CHPTPER III

EXTENSIONS OF TH: DREBATE

f*Stug;er,in‘hin ar%iolel examines the pure thecry of the
izinked demand curve and applies empiricul tests to the assumptions
cad implications of the theory., In it, he oriticises both versions
27 the theorye

The Hall and Hiteh version was chirged with being
inconsistent. Their additional thesis of the "full-cost” principle,
“tigler saw @8 a pringiple conflicting with that of the kink
theory. The suggestion by them that the kink follows changes in
wige Tates and material prices suggests thut there is some form of
collvsion between the oligopolists. Dut according to the kink
theo.y, when there is ocollusion there is no xoom for a kink in
the demand curve, since the expected reaction of the rivuls is the
suzme for price inoreases as for price decreases. Hull and Hiteh
ure alleged to resclve these conflicts by abaandoning either
srvinciple to suit their purpose - e.;. abandoning the kink (when
srices followed production costs) and abandoning the full-cost
srinciple (when entrepreneurs do not raise prioces in depression).

4 oconsistent application of the full-ocost pricing
srinciple would suggest a prioe pattern whers prices would vary
inversely with output. If firms produce only a emall cutput high
srices would be charged so as to cover the high averuge eosts -
hut that this pattern is not followed by the businessmen is explained
uy three reasonsi-

2)  are influenced by the kink, and ‘
3 " wish to keep plant running as full as possible,
' giving rise to & general feeling in favour of price

concessions'e :

glg They “place & value on price stubility, and

isace the Oiford Version apparantly enbrages also the "large-—ocutput”
irinciples | |

yxd;J.+S£iglarz‘»"The kiﬁky oligopoly demsnd ourve ?nd rigid
nrices'. ‘3aufﬁﬁiiof ?aliﬁieal,Eeonomy,,V01,,LV. Espr;nteé n

isedings in Price Theory.
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On the kink theory itself, Sti hi
L '\ the Kink , » Stigler finds that while
ft may explain how prices which have been stable should continue to
hs 80 despite changee in costs or demand, it does not explain how

anstable prices acquire stability, or how & price o

shiould acquire a kink at the new price. Furp:xaaplzfewiitazdéhange in
demend conditions the marginal oost curve may ouf, the marginal
rovenue curve at an output less than the cne wher% discontinuity
axists. Prices would then be revised. But there is no reason to
bhelieve that a‘kink would reappear under the new situation. Other
virms if they have similar cost oconditions would follow the price
change, contrery t¢ the earlier expectations which gave rise to

the kink. I% is dcubtful if the kink will persist at the new level
since the earlier expectations have now been proved false. Thus,
thore 18 no reason $0 believe that the workings of the kink should
wive general applicatiocn,

Stigler opines that hie appeal of the kink theory lies in
its explanation of rigid prices, by reference to the discontinmuity
in the marginfl revemue curve. He submits however, that this
sypeal is wpakened as the same pattern of oligopolistic behaviour
oould produece kinke in the curves of other variables. Thus, ths
sume kind of expectations coould produce & kink in the imagined
cost ocurve. For instance, if une oligopolist raises wage rates,
ihe inorease would be followed whereus a decrsase in wage rates would
nct be followed, thereby causing & discontinuity in the imuzined
cost curve. Prices would then remain rigid as long as the marginal
cost discontinuity is contsined within the wurginal revenue dis—
continnity. As eoon as either discontinuity extends the overlap,
vrices have to bes revised.

From empirical tests which he conduoted on the tlueory,
itigler oume soross & signilicant fiading - that Lhe monopolies
Jere "unsurpessed for price rigidity although their ocutpuls var;e@ .
vore than those of oligopolistic industries”. There wus » possibility,
10 states that the forces that muke for prioe rigidity under mono-—
solistic situations were strong eneugh to impose tho sime rigldity in
ﬁligopolisﬁiéxsituations;‘Apart from two special fuctors %n mono-
solistic situations, i.e. (a) fear of governmental attenglon agﬁb
b} consorvatiea uhiqh‘cumes u§th size, tgerother factors coul rm:
common to both situations. Empirical research is needed to determine
what these common faotors are. The kinky dezand ourv:_t?e;:ytiggs
Lot apoly to monopolistic situations, for tie essentia 2
:gtrggﬁiigtgagogg?:iials is absents Ve sh?u}d therefa;e‘look’far
an alternative thecry to explain price rigidity, should it exist
under monopelistic situations.

