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Dr. Reisman

Short-Answer Questions, Introduction

INTRODUCTION

1. The schools of economic thought that
have been the main supporters of capitalism are
a. Marxism and Keynesianism
b. theBritish 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 alies 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
Bohm_Bawerk, Ludwig von Mises, and F.A. Hayek.

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

a. Karl Marx

b. John Maynard Keynes
€. Joan Robinson

d. Edward Chamberlin

e. al 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 K eynesianism 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 Marshal
b. Milton Friedman
c. LeonWadras
d. all of the above
e. none of the above

12. Theleading difference between classical
economics and Austrian economics pertainsto the the-
ory of value and price and centers on the theory of di-
minishing marginal utility.

13. Classical economicswas abandoned
a. in part becauseit came to be viewed asimply-
ing the leading ideas of Marxism and the case for
socialism
b. inpart becauseit’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 Keynesianismin
the 1930s

b. insofar asthe 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 theinstructor, classical eco-
nomics makes possible afar more fundamental and
thoroughgoing critique of the Marxian exploitation the-
ory than that provided by Béhm-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. Theleading 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 asaMarxist
and later became aleading supporter of Nazism.

19. Theleading 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-
causeit viewed all competitors as perfectly equal.

21. The partia 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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2 Short-Answer Questions, Introduction

22. The genera 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 partia equilibrium approach led to
the breakup of economicsinto “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 awhole, apart from its connection
to the actions of individuals.

24. According to theinstructor, the theoreti-
cal substance of most textbooks on “microeconomics’
isthat 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, whichis
virtually nonexistent. At the sametime, little or noth-
ing of the sound price theory developed by the classi-
cal and Austrian economistsis presented in these
textbooks.

25. According to the instructor, the theoreti-
cal substance of most textbooks on “microeconomics’
is“that with afew, limited exceptions, such aswheat
farming, the whole of a capitalist economic systemis
tainted by an element of monopoly. The solution for
this alleged state of affairsis supposed to be aradical
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 firmsin the sameindus-
try to produce identical, indistinguishable products.”

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

27. According to the instructor, a shortcom-
ing of mathematical economicsisthat

a. “lIt 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.”

Dr. Reisman

b. “Theuse 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. “Onemajor consequence [of mathematical eco-
nomics] isthe 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 theabove

e. none of the above

28. Von Mises
a. isamost alone in the devel opment of a system-
atic defense of capitalismin all of itsleading as-
pects
b. istheleading critic of socialism and Marxism
c. both (a) and (b)
d. neither (a) nor (b)

29. Von Mises
a. developed answersto virtually all of the accu-
sations made against capitalism—from its alleged
exploitation of labor and responsibility for unem-
ployment and depressionsto its aleged responsi-
bility for monopoly, wars, and racism
b. developed asocial philosophy of capitalism
which demonstrates the benevolent operation of
all of capitalism’sleading ingtitutions, especially
private ownership of the means of production, eco-
nomic competition, and economic inequality
¢. expounded a procapitalist interpretation of
modern economic history, and provided a devasta-
ting critique of socialism and government inter-
vention in al of itsforms
d. all of theabove

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

31. Intheinstructor’sview, “what von Mises
undertook, and which summarizes the essence of his
greatness, wasto build a systematic intellectual de-
fense of capitalism and thus of material civilization.”

32. Von Mises smajor criticism of socialism
isthat it isimpossible to practice a perfect systemin
an imperfect world.




Answers to Questions 1-32 on the Introduction
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Dr. Reisman

Short-Answer Questions, Chapter 1

CHAPTER 1. ECONOMICS AND CAPITALISM

PART A. THE NATURE AND IMPORTANCE OF ECONOMICS

1. According to theinstructor, economicsis
a. the science of wealth
b. the sciencethat studies the production and ex-
change of wealth
c¢. the sciencethat 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. Inadivision-of-labor society, the individ-
ua lives by producing or helping to produce just one
or at most avery small number of items, almost all of
which are consumed by others; at the same time practi-
cally al that he consumesis produced by the labor of
others.

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

4. Theimportance of wealth isnot 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-
icsisthe fact that the production of wealth is not only
important but in the conditions of the modern world
al so depends on the division of labor, which, in turn,
does not exist or function automatically but depends
on human choices, in particular, choicesin therealm
of politics and government policy.

6. Which of the following statementsisthe

most completely true:
a. Approximately only one-fourth of the popula-
tion of the present-day world livesin 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. Thedivision-of-labor society, in the sense of
the average individual devoting the great bulk of
hisworking time to production for the market, and
thus to satisfying the needs of others, whilein turn
being supplied almost entirely from the market,
and thus by means of the [abor 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 Zedand.
c. Prior to therise of the modern Western world,
the greatest degree of division of labor was
achieved under the early Roman Empire.

d. Thefirst country to develop into adivision-of-
labor society was Great Britain, in the eighteenth
century.

e. al of the above

f. none of the above

7. Which of the following statementsisthe

most completely true:
a. Thedivision of labor raises the productivity of
labor by bringing about a corresponding multipli-
cation of the volume of knowledge that entersinto
the production of goods and services.
b. Inadivision-of-labor society, the total of the
knowledge entering into the production of goods
and servicesisthe 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, thereis essentially
just one occupation and one body of knowledge—
that of self-sufficient farmer.
¢. Non-division-of-labor societiesrepresent a
wasteful duplication of the mental contents of the
human brain, in that everyone livesin the same
way and knows essentially just the same things
about production as everyone el se.
d. Inadivision-of-labor society, alarge propor-
tion of the most intelligent and ambitious mem-
berstend 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 servicesis 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. al of the above

8. Thedivision of labor hasradically in-
creased the productivity of labor and made possible
the survival of avastly larger population, including a
vastly larger population in countries with relatively lit-
tledivision 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 arein the
position of a crowd wandering through a modern fac-
tory and randomly pushing buttons and pulling levers.
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6 Short-Answer Questions, Chapter 1

10. Becausethey lived mainly as hunters, the
average American Indian required so much land, to as-
sure an adequate supply of game, that the population
of Indiansliving 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, theaverage individual in the lower forty-eight
states could have no more than about seven acres of
land, including al the deserts and mountains. The situ-
ation would be even worse in Western Europe and
Japan, where population densities are much greater.
Thereis 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. Therapid growth in population figures
around the world over the last two hundred years, after
centuries of stagnation, isthe result of the higher pro-
ductivity of labor resulting from the division of labor.

13. Thedestruction of the modern division of
labor would cause radical depopulation all acrossthe
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 al 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
inflation
economic stagnation
shortages
. economic conflict among groups within coun-
tries or between countries
f. all of the above

16. Animplication of economicsfor ethicsis
a. the proposition that one man’s gain resulting
from an increase in production is not another
man’ sloss; indeed, is frequently the source of
other men’sgain

Paoo
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b. rather than the individual having to sacrifice
his self-interest in order to livein society, the exis-
tence of adivision-of-labor society is essentia to
the achievement of the materia self-interest of the
individual

c. thematerial self-interest of theindividual is
served by the existence and the freedom of other
people who cooperate with him in the division of
labor

d. al of theabove

17. Knowledge of economics
a. isapowerful antidote to unfounded feelings of
being the victim or perpetrator of “exploitation”
b. isapowerful antidoteto to al feelings of
“aienation” based on the belief that the economic
world isimmoral, purposeless, or chaotic
¢. cannot help but support the conviction that the
fundamental nature of the world is benevolent and
thus that thereis no rational basisfor feelings of
fundamental estrangement from the world
d. all of theabove

18. Knowledge of economicsisindispens-

ableto
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
¢. understanding on€e's place in the world and the
kind of world onelivesin
d. the defense of individual rights
e. al of the above

19. Knowledge of economicsisimportant for
a. businessmen
b. historians
C. journalists
d. theintelligent citizen
e. al of the above

20. Knowledge of economicsisimportant to
businessmen because
a. it can teach them how to earn profits
b. it explainswhy everyone benefits from their
being free to earn profits

PART B. CAPITALISM

21. Capitalism
a. isasocial system based on private ownership
of the means of production
b. ischaracterized by the pursuit of material self-
interest under freedom
c¢. restson afoundation of the cultural influence
of reason
d. al of theabove

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

c¢. financial self-interest and the profit motive
d. al of theabove

23. Capitalism is characterized by
a. thefreedoms of economic competition and eco-
nomic inequality
b. the price system
C. €economic progress
d. aharmony of the material self-interests of all
the individuals who participate in it
e. al of the above
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24. Almost every essential feature of capital-
ism underlies the division of labor and severa 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. theindividual’sidentification of himself asa
self-responsible causal agent with the power to im-
prove hislife

e. al of the above

27. Thefoundations 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 theabove

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 asasocia 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 scienceto in-
fluence people' s thinking so that they will favor
capitalism and sound economic policy.

31. Freedom means freedom from theinitia-
tion of physical force.

32. Physical force means
a. physically doing something to or with the per-
son or property of another against hiswill
b. isexercised through advertising
C. ispresentinirresistablelogica argument
d. all of theabove

33. Variousindividuals commit acts such as
robbery, rape, and murder.

Short-Answer Questions, Chapter 1 7

a. Insodoing, they are guilty of theinitition of
physical force.

b. Inforcibly 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 representstheinitiation of physical
forceinthat it entails the taking of property against its
owner’sactual will.

35. The existence of government secures the
individual’ sfreedom 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
privateindividuals.

36. Inorder 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 theinitiation of physical force and hence represent
aviolation of theindividual’ s freedom.

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

40. Wherethereisfreedom, thereis peace,
because there is no use of force: insofar asforceis not
initiated, the use of force in defense or retaliation need
not take place.

41. Under freedom, theindividual 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, theindividual
a. can takethe 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 savingsin the
most profitable ways he can
¢. cannot use physical force except inimmediate
self-defense
d. all of theabove

43. Peace as the accompaniment of freedom
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a. means peace at any price

b. meansgiving in to the threats of aggressors, in
order to avoid conflict

C. isinsharpest contrast to the “ peace of dlaves
and cowards’

d. all of theabove

44. The existence of the socia security sys-
tem isaleading consequence of the belief that in order
to achieve economic security, one must violate eco-
nomic freedom and establish awelfare state.

45. Social security

a. deprivestheindividua, to the extent of his con-
tributions to the system, of the power to decide
how his savings areinvested

b. divertstheindividua’s savingsinto the financ-
ing of current government expenditures rather
than capital investment

¢. makestheindividua dependent on the choices
of future legislators and future taxpayers as the
source of hisactual support

d. all of theabove

46. Freedom of the pressisfully impliedin
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 speechisfully 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 choiceto listen to the
speakers.

48. Anindividual’sfreedom of pressisvio-
lated when
a. anewspaper or publisher refuses to publish his
views
b. when anewspaper or publisher iswilling to
publish his views but is prevented from doing so
by the government

49. Anindividual’sfreedom of speechisvio-
lated when
a. aradio or television station refuses to invite
him to speak
b. when aradio or television station iswilling 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.

Dr. Reisman

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 isviolated 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 sametime.

54. A prohibition on arbitrarily shouting

‘fire’ in acrowded theater should not be construed as
any kind of limitation on the freedom of speech, let
alone ajustified limitation. On the contrary, in the case
of alivetheatrical performance, the freedom of speech
isviolated precisely when someone does arbitrarily
shout ‘fire.’"

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

56. The freedom of the pressisviolated and
censorship exists not when a newspaper refuses to pub-
lish astory or acolumn 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. Thefreedom 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 hasthe ability to pay
the cost, and wants to pay it, but the government stops
him—say, with awall around his city (as existed until
1989 in East Berlin), a passport restriction, or a price
control on oil and oil productsthat 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 requirementsfor
the receipt of welfare requirements represents viol at-
ing the freedom of taxpayers.

60. The anarchic concept of freedom leadsto
the belief that freedom of speech isincompatible 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 isthe fact that in divorcing free-
dom from the context of rationality, it not only seeks
to establish afreedom to initiate physical force, asin
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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 amat-
ter of rational principle.

62. Inrecent 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 corruptionis
abyproduct of the decline of freedom, in that thislast
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, operatingin a
rational cultural environment, are the foundation of
private ownership of the means of production
. saving and capital accumulation
. the development of the division of labor
. the development of exchange and money
. financial self-interest and the profit motive
economic inequality
. economic competition
. the price system
economic progress
. the harmony of rational self-interests
k. dl of the above

65. The economic freedom of the United
Statesled to
a. avast westward migration
b. avast increasein private ownership of the
means of production as settlers appropriated land
and natural resources from nature

ST OO0 TR
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c¢. the development of new and improved means

of transportation

d. the development of new and improved prod-

ucts and methods of production

e. thefounding 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. Economicsis controversia in part be-

cause

a. of theinherent 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. thefact that economics casts the pursuit of self-

interest in a positive light and thereby appearsin

conflict with the received morality of altruism

d. economics comes into conflict with the pursuit

of self-interest by means of force

€. economics presupposes awillingnessto 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. Thebelief that science must be “value

free” is contradicted by the fact that scienceitself pre-
supposes such values as rationality, honesty, integrity,
and the freedom of inquiry, without which science
could not be pursued.




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
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CHAPTER 2. WEALTH AND THE ECONOMIC PROBLEM

1. Wedlth is material goods made by man.

2. The concepts of wealth and money arein-
terchangeable.

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

4. A larger total monetary value of wealth
fundamentally dependson

a. morewedlth

b. the existence of alarger quantity of money

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

wedlth.

9. Licenses, such asliquor-store licences and
taxicab medallions,
a. arewedlth
b. restrain the supply of wealth by denying peo-
plethe right to produce or offer it

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

11. Patentsand copyrights
a. serveto encourage the production of wealth
b. theeffect of their expiration after areasonable
time isthen to encourage it further
c. both (a) and (b)

12. Inasociety that allows davery, such as
the South before the Civil War,
a. slavesare weadlth
b. the production of wealth is reduced because
the market value of dlaves servesto displace the
accumulation of material capital goods of acom-
parable value

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

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. Becauseiron iswealth, it follows that
iron on Mars or under the floor of the oceansis wealth.

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

a. can never bewedth
b. could someday become wealth if means were
devised whereby man wasin aposition 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 minera
deposits of North Americarepresents 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-
aly 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 thefirst 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 thethird order are goods necessary to pro-
duce goods of the second order, e.g., wheat
d. all of theabove

24. Shaeail is presently not wealth. It would
become wealth if its cost of extraction and processing
were reduced to alevel comparableto that of liquid pe-
troleum.

25. The source of the goods-character of
thingsis ultimately within us. Goods derive their char-
acter as goods by virtue of their ability to benefit
human beings.
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26. Thefact 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. Economicsis concerned with services
only insofar as they are necessary to the production,
enjoyment, or acquisition of wealth, or depend on the
use of wealth. Economicsisnot at all concerned with
the rendition of services apart from their connection
with wealth.

28. Itsfundamental concern with the produc-
tion of wealth under a system of division of labor is
what |eads 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. Economicsisthe 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, Béhm-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, istheir contribution to the production of
wealth.

33. Itisincumbent 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-
anceis derived from the importance of the subject mat-
ter it studies.

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

a. it createsthe potentia for alimitless range of
knowledge and awareness, which in turn creates
the potential for alimitless range of action and ex-
perience

b. wedlth in the form of tools, implements, ma-
chines, and instrumentalities of all kindsisthe ma-
terial means of action

¢. wedlth in the form of works of art and sculp-
ture, fine homes and furniture, landscaped
grounds, and other objects of contemplation isthe
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
afew primitive hunting implements to perhaps the
greater part of amodern economic system, including
such industries asiron and steel, electric power, petro-
leum refining, motor vehicle and aircraft manufactur-
ing, and shipbuilding.
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36. Reason gives man the ability to use
wealth progressively to enhance the exercise of the ca-
pacities he sharesin common with lesser species.

37. Thewithdrawal of the forms of wesalth
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
acirclein the sand with one’ sfinger
c. reduce art probably to the level of making a
sketch on the wall of a cave with a piece of char-
coa fromacamp fire
d. all of theabove
e. none of the above

38. Man's nature as arational being intro-
duces additional, “ higher” dimensionsinto the satisfac-
tion of his“lower” needs such as nutrition.

39. Man'sdesire for novelty and variety
standsin the service of hislife 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
persona computer.

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

41. The proposition of Adam Smith that “the
desire of food islimited 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 seemsto have no limit or cer-
tain boundary” continuesto 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 peopleto desireit strongly enough to go out and
actually produceit.

43. Thefact that the need and desire for
wealth are limitless does not mean that when people
devote themselves to satisfying that need and desire,
asin the nations of modern capitalism, they go through
lifewith a sense of endless frustration, seeking more
than they can ever hopeto obtain.

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

45. Progressisthe natural result of the use of
reason as a constant.

46. Economic progress contributes to human
happiness by enabling peopleto live in the present in
the light of the prospect of abetter 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 succeedsin relation to the
physical world provides an objective standard by
which to judge the value of cultures.

49. The basisfor 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 legsis objectively better than
not possessing legs.

50. Thebasisfor 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 earsis objectively better than

not possessing ears

b. the possession of eyes and ears together is ob-

jectively better than possessing ears alone

c¢. theability to seein color is objectively better

than being color blind

d. al of theabove

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

52. The attempt to substitute the gaining of
prestige for the incentive of gaining wealth
a. istantamount to asking peopleto toil through-
out the year in order to gain amedal 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. Thefact 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. isconsistent with the objective superiority of

the goods of modern capitalism

b. further exemplifiesthe principlethat man's

need for wealth islimitless

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-
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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. societiesthat have developed the art of writing
are objectively superior to those that have not
b. societiesthat, in addition to having devel oped
the art of writing, have also identified important
principles of mathematics and science, are objec-
tively superior to those that have devel oped
merely the art of writing
C. societiesthat, 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. societiesthat, in addition to having identified
the laws of logic and the principle of causdlity,
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. al of the above

57. Capitalist civilization—modern Western
civilization—is
a. not the civilization of the white man
b. abody of knowledge and values
c. opento men of al races
d. thecivilization of all men who wish to prosper
and are prepared to adopt reason as their funda-
mental means of doing so
e. al 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 areimplicitly racists, in
that they view civilization and culture as being racially
determined.

59. Racismis present in the belief that civili-
zation and culture are determined by racial member-
ship. Onthisbasis,
a. earlier generations of racists held that the exis-
tence of inferior civilizations and cultures was
proof of theracial inferiority of the members of
such civilizations and cultures
b. present-day racists hold that the equal value of
al races of human beings implies the equal value
of al civilizations and cultures
c. both (a) and (b)
d. neither (a) nor (b)

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

61. Thelaw of diminishing marginal utility
means that the larger isthe quantity of a given factor

13
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of production applied to afixed quantity of another
factor of production, for example, more labor applied
to the same quantity of land, the smaller isthe increase
in output compared to the increase in input.

62. Thelaw of diminishing marginal utility
rests on the fact that

a. people choose to satisfy their more important
wants ahead of their lessimportant wants
b. successive units of asupply 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 wantsthat agood serves
should be thought of as being the least important of the
most important wants that its supply sufficesto 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. Thelaw of diminishing marginal utility
contradicts the proposition that man’s need for wealth
islimitless.

67. Despite the views of Galbraith, the law of

diminishing marginal utility is consistent with the fact

that man’s need for wealth islimitless, because
a. solong as additional wealth has any utility at
all, moreweadlth is better than less wealth
b. the process by which wealth isincreased is ac-
companied by the discovery of new avenues of
consumption, which servesto increase the mar-
ginal utility of wealth in comparison with what it
would otherwise be—e.g., whileliteral horsesin
the range 101-300 might have little or no marginal
utility, the sameis 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. aswealth increases, the size of the marginal
unit under consideration frequently increases as
well—e.g., amansion instead of an ordinary
home, a private jet instead of just an automobile
d. all of theabove

68. Thelaw of diminishing marginal utility
resolvesthe classical economists' paradox of value—
i.e., the seeming paradox constituted by the fact that
goods of apparently the lowest utility, such asdia-
monds, are normally more valuable in exchange than
goods of apparently the highest utility, such aswater.

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
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at one’ sdisposal that is aready sufficient to provide
for al of one’sneed or desire for water.

70. Determination of price by costisanin-
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, isitself deter-
mined by the value of the marginal product of the
means of production.

71. Thelaw of diminishing marginal utility
helpsto explain the pattern of demand that prevailsin
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. equa proportionality between price and mar-
gina utility in al lines of expenditure.

b. acondition in which a changein 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 helpsto 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 limitlessrange
of the mental in comparison with the physical and thus
by virtue of the fact that the range of our imaginations
is alwaysincomparably greater than the power of our
arms.

75. Because basic advancesin 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. thelack of urgently needed supplies

b. an excess of the desire for wealth over the ahil-
ity to produce it

77. Scarcity
a inacapitalist society means an excess of the
desire for wesalth over the ability to produceit
b. inaprecapitalist society meansalack of ur-
gently needed supplys
¢. both (a) and (b)
d. neither (a) nor (b)

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

79. Time preference
a. meansthe 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. isanalogousin the valuation of temporally
more remote future goods to the perception of spa-
tially more remote physical objects

c. both (&) and (b)

d. neither (a) nor (b)

80. The principle of time preferenceisim-
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 consumeit.

81. The nature of human lifeimpliestime
preference

a. inthat whatever value we attach to being alive
in the future is attributable to our being alivein
the present, which, given the uninteruptibility of
human life, is the indispensable precondition to
our continuing to be alivein the future
b. thevalue of our being alive in the present must
always exceed the value we attach to being alive
in the future becauseit 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 (&) 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 manifestsitself in the ex-
tent to which individuals make provision for the future
relative to their current consumption.

84. Time preferenceimpliesthat if it isDe-
cember, an individua in Minneapolis should be ex-
pected to value a bathing suit that will be available to
him

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

85. Itisinconsistent with the principle of
time preference to value the first unit of afuture sup-
ply above the second unit of a present supply.

86. The ascending price structure of agricul-

tural commodity futures

a. isinconsistent with the principle of time prefer-

ence

b. reflectsthe increasing scarcity of supplies of

agricultural commodities between harvests, which

isitself 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 alower de-
gree of time preference.
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88. The scarcity of capital goods exists
a. inboth ahorizontal and avertical dimension
b. inthe sense that more capital goods are heeded
to produce the larger supplies of consumers’
goods that people desire
¢. inthe 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. al of theabove

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 ahigher rather than alower

ratio of inventoriesto sales, as, for example, in

order to provide awider variety of selection

d. the production of twelve-year old whiskey in-

stead of eight-year old whiskey

e. al of the above

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

91. Time preferenceinfluences
a. the methods of production used
b. thekinds of products produced
c. therelative size of variousindustries
d. al of theabove

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

93. Beforethe scarcity of capital initsverti-
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 isindustrialized

b. within theindustrialized countriesto enable
every factory, farm, mine, and storeto increaseits
degree of capital intensivenessto the point pres-
ently enjoyed only by the most capital-intensive
establishments

¢. withinthe 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
itsvertical dimension

d. al of theabove

94. It isalways necessary to leave undone an
incalculable range of potential improvements whose
execution would require a more abundant accumul a-
tion of capital initsvertical dimension than exists.
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95. Other things being equal, time preference
is
a. thelower
b. the higher

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

96. Wedlth isthe result of human labor.

97. Labor isthe means by which man’smind
transmits his designs and purposes to matter.

Thefollowing isafour-part question.

98. Labor isman’sapplication of his bodily
and mental faculties for the purpose of altering matter
in form or location and thereby making the matter thus
atered serve afurther purpose.

99. Matter thus altered by man’slabor isa
product.

100. Production isthe process of thus alter-
ing matter.

101. A producer isone who effects such alter-
ations.

102. Inadivision-of-labor society, the con-
cept of labor isnot 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 achievesits
effects by operating through the manual 1abor 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 |abor.

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

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

106. The scarcity of wealth impliesamore
fundamental scarcity of labor, inasmuch aslabor isthe
only fundamentally limiting factor of production.

107. The scarcity of labor is manifest in the
fact that virtually everyone would like to enjoy anin-
come many times greater than the income heis 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 timesthereal income (i.e., buy-
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ing power) that he now has, it would be necessary for
him to
a. produce five times as much as he now produces
b. inthe present state of technology and methods
of production, with its present limitations on the
output per hour of labor, expend five timesthe
labor, in order to produce five times the output
c¢. earn five times the money income that he now
earns
d. all of theabove
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. theincrease 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. theincreasein 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-
videfallsradically short of the supply whose products
they would like to have.

111. The scarcity of personal services addsto
the scarcity of labor.

112. The scarcity of labor isimplied in the
fact that each of usiseasily 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. Thefundamental scarcity of labor impl-
iesthat there is no inherent reason for the existence of
mass unempl oyment—that mass unemployment isa
man-made phenomenon created in opposition to the
underlying economic situation.

114. The scarcity of labor isineradicable,

i.e., isnot eliminated either by alarger supply of labor
or by ahigher 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. ahigher 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. Thefundamental and essential nature of
economic lifeisthis: the need and desire for additional
wealth are there and the nature-given means of produc-
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ing it arethere; al that islacking isthe ability of
human labor to transform the nature-given means of
production into additional wealth. Thisimplies

a. the scarcity of human labor

b. the need to raise the productivity of human

labor

c. the need for adivision-of-labor, capitalist soci-

ety asthe essentia framework and foundation of a

progressively rising productivity of labor

d. all of theabove

116. Always, what stands between man and

his need for greater wealth is his limited ability to pro-
duce wealth—nhislimited ability and also willingness
to perform labor.
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117. The economic problem is how continu-
oudly to raise the productivity of labor, to make possi-
ble an ever increasing production and enjoyment of
goods per capita.

118. Animportant 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 individualsto satisfy
their more important wants ahead of their lessimport-
ant wants.

119. The solution for the economic problem
is capitalism.
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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 consumesirre-
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 resourcesin 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,
toits center, 4,000 miles down, the earth isa 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 agrowing scarcity of
natural resourcesin nature
b. thedestructive effects of price controlsand re-
strictions on supply

7. Thelaw 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 afixed quantity of any other neces-
sary factor or factors of production eventualy results
in less than proportionate increases in output.

8. Animportant phenomenon anal ogous to
the law of diminishing returnsisthe 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. aremutually contradictory
b. canbelogically reconciled by virtue of techno-
logical progress and improvements in equipment
progressively raising the points from which re-
turnsdiminish
10. Thelaw of diminishing returns
a. confirms
b. contradicts
the fact that the fundamentally limiting factor in pro-
duction is always human labor.

11. Allowingfertileland to lieidleis
a. economically wasteful because an opportunity
to produceislost

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 lieidle is economically
wasteful because an opportunity to produceislost.

13. Thefact that, asarule, only one-third of
the oil physically present in a petroleum deposit is
ever extracted, is evidence of economic waste.

14. Thelaw of diminishing returnsimplies
that economic progress is necessary to maintain the
standard of living, not just to raiseit.

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

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

17. Recycling raw materials when fresh sup-
pliesare available at alow cost is wasteful of human
labor.

18. American retailers areinherently 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
shoppersto 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 milesan 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 amateria is high enough to slow its
rate of consumption to a point commensurate with the
availability of along-term supply of theitem.

21. Inthe 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. Inthelast 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 hasradically in-
creased human life expectancy: from about thirty years
in the mid-eighteenth century to about seventy-five
yearstoday. Since the beginning of the twentieth cen-
tury, in the United States, it hasincreased life expec-
tancy from about forty-six years to seventy-five years.

24. Industria 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
¢. 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. al 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, itis
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 abullet 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 theraising 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 plantsto the
extent they are necessary to achieve these ends.

30. Theenvironmental 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. thevalue of nature derives from the value of
human life and well-being, and thus that natureis
valuable only insofar asit serves human life and
well-being
b. thevalue of natureisintrinsic, i.e., isvaluable
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,
aswell as each and every species of plant or animal
life, possessintrinsic value and comprise parts of
man’ s environment.

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

a. of vaueto man
b. possessingintrinsic value

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

clearing jungles

draining swamps

c. cutting away hillsides

d. dammingrivers

e. walking on the grass

f.

g

oo

leaving footprintsin the sand
. dl of the above

35. Thedoctrine of intrinsic valueimpliesa

view of human beings as

a. inherently destructive insofar astheir 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 arein 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 asthe
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 alegedly
possessintrinsic 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. Thisis
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 away that improvestherela-
tionship of the chemical elementsto human life and
well-being.

39. According to the author,
a. the environmental movement holdsindividuals
responsible for the actions of a collective, asfor
example, in the causation of global warming
b. incasesinwhich causal responsibility for a
harmful outcome cannot be assigned to any given
individual but only to athe 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-
vidua is actually responsible, should be regarded as an
act of nature, which individual s should then be left
freeto deal with.

42. Thedoctrine of “externaities”
a. refersto thefact that the actionsindividuas
sometimes impose costs or bestow benefits on oth-
ers
b. isfrequently used to argue that individuals
should pay for all coststheir actionsimpose on
others and be paid for all benefitstheir actions be-
stow on others
c. both (a) and (b)
d. neither (a) nor (b)

43. The externdities doctrineimplies such
things as that
a. successful competitors should be made to com-
pensate their unsuccessful rivals
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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

¢. 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 theabove

e. none of the above

44. According to the author, the appropriate
principlein cases of externdlitiesis

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 al 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, Intheview 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 astheintellectual main-
stream believes that the failure of socialism isthefail-
ure of human reason.

46. Socialism held that if people wereleft 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 |eft to pur-
suetheir 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 afoundation of reason, hasled 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 changesin 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 adesired godl, 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 theabove

52. The concept of growth

a. fundamentally pertainsto an individua living
organism, such as one person, one tree, one tumor
b. impliesinherent limits

c. isvauationally neutral inthat it applies both to
positives and negatives

d. al of theabove

Thefollowingisafourteen-part question.

53. According to the author, environmental-
ism isthe product of agrowing loss of confidencein
reason and isthe leading manifestation of arising 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 studentsto regard what they learn as a
series of arbitrary assertions
c. laying thefoundation for irrational skepticism
on the part of students
d. conducting a systematic attack on reason and
itsrolein human life
e. al 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
aprocess of the student’ s internalizing knowledge.

56. According to the author, a major founda-
tion of the ecologists' irrationalism isthe 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 ison
this premise that the ecol ogists believe and project that
every technological advanceis a potential thalidomide.
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57. According to the author, contemporary
education promotes irrationalism and thus the influ-
ence of the ecology movement in propounding
a. thedoctrine of collectivism, initsvarious
forms of Marxism, racism, nationalism, and femi-
nism
b. thedoctrines 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, al the varieties
of collectivism
a. deny thefreewill and rationality of the individ-
ual and attribute hisideas, character, and vital in-
terests to his membership in acollective: namely,
his membership in an economic class, racial
group, nationality, or sex, asthe case may be, de-
pending on the specific variety of collectivism
b. inviewing 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. al of theabove

59. According to the author,

a. determinism, the doctrine that man’s actions
are controlled by forces beyond his power of
choice, deniesthe very possihility of rational
thought being capable of guiding human life and
achieving human happiness

b. existentialism, the philosophy that manis
trapped in a“human condition” of inescapable
misery, teaches the same conclusion as determin-
ism

c. both (&) and (b)

60. According to the author, cultural relativ-

ism

a. deniesthe objective value of modern civiliza-
tion and thus undercuts students’ val uation not
only of it, but also of the technology and science
necessary to build such acivilization, and the valu-
ation of human reason itself, which isthe ultimate
foundation of modern civilization

b. undercuts peopl€’ swillingnessto work hard to
achieve personal valuesin the context of modern
civilization

¢. blinds people to the objective value of such
marvel ous technol ogical advances as automobiles
and electric light, and thus further preparesthe
ground for the sacrifice of modern civilization to
such nebulous and, by comparison, utterly trivial
values as “ unpolluted air”

d. al of theabove

61. According to the author,
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a. logical positivism denies the possibility of
knowing anything with certainty about the real
world

b. linguistic analysis regards the search for truth
asatrivia 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“1d” and the
“Superego,” and thus as being incapable of exer-
cising substantial influence on the individual’s be-
havior

e. al of the above

62. According to the author, Keynesianism
a. regardswars, earthquakes, and pyramid build-
ing as sources of prosperity
b. looksto peacetime government budget deficits
and inflation of the money supply as a good substi-
tute for the allegedly beneficial phenomenade-
scribed in (@)
¢. resultsinthe 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 theabove
63. According to the author, along with de-
stroying confidence in science and technology, theris-
ing tide of irrationalism and growing loss of
confidence in reason means|oss of the philosophical
basis of the valuation of man, inasumuch asreasonis
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man’ s fundamental distinguishing attribute and a
culture’ sview of reason determinesits view of man.

64. According to the author,

a. confidencein the reliability of reason, and thus
the philosophical status of man, have declined so
far that now virtually no basisis any longer recog-
nized for aradical 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. astheenvironmentalists see matters, they are
advocates of a universal brotherhood of al spe-
ciesand 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 rightsin
the “environmental family”

d. all of theabove

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 isaform of racism and
Nazi sm—of “ speciesism”—in which man seeksto
treat other parts of the brotherhood of nature as concen-
tration camp inmates.
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1. Thedivision of labor isasystem of pro-
duction in which the labor required to support human
life and well-being is broken down into separate, dis-
tinct occupations.

2. Inadivision-of-labor society, theindivid-
ua lives by producing, or helping to produce, just one
thing or at most avery few things, which are con-
sumed overwhelmingly by others, and is supplied by
the labor of othersfor the far greater part of his needs.

3. Themultiplication of knowledge

a. existsto the extent that labor is divided into
separate occupations and suboccupations, because
each of these hasits own specialized body of
knowledge

b. makes possible the production of products that
would otherwise be impossible because of the in-
ability of any givenindividual or small group of
individualsto 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 awasteful duplication of the men-
tal contents of the human brain.

5. Thedivision of labor makes it possible for
geniuses to specializein 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. Animportant advantage of the division of
labor isthat individuals at all levels of ability can con-
centrate on the kind of work for which they are best
suited on the basis of differencesin their intellectual
and bodily endowments.

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

8. In producing moreiron than isrequired by
itsinhabitants, Minnesota
a. wastesascarce, precious natural resource for
the benefit of outsiders
b. obtainsthe ability to obtain awide 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 ises-
sentia to the ability of any geographical areato 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 Virginiaor Wyoming, and the ability
to mine coal depends on the use of steel drillsand steel
structural supportsin coa mines.

10. Thedivision 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 theratio 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

¢. 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 theabove

11. Thedivision of labor increases the degree
to which knowledge of production is assimilated and
therefore the efficiency with which it isused, theyield
to the time spent in acquiring it, and the efficiency
with which it is disseminated.

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

a. concentrating work of the same typein the
same place

b. breaking work down into the ssimplest 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 theabove

13. Thedivision of labor underlies the use of

machinery in production by means of

a. providing, through its multiplication of knowl-

edge, asufficient 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

¢. making science and invention into speciaiza-

tions carried on by geniuses, which greatly facili-

tates the invention of machinery
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d. reducing jobswherever possible to a small
number of distinct motions repeated over and over
again, asaresult of which it enormously simpli-
fies the problems of designing a machine or spe-
cial tool to help do the work

e. concentrating alarge 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 failsto explain why 18th Century En-
gland was the first country to experience the Industrial
Revolution.

15. A division-of-labor society representsthe
organization of the same total sum of human brain
power in away that enablesit to store and use vastly
more knowledge than would otherwise be possible.

16. The effect of adivision-of-labor society
isnot 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 aprogres-
sively rising standard set by the most intelligent mem-
bers of the society.

17. While man always possesses the faculty
of reason, adivision-of-labor society is necessary if he
isto use hisrationality efficiently in production.

18. Thedivision of labor increases the effi-
ciency with which man isableto apply hismind, his
body, and his nature-given environment to production.

19. Thedivision of labor is an essential pre-
condition for the achievement of ahigh and steadily
rising productivity of labor.

20. Thedivision of labor isthe essential
framework for the ongoing solution of the economic
problem.

21. Whoever, in the words of von Mises, pre-
ferswealth to poverty, and life and health to sickness
and death, islogically obliged to value the existence of
adivision-of-labor society and all that it depends on.

22. Thewidely held notion that life in soci-
ety requires the sacrifice of the individual’ s self-inter-
estis

a. confirmed
b. refuted
in regard to adivision-of-labor society.

23. Inadivision-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. Inthelight of knowledge of the gains
from the division of labor, the ethical principle of re-
spect for the persons and property of others has abasis
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in the requirements of the individual serving hisown
material self-interest.

25. Thedivision of labor has raised the pro-
ductivity of labor so high that today the average mem-
ber of adivision-of-labor society has

a. both substantial real wealth at his disposal and
substantial leisurein which to enjoy it

b. open to him in no small measure precisaly the
kind of life that the ancient Greeks thought could
be enjoyed only by a slave-owning aristocracy

¢. both () and (b)

26. The claim that a division-of-labor society
isincompatible with the well-rounded devel opment of
theindividual, in accordance with the ideals of the Re-
naissance, is contradicted by the fact that it is precisely
in adivision-of-labor society that the average worker,
for thefirst timein al of human history, has the oppor-
tunity of actually becoming something of a Renais-
sance man.

27. A dull job performed for money isless
dull than one performed merely for the sake of agiven
physical result, to the extent that the earning of money
makes possible awide range of choice in what the
work will accomplish for theindividual .

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

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

30. Whileit istrue that alienation—a sense
of lack of belonging and lack of control in one’slife—
isagrowing problem in present-day society, the
wealth and leisure and the resulting education and
level of knowledge that adivision-of-labor society
makes possible are powerful forces working against
such feelings.

31. Alienation isagrowing problemin pres-
ent-day society
a. because of
b. in spite of
the existence of the division of labor.

32. Inthe physical sense,
a. productionis man’s ateration of matter in
form or location, in accordance with conscious de-
sign, in order to make the matter thus altered
serve afurther purpose
b. aproducer is one who effects such alterations
C. aproduct is matter that has been altered in one
or more of the above ways
d. aproduct can also be an alteration of matter
that we perceive as essentially unchanged
e. al of the above

_ 33. Laboris
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a. the means by which man’s mind transmits his
designs and purposes to matter

b. man’sapplication of hisbodily and mental fac-
ulties for the purpose of altering matter and
thereby making it serve afurther end

c. both (a) and (b)

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

35. “Land”
a. isthe name which economists have tradition-
ally given to nature’ s contribution to production
b. astheterm isused by economists, includes
land as we normally think of it, namely, pieces of
ground, plusall the natural resources within it and
al the trees and plants and animals that are natu-
rally present upon it—i.e., present without man’s
intervention
¢. 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 theabove

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

37. Thedescription of land as an original fac-
tor of production can be misleading insofar as manis
responsible for whatever wealth-character it possesses.

38. Products produced are continuously used
up, worn out, or simply deteriorate through the action
of nature, aswhen 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 inthe physical senseisone
who uses goods up, wears them out, or in whose pos-
session they deteriorate.

41. Every product produced
a. issubsequently consumed
b. reflectsaprior consumption in the process of
its own production
c. both (a) and (b)

42. Recognition that consumption is entailed
inthe 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 ovensfor the pur-
pose of baking bread

b. the consumption of steel and stamping equip-
ment for the purpose of producing automobiles
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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 meansthat 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. thewearing out of trucksin making deliveries
to truck factories
c. thewearing out of oxcartsin the construction
of arailroad
d. theusing up of steel in the manufacture of iron
mining equipment and the subsequent wearing out
of theiron mining equipment
e. al of the above

48. Thewearing out of oxcartsin the con-
struction of arailroad is reproductive consumption in
that oxcarts and railroads play the samerolein produc-
tion, insofar as both are means of transport.

49. In the context of adivision-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 goodsin 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 goodsin 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 cometo

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 subseguent sales revenues

b. capital iswealth employed in the earning of

money
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c. both (8) and (b)

53. The supply of capital goodsis 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 reduceit.

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

55. A growing or improving supply of capital
goods isindispensable to the adoption of more ad-
vanced technologies and to the continuing risein 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
mai ntenance 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. Theincreasein the supply of capital
goodsis the effect of division of labor in all the ways
that it servesto increase production and insofar asthe
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

¢. both (a) and (b)

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

a. resultsinalarger 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. servesto reduce the proportion of production
required for the replacement of capital goods and
to make possible capital accumulation with arela-
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tive concentration on the production of capital
goods that was previously sufficient only to main-
tain the supply of capital goods,

c. servesincreasethe rate of capital accumulation
to whatever extent an economic system was al-
ready devoting to the production of capital goods
alarger proportion of its efforts than was required
for the mere replacement of capital goods

d. al of theabove

Thefollowingisasix-part question.

A sdf-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. Thedivision of labor isintimately bound
up with the question of the time factor involved in pro-
duction insofar as one group of workers beginsits pro-
duction with capital goods produced by previous
groups of workers. Such temporal successionin the
stages of division of labor can be described as the divi-
sion of labor inits vertical aspect.




Answers to Questions 1-68 on Chapter 4

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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DEPENDENCE OF THE DIVISION OF LABOR ON CAPITALISM

1. Inadivision-of-labor society, each person
benefits from the fact that other people possess know!-
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 benefitstheindividual derivesfrom
othersin the division of labor requires that others be
ableto 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 rationa way, since
he necessarily lacks the knowledge that would be re-
quired to do so.

Thefollowing isanine-part question.

4. Private ownership of the means of produc-
tion isthe most fundamental of the institutions of capi-
talism. It underlies a division-of-labor society in a
direct way and in avariety 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 gainsfrom the multiplication of
knowledge that the division of labor providesresults
from the fact that different individuals know different
things about production, and yet the totality of al their
separate knowledge entersinto 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 entersinto 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 geniusesthat the divi-
sion of labor provides derive from the fact that individ-
ual's possess separate, independent minds and think
and hold knowledge separately and independently
from one another.

9. Thefact 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 bein
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
areto achieve any significant or substantial results, the
need for separate, independent action and production
implies aneed for separate, independent holdings of
wealth and capital, i.e., aneed for private property and
private ownership of the means of production.

11. By the nature of the leading benefitsit
provides, namely, the multiplication of knowledge and
the gains from the existence of geniuses, adivision-of-
labor society depends on the ingtitution 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 adivision-of-labor society because the separate, in-
dependent thinking and acting of individualsisfunda-
mental and essentid 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. refutesthe 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. isconsistent 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 enterprisesisitself the prod-
uct of the separate, independent thinking and act-
ing of al theindividua participants—e.g., the
individual stockholders decide the extent to which
it is advantageousto pool their capitals and em-
ploy other people; the individual wage earners de-
cide the extent to which working for such an
enterpriseisto 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. Asexpressed in the phrase “central plan-
ning,” which isan essential characteristic of its opera-
tion, socialism and collectivism require that

a. thewhole of society function asone, indivisi-
ble unit in the conduct of the economic system
b. every citizen or, asaminimum, 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 asocialist system to be oper-
ated democratically,

a. itwould be necessary that the voters decide
such questions as whether a new steel mill should
be built in Gary, Indiana, or somewhere el se; what
kind of steel mill it should be; how large it should
be; and so on
b. intheface 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 ailmost entirely ignorant about the mat-
tersraised 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 aboard of ex-
pertsisactually 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 aways lim-
ited, partial planning, which isall 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 al 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. tothe extent that the government becomesin-
volved in economic decision making and thusin-
troduces planning
b. insofar asbusinessmen, 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
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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. aconsumer plansto buy a home or automobile
or new clothes or change his diet
b. awage earner plansto change hisjob or learn
anew skill or do hiswork in adifferent geographi-
ca area
¢. abusinessman plansto introduce a new prod-
uct, or retire an existing product, build up hisin-
ventory or run it down, hire workers, or discharge
workers, open or close abranch, change his meth-
ods of production or keep them the same
d. all of theabove

24. Economic planning under capitalism
a. existsandisall pervasive
b. routinely takes place on the part of all partici-
pants in the economic system
C. isbased on aconsideration of pricesin the
form of costs or revenue or income
d. al of theabove

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, whichis, 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 objectivein 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
fundsfor additional purchases.

27. Prices serveto coordinate and harmonize
the plans of each individual under capitalism with the
plans of al other individualsin 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 hisfellow citizens, whose plans—as manifested in
what they are willing to spend their money for—call
much more for the kind of servicesheislikely to be
ableto provide as an accountant than for the kind of
services heislikely to be able to provide as an actor.

29. When a prospective home buyer changes
his plan concerning which neighborhood to livein on
the basis of the difference in home prices, heis adjust-
ing his housing plan to the housing plans of others, in-
asmuch asit isthe plans of otherswilling and able to
pay moreto live in certain neighborhoods, and less to
livein certain others, that determine the relative hous-
ing prices confronting our home buyer.
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30. When abusiness changes its plan con-
cerning product lines, methods and locations of pro-
duction, or any other aspect of its activitiesin response
to profit-and-loss calculations, it is changing itsplan in
response to changes in the plans of others. Thisisbe-
causeit isthe plans of its prospective customers, of all
competing sellers of its goods, and of al 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” asasynonym for government planning ignores
the massive planning of al of one’ sfellow citizens
and isthus an insult to them.

32. The price system iswhat makes possible
the division of theintellectual 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. Capitalismis
a. an anarchy of production
b. athoroughly planned economic system, one
which is planned on the basis of the thinking and
values of al 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. determinethe formation of all individual prices
¢. bring about the integration of all individual
pricesinto asystem of pricesthat coordinates and
harmonizes the activities of al participantsin the
economic system

d. all of theabove

36. Thetext promisesto show that the profit
motive

a. provides powerful incentivesfor the steady ex-
pansion and improvement of production
b. operatesto keep the relative size of all the vari-
ousindustries and occupationsin proper balance
¢. makes production accord with the will of the
ultimate buyers—the consumers
d. ensuresthat the production of each individual
good takes place in away that is maximally con-
ducive to production in the rest of the economic
system
e. baancesthe 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. al of the above
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37. Thetext promisesto show that the profit

motive
a. ensuresthe 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. ensuresthe most rational and efficient alloca-
tion of capital and of every type of labor and mate-
rial among its possible alternative uses
¢. makes the economic system respond to
changes in economic conditionsin 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. iswhat enables capitalism to be an economic
system that is rationally and cohesively planned
by each and every individual who participatesin it
f. all of the above

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

39. Inseeking to serve hisfinancia 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 buyerswho
might buy from his suppliers and thus that he
must set the prices he offers accordingly
. inthe 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 theabove

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. iswhat makesthe profit motive operativein
the formation of prices, the prices both of means
of production and of products
b. underliesthe very existence of theincentives
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
isgained 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 producersto
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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 individua’ s control over the means of
production isincreased or decreased to the extent that
he uses them profitably or unprofitably.

44, Anindividual’s control over the means of
production isincreased or decreased to the extent that
he uses them profitably or unprofitably because

a. those owners who use the means of production
profitably arein aposition 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 astheir 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 iswhat

a. givesthe profit motive its substance and

strength

b. enablesthe 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

¢. enables successor failurein earning profitsto

determine the extent of one’s control over means

of production in the future

d. givesthe profit motive virtually all of its eco-

nomic influence

e. al 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 isthe 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
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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 isamutual transfer of property
between two parties, with the property of each being
given asthe condition of receiving the property of the
other.

