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Abstract,

This thesis aims to extend our understanding of the contemporary stage of monopoly
capitalism by considering the issue of profits, income distribution and trade unionism. By focusing on
the effect of trade unions on key economic indicators we hope to demonstrate the key importance of
both trade unions and market structure in shaping the industrial economic landscape. Using national
accounts and census of production data we find that there is a secular tendency for the degree of
monopoly to rise although we find little evidence to suggests a similar decline in the profit rate. It also
emerges that unions cannot easily influence factor shares. We go on to make the case for a
fundamental reappraisal of the role of labour within the firm. We then provide an assessment of the
effect of unions within oligopoly. Using firm level data we illustrate that there is a significant degree
of apparent collusion within oligopoly and that this is influenced by product market structure and trade
unionism. We consider the effects of both structure and unionism in shaping industry profits. We find
that for the mid-1980’s unions depress mark-ups whilst increasing concentration impacts positively on
the margin. We further show that the effect of concentration in successively related industry adds to
the seller margin and does not reflect countervailing power. We also find evidence that union coverage
in downstream industries adversely affects the seller margin in 1984-85. Finally, we consider the role
of trade union power in shaping factor distribution in the manufacturing sector. We find that unions
cannot easily influence the distribution of income but that seller concentration significantly depresses
wage share. These results are of considerable interest and attest to the importance of considering both

product and labour market interaction in shaping key economic variables.



CHAPTER ONE

Introduction.

"Monopoly appears to be deeply rooted in the nature of the capitalist system : free
competition, as an abstraction, may be useful in the first stage of certain investigations

but as a description of the normal stage of capitalist economy it is merely a myth."
M. Kalecki, The Distribution of the National Income, 1938

..... under monopoly capitalism employers can and do pass on higher labour costs
in the form of higher prices. They are, in other words, able to protect profit margins
in the face of higher wages ... [so the] working class as a whole is [not] in a position
to encroach on the surplus which, if realised, would benefit the capitalist class relative

to the working class.”

P. Baran and P. Sweezy, Monopoly Capital, 1967, 76-71.

The question of how trades unions affect various dimensions of economic performance and interact
with employers in shaping the distribution of national income between capitalist and labour classes
is central to a full understanding of the monopoly stage of capitalism. It is clear, see Henley(1990),
that the orthodox Keynesian-neoclassical synthesis, as a general rule, finds the question of how the
national income is divided between wages and profits as uninteresting.' In contrast this thesis, through
a series of essays, explores some of the myriad aspects and ways in which trade union activity
influences outcomes between employers and labour.

The methodological position that informs our analysis is that the historical evolution of the
capitalist system passes through an era of competitive capitalism during the late nineteenth century and
reaches an epoch of maturity after the second world war. Currently, advanced industrialised capitalist

economies are dominated by large firms, which are strategically inter-linked, often transnational in

! The use of the concept of class as a social collectivity as distinct from a mere categorisation is most clearly
present in Ricardo(1817 p. 5). The opening of his Principles puts the concept of both class and distribution at the centre of
economic inquiry. Needless to say this insight has now been lost. The Principles begin : "the product of the earth - all that
is derived from its surface by the united application of labour, machinery and capital, is divided among these classes of the
community ..... In different stages of society, the proportions of the whole produce of the earth which will be allotted to each
of these, under the name of rent, profit and wages, will be essentially different .... To determine the laws which regulate this
distribution is the principle problem in political economy."



nature, and have captured market positions that are relatively unassailable and free from outside
encroachment by smaller rival capitals. In short vast tracts of production, as well as the wider socio-
political environment, are coordinated and deeply influenced by firms operating within national or
transnational oligopolies.

The rest of this introduction is devoted to an overview of the themes raised in subsequent
chapters. The next Chapter explores the ramifications of the development of monopoly capitalism by
exploring some of the key economic features of the British economy since 1960. We do this in two
ways. In the first part of Chapter 2 we explore recent trends in factor shares, the rate of profit, wages
and the degree of monopoly. In particular we focus on whether Kalecki’s degree of monopoly theory
is capable of explaining recent changes in the share of profits. In the second part of the analysis we
provide a decomposition of the profit rate to examine certain aspects of crisis theory in the U.K..
Overall a number of important conclusions emerge. First, we find that the degree of monopoly has
been increasing in the British economy since 1970. Taken together with the evidence presented in
Cowling(1982), and more recently Henley(1990), this suggests an overall secular rise in the
monopolisation of the U.K. economy since 1948. The evidence on the decomposition of the profit rate
suggests that over the period 1960-1989 there has been little significant decline in the profit rate. This
contrasts to the behaviour of profit share where we find a significant upward, albeit small, trend over
the period.

Since, product and labour market outcomes do not occur in a vacuum we go on to consider
the nature of the capitalist enterprise and the reasons for its existence in Chapter 3. We compare and
contrast two polar views that account for the structure of the modern hierarchical enterprise : namely
the contractual (or efficiency) view and the radical (neo Marxist) view. We unearth the salient features
of each and argue that the latter position is more consistent with an understanding of modern
enterprises. As such we examine some of the implications of the nature of the firm for the activity of
dominant enterprises, and their implication for achieving economic democracy.

In Chapter 4 we extend the analysis from the intra-firm interaction between capital and labour
1o the role of unions in the arena of exchange. To this end we examine some of the salient themes of
a theory of monopoly capitalism and comment on some of their main predictions. In particular, we
argue that dominant firms and oligopolies are relatively stable and are safe from encroachment by rival
capitals. Also we argue, using some of the recent evidence provided in the strategic game literature,
that collusion is not the fragile thing that it is often thought to be. We also examine the class struggle
between workers and capitalists and its implications for margins, the rate of profit and the distribution
of income. In a world of giant firms, operating within oligopolistic markets, we argue that labour,

through their trade unions, cannot easily raise production worker wage share. In particular, we make



the case that it will also be difficult for workers to affect price-cost margins, and the degree of
monopoly, in a world where particular institutional bargaining structures exist between workers and
firms. For example, where firms engage in wage fixing strategies or collusive leadership.

In Chapter 5 we examine empirically the nature and pattern of firm conjectural elasticities in
a sample of 182 manufacturing enterprises between 1970 and 1986. Our objective is to explore
whether some degree of apparent collusion is the norm within modern industrial society. Using the
standard conjectural variations oligopoly model we test the Cournot hypothesis that firms make output
decisions without reference to the reactions of rival producers. We push the analysis forward by
exploring the relationship between the degree of apparent collusion and seller concentration. We argue
that this enables us to distinguish between market power and efficiency explanations of a concentration
margins relationship.

In the following Chapter 6 we examine the impact of union power on profitability in British
manufacturing over the period 1983-1986. We open the Chapter with a review of the existing
literature. We then seek to test whether the much cited negative union effect on profitability
established in the U.S. is valid in the British context. In particular, we offer a new empirical insight
into this literature by suggesting that there is a bias in the estimation of profit equations when the
important union variable is ignored. Moreover, it is often said that the much quoted positive
structure-performance relationship does not exist for the U.K. In the final part of the Chapter we
examine the impact of unionism on profitability, as well as the