In the oase of explicit collusinp batwaenkﬁheruligepe;1§t53
the kink theery stipulates tuut no kink exists agd_uherefoz;dpr;:a
sn-uld not be rigid but flexible. According to stigler, 6'f zze
that keekagﬁﬁﬁr#hﬁllad contrudicts this 1mplleat%?gf”ﬁfe? i e ility
Kink disapyearsﬁthrough collusion, thereby lncreusling price : Ys

“tais tendency is oompletely submerged by the opposite effects of
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administrative limitations on cartel
fixed by collusion have a stroag tendenay t
chinge MAYy lead to a priece war, and prdpesed changes if ‘

long enough, will alse reduce the need for thsn.ngThis lfns i;ncd
reasoning, (as in the meo-classical theory of price stability)
crgues for greater price stability.

price polioy'. Priges

Stigler differentiates between two types of pri
(a) that of the domimant firm whioh sets the pgfcs aadp (:? igzgazghip‘
"baromstric firms which command adherence of rivals to his prioce
only btecause, and to the exteat that his price refleote market
conditions with telerable promptness”’. The kink theory deals with
cnly the first type of price leadership, under whioh no kink exists
since price changes dioctated by the price leuder will be follewed.

Price leadership of burometric firms is more widespread
bocuuse, Stigler thinks, business firme use this form of price
lsadership a8 & device for circumventing the kink when it becomes a
barrier to prioce changes which would increase profits. Utigler
zdds that this conclusion need hardly be surprisiang. Since "business
is the collection of devices for circumventing barriers to profits”
it is hurdly ecnceivable that businessmen are thwarted by burriers
(e.g. kinked demand curves) entirely of their own fabrication.

. Critical Review of Normal Cost Pricing

Professaox Boginznn's review arti0102 on "The Pricing of
rManufactured Producta”” consists firstly of oriticisms of iMrx.
/nirew's theory of normal-oost pricing und secondly of & defancer
of the theories of imperfeot competition sgainet andrew's oriticisms.

Robinsan observes that the imperfect competition thsories
of the 1930's gave an acoount of the economic foroes underlying the
Jooisioneel firms which were highly though not perfectly oogpeﬁxtlve;
and that sinua;thay‘sar% theories of competition they also‘lndzoated
the kind of bebaviour which would ensure their firms' surylval
smidet comp#Sition. Sinoe adherence to the behaviour posited by
these theories led to maximum profite, it also guve the best change
of building up reserves against umforseen cirousstances, of securing
additional eapital for expansion, l.e. in general, such b@haviOur
in the short-run gave the best guarantee of survival in the long-
run., In other words, short-teram profit mgxlmzsatlog is also the
most yrofitable in the long-run, because mtmalyaya,piaoes the firm in
a better finﬁnﬁial.P@gitiOﬂ. "Aceoxding'te kobinson ‘theringaf no—t =
assentinl conflict between their (the flrgs’) short-term and long-te

'QE;;;G;:Rnbinsong‘ "The pr.ocing of manufactured products’s
“conomic Jou.mla 1950.

3?.?.3.7Rndrowm: ‘"Manufacturing business” Ope cit.

L me



wspects, and the 1 ~tera , ~ ‘ &b ; i

cut oi the aharterfszQ purzggili;rzzﬁffizfanaturally " sutoastically
But the emphasis of "Manufuoturing Business" :

short-period profit maximisation as an objrﬁtf3:i§;8:usi:e§:§gagzgzeur

znd normal oost pricing does not aim at meaxipum profits in the‘shortw ’

run. This being so, Robimson argued thit those firms which did not

conform to the "ritual® of Prioce-fixing on the busis of “"normale

;ﬁgt" rules would have & better chince of survival than those which

dide :

o . Bobinsen distinguishea two oodss of ebedience to the ritual:
() the lay ocode und (b) the priestly ooie, the latter being
iuflexible priciug where the costing mrgin is deemed to cover the
tidirect ocosts and 8 nominal level of net profits that is held
furoughout the whole indastry snd where prics is iuvuriant with any
chinges i1n the demand curve for the individusl firm. The lay code
nosever takes acoount of all the concessicas made t0 warket conditions.
ae oites these oconcessions und givee the pugs numbsrs in indrew's
H00Ks

"The costing-margin will vury for the same product between
iirterent businessss (p.ge 159). 4 firm with high direct costs is
likuly to be obliged to zoovept & emuller cowting margia (page 169).
for most established businesases, the net margin is "that which they
sxpact to get on the uverage  (puge 165). It will differ for different
orolucts within the same business (page 153) not only because of
1ir'ferences of overhead ocosts involved in theiyr produst bat ulso
vecause their markets differ in the extent to wnioh they axre liable
tc the competition of nmew entrants (page 173). The costing rules
i small competitors will conform to the custing rules ol « price
lesder (page 187). It will "give the business tue highest level of
“rioce that it ocsn maintain againet competition in the long-run,

“nd will be revised downwurds it onoe if the businscs, {3 fact,
aets competition at a lower level of price (page 253)"

The oosting mergin, then, aocording to thg lay code {s
sartly determined by murket forces rather thun by the sprexd ol
overhesuds and normal profit over ¢ normzl cutput. rou.ason saw
tha .rocess as being 'really engaged in discovering the deaund
srioe in the market' ... « His belief is reinfarcedwhy certain
sLaar practioaa. He cites two. PFiratly, il demuana ial;s, ﬁﬁ?}?ﬁ?tlﬂg
nirgin and price are not revised upwurds so 4s to spreud overieads
vver the new lower output — in & depresss
rules zre likely to assume full normal ou

& inductry tue custing
tput, end ii price—cutting

’ 4Ra$iﬁaonx‘ Op. cit. Yage TT74.

