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CHAPTER I 

INTRODUCTION 

For many years considerable controversy has raged in 

the journals and other published v/orks concerning the tra

ditional theory of the firm. This traditional theory has 

been attacked on tv;o main levels. First, it is argued that 

the "firm" of the theory of the firm has few of the charac

teristics of business enterprise today. Secondly, the 

cognitive and motivational assumptions of the theory are 

deemed unrealistic. By cognitive assumption one is refer

ring to the assumption of perfect knov/ledge. The motiva

tional assumption is that of profit maximization. It is 

v/ith this latter assumption and the arguments surrounding 

it that this paper is concerned. 

This paper is meant to be a comparison of viev/s. In 

effect it is a survey of the literature on the subject of 

profit maximization. It cannot honestly be called a com

plete survey since some articles or books v;ritten on the 

subject v/ere not available. Too, in a fev; instances an idea 

or dissent presented by one economist v/as essentially the 

sane as that of another. In v/hich case, to avoid needless 

repetition, one v.'as used as a representative work. Given 

Richard M. Cyert and James G. March., A Behavioral 
2h^Ty pf_jthê  Firm, (Enr.T<,r/ood Cliffs, N. J.': Prentice^ 
•--11, inc.; 196>T, p. ^. 
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these limitations, one can be confident that the nost im

portant contributions in tliis area have been included in 

the study. 

No attempt is made to critique each and every argument 

or alternative theory. Far more learned and competent 

economists do this job v/ell enough. For a comparison of 

viev/s only a non-biased presentation of both sides of the 

controversy is the duty of the researcher. 

' This does not mean that the author v/ill make no judg

ments v/hatsoever. In the concluding chapter an idea v/ill 

be advanced as to the cause of this division among econo

mists. Basically, it is that the conflict is due to diverse 

conceptions of the job of fcheory. Some economists believe 

it is the job of theory to be a predictive tool. Others 

believe theory should describe or explain \:ha.t actually 

takes place in the real v/orld. In chapter seven this ques

tion of methodology is briefly considered, and oho conclu

sion is drawn that given certain conditions, the profit 

iviaxii'iiaation assu'nption iiay sivrr̂ ico for both of these jobs-

The study begins './ith a brief r r/iov/ of the tradi

tional theory /̂ith respect to profit iiiaximî -ation. The 

optimum output in each of the four main market structures— 

pure competition, monopolistic competition, monopoly, and 

jliropoly--v/ill be presented and illustrated, This is fol-

lo'.icd by a chapbor containing the argu'ients in defense of 

'̂ l̂e orthodoxy. In particular, Friedm;ra»s assertion that 

assumptions do not have to bo realisbic, Machlup^s subjec-



tive analysis. Early and Kim^s empirical studies, and 

critiques of these ideas appear in this chapter. 

The profit maximization asr;u::iption has been attacked 

on two basic levels. In chapter four proponents contend 

that profit is not the only objective of business. Busi

nessmen may also consider other variables such as control 

of the business, leisure time, economic pov.̂ er, and others. 

Secondly, is "maximize" v/hat businessmen actually do v;ith 

profits?^ In chapter five some promiinent economists con

tend that it may be "satisfactory" or "secure" profits 

Y/hich businessmen seek. Also, other evidence is advanced 

to imply that the maximization of profits is not likely 

given modern plant design and the businessman's personality. 

The sixth chapter is devoted to a summary of some of 

the alternative theories of the firm that have been recent

ly developed. Among these are Baumol's sales maximiriation 

model, the biological theories, the behavioral th-̂ ory, and 

the liquidity theory. 

2lbid., p. 9. 



CHAPTER II 

PROFIT MAXIMIZATION IN THE TRADITIONAL TH.:̂ ORY 

Pure Com.petition 

Figure one shows the price and output determination 

for a firm in a perfectly competitive market structure in 

the short run. The price is determined in the m.arket, 

through the interaction of supply and dem.and forces, to be 

OA. In pure competition there is a sufficiently large nam-

ber of small firms so that any change in the output of one 

firm does not effect supply enough to change price. Thus, 

the demand curve for this firm is horizontal. The profit 

maximizing firm will always produce at the point v/here 

marginal revenue equals marginal cost. For the firii in 

Figure 1 this output is at OQi. The shaded area represents 

super-normal profits—a situation v/hich cannot exist in the 

long run. 

This is due to another characteristic of the perfectly 

competitive market structure—freedom of entry. Ivhen otaer 

entrepreneurs see the extra profits being r.̂'ide in this in

dustry, they will enter it v/ith nev/ firms until price is 

lov/ered and a nev/ equilibrium exists as sho'./n in Figure 2. 

Here vie see that no super-nonnal profits exist. At output 

OQ marginal revenue equals marginal cost, and the firm is 

earning just enough profit to keep the entrepreneur and his 

ir.oney in the firm. 

\ 
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Monopolistic Competition 

The firm in a market structure of monopolistic compe

tition is presented in Figure 3. This market structure has 

all the features of the purely competitive market structure 

except for one thing--product differentiation. Each firm 

produces goods v/liich are different or v/hich customers be

lieve to be different from competitive products.^ Since a 

firm can attract another firm's customers by a reduction in 

price, the average revenue curve takes on a negative slope. 

Freedom of entry into this industry still exists. Thus, in 

the long run the firms will be producing ;̂here the average 

revenue curve is tangent to the average cost curve.^ This 

is also the profit maximiizing output Vfhere marginal cost 

equals marginal revenue. 

Monopoly 

A firm is classified as a pure monopolist if it is 

the sole producer of some commodity for v/hich there are no 

close substitutes and if it faces no ir ..linent threat of 

competitors.5 Figure 4 is illustrative of this market 

structure. 

Since the monopolist is the only firm in the industry, 

^V/illiam J. Baumol, Economic Theory and Operation 
Analvs_i^, (Englev/ood Cliffs, N. J,: Tr'entice-Hall," Inc. , 
19^7; p. 312. 

^Ibid., p. 321. 

^Ibid., p. 312. 
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Figure 3. Profit maximization in monopolistic 
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Price 

B 

0 

A r— 

Ql Output 

Eigure 4 . P ro f i t r:.ixiiaization in monopoly. 



10 

it is also the industry. If this v/ere a conpotitive market 

structure vrith an absence of super-normal profits in the 

long run, the price v;ould be OA and the output OQ^. But 

this firm v/ill maximiî e profits by producing output OQ 

where marginal cost equals marginal revenue. The price of 

the good v/ould be OB. 

Oligopoly: 

In the oligopolistic market structure there is a small 

number of large firms producing the bulk of the output. The 

demand curve for such a firm is a kinked one as illustrated 

in Figure 5. 

The section of the demand curve labeled GE is the 

relatively elastic section of the oligopolist's demand 

curve. He may vary his price along this section v/ithout 

fear of retaliation from his competitors. But in the EF 

section any change in price will be matched by his competi

tors. If his marginal cost curve passes through the area 

TR, the oligopolist v/ill be m.axiiiiaing his profits at the 

point of greatest possible revenue. His output v/ill be OQ, 

and the price of his good v/ill be OA. If his marginal cost 

curve cuts the marginal revenue curve at any other place, 

he will still be maximizing his profits; but there v/ill not 

be the larger profits that are poasible at output OQ given 

tbe cost structure described first. 

The oligopolistic market structure is particularly 

•̂niDortant for this paper, because many economists feel it 
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Figure 5. P ro f i t n'a~;:ii l i za t ion in o l igopoly . 
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is the "representative" firm of American industry.^ Thus, 

many of their alternative theories and objections to the 

theory of the firm are built around this Liodel. 

"Cyert and March, o£. cit., p. 115. 



CHAPTER III 

DEFEMDERS OF THE ORTFODOXY 

The defenders of the traditional theory usually fall 

into three groups. First, there is the methodological 

argument led by Milton Friedman. The subjectivo -nalysis 

is attributed to Fritz Machlup. Lastly, the empirical 

evidence is cited by James Early'̂  and Tom Kim. 

Methodological Argument 

The standard argument against profit niaximization and 

other assumptions of the theory of the firm is that they 

are unrealistic. Friedman says this attack is irrelevant. 

The criterion to use in judging an assiufiption is not v/hether 

it is realistic or not but v/hether it results in suffi

ciently accurate predictions. To illustrate his point he 

uses the physical foriAula for the acceleration of a body 

'̂iropped from some distance~-S"^-gt^. This formula v;ill aork 

for a cannon ball but not for a featlier unless it is used 

in a complete vacuum. A person could test the assuviption 

of this hypothesis by measuring the actual aii' pressure 

'-̂nd deciding whether it is close enough to zero for the 

*'orr.ula to work. But this is not-done. The theory is sim-

P-.y accepted because it w'orks, not because v/e live in an 

^ I b i d . , p . 13-14 
0 
^Mil ton Friedinan, Esr-gys in .Pp '^i t ivo E^v^roTiica, 

(Ci.icago, I l l i n o i s : U n i v e r s i t y ' o f Chic'ago Press ' , 1953) , 
. . 1 5 / 

13 
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approximate vacuum--v/hatever that means.^ 

Friedman develops his "as if" ar/oi-nent th.rongh an 

analogy with a billiard player. 

Consider the problem oT predicting the 
shots made by an export billiaj'd player. 
It seems not at all unreasonable that 
excellent predictions -.:ould be yielded 
by the hypothesis that the billiard 
player made his shots "as if" he knew 
the complicated mathematical formulas 
that would give the optirrjri direction 
of travel, could estinate accurately 
by eye the angles, etc., describing 
the location of balls, could jnako 
lightning calculations from the form
ulas, and could then make the balls 
travel in the direction indicated by 
the formulas. 

It is only a step from these examples 
to the economic hypothesis that under 
a ivide range of circumstances indivi
dual firms behave "as if" they v/ere 
seeking rationally to maximize their 
expected returns and had full knov/ledge 
of the data needed to succeed in this 
attempt....1^ 

Friedm.an says there are t',/o types of evidence availa- | 

ble to support the profit maximization iiypothesis. First, 

if firms did not adhere to this motive, it is unlikely they 

v/ould remain in business long. Secondly, the experience 

of countless applications of the hypothesis to specific 

problems and the repeated failure of its implications to be 

contradicted is further evidence. He says its continued 

use over time vdthout a suitable alternative being developed 

1/ 

9Ibid., p. 16-13. 

^-^Ibid., p. 21. 
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is also testimony to its validity.H 

He contends that a theory cannot be thoroughly real

istic in the descriptive sense assigned to the term. For 

exam.ple, a thoroughly realistic theory of the v/heat market 

v;ould cover not only the supply and demand relationships, 

but also the color of the trader's eyes, his education, the 

number of people in his family, etc. Any attempt at achiev-

ing this kind of realism is certain to render a theory 

utterly useless.I^ The test of the realisi.i of an assump- ^ 

tion is just v/hether it renders reasonably accurate predic

tions. It is a good hypothesis if it explains much by 

little. That is, if it abstracts the conunon and detailed 

circumstances surrounding the phenom.enon to be explained 

and permits valid predictions on the basis of them alone.-̂ -̂  

Jack Melitz, in a recent article, attacked the 

nethodological argument of Friedman on several points. 

