CHAPTBR II
THE  COUNTER-ATPACK

, Again;t thesg oriticisms, Machlup produced & most nota
def'ence of 3‘3¢1lliin:; It wus partly a fioiee eounter-attaikt ple
upon the empiricists - in respect of wage employment relationship,
it wus sharply oritical of Lester's methodology and formulations;
in respeot of price and output policy it wus & defence against
Hall and Hiteh, and Harred, Imn part, Machlup's article was also
& re-statement of marginanliam, with refinements added to the orthodox

text~§ock version.

In a general attack upon the empirical researchers,
Hachlup cites saveral ressons why they have been misled into attack-~
ing orthodex theory. In the firet place, the terminology of the
economists and that of busineesmaen need not be the sume. If the
businessmen 4o not know the concepis and terws used by the economistis
they camnot be expected to think in those terms. Thus the esseatisl
terms, which the text-book writers use to desoribe business
behaviour may not exist in the businessman's vooabulary. Dut this,
#achlup argues, does not entitle the researcher to conclude that the
taxt-book explanations of business behaviour are unrealistic or
false because the technioal terms used to explain the behaviour
need not form any part of the thinking processeof the individuzl.
“A maental process in everyduy life may often be most conveniently
desoribed for scientifio purposgs in & language which is quite
foreign to the proocess itself.

 The questionaire method will rurely yield useful results
tecause the questions can seldom be fruned such that it is ab1§ to
translate businessmen’'s idews into thut of the economists und vioe~-
versa. This necessitates therefore, knowledge of the "technology,
customs and jorgon of the trude" before ocne can ask the right set of
questions. It will be impossible for eny particulsr set of yuestions
to be formulated so as to fit any large number of businessmen in

diiferent field.

Answ ' ! " ions about their

Anewers given by businesamen to gquestions & 313
motiveas and roasan:ifar $heir actions might ba'suspect for ?urlcus
Pﬂyohélogical reasons, and may have migled their reseurchsrs.

3?. Naéhlupx "Marginal snalysis znd smpirical reseurch'.
meriosn Foomomic Review Vol. 3Gk. september 1946.
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“xplanations given may be often subconsciocus

plausible and ethieally responsible to the iiie::;:g::é§§2:£§:::}
at large. This blas is also reinforced by the fact that “ decades
of regulatory experiments and &« long history of court decisions bave
emphasiaod the average oost prineciple as s just bdasis for priocing".
This souree of bias exists although most of the ratiomalisations
moy be sabjagtivuly honest and truthful. Machlup's contention is
that it 1aginpes§1blo to disenguge the actual from the imaginary
rerasons by amalysing written replies to questionaires, and for
support, he quetes a oonclusion from Gecrge Katona, who states

thut “omly detailed interviews can probe into the motives behind
business decisions™.

Thifilla a oonfusion over the meuning of the word "average"
miy have contributed to the belief on the part of some eoonomisis,
that businesamen follow the average cost theory of pricing. Average
sost in the sense of unit ceets as a rfunction of cutput was said
to be sometimes oenfounded with the average of costs as they
fluctuated over time. Similarly with revenue, That firms do indeed
caloulate the average revenuee and average costs to take cure of
voriations overtime, ie a iractice not inconeistent with the
nirginal revenue and marginal cost principles, and cannot be taken
to mean that the firms priocing decieions are on the average cost
boeis rether them the muximum profit rule. The tirm muy, for iasiince,
in considering inoreases in output, be fuoced with & situstion where
"the marginal changes of revenue and oost as funoctions of output
will have.to comprise amy chunges over time thut will affect revenue
ar oostw"} . ‘

Machlup meintains thut the businessmen may be following
the marginal oaculus without using any of the expressions marginal
cost" and "mirginal revenue", The statemsnt :—

"At the inoressed volume ol cutput murginal cost 4
will be this much snd mirginal revenue thut muoche ™

expreesing the merginal oaloulus of vuriations may be exprasagd ;n

4 different but perhaps pruotioul wuay. "The increase in buainegs
will ehange averuge oost from this to thie much, &nd average price
from that to that muchj; it will therefore change profits hy“ henging
the margin of so and B0 much, times an output ot that much.