SIvid. Page T76.



ooourss the wetual margin added to direot oost will

S TaBe o¢ thereby
even leas. 8900ndxy, the costing rules dinragurd\oooamﬁggijid
diseconomies experienced by the firm, &s & rise in its oWg output
spreads indirect costs over « larger number oi units, or entuils
sxtraardiafxy overtime costs, as the cuse may be. Contrary to
ir. indrew's aocount, these practices, hobinson argued v
rogird to demand than to cests. ’ ' et pay more

| Bobinson then goes on to argue that the pracing rules
&asq?;bed hy'ﬁaéxaw‘e are, on certain assumptions, consistent with
srofit muxisisation; that Andrews in faot descoribes not an irrational
ritual, but "rational ackicn,for'langutara,profgt maximigation in
industries processing certain charaoteristics", On the following
sssumptionss

Elg that competition is almost perfect

(2) entry of new competitors is free and rapid;. o

costing Tules are wholly consistent with the profit maximisution
= objective. ,

He ooneludes by saying thut "everything turns on whether
tus oosting margin is determined by (a) sotuzl indirect coste of
the firm o@ (b) merely an addition to direct costs which reflact,
tue judgement of the firm us to what price the market will bear”.
iea believed that the book by Andrews ooncedes muoh t¢ the foroes
of Lthe market in the determination of tho ocosting morgin.

He also makes & plea for comparative detuiled study of
ihe processes in a variety o:i firms; :nd he also supplies some
direct evidenoe from a publishing fira in which he hes tuken part
ii the prieing procedure, where it was "custcm.ry to discuss the
s.ssible sales at different prices, and the alternutive possibilities
uI breaking evem oOr ng &« profit with different prioces and their
sorresponding costs'e

'ne security Motive

The profit maximisation hypothesis in the theorywof the
fire bas been attucked as being uarealiatio ;n(ol}gépolieflc 9
situations. altermutive hypotheses huve bLoen prggoaad: bgr@on,:v
wbile aobepting the importance of proiits, guestions ﬁn@ &58&%ﬁf¢0n5
oi miximisatiom and argues that it should be replaged by the 5ou1 of
asking satiefaectory profits. in alternitive to this, suggested by

- .
Tuide

8

Ibid.

Tbide
Jgordons Ope oit.



‘cuusohild vas that the primury motive of the entrepreneur is lon
r4i: survival. In his view, thse eatrepreneuar‘'s decisions are &
~ined 80 a8 t0 maximiee the seourity of hie firm. Another sus 8tio
ior sn alternative motive is thut of Bauml's 7 that firmsruggz "
o waximise sales subjeot to a minimum profit constraint.

inathaohild'nll argument i#8 that while profit maximisution

iy have ‘Fcrved <8 the wonlerful ue.starkey thut opened .11 the
dours lead;pg $0 «an underatanding ot tie snlrepreneur's belcviour”
v bne tradational market siructuree, this motive force by itself
suils to explain oligopolistic bahaviour. Under moncpoly, perfect
sempstition and imperieot competition, tue wonistioc proi’it
wwximisation prineiple is regurded as  the sole principle deteruining
the firme' aotions, wnu extra-pecuniury factors suoci s family
ccnsiderations, moral and ethiocul rezsuvns are regurded cu su.ficiently
sxceptional %0 justify their exolusion irom the theory. Ia ewch
o these situations, the firms busiug their behuviour on this motive
‘vrce will logiowlly tend towurds & position of eguilibriuw.

ilibrium anelysis of these situaticas iz simple «nl determinate.
%at this kind of analysis is not appropri.te for cligopolistioc and
duopolistio situations. Bither i1 presents ¢ Jdeterminite solution by
souoring the most essemtiul wspect of oligeopolistic situctiovns -

LA

i ot oelligpopolistic interdependence ur it stiresses the iadeter—
sinitenesa of the solution and udopts = deseriptive approach to
sxplaan entrepreneul beshaviour. Xothsouild tliiaks thet the dynamic
stpructure of the oligopolistic situution wukes thie kind oi unalysis
wasulitable.

The framework ol wnalysis - the coacepts und methods -
izl ror equilibrium analysis is ol littie use an oligogclistic
catviuctions. The gariables in en oligupolirtic structure ..Te 0i o
ditfsrent nuturel and are not eusily quaatifiuble. The oligopolist
ines aot enjoy the seourity oi the sbeolute monopolist, nor dgesvhe
suifer from the impotence ol tle price tukex. The buckgruqng o;

@ oligopoliatio,aituatian i8 that oi « struggle uy meays'er business
siretegy and twodies for suarvivel, wad this ied §oth§ch1%§ to put
{urwsrd his proposal - thut besides proiut &gximlgmtlQﬁ firus cre
iviated by & desire for sacurs oratfits. 5oqnomlc theory hus been
~ni3 to negleet this motive vecuuse Bule Ul Le @ost congglooga.
Lotions motivited by the desire for meidrui gecurity cre identical

loﬁaﬁﬁoiz nOn the btheory of cligupoly. hoomoilGu,
“ole 3KV, 1958.

