a. never bring about a restoration of employment 
b. bring about a restoration of employment pro-
vided either that there are no substantial monop-
oly labor unions present or, if there are, they are
weakened to the point that they will not use the oc-
casion of a rising aggregate demand to force up
wage rates significantly

241. In the case in which inflation can bring
about a restoration of employment, the essential prob-
lem remains that the policy of inflation continues, and
with it, all of its destructive consequences.

242. If inflation is ever to be eliminated, the
government must lose the power to inflate even in con-
ditions in which doing so can reduce unemployment.
Unemployment must be eliminated through a fall in
wage rates and prices.

The following is a four-part question.

243. The resumption and continuation of in-
flation is bound to be accompanied by substantial un-
employment sooner or later, by virtue of

a. the tendency of real wage rates to fall as the re-
sult of inflation and because of efforts to prevent
this fall by forcing wage rates to rise fully as rap-
idly as prices, without benefit of the necessary in-
crease in the demand for labor
b. the fact that as inflation becomes more ex-
treme, the potential for sudden mass unemploy-
ment is created by efforts merely to moderate the
inflation, and even by the failure sufficiently to ac-
celerate it
c. both (a) and (b)

244. Assume the existence of a country in
which the quantity of money and volume of spending
are increasing at a rate of 50 percent per year and are
accompanied by comparable increases in wage rates
and prices. (Many Latin American countries have pro-
vided real world examples of such conditions.) Now
assume that the country’s government, having become
alarmed at the pace of the inflation, decides to cut the
rate of increase in the quantity of money to 25 percent,
and the volume of spending follows suit. Calculate the
proportion of the labor force that is presently em-
ployed that will suddenly become unemployed if,
while the aggregate demand for labor now increases
by only 25 percent, wage rates continue, simply by a
process of inertia as it were, to rise by 50 percent. 
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245. If aggregate demand has been growing
at a 50 percent annual rate and wages and prices begin
to rise at a 75 percent annual rate, in anticipation of ag-
gregate demand growing at 75 percent, and then aggre-
gate demand fails to grow more than 50 percent,
calculate the proportion of the labor force that is pres-
ently employed that will suddenly become unem-
ployed. 

246. A similar outcome to that described in
the previous two questions results in conditions in
which the demand for money for holding has fallen in
anticipation of a degree of inflation that does not mate-
rialize, which then leads to a rise in the demand for
money for holding.

247. The potentially most devastating conse-
quence of inflation is that, once begun, the process
tends to accelerate, with no necessary stopping point
short of the destruction of the monetary unit by virtue
of its losing its acceptability. 

248. The loss of acceptability of the mone-
tary unit occurs when people realize that between the
time they accept it and even the earliest possible time
they can spend it and thus pass it on to someone else,
they will have suffered a substantial loss in buying
power, at which point they refuse any longer to accept
it and revert to barter if necessary. 

249. According to von Mises, the three
stages that inflation goes through before reaching its
ultimate limit are

a. the belief that although prices are rising, they
will come down, and so it is better to postpone
purchases
b. the belief that prices will never come down but
only go on rising, and so it is better to buy now in-
stead of waiting
c. the belief that the loss in the buying power of
money will be so rapid that it is better to buy any-
thing than to continue to hold the money
d. all of the above

250. Inflation has a tendency to accelerate be-
cause

a. a major underlying premise which leads to the
policy of inflation in the first place—namely, the
premise of the welfare state that the government
has the power to provide free benefits for people
who need them, a premise given the appearance
of reality when the benefits are financed by means
of inflation, logically calls for more and more
such free benefits, financed by more and more in-
flation
b. the stimulative effects of any given rate of in-
flation tend to wear off and to require a more
rapid rate of inflation to maintain them
c. inflation itself creates problems whose solution
is perceived as requiring still more inflation
d. all of the above

