ChAarTerR I

T ATTACK  ON X ROLALISM

The subjeotive approach to vilue theory, pionecered by
Jevons and the .ustrian economists cuused the videspresd application
of the marginal principle to the solution of economic problems., On
<hisg principle wes built a coberent system of eoonomio thought,
often referred to as "marginalism’. One part of this system is
the theory of the !irm whioh seeks to explain the price and output
policies of firms by using murginal ooncepts. For a long time
this msthodologiocal approach wae aoccepted as sdequute for providing
an explanation of the problem of price. But doudbts with regard to
the general validity of the fundamentalsof price thsory began to
grow and sprecd as & result of refinements to and reconsiderations
of the theory, especially in the late 1930's. These doubts led
to the present controversy whioch we huve set out to desoribe.

Marginal Anzlysis of the Firm - A Brief Summary

The text book veraionl of the theory postulates rationality
on the part of the entrepreneur. This assumption can be reduced to
two propositions:-

él; that they seek to maximise profits and
2 they operate with perfect knowledge.

The position ol muximum profite ie logiocally doterninuble in the
face of a teohnologically determined production function and Known
ocost and revenus functions, To muximise his profit, the entrepreneur
will expund production up to the point where his marginal revenue

is ejqual to surginal cost. The position ol equilidbrium is usually
illustr:ted thusi-

lome text book version suffers from being too pedagogicals
In this brief summary, we shall attempt to abstract the theory from
the pedagogic methods of the jaded versaions.
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.. corollary of the ritionslity ussumption is that the
entreprensur minimises his coet of production for any givea outpute.
M™ig condition is fulfilled when production is so organised that the
marginal rete of techniocal substitution between the fuetors eguuls
the rgt.o of their murket pricea.

The theory noxt desoribesthe equilibrium conditions for
profit maximisation under clearly defined murket situations.
reguming & periectly competitive murket, the firm operates under
the fcllowing conditions:-

(a) there are & luryge number of buyors «nd sellers lea.ing
with W

(®) a homogenocus product

(o) virms are free to ontor or lauve the industry.

In the case of perfsst competition in the preduct merket, since prioce

is given, marginzl revenue is eguul to price, to vhich murginal cost

is equated. In the ouss of perfeot competition in the fuotor market,
murginel oost is ejual to the cost of the a’litional factors neocessary
to produce the murginal unit «nd this is ejuated to marginul revenue.
Tho industry is said to be in full egquilibrium in the (ong-run vhen
every entrepreneur esrns norm:l profits, i.e. profits vhioh are Jjust

suf Piojent to induce them to etay in the industry (this is only possible
i we assume thot the wmouni of normel profite is the sume for all

the entreprensurs). |



Under conditions of monopoly, the only rule of syuilibrium

e within the firm is that marginal revenus and marginal costs are

equ.ted., The monopolist can be thought of &s earning abnormal
profits, which in the absence of free entry, may be maintained even
in the long run.

The starting point of imperfect competition theoriea was
the reulisction that besides price, the entrepreneur had a certain
amount of freedom of uction with regurd to the nczture of the produot
and selling expenditure. The firm may eurm ubnormal profits, though
it is likely thet these will be ocompeted away in the long run. The
degr.e of senoroxzchment will depend on the degree of imperfection in
the market. lmperfect competition thecries retein the traditional
frumework of snulysis, but differs from perfect competition theory
beeioally in respect of the firme selling conditions.

Eﬁgirioal,ﬁssaargh

Since 1239 there have appeared economic writings on aspeotis
of business bshaviour {especially behaviour which oan be summed up
as prioce and output poliecy), which can be charuoterised as an attack
upon the marginal analysis of business beaaviour. 3Ghief‘amzng these
writings are the papers by Hall and Hiteh , ster”, Uordon  and the
book Manufacturing Business by P.W.S. Andrews”. These writers have
in common (a) &n empirical approach and (b) an attempt to discover
and formulate some theoreticul propositions about business behaviour.

The:e propositions seem to be at variance with the conventional enal}eis
in terms of marginal ocost and marginal revenue.

touts oontroversy hes aprisen between those who uphold the
new hypothesis and the defenders of the orthodox analygis. The
signitricance of this controversy lies beyond just providing an adequate
explanation of business behaviour, for the murginal anclyeis is part
of a ocoherent system of economic thought. The murginal prinoiple is

23all & Hitoh: Price theory and business behaviour. OUxford

Economio Papers No. 2. May 193.

3R. lesters Shortcomings of marginal analysis. imeriocan
Economic Review Vol. 36A. March 1946. ~

' 4R.a. Gordon: Shert-Periocd prioce determination in theory
and przctice. Ameriocan Eoconomic Review Vel. 38. June 1948.