I;K.H‘Eothachild: “Price theory «nd oligopely™. lLezdiags

it “rice Theorye.

lzsunhﬁyuhhcal influoace, finiucial bicking, tie
suychology of big business.
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. .

umgg;gﬂ“9§i°“a ailming &t maximam profits'
i these TumSs-.ain be explained by the profit wmuximis.tion motive.
‘;;:;u*e‘ thshtwc ‘ﬂgt;‘(éﬂ deficn di?ﬁ;‘gent wotiong (g'ﬁﬁ “'when prc)i‘l*

vimisition should tend to orecte Iirud ci-oytimum wize, sacurity
widerutions fuvour the oversiced firw" to wntioipete én increase
&emand} the firms' actions cun only be expluined Ly acknowledging
2 rmpartance ¢f the security motive.

wad the firm's behaviour

fs soon &8 th§ Qesirﬁ ¢: tue oligoygolists to wim .t their
Lrag-tern sacuxity'ls admitted, their puttern of behuviocur bvcoues
s: licable.  Their normul desires would e (&) to entrench tham-
ves 1n ithe murket against the uggressive poulicies of their
o le (b) to prevent the encro.chmeat of ;otential rivils —nl
to madnluin the goodwill ol the custowers. These uime lizit
o rangs within which prioe m=y wvary. Vith regurd to (&) prioe
+uld not be fixed too low in order not t¢ provoke retalict.cas
L may lewd to a price wir. is fur s (b) is oconcerncid, - high
oo nlght be tukes o8 wn ladication of « high level of profits,
lizmits price within a certain runge wo we to muintuin the socdwill
the customers. These considerutiovas, tisken togother ceenm to
soat thut oligopolistic firms follow & rigid price policy. ‘ihe
cei;0polist then will try to quote that price which will promise
: teoximum profits but whioh will «lsou be cbove the riniman he
<ilers eseentiul for his oontinaad sicy in the iadusetry. Tha
o will have to cover hie oxjpected cowsls during ecch period of
wiwtion. To his costs, he wdds & profit mirgin lirgely determined
i3 strength of his position., The cost sitw:tion becomes
urtant siance the oligopoliet's pricing procedure veems to emjphasise
ot elemants, thus giving credence to tue view thut priciany under
siioovely is along limes ol the Iull=-cuet priuciple.

The quotod yrioce io thereluru ueid teo be the expreossion
50 o strategie policy wad there o o lendsngy for ate rigid maintencnce.
© the noocessity for following & strategis policy es o result of
3 ourity motive miy modify tue cctiuns postulited by tne pTolit-
Lvimdisution princijple, e.ge thatl o changine prioce with every
chiage in demcnd or costse

ilthough price ccoupies an amportunt pivotal p}uce in ‘
iijopclistic policy the existence of othu: variablas guon of guality
{ selling costs, cffects reconciliuliva bLetween two uppurently
thetic.l positions - that of rigid prices ia & nooessurily x
semic sitacticne The continuvun existesce i & potsabicl siraggle
L oiha ;aesibilitg'oi oabbreuks into price wars lnduces the Yirme to

i

poniors to rigid prices. “lexibility tmen, in . t‘i,@ j‘,rnwmlc o
(li-opodistic situation is afforded by the memipulatiin oo nom-rics
virinbles such as sdvertising und quslity. The oligopolistio

“iran in orger to stave off the hormful effectsqu price ?&?“’ o
sither indulge in non=—price competiticn or conesder yﬁlxclgﬁ whicn

(o oaut tuke uway rivels business (e.g. by capturing new murkets)

S0 thot the likelihood of retaliuvtion is reduced.
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Rothsohild argues thut the frumework & 31i
10 be complete and,rnleyant, aust include alltzf ;azﬁegtgegisoi;gepoLy,
tho struggle for security «nd position (including non-sconomic
slements a8 well), and the starting point of such a theory should
te the recognition of the existence und importance of the seourity
notive, besides that of profit-muximisution,

Yo oules Maximisation Hypothesis

Baunol,lS after obeservin: a« number of imeriocan business
tirms, was able to oonolude thaut the ourrent behiviour of the
tyoloal large cerporation in the U.S. seems to suggeat that they
wii et sales muximisation subject to a minimum profit constraint;
virther than profit maximisation.