I'.o assaults Friedman's view that the disparity betv/een an 

assumption and reality has no bearing on trie testing of the 

:.7pothesis. He submits that given the extent to v;hich de

viations betv/een the assumptions and facts can be tolerated, 

all evidence opposed to these assu.nptions increases the 

-:.biquity of the test results. Regardless of the test out-

\y 

•̂ Ilbid., p. 22-23. 

-"̂ Îbid., p. 321. 

^^Ibid., p. 14-15-
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come, any discrepancy betv/een the assumption and reality 

raises some likelihood that the oxpcri(;ient is invalid.I^ 

Melitz believes that the "as if" analysis is incon

sistent v/ith the explanatory and predictive functions of 

economic theory. The statement that the billiard player 

shoots "as if" he made the calculation tells "how possi-

bly""-not "why". Melitz asserts that the billiard player 

shoots the ball into the pockets "as if" the balls v/ere 

magnetized and the pockets were magnets. The question 

"v/hy" calls for an assertion of fact v̂ uitable for an in

troduction v/ith the term "because". A statement of possi

bility or a suggested analogy does not constitute an 

explanation.^ 

Does the "as if" analysis perform a predictive func

tion? Melitz says no. If businessmen act only "as if" to 

maximize profits, then evidently they do not exactly try 

to maximir.e them all the time; and periiaps, sometimes they 

do not even try to maximize profits at all. Thus, no 

conclusions can be drav/n from this analysis concerning bus

inessmen's behavior at all.l^. 

T. C. Koopraans finds fault v/ith Friv̂ 'dr-on's evidence 

^^Mack Melitz, "Fx-iadMan and Miachlup on the Signifi
cance of Testing Economic AssLvirtions", Journ-̂ 1 of the 
political Economy, LXXIII (February, 196"5T̂  p." 44. 

^̂ i:bid. , p. 50. 

^^Ibid. 
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that firms v/hich do not maximize profits will not remain in 

business long, die contends that if this is the basis for 

the belief in profit maximization, then one should postulate 

that basis itself and not the profit maximization v/hich it 

implies in certain circumstances. One should postulate that 

entrepreneurial policies unsuitable for economic survival 

are applied by only a minority of enterprises v;hich exhibit 

a high rate of economic mortality.-̂ ''̂  

§M^. 1 active AnaIxgAg. 

It should hardly be necessary to men
tion that all the relevant magnitudes 
involved--cost, revenue, profit—are 
subjective, that is perceived or 
fancied by tho men vrhose decisions 
or actions are to be explained.IS 

Marginal analysis of the firm should 
not be understood to inply anything 
but subjective estimates, guesses, and 
hunches.19 

Machlup's contribution to the defense of tlie ortho

doxy is thus summed up in these tv/o statements. Marginal ^ 

revenue and marginal cost concepts in the analysis of the 

equilibrium of the firm rofir to expectations of future con

ditions. For Machlup anticipations alone are the relevant 

variables in tho marginal calculus of the firri.̂ 0 

17 
Tjailing C. Koopmans, Three Essays on '"hĵ oi-.M, )_ojr 

i:̂ .i2>l.nomic Sc ience (Nov/ York: 1 icGrJ\ / '4I i l l , 1 9 3 7 ) , p'.'\.h6.'' 
Fr i t - ; Machlup, "Marginal .Analy:jis and Eapi r ic :^ ! Re

s e a r c h " , Americari Economic Revicv/, XXX/I (Septciibiv,;', I946) , 
p . 521 . 

^^li^i i l , , p . 522. 

^ -^ Ib id . , p . 523* 



He says a student should not be led into believing 

that every action of the businesLMian is, in fact, the re

sult of conscious decision, made after careful calculations 

of differential revenue and cost. Businessmen do not al-

v/ays calculate before they make decisions, and they do not 

alv/ays decide before they act. They think they know their 

business v/ell enough without making repeated calculations, 

so their actions are often purely routine. But the routine 

is based on principles v/hich v/ere once considered and de

cided upon and have been frequently applied v/ith decreasing 

need for conscious choices.21 

One must follov/ carefully his analysis of the non-

pecuniary motives of the businessman, or he "./ill attribute 

to the subjective analysis something v/hich does not actually 

belong. 

He says the profit m.aximization does not deny the 

existence of other motives. For o::ample, th.ere is the 

businessman v/ho chooses to pay higher prices for si.rpp].ies 

purchased from a fraternity brother, or iroo sells at a 

special discount to members of his church. Machlup says 

there is nothing uneconomic in this conduct. He states 

that there are some economists v;ho v/ill shov/ th vt in each 

case the businessman received a "revenue" in the sense of 

the satisfaction of gaining favor v/ith his friends. Yet 

•••achlup feels this would turn economic analysis into a 

^^Ibid., p. 524. 
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system of definitions and tautologies. If v/e try to ox^ 

plain whatever a businessman doo/j by the principle of pro

fit maximization, then v/e must say he does v/hat he likes 

to do, and he likes to do v/hat maxii.iizes the sum of his 

pecuniary and non-pecuniary profits.^^ 

Machlup thinks this i^ay not be necessary. He thinks 

the chief aim of this analysis is to she// the probable 

effects of certain changes. If the direction in v/hich out

put or price is likely to move as a result of a certain 

change in data is m̂ Jt effected by the existence and strength 

of non-pecuniary factors in business conduct, then their 

exclusion from the marginal analysis of the firm is not a 

crucial matter.^^ Machlup then leaves us hanging in the 

air by saying "these non-pecuniary motives are something to 

be investigated. "24 He says they may v/eaken the marginal 

analysis, and some modification must be made for them, 

though he does not knov/ hov/ much.^^ 

H. M. Oliver contests Machlup on four points. First, 

he states it is methodologically more helpful to employ 

more restricted definitions of marginal revenue and margi

nal cost than those used by Machlup. Secondly, he states 

there is no logical necessity that a businessman make even 

^'^Ibid., p. 526. 

'̂̂ Ibid. 

^̂ Ibid,. 

25lbid. 
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the roughest calculations concei-ning marginal revenue ond 

marginal cost before believing that a certain policy v;ill 

yield the greatest profit. The ability to m.?ke use of 

marginal analysis is neither an invariable i-equirement nor 

an invariable promise of business success. Thirdly, if 

the burden of proof were put on Machlup, v/hat positive 

evidence in favor of marginal theory could he bring for

ward? Businessmen say they think in average cost terms. 

If the burden of proof rests upon anyone at all, it i-ests 

on the marginalists v/ho do not believe the businessman, 

rather than on the economic iconoclasts v/ho take him at 

his v/ord. Lastly, he contends that marginal analysis cannot 

account for the infrequency v/ith v/hich changes in prices 

and/or pricing rules occur, or for the extent of the changes 

which do occur.2" 

Kenneth Boulding attacks the subjective analysis, but 

in doing so he is including non-pecuniory profits in his 

criticism. He says that the marginal analysis can be res

cued by substituting t'c m.aximization of utility (pecuniary 

and non-pecuniary profits) for profit maxiiuization. If 

preference functions are reasonably stable, this theory has 

meaning and predictive pov/er; but if they are not sto.ble, 

the theory amounts to little more than saying people do 

v/hat they do. Boulding then states that there are indica-

2^H. xM. Oliver, "Marginal Theory and Business Behav
ior", American Econoi:iic Revievr, XXXVII (June, 1947), p. 
375-^3^: 
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tions that the preference function is not stable.27 

R. A, Gordon v/rites that the subjective intei-i^reta-

tion of cost and revenue functions is no more than a means 

of rationalizing whatever it is that the entrepreneur does. 

Any action by the entrepreneur must be the result of the 

fact that his subjective estimates, guesses, and hunches 

make that action preferable to any other. In other words, 

it maximizes profits and, therefore, equates marginal cost 

and marginal revenue. The fact that the businessman does 

anything (or the fact that he does nothing) is proof that 

marginal cost and marginal revenue have been equated. 

Empirical Studies 

J. S. Early has published the leading empirical study 

in defense of the theory of the firm. 9 Evidence from 

managerial literature leads him to believe that leading 

cost accountants and management consultants.are currently 

advocating principles of accounting analysis and decision 

making that are essentially "viarginalist" in .character and 

implication. He takes his data from a question?iaire a.urvey 

of v/hat he calls "rcpresontative" firms. By this is meant 

^'K. E. Boulding, "Iiiiplications for Gena//al Economics 
of More Realistic Theories of the Firm", Ainericnn •'conomic 
Review, XLII (May, 1952), p. 42-43. 

2 % . A. Gordon, "Short Period Price D-jtc-rinivi-ition in 
Th, e o ry and ?r-'\ c t i c e " , Amerio an_ E c onom.' o Re v i •^-^. \i, X A '( V111 
(June, 1948), p. 268. 

29 j , S. Ear-ly, "Managerial Policies of 'Excellently' 
^'•o.\\Oi-fi(\ Comi-anies", Aaerican Economic Reviev/, XLVI (M:irch, 
i9-56j, p. 44-70. 
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multi-product, multi-marliet companies v/hich are fairly 

large. He relies on inferences from indirect evidence. 

Only a fev/ direct questions about policy are asked.-̂ ^ 

Early stipulates tv/o objections that the non-̂ .nargi-

nalists make. First, they say firms have a long-run and X 

defensive viev/point in pricing, production, and investment 

policies rather than an alert attitude tov/ards their near-

at-hand profit opportunities. Secondly, firms use a full-

cost rather than incremental cost calculus in their pricing, 

production, and investment decisions.^ These are the tv/o 

hypotheses that Early investigates in his survey. 

Early derives the follov/ing conclu.sions from his sur

vey: 1/ 

(1) The practice of making variable/fixed cost break-

dov/ns and putting them into management's hands in connection 

v/ith planning and decision m-.king is overv/holningly (B3/J) 

follov/ed by the fii'ms investigated. This is^ strongly indic

ative of a "marginal" approach to management problem.s.^^ 

(2) Evidence shows that most multi-product companies 

do not base their prices on full-costs, but instead dif

ferentiate cost-price ratios to reflect major factors 

recognized in the marginal analysis.^^ 

30Early, OJQ. cit. , p. 45 

3Ilbid., p. 46. 

32ibid., p. 49. 

33ibid., p. 55* 
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(3) Most companies either consciously p'lrsue the 

advantages of cost-price differentiation or ivake so many 

exceptions to uniform full-cost-plus pricinp; that it has 

ceased to be recognized as an objective.34 

Joseph McGuire questions the validity of the mail 

questionnaire method of survey, especially v/hen inforences 

are to be drav/n from indirect evidence on v/hat business

men report they do, rather than direct observations of their 

behavior. He feels this inferential approach relies heavily 

upon the interpretation of data v/hich seems to be tenuously 

related to the pertinent marginal variables of the tradi

tional economic theory.35. 

