
MONEY AND SPENDING (Chapter 12)

The Quantity Theory of Money

1. The quantity theory of money claims that
the main determinant of the amount of money that is
spent is the amount of money that 

a. exists
b. is owed
c. was spent in the year before
d. all of the above

2. The quantity theory of money holds that M
x V = D, where M is the quantity of money in exis-
tence, V is the average number of times a unit of
money is spent, and D is the amount of money spent.

3. In the quantity theory-of-money equation,
D is usually to be understood as the aggregate demand
(amount of spending) specifically for consumers’
goods, i.e., as Dc.

4. In the quantity-theory-of-money equation,
V is usually to be understood as the average number of
times a unit of the money supply is spent specifically
in buying consumers’ goods, i.e., as “consumption ve-
locity” or “income velocity.”

5. 
a. GDP is essentially the sum of consumption
spending (private and government) plus gross in-
vestment
b. Since approximately 85 to 90 percent of GDP
consists of consumer spending, the quantity-the-
ory-of-money equation can be understood as pro-
viding an approximate expression of nominal, i.e.,
current-dollar GDP
c. both (a) and (b)
d. neither (a) nor (b)

6. In 2001, nominal GDP was reported as ap-
proximately $10.2 trillion. If the money supply is
taken as $2.5 trillion, calculate velocity.

7. 
a. The money supply is essentially the sum of cur-
rency in circulation outside the banking system
plus checking deposits
b. Until 1994, the money supply was accurately
reported in the statistic known as M1. Currently,
the money supply can best be measured by taking
the sum of M1 plus accumulated sweep accounts
plus retail money market mutual fund accounts
c. both (a) and (b)
d. neither (a) nor (b)

8. 
a. Different magnitudes of aggregate spending re-
quire different measures of velocity
b. The aggregate demand for consumers’ goods
and GDP are related to the money supply via “con-
sumption velocity” or “income velocity.”

c. Aggregate spending of all kinds, including for
stocks, bonds, and real estate is related to the
money supply via the concept of “transactions ve-
locity.”
d. all of the above

9. An increase in the quantity of money oper-
ates to raise the volume of spending in the economic
system to a higher annual level simply by being spent
and respent so long as it is in existence.

10. Where P is the general consumer price
level, Dc is the aggregate demand (spending) for
consumers’ goods, and Sc is the aggregate supply of
consumers’ goods produced and sold, the  general con-
sumer price level equals Dc/Sc.

11. Calculate the effect on the general con-
sumer price level if the quantity of money and the ag-
gregate demand for consumers’ goods increase by 4%
over the course of a year while aggregate production
and supply increase by 2%.

12. If the situation described in the preceding
question were to be repeated year after year, how long
would it take for the general consumer price level to
double?

13. How long would it take the general con-
sumer price level to double if the annual increase in
the quantity of money and volume of spending were
10% while the annual increase in production and sup-
ply were 2%?

14. Increases in prices occur insofar as the in-
crease in the quantity of money and volume of spend-
ing outstrips the increase in production and supply.

15. 
a. A commodity money is one in which the mone-
tary unit is a quantity of a physical commodity
b. Historically, gold and silver are the leading ex-
amples of commodity monies
c. All money begins as a commodity money
d. Paper money originates as a secure, transfer-
able claim to commodity money payable on de-
mand by the issuer
e. all of the above

16. Paper money which is not redeemable in
commodity money is known as “fiat money.”

17. The concept of paper money excludes
checkbook money.

18. 
a. A major difference between commodity
money and fiat money concerns their potential
rates of increase. 
b. Specifically, the rate of increase of a gold or
silver commodity money is almost certain to be
relatively small because of the comparative rarity
of these elements in nature and because increases
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in their production and supply depend on costly
mining operations
c. On the other hand, the rate of increase in a fiat
money is potentially limitless, since there is no
significant rarity of the necessary elements in na-
ture and the process of increase is virtually costless
d. all of the above
e. none of the above

19. Assume that over a generation the quan-
tity of money and volume of spending increase ten-
fold, while production and supply double. How great
is the percentage rise in the general consumer price
level?

20. 
a. The formula for the general consumer price
level shows demand as a numerator and supply as
a denominator
b. In the light of this formula, it is simply incon-
ceivable that prices could rise without demand ris-
ing or supply falling, or both
c. both (a) and (b)
d. neither (a) nor (b)

21. It is no more likely for prices to rise
under a system of fiat paper money than under a sys-
tem of commodity (i.e. gold or gold and silver) money.

22. Gold and silver moneys were often ac-
companied by long periods of falling prices, as in the
generation preceding the discovery of the California
gold fields and the generation from 1873–1896.

Origin and Evolution of Money and the Contemporary
Monetary System

23. The essential condition that must be pres-
ent in order for a barter exchange to take place is the
existence of a double coincidence of wants, i.e., a state
of affairs in which each of two parties possesses a
good that the other desires and values the good in the
possession of the other above the good he possesses
and that the other desires.

24. In the absence of a double coincidence of
wants, some of our more intelligent ancestors began to
resort to indirect exchanges.