5P.H.S. indrews: The theory of mamufacturing business.
Oxford Economic Papers Vol. l. 1949. Also Manufacturing business.

6Hotably. Machlup & Stigler. Ope. Cit.



pervasive within the general corpus of eocomomio theory. The new
dootrine therefore threatens the whole deductive system of marginal
analyeis, unless the generalisations arising out of empirimal
studies can be made to either co-exist, or ba acmplossnﬁagy te the
orthodax gystem.

This paper will describe the aontroversy which has been
tuking plsce and will then attempt at ~n evaluation of the debute.

The article by Hall and Hitoh arose out ?f enquiries
undertaken by the Oxford ~conomists Research Oroup' to study probleams
relatin; to the Trade Cyocle. . mong the mattere wsked in the
questionaires submitted to selected businessmen, were their price
and ocutput polioy. From evidence garnered in this way Messrs. Hall
and Hitoh were able “to cast doubt on the general applicability of
the conventional anulysie in terms of marginal coet and marginal
revenue", and they ventured to suggest "a new mode of entrepreneurial
behaviour which current econcmic dootrine tends to 1gnare ses thke
basing of price upon the full-ocost prineiple”

The entrepreneurs were approachod~by'maans of persomal
introduotion, and & questionaire wus submitted to them. The authors
(Hall and Hitoch) ohose to examine the results obtained from thirty-
eight of them and they were mindful of the likely bias of such an
enquiry. The bias to which they were likely to be subjected were

(a) ®inoce 33 of the 38 entreprensurs were manufacturers,
there vue & strong bius in favour of manufucturers.

(b) +that since the approuch was by way of personal
‘ introductions "the entrepreneurs intserviewed were mors
successful and more intelligent than the average
businessmen'', and

(e¢) their sample wes too small to warrant any final
conclusions.

| However, the authors after exaaining the evidence have
reuson t0 believe in "“the general inappliocadbility of the orthodox
type of analysis". They were able to show thut 30 of their 38
firme endeavoured to operate more or less according to some form
of pricing poliocy which the authors charaocterised as '"full cost”, and
that they did not appecr %o pursue maximum profits by aiming to
produce that output where its marginal cost equalled its marginal

| 7800 also R.F. Herrod: Prioce and oest in antrepranaur 8
policy, Oxtord Economie Papers, May 1939, which establishes the
cuse for the deductive method of orthodox anulysis to be verified
by empirical study.



. revenue. Messrs. Hall and Hitoh arrived at this conclusion when

they were wholly unable %o obtain any data about the elasticity of
demand and the relationship between marginal cost and price from
the businessmen, the mujority of whom were found to oonsider "the
information of little or no relevance to the pricing procese save
perhaps in very exceptionul conditioas. The. busies for the zuthors
doubt in the marginal analysis was founded on their belief that for
the orthodox analysis to be applicuble the entrepreneurs must in
faot muke some estimuate even ii implicity of the elusticity and
position of their demand curves «nd alsc to attempt to achieve the
equalities of murginal revenue und marginal cost. '

, The aotusl prooedures of the firms were not identical as
to their detail, but the gemeral puttern of their priocing policy
was olesr enough to enable the uuthors to put forward their
ioonoclustic principle. The principle wi:s generalised as follows:-
"Prime cost per umit is taken us the bause, a percentage addition is
mude to cover overhsads {(on cost or indirect ocost) and a fugthax;
conventional addition (frequently 10%) is made for protit.” The
suthors marsh:lled several rewsons vwhioh initiate against chinging
from the prios, thus fixed - departures from this price were more the
exception thin the rule - implying a rigidity in the full-cost
prioce.

Among the reasons given fox the abnormal departures from
the conventional price were "the necessity to follow & competitive
prioe', '"depressed trage", und where price had to be reduced in
erder "to keep going".

By and large, an overwhelming muajority of the firms
adhered to tune full cost pricing principle for various reaaons ,
(quasi-moral reasons included). The suthors list the reasons given
and also the actusl numbers who oited the sume reuson, but they wurn
in a footnote "that little signifiocunce oun be attuched to the actual
nuabers in each ocategory, since in most Cupgs, only those reasons
volunteered by the entrepreneurs ure given. From the data the relative
frequenoy with which the various ressons are given for adhering to
or departing from full cost pricing, is not without interest. Iirom
among the 30 full-cost firms, by far the most common reason for not
charging more than full—coast wus 'fear of competitors, or poteatial
competitors' inocluding the belief thut others would not follow an
inocreuse in price. Amongst the reasons given for not churging less
than full-cost, by far the most common reasons wera thut "demand
was unresponsive to price" and that “competitors would follow cuts™,