51. Pricesare sums of money exchanged for
units of goods or services.

52. A callectivist monopoly on production,
which isthe essence of socialism, isincompatible 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 auniver-
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
isthus essential for the existence of market prices of
the means of production.

Thefollowing isafive-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, al 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 answersto the two preceding ques-
tionsimply 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 weal th—those means of production—are securely
their private property.

60. Saving and capital accumulation vitally
depend on the ingtitution of private ownership of the
means of production and its security. Where property
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isinsecure, thereislittle 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

the profit motive

competition

exchange and money

saving and capital accumulation

all of the above

62. Theingtitution of private ownership of

the means of production underlies

a. theprofit motive

b. competition

¢. exchange and money

d. saving and capital accumulation

e

f.

Pop o

the price system
al of the above

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

a. they are necessary to the production of al
goods whose production requires more time than
€elapses between two meals

b. inraising 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 devel opment of
the division of labor

c. they make possible a*“division of payments’
d. all of theabove

64. The“division of payments’
a. refersto 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. isillustrated 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 amonth or two of their ship-
ment of those capital goods, even though the con-
sumers of automobiles may not complete payment
for their carsfor aslong asfive years
c. both (a) and (b)

65. It isnot uncommon for casesto exist in
which labor must be performed decades or generations
before the ultimate final products appear—for exam-
ple, the case of workers building afactory to produce
construction equipment used in the construction of fur-
ther factories.

66. Thedivision of payments and thus saving
and capital accumulation are vita to the existence of
the division of labor inits vertical aspect (the aspect of
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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. Inadivision-of-labor society exchange
must exist on amassive scale and be a central feature
of economic life because

a. each product originatesin a huge concentra-
tionin the hands of arelatively 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. inorder 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-
tionsto serve as aguide to production
c. both (&) 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 asthe
services of blacksmiths.

70. Inthelight of its essential rolein making
possible the existence of adivision-of-labor society, it
makes sense to claim that “money isthe root of al
evil.”

71. A major source of the gains from the divi-
sion of labor isthat 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 adivision-of-labor so-
ciety with respect to the choice of

a. personsfor occupations—for example, who
will be company president and who will be janitor
b. which products will serve which markets and
to what extent

¢. which technological methods of producing any
given product will be employed and to what extent
d. all of theabove

73. Economic competitionis
a. essentially an antisocial phenomenon, repre-
senting conflict, and more akin to combat than to
socia 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, servesto safeguard adivi-
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, isaviolation of
the freedom of competition.

76. Economicinequality isavirtualy 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. Theimposition of economic equality rep-
resents the destruction of theindividual’ s ability to re-
gard himself as a causal agent becauseit dividesthe
otherwise significant effects heis able to cause by ade-
nominator equal to the number of equal sharersand
thus correspondingly reduces the effect remaining to
him. For example, a man capable, by doubling his ef-
forts, of doubling theincome he earns, is able to expe-
rience only one one-thousandth of that doubing if he
must share it with 999 others, and is able to experience
only one one-millionth of it if he must shareit with
999,999 others.

78. Theimposition of economic equality rep-
resents the destruction of the individual’ s perception
of the cost of hisactions, because that cost is divided
over alarge 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.

Thefollowing isasix-part question.
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Mr. A can assemble 20 units of aproduct 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. Usetheletter 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 israised to
$5.25 per hour.

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

84. Again using theletter 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 operatesin the material self-interest of Mr. B,
because it enables him to earn more money than be-
fore.

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

87. Theforcible elimination or reduction of
economic inequality servesto deprive less capablein-
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 agood or ser-
vice put up for sale and sold.

91. Thelaw of demand states that, other
things being equal, the quantity of agood demanded is
greater at alower price and smaller at a higher price.

92. Atthelevel of the economic system asa
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 afall in the prices of goods and servicesisal
that is hecessary to enable any given expenditure of
money to purchase alarger quantity of goods and ser-
vices.

93. Thelaw of demand exists because of the
operation of
a. thelaw of diminishing marginal utility
b. the substitution effect
c. theincome 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 expendituresto it, if the changein priceisin the
downward direction, and away fromit if the changein
priceisin the upward direction, because of the implicit
change in the good’ s competitive position vis-a-visits
substitutes.

95. According to the income effect, to the ex-
tent that people were already prepared to buy agiven
quantity of agood at a definite price, the effect of a
lower priceisto enable them to buy that same quantity
for asmaller expenditure of money, which isequiva-
lent to the generation of additional income and thus
givesriseto anincrease 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
areto buy it. A fall in price servesto 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, achangein
price causes a
a. changein demand
b. changein quantity demanded along one and
the same demand curve

98. Arisein pricereduces
a. demand and thus reduces price
b. quantity demanded

99. Changesin the demand for agood are
caused by changesin the price of the good.

100. Changesin the demand for agood are

caused by changesin

a. the prices of other goods

b. tastesand preferences

c¢. the quantity of money

d. money incomes

e. the size and composition of the population

f. the state of technology

g. al of theabove

101. Complementary goods are goods that
must be employed together in order to produce the de-
sired product or outcome. Cigarettes and matches, beer
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and pretzels, automobiles and gasoline, the services of
carpenters and electicians, are all examples.

102. A risein the price of acomplementary
good operates to decrease the demand for the other
complementary goods.

103. A riseinthewagerates of bricklayersis
in the interest of electricians and carpenters, because
all wage earners have the same interests.

104. Theelasticity of demand refersto the de-
gree of increase or decrease in quantity demanded in
response to achangein price.

Thefollowing is multi-part question.

A fal in price resultsin an increase in quantity de-
manded, and arisein priceresultsin adecrease in
quantity demanded.

105. In order for the demand to be elastic, the
change in quantity demanded must outweigh the
changein 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 pricein-
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
theitem (or, equivalently, the total revenue received
from the sale of the item) decreasing when the price
decreases and increasing when the price increases.

107. Thetype of demand that is on the bor-
derline, between elagticity and inelasticity is the unit
elastic demand, whose essential characteristic isthe
constancy of total expenditure/total revenue, which re-
sults from the changesin quantity demanded being in
preciseinverse proportion to changesin price.

Thefollowing is afour-part question.

108. With aunit 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
isthe 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 inthe price of agood that isa
good substitute for other goodsis likely to increase the
amount of money spent to buy it, because buyerswill
shift fundsto its purchase from the purchase of substi-
tutes whose price has not fallen.

115. A fall in the price of aluxury good that
iswidely desired will result in an increasein the
amount of money spent to buy that good, to the extent
that the lower price makesit 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 servicesis 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. Inthe case of the demand for an individ-
ua 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 haslittle 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 workersin
an industry and other timesin the employment of more
workersin an industry.

120. Labor saving improvementsin agricul-
ture should be expected to result in
a more
b. less
employment in agriculture.

121. Labor saving improvementsin au-
tomobilies and personal computers sfor the most part
have resulted in

a. more

b. less
employment in those industries.

122. Labor saving improvementsin indus-

trieswith an inelastic demand result in

a. unemployment both in such industries and in

the economic system as awhole

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 pricesin theindustries with inelastic demands

123. Labor-saving improvementsin agricul-
ture have been amajor source of the rising demand for
goods and services throughout the rest of the economic
system.
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124. Suppose that successive price reduc-
tionsreduce total revenue. The supplier facesade-
mand curvethat is, in thisregion:

a. priceelastic

b. unitary elastic

c. infinitely price elastic

d. of indeterminate elasticity
e. priceingastic

125. If demand is price elastic within therele-

vant price range, then total revenue:

a. will risewithafal in price
will fall with afall in price
will remain constant with afall in price
may either rise or fall with afall in price
. will riseif priceis greater than $1, but fall if
priceislessthan $1

126. If demand isrelatively price inelastic:
a. al percentincreasein price evokesalessthan
1 percent decreasein quantity demanded
b. al percentincreasein price evokes alarger
than 1 percent decrease in quantity demanded
¢. al percent decrease in price evokes alarger
than 1 percent increase in quantity demanded
d. al percent decrease or increasein pricein-
duces no change in total revenue
e. none of the above

®Pao o

127. In casesin which aseller 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 ahigher or lower price.

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

129. Supply curvestypically slope upward
and to theright.

130. Inamodern division-of-labor economy,
amajor reason for the upward slope of supply curves
istheincreasing marginal utility of the diminishing
suppliesthat remain to sellers as they increase their
salesvolume.

131. Thelaw of diminishing returnsis usu-
aly not relevant to upward sloping supply curvesin
the short run.

132. The basic case with respect to supply is
that of a given stock available for sale, which isrepre-
sented by avertical 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 buyersin other partial mar-
ketsfor the limited supplies.

133. At any given time, the overall supply of
wheat, crude oil, gasoline, skilled or unskilled labor,
and many other thingsis simply agiven fact and can
be depicted by avertica 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 thisiswhat creates the upward slope of the supply
curvein the given partial market.

134. In cases such as manufacturing and re-
tailing, in which the quantity supplied is not agiven
fact but actually depends, within broad limits, on the
guantity 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 pricesthat constitute the costs are directly
or indirectly determined by supply and demand.

135. Supply and demand curves areintellec-
tual constructs based on logical deduction from true
premises under the assumption of all other things
being equal. In thereal 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 away 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. Itisincorrect to try to derive supply and
demand curves by observing changesin price and
quantities demanded and supplied over time.

137. Casesin which both prices and quanti-
ties demanded rise over time
a. contradict the law of demand
b. reflect increasesin demand and are consistent
with quantities demanded having risen still more
if prices had not risen or had risen less

Short-Answer Questions Chapter 5

The precise formulafor calculating elasticity of de-
mand is:

(Q2-Q1)
Ep= (X ;Qz)

all divided by

(P2-P1)
(P1+P2)
2

Use thisformulato 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 02
b. 0.4
c. 06
d. 25
e 60

139. If at aprice 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:

04
0.5
0.7
2.0
2.5
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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
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CHAPTER 6. DEPENDENCE OF THE DIVISION OF LABOR ON CAPITALISM II:
THE PRICE SYSTEM AND ECONOMIC COORDINATION
PART A. UNIFORMITY PRINCIPLES

1. Theuniformity-of-profit principle states
that there is atendency toward an equalization of
profit margins throughout the economic system.

2. Theuniformity-of-profit principle states
that there is atendency 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 auniform rate of profit on capital in-
vested is consistent with the existence of permanently
unegual 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 salesrev-
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. eectric utilities

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

a. createsincentivesfor theinvestment of addi-
tional capital in theindustries earning above-aver-
agerates of profit and for the withdrawal of
capital from industries earning bel ow-average
rates of profit
b. the effect of theinvestment of additional capi-
tal in the industries earning above-average rates of
profit isto 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. theeffect of the withdrawal of capital from the
industries earning bel ow-average rates of profit is
to reduce the supply of products they produce and
thusto raise the selling prices, profit margins, and
rates of profit of those industries
d. all of theabove

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 theincentive 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 thefirst kind result in low profits
or losses, which serveto halt and reversethe 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 asthe size of the mis-
takes increases, with the result that “the bigger the mis-
take, the harder it isto makeiit.”

12. The uniformity-of-profit principle serves
to largely prevent the mistakes of relative overinvest-
ment and overproduction and rel ative underinvestment
and underproduction from being made in the first place
a. because the desire of investorsto make profits
and avoid losses and to make higher profitsin
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 signifiesinvesting in lineswhere
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 afree
market to which various people object—such as aleg-
edly nonnutritious breakfast cereal's, automobileswith-
out seatbelts or airbags, trashy or pornographic
literature, alcoholic beverages, cigarettes, and so on—
thelogical targets of the complaints are the consumers,
even though the actual targets are amost always the
manufacturers.

16. The uniformity-of-profit principle oper-
ates to bring about a progressive increase in produc-
tion becausein 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. Improvementsin 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 requiresthe
introduction of further improvements.

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

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

20. The uniformity-of-profit principleimplies
a. increasing production and falling prices
b. wherevirtualy 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 yearsis acon-
tradiction of the proposition that the uniformity-of-
profit principle operates to reduce prices.

Thefollowing is atwo-part question, based on the as-
sumption that a new light bulb sells for $1 and costs
90¢ to produce and that aten-times longer-lasting light
bulb could be produced at the same unit cost.
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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. Claimsthat businesses engage in
“planned obsol escence”
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 productsin the
economic system
b. by means of the use of less expensive labor
whichisless skilled, or of materialsthat 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-
ablelabor 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. aresought by businessmen in order to improve
their profits
b. serveto 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
scenein casesin which increases in consumer demand
serve to create a premium profit.

28. Economic progress resultsin such large-
scale changesin the pattern of consumer demand as ac-
companied cost-cutting improvementsin 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 changesin 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, improvementsin 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 isa price con-
trol that imposes
a. anartifically low price
b. anartifically high price
c. anartifically high price below which oneis
prohibited from selling
31. A maximum price control isa price con-
trol that
a. imposes an artifically high price
b. anartificaly low price
c. anartifically low price above which oneis pro-
hibited from selling
32. A synonym for maximum pricesis ceil-
ing prices.

33. A synonym for mimimum pricesis floor

prices.

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

35. Rent controls and the price controlsim-
posed on oil and other productsin the 1970s are exam-
ples of maximum price controls.

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

a. aplungein the sales revenues and profits of ag-
riculture

b. arisein the salesrevenues and profits of the
additional things purchased by the tax payers

c. ashift of capital and labor out of agriculture
and into the thingsin additional demand by the
taxpayers

d. arestoration of therate 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 pricesfor 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. theimmediate effect would be asharp risein
rents and the profitability of rental housing
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b. thelonger-run effect would be an increasein
the supply of rental housing and areduction 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. thestill longer-run effect would be a progres-
sivefall intherea 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 theabove

39. Theeffect to be expected from repealing
amaximum price control isatemporary surgein price
followed by an increase in supply and declinein 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-
trolson oil and oil productsin the United Statesin
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, therate of profit on equity capita 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 atendency 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 principleisthat the existence of an unequal
price for the same good in two markets
a. createsthe opportunity for profit by buyingin
the cheaper market and selling in the dearer mar-
ket
b. the effect of such buyingisto raisethe pricein
theinitially cheaper market while the effect of
such selling isto lower the pricein theinitialy
dearer market
¢. theabove process goes on until the price dis-
crepancy is no greater than transportation cost
d. all of theabove

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 agovernment to create and
maintain an inequality of price greater than transporta-
tion cost, as, for example, that created by atariff, con-
firmsthe 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 servesto spread the effect of
local failures of supply over awider area, thereby re-
ducing the severity of thelocal reduction in supply and
correspondingly limiting the resulting risein price.
48. In afree market, the effect of the Arab ail

embargo of 1973 would have been

a. asurgeinthe price of oil and oil productsin

the Northeastern United States, which was the re-

gion where the reduction in supplies mainly took

place

b. the movement of replacement suppliesto the

Northeast from elsewhere in the United States as

soon as the price of oil and oil productsin the

Northeast exceeded the price in the rest of the

country by more than costs of transportion

¢. the movement of replacement suppliesto the

United States as awhole from non-Arab foreign

suppliers as soon as the price of oil and oil prod-

uctsin the United States came to exceed the price

in those areas by more than the costs of transpor-

tion

d. theresumption, despite the embargo, of thein-

direct import of Arab oil viathird-parties, such as

European refiners using Arab oil

e. al of the above

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

50. In afree market, the effect of aforeign
embargo against a country on the part of suppliers not
controlling substantially al foreign supplieswill beto
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
¢. by an amount commensurate only with what-
ever reduction the embargoing suppliers are able
to achievein the global supply of the good
d. (b) and (c) but not (a)
e. al of the above
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51. Thebelief that if acountry has lower tar-
iffsthanitstrading partnersit is at adisadvantage, is
equivalent to the belief that if the winds and the ocean
currents run toward it and cause itsinbound transporta-
tion costs to be less than its outbound transportation
costs, it is at adisadvantage.

52. Thetemporal uniformity-of-price princi-
ple

a. isthat in afree 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 priceisless than the expected fu-
ture price by more than the factorsindicated in an-
swer (a) servesto raise the present price and the
corresponding availability of more supply for the
future servesto reduce the expected future price,
thereby narrowing the differencein price
¢. 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 theabove

53. In serving to raise current or spot prices
in anticipation of higher pricesin 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 afamine.

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. isthat there is atendency toward a uniformity
of wage rates for workers of the same degree of
skill and ability
b. existsbecause of the preference of workersfor
higher wages rather than lower wages
C. exists because the movement of workersfrom
the lower-paying fields into the higher paying
fields reduces the supply of labor and raisesits
wagesin theinitially lower-paying fieldsand in-
creases the supply of labor and reduces its wage
ratesin theinitially higher-paying fields
d. all of theabove

57. The operation of the principle that there
isatendency toward a uniformity of wage ratesisun-
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 inequalitiesin
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 thosein the lower
categoriesto cross over into the higher categories and
thereby change the relative supplies of the different
types of labor.

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

62. The effect of arisein 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 changesin the pattern of the
consumers’ buying and abstention from buying are un-
ableto effect a change in the relative size of the vari-
ous occupations, because of the inability of the wage
earnersto move from occupationsin lesser demand
into those in greater demand, the effect isto change
the relative wage rates of the occupations.

64. Relative consumer demand in the face of
fixed suppliesis what explains
a. theincomes of star performersrelative to those
of everyone else
b. inequalitiesin the wages of unskilled, skilled,
and professional-level workers
c. both (&) 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
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higher wages leads to an increase in the demand for
the workers earning the lower wages and adecreasein
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 differenceisimperceptible.

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 bein-
creased and pricesto 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, inthat large low-cost producers with
capacity to spare arein aposition to set prices
closeto 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. consistsin part of prices determined by further
costs of production and of wage rates and other
prices determined by demand and supply
¢. ismore and more resolvableinto wage rates
and other prices determined by demand and sup-
ply as one goes further back in the chain of supply
d. all of theabove

70. Cost of production
a. providesthe 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. Thisisamultipart question. Match the
following itemswith 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

goods at retail

second-hand goods
manufactured or processed goods
paintings by old masters
scrapiron
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72. The quantity of money determines the ab-
solute height of goods and servicesin limited supply
and consumer preferences determine their relative
height.

73. In afree market, the prices of
consumers’ goodsin 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 pricesin the manner de-
scribed in the previous question

a. servestheinterests of the sellers and therich
but harms the interests of the buyers and the poor
b. servesthe self-interests of buyers aswell as
sellers, and of poor buyers aswell asrich ones
¢. makesthe distribution of goods and servicesin
limited supply take place in accordance with a
combination of relative wealth and income and rel-
ative need and desire
d. al of theabove
e. (b)and(c)

75. In afree 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. areinthe self-interest of buyers, including em-
ployers, no lessthan sellers
d. serveto 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. serveto 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 afree 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 afree market, the factors of production
are dlocated to their most important uses, in accor-
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dance with the bidding of the consumersfor their prod-
ucts.

78. The concept “most important uses’ of a
factor of productionis
a. agivenfact
b. avariable range determined by the supply of
the factor available

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

a. withdrawing afactor of production in dimin-
ished supply or in additional demand from the
least important of its previous uses, i.e., its pre-
viously margina uses

b. dlocating the newly available supply of afac-
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 therisein 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 acombina-
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 elsewherein 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 afree market, areduction in the sup-
ply of afactor of production causesariseinits 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
waysthat 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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CHAPTER 7. DEPENDENCE OF THE DIVISION OF LABOR ON CAPITALISM 11
PRICE CONTROLS AND ECONOMIC CHAOS

PART A. PRICE CONTROLS AND SHORTAGES

1. Thedefinition of inflation as being rising
pricesimpliesthat
a. inflation comesinto being only as and when
prices rise and would not exist if prices did not rise
b. businessmen are responsiblefor inflation,
since priceswould not rise if they did not raise
them
c. pricecontrols are capable of eliminating infla-
tion
d. all of theabove

2. Inplace of rising pricesinflation has also
been defined asan
a. undueincrease in the quantity of money
b. increasein the quantity of money at aratein
excess of the rate of increase in the supply of gold
and silver
. increasein the quantity of money caused spe-
cifically by the government
d. all of theabove

3. Defining inflation as an increasein the
quantity of money at aratein excess of therate 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 afaster
rate than the increase in the supply of precious metals.

4. Rising pricesare

a. inflation

b. aleading symptom of inflation, not the phe-
nomenon itself, which can exist, and, indeed, ac-
celerate, even though this particular symptomiis
prevented from appearing

c. both (8) and (b)

5. The general consumer pricelevel, 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. Inexplaining the chronically rising prices
of thelast 70 years,
a. falling supply must beruled out, becausein
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. theexplanation of rising pricesisarisein ag-
gregate demand great enough to overcome the
price reducing effects of growing supply

d. all of theabove

8. Therisein aggregate demand iswhat
a. bidsup the prices of al goods and servicesin
limited supply
b. enablespriceincreasesinitiated by sellers,
whether businessmen or labor unions, to take
place as arepeated phenomenon
c. both (a) and (b)

9. Inthe absence of the rise in aggregate de-
mand, priceincreasesinitiated by sellerswould reduce
the amount of goods and services that could be sold.
Thisloss of salesvolume, and the mounting unemploy-
ment that goes with it, would soon put an end to such
price increases.

10. Anincreasing quantity of money raises
aggregate demand and thus prices by virtue of being
spent and respent so long asit continues in existence
and thereby raisesthe level of aggregate spending.

11. Theauthor holds that the quantity theory
of money—uviz., theincrease in the quantity of
money—is
a. theonly valid explanation of the phenomenon
of generally rising prices
b. oneamong 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 pricesfollowsimmediately, 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 itsrapid
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 ahundredfold.

14. Theimposition of price controlsto com-
bat inflation is anal ogous 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
apatient’ sfever by means of manipulating his ther-
mometer reading.
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15. Pricecontrols
a. stopinflation
b. combine with inflation to produce a different
and worse set of consequences than inflation
aone would produce, namely, shortages and the
consequences of shortages

16. A shortageis an excess of the quantity of
agood buyers are seeking to buy over the quantity sell-
ersare willing and able to sell. An example of a short-
ageisthe case of eager buyers of gasoline who are
unableto find gasoline.

17. The concept of a shortage
a. isthesameas
b. differsfrom
that of scarcity.

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

19. Gold and diamonds are widely desired
and are extremely scarce. Asaresullt,

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 arein astate of shortage, with supplies
being unavailable to buyerswilling and able to
pay the market price
c. both (&) and (b)

20. Scarcities can result in shortages only
when they are accompanied by price controls, because
in the absence of price controlsthe effect of scarcity is
simply to drive the price to whatever point isrequired
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, arecord-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 whesat as animal feed.

22. The ail shortage of the 1970sin the
United States existed despite the fact that the supply of
ail in the United Stateswas till 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 resultsin large and growing shortages
of practically everything, because the increasein the
quantity of money, and thus the increase in the willing-
ness and ability to spend money, that inflation repre-
sents, servesto increase the demand for virtualy
everything. As soon it succeedsin increasing the quan-
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tities demanded beyond the supplies available, short-
ages come into existence.

24. Inflation
a. inthe absence of price controlsresultsin
higher prices
b. in combination with price controls resultsin
shortages
¢. iswiped out of existence by price controls
d. all of theabove
e. (a) and (b) but not (c)

25. Shortages cause scarcities by alowing
suppliesto be diverted to lessimportant uses at the ex-
pense of more important uses, with the effect of under-
cutting production. For example, diverting part of the
supply of ail required to keep oil wellsin 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 theitem.

26. Inafree market, so far from there being
shortages, the typical caseisthat aseller isin aposi-
tion to supply more than his present number of custom-
ers, even when the overall supply of theitem is strictly
limited for the time being.

27. The situation described in the preceding
guestion 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 controlsfirst destroy the housing of
the poor, because such housing starts out with operat-
ing costs closer to rental revenues than isthe case with
higher quality housing.
30. Pricecontrols
a. inalocal market operate to deprive that mar-
ket of supply by making it impossiblefor it to
compete for supplies with other local markets
b. inthe natural gas crisis of 1977 served to pro-
hibit areas such as New Y ork and New Jersey
from obtaining additional supplies by virtue of
preventing them from matching gas pricesin
Texasand Louisiana
¢. caused the agricultural export crisis of 1972—
73 by prohibiting Americans from bidding up the
price of agricultural commodities and thusre-
straining the quantities demanded by foreign buy-
ers
d. all of theabove
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31. Pricecontrolsfoment international hostil-

ity and thus serve to promote wars, because

a. they create conditionsin which the citizens of

acountry (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

¢. countriesthat have price controls and which

are the target of embargoes, such asthe 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. al of the above

32. Price controlsthat 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 casesin 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 awithholding 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 arerising.

37. A price control on any particular product
of afactor of production, such as milk, operatesto re-
duce the supply of that product even if the price of the
factor of production, in this case raw milk, is aso con-
trolled. Thisis because the uncontrolled prices of other
milk products, such as butter, cheese, and ice cream
make them relatively more profitable usesfor raw
milk and cause milk suppliesto 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,
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only that they will not be allowed to profit from pro-
ducing it.

41. Thelikely effect of the combination of
price controls and inflation on electric utilities and
other regulated industriesis that
a. theseindustries 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 shortagesisin accord with the teach-
ings of economic science.

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

44, Inflation raises nominal profitswhile re-
ducing real profits.

45. Inflation reducesreal profits becauseit 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. provesthe need for price controls, because
while the average wage earner suffersfromrising
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 Y ork 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”
refersto amindset that is hostile to business profits
and which is based on a combination of economicig-
norance, envy, and resentment.

49. If thelandlords, electric utilities, and the
oil companieswerericher, the effect on tenants and
consumers of electricity and oil products would be that
they would be

a. poorer

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

50. Thefact that the greater wealth of produc-
ers means a greater supply of productsisapoint that is
widely understood and accepted.

51. Inaninflationary environment, the up-
ward repricing of inventories already on the shelvesis
in the long-run interests of the consumers aswell as
the producersin 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 companiesin the early 1970s, the
claim was repeatedly made that the rise in the profits
of the oil companies was the cause of therisein the
price of oil. Sixty and seventy percent increasesin il
company profits were repeatedly reported in connec-
tion with inceasesin 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-
nieswere

a. thehigher profits of the oil companies were
not earned on domestically produced oil or ail
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 dueto therisein the world
price of crude oil and thusin the cost of imported
crudeail

c. thehigher profits of the oil companies could
not have contributed significantly to therisein the
price oil and oil productsin 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 increasein profits could at most explain anin-
creasein 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. theactual rate of return on capital of the ail
companies, rather than the percentage increasein
their profit margins, waslittle more than the rate
of increase in the consumer price index and some-
timesless than the rate of increase in the con-
sumer priceindex, with the result that their real
rate of profit ranged from modest to negative

f. all of the above

54. Inthe 1970s, the oil companies were
widely blamed for having caused the oil shortage.
Given the fact that a shortage results only from aprice
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 aprice for
their ail.
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55. The accusation that the oil companies
were responsible for the oil shortage by charging too
low apricefor oil islogicaly 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 asdistinct from a shortage of oil, the American
oil companieswould 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 afree market, the oil companies’ profit
motive istied to achieving as great a supply and as
low a price as possible because

a. theinterests of the firmsthat are predomi-
nantly petroleum refiners, and whose capital isin-
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 priceistheir cost

b. theinterests 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
savingsin refining

¢. themutual tension between the interests of re-
finers and producers of crude oil makesit 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 devel op their own sup-
plies of crude oil or expand their existing crude oil
operations; if the existing refinerslag 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
outsidersif they fail to exploit any significant op-
portunity for improvement

e. within each group, whichever individual firm
succeedsin improving production ahead of itsri-
valswill ailmost certainly gain at their expense

f. al 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 il in the
following ways:
a. it prevented exploration for and devel opment
of il reservesin vast areas of territory arbitrarily
set aside as “wildlife preserves’ or “wilderness
areas’
b. it prevented the devel opment 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. itimposed price controls on ail
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 ail
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. dl of theabove

60. Over theyears, the U.S. government has
been responsible for increasing the demand for oil, and
thus for raising its price, by means of
a. itspolicy of inflation of the money supply,
which servesto 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 gasto overflow into an
expanded demand for petroleum, whichisits 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 theabove

61. Inrestricting 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 risein price probably
would not have been worthwhile to OPEC.

62. Inafree market, the achievement of a
higher price by a cartel which does not control all the
available sources of supply, which isand was the
situtation of OPEC, servesto enrich its competitors
more than itself, since they too receive the higher price
but without having had to restrict their own produc-
tion.
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63. To the extent that the competitors of a
cartel are in aposition to expand their productionin re-
sponse to the higher priceit 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 therisein pricesit achieved and expand-
ing their production.

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

66. To arguethat the oil companieswere re-
sponsible for the oil shortage of the 1970sis an absurd-
ity compounded by atripleinjustice in that it

a. impliesthat the oil companies charged too low
apricefor their ail

b. evadesthefact that it was the government’s
price controls that kept the price too low and so
created the shortage

c. ignoresthefact that by the nature of the profit
motive the oil companies have alwaysworked to
expand the supply of oil and reduce its price

d. evadesthefact that the government and the
ecology movement did practically everything they
could to restrict the supply and expand the de-
mand for oil

e. al 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 asthere 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 isthat 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 partiesinvolved.

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, aseller 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 sellersto try to take away his market.
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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-
ersand 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, isthe 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 adissatisfied customer wereto 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 acustomer doesleave agiven supplier, that
supplier suffers no economic loss because the cus-
tomer isimmediately replaceable by the next cus-
tomer on the waiting line or waiting list
d. buyersare deprived of economic power over
the sellers
e. sdlersare placed in amore 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 sametime
not lose any business and thus have a powerful
motive to do so
g. dl of theabove

72. Price controls and shortages launch a spi-
ral of mutually reinforcing hatred between buyers and
sellers
a. inwhich 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. inwhich sellers experience buyers as petty
chislers seeking to live at their (the sellers) ex-
pense
¢. whichisconfirmed by the relations between
tenants and landlords living under rent controlsin
placeslike New Y ork City and by relations be-
tween motorists and service stationsin the ail
shortage
d. al of theabove

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

pense on his behalf, heisno 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 athousand other
customers. If the seller isto 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 atruistic 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 rentswould 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. intheface of vacancies available at rents com-

parable to those they were presently paying, ten-

antswould feel freeto leave if they were

dissatisfied with their present landlords

c. theabsence 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. al of theabove

75. Price controls and shortages bring about
the disappearance of lower-priced models and a de-
clineinthe quality of higher-priced models asadis-
guised way of raising prices.

Thefollowingisathree-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 afree market in any price
range. What happensisthat sellers are led to cut cor-
nersin order to make relatively small savings to them-
selves and which have agreat impact on the buyers.
For example, situations can exist in which it is advanta-
geousto a seller to save afew centsin manufacturing
costs that later imposes many dollarsin 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 thereis asurplus of buyers eager to buy
even avery inferior product.
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77. Inthe same way that price controls and
shortages make it impossible for a consumer to select
his model on the basis of cost, they also makeit 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. Theinability to find the right factors of
production as the result of shortages, frequently results
in adeclinein the quality of products aswell, and
should be viewed as a further and major cause of de-
clining quality.

79. The deterioration of quality and service
that results from shortagesisitself a powerful source
of higher costs both to businessmen and consumers. If,
for example, amachineis 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 afactor of produc-
tion isto delay production. This causes the capital
invested in al 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 beinvested in half-finished housesand in
piles of lumber for an unnecessary period of time.
Since interest must be paid on capital for the full time
itisinvested, the effect of al such delaysisto raise
the interest cost of production.

81. The mere anticipation of shortages of sup-
pliesleads businessmen to hoard supplies of all types.
Thisrequiresthat production be carried on with a
larger capital investment—in the additional stocks of
suppliesand in facilities for storing them, which, in
turn, means extrainterest 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 executivesin 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 goodsthat do not last aslong or

need more frequent repairs as the result of the de-

clinein quality that shortages create

b. consumerstoo suffer effects and ogousto wasted

investment—for example, consumerswho could not

obtain gasoline could not usetheir cars or enjoy
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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 akind of wasted investment
¢. consumerstoo suffer effects analogousto the
need for more investment—namely, they too are
led to hoard supplies and thusto 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, extrahome
freezers, if there should be the threat of afood
shortage
d. of thewasted man-hours spent in waiting lines
during every shortage, which, while not amoney
cost, are nonetheless areal hardship and burden
and can well be at the expense of actual working
time
e. al of the above
84. Under price controls and shortages, nor-
mal cost reductions, based on improvementsin effi-
ciency, ceaseto pay, even if they are still within a
firm’s power to make, because their effect ismerely 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—thekind of cost reductions that would not pay in
afree market.

85. Thewillingness 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. asystem of transfer payments from sellers ob-
taining supplies at alower controlled priceto sell-
ers obtaining supplies at a higher controlled price
in conditionsin which both sets of sellersarere-
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 consumerswith 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 chaosinto the distribution of
consumers’ goodsto individuals
e. make government rationing appear necessary
f. al of the above

55
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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 areais 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 shortageis en-
tirely overcome, at which point the price must
drop to find buyers of additional units

c¢. the movement of supplies between geographical
areasis made arbitarary and random within the lim-
itsof what is required to totally overcome alocal
shortage, because only then will considerations of
price and profitability again become operdtive

d. all of theabove

88. The severity of shortagesin particular lo-
calities can depend on the time of year in which the
price controls are imposed—for example, price con-
trolsimposed on gasoline in summer time will favor re-
sort areas in the following winter, while price controls
imposed in winter time will strangle resort areasin the
following summer.

89. Minor events, like the washout of a
bridge, or small bureaucratic adjustmentsin the con-
trols can cause sudden, major swingsin 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 productsin
the preceding question can suddenly be reversed by
minor changesin the uncontrolled prices of comple-
mentary factors of production, by small bureaucratic
changesin the price controls, or by anything that re-
sultsin the dlightest 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 areimposed is relevant to the extent to which
different products of afactor of production are faced
with shortages. For example, price controlsimposed
on oil and oil productsin the winter time, when gasoline
prices arelow reative to heating oil prices, will resultin
an especidly severe shortage of gasoline the following
summer, because of the freezing of that price relation-
ship. For the same reason, if the controls wereimposed in
the summer time, the heating oil shortage would be espe-
cidly severein 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 unpredictabl e shortages.
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94. Hoarding

a. comesinto existence in response to the exis-
tence of shortages and the fear of shortages; itis
the attempt to secure supplies when they are avail-
ablein preparation for their being unavailable

b. representsanew and additional demand that
under price controls operates to increase the sever-
ity of the shortages

¢. both (a) and (b)

95. Under price controls, the most vital and
urgent employments of afactor of production are pre-
vented from outbidding not only its most marginal em-
ployments, but, from the standpoint of afree economy,
employments that could not even qualify as submar-
ginal, namely the accumulation of hoards as a safe-
guard against shortages.

96. Theabalition of price control puts an end
to hoarding by allowing the price of agood to rise suffi-
ciently high to limit the quantity demanded, including the
hoarding demand, to the supply available. At that point,
the good is avail able to whoever iswilling 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 isto 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 controlsimposed merely on certain goods
only, are contrary to any rational purpose the govern-
ment might have in imposing them. Thisis because
their effect isto 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
controlsisto
a. raisethe prices of uncontrolled goods because
of the spillover of demand from the controlled
goods
b. raisethe general pricelevel insofar asthey
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. Pricecontrols
a. save people money
b. causethem 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. Thisis
because insofar asit 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 raisesits price.

103. Rent controls and housing shortages
across broad regions have the potential for bringing
about the compulsory assignment of boardersto
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 hecessary to prevent large numbers of people from
otherwise being homeless and to restrain the severity
of housing shortagesin areas of the country that are
relatively desirable in which to live and into which
large numbers of people might otherwise move.

104. Rent controlsin 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-
dictionsin which there were no controls and in which
housing could be found.

105. Rent control servesto increase the effec-
tive cost of constructing new rental housing insofar as
the prospect of itslater on being extended to the new
housing makes it necessary to recover on€’ sinvest-
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-
creasein 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.
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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 aprogressive 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 benefitsin 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, valuelessto 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 controlsin
an otherwise unregulated housing market would not be
to make people sleep in the streets because

a. open-market rentswould fall, as the result of
an expanded supply available for the market, not
riseto 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 ableto
find housing at arent 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
al that they can afford.

112. Just asrent 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 il produced outside the country, no-
tably in OPEC countries. Like partial rent controls, the
price controls on oil enabled part of the supply of ail
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. Therepeal of U.S. price controlson ail
reduced the price received by the OPEC cartel even be-
fore the production of oil wasincreased, simply by
causing existing suppliesto be withdrawn from sub-
margina uses and be made available on the market,
where the effect of greater supply wasto reduce price.

114. Thewindfall profitstax on the oil indus-
try, enacted in conjunction with the repeal of price con-
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trols, contributed to subsequent widespread bankrupt-
ciesin 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.
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Then when ail prices plunged, as the result of ex-
panded production, instead of merely losing back prof-
its, producerslost borrowed money and went bankrupt.

PART C. UNIVERSAL PRICE CONTROLS AND THEIR CONSEQUENCES

115. Price controlstend to spread until all
prices and wages in the economic system are con-
trolled—i.e., partial price controlslead 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
pricesthat constitute the further costs of produc-
tion of materias, machinery, and the like, going
all the way back in the chain of production
b. price controlson labor (wage controls) must
be extended to more and more occupationsto 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
congtitute 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 theabove

117. The shortages of individual goods that
exist under universal price controlstend 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. inthe United Statesin World War 1
c. briefly under President Nixon, when heim-
posed a ninety-day freeze on al prices and wages
in August 1971
d. their equivalent exists under socialism, asfor
example in the former Soviet Union and its satel-
lites
e. al of the above

120. Excessdemand under price controls
builds up even though people’ sincomes are controlled
and even though the sum of the controlled pricestimes
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 peopl€e’sincomes 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 unspendabl e funds from the year be-
fore. If the government again makes purchases out of
newly created money, then additional unspendable
funds accumul ate.

121. Shortages under universal price controls
a. areboth 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
¢. 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 disproportionsin 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. al of theabove

122. Universal price controls and the short-
agesthey create result in chaos in the alocation of cap-
ital and labor among the various branches of
production in the economic system, because price con-
trols prohibit arisein prices and profits when capital
and labor are withdrawn from an industry and the exis-
tence of shortages preventsafall 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 isthe
sum of the spilloversfrom all other industries, the
shortage facing any given industry may not be capable
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of being overcome, irrespective of any increasein the
industry’ s output, and thus nothing whatever may be
present to limit the relative overexpansion of anindus-
try.

124. Asthe 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 chaosin 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 isunduly
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 beinoperable for lack of
fuel.

127. Like ahuman 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 alarge 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 trucksto
haul farm products and of not enough tractorsto
harvest them
¢. inthe production of just afew 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
aparticular size, must cause awidespread paraly-
sisand the grossest inefficienciesin production
d. all of theabove

129. The problem of disproportionsin the
supply of capital goodsis further compounded by the
declinesthat result from producers just not having to
care any longer about the quality of their products or
about economiesin producing them.

130. In Soviet Russia, hydroelectric stations
were built without generators and without the exis-
tence of industriesto 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-
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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.

Thefollowingisafive-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, resultsinasmaller
supply of capital goods being produced than is con-
sumed in production.

132. Astheresult of asmaller supply of capi-
tal goods being produced than is consumed in produc-
tion, the stock of capital goodsfalls.

133. Oncethe stock of capital goodsfalls,
production must decline further, because it will be car-
ried on with fewer capital goods.

134. If the smaller supply of capital goodsis
used asinefficiently as was the larger supply, because
of continuing chaosin 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 controlsresultin ase-
vere labor shortage because

a. every industry is eager to employ more labor,
inasmuch as whatever extra productsit can pro-
duce with more labor will be snapped up by
goods-hungry buyers
b. theinefficienciesin production under univer-
sal price controlsimply aneed for more labor per
unit of output and thus intensify the labor shortage
¢. shortages of consumers’ goods and the accu-
mulation of surplus unspendable funds leads work-
ersto quit their jobs since thereis 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 theabove

137. Likethe process of capital decumula-
tion, the labor shortage under universal price controls
isafactor making for a self-reinforcing, cumulative de-
clinein 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 thusleadsto still more workers
quitting.
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138. The combination of inflation and price
controls and the shortages they created promoted a de-
lusion of prosperity in the United Statesin World War
I1, 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’ stypical response to
the chaos resulting from price controls and shortagesis
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
anew 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-
gionsthey were to distribute those products.

141. The meaning of ownership isthe power
to determine the use and disposal of property. If the
government determineswhat afirm isto produce, in
what quantity, by what methods, and to whom it isto
sell its output and at what prices, then it isthe govern-
ment that determines the use and disposal of thefirm’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 al 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
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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 countrieswasand 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
theinitiative of private ownersfor 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
thelines of universal price controls and the destruction
of the price system, cannot actually be combined with
afunctioning 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 sociaized in-
dustries, such asthe 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 amarket and market prices based on afoun-
dation of private ownership of the means of production
and the profit motive, they represent, in effect, merely
ablemish 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 economiesfor the duration
of their imposition of all-round price controls, asin
World War II.
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Chapter 8, Part A

1. Thedefining characteristic of socialismis
government ownership of the means of production. It
isirrelevant 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 isto 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 ademocratic election

c. itsprofessed goal isuniversa brotherly love or
the supremacy of a particular race or class

d. al of theabove

2. Thefindings of economics concerning so-
cialism apply to al variants of socialism, including

a. thesocialism of the Communists

b. thesocialism of the Nazis

c¢. thesocialism of the Social Democrats

d. any economic system actually based on gov-

ernment ownership of the means of production

e. al of the above

3. Thefindings 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 astheir

actual economic system.

4. A vital principleto grasp about socialism
isthat 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 consistsin 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 adivision-of-
labor economy, in which buying and selling are
indispensable to production and al other economic ac-
tivity, theright to bid and ask pricesis afundamental,
indispensable right of ownership. Without it, all other
rights of ownership are meaningless.

7. Theright to own afactory or storeis mean-
inglessif the owner is prohibited from charging or pay-
ing the prices required to keep hisfactory or storein
existence. Essentialy, 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-
guencesisto seizetotal 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 capitalsin
the ways that would be most profitable to themselves.
If they did not interfere with the right of businessmen
to use their capitalsin the most profitable way, then
they could produce none of their chaotic effects.

9. Among the elements of chaosthat 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. animpetusto higher costs
d. chaosin the personal distribution of goodsto
consumers
e. chaosin the geographical distribution of goods
among various local markets
f. chaosinthe distribution of afactor of produc-
tion among its various products
g. chaosin the distribution of capital and labor
among the various industries
h. al 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 isthat 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 customersisthat 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, asthey
would have to in the absence of price controls and
shortages. But in the face of shortages, thereisno re-
sistanceto arisein costs.

15. Businessmen do nhot voluntarily sell out
their entire stocks of goods to whomever happensto 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 consumersin 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 suppliesincrease because the effect is
merely to reduce the severity of a shortage, then such
chaos can exist.

18. Businessmen would not use afactor 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 someindustries 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. Thewider principle that emergesfrom
the above questionsis that the entire price system and
al of itslaws 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. theuniformity-of-profit principle
b. the various principles of price and wage unifor-
mity
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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 al 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 explainswhy it is essentially identical to
price controls, isthat 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. Socialismisnot actually an aternative
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 asthe 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. theintellectual division of labor in the plan-
ning process
d. al of theabove

30. Socialism
a. presentsitself asasystem in which economic
activity will be“centrally planned,” thereby avoid-
ing the “anarchy of production” that allegedly ex-
ists under capitalism
b. astheresult of its destruction of the price sys-
tem and thus the intellectual division of labor in
the planning process, placesitself in the position
in which economic planning must be centralized,
because the separate plans of independent plan-
ners no longer have amonetary 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 asto which overall arrangement is best.

32. Intrying to plan the production of asim-
pleitem, such as shoes, asocialist state must take ac-
count of the fact that shoes can be produced
a invarying quantities
b. invarious styles or combinations of styles
¢. 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 awhole tends be carried to
the point where further production would make
the shoe industry relatively unprofitablein com-
parison with other industries
b. the styles are those which the consumers are
willing to make profitable
¢. 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 theabove

34. The economic calculationswhich are the
basis for the decisions about production under capital -
ism in the preceding question

a. takeinto account the effect of those decisions
on production throughout the rest of the economic
system, because that effect isreflected in the
prices of the various factors of production

b. infavoring, other things being equal, produc-
tion at the least possible cost, serve to make pro-
ductionin the individua instance consistent with
maximum production in the rest of the economic
system

c. both (&) 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.
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36. Because each of the different choicesre-
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 |abor avail-
able for other purposesin Minsk than if they were
produced in Pinsk, and so on), it follows that in order
to intelligently make the kind of choicesthat 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. Indrafting 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 athird good, and so on
c. al of theindustries using any of the factors of
production used in the shoe industry, what de-
pends on the output of those industries, and what
aternative factors of production are availableto
those industries
d. al of theindustries using the alternative fac-
tors of production just referred to, what depends
on their products, and what further aternative fac-
tors of production may be available to them, and
soon
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 al the different aspects of
production, the economic planning of socialism would
require

a. asuperhuman 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-
terationsin any oneindustry on al 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 afull 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 aknowledge 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. theability to project forward in time al 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 technol ogical
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. theability to pick out of al the virtualy 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 basisit considered “best,” and then order it
and all the stepsincorporated in it to be under-
taken asits 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 individuas
and is manifested in prices, which then serve to coordi-
nate the plans and actions of al the various individuals.

40. Under capitalism,
a. different individualsin combination—that is,
when their knowledge is added together—do
know the precise quantities, qualities, locations,
and technological possibilities opento al 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 knowledgeisre-
flected in the prices of al 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 aso reflects the
knowledge of each user of whesat about the techno-
logical possibilities open to wheat
d. the knowledge just described entersinto the
supply and demand and hence the price of wheat
e. itisthe same with every other good: its price
reflects the sum of existing knowledge about the
amount of it available, the technological possibili-
tiesopen to it in production, and every other rele-
vant consideration
f. thefuture supply, locations, and production
possibilities of factors of production are taken into
account in the anticipation of their future prices
g. al of theabove

41. Unanticipated events, negative or posi-
tive, reguire the replanning of the entire economic sys-
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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 aasocialist econ-
omy were confronted with the wreck of atank train
carrying a shipment of oil and thus an unexpectedly re-
duced supply of ail, it would have to replan the eco-
nomic system in order to decide where to take out the
loss. It would haveto look at al 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 al of the aternative employ-
ments of factors of production that might be used to re-
placethelost oil, and al the permutations and
combinations entailed in that, and then decide. By the
same token, if, as aresult of good fortune, asocialist
economy had an unexpected increase in the supply of
ail, 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
¢. both (a) and (b)

44. Inacapitalist economy,
a. areduction in the supply of oil, to continue
with that example, actsto raise the price of oil
b. therisein price diminishes the consumption of
il inits marginal employments and simulta-
neously encourages its production—and, of
course, at the least possible expense to other pro-
ductive activities
. usersof petroleum replan their use of oil and
oil productsin 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. inal usesof oil and oil productsin 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 changesin
spending patterns resulting from changes in expen-
dituresfor oil and oil products
f. all of the above

45. Theinsuperable 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 indivisiblewholeis sim-
ply impossible.

46. Because of theimpossibility 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 countriesis 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—uwithout 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 servesto
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 resultsin 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 goalsto each factory, farm, and minein
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-
tionsidentical 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 quotafor 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 arelatively small number
of very heavy screws; in the other, avery large num-
ber of very small screws. Such results contributed to
the economic chaos of the Soviet Union.