His thesis stutes that once & minimum level of profits is
vo-ched, firms are willing te forgo further inoreases in profits
i by so doing they cam inoreuse their revenue. Admittedly, this
srofit constraint "ie a major anulytioul problem”, but Baunmol
vintures to suggest that it should be high enough to allow "for
tbo financing of meximum leng-run sales". Sules muxinisation does
act nean that the firm concerned will try to get the largest
sigeical sules volume because it is diffioult to determine this
iysical volume (as in the case of the multiple product firm). It
<5 the totul revenue that the firm will muximise rather thun the
aysicil volume. Maximum sales from the revenue angle does not
<2,uire very lurge physicul outputs. For example, .t = zere price
siyslcal volume may be high but dollar sales volume will be zero.

Buumol argues that ususlly the sales m.ximising output will
wtcoed thut which muximises profite. At the point of meximum
sieiits, the firms murginul ocosts ure positive, then the warginal
rovenue must also be positive since wut this point there is equality
botween the two murginiul values. This meuns that addition:l sules
#11l bring in more total sales reveaue. The firm nnrmally earna
aore profit than the required minimum ut the point of M X mus
roiiteg It will pay the sales maximiser to lower his prioce and
ticrewse his physicul output. The sules muximising output will
nxzceed thut which muximise profits. Bamnol feels thut this argument
wi'iords an explunation of the reudiness on the part of yus;neasmun
iU use Bules a8 a oriterion of the stute of his enterprise®,

“beumcls "0n the theory of oligepoly’. Eoonomioa, 1958.
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FIGURE 4

SALES MAXIMIS/TION HYPOTHRSIS

Price
; / Total Cost
. ] %7“§i
- -~ '/ N\ Total Revenue
P %: —
P' f C Minimum profit constraint
1\ Totrl Profit
b s e ; e
‘ : . S
O e ph"”‘j [T ‘f AR e % menm o Farn e . C}u tl)u t
| MY Y
in the diugrem above, UP is the minimum level of profrit
Lzt the firm must earm to contimue in business. and 0Q,, are

“a3 profit snd sales meximising ocutputs., At output Q2 the profit
seastraint is ineffective us more than minimum profits“are ecrned.
+4 tne minimum profit level rises to (P,, at ocutput OQ, the
soustruint becomes effective as the fir% does not eurn even the
weciired minimum, it will have to think of a out in output to

“iqe The ocutput at either position of equilibrium, i.e. where

thg profit cometraint is effoctive or ineffeotive will be more

taxn the profit maximisatiom cutput.

Asccording to Bamnsol, most businesemen view the difference
o:tween maximum attainable profits and the minimum acceptable protit
icvels as a fund of saorificeable profits which is devoted to inoreusing
rovenues &8 much 48 possible. Assuming that ingisused advertising
sxpenditure can always increase physicul volume and ths?syy
causing total dollur sales also to increuse ithe sales miximiser
4ili increuse advertising outlay until his profits hiuve been reduced
W the level of his profits comtraint. This may mean thut sules
woximisers will normally advertise no less thun und usually‘morc
then what profit maximisers would do.

Of the two alternative ways of inoreaaiif revenue mentioned
i1 the foregeing ragraphe ~ that of price reduction or non~-prioce
gompetifiensfcfg.pincraaio in advertising oos;a), Baumo} is of the
pinion thet firms prefer the latter alternative. A price reduction,
laranding on the demand elasticity of the product glght 1ncrefaa
$0t4l revenue h,;1agxaaaing\theftbtal.number of units whigh ?an be
50ld and it simultenecusly reduces the revenue on eszch unit s0ld.

143#ﬁ§ni'tea1$ hnaiﬁzsenan of ten muke this wssumption.



‘rice cutting is therefore an uncertain mean of increa

56198 (”g double edged sword”). Om the other naaa,§§.332§:3:§12§
2mm,-m-*;;g.mg,. inprovad~sorv1ee, oto. on sules is certain though
5h91r profitability may be quite doubttui, “?hna, sales,maximis&tion
nckes far greater the presumption that the bueinessmen will copgider
non-price ocompetition te be the more advantugeous &1ternative¥fg

' ththegﬁare, the theory of the firm hus been unmable to
explaln & common business practice - that price inoreuses are
considered whem fixed oosts incresse. Traditional theory either
svserta that a change in overhead oosts do not lead to pPrices béing
vuried, 2@ long as they do not lead the firm to close down. With
the sules maxtmiser at equilibrium the profit he earns will be just
saougih 0 satiefy his profit oconstraint, A rise in overheud costs
sast meun thatlprafita fall below thie minimum and & revision in
orice will be contemplated. This hue the sume si'feot us & change
iu the minimum profit level.