8ue11 & Hitoh, op. cit.
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The authors oonclude from their empiriocal fiandingse thuat
ons of the moat important factors induocing entreprensurs t¢ adhere
to the full-cost policy wue & widely held belief among businessmen
thut the "right" price wus one which ‘ought to be aset at the full-
cost level. There wus aleo & yuasi-moral tradition that this price
was 'fuir to competitors'. The other important fauctors were thut
producers cannot know their demcnd znd marginul revenue functions for
two reusons. Firstly they do not know their consumers' preference
and secoadly most producoers ure oligopolista and hence cannot predict
the reactions of their rivils to u chunge in price. The fear thut
rivals would not follow price incresasesbut would follow price ocuts,
causes them to be wary of price chunges. Prices are not lowered or
raised by express or tucit ugrcemsnt, becuuse the elasticity of
demand for the group of produocts is insufficient to make the former
oourse pay. If prices are in the neighbourhood of full-cest, the
latter course is not followed for feaer it might leud tc the under-
mining of firme by new entrunts especiully in the long run. Further-
more, chungesin price ure ocostly in themselves und are a source of
inconvenience to salesmen, wmerchunts and comsumers. Several of the
ent repreneurs also referred expliciiy to¢ conventional pricses to which
customers wre attucked «n:{ that only large chunges in price which
ure cleurly profitable, are possible.

. i'hese oonclusions imply an attuch on marginalism on three
grounds.  rFiratly, striving for [rofit muximisition is 8o inirequent
in praoctice thut a theory cturting with the postulate of profit
muximisation must produce uarealistic resuiivs. Secondly, the demund
schedules with whici: entrepreneurs uare supposed to dc so much of their
culcultion and adjustment are in fuct unknown to them, whother as
objeotive ar subjective estimetes, 80 mirginalism is incpplicable.
Thirdly, even if marginal cost «nd marginul revenue could be eguated,
they ouuld not be kept ejual in the faoce of short run chan;es in
the demi.nd :nd cost schedules.

Cr the 38 firms whioch ths wuthors ianvestiguted, wtteution.
wus ooncenirated on tue 30 adhering to full=cost pricing, in jrinciple
and in fuct, of i(ao rewmciging & [irms, one w.s & monopolist whoge
behuviocur wcoourded to the text book theory. Four entrepreneurs intimuted
that ' hey would take into zcoount the elisticity of demand nd
would out prices in normal times if the el:sticity of demind wus
suffioient to muke this oourse profitable, while the remaining
thres hud patterns of behaviour which could not be adequately sxvliined
by either yrianciple.

“he ;wtbors ¢lussed the [irm according to Profeasor
Chumberiin's mirket clussificutions ind they stited that "pure
competition, pure oligopoly cad pure monopoly are rarely found in the
businees world, und that the typicul oase is that of wmonopolistio
competition with an admixture of oligopoly. The implication is
thit oligopoly elements are far more oommon than conventional theoory
admits, The author found it difficult to difforentiate between
oligopolistic firmes &nd others,x«s the distinction seems entirely to be
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one of degree since ull the firms were conscious of the presence of
competitors and the possibility of reactions $o changee in their price
and output policy. Where oligopolistic elements are present the
demand ocurve may be ussumed to be indeterminate, since rivals can

only imagine eauch others probuble reactions. This led the authors

to introduce their kinked demund curve, a tool with which their

theory of stubility of the firm is forged.

The Kinked _emund Curve

The kinked demand,ourve wus Glsc udvanced oontemporaneously
but independently by Lweezy = and therein lies the force and impuact
of the discovery. Both versions oonsider the kink to be a genergl
oondition under oligopolistic murket structures. The difference
between them lies in the udditionsal thesis by Hall and Hitch that
the kink exists at the uveruge price - und that this price tends to
be rigid. Thie paper will deal first with the ocommon pointe im
both formulations und then will desl with the additional thesis put
forwurd by Hall and Iitch.

Under oligopoly conditions the reactionse of rivels are
indeterminunte and &t best oun only be imagined. This gives rise
to an indeterminate and imcgined demind curve, where a Kink is suid
to exist at the vrevailing price, und the olisticity of demind on
both arms of the kink will be different depeonding on whether there
i8 un upward or downwurd movement of prioe. This difference in
elasticities urises out of the different weys rivals are lmagincd
to react tc different price chznges.

If one produeer inoreascs his price, his rivals expexrience
& guin in business; thue ordinarily there would be no reuction at all.
For tbe purticulur producer, s demund curve would tead to be elestic
going up. If he cuts his price, his rivils, in order to forgstull
their losses must follow the price cut, DS5o, it is oonceivible that
the demand ocurve for the partioular producer tends to be ineluastic
going dowu.