52. What gaveriseto 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. wantsto expand production, but is unable to
trace the connections among the different indus-
tries
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C. isunableto 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. seesthe 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 productsit must
forgo in the process

e. can do no more than simply gives ordersto pro-
duce as much as possible of everything

f. all of the above

53. Sociaism’sinability to determine costs
and consequent lack of concern with costs produces ex-
actly the same kind of |abor shortage as exists under
universal price controls.

54. A labor shortage exists under socialism
because

a. asociaist government desiresto 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 workersto
work less, since there is no point in doing work
that does not result in one’ sbeing able to obtain
consumers’ goods
c. both (a) and (b)

55. The extent of the labor shortage under so-
cialismissuch that factory managersin the Soviet
Union routinely hoarded labor, that is, kept it on the
payroll inidleness, 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 asaresult of the following factors:

a. the chaosin 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
thelocal stores and warehouses of the socialist so-
ciety have no incentive and no authority to raise
prices

¢. nor do the managers have the incentive or au-
thority to try to anticipate such events and build
up stockpiles, which would be “ specul ation”

d. the managers aso have no incentive or author-
ity to bring in supplies from other areas (or send
suppliesto other areas), for that would be another
form of activity possible only under capitalism,
namely, arbitrage

e. al of the moral and political pressures of a so-
cialist society work against prices being raised
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f. al of the above

57. Themoral and political pressures of a so-
cialist society work against prices being raised because
a. abasic mora postulate of socialism isthat
goods should be free to whoever needs them, or, if
not free, then at least asinexpensive as possible
b. inthe political realm the pressures are exactly
the same as those which make rent control so pop-
ular in New Y ork 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 createsrarely 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. thedesireto hoard that necessarily accompan-

iesthem

b. thesocialist’s government’ sissuance of addi-

tional money to the consumers, which, expands

aggregate demand in the face of agiven, frozen

level of prices

c. the general declinein production that takes

place

d. all of theabove

59. The most fundamental fact about social-
ism isthat government ownership of the means of pro-
duction constitutes an attempt to make intelligence and
initiative in production amonopoly 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 al, then no oneisfree to produce on his
own initiative and to regard his own intelligence and
judgment as the ultimate authority for hisaction. Ina
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-
itsall of the independent planning of millions of free,
self-interested individuals that is required to run an
economic systemin arational 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 (&) and (b)

63. Under capitalism, whoever sees a profit-
able opportunity for action
a. isfreetoact on hisowninitiative

b. ispowerfully motivated to act by the prospect
of the profit he can make

C. isrestrained from rash action by therisk of los-
ing his own money

d. canturnto any one of hundreds or even thou-
sands of independent sources of financing by of-
fering to share his profits with potential backers

e. al 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 heisdoingis
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 itsfreedom of initiative, itsin-
centivesto 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. theexercise of individual initiative in produc-
tionisillegal, because of the state’s monopoly on
the means of production and theillegality of act-
ing outside it's economic “plan”; thus, if an indi-
vidual does manage to think of someimprovement
under socialism, he must submit it to the government
b. the necessity of submitting all new ideasto 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
anidea
¢. whatever officialstheindividaul turnstoin the
government have no economic incentives to adopt
hisidea, 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 officialswill not want to run the
risk of the innovation being judged afailure 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 isjudged 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 quotasin-
creased
d. all of theabove

67. Under sociaism, very few new ideas are
thought of, fewer still are implemented, and virtually
none at al are of benefit to the plain citizen.

68. Under socialism, the fact that the plain
citizenisno longer the customer, “who is aways
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right,” but the serf, who must take hisrations and like
it resultsfrom
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 lossin-
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 isthat the individual does
not exist as an end in himself, but asameansto
the ends of “ Society”
c. both (a) and (b)

69. Holding theindividual to be the meansto
the ends of “ Society” meansthat heis placed in a ser-
vilerelationship to the rulers of the socialist state, be-
cause “ Society” isnot an independent entity with a
will and voice of its own and thus the alleged ends of
Saociety are necessarily ends divined, interpreted, and
determined by the rulers of the socialist state, which
means that under socialism the individua is actually
nothing more than ameansto the ends of therulers.

70. A socidist government has no compel-
ling reason to supply the plain citizen with anything
more than is hecessary 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 nightsthinking of waysto pro-
vide them with such things as grocery stores, more and
better shoes and means of transportation, and everything
elsethey 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 isinterested in are
those which are of valuetoitsrulers, above all, im-
provements in weapons production and in the kinds of
things that add to therulers' 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 initialy are of value only as
subjects of novelty and curiosity, such as the automo-
bile, radio, and persona 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 servesin the long run to cut the
ground from under the devel opment of military tech-
nolgy. Thetank, for example, could not have been de-
veloped in the absence of the prior devel opment of the
automobile, which there would have been no basisfor
developing under socialism.

74. The ability of the civilian economy to
benefit from military technology depends on the exis-
tence of acapitalist economic system, which provides

Short-Answer Questions, Chapter 8

69

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 asthe result of itsin-
ability to coordinate the different branches of
production and thusits 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 survivorsto 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 itsinability to accumulate capital
despite areputedly 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 isdifficult or impossible to produce a supply of
capital goods great enough to equal the supply used up
in production.

77. Capital accumulation under socialismis
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 goodsis so great that inadequate
resources are left over for the production of
consumers’ goodsisit 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 systemis
appended to the body of socialism.

79. Under market socialism profitswill alleg-
edly serve asa“ parameter,” that is, as a guide to what
to do—though, of course, no onewill actually profit
from doing what he is supposed to do.

80. Theway socialismisto achieve aprice
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 pricesfor all goods and services. At least
on paper, these firmswill 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 | osses.

81. Market socialsimissimilar to socialism
on the German or Nazi pattern, in that seemingly sepa-
rate, independent enterprises will exist.

82. Thedifficulties of market socialism can
be grasped most simply by starting with the existence
of capitalism and then imagining two aternative
things to occur: (1) the government imposes price and
wage controls, (2) the government obtains the power
to expropriate any firm’'sor 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 thisis done under capitalism,
abelief which istotally contradicted by actual experi-
ence of price controls.

84. Rent controls and price controls on ail
are set in exactly the same way that landlords and oil
companies would set their rents and prices, whichis
why these parties were always very well satisfied with
the controls.

85. Government price-control officials do

not and cannot control pricesin the way afree market
would have set them. For the driving force of the free
market’ s pricesis the self-interests of the different indi-
viduals concerned, acting in an environment of free-
dom of competition. Government control of prices
nullifiesthis driving force.

86. Market socialisminitslogically consis-
tent form wants to entrust the supreme management of
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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 asto itsinvestment. Their powers of discretionin
investment would be genuine powers of ownership,

but they would last no longer than the state desired.
They would bein the position of people facing the con-
stant threat of expropriation.

87. Market socialisminitslogicaly 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 afactory, for fear of
having them seized by the government.

88. The world-wide abandonment of social-
ism means that the debate over market socialismis
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 isimpossible.

90. Itisnot accidental, but logically neces-
sary that wherever socialism has actually been en-
acted, asin 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, asin 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. Evenif democratically elected, asocialist
government must begin with an enormous act of force,
namely, the theft of all privately owned means of pro-
duction.

92. It takes the Communiststo 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 acasein
which their property is to be taken en masse without
compensation.

93. Thesocia democratsare unwilling to take
the bloody steps necessary to establish socidism and so
leave the exigting economic system essentidly unchanged.

94. Theleaders of asocialist society find
themselvesin adilemmain that socialism assumesre-
sponsibility for people’slives and promises them alife
of blissbut deliversalife 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 areign of terror. In the absence of

these measures, socialism would be characterized by
an endless series of coups and civil wars.

95. Therequirements merely for effectively
imposing a system of price controls are an army of
spies and informers, draconian penaltiesfor their viola-
tion, and administrative tribunals to convict and punish
thetransgressors.

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 isnot surprising
that such “economic crimes’ under socialism result in
the execution of those found guilty.

97. Under socialismit isdangerousto 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-
ablefor sacrifice.

98. Forced labor isimplied in the very idea
of socialist planning. If the stateis to plan the produc-
tion of all commodities, it must also plan the skills that
the workerswill possess who are to produce those
commodities, and where those workers are to live and
work. It isincompatible with socialist planning for pri-
vate individual s to have the freedom to acquire the
skills they want and to live where they want. Such free-
dom would alone make socidist planning impossible.

99. What brings about forced labor under so-
cialism even though it cannot plan isthe 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. millionswere 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, alarge proportion of whom
died in captivity
b. al peopleliving on collective farms—as much
as 40 percent or more of the Soviet popul ation—
were prohibited from moving away from those
farms without the permission of the collective
farm managements
c. a harvest time, al available urban workers
could be forced into the countryside to help bring
in the harvest
d. every graduate of auniversity or technical
school in the Soviet Union was compulsorily as-
signed to ajob for aperiod of two to three years
following graduation
e. every remaining worker in the Soviet Union
was compelled to have alabor book that detailed
al 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’ swishes, and was, in fact, aforcible de-
terrent to changing jobs inasmuch as one could
not obtain employment without presenting it
f. itwasillegal in the Soviet Union to be unem-
ployed
g. dl of theabove

101. During World War 11, workersin 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 itsnature 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 individua asthe
means to the ends of society.

103. Inthe Soviet Union, asystem 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
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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 favoritesin 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 theabove

104. The existence of asystem of aristocratic
privilegeisincompatible with the dogan from each ac-
cording to his ahilities 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. Asaresult of asocialist state’ stwin
powers over theindividual’ s work and consumption,
everyone' slife comesto depend unconditionally on
the good graces of every government official with
power or influence. In such circumstances, not only
are peopl e 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 ownersin 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’sloss.

71
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Correct Correct Correct Correct
Question # Answer Question# Answer Question# Answer Question# Answer
1 d 36 T 71 T 106 T
2 e 37 f 72 T 107 T
3 T 38 f 73 T 108 T
4 T 39 T 74 T 109 T
5 T 40 g 75 T 110 T
6 T 41 T 76 T
7 T 42 T 77 T
8 T 43 c 78 T
9 h 44 f 79 T
10 T 45 T 80 T
11 T 46 T 81 T
12 T 47 T 82 T
13 T 48 T 83 T
14 T 49 T 84 F
15 T 50 T 85 T
16 T 51 T 86 T
17 T 52 f 87 T
18 T 53 T 88 T
19 T 54 C 89 T
20 T 55 T 90 T
21 T 56 f 91 T
22 T 57 c 92 T
23 f 58 C 93 T
24 T 59 T 94 T
25 T 60 T 95 T
26 T 61 T 96 T
27 T 62 c 97 T
28 T 63 e 98 T
29 d 64 T 99 T
30 c 65 T 100 g
31 T 66 d 101 T
32 f 67 T 102 T
33 d 68 C 103 d
34 c 69 T 104 F
35 T 70 T 105 F
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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. Thebelief that only the owners gain from

privately owned means of production is manifested in

a. thebelief that if you advocate capitalism, you

must be a capitalist

b. the media s surprise when ablue-collar district

votes for a pro-free-enterprise candidate

c. thebelief back in the days of the cold war that

in order to save a country from communism, it

was hecessary to create more capitalists

d. all of theabove

2. Inanon-division-of-labor society,
a. privately owned means of production, such as
afarmer’sfield and histools and animals, are
used to produce for the consumption of their own-
ersand the owners' families
b. the beneficiaries of the privately owned means
of production are the owners and the owners’ fam-
ilies
¢. inorder to benefit from means of production,
one must be an owner of the means of production
d. al of theabove

3. Inadivision-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. inorder to benefit from privately owned
means of production, it isnot necessary to be an
owner of the means of production but merely to
bein aposition to buy the products
c. the privately owned means of production phys-
cialy serve nonowners aswell as owners, and, in-
deed, the nonownersto afar greater extent than
the owners
d. all of theabove

4. Thefactories and machinery of General
Motors and the il 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. Inadivision-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 isthe demand for the labor
of wage earners and thus the higher isthe level of

wages and the greater the ability of wage earnersto
consume the products of the means of production.

7. The benefit to the nonowners from other
peopl€ s private property in the form of means of pro-
duction—of capital—isthat 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 tenantsin New Y ork 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 asmall number of old
and run-down buildings.

9. The accumulation of capital and thusthe
demand for the labor of the nonowners of means of
production and the supply of goods produced and
available for the nonownersto buy isthe 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. Theinstitution 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-lossincentives and
the freedoms of individual initiative and competition
in the production of the goods and servicesthey (the
nonowners) buy.

11. The benefit of privately owned means of
production to nonownersisthe 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 nonownersisthe greater and the more
rapidly increasing, the more the property rights of the
owners are respected. Thisis the case because of

a. the encouragement given to saving and capital
accumulation by respect for property rights

b. the encouragement given to improvementsin
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-
diesthat perpetuate the use of inefficient methods
of production and the production of products no
longer desired by the consumers

c. themajor 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

Copyright © 2003 by George Reisman. All rights reserved. May not be reproduced in any form without the permission of
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d. dl of the above

13. Theinstitution of private ownership of
the means of production isto 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. thereceipt of profit and interest
b. the ahility to consume a portion of the profits
or interest and the potential of consuming the ac-
cumulated capital

15. Profitsand interest that are saved and in-

vested
a. represent aspecial benefit that the owners of
the means of production receive and that the non-
owners do not
b. operate in the same way asthe 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. typicaly taken advantage of
b. usually not taken advantage of by large capital-
istsbut is of great psychological comfort simply
asapotential

17. The consumption of the businessmen and
capitalistsincludes 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-
plethan just their own families.

18. Advocates of the redistribution of wealth
typically regard the wealth of capitalists as avast 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 apolicy of redistribution of
wealth isin fact apolicy of “eating the seed corn,” in
that the overwhelming bulk of the wealth of the capi-
talistsisnot in supplies of personal consumers’ goods
but in means of production, including fundsfor 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 capitalsis merely
what they consume.

21. The attempt to limit the consumption of
capitalists destroys their motivation to accumul ate 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. Thusthe re-
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sult of aredistributionist 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 increasesin
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 anest egg for its owners.

26. Public ownership of means of production
a. providesdividendsfor its ownersto consume
b. isthe cause of higher taxes, to cover the defi-
citsentailed in itsinherently inefficient operation

27. A mgjor factor bearing on the superiority
of privately owned enterprises over government-
owned enterprisesisthe 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. Theingtitution of inheritanceis of benefit
to heirs; nonheirs derive benefits from it only insofar
asinheritances are taxed and the proceeds spent for the
public benefit.

29. Theingtitution 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) servesto increase the demand
for the labor of nonheirs and the supply of prod-
ucts available for nonheirsto buy
c. theexistence of theinstitution of inheritanceis
in the material self-interest of everyone
d. all of theabove

30. Only capitalists are advocates of policies
favoring capital accumulation, because only capitalists
have something to gain from capital accumulation, in-




Dr. Reisman

asmuch as more capital increases neither the demand
for labor nor the supply of consumers’ goods.

31. Thetrue 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. Taxesthat fall heavily on saving and cap-

ital accumulation include

a. theinheritance tax

b. the progressiveincome tax

c. thecorporateincome tax
d. the capita gainstax
e
f.

socia security taxes
al 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 isacut in the taxes
that he himself pays. It follows from thisthat if oneis
awage earner, atax 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 atax 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-
turnsto raise land rents.

38. Infact, private ownership of land oper-
ates to provide the incentive basis for continuous and
rapid increasesin the productivity of land, which
serves to increase the supply of agricultrua 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 theincentives 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
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b. the enclosure movement in Great Britain,
which brought about the privatization of large
areas of land previously owned and controlled
communally

c. theestablishment of private property rightsin
land on the European continent, where, prior to
the French Revolution, most land wasin the
hands of the feudal nobility, as a monopoly privi-
lege under which they alone had alegal right to
own it

d. all of theabove

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 rightsin 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. Thiswould reduce the price of
oil and the mining rents derived from the ownership of
oil fields.

43. Insofar asit preventsimprovementsin 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 afree 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 ownersisobliged to devote hisland 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 casesin 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. afree 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
issubdivided for housing plots, commerce, and in-
dustry; the alleged need to resort to forcible land
reform implies the opposite of this condition

46. Just asitis not necessary for the consum-
ers of productsto own the means of producing those
products, but merely to be free to buy them, soitis not
necessary for acountry to have sovereignty over thein-
dustries and natural resources that supply its citizens,

75



76 Short-Answer Questions, Chapter 9

but merely for its citizens to be free to buy from those
sources of supply, wherever they might be located.

47. Thecitizens of Germany need iron and
steel products. But theiron mines arein France, not
Germany. Therefore, the self-interest of Germansre-
quires the conquest of France.

48. A country that pursued apolicy 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
freeimmigration, would give the maximum possible
benefit of itsindustries, land, and natural resourcesto
the world as awhole. Conquest of such acountry by a
socialist, fascist, or any other such power would be
against the material self-interstsof all other countries
and probably even against the material self-interest of
the congueror, since the policiesit would impose
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would serve to reduce what is available from the coun-
try for its benefit too.

49. The development of abackward

country’ s natural resources by foreign capital
a. represents economic exploitation of the poor
for the sake of profit
b. enablestheworld to gain from the resourcesin
question
c. increasesthelocal 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 goodsin-
capable of being produced locally
d. all of theabove
e. (b) and (c) but not (a)

Part B: ECONOMIC INEQUALITY

50. The prevailing belief concerning eco-
nomic inequality isthat
a. oneman’'sgain isanother man’sloss
b. therich get richer and the poor get poorer
€. oneman’'sgainisnot another man’sloss
d. oneman’sgain isanother man'sgain
e. al of the above
f. (@) and (b)
51. The proposition that one man’sgainisan-
other man’sloss
a. restson the assumption that the amount of
wealth in theworld isafixed, static sum
b. doesnot apply in division-of-labor society,
since it makes possible a continuousincrease in
the total of the wealth produced
c. both (a) and (b)

52. Inadivision-of-labor society, differences
in wealth and income among individual s are the result
of

a. being unfairly favored or ignored by the distri-
bution fairy

b. differencesamong individualsin their capacity
for looting wealth from nature and/or from one an-
other

c. differencesin their positive productive contri-
bution, as judged by the market

53. In adivision-of-labor society, the expres-

sion “distribution of wealth” realistically refersto

a. anactua, physical distribution of wealth by

the distribution fairy

b. thearithmetical expression of the wealth pro-

duced by variousindividuals or groups as a per-

centage of the total of the wealth produced in the

society

Thefollowing isafive-part question. A desertisland 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 incomeinitially going to Crusoe and Friday.

55. Calculate the respective shares of na-
tional income going to Crusoe and Friday after
Cruso€' sincreasein production.

56. If unegqual 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. Cruso€’ sincrease in production will be
the source of Friday increasing his production once he
copies Crusoe’ simproved method of gathering coco-
nuts.

58. By thetime Friday copies Crusoe' sim-
proved method, Crusoe may have gone on to a till 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 adivision-of-labor society, one man’s
gain is other men’s gain on the foundation of

a. the process of productive emulation, whichis
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 theabove
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60. The notion of adistribution of wealth
leadsto the conclusion that it is unjust for one person
to produce more than another.

Thefollowing is afive-part question.

61. Great fortunes are accumulated by
a. earning alow rate of profit and consuming it all
b. earning alow rate of profit and saving it all
c. earning ahigh rate of profit and consuming it
all
d. earning ahigh rate of profit over many years
and in each year saving and reinvesting the far
greater part of it

62. The earning of ahigh rate of profit over
many yearstypically requires the introduction of ase-
ries of important innovations, since competition elimi-
nates the premium profit earned on any given
innovation as soon asit can.

63. Tothe 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. Bothin their origin and in their use, great
fortunes are a source of gainsto 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 madein
the production of automobiles, such as the moving as-
sembly line and interchangeabl e 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 asingle barn-like structure
when it started, to the vast plants, and al 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 physicaly pro-
ducing and delivering them to that public on an ex-
panded scale.

66. What istrue of the origin and disposition
of Ford' sfortuneistrue, mutatis mutandis (i.e., with
the necessary changes), of great business fortunesin
general.

67. Relativerates of growth or declinein ac-
cumulated wealth are the result of acombination of rel-
ative rates of profit and relative degrees of saving out
of profits.

68. If 10 percent of the populationin adivi-
sion-of-labor society owns 90 percent of the wealth of
the society, what that signifiesis that

a. some people have contributed more to produc-
tion than others—in the more important cases, in-
troducing a series of major improvementsinto
production, and then saving and investing very
heavily out of the higher incomes they earned
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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
isincalculably more wealth

d. because of the freedom of the 10 percent to
create and earn the wealth and income they do,
thereis 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. al of the above

69. If 10 percent of the population in adivi-
sion-of-labor society, capitalist society owns 90 per-
cent of the wealth of the society, what that actually
signifiesisthat

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. theinequality 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. al of history isthe 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. theworker under capitalismisasave—a
“wage save”
d. thecapitalistisan “exploiter,” even more ruth-
less than the feudal lord or ancient slave owner
e. al of the above

71. The essentia differences between eco-
nomic inequality under capitalism and economic in-
equality under feudalism are

a. economic inequality under feudalism isthere-
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 isthere-
sult of differencesin positive productive contribu-
tion, in which the greater productive contribution
of the businessmen and capitalists servesto in-




78 Short-Answer Questions, Chapter 9

crease the wealth available to all and from which
al gain
c. baoth (a) and (b)

Thefollowing is afive-part question. John Kenneth
Galbraith wrote: “ The worker in a Cal cutta jute mill
who loses hisjob—Iike 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 aternative to his
present employment, accordingly, is slow but definite
starvation. So though nominaly afree worker, heis
compelled. The fate of a defecting southern slave be-
fore the Civil War or aserf before Alexander || 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. Gabraith claims that what we think of as
constituting free labor is so in name only, whilein sub-
stanceit isthe same as lavery. Thus, asin the novel
1984, for Galbraith, “freedom is davery.”

73. Anessentia 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, isthat the slave owner and hiswhip are
the cause of the dave’ 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 essentia difference, ignored by
Galbraith, isthat what keeps aworker at hisjob under
slavery is physical force: chains, whips, and guns;
whilein the case of the worker in the Calcutta jute
mill, physical force would probably need to be applied
to keep the worker fromhisjob, becauseit isthe 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. Y et another vital aspect of freedom ig-
nored by Galbraithisthat it is essentia 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 opento him, itis
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 opportunitiesisit-
self the result of the violation of freedom, i.e., the free-
dom to offer and accept the lower wage rates which
would serveto 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
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grandchildren, and their descendants, as much as him-
self. On thisbasis, the sale of land by the nobility or its
possible loss as collateral on loans was forbidden.

78. Thefeudal 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 powersthat are no part of own
ership, such asthose of “low” and “high” justice
(i.e., the respective powers to flog and hang)
c. their position was actually that of government
officials, analogousin effect to that of hereditary
commanders of military bases
d. all of theabove

Thefollowing isasix-part question.

79. Socialism views the individual not as an
end in himself, but as ameansto 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 atelephone call
or correspondence.

81. Theends of “society” can never be di-
rectly known, since “society” isnot areal, 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 aspecial class of people, namely, therulers
of the socidist state.

82. Socialism’'sview of theindividual asa
means to the ends of “society” reducesto the view of
the individual as ameansto the ends of the rulers of
the socidlist state.

83. Socialism, rather than capitalism, by the
nature of its view of the purpose of the individual, rep-
resents arevival of the conditions of feudal-type in-
equality.

84. The existence, in the days of the Commu-
nist bloc, of specia 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 thein-
dividual.

85. Thelaw 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 aunit of wedlthis
lessto aricher, higher incomeindividual thanitisto a
poorer, lower incomeindividual and thus that an in-
creasein overall margina utility to society can be
achieved by transferring units of wealth from therich
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” isnot aliving, valuing being and is
thus incapable of experiencing marginal utility of
any kind

b. al judgments of value and margina utility
must always be those of specific individuals

c. toany givenindividual the margina utility of
his n™ unit of wealth or income can be and usu-
ally isgreater to himthan the marginal utility to
him of thefirst unit of wealth enjoyed by strang-
ers—e.g., that he values adesert 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 aloss of util-
ity, which is demonstrated by the fact that when
they are free to choose, most peopl e continue to
eat desert (or at least substantially beyond the min-
imum essentia for bare survival) rather than sacri-
ficeit for the benefit of others

e. al of the above

87. If anindividua benefits from something,
heimplicitly 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 acar to
doisto refuseto buy gasfor his car, because the gas
benefits the car, not him.

89. The selfish thing for a parent who loves
his child to do isto refuse to buy food for his child,
since the food benefits the child, not him.

90. The selfish thing for a person who values
afriend 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. inthe sameway that when they watch movies
or read novels, they are concerned with innocent
victims escaping harm and generally value happy
endings
b. uptoapoint 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 aglobal scaleis

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-
selvesin abundance
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93. The doctrine of external benefits goes be-
yond the egalitarian version of diminishing marginal
utility in that, according to itslogic, if apainting is
stolen from the private collection of amillionaire who
does not appreciate it very highly, and is stolen not
merely by someone who appreciatesit more, but by
someone who exhibitsit to multitudes of others, many
of whom also appreciate it more, then what is present
isnot 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 aso the further al-
leged gain of the more-appreciative multitude’ s enjoy-
ment, which isan alleged “ external benefit” of the
theft.

94. Asan 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 avalueto an
individual, for he is being asked to value the satisfac-
tions of histormentors. It isthus aself-nullifcation.

Thefollowing isafour-part question. “Abilities are
much more equally distributed than areincomes. . . .
While human traits seldom differ by more than afac-
tor of 3, high incomes today are more than 100 times
greater than the lowest.” (Paul Samuelson and William
Nordhaus, Economics, 13th ed. (New Y ork: McGraw-
Hill Book Company, 1989), p. 649.)

95. The meaning of the above quotation is
that economic inequality haslittle or nothing to do
with ability, inasmuch asthe “ distribution” of income
does not follow the pattern of distribution of ability, as
indicated, for example, by 1Q tests. In the case of 1Qs,
approximately 99 percent of the population hasan I1Q
between 50 and 150, i.e., the inequality israrely
greater than afactor of 3.

96. According to the logic of the above quo-
tation, what would be necessary for intelligenceto be
the explanation of inequalities of income would be if
the earnings of those with 1Qs of 150 were only three
times as high as those with 1Qs 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 exponentiadly in-
creasing results. Those of average ability, represented
by 1Qs of 100, should be expected to earn substantially
more than twice as much as morons, represented by
1Qs 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 accumul ate many thousands of
times the wealth and income of the average person,
which, in fact, iswhat they do. In connection with pro-
ductive geniuses, moreover, it should be recognized
how crucial isthat 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 isall 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 athousand or more timeswhat 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 individua—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, asit
were—that is, of the opportunities to earn wealth
and income—and so give everyone an equal
chance
c. providesabasisfor the confiscation of inheri-
tances, public education through the postgraduate
level, and laws preventing private discrimination
on the basis not only of such factors asrace, reli-
gion or nationa origin, but also age, medical con-
dition, and physical handicap, which laws are
advocated as necessary to the provision of equal
opportunities
d. isafallback position for advocates of eco-
nomic equality
e. al of the above

100. Besidesinequality of financia inheri-
tance, other factors that affect the opportunities a child
has, including his opportunity to earn wealth and in-
come, are
a. theintelligence 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 heis
growing up
b. hisgeneticinheritance, especialy asit relates
to hisintelligence, looks, and health
c. both (a) and (b)
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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
aprogram of eugenicsand genetic engineering.

102. Thedoctrine of equality of opportunity
is as much against the nature of reality asisthe doc-
trine of the out-and-out equality of wealth and income.

103. Thelast time the appointment of anew
President of General Motors was considered, my name
did not appear on the short list of candidates, or even
onthelonglist. Thus| did not have any equality of op-
portunity in connection with the choice of anew Presi-
dent by GM’s board of directors. The sameistruein
relation to the appointment of virtually all company
presidents over the course of my lifetime. Asfar asmy
chances of being made a company president are con-
cerned, | have never been ableto play on alevel field.
In fact, it would be more accurate to say that I’ ve been
totally off any kind of field, in adeep 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 actionis
possible
b. exist every timethereisthe possibility of im-
proving oneself in any way, such asin terms of
knowledge and skill
C. arenever amatter merely of external circum-
stancesthat are served up on aplate, asit were,
but always depend on what the individual himself
brings to the external circumstancesin the way of
skills and abilities, which in turn are the cumula-
tive product of what the individual has done with
hislife up to that point, reflecting hisinitial
choicesto use his genetic inheritance to deal with
external circumstances in ways that devel oped cer-
tain skills and ahilities, and then further choicesto
use those skills and abilitiesto deal with further
external circumstancesin ways that devel oped
still further skills and abilities, and so on up to the
present moment
d. arecreated by individuals on the basis of previ-
ous choices that have devel oped various skills and
abilities
e. al of the above
105. A child who chooses to use hismind 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 possihility of any opportunity for him to learn alge-
bra

106. Theindividual who exploits the opportu-
nity to become aworker in afactory thereby createsa
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possible basis for hislater on becoming aforeman
there. If he becomes aforeman, he creates a possible
basisfor later promotion to a higher managerial posi-
tion, and so on.

107. Opportunity presentsitself asthe rungs
of aladder. Each rung is open only to those who have
climbed within reach by ascending previous rungs.

108. It isludicrousto think that what a per-
son doesis the outcome merely of his environment
and genes. In between the environment and the genes
isalifetime of choices, each of which hasavital bear-
ing on the individual’ s ability to deal with his environ-
ment and to make further choices.

109. It isnot necessary that people make the
choicesthat develop their skills and abilities at any pre-
cise moment. Thereis considerable leeway. Anditis
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. Inafree society, everyone, whatever his
starting point in life, is able to raise himself very far, if
that iswhat 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. Thefreedom of opportunity meansthe
ability to exploit the opportunities afforded by reality,
without being stopped by the initiation of physical
force.

112. Given man’slimitless 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 peopleto 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 explainsthe side-by-side exis-
tence of virtually limitless employment opportunities
and mass unemployment is violations of the freedom
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of peopleto exploit employment opportunities, asin
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 ajob.

114. If twoindividualsin afree 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. thisisan embarrassment to afree society

b. itisperfectly just that things be thisway, be-
cause what elseiswealth 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-
nersin an arrangement that enables the poorer
partner to increase hiswealth far more rapidly
than he otherwise could, thanks to the use of the
richer one's capital

115. Onthe 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 hisac-
complishments practically everyone else, including
children born to extremely wealthy parents and enjoy-
ing al manner of other initial advantages.

116. One of the consequences of the equality-
of-opportunity doctrineisthat it causes some parents
deliberately to do lessfor 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. thelaw of the jungle, the survival of the fittest
d. all of theabove

118. Animals must take their environment as
they find it; they lack the power to adapt it to them-
selves. Thus, for example, lionsin thejungle are inca-

pable of enlarging the supply of the animalsthey re-
quire asfood.

119. In sharpest contrast to the animals,
man’ s possession of reason enables him to identify the
conditions on which hiswell-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-
ditionersto zippers, and doing al 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 additiona wealth.
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121. IBM and Apple, General Motors and
Toyota, arein competition
a. for limited supplies of computers and automo-
biles growing on the computer and automobile
trees
b. inthe positive creation of new and better com-
puters and automobiles

122. Economic competition hasin common
with athletic competition an upward ratcheting of stan-
dards accompanied by continual efforts to match and
exceed therising standards.

123. The effect of competition among food
growers and pharmaceutical manufacturers on the hun-
gry and the sick isto

a. grab away their food and medicines

b. provide them with food and medicine, and

more and better as time goes on

124. Becauseit 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. Everyoneisrelated to the process of

economic competition in his capacity both as a con-

sumer and as a producer.
a. asaconsumer, he simply benefitsfrom all of
the competition that takes place in the production
of whatever he buys
b. asaproducer, 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 benefitsin his capacity as a consumer even
from the improvement that initially displaced him
c. both (a) and (b)

126. Under economic competition, individu-
a s 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-runloss periods for

a. unskilled workers can be as short as afew days
or weeks

b. skilled workers can be aslong as several
years—however long it takes to acquire acompa-
rable level of skill and ability in adifferent line of
work and thereby earn alevel of income compara-
ble to what one earned initially

c. thelosersof invested fortunes, can be aslong
astherest of their lives

d. all of theabove

128. Blacksmiths and horsebreeders who
were displaced by the automobile
a. died of starvation
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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 alevel of skill and ability
in adifferent line of work comparable to what they
possessed in their initial line of work, and thereby rees-
tablish their position asincome earners, they end up
benefitting even from the very improvementsin pro-
duction that initially caused them aloss.

130. Under continuing competition and re-
sulting economic progress, ayoung 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 | ost.

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 hisfortune
in hisyouth, 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 amillionaire is not sufficient
compensation, since he will not be alive long enough
to make up for hisloss. 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. Thelosers of invested fortunes who can-
not quickly reacquire their fortunes, and skilled work-
erswho 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 harmsthem

b. that it now givesthem lessthan it used to give
them, while still giving them virtually everything
they have, inasmuch asit underlies virtualy the
whole of what is produced and the efficiency with
which it is produced

133. Those who denounce competition asthe
“law of thejungle” implicitly support thereal law of
the jungle, insofar as they imply a case for the use of
physical forceto 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, isin 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 a-
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leviated if there were more freedom of competition
rather than less, for what anyone who loses hisjob re-
quiresisthe fullest possible freedom to competein the
rest of the economic system, so that he will be ableto
exploit the best of the opportunities available to him.

136. Seniority systems artificially increase
the length of the short-run |oss 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. Thelaw of comparative advantage
shows that there isroom for everyone in the economic
competition of adivision-of-labor society, even if heis
productively less capable than other peoplein every re-
spect.

139. If country A isonly half asefficient as
country B in the production of every good, then
a. country A smply 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 ismore 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 timesthe 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
thelabor.) Thus

a. country A smply cannot compete with country B
b. country A will outcompete country B in the
production of all goods in which its productive in-
feriority islessthan afactor of five, provided its
wages rates are one-fifth of those that prevail in
country B

141. Freeinternational trade does not cause
unemployment if acountry’srelative wage rates are
freeto adjust to correspond to its relative productivity
level.

142. Select the best of the choices below.
a. Freeinternationa trade promotes world peace.
b. Government-supported labor-union interfer-
ence stands in the way of freeinternational 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. Freeinternational trade depends on free labor
markets domestically.
d. all of theabove

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 officein the barest fraction of the time
it takes her to clean it. His gain isthe release of his
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time for tasksin which his comparative advantageis
greater, indeed, infinite.

144. Even though it might take Edison one-
tenth the time to clean his office asit takes the humble
cleaning lady of the previous question, she can easily
outcompete Edison for thejob of cleaning lady if the
hourly wage that would have to be paid to Edisonisa
thousand or more times higher than the hourly wage
that hasto be paid to her.

145. Thefact that Edision isthereto do the
job of Edison isvery much to the material self-interest
of the humble cleaning lady, becauseit 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 servesto
raise the productivity and standard of living of the less
able in adivision-of-labor society.

147. The scarcity of labor in relation to
peopl€e’ s need and desire for products and services
guarantees that in afree market thereisroom for al in
the economic competition of a division-of-labor soci-
ety, with comparative advantage and relative wage
rates determining who will go where.

Thefollowing isasix-part question.

148. When amore qudified individual suc-
ceeds in outcompeting aless quaified individual, his
gainisaso the gain of the consumers of the product
he produces or helpsto produce.

149. If | could be president of amajor corpo-
ration, my income and standard of living would dra-
matically improve. However, | 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, | be-
came the president of amajor 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 | caused to others would far
exceed the increase in my own income and wealth.

151. If, throughout the economic system, oth-
ersequally unqualified as myself came to occupy sim-
ilar positions of major responsibility which they
proceeded to abuse, | would lose back in my capacity
as aconsumer far more than | gained in greater income
and wealth. | would not be able to trust the airlines |
flew, or the medications | consumed, or the surgeon
who might be called upon to operate on me. It isto my
self-interest, and the self-interest of everyone, that
more qualified individuals be free to outcompete less
qualified individual s—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 individualsisthe source of gains

a. only tothe more quaified individuals, who
win the competitions

b. tothelessqualified individuals, who lose the
competitions, aswell asto the more qualified indi-
viduals who win the competitions

153. Inadivision-of-labor society with afree
market, the less qualified individuals who |ose the
competitions must
a dieof starvation
b. find other jobs, in which their comparative
lack of ability isleast 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. Thelaw of comparative advantage shows the
gainsto the more able of cooperating with the less
able in adivision-of-labor society.
b. The pyramid-of-ability principle showsthe
gainsto the less able of cooperating with the more
able in adivision-of-labor society.
¢. Both principles are aspects of the wider principle
of the harmony of rightly understood material self-
interests of all men in adivision-of-labor society.
d. all of theabove

155. Competitionis

a. in conflict with social cooperation

b. the process of organizing and improving the ef-
ficiency of the division of labor, which isthe sum
and substance of social cooperation

156. Competition isthe process of organiz-
ing the division of labor with respect to
a. personsfor jobs, e.g., who will be company
president, who will be janitor, and who will fill
any other position
b. productsfor markets, i.e., which products and
which models will supply which markets to what
extent
¢. which methods of production will be used and
to what extent
d. all of theabove

157. Population growth in anon-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. increasestheliklihood of technological prog-
ress by virtue of increasing the numbers of people
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engaged in the discovery and application of new
scientific and technological knowledge

¢. can easily more than offset the effects of dimin-
ishing returns through accel erating the pace of
technological progress

d. all of theabove

159. Thelarge populations of great citiesis
what makes possible the great variety of shops and cul-
tural attractionsto be found in them, in that, in them,
even needs and desires that appear in only modest fre-
guency 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 agiven day, only one personin a
hundred thousand is interested in buying a 19th cen-
tury mystery novel, that neverthel ess represents the po-
tential of ahundred customers per day in acity of ten
million inhabitants.

161. Freedom of immigration into adivision-
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 classto afford to
employ servants
€. sarveto accelerate the rate of economic progress
asimmigrantswith talent, and the talented children
of immigrants, cameinto an environment in which
they were free to develop and apply their talents
d. all of theabove

162. The existence of afixed quantity of
money, and a corresponding fixed volume of spending
in the economic system, would represent asituation in
which
a. there wasagenuine conflict of interestsasare-
sult of the fact that the competition of larger num-
bers of workerswould drive down wage rates
b. the competition of larger numbers of workers
would drive down prices as well aswage 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 afixed quantity of
money, and a corresponding fixed volume of spending
in the economic system, would represent asituation 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 al other groups.
Thiswould
a. represent aconflict of interests among the
groups
b. not represent a conflict of interests among the
groups, because the resulting fall in priceswould
offset the fall in money incomes, and thefall 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 therational concept of free-

dom,
a. freedom means the absence of the initiation of
physical force—in particular, on the part of the
government
b. viewedin apositivelight, freedom isthe free-
dom to do whatever one is otherwise capable of
doing, unconstrained by the initiation of physical
force
c. theinability 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 theabove

2. According to the anarchic concept of free-
dom,
a. freedom isthe ability to do whatever one may
wish to do
b. isviolated by obstacles that stand in the way
of therealization of one' sdesires
c. both (a) and (b)

3. According to the anarchic concept of free-
dom, “freedom of competition”
a. isviolated by the existence of high capital re-
quirements that most people cannot meet
b. isviolated by the need for technological
knowledge and managerial skillsthat most people
do not possess
¢. 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 al, or at least of the majority
of people
e. al of the above

4. High capital requirements
a. congtitute aviolation of the freedom of compe-
tition
b. exist astheresult of the freedom of competi-
tion
c. aretheresult of the fact that other producersin
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 theabove
e. none of the above
f. (b) and (c) but not (a)

5. According to the political concept of mo-

nopoly,
a. monopoly isamarket, or part of amarket, re-
served to the exclusive possession of one or more
sellers by means of theinitiation of physical force
by the government, or with the sanction of the
government
b. monopoly existsinsofar as the freedom of com-
petition isviolated, with the freedom of competi-
tion being understood as the absence of the
initiation of physical force asthe preventive of
competition
c. wherethereisno initiation of physical forceto
violate the freedom of competition, thereis no
monpoly
d. thefreedom of competition isviolated only in-
sofar asindividuals are excluded from markets or
parts of markets by means of theinitiation of phys-
ica 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 isthe
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, asit was originally understood to
be, an exclusive grant of government privilege, such as
was extended by English monarchsin 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. itwasthe only company conducting trade be-
tween England and India
b. it wasthe 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. theantitrust laws

g. dl of theabove

11. Examples of exclusive government fran-
chises have included, and for the most part still in-
clude, electric, gas, and water service, cabletelevision,
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 marketsto the exclu-
sive possession of the holders of the franchises, and do
so by means of the government’ sinitiation of force.

13. What is essential to the monopoly consti-
tuted by exclusive government franchisesis the fact
that

a. thereisonly oneseler

b. the market isreserved to the exclusive posses-
sion of that seller by means of theinitiation of
physical force

14. For many years, Alcoawas 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 Alcoato bethe

sole supplier of aluminum ingot was

a. itsability 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. theinitiation of physical force onits behalf by

the government.

16. If the freedom of competition resulted in
only one electric or gas company supplying agiven
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 acompany 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 a-
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 timere-
quired to enter thefield.

18. Exclusive private franchises, such asMc-
Donalds, are not monopolies according to the political
concept, because granting them represents merely the
choice of private property ownersto 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 smply initiates the use of force.
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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
accountant

barber

. beautician

. constructrion contractor
dentist

lawyer

. liquor store owner

. optician

pharmacist

physician

. psychologist

I. teacher

m. taxicab driver

n. al of the above

21. Only the holders of the licenses arele-
gally alowed to pursue the field in question. All others
are excluded by means of theinitiation of physical
force.
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22. Thefields controlled by licensing laws
are monopolies even though they contain numerous
sellers, because they reserve marketsto the exclusive
possession of the license holders by means of theinitia-
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 servicesreceived by the
buyers
b. raisethe prices of the services buyersare al-
lowed to receive
c. raisetheincomes 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. dl of theabove

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 expertisein afield and thus to guarantee to
the buyers a higher level of service than they would
have received in its absence. But even if thisistrue, it
ishot 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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areforced to do without the service they could have
had.

26. The effect of alicensing law that raises
the minimum level of service that can be providedis
comparable, in essence, to alaw that would reguire
that the minimum quality of automobiles on the road
be no less than, say, that of afive-year-old Chevrolet
of average quality. While such alaw would undoubt-
edly raise the average quality level of the carsthat 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 carsthey
presently drove and whose cars were below the quality
of the average five-year-old Chevrolet.

27. Theeffect of liberalizing or abolishing
medical licensing would beto
a. increase the ability of the poor to afford medi-
cal care by increasing the supply of medical care
availae 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-
viceto the extent that their patients turned to prac-
titioners previously denied entry into the market
c. increasethe ability of everyoneto afford the
services of the more highly qualified medical prac-
titioners
d. all of theabove

28. Inthe absence of medical licensing,
a. it would not be the case that barbers and butch-
erswould be able to compete as doctors, any more
than they can compete in the automaobile or steel
industry
b. competition would establish educational, per-
formance, and other requirements
c¢. itwould till be fraud to claim adegree, 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. al 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 individualsthat 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
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occupation, but the individual would always have
the right to step outside the system and decide en-
tirely for himself

¢. 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. therewould permanently be more chances for
new ideas being tried, and thus improvements
would come far more rapidly than is possible
today

e. itwould not be necessary that beforetrying a
new cure for adisease, or anew method of con-
structing a building, a person would have to wait
upon the pleasure of any group of government of-
ficialsto approveit or depend exclusively on their
state of knowledge

f. al of the above

31. Theexistence of freedom carrieswith it
the possibility that people will make wrong and even
foolish choices. But thereis no aternative. That possi-
bility existswith or without freedom. The great advan-
tage of freedom is that each individual hasthe right to
make his own choices and need not be bound by the ig-
norance or stupidity of others.

32. Itisno doubt true that under the freedom
of competition, someindividuals would act irresponsi-
bly and at the first opportunity turn to quacks. The ex-
istence of such people, however, isno reason for
denying freedom to everyone else, who would use it to
great advantage. Moreover, under freedom, stupidity
of choice serves asits own punishment.

33. If the misuse of freedom by the ignorant
and the foolish iswhat 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. Thisis because here, when
people turn to charlatans, the consequences are suf-
fered by all. But, of course, there can be no such thing
asthelicensing 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 paliticians and government of -
ficialsto have such power?

34. The premise of afree country isthat the
citizens areintelligent enough to run their own affairs
and, in the time left over from their own affairs, the af -
fairs of their government aswell. 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. Inthelight of the uniformity-of-profit
principle, it followsthat if licensing requirements and
other government regulationsin connection with the
establishment and operation of hospitals were abol-
ished, the cost of hospital stayswould 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 asre-
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 theinfluence of the anarchic con-
cept of freedom, many peopl€e’ sidea of the right to
medical careisthat of an aleged right which isto be
implemented without regard to the willingness of oth-
ersto cooperate. The government isto take money
from the taxpayers, at the point of agun, to implement
this alleged right to medical careand it isto hold agun
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 theright to medical careimplied by the ra-
tional concept of freedom isthat of theright 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 careis

the result of

a. theviolation of theright to medical care under-

stood in the light of the rational concept of free-

dom,

b. collectivization of the costs of medical care

¢. compelling someindividualsto pay for the

medical care of others

d. implementation of the anarchic concept of the

right to medical care

e. al 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 theinitiation of force.

40. Protectivetariffsand licensing laws high-
light the fact that monopoly, according to the political
concept,

a. isnot limited to the case of sole producers pro-
tected by the initiation of physical force

b. appliesequally to cases of very large numbers
of producers whose market is protected by the ini-
tiation of physical force

C. can serveto protect tens of thousands of small,
inefficient producers against competition

d. existswherever markets or parts of the market
are reserved to the exclusive possession of some
to the exclusion of others by means of theinitia-
tion of force

e. correspondingly denies the freedom of compe-
tition to those who are forcibly excluded

f. al 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-
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ersfrom the potential competition of a small number
of large fleets of taxicabs, or protecting large numbers
of small shopsfrom the competition of small numbers
of large department stores and chain stores.

42. Monopoly exists, and the freedom of
competition isviolated, not because there happensto
be just one seller in amarket when all have the legal
right to enter, but when there are millionsin the mar-
ket and al but one are allowed to enter, with that one
otherwise able and willing to enter. For example, amo-
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 workersin 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 workersto thefield
¢. excludetheless able and the disadvantaged
from the market
d. monopolize marketsin favor of more-skilled
workers
e. al of the above

44. In creating adeficiency 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. Thisis
because, with the ahility to compete by means of

lower wage rates eliminated, wherever there are no dis-
cernible differencesin 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 actionsthat servetoin-
crease housing costs are

a. zoning laws that impose minimum size lots or
amaximum height of buildings
b. building codes that mandate expensive provis-
ionsthat are not essential
c¢. the compulsory withdrawal of land from devel-
opment
d. compelling home buildersto 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 serveto reduce
the supply of housing available for the market
g. urbanrenewa

h. al 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 alocal 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 theinitiation 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 amajor part of the education market against the
competition of private education.