25. 
a. An indirect exchange is one in which an indi-
vidual exchanges his good or service for a good
which he himself does not desire to consume or to
use in production but rather as a means of making
a further exchange
b. An indirect exchange is resorted to in cases in
which a double coincidence of wants is lacking
and it occurs to someone to exchange the good he
has for something that he himself may not want
but which the other party wants, i.e., the party
who has the good our man wants
c. Goods that are sought for the purpose of being
reexchanged are called media of exchange

d. all of the above
e. none of the above

26. 
a. Before a good can be used as a medium of ex-
change, it must have a recognized value as an ordi-
nary commodity
b. Goods that are more widely and more fre-
quently desired as ordinary commodities have a
greater likelihood of becoming media of exchange
than goods that are less widely and less frequently
desired as ordinary commodities
c. In the course of history, numerous goods have
served as media of exchange
d. all of the above

27. 
a. A generally accepted medium of exchange con-
stitutes money
b. The process of a medium of exchange develop-
ing into money is cumulative and self-reinforcing
c. The use of a good as a medium of exchange
represents an additional source of demand for it
and operates to raise its value, thereby reducing
the extent to which it is used for its ordinary, com-
modity purposes
d. all of the above

28. In some parts of Europe in the mid 1940s
cigarettes developed into a kind of quasi-money. In the
process non-smokers became eager to accept ciga-
rettes in exchange for their goods and smokers reduced
their smoking because of the resulting higher value of
cigarettes.

29. Historically, gold and silver in particular
came to be money as civilization developed. This was
because

a. In an environment of fixed settlements, the pre-
cious metals are the most suitable physical com-
modities for most people to save
b. The growing use of gold and silver as a store
of value set the stage for their use as media of ex-
change
c. The growing use of gold and silver as media of
exchange added relative stability to their value
and thus favored their use as a medium in which
to write contracts and state debts
d. The making of contracts payable in gold or sil-
ver reinforced the use of gold and silver as media
of exchange by creating a class of people needing
to obtain them to meet their contractual obligations
e. all of the above

30. Paper currency and checkbook money 
a. came into existence as secure claims, payable
on demand, in gold or silver coin and could not
have come into existence without being a claim to
a preexisting, commodity money
b. In establishing a uniform, gold-backed paper
currency, that people could regard as “as good as
gold,” the National Bank Act of 1863 played a
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critical role in fostering the use of paper money in
the United States in place of gold coin
c. By the outbreak of World War I, two genera-
tions of experience with the day-to-day use of
paper money and virtual disappearance of gold
coin from circulation had created the potential for
paper money to be acceptable even without re-
deemability into gold
d. all of the above

31. The great bulk of the American people’s
gold came into the governments hands

a. in World War I, as the result of a wartime
amendment to the Federal Reserve Act of 1913
b. in 1933, when the New Deal ordered all pri-
vately held monetary gold to be turned into the
Federal government

32. The Federal Reserve’s possession of the
gold previously held by the private banking system
made possible a substantial increase in the supply of
dollars by virtue of a pyramiding of the gold reserves.

33. After 1933 people continued to accept
paper dollars, even though they were no longer re-
deemable in gold, because the paper dollars had ac-
quired a history of acceptability, in which everyone’s
experience taught that paper dollars were and would
continue to be generally acceptable and led virtually
everyone to be willing to go on accepting them.

34. Even though after 1933 the law required
the Federal Reserve to hold substantial gold reserves
against the dollars it created, for many years this re-
quirement did not impose an effective limit on the
Fed’s ability to increase the supply of dollars because
of its possession of substantial excess gold reserves.

35. Excess gold reserves are gold reserves
held in excess of the gold reserves legally required to
be held. 

36. From 1935 to the end of World War II,
the Fed possessed large and growing excess gold re-
serves

a. as the result of the rise in the official price of
gold from $20.67 per ounce to $35 per ounce
b. as the result of the influx of large amounts of
gold from the rest of the world, especially West-
ern Europe
c. both (a) and (b)

37. The excess gold reserves of the Fed were
gradually eliminated in the twenty years following
World War II in the attempt to hold the world price of
gold at $35 per ounce.

38. In 1965, as the exhaustion of the Fed’s
excess gold reserves threatened, Congress abolished
the Fed’s gold reserve requirements.

39. Abandonment of external convertibility
of the dollar at the rate of $35 per ounce was not inevi-
table, despite the fact that its maintenance in the face
of rising prices for almost everything other than gold

served to make gold cheaper and cheaper relative to al-
most everything else and had to create an ever rising
industrial demand for gold.