The demand ourve is alco thne averuge revenus ourve, und
the kink in the uveruge revenus curve will cause & dis¢ontinuity ,
in themarginal rovenue ocurve at the prevuiling price; and the dis~
continuity lies just below the kink. Several implications follow
from this. The ocondition for short-run equilidbrium, that marginal
cost should be squ:l to marginal revenue is difficult to schisve
because of the kink und the discontinuity. A& the marginul cust
may out the murginul revenue botween the extreme points of the latter's
discontinuity the oondition of eguilibrium seems to be less precise.

11 J oMo gwaa&y "Pemand under eondltlons of oligopoly"” .
Joaarnal of uOllthul Hoonomy. 1939.
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FIGURE 2

DIAORAMMATICAL REPRESENTATICNS OF THE
KINKED DrMAND CURVE
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Marginal coet caanot be greuter than marginal revenue though it may
be less. Jinother implication may be that the marginal price of
factors may not equal their marginzl productivities. A successful
strike, for instunce, msy inorease wages without influencing the
output if there is a kink, although the new wage may cause the murginel
cost curve to go up. If different wuges are paid, it follows thut
the wiuges might not be equel to wm-rginul revenue productivity. The
total revenue would still remuain the swme, given the price. But
total ocost would have inore:dsed and profits would hive decreused.
Therefore the murginal revenue productivity would not ejucl the prioe
of labour, s ite eyuality can only come wbout if the inorouse in
wage rate is acocompanied by &n inoreuse in total profits.

then a firm 1s dominunt cnd cssumes the role ovi & yprice
leader, any change in price w.ll be iollowed by lhe cther iirms. The
rivals are expected to reuct the sume wey for upword or downwzerd
movements of price, henoe there will be n¢ abrupt chunge ia he
slope of the uverage revenue curve.

In another situation, price concessione may be grunted
seoretly. In so for as these price concessions remacin sacret, they
will not be matchbed by rivals and thers will be no kink. (ne may
however assume some amount of disoriminuation in suchk & situuation, and
the average revenue ourve may be thought to show the uverage of the
disoriminutory prices charged, and for downward movements the demand
curve will not be us inelustic «s in the imagined demand ocurve.

-8 -




R fot bt o S A e B A B L e

During periods of a general inorease in demund, the
expectations of the producers will be affected. The producers would
be less ready to retalinte to a price out when demand increases
8ince they are lesa concerned about losses. Should a kink exist,
it will not be a sharp one, and the discontinuity of the marginal
revenue ocurve will be nurrowed. There is also the likelihood that
during this period facotor prices might increuse cuusing the murginal
oost curve to go wp and cut the upwurd portion of the discoatinuity.
In such oonditions, the price of the product is likely to increuss.
The oligopolists are more likely to follow &n increase in price.

4 deorease in demand, s in periods of depression, can
be expected to huve the oppomite effeoct. Rivale would not follow
price 1inoresses but would be more likely to fellow price decreuses,
making the imagined demand curve more elastic for upwurd movements
in price und less elastic for downward movemcnts. Sinoce the change
in slope is more marked, the discuntinuity ie inoressed. Fauctor
prices may bacome "sticky" owing to trade union's unwillingness to
acoept wage outs. The murginul ocost curve retains its previous
poeition and there is less likeliuood for producers to alter their
p!‘loesa

Hall and Hitoh's version of the kinked demind curve carries
the additional thesis thut the kink oococurs ot the point where the
price, fixed on the full—oost principle stunds, and thut tor & wide
riange of murginuel ovete the seme price will Le churged - implyling
stubility and rigidity or the prevuiling price. If the movement is
considerable, e.g. when demand decreuses und rem:ins there for sonme
time , they wsuggest thet price will be cut by “"one fool who penics™
and this ohcnge will be foliowed by others. Should cost conditions
change by similur amounts for all the firms, then the uuthors suggest
that the fuli—oost prioce will bs svaluuted.

FI{GURE 3

FULL-CCT  PRICING UNDEN  CHANGING
DiMIND  CUNT LTI
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In Migure 3, AC represeats u section of the uveruge cost
curve (excluding mormal profits). st output UA, profits will be
a8 expeoted and will mecusure up to the oocaventiocnal murgin. rrice
will not be chunged for a wide raunge of dem:nd conditions. Omly
if the demund ocurve shifts ocutside the runge, e.g. much too far
left of d4'd', then price muy be cut. But should the cost curve of
all firms shir't in similar amountis, then the full coat price of
OB will be '"re—evuluuted’.