: ts and receipts,
To divide the two sets of figures, totul costs &
by their respective output figures 80 as to multiply the differsnces

hetwean average cost and reveaus by tha.same fisurfﬂ of 9§ﬁ§2; 18
not incorreot. Aslthough average costs tigure so lurgely in A9

statement , it had mo place in his sotual decision. The reusoning
involved - when not only the ourrent but ulso the potentiul averigs

3pid.  Puge 539
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cost (&vn:aab o8t at a different production volume ) and also
the change im total receipts are considered - is true merginal
caloulus aud mot average oost reusoning. |

Fifthly, Kachlup stated that some accounta
of a tuo—fa&d,u&saaﬁorstaading bslieve thn‘narginala;::n:;p;er::ult
be an unsound rule for the setting oi prioces. They reason that
firms, by & general applioition of differential cost considerations
might fergt$ the necesalty cf recovering thsir overheads in some
branch of their busimess. The firm obviously cannot be expected
to‘rtusinfin~huainsei if they habitually sell their output at a
price belew full-cost. ioccording to Mauchlup, this reusoning shows a
two-fold misumderstanding of the marginul principle.: ‘

(a) “'that marginul oost does not "include " fixed
everhead charges need not meun thut 1t will always
‘be below average total cost; indeed marginal cost
- may equil or exceed average cost. (This will
always be true for volume of output st or beyond
“optimum capaocity” of the firm.) ,

(E) To use marginal cost ag & prioing faotor need not
mean that price will be set at the marginal cost
- 18?310

Adherence to the principle does not mean that price ie or
ought to be fixed to equal the marginal oost. This comes about
only in the exceptional oase of perteot competition where yrice is
not “set" but ‘given' amd beyond the control of the firmj; and
marginal eost will be equal %o price as & result of the firm finding
its optimum ocutput with & pertfectly elastic demund. In the normal
c.8e of momopolistic competition, the tirm will oharge & price where
w.rginal revenus is equal to werginal coet und this price must be
above both valusse.

Unly in the ouse where tue averuse cost rule is used us
a cartel = device, will adherenoce to the marginal principle
sacrifice profits, because it would mean abandonment ol the price-
fixing arreagement. The effect of such price §greemsut w?ll be
generally upon the elasticity of the expected aagandtxf‘tne
businsssman believes ane ought to stick to the price-rixing srrange-
ment, it is usually beocause he feurs the cousequence of such breuk=—
away on his long-run demund &nd revenue. If he gonsldars prioce cutting,
he will expect his demand curve to be lemss elustic becuuse ol the
risk of reteliation.
sad that businessmen when they set

. ~ ‘ . isht be using it "as wn ald iy

irices according to averuge cost might be t AT en O
guiging the elusticity of the long-run demsnd for 1te product”y = =
imp‘ i . that the businessmen indulge in murginclist oconsiderutions.

Sixtuly Maehlup propo
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3in the @ sl nd o
on ::'~‘,ﬁ;§:g;§;:;’°:;'g: nd for any Qurti?ulur rroduct depends

| allablliay ubstitutes or the elusticity of supply of
competing gnods, and these in %urn depend on the actual or
pctontigl g@at'ef production of the firms concerned, Haehlup feels
the best guide to the likely response of their supply and therefore
of consumers demand for their own products ie a consideration of
~verage oost data, "and usually the best clue that a firm has of
the productien cost of itse competitors, is ita own production cost
aorreatgd:ter any knowm diifersnces of conditions". The firm will
pyagrwaxghg the conseyuences on the demand for ite oun,yrbdnet
if it raises price u.bove average—ocost. He huz to fesr his existing
competitors who will expand their sales at hie expenss, and/ or new
sntrants attracted inte the industry by the generous profit margin
»bove average cost. Under such circumstances he will know that he
stands to lose too muoh busimese und hud better stiok fairly olose
to & prioe based on average oost, The explan:tion of the empiricists
thut adherense to this price is basciuse of some emotional attachment
to the full-oost principle seeus entirely off the mark,