251. On the basis of the fact that a more
rapid rate of increase in the quantity of money leads to
a fall in the demand for money for holding and thus to
a rise in the velocity of circulation of money, it fol-
lows that

a. any one-time rise in the rate of increase in the
quantity of money will be followed by a more
rapid rate of increase in spending and thus in busi-
ness sales revenues so long as velocity as well as
the money supply is rising
b. any one-time rise in the rate of increase in the
quantity of money will later on be followed by a
no more rapid rate of increase in spending and in
sales revenues once the demand for money for
holding and consequent rise in velocity stabilize
at their respective lower and higher levels
c. the rate of increase in spending and in sales
revenues corresponding to any given rate of in-
crease in the quantity of money must fall at some
point
d. to maintain the rate of increase in spending
and in sales revenues corresponding to any given
rate of increase in the money supply in the period
when it is joined by the effects of a rising velocity
of circulation, a more rapid rate of increase in the
money supply becomes necessary 
e. all of the above

252. Because the rate of increase in spending
and in sales revenues adds a corresponding component
to the average rate of profit in the economic system, it
follows that 

a. the fall in the rate of increase in spending and
sales revenues resulting from velocity stabilizing,
operates to reduce the average rate of profit in the
economic system
b. the maintenance of the average rate of profit at
the level achieved by the combination of any
given rate of increase in the money supply cou-
pled with a rising velocity of circulation requires
an acceleration in the rate of increase in the
money supply 
c. both (a) and (b)

253. In raising sales revenues and profits, in-
flation operates to benefit stockholders at the expense
of bondholders, whose interest returns are contractu-
ally fixed. Yet in the face of continuing inflation, inter-
est rates tend to rise, to offset this imbalance. In order
for the stockholders to continue to gain at the expense
of bondholders, an acceleration of inflation is required.

254. In the absence of an acceleration of in-
flation, the gains experienced by debtors at the ex-
pense of creditors as the result of inflation wear off.

255. The factors making for an acceleration
of inflation in connection with profits are

a. the acceleration needed to maintain the oveall
rate of profit on capital
b. the acceleration needed to enable stockholders
to go on benefitting at the expense of bondholders
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c. both (a) and (b)

256. Examples of inflation coming to be de-
manded as the means of solving problems largely cre-
ated by inflation are 

a. inflation-financed government rescues and
bailouts of businesses, which have been driven to
failure by the effects of credit expansion or the
taxation of replacment funds resulting from the
overstatement of profits brought about by infla-
tion 
b. inflation-financed government aid to the el-
derly, who have been impoverished by the decline
in the buying power of their incomes and assets
caused by the government’s previous inflation
c. inflation-financed government aid to the mort-
gage market brought to near extinction by the
threat posed by inflation to all long-term contracts 
d. inflation to offset the reduction in the buying
power of the government’s own revenues
e. inflation to paper over credit crunches and
profit squeezes brought on by inflation
f. all of the above

257. The use of inflation to solve problems
created by prior inflation turns recessions into infla-
tionary fueling periods.

258. Price indexing
a. addresses the problem of lags between the rise
in the prices one must pay and the prices or in-
come that one receives
b. at most enables an individual to catch up with
the rise in prices, but does not compensate him for
the loss of purchasing power in the interval before
catching up, nor compensate him for the effects of
again falling behind, as the prices he must pay rise
before the prices he receives

259. In response to inflation and the threat of
inflation, price indexes have come into use in the
United States in 

a. employment contracts
b. social security payments
c. the determination of the boundaries of income
tax brackets
d. the payment of interest on a small amount of
government bonds
e. all of the above

260. Additional areas that are likely candi-
dates for the use of price indexes in the future are

a. the calculation of depreciation allowances for
income-tax purposes
b. the calculation of interest income for income-
tax purposes
c. a larger proportion of government-bond inter-
est payments
d. all of the above

261. The use of price indexes operates to
make inflation accelerate insofar as it serves to make
prices rise still higher, as in price increases causing

wage increases which then cause further price in-
creases.