40. The potential for a spontaneous remoneti-
zation of gold

a. is created under conditions of substantial infla-
tion, in which there is a growing use of gold as an
inflation hedge
b. Would be greatly increased if it were legal for
businessmen to  discriminate between precious
metal coins and paper currency of the same face
value
c. both (a) and (b)
d. neither (a) nor (b)

41. “Fiduciary media”
a. are transferable claims to standard money, re-
deemable by the issuer on demand, and accepted
in commerce as the equivalent of standard money,
but for which no standard money actually exists
b. are backed by debt
c. create the potential for a deflation of the
money supply because of bankruptcies of business
firms that are indebted to banks and consequent
bank failures
d. represent the far greater part of the present-day
money supply
e. the process of their being wiped out played a
major role in the great depression of the 1930s
f. all of the above

42. Standard money
a. unlike, fiduciary media, is not a claim to any-
thing further but has ultimate, final debt-paying
power
b. under a gold standard is gold coin or bullion
c. at the present time consists of irredeemable
paper dollars
d. all of the above

43. The “monetary base”
a. is the sum of currency in circulation outside
the banks plus the checking deposits of the Fed-
eral Reserve system
b. represents the supply of standard money
c. both (a) and (b)

44. Fiduciary media come into existence
a. when a bank lends out currency that has been
deposited with it in a checking account
b. when a bank creates and lends out a new and
additional checking deposit on the basis of the cur-
rency or other reserves that it has obtained
through its receipt of a checking deposit
c. both (a) and (b)
d. neither (a) nor (b)

45. The checking deposits of a bank can be
viewed

a. as fully covered up to the limit of the bank’s
standard money reserves and then as totally uncov-
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ered to the extent that the deposits exceed the
bank’s standard money reserves
b. as uniformly partially covered by a fractional
reserve to the extent that the bank has standard
money reserves
c. both (a) and (b)

46. The opposite system of fiduciary media
is the 100 percent reserve system.

47. Under the 100 percent reserve principle,
checking deposits and banknotes are 100 percent
backed by standard money.

48. The 100 percent reserve principle applies
only to checking deposits and banknotes, i.e., only to
actually spendable money, not to savings deposits or
time deposits, which cannot be spent until they are
withdrawn.

49. Under fractional reserve banking, paper
currency and banknotes are backed only fractionally
by standard money and for the rest by debt.

50. Fractional-reserve demand deposits pos-
sess a deflationary potential that, 

a. once unleashed, tends to be self-reinforcing
and cumulative, ultimately capable of wiping out
all fiduciary media
b. was unleashed during the 1929 depression
c. to be avoided, requires the government’s abil-
ity to create large sums of new and additional stan-
dard money to whatever extent may be necessary
to assure the redeemability of all or most outstand-
ing fiduciary media
d. all of the above

51. A 100 percent reserve monetary system
would make the money supply absolutely independent
of the failure of any debtors and thus make sudden,
drastic reductions in the money supply virtually im-
possible.

52. In a banking system that was free of gov-
ernment interference, the creation of fiduciary media
would be greatly limited by

a. the loss of reserves by banks creating fiduciary
media to banks that were not creating fiduciary
media or not creating them as rapidly
b. the loss of reserves by the whole banking sys-
tem as the result of the public’s need to increase
its holding of currency as the overall supply of
money increased
c. both (a) and (b)

53. Over the course of many years, govern-
ment policy has promoted fractional reserve banking
by means of

a. increasing the supply of standard money, with
the effect both of reducing or preventing clearing
losses by expanding banks and of meeting the
public’s growing demand for currency holdings,
in both ways reducing or preventing the loss of re-

serves as the banks expanded the supply of fidu-
ciary media
b. central bank rediscounting of commercial bank
assets, thereby encouraging the commercial banks
to hold assets other than standard money as a
source of reserves when necessary
c. imposing deposit insurance and bank examina-
tions, thereby increasing the public confidence’s
in the banking system and permitting the banks to
operate with a lower level of reserves than would
otherwise have been necessary
d. permitting temporary suspensions of payments
by the banks to their depositors, thereby enabling
the banks to hold a lower level of reserves than
would have been necessary to avoid suspensions
of payments
e. all of the above

54. Short of prohibiting fiduciary media, the
government could greatly reduce their issuance simply
by means of doing nothing that encourages their issu-
ance.

55. President Andrew Jackson’s specie circu-
lar represented a refusal by the government to accept
fiduciary media in the payment of taxes.

56. The Federal Reserve’s “open-market op-
eration”

a. is its buying and selling of securities, typically
of the US government, in the open market, with
the effect of increasing or decreasing the standard
money reserves of the banking system and the
public’s holdings of currency
b. operates substantially more on the side of buy-
ing than on the side of selling
c. is the principal mechanism by means of which
it puts new and additional standard money into the
economic system, since it buys securities with
money that it itself creates
d. is the mechanism by means of which govern-
ment budget deficits are financed by the creation
of new and additional standard money.
e. all of the above

57. The demand for money for holding re-
flects the need and desire of people to hold money.

58. A rise in the demand for money for hold-
ing is the cause of a rise in the velocity of circulation
of money and its fall is the cause of a fall in the veloc-
ity of circulation of money.