Thomas Kim, in an unpublished v/ork, supports the . 

traditional theory from another angle.3^ His thesis is 

that average-cost (full-cost) pricing may be synonomous v/ith 

marginal pricing. If one accepts empii-ical evidence about 

the cost conditions of oligopolistic firms, one finds they 

are shaped like those in Figure 6. 

The AR==MR line is not be to confused with the purely 

competitive demand curve. Since it is knov/n t'lat the price 

of a good in an oligopolistic structure is relatively stable 

at the kink, this line shov/s tha.t price, or the avvrage 

34lbid. 

35Joseph McGuivao, Tiioories of Bus iness Bel iavior . 
(Englev/ood C l i f f s , N. J . T ' " P r o n ? t i c e - H a r i ; I n c . , 19647, p . 
^ 5 . 

3 6 i b i d . , p . 1 3 . 



24 

P r i c e 

0 

-..-. AR-MR 

Ql Q2 Output 

F i g u r e 6 . E i i p i r i c a l cos t curves fo r an o l i g o p o l i s t 



25 

addition to total revenue v/ith aHditional units of output. 

Thus, one sees that in the great middle range of out

put, marginal cost is constant and equal to average cost. 

If price is above average cost by the fixed mark-up, average 

revenue and marginal revenue exceed average cost and margi

nal cost by the same amount in the i-iddle ranges of output. 

Marginal profits (marginal revenue minus marginal cost) 

and average profits (average revenue minus average cost) are 

positive and equal in the middle ranges of output. In

creasing quantity sold (at constant prices) increases the 

total profit. Until the firm's output reaches the critical 

range of OQ to OQ2, average-cost pricing leads to profit 

maximization.37 

37lbid., p. 13. 



CHAPTER I\ 

IS PROFIT THE ONLY CZJZXTIVE? 

Many economists are dissatisv^if i v.ith tlie theory's 

assumption that the maximization of yrofits is the only 

objective of the firm. The follow:::̂ : ire other voriables 

v/hich they feel should be considers:. 

Leisure Tira'̂  

Scitovszky feels that v/hen or.c .̂ a/s the entrepreneur's 

main objective is to maxiviize profits, he attributes to the 

entrepreneur a particular psychology v.r.ich, though plausible, 

is rather special.3^ 

Our task is to drav/ the entropreaeur's indifference 

map betv/een money income {K) and entrepreneurial inactivity 

(i). Entrepreneurial activity is t'l.c negative of (i), so 

it must be measured from right to le:̂ t along the horizontal 

axis. Output v/ill be measured in terv.s of entrepreneurial 

activity v/ith point v/ representing .-ore output. 

The total roceipts (TR) and total outlays (TO) curves 

are drav/n in as shov/n in Figure 7. -'-^-Q vertical distance 

between these tv/o curves shov/s the oi.trepreneur's income for 

operating his firm at various levels ef output. This is 

cirav'n in Figure ^ and labeled new irAaavD (NY) . The curves 

3 % . (je, Scitov^^zky, "A i.'ote Ov. Profit Maxim i-iation 
•'̂••̂d Its Implications", Rcv:Jov/ of Eco:-a:"ic Studios, (/.inter, 
-9'^3), p. 57-60. 

26 
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labeled I and II are the entrepreneur's indifference curvias 

betv/een money and inactivity. At the point p, v/here the 

indifference curve is tangent to the net income curve, the 

entrepreneur receives maximum satisfaction, and his optimum 

output is determined. But this rate of output may or may 

not maximize his profits. 

His net income v/ould be highest at h, which v/ould 

require a horizontal indifference curve for tangency, v/hich 

conflicts v/ith our general notions about them. A further 

distinction must be made. The entrepreneur v/ants to max

imize not his total net income but the difference betv/een 

his total receipts and total costs. Total costs are com

posed not only of the entrepreneur's outlays, but also the 

wages of routine management, v/hich he is supposed to pay 

himself and include in his regular costs. His income is 

thus made up of tv/o parts: the v/ages of routine mxanagement 

and the profits of entrepreneurship. It is the latter 

which he is supposed to maximize. 

By drav/lng the indifference curve I through \/, one 

can separate these tv/o incomes. This indifference curve 

represents the minimum satisfaction that v/ill keep the 

entrepreneur in his profession. If his satisfaction falls 

belov/ this level, hie v/ill cease being an entrepreneur and 

do something else. The income up to this level represents 

the v/ages of routine managcrnent. The income above indif

ference curve I is this the profit proper. Tims, in Fi:';ure 

^ of ps, v/hich represents his total income, pr is profit. 
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and rs is wages. 

One now sees that profit is the total distance bet;/een 

the tv/o indifference curves, and it is greatest at the 

level of output v/here the tangents to the two curves are 

parallel. This v/ould mean that the indifference curves 

v/ould have the same slope for each abscissa. They are 

vertical displacements of one another. If this is so, it 

means the entrepreneur's choice botv/een more or less activ

ity—betv/een more income and more leisure--must be inde

pendent of his income. 

This does not necessarily mean he is uninterested in 

the material rev/ards of his life. It may simply mean that 

he is so keen on making money that his ambition v/ill not be 

dampened by a rising income. The rising income is an index 

of success in his life. This desire for success is more 

insatiable than the demand for material goods. Too, it is 

not a high, but a rising income that is a sign of business 

success. 

According to Scitovszky, only this unique entrepreneur 

v/ill maximize profits. The other entrepreneurs v/ill maxi

mize their satisfaction from both leisure and money income 

at a level v/hich does not coincide v/ith maximum prof its.39 

J. P. Nettl advances several criticisms of Scitovs

zky 's model. He says leisure need not be directly in con-

39ibid., p. 60. 
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flict v/ith m.oney income for many businessmen. A vacation 

in Florida by an entrepreneur may not reduce the profits 

obtained by his firm. This is because increaoing attention 

to the quality of leisure has become fashionable. This 

desire for leisure thus takes on new characteristics. 

Rather than shorter v/orking hours and an acceptance of 

lov/er income, this desire appears as relatively shorter 

leisure but more expenditure on it.^^ Also, if the con

sumption of profits is divorced from the making of profits, 

it is more likely that profits v/ill be maximized. This 

occurs most frequently in the large corporation v/here 

salaried executives are interested in making but not having 

profits, so that their leisure is not substitutable for 

their money incomies.^1 

Control 

Reder says there is another variable v/hich business

men consider in conjunction v/ith profit maximization—con

trol. If a businessman's financial control of his co;npany 

is put in jeopardy, he will do all in his poa-er to retain 

his pov/er. Reder diagrammatically illustrates that if a 

firm is to grov/ at its maximum rate (so that the present 

value of the firm's net v/orth is maximized), the en'vrepre-

neur will be forced to lose control, because he v/ill have to 

40j^ p, Nettl, "A Note on Entrepreneurial Behavior", 
The Review of Economic Studies, XXIV (February, 1957), p. 92 

41lbid., p. 90. 
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obtain large amounts of loan or equity capital fx-o-i external 

sources.42 j^ ̂ ^is situation he v/ill forego the maximiza

tion of profits and sacrifice this rate of growth for a 

slower one. This will permit him to finance the firi.i's 

expansion from his ov/n funds or from retained earnings. 

In Figure 9 the vertical axis taeasures both the per

centage of the firm's total assets that v/ill be ov/ned by 

the entrepreneur at some time (ti) in the future, assuming 

grov/th betv/een now (to) and ti and the present value of the 

firm's net worth at ti. On the*horizontal axis, the average 

rate of grov/th, measured by the percentage increase in tho 

firm's assets between tQ and ti, is given. Assume there 

is some average growth rate, OA (perhaps 10 percent), 

v/hich will maximize the present value of the firm's net 

v/orth at ti. This is illustrated by the line AM. The S 

curve shov/s the percentage of the firm's assets to be owned 

by the entrepreneur at ti as a function of the average rate 

of expansion between t^ and t^. At the grov/th rate OB (say 

two per cent), the percentage of entrepreneur ov/nership is 

at a maximum. At any more rapid grov/th rate, the entre

preneur's ov/nership share v/ill decrease, since funds to 

finance the additional expansion must come from external 

sources. The line C denotes the minimum percentage of ovaier-

ship necessary to retain control of the firm. 

42M. W. Reder, "A Reconsideration of the Marginal 
Productivity Theory", Journal of Political Economy, (October, 
1947), p- 450-45^. 
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Figure 9-. Control of firm verses profit maxi
mization. 
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Thus, if the entrepreneur is faced v/ith the situation 

in the diagram in v/hich he must choose betv/een profit r.arx-

iraization and control, it is Reder's contention that he 

v/ill choose the latter.43 

McGuire finds several problems in this analysis. 

First of all, the analysis v/ill apply only in those unique 

circumstances v/hen profit maximization conilicts v/ith con

trol. Secondly, there is the problem of determining the 

height of C—the line of minimum desired control. Lastly, 

McGuire feels that Reder is crediting the entrepreneur v/ith 

knov/ledge that one cannot realistically assiime he possesses, 

such as proper rates of firm grov/th and minimum control 

levels.^^ 

Safety Margins 

William Fellner claims that firms are more interested 

in "safety margins "--the difference betv/een unit price and 

average unit costs-—than in maximizing profits.45 

If a firm does not knov/ for certain v/hat its marginal 

cost and marginal revenue functions are, then it ceases to 

be true that a firm v/hich is pursuing intelligently the 

objective of highest possible profitability will equate its 

expected marginal revenue to its expocted marginal cost. 

43Ibid., p. 45^. 

44McGuire, OJQ. c r t . , p- 7^. 

45l7illiam F e l l n e r , "Average Cost Pr ic ing :inl the 
Theory of Uncer ta in ty" , £o^irnal of the P o l i t i c a l !'Conomy, 
LVI (June, 194B),.p* 249-252. 

^ 
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By "expected" is meant something like "inost probably" or 

"best-guess" marginal functions.4^ 

If a firm tries to equate its "best-guess" marginal 

revenue and marginal cost functions, it is noking no allow

ance for the possibility that the best-guess may turn out 

to be v/rong. According to Fellner, such allov/ances are 

made in the real v/orld, and it v/ould be absurd to consider 

them irrational.47 

To equate the best-guess marginal revenue and marginal 

cost functions does not usually give the firm the maxiiaiun 

safety against outcomes that are less favorable than the 

best-guess. For example, if a less favorable outcome ex

pressed itself alv/ays in the fact that the demand functions 

turned out to be parallel to and lov/er than the best-guess 

demand function, or that the average and marginal cost 

functions turned out to be parallel to and higher than the 

best-guess functions, then the maximum safety margins v/ould 

always be obtained at the output for v/hich the gap betv/een 

price and average cost is the greatest. By maximum safety 

margins one means the highest available margins by v/hich the 

outcome m.ay be v/orse than the best-guess v/ithout causing 

losses.48 

Fellner admits that the actual functions as compared 

4^Ibid., p. 249. 