262. The use of price indexes operates to
make inflation accelerate insofar as

a. it brings about a more rapid increase in the
quantity of money and volume of spending in gov-
ernment efforts to overcome or forestall the re-
duced quantities of goods and labor otherwise
demanded at the higher prices, and the unemploy-
ment this would cause.
b. the reductions in government revenue and in-
creases in government expenditures that it causes
lead the government to rely more heavily on the
creation of new and additional money as a source
of funds. 
c.  both (a) and (b)

263. Apart from wage indexing, there is no
tendency for inflation to accelerate in the
government’s efforts to avoid unemployment.

The following is a four-part question.

264. Assume that labor unions demand an in-
crease in wage rates 2 percent above the prevailing in-
crease, if any, in the general consumer price level, but
that there is no rise in the productivity of labor or in
the distribution factor. The outcome will be

a. the unemployment of about 2 percent of the
workers presently employed plus a further rise in
prices of 2 percent
b. a further rise in prices of 2 percent but possi-
bly no additional unemployment, if at the same
time the government increases the quantity of
money and thus the volume of spending by a fur-
ther 2 percent
c. both (a) and (b), considered as alternatives

265. Calculate the rise in prices in a future
year when the unions not only continue to demand an
increase in wages of 2 percent above the expected rise
in prices but the expected rise in prices now also
comes to incorporate the additional 2 percent annual
rise brought about by the unions’ policy itself, sup-
ported by the government’s policy of accomodating it
through increases in the money supply. 

266. Calculate the rise in prices in a further
future year when the unions not only continue to de-
mand an increase in wages of 2 percent above the ex-
pected rise in prices but the expected rise in prices is
now still further elevated by a second 2 percent.

267. Witnessing the repeated failure of wage
demands 2 percent above the expected rise in prices to
achieve any actual benefit, because prices turn out to
rise 2 percent faster, a likely effect is an acceleration
of union demands, perhaps to 4 percent above the now
prevailing rise in the consumer price level, as a means
of offsetting the effect of the recurring extra 2 percent
rise in prices.
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268. Union wage demands in combination
with a government policy of accommodating them
through increases in the quantity of money and vol-
ume of spending

a. operate as a kind of upward “ratcheting” in
connection with the acceleration of inflation
b. have the potential to reach double and triple
digit levels
c. both (a) and (b)

269. The losses that inflation inflicts on bond-
holders and other creditors

a. result in increases in the rate of interest, as a
means of preventing such losses
b. the establishment of a rate of interest high
enough both to offset the rise in prices and to
yield a positive real rate of return, would not only
eliminate the gains of stockholders and other debt-
ors, but impose losses on them equal to the losses
on investments as a whole that are caused by infla-
tion
c. to avoid or eliminate losses and regain the ad-
vantage of inflation, stockholders and other credi-
tors must demand more rapid inflation
d. all of the above taken together

270. After repeated rounds of interest rates
rising to levels sufficient to protect creditors from pre-
vailing levels of rising prices, only soon to be followed
by prices that rise still more rapidly so that once again
creditors suffer losses, creditors will ultimately con-
clude that no rate of interest is high enough to protect
them from inflation. At that point the loan market ei-

ther withers and dies or must be maintained by infu-
sions of new and additional money on a scale suffi-
cient to meet whatever credit needs will be met.

271. The United States began to approach
the kind of conditions described in the preceding ques-
tion in the late 1970s, when the long-term fixed rate
mortgage market virtually disappeared. 

272. When the limits of the upward ratchet-
ing of interest rates is reached, the potential is created
for a quantum leap in the rate of inflation in an effort
to supply vast needs for credit by means of the cre-
ation of new and additional money.