59. The demand for money for holding de-
clines and as 

a. the security of property improves
b. financial markets and financial institutions de-
velop
c. improvements in transportation and the devel-
opment of clearing houses occur
d. all of the above

60. As the security of property declines
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a. the demand for precious-metal money for hold-
ing rises
b. the demand for fiat paper money for holding
declines
c. both (a) and (b)

61. The fact that the demand for money for
holding declines and thus velocity rises as the result of
economic improvements such as greater security of
property and the development of financial markets and
financial institutions means that these developments
have an inflationary effect in that in raising velocity
they raise the demand for consumers’ goods and thus
the prices of consumers’ goods.

62. When the demand for money for holding
declines as the result of economic improvements such
as greater security of property and the development of
financial markets and financial institutions, the result-
ing rise in velocity is largely in the form of total trans-
actions velocity rather than income or consumption
velocity, because the same improvements entail the de-
velopment of greater division of labor and thus more
buying and selling at stages other than the sale of
consumers’ goods. At the same time, these im-
provements serve to increase the production and sup-
ply of consumers’ goods.

63. In the context of an economic system
with developed financial institutions and financial mar-
kets, 

a. funds that are saved are put back into the
spending stream almost immediately, while funds
that are held for consumption may not be spent
until the consumption purchases they are held for
actually take place
b. the effect of saving is to increase the availabil-
ity of credit, which represents an important substi-
tute for the holding of cash
c. saving operates to raise the income velocity of
money, by virtue of (a) and (b)
d. all of the above

64. In the conditions in which the velocity of
circulation of a gold money rises, there is unlikely to
be any fall in the purchasing power of gold as a result.

65. The more rapidly the quantity of money
increases, the less will be the demand for money for
holding and thus the greater will be the velocity of cir-
culation of money, including income velocity.

66. The reason that the more rapidly the
quantity of money increases, the more the demand for
money for holding declines is that 

a. the more rapidly do prices rise and the more it
appears advantageous to reduce cash holdings in
order to buy sooner rather than later
b. the easier it becomes to profitably liquidate in-
ventories and other noncash assets, with the result
that the holding of such assets appears to be a bet-
ter source of cash in the future than the holding of

actual cash, and thus takes the place of the hold-
ing of cash
c. the higher, after a time, do interest rates tend to
be, with the result that it becomes worthwhile to
lend out progressively smaller and shorter-term
sums that otherwise would have been retained in
cash holdings
d. to the extent that the increase is in the form of
credit expansion (i.e., the creation of new and ad-
ditional money for the purpose of being lent out),
the easier and more profitable it becomes to substi-
tute the prospect of obtaining credit for the hold-
ing of cash
e. all of the above

67. Increases in the quantity of money that
take place in the form of credit expansion, i.e., are
used to finance the granting of new and additional
loans,

a. initially serve to reduce the rate of interest
b. when absorbed into the spending stream serve
to raise sales revenues, profit margins, and the
rate of profit, and thereby to increase the demand
for loanable funds and to reduce the supply of
loanable funds, with the result that the rate of in-
terest now tends to rise to reflect the higher rate of
profit
c. both (a) and (b)

68. Once the increase in the quantity of
money created by credit expansion becomes absorbed
into the spending stream, the only way to prevent inter-
est rates from rising is by accelerating the increase in
the quantity of money, which then makes the rate of
profit rise still higher and further increases the demand
for loanable funds and reduces the supply of loanable
funds, requiring a still further acceleration in the rate
of increase in the money supply if the rate of interest is
not to rise. Thus to avoid rapid destruction of the mon-
etary system, there is no practical alternative but to
allow the rate of interest to follow the rate of profit on
up as the quantity of money increases.

69. Interest is the price of money. Thus, the
larger the money supply, the lower must be the rate of
interest.

70. Interest is
a. the price of money
b. the difference between the sum of money bor-
rowed and the larger sum that must be repaid

71. The changes in the velocity of circulation
of money in the period 1929–1945 are inconsistent
with a positive relationship between velocity and
changes in the quantity of money.

72. The changes in the velocity of circulation
of money in the period 1946–1981 are inconsistent
with a positive relationship between velocity and
changes in the quantity of money.

73.  The changes in the velocity of circula-
tion of money in the period 1981 to the present are in-
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consistent with a positive relationship between veloc-
ity and changes in the quantity of money.

74. The present monetary system has the po-
tential both for major inflation and for major deflation.

The Balance of Trade and Payments

75. The “balance of trade” is 
a. the difference between the sum of all of a
country’s exports and the sum of all of its imports
b. typically described as favorable to the extent
that its exports exceed its imports and unfavorable
to the extent that its imports exceed its exports
c. both (a) and (b)

76. The “balance of payments” is
a. a broader concept than the balance of trade,
being the difference between the sum of all of a
country’s receipts from abroad and all of its out-
lays to abroad
b. typically described as favorable to the extent
that its outlays to abroad exceed its receipts from
abroad and unfavorable to the extent that its re-
ceipts from abroad exceed its outlays to abroad
c. both (a) and (b)

77. The doctrines of the balance of trade and
the balance of payments imply international economic
conflict, since they imply that each country should
seek a “favorable” balance that in the nature of the
case must be regarded as “unfavorable” to other coun-
tries and thus that an implicit goal of every country is
the infliction of harm on other countries.