Baumol thinks that his hypothesis “uppears to represent
W Lucts somewhat better ... and in addition helps to explain a
swiiber of otherwise puzsling fectures of oligopolistic behuviwur. Om
woth these grounds, he suys his hypothesis should tentuatively be permitted
o superoede that of profit muximisation.,

_dicte on Frofit Maximisation and Its Implicutions

The ehkallenges to the profit muximis:tion asﬁumptionls in

nmrginalist theory have been two-pronged. Firsutly, is profit the

aly objective of the firm? Secondly, do firms uwotually maximise
c0olita?  The results of these attucks were firstly attempte to
sropose substitute metivationul wssumptions, on the purt of the
<ttuckers and secondly retorts uad r@finsf?nts mide by the theorists.
vis latter takes vurious forms. Muchlup,”’ in his notable defence

ol merginaliem, argues that "marginal .nalysis of the firm should

oot be undersiaod'to imply anything but subjective estimutes, gresses
L hmnches', But if whatever & businessmun does is explained by
soofit maximisation, thenm this lays open tho murginclist cuse to

L churge of being tautologiocul, & weakness anhlg' was well awure
ov.  sinother form of defence wus proposed by Hague™ who thought thut

1orvi4. |
lsﬁqrdsa, Rothschild, Bumnol - quoted earlier.
17Haeh1ups Op. ocit.
18, chlups Op. cit.

193.0.,Haguez "Economic theory and business behaviour''s
“sview of Hoonomio Studies, Vol. 15-16, page 155.



o py uttempling €€ introduoe pecuniary emtimates of the non~

Lary items iavolved in the muxiamiuation deoi siona”, &nd th:t

0 .4t some attempts should bo mido 10 include non-peocuni ary
Lanitgedn the apalysis of entru;rensuricl behuviour. .oitoveky's

tiio bast wuy te make ecaventional marginsl aamclysis more reslistic

~toxia 0 e one such attempt.
His article msete cut to exumine the iupliocutiovns of the
a2t mewximigation seeumption. dig analyeis mukes wss 0 the
~trioal method. On the eatreprencur's indifferauce By
iring money iacome anl entrepressurial inaotivaty(i)“” he

s tile ontPepreneur's tuteél receipts und totsl outlsy ocurves,
- wartical differenc2 of which will suwow the entreprensur's

© axt iacons far eusch lewel of eutpuat,
FIGURE S: THE ENTREPRENEUR'S INDIFFERENCE - M:iP BETWEEN
MONEY 1NCCME & ENTREPRENSURIAL INACTIVITY
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us.d on $his mup are the indifference ourves reyresenting (1) the
conimas satiefuetien $hut will keep tue entrspreasur in hiw
roressione He is eustained on this level of s.tisfuctioa by hi%
Araal profits ansd (2) thut level of eatisfaotion after including
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NIXIKUY PRUFITS & MiXIMUM  SATISFACTION
ON THE ENTREPEENEUR'S INDIFFERENCE MAP

1 om

Money
income

. Net income
*\;) o
W 1

Profit proper in the diagram is the part of hies inoome
sbove indifference curve I. Haximum profits will therefare be at
the level of ocutput where the vertiical distance between the net
income curve and indifference curve 1 is greutest, i.e. where the
tungents to the two curves are parallel. Maximuam satisfaotion will
ha at the level of ocutput where the net income ocurve is tangential
to an indifference curve. Since we use different indifference
curves to determine these two positions, the two levels of output
nead not ceincide. Unlesa we attridute to the eantrepreneur some
apncial type ef paychology aad thereby establish a definite relation-
ship between the shape and position of the various indifference
surves, there is no reason to believe that the two levels of
sutput need be the same and therefore that maximum profits should
2130 maximiee hie satisfaction.

Ceometricully the coandition that must be satisfied belore
rotit and satisfaotion may be maximised at the same level of output,
i3 that the several indifference curves must be vertical displacements
of such other, i.e. they must all have the same slope for ezch
sbucissa., Then the net income ocurve will be tangential tu an
< odifference curve at the level of output where the slore of these
sorves is the same as that of inditference ocurve I.

In economic terms, the entrepreneur choioce betwsen zctivity
-nd incetivity is independeamt of his income, l.e. his sgpply of
sntrepreneurship is of sero inocome elasticity. To fulfil this.
sondition, we have to attribute to him & special type of behuviour.
Jo ussume thet his willingness to work is indepsndent of his
income, and that the cmount he has already surned should not -
atfect the ardour and energy with which he seeks 10 surn mors. 1@13
bacoipes plausible when we reulise how often it is that businassmen
rezurd & rising inoome as an index of their sueoess and erfioiency.

W ntre T & at raising his standurd of
Where the entrepreneur aims at raising
living or at other material demands, then his willingness tgrwcrk
wiil be uffected by the income he hue earned, beoczuse material
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FLGURE 6

MAXIKUM PROFITC & MaJZIMUM - SAPISEACTICN
ON 'fﬁE EE?REPEE!EUR'S INDIFFERENCE MAP
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Profit proper in the diagrum is the part of his inoome
zbove indifference curve I. HNaximum profits will therefore be at
the level of output where the vertical distance between the net
income ourve and indifference ourve 1l is greatest, i.e. where the
tungents to the two curves are parallel. Maximum satisfaction will
e at the level of ocutput where the net inocome curve is tangential
to an indifference curve. Since we use different indifference
curves to determine these two positions, the two levels of output
nead not coincide. Unlesa we attribute to the entreprenseur sonme
spacial type ef paychelogy amd thereby establish a definite relation-
ship between the shape and position of the various indifference
surves, there 18 no reason to believe that the two levels of
sutput need be the same and therefore that maximum profits should
ilse muximise his satisfaction.