273. The potential of inflation to destroy the
existing monetary unit, by accelerating to the point of
people refusing to accept it, 

a. would be accelerated by the availability of an
alternative monetary unit that retained its purchas-
ing power better and whose competition would
rapidly undermine the demand for the inflating
monetary unit
b. can result in the destruction of the division of
labor and the material civilization that depends on
the division of labor, if the destruction of the exist-
ing monetary unit is turned into the destruction of
money as such by a combination of the continued
acceleration of inflation and the prohibition of the
development of an alternative monetary unit
c. both (a) and (b)

274. The leading historical example of the de-
struction of money is the late Roman Empire, whose
civilization and culture could not survive without it.

 Chapter 19, Part C

275. The widespread ownership of gold and
silver coins coupled with the freedom to use them as
media of exchange at their bullion value and to write
enforceable contracts payable in them

a. would provide powerful competition for a rap-
idly inflating paper money and result either in the
public spontaneously abandoning the paper
money or in the government halting its inflation
and making the paper money once again redeem-
able in gold on demand 
b. would serve as a guarantee against the destruc-
tion of money as the result of hyperinflation
c. both (a) and (b)

276. Assuming that its rapid or at least sub-
stantial inflation is virtually inevitable, fiat money can
be maintained in existence only by the forcible sup-
pression of the competition of gold.

277. Inflation at the rate experienced in the
United States in the 1970s turns the real rate of return
on capital negative, for the reasons explained in con-
nection with its undermining of capital accumulation.
In such conditions, ownership of gold becomes a bet-
ter alternative than normal investments, by virtue of

the fact that the rise in its price along with prices in
general maintains its purchasing power, while its mini-
mal cost of storage is less than the losses in buying
power experienced on normal investments. In such
conditions, the rising demand for gold makes its price
rise faster than the general rise in prices.

278. If not prevented by government interfer-
ence, growing ownership of gold as an inflation hedge
would lay the foundation for its spontaneous reemer-
gences as money

a. inasmuch as the sizable number of people seek-
ing to add to their ownership of gold would be
willing takers of gold in exchange for goods and
services
b. the existence of the people described in (a)
would further increase the number of people will-
ing to take gold in exchange, because even people
not seeking to hold gold as an inflation hedge
would know that they could reexchange it with
the extensive group of those who were seeking to
do so
c. the addition of the further group described in
(b) to the number of people willing to take gold in
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exchanges would lead to still more people becom-
ing willing to take it on the basis of the now still
greater ability to rexechange it
d. the culmination of a self-reenforcing process
of growing numbers of people willing to take
gold, would be its universal acceptability, i.e., its
reestablishment as money
e. all of the above

279. The spontaneous remonetization of the
precious metals would be greatly fostered if

a. it were not illegal for merchants to practice dis-
crimination between paper money and precious
metal coins of the same face value. (The constant,
day-to-day experience of people being able to use
a twenty-dollar gold piece as the equivalent of
320 or more paper dollars—its recent bullion
value—and four silver quarters or ten silver dimes
as the equivalent of more than $3, reflecting the
recent bullion value of silver, would teach people
that the problem of inflation resided in the paper
money and make them want their pensions and
contracts payable in gold or silver.)
b. if contracts payable in precious metal were le-
gally enforcable and not treated as usurious
merely because the depreciation of paper money
might entail the repayment of vastly more paper
dollars than were equivalent to the gold when the
contract was made
c. if the increase in the paper dollar value of gold
contracts, resulting from nothing other than the de-
preciation of the paper, were not subject to taxa-
tion
d. all of the above

280. Among the positive measures the gov-
ernment might take that would foster the remonetiza-
tion of the precious metals are

a. the phasing in, over a period of a few years per-
haps, of the collection of certain taxes, such as the
proceeds of the tariff and perhaps certain excise
taxes, in gold or in transferable claims to gold pay-
able on demand and 100 percent backed by gold 
b. the sale of government assets, such as the land
it owns in the Western states and in Alaska, for
gold or transferable claims to gold payable on de-
mand and 100 percent backed by gold 
c. enactment of a creditors’ protection bill requir-
ing that some modest portion of existing con-
tracts, such as 5 or 10 percent of the sums
involved, be payable in gold, at the option of the
creditor, at the price of gold prevailing at the time
of the bill’s enactment (in the case of new con-
tracts, the price of gold could be that prevailing
when the contracts are made)
d. all of the above

