Midterm Exam
Economics 5060/6060, Fall 2009

Answer any two out of the following three questions (30 points in total, 15 points each question):

1. Adam Smith was famous for the “invisible hand” argument.  Explain the invisible hand argument and the implications for government policy for the economy.  However, Smith did recognize that the government had three indispensable duties.  What were the three duties of government (according to Smith)?
Both Bentham and Mill criticized free market capitalism and argued for social reform.  Discuss Bentham’s two major criticisms of free market and why he believed government intervention could be helpful.  Mill argued that in three principal areas, the government should intervene to modify the socially adverse effects of the free market.  What were the three principal areas?

Answer Keys:
(a) Invisible hand: in a free market, the selfish actions of individuals are directed, as though by an invisible hand, to maximize economic welfare (2 points)
(b) Implications: government should follow laissez faire policy or refrain from interventions of the market (2 points)
(c) Government duties: national defense; law enforcement; certain public institutions and infrastructure (3 points)
(d) Bentham: capitalism—saving might not be matched by investment; government introduction of money became a source of wealth (2 points)
(e) Bentham: capitalism—great inequalities; diminishing marginal utility of money; government redistribution from the rich to the poor would increase society’s aggregate utility (3 points)
(f) Mill: extreme poverty; extreme wealth; businesses that needed large capital (3 points)

2. Adam Smith argued that labor theory of value (as an explanation of exchange value or prices) was valid only in the “early and rude state of society” but not in capitalism.  Explain Smith’s reasoning.  What was Smith’s own theory of prices?  What was the inherent weakness of Smith’s price theory?
	Ricardo believed that the labor theory of value, with certain modifications, was also valid under capitalism.  Ricardo discussed the relationship between labor ratios and price ratios.  What were Ricardo’s main conclusions regarding the deviations of price ratios from labor ratios?  Given realistic profit rates, were these deviations likely to be large?

Answer Keys:
(a) Smith: in the early and rude state of society, accumulation of capital was not important and exchange value was proportional to labor (2 points)
(b) Capitalism: competition led to equalization of profit rates; profits (and thus prices) would be proportional to labor only if capital-to-labor ratio was the same in all industries; this was unlikely, thus prices would not be proportional to labor (3 points)
(c) Smith’s price theory: market prices fluctuate around natural prices; natural price is the sum of average wages, average profits, and average rent; weakness: prices are determined by costs of production and costs of production in turn depend on prices—circular reasoning (4 points)
(d) Ricardo: as long as the profit rate is positive, price ratios will diverge from labor ratios and the process that has higher capital-to-labor ratio will also have higher price; the higher the rate of profit, the larger will be the deviation of price ratios from labor ratios; given realistic profit rates, the actual deviations are likely to be small (6 points)


3. According to “Say’s Law”, a capitalist economy tends to automatically adjust towards an equilibrium where all resources are fully utilized.  Explain the basic arguments of Say’s Law.  Malthus, however, argued that the “effectual demand” would fall short of the natural value of commodities and capitalist accumulation inevitably led to “gluts” or overproduction.  According to Malthus, what condition was required for the effectual demand to match the natural value of commodities and why under capitalism, there was a general tendency towards “gluts”?

Answer Keys:
(a) Say’s Law: producers produce commodities to exchange for other commodities; money is a medium of exchange not desired for itself; production of some commodities automatically leads to demand for some other commodities—supply creates its own demand—general glut is impossible (6 points)
(b) Malthus: for the natural value of commodities to be realized, all social classes needed to spend all of their incomes (2 points)
(c) Workers: would spend all of their incomes on necessities (2 points)
(d) Landlords: would all of their incomes on comforts, servants and culture (2 points)
(e) Capitalists: attempted to spend all of their profits on new capital; but there was a tendency for capitalist to receive too much income relative to what they could profitably invest (3 points)