47ib_id,. 

4̂ '̂ Ibid., p. 250. 

^.yj. 
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to the best-guess functions may turn out to be favorable. 

In which case, the firm may suffer lump sum losses. But 

he feels the deviations are more likely to be unfavorable 

than favorable. Given this assumption, entrepreneurs v/ould 

feel that their safety margins are more nearly rvioxinized if 

they produce at an output for v/hich the gap bet\;een price 

and unit costs is at a maximum, than if their output equates 

best-guess marginal revenue and marginal cost.^^ 

Economic Pov/er 

P. D. J. Wiles v/ants to replace profit maximization 

v/ith economic pov/er. By economic power he means pov/er 

over his fellow man. This pov/er may manifest itself in two 

v/ays. First, it may be achieved by expanding the company's 

production and financial interests. This often looks like 

profit maximization. A company v/hose plant is growing is 

surely a profitable one, and so surely is one that has a 

finger in many pies and can dictate to many quasi-indepen

dent firms. But this v/ould only hold in the purely competi

tive structure says Wiles. In a monopoly, or a case v/here 

there is separation of oaaiership and managemtont, this is 

usually not the case. A firm in these market conditions 

which chooses to maximize profits may find it has share

holder and tax collector problems. Rather than earn the 

extra profits, it may be better not to earn them, or at least 

49lbid. 
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to conceal them and plow them back as soon as possible.50 

Secondly, pov/er may be manifested in an ex- nding 

clerical force or subordinate department. In this case, 

the manager fails to equate his pov/er v/ith the firm's. 

This is an easier and less glorious process than the first 

and is employed more often by subordinate mem.bers of manage

ment. It is often really a case of profit maximization by 

such people, for a large subordinate staff is the quickest 

v/ay to promotion. 51 

Other Vgriables 

Variables other than those mentioned o.bove l̂ ave been 

suggested by other economists. Their ideas have not been 

developed as extensively as the four already mentioned, so 

they v/ill be presented only briefly here. 

George L. Bach describes three different objectives 

v/hich he feels may be non-profit. The first is "empire 

building". Empire builders v/ant to keep chalking up one 

nev/ sales record after another, s./oll th>3ir share of the 

market year after year, or have the rev/est and biggest 

plant in the industry. "Ivory tov/er perfectionism" is the 

desire for efficiency even at the expense of profits. For 

example, they may insist on keeping credit losses to a min

imum even though more generous terms might increase sales 

enough to increase profits. "Moginot line builders" pass 

50p. D. J. i/iles, Price, Costs, and Output, (Oxford, 
England: Basil Blackwell, 1',.06), p. ioO-XiBl". 

-̂̂ Ibid. 
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up profits because they are afraid to take risks. They 

always keep cash and liquid assets at conservative levels 

and never go out on a lirrb with a nov/ problem.^^ 

Michael V/hite believes profit maximization is in 

reality a heterogeneous collection of multiple goals used 

either in place of profit moxiinization or in some v/eightod 

combination with it.53 Some, of these alternative or supple

mentary goals are image creation, efficiency, maintenance 

of market share, increasing economic pov/er, and provision 

for future financial requirements.54 Essentially the same 

motives are attributed to businessmen by McGuire.55 

Investigations of some very large firms have led R. A. 

Gordon to the conclusion that economists h.ave failed to 

av/ard sufficient importance to the "banker mentality" in 

today's firms. This fear of bankruptcy or fear of temporary 

financial embarrassment is supposedly more pov/erful than 

the desire for the absolute maxim.um in profits. In his 

opinion, this liquidity-solvency motive is particularly 

56 
applicable to mature, successful firms.-^ 

5'^George L. Bach, Ec<:)nomics: An Introduction to Anal
ysis and Policy, (Englev/ood Cliffs, N. J.: Prentice-Hall, 
inc . , I960),~ p." 464. 

53c. Michael 17hite, "Multiple Goals in the Tlioory of 
the Firm", Mji'.viil, Progr_£̂ â iinp;̂ ĵ î̂  the__ Th-q-r}/_of__t'̂ aa_ FirMa , 
ed., K. E. Bouldirig and V/.""!̂  ooivey O'ew^York:' 'ihe :.ac-
•••illan Co., i960) , p. 1^1. 

54ibid., p. 191-19^. 

55Joseph McGuire, gll^^inoss and S o c i e t y , (Nov/ York: 
••^Orav/-Hill Book Company, Tv6"3 ) , p . 273.. 

-^^^Gordon, ojn. c_it, , p . 2 7 1 . 
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Ch'APTER V 

DO FIRMS '̂ MAXirUZE'' PROFITS? 

Another group of economists have recognized the im

portance of profit as a motive of business. Yet they feel 

that "maximize" does not describe what businessmen actually 

d£ with profits. Their alterations are the subject of this 

section. 

Satisfactory Profits 

Gordon bases his dissatisfaction with the marginal 

analysis on these faults he has found in the concept. To 

begin v/ith, he contends that the marginalist's viev/ of the 

maximization of profits through adjustment in one direction 

(output) is unrealistic. Although marginal analysis can 

consider the adjustment of more variables if algebra is 

used rather than geometry, this too becomes more and more 

unrealistic as the number of variables to adjust increases. 

It is humanly impossible to expect the businoo vo.an to con

sider a larger and larger range of alternative values for 

all the relevant variables. Instead, he must rely on short

cuts to solutions.5/' 

Secondly, he attacks the marginalists' assunption that 

changes in given data occur sufficiently infrequently that 

it is possible to evaluate the results of a variety of al-

Ĵ ornative possible adjuotiiients in each new situation. In 

57Gordon, 0Lp_. cit.., p. 266-267 

39 
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actual practice changes occur so frequently and in so many 

different directions that the businessman cannot po:;aibly 

adjust marginally araong all the relevant variables as th.e 

functions shift over time.5^ 

Lastly, the marginalists have no room in their analy

sis for the "semi-pecuniary" considerations, v/hich Gordon 

feels are too important to be ignored as exceptions. These 

considerations are those the businessman must keep in mind 

v/hen dealing v/ith labor, suppliers, customers, and competi

tors. The resulting maneuvers v/ith these groups may safe

guard the existence of the firm or strengthen its position 

in one respect or another. Short cuts will be used in 

determining various business policies in each case, and the 

relationship betv/een these short cuts and maximum profits 

is not at all clear for tv/o reasons. Some of these sem.i-

pecuniary considerations m.ay not be subject to qu mtitative 

analysis, mciking marginal adjustment im.possible. Secondly, 

it may be impossible to express a functional relationvfnip 

between profits and various degrees of fulfillment of these 

objectives.59 

Finding the;3e shortcomings in the marginal analysis, 

Gordon drav/s the follov/ing conclusion: 

In an important Sirace the priviary aim 
of a businessman is to stay in business. 
Given the fog of uncertainty within v/hich 
he must operate, the limited mraber of 
variables his mind can juggle at one 

5^Ibid. 

59ibid., p. 269. 

\/ 
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time, and his desire to play safe, it 
v/ould not be at all surprise nr if 'OG 
aaopted a set of yardsticks that pro
mised reasonably satisfactory Profits 
in the long run and a mininum of sta-
Diiity m his relations with customers, 
suppliers, and conpetiters.^0 i^ 

Admittedly, "satisfactory" is a rather vague criter

ion for a businessman to follow.^1 The torch is now passed 

to tv/o economists who are hopeful of describing this shifty 

term so that it may become an operational goal for business

men. 

Julius Margolis says a level of profits is satisfac

tory if it earns a return at least equal to its aspiration 

level. For any specific firm this level may take many 

forms. For example, the entrepreneur may be satisfied 

v/ith profits v/hich enable him to live comf or tab ly v/hile 

remaining his ov/n boss. Too, the aspiration level must be 

defined relative to a planning period. An entrepreneur 

may have a set of long run goals, but his plans for the 

immediate future may be more m.odest. Ti/o general vState-

ments can be advanced concerning the aspiration level: it 

must be high enough to assure long-run survival of the firm, 

and it must be equal to or greater than the current normal 

profits.^2 

^Qfbid., p. 271. 

^^IbM' 
^^Julius Margolis, "The Analysis of the Firui: Ration-

'-Usm, Conventionalism, and Behaviorism", Journal of Pusi-
;ie£s, XXXI (April, 195-^), p. 190. 

^i^SsMto^-
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The term still remains va-ue. George Katona attempts 

to clear up this second characteristic of the aspiration 

level. How much more do businescaen desire to make than 

the previous year? He admits tr.at he cannot supply a 

definite level, but he feels that regulir, gradual, small 

advances in the profit rate are usually preferred to large 

upv/ard sv/ings. This is because of the possible adverse 

effects on public opinion, legislation, customers, and 

labor that follov/ large increases in the profit rate.^3 

Empirical evidence is cited by James Early in rebutal 

of the "satisfactory" profits analysis. 

(1) A study of management literature has revealed 

the frames of reference and mores of advanced business 

management. Evidence shov/s that their drives are always 

tov/ard the better and frequently the best, not just the 

good. 

(2) His questionnaire study mentioned in the third 

chapter of this paper reveals similar evidence. 

(3) There is the rapidly growing use of economists, 

market analysts, management consultants, and other special

ists v/hose main function is to help the firm reduce costs, 

find superior methods, choose the most profitable alterna

tive, and uncover nev/ profit opportunities. 

(4) Tliere is a rapidly grov/ing use of analytical 

^^George Katona, Psyxholo-ncai Analysis of Economic 
iiehavior (New York: McCrrav/--Hiri Bool: Company, 1951), p. 
197. 
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and managerial techniques that both stina:la:.e and assist 

the business firms to find the least costly v/ays of doing 

things and the most profitable things to do.^4 

Secure _Prgfitj2. 

The above title snĝ ;oots an analysis similar to that 

of satisfactory profits. This is not far from the truth. 

The tv/o analysis are practically the same, but v/ith differ

ent names. The "secure" profits analysis is separated 

because of some of the unique ideas offered by its pro-

claimer, K. W. Rothschild. 

It is his idea that economists have tried to sabordi-

nate security to profit maximization by postulating that it 

is long-run profits that are to be maximized. Due to un

certainty about the future, cost and revenue curves cannot 

be extended far enough to justify that explanation.*^5 

Too, Rothschild contends that price theory has been 

too preoccupied with cases v/iiere numbers are largo--be it 

a perfectly or monopolistically competitive market—or 

v/here a complete monopoly exists. In these cases the prob

lem of security does not arise. For the absolute monopolist, 

security against competitors is part of the definition; 

and for the small competitor, the market conditions are such 

^4james S. Early, "Developments in Econoriic Theory", 
American Economic Review, XLVH^(May, 1957), p- 333-334. 