281. The government’s establishing a gold
revenue for itself would

a. immediately sharply increase the demand for
gold and its value

b. immediately make payment in gold acceptable
to whoever had to pay such taxes
c. be a clear indication to everyone of the course
of things to come
d. provide the government with a secure source
of revenue that would be sufficient to maintain its
essential, non-welfare-state, peacetime functions
on the scale on which they existed earlier in Amer-
ican history
e. promote the highly desirable objective of the
monetary demand for gold increasing as far as pos-
sible in advance of major financial obligations
coming to be expressed in gold, which would be
necessary in order for borrowers of gold not to
find that it is vastly more difficult to acquire it at
the time of repayment than at the time they bor-
rowed it
f. all of the above

282. The kind of creditors’ protection legisla-
tion described above would serve to provide a signifi-
cant measure of protection for creditors against the
possibility of being wiped out by the depreciation of
paper money, because the almost certain rise in the
price of gold far in excess of the rise in the general run
of prices in such circumstances would make the
amount of gold that was originally equal to just 5 per-
cent of the value of a contract equal to a substantially
higher percentage in terms of buying power.

The following is a two-part question.

Assume that a contract is made calling for the payment
of $1 million in 20 years. Assume that the price of
gold at the time of the making of the contract is $500
per ounce.

283. Calculate the quantity of gold in which
the contract would be payable if the contract guaran-
tees the option of the creditor to collect 5 percent of
the face value of the contract in gold at the present,
$500 price of gold.

284. Assume that by the time the $1 million
becomes payable, prices in general have increased by
a factor of 10 and that the price of gold has increased
by a factor of 50. Calculate the percentage of the buy-
ing power of $1 million at the time the contract was
made, that the payee would be able to collect at the
time of the contract’s fulfillment. 

The following is a four-part question.

285. Almost any gold standard that was ad-
hered to would eliminate the problem of inflation.

286. A 100-percent-reserve gold standard
would make both inflation and deflation/depression im-
possible.

287. The falling prices that would exist under
the gold standard, as the result of the increase in the
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production and supply of goods surpassing the in-
crease in the supply of gold and consequently the vol-
ume of spending in terms of gold, 

a. would not be deflationary with respect to the
rate of profit, which not only would not fall as the
result of the falling prices, but would be positively
increased to the extent that the increase in the sup-
ply of gold was the source of a continuing rise in
productive expenditure and sales revenues and
thus of a corresponding addition to the average
rate of profit in the economic system
b. would not be deflationary with respect to the
ability of business firms to repay their debts, be-
cause the average business would be in the posi-
tion of having a larger supply of goods to sell at
prices that fell less than in proportion to the in-
crease in its supply, because of the increase in the
quantity of money and volume of spending that
takes place 
c. would not be deflationary with respect to the
ability of wage earners to repay their debts be-
cause the increase in the quantity of money and
volume of spending that takes place would almost
certainly surpass the increase in the supply of
labor, with the result that money wage rates
would not tend to fall but to modestly rise (real
wages would rise both to this extent and to what-
ever extent prices fell)
d. all of the above

288. The 100-percent-reserve gold standard,
so far from being deflationary would actually serve as
the strongest possible guarantee against deflation be-
cause

a. the slow rate of increase in the quantity of
money that it made possible would not give rise to
temporary, unsustainable decreases in the demand
for money for holding that in turn would serve to

temporarily raise the velocity of money, only to
be followed by a rise in the demand for money for
holding and accompanying fall in the velocity of
money
b. it would make impossible any significant de-
cline in the quantity of money and volume of
spending, irrespective of the failure of any debtors
c. both (a) and (b)