78. The doctrines of the balance of trade and
the balance of payments were first propounded by 

a. the Classical economists
b. the Mercantilists
c. the Physiocrats

79. So long as the only significant interna-
tional economic dealings were in the form of imports
and exports, the concepts of the balance of trade and
the balance of payments could be taken as interchange-
able.

80. When the doctrines of the balance of
trade and balance of payments originated

a. gold and silver were money
b. most European countries had no significant
gold or silver mines within their borders
c. an excess of exports over imports was sought
as the means of accumulating “treasure” within a
country, which could later be used for financing
foreign military ventures
d. an excess of exports over imports was the
means for achieving an increase in the quantity of
money in such countries 
e. an excess of exports over imports came to be
considered favorable for all the reasons that peo-
ple believe an increase in the quantity of money is
favorable

f. all of the above

81. In the eyes of the supporters of the bal-
ance of trade/payments doctrines, the individual items
in the balances are all essentially separate and indepen-
dent of one another, with the result that the overall bal-
ance is regarded as essentially fortuitous, capable of
being “harmed” by anything that would enlarge this or
that import or other category of outlay or reduce this
or that export or other category of receipt, and “im-
proved” by anything that would enlarge this or that ex-
port or other category of receipt or reduce this or that
import or other category of outlay.

82. In the eyes of the supporters of the bal-
ance of trade/payments doctrines, each export or re-
ceipt from abroad constitutes an equivalent addition to
the money supply of a country, while each import or
other outlay to abroad constitutes an equivalent sub-
traction from the money supply of a country.

83. In the eyes of the supporters of the bal-
ance of trade/payments doctrines, in the absence of
government intervention to prevent it, imports and
other outlays to abroad have the potential of com-
pletely draining a country of its money supply.

84. Concern with an unfavorable balance of
trade or payments under a gold standard may have
some plausibility, but under the conditions of a fiat
paper money, in which any part of the money supply
that might be lost to abroad can easily be replaced by
means of printing more money, it makes no sense
whatever.

85. To some extent the position of the dollar
as an international money entails some actual loss of
dollars to abroad each year, but such loss, 

a. far from being a proper source of worry, sim-
ply represents a modest lessening of the degree of
domestic inflation of the money supply
b. is analogous to the loss of gold experienced
every year by a gold-producing country, such as
South Africa, with the difference that the paper
money that is exported costs next to nothing to
produce
c. both (a) and (b)

86. The far greater part of what is recorded
as an unfavorable balance of payments represents

a. an actual outflow of money
b. an increase in short-term foreign lending to the
citizens of the country, or to its government, the
proceeds of which are not counted on the receipts
side because they are short term

87. Insofar as it represents short-term foreign
lending to a country’s citizens or its government, the
actual significance of an “unfavorable balance of pay-
ments” is favorable, because it represents capital in-
vestment in the country and/or a mitigation of the
consequences of its government’s borrowing.
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88. The various items in the balance of pay-
ments accounts are not independent, but rather are mu-
tually interconnected. For example, the so-called
unfavorable balance of trade (the excess of imports
over exports) that the United States has experienced in
recent years is precisely the result of the excess of re-
ceipts by the United States over outlays in the vital
area of lending and investing. This excess is what pro-
vides the money to pay for the excess of imports over
exports.

89. It is in the very nature of foreign invest-
ment that it be accompanied by a so-called unfavor-
able balance of trade in the country receiving the
investment, because the way that one country physi-
cally invests in another is by sending in the equipment
and materials to build up the recipient country’s means
of production, and by sending in consumers’ goods to
supply the workers involved. For example, Western in-
vestment in building up Saudi Arabia’s oil industry en-
tailed the arrival of many shiploads of Western goods
in Saudi Arabia, bringing in the necessary equipment,
construction materials, and consumers’ goods for
Western workmen.

90. The purchase of imports does not repre-
sent any significant carrying out of money from the
United States or any reduction in total, overall spend-
ing for goods and services in the United States. On the
contrary, the imports represent new and additional
wealth brought into the United States, where they are
added to the supply of domestically produced goods
and made available for purchase by the same total ex-
penditure of money that would otherwise take place.

91. The rise in the foreign exchange value of
a country’s money that foreign investment in the coun-
try causes not only does not cause unemployment in
that country, but actually tends to be accompanied by
less unemployment in that country, because the for-
eign investment serves to increase the demand for
labor in that country.

92. The prohibition or forced reduction of
auto and steel imports would reduce unemployment in
those industries but, in the absence of wage rate reduc-
tions, increase unemployment in the rest of the eco-
nomic system, since reduced imports of autos and steel
would be accompanied by reduced exports of other
goods and/or increased imports of other goods.

93. The results of the reduction or elimina-
tion of foreign investment and the excess of imports
over exports that is the accompaniment of net foreign
investment would include a rise in prices resulting
from the loss of the supply of goods representing the
excess of imports over exports, and a reduction in em-
ployment and/or wage rates resulting from the fall in
the demand for labor that rested on foreign investment.