^^K. W. Rothschild, "Price Theory and Oligopoly", 
•gĵ pnomic Journal, LVII (September, 1947), p* 308. 
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an overv/helming force that he alone cannot do an/thing to 

safeguard his position. He only can i.-ke full use of every 

opportunity as it comes up.66 

In an oligopolistic market or a duopoly, security 

becomes an iaportant factor to consider. Here is both the 

desire for achieving a secure position as well as tho pov/er 

to act on that desire. Econo:.iic theory has been able to 

ignore this presence of the secu.rity factor in oligopoly 

and duopoly because some of the most conspicuous actions 

motivated by the desire for maximum security are identical 

v/ith actions aiming at maximum profits.̂ ''' 

V/hat exactly is this level of secure profits? It is 

that level v/hich allov/s the firm to entrench itself in as 

secure a position as possible, and-~should the opportunity 

arise—to launch an offensive into rival territory. The 

oligopolist's price v/ill thus allov/ him to hold his ov/n 

both vis-a-vis existing and potential rivals and vis-a-vis 

the customers. In normal periods the price '.uist not be so 

low that it provokes retaliations from the competitors, 

nor so high that it encourages new entrants, and it must be 

'.v'ithin the range '-./hich v/ill maintain the goodv/ill of the 

customers.6^ 

67ibi._d. , p. 309. 

^^Ibid., p. 310-311 
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Plant Design 

As was illustrated in part II of this paper, the 

least cost point in the theory of the firm is at that level 

of output v/here average costs are at a mininam. At this 

point the average cost curve is cut from the bottom by the 

marginal cost curve. The average cost curve is declining 

until this point is reached, and the marginal cost curve lies 

belov/ the average cost curve. 

V/. J. Eitem̂ an has done some investigation in this area 

of the traditional theory and has come up v/ith some 

conclusions that have definite implications concerning 

profit maximization.69 Traditional theory assumes this 

least cost is reached far to the left of capacity output, 

making it possible for the marginal cost curve to cut the 

marginal revenue curve at the most profitable output. This 

is illustrated in Figure 10. Under these cost and demand 

conditions, the most profitable output v/ill be at 0A.70 

Yet Eiteman's stvidies of plant construction reveal 

that engineers design plants so that the least cost point 

is attained at capacity output. This enables the variable 

factors to be used m.ost efficiently vyhen the plant is 

operated close to capacity.'^! This is the conrlition por-

69v/. J. Eiteman, ''Factors Determining th.e Location of 
the Least Cost Point", American Economic Revî U'/, XXXVII 
(December, 1947) p. 910-918. 

70Ibid, 

'̂ llbid. 
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Scale of OutDut 

Figure 10. Cost aa.d revenue functions in a 
theoretical olrrt design. 
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trayed in Figure 11. 

As is shov/n, output cannot be exprvded any further 

and marginal cost is less than ir̂ arginal revenue. Elteman 

concludes that theorists have tv/o choices. They may aosu!:ie 

that the efficiency of the vari.-ble factor is normally 

greatest long before capacity production is reached. In 

this case profit maximization is still possible. V/ith 

equal justification they may assume that the efficiency of 

the variable factor is customarily greatest at or near tho 

point of capacity output. In this event, businessm.en do 

not determine their scale of output by reference to margin.il 

cost and marginal revenue at all. They simply produce all 

they can sell.'̂ ^ 

Uti1ity-Index Analysis 

Benjamin Higgins grants the possibility of profit 

maximization in the purely competitive and monopolistically 

competitive m̂ arket structures, but he finds there is no 

necessity for profit in.ixiiii.ization in the non-competitive 

market structures. Under these conditions the entrepreneur 

has a margin with v/hich to v/ork and v/ith v/hich to satisfy 

'iesires other than profits. He then classifies three dif

ferent desires: those desires v/hich induce the entrepre

neur to consciously fall short of the output v/hich maxiaizea 

profits, those v/hich induce him to .[Co beyond tl it output, 

72lbid., p. 913. 

http://margin.il
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Scale of Output 

Figure 11. Cost and revenue functions of 
nlant design in Reder's studies. 
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and those wMch induce hi. to .tay .:..-. he is, on whatever 

side of the profit maximization output ho .-.ay be.V3 

In the first tv;o categories, no ,n,.,x.nt of hdct-.r-

minacy exists provided the relative strength of tho various 

motives are knovm. In Fj.-ures 12 pnH n „„,•*.„ *• 
i..,,uii,t> i.̂  ana l_i units of commodity 

are measured on the X-axis and units of money on the Y-axis. 

The total profit curve is found in each case by subtracting 

total cost from total revenue for every output. Each out

put also implies a certain price for the commodity and a 

certain expenditure of time and energy by the entrepreneur, " 

as v/ell as certain expectations v/ith regard to government 

and labor activity, etc. There v/ill be a definite function

al relationship betv/een output and each of these. All 

three curves mentioned are "ex-ante" curves. The dotted 

lines are indifference curves of the entrepreneur between 

income and output, with all the accompanying factors v/hich 

are implied by given outputs. 

In Figure 12 the case is depicted of entrepreneurs 

for v/hom the motive stimulating increases in output is. 

dominant. The equilibrium point v/ill be the point of 

tangency of the total profits curve v/ith an indifference 

curve. This point is at E 1 and is to the ri5:;ht of E, the 

point of maximum profits. 

Figure 13 is the case v/here motives tending for res

trictions in output are doiinant. Equilibrium is at E 1 , to 

'•^Benjamin Higgins, "Elcmouts of Indetorni Inancy in the 
Theory of Non-Perfect Competition", ivierican Econo lic Re-
view, XXIX (September, 1939), p. 476-479." 

'.A'nvaac:̂ . riix/.V) 

£^^^^%:. 
I.. 
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Figure 13-. Curves for v/hich the motives stimu
lating decreases in output are dominant. 
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the left of the profit meximizing point at E. 

Thus, v/e can determine the equilibrium level of out

put provided v/e know the shape of the total cost and tot;.l 

revenue curves and the entrepreneur's indifference curves. 

V/hatever may be the difficulties of getting the former, 

the difficulties of getting the indifference curves are 

clearly great, ̂ 4̂ 

Even greater difficulties are apparent v/!ien v/e con

sider the third classification of motives (those v/hich induce 

the entrepreneur to stay v/here he is). V/e may know the shape 

of the total cost and total revenue curves and the shape of 

the indifference curves, but the marginal cost and marginal 

revenue curves may not intersect v/ithin the given range. 

The entrepreneur may stick to his oi'iginal output from 

sheer uncertainty and unv/illingness to toke chances. In 

this case, v/e are unable to show the equilibriimi output un

less v/e knov/ the scale of output at which the operations 

v/ere begun.75 

Higgins admits that the desire for profits is one of 

the motives of businessmen. Yet, if v/e are ever going to 

be able to determine the equilibriu!n level of output, v/e 

must also know all the motivations of entrepreneurial be

havior. He offers no evidence of th.e nature of this behav-

'̂ 4_ibĵ d. 

7^Ibid. 
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ior himself. He onlv ô r--̂  .̂  .-i ^ , 

-^ only sug^eots that further em-i.rical in

vestigations need to be conducted.'^^ 

Iĵ ^̂ ^̂ l̂gi:̂ ili>Liind V/^^ Detor-.:ln;d̂ lqn 

R. N. Anthony, after observing business operations 

and reviewing business literature, has become more aod ;,:ore 

dissatisfied v/ith the profit maximization hypothesis. He 

notes several business practices which he feels are incom- |X' 

patible v/ith profit maximization. Some of t}a:se are pre

sent methods of cost accounting, separation payments to 

discharged empJoyees, capital budgeting practices, and the 

lav/ns around the plants.''̂ '̂  

He feels businessmen do not maxinize profits because 

it is too difî îcuit and too immoral. To maxifiio-.e profits 

means a businessman must keep v/ages and fririge benefits 

dov/n, get the last possible dollar out of the cnstc ler, 

give him the lov/est qu.ality good he can got av/ay v/ith, and 

disclaim any respon;3ibility to the comnunity.'^^ 

F.ro;n the ansv7ors recoivo(.i in a questior'naire sent to 

5(^ southern concerns, R, A. Lea tor has found sorae bu..n".ness 

practices v/hich are not marginalistic in character.'^^ To 

76ibid. 

"/'^R. N. Anthony, "The Trouble Vfith P r o f i t i laxlmlza-
t i o n " , l iarvard Biî ^fnoo,:? Roj/iew, XXXVIII (Moveviber and 
December," 19o0) , p . "130-131. 

'^^IMA'i P* 134. 

'̂ R̂. A. Lester, "Shortcoriin;^ of I'!->i'K;inal Analysis frr 
•/age Soiployment Problems", Amorican Econooic Review, XXXVI 
(March, 1946), p. 64. 

X 
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begin with, the replies indicate that th 3 v;oge level or 

changes in the wage level are no more iviportant in deter

mining a firm's employment than the level of non-labor 

costs and changes in non-labor costs. Also, of the three 

adjustments stressed by the businessmen to meet a rise in 

wages relative to those paid by competitors, tv/o--better 

management practices and increased sales effort--are neg

lected by conventional marginalism. Yet, the adjustment 

stressed by marginalists—curtailment of output--is con

sidered so unimportant and exceptional as to be mentioned 

in only one out of every eleven replies.^^ 

Lester also contends that the problems involved in 

applying marginal analysis to the multi-process operation 

of the modern firm seem insuperable, and business execu

tives rightly consider marginalism impractical as an oper-

ating principle in such manufacturing establishments."-^ 

%bid., p. ^1-^2. 

^^Ibid. 



CHAPTER VI 

V̂. Vl'K'NATIVE THEORIES 

The fine line he-. \oen an alternative theory and just 

another modification v ^he profit maxii lization hypotliesis 

is a fine line indeed. Distinguished in this chapter are 

some theories in whic'' r'^^fit continues to pay a role, but 

a role that is subordi"^'te to some other variable. 

1'' • v̂ .?iiSii?l:_?liepri_e3 

Homeostasis 

Homeostasis is .•< • endition of stability in the bodies 

of highly evolved aniii'-"''̂ - These living beings tend to 

maintain their ov/n phy.^ >'^logical constancy or stability. 

Certain adaptive respr''^'-'^ ^^ stimuli occur v/hich tend to 

bring the homeostasis ''-^^Q -''-"t̂  being when the body is dis

turbed. Thus, the bo-t/ 'establishes homeostasis equilibrium, 

and certain changes t/'i •• P^-ce when homeoatasis is disturbed 

v/hich tend to bring al'""'' -̂̂ '̂'̂  return. 