52. What public education accomplishesis
that education is supplied without the benefit of thein-
centive of profit and lossin 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-
bileindustry or grocery business,

a. apowerful incentive would exist to improve
quality and reduce costs, because thiswould be
the way to increase profits

b. any school or chain of schools that introduced
any perceptible improvement in education would
have a substantial increasein 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 alarge
expansion in business, as alarger part of the mar-
ket cameto prefer to deal with it, because itstu-
ition charges were now lower than its competitors
d. inresponse 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. asthe schoolsin the group just described
caught up, it would no longer be possible for the
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schoolsthat had introduced the improvementsto
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. thebasiswould exist for continuousim-
provementsin quality and efficiency, for the bene-
fit of the buying public

h. al of the above

54. Under public education,
a. thereisnoincentive of profit and loss
b. thereislittle or nothing to be gained by intro-
ducing improvements
c. thereislittle or nothing to belost in failing to
match any improved performance of others
d. alossof students, whether it results from an
improvement in the performance of other schools
or from adecline in the performance of one’sown
school, does not mean aloss out of the school
superintendent’ s pocket or out of the pocket of
anyone who sits on the local school board
e. al of the above

55. The position of private education today,
and that of education as awhole, is analogous to what
the position of the automobile industry would beif the
production of all the low- and medium-priced models
werein 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. inmaking it impossible for private schoolsto
be commercially successful, prevents al those
improvementsin 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
¢. hasthe potential to declinein quality all the
way to the point where it becomes clear to most
people that what it offersis no longer worth even
azeroprice
d. all of theabove

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 firmswithin 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 marketsto 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 producersto 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 asit is against the law to infringe on these
rights

b. do not rest on theinitiation of physical force,
becausein 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

¢. do not constitute monopolies

d. all of theabove

62. The existence of patents and copyrights,
and trademarks and brandnames,
a. likeadll 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
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b. servesto reduce prices and to increase
everyone's buying power astime goes on.
c. both (a) and (b)

63. Thelong-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 aworking 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 theintelligent 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 isthat 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 followsfrom the political concept of
monopoly, that the program of the announced enemies
of monopoly should not be, asit 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. isinsharpest contrast to the political concept
of monopoly

b. holdsthat monopoly emerges from the normal
operation of the economic system—not on the

basis of theinitiation of physical force, but on the
basis of mere economic circumstances, and that it
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nonethel ess produces evils of such magnitude that
the government must suppress or control it by
means of force

¢. clamsthat monopoly exists whenever thereis
only one supplier of agiven good in agiven terri-
tory

d. viewsthe essentia feature of monopoly asthe
“oneness’ of the seller, irrespective of how he has
achieved his position

e. al of the above

69. The economic concept of monopoly can
be construed in such away that it embraces hardly any-
thing or amost everything.

70. The existence of monopoly

a. wasviewed as minimal before the 1930s

b. hasbeen viewed as almost all pervasive since
the 1930s

c. both (&) 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 arelatively small number of sellers
in agiven 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. issupposed to describe casesin which there
are alarge number of sellers of only dightly dis-
similar products
b. impliesthat an element of monopoly is present
to whatever extent one product is different from
another
¢. claimsthat the unique elements of a product
constitute its “monopolistic’ aspect
d. all of theabove

75. The concept of “monopolistic competi-
tion” views companies such as Pepsi Cola and Coca
Colaas

a. competitors

b. monopolists

c. both (a) and (b)

76. Full-bodied competition—viz., “ pure—
and-perfect competition”—is now held to exist only
asarare exception.

77. The essential requirementsfor the exis-
tence of pure—and—perfect competition are the exis-
tence of avast number of sellersall selling perfectly
identical, homogeneous products.

78. The acceptance of the contemporary the-
ory of the comparative extent of monopoly and compe-
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tition has led to arewriting 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 producersin actual competition with one another.

80. Thealleged consequences of monopoly
range from the most dire and extreme, in the form of
the specter of asingle 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 asingle giant firm controlling the entire
economic system
a. played amajor rolein the doctrine of the al-
leged inevitability of socialism, inasmuch asthe
giant firm was regarded as representing the cre-
ation of the structural framework of asocialist so-
ciety and differing from socialism only in the
motivation and character of its board of directors
b. played amgjor rolein support for antitrust leg-
idation, in part in the belief that it was necessary
to prevent the coming of socialism
c. contradictsthe essential nature of the gains de-
rived from the division of labor
d. all of theabove

82. Theonly place that centralized control
over al 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 confirmsthe
fact that monopoly isapolitical 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 asingle giant firm under capitalism.

85. Theformation of conglomerates, contain-
ing separate divisions each with its own management,
would not be a feasible means of overcoming the con-
flict between amegacombine and the essential gains
from the division of labor, because a businessman with
confidencein his own ability to succeed in an industry
he knows and understands, and in which hisincomeis
determined exclusively by his own success or failure,
would not be willing to exchange such a position for
one in which he receives amuch smaller share of the
profits of aconglomerate, which are the outcome of
the success or failure of many others, whom heisun-
likely to consider as capable as himself.
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Thefollowingisatwo-part question.

Imagine an industry composed of 10 firms, each pres-
ently doing 10 percent of the industry’s business, and
owned by individual s 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. Itisnot possibleto merge such firms, be-
causeit isimpossibled 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, serveto 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 thetotal capital of
the economic system in the hands of the merged firms
from growing.

90. A major potential source of the formation
of new firmsin virtualy 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 abillion dollars or more.

91. Thetax laws have encouraged unecono-
mic mergers as ameans of reducing corporate and per-
sonal tax liability.

92. The effect of insider trading based on ad-
vance knowledge of a development that isfavorable to
acompany is

a. to enable stockholders who have decided to
continue to hold the stock to gain that much sooner
b. toinduce some stockholders who were plan-
ning to sell the stock, upon seeing the rise caused
by theinsiders’ 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
mindsto sell their sharesto sell them at a better
price, thanks to the demand for them coming from
theinsiders

d. all of the above
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93. If theinsiders sell in advance on the basis
of their inside knowledge of negative devel opments
(which they themselves have done nothing to cause),
they are not responsible for theloss that is suffered by
those who continue to hold the stock, because that 1oss
would come in any case, when the bad news finally be-
came public knowledge.

94. In the absence of insider selling, the de-
clinein price would come more precipitously and dra-
matically, rather than being preceded by declines
caused by theinsiders’ selling.

95. Insiders' selling and the lower stock price
it causes can provide a clue to other stockholdersto
begin selling and to potential buyers to abstain from
buying. Those who decide to buy in any case, are en-
abled to buy at alower 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 asawhole. If knowledgeis 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 abasis.

97. Mergers are economically sound

a. when they achieve economies of scale

b. in casesin which companies carry complemen-
tary product lines, which can easily be sold by the
same salesforce

¢. when they achieve important economiesin con-
nection with advertising expenditures and/or the
raising of capital

d. when they enable more competent individuas
to gain control over the management of additional
capital, as when a better-run firm gains control of
the assets of apoorer-run firm

e. al of the above

Thefollowingisatwo-part question.

98. Imaginethat in a small-scale plant, manu-
facturing cost is $10 per unit of product, whilein 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 asmall-scale
plant needs to be to have an advantagein total, deliv-
ered cost over the large-scale plant.

99. Assume now that major improvementsin
the transportation system reduce transportation costsin
the preceding example from 50¢ per mile per unit to
1¢ per mile per unit. Cal culate 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-
provementsin transportation, notably the large-scale
building of railroads and the devel opment of steam-
powered iron and then steel ships, brought about major
reductionsin transportation costs, which gave acom-
petitive advantage to large-scale manufacturing over
small-scale manufacturing and thereby created the
need for widespread mergers.

101. Inthe period following the Civil War,
corporate law did not immediately provide amecha-
nism whereby one corporation could be combined
with another one. The trusts were a device for accomp-
lishing that purpose.

102. Under atrust 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
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shares of two or more corporationsin the hands of the
sametrust, it was possible to operate the corporations
asasingle unit and thus achieve a merger.

103. Between 1870 and 1914, the era of trust-
building and the devel opment of big business,
a. theresulting monopoly power resulted in wide-
spread declines in production and increasesin
prices
b. production in the industries controlled by the
trusts rapidly increased and pricesfell

104. The 1911 Supreme Court decision that

broke up Standard Qil 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 alarge firm, because it is big and rich, and possi-
bly operatesin many different markets at the same
time,
a. can afford losses which asmall firm cannot, be-
cause the latter is small and poor
b. findsittoitsinterest temporarily to dash its
price and sell at aloss, in order to force the small
firm out of business
c. will beable, after it has driven its small com-
petitors out of business, to raiseitspriceto a
higher level than ever before
d. will be ableto 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 thelarge firm'’ s lure of atemporarily lower
price
f. all of the above

107. Theinfluence of the predatory-pricing
doctrine servesto make people regard all the achieve-
ments of big businessin 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 inincreasing 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 alack of productive ca-
pacity on the predatory firm's part, must be met with
suppliesthat are now made unavailable for satisfying
the firm’sregular quantity demanded. In this case, the
item actually becomes scarcer for the firm’ s regular
customers, and they will now haveto turn to the

smaller firm, where their competition will actualy
drive up the price.

109. In order for afirm practicing predatory
pricing to be able to succeed in imposing alower 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
raiseits price, which isits presumed plan, it must
continue to maintain this additional capacity, even
though it no longer usesit in production, asa
means of imposing low prices on potential new en-
trants
c¢. theamount of additional capacity necessary to
impose the predatory price will beincreased to the
extent that the prospect of asmall competitor’s
entry followed by a plunge in price leads people
to postpone their purchases until such time asthe
small comopetitor’s entry occurs
d. it must go to considerable expense
e. al of the above

110. If it were the case that as soon asthe
small competitor is driven out, the large firm can
sharply increaseits price, while so long as the small
competitor remainsin businessthe price is held below
thelevel 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 isthe case that the large, predator
firm, which has succeeded in becoming the sole sup-
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plier and presently obtains ahigh price, will dashits
price as soon asit is confronted with asmall, compet-
ing firm, people are placed in a position in which they
can use that very knowledge to
a. sdl short the commodity the predator sells and
profit from thefall in price that will result
b. sell short the stock of the predator company,
which will fall whenits price and profitability fall
c. profit precisely by forming small competing
firms against whom the predator will slash price
d. all of theabove

112. Tothe extent that the predatory big and
rich firm islarger 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. Thisisbe-
causeit cannot cut the price only to the customers of
the small firm, because that leaves the small firm free
to cut price by amuch smaller amount to an equal
number of customers of the large firm. If the small
firmisnot 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 availableto al of itsown

customers as well asto the customers of the small firm.

Thefollowing isa seventeen-part question.

The price of aproduct 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 sellsonly 1 unit of
the product. The unit cost of both producersis 90¢.

113. Calculatethe salesrevenues of “Big

John.”
114. Cdculate thetota costsof “Big John.”
115. Cdlculate Big John'stotal profit.
116. Calculate the salesrevenues of “Little
Joe.”

117. Calculatethetotal costs of “Little Joe.”

118. CalculateLittle Joe' stotal profit.

Now imaginethat 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. CalculateLittle Joe'sloss.

120. Calculate Big John'sloss.

121. Find the number of times by which Big
John’slossis greater than Little Joe' s loss.

Now assume that Big John’s cost per unit isless than
Little Joe's, i.e., while Little Joe's cost per unit contin-
uesto be 90¢, Big John's cost per unit isonly 80¢.

122. Again calculate Big John' stotal profit
when the selling priceis $1.
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123. Cdculate Big John' stota profit when
the selling priceis 80¢.

124. Cadlculate 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. Thefact that the large firm may have
lower unit costs than the small firm does not change
the principle that its profit reduction is amultiple of
the smaller firm’s profit reduction to the extent that its
volume in the same market is greater.

Now assumethat Little Joe's cost per unit is only 80¢,
while that of Big John remains at 90¢.

127. Cadlculate 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 needsto suffer in order to impose a 10¢ on Little
Joe.

129. Theimplication of the preceding ques-
tionsisthat the small firm can bein a better position to
withstand itsrelatively smaller losses than isthe 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 histotal costs, and then keeping them
there for thelife of his plant and equipment. Only this
would serve to keep his plant and equipment out of op-
eration.

131. Neither sustaining losses or mgjor profit
reductions for yearsin order to drive out one's small
competitors, nor buying out the small competitors at
premium prices, can actually pay, because

a. both methodsimply 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 chargesin the fu-
ture, after Little Joe' s capacity is out of the way,
will only serveto attract new competitors, to
whom the premium price will offer the prospect
of apremium rate of profit

¢. 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 till
more predatory pricing

d. all of theabove

132. The permanent, long-run price that Big
John can obtainis limited by the costs of production—
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the full costs—of potential new entrants, together with
an alowance 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. Asa
result, the large firm cannot in fact later on charge the
premium price that is necessary to recoup the profitsit
must forgo or the additional expense it must incur.

133. If thelarge firm must accept a price that
islimited by outsiders' costs, the extent of itsgainsif

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
pricesthat 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 isthe normal case.

135. What must be present to make it worth-
whilefor alarge, low-cost firm that already doesthe
bulk of an industry’s businessto cut its price bel ow
what isrequired to enable its smaller rivalsto stay in
business, isthe prospect of amajor 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 akind that can be patented and thus shared
with other producersin 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 firmsthat have much moreto gain by fol-
lowing an aggressive pricing policy than more
efficient large firms. For example, alarge firm, with
90 percent of the market, has only the 10 percent share
of itsrivalsto gain. But asmall firm, with 10 percent
of the market, has the 90 percent share of itsrivalsto
gain.

138. The claims of “dumping” made against
Japan in the yearsin which itsindustry was still a
small fraction of that of the United States are tanta-
mount to aclaim that Little Joe practices predatory
pricing against Big John.

139. Japan’s success in exporting was the re-

sult of
a. sdling below its costs
b. subsidiesfrom the Japanese government
c. intelligent guidance from its Ministry of Inter-
national Trade and Industry
d. all of theabove
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e. none of the above

140. Successin exporting depends on
a. sdling below costs
b. achieving costs below those of one’sforeign
competitors and selling close to or below their
costs while selling well above one's own costs

141. Subsidiesto business by the Japanese
government are drawn from
a. thevast and causeless resources of the Japan-
ese government
b. taxeson successful Japanese businessfirms

142. Thedirection of investment by a govern-
ment ministry is necessary to
a. make business firms do what is profitable to
themselves
b. compel business firmsto do what they judge to
be less profitable or unprofitable to themselves

143. Thechain-store variant of the predatory
pricing doctrine

a. refersto casesin which thelarger firmislarger
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 firmsin avariety of different indus-
tries
b. differsfrom the predatory pricing doctrine as it
has been considered up to now insofar asif the
larger firm were to slash its price for the purpose
of making its smaller rival run at aloss, it would
not have to suffer areduction in its own revenues
and profitsin proportion to its overall greater size,
but only in proportion to its greater size in the par-
ticular market concerned
c. both (&) and (b)

144. Shark, Incorporated has a capital of $1
billion, which isinvested in 1,000 branches scattered
around the country. One of its branchesis currently at-
tempting to drive the tiny firm of Minnow & Mother
into bankruptcy for the purpose of then being ableto
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. itsentire $1 billion of capital
b. no more than $1 million of its capital if the pre-
vailing rate of return isten percent per annum

145. The overwhelming bulk of the larger
capital of achain of stores, or other multi-market firm,
isirrelevant to the size of thelosses it might rationally
be willing to sustain on atemporary basisin order to
become the sole seller in alocal market and thereafter
forever reap a premium profit in that market.

146. Thesize of thefirmsthat would bein a
position to match even the largest chainsin the ability
to sustain temporary lossesin arational—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 reasonableto losein
an effort to secure amonopoly position in aloca mar-
ket isto 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. Thefact that any firm that attempted to
practice apolicy 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-
selvesin the same position in relation to still other out-
siders means that there is no way of actually securing
the kind of premium profitsimagined 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 alarger-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
achievetheillusory extra profits would place himin
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 alarge, would-
be practitioner of predatory pricing automatic pro-
tection against such practice and can do so even
while allowing customers to decide not to actualy
buy the quantities they have contracted for
b. make the predator finance the small firm’'s
costsin order to gain its business
c. both (&) and (b)

151. Whilelong-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

Dr. Reisman

by larger firms. At the same time, the existence of the
smaller suppliers and their ability to do alarger vol-
ume of business contributes to preventing the larger
firmsfrom raising their prices.

152. The predatory-pricing doctrineimplies
that real pricesin retailing and elsewhere over the last
130 yearsor s0, i.e., since the days of the general
store, whale oil, and the local blacksmith shop, have
a risen
b. falen

153. A large firm bent on cutting off vital
suppliesto asmall competitor (which isthe doctrine of
predation with respect to suppliers) would have to be
ableto

a. succeed in cutting off al 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
sourcesin 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
asoispotentially capable of doing in the future

c. both (a) and (b)

154. The prospect of the large firm charging
high pricesin the event it succeedsin cutting off vital
suppliesto its small competitors should make suppli-
ers

a itsallies

b. dliesof the small competitors

155. It would not make matters easier for the
large firm if there were only one or afew 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-
plierswith sufficient capacity to meet the requirements
of the small firm would bein 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. Margina revenueisthe changein total
revenue that accompanies an increase or decreasein
quantity produced and sold.

Thefollowingisafive-part question.

157. You are given the following informa-
tion. At aprice 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. Calculatethe profit in producing 100
units at acost of $8 per unit and a selling price of $9
per unit.

161. Onthe basis of the concept of marginal
revenue, it is argued that the firm in the preceding
guestions 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 thefirst
100 units, would be profitable.

162. On the basis of the doctrine of marginal
revenue, it is claimed that to the degree that afirmis
large relative to the size of the market it serves, itis
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
wereignored.

163. According to the supporters of the mar-
ginal-revenue doctrine, given the elasticity of demand
for the product of the industry, the smaller isagiven
firm relative to the industry as awhole,
a. thelesswill bethe 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 amonopolist if it does produce
that extra output.

165. If theincrement 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 isal-
ready being produced, alarge firm that must experi-
ence the price reduction on its present quantity, does
not have the aternative of deciding between alarger
industry-wide quantity at alower price and asmaller
industry-wide quantity at a higher price, but only be-
tween whether it will produce the larger quantity at the
lower price or asmaller 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’ sintellectual property
rights—and islegally free, the decision of any seller or
group of sellersto produce less, or not to produce at
all, cannot lastingly establish aselling price that is
above the cost of production, plus alowance for the
going rate of profit, of potential competitors.

167. The cost of production of potential new
entrants constitutes an objective given that [imitsone's
price. One' sonly choiceisto sell either asmaller vol-
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ume at that cost-limited price or alarger volume at that
cost-limited price or astill larger volume at alower
price. But one cannot get a higher price.

168. According to the textbook,

a. if one allowsfor the time that may be required
for new firmsto enter afield, one can say that irre-
spective of the elasticity or inelasticity of the de-
mand for the product of an industry as awhole,
the elagticity of the demand for the product of any
individual firm, however large, isvirtualy 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 alowance for the going rate
of profit, is determined by the sum of the elastic-
ity of demand for the product of the industry asa
whole plus the el asticity of supply of competitors
and potential competitors

¢. while the demand curve facing the industry as
awhole may be amost perfectly inelastic, or, in-
deed, actually be perfectly inelastic, asin the case
of table salt, the demand curve facing any individ-
ua firmin the industry tends to be perfectly elas-
tic at aprice above outsiders’ costs plus allowance
for the going rate of profit

d. all of theabove

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. Lega 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. theelasticity 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. radicaly lower
than it istoday.

173. Contractual agreements
a. can make cost of production rather than the
elasticity of demand the determinant of prices
b. that tie priceto cost of production can contain
amajor element of variability that make the price
conform to changesin market conditions; for ex-
ample, a contractually determined price of compo-
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nents or supplies might contain aprovision for
variability with the price of the principle raw ma-
terialsused in their production

c. can serveto make buyersthe major beneficiar-
ies of any supply reductions and price increases
that sellers might otherwise be motivated to bring
about

d. all of theabove

174. Using our previous examplein 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 priceif the company now decidesto pro-
duce only 100 units and thereby establishes a price of
$15.

a. the company

b. the company’s customerswho 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. Evenif there werejust 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 priceif 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-
arettesisincreased, the priceimmediately risesand is
accompanied by relatively little decline in the quantity
of cigarettes demanded, it generally does not pay anin-
dividual tobacco company or combination of all the
present tobacco compani es taken together to attempt to
raise price by the equivalent of an excise tax increase,
which iswhy they don't do it.

177. Bohm-Bawerk
a. agreeswith Ricardo that in many instances
cost of production isthe direct determinant of
price rather than the good’ s own utility or mar-
ginal utility
b. holdsthat marginal utility in other lines of pro-
duction is the ultimate determinant of cost of pro-
duction
c. both (a) and (b)

178. In casesin which cost of production
rather than considerations of the elasticity of demand
determines prices, thereis no implication that cost of
production can make anything more valuable than cor-
respondsto its marginal utility, but only that it can
make something less valuable than corresponds to its
direct margina utility.

179. The notion that cost of production has
no significant explanatory role in economics comes
from Jevons, not from Béhm-Bawerk and Wieser.

180. After devoting chapter after chapter to
developing atheoretical analysisthat is entirely depen-

dent on the concept of marginal revenue, Samuel son
and Nordhaus are surprised to find that
a. itislargely irrelevant to the real world and that
they have no theory to explain the actual facts of
pricing
b. case after case showsthat markup pricingis
the norm in imperfectly competitive markets
c. both (a) and (b)

181. If afirm can assume that
a. itsown costs of production are no higher than
its competitors’ or potential competitors', thenin
setting its pricesin conformity with its costs—that
is, above its costs only by enough to earn the
going rate of profit—it ensuresthat it is not likely
to be undersold to any great extent or to attract
newcomerstoitsfield
b. itsown 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 othersto enter the indus-
try
C. itscosts 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
pricesthey set
d. all of theabove

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—iswhat hasled
contemporary economics

a. tothe expectation that without the presence of
avast number of individualy insignificant firms,
sellerswill bein aposition to exploit the
product’ s elasticity of demand

b. toregard big business per sein away that
should be reserved for one or afew firms operat-
ing under monopolistic legal protection against
competition, but not when operating under the
freedom of competition

c. inthelast analysis, to find that its theory sim-
ply does not fit the facts and that it has no applica-
bletheory

d. all of theabove

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-
triesinsofar as the funds rel eased from the production
of the given item bring about an expansion of the pro-
duction of other items.

184. Cost of production servesto limit the
pricethat 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 protectsisamore
efficient method of producing agood 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 protectsisanim-
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 till 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 amore 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 isgenerally asound business policy
to reinvest the proceeds of an extremely high profit
margin and rate of profit in order to earn alarger
amount of profit on the strength of alower 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. helpsto guard against others being tempted to
enter into competition through the devel opment of
comparable new products or methods of produc-
tion of their own, which even patent or copyright
protection cannot prevent
b. can achieve reductionsin unit costs and im-
provementsin product quality stemming from the
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adoption of more capital-intensive methods of pro-
duction

c. servesfurther 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. istheway to transform atemporary bonanza
into greater and more lasting success

e. al of the above

187. The ability to practice price discrimina
tion would make it possible to price life-saving pat-
ented drugs in away 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 delaysin 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. Theinjustices associated with the exer-
cise of eminent domain would be greatly reduced if
a. itsexercise were limited merely to casesin
which a handful of capriciousindividuals 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. Cartelsare associations of independent
producers of agood 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 facesaproblem of decid-
ing which producers must curtail production how
much.

193. Profitable cartelstypically 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 profitsin expanding pro-
duction in theindustry, the cartel’s price will fall in
effortsto find buyers for the additional output

c. the profitable price attracting outside entrants
to the field, which not only makes the cartel’s
pricefall, but also deprives the cartel’ s members
of volume they could have had

d. all of theabove

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 cartelsimply 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 lossesto 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 pricesthat the few successful car-
telsin mining can charge in afree economy may be
limited by

a. the cost and price of various substitutes,
which, however imperfectly, can be used in place
of theitem for various purposes

b. the possibility that additional deposits of the
item exist, which would be capable of commercial
exploitation at asufficiently high level of prices
c. both (a) and (b)

196. In afree 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.
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197. What istrue of the price charged by a
successful cartel isthat at any given timeit 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 isto slow down therate at which
the limited known supplies are consumed and thus to
serve, asvon Mises described it, as a means of conser-
vation.

199. Cartelsasan economic problem, asin
the case of the Imperial German cartels, the OPEC ail
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. Thedoctrine 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
“monopoalistic,” 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 arivalry 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 claimsthat rivalry isincompatible
with competition.

203. While competition as normally under-

stood rests on a base of individualism, the pure-and-

perfect-competition doctrine rests on
a. “thetribal premisg,” i.e., the collectivist view
that the individual human beingisacell ina
greater organism, known variously as Mankind,
the State, the Nation, or the Tribe
b. atriba concept of property, according to
which no property isto be regarded astruly pri-
vate but rather as being held in trusteeship for its
alleged true owner, “society” or the “ consumers,”
who alegedly have aright 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¢. therationing theory of prices, according to
which apriceis viewed not as the payment re-
ceived by aseller in the free exchange of his pri-
vate property, but as ameans 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 ameans of rationing superior to the issu-
ance of coupons and priorities by the government
d. acollectivist 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. al of the above

204. According to the tribal concept of prop-
erty,

a. society hasaright to 100 percent of every
seller’ sinventory and to the benefit of 100 percent
use of his plant and equipment
b. theexercise of thisalleged right isto belim-
ited only by the consideration of society’s alleged
alternative needs
¢. aproducer should retain some portion of hisin-
ventory only if it will serve agreater need of soci-
ety in the future than in the present
d. aproducer 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. al of the above

205. According to the doctrine of pure and
perfect competition and its underlying collectivism,
a. supply meansthe goods that are here—in the
possession of sellers—and the potential goods that
the sellerswould produce with their existing plant
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and equipment, if they considered no limitation to
their production but marginal cost

b. demand meansthe set of quantities of the
goods that buyerswill take at varying prices

C. every priceissupposed 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. al of theabove

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 apriceisrequired to ration them
b. up tothe point of price being necessary to
serve as arationing 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 arationing device, any value that the
goods of sellers haveisthe result of an “artificial,
monopolistic restriction of supply”—of adeliber-
ate, vicious withholding of goods from “society”
by their private custodians
d. all of theabove

207. Marginal costis
a. alwaysthe extra cost that must be incurred
from agiven, present starting point
b. different with different starting points
¢. usualy held to be the cost of the labor, materi-
as, and fuel required to produce an additional unit
of aproduct, 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. al of the above

208. The pure-and-perfect-competition doc-
trine regards

a. an excess of price over marginal cost asrepre-
senting a situation in which society can gain more
of something it values more highly at the expense
of less of something it valuesless 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
valuesless highly
c. theequality of price with marginal cost asthe
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 theabove

209. According to Samuelson and Nordhaus,
only when prices of goods are equal to marginal costs
isthe economy sgueezing from its scarce resources
and limited technical knowledge the maximum of out-
puts.
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210. The"imperfect competitor’—uviz., 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
margina cost—is equal to what the last unit of the
good is alegedly worth to “society” —as mea-
sured by market price

b. he contrivesto keep his output alittle scarce,
and keep price above marginal cost because what
maximizes his profit isto set not price but mar-
ginal revenue equal to marginal cost

C. society does not get quite as much of theimperfect
competitor’ sgood asit dlegedly wantsin terms of
what that good dlegedly costs society to produce

d. herefusesto accept unnecessary losses

e. al of the above

211. Thealleged sin of the “imperfect com-
petitor” ismanifested 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. theearning of aroyalty or profit by virtue of
the use of an idea, which by its natureis capable
of being employed without limit and which can
achieve value only by its use being deliberately
limited
c. theearning of depreciation on existing plant and
equipment whose services do not qudify as scarce
d. all of theabove

212. Theearning of depreciation chargesis
held to be improper short of capacity operation of the
plant and equipment in question because it signifies
the receipt of aprice for plant-and-equipment services
that are not yet scarce.

213. Thedoctrine 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-
icsisviewed 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 sellersin
the same industry
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b. perfect knowledge

¢. quantitative insignificance of each seller

d. nofear of retaliation by competitorsin re-
sponse to one' s actions

e. constant changesin 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
. 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
timesyet desired to see till again while being in-
different to any possible differences between the
theaters except for the smallest differencein 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 hisprice by aslittleas
one mill would supposedly be able to regard doing
s0 asthe means of filling al of hisempty seats
b. thegainin business of any one theater asthe
result of cutting its price would come mainly from
other theaters, but the loss of businessto any one
of the other theaters would be too small to pro-
voke aresponse, since, for example, 400 empty
seatsin agiven theater might befilled by drawing
amere single customer from each of 400
other theaters
c. al thetheater ownerswould be driven to con-
tinually cut their pricesin 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. al of the above

219. The pure-and-perfect-competition
doctrine's
a. stress on the need for alarge 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 asmall
number of significanct-sized sellers derives from
the fact that in such a case cutting price would
have amajor, perceptible effect on the business of
others, who would therefore be driven to cut price
in response, and the knowledge that thisis what
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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 (&) and (b)

220. The pure-and-perfect-competition
doctrine' s stress on the need for product uniformity
rests on the greater responsiveness of customersto
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 theatersin response
to infinitesimal price differences, and so atheater
owner would have lessincentive to trim his price.

221. Having to set prices equal to marginal
costsin 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. movietheaters, baseball stadiums, and opera
houses that had empty seats

c. toll bridges and tunnels not confronted with
heavy traffic

d. all of theabove

222. According to Samuelson and Nordhaus,
in conditionsin which setting price equal to marginal
cost meansincurring chronic losses, the solution isto

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 arejustified only as arationing 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 priceiswhen they are at ca-
pacity operation

b. airlines and railroads, whose marginal cost of
carrying an additional passenger islittle more
than the additional fuel that may be required,
should be able to charge a price above such mar-
ginal cost iswhen they have no empty seats

c. steel mills, automobile factories, and almost all
other manufacturing firms should be ableto
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 theabove

224. The effect of imposing marginal cost
pricing would be
a. thewidespread incurrence of massive losses
when operations were at less than full capacity
b. agresat reduction in the volume of capacity in
existence, to the point that the capacity that re-
mained would bein 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 lossesin the

periods of |ess-than-capacity operation

¢. acorresponding reduction in the ahility of the

economic system quickly to meet increasesin de-

mand without having to build new and additional

capacity

d. al of theabove

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 Russiawas 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. Theideal of the pure-and-perfect-com-
petition doctrine* implies a state of affairsin which
producers are unabl e to take business away from other
producers, because
a. if aproducer isoperating at full capacity, he
cannot meet the demand of a single additional
buyer, let alone compete for that demand
b. aproducer cannot compete for additional busi-
nessif heis operating merely at the full capacity
of agiven grade of plant and equipment and his
idle capacity is of akind whose operating cost is
greater than the currently prevailing price
c¢. if aproducer isnot producing at full capacity
even of agiven grade of plant and equipment and
ischarging aprice equal to his“marginal cost,” he
still cannot compete for the business of any addi-
tional buyers because heisforbidden to “ differen-
tiate” his product or to advertise it
d. all of theabove

227. Ironically, what the pure-and-perfect-
competition doctrine seeksis 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-
trineisto 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 profitsareinsig-
nificant in the economic system as awhole, ac-
counting perhaps for about .5% of GDP
b. empirica estimates of the burden of monopoly
profitsdo not distinguish between above-average-prof-
itsthat are the result of positive productive contribu-
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tion and those which are the result of restrictions
of production based on theinitiation of force

¢. what reconciles the enormous concentration on
the problem of monopoly in contemporary eco-
nomic theory with itsinsgnificancein practiceis
that contemporary economic theory regards thefail-
ureto sustain unnecessary |osses as a problem of mo-
nopoly and spends much of itstime focusing on this
d. all of theabove

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
thelevel of “marginal cost” or to the point where they
“ration” the benefit of “scarce” capacity, which pro-
cessistypically absent.

231. Price competition is given by every firm
that charges pricestoo low for other firmsto be profit-
able and is an omnipresent feature of capitalism.

232. Price competition exists evenin the
midst of inflation in that even under inflation, every
firmisstill interested in improving the productivity of
the labor it employs and to the extent it succeedsin
doing so, it is able to hold its price increases below the
wage increases it must pay, with the result that other
firmsin 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 cutshispriceis
fully aware of the impact on other competitors and that
they will try to match his price. He actsin the knowl-
edge that some of them will not be able to afford the
cut, while heis, and that he will eventually pick up
their business, aswell as amajor portion of any addi-
tional business that may cometo theindustry asa
whole asthe result of charging alower price. Heis
able to afford the cut when and if his productive effi-
ciency is greater than theirs, which lowers his costs to
alevel they cannot match.

234. The ahility to lower the costs of produc-

tion
a. enables an efficient producer to be profitable at
pricestoo low for less efficient producersto be
profitable
b. enablesan efficient producer who lowers his
prices, to gain most of the new customersin his
field because his lower costs become the source of
additional profits, the reinvestment of which en-
ables him to expand his capacity and thusto sup-
ply the increase in quantity demanded at alower
price
c. isthefoundation of the ability to take business
away from othersin thefield
d. permitsaproducer to forestall the potential
competition of outsiders who might be tempted to
enter hisfield, drawn by the hope of making prof-
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itsat high prices, but who cannot match his cost
efficiency and, consequently, hislower prices
e. isthe base of price competition

f. al of the above

235. Price competition, under capitalism, is
theresult of acontest of efficiency, competence, ability.

236. Price competition
a. isnot the self-sacrificial chiseling of pricesto
marginal cost or their day-by-day, minute-by-min-
ute adjustment to the requirements of “rationing
scarce capacity”
b. isthe setting of prices—perhaps only once a
year—by the most efficient, lowest-cost produc-
ers, motivated by their own self-interest
c. variesin extent in direct proportion to the size
and the economic potency of these producers
d. ismore powerful when it comesfrom a Gen-
eral Motors or Toyota than when it comes from a
microscopic-sized whesat farmer
e. al of the above

237. Price competition frequently forces
some of the sellersin an industry to sell at a price that
isequal to or not far above their marginal costs, yet, at
the sametime, is substantidly above the marginal costs
of the more efficient, more competitively capable firms.
Thisis part of the process by which the more efficient
firms gain the business of the less efficient firms, which
will be unableto replace their assets and thus unable to
continue in business on the present scale.

238. More efficient firmstypically 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 beto the rational self-interest of a
large firmto cut itspricein response to afall in de-
mand, even though the industry demand curveis
highly inelastic and other firmswill quickly match its
cut. Thiswill be the case when the drop in demand
idles capacity with arelatively 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 thiscaseit isto 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 costsisthe 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 anindustry 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
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c¢. rulesout any basisfor price cutting, since no
one can have any rational basisfor 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 theirsin re-
sponse

d. servesto blind contemporary economiststo the
existence of price competition outside of the con-
ditions of “pure and perfect competition”

e. al of the above

241. Animplication of Marshall’sdoctrineis
that the only possible gain for a producer in cutting his
price isthe 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-
sentialy the samein its effects as “monopoly,”
because it appearsto 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 operatesto
a. set many prices, such asthose 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 beif producersdid in fact haveto re-
gard their plant and equipment and intell ectual
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
beif producers had to regard their plant and equipment
and intellectual property as not deserving to command
an alowancein the price of the product short of the
point of their being scarce, servesin thelong run to
keep prices below what they would beif 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 pricesto the
lower level corresponding to cost of production
b. being ableto profit from intellectua property,
including trade secrets and all manner of techno-
logical and other knowledge not yet widely dis-
seminated, whose services are never physically
scarce, iswhat underlies the incentive and ability
to go onintroducing further productive innova-
tions, which steadily reduce pricesin real terms
c. both (a) and (b)




Dr. Reisman

Thefollowing 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:
setsMC equal to MR =P
setsAVC =P
minimizesATC
selsATC=P
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. Pislessthan MR at all or most output levels
b. Pisgreater than MR at al or most output levels
c. PisthesameasMR at al output levels

d. Piseither lessthan MR at particular output
levelsor the sameas MR

e. none of the above, since Pisnot related to MR

247. A monopoly findsthat, 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
¢. Increase price and decrease output

d. Decrease price and increase output

e. Decrease price and leave output unchanged

Cop T

Usethefollowing Tableto answer the next two questions:
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P Q Revenue Profit
$5 7
$4 12
$3 17
$2 22
$1 27
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248. Consider the demand curveimpliedin
the above Table. If the imperfectly competitivefirmis
ableto produce at any output level, then the price and
quantity which maximize total revenue are:

P=5; g=7
P=4; g=12
P=3; g=17
P=2; g=22
P=1; g=27

249. Suppose an imperfect competitor faces
the demand curve defined in the above Table, and its
MC isconstant at $2.00. If the firmis able to produce
at any output level, then it maximizes profits at:
P=5; g=7
b. P=4; g=12
c. P=3;0=17
d. P=2;g=22
e
$

Cop oW

)

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 #
e -$12

251. If afirm finds out that its marginal reve-
nueisgreater than its marginal cost, it should:
a. increase production and sales
b. decrease production and sales
c. encourage the entry of other firmsinto the mar-
ket
d. keepraisingitsselling pricetill marginal reve-
nue equals marginal cost
e. change nothing because profits are maximized

252. Faling marginal revenue facing an indi-
vidual firm isincompatible with:
growth of the firm
perfect competition
oligopoly
barriersto entry
none of the above

Cop 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 isthat it is synonymous with manual labor.

2. ThelRSregards 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 tail
on assembly lines or stand on their feet all day, while
the bosses take a mgjor dlice 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 itstrue
producers, i.e., the manua workers.

5. The belief that productive activity and
manual labor are synonymousis held by
a. labor unions
b. thelRS
c. socialists, especially Marxists
d. al of theabove

6. If productive activity isviewed aslimited
to manual 1abor, 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

¢. wholesaling

d. advertising

e. the banking and financia system including the
stock market and commodity markets

f. al of the above

7. The belief that productive activity and
manual labor are synonymous is reasonable in the con-
text of

a. adivision-of-labor society

b. anon-division-of-labor society
c. both (a) and (b)

d. neither (a) nor (b)

8. The doctrine that productive activity and
manual labor are synonymousis a heritage from the

conditions of the non—division-of-labor societies of old.

9. Inthe 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 isto en-

able him to be in a position to obtain the goods and ser-
vices of others and thus to secure the benefits of lifein
asuch asociety.

10. Manual labor and the physical making of
goods are not sufficient to enable an individua to ob-
tain the goods and services of others. Thereisthe fur-
ther requirement that the activity earn money, with
which to buy others' goods and services.

11. Inthe context of adivision-of-labor soci-
ety, manual labor that does not earn money does not
serve to sustain the individual who performsit and is
not productive.

12. Theactivities of a paid housekeeper and
an unpaid housewife who perform identical physical
labor are
a. perfectly equivaent
b. differ inthe essential respect that the activities
of the paid housekeeper make it possible for her to
obtain the goods and services of other people and
thusto sustain herself, while those of the unpaid
housewife do not

13. If GNP/GDP were atrue 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 alow for the labor of
housewives |eads to the understatement of GNP/GDP
by trillions of dollars every year.

Thefollowingisafive-part question.

14. Inthe context of adivision-of-labor soci-
ety, the starting point of virtually al physically produc-
tive activitiesis an outlay of money to purchase
materials, tools, equipment, and other means of pro-
duction.

15. Inthe 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. Inthe context of adivision-of-labor soci-
ety, activity that physically resultsin the production of
aproduct represents consumption if it isnot 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 processis 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 aprocess of productive activity must be
obtained through voluntary trade, not physical force.

20. A successful bank robbery bringsin
money and is therefore a productive activity.

21. Productive expenditureis

a. buying for the purpose of selling

b. self-sustaining and a source of funds

¢. ameans by which one grows richer

d. madeimplicitly 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 expenditureis

a. buying not for the purpose of selling, but for
any other purpose

b. ausing up of funds

¢. ameans by which one grows poorer

d. synonymous with unproductive expenditure
e. al 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 stationsin life. The one
will be richer; the other will be impoverished.

24. Inthe preceding example, the party who
will be impoverished is the one making productive ex-
penditures; the party enriched isthe 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
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c. like productive expenditures, self-sustaining
and a source of funds

d. the same asproducers’ goods

e. al of the above

26. In order to qualify as capital goods, it is
necessary that the goods purchased themselves be sub-
sequently sold.

27. Inorder to qualify as capital goods, it is
sufficient that the goods purchased contribute to the
production of goods or services that are subsequently
sold, asisthe 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 fundsif their pur-
chaseisto be repeated

c¢. like consumption expenditures, represent a
using up of funds

d. all of theabove

29. A roast beef purchased

a. by ahousewifeisaconsumers good
b. by arestaurant isacapital good

c. both (a) and (b)

30. The distinction between capital goods
and consumers’ goodsis
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. amatter of their physical characteristics
c. both (&) 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

€. 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 Engineersis

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. aconsumers good

b. acapital 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. usesup thefundsit expends, in that the funds
are not recovered in sales revenues

¢. must turn to the taxpayers or the printing press
in order to be able to continue spending

d. all of theabove

37. Theleading exception to the proposition
that government is a consumer isthe IRS, which
bringsin revenuesfar in excess of its expenditures.

38. The expenditures of agang of safecrack-
ersfor such things as nitroglycerin and a get-away car
are productive expendituresin that they serveto bring
in far more money than islaid out.

39. Producers’ labor is
a. labor employed for the purpose of its employer
making subsequent sales
b. the source of funds making possible arepeated
payment of its wages
¢. similar in nature to capital goods and produc-
tive expenditure
d. al of theabove

40. Producers’ labor is
a. essentially just the labor of salesmen, since
they aone make sales
b. thelabor 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 asource of funds making possibleits con-
tinued receipt of wages
¢. similar in nature to consumers’ goods and con-
sumption expenditure
d. all of theabove

42. Thedistinction between producers’ labor
and consumers' labor isfrom the perspective of

a. theemployer

b. thewage earner

43. Anindividual growsricher 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, Examplesof consumers' labor are

a. maids employed by housewives

b. butlers, cooks, and chauffers employed by
very wealthy individuals

¢. government employees—e.g., the clerksand
secretariesin all the bureaus, the teachersin the
public schools, policemen, firemen, the members
of the armed forces

d. all of theabove

45, Producers' loansare
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a. loanstaken out for the purpose of making sub-
sequent sales

b. are normally asource of funds for the payment
of interest and principal on theloans and of a
profit to the borrower besides

c. both (a) and (b)

46. Consumers loansare
a. loanstaken 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’sjob
c. both (a) and (b)

47. Loanstaken 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. Anessentia difference between govern-
ment borrowing and private consumer borrowing is
that in the case of private consumer borrowing, itis
the borrowers who must pay the principal and interest,
while in the case of government borrowing, itisadif-
ferent party who must repay, namely, the taxpayers—a
group which includes the lenders.

49. Capitd is
a. ingeneral, wealth reproductively employed
b. inthe context of adivision-of-labor society,
the wealth employed by business enterprises
c. both (&) and (b)

50. Consumers wealth iswealth that exists
but isin 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 expenditurein
the possession of capital goods, or consumption expen-
diture in the possession of consumers' goods—istheir
book value.

52. Book vaue can be said to reflect a put-
ting of money into goods.

53. Investment isthe putting of money into
goods for the purpose of making subsequent sales.

54. Just asthe concept of property possessing
market valueis wider than the concept of wealth, the
concept of capital value iswider 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 thelike.
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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 isinvested; some of it, such as expenditures for ad-
vertising and administrative overhead, istypically
expensed rather than being added to any asset account.

56. Expendituresfor 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
¢. sincethe purpose of the concept of net income
isto 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 aive
d. thereisno 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 thefirst place
e. al of the above

58. Consumption expendituresimposed by
the earning of an income, such as the employment of a
housekeeper or babysitter by aworking mother, hav-
ing to eat one'slunches 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 worksin acold area, should be counted as
productive expenditures and costs of earning one’sin-
come

a. inorder 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 conveniencein the context of

earning money

59. Consumption expenditures of akind that
save money, such as the purchase of a home in compar-
ison with renting, or the purchase of awashing ma-
chine in comparison with using alaundromat
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-
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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

Thefollowingisatwo-part question.

60. Government expendituresthat 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 expendituresthat 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 acharity’s fund
raising activities should
a. beregarded as producers’ labor since their
work servesto bring in money
b. not beregarded as producers’ Iabor 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 conceptua change in order
to deal with arelatively 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 isfar simpler for all practical
purposes to regard such productive expenditures of
wage earners as consumption expenditures.

64. Improvementsin anindividua’s personal
capacities, including his ability to earn anincome,
should not be regarded as capital or any kind of wealth
because, unlike capital and wealth, they cannot be sep-
arated from theindividual’ s person and sold off asa
source of funds that would enable him to live for a
time without working.

Thefollowingisatwo-part question.

65. Theartificial capital constituted by the
market value of slavesin 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 whereit 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 afactory in the pre-Civil-
War North counted as his capital the value of hisfac-
tory and its equimpent and inventories. He did not
count hisworkersin his calculation of his capital. The
owner of aplantation in the pre-Civil War South
counted in the calculation of his capital the market
value of hisslaves and, in effect, considered himself,
wealthy mainly because of the mere fact that he had
workers. The prevalence of thisdelusion islargely
what caused the South to be so much poorer in actual
physical assetsthan the North.

Thefollowingisafive-part question.

67. Adam Smith distinguished between pro-
ductive and unproductive labor on the basis of whether
the labor was employed
a. to produce atangible 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 atangible physi-
cal product is created is actually irrelevant

b. thevalid and valuable distinction iswhether or
not the employment of the [abor isfor the purpose
of making subsequent sales

c. both (a) and (b)

69. The latter distinction in the previous two
guestions 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’ swords, “The sovereign, for ex-
ample, with al 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 arestuarant or theater can
grow rich by the employment of workers whose ser-
vices vanish in theinstant 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-
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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 serveto bring in salesreve-
nues to the government.

72. The doctrine of imputed income

a. claimsthat 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 extraincome 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
himsel f

c. regardsthe homeowner’s consumption expen-
dituresincurred in connection with owning and
maintai ning his home as business productive ex-
penditures to be deducted from thefictional gross
rent that he allegedly receives from himself

d. treatsthe difference between thefictional
rental revenue and the fictional business produc-
tive expenditures and costs as the homeowner’s
net rental income and addsit to GNP/GDP

e. al 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, aswell as housing, with a corresponding
further enlargement of GNP/GDP
b. being married and not having to pay for the ser-
vicesthat are provided by one’ s spouse without
charge
¢. not having all manner of possibleillnesses or
disahilities
d. all of theabove
74. The concept of imputed income can turn
beggarsinto 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’ sincomes 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 worksin
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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. canlead 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 |ost money

c. both (a) and (b)

Thefollowingisathree-part question.