94. What is called a favorable balance of
trade can in fact be fully as much unfavorable as an al-
legedly unfavorable one is favorable, as, for example,

if it results from such a thing as the granting of foreign
aid the proceeds of which are used to finance exports.
Such a case is comparable to the doorman of a restau-
rant giving money to passersby on the condition that
they will spend it in eating at that restaurant.

95. Under an international gold standard, 
a. the world’s money supply, other things being
equal, would tend to be distributed among the vari-
ous individual countries in proportion to the rela-
tive size of their respective economies, which
implies that there would be relatively increasing
money supplies in countries with above average
rates of economic progress and relatively decreas-
ing money supplies in countries with below aver-
age rates of economic progress
b. consistent with the operation of the principle
just named, a country with extensive gold mines
would most likely experience an “unfavorable”
balance of payments, while a country without
them would most likely experience a “favorable”
balance of payments; otherwise, the money sup-
plies of the different countries would not corre-
spond to the relative size of their respective
economies
c. given the relative size of the various countries’
economies in the world, and given the world’s
quantity of money, the balance of trade and pay-
ments of all countries always tends toward balance
d. labor union activities, by virtue of retarding or
preventing the rise in the productivity of labor and
in causing unemployment, operate to reduce the
size of a country’s economy in comparison to
what it would otherwise have been and thus to re-
duce its share of the world’s money supply in
comparison with what it would otherwise have
been
e. to the extent that labor union activities reduce
the quantity of money that can accompany full em-
ployment in a country’s economy, they reduce the
height of money wage rates that can accompany
full employment in that country
f. all of the above

96. Under a system of various fiat moneys in
the economies of the different countries, 

a. the world’s money supply is distributed among
the different countries in essentially the same way
as it is under an international gold standard
b. the distribution of the world’s money supply
can be found in the combination of the number of
units of the various currencies and their respective
currency exchange rates, so that, for example, if
the United States has a money supply of $2 tril-
lion while Japan has a money supply of ¥140 tril-
lion, and the exchange rate is 140 yen to the
dollar, the US money supply is twice that of Japan
c. if the economy of one country grows relatively
to that of another, either the number of units in its
money supply will tend to grow in the same pro-
portion relative to the number of units in the
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money supply of the other country, or its ex-
change rate will rise in proportion to the relative
increase in the size of its economy, or some com-
bination of these two will occur
d. all of the above

97. Under an international gold standard, the
creation of fiduciary media in any one country oper-
ates to cause a drain of gold from that country, because

a. its creation of fiduciary media is tantamount to
an enlargement of the world’s money supply
b. the country cannot, other things being equal,
retain a quantity of money greater than corre-
sponds to the relative size of its economy in the
world economy, so that if, for example, the in-
crease in its supply of fiduciary media is equiva-
lent to a 1 percent increase in the world’s supply
of money, while its economy is ten percent of the
world’s economy, the country can retain only one
tenth of the amount by which it has increased the
world’s money supply
c. other countries will most likely wish to receive
their portion of the additional world supply of
money in gold, rather than the paper of the ex-
panding country
d. all of the above

98. Under a system of various fiat moneys in
the economies of the different countries, the creation
of additional money, whether fiduciary media or stan-
dard money, in any one country will cause it either to
lose foreign currency reserves or, lacking sufficient
such reserves, suffer a devaluation of its currency rela-
tive to foreign currencies.

99. What explains an “unfavorable” balance
of payments in the sense of an actual outflow of
money from a country is that the citizens of the coun-
try have an insufficient demand for that money to keep
it in the country. In essence, they wish to hold a quan-
tity of money corresponding to the relative size of
their country’s economy in the world, plus or minus an
amount that corresponds to the special circumstances
of their country and their psychology. They do not
wish to hold the larger quantity of money that pres-
ently exists in their country, most probably as the re-
sult of credit expansion or other domestic inflation of
the money supply. And as a result, they seek to spend
it abroad and not replace it.

100. In the circumstances described in the
preceding question, it is futile to try to keep the excess
quantity of money in the country by such measures as
blocking this or that category of imports or encourag-
ing this or that category of exports, for so long as the
money is present in the country and the citizens do not
wish to hold it, it will serve to raise domestic prices rel-
ative to foreign prices. This in turn encourages imports
and discourages exports, with the result that as soon as
one category of import is prohibited, people turn to
one or more others, and as soon as an additional line of
exports is forced into existence, some other line or

lines of exports becomes uncompetitive or imports are
stepped up. 