Hext Hachlup warne of the dungers of using Lusinessmen's
answers as evidenoe againet the vulidity of morginal snalysis.
rhis procedure of price-setting might inolude probably hundreds of
reusons, the selection of a few of them [or presentution to the
incuirer is influenced by the prejudices or old theoricsees .« A
aore fruitful eamquiry would be to ask the businessmen not to explain
the prioe they uotually charge but to explein why they had foregonme
zlternative prioce policies. Machlup suggests that jusestiocns such
«s '‘why not mare?” und "why not less?" could extract more meacingful
snswers, if their answers could be eross—examined to isolute the
influences of unnecessarily cumplicuting variables.

In respsot of the lsll wnd Hitch enguiry,Muchlup further
su gests that such & crose-examinution would bave broug:t out the
oot that mopral or quasi-moral views on maintaining the current
.rice were im fact coupled with opinions that wny deviction would
o use sn unneceseiry eucrifice of profits. He slso sutmite that
the Hall usd Hitoh emyuiry, rather thun prove thiat the busincssnmen's
sbservance of averuge—cost pricing wu.e inconsistent wi;h the
oreiit maximisation principle - had showvn that the bus1ne;smsn' ]
were pre-occupled with marginal revenue oconsider-ticns - "they hid
laid.much attention to demund elasticities.

Maochlup argues that the empirioal ressarchers p?dwp?°”
sicled into lesing confidence in the wirginel anelysis Doculite
of the sbsenoe of numericul dotz about the mugnitudes involved.
s argued thut bacauss the estim.tes were not °§a°tly’k?°wﬂ’Q .
thore is no reasen to believe thut they do mot *egturegln fi*ﬁln&
lcc.sions. Heferring to his earlier point, Hachlugk§e}t:rw 283 ‘o
th4t the eonstruection of an analytical d?*Qription‘g ro Fro?h:uld
aot the scme thing us the actual P”ﬁ“’é&?iiﬁ?@ﬁiﬁ ostimutos
a0t expect to.find in Fraqtlae.thﬂ~2;:3ticn‘ Llsewhere he presents

RO B v tical des X
thit zre part of the mwti%kbarﬁ of the subjective estimutes

cn snalogy to illustrate the nu



?hioh the Euﬂ@nlglaan $akes into account in his Pricing process.

‘bt the businessman does is an:logous to driving « oar. A solentific
explanation of a driver's dseision to overtake a oar must involve
actual~aa63§3§¢t data such as the relative speeds of the vehicles

the vielbility , the condition of the road, etc. But the driver ’
porforme these same operations wihout the reckoning of such

2xu0t data. So does the businessman in his pricing process. Henoe

the absence of numerically expressed estim:tes need not disprove
the correotness of marginal an:zlysis.

‘ Aocqyd;ng'to Machlup, Lester's questionaire suffered
from (a) the inherent weakness of the method and zlso (b)
defects in farmulation, The defect in his procedure could be put
down to the faot that "stutistiocal studies of the relatiomship
between wage rates and employment in large sumples of individual
firms or industries would be neurly useless becuume We huve no way
of eliminating the simultaneous effects of several othexr signifiocant
veriables, especially thoss of u psychologioul nature”.' The moods
znd anticipations of the businessmen will condition their resctions
to changes in wage rates, and vhile economists may be able to translate
these moods and anticiputions into certuin shape or shifts of the
murginal productivity functicns, the questionaire resecrchers hive
uno woy of evalueting these conjectural data by purely statistiocal
investigations,

Lester's procedure of asking the businessmen to rate the
civen facotore in terms of percentage importance of each, Machlup
oriticised us being impomeible of yielding significant results.