78. An example of the opportunity-cost doc-
trineisthat asmall business and its accountant report a
profit of $75,000 in a given year. Neverthel ess, 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 aloss of $25,000.

79. Inthe preceeding example, despite the
opportunity-cost doctrine's claim of aloss 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 whileits 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
itsimplication of a $65,000 declinein the firm’'s net
worth with the fact that the firm’s net worth hasin-

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 costsin the
amount of $100,000 but also non-existent incomein
the amount of $100,000. He allegedly earns the wages
and interest he didn’t earn, aswell asincurring 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 afictional 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 arein great de-
mand, one's profit income must be less, because one’'s
opportunity costs of choosing any given aternative
will be correspondingly greater.

82. It follows from the opportunity-cost doc-
trine that someone who makes a small accounting
profit and who haslittle or no alternative opportunities
for the employment of hislabor or profitable use of his
meager capital earns ahigher 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-
trinethat if one investsamillion dollarsin stock A,
which doublesin value, but might have invested that
millionin stock B, which triplesin value, one haslost
amillion dollars and perhaps should contemplate
jumping from atall building. It also follows, that if
one loses amillion dollars but might have lost two mil-
lion dollars, one has gained amillion dollars, and per-
haps should at least throw a party.

PART B: THE PRODUCTIVE ROLE OF
BUSINESSMEN AND CAPITALISTS

84. The productiverole of businessmen and
capitalistsisto raise the productivity of manual labor,
and thusitsreal 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 theabove

85. Businessmen and capitalists create divi-
sion of labor by means of
a. founding and organizing business enterprises
b. providing capital

¢. making productive expenditures
d. all of the above

86. Businessfirmsare the central units of the
division of labor, in that the division of labor exists
both between the various individual business enter-
prises, al 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. Theprovision of capital is essentia to the
existence of the division of labor inits vertical aspect,
in that it makes possible the existence of anecessary
division of paymentsin 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 contributesto
the division of labor in its horizontal aspect—that s,
the extent to which it can be carried at any given stage
of production. Thisis because greater division of labor
at any given stage of production reguires 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 iswhat makes possible the
existence of aclass of wage earners separate and dis-
tinct from the sellers of products, and thus of the exis-
tence of the division of labor insofar asit 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, viathe 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 individual s working within an establish-

ment

c. both (a) and (b)

91. Businessmen and capitalistsimprove 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

resultsin agrowing 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 servesto increase the supply of

capital goods

d. progressively increasing the supply of capital

goods, which isessential to arising productivity

of labor and rising real wages

e. al of the above

92. The essentia productive role of the stock
and bond markets, the banking system, and financial
markets and financial institutionsin general isto

a. promote the investment of savings
b. the efficiency of theinvestment of savings
c. theoverall degree of saving
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d. dl of the above

93. In the absence of financia markets and fi-
nancial institutions,

a. theonly 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 atrusted friend or relative
b. asubstantia portion of savingswould 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 theabove

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-
cia ingtitutionsis
a. toraisethe demand for and productivity of
labor and the general standard of living
b. similar to the productive role of businessmen
and capitalists themselvesinsofar asthey provide
capital and are responsible for agrowing supply
of capital goods
c. both (a) and (b)

95. Sincethe stock market deals overwhelm-
ingly in aready outstanding shares, rather than in new
issues of stock, it does not play asignificant rolein
channeling fundsto 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
stocksin thefirst 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 determinesthe
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 makesit possible for
firmsthat demonstrate their successto obtain capital at
amuch faster rate than they could if they had to rely
exclusively on the reinvestment of their profits. Thisis
because afirm’s demonstration of the ability to earn a
high rate of profit onits existing capital operatesto
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. alow price of thefirm’s stock relative to the
value of thefirm’'s assets
b. aninvitation to an outside takeover of thefirm,
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. baoth (a) and (b)

102. Government restrictions on hostile take-
oversimprove the stockmarket’ s ability to penalize
bad managements.

103. The productive contribution of retailing
and wholesaling rests on the fact that in adivision-of-
labor society,
a. the producer and consumer are different per-
sons
b. the supply of every product originatesin a
great concentration, in the hands of arelatively
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 producersto their consumers
d. all of theabove

104. Thefailureto 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
asthough al that were required to consume was physi-
cally to produce.

105. Inaview of the economic world domi-
nated by the image of conditionsin 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 al that the
consumers justly ought to be made to pay
b. an enormousincrease in the benefit derived
from physical production in bringing goods from
their producers, where the far greater part of the
supply would be uselessif it had to remain with
the producers, to their consumers, who value the
supplies far more highly
¢. 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 increasein the va-
riety and quality of goods available.
d. all of theabove
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e. (b) and (c) but not (a)

107. Retailing and wholesaling make possib-
ile the saving of expenseto
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 wholesal ers makes pos-

sible
a. aradical 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-
ersand consumers
c. baoth (a) and (b)

109. Itisinherently unjust for the retail price
of agood, such as potatoes or eggs, to rise at the same
time that the price paid to the farmers or manufactur-
erswho physically make the good falls.

Thefollowingisathree-part question.

110. Inthe case of inexpensive bulky goods,
like potatoes, or goods which require specia 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 alargerole.

111. Insuch 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 |eft the producer, the price to the producer
represents no greater proportion of thetotal cost than,
say, the price of steel representsin the cost of an auto-
mobile.

112. Insuch cases, afall in the price of the
good to the producer may very well be accompanied
by arisein other components of itstotal cost that are
more than offsetting and thus raise itstotal cost and ne-
cessitate arisein theretail 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 isto
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. Thereisan important gain from adver-
tising even in conditionsin which itsuse leadsto arise
in the price of the type of product being advertised, in
that it leads consumersto try different things and often
to find that they are better satisfied as aresult.

117. Thereisan inherent limit to any risein
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. Thereissuch athing asdiminishing re-
turnsto advertising. Once a certain degree of aware-
ness of aproduct is established, additional advertising
servesto 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 lessthan he
does and who can advertise their lower prices based on
lower advertising costs.

119. Normally advertising servesto reduce
prices, by encouraging new competition and the intro-
duction of new and improved products.

120. Inthe absence of extensive advertising
of new products, peopl€e'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-
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trantsinto 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 amass 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. 1t 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-
parableto aseller’ s posting a bond with the public, in-
sofar asit isusually necessary, if the advertisingisto
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 thiswill be the case with his
product.

124. Therulefor successin advertising isto
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 isthat when
tried will be liked and recommended.

125. People consume what advertiserstell
them to. Thisis 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 automobileisthe re-
sult of the fact that the advertisers chose to advertisein
favor of them rather than against them.

PART C: BUSINESSMEN AND CAPITALISTS: CLASSICAL ECONOMICS VERSUS THE MARXIAN
EXPLOITATION THEORY

126. Theleading source of the denial of the
productive role of businessmen and capitalists and of
the hostility to profits and interest isthe Marxian ex-
ploitation theory.

127. The essentia claim of the Marxian ex-
ploitation theory isthat al 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
thisis expropriated by the capitalist exploitersin 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 “theiron law of
wages,” which are almost universally assumed to lead
inexorably to the Marxian exploitation theory.

129. Thelabor theory of value claimsthat
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 isfive 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. Theiron 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. Intheview of the author, what Marx
meant by the labor theory of value and theiron 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. Inthe view of the author, the main con-
tribution of classical economicsto the Marxian exploi-
tation theory was

a. thelabor theory of value
b. theironlaw of wages
c. itserrorsand confusions pertaining to the con-
ceptua framework of the exploitation theory,
which assumes that all income due to the perfor-
mance of labor iswages and that profitsare ade-
duction from what is originally, naturally, and
rightfully wages
134. Intheview 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. Inthe 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 makesit possible to under-
stand such propositions as why profits, not wages,
arethe original and primary form of income and
that precisely because of the work of businessmen
and capitalists, wages can rise out of al 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 timethereisa
determinate total expenditure of fundsfor the payment
of wagesin the economic system, and that the wages
of the employees of businessfirms are paid by busi-
nessmen and capitalists, out of capital, whichisthe re-
sult of saving; not by consumers in the purchase of
consumers’ goods.

Thefollowingisanine-part question.

137. Inthe 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-
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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. Inthe 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 promul gation of
the doctrines of “pure and perfect competition,” “oli-
gopoly,” “monopolistic competition,” and “adminis-
tered prices,” with their implicit call for apolicy of
radical antitrust or outright nationalizations to “ curb
the abuses of big business.”

139. Inthe 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
¢. maintained that the only productive partiesin
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. al 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 |abour”
and believed that if an incomeis due to the perfor-
mance of labor, it must be wages
¢. denied that profits could be an income attribut-
ableto 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 thein-
genuity of the businessman’s labor
e. declared that “ As soon asland 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. declaredthat “. . . profit makes a second deduc-
tion from the produce of the labour which is em-
ployed upon land” and that “ The produce of
almost al other labour isliable to the like deduc-
tion of profit.”
g. dl of theabove
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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,
claimsthat 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’ sright 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 therisein living standards that it brings de-
pends on the accumulation of capital.

149. Smith implied that the division of labor,
and the consequent risein 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 aswell in
their absence.

150. Adam Smithisusually regarded asthe
leading advocate of capitalism in the history of eco-
nomic thought.

151. Smith’sview of an alleged “early and
rude state of society,” in which al incomeiswages
and no income is profit, and the alleged effects of the
coming of capitalism and capitalistsis repeated by
Marx in his C-M—-C and M—C—M' sequences that he
says respectively desribe “simple circulation” and
“capitalistic circulation.”

Thefollowingisan eight-part question.

152. Inthe view of the author,
a. “Profit” isthe excess of receipts from the sale
of products over the money costs of producing
them.
b. A “capitalist” isonewho buysin order subse-
quently to sell for aprofit, i.e., acapitaist isone
who makes productive expenditures.

Short-Answer Questions, Chapter 11 119

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 theabove

153. Onthe basis of above definitions, it fol-
lowsthat if there are merely workers producing and
selling their products, the money which they receivein
the sale of their productsis not wages.

154. In buying commodities, one does not
pay wages, and in selling commodities, one does not
receive wages. What one pays and receivesin the pur-
chase and sale of commaoditiesis 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 commoditiesis not demand for lab-
our.”

156. Inthe precapitalist economy imagined
by Smith and Marx, all income recipientsin 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. Inthe 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 salein such an econ-
omy iswages. For not only do the workers of apre-
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. Theworkers 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.

Thefollowingisasix-part question.

Aswe have seen, Adam Smith and Karl Marx postu-
lated asimple state of affairsin 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 devel opment 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: Receiptsfrom the sale of products are
1000, all of which is consumed and which constitutes
afresh 1000 of receipts from the sale of productsin
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-
plecirculation”
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. Whileimportant passagesin 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-
posesit.

168. Ricardo’sdoctrinethat profitsfal as
wages rise and rise aswages fall supports the primacy-
of-profit doctrine and the harmony of interests of wage
earners and capitalists, rather than class warfare, when
itisrealized that it is capitalists, not consumers, who
pay the wages expended in the production of products
for sale. For then, it followsthat if, asin 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. Thefact that profits are an income due
to the performance of labor can be observed al around
usin the present day world, but is systematically oblit-
erated by contemporary economic theory.

170.
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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. Despitethefact that that these profit incomes
are obvioudly attributable to the performance of
labor by these small businessmen, the doctrine of
“opportunity cost” servesto obliterate thisfact by
renaming the profit aswages, interest, and |osses,
and leaving as profit only the extent to which the
profit exceeds al the opportunity costs.

c. both (a) and (b)

Thefollowingisan eleven-part question.

171. Inthe complex conditions of modern so-
ciety and of “capitalistic circulation,” profit continues
to be alabor 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. Thevariation of profitswith the size of
the capital invested is perfectly consistent with their
being attributabl e to the labor of businessmen and capi-
talists because

a. such labor tends to be predominantly of anin-
tellectual nature—awork of thinking, planning,
and decision making
b. capital isthe means by which businessmen and
capitalistsimplement their plans—it istheir
means of buying the labor of helpers and of equip-
ping those helpers and providing them with the
materials of work
. the possession of capital servesto 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 theabove
173. Equal labor does not necessarily pro-
duce equal products. It produces unegqual products
when unequal means are employed. It is awayslabor
which produces, however, becauseit islabor which
suppliesthe 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 lIabor isthe “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 employsit produces.

176. Guiding and directing intelligencein
production is supplied by businessmen and capitalists
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on ahigher 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. Inthe view of the author, the fact that
profits are an income attributable to the [abor 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 aradical reinterpretation of the doctrine
of labor’ sright to the whole produce.

178. Inthe view of the author, properly un-
derstood, labor’ sright to the whole produce is satisfied
when first the full product and then the full value of
that product comesinto the possession of businessmen
and capitalists, for they, not the wage earners, are the
fundamental producers of products.

179. Inthe 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 capitalistsin the production of their—the
businessmen’ s and capitalists —products.

180. Inthe view of the author, the realization
of labor’ sright to the whole produce is exactly what
occursin the everyday operations of a capitalist econ-
omy, inasmuch asit is businessmen and capitalists
who are the ownersfirst of the products and then of
the sales proceeds received in exchange for the prod-
ucts.

181. By the standard of attributing resultsto
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 questionsis 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 Statesto 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 hisvictory
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.
Theintelligence, 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
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Rockefeller, and today those of Microsoft are to be at-
tributed to Gates.

Thefollowingisafive-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

¢. would mean that individuals like Ford and
Rockefeller were exploited by such people aswid-
ows and orphans, who largely make up the cate-
gory of passive capitalists

d. all of theabove

185. Infact there is no genuine exploitation
in the case described in the preceding question, be-
cause the payment of such incomesis 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 suchin-
comes need not be at al passive; they may very well
earn their incomes by the performance of a consider-
able amount of intellectual 1abor. Anyone who has at-
tempted to manage a portfolio of stocks and bonds or
investmentsin real estate should know that thereis no
limit to the amount of time and effort that such man-
agement can absorb, in the form of searching out and
evauating investment possibilities, and that the job
will be better done the more such time and effort one
cangiveit.

187. Inthe absence of government interven-
tionin 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. Thisis 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
principa and, in many cases, would have to bear the
expense of the deduction of management fees by trust-
ees or other parties.

188. In alaissez faire economy, without per-
sonal or corporate income taxes (areal exploitation of
labor) and without legal restrictions on such business
activities asinsider trading and the award of stock op-
tions, the businessmen and active capitalistsarein 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 thisway, under capitalism, those work-
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ers—the businessmen and active capitalists—who do
have avalid claim to the ownership of the industriesin
fact come to own them.

189. Bohm-Bawerk, who isregarded asthe
leading critic of the exploitation theory, bases his cri-
tiqueon

a. the primacy-of-profit doctrine

b. the primacy-of-wages doctrine

190. According to Béhm-Bawerk, profits/in-
terest are ajustified deduction from what is originally
all wages.

191. Thelabor theory of value as held by the

classical economists
a. admitted the existence of numerous casesin
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 el apse 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 unegual such periods of time would
have permanently unequal prices
c. especialy Ricardo, implicitly recognized the
role of the rate of profit
d. recognized therole of differencesin wage
rates between skilled and unskilled labor and be-
tween different countries
e. al of the above

192. Thelabor 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. Thelabor 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. thefact that the activities of businessmen and
capitalists progressively reduce the quantities of
labor required to produce goods, and thus reduce
their prices
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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’ claimsthat the
natural, equilibrium level of wagesis minimum subsis-
tence.

195. According to the classical economists,
such wages
a. weretheresult 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 popul ation grew
b. existed as atendency, 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 theiron law
of wages propounded by Marx, wages
a. werearbitrarily set a 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 subsi stence on
the basis of economic progress, but would be im-
mediately reduced by the capitalistsin response to
any cheapening in the price of the wage earner’s
necessities
¢. would be reduced even below the level of mini-
mum subsistence as the result of capital accumula-
tionintheform of arisein fixed capital relativeto
“variable” capital (the doctrine of progressiveim-
poverishment of the masses)
d. al of theabove

197. The“iron law of wages’ could seem rea
sonablein 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
agrowing proportion of the total, combined income of
anation’sinhabitants.
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Short-Answer Questions, Chapter 12

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. isowed

c. was spent in the year before
d. all of theabove

2. The quantity theory of money holdsthat M
x V = D, where M is the quantity of money in exis-
tence, V isthe average number of times a unit of
money is spent, and D is the amount of money spent.

3. Inthe quantity theory-of-money equation,
D isusualy to be understood as the aggregate demand
(amount of spending) specifically for consumers
goods, i.e., as De.

4. Inthe quantity-theory-of-money equation,
Visusualy 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. GDPisessentially the sum of consumption
spending (private and government) plus grossin-
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.”

¢. Aggregate spending of all kinds, including for
stocks, bonds, and real estate isrelated to the
money supply viathe concept of “transactions ve-
locity.”

d. all of theabove

9. Anincrease in the quantity of money oper-
atesto raise the volume of spending in the economic
system to a higher annual level simply by being spent
and respent so long asit isin existence.

10. Where P isthe general consumer price
level, D¢ isthe aggregate demand (spending) for
consumers’ goods, and & is the aggregate supply of
consumers goods produced and sold, the general con-
sumer pricelevel equals Do/S.

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 ayear while aggregate production
and supply increase by 2%.

12. If the situation described in the preceding
guestion 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%7?

14. Increasesin prices occur insofar asthein-
crease in the quantity of money and volume of spend-
ing outstrips the increase in production and supply.

15.
a. A commodity money is onein which the mone-
tary unit is a quantity of a physical commodity
b. Historicaly, gold and silver are the leading ex-
amples of commaodity monies
¢. All money begins as acommodity money
d. Paper money originates as a secure, transfer-
able claim to commodity money payable on de-
mand by the issuer
e. al of the above

16. Paper money which is not redeemablein
commodity money is known as “fiat money.”

17. The concept of paper money excludes
checkbook money.

18.
a. A mgor difference between commaodity
money and fiat money concernstheir potential
rates of increase.
b. Specifically, the rate of increase of agold or
silver commodity money isamost certain to be
relatively small because of the comparative rarity
of these elementsin nature and because increases
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in their production and supply depend on costly
mining operations

¢. Onthe other hand, the rate of increasein afiat
money is potentially limitless, since thereisno
significant rarity of the necessary elementsin na-
ture and the process of increase isvirtually costless
d. al of theabove

e. none of the above

19. Assumethat over ageneration the quan-
tity of money and volume of spending increase ten-
fold, while production and supply double. How great
isthe percentage rise in the general consumer price
level?

20.
a. Theformulafor the general consumer price
level shows demand as a numerator and supply as
a denominator
b. Inthelight of thisformula, 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. Itisno morelikely for pricesto rise
under asystem of fiat paper money than under asys-
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, asin 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 isthe
existence of adouble coincidence of wants, i.e., astate
of affairsin 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. Inthe absence of a double coincidence of
wants, some of our more intelligent ancestors began to
resort to indirect exchanges.

25.
a. Anindirect exchange is one in which an indi-
vidual exchanges his good or service for agood
which he himself does not desire to consume or to
use in production but rather as a means of making
afurther exchange
b. Anindirect exchangeisresorted toin casesin
which a double coincidence of wantsis 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
¢. Goods that are sought for the purpose of being
reexchanged are called media of exchange

d. dl of the above
e. none of the above

26.
a. Beforeagood can be used as a medium of ex-
change, it must have a recognized value as an ordi-
nary commodity
b. Goodsthat are more widely and more fre-
quently desired as ordinary commodities have a
greater likelihood of becoming media of exchange
than goods that are lesswidely and less frequently
desired as ordinary commodities
¢. Inthe course of history, numerous goods have
served as media of exchange
d. all of theabove

27.
a. A generaly accepted medium of exchange con-
stitutes money
b. The process of amedium of exchange develop-
ing into money is cumulative and self-reinforcing
¢. The use of agood as a medium of exchange
represents an additional source of demand for it
and operates to raiseits value, thereby reducing
the extent to which it isused for its ordinary, com-
modity purposes
d. all of theabove

28. In some parts of Europe in the mid 1940s
cigarettes developed into akind of quasi-money. In the
process non-smokers became eager to accept ciga-
rettesin exchange for their goods and smokers reduced
their smoking because of the resulting higher value of
cigarettes.

29. Historicaly, gold and silver in particular
came to be money as civilization developed. Thiswas
because

a. Inanenvironment of fixed settlements, the pre-
cious metals are the most suitable physical com-
maodities for most people to save

b. Thegrowing use of gold and silver asastore
of value set the stage for their use as media of ex-
change

¢. Thegrowing 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. Themaking of contracts payablein 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. al of the above

30. Paper currency and checkbook money
a. cameinto existence as secure claims, payable
on demand, in gold or silver coin and could not
have come into existence without being aclaim to
apreexisting, 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 rolein fostering the use of paper money in
the United Statesin place of gold coin

c. By theoutbreak of World War |, 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 theabove

31. Thegreat bulk of the American people's
gold cameinto the governments hands
a. inWorld War |, astheresult of awartime
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 apyramiding of the gold reserves.

33. After 1933 people continued to accept
paper dollars, even though they were no longer re-
deemablein 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
everyoneto 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 yearsthisre-
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. Excessgold 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 1,
the Fed possessed large and growing excess gold re-
serves

a. astheresult of therisein the officia price of
gold from $20.67 per ounce to $35 per ounce

b. astheresult of the influx of large amounts of
gold from the rest of the world, especially West-
ern Europe

c. both (&) and (b)

37. The excess gold reserves of the Fed were
gradually eliminated in the twenty years following
World War 1l in the attempt to hold the world price of
gold at $35 per ounce.

38. 1n 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 ailmost everything other than gold
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served to make gold cheaper and cheaper relativeto a-
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. iscreated under conditions of substantial infla-
tion, in which thereis agrowing use of gold asan
inflation hedge
b. Would be grestly 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 medid’
a. aretransferable claimsto 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
firmsthat 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 rolein the great depression of the 1930s
f. all of the above

42. Standard money
a. unlike, fiduciary media, is not aclaim to any-
thing further but has ultimate, final debt-paying
power
b. under agold standard isgold coin or bullion
c. at the present time consists of irredeemable
paper dollars
d. all of theabove

43. The“monetary base”
a. isthesum of currency in circulation outside
the banks plus the checking deposits of the Fed-
eral Reserve system
b. representsthe supply of standard money
c. both (a) and (b)

44, Fiduciary media comeinto existence
a. when abank lends out currency that has been
deposited with it in a checking account
b. when abank creates and lends out a new and
additional checking deposit on the basis of the cur-
rency or other reservesthat 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 abank can be

viewed
a. asfully covered up to the limit of the bank’s
standard money reserves and then astotally uncov-
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ered to the extent that the deposits exceed the
bank’ s standard money reserves

b. asuniformly partially covered by afractional
reserve to the extent that the bank has standard
money reserves

c. both (&) and (b)

46. The opposite system of fiduciary media
isthe 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, tendsto be self-reinforcing
and cumulative, ultimately capable of wiping out
al fiduciary media
b. was unleashed during the 1929 depression
c. tobeavoided, requiresthe 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 theabove

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 abanking system that was free of gov-
ernment interference, the creation of fiduciary media
would be greatly limited by
a. theloss of reserves by banks creating fiduciary
mediato banks that were not creating fiduciary
media or not creating them as rapidly
b. theloss of reserves by the whole banking sys-
tem asthe result of the public’ s need to increase
its holding of currency as the overall supply of
money increased
c. both (&) 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 asa
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 alower level of reserves than would
otherwise have been necessary

d. permitting temporary suspensions of payments
by the banksto their depositors, thereby enabling
the banksto hold alower level of reservesthan
would have been necessary to avoid suspensions
of payments

e. al 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 arefusal by the government to accept
fiduciary mediain the payment of taxes.

56. The Federal Reserve’s* open-market op-
eration”

a. isitsbuying and selling of securities, typicaly
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. isthe principa 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. isthe mechanism by means of which govern-
ment budget deficits are financed by the creation
of new and additional standard money.
e. al of the above

57. The demand for money for holding re-
flects the need and desire of people to hold money.

58. A risein the demand for money for hold-
ing isthe cause of arisein the velocity of circulation
of money and itsfall is the cause of afal in the veloc-
ity of circulation of money.

59. The demand for money for holding de-
clinesand as
a. the security of property improves
b. financia markets and financial ingtitutions de-
velop
C. improvementsin transportation and the devel-
opment of clearing houses occur
d. all of theabove

60. Asthe 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

¢. both (a) and (b)

61. The fact that the demand for money for
holding declines and thus vel ocity rises asthe result of
economic improvements such as greater security of
property and the development of financial markets and
financial institutions means that these devel opments
have an inflationary effect in that in raising vel ocity
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 devel opment of
financial markets and financial institutions, the result-
ing risein velocity islargely 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 sametime, these im-
provements serve to increase the production and sup-
ply of consumers’ goods.

63. Inthe context of an economic system
with developed financial institutions and financial mar-
kets,

a. fundsthat 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. theeffect of saving isto 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 theabove

64. Inthe conditionsin which the velocity of
circulation of agold money rises, thereisunlikely to
be any fall in the purchasing power of gold as aresult.

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 declinesisthat

a. themore rapidly do pricesrise and the moreit
appears advantageous to reduce cash holdingsin
order to buy sooner rather than later

b. theeasier it becomesto 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
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actual cash, and thus takes the place of the hold-
ing of cash

c. thehigher, after atime, 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. totheextent that theincreaseisin 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. al of the above

67. Increasesin 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 serveto 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

¢. both () and (b)

68. Once theincrease in the quantity of
money created by credit expansion becomes absorbed
into the spending stream, the only way to prevent inter-
est ratesfrom rising is by accelerating theincrease 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. Thusto avoid rapid destruction of the mon-
etary system, thereisno practical aternative but to
allow the rate of interest to follow the rate of profit on
up as the quantity of money increases.

69. Interest isthe price of money. Thus, the
larger the money supply, the lower must be the rate of
interest.

70. Interestis
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 changesin the velocity of circulation
of money in the period 19291945 are inconsistent
with a positive relationship between velocity and
changesin the quantity of money.

72. The changesin 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. Thechangesin 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 changesin 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 al of a
country’ s exports and the sum of al of itsimports
b. typicaly described asfavorable to the extent
that its exports exceed itsimports and unfavorable
to the extent that itsimports exceed its exports
c. both (a) and (b)

76. The “balance of payments” is

a. abroader 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 asfavorable 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 paymentsimply 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-
triesand 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. thePhysiocrats

79. Solong asthe only significant interna-
tional economic dealings werein 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. anexcess 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 importswas the
means for achieving an increase in the quantity of
money in such countries
e. anexcess of exports over imports cameto be
considered favorable for al the reasons that peo-
ple believe an increase in the quantity of money is
favorable
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f. al of the above

81. Inthe eyes of the supporters of the bal-
ance of trade/payments doctrines, theindividual items
in the balances are all essentially separate and indepen-
dent of one another, with the result that the overall bal-
anceisregarded as essentialy 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. Inthe eyes of the supporters of the bal-
ance of trade/payments doctrines, each export or re-
ceipt from abroad constitutes an equival ent addition to
the money supply of acountry, while each import or
other outlay to abroad constitutes an equivalent sub-
traction from the money supply of acountry.

83. Inthe eyes of the supporters of the bal-
ance of trade/payments doctrines, in the absence of
government intervention to prevent it, imports and
other outlaysto 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 agold standard may have
some plausibility, but under the conditions of afiat
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 10ss of
dollarsto abroad each year, but such loss,
a. far from being a proper source of worry, sim-
ply represents a modest |essening of the degree of
domestic inflation of the money supply
b. isanalogousto the loss of gold experienced
every year by agold-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. Thefar greater part of what isrecorded
as an unfavorable balance of payments represents
a. an actua outflow of money
b. anincreasein 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 asit represents short-term foreign
lending to a country’ s citizens or its government, the
actual significance of an “unfavorable balance of pay-
ments” isfavorable, because it represents capital in-
vestment in the country and/or amitigation of the
consequences of its government’ s borrowing.
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88. Thevariousitemsin 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 yearsis precisely the result of the excess of re-
ceipts by the United States over outlaysin the vital
areaof lending and investing. This excessiswhat pro-
vides the money to pay for the excess of imports over
exports.

89. Itisinthe 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 investsin another is by sending in the equipment
and materialsto build up the recipient country’ s means
of production, and by sending in consumers goodsto
supply the workersinvolved. For example, Western in-
vestment in building up Saudi Arabia soil 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. Therisein the foreign exchange value of
acountry’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. Theresults of the reduction or elimina-
tion of foreign investment and the excess of imports
over exportsthat isthe accompaniment of net foreign
investment would include arisein pricesresulting
from the loss of the supply of goods representing the
excess of imports over exports, and areductionin em-
ployment and/or wage rates resulting from thefall in
the demand for labor that rested on foreign investment.

94. What is called afavorable balance of
trade can in fact be fully as much unfavorable as an al-
legedly unfavorable one isfavorable, as, for example,
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if it results from such athing as the granting of foreign
aid the proceeds of which are used to finance exports.
Such acase is comparabl e to the doorman of arestau-
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. theworld s money supply, other things being
equal, would tend to be distributed among the vari-
ousindividual countriesin proportion to the rela-
tive size of their respective economies, which
impliesthat there would berelatively increasing
money suppliesin countries with above average
rates of economic progress and relatively decreas-
ing money suppliesin 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. giventherelative 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 al 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 acountry’s economy in comparison to
what it would otherwise have been and thusto re-
duce its share of the world’s money supply in
comparison with what it would otherwise have
been

e. totheextent 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. al of the above

96. Under asystem of variousfiat moneysin
the economies of the different countries,

a. theworld s money supply is distributed among
the different countriesin essentialy the same way
asitisunder an international gold standard
b. thedistribution 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 exchangerates, so that, for example, if
the United States has amoney supply of $2 tril-
lion while Japan has amoney supply of ¥140 tril-
lion, and the exchange rate is 140 yen to the
dollar, the US money supply istwice that of Japan
c. if the economy of one country grows relatively
to that of another, either the number of unitsin its
money supply will tend to grow in the same pro-
portion relative to the number of unitsin the
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money supply of the other country, or its ex-
change rate will risein proportion to the relative
increase in the size of its economy, or some com-
bination of these two will occur

d. all of theabove

97. Under an international gold standard, the

creation of fiduciary mediain any one country oper-

ates to cause adrain of gold from that country, because
a. itscreation of fiduciary mediaistantamount 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, thein-
creasein itssupply of fiduciary mediais equiva-
lent to a 1 percent increase in the world' s supply
of money, while its economy isten percent of the
world's economy, the country can retain only one
tenth of the amount by which it hasincreased 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 theabove

98. Under asystem of variousfiat moneysin
the economies of the different countries, the creation
of additional money, whether fiduciary mediaor stan-
dard money, in any one country will causeit either to
lose foreign currency reserves or, lacking sufficient
such reserves, suffer adevaluation of its currency rela
tiveto foreign currencies.

99. What explains an “unfavorable” balance
of paymentsin the sense of an actual outflow of
money from a country isthat 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 existsin their country, most probably asthe re-
sult of credit expansion or other domestic inflation of
the money supply. And as aresult, they seek to spend
it abroad and not replace it.

100. In the circumstances described in the
preceding question, it isfutile 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 asthe
money is present in the country and the citizens do not
wish to hold it, it will serveto raise domestic pricesrel-
ativeto foreign prices. Thisin 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
exportsisforced 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 ademand for its existing quantity of
money, no amount of outlaysto abroad will for very
long deprive them of any part of that quantity of
money. Asillustration, imagine, for example, that a
new foreign aid bill is passed and that, as part of it, an
army of tax collectorsis dispatched into the streetsto
seize money from every passerby and from every shop-
keeper and businessman. The money, we can imagine,
isthen loaded into armored cars, rushed to nearby air-
ports, and then flown to various foreign capitals
a. Thisforeign 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 are-
duction in their cash holdings. They will be
compelled to replace those cash holdings
b. Toreplacetheir cash holdings, they will have
to sell more and buy less, and borrow more and
lend less. The effect of thiswill very soon be a
combination of lower domestic prices and higher
domestic interest rates
c. Theeffect of thisin 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 theabove

102. Inthelight 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” seemssimplistic.

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 isthat the change in the stock of money in people’s
pockets, like the change in the stock of food in their re-
frigerators, isfully within their control and that their
decisions about changes in the stock determine the re-
Iationship 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 arefrigerator into which
from time to time he puts food and from which from
time to time he takes food.

a. The changein the stock of food in the refrigera-
tor is caused by the difference between the extent
towhich 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,
hewill 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 putsinto the refrigerator compared with the
food that he takes out of the refrigerator. For ex-
ample, if he plansto 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 plansto go on vacation, he will tend to
use up what he hasin the refrigerator and not re-
placeit. Changesin the stock of food in the refrig-
erator are entirely within the man’s power and not
acause for concern.

105. Inafree 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 isto increase the quantity of money in a
country that experiencesit, while the effect of a
negative balance of paymentsisto decrease the
quantity of money in a country that experiences it
b. the effect of an increase in the quantity of
money in acountry is raise the prices of goods
produced in that country, while the effect of ade-
crease in the quantity of money in acountry isre-
duce the prices of goods produced in that country
c. theeffect of higher prices of goods produced
in acountry isto discourage exports from it and
encourage importsinto it, which, in turn, servesto
reduce its balance of payments, while the effect of
lower prices of goods produced in acountry isto
encourage exports from it and discourage imports
into it, which, in turn, servesto increase its bal-
ance of payments; thus positive balances diminish
and negative balances increase
d. all of the above taken together

106. In afree market, the balance of pay-
ments of a country tends toward zero
a. intheabsence of further changesin the
world’' s quantity of money
b. inthe absence of further changesin therela-
tive size of the economies of the different coun-
tries
¢. inthe absence of further changesin the spe-
cific needsfor cash holdings in the various coun-
tries, such asthe degree of security of property
and the development of financial institutions and
financial marketsin 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 aunilatera tariff reduction by a country
and any resulting surge in itsimports would soon
be followed by adiminution of the increase in its
imports and an increasein its exports, until its bal-
ance of payments was in balance—provided that
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wage rates and thus costs and pricesin that coun-
try were freeto fal

b. that in acountry in which wage rates and thus
costs and prices were freeto 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 consegquence of a higher
standard of living at home and abroad

c¢. that an essential requirement of being ableto
adapt to international freetrade and its possible
consequence of atemporary outflow of money is
the absence of legislation aimed at artificially rais-
ing wage rates or forcibly maintaining any given
level of wagerates

d. all of theabove

108. Inthelight of the proposition that the
balance of payments tends toward zero, it follows that
if acountry 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. changestaking place on the side of goods,
such as changesin the supply of various goods
and changesin 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
thereisinflation or deflation
c. both (a) and (b)

110. The variability of the value of money
coming from the side of money applies even to apure
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 asthe 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 lessthan they
would have in the absence of such change on the side
of money.

111. Inorder for amoney to serveasanin-
variable standard of value, it would have to be such
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that changesin prices would reflect exclusively
changes operating on the side of goods, not money.

112. Thekind of money that would render all
changesin 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 oneinwhich the total annual expen-
diture to buy newly produced goods—and equiva-
lently, total business salesrevenuesin selling
same—was afixed, 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
revenuesin selling same, would be the result of a
fixed quantity of money times afixed velocity of
circulation of money in relation to newly pro-
duced goods
¢. 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, al changes
in the relative prices of individual consumers
goods, such as the price of applesrelative to the
price of oranges, or the price of both relative to
the price of automobiles or steel, would reflect a
combination of changesin their relative supplies
and in therelative 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, adefinite
eladticity of aggregate demand isimplied equal to
unity, because a constant expenditure implies that
quantity demanded changesin 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
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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 aways 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 asa
tool of analysis represents the adoption of a procedure
analogous to that of mechanics when it conceives of
such athing asthe velocity of amoving 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 thingsisal-
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 isnot in fact invari-
able shedslight 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 a-
most all around us.

119. Among the uses that will be made of the

concept of invariable money in the chapters ahead are

a. theisolation of the distinct determinants of the

average rate of profit in the economic system

b. recognition of important casesin which money

income and real income can movein opposite di-

rections

¢. analysisof the nature of inflation and deflation

d. analysis of the effect of increasesin produc-

tion and accompanying falling prices on the rate

of profit and on the difficulty of repaying debt

e. analysisof therole of saving in capital accumu-

lation and of the effect of saving on the average

rate of profit

f. analysisof the causes of capital accumulation

g. dl of theabove
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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
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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 lifeishow steadily to increase
the ahility to produce in the face of alimitless 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 lifeis not the production of wealth,
but the production of consumption.

3. Productionismis closely connected with
a. the quantity theory of money
b. Say’sLaw of Markets
c. the proposition that a general or absolute over-
productionisimpossible
d. all of theabove

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
¢. what issaved is spent
d. saving isthe 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. al of the above

5. Productionismis closely connected with a

series of further propositions, among them

a that man’snature as arational being underlies

alimitless need and desire for wedlth

b. that the division of labor is essential for ahigh

and rising productivity of labor

c. thelaw of comparative advantage

d. that real wages and thusthe average worker’'s

standard of living are determined by the productiv-

ity of labor

e. al of the above

6.
a. Theleading philosophic basisfor 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 thisisthe result of “social and cultural
conditioning” and the work of advertisers and that

the desires are “unnatural,” “artificial,” and “cre-
ated.”

c. baoth (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
desirefor 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 aternatives de-
mand is directed.

9. To those concerned only with a particular
industry, it correctly appears that because any givenin-
dustry, at one time or another, could experience an in-
crease in demand by virtue of the need or desirefor its
product gaining in priority relative to the need and de-
sirefor the products of other industries, that all indus-
triesmight gain in thisway at the same time.

10.
a. The preceding question describes a case of add-
ing up as additional demandswhat arein fact a se-
ries of mutually exclusive alternatives, each of
whose individual existenceis 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 occursin part of
asystem to the system as awhole.
c. both (&) 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 isrequired to increase demand in the eco-
nomic system is the creation of additional heeds
and desires

b. what explains low profitsin the economic sys-
tem istoo much production

c. areoften led to accept aconsumptionist view

of things on the basis of misinterpreting their expe-
rience

d. all of theabove

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 therest of the economic system realize
that
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a. when the emergence of agreater 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 desiresthat 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 ahility 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 thetotal 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 alarger vol-
ume of production

d. when the production and sale of a greater sup-
ply of any particular product servesto reduce the
rate of profit that is earned on the product, the ac-
tual reason isthat the product has gotten into a sit-
uation of relative oversupply, i.e, itisbeing
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 isrendered less profitable

e. al 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 islimited 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 seemsto
have no limit or certain boundary” can be stated as
“The man who has no automobile would like to be
ableto 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 ayacht or a
plane. If heisrich enough to afford both ayacht and a
plane, then he would like to be able to afford a yacht
on which the plane can land, and so on.”

Dr. Reisman

15. The sensein which one can legitimately
say that alack of desire for wealth constitutes an eco-
nomic problem isthat

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 peopl e to desire addi-
tional wealth strongly enough to go out and actually
produceit are

a. those underlying limited government, eco-
nomic freedom, and the security of property

b. the conviction that the material world isfully
real and operates according to causal laws that
man’s mind can grasp and apply

c. that theindividua is a self-responsible causal
agent capable of improving hislifein the future
by means of hisactionsin the present

d. all of theabove

17. Thefundamental basisin human nature
for the desire for goods outstripping the willingness
and ability to produce goodsis

a. the success of the advertising industry inincul-
cating the conviction that more is better than less
and that big is better than small

b. the cultura heritage of the society in which we
live, with its emphasis on material achievement ir-
respective of the cost to the environment

c. thelimitlessrange of the mental in comparison
with the physical and thus the fact that the range
of our imaginationsis alwaysincomparably
greater than the power of our arms

d. all of theabove

18. Thedesire for goods continuesto outstrip
the willingness and ability to produce goods no matter
what the advancesin the ability to produce because

a. theadvertising industry never sleeps

b. the cultura heritage of the society in which we
live always demands more from us

€. no matter how much we may augment the
power of our arms by means of tools and ma-
chinery, at the sametime, 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 vistasin
terms of what can be produced

d. all of theabove

19. Thefundamental basisin human nature
for man’s need for goods having no limit is

a. man’s possession of reason gives him the po-
tential for alimitless 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. Thereisaninherent, ineradicable scar-
city of human labor because
a. thereisalimitless 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 haveisindicated
by the fact that practically everyonewould like to earn
five or more times the income he now earns

a. and that to earn thisincome at his present rate
of pay for aforty-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 (&) and (b)

22. We could work ourselvesinto the hospi-
tal from exhaustion long before we could produce al
the goods and services we would like to have.

23. Each of usis easily capable of forming
desireswhose 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 lifeisthis: the need and desire for additional
wealth are there and the nature-given means of produc-
ing it are there; all that islacking isthe ability of
human labor to transform the nature-given means of
production into additional wealth.

25. The adoption of labor-saving machinery
isheld to be a cause of unemployment on the basis of
the belief that
a. thereisafixed, 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¢. thesupply 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 asimprovementsin
machinery take place
d. all of theabove

26. According to Hazlitt, the effect of ma-
chinery is
a. to cause unemployment
b. to cause additional employment
¢. toincrease production and raise the standard of
living
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27. The belief, at the core of consumption-
ism, that man’'s need and desire for wealth isfixed, im-
plies that
a. thereisonly afixed stock of work to be done
in the world
b. that improvementsin 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. thatitisnecessary and valuable to make work
e. al of the above

28. According to Hazlitt, the effect of
“spread-the-work” schemesis
a. areduction in efficiency insofar asthey take
the form of arbitrary job classifications requiring
the employment of unnecessary workers to accom-
plish agiven result, and a reduction of employ-
ment el sewhere in the economic system by virtue
of people having to pay higher pricesto cover the
higher costs resulting from the inefficiencies and
thereby being deprived of the funds to buy the
products of other industries
b. asubsidization of previously unemployed
workers by workers already employed, insofar as
the schemes take the form of areduction 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
asawholeinsofar as the schemes are accompa-
nied by increasesin hourly wage rates in order to
offset the effects of the reduction in hours
d. all of theabove
e. none of the above

29. Consumptionism and its notion that what
isscarceis 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,
viathe 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. apolicy of additional peace-time government
spending, even if it were for pyramid building, is
asource of prosperity by virtue of adding to the
need and desire for goods and services and
thereby to employment
c. advertising isasource of prosperity, precisely
by virtue of its alleged inherent fraud of leading
people to desire things that they do not really
need, becausein so doing it adds to the demand
for goods and labor
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d. ahigher 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
asthey add to the supply of needs and desires

e. apolicy of imperialism isasource 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 hisdiscussion of “the blessings of de-
struction” Hazlitt

a. refersto 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. al of the above

31. Consumptionism’s notion of alimited
need and desire for goods lead to the belief that
a. the presence of great wealthin acountry isali-
ability, in that it represents the using up of the al-
legedly limited stock of needs and desiresfor
wealth, thereby leaving the country relatively
poor in terms of its remaining stock of unmet
needs and desires for wealth and thusin its ability
to support employment and production
b. the absence of wedlth in acountry 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 thusin
its ability to support employment and production
c. both (a) and (b)
d. neither (a) nor (b)

32. Theactual effect of government spending
on employment and prosperity is

a. toincrease demand and employment in certain
lines
b. to equivalently reduce demand and employ-
ment in other lines
c. todeprivetheindividual taxpayer of the power
to decide how hisincome shall be spent
d. all of theabove

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 (&) and (b)

34. According to consumptionism, alarger

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 acountry’s need and desireto con-

sume and not increasing its ability to produce

d. all of theabove

35. The actual effect of an increasein popula-
tion on aggregate demand is

a. todivert aggregate demand from lines serving
the needs of adults to lines serving the needs of
children, in the period when the larger population
isinits childhood
b. toincrease overal aggregate demand in the pe-
riod when the larger population isin 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. toincrease overall aggregate demand when the
larger population reaches adulthood insofar asthe
additional people go to work and enlarge the total
of what is produced
d. all of theabove

36. The consumptionist belief in the exis-
tence of afixed 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. theincrease 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. theideal arrangement in foreign trade from the
point of view of promoting employment in the
country isto export as much as possible and im-
port aslittle as possible

d. all of theabove

37. Thenotion of afixed need and desire for
goods leads to the belief that the gain from foreign
tradeisinimporting, not exporting.

38. Advertising isinherently fraudulent, ac-
cording to consumptionism, because it attemptsto lead
people to desire goods and services that, according to
consumptionism'’ s very limited theory of needs, they
have no rational basisfor desiring.

39. The actual relationship between advertis-
ing and aggregate demand is
a. advertising diverts demand from some linesto
others by making people aware of the alternatives
b. advertising increases aggregate demand inso-
far asit leads people to work and produce morein
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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. impliesthat increasesin production cause de-
pression and thus unemployment
b. represents support for consumptionism
c. both (a) and (b)

41. Therole of technological progressin rela-

tion to capital accumulationis

a. to provide new and additional usesfor an ex-

panding supply of capital goodsthat results from

saving

b. to keep up therate 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 amajor source of capital accumulation

42. According to consumptionism, technolog-
ical progress
a. raisestherate of profit and interest by provid-
ing new and additional investment opportunities
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b. increasesthe supply of consumers’ goods,
thereby causing falling prices and deflation
c. both (a) and (b)

43. Consumptionism claimsthat
a. thegainfrom foreign trade isin the exports,
not the imports
b. thegainfrom anincreasein populationisin
the additional peopl€e’ s need and desire to con-
sume, not in their contribution to production
€. nonproducing consumers are a source of bene-
fit to producers by providing an excess of con-
sumption over production equal to the producers
aleged deficiency of consumption
d. all of theabove

44. Acceptance of the consumptionist prem-
ise leads serious people to regard capitalism as flawed
by fundamental paradoxes and thusto be prone to seek
an aternative.

45. Inthelight 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. Rea demand isthe amount of money re-
aly spent in the purchase of goods and services.

48. Real demandis
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 amonetary demand is
onetrillion dollars

onebillion dollars

tentrillion dollars

one hundred dollars

al of the above

50. The cause of asteadily rising aggregate
monetary demand is
a. anincreasein the quantity of money
b. anincreasein the production of ordinary
goods and services, such as shoes and television
sets

51. A smaller monetary demand can consti-
tute alarger real demand if prices are more than pro-
portionately lower.

Pop o

52. Increasesin 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 aperiod 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 formulaP = Do/Sc

c. calculate the changein aggregate real demand

54. Over aperiod 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 formulaP = Do/Sc

c. caculate the changein aggregate real demand

55. Over aperiod 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 formulaP = Do/Sc
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c. calculate the changein aggregate real demand

56. Increasesin production and supply are es-
sential to create morereal demand, because

a. increasesin 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 beforeit
b. only to the extent that thereisan 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 asthe 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. Increasesin production and supply are

both necessary and sufficient to create more real de-
mand.