101. In contrast to the circumstances apply-
ing to the last two questions, when the citizens of a
country do have a demand for its existing quantity of
money, no amount of outlays to abroad will for very
long deprive them of any part of that quantity of
money. As illustration, imagine, for example, that a
new foreign aid bill is passed and that, as part of it, an
army of tax collectors is dispatched into the streets to
seize money from every passerby and from every shop-
keeper and businessman. The money, we can imagine,
is then loaded into armored cars, rushed to nearby air-
ports, and then flown to various foreign capitals

a. This foreign aid will not for very long be at the
expense of the cash holdings of the American peo-
ple. The American people cannot afford such a re-
duction in their cash holdings. They will be
compelled to replace those cash holdings
b. To replace their cash holdings, they will have
to sell more and buy less, and borrow more and
lend less. The effect of this will very soon be a
combination of lower domestic prices and higher
domestic interest rates
c. The effect of this in turn is decreased Ameri-
can imports and increased American exports, and
decreased American lending to abroad and in-
creased American borrowing from abroad. This
goes on until American cash holdings are restored
to approximately their former level
d. all of the above

102. In the light of the answer to the preced-
ing question, the observation of Adam Smith that “the
attention of government never was so unnecessarily
employed, as when directed to watch over the preser-
vation or increase of the quantity of money in any
country” seems simplistic.

103. What needs to be understood in connec-
tion with the balance of trade and payments viewed as
source of changes in the quantity of money in a coun-
try is that the change in the stock of money in people’s
pockets, like the change in the stock of food in their re-
frigerators, is fully within their control and that their
decisions about changes in the stock determine the re-
lationship between their receipts and outlays, not that
the relationship between their receipts and outlays de-
termines the change in the stock.

104. A man owns a refrigerator into which
from time to time he puts food and from which from
time to time he takes food.

a. The change in the stock of food in the refrigera-
tor is caused by the difference between the extent
to which food is put into and taken out of the re-
frigerator. If no food is put into the refrigerator
while the man continually withdraws food from it,
he will be in danger of running out of food. Steps
will have to be taken to reduce his withdrawals of
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food from the refrigerator and increase his depos-
its of food into the refrigerator
b. The man’s decision about whether to increase
or decrease the stock of food in the refrigerator is
the cause of the difference between the food that
he puts into the refrigerator compared with the
food that he takes out of the refrigerator. For ex-
ample, if he plans to throw a party, he will be sure
to stock the refrigerator and not to take from it
items that he wants to save for his guests. Simi-
larly, if he plans to go on vacation, he will tend to
use up what he has in the refrigerator and not re-
place it. Changes in the stock of food in the refrig-
erator are entirely within the man’s power and not
a cause for concern.

105. In a free market, all other things being
equal, the balance of payments of a country tends to-
ward zero

a. because the effect of a positive balance of pay-
ments is to increase the quantity of money in a
country that experiences it, while the effect of a
negative balance of payments is to decrease the
quantity of money in a country that experiences it
b. the effect of an increase in the quantity of
money in a country is raise the prices of goods
produced in that country, while the effect of a de-
crease in the quantity of money in a country is re-
duce the prices of goods produced in that country
c. the effect of higher prices of goods produced
in a country is to discourage exports from it and
encourage imports into it, which, in turn, serves to
reduce its balance of payments, while the effect of
lower prices of goods produced in a country is to
encourage exports from it and discourage imports
into it, which, in turn, serves to increase its bal-
ance of payments; thus positive balances diminish
and negative balances increase
d. all of the above taken together

106. In a free market, the balance of pay-
ments of a country tends toward zero

a. in the absence of further changes in the
world’s quantity of money
b. in the absence of further changes in the rela-
tive size of the economies of the different coun-
tries
c. in the absence of further changes in the spe-
cific needs for cash holdings in the various coun-
tries, such as the degree of security of property
and the development of financial institutions and
financial markets in the various countries
d. all of the above taken together

107. It follows from the principle that the bal-
ance of payments of a country tends toward zero

a. that a unilateral tariff reduction by a country
and any resulting surge in its imports would soon
be followed by a diminution of the increase in its
imports and an increase in its exports, until its bal-
ance of payments was in balance—provided that

wage rates and thus costs and prices in that coun-
try were free to fall
b. that in a country in which wage rates and thus
costs and prices were free to fall, the adoption of
international free trade, even unilaterally, would
not entail any lasting unemployment but a shift in
employment from the relatively less efficient pro-
duction of goods for domestic consumption to the
relatively more efficient production of goods for
export, with the attendant consequence of a higher
standard of living at home and abroad
c. that an essential requirement of being able to
adapt to international free trade and its possible
consequence of a temporary outflow of money is
the absence of legislation aimed at artificially rais-
ing wage rates or forcibly maintaining any given
level of wage rates
d. all of the above

108. In the light of the proposition that the
balance of payments tends toward zero, it follows that
if a country pursued a policy of international free
trade, while all other countries absolutely and success-
fully prohibited the importation of its goods, that ulti-
mately that country would cease importing, because
the decrease in its money supply and equivalent in-
crease in the money supply of the rest of the world
would so reduce the level of wages, costs, and prices
in it compared to the level of wages, costs, and prices,
in the rest of the world, as to remove the incentive of
its citizens to buy anything abroad.