Kenneth Bouldinr has borrov/ed this concept from pliysi-

ology and has applied i'' ̂ o the firm.^3 He develops the 

idea of a "homoostasia -'̂  the balance sheet". The behavior 

of the firm is seoa aa '' reaction to changes in its balance 

sheet structure, desi/--'' ^o restore the balance shoot com-

^ % . B. Cannon, v .o^i^isdom of . the ^^ (Now Yor 

W. VI, Norton Company, :, o7, 1939"]", "pVy^. 

^3Boulding, op. ' ̂ ^:- P- ^5-'^-^ 
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position to its -.U;.al" value. For exan.ple, sales of 

product result in a distortion of the bal.ucc chê .t. in

creasing cost at the expense of inventory. To restore 

the balance sheet to its previous value, there r.ust b. a 

production of product to replace the inventory lost by 

sale. This production diminishes cash, v,-hich must also bo 

replaced, and so on.'-'̂  

What is this "ideal" composition of the balance 

sheet? Boulding believes that it is at this point that 

profits come into the picture, rnere v/ill be some lov;er 

limit of profits below v/hich a control mechanism will 

operate. There may also be an upper limit, above v/hich 

the firm may take life easy and not bother about profit-

increasing activity. Somev/here around this range profits 

are at a maximum. The theory of profit maximization 

assumes that the upper and lov/er limits of toleration coin

cide at the point of maximum profits. Boulding feels that 

this is not likely to be realized, but it is a special case 

of this more general theory.'̂ -̂  

The homeostasis theory has not attracted much atten

tion. Nordquist advances a possible explanation. Although 

Boulding begins more "realistically" by defining equilibrium 

in a v/ay consistent v/ith the kind of information business 

managers usually possess, the solutions usually turn oat 

^̂ ^̂ Ibid. , p. 40. 

^^Ibid. 

.-i • * ^ - . 
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to be hopelessly indeterminate. V/hen the problem is finally 

narrowed down to a contest between equilibrium and realism, 

the latter is almost sure to lose.^^ 

Viability 

The viability analysts begin with the fact that some 

firms do survive for long periods of time, and from this 

point they move backward to examine the variety of causal 

chains which might bring about this result. They have found 

tv/o general ways in which a firm, operating under uncertain

ty, may survive or remain viable in the long run. A firm 

may either be adopted by the environment, or it may adapt 

itself to the environment. ' These two possibilities war

rant further explanation. 

A firm may, through no effort on its ov/n part, be 

adopted by its environment in the same way that plants are 

adopted v/hen they by chance locate in the right place at 

the right time, or when they adjust to a situation that they 

do not even know exists. It is not necessary for the entre

preneur to be properly motivated or have an excellent pre

dictive sense for his firm to survive. All that is 

necessary is that the firm "happen" to act properly and 

^^Gerald L. Nordquist, "The Breakup of the Maximiza
tion Principle", Quarterly Review of Economics and Business, 
V (Fall, 1965), p. 45« 

^7A. A. Alchian, "Uncertainty, Evolution, and Economic 
theory", Journal of Political Economy, LVIII (June, 1950), 
?. 214.' 
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then be selected by the environment.^^ 

By imitating what appear to be the most successful 

firms in the industry, an enterprise can "adapt" itself to 

its environment. The firm v/ill follow certain behavior 

patterns, such as conventional markups, price follov/ships, 

orthodox accounting and operating ratios, and proper adver

tising. Another method of adapting to the environment is 

the trial and error method. By experimenting a firm may 

hit upon an action which is compatible with the surrounding 

economic environment and thus survive.^^ 

Michael White offers a rather weak criticism of this 

analysis based on his understanding of the American person

ality. He submits that American mores place a premium on 

being on a v/inning team, or at least one that is above 

average. "Who wants to be associated with 'just another 

firm' that seeks only to survive?"9^ 

McGuire is unhappy with both of the biological theo

ries, because they omit the impact on the environment of 

the deliberate and purposeful actions of human beings. 

They stress the effects of the environment upon the activi

ties of businessmen but neglect, completely or partially, 

the notion of the entrepreneur as a planning, motivated. 

S^ Ibid. 

^9ibid., p. 21^. 

90;^ite, o£. cit., P- 190-
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acting entity.91 

Preference-Function 

To understand Papandreou's preference function 

analysis, one must understand his concept of the firm. He 

viev/s it as an organization. An organization is a system 

of consciously coordinated activities or forces of two or 

more persons. It is not a group of persons but an action 

field—a system of consciously interdependent actions of 

two or̂  more persons. These persons are not regarded as 

belonging to the organization as physical, biological, and 

psychological entities but only in their functional as

pects.^^ 

There are three requirements for an organization: 

persons must be willing to contribute activity to the 

system; they must share a common goal; and deliberate com

munication must be possible and present.93 

The executive administrator is a kind of cummunica-

tions center. He informs the participants of one another's 

strategies so that the cooperative goal can be reached. He 

also wields authority over the participants. This way his 

communications become authorative in that the recipient 

9lMcGuire, o^. cU.. , p. 107. 

92A. G. Papandreou, "Some Basic Problems in the 
Theory of the Firm", A_SurveX-0^ Contemporary Economics, 
Gd. B. F. Haley (Homewood, Illinois: Richard D. Irwm, 
Inc., 1952), II, p. 1^5. 

93Ibid., p. 1^6. 
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accepts them as detprrr-;̂ -; 

de.ermmxng his choice of action without any 
deliberation on his own oart TV, • • . 

own part. This is important because 
it keeps the operative"! f,̂„ i 

peratives (people working for the firms) 
desires subservient tn tk„ 

vient to the executives. In other words. 
the operative substitutes the preference svstP,. . 

I'i cxtii fcince system communica
ted to him by the exppiii--i,r« -p u-

y ne executive for his own personal preference 
system.94 

Papandreou notes that in large, complex firms the 

executive process is decentralized throughout the organiza

tion. Thus, a peak coordinator is used to coordinate all 

the executive tasks so as to maximize the preference system 

of the organization.95 

The preference system accepted by the peak coordina-

tor as that guiding the firm's behavior is regarded as 

being a resultant of all the influences which effect the 

value premises of enterprise strategy selection. In other 

v/ords, the peak coordinator is influenced not only by 

internal factors (those within the organization) but also 

by the external factors (stockholders, government, labor 

union, financial groups, etc.).^^ It is thus Papandreou's 

suggestion that one substitute the general preference 

function for profit maximization.^'^ 

94rbid., p. 1^6-1^9. 

^^Ibid., p. 190. 

96Ibid., p. 204. 

97lbid., p. 211. 
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Papandreou's v/ork has been criticized as being so 

general and so elastic that it is incapable of producing 

a meaningful and refutable hypothesis.9^ 

Behavioral Thpnr^ 

Burdened v/ith a growing dissatisfaction v/ith the 

present theory of the firm, Richard Cyert and James March 

set out to develop a new theory—a behavioral theory-to 

deal with today's large, multi-product concern operating 

under uncertainty in an imperfect market. Their theory 

takes the firm as its basic unit, the prediction of firm 

behavior with respect to such decisions as price, output, 

and resource allocation as its objective, and an explicit 

emphasis on the actual process of organizational decision

making as its basic research commitment.99 

Only one area of their theory is pertinent to this 

thesis—that pertaining to organizational goals. A theory 

of organizational goals should consider hov/ goals arise 

in an organization, hov/ they change over time, and how the 

organization attends to them.^ 

According to Cyert and March, people (i.e., individu

als) have goals; collectives of people do not. Thus, in 

order to define a theory of organizational decision-making, 

9%ordquist, ££. £it_. , p. 44. 

99cyert and March, OJQ. cit., p. 19. 

IQQibid., p. 21. 
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one needs something analogous-at the organizational level-

to individual goals at the individual level. This is done 

by viev/ing the organization as a coalition of individuals. 

In a business organization the coalition members include 

managers, workers, stockholders, suppliers, customers, 

regulatory agencies, lav/yers, tax collector, etc. Over a 

specified period of time one can identify the major coali

tion members, and for a particular decision one can identify 

the major coalition members.-^^1 

A basic idea of the coalition is that the individual 

participants have substantially different individual 

goals. Thus, an organizational theory must deal success

fully v/ith the obvious potential for internal goal conflict 

inherent in a coalition of diverse individuals and 

groups.^^^ 

Given this view, these goals are seen as constraints 

on business behavior. These constraints are relieved by 

making side payments (v/ages) to the participants to induce 

them to conform to the entrepreneur's goal.^ ̂  

From their studies of organizational goals, Cyert and 

March draw three conclusions. First, agreement on goals 

is usually agreement on highly ambiguous goals. Secondly, 

there is considerable disagreement and uncertainty about 

lOllbid., p. 26-27. 

IQ^Ibid. 

I03ibid., p. 29. 
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sub-goals. Organizations appear to be pursuing different 

goals at the same time. Lastly, most organization ob

jectives take the form of aspiration levels rather than 

an imperative to "maximize" or "minimize" and that aspira

tion levels change in response to experience.104 Organi

zational goals are inconsistent. They change over time and 

are multiple rather than single. Thus, in their model, 

five major goals of the firm-production, inventory, sales, 

market share, and profit—are identified and isolated. 

Most importantly, they find that these goals are satisficing 

rather than maximizing constraints.1^5 

Sales Maximization 

One of the more famous of the alternative theories 

is William Baumol's sales maximization model. The terra 

"sales" refers to the total revenue obtained by the firm 

from the purchases made by its customers, not to the number 

of physical units of one of its products v/hich has been 

sold.106 

Why are businessmen concerned with sales? Customers 

may shun a product if they feel it is declining in popular

ity. Banks and the money market are less receptive to the 

desires of a firm whose absolute or relative sales volume 

lQ4ibid., p. 2^. 

105lbid. 

I'^^illiam J. Baumol, Business Behavior. Value, and 
Growth. (New York: MacMillan Book Company, 1959), p. 45. 
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is declining. A firm v/hose sales are declining is in danger 

of losing distributors, and personnel relations tend to be 

more difficult when firing, rather than hiring, is the 

order of the day. Too, the personal interests of the mana

ger induce him to maximize sales. Executive salaries 

appear to be far more closely correlated with the scale of 

operations than with profitability.107 

Baumol describes his evidence of the strength of 

this motive as "impressionistic". 

Surely it is common experience that v/hen 
one asks an executive, "How's business?", 
he will ansv/er that his sales have been 
increasing (or decreasing) and will talk 
about his profit only as an afterthought, 
if at all.108 

The model characterises the oligopolist's objective 

as sales maximization subject to a profit constraint.• 

How does one determine the level of this profit constraint? 

In practice, it is to be high enough to provide competi

tively acceptable earnings to stockholders while leaving 

enough over for investment in future output expansion at 

the maximum rate which management considers safety market

able. 1^9 

In Figure 14, one sees two possible types of equil

ibrium: one in v/hich the profit constraint provides no 

107ibid., p. 46-47. 

lO^Ibid. 

109lbid., p. 53. 
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effective barrier to sales maximization, and one in v;hich 

it does. The total cost, total revenue, and total profits 

functions are as indicated. 