Ceoms tricully the condition that must be satisfied before
“rotit and satisfaotion may be maximised at the same level of output,
1% that the several indifference curves must be vertical displucements
of euoh other, i.e. they must all have the same slope for each
sbecissa. Then the net income ocurve will be tangential tu an
i sdifference curve at the level of output where the slope of these
~irves is the same as thut of inditference curve I.

Ia economic terms, the entrepreneur choioce bstween coetivity
taid incetivity is independent of his income, i.e. his egpply of
sntrepreneurship is of gero income elasticity. To fulf{l this.
2ondition, we have to attridbute to him & special type of behaviour.
jo sssume %hat his willingness to work is independent of bhis
income, and that the amount he bas already sarned should not o
attect the ardour and energy with which he seeks to eurn more. This
vauones plausible when we reulise how often it is that businasssmen
revurd a rising inoome azs an index of their success and efficienecy.

K ‘ .. T : ; i8ing tandurd of

where the entrepreneur aims ut ralslng‘hia 8 ;
liviag or at other material demands, then his willingness o work
will be ulffected by the income he hus earned, beosuse material



leacads omn beoome ntiatad and aleo leisure beoomes relatively
e ;\mpartang‘ tm work. _ 1n such a cuse, the ertreprensur will
Loop h@:iefgbrtt and hie ocutput below the poiat where prorits will
G mMXAmISed.

“citoveky does mot disregird the fuot thut the assumption
sight be untrue of people who treat work as a drudgery, or who wark
te wchieve satiable miterial deeires - but he believes that the
cusumption 1s typical of « l.xge oumber of entrepreneurs who derive
sobisruction from their work, other than that yielded by incoms
vl whose motivational eonaiderstions include "umbition, a epirit
of  emulation asd PAVELEY" ceee o o

The orux of the debates hae been & methodologiosl iessue.
o33 the deductive myetem of the marginalist theory of the firm
crovide an adequute explammtion of entreprensuricl Mehavicur?
‘i ioonoclasts ocontend Lhat the theary is uareslistic, snd
ansziricel studies conducted by them ashow busineas behavicur to be
-t virience with the over simplified predictions of ths marginalist
Cworye In defence, Hachlup suys that the mivrginal analysis makes
cily o modest oclaim for itself - it “really intends to explain the
siiocts which certain ghinges in conditions aay have upon the
~cticns of the firme”, This theory is essantially & theory of
cdjustment to chunge using the muarginal ocaulculus as its dominating
Jrineciple and that the relevant mugnitude involved are subjective
r.thar than objective. He also ocharged the empiricists with o
tuilure to uaderstand the marginal 8is "faulty ressarch
tuchnijques and mistaken interpretation™ of findings! The empiriciste
svanter by alleging 3521; me thodologioally the theorists default by
“inclicit theorising and marginal «nalysis sudbject to such methods
4wull be reduced to deing tautological, und that "deductive systens,
livoroed from empiriocal gemeralisationa ure no 5111(813 to leud to
sunslusions that ure both valid and specific”e”

FaCo Knighﬁzs and Ha.ehluy's‘n artioles uppear to be an

—

223(&@!’11:1;‘:: Cpe cit,

Z&aehlup: Op. cit.
‘41 gontief: “‘Implicit theorising: "‘eth“’d(’lwc“l

i

srilticiem of the ﬁWMbridga Yohool%e. Wusarteriy Journal o Lconouw i Sy 4

zsi’moll : "'Déductiw system and espirica;l mmlia&tims
~u the theory of the firm”. Oxford locnomic Papers, 1952,

265,¢. Knight: “Nothodology in scomomics, art L7

Southern Boonomic Journsl, Vol. et 1,960“

| 27&&1!33}: njae the sociul sciences really inferior:"

“outhern Eoonomic Journsl, Vol. 27. 1960.
. . Y 7 o TNV

1937
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-wrwob Tojoinder to this oriticism. Machlup urguos thel the
suadunental postulates in economics - Buoh ue the luwe of muximising
bility and prorits are mot verifiable by empirical tests. These
“iigh-level” hypothes s can never be verified.bscause from one
irpothesis standing alens, nothing follows", "Economics is not &
striotly empiriocal science ; ite axioms and conclusigps sre not

known by wsense observation and cannot be verified."gg

The empiriocists could perhape reply thus. "I% cannot be
thet axioms established by argument:tion can suffice for the
L coovery of new works, since the subtlety ofrggtura is greater
aany times over th&nrtha subtlety of urgument " and thzt "on
socount of the pernicious and inverter.te habit of dwelling on
zhetruotions, 1t is safer to begin and reise the soiences from
tiosa foundations which have relation to pructice and let the
wctive part be as the assal }&ieh prints and determines the
soatemplative counterpart”. This line of urgument, if carried
furtiusr,would bring the ecomomist on to epistomologiocal grounds.

