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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 apositive light, 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 capita 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 as the 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 asindividual s are excluded from markets or
parts of markets by means of theinitiation of phys-
ical force
e. monopoly is something imposed upon the mar-
ket from without—by the government
f. al 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. al 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 oneseller

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 be the

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 palitical concept of monopoly.

17. Under the freedom of competition, in
order for a company to be the sole supplier of gas or
electricity, it would have to offer its customers lower
rates and than any other supplier offered and would 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 inits absence. But evenif thisistrue, it
isnot 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 automobile 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. Theadvantage 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 poaliticians 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 theright 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 care and 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

c. 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 the initia-
tion of force
e. correspondingly denies the freedom of compe-
tition to those who are forcibly excluded
f. all of the above

41. Monopoly legislation can protect the less
efficient many against the competition of the more effi-
cient few, or even just one, as, for example, in the case
of protecting large numbers of individual taxicab own-
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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
school s 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




6 Short-Answer Questions, Chapter 10

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. al 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 itscountry 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 apreexisting 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. likeadl 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

Dr. Reisman

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 sellerswho would otherwise
be capable of being in the market and thus re-
stricts the range of choice buyers have in suppliers
and compelsthem 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 (a) and (b)

71. The concepts of “oligopoly” and “monop-
olistic competition” have served to greatly enlarge the
perception of the prevalence of “monopoly.”

72. “Oligopoly” is supposedly characterized
by the existence of 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 Colaand 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 a much 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. It isnot 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 theabove
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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 the loss 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 a com-
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 declinesin 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 able to keep new competitors out by
their fear of being ruined by a repetition of preda-
tory-price cutting
e. can succeed in unconscionably gouging the
helpless public, which, in simple innocence, has
taken the large firm'’ s lure of atemporarily lower
price
f. al 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 business the 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 a high 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. Caculate 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. CalculatelLittle 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 Jo€'s, i.e., while Little Joe's cost per unit contin-
uesto be 90¢, Big John's cost per unit is only 80¢.

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

124. Cadculate 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 a multiple 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. Calculate the reduction in Big John's
profit needed to make make Little Joe' s profits go
from +20¢ to -10¢.

128. Calculate the size of the loss Big John
now needs to suffer in order to impose a 10¢ on Little
Joe.

129. 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
therefor 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 methods imply that later on, once Little
Joe' s capacity is out of the way by one method or
the other, it is absolutely necessary for Big John
to charge a premium price merely in order to re-
coup the reduction in profits he has sustained or
the premium price for Little Joe' s assets that he
has paid

b. but any premium price he 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 hecessary 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 asmaller
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, is the 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 al 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 business firms

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 asiit
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 (a) 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 achieveits 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 reasonable to 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 marketswould 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 customersto 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 (a) 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
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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 isa given
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 beto expand its pro-
duction and cut the price of the product
c. both (&) and (b)

164. A large firm can be denounced both for
monopoalistically 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 elasticity 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 alowance
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 isan 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. radicaly higher
c. lower
d. radicaly lower
than it istoday.

173. Contractual agreements
a. can make cost of production rather than the
eladticity 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 decides to 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-
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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 prices in 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 a sound 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 apoint 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. the exercise 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 a deliber-
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. anexcessof 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. the equality 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. hedoes 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 allegedly 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 hot 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
¢. theearning of depreciation on exigting 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
c. the competition that would exist between four
hundred and one movie theaters, al 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 all 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. airlinesand 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 isequal 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 the fail-
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
the level 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 existsevenin 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 ability 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 thus to 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 margina costs, yet, at
the sametime, is substantialy 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 its pricein 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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¢. 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 intellectual
property as not deserving to command an allow-
ance in the price of the product because their ren-
ditions of service were not scarce
c. both (a) and (b)

244, Setting prices above what they would
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:

Short-Answer Questions, Chapter 10

P Q Revenue Profit
$5 7
$4 12
$3 17
$2 22
$1 27

21

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 o
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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
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Answers to Questions 1-244 on Chapter 10 and 245-252 on Samuelson
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