Murginaliem in ruge-!

Lester's paperlz deacribes an enguiry by weans of interviews
and guestivusiires of the relutionship bPetween wiges und employment
from the point of viow of the individuxl firm, and arrives at
tentutive conclusiocns which raise 'grave doubts &a to the validity
of convontional mirginul theory tnd the ussumptions oa which it
rests .

sfter various interviews wnd from the written repliss of
53 firms, Lester ooncluded that most of the executives do not make 3
the amount of “employment they offer uzs a funotion of wuige-rates",
and this ccaclusion ocun ba explained by the following reusons.
Firstly, bucuuse of the plunts and the teghnical process of such
plants which rocuire "fixed crews', i.e. fixed labour proportions.
Seoondly, the businessmen generally thought thut delibsrate curtuilment
of operztions und employment a8 an adjustment to wage incoreuses,
increase wf'able coets per unit of production. Thirdly the
flexibility of muny of the plunts ussed is extremely iimited aand
any adjustment of the methoids of munufucture to changes in the relutive
coste of productive resources would involve impracstiocul meusures,
such &8 the sule, poesibly ut u losse, of existing fucilities and the

12, . ‘G « . . C A
Hese Lester: ’'Short—comings of marginal anulysis for
wage—-employment problems’. .mericun HWeonomic Review, Vol. 364,

1946.

13lvid. rage 67.

149.3. flexibility for expansion by meuns of chenging or
redesigning of eyulpment.



purchase of new facilities =nd egquipment, the retraining of workers
and countless other problema. Lastly, the answers of the executives
gave overwhelming emphasis to current und prospective demand for
their products us thiﬁmost important foctor in determining ite
volume of smployment

Next, Lester examined whether there wus uny relation between
inersuses in labour costs und the introduotion of capital i1mprovementis,
Out of 44 replies, 42 replied that lower wages in the outh (imerica)
had nct ciused their companies t¢ use more lubour intemsive plantse
in the South, relative to those in the Northj and some stated thut
*®Mhe most efficient ejuipment uvailable! woe used in every plant
regardless of loocation or relatiyg woge levels®. These findings
coupled with these of a T.N.X.C. study of wage-rates, lubour ocosis
and technological chenge in some compunies which indicited that wage-
rates may hive no significant influence in the determinaticn and
timing of teochnologic:l chaunge led Lester to the oconclusion that
"for the most part there appeared to be little ocausal conneotion
betwsen incraafgd labour costs znd the introduction of capital
improvements”,

;nother gquestionuire, regerding the adjustments ithey would
m.ke to i sharp narrowing of the North-iouth wage differenti:l in
their iniuctry, brought further replias from 43 southern firms whiah
were indicutive of the fzet thut wige-rates cre not in fact cn
importunt intluonee in dneiding the amount of employment whick & firm
offers. The most frejuently mentioned adjustment by the firmslgas
improvement in efficiency through better munsgement incentives™ , etc.
Introduction cf laboar-saving machinery was the second most signifiocunt

1o1bid. page 65.

lﬁlbi&. Page T4.
17”Industriul wigo rites; labour costs und jrice policies',
T.N.B.C. moncy WNo. 5. :uoted in Lester. Ibid.

%7114, Peoge 75.

lgThe questionaire mentions ”(v) Improve efficiency

through better production methods, organisation, supervisica
inocentives, worklouds, eto." Ibid. Page 77.
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dg'j :Lmﬁ";'n“mdf Especially noteworthy wae that only 4 out
of 43 iras aemtioned the deliderute cartailmeni of cutput, anm-
adjustment siressed by conventional marginal theory. Lester a;poaés

tg 2::542 pxisa,t&oie_ease‘fer his main conclusion about ths weakness
o reet connection between wige rates and the gize of ocutput.

A Critigubf mﬂ'ﬁuat Assumptione

| ‘Gﬂréﬂn'ﬂggrticle is a oriticcl examination of the assumptions
unierlying the conveationul theory of the firm and the extent to
wglch thsaﬂ;&si&awtiens meet the test of busineses practice. He
asttempts first %o sum up the major premises on whioh the marginal
analysis is built, ”

"(1) tbat businessmen seek always to maximise profits

(2) that profits are slways maximised through udjustment
in & limited number of directions, =nd it is sufficient
in meny cases to oconsider adjustment in only one
direction (ocutput).

(3) changes in the given data ocour eufficiently frequently
that it is humanly possibvle to evailuate the resulis
of a variety of alternative vpossible zdjustments %o
each pnew situution; and

(4) the effects of dynamic uncertainty caan be ignored or
(whut umounts to tne sume thing) uncertain expectations
can be resolved into certainty equivalents.”