Invariable Money

109. Depending on circumstances, changes
in prices reflect

a. changes taking place on the side of goods,
such as changes in the supply of various goods
and changes in the need or desire for various
goods
b. changes taking place on the side of money, no-
tably an increase or decrease in the supply of
money or an increase or decrease in the demand
for money for holding, such as occurs whenever
there is inflation or deflation
c. both (a) and (b)

110. The variability of the value of money
coming from the side of money applies even to a pure
gold or silver standard—i.e., to a 100-percent-reserve
gold or silver standard—if for no other reason, then be-
cause the supply of gold and silver tends steadily to in-
crease as the result of their continued mining and
substantially smaller annual loss or disappearance.
This serves either to make prices higher from year to
year or at least to make them fall by less than they
would have in the absence of such change on the side
of money.

111. In order for a money to serve as an in-
variable standard of value, it would have to be such
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that changes in prices would reflect exclusively
changes operating on the side of goods, not money.

112. The kind of money that would render all
changes in the prices of goods having to come from
changes on the side of goods and not from changes on
the side of money, 

a. would be one in which the total annual expen-
diture to buy newly produced goods—and equiva-
lently, total business sales revenues in selling
same—was a fixed, constant amount, such as one
trillion dollars or twenty trillion dollars, i.e., any
definite, fixed dollar amount
b. A fixed total expenditure for newly produced
goods and equivalently fixed total business sales
revenues in selling same, would be the result of a
fixed quantity of money times a fixed velocity of
circulation of money in relation to newly pro-
duced goods
c. Under such an invariable money, all changes
in the general consumer price level would reflect
increases or decreases in the supply of consumers’
goods—they would, indeed, be inversely propor-
tionate to such supply changes
d. Under such an invariable money, all changes
in the relative prices of individual consumers’
goods, such as the price of apples relative to the
price of oranges, or the price of both relative to
the price of automobiles or steel, would reflect a
combination of changes in their relative supplies
and in the relative need or desire for them at the
margin. (In the case of goods like automobiles and
steel, whose prices are typically determined in the
first instance on the basis of their cost of produc-
tion, the relevant supplies and demands are of/for
means of production.)
e. Under such an invariable money, a definite
elasticity of aggregate demand is implied equal to
unity, because a constant expenditure implies that
quantity demanded changes in inverse proportion
to price—e.g., doubles when the price level
halves, halves when the price level doubles
f. all of the above

113. The concept of invariable money implies
a. that every measure of velocity must remain un-
changed

b. only velocity in relation to the demand for
newly produced goods must remain unchanged

114. Ricardo believed that in order for gold
to serve as an invariable standard of value an ounce of
gold would always have to be the product of the same
quantity of labor of the same degree of skill and ability.

115. Hazlitt expresses no opinion, explicit or
implicit, concerning an invariable money.

116. The concept of an invariable money as a
tool of analysis represents the adoption of a procedure
analogous to that of mechanics when it conceives of
such a thing as the velocity of a moving body as the
joint outcome of the operation of separate, distinct
forces. 

117. The assumption of an invariable money
is made, implicitly, by everyone who thinks about eco-
nomic phenomena on the assumption of all other
things being equal, for among those other things is al-
most always the total volume of spending in the eco-
nomic system.

118. The concept of invariable money and
recognition of the fact that money is not in fact invari-
able sheds light on the respective roles of a system of
fiat paper money and the businessman’s profit motive
in the causation of the rising prices we have seen al-
most all around us.

119. Among the uses that will be made of the
concept of invariable money in the chapters ahead are

a. the isolation of the distinct determinants of the
average rate of profit in the economic system
b. recognition of important cases in which money
income and real income can move in opposite di-
rections
c. analysis of the nature of inflation and deflation
d. analysis of the effect of increases in produc-
tion and accompanying falling prices on the rate
of profit and on the difficulty of repaying debt
e. analysis of the role of saving in capital accumu-
lation and of the effect of saving on the average
rate of profit
f. analysis of the causes of capital accumulation
g. all of the above
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Answers to Questions 1-119 on Chapter 12.

Quest- Correct Quest- Correct Quest- Correct 
tion# Answer tion# Answer tion# Answer

1 a 41 F 81 T
2 T 42 d 82 T
3 T 43 c 83 T
4 T 44 c 84 T
5 c 45 c 85 c
6 4.1 46 T 86 b
7 c 47 T 87 T
8 d 48 T 88 T
9 T 49 T 89 T
10 T 50 d 90 T
11 2% 51 T 91 T
12 35 years 52 c 92 T
13 9 years 53 e 93 T
14 T 54 T 94 T
15 e 55 T 95 f
16 T 56 e 96 d
17 F 57 T 97 d
18 d 58 F 98 T
19 400%                59                  d                     99                T
20 c 60 c 100 T
21 F 61 F 101 d
22 T 62 T 102 F
23 T 63 d 103 T
24 T 64 T 104 b
25 d 65 T 105 d
26 d 66 e 106 d
27 d 67 c 107 d
28 T 68 T 108 T
29 e 69 F 109 c
30 d 70 b 110 T
31 a 71 F 111 T
32 T 72 F 112 f
33 T 73 F 113 b
34 T 74 T 114 T
35 T 75 c 115 F
36 c 76 a 116 T
37 T 77 T 117 T
38 T 78 b 118 T
39 F 79 T 119 g
40 c 80 f
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