59 Say'sLaw most closely relatesto
a. supply
b. demand
c. rea demand
d. aggregate real demand
e. aggregate real demand as determined by aggre-
gate supply
60. In abarter economy, the producers of po-
tatoes, agood 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. Asaresult, the supply of goods offered in ex-
change for potatoesis now only two-thirds as
large as before and thus there isaone-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 awhole, however, does not fall asthe re-
sult of thefall 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 potatoesin terms of
shirtsis 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 hasfallen; i.e, thefall in the
other-goods demand for potatoesis offset by an
equivalent risein the other-goods demand for
other goods.
¢. 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 potatoesis accompanied by apre-
cisely equivalent increase in economy-wide,
aggregate real demand.

61. Thelosses of the potato growersin the
preceding question are more than offset by the gains of
producersin the rest of the economy because
a. thereduction in the real demand for potatoesis
accompanied by an equivalent risein the real de-
mand for goods other than potatoes
b. thereal demand for goods other than potatoes
is alsoincreased to the extent of theincreasein
the supply of potatoes
c. both (&) and (b)

62. Inthe case of aninelastic industry de-
mand for an individual good, such as potatoes, anin-
crease in supply servesto reduce the volume of goods
received by the producersin the industry concerned.
Consequently, thereis areduction in the real demand
for the products of thisindustry as the result of the in-
creasein their supply and therefore Say’s Law does
not hold up in this case.

63. Inthe 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 producersin the industry concerned.
a. Consequently, thereisareduction in thereal
demand for the products of thisindustry asthere-
sult of the increasein their supply.
b. Thereisnonetheless an increase in aggregate
real demand that is precisely equivalent to the in-
crease in aggregate supply in the economy asa
whole.
c. both (a) and (b)

64. In amonetary economy, once again the
supply of agood confronted with an inelastic demand,
such as potatoes, doubles. The result is that thistime
the money price of the good falls by more than half,
again, for the sake of simplicity, say, to one-third. The
resultis

a. the potato growerstake in two thirds the
money they previoudly took in

b. producersin the rest of the economy takein
equivalently more money, as the buyers of pota-
toes now spend one-third of the money they used
to spend in buying potatoesin buying goods other
than potatoes

c. the sametotal aggregate monetary demand is
now alarger real demand to the extent that thein-
crease in the supply of potatoes constitutes anin-
crease in total aggregate supply

d. all of theabove

65. Even though an industry as awhole may
lose when its supply increases, the individual produc-
erswithin the industry who are responsible for the in-
creasein its supply can nevertheless gain at the
expense of atill greater loss on the part of the produc-
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ersin theindustry 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 theindustry as awhole 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

¢. 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 theabove

68. Examples concerning the potato industry
are provided
a. to convey information about the potato industry
b. asanillustration of the conditions faced by
any industry with an inelastic demand for its prod-
ucts
c. both (a) and (b)

Thefollowing six questions belong together,
with later questions presupposing the context
established by theearlier questions.

69. We start with asituationin which anin-
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-
aly been elevated as part of the same process which
has depressed the incomes of the potato growers. Asa
result of their movement into other lines

a. the production of potatoeswill decline and the
price of potatoeswill rise

b. theincomes of the remaining potato growers
will increase

¢. theincome of producersin industries outside
of potato growing will decline somewhat as the re-
sult of the influx of former potato growers

d. all of theabove

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 alevel
far below itsoriginal level of one. In fact, if the dou-
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bling of the supply of potatoes was brought about by
virtue of the average potato grower being ableto pro-
duce twice as many potatoes with the same labor as be-
fore, the price of potatoeswill tend to settle at aprice
of one-half of itsinitial price, since at that pricethe re-
maining growers incomes will come al the way back
up to where they were before the increase in the sup-
ply of potatoes.

72. Inthe 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 al end
up with their initial money incomes, buy potatoes at
half theinitia 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. Theoverall, long-run result of thein-
crease in the ability to produce potatoesis 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. Theinitia doubling in the supply of pota-
toes, when judged from the perspective of the final
equilibrium, representsa

a. arelative overproduction of potatoes

b. arelative 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. ageneral overproduction would exist

b. asmuch under production would exist as over-
production

c. both (&) 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 aready be fully sated, such as table salt.
The source of the benefit in such a case isthe ability to
reduce the amount of labor applied to the production
of the good with which people are sated and thusto
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 increasein the
ability to producein the particular industry in which it
originates often represents a less efficient use of the
improvement than is possibleif 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. Inthe preceding question what decides
which isthe more efficient use isthe 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 |abor were made
available from thisindustry. The relative marginal util-
ities determines the relative prices and profitability of
the different products as their supply isincreased.

80. What appears as an overproductionin an
individual industry would often cease to appear as an
overproduction if other industries could increase their
production sufficiently.

81. Thebelief that afall in general business
profitability isthe 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. isindependent of the level of physical produc-
tion of ordinary goods, that is, of goods other than
the monetary commaodities gold and silver on a
precious metal standard

c. both (a) and (b)

83. The profitability of anindividual industry
isnot independent of its level of physical production
and will

a. decline asits production increases

b. declineasits production increases insofar as
theincreasein its production causes adecline in
the marginal utility of its productsrelative 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-
tionif at the same time the production of other indus-
triesincreasesto the point of equivalently reducing the
marginal utility of their larger supplies.

85. The profitability of businessin the aggre-
gate dependson
a. thelevel of physical production in the eco-
nomic system
b. the difference between the dollar amount of
sales revenues and the dollar amount of costsirre-
spective of the level of physical production

86. The difference between the dollar
amount of sales revenues and the dollar amount of
costsisroughly 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 debtsthat are the hall-
marks of depressions are the result of

a. falling prices caused by increased production
b. amonetary contraction resulting in adeclinein
aggregate sales revenues

UNEMPLOYMENT
(Chapter 13, Part C)

88. The repeated existence of long periods of
mass unemployment proves that
a. thereisno 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 afreelabor 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 employersto take advantage of
being able hire equally good but unemployed workers
at lower wage rates.

90. In afreelabor market the existence of un-
employment is self-liquidating insofar as the reduction
in money wage rates it brings about operatesto in-
crease the quantity of labor demanded.

91. In afreelabor market the existence of un-
employment automatically tends to reduce money
wage rates to the level required to achieve full employ-
ment.

92. Thefall in wage rates brought about in a
free labor market in the process of eliminating unem-
ployment isafall not only in money wage rates but
also an equivalent fall in real wage rates, i.e., in the
buying power of the worker’ swages.

93. Thefall in money wage rates brought
about in afree labor market in the process of eliminat-
ing unemployment is not accompanied by afall in real
wage rates insofar as prices also fall and insofar asthe
burden of supporting the unemployed is reduced.

94. If, inthe 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 increasein the produc-
tion and supply of consumers' goods and thus, assum-
ing constant monetary demands both for consumers
goods and for labor, afall 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 wagesthat is necessary to
achieve full employment
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a. if theincreasein production and fall in prices
is approximately the same astheincrease in em-
ployment and fall in wage rates

b. by virtue of the elimination of the burden of
supporting the unempl oyed

¢. both (&) and (b)

96. Thefall in wage rates and pricesthat is
necessary to eliminate unemployment in afree labor
market resultsin areduction in the average rate of
profit in the economic system.

97. In acontext in which the aggregate de-
mands for consumers’ goods and labor remain the
same, abeit at alower level following afinancia con-
traction, thefall 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. Thisis because the difference be-
tween a given amount of demand for consumers
goods and a given amount of demand for labor implies
amore or less unchanged difference between aggre-
gate sales revenues and aggregate costs, hence amore
or less unchanged amount of aggregate profit.

98. In acontext 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 pricesininverse proportion

b. reduce unit costsin inverse proportion

c¢. reduce profits per unit in inverse proportion

d. leavetotal, aggregate profits unchanged be-

cause the reduction in profit per unit is offset by

the increase in the number of units

e. al of the above

99. Since mass unemployment would be
eliminated by afall in wage rates, which would in-
crease the quantity of labor demanded, it follows that
anything that standsin the way of afall in wage rates
operates to perpetuate mass unemployment.

100. Among the obstaclesthat have stood in
theway of afall in wage rates and the achievement of
full employment are
minimum wage legislation
prounion legislation
welfare legislation
employer atruism
executive branch pressure not to reduce wage
rates
f. all of the above

101. Thefal inwage 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
afal in wage rates was equivalent to afall in total
wage payments and would thus result in areduction in
consumer spending and a deepening of the depression.
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102. Thefailure of wage ratesto fall suffi-
ciently in the early " 30sled 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 firmsto repay debts, thereby precip-
itating more bank failures and further declinesin 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 increasesin 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' sinvestments would be compared with
today’'s

107. The prospect of falling prices due to eco-
nomic progress should be expected
a. toresultin apostponement of consumer
spending because of the prospect of being ableto
buy more cheaply in the future
b. toresult inarisein consumer spending be-
cause of the prospect of being materially better off
in the future
¢. 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 increasesin total
spending because the far more powerful 1abor-union
movement created under the New Deal was abletoin-
Ccrease 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, apolicy of inflating the
money supply and thus artificially increasing the vol-
ume of spending is unlikely by itself to achieve full
employment. Thisis because if monopoly labor unions
and other government intervention prevent unemploy-
ment from being eliminated by afall in wage rates, the
same forces will likely operate to cause arise in wage
ratesin the face of arising demand for labor and thus
to make the rising demand for labor incapable of elimi-
nating the unempl oyment.

110. What made possible the achievement of

full employment in World War 1l was

a. the creation of ahuge supply of additional

needs in the form of the need for tremendous

quantities of tanks, aircraft, and numerous other

weapons

b. massive wartimeinflation of the money supply

and consequent rapid increase in the volume of

spending in the economic system

¢. 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 wartimeinflation
and price and wage controls made it possible for thein-
crease in spending to represent amore or less corre-
sponding increase in the quantities of goods and labor
demanded.

112. The additional employment achieved by
apolicy 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. Thisis
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. Thefull employment achieved in World
War |1 represented a situation in which roughly half of
the net output of the economic system was consumed
inthewar effort, e.g., in flying bullets, exploding
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bombs and artillery shells, and in therifles, 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 hislabor.

114. Many people believed that World War
Il 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-
timeinflation 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 Il and there-
turn to peace made possible full employment with
prosperity.

116. Full employment could be achieved and
maintained

a. through amonetary system free of contractions
in aggregate spending

b. the establishment of alabor market free of gov-
ernment interference

¢. both (a) and (b)

117. Von Mises deniesthat the fall in money
wage rates needed to eliminate unemployment is ac-
companied by afall in real wage rates.

118. Depressions are caused by excessinven-
tory accumulation, proving once again that too much
wealth can be a cause of poverty.

119. Excessinventoriesand 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 asalarger
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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Quest- Correct Quest- Correct Quest- Correct
tion# Answer tion# Answer tion# Answer

PART A 41 d 81 T
1 T 42 c 82 c
2 T 43 d 83 b
3 d 44 T 84 T
4 e 45 F 85 b
5 e PART B 86 T
6 c 46 b 87 b
7 T 47 F PART C
8 T 48 c 88 b
9 F 49 e 89 T
10 c 50 a 90 T
11 d 51 t 91 T
12 e 52 b 92 F
13 T 53 2X, 2X, none 93 T
14 T 54 2X, none, 2x 94 T
15 b 55 none, 1/2, 2x 95 c
16 d 56 c 96 F
17 c 57 T 97 T
18 c 58 T 98 e
19 c 59 e 99 T
20 c 60 d 100 f
21 c 61 c 101 T
22 T 62 F 102 T
23 T 63 c 103 T
24 T 64 d 104 F
25 d 65 T 105 T
26 c 66 T 106 b
27 e 67 c 107 c
28 d 68 borc 108 T
29 f 69 d 109 T
30 e 70 T 110 c
31 c 71 T 111 T
32 d 72 T 112 T
33 a 73 T 113 T
34 c 74 c 114 T
35 d 75 b 115 T
36 d 76 F 116 c
37 F 77 T 117 F
38 T 78 T 118 F
39 c 79 T 119 T
40 c 80 T 120 T
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Chapter 14, Part A

1. According to the expl oitation theory, capi-
talismisasystem 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 essentia 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 thisis expro-
priated by the capitalist exploitersin 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 differsin 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. therate of profit

d. differencesin the value of labor

e. al of the above
in determining the relative value of commodities

5. Marx’s"absolutist” version of the labor
theory of value
a. clamsthat the quantity of labor directly or in-
directly expended to produce a product is the one
and only circumstance governing itsvalue
b. impliesthat newly fermenting grape juice and
10-year old wine made from such grapejuice
must have the same value, if they are products of
the same quantity of labor
c. impliesthat the only thing which can explain
why one product is more valuable than another is
that it isthe product of alarger quantity of labor
d. impliesthat the products of afully automated
factory would not differ in value from the capital
goods consumed to produce them
e. impliesthat the only thing which explains why
aproduct 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’sversion of the labor theory of
value impliesthat all value is added exclusively by the
application of fresh labor.

7. The Marxian version of the “iron law of
wages’ claimsthat wages are determined by the quan-
tity of labor required to produce the commaodities con-
stituting the wage earner’s minimum subsistence.

8. Profit or “surplusvalue,” according to
Marx, is caused by virtue of the wage earner adding to
the value of the capital goods he uses up in production
avalue corresponding to the number of hours of his
labor, while heis paid awage that corresponds only to
the smaller number of hours required to produce his ne-
cessities.
9. According to Marx
a. “surplusvalue” embraces profits, interest, and
land rent (i.e., al incomes other than wages and
salaries)
b. necessary labor timeisthetimerequired to
produce the wage earner’ s necessities (minimum
subsistence)
¢. surpluslabor timeisthe amount of time by
which the working day exceeds the necessary
labor time
d. surplusvalue corresponds to surpluslabor time
e. al of the above

10. According to Marx, capital has two com-
ponents: “variable capital” and “ constant capital.”

11. According to Marx, constant capital
a. isthe capital invested in materials, machinery,
and structures
b. passesover into the product with no alteration
initsvalue
. isnot value creating
d. all of theabove

12. According to Marx, “variable capita” 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 wagesis the larger number of hoursrepre-
sented by the full working day

c. the source of profit or “surplus value”’

d. all of theabove

13. According to Marx, the “rate of exploita-
tion” equalstheratio of
a. profitsto wages
b. “surplusvalue’ to “variable capital”
c. “surpluslabor time” to “necessary labor time”
d. all of theabove

Thefollowing isa seven-part question.

Y ou 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 is48 hours. To
each hour of labor embodied in a product, there corre-
sponds $1 of product value.
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14. Calculate“surpluslabor time.”

15. Calculate “the rate of exploitation.”

16. Calculatethe daily wagein 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 profitis
a thesameas
b. greater than
c. lessthan
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 aslave 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. thewage earner under capitalismisfree only
nominally; in substance heisadave

b. the capitalist is essentialy the same asa dave
owner or feudal aristocrat

c¢. al of human history isthe record of one contin-
uous class struggle

d. all of theabove

23. According to Marx, al improvementsin
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 acut in wage
rates to correspond to the lower price of their necessi-
ties.

24. Marxism impliesthat 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-
asand 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
necessitiesfell.

25. Marx’ sdoctrine of the progressiveim-
poverishment of the masses holds that under capital-
ism, wages decline from subsistence to
sub-subsistence—that “capitalism cannot maintain its
slaveseven in their lavery.”

26. The basis of the doctrine of the progres-
sive impoverishment of the massesis supposedly
a. thefact that the capitalists are more cal cul at-
ingly greedy than previous exploiters
b. thetendency toward a declining rate of profit
as capital is accumulated, predominantly in the
form of constant capital

¢. both (a) and (b)

Thefollowingisathree-part question. Assume that
initially the total capital invested in the economic sys-
tem is 100 monetary units, of which 25is“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 isin the form of constant capital.

27. Calculatetheinitial average rate of profit
in the economic system.

28. Calculate the averagerate of profitin the
economic system after the doubling of capital invested.

29. According to Marx, in order to forestall
such adeclining rate of profit, the capitalists will raise
the rate of exploitation by such means as
a. reducing hourly wage rates, thereby necessitat-
ing alonger working day and thus the working of
additional surpluslabor time and the correspond-
ing creation of additional surplusvalue
b. reducing hourly wage rates to the point of ren-
dering the labor of the adult male worker insuffi-
cient to support hisfamily and necessitating that
the labor of hiswife and children be added to his
labor, with a corresponding creation of still more
surplus labor time
¢. speeding up the genera 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. al of the above

30. Theinfluence of the exploitation theory
ispresent in people’ s beliefs about the functioning of
a. thepresent, 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 theabove
e. (b) and (c) but not (a)

31. The Marxian exploitation theory isthe
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-
guent progressiveintroduction.

32. People believe for the most part that
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a. thewage 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 employersto proceed as
though the necessary labor time were greater, with
the result merely that surplus labor time and sur-
plusvalue are less

b. maximum-hours and child-labor legidation are
at the expense merely of profits and represent a
corresponding benefit for the average wage
earner, i.e., in effect represent areduction merely
in surpluslabor time and surplus value

c. both (a) and (b)

33. From the perspective of Marxism, the
confiscatory taxation of profits, interest, dividends,

Short-Answer Questions, Chapter 14

capital gains, and land rents represents “the expropria-
tion of the expropriators.”

34. The Marxian exploitation theory under-
liesthe 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, likeall other buyers, prefer to pay

lessrather than more

¢. 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 resistanceto

their fall

d. all of theabove

36. The need of wage earnersto work and
their willingness to work for minimum subsistence if
necessary isirrelevant 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. Thedesire of employers, like al other
buyers, to pay lessrather than more, i.e., lower wages
rather than higher wages, isalso irrelevant to the
wages the workers must actually accept, because the
rational self-interest of employersand all other buyers
isnot 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. Aswageratesfall below the free-market
equilibrium level, agrowing labor shortage develops,
which makesit 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 abidder at an auction to raise his bid.

40. A higher price or wageisto the self-inter-
est of abuyer/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
guantity of money and volume of spending in the eco-
nomic system on the other.

42. Thefal in wage ratesrequired to elimi-
nate unemployment
a. opens up the possibility of wages having to go
to subsistence as the condition of achieving full
employment
b. isaccompanied by more production and sup-
ply and also lower unit costs, either or both of
which imply lower prices as the accompani ment
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

Thenext 15 questions belong together and re-
quirethe use of the wage and price-level for-
mulas. Thefirst twelve of these questions
represent four groups of three questions each.

Thefollowing isathree-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 1abor, the
productivity of labor, and the supply of
consumers’ goods all remain the same.
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43. What isthe change in the general con-
sumer pricelevel?

44, What isthe change in average money
wage rates?

45. What isthe change in average real wage

rates?

Thefollowing isathree-part question. Assume
that the quantity of money, the aggregate mone-
tary demands for consumers’ goods and |abor,
and the supply of labor all remain the same, while
the productivity of labor and thus the supply of
consumers’ goods double.

46. What isthe change in the general con-
sumer pricelevel?

47. What isthe change in average money
wage rates?

48. What isthe change in average real wage
rates?

Thefollowing is athree-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 isthe change in the general con-
sumer pricelevel?

50. What isthe change in average money
wage rates?

51. What isthe 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 factorsin the same problems deter-
mine the change, if any, in average money wage rates?

54. What factorsin those sets of problems de-
termine the change, if any, in the general consumer
pricelevel?

Thisisafour-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
aso that all wage earners are married and that ini-
tially only husbands work. Then assumethat all
married women also go to work and have the
same productivity astheir husbands on average.

55. Calculate the effect on average money
wage rates.

56. Calculate the effect on the general con-
sumer pricelevel.

57. Calculate the effect on the money income
of the average working family.

58. Cadlculate the effect on the real income of
the average working family.

Thisisathree-part question. Again using the
formulasfor the price and wage level, assume a
fixed quantity of money and fixed aggregate de-
mands for labor and consumers goods. Assume
aso that over the course of ageneration the size
of the working population doubles as the result of
immigration and, over the same period, thanksin
some significant part to the productive contribu-
tions of the immigrants, the productivity of |abor
also doubles.

59. Calculate the effect on average money
wage rates.

60. Calculate the effect on the general con-
sumer pricelevel.

61. Calculate the effect on the average real
wage rates.

62. Inthelight of the formulasfor the price
and wage level and the critical role of the productivity
of labor, it follows that phenomenawhich begin by re-
ducing money wage rates, such asimmigration or a
larger labor force due to population growth or the par-
ticipation of more married women, aswell asthe elimi-
nation of unemployment

a. may well cause pricesto fall by more than

wage rates

b. need not reduce real wage rates but can actu-

aly raiserea wage rates

¢. will infact end by raising real wage rates inso-

far asthey serve to raise the productivity of labor

and/or reduce the burden of supporting the unem-

ployed

d. all of theabove

63. The cause of arisein average money
wage rates is either an increase in the demand for [abor
or adecrease in the supply of labor, both of which tend
to rase prices as much as wages, which impliesthat a
risein money wage rates cannot be the cause of arise
in real wage rates.

64. If arisein money wage ratesisto repre-
sent arisein real wage rates,
a. itisessential that prices not rise asmuch as
wage rates, since only that makesit 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 aswage
rates when the quantity of money increases and
raises the demand for consumers’ goods as much
asit raises the demand for labor isarise in the pro-
ductivity of labor

c. ariseinthe productivity of labor increasesthe
supply of consumers' goods relative to the supply
of labor and thus makes it possible for the essen-
tially equal-proportional increasesin the demand
for consumers' goods and labor to be accompa-
nied by an increase in the consumer price level
that isless than the increase in the wage level

d. all of theabove

65. A riseinthe productivity of labor isre-
sponsible for afall in prices even in casesin which
prices stay the same or increase in comparison with
what they were in the past. In such cases, it isresponsi-
blefor pricesfalling in comparison with what they oth-
erwise would have been, had the increasein the
productivity of labor not taken place.

66. Improvementsin the productivity of
labor raise average real wages
a. by raising money wages
b. by reducing prices not by raising money wages

67. Asrea wages haverisen, so too have
money wages, because
a. thetwo phenomenaare inseparably connected
b. earning more money isthe sum and substance
of being materially better off
c. therisein the productivity of labor, which
raises real wages, has been accompanied by anin-
crease in the quantity of money, which raises
money wages

68. Anintrinsic but limited connection be-
tween higher average real wages and higher average
money wages exists under a system of commodity
money, such as agold standard, insofar asim-
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. Thisis because to this extent, the
guantity of money and thus the monetary demand for
labor can be expected to increase along with the gen-
eral risein the productivity of labor.

69. Any givenindividua islikely to perceive
a close connection between improvementsin his own,
persona productivity of labor and the money wage
rate he earns. This proves that
a. ahigher productivity of labor translates into
higher monetary earnings rather than lower prices
b. ahigher relative productivity of labor on the
part of agiven individual trandlatesinto higher
monetary earnings for him and correspondingly
lower monetary earnings for those whose relative
productivity of labor isreduced at the very same
timethat hisiselevated
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70. If everyonein agroup of competitorsin-
creased the productivity of hislabor to the same extent
a. theimprovement in the productivity of labor of
any individual member of the group would not re-
sultin arisein 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 asthe
result of the improvement in their productivity of
labor causing arelative 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 al 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 agiven
branch of production, and the rise in the productivity
of labor it causesin that branch, resultsin afal in the
average money income of the producersin that branch,
this proves that

a. piecework can beinimical to the general stan-
dard of living

b. asituation essentially the same asthat 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 | oss of
the pieceworkersin this branch and, in addition,
even the pieceworkersin this branch will ulti-
mately gain, once enough of them have relocated
into other lines of work, where their skillsare
more needed

73. In casesin which arise in the productiv-
ity of labor in agiven branch of the economic system
reduces the average earnings of the members of that
branch, it follows that none of the producersin that
branch can monetarily gain from the improvement.

Thisisafour-part question. Assumethat in a
given case, the adoption of the piecework system
resultsin adoubling of the productivity of labor
and isfollowed by areduction in the piece rate to
one-third of itsinitial amount.
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74. Calculate the changein the money in-
come of the average piece rate worker in this case.

75. Calculate the changein the money in-
come of any piece rate worker who has succeeded in
quadrupling his particular productivity of labor

76. Calculate the changein the money in-
come of any worker under the piece-rate system who,
following its adoption, hasfailed to increase his partic-
ular productivity

77. The piece rate system, evenin casesin
which its adoption initially servesto reduce the aver-
age level of money incomein the branch of production
inwhich it is adopted, can nevertheless be of financial
benefit to exceptional individual workersin that
branch—i.e., those whose productivity increases more
than in proportion to the fall in the piece rate.

Thisisaseven-part question. Assume that half
of the working population succeedsin 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. Aswith many previous questions, as-
sume that the quantity of money and thusthe
aggregate demands for consumers’ goods and
[abor remain the same. Assume further that rela-
tiveincomeswill bein 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-
ativeto theinitial 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 changein the real income
of the members of the group whose productivity of
labor doubles.

83. Calculate the changein the real income
of the members of the group whose productivity of
labor remains unchanged.

84. Name the element to which the changein
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.)

Thisisa 12-part question. Assumethat initially
an egalitarian society existsin 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 afull twelvefold.
The process of increasing the productivity of its
own labor entails such things as the members of
thisfive percent founding and organizing busi-
ness firms and introducing new, improved meth-
ods of production and new, improved products.
Asaresult, in the course of improving the produc-
tivity of its own labor, the activities of thefive
percent serve to double the productivity of labor
of the remaining ninety-five percent of the popula-
tion, which isinduced 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 bein pro-
portion to their relative production. Asusual, as-
sume that the quantity of money and thusthe
aggregate demands for consumers’ goods and
labor remain the same.

86. State the now larger aggregate output rel-
ativeto theinitial aggregate output. (Y ou must add
12x.05 plus 2x.95.)

87. State theresulting general consumer
price level asadecimal 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 thisgroup asa
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decimal and then divideit 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
asadecimal and then divideit by .95, which wasthe
initial income of this group.)

92. Calculate the changein the real income
of the 95 percent of the population. (To do thisyou
need to divide the change in the group’ s money in-
come by the change in the general consumer price
level. Y our answer should be 2.)

93. Calculate the changein the real income
of the 5 percent of the population whose productivity
of labor increases twelvefold. (Follow the same proce-
dure asin the preceding question. Y our answer should
be12))

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? (Y ou 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 earnin real termsif theim-
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 goesto show how ina
capitalist society

a. therich 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
therich
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 capitalistsis manifested precisely in the deter-
mination of the exchange value of productslargely 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
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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 goodsto 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¢. thedemand for capital goods relative to the de-
mand for consumers’ goods
d. al of theabove

Thefollowingisa 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 isto be
maintai ned.

103. The proportion of the economic
system’ s existing output that must be devoted to the
production of capital goodsif their supply isto 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 goodsto 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 isthe 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. thegreater will be the production of capital
goods relative to the production of consumers’
goods

¢. 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. al of the above

108. The productivity of capital goodsisthe
ratio of output to the supply of capital goods used up
in producing the output.

109. The higher isthe productivity of capital

goods,
a. thelower isthe maintenance proportion
b. theeasieritisto accumulate capital
c. themorerapidly will capital accumulation take
place for any given relative production of capital
goodsin excess of the maintenance proportion
d. all of theabove

110. Technological progress
a. servesto maintain the productivity of capital
goods in the face of increasing supplies of capital
goods
b. offsetsthe operation of the law of diminishing
returns in the face of increasing supplies of capital
goods
C. isanessential requirement of continued capital
accumulation
d. al of theabove

111. The higher isthe productivity of capital
goods, the higher isthe proportion of output that needs
to be devoted to the production of capital goodsin
order to maintain the supply of capital goods.

112. The economic degree of capitalismis
theratio of productive expenditure for capital goods
and labor to business sales revenues.

113. The“distribution factor” istheratio of
the demand for labor by business to the demand for
consumers’ goods from business.

114. The higher isthe distribution factor, the
higher tends to be the proportion of national income
that is constituted by wages.

115. The higher isthe economic degree of

capitalism

a. thehigher isthe demand for capital goods rela-

tive to the demand for consumers’ goods

b. the higher isthe distribution factor

¢. thehigher and morerapidly rising are real

wages

d. all of theabove

116. Saving underlies capital accumulation
insofar asit determines the demand for and production

of capital goods relative to the demand for and produc-
tion of consumers’ goods.

117. Technological progress

a. isessential for continued substantial capital ac-
cumulation

b. dependson anincreasing supply of capital
goods as the means of implementing more ad-
vanced technologies

c. both (&) 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
activitiesis

a. toincrease 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 arising 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

¢. to maintain or increase the productivity of capi-
tal goods and thereby further contribute to capital
accumulation and therise in the productivity of
labor

d. toraisereal wages

e. al of the above

119. Capital accumulation isfostered by
a. saving
b. technological progress
c. international freetrade
d
e

. economic freedom in genera
al of the above

120. The concept that subsumes both techno-
logical progress and economic freedom as causes of
capital accumulationis

a saving
b. ariseinthe productivity of capital goods
c. both (a) and (b)

121. The ultimate foundations of capital ac-
cumulation and arising productivity of labor and real
wages are

a. individual freedom to pursue one' s material
self-interest

b. asubstantially rational cultural environment
c. both (a) and (b)

122. Saving and productive expenditure and
thus the demand for and production of capital goods
arereduced by
the corporate income tax
the progressive personal income tax
the inheritance tax
the social security system
all of the above

PapoTo

Dr. Reisman



Dr. Reisman

123. Government budget deficits reduce or

retard
a. the demand for private securities
b. productive expenditure
¢. thedemand 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. rea wages
g. al of theabove

124. Government budget deficits financed by
inflation of the money supply promote capital accumu-
lation.

125. Capital accumulation under capitalism
was inaugurated by arise in the economic degree of
capitalism, combined with arise 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 arisein the demand for labor
aongside therise in the demand for capital goods.

127. Thelndustrial Revolution
a. represented agreat 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
¢. was accompanied by capital accumulation that
took place out of an increase in production rather
than asthe result of any absolute fall in per capita
consumption
d. all of theabove

128. If and when it occurs, arisein 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 afal in the prices
of consumers’ goodsthat is greater than thefall in
wage rates and is so by an ever wider margin

129. It isamost impossible that the inaugura
tion or intensification of capital accumulation and eco-
nomic progress in a capitalist country could ever result
in areduction in average real wages that would not be
made good very quickly. Thisis because

a. the basic effect of a higher economic degree of
capitalism isto raise the demand for labor, aswell
as the demand for capital goods, relative to con-
sumption and total sales revenuesin the economic
system

b. at the sametime, the higher economic degree
of capitalism isitself part of an even wider pro-
cess which has as another mgjor effect arisein
the productivity of capital goods and correspond-
ing fall in the maintenance proportion
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¢. any risein 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, al at once, but only
gradually, over aperiod of years, with the result
that each succeeding year over which the process
occurred would benefit from the operation of
forces aready in place that were working to bring
about arisein real wages

d. all of theabove

130. Inthe 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, appearsto have
taken place and been largely completed in the century
and ahalf or more prior to 1775—the year usually
taken as marking the beginning of the Industrial Revo-
Iution. Thiswas 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 businessin 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 aimost uninterrupted war
with France between 1790 and 1815

b. taxesandloansthat deprived business firms of
the ability both to pay wages and to buy capital
goods and thereby worked against real wagesvia
both the “distribution factor” and the productivity
of labor

c. both (&) and (b)

133. Inasocialist country, such as Soviet
Russia, with its gross inefficiencies and impossibly
high maintenance proportion, any capital accumula-
tion that may occur based on domestic sourcesis
likely to be at the expense of the extreme deprivation
of the citizens.

134. Thelow real wages, long hours of work,
and poor working conditions that characterized much
of the nineteenth century were the result of

a. alow productivity of labor
b. the greed of the capitalists and a correspond-
ingly unjust distribution of wealth and income

135. Asthe productivity of labor rose over
the course of the nineteenth century,
a. the supply of goodsincreased relative to the
supply of labor
b. pricesfell relative to wage rates
C. wage ratesrose relative to prices
d. real wageratesrose

157



158 Short-Answer Questions, Chapter 14

e. al of the above

136. Asreal hourly wage ratesrose 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-
ployersto offer shorter hours, as more and more
workers were placed in a position of being ableto
afford to take jobs with shorter hours at wages
lower by enough to make their offer profitable
. inaccordance with the growing ability of work-
ersto afford to accept jobs with shorter hours and
their growing desire for same, the market started
to create awage premium for jobs with longer
hours and awage discount for jobs with shorter
hours
d. all of theabove

137. Asreal 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
timeincreasingly desired to do so.

138. Asreal hourly wage ratesrose in the
nineteenth century, working conditionsimproved be-
cause
a. the same process of technological progress that
was essentia to the risein the productivity of
labor made possible improvements in working
conditionstechnologically possible
b. tothe extent that improvementsin working
conditions contributed to greater efficiency and
could be implemented at asmaller and smaller
real cogt, it increasingly paid employers to adopt
them
c. therisein real wages enabled workersto af -
ford to accept lesser increasesin real wagesin
casesin which improvementsin working condi-
tions did not increase efficiency or did not do so
sufficiently to pay for themselves
d. all of theabove

139. A riseinthe productivity of labor is

a. one possible cause of a sustained, significant
increasein real wage rates, aredistribution of
wealth and income being another

b. one possible cause of a sustained, significant
increasein real wage rates, an increase in the de-
mand for labor being another

c¢. theonly possible cause of a sustained, signifi-
cant increase in real wage rates

d. all of theabove

140. A risein money wage rates constitutes a

risein real wage rates when it takes place by means of
a. anincreasein the quantity of money and vol-
ume of spending in the economic system
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b. adecreasein the supply of labor availableto
work

¢. anincreasein the demand for labor at the ex-
pense of the demand for capital goods

d. anincreasein the demand for labor by means
of taxation the proceeds of which is used to pay
wages

e. al of the above

f. none of the above

141. Itispossibleto 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 afall in the personal consumption of busi-
nessmen and capitalists
b. when therisein demand for labor is made pos-
sible by afall 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 asignificant one-time contribution
to raising real wage rates by means of raising the
demand for labor
b. makesan ultimately much moreimportant,
continuing contribution to therisein real wage
rates by means of bringing about an increasein
the relative demand for and production of capital
goods and by operating to raise the productivity of
capital goods viaincreasing the incentivesto intro-
duceimprovements
c. both (&) and (b)

143. A policy of redistribution of wealth and
income

a. assumesthat the wesalth of businessmen and
capitalists existsin the form of avast supply of
consumers’ goods and can be taken with little or
no effect on the amount of wealth produced
b. ignoresthefact that the great bulk of the
wealth of businessmen and capitalists existsin the
form of capital goods and underlies the demand
for labor, and that it’ s sei zure must cause substan-
tial capital decumulation and a decline in the pro-
ductivity of labor and real wages
c. both (&) and (b)

144. The genera 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 serveto raise the average
level of real wage rates. However, the attempt to raise
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the average money wage rate of wage earnersasa
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 unionsis
a. toraisethewage rates of some groups of work-
ersartificially 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. agenuinely prolabor ingtitution insofar as they
achieve increases in money wage rates, because
that isthe most effective means of raising the gen-
eral level of real wage rates
b. an antilabor institution insofar asin preventing
or delaying the introduction of labor-saving im-
provements and in other ways holding down the
productivity of labor, they actively combat the
riseinreal 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 trandate into correspondingly
higher money wage rates

a. thewages 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. thewages of workerslike 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 thistime

c. both (a) and (b)

150. According to the productivity theory of
wages, among the conseguences of minimum wage
legidation are;
a. unemployment, especially among the least edu-
cated, least skilled members of society
b. alife-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 jobslater on
c. both (a) and (b)

151. According to the productivity theory of
wages, maximum- hours legislation
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a. forces peopleto do lesswork than they are
willing and able to do

b. reducesthe real wages of peopleto the extent
that it reduces the work they perform

c. both (a) and (b)

Thefollowingisafour-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 atwenty-five percent reduction in the
work week from forty hoursto thirty hours.

153. Cadlculate 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. Cadculate 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. Cadlculate the effect on average real
weekly wage rates on the basis of the changein there-
|ationship 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, becausein this case
weekly wage rates are unchanged.

Thefollowingisafour-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 genera consumer price level.

160. Thereal wages of the average working
family.
161. According to the productivity theory of
wages, the effect of child labor legidationis
a. simply to eliminate child labor
b. inthe absence of offsetting increasesin the
productivity of labor, to reduce the real earnings
of poor families at the same time that it eliminates
child labor

159
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162. According to the productivity theory of
wages, the effect of forced improvementsin working
conditionsis

a. arisein costs of production and prices

b. unemployment or afall in take-home money

wage rates sufficient to offset therisein costs

caused by the forced improvements

c. afal inrea take home wages

d. all of theabove

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 apossible reduction in
the money wage rates of those already employed
a. totheextent that it succeedsin raising the aver-
age productivity of labor and thus reduces prices
relative to wage rates
b. tothe extent that it enables the average work-
ing family to have the benefit of alarger 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 areduction in money wage rates and an in-
crease in the supply of goods produced and a cor-
responding fall in the prices of goods
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b. intheface of prounion and minimum wage leg-
islation and racial and sexual quotas, the creation
of unemployment among white male workers

c. both (&) 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
afixed wage fund on the grounds that arisein wage
rates compelled by labor unions could result in arise
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 changesin
prices as afactor 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
inwhich they are parts, easily resultsin the attribution
of far more value to such factors of production than is
possessed by the product.




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 a0 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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Short-Answer Questions, Chapter 15

Chapter 15 (Includes Review of Chapter 14, Part B, Section 3)

1. Thevolume of spending in the economic
system isameasure of the quantity of money that ex-
ists, not of the volume of wealth that is produced.

2. Theuse of price indexesto adjust the vol-
ume of spending for changesin 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 systemis
a. the gain from production
b. equal to thefinal product
c. thedifference between the gross product and
productive consumption
d. all of theabove
e. none of the above

6. According to most of today’ s textbooks,
what a producer producesis
a. simply hisactual product, such as bread in the
case of abakery and stedl 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
asthe gross product of the economic system is actually
ahighly 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 isto claim
that moreis produced than isin 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 iswhy it represents double counting to
count them again, separately.

11. Inreporting both so many million auto-
mobiles and so many million tons of steel as being pro-
duced in the United Statesin a given year, The
Statistical Abstract of the United States must be
judged guilty of the alleged error of double counting.

12. Theview that one's product is not one's
actual physical product but an abstraction, i.e., the con-
ceptua 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. isessentially just the production of consumers
goods, i.e., of “final products’
b. that thetotal 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 theabove

13. What leads to the conclusion that afinal
product, such as bread, counts al the intermediate
products whose production is necessary to its produc-
tionis

a. viewing thefinal product asthough it con-
sisted of abundle of abstractions, i.e., the concep-
tual product differences that each producer
alegedly produces at the various stages leading
up to thefina 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 conceptua prod-
uct differences

c. adopting a Platonic-Heraclitean view of the na-
ture of entities

d. al of theabove

e. none of the above

14. The belief that the value of the final prod-
uct counts the value of the intermediate productsin ad-
dition to its own value rests on

a. expressing the value of the final product in var-
ious mutually exclusive aternative formulations
b. ignoring one or moretermsin al but one of
the aternative formulations

¢. adding up the remaining elements of the mutu-
aly exclusive dternative formulations

d. all of theabove

e. none of the above

15. The belief that the value of the final prod-
uct counts the value of the intermediate productsin 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 productsin ad-
dition to its own value entails a double counting of the
value of the final product.

17. Productive expenditureis
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. Anindividual growsricher through pro-
ductive expenditure and poorer through consumption
expenditure.

20. Inbuying aconsumers good, one buys
a. the consumers good one buys

b. thefactors of production that were used up to
produce the consumers’ good one buys

c. thefactorsof 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. al of the above

f. none of the above

21. Inbuying aconsumers good, one pays
for the seller’ s research and development outlays and
for his political and charitable contributions.

22. It isoften believed that in buying a
consumers’ good one a so buys
a. thefactorsof production that were used up to
produce the consumers’ good one buys
b. thefactorsof production that the sellers of the
consumers’ good will buy with the pieces of
money received in exchange for the consumers
good one buys
¢. the productsinto which the good one buys will
be made
d. all of theabove

23. In buying aconsumers’ 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
inturn sellsfor $150. The flour is then used to produce
aquantity 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
inturn sellsfor $150. The flour is then used to produce
aquantity of bread that sells for $225.

a thetotal value of what is produced is $475
b. thetotal 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
isthe demand for A”
a. means, for example, that the purchase of an au-
tomobile isthe purchase simply and only of that
automobile and not the purchase of the automo-
bile and the steel used to make it
b. isarestatement of John Stuart Mill’s proposi-
tion that “demand for commaoditiesis not demand
for labor,” in a positive and more extended form

C. servesto prevent confusing real entitiesand
real purchases with “shadow entities and shadow
purchases’

d. all of theabove

e. none of the above

28. Thebdlief that wheat and flour arein
bread because the bread was made from flour that was
made from wheat impliesthat iceisin steam if the
steam came from water that came from ice.

29. The difference between areal purchase
of bread, flour, and wheat and a“ shadow-entity” type
purchaseisthat in the first case one leavesthe 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. Thenotion that in buying the final prod-
uct one buys the labor and capital goods necessary to
its production does not imply that in eating aloaf of
bread one eats flour, wheat, and tractor parts.

32. Thefact that one buys the output is proof
that one has not bought the inputs.

33. If someonein 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 aman
forced to buy his own property.

34. “The demand for consumers’ goodsis
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. risetoinfinity, according to the Keynesian
multiplier analysis

b. fal tozero

c. both (&) and (b)

d. neither (a) nor (b)

36. If wealthy businessmen decide to with-
draw funds from their firmsin order consume in the
form of buying yachts, say, the effect will be
a. anincrease in the demand for capital goods
and labor by the yacht-building industry
b. adecreasein the demand for capital goods and
labor by the industries producing capital goods
c. adecreaseintheoveral demand for capital
goods and |abor 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. al of theabove
e. none of the above
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37. A risein 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
goodsindustries while reducing the overall size of the
demand for factors of production in the economy asa
whole.

38. Theonly 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
the nonspending of funds
b. hoarding
¢. 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. Thefallacy that saving is hoarding
a. appearsinthefinancia presswhen fearsare
expressed that arisein saving portends areces-
sion or depression
b. isaccompanied by the belief that investment
spending comes virtually out of nowhereand is
expansionary
C. ispresent in contemporary economics texts
when they describe saving as a“leakage” from the
spending stream
d. al of theabove
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 nhowhere.

43. The belief that saving is hoarding
a. can apply to agiven individua in certain cir-
cumstances
b. representsthefallacy of composition when it
is applied to the economic system as awhole
c. both (&) and (b)
d. neither (a) nor (b)

44. When large-scale hoarding, i.e., anin-
crease in the demand for money for holding, actually
occursit

a. causesadeclinein salesrevenues, profits, and
business net worth

b. causes unemployment and dissaving by the un-
employed

C. isthe cause of an overal reduction in savings

Short-Answer Questions, Chapter 15

d. dl of the above
e. none of the above

45. When it occurs on asignificant 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. representsthe attempt of businessfirmsand in-

vestors to convert previously accumulated savings

from their usual form of investmentsin physical

assets or claimsto physical assets, into cash, inan

effort to become more liquid

d. all of theabove

e. none of the above

46. “Hoarding”
a. comes about after inflation and credit expan-
sion have created the potential for asuddenrisein
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. operatesto increase the degree of liquidity in
the economic system—i.e., theratio 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-
guences by means of avoiding inflation and credit
expansion
d. all of theabove
e. none of the above

47. What is saved is not only spent, but isthe
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 isthe foundation of

a. the demand for goods at wholesale

b. thedemand for all capital goods, i.e., the de-
mand for all buildings, machinery, materials, com-
ponents, and supplies by business firms

¢. the demand for labor by businessfirms

d. the demand for expensive consumers' goods

e. al of the above

f. none of the above

49. The proposition that saving is the source

of most spending in the economic system isimplied

a. by thefact 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. asubstantial 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 theabove

165



166 Short-Answer Questions, Chapter 15

e. none of the above

50. A riseintherate of saving raisesthe de-
mand for houses and expensive consumers goodsin
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. Viathe payment of wages and salaries,
saving and productive expenditure are the source of al-
most all consumption expenditure.

53.
a. Financially the individua businessfirm isvi-
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 awhole, however, it isthe consumerswho are
vitally dependent on business, because “ money
comesto goods’—i.e., dl thefundsin the
CONSUMErS’ POSesssion are sooner or later inevita-
bly drawn from them to businessin 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 (&) and (b)
d. neither (a) nor (b)

54. Through its productive expenditure and
through the consumption expenditure of its owners
and creditors, businessis the source of its own demand
and profitability, with the result that thereis no need
for government created outside consumption.

55. In making possible capital accumulation
and rising production, saving
a. isthe source of an increasing aggregate de-
mand in real terms
b. isthe source of an increasing aggregate de-
mand in monetary terms
c¢. inthelong run, isthe source of rising consump-
tion in both real and monetary terms, as the post—
World War Il history of Japan and other Asian
economiesvividly illustrates
d. all of theabove
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 isto leave aggregate consumption un-
changed, with consumption by wage earners taking the
place of consumption by the savers.

57. Thefact that national income equals con-
sumption plus net investment and that consumption
often exceeds net investment by more than ten to one

impliesthat most of national incomeis 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, isin
fact an identity in which the only difference between
the two sidesis 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. likethevisible portion of aniceberg, isthe
heading under which most spending in the eco-
nomic system is concealed
¢. equasnet 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. al of the above
f. none of the above

60. Gross national revenue (GNR)
a. equalstotal business sales revenues plus wage
payments
b. equalsthe sum of consumption expenditure
plus productive expenditure
c. both (a) and (b)
d. neither (a) nor (b)

61. Grossnational revenue (GNR)
a. reducesto national incomeif costs are sub-
tracted from sales revenues
b. reducesto net national product if costs are sub-
tracted from productive expenditure
c. both (a) and (b)
d. neither (a) nor (b)

62. Grossnational revenue (GNR) reducesto
GNPif al costs but depreciation are deducted from
productive expenditure, which is equivalent to adding
depreciation to net national product.

Thefollowing pertainsto the next eleven questions.
Assume that the demand for consumers’ goodsis 1000
units of money, the demand for capital goodsisaso
1000 units of money, the demand for labor by business
firmsis 800 units of money, the demand for labor by
consumersis 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.

Dr. Reisman



Dr. Reisman

66. Find total consumption.

67. Find net investment.

68. Find net national product.

69. Find total salesrevenue and income pay-
ments in the economic system.

70. Find the portion of total salesrevenue
and income payments constituted by consumption ex-
penditure.

71. Find the portion of total salesrevenue
and income payments constituted by productive expen-
diture.

72. What portion of wagesis paid by con-
sumption expenditure?

73. What portion of wagesis paid by produc-
tive expenditure?

Thefollowing pertainsto 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 “margina propensity to consume”
is.75.

74. Find the “investment multiplier.”

75. Find the alleged increasein national in-
come.

76. How much of the additional national in-
come iswages?

77. How much of the additional national in-
comeisprofits?

Thefollowing pertainsto the next 4 questions. Once
again, one-hundred of additional net investment takes
place, generated thistime by 50 of additional demand
for capital goods and 50 of additional demand for
labor by business. Thistime, the Keynesian “marginal
propensity to consume” is.90.