"Gordon'e oontention is ihat the margimal analysis does
not provide « sctisi.otory explunctiion ol price determinati;n in
roctice beccuse of iis reli .nce upon ¢ set ofassumptions which in
;arying degrees does not hold to be true in the real wo?l&. He
points to the aoctunl conditions of ‘“unending &nd unprediciable
ch.nge and the existence of more 'directions of adjustment: thon
the busipess cun possibly nandle in the manner asgumed by formal
theory" e ‘

Aa iagurdsthe oritericn ci maximumierfitB? Gerdon gf?tas
thut extra pecuniary motives may intluence the bahﬁvuouruof‘pugxpesa—
men fir more than is generally admitted. Thus a firm's institutional

QQK;A‘ Gordon: *Short pexiod price dsgsrminatécn in theory
and practioce”. American liconomic xeview, Vole 384. 1940.

23

221pid. Page 287,

Ibid. Page 266.



environment may place upen it pres

such a8 the maintemsnce of goodwill ama sel
@s?mu”‘¢MIa * The pursuit of these subsidisry objeotives
may be subservient to its primary motive of profit maximisation,
and admittedly these seoondary motives have an indirect effect on
profits. But difficulties arise out of the sheer impossibility of
estublishing even comeeptually, a funotional relutionship between
profits and the various degrees of fulfilment of the subardinte
objective. The degree of uttainment of the subordinste objective
muy not be quantitiable. Furthermore, these objectives may be
pursued in large discrets steps. Because of these ressons,

marginal adjustments toward the secondsry objective may be impossible.

achieve subeidiary ends,
ling through partioular

_‘ e aa'daa suggests that satisfuctory profits, & vague oriterion
thaigh it may be, is a more satisfaotory ulternative to “maximinm
srofits”s Becsuse of ignorance and uncertainty, and the impossible
tusk of manipulating more variables than hie mind ocsn enconps 88,
the business may adopt & set of yardsticks that promises him
satisfaotory profits and muximises the sine qua non conditions
for his remaining in business.

, Hext, the assumption of mingle valued, ocontinuous cost
and reveaue functiomns is taken to task. In the ouse of costs where
u firm produces multiple products the coests common to their products
are allocated on some arbitrary baeis. The firm finds it impossible
to make contimuous reckoning of chunge in cost resulting from changes
in the cutput of one or more products, and as a practicul solution
most firms follow "uy,slmost irresistable tendency to price at an
average cost basias', This becomes the "yurdstick"™ adopted to
aim at eafe profits, especially when the expansion of output can
tuke pluce in large increments (ocausing bottlenecks in some
depuriments) and resulting in discontimaity of total costs in the
firm.

Phe busineseman's ignorance of his demund situation makes
the theeretical treatment of price determination yield unrealistic
results. In the dynemio :nd uncertain business world, the businessman's
great concerm, on the demand sid: is :’ithgitha :;ro’:a:llig :ﬁ :nre

: | volume of sales et & given price. He i
:g:;::::f w::;nﬁiing“ in demand rauther than w{ith the shag»o of the
demand ourve. Marginal theory is also unrealistic when it assumes
that the businessman is free to manipulate prioce and ocutput in his
short pericd search for profits. Especially where ollgop?lz.atzc
uncertainty exists,it will be more realistic to assume that businesses
hive greater control and know mcre about other varisbles, such a8
selling éxponne, sales and product variation, rather tha.n the price

elisticity of demend.

Brpia. Page 274-
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- CGarden further mentions the inadequaay of ¢ '
time and the oemplications of the element a%‘tgge intﬁietiiiiiﬁﬁioﬁil
theozyf' ;?rg;ggl'thgemy ocan taockle the problem of antiéipations |
in either of two ways: (1) to use static tools of a single period
snalysis and’eeapresa the indefinite future into the present by
including alliralevant antioipations in the cost and revemue functions
of the present period aand determine equilibrium by the equality of
m.rginal revenue and marginal cost, or (2) by multi-period
anelysis thers'thp‘theory is made dymamic by introducing separate cost
and revenus funotions for each period within the businesemen's
horison, 'Tha;fixﬁt method of snulysis suffers from being tautologicul
as & result of breadsnins the scope of demand and cost functions
by dootoring and ohanging the funotions to include future expectations,
without any explanation for the chunges. Kulti-period analysis, he
admits does not suffer from thie weskness but ite application involves
totally unreal assumptions, e.g. the assumption of detsiled knowledge
of the entrepremeur about his future cost and revemus function and
his plans for future action within this framework. Another heroic
assumption 1s "that uncertain expectations san be transformed into
single-valusd equivalents after adjustment for a factor to express
the businessman's attitude toward the uncertainty involved, thus
ignoring the possible independent °ffe§§ of uncertainty in modifying
the profits ~ maximisation criterion".