The term "importance” was not explained, and if it meant its
responsibility for changes in the volume of employment, could refer
to any of the followingi~

a the frequenoy of its variations
b the extent of its variations
;02 the effect of its variations.

e ratin ven oannot be significant because the
voriable IE:ZGZéaa g:esioast important oould be just as strategic us
.ny other variable with higher impartance rating. ;By way of an
:nalogy, houssholders may give higher percentage ratings to non-
srice influep on the oonsumption of spinuch, e.g. the number of
children, chargeh in the family inoome, etc., and it cannot be
concluded from the poll that price is aun unimportant factor
influenoing spinach consumption.

) the variat ' . variations
th ables listed for rating,item (d), i.0. var

: t Of;g?:oses~ﬁf the firm comprised tll the other variables,
fﬁd?:zii 3&:?evba‘ﬁefe signifioant all the variables listed except
%mr (f)thg'nasﬁbéified item and (ds the all~inoclusive item, are
23sential Vd!i&bl@ﬂ "n wsim 1 analysis.




From his qQuestionaire on wvari

. S OR tes ~ able ocost, Lester concluded

zh“i ::?pany output and ogp;eymant policy are bused on the assumption of
ﬁ?c ez51ng aarginalfvatiable cost up to full cupucity operations.
‘luchlup counters by saying that the answers to the guestionaires

:ﬁra :&:°d on an undefined concept of "plant capacity". Eoconomic
theoriats use different definitione: (a) it could mean that output
where short-run $otal oost per unit is u minimum, implying decreusi

. , : ng
.vorage $otul 0ost up to 100{ plant cupuoity or (b) 1t oould meun
the output at whioh uverage variable cost per unit is & minimua,

in which case it implies decreasing aversye vuriuble cost up to 1005
vapacity”s Lester's oonclusion that most of the manufucturing firams
1nithe 1ndustrios covered by his survey apparently have decreasing
unlt variable ocoste within the range of 76-100}; of ocupucity production,
could have been mersly a self-evident conclusion implied in the
definition of capacity used by his respondents. Machlup holds that
Lester's dsduction does not follow from the premises. In addition
text books do deal with the firms reaotions under conditions of
decreasing marginal cost., Under the following conditions:

(a) an indivisibility of the firm's physical plant fucilities
combined with either or both (b) & low elustiocity of the demand

for the firm's produot and for (o) & low elasticity of the supply

of labour to the firm, the firm may restriot the employment of labour
to a volume within the phase of increusing physical productivity per
unit of labour. The eame conditions are likely to result in
decreasing marginal net revenue productivity of labour. "(a) makes
tne phuse of inoreasing physical productivity of labour in the fira

. pruoctical possibility; the other conditions (b) or (c) make that
shise relevant for actual operations by providing the peouniary
incentive to operate the plant inefficiently. Condition (b) will
ciuse marginal net revenue productivity of labour tc be diminishing
in & range of employment in whioh average or even murginuzl physiocal
croductivity of labour are still inoreasing.

In his questionaire on adjustments of the firm to changes
in wige rates, Lester asserts that "most industrial piants ure
daesigned and equipped for a certain cutput, requiring u oertain
work foree. Often effective operation of the plant involves &
work force of & given @ize'. Lester's eurlier relerence to "unused
slant capacity” would mean thut a firm is operating within the phase
of increasing returns and is therefore operating 1nsuffigxently
oat of choice. “Effective operation” on ?he othgr hand implies .
anployment at er beyond the point where dlminishlngr?etur?g set }n.
iiachlup charges Lester with not being cleur as to which wiy he wants
to argue. Lester is also said to hold a commonly mzstgkan view o
"hat substitution between capitul and labour can oocupy only im 1
fora of installation of new or sorapping of existing machinery, unc
thet it is supposed to ocour "resdily” and would therefore be Tiine

with the wage changes®.

P glariﬁg‘éentradictibn 1 said to exist between his

opposing oonclusions in the two questionaires. In his first q;QB:iOﬂairea
néstern§55 3h1é to conoclude"that induatrz doesngzt&:giizdig; plan
snd processes to varying “age-rfﬁzztsnnuira. "4 ntroduction of labour-

Y Y .