The profit and sales maximization outputs are OQp, and 

QQs respectively. If the minimum required profit level 

is OPi, the sales maximizing output OQg provides plenty 

of profit, and that is the amount it behooves the sales 

maximizer to produce. But if the producer's required 

profit level is OP2, output OQs will not do since it yields 

only Qs^s profit. Instead, output must be reduced to level 

OQc, which is just compatible with his profit constraint.HO 

The profit-maximizing output is usually smaller than 

the one which yields either sales maximum OQs or OQ^. For 

if at the point of maximum profits the firm's marginal 

costs are positive, an increase in output increases total 

sales revenue because marginal revenue must also be posi

tive at that point if it is equal to marginal cost. There

fore, if at the point of maximum profit, the firm earns more 

profit than the required minimum, it behooves the sales 

maximizer to lov/er his price and increase his physical 

output.-̂ -̂ -̂  

Due to the peculiarities of his market structure, 

the oligopolist tends to plan his competitive strategy 

i iQ ib id . , p. 55-56. 

llllbid. 
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P2 

Pi n 

0 Output 

Figure 14. Baumol's sales maximization model. 
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more In terms of advertising outlay, production modifica

tion, and special services. Baumol considers here only the 
advertising budget. 

The horizontal axis in Figure 15 represents the mag

nitude of advertising outlay, and the total sales (revenue) 

and total profit are measured on the vertical axis. In 

drav/ing the total revenue curve, one assumes, as most bus

inessmen do, that increased expenditures on advertising can 

always increase physical volume, although after a point, 

sharply diminishing returns may be expected to set in. This 

means total revenue must vary with advertising expenditures 

in precisely the same manner. For unlike a price reduction, 

a ceteris paribus rise in advertising expenditures involves 

no change in the price of the good sold. Hence, v/hile an 

increase in physical volume produced by a price reduction 

may or may not increase dollar sales, depending on v/hether 

demand is elastic or inelastic, an increase in the volume 

brought about by increased advertising outlays must alv/ays 

be accompanied by a proportionate increase in total reve

nue. 

The 450 line is able to transfer data on advertising 

expenditure from the horizontal to the vertical axis (i.e., 

advertising outlay OA is equal to AK). The other costs of 

the firm (OC) are taken to be independent of the level of 

advertising. They can thus be added vertically to the ad-

^^^Ibid., p. 59-61. 
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Dollars 

Advertising Outlays 

Figure 15. Competitive strategy in terms of 
advertising outlay. 
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vertising cost curve (450 iinp\ ^̂v.̂/̂v. « o 
\^:> line; v/hich produces the line 

CC. which depicts the firm's total costs as a function 

of advertising outlay. Subtracting these total costs from 

the level of dollar sales at each level of advertising out

lay, one obtains the total profits curve Ppl.113 

The profit maximizing expenditure is 0A„ at which PpJ-

attains its maximuir...M. If, on the other hand, the sales 

maximizer's minimum acceptable profit level is OPi, the 

constrained sales maximizing advertising budget level is 

OAc.ll^ 

R. L. Sandmeyer criticizes Baumol's model because 

Baumol fails to consider the case where the firm changes 

price along with the advertising budget .•'••̂^ 

In Figure 16 advertising outlay is measured on the 

horizontal axis and total revenue on the vertical axis. 

The revenue functions (R) are derived by assuming a given 

price and then varying advertising outlay. As a result, 

there is a different R curve for each of the assumed prices. 

The advertising and total cost lines are the same as 

Baumol's. There is also a different profit curve for each 
116 

R curve given these cost condi t ions . 

113Ibid. 

^^4 ib id . 

^^^R. L. Sandr.ever,. "Baumol's Sales Maximization 
Model: Comment", Ar.erican Economic Review, LIV (December, 
1964), p. 1073-^0. 

116lb id. 
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Dollars 

m 

0 AO AO' AO " 
Advertising Outlay 

Figure 16. Competitive strategy in terms of 
^ advertising outlay and price. 
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Given the minim..„ profit level of Pm it . K • 

v̂cj. oi rra. It 13 obvious 
that there are several nos-lhio . 

ai possible constrained output levels 
as depicted bv thp ^r^^rr^•r.•h^ • 

y the advertising outlays of AO, AO', and AO". 
In order to determine the constr^inoH . 

constrained output equilibrium, 
Sandmeyer develops a model whiVV, oii 

F moaei which allov/s price, advertising 

outlay, and product output to change. From this it is 

possible to determine the advertising budget and price which 

determine the sales maximizing output, given the fact that 

revenue must cover advertising and other costs plus the 

minimum acceptable profit level.H^ 

This model is shov/n diagrammatically in Figure 17. 

The limitation that the firm will maximize sales revenue 

as long as the revenue covers advertising and other costs 

plus the minimum acceptable profit level is illustrated 

by the line C+Pm. These lines will shift upward at a con

stant rate once advertising outlay is introduced.H^ 

If advertising outlay is zero and costs plus minimum 

acceptable profit level is 0^+?^, then the firm is able to 

maximize revenue by producing output QQ at a price of 

QOTO/QO' The revenue exceeds Co+Pm by the amount TQV . 

The firm can increase sales revenue by increasing advertis

ing outlay and price. One now moves to the total revenue 

curve which is the result of one unit of advertising 

(labeled A=l). The costs plus minimum acceptable profit is 

ll'^Ibid. 

ll%id. 
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D o l l a r s 

Co+Pm 

0 Qo Q1Q2Q3Q4Q5 Quantity 

Figure 17 Shifting revenue functions with 
changes in advertising outlay and 
price. 
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C.+Pm* The firm can maximize revenup h^r r̂r,̂^ • ^ ^ 
icvenue Dy producing output 

Ql at a price of QiTi/Qi. At outnni- n-. J- ^ ^±^1/^1* /iu output Ql, revenue exceeds 

Cl+Pm by TiVi. Since profits are still in excess of the 

minimum required, the firm once again increases advertising 

and price. The oligopolist continues in this manner until 

a maximum revenue is attained which is just equal to total 

costs (advertising and others) plus the minimum acceptable 

profit. In the model shown in Figure 17, this output occurs 

at a level of Q5 v/ith a price of Q5T5/Q5 and an advertising 

outlay, of five units. Thus, one finds that Q5 is th^ con

strained output equilibrium.119 

Reverting back to a model very similar to Baumol's 

(see Figure 15), Sandmeyer presents his model without the 

assumption of a given price in Figure 1^. A revenue of Ri 

is attained with an advertising outlay of one unit, at out

put of Ql (see Figure 17), and a price of QiTi/Qi--and so 

120 
on for R2, R3 , R4, and R5. Here one can see again that 
the constrained output equilibrium is at five units of 

advertising. 

At various points in Sandmeyer's article, it appears 

that his criticisms are advanced in a rather "cutting" tone. 

Baumol rises to the occassion with an equally "cutting", 

yet brief, reply. 

Professor Sandmeyer has done a fine job 
of draftsmanship and has shown ably how 
price and advertising outlay are to be 

119lbid. 

120ibid. 
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Dol lars 
TC+Pr 

0 2 3 4 
Advertising Outlay 

Figure 1^. Sales maximization model with 
changes in advertising outlay 
and price. 



the very ̂  obvious mutill int^rde^^r^l^nce 
decisions^"^ p ^ ^ f ^ ""^ adverti^i 'r 
despite thP rl l^^t^ '̂ '̂  ^ position 
dln?e ?^ t L f'^ ^^^^ ^^is interdepend-
points ?nfr^^^ '^ ^^^^^1 ^̂  several points m the chapter of my book at 
thou^ht%^\'\''^ ^^^ criti^ism?^ fhad 
thought that by now a partial analysis 
IL^l^t ^"^ accepted and permissable 
expository simplications.121 

Baumol himself offers two modifications to his model 

in an article written three years after his theory was 

first published.122 

To begin with, he feels maximization of the rate of 

fi^Q^4 o^ sales revenue, not the current level of sales, 

is a somewhat better approximation of the goals of many 

management groups in large firms. For example, most com

pany publicity materials seem to emphasize the extent to 

which the firm has "progressed" rather than the sheer mag

nitude of its current operations.1^3 

His second modification deals with the nature of the 

profit constraint whose definition in the original model 

left him uncomfortable. Now, rather than being viewed as 

121w. J. Baumol, "Baumol's Sales Maximization Model: 
Reply", American Economic Review, LIV (December, 1964), p. 
10^1. 

122w. J. Baumol, "On The Theory of Expansion of the 
Firm", /imerican Economic Review, LII (December, 1962), p. 
107^-1037: ~" 

123ibid., p. 10^5-10^7. 
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a constraint, profit hponmce ^^ • 

P oiiL cecomes an instruinental variable—a 
means whereby management works toward its goals. It is 

a means for obtaining thp oani+-̂ i ^^ j j ̂  

i-LUî  ̂ ne capital needed to finance expan

sion plans. Capital is raised both by direct retention of 

profits and by the payment of dividends to induce outside 

investors to provide funds to the company. Beyond this 

point, profits compete with sales. The lov/er prices and 

higher marketing outlays necessary to promote sales cut 

into profits. Conversely, too high a level of profits re

duces the magnitude of the firm's operations. Too low a 

level of profits can prevent future grov/th. The optimum 

profit stream is the intermediate one consistent v/ith the 

largest flow of output (or rate of growth of output) over 

the firm's lifetime.124 

Tom Kim, again using empirical evidence, introduces 

his cost curve analysis in an effort to show that sales 

maximization and profit maximization are very nearly the 

same thing.1^5 

If one accepts some empirical evidence on the cost 

conditions of oligopolistic firms, the cost curves of the 

typical oligopolist might look like those shown in Figure 

19. Up to OQi total cost is rising at a decreasing rate; 

average cost is falling and marginal cost is below average 

cost. From OQi to OQ2 total cost is rising at a constant 

124ibid. 

125Kim, 0£. cit., p. 13 
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Figure 19. Empirical cost conditions of some 
o l i g o p o l i s t i c f i rms. 

r^ V 



rate and is tangent to a line dr̂ T.n p 
m e drawn from the ori;̂ in. In 

this range, marginal cost is eoual tr. 

equal to average cost, and both 

are constant. Beyond OQ, total cost is rising at an in 

creasing rate as the firm approaches capacity and both 

marginal cost and average cost are rising rapidly.126 

The range in which the oligopolist will produce is 

bounded by OQ, (the point at which average cost and margi

nal cost begin to rise rapidly) and OQ^ (v/here total cost 

and total revenue are equal and average cost equals price). 

If the firm is interested in profit maximization, the 

oligopolist produces at OQ3 (between OQ, and OQ4) where 

marginal cost equals marginal revenue. If the firm is 

interested in sales maximization, the oligopolist produces 

some quantity between OQ, and OQ4. These output decisions 

are shown in Figure 20.127 

Both sales and profit maximization place the firm's 

output decision within the narrow critical range between 

OQ2 and OQ4. Since the profit maximizing output of OQ3 lies 

between OQ, and OQ4, the range of error on either side of 

OQ3 is reduced even further. V/hether the firm tries to max

imize sales or profit, the output decision is essentially 

the same. Maximization of sales leads to maximization of 

profits.1^^ 

I26ibid., p. 5-12. 