Cardon’s main thesis is that im & business world characterised
by ignorance and uncertainty, marginal theory fails by assuming N
away the very oonditions under which bLusinessmen pursue their proiits.
The assumptien that businessmen have perfect and detailed mowlsdge
of contimaous and imprediotable chunges and menipulate their vauriables
in & state of flux in order to maximise their profits, is tefally
unreal. Their real ignorance is compounded by uncertainty, which
brings into the pioture its own problems, e.g. the pursuit of
subsidiary objectives.

Normal Cost Prieing
Tﬁe artiocle by P.W.S. Andreﬁaz5 representstthe.fiigt
t o provide an alternztive theory of prio? de ermxnaalon.
§;8‘2§:a:y ginsraliaos from empirioal faots und is a formulution of
the "mormal cost" theory. Orthodox theory, /ndrews suys, suffers
from two mein defects. Firstly, 1t neglects the oxistence of short-

the analysis of
: SeIrve pacity and this hus led to errors in '
zzztra Ssdéngiiait iegleots to take time into account in the theory

of demand.

241hid.[,?&gea 280-281.
‘25p W.S. Andrews: wp reconsideration of the theory of
individual ba;iés;s“.' Oxford Lconomic Papers, Vol. 1. 1949.



- Amdrews theory therefore relies he: is anslysi
SO haeex , 8 heavily on hies analys.
?f coste  Prisea are thought of us being dependent upon costs anz
ogtput is~ast oens;d?xaﬂ,gﬁ be the result of any halancing of
marginal‘:avangejagalnst muirginal oost. Coste are seen us being of
two Kinds:= (a) direct and (b) indireot (overhesd). '

| Average direet costs may be expected to remain cons
jaite a wide range of citput since the speci fication of éﬁ?ﬁﬁiﬁ”
will call for seme given quantity of esch muterial to be embodied in
suoh unit of ?heyfinishaé product, unless output is increased by
yorking overtime. The rising part of the average direct cost ocurve
is not eonsidered relevent, as Andrews treats it as normsl for
bgszngasaaa,eir:%speetiva of the degree of competition which his
firm hus $0 meet, to plun§ to huve reserve cupi.oity to allow himself.
albow room 10 meet with contingencies und z1lso to be reudy to face
an expanding market with the sccretion of goodwill,

. hverage indirect costs fall hyperboliecally «s output is
increased. Output may be inoreused beyond the limit of planned
output by imoreasing exitra costs either by adopting overtime or by
installing extra umits of machinery. The extra cost will ocause the
average indirect costs to rise abruptly to & new level from which
it will aguin begin to fall continuocusly. But because of the
s> -igtence of reserve capacity especially in large capucity machines

-4 because for any shcrt increase in output, it muy be possibdble
Lo carry on with the saume supervision, these "overhead costs ure
to be seen ae fixed over hroad stretches of ocutput, and csrtaig&y
over the range of output whioch the business expects as usual®.

In the long run, the business is completely free to ohange
its method ef production and to adopt them specially to the production
of each particular output. Acocepting this definition, the business
may be assumed to be so organised as to produce the output at the
lowest cost. Andrews agrees that starting from this assumption the
theoretigal cost ocurve is o reasonable concept - thut loag runveosts
may be imma_ingr, const or decreuasing. But ‘he disagrees’w;‘.th
the modern generalisaution“' of the long-run cost ocurve as being
U-shaped in so far as the rising branch of the ourve cannot be
justified. The text book version justifies this by reference to the
assumptiﬂn«“thatfmanageaent will get continously and prygroaslvely
less efficient”. indrews contends that mancgemsnt, unlike other
faétdrs should not be subjected to the simple law of non-proportionsl

27, . i ‘he articles by Harrod:'Decressing returns'
 “lindrews cites the articles by g =
Eccn.;Ia&rﬁai,fnieasbsr‘l931; and J. Viner:s 'Cost ourves and

supply ourves", 1931-32.
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returns,aa and suggests that the
a series of plateaux, and ma
soale up to a certain point
a diminighing rate.

| "mensgement " average cost ourve is
¥ be thought to fall with inereases in
and then ta rise, though probably at

Technical ocosts are thought to fall until t :
soale of'planﬁ ithsaehed. Once this scule is raaih::? :g#i:::
as the inorease in scale tukes place by duplicating the optimum
combination of faoctors, technical factors imply constant average
long-run ocosts of production, but if the growth in scale is by a
smaller amount, then the average cost curve will be undulating.
But this will only be true, on the assumption thut businessmen will
choose to produce at least oosts. By postulating that the businessman
will normelly reserve some strategical excess capucity -’ in order
to be flexible enough to meet any need of varying his output, not
only in the short-run but also in the long-run, .ndrews was able
to put forward hie proposition that techmical ‘costs of production
will fall with increases in the scale of production.