289. A 100-percent-reserve gold standard, in-
deed, any real gold standard that was adhered to, would

a. eliminate the possibility of peacetime govern-
ment budget deficits on the part of any even semi-
responsible government, by making bankruptcy
the price of such a policy
b. sharply limit growth in the size of government,
since all new spending would have to be financed
by tax increases in the very same year
c. reduce the frequency and duration of wars,
which would be an occasion for major tax in-
creases
d. eliminate the risk of arbitrary redistribution of
wealth and income through inflation
e. reduce the taxation of profit and interest in-
come by not artifically creating such income,
which is then subjected to taxation, but instead
making it possible for a significant portion of
profit and interest income in real terms to take the
form of falling prices and thereby escape taxation
f. greatly encourage saving and capital accumula-
tion
g. eliminate the risk of currency depreciation on
the part of countries that had it
h. create the potential for a single currency across
the whole world, with enormous benefit to interna-
tional trade and investment
i. all of the above
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5 T 35 33% 65 T 95 T 125 T 155 $100,000 185 e 215 T 245 14.28% 275 c
6 e 36 T 66 T 96 d 126 T 156 zero 186 T 216 T 246 T 276 T
7 T 37 T 67 T 97 c 127 T 157 $100,000 187 -3% 217 T 247 T 277 T
8 d 38 -33% 68 T 98 c 128 T 158 100% 188 2% 218 T 248 T 278 e
9 F 39 T 69 T 99 T 129 T 159 T 189 5% 219 T 249 d 279 d

10 T 40 T 70 a 100 T 130 T 160 T 190 T 220 I 250 d 280 d
11 T 41 T 71 T 101 T 131 T 161 F 191 T 221 T 251 e 281 f
12 T 42 e 72 e 102 T 132 e 162 b 192 -33% 222 c 252 c 282 T
13 b 43 T 73 T 103 T 133 T 163 T 193 $120,000 223 T 253 T 283 100 oz.
14 T 44 T 74 b 104 T 134 $10 164 $40,000 194 $100,000 224 T 254 T 284 25%
15 d 45 T 75 T 105 T 135 $5 165 $10,000 195 $20,000 225 $1,750 255 c 285 T
16 T 46 T 76 T 106 T 136 none 166 $30,000 196 $53,333 226 $17,500 256 f 286 T
17 T 47 T 77 T 107 c 137 $5 167 none 197 $33,333 227 $5 billion 257 T 287 d
18 d 48 T 78 T 108 e 138 $121 168 3% 198 zero 228 $25 bill. 258 b 288 c
19 T 49 T 79 T 109 T 139 $21 169 3% 199 T 229 $28.25 bill 259 e 289 I
20 T 50 T 80 T 110 T 140 $10.50 170 $100,000 200 T 230 $0.80 260 d
21 T 51 b 81 T 111 e 141 $10 171 $25,000 201 T 231 $22.6 bill. 261 F
22 T 52 F 82 T 112 T 142 $0.50 172 $75,000 202 T 232 c 262 c
23 T 53 T 83 T 113 T 143 $11 173 $60,000 203 T 233 T 263 F
24 T 54 T 84 T 114 T 144 95.50% 174 $15,000 204 T 234 T 264 c
25 c 55 c 85 c 115 T 145 $150,000 175 1.50% 205 d 235 T 265 4%
26 c 56 T 86 T 116 d 146 $100,000 176 T 206 e 236 c 266 6%
27 e 57 T 87 T 117 c 147 $50,000 177 0.875 207 T 237 T 267 T
28 d 58 T 88 c 118 T 148 $25,000 178 T 208 e 238 T 268 c
29 T 59 T 89 T 119 T 149 none 179 T 209 T 239 T 269 d
30 T 60 d 90 f 120 T 150 $25,000 180 c 210 2% 240 b 270 T
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