On a more mundune level, it seems thut much of the
couiroversy is based on a misunderstanding of the questions the
soavantional theory wes designed to answer. Granting Machlup's
wi:lest claim for the theory (us quoted otrlier) one must zdmit
:t there are & number of important and interesting questions
reloting specifically to business beshaviour that the theory cannot
cusvar und was never developed to answer, especially with regard to
iz process of prioce setting in multiproduct firms, and of firms
coverned by oligopolistio interdependence. Seen in this light the
feny attacks on the theory of the firm should hiuve been regurded
10t 80 much a8 oritiques of existing theory but as suggestiocns for
. davelopment of & theory appropriate to this different sct of
st ons. The empiricists seem to have mide out & cuse for the
fopplienbility of conventional theory for unclysising eontemporary
ertuntions. Its "weuknesses'' in this respeot s em to be:

(a)‘ the use of over—samplified postulutes and Jefinitions,
@s e it33§apandence on the monistio profit muxie
misation” principle and on the gross simplifioations

. -~

Byntgnt: Op. cit.

Egﬁaohlup: Op. cit.

‘The pricing of manufactures'.

31

Bacon: Norvum Orgenum 1I 4.

32This:hés been the most basic source of contention in
i controversy.
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of the firn33(eaaglo—preauat,etc;)&ndmarket
oiass;fieatiens ; '

This wealmess also partly embraces the failure to
deal with subjectivw'sstiaatgg and influences in
the entrepreneurs behaviour. ;

»

(b) the negleot of the time element, thereby forcing the
thaary to abstract frgg the enterprise its essential
toatura - uncertaintys Its inapplicability arises
from the fact that it is largely a static theocry.
The assumption that firme operate with pexrfect
knowledge of the magnitudes of cost and revenus
assume 8 away the wvery conditions under which profits
arise.

Fall-ocoest pricing or normasl-cost pricing has bean proposed
v the empiricists ue an altermtive principle for explaining
business behaviour, Their theory too suffers from several wesknesses.
orlier tentative formulations of the theory rest. on too
lar a faotual basgis on which to build a new theory. The oriticiems
iote by Maehlup about the smpirical studies illustrate this point.
‘e prasentation of the theory consists of contradictions as bad been
ctinted out by Stigler and Machlup, whose articles have bsen dealt
with earlier.’

PR

33ﬂts. Robinson refers to the "fiction of th? one commodity
7irm in her "Imperfect Competition Revieited™. FHoonomic Journal, 1953.

348@0 Joe Bain: ™ Market oclassifications in godarn price
Licory'e wuarterly Journal of Economics, Vol. 56. 1942.

35 ' akness appear to have been made
attempts to oonceal this weukne PP '
Ly D.C, Hagues “gooacmic theory and business bebhaviour", Review of
é}onomic Studies, Vol. 15-16, who analysises entrepreneurial worry,and
T, scitovsky (quoted earliers.

36839 Goidon, op. cit., also Bouldipg: "Theory of the firm
iz the last 10 years". Ameriocan Toonomric Review, 1942.



Perhaps the weakeat puxt of the theory lies in its
formulation of the costing-mirgin. lobinson's cgitasisms on this
point seem to be securely founded. Jilbertscn's”' additional
criticism of the costing margin is tuut even in the ideal situation
wien & firm is adhering to the full-cost principle it can have no
¢bjactive existence since the firms idea of its indireot costs as
well us ot its normul profits will depend very much on the m:rket
situation, i.e. on the slope and position of the firm's demund
curva. [he empiricists do not seem to know whut the full-cost
price should be based upon. Hell and fatoh think that the
individual businessman buses his price on his own full-cost. But
they mention that othor firms follow tiie full—-cost of the price
leader. “urther they als¢ imply that where costs do not differ
widely, the full coast of the representative firm is takgn as a
bisis for the fixing of the costing margin., R.F. Kehn™ complains
that at this point the principle of full-cost pricing is getting
amorphous. /jfndrews ulso meations the full-cost of the potential
competitor us én iniluence in determining the costing-margia.

These criticisms, however, do not invalidate ths faot
ti:t indrews, while failing to present & new theory, hus attempted
to provide many of the ingredients which may go towards the building
of 4 more rexlistic theory of the firm, e.ge his anulysis of cosis
-nd the attention he drew to the preference of firms for rigid
DI1LCa8,
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BTA. Silbertson: "The pricing of munufaotured product’.
oonomio Journal, June 1951.

383.?. Kahn: "Oxford studies in the price mechanism’.
Boonomic Journal, 1952.