78. Find the “investment multiplier.”
79. Find the aleged increasein national in-

come.

80. How much of the additional national in-
come iswages?

81. How much of the additional national in-
comeisprofits?

82.
a. Theonly incomesraised by the successive
rounds of consumption expenditure envisioned by
the multiplier doctrine would be profits, not
wages.
b. Any riseinwages, in the demand for goods at
wholesale, in the demand for capital goods of any
kind depends on saving, which the Keynesiansre-
gard asa“leakage” and as allegedly diminishing
the amount of subseguent incomes.
c. both (a) and (b)
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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 asit in-
creases, decreasing asit decreases.
c. both (&) and (b)
d. neither (a) nor (b)

84. The determinants of changesin the sup-

ply of capital goods are

a. the production of capital goodsrelativeto the

production of consumers goods

b. the demand for capital goods relative to the de-

mand for consumers' goods

c. thedegree of saving in the economic system

d. the productivity of capital goods

e. al 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
needsto bein the form of capital goodsin order to re-
place the capital goods used up or worn out is called
the proportion.

86. The higher isthe degree of saving,

a. thegreater isthe demand for capital goodsrela-
tive to the demand for consumers' goods

b. thegreater isthe production of capital goods
relative to the production of consumers' goods

c. themorerapid is capital accumulation, once
the relative production of capital goods exceeds
the maintenance proportion

d. all of theabove

e. none of the above

87. The assumption that the output of the eco-
nomic system increasesin proportion to the increase in
the supply of capital goods appears to contradict

a. thelaw of diminishing marginal utility
b. thelaw of diminishing returns

c. both (a) and (b)

d. neither (a) nor (b)

88. Technological progressis necessary
a. tokeep up therate 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 progressis necessary to

keep up the productivity of capital goods as the supply
of capital goodsincreases.
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90. The relationship between technological
progress and capital accumulation is
a. oneof causeto effect
b. reciprocal in that the implementation of more
advanced technologies typically requires alarger
supply of capital goods
c. both (a) and (b)
d. neither (a) nor (b)

91. Capital accumulation isfostered by

a. economic freedom, including free international
trade and freedom of immigration for self-support-
ing immigrants

b. anything that contributesto the ability to pro-
duce in general

c. ahigher degree of saving and provision for the
future

d. respect for property rights

e. al 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
¢. reducing the maintenance proportion
d. all of theabove
e. none of the above

93. Under the conditions of an invariable
money, an increase in saving and the relative demand
for capital goodsis necessary in order to achieve

a. capital accumulation
b. an acceleration in the rate of capital accu-
mulation

94. Therapid economic progress of Japan
over the last forty years or moreisthe 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 advancesin statistical tech-
niques making possible greatly improved quality
control in Japanese manufacturing compared with
American manufacturing
¢. the Samurai heritage of the Japanese

95. Therelative stagnation of the American

economy over the last generation is the result of

a. alower demand for capital goods relative to

consumers’ goods than in the past, caused by gov-

ernment economic policies hostile to saving

b. alower productivity of capital goodsthan 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 asthat of the former Soviet
Russia, was the result of

a. too low aconcentration 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 aprice system and of profit-
and-lossincentives

c. both (&) 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. Thefailureto recognize the separate exis-
tence of the demand for capital goods and the corre-
sponding separate production of capital goods leadsto

a. aninadequate appreciation of the role of sav-
ing in capital accumulation, whichisasforceto
acceleration

b. acorresponding overemphasis on the role of
saving in capital accumulation, which is mistak-
enly seen as one to one

¢. aninability to recognize the role of technologi-
cal progress as a cause of capital accumulationin
serving to maintain the productivity of anincreas-
ing supply of capital goods

d. aninability to grasp the principle that capital
accumulation isfostered by anything that in-
creases the ability to produce in general, such as,
above all, economic freedom

e. al of the above

f. none of the above

Thefollowingisa5-part question.

99. The demand for consumers' goodsis 500
monetary units and the demand for capital goodsis
500 monetary units. Taking the demand for capital
goods astotal costs on account of capital goods, find
national income.

100. The demand for consumers’ goods now
fallsto 400 monetary units and the demand for capital
goods rises to 600 monetary units. Again taking the de-
mand for capital goods astotal costs on account of cap-
ital goods, find national income.

101. The answers to the preceding two ques-
tionsimply 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 goodsrisesrelative to the
demand for consumers' goods, even though as aresult
national incomefalls.
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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 incomeis basically the counterpart
just of consumption expenditure.

103. Inthe context of the economic system
with a 600 demand for capital goods and a 400 de-
mand for consumers’ goods, real incomeswould 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 incomesis

a. the average member of the society earns more
and more money with every passing year

b. pricesfal year after year while the money in-
come of the average member of the society re-
mains the same

Thefollowing pertainsto the next 4 questions. The
“balanced-budget multiplier” of the Keynesians claims
that equal increases in taxes and government spending
cause arisein national incomethat is equal to therise
in taxes or government spending because the tax multi-
plier isonelessin absolute value than the government
spending multiplier while being oppositein 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.

Short-Answer Questions, Chapter 15

107. The significance of therisein national

income in the preceding question is

a. that higher taxes are actually costlessin the ag-

gregate because national income rises by enough

to pay for them

b. thatitillustratestheinverse relationship be-

tween national income, on the one side, and capi-

tal accumulation, economic progress, and

prosperity, on the other

c. both (&) and (b)

d. neither (a) nor (b)

108. Thedoctrine of the “Conservatives Di-

lemma’
a. isbased on the doctrine of the balanced-budget
multiplier
b. claimsthat fiscal conservatives must choose
between their basic values of balanced budgets
and small government, because achieving agiven
rise in national income requires only arelatively
modest increase in government spending if the ad-
ditional government spending isfinanced 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. (Thisisbecausein the first
case the government-spending multiplier alleg-
edly applies, while in the second case only the
much smaller balanced-budget multiplier applies.)
c. isoverthrown by recognition of theinversere-
|ationship 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 theabove
e. none of the above
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Short-Answer Questions, Chapter 16

Chapter 16, Part A

1. Thetreatment of interest in Reisman’'s

Chapter 16 is

a. toignoreit asacost by taking profits as gross

of it

b. toinclude 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 awhole are no differ-
ent than the determinants of the rate of profit of anin-
dividual company.

4. Thesignificance 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. Theinterest rate on government bondsis a
good indicator of the average rate of profit in the eco-
nomic system.

6. According to Capitalism, the interest rate
on government bondsiis probably
a. substantialy lessthan 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 profitin
the economic system

7. Net consumptionis

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

¢. total consumption expenditure counted in net
national product minus total wages

d. al of theabove

8. Net investment is productive expenditure

costs.

9. Given that profitsin 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 expenditureis

a. asource of business sales revenues

b. the source of business costs

c¢. ultimately the source of business costs equal to
the productive expenditure

d. dl of the above
e. none of the above

11. Aninvariable money

a. means afixed quantity of money in the eco-
nomic system, supporting afixed aggregate de-
mand for the products of business enterprises, i.e.,
fixed aggregate business sales revenues

b. impliesthat increasesin aggregate production
and supply result in inversely proportionate reduc-
tionsin the genera level of prices

c. both (&) and (b)

12. Inan economy with an invariable money,
if productive expenditure were the only source of busi-
ness sales revenues,
a. theequalization 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. theaverage rate of profit would tend steadily
to fall unless net investment could go on in-
creasign at a compound rate, which isimpossible
d. all of theabove

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
isthe 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 thusin the genera-
tion of business costs. Asaresult, they arethe
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 revenuesin 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)
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16. In Reisman’s Chapter 16,
a. the productive expenditure of any given year is
frequently assumed to result in equivalent aggre-
gate costsin the following year.
b. What determines the allocation of any given
year' stotal 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, isthe demand for capital goods relative to
the demand for consumers' goodsin the following
year.
c. both (&) 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
¢. the demand for consumers’ goods by the own-
ersand creditors of business
d. all of theabove

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. extensionsof 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 isade-
mand for the products of business but not ademand
for factors of production by business.

20. Therole 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. equd toitself
b. lessthan itself
c. greater than itself

21. Net consumptionis 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
e

. net consumption plus net investment
. dl of the above

Thefollowing four questionsrequire a copy of
Reisman’sFigure 16-2.

23. Inevery year of Figure 16-2, business
both spends al of its cash and yet ends up with exactly
the same amount of cash with which to begin opera-
tionsin the following year.

24. What is the aggregate amount of profitin
every year in Figure 16-2?

25. What isthe averagerate 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 equalstotal consumption expendi-
ture that constitutes sales revenue or wages, minus
total wages paid in the economic system.

29. Itisunreasonable 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,
arisein 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,
therate 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’sand 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 questionis 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. isincapable of raising the rate of profit

b. reduces hisown capital by morethan it raises
the rate of profit, with the result that his amount of
profit fals

34. Insofar asthe average rate of profit in the
economic system is determined by the rate of net con-
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sumption, capital tendsto gravitate into the hands of
those businessmen and capitalists whose rate of con-
sumption relative to their accumulated capitalsis
below average and out of the hands of those whose
rateis above average.

35. Thetwo principles operating to deter-
mine the growth and decline of individual fortunesrel-
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. Thetwo principlesreferred 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 afree economy, those businessmen
and capitalists who are relatively more efficient and
who save and invest relatively more heavily continu-
aly 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
amajor 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 serveto
make aggregate sal es 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.

Thefollowing pertainsto the next 6 questions. As-
sume that an individual who possesses a capital of $10
million consumes at an annua rate of 2 percent of the
sum of his capital and annual income together.

41. Caculatethisindividua’sconsumption
if hisincomethisyear is zero.

42. Calculate his consumption if hisincome
thisyear is $200,000.

43. Calculate both the amount of his con-
sumption and the percentage of hisincome that he
savesif hisincome is $300,000.

44, Calculate both the amount of his con-

sumption and the percentage of hisincome that he
savesif hisincome is $400,000.
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45, Calculate both the amount of his con-
sumption and the percentage of hisincome that he
savesif hisincomeis $1 million.

46. Calculate both the amount of his con-
sumption and the percentage of hisincome that he
savesif hisincomeis $1 million and his capital is $50
million.

47. Seeing the consumption of businessmen
and capitalists as determined mainly by their accumu-
lated capital helpsto explain
a. therelationship between relatively highin-
comes in the economic system and high rates of
saving, insofar as such incomes are usually earned
as high rates of profit
b. thelack 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. toaccomplish given resultsin lesstime
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 preferenceisimplied by

a. thevery nature of human valuation

b. thefact that the uninterruptibility of human
life makeslife in the present necessarily appear
more valuable than lifein the future, and lifein
the nearer future more valuable than lifein the
more remote future

c. both (a) and (b)

d. neither (a) nor (b)

50. A high or low time preferencein a soci-
ety operates to make therate 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 isasociety.

53. Inthelight 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
officialswho rail against the existence of profit and in-
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terest isactually to raise the average rate of profit and
interest.

54. The distinction between productive ex-
penditure and costsis one of timing, in that today’s
productive expenditures will largely be costsin 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 soldisincurredis:
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 isincurred is:
a. cash
b. inventory and work in progress
c. net plant and equipment
d. none of the above

58. The asset account whichisincreased
when depreciation cost isincurred is:
cash
inventory and work in progress
net plant and equipment
none of the above

59. The asset account which isincreased
when depreciation cost isincurred is the accumulated
depreciation reserve.

60. The accumulated depreciation reserveis
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 isincreased
when productive expenditure for plant and equipment
takesplaceis

a. thegross plant and equipment account
b. the net plant and equipment account
c. both (&) and (b)

62. The asset account which isincreased
when productive expenditure for inventory or work in
progress takes placeis

a. cash

b. net plant and equipment
¢. 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 sal es revenues minus costs and
the other being productive expenditure minus those
same costs, with productive expenditure generating ag-
gregate sales revenues equal to itself.

oo oW
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64. Aggregate profit and net investment dif-
fer from one another on the basis of their mathematical
definitions only by the amount of

s-B

Sc - Wb

net consumption

al of the above

none of the above

65. Starting with the fact that aggregate
profit equals aggregate sal es revenues minus aggregate
costs, it followsthat 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 sand d

b. onthebasisof thefact that B - d equals|

¢. onthebasis of thefact that s- B equalsNC

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. theaverage rate of profit in the economic sys-
tem equals the sum of the net consumption and
net investment rates

d. all of theabove

e. none of the above

Coo T

67. “Secondary productive expenditure”

a. isproductive expenditure made out of the
wages paid by business

b. enlargestotal productive expenditure while
leaving aggregate sal es revenues unchanged

¢. reducesthe amount of net consumption, which
could, conceivably, be made negative if the
amount of secondary productive expenditure were
great enough

d. comesto an end once the accumulated savings
of the wage earners become great enough

e. al of the above

68. The existence of negative net consump-
tion isunlikely, given the fact that much or al 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 existsin 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 theaverage life of plant and equipment in-
creases, because thiswill 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
thiswill postpone the date when the productive ex-
penditure begins to show up as depreciation cost
c. both (&) and (b)
Thefollowing pertainsto 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 isini-
tialy ten years. However, starting in Year X, whichis
sometime long after Y ear 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 thetotal amount of annual deprecia-
tion cost in the economic system after Y ear 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
Yea 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, thetenth 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 achangein
the disposition of agiven amount of aggregate produc-
tive expenditure in the following ways:

a. ashift 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 alonger 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. ashift of productive expenditure from ex-
pensed expenditures to expenditure for inventory
and work in progress
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c. asarule, ashift of productive expenditure for
inventory and work in progress to productive ex-
penditure for plant and equi pment

d. ashift of productive expenditure for plant and
equipment of a shorter average life or shorter pe-
riod of construction time to plant and equipment
of alonger average life or longer period of con-
struction time

e. al of the above

80. By means of the various changesin the
disposition of productive expenditure described in the
previous question, the existence of net investment can
be indefinitely prolonged under the existence of anin-
variable money.

81. The shifting of productive expenditures
from points less remote from the making of salesto
points more remote from the making of sales

a. operatesto reduce aggregate costs in the eco-
nomic system and thereby create net investment
b. operatesto increase the amount and rate of
profit in the economic system

¢. both (a) and (b)

82. The expression the marginal productivity
of capital, as used in Capitalism,

a. denotes anet physical product attributable to
the employment of additional capital goods
b. means the savings of cost or additionsto sales
revenue that additional capital would achieve for
individual businessfirms, 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 sensein 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 therate of profit tend to

a. equdize

b. permanently differ

85. Under the conditions of an invariable
money, the ability of net investment to add to the rate
of profit isan inherently self-limiting phenomenon.

86. Under the conditions of an invariable
money, the ability of net investment to add to the rate
of profit isan inherently self-limiting phenomenon.
Thisis because the higher isthe rate of net investment
and consequently the economy-wide average rate of
profit, the more difficult it isfor still more net invest-
ment to be perceived as worthwhile, in view of the fact
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that a condition of investing isthat the margina 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. Thisisbecause al 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 timeinvolved.

89. Under the conditions of an invariable
money, the rate of profit comesto equal the rate of net
consumption alone.

90. Under the conditions of an invariable
money, the effect of net investment isto 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 comesto equal the rate of net
consumption alone

a. because the growing accumulation of capital
that net investment resultsin servesto increase
the amount (though not the rate) of net consump-
tion and thus to reduce the amount of productive
expenditure

b. coststend 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 afall in time pref-
erence, further accumulation would cease.

93. Theincrease in the quantity of money
and volume of spending operates to perpetuate the ex-
istence of net investment.

94. Theincrease in the quantity of money
and volume of spending operates to perpetuate the ex-
istence of net investment
a. becauseit brings about asystematic risein pro-
ductive expenditure while costs do not rise
b. becauseit brings about a systematic risein pro-
ductive expenditure while the resulting rise in ag-
gregate costs lags behind the rise in productive
expenditure

95. Therate 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. Therate 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. theincreasein 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)

Thefollowing pertainsto the next 9 questions. As-
sumeinitially the existence of an invariable money
and a5 percent annual rate of profit, which will be
earned in all of the following cases. Additionally, as-
sumethat in all of the following cases the outlay of
money by abusinessman, 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-
ceedsin 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-
ceedsin 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-
ceedsin the case of a product that requires two years
between the making of his productive expenditure and
the sale of his product.

Thefollowing 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., afive percent
annua 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. Recdculate the businessman’s salesrev-
enuesin thefirst of the three preceding questions.

101. Recdculate the businessman’s rate of
profit in thefirst 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. Recdculate the businessman’sannualized
rate of profit in the second of the three preceding questions.

104. Recdculate the businessman’s salesrev-
enuesin the third of the three preceding questions.

105. Recalculate the busnessman’sannualized
rate of profit inthethird of the three preceding questions.

Thefollowing pertainsto the next 9 questions. As-
sumeinitialy the existence of an invariable money

and a4 percent annual rate of profit, which will be
earned in all of thefollowing cases. Additiondly, assume
that in al of the following cases the outlay of money by a
businessman, i.e,, his productive expenditure, is$100,
andthat it isal expended at the sametime.

106. Calculate the businessman’s sales pro-
ceedsin the case of a product that requires exactly one
year between the making of his productive expenditure
and the sale of his product.

107. Cadlculate the businessman’s sales pro-
ceedsin 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-
ceedsin the case of a product that requires two years
between the making of his productive expenditure and
the sale of his product.

Thefollowing 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., afour 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. Recdculate the businessman’s salesrev-
enuesin thefirst of the three preceding questions.

110. Recdculate the businessman’s rate of
profit in thefirst of the three preceding questions.

111. Recalculate the businessman’s salesrev-
enuesin the second of the three preceding questions.

112. Recdculate the businessman’sannualized
rate of profit in the second of the three preceding questions.

113. Recdculate the businessman’s sales rev-
enuesin the third of the three preceding questions.

114. Recdculatethe busnessman’ sannudized
rate of profit inthethird of the three preceding quegtions.

115. Thenet investment rate, i.e., therate
which net investment bears to the total of invested cap-
ital, tendsto equal therate of increase in the quantity
of money and volume of spending.

Short-Answer Questions, Chapter 16

116. Thenet investment rate, i.e., therate
which net investment bears to the total of invested cap-
ital, tendsto equal therate of increase in the quantity
of money and volume of spending. Thisis 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. Therate of increasein production and
supply adds an approximately equal percentageto the
real rate of profit.

Thefollowing pertainsto 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-
tionis5 percent. Now assume that production and supply
begin to incresse at atwo percent annual rate.

118. Cdculate the real rate of profit before pro-
duction and supply begin to increase. (Y ou should as-
sume that the price level is stablein these conditions.)

119. Cdculate the annual rate of fall in
prices, once production and supply begin to increase.

120. Taking into account thefall in prices,
calculate the year-end buying power of any given sum
of money on which the five percent rate of profitis
earned.

121. Statetheredl 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 theinitial sum invested at the
start of the year.

122. Cadlculate 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. Thefact 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. thefact that the rate of increase in the quantity
of money and volume of spending adds an approx-
imately equal number of percentage pointsto 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 aswell
b. thefact that if thereis no increase in the quan-
tity of money and volume of spending, thein-
crease in production and supply reduces pricesin
inverse proportion and thus correspondingly in-
creases the buying power of the capital invested,
along with that of the profit earned on the capital

177
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invested, thereby adding an approximately equiva-
lent percentage to the real rate of profit
c. both (&) and (b)

124. The degree of capital intensiveness of
an economic system is expressed by theratio of the
nominal value of its capital invested to
total sales revenuesin the economic system
total consumption in the economic system
total wages paid in the economic system
al of the above
none of the above

Cop T

125. The higher the degree of capital inten-
sivenessin an economic system, the greater isthe like-
lihood of its being able to implement technol ogical
advances.

126. Inwhich context does net investment
represent the achievement of ahigher 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. Inan economic system with amodestly
increasing quantity of money and volume of spending,
accumulated capital relative to other macroeconomic
aggregates

a. increases
b. decreases
C. remainsabout 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-
temif 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 aresulting
positive effect on the rate of profit

¢. netinvestment and an equivalent rise in the
amount of profit, coming about precisely in re-
sponseto aprevailing very low or negative rate of
profit

d. all of theabove

129. Inthe 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 asawhole.

130. Inthe economic system asawhole, 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 achievein order to
be considered worthwhile

b. by favoring the adoption of lower-cost, more-
capital-intensive methods of production

¢. by favoring the production of more-capital-in-
tensive products

d. by favoring the expansion of more-capital-in-
tensiveindustries.

e. al of the above

f. none of the above

131. Whatever elsetheir 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. Theincreasein the quantity of money
that isthe by-product of economic progress operatesto
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 thusthe

rate of profit and interest

c. that technological progress operatesto raise

the marginal net productivity of capital and thus

the rate of profit and interest

d. all of theabove

Thefollowing pertainsto the next 8 questions. You
are given the following information: The average
member of avery 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), thistribesman is able to catch an aver-
age of 30 fish per day.

134. Calculate, interms of fish, the “mar-
gina gross product” of the boat and net.

135. Calculate, intermsof fish, the“mar-
gina net product” of the boat and net.

136. Cdculate, intermsof fish, the average
capital outstanding in the boat and net from the time it
isbrand new to the end of its useful life.

137. Basing your calculation on just oneturn
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 ayear
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
guestions would be reduced by technological progress.

142. According to theinstructor, diminishing
returns and technological progress determine
a. therate of profit/interest
b. therate of capital accumulationin 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. areliance 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
¢. aconfusion of more physical output with more
money revenue
d. thefact that therate of profit is highest before
thereisany capital or productivity of capital
e. al of the above
f. none of the above

Thefollowing pertainsto 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 aprice of $1 per fish. Assume that
the million fishermen are organized into one million
fishing enterprises, each of which payswagesto its

one fisherman employee of $2 per day. The enterprises
make no productive expenditures other than the pay-
ment of wages.

144. Calculatetotal salesrevenuesin this
economic system.

145. Calculatetotal costsin thiseconomic
system.

146. Calculatetotal profitsin this economic
system.
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Now assumethat onefishing enterprise alone be-
ginsusing a boat and net which raiseitsdaily 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 fishin
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 raisesits daily fish catch to 30 fish.

150. Calculate the profits of the fishing enter-
prise that raisesits daily fish catch to 30 fish.

151. Cdculate thetotal profit of the 999,999
fishing enterprisesthat 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 increasesiits catch to 30 fish
per day.

Now, continuing with the assumption of an invari-
able money, assumethat all one million fishing en-
terprisessucceed in increasing their fish catch to 30
fish per day.

153. State thetotal 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. Calculatetotal salesrevenuesin the eco-
nomic system under this new assumption.

158. Calculatetotal profit in the economic
system under this new assumption.

159. A proper conclusion to be drawn from
the preceding questionsis that the productivity theory
of profit/interest is correct in holding that the net pro-
ductivity of capital goods explainsthe 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 servesto raise the
average rate of profit and interest in the economic sys-
tem.
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Now assumethat during thetimethat the one mil-

lion fishing enterprisesarein process of construct-

ing their boatsand nets (150 daysin all), they each

devote one-third of the daily labor of their workers
tothat 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 anin-
variable money.

164. Statethe salesrevenues 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. Itisamistake to conclude from the an-
swers to these questions that the effect of diverting
labor and the corresponding payment of wagesto the
construction of afixed asset isto correspondingly re-
duce cost of goods sold and thus to equivalently raise
profitsin the economic system.

168. The productivity of capital goods, such

asaboat and net, can explain

a. avirtualy corresponding addition to the profits

of anindividual enterpriseif it isaonein adopt-

ing the more productive method represented by

the use of aboat 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. pricesfal ininverse proportion to theincrease
in production and supply

b. aggregate sales revenues remain unchanged

¢. no addition to aggregate profits or the average
rate of profit in the economic system isimplied so
long as aggregate productive expenditure remains
the same and aggregate cost remains equal to ag-
gregate productive expenditure

d. all of theabove

170. Anindirect 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 increasein
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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 methodsis being
accumulated

c. both (&) 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, isfar higher than the average rate of profit/inter-
est because

a. wage cost aswell asthe cost of the capital
goods must be subtracted from sales revenues, but
thisisnot allowed for in calculations of physical
productivity

b. increasesin 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 thetime preferencetheory inits
traditional form, the totality of the means of pro-
ducing afuture good, such asten applesto 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 valuein
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 alarger quantity of
present goods than did the discounted value of the
means of producing them. The differenceis profit
or interest.
c. both (a) and (b)
d. neither (a) nor (b)
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Thefollowing appliesto the next 3 questions. Ac-
cording to the time preference theory in itstraditional
form, calculate the various rates of profit/interest that
result if one beginswith 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.

Thefollowing 13 questions requir e a copy of
Reisman’sFigure 16-2.

In each year of Reisman’s Figure 16-2, a product of
1C of consumers’ goodsis produced, which sellsfor
500 units of money and has a cost of production of
400 units of money. The amount of profit earned on
those consumers’ goodsis 100 units of money and the
rate of profit/interest expressed as a percentage of the
cost value of the consumers' goodsis 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. Expressthe cost of producing the 1C of
consumers goodsto be available at the start of the fol-
lowing year in terms of the quantity of present
consumers’ goodsthat is of equivalent monetary
value, i.e., state what portion of the consumers’ goods
availablein Year 1isequivalent in monetary value to
the means of producing the consumers’ goodsto be
available at the start of Year 2.

177. Expresstherate 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 assumethat the economic system suddenly be-
comes mor e productive. Thus, imaginethat in Year
2, say, the same means of production that were pre-
viously ableto producejust 1C of consumers goods
now become ableto 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. Cadlculate 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. Caculate, interms of a percentage of
cost, the rate of profit/interest implied by your answer
to the previous question.
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181. Using Figure 16-2'sframework of an
invariable money, compare the monetary receipts from
the sale of consumers' goodsin 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 risesfrom 1C to 2C.

Now assumethat the economic system had sud-
denly become less productiveinstead of more pro-
ductive. Thus, imaginethat in Year 2, the same
means of production that wer e previously ableto
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
apercentage of cost, the rate of profit/interest implied
by your answer to the previous question.

185. Using Figure 16-2'sframework of an
invariable money, compare the monetary receipts from
the sale of consumers' goodsin 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 fallsfrom 1C to .5C.

187. Onthe basis of the preceding examples,
itisclear 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 ayear later tells us the
rate of return that is actually earned in production.

188. Thetime-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 changesin
production
d. none of the above

Thefollowing appliesto the next 3 questions. The
rate of profit/interest calculated as a percentage of cost
isinitially 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.




182 Short-Answer Questions, Chapter 16

190. Statethe rate of profit/interest implied
by the doctrine of purchasing-power price premiumsif
theincrease 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
premiumsin the rate of profit/interest hold the contra-
diction of regarding increasesin production asthe
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 afall in prices reducesthe rate
of profit/interest by an equivalent percentage.

194. Béhm-Bawerk’s exposition of the time-
preference theory in itstraditional 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, asisin fact the case, the businessmen
and capitalists.

195. Like Bohm-Bawerk’s exposition,
Rothbard' s exposition of the time-preference theory
aso regards the wage earners as the real producers of
the products.

196. According to the time-preference theory
initstraditiona form, the value of consumers’ goods
represents afixed starting point from which the value
of the factors of production is derived by the applica-
tion of arate of discount to the value of the
consumers’ goods.

Thefollowing pertainsto the next 8 questions. The
rate of profit/interest is 10 percent. Two consumers
goods, one a quantity of wheat which takes 6 monthsto
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 initstraditiona form.

198. Find the value of the labor required to
produce the scotch according to the time preference
theory initstraditional form.
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Now assumethat therate of profit/interest fallsto 5
percent.

199. Find the new value of the labor required
to grow the wheat according to the time preference the-
ory initstraditiona form.

200. Find the new value of the labor required
to produce the scotch according to the time preference
theory initstraditional form.

201. Thisexample showsthat in order for the
value of consumers goods to be afixed 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 timein their
production.

202. In reality, when the rate of profit/inter-
est fell from 10 percent to five percent,

a. wage ratesin the production both of the wheat
and the scotch would rise, but the wage ratesin
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. theprice of scotch would fall, because of the
increasein its production and supply, while the
price of wheat would rise, because of the decrease
in its production and supply
d. all of theabove
e. none of the above

203. The correct answer to the preceding
guestion shows the market value of consumers’ goods
can properly be taken as afixed starting point for the
determination of the value of the factors of production
by the application of arate of discount to the value of
consumers’ goods.

204. Itisan error to take the value of
consumers’ goods as afixed starting point and to as-
sume that changesin 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. theprices of factors of production are funda-
mentally determined by supply and demand no
less than the prices of consumers' goods
b. therate 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
¢. thedemand for productstends 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. al of the above

206. Bohm-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. impliesthat to this extent an individual hasa
preference for future goods over present goods

b. underminesthetime preferencetheory inits
traditional form, which holds that profits/interest
derive from the higher valuation of present goods
over future goods

¢. doesnot eliminate the role of time preference
in determining the rate of profit/interest if therole
of time preferenceis perceived as determining the
extent to which individual s divide their wealth
and income between consumption and provision
for the future, and thus as the major determinant
of therate of net consumption

d. all of theabove

207. Ricardo’'s proposition that “profitsrise
aswagesfall and fall aswagesrise”
a. was advanced in the context of an invarible
money
b. can be understood as representing profitsris-
ing as productive expenditure and costsfall, if
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wages are regarded as representing al of produc-
tive expenditure

c. implicitly presupposes the existence of net con-
sumption asthe basis of sales revenues being
greater than “wages’ or productive expenditure

d. isconsistent with real wages and real profits
both rising together and with real wagesrising
even when “profits rise and wages fall”

e. al of the above

208. John Stuart Mill’ s proposition that “ de-
mand for commoditiesis 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 asa
source of aggregate profit/interest
b. was accepted by Ricardo and thus helpsto
make his doctrine that “profits rise as wages fall
and fall aswagesrise” compatible with the net
consumption theory
c. both (&) and (b)
d. neither (a) nor (b)

209. If John Stuart Mill’ s proposition that
“demand for commoditiesis 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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The following relates to questions 97-114.

Rate of Net

Consumption/

Rate of Profit
Annual 5.00%
Monthly 0.4074%
Biannual 10.25%
Annual 4.00%
Monthly 0.33%
Biannual 8.16%

Question Answer

1 c
2 T
3 F
4 F
5 F
6 a
7 d
8 T

Sales Rate of Increase
Revenues in Money and
$100*(1+B) Spending
$105.00 2.00%
$100.4074 0.1652%
$110.25 4.04%
$104.00 3.00%
$100.33 0.25%
$108.16 6.09%

Sales
Revenues
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$100.5732

$114.70

$107.12
$100.57
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Profit
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0.5732%

14.70%

7.12%
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Short-Answer Questions, Chapter 17

Chapter 17

1. Capital accumulation can take place only
with an accompanying fall in the rate of profit.

2. When production increases and pricesfall,
theresult is
a. afal in profit margins and the rate of profit
b. anincreasein the difficulty of repaying debts
c. deflation
d. al of theabove
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. Inthe conditions of an invariable money, a
fall intherate of profit is associated with an accelera-
tion of therate of capital accumulation and fall in
prices, rather than with capital accumulation and fall-
ing prices per se.

5. Inthe conditions of an invariable money,
capital accumulation can take place
a. onthe basis of asufficiently high but stable
volume of demand for capital goods and of pro-
ductive expenditure overall
b. only on the basis of arising 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 comesinto exis-
tence and increases the ability to produce, that cir-
cumstance causes an increase in the production
and supply of capital goods aswell asan increase
in the production and supply of consumers’ goods
b. leadsto 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 capita ac-
cumulationisalower rate of profit
a. isavalid generalization from the effects of
greater investment in an individual industry
b. restsonthefallacy 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 coststo the
same extent, because the increase in the supply of
productsis preceded by a corresponding increase in
the supply and/or productivity of the factors of produc-
tion.

11. A falinthe rate of profit that results
from afall in the rate of net consumption differsfrom
afall in therate of profit that results from afinancia
contraction and deflation because

a. afal intherate of net consumption entailsa
rise in saving and productive expenditure, net in-
vestment, and the formation of new capital giving
riseto ahigher degree of capital intensiveness,
and makes possible a correspondingly greater
availability of credit, which characterizesit asthe
very opposite of aperiod of deflation or financial
contraction

b. inadeflation 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 islikely to be ac-
companied by an increased difficulty of repaying debt.

13. Under agold standard, the process of fall-
ing prices resulting from increased production and sup-
ply isactually almost certain to be accompanied by a
growing ability to repay debt rather than by anin-
creased difficulty of repaying debt.

14. Under agold standard, the process of fall-
ing prices resulting from increased production and sup-
ply isactually almost certain to be accompanied by a
growing ability to repay debt rather than by an in-
creased difficulty of repaying debt because thein-
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 revenuesin terms of gold.

15. Under asystem of commodity money,
thefall in the rate of profit that is the accompaniment
of launching or accel erating the process of capital ac-
cumulation by means of afall in the rate of net con-
sumption, isin part reversed by the consequences of
that capital accumulation, which include an increasein
the production and supply of the commodity serving as
money, along with an increase in the production and
supply of commoditiesin general.

16. Just astechnological progressis not re-
quired as an “outlet” for capital goods accumulated
merely by means of saving, but isitself a source of
capital goods, so initsrelation to theincrease in the
supply of commodity money it is not an outlet for net
investment, but isitself a source of net investment.
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17. Technological progress
a. provides new and additional usesfor an ex-
panding supply of capital goods resulting from
saving
b. isamajor source of new and additiona capital
goods

18. Ricardo’sessential insight concerning
the nature of capital accumulation wasthat it isthe re-
sult of anything that increases production in general.

19. A fal intherate of profit caused by afall
in the rate of net consumption is unlikely to be accom-
panied by arisein the demand for money for holding,
asisthe case when the rate of profit falls because of a
financial contraction/deflation, because

a. it doesnot render therate of profit negative

b. it resultsin additional saving and capital accu-
mulation and thusin 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’ goodsin the still further future continually
declines.

21. Irrespective of how high istherelative
production of capital goods and how low isthe 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. Therole played in capital accumulation
by the average period of production explains why tech-
nological progress by itself islimited in its ability to
bring about capital accumulation.

25. An economic system with alonger aver-
age period of production isin no better position to im-
plement technol ogical advances than an economic
system with a shorter average period of production.

26. In an economic system with either anin-
variable money or a quantity of money and volume of
spending that increases at any given rate, the taxation
of profits

a raises
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b. lowers
c. leavesunchanged
the pretax rate of profit.

27. Under a system of commaodity money,
the taxation of profits
a raises
b. lowers
¢. leavesunchanged
therate of net investment and the rate of profit insofar
asit depends on the rate of net investment.

28. In an economic system with either anin-
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
¢. leave unchanged
therate of profit.

29. Under a system of commodity money,
budget deficits financed by borrowing from the public
operate to

a raise

b. lower

¢. leave unchanged
therate of net investment and the rate of profit insofar
asit depends on the rate of net investment.

30. The goal of increasing saving and capital
formation through balancing the government’ s budget
isfacilitated more by cutting government spending
than by increasing taxes, insofar as the additional taxes
would come at the expense of saving.

31. When therate of profit is 5%, it paysan
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
profitis 10%?

32. Tothe 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. Tothe 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
¢. mitigated the reduction in capital available and
risein the rate of profit that would otherwise have
taken place in the US asthe result of its budget
deficits
d. all of theabove
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e. none of the above
10PT = Thefollowingisfour-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. Therelative size of a country’ s economy
in the world as awhole dependsin the long run on its
rate of capital accumulation and economic progress.

36. Therelative size of a country’s economy
in the world as awhole dependsin the long run on the
extent of its economic freedom and respect for prop-
erty rights.

37. Intheface of morerapid increasesin pro-
duction in the rest of the world than in the United
States, greater economic freedom and respect for prop-
erty rightsin the United Statesis necessary in order to
stem the declinein the relative size of the American
economy.

38. In the absence of increasesin the quan-
tity of money, net saving in terms of money would
show atendency to disappear.

39. Intheabsence of increasesin the quan-
tity of money, net saving in terms of money would
tend to disappear because
a. coststend 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. Theactual economic significance of sav-
ing lies at the grosslevel, rather than at the net level,
because thisisthe 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. reducesthe rate of profit

b. isthe product of forces that add to the rate of
profit, viz., the increase in the quantity of money
and volume of spending

42. Inthelong run, hoarding isthe cause of a
higher rate of profit rather than alower 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 fundsinvested is

Short-Answer Questions, Chapter 17

increased, to the extent that people hold their savings
in the form of cash hoards rather than investments.

43. The scarcity of capital initsvertical di-
mension refersto
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. therelation 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 ahigher degree of capital inten-
siveness
d. all of theabove
44. Initshorizontal dimension, the scarcity
of capital isasgreat asisthe scarcity of consumers
goods.

45, Outletsfor additional investment of capi-
tal initsvertical dimension exist in accumulating capi-
tal sufficient
a. toenablethe vast mgjority of theworld that is
presently not industrialized to come up to the de-
gree of capital intensiveness of the portion of the
world that isindustrialized
b. within the industrialized countriesto enable
every factory, farm, mine, and storeto increaseits
degree of capital intensivenessto the point pres-
ently enjoyed only by the most capital-intensive
establishments
c. toenable all productive establishmentsto raise
the standard of capital intensivenessto the point
where no further reduction in costs of production
or improvement in the quality of products could
be achieved by any greater availahility of capital
initsvertical dimension
d. all of theabove

46. The potential for arisein the value of
land constitutes an outlet for virtually unlimited sav-
ings and capital accumulation inits vertical dimension
at apositive rate of return on capital.

47. Thedoctrine of underconsumptionism
a. holdsthat anincrease 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 sellsfor less
b. omitsthe demand for capital goods when it
concludes that an increase in saving and decrease
in consumption means a reduction in business
salesrevenues
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 goodsin 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 seriesthe
further terms of which are larger the smaller isthe
initial term and the larger isthe proportion in
which later terms stand to earlier terms

d. all of theabove
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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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Short-Answer Questions, Chapter 18

Chapter 18

1. Aneconomist’s acceptance of the proposi-
tion that unemployment can be eliminated by afall 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 ratesfalling in the face
of unemployment.

2. Inview of theinfluence 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 atask be-
yond the ability of most economists

. 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 theabove

3. Theessential claim of Keynesianismis
that afree market in labor and fall in wage ratesisin-
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 Keynesianismis
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 economiststo haveto bein a
state of conflict with the prevailing opinion of virtually
al 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 hisideasfilled
what perhaps the majority of economists experienced
asavital need—it gave them away out of conflict
with the rest of the intellectual world and with agood
portion of their own convictions. For if Keyneswere
right, economists need not oppose labor legidlation. In-
deed, they could joinin the calls for expanded govern-
ment i ntervention.

8. Such ideas asthat 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 excessisfostered by the policy of bud-
get deficits).
9. Keynesianism
a. holdsthat even though the quantity of money
in the economic system remains the same, afall in
wage rates and prices is accompanied by propor-
tionately less spending, since it allegesthat there
isno increase in the quantity of goods and labor
demanded at the lower prices and wages
b. isincompatible with the quantity theory of
money
C. isaspeciesof consumptionism
d. all of theabove

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. arosein response to somerelatively mild criti-
cism of Keyneslevied by A. C. Pigou, acolleague
at Cambridge University
b. admitsthat afall 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 theimplication 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 pricesimplies corre-
spondingly large reductionsin aggregate spending
and revenues and thusin the ability to repay
debts.
¢. clamsthat anecessary condition of prices
being able to fall would be the adoption of aradi-
cal antitrust policy, or aprogram of widespread
nationalization of industry, as the means of estab-
lishing “ price competition,” because big business,
left to its own devices, is“oligopoalistic” and prac-
tices “administered pricing”—i.e., won't reduce
prices
d. fully agreeswith Keynesianism with respect to
the conclusion that a free economy cannot have
full employment
e. al of the above

12. The neo-Keynesians are led to conclude
that reductions in wage rates and prices can have only
arelatively modest impact on the increase in employ-
ment and output because the only mechanism they can
imagine by which afall 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’sdoctrineis even weaker than the
Keynesians themselves recognize, because if the
money supply of the economic system rests on afrac-
tional reserve, and if it were the case that there must be
some significant drop in total spending accompanying
thefall in wage rates and prices, then there would be
substantial business failures, which would result in
substantial bank failures and in areduction in the quan-
tity of money. In such a case, the “Pigou effect” would
be reduced to depending on the ability of afall in
wage rates and pricesto raise the purchasing power

not of afixed stock of money (which would not be
fixed, but falling) but of amuch 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-raterigidities 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 movesto itslong-run equilibrium very quickly,”
Samuel son 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

¢. both (a) and (b)

16. When they say that the classical econo-
mists preached “that persistent unemployment wasim-
possible,” Samuelson and Nordhausignore the fact
that the classical economists’ proposition was intended
to apply only to alabor market free of government in-
terference, not to one in which such interference pre-
ventsafall in wagerates.

17. Choose the answer which is most com-
pletely true.

a. According to Samuelson and Nordhaus,
Keynes emphasized that because wages and prices
areinflexible, there is no economic mechanism to
restore full employment and ensure that the econ-
omy producesits potential.
b. Keynes'sactual position was that thereisno
way for afree economy, which has flexible wages
and prices, to achieve full employment.
¢. Samuelson and Nordhaus's claim represents an
unadmitted capitulation to the claims of classical
economists, in that it concedes that what standsin
theway of full employment is afailure of wage

rates to fall and thereby increase the quantity of
labor demanded.
d. all of theabove

18. Aspresented by Samuelson and
Nordhaus, what remains of the Keynesian positionis
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 i ntervention.

19. The Keynesian doctrine of the unemploy-
ment equilibrium isthe claim that

a. afall in wage rates and pricesisincapable of
increasing the quantity of labor demanded, be-
causeit is accompanied by acorresponding fall in
the aggregate monetary demands for consumers
goods and labor
b. afree economy cannot escape from mass un-
employment
c. both (&) and (b)

20. The Keynesian aggregate demand curve
isidentical 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. isoften thought to be the basis of the Keynes-
ian aggregate demand curve

b. isfallacious 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-
aly smaller spending of alarger number of work-
ers, which unchanged level of overall spendingis
sufficient to buy the output of the larger number
of workers by virtue of lower prices

c. both (a) and (b)

22. Thefall inwage ratesto their equilib-
rium, i.e., full-employment, level isin fact almost cer-
tain to be accompanied by arisein total payroll
spending and in productive expenditure as awhole, be-
cause it brings out the investment expenditures which
had been postponed, awaiting the fall in wage rates.
Thus, in actuality, it isaccompanied by arisein the ag-
gregate monetary demands for labor and for goods,
both consumers' goods and capital goods.

23. Theactual basis of the vertical Keynes-
ian aggregate demand curveis
a. the claim of many union leaders that wage rate
reductions result in proportionate reductionsin
consumer spending
b. thelScurve

24. ThelScurve
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a. istherelationship alleged by the Keynesians
between the “marginal efficiency of capital” (viz.,
therate 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. purportsto show that as output and employ-
ment expand, as measured along the horizontal
axis, the rate of return on capital fals, asmea-
sured along the vertical axis

c. both (&) and (b)

25. The IScurve underlies the Keynesian ag-
gregate demand curvein that the Keynesians claim
that at the point of full employment on the IScurve,
namely Y and its corresponding output, the rate of re-
turn would either be negative or, if not negative, at
least unacceptably low (below 2 percent isthe usual es-
timate of what is unacceptably low). This aleged 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 arate 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 isthe figure most often
cited as the minimum acceptabl e 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 bere-
cast as claiming that full employment required arate
of return below zero.

28. ThelScurveisderived from
a. theproduction function
b. the saving function
c¢. theequality of investment with saving
d. the marginal efficiency of capital schedule
e. al of the above

29. The production function describesthe re-
|ationship 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. isthe 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
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b. when diagrammed shows saving on the verti-
cal axisand national income on the horizontal axis
c. isthecorollary 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. isderived by subtracting the consumption func-
tion from national income

e. ispresented asthe algebraic formula

S=-a+ (1),

f. all of the above

31. Theeguilibriaof 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. Thereason for showing the equality of

saving and investment isto

a. ask what would happen if al 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. isdrawn showing therate of return on capital
on the vertical axis and the volume of net invest-
ment on the horizontal axis
b. claimsthat asthe volume of net investment in-
creases, the rate of return on capital decreases
c. bath (a) and (b)

34. ThelScurveis derived on the basis of
the proposition that

a. agiven volume of employment resultsin acor-
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
¢. 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. thepairing 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
thelScurve
f. al 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 pricesfall,
the effect isto reduce the monetary value of the
maximum physical amount of investment that is
consistent with the minimum acceptable rate of re-
turn

b. sincetotal spending isessentially just amulti-
ple of investment spending, the effect of areduc-
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 alevel 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 beinvested
(i.e., invested at the minimum acceptable rate of return
or better).

38. According to Keynesianism, the achieve-
ment of arate of return on capital high enough to be
minimally acceptable requires the existence of unem-
ployment in order to reduce

a. thelevel of output/real income

b. thevolume of saving, which isalegedly deter-

mined by the size of output/real income

¢. the need for investment to offset the saving

d. the downward pressure on the rate of return al-

legedly caused by moreinvestment

e. al 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. analeged risein the purchase price of capital
assets as net investment increases

b. afall inthe selling prices of products asthe re-
sult of increasing net investment and the addi-
tional productive capacity that it brings about,
which fall in prices allegedly causesafall in profit
margins and the rate of profit

c. the operation of the law of diminishing returns
as net investment increases, accompanied by afur-
ther fall in the prospective yields to capital assets
d. all of theabove

41. “Fiscal policy” isessentially apolicy of
government budget deficits designed to deal with the
alleged excess of saving over profitable investment
outlets at the point of full employment.
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42. Fiscal policy, intheform 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 aleg-
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. Ananalogy 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
alegation 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 issueis the effect
of afall inwage rates and prices. When wage rates and
pricefall, the purchase price of capital assetswill fall,
not rise. The additional net investment is analogousto
an additional quantity demanded at lower prices. Just
asthe additional quantity demanded at lower pricesis
not arise in demand and does not raise prices, so too
the additional net investment that occursin response to
lower wage rates and prices does not raise the pur-
chase price of capital assets, but isin responseto 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 leadsto afal in selling
prices, drops the context that what initiates the process
isafall in wage rates, which means afall in costs of
production preceding the fall in selling prices. The ef-
fect of thefall in costsisto prevent thefall 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 isto increase labor
more than capital and thus, if anything, to increase
margina physical returnsto 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 afall in wage
rates and prices cannot lift the economic system out of
adepression and achieve full employment because at
full employment the rate of return on capital would be
too low, isaclaim that the rate of return in the recov-
ery from adepression would be lower than it isin the
depression.

49. A major reversal of economic reality on
the part of the Keynesian analysisisits belief thatin a
depression saving and net investment are at their maxi-
mum possible limits, and the problem isthat 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 adepression, net investment is sharply
reduced and even becomes negative as the result of the
plungein productive expenditure, including plant and
equipment spending and spending on account of inven-
tory, while depreciation and cost of goods sold con-
tinueto reflect earlier, higher levels of productive
expenditure.