From his questionaire on wuris
thut company output and employment polic
decreasing marginal variable cost up
“uchlup counters by saying that the
vere bused on aa undefined comcept o
theorists use diffargnt definitions: (a) it could mean that output
where short-run $otal cost per unit is . @inimum, implying deoreasing
average totul 00st wup to 100% plant capucity or (b) 1t oeala meun
the output‘a$ wh19h‘avsrage variable cost per unit is a ninimum,
in which case it implies decreasing average vurisble cost up to 100%
cupaoity”s. Lester's conolusion thut most of the manufucturing firms
in the industries covered by his survey apparently have decreusing
unit variable coste within the range of 7G-100; of capacity production,
could have been merely a self-evident conclusion implied in the
lefinition of capacity used by his respondents. Dlachlup holds that
woster's deductiom dves not fecllow from the premimses. In addition
text books do deal with the firms reuctions under conditions of
decreasing marginal cost. Under the following conditions:

(a) an indivisibility of the firm's physiocal plant fucilities
combined with either or both (b) a low elustiocity of the demand

for the firm's product and for (o) & low elusticity of the supply
of labour to the firm, the firm may restrioct the employment of labour
to a volume within the phase of increasing physical productivity per
unit of labour. The same oonditions sre likely to result in
jecressing marginal net revenue productivity of labour. "(a) makes
tne phuse of inoreasing physiocal productivity of labour in the firm
.. praotical possibility; the other conditions (b) or (c) make that
shase relevant for actual operations by providing the peouniary‘_
incentive to operate the plant inefficiently. Condition (b) will
ciuse marginal net revenue productivity of labour to be diminishing
in & range of employment in which average or even murginal physicel
sroductivity of labour are still inoreasing.

ble ocost, Lester concluded

J are bused on the assumption of
to full cupucity operations.

tnswers to the questionaires

f "plant capacity". Economic

In his questionaire on adjustments of the f%rm to changes
i1 w.ge retes, Lester asserts that "most industrial p;énts are
Jesigned and equipped for a certain output, reguiring a certain
work foree. Often effective operation of the plaqt involvas”a
work foroe of a given size’. Lester's eurlier reference to "ugused
slant oapacity" would mean thut a firm is operating within the phase
of increasing returns and is therefore operating 1nsgffiglently
sut of choice. "Effective operation” on ?ha other hand xmplie: ;
onployment at er beyond the poin;eghare1:;:izisgin€h§:;uz:; g: wiﬁ%s
duchlup oharges Lester with not being clec ch ey Be
to & o ster is also said to hold a commonly mis ‘ en view
”zha:g::bst::utieﬂ between ocapital and labour oan‘ogpupihzzii 1n;§§e
form of instsllation of new or scrupping of exiatlng‘a& ne Jatimed"
thut it is supposed to ooour "pgadily™ and would therefore be

with the wage changes”. | |

‘ Lo 2 d ' : ¢+ between his

zZlay tradiction is said to exis ‘ '
opposi ‘zugigiiggsﬁfzthatwo‘quastion&irea. In his fiizt q;:::iOn&lras
géiiﬁrnsazkghlg to?conclude"th&t industry does not adapt its p

sad srocesses to varying wage rates in the manne¥ agzu::gnbzf Leboun
@ﬁrgSZ#iia%a” “From the other questionsire, introduc



e e e ottt % gt diumtment
wan . Wo conclu ¢ t8 My s m .
cilizble. slons ure, s Muohlup eeys, irrecon-

Hachlup further holds that the seo
f:um Justifies Lester's conclusion. Tzaiegﬁﬁ%i%::::iozai::i{::nt
vf’ output” wus given & lew percentage ratingwis not surprising vs
asutput adaustﬁsntS, (uhere'aoapetition is not pure) to higher
;roiuction costs take plice by way of changes in selling oost.
~mployment reducing adjustments - labour-saving wuzchinery, price
.ncreuses and deliderate output ocurtailment - tuken togetéar |
indeed dominutes the impoartance ratings of tho firme.