I27lbid. 

l^^Ibid. 
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Maiy^itjj^Position and •',,• ̂  ""̂  
~^^^-^2il^intenanc^_of^^^ 

In a particularly rigorous article, W , coo 
., ^ . >̂ v. J. Cooper pro 

poses that It would be worthwhile to explore ̂ h 
. explore the possibil

ities of introducing control and liauU^^. 

^na liquidity considerati 

.ore fully into the theory of business behavior.129 

at'ielsf Its lLTri'J'ol\t.Tr'''^ ^-

the\heory^^^f t\̂ rb"usi e^^f ^„1^^^,^-^ 

of cost^'^nH^H^^ elaborate paraphernalia 
01 cost and demand curves serves as the 
foundation of analysis. Profit maxim?! 
zation reigns supreme. In the other case, 
this apparatus disappears. Attention 
IS locused on balance-sheet position, 
and primary emphasis shifts to liquidity 
(reserve maintenance) considerations as 
a means of meeting equity commitments 
(deposits). 

It seems fair to assume that a more gen
eral theory of the firm, whether of the 
bank or business variety, v/ould involve 
both balance-sheet and profit consider
ations. Moreover, control considerations 
need to be built into the theory. After 
all, the entrepreneur is not interested 
in maximizing profits per se. It is his 
profits that he seeks to maximize. Loss 
of control in the pursuit of profits may 
succeed only in maximizing someone else's 
profits....130 

Cooper's main concern appears to be with liquidity 

considerations in a firm's decision making. The decision 

129T^^ V;. Cooper, "Theory of the Firm: Some Suggestions 
ôr Revision", American Economic Review, XXXIX, (December, 

^949), p. 1204-1222. 

l^^Ibid., p. 1207. 



attention oscillates between profit r. •. ^^ 
Proiit considerations and 

liquidity considerations.131 

By reference to Figurp ?i 
figure 21, one might grasp a little 

easier the position Cooper advances. 

Inthiscase, the profit curve, P, and the liquidity 

curve, M, are drawn on the opposite sides of the curve of 

desired positions, F. Thus, P is more than satisfactory 

(at a given output) and indicates further expansion while 

M is less than satisfactory (at a given output) and indi

cates contraction. At q(to)132 ^he level of liquidity 

attained is satisfactory at the output level indicated by 

the arrow A; the profit level is that indicated by the 

arrow B. The two opposing forces then yield a compromise 

solution indicated by the arrow AB for output level q(to+l), 

Output is expanded. The process might be described as the 

profit force proving relatively more powerful than the 

liquidity force and hence resulting in expansion.1^3 

At the new output level, q(tQ+l), the strength of the 

forces is reversed. C, the liquidity arrow, is now longer-

than D, the profit arrow. The firm thus contracts in an 

attempt to restore its cash position, as indicated by the 

arrow CD. Having achieved a high enough level of profit, 

the profit drive is v/eakened since the opportunity for 

l^lfbid.. p. 1209. 

•'•^^Quantity of output in the initial time period. 
"loo 

Cooper, ££. cit. , p. 1215-1216. 
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Figure 21. Decision making under profit and 
liquidity considerations. 
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larger profits decreases relatively while the incentive 

toward increased liquidity is strengthened. Liquidity 

considerations have become dominant. Thus, the firm pro

ceeds by oscillating movements to a point v/here the oppos

ing forces exactly cancel. Upon displacement the oscilla

tory process again occurs.134 

At first glance one might question why the profit and 

liquidity considerations must be on opposite sides of the 

desired position, always with their desired positions 

moving inversely to each other. Cooper asserts that this is 

what traditional theory implies. At least in the neighbor

hood of the desired position the cash position and profit 

position move inversely.135 

The consideration of loss of control is nov/ intro

duced. Cooper believes the concept of control loss through 

an unsatisfactory profit position can be fairly handled 

within the theory of the firm. It is the control loss 

through an unsatisfactory liquid position that presents the 

most difficulty. A model is developed to bring these vari

ous features together.13^ This is done in Figure 22. 

The profit and cash positions, P and M, are plotted 

along the horizontal and vertical axes. On the opposite 

134ibid. 

135Ibid. 

1361bid., p. 1219. 

( 
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Figure 22. Risk of control loss through 
unsatisfactory profit and liquidity 
pcsitions. 
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axis is plotted risk of control loss through P and M 

which are assumed to decrease (increase) as P and M increase 

(decrease). The q̂^ and q, curves represent various com

binations of cash and profit positions which can be obtained 

for a fixed output position. The diagram is plotted so that 

q, is greater than q^ so that the larger subscript indicates 

the larger output.137 

The I curves represent indifference curves which des

cend in level proceeding outward from the origin. Thus, I^ 

represents a lower level of indifference than ^2''^'^^ 

Assume the entrepreneur finds himself at point G on 

q]_. By changing his price and payment policies, the entre

preneur can move along q-ĵ  and thus move to higher levels of 

indifference. The highest level he can achieve with this 

output is PQ, MQ, where q-|_ is tangent to I^, and which may 

thus be labeled a point of equilibrium. However, this is 

an unstable equilibrium since the slightest displacement 

along Ii allows the entrepreneur to move along a new, and 

greater, q curve, to an even higher level of indifference. 

At the point of intersection v/ith q,, for example, the en

trepreneur may then move along q, to I,, and so on, until 

he reaches the maximum possible level of indifference which 

his own operating conditions and risk preferences make pos-

137ibid. 

13^Ibid. 
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sible. The E curve thus becomes a sequence of equilibrium 

points. As output expands, movement oscillates between 

P and M.139 

I{ and I^ represent indifference curves which are 

independent of liquid position and hence of risk of control 

loss through deficiencies of M. This corresponds closely 

to the usual theory. But behavior is still oscillatory. 

The firm moves from G along q̂^ up to I| and then to a nev«r 

output level and a higher indifference curve.1^^ 

The whole oscillation appears, however, 
in M; both P and q are monotonic (never 
decreasing). Increased cash position 
may be required (or an inevitable con
sequence of) expansion, but once P is 
maximized, the entrepreneur—e.g., 
through an appropriate withdrawal pol
icy—need maintain only a zero cash 
position. It is these cash oscilla
tions which are not ordinarily des
cribed in business firm theory.I4l 

139ibid.. p. 1220. 

14Qlbid., p. 1221. 

141lbid. 



CHAPTER VII 

SUMMARY AND CONCLUSIONS 

Thus, the parade of theories and ideas concerning 

what motivates the businessman has been presented. What 

is the reason for such a division in an area as important 

as theory? These are not once in a lifetime stabs at 

greatness by unknovm economists. These are deeply con

sidered ideas produced by well-known and distinquished 

economists from well-known and distinquished institutions. 

Perhaps the profit maximization controversy is a 

secondary conflict caused by disagreement on an even 

broader subject—theory itself. What exactly is the job 

of theory? The literature on this subject is almost as 

voluminous as that on profit maximization, and the parties 

involved are just as prominent. 

The defenders of the orthodoxy, with the exception of 

the empiricists, base the better part of their arguments on 

the question of methodology. Friedman says it is theory*s 

job to predict. Yet, he can produce no real tangible 

evidence that this is so. His evidence is "scattered in 

numerous memorandums, articles, and monographs concerned 

primarily with specific concrete problems...".139 von 

Neuman and Morgenstern feel that this is the measure of real 

139Friedman, o£. cit., p. 22-23. 
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success in theory—when genuine prediction can re accom

plished.!^^ 

In chapters four, five, and six one has seen econo

mists just as fervently asserting that it is the job of 

theory to describe or explain, and they in turn have 

offerpd their descriptive theories. None has avoided the 

sceptic eye of the critic. Eugene Rotv/ein believes that L^ 

explanation is the job of theory. He cannot cor.-vone the 

unrealistic assumption of profit maximization because an 

unrealistic assumption and the explanatory function of a 

theory are two events which cannot occur at the same time.141 

William Greenwald says economists have accepted principles 

and concepts v/hich are substantially out of line with the 

real world. Economic theory is thus incapable of coping 

with or describing the many disturbances, deviations, for

tuitous developments, and unique occurrences in the lively 

economic structure.142 

In his historic book on methodology, John I.'eville 

Keynes offers what appears to be the most palatable analysis 

of all. 

140john Von Neuman and Osker Morgenstern, Theory of 
Games and Economic Behavior (Princeton, N. J.: Princeton 
Press, 1953), p. l-^* 

14lEugene Rotwein, "On the Methodology of Positive 
I Economics", Quarterly Journal of Economics, LXXIII (Novem-
j" ber, 1959), p. 561-562. 
j 

j 142]rtfiiliam Greenwald, "Comjnon Irrelevancies in Con-
i temporary Theorizing by Economists", Kyklos, X (1957), 
! p. 314. 
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The method of political economy cannot 
adequately be described by any single 
phrase; and accordingly no one method 
will be advocated to the entire exclu
sion of other methods. It will, on the 
contrary, be shev/n that, according to 
the special department or aspect of 
the science under investigation, the 
appropriate method may be either abstract 
or realistic, deductive or inductive, 
mathematical or statistical, hypothetical 
or historical.143 

Fritz Machlup, who has written several articles in 

defense of the orthodoxy, gives some ground to come into 

agreement with Keynes. 

There is not one theory of the firm, 
but several. To expect that one theory 
of the firm should serve all purposes 
is almost like expecting one all-purpose 
theory of man or a panacea that cures 
all ills from sore throats to broken 
noses...144 

V/hat conclusion is left then but to say that all the 

theories presented in this thesis are useful contributions 

to our body of knowledge. Any one may be applicable de

pending on the problem and the circumstances. The orthodox 

theory of the firm is not just a classroom tool to be 

promptly forgotten when entering the real world. In those 

instances where profit is the main objective of the firm, 

and the other variables such as control and liquidity are 

143John Neville Keynes, The Scope and Method of 
Political Economy, (New York: Augustus M. Kelley, Booksel-
ler, 1965), p. 30. 

44pp2.tz Machlup, "Issues in Methodology—Discussion", 
American Economic Review, XLII (May, 1952), p. 73. 

" 1 iMi-^fntlfr 33 



90 

of only slight importance, a theory based on the assumption 

of profit maximization could provide both explanatory and 

predictive functions. Once the influence of some other 

variable becomes more prominent, a different theory can be 

substituted. 

Too, different theories can be used given different 

degrees of accuracy that may be tolerated in predictions. 

A theory based on the assumption of profit maximization 

may be acceptable in any case if allov/ance is made for a 

possible,wide range of error. 

Given these conclusions, an economist can present his 

theory of what motivates the businessman without first 

launching a barrage of criticisms against the traditional 

theory of the firm. It has taken its knocks. But to quote 

a phrase by Gerald Nordquist: 

Humpty Dumpty had a great fall, 
But patched up and righted 
Is back on the wall.145 

145Nordquist, o£. cit., p. 46. 

•j<j'-----̂ * ^/<^iMi 
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