51. In adepression, saving is sharply reduced

and even becomes negative as the result of
a. theplungein business profits and the payment
of dividends out of earned surplus, which serves
to reduce accumul ated 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 isthe
source of the overwhelming bulk of business' s salesre-
ceipts, minus those same costs. It followsthat in the
context of abusiness 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-capita doc-
trine constitutes areversal of the actual relationship be-
tween net investment and the rate of profit in the
context of abusiness cycle, because more net invest-
ment accomanying the return to full employment
would result in avirtual dollar-for-dollar increasein
the amount of profit in the economic system and thus
inarisein therate of profit, not afall.
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Thefollowing isafour-part question.

Assume that the Keynesian investment multiplier is4
and that profits are a constant 10 percent of salesreve-
nues (actually they are usually arising percentage of
rising sales revenues).

54. Calculate theincrease in national income
resulting from an increase in net investment of 10.

55. Calculate the increasein 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 claimsthat as net investment
increases the rate of return on capita falls, while the
latter claimsthat as net investment increases, national
income increases by a multiplied amount, which impl-
iesthat profitsincrease at a substantial rate relative to
the additional net investment and thus that the rate of
profit rises.

59. In bringing about arestoration of produc-
tive expenditure, particularly for plant and equipment,
which had been postponed, awaiting their fall, afall 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 revenuesin 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 doctrineisthe
claim that the attempt to save alarger proportion of na-
tional income resultsin a smaller amount of national
income.

Thefollowing isafour-part question.

Assumethat 10 is the maximum amount of net invest-
ment that can occur at the minimum acceptabl e rate of
return or better.

62. If saving isequal to 25 percent of na-
tional income, calcul ate the maximum amount of na-
tional income that is consistent with saving not
exceeding the allegedly limited profitable investment
opportunites.

63. If saving isequal to 10 percent of na-
tional income, calcul ate 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 isequa to 1 percent of national
income, cal culate the maximum amount of national in-
come that is consistent with saving not exceeding the
alegedly 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 resultsin
the maximum amount of saving that the economic sys-
tem can alegedly 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 savingsto 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. Thusthereisno such
thing as saving being amathematical function of in-
come.

67. The continuing saving and net invest-
ment that goes on in the world asthe result of anin-
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 sameincreasein
the quantity of money and volume of spending.

68. “Liquidity preference,” or cash prefer-

ence, asHazlitt calsit, is

a. people s preference for holding money

b. isthebasis, 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. alegedly has no limit when the rate of return

fallsto its minimum acceptable level

d. all of theabove

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 lossesif interest rates
should rise from alevel at or below 2 percent

c. both (a) and (b)

70. Inafree economy, without inflation and
credit expansion, the rate of profit and interest would
amost certainly be above 2 percent asthe result of the
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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 appliesto cash holdings as
well asto investmentsin capital assets other than cash,
with the result that the larger are cash holdings relative
to capital assets other than cash, the higher isthe
amount of net consumption and thus the amount of
profit in the economic system relative to the value of
capital assets other than cash.

Thefollowing is afour-part question, in which the rate
of net consumption is assumed to be constant at 2 per-
cent.

72. Assumethat initially thereis 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 thereis 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. Assumethat there isanother, even
greater increase in cash preference, such that while the
quantity of cash continuesto 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 therate 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-
pledid 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 beinfinite.

77. Thefact 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 costsin order for lending and investing to
be worthwhile, merely implies that the size of theloan
or investment, and the period of time for whichitis
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 astwo per-
cent.

78. When the pooling of small sumsisal-
lowed for, asisaccomplished every day by such insti-
tutions as savings banks, the sumswhich it paysto
lend and invest even at arates 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 therate 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 therate of return to rise, or they arewrong. If they
areright, then the rate of return rises, and the alleged
problem of too low arate 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 arise
in the rate of return on capital as such, rather than
merely arisein the rate of interest on loans, and keep
in mind that what bringsit about in the circumstances
of recovery from a depression—namely, arecovery 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
torise. Thisisbecauseif they invest as stockholders or
other categories of equity owners, they will actually
gain fromtherisein therate 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 pricesfalling.

81. If therate of return on capital did fal to
an extremely low level, the effect would be

a. areduction in the volume of lending and bor-
rowing of relatively small sumsfor relatively
short periods of time
b. areduction in the velocity of circulation of
money
¢. acounteracting tendency toward arisein the
average rate of return because of the application
of net consumption to cash holdings that were
now larger relative to capital assetsin forms other
than cash
d. all of theabove

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 beinfinite, and full em-
ployment would exist.
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83. In conditionsin which there would be no
saving whatever, no net saving out of income and no
gross saving out of sales revenues, no saving evenin
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. profitswould equal salesrevenues

d. therate of profit and interest would beinfinite
e. the employment of wage earnersin the produc-
tion of products for sale would be zero

f. al of the above

84. In Keynes sview, in the conditions de-
scribed in the preceding question,
a. therate of interest, asthe price paid for parting
with liquidity preference, would be zero
b. employment would be full
¢. both (a) and (b)

85. The economic consequences of Key-
nesianism, manifested in the adoption of theimplied
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 inthe 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. thelarge-scale undermining of saving and capi-
tal accumulation asthe result of deficits, inflation,
and the confiscatory taxation of high incomes
e. the“rust belt”
f. al of the above

86. Although Keynesianismis, and must be,
radically opposed to the quantity theory of money, for
the reasons explained at the beginning of Chapter 18,
it neverthel ess recognizes the need to coupleits policy
of budget deficits with an expansion in the quantity of
money. Thisis because even though Keynesianism
avows that what increases spending is the mere exis-
tence of budget deficits, the fact isthat in the absence
of substantial increasesin 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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Ques- Correct Ques- Correct Ques- Correct Ques- Correct
tion # Answer tion# Answer tion # Answer tion# Answer
1 T 26 T 51 c 76 T
2 d 27 T 52 T 77 T
3 T 28 e 53 T 78 T
4 T 29 T 54 40 79 T
5 T 30 f 55 4 80 T
6 T 31 T 56 0.40 81 d
7 T 32 c 57 > or = 40% 82 T
8 T 33 c 58 T 83 f
9 d 34 f 59 T 84 c
10 T 35 c 60 T 85 f
11 e 36 T 61 T 86 T
12 T 37 T 62 40
13 T 38 e 63 100
14 T 39 T 64 1000
15 c 40 d 65 T
16 T 41 T 66 T
17 d 42 T 67 T
18 T 43 T 68 d
19 c 44 T 69 c
20 T 45 T 70 T
21 c 46 T 71 T
22 T 47 T 72 2.22%
23 b 48 T 73 2.50%
24 c 49 T 74 4.00%
25 T 50 T 75 20.20%
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Chapter 19, Part A

1. Inflationis
a. rising prices
b. an undueincrease in the quantity of money
€. anincreasein the quantity of money more
rapid than the increase in the supply of gold
d. al of theabove
e. (b) and (c) but not (a)

2. “Demand-pull inflation”

a. refersto an increasein the quantity of money
and volume of spending as pulling prices up in the
face of limited supplies of goods or services

b. isalleged to be the only way in whichin-
creasesin the quantity of money and volume of
spending can succeed in raising prices

c. both (a) and (b)

3. “Cost-push inflation”
a. alegesthat pricesrise from the side of supply
rather than from the side of demand
b. ispresented asamutually exclusive aternative
to the quantity theory of money, whose operation
isallegedly confined to “ demand-pull inflation”
c. both (a) and (b)

4. Thedoctrine of “cost-push inflation” em-

bracesrising prices allegedly caused by

a. rising wage rates, in which caseit is known as

“wage-push inflation”

b. thegreed of businessmen for higher profits,

which is described as “profit-push” or “sellers’ in-

flation”

€. sudden substantial reductionsin the supply of

critical materials, such asil, in which caseitis

described as“ crisis-push inflation”

d. all of theabove

5. The doctrine of the “wage-price spiral”
rests on the doctrine of cost-push inflation.

6. Like*“cost-pushinflation,” so-called de-
mand-pull inflation is also supposed to take a variety
of forms. In addition to being caused by an increasein
the quantity of money, it is supposed to be capabl e of
being caused by

a. inexplicableincreasesin the velocity of circula-
tion of money

b. the unexplained existence of “inflation psy-
chology”

c. thegrowing use of credit cards, installment
credit, or other forms of credit

d. theincreasing greed of consumersfor more
goods

e. al of the above

7. Since numerous possibile causes can be ad-
duced to explain rising pricesin this or that case, the
definition of inflation as rising prices resultsin people
having no ready idea of what causesinflation at any
giventime.

8. The definition of inflation asrising prices

implies that

a. if businessmen did not raise their prices, infla-

tion would not exist

b. the greed of businessmenisresponsiblefor in-

flation

c¢. theimposition of price controlswould stop in-

flation by prohibiting therisein prices

d. all of theabove

9. The definition of inflation asrising prices
distinguishes between pricesrising from the side of de-
mand (i.e., from the side of money and spending) and
pricesrising from the side of production and supply.

10. Thedefinition of inflation asrising prices
can lead to the government’ sinflation of the money
supply in misguided effortsto hold interest rates down
or to pay subsidiesto producersin order to enable
them to sell at below-market prices.

11. Theformulafor the general consumer

. . Dc
ricelevel is P=—.
p <

12. Theformulafor the general consumer
price level limits the direct, immediate explanation of
rising pricesto either arise in aggregate demand or
fall in aggregate supply and impliesthat if an alleged
cause of rising prices cannot be shown to cause one or
the other of these two direct causes, thenitis simply
not a cause of rising prices.

13. Asfar asit goes, the effect of supply on
pricesin the United States and practically all other
countries over the last seventy years has been

a. acontinuing rise brought about by a progres-
sivefall in supply
b. acontinuing fall brought about by aprogres-
siverisein supply

14. Wherefalling supply has contributed to
rising prices, itsrole has been relatively minor, in the
most extreme cases accounting for perhaps as much as
adoubling of prices over aperiod years over which
prices rose many times more altogether.

15. Inorder for falling supply to account for

asustained 2 percent compound annual risein prices,

a. supply would have to halve approximately

every 35 years

b. supply would haveto fal to approximately

one-eighth of itsinitial level in little more than a

century

c¢. therapid disappearance of material civilization

would beimplied

d. all of theabove

16. Falling supply isitself often the by-prod-
uct of rapid increases in the quantity of money and ag-
gregate demand.
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17. Aninflationary risein pricesincludes not
only arisein the strict weighted average of al 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 casesin which afall in supply takes
place in the production of a necessity or avital mate-
rial, i.e., in any case in which the demand for a product
isinelastic, the outcome will be

a. arisein the price of the item more than propor-
tionate to the reduction in its supply

b. ariseinthe amount of money spent to buy that
item and a corresponding fall in the amount of
money spent to buy other items

c. atendency toward afal in priceswherever
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 theabove

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 sametime.

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 al prices at the
same time and so satisfies the requirement of explain-
ing the necessary range of price increasesthat exists
under inflation.

21. Aninflationary risein pricesincludes not
only arisein the strict weighted average of al prices,
and in at least the broad range of prices, but also asys
tematic tendency for stockholdersto gain at the ex-
pense of bondholders and for debtorsin general to
gain at the expense of creditors.

22. Rising prices caused by falling supply do
not enable stockholders and other debtorsto 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 isin 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 aswould result from massive enemy bombing of
factoriesin awar, would result in stockholders actu-
ally being worse off than bondhol ders as the result of
rising prices, because they would lose their capitals to
agreater extent than the bondhol ders, as well as hav-
ing to pay the same higher prices as the bondhol ders.

25. Unlikerising prices caused by falling sup-
ply, rising prices caused by rising aggregate demand

a. areaccompanied 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. arefully compatible with the debtor/creditor ef-
fects associated with inflation

c. both (&) and (b)

26. The belief that falling supply is a cause
of inflation implies
a. thebelief that rising supply is a cause of defla-
tion and thus of depression
b. the overproduction doctrine
c. both (&) and (b)

27. Fdling aggregate supply must be elimi-
nated as the cause of an inflationary risein prices, leav-
ing only rising aggregate demand because

a. with few exceptions supply hasincreased over
the period in which prices have been rising, mak-
ing its actual contribution areduction in prices
compared with what they otherwise would have
been

b. where supply did fall, itsfall could not begin
to explain the extent of the risein prices

¢. reductionsin supply are frequently the result
of rapid increasesin aggregate demand

d. reductionsin supply as a sustained cause even
of moderately rising prices would imply the disap-
pearance of material civilization at arate rivaling
or surpassing that of the collapse of the Roman
Empire

e. al of the above

28. Falling aggregate supply must be elimi-
nated as the cause of an inflationary risein prices, leav-
ing only rising aggregate demand because it

a. cannot explain the range of priceincreases as-
sociated with inflation

b. cannot explain the effects on the relations be-
tween stockholders and bondhol ders, and debtors
and creditorsin general, associated with inflation
¢. impliesthe overproduction doctrine

d. al of theabove

29. People are led to believe that therising
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 thistime, and short of that point
serves merely to increase employment.

30. The cost-push doctrineis mathematically
equivalent to blaming rising prices on falling supply,
sinceit claimsthat no increase in demand is necessary,
which leaves only falling supply as the explanation of
rising prices.

Dr. Reisman
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Thefollowingisafour-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 cumulativerisein wage rates of 10 per-

cent.

32. A cumulativerisein wage rates of 25 per-
cent.

33. A cumulativerisein wage rates of 33 1/3
percent.

34. The effect of wage increasesimposed by
labor unionsisto create mounting unemployment if
thereis 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 thusin 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 thiswould 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. Inthe 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
pricelevel.

39. If, over the same period of time that the
unions were driving up wage rates, the productivity of
labor wereto rise, prices could actualy fall substan-
tialy, despite the risein 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 asus-
tained significant effect on the general consumer price
level, and avoid burning out in mounting unempl oy-
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ment, it must be sustained by an increasing quantity of
money and rising aggregate demand.”

42. Theincrease 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. callswage push into being when it otherwise
would not exist, by virtue of reducing or removing
the threat of its causing additional unemployment
¢. 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. al 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 bel onging 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 profitsis what drives up
prices.

45, Inthe absence of increasesin demand
even aprotected legal monopolist, while almost cer-
tainly charging high prices, would not charge continu-
ally rising prices.

46. Evenif aprotected legal monopolist
were faced with arising demand for his particular
product, no rise in the general consumer price level
would be present in the absence of arisein aggregate
demand, becausein that case the risein demand for
the monopoalist’ 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
monopoalists, the normal operation of the profit motive
is steadily to reduce prices, not increase them, because
amajor way to earn premium profitsis 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 profitsisan increas-
ing quantity of money and rising aggregate demand,
which raises both prices and sales revenues, which lat-
ter servesto increase profit margins and thus the rate
of profit.

49. The*“crisis-push” doctrinerefersto the
price-raising effects of sudden substantial reductions
in the supply of critical materias, such asoil.
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50. In the absence of increasesin 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 reductionsin 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 adecrease in the supply of
ail isto
a. increase
b. decrease
the demand for automobiles, iron and steel, and the ser-
vices of auto workers and steel workers

52. A decreasein the supply of oil iswhat ex-
plainstherising prices of all other materials and in the
prices based on the prices of those other materials.

53. Any given supply crisisisunableto ex-
plain more than a one-time delimited risein the gen-
eral consumer price level corresponding to the extent
to which it servesto reduce aggregate supply.

54. In the absence of increasesin the quan-
tity of money and aggregate demand, the resolution of
any given supply crisis should usually be expected to
be followed by areduction in the general consumer
price level, probably all the way to the point of where
the price level was before the crisis.

55. Injudging the effects of supply crises,
the public and the media confuse

a. thedramatic risein the price of the good
whose supply isin crisisand in the prices of its
products, with ageneral risein prices, failing to re-
alize that the steep rise in the price of the good
whose supply isin crisisimpliesareductionin
many other prices
b. an essentially one-time, delimited risein prices
with acontinuing rise in prices
¢. 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 itsresolution is more likely to appear on
page fifty-one.

57. Inorder to explain arising pricelevel 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 aswell. 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 thiswould 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 pricesrise. Wages and prices, it is believed,
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simply chase each other upward in aspiral, and that is
why pricesgo onrising.

59. In the absence of increasesin the quan-
tity of money and aggregate demand, any wage-price
spiral would quickly burnitself out in mounting unem-
ployment. This proposition isillustrated by the phe-
nomenon of “givebacks’ in the early 1980s, when it
was common for labor unionsto give up their contrac-
tual right to such things as cost of living increases.

60. The“velocity” doctrine
a. admitsthe essential role of rising aggregate de-
mand in raising prices
b. deniesthe essential role of increasesin the
quantity of money in raising aggregate demand
c. impliesthat spending rises because of de-
creases, often unexplained, in the demand for
money for holding
d. al of theabove

61. Increasesin velocity caused by factors
such as growing security of property and the develop-
ment of financial markets and financia institutions are
accompanied by an increase in the number of stagesin
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 isunlikely that
they would be a cause of rising prices of consumers
goods.

62. Increasesin the quantity of money oper-
ate to raise velocity by means of reducing the demand
for money for holding.

63. Increasesin 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 isthe result of inflation in the

form of credit expansion

¢. 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. al of the above

64. All that isrequired to reduce velocity is
to cut back on therate 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
linesindicated in the choicesin the previous question.

65. Velocity islower 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 ishigher in the United States
today than it was when the country was on the gold
standard and its money supply increased lessrapidly.

67. Sincetheearly '80s, velocity has de-
clined, along with slowing of the increase in the quan-
tity of money.

68. Theintellectual 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 isthe growth in the quantity of money
that explains the inflationary risein the velocity of cir-
culation of money.

69. Properly understood, the term “inflation
psychology” refersto the various waysin which arap-
idly expanding quantity of money reduces the desire
of peopleto hold money.

70. Inflation psychology is
a. caused by prolonged experience of the fact of
inflation
b. an uncaused primary that explainsinflation

71. Inflation psychology operates from the
side of supply aswell 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 pricestoday, in order to bein
aposition to accumul ate sufficient replacement
funds
b. workers demand wage increasesin order to
cover therisein prices they expect to occur over
thelife of their employment contracts
¢. landlords demand rent increasesto cover the
risein prices and costs they expect to occur over
thelife of their rental contracts
d. lendersdemand interest rates high enough to
cover the increase in prices they expect to occur
over thelife of their loan contracts
e. al of the above

73. Inoperating in the ways described in the
previous question and thus leading to arisein pricesin
advance of the actual increase in spending, inflation
psychology makes inflation into a cause of unemploy-
ment.

74. What isrequired to eliminate inflation
psychology is
a. speeches by public officialsridiculing it and
urging people to abandon it
b. the government’s stopping its policy of infla-
tion
75. Onceitspolicy of inflation has created in-
flation psychology, stopping inflation may not im-
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mediately appear to work, because, in the belief that
the government will soon resume its policy of infla-
tion, people may have placed themselvesin 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 islikely to be accompanied by
amajor 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-
causeit smply could not. At that point, the conse-
guence would be that inflation psychology would
disappear.

77. The"credit-card doctrine” holds that
credit cards make possible arise in spending without
any expansion in the quantity of money and thus serve
to raise prices.

78. The use of credit cards, such asthe Amer-
ican Express card, in which the whole balance dueis
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 isar-
guable that the use of this credit card serves actualy 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 asthe possession of credit cards
may actually contributeto arisein velocity, by repre-
senting guaranteed lines of credit and thereby sparing
people the need to hold cash balances as large as be-
fore, therisein velocity isto 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 adecline in spending el sewhere
in the economic system and thus will not servetoin-
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. Thegranting of credit isinflationary
when the funds lent are newly created, not when they
aretheresult of saving.

83. Debtsincurred through the borrowing

205



206 Short-Answer Questions, Chapter 19

of savingsare not inflationary, while
debts incurred through the borrow-
ing of newly created money are
inflationary.

84. The"consumer-greed” doctrineisthe
claim that inflation is the result of the consumers
“greed,” including their desire for ahigher standard of
living.

85. The consumer-greed doctrine mistakenly
assumes that

a. “greed” impliesareduction in the demand for
money for holding

b. the effect “greed”—i.e, of the desirefor a
higher standard of living—isto raise prices rather
than lower them by virtue of people's effortsto
produce more, as the means of earning higher in-
comes

c. both (a) and (b)

86. What isrequired to make “ consumer
greed” trandate into alower demand for money for
holding rather than a higher demand for money for
holding isthe government’ s policy of inflation, which
penalizes the ownership of cash holdings through ris-
ing prices.

87. Asfar asthe explanations of rising prices
other than the quantity theory of money contain any
kernel of validity at all, it isonly as an extension of the
guantity theory of money.

88. The undue increase in the quantity of
money that underliestherisein prices must belaid 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 arate sufficient to cause a sus-
tained, significant risein prices

b. inthelast 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 isto 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. theability to distinguish between rising prices
caused by more demand and rising prices caused
by less supply

d. knowledge concerning how to stop inflation
e. theability 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
itstax revenues
b. requiresthat the government borrow equiva-
lent funds
¢. both () and (b)

92. Government borrowing can be from
a. thecitizens (other than the fractional -reserve
banking system)
b. the central bank (in the US, the Federal Re-
serve System)
c. fromthe private, fractional-reserve banking
system
d. all of theabove

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 entailsthe
creation of new and additional checking deposits,
which iswhat the bankslend.

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. resultin an elevation of the level of total spend-
ing as the new and additional money passes from
hand to hand
c. isinflationary
d. al of the above

97. Government budget deficits

a. when financed by the savings of the citizens,
are accompanied by areduction 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. inand of themselves are not inflationary

¢. both (a) and (b)
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98. Government budget deficitsare
a. inflationary insofar asthey 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 beinflationary, 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-
temin 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 ahility of the federal government to create new and
additional money preventsit from going bankrupt in
the technical sense of not having the money available
to meet its debt, so long asits debt is payablein 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. Solong asthefederal government has
the power to create money, no lack of money compels
it to reduce its spending or itsindebtedness.

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 asa
fixed weight of gold, of a definite finess, asit wasin
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. Inthe 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 (&) and (b)
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108. The specter of government bankruptcy
under agold standard, and the accompanying uncer-
tain political and economic climate, would lead to

a. anincreased demand for gold for holding

b. anincreased demand for gold for export

c. athreat to the solvency of the banking system,
insofar asits assets included government securities
d. athreat 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. al of the above

109. Answersto the previous question imply
that under agold 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—ahighly 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. thewelfare state

b. inflation and war finance

c. inflation and the “easy money” doctrine

d. inflation asthe alleged cure for unemployment

e. al 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 isthe fundamenta delusion un-
derlying the welfare state.

113. The ability to inflate is valued in part be-
cause it makesit 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-
sionisameans 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
isamajor step toward the establishment of social-
ism

b. both the welfare state and socialism itself are
advocated in the name of the alleged hel plessness
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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 hisunmet 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 theabove

117. Thesocidist ideology and support for

the“easy money” doctrine overlap insofar as

a. both share abelief in the existence of free ben-

efits, in this case the aleged 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-

tionintherate of interest is perceived to be the

means of achieving the “ euthenasia of the ren-

tier"—Keynes' s effort to achieve the goal's of

Marxism without the necessity of arevolution

c. both (a) and (b)

118. Thebelief that inflation is hecessary to
prevent or combat unemployment islargely an indirect
result of the influence of the socialist ideology. Thisis
because the labor legidlation and other government in-
terference that creates the problem of mass unemploy-
ment in thefirst 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
isincompatible with the principle of representative
government, sinceit obligates future generations to
pay taxes for the payment of principal and interest on a
debt neither they nor their representatives have any
rolein 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., acity that is economicaly insignificant in terms
of what it produces or contributes to production, is nev-
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ertheless capable of bailing out the economies of such
major cities as Detroit, Newark, and New Y ork, 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 isenabled to throw off its sta-
tus as the servant of the people, deriving itsjust
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. averitablerevolution occursin the relationship
between the government and the people

d. all of theabove

124. Inflation operates to redistribute wealth
and income from creditors to debtors, as the result of
a. therising pricesit causes
b. itsincreasing the incomes and monetary
wealth of the debtors, while the incomes and mon-
etary wealth of the creditors are contractually fixed
¢. (@) and (b) in combination

125. Tothe extent that their corporations are
debtors, stockholders receive the benefits of debtors
during inflation.

126. A government’s power to inflateis po-
tentially capable of achieving a redistribution of
wealth and income among its citizens on ascalerival-
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 wesalth and income between debtors and cred-
itors, inflation also redistributes real incomein favor
of those who receive the new and additional money rel-
atively early, and who are thusin 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
asthey are enabled to consume without having had to
produce, and thereby drain away part of the production
of others without providing goods and servicesin ex-
change.

130. The poor and the elderly have tradition-
aly 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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Thefollowingisathree-part question.

131. Inflation makes the traditionally safest
types of investments, such as high grade bonds, lifein-
surance policies, and savings accounts, the least safein
terms of its potential damage to the purchasing power
of such investments.

132. Under afiat, paper money system, the
safety of all such contractually fixed investments
comes to depend on

a. therate at which pricesrise

b. therate at which the quantity of money and
volume of spending increases

¢. knowledge of the quantity theory of money on
the part of the government officialsin charge of
the increase in the money supply

d. the courage and integrity of government offi-
cialswho 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. al 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 asgold
hoarding, which do not provide funds for businessin-
vestment, or ceasing to save altogether, or doing so
only on asmaller scale.

Thefollowingisan eleven-part question.

Animaginary tiny business firm buys a supply of mer-
chandise for $100 and exactly one year later sdllsits
merchandise for $110. The tax rate on profitsis 50 per-
cent and does not change. After some years the quan-
tity of money and volume of spending in the economic
system cometo 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. Statethefirm’'ssalesrevenuesin the
first year in which theinflation begins.

139. State the firm's profit in the first year of
the inflation.
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140. State the amount of tax the firm must
pay inthefirst year of theinflation.

141. State the amount of the firm's profit that
it needs to use for the replacement of its merchandise,
inthe 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. Recaculatethe firm's pretax profit to
serve as ameasure of its gain from operations only
after full allowance for replacement of its merchandise
has been made.

144. Cadlculate the percentage of the firm'sre-
stated profit in your answer to the preceding question
that is constituted by the amount of taxes you pre-
vioudly calculated that the firm owed in the first year
of theinflation.

Thefollowingisafifteen-part question.

Animaginary business firm buys a machine that will
last for 10 yearsfor $1 million. It depreciates the ma-
chine on a straight-line basis over 10 years. In aperiod
in which thereis no inflation, the firm's annual sales
revenues in connection with this machine are also $1
million, whileits 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
thisfirm in connection with the use of this machine. It
al so 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. Cadlculate thefirm’sannua gross profit
(i.e., its profit pre-deduction of depreciation cost) in
the year(s) before the start of the inflation.

146. Calculatethe firm’sannual depreciation
charge in the year(s) before the start of the inflation.

147. Calculatethe firm’sannua 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. Calculatethefirm’sannual gross profit
(i.e., its profit pre-deduction of depreciation cost)
when sales revenues and operating costs have doubled.

152. Cdculate thefirm’sannual depreciation
charge when sales revenues and operating costs have
doubled.

153. Cdculate thefirm’sannual 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’san-
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 afull 10 years over which to accumu-
late an additional million dollarsin repal cement funds.

156. Calculate the amount of after-tax profit
remaining to the firm after making such additional al-
lowance for replacement.

157. Recaculatethe firm's pretax profit to
serve as ameasure 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'sre-
stated profit in your answer to the preceding question
that is constituted by the amount of taxes you pre-
vioudly calculated that the firm owed when its sales
revenues and operating costs had doubled.

159. Inflation operates to increase the effec-
tiverate 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
isrequired for the repacement of assets whose prices
inflation raises, and which thus does not represent any
sort of genuine economic gain. Therisein the effec-
tive rate of tax is seen when recal culates pre-tax profit
to allow for the additional funds required for replace-
ment at higher prices and takes the tax thefirmisre-
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 frominflation.

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
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b. reduced in order to prevent the rise in the effec-
tiverate of taxation of real profitsresulting from
the enlargement of nominal profitsand risein re-
placement prices

163. Inimpoverishing people through rising
prices and at the same time bloating nominal profits
whilereducing real profits, inflation both foments anti-
capitalistic hostility and undermines economic activity.

Thefollowingisathirteen-part question.

In aperiod of no inflation and no annual risein prices,
an individual has a capital of $1 million, which he
lends out at a4 percent annual interest rate. At the
sametime, thereis aflat-rate proportional income tax
of 25 percent, which remains unchanged al through-
out. Subsequently, inflation ensues and succeedsin
raising prices at an annual rate of 6 percent andin rais-
ing interest rates to 10 percent.

164. Caculatethisindividual’sannual in-
come from this $1 million of capital when thereisno
inflation.

165. Calculate the amount of this
individual’ sincome tax on the interest income from
this $1 million of capital.

166. Calculatethisindividua’s after-tax in-
come derived from his ownership of this $1 million of
capital.

167. State the amount of thisindividual’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. Calculatetherate of interest thisindivid-
ua earns on hismillion dollars of capital after deduct-
ing his payment of taxes on the interest income.

169. Calculatetherate of interest thisindivid-
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 anindividual’sannual income

derived from $1 million of capital when inflation has
raised interest rates to 10 percent.

171. Cdculate hisincometax on theincome
you stated in your answer to the preceding question.

172. Cdculate his after-tax income.

173. Cadculate the amount of this
individual’s after-tax income derived from his owner-
ship of this$1 million of capital that now needsto 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
guestion as necessary to maintain the buying power of
his capital, i.e., his“real” income or gain on his capital.

175. Cdculate therate of interest thisindivid-
ua earns on hismillion 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 servesto sharply re-
duce real rates of interest and real interest incomes.

177. Inthe absence of inflation, assets such
as houses, land, and buildings would not show any gen-
eral or systematic tendency to rise. Asaresult, anyone
selling existing such assets would generally not be sub-
ject to the payment of a capital gainstax. In thisenvi-
ronment, we can imagine avast collection of assets all
of which have agiven 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-
ineinflation to ensue, with the result that over a period
of years, assets that were previously 100 now sell for
200. If the capital gainstax is 25 percent, calculate the
quantity of other assetsthat a seller of agiven 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
risein 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 comparabl e 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 amajor rolein the
decay of the highways and other so-called infrastruc-
ture of acountry. Thisis because asit pours new and
additional revenuesinto 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. Theresult is decaying water and sewage sys-
tems, subway and rail lines, and bridges and tunnels,
aswell as decaying roads and highways.

180. The prosperity delusion of inflation
a. referstotherisein 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-
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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. servesto 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 asit leads people to
believe that they still have positive investment income
when in reality their position is one of losses.

182. Inaperiod 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 how out-
moded. For example, his notion of the purchasing
power of money restsin part on his estimate of the
price of anew car or washing machine. But that esti-
mate is based on hislast experience of the prices of
such goods, which may have occurred several months
or even severa yearsin 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 thanis
actually possible at the now higher level of prices.

183. Inflation in the form of credit expansion
operates

a. toreducetherate of interest relative to the rate
of profit
b. to raise both therate of profit and the rate of in-
terest absolutely
¢. toencourage theincurrence of debt
d. al of theabove

184. Von Mises has shown that credit expan-
sion, and the artificial reduction in therate of interest
that it causes, creates the appearance of amore 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 isinadeguate. Such use of capital, for purposesin-
appropriate to the actual supply of capital, constitutes
malinvestment.

185. Malinvestment is
a. thewasteful 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 therisein prices
C. existsin casesin 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. al of the above

186. Inflation in the form of credit expansion
makes investments that actually losein real terms ap-
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pear to be profitable nonethel ess, and to be profitable
in fact to some investors.

Thefollowingisafive-part question.

In normal conditions, it does not pay to hold invento-
riesfor 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 pricesin general 15 percent per year,
and the price of a specific commaodity, say, copper,
also 15 percent per year. Assume annua storage costs
equal to 3 percent of theinitial value of the copper. As-
sume also that credit expansion servesto keep the rate
of interest at 10 percent.

187. Calculatetherea rate of return onin-
vesting in an inventory of copper, holding it for ayear,
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 hisinvestment in copper entirely with
borrowed money.

189. Calculatethelossin real terms suffered
by the lender.

190. Thelender’'sloss finances the gain of
the borrower and the loss on the investment as awhole.

191. Theborrower’s profit is made possible
by the combination of the risein prices and the relative
lowness of the rate of interest, both of which are
caused by inflation in the form of credit expansion.

Thefollowingisan 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 asthey 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 asthey grow older.
In this context imagine that the price of ahomethat is
now 25 yearsold istwice as high asit 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, hastripled. Assume that the
homewas 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. Cdculatethered rate of return (taken
as atotal, 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.
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193. Calculate the homeowner’s equity in the
house at the time of its sale.

194. Calculate the homeowner’s monetary
profit on hisinvestment.

195. Calculate the homeowner’srea profitin
terms of the prices prevailing in the year in which he
purchased his home.

196. Calculate the mortgage lenders’ lossin
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 lossin 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. Calculatethe differencein real termsbe-
tween the mortgage lenders’ 1oss and the sum of the
homeowner’s gain plus the overall loss on theinvest-
ment.

199. The mortgage lenders’ loss financesthe
loss on the investment as awhole 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 isused, in that this holds down the production of
new capital goods aswell as new consumers’ goods.

202. The existence of malinvestment con-
firmsthe proposition that inflation does not raise all
prices at the same time and to the same extent, in that
the credit expansion that causesit tendsto raise the
prices of such things as storable commaodities 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 specia profit that
such inflation createsin 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 pricesthen fall disproportionately relative to
other prices.

204. Thewithdrawal-of-wealth effect isthe
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. Thewithdrawal-of-wealth effect
a. representsadiversion 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. contributesto the undermining of capital for-
mation

d. all of theabove

206. Inflation operatesto reduce the real rate
of return on capital at the same timethat it impairs cap-
ital formation via

a. thereversal-of-safety effect, which threatens
savers with lossesin terms of buying power

b. thetax effect, which diminishesthereal after-
tax rate of return through therise in effective tax
rates on profit and interest

¢. the malinvestment effect, which represents the
investment of capital in ways that are less effi-
cient and actually loss-making in real terms

d. thewithdrawal-of-wealth effect, which repre-
sents the withdrawal of wealth that constitutes
part or al of firms' real rate of return on capital
e. al of the above

207. Thefact that inflation reduces the real
rate of return on capital as such impliesthat the gains
of debtorsresulting from inflation are less than the
losses of creditors, aproposition which is explicitly
demonstrated in the examples drawn from malinvest-
ment in inventories and housing.

208. Initsundermining of capital accumula-
tion, inflation operatesto

a. reduce the demand for capital goods relative to
the demand for consumers' goods and the degree
of capital intensivenessin the economic system
b. reduce the efficiency with which existing capi-
tal goods are employed
¢. reduce the demand for labor relative to the de-
mand for consumers' goods
d. reduce the productivity of labor
e. al of the above

209. Asaresult of its undermining of capital
accumulation and thus both the productivity of labor
and the so-called distribution factor, inflation servesto
reduce real wages.

Thefollowingisafive-part question.

Assumethat asaresult of inflation’ s undermining of
the foundations of real wages, the point has been
reached where the prices of consumers' goods areris-
ing more rapidly than wage rates, and the [abor unions
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areimposing wage increases equal to therate of price
increases.

210. More specifically, assume that while the
demand for consumers’ goodsisrising at arate of 10
percent per year, the demand for labor isrising a a
rate of only 8 percent per year and that if nothing else
were present, thiswould cause pricesto 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 asthe result of the continuation of such
union demands.

Now assume in addition that while the supply of labor
is unchanged, the supply of consumers goodsisfalling
at arate of 2 percent per year.

211. Calculatethe annual risein prices when
the 2 percent annua fall in the supply of consumers
goodsis combined with a 10 percent annual increase
in the demand for consumers’ goods.

212. Statetherisein wage rates now needed
to keep pace with the risein prices.

213. Recalculate the proportion of the pres-
ently employed wage earners who must become unem-
ployed each year asthe result of union demands for
wage increases on a par with price increases.

The efforts of labor unionsto resist thefall in real
wages caused by

214. The efforts of labor unionsto resist the
fall in real wages entails an attempt to raise wage rates
relative to the demand for labor and thus resultsin 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 givesriseto the
phenomenon of an inflationary depression—i.e., arap-
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.

Thefollowingisafive-part question.

217. On the basis of the various waysin
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 theincrease in
the quantity of money and thereby reduces the degree
of liquidity in the economic system, i.e., theratio of
cash holdingsto 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. Inflationinthe 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 revenuesin the economic
system slows, stops, or isreversed
c. profit margins and the general rate of profit in
the economic system are reduced, asis cash flow
d. the unprofitability of malinvestmentsisre-
veaed
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. banksthat have made substantial loansto busi-
ness firmsthat have failed also fail
h. thefailure 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
mediain the economic system is greatly reduced
or even completely wiped out
i. al of the above

221. Inflation, especialy in the form of
credit expansion, setsthe stage for afinancia contrac-
tion and deflation.

222. Tothe extent that credit expansion
servesto 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. canresultina“credit crunch” and the precipi-
tation of businessfailures and then bank failures
c. both (a) and (b)

223. Thefailure of inflation to accelerate suf-
ficiently can also cause the demand for money for
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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 amore rapid
acceleration of inflation than turns out to be the case.

Thefollowingisathree-part question.

224. A gold clauseis afeature 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 abond is payablein the amount of
$1,000 gold dallars, in which agold 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 risesto $35.

226. If abond is payablein the amount of
$1,000 gold dallars, in which agold 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.

Thefollowingisanine-part question.

Assume the existence of amoney 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 afurther $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 dollarsrepre-
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, asre-
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 agold 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 afractional-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. areduction in the quantity of money insofar as

it isconsidered as the equivalent of gold

b. areduction in the ability to repay debts con-

taining gold clauses

c. both (&) and (b)

233. Inthe context of afractional-reserve
gold standard with numerous gol d-clause contractsin
existence, inflation of the paper money can constitute
deflation from the perspective of gold money.

234. At thetime of the Great Depression in
1929, most long-term debt in the United States, both
government and private, contained gold clauses. Based
on thisfact and on your answersto 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 dollarsin 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 declinein the
volume of international trade in the early 1930s.

236. Inrecent years, the effect of an increase
in the supply of Mexican pesos that caused a more-
than-proportionate deval uation of the peso against the
dollar

a. reduced the ability of Mexican firmsto 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 theface of the existence of strong mo-
nopoly labor unions, inflation is ineffectual asarem-
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-
ingislikely toresultin 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 aloss to the rest of
the population, in that additional goods must be pro-
vided for them, including the means of production that
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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.

Thefollowingisafour-part question.

240. Inflation, having caused mass unem-

ployment by creating all the necessary conditionsfor a

financia contraction, can
a. never bring about arestoration of employment
b. bring about arestoration 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 arising aggregate demand to force up
wage rates significantly

241. Inthe casein which inflation can bring
about arestoration of employment, the essentia prob-
lem remains that the policy of inflation continues, and
with it, all of its destructive conseguences.

242. If inflationis ever to be eliminated, the
government must lose the power to inflate even in con-
ditionsin which doing so can reduce unemployment.
Unemployment must be eliminated through afall in
wage rates and prices.

Thefollowingisafour-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. thetendency of real wageratesto fall asthere-
sult of inflation and because of effortsto prevent
thisfall by forcing wage ratesto rise fully as rap-
idly as prices, without benefit of the necessary in-
crease in the demand for labor
b. thefact 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-
celerateit
c. both (a) and (b)

244, Assume the existence of acountry in
which the quantity of money and volume of spending
areincreasing at arate 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 theinflation, decidesto 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 inertiaasit 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
toriseat a75 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 resultsin conditionsin
which the demand for money for holding hasfallenin
anticipation of adegree of inflation that does not mate-
rialize, which then leads to arise in the demand for
money for holding.

247. The potentially most devastating conse-
guence of inflation isthat, once begun, the process
tends to accelerate, with no necessary stopping point
short of the destruction of the monetary unit by virtue
of itslosing its acceptability.

248. Theloss 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 passit on to someone else,
they will have suffered a substantial lossin 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 arerising, they
will come down, and so it is better to postpone
purchases
b. thebelief that prices will never come down but
only goonrising, and so it is better to buy now in-
stead of waiting
c. thebelief 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 theabove

250. Inflation has atendency to accelerate be-
cause

a. amajor underlying premise which leads to the
policy of inflation in thefirst 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 callsfor 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 amore
rapid rate of inflation to maintain them
c. inflationitself creates problems whose solution
is perceived asrequiring still more inflation
d. all of theabove

251. On the basis of the fact that amore
rapid rate of increase in the quantity of money leadsto
afall in the demand for money for holding and thusto
ariseinthevelocity of circulation of money, it fol-
lows that

a. any one-timerisein therate of increase in the
quantity of money will be followed by amore
rapid rate of increase in spending and thusin busi-
ness sales revenues so long as velocity aswell as
the money supply isrising

b. any one-timerisein therate 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. therate of increasein spending and in sales
revenues corresponding to any given rate of in-
crease in the quantity of money must fall at some
point

d. tomaintain 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 isjoined by the effects of arising velocity
of circulation, amore rapid rate of increasein the
money supply becomes necessary

e. al 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. thefal in the rate of increase in spending and
sales revenues resulting from vel ocity 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 arising velocity of circulation requires
an acceleration in the rate of increasein the
money supply

c. both (a) and (b)

253. Inraising salesrevenues 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 thisimbalance. 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. Thefactors 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 problemslargely 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 previousinflation
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 recessionsinto infla-
tionary fueling periods.

258. Priceindexing

a. addresses the problem of lags between the rise
in the prices one must pay and the pricesor in-
come that one receives

b. at most enables an individual to catch up with
therisein prices, but does not compensate him for
theloss of purchasing power in theinterval before
catching up, nor compensate him for the effects of
again falling behind, asthe prices he must pay rise
before the prices he receives

259. In response to inflation and the threat of
inflation, price indexes have comeinto usein the
United Statesin

a. employment contracts

b. socia 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. al of the above

260. Additional areasthat are likely candi-
datesfor the use of price indexesin the future are
a. the calculation of depreciation allowancesfor
income-tax purposes
b. thecalculation of interest income for income-
tax purposes
c. alarger proportion of government-bond inter-
est payments
d. al of theabove

261. The use of priceindexes operatesto
make inflation accelerate insofar asit servesto make
pricesrise still higher, asin priceincreases causing
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wage increases which then cause further pricein-
creases.

262. The use of priceindexes operatesto
make inflation accelerate insofar as
a. it brings about a more rapid increasein the
guantity of money and volume of spending in gov-
ernment effortsto overcome or forestall the re-
duced quantities of goods and labor otherwise
demanded at the higher prices, and the unemploy-
ment thiswould cause.
b. thereductionsin government revenue and in-
creasesin 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, thereisno
tendency for inflation to acceleratein the
government’ s efforts to avoid unemployment.

Thefollowingisafour-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 risein 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 afurther risein
prices of 2 percent

b. afurther risein 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 afur-
ther 2 percent

¢. both (a) and (b), considered as alternatives

265. Calculatetherisein pricesin afuture
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 increasesin the money supply.

266. Calculatetherisein pricesin afurther
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 pricesis
now still further elevated by a second 2 percent.

267. Witnessing the repested failure of wage
demands 2 percent above the expected rise in pricesto
achieve any actual benefit, because prices turn out to
rise 2 percent faster, alikely effect is an acceleration
of union demands, perhaps to 4 percent above the now
prevailing rise in the consumer price level, asameans
of offsetting the effect of the recurring extra 2 percent
risein prices.
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268. Union wage demands in combination
with agovernment policy of accommodating them
through increases in the quantity of money and vol-
ume of spending

a. operate asakind 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. Thelossesthat inflation inflicts on bond-
holders and other creditors

a resultinincreasesin therate of interest, asa
means of preventing such losses
b. the establishment of arate of interest high
enough both to offset therise in prices and to
yield apositive 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 awhole that are caused by infla-
tion
¢. toavoid 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, creditorswill ultimately con-
clude that no rate of interest is high enough to protect
them from inflation. At that point the loan market ei-
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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-
tionin 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 aquantum 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 potentia 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 isturned 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

¢. both () and (b)

274. Theleading historical example of the de-
struction of money isthe 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 arap-
idly inflating paper money and result either in the
public spontaneously abandoning the paper
money or in the government halting itsinflation
and making the paper money once again redeem-
able in gold on demand

b. would serve as aguarantee 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-
stantia inflationisvirtually 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 turnsthe 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 risein its price along with pricesin
general maintains its purchasing power, whileits mini-
mal cost of storage islessthan the lossesin buying
power experienced on normal investments. In such
conditions, the rising demand for gold makes its price
rise faster than the general risein 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
doso

c¢. theaddition of the further group described in
(b) to the number of peoplewilling 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. al of the above

279. The spontaneous remonetization of the
precious metals would be greatly fostered if
a. itwerenotillegal for merchantsto 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
atwenty-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 payablein gold or silver.)
b. if contracts payable in precious metal werele-
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 theincrease 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 theabove
280. Among the positive measures the gov-
ernment might take that would foster the remonetiza-
tion of the precious metals are
a. thephasingin, over aperiod of afew years per-
haps, of the collection of certain taxes, such asthe
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 astheland
it ownsin 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 acreditors’ protection bill requir-
ing that some modest portion of existing con-
tracts, such as 5 or 10 percent of the sums
involved, be payablein 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 theabove

281. The government’s establishing agold
revenue for itself would
a. immediately sharply increase the demand for
gold anditsvalue
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b. immediately make payment in gold acceptable
to whoever had to pay such taxes

c. beaclear indication to everyone of the course
of thingsto come

d. providethe 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 asfar 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 acquireit at
the time of repayment than at the time they bor-
rowed it

f. all of the above

282. Thekind 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 risein the general run
of pricesin 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.

Thefollowingisatwo-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. Assumethat by the time the $1 million
becomes payable, pricesin general have increased by
afactor of 10 and that the price of gold has increased
by afactor 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.

Thefollowingisafour-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. Thefalling pricesthat would exist under
the gold standard, as the result of the increase in the
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production and supply of goods surpassing thein-

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 asthe
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 acontinuing risein
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 firmsto repay their debts, be-
cause the average business would be in the posi-
tion of having alarger supply of goodsto sell at
pricesthat fell lessthan in proportion to the in-
creasein its supply, because of theincrease in the
quantity of money and volume of spending that
takes place
¢. would not be deflationary with respect to the
ability of wage earnersto 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 pricesfell)
d. all of theabove

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. thedow rate of increase in the quantity of
money that it made possible would not giveriseto
temporary, unsustainable decreases in the demand
for money for holding that in turn would serve to
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temporarily raise the velocity of money, only to

be followed by arisein 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 apolicy

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

¢. reduce the frequency and duration of wars,
which would be an occasion for major tax in-
creases

d. eliminatetherisk 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 isthen subjected to taxation, but instead
making it possible for a significant portion of
profit and interest income in real termsto take the
form of falling prices and thereby escape taxation
f. greatly encourage saving and capital accumula-
tion

g. eliminatetherisk of currency depreciation on
the part of countries that had it

h. create the potential for asingle currency across
the whole world, with enormous benefit to interna-
tional trade and investment

i. al of the above
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