Soms_Refinements to Marginalism

In addition, Muchlup's puper fooussed attention on
ceverel uspects of marginaliem, which are easily overlooked or
risunierstood. These avre, ' '

{1) Piretly, the role of historical antecedents in
the determinution of the firms product, ocutput-
esployment and prices is important and its existence
is recognised by marginzlism. The pust is seen "as
shaping the a2otual conditions under which the firm
operates ... developing the routine of its responses
to chinges in conditione and ... impressing
it with experiences which have taught it to =mize
up and anticipaéé these chinges as the basis for
its decisions”.  Machlup points out that marginulisnm
ie only the framework of explanation of the firm's
adjustment to chunges in oconditions, duta, eto.,
ogeurring over time, und whiock murginul unalysis
takesas"given”. The role of the past is aleo
instrumental in rendering repeated ocaloulctions on
the part of businessmen unnecessary, aad & large
 part of their actions bocome routine, after “a sizing
up” of the total gituztion. On the busis of
pundreds of previous experiences, the businessmen
have dsveloped certain "Bunches™ resulting ia “rules
of thumb" for various situations. But these rules
‘of thumb are ultimately bu.sed upon prinociples
 consoiously considered «t some time in the pust.

" Seocondly, Machlup asserts that the m.rginal concepts
(2) | Snginal'coet, rﬁvenua, etc ~ should ﬁe taken to
pefer to subjeotive estimutes and conjeotures. And
the fira's actual decisions gre based upoq th@?@
estimates. These estimates might diverge from the
aatnal magaitudes, if the latiexr can be computed

8
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by outside observers.

(3) nlthgugh for pedigogic recscas, the demand and cost
curves might be dr.wn alowing ¢ wide 1enge of prioce
and W?Put varictions, the busineusmun in reclity
agoording to iuchluy, oumsiders only & nurrow r&née
of possibilities., . businessman wiil "rarely
;:?hex; pondering the probible effects of &

106 increase or & prios out by 50%, but he ua
egs;ly think about whit,u 10 ar 15k prioce ahungi
Bight do to Lie aalaf".g But this ie not in rsct
detrimentsl to the murgin:l caloulus.

(4) The time range of unticijputions upon which the curves
are bused wus next clarified . After &
restatement that 'pust experience is alw. yse in,
the baakground of unticipations in the future®,
Machlup pointe out thit saticiputions clone wure
the relevant wvuriables in the mirginal calculus
of the firm. The relevunt periocd of ocost anticipations
are determined by the duration for wh.ch demand
conditions are expected to prevail. If demand
oconditions wurrant an adaptation of ejuipment, long-
run ocost will bs takea into consideration in the
determinution of ocutput. The relevant psriod for
demand is aleo subject to similar coneidsratiocns.

For example, if & price increase dumages goodwill
end atrfects future proiits, the firm will weigh
their future effects «;uin:t the short-run bensafit.
The firm therefore doss not muximise profits fer
the short-~rua only. anticijyutions of the sort
mentioned shcw that tirms did not necess.rily have
their horizon in ths necr future.

Maohlup also favoured & broader definit.on of revenue
'nd ocost. Nom-pecuniary considerations motivating a businesemin
"5 not make his oonduct uneconomic «e he might still be muxamising
‘is satisfaction by preferring to compensute aﬂraagction in profits
-y some nom~pecuniary satisfaotion. This sctistzction could be
irinslated into the revenue data of the mirginal caloulus. Thus
qon-pecunisry rewards or sacrifioces coul§ be &@dad}to m&ke‘up;&n
‘1ll-inoclusive marginzl calculus of the f}rm. But he detectskﬁk
“athodologiocel defeot in the proposil. ;t would be maﬁhodolégloally
scunder to frvour the more narrow definitions becuuse 'ig uhatgya:‘ ‘
~ businessman does is explained by the principle of profit meximisution ...

9Ibid. Page 522.
191334, Page 523.
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the anulyels acquires the chiruoter of : system of definitions and
tantologies, wnd loses muoch of its velueas an explanation of reality. vl

Lrpia. Page 526.
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