‘Adding' or taking the behaviour of these two types of
indireot,eeass together, Andrews then puts forwurd the following
propositions™ .

(a) that when output is laurge, the cost of production
' may be considered as approximately constant. COnce
the menagement hi.s reached a routine level of effieiency
at a very large scale of output, its efficiency
- will not decreuse very much with further increases
in ocutput. Technical costs will not fall very faur.

(b) Over any given scale of management, the business
‘will be in a condition of decreasing long-run cosis.

These conclusions are taken over as ussumptions in this analysis of
normal price polioy.

28Andrews justifies this by reference to & "plausible"
proposition = that there are levels of management (puge 69) and the
rate of decrease in efficiency will be progressively less at each
higher lo?tl‘(yage 70).

29, 88" "Reserve Capucity" is for indrews & much wi@er
concept thanm f::'ggam::rlin. Andrews stutes thut whereas "Chamberlin 's
long-run excess capsoity appears to consist of Eﬁn&g@mgnt.“hloh ie ?Qt
fully extended at the given scale, we should expect that in the res
world reserve capacity will exist in capital and other overhea

squipment'., Quoted in page 74. Op. oit.
B 3andrews= Ope. cit. Page 75.’
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‘ The businessmun's expectution of how hig

- | Az . . ) n . of ‘ oosts

is held to be ?ruglal for his price poliecy. It is unlikoz;higzt

he gxyzotsxgnnqgnaanta,will become lecs efficient with the

exggﬁz on of his baainoss? if he is given time to plan new wdministrative
te “quss and if growth is grudual. Following from the earlier
conclusion, average long run costs of production will at worst
remain constant but will probably decresss at & slackening rate with
the grovth of the busine-ss. Becasuse average long~run costs will

ﬂof rige, %he busimessmun will think it ssfe to use his existin

( sbort-run) costs &8 « basis for his long-term prioing yolioy“;gl

The price the businessman quotes bears a direct relation
to his average direoct costs, which in turn is assumed to be
constint over fairly wide rengescf output."He will be able to make
foirly aoourate estimstes of his uverage direot ocosts, and in order
to gat the quoted prioce, these will be grossed up by u definite
cmount ees “this addition will equal the uverage centribution that
the businesamen will require euch unit of product $o muke towards
covering the overhead cests of the business snd making « profit®,
Thus,this normal oosting murgin tends to be such as to cover the
wverage indirecot costs in the long—run and also give a normul
profit. This costing pructice is stubbornly udhered to and departures
from the praectice ccour only in abnormsl situations and should not
be treated as weakening the normil cost practice as o general rule
of NMﬂm »

Long term competitive forces work on this costing margin.
"The businessman normilly thinks long run, and views the world he
functions in a8 a much more competitive world than the modern
economist is prepared to coacede."” Competition will ensure a single
price for similar producte by “stabilising gross profit margins in
sections of industry whioh involve fundamentully the same sort of
orgunisation”, The firm which is less effieient in the use of direct-
cost faotors will huve to be content with smuller costing and gross
orofit margins, und such a firm will be lett with & smller net

profit per unit of output.

The businsssmun, thinking in long-run terms, and believing
in a4 high degree of poteatizl and actual competition, holds that any
serious departure from the 'right" price would meun the loss of
his murket, since he ccnceives of his long-rgn dggund ocurve as being
infinitely elastic for s certain level of prioe.

33

The theory may now be summrised™" as follows:~

ymw ‘imp}.iaa this to be the full-cost price.

33quatations from Manufucturing Business.



(1)

(2)

&)

(4)

"the price whioch a busines: will normilly quote for
a pertioulcr produot wiil aguil the estim-ted
direct costs of production plus a costing morgin.'

the cceting Birgin will normglly teamd to cover the
costs of the indireot fuctors of production and
provide & normel level of profit looking at the

industry us « whole. (noe ocuveen, the oosting murgin

will tend to vary, hovever, with “any gemeral
permanent chinge in the ;rices of the indireot
faotors of production .

‘&lven the prices of tihe indirest factors of production,
 prices will tend to romuin unchinged, whatever the

level of output.

at that price, the businesa will huve & more or less
elearly defined morket :nd will sell ithe amount

whioh its customere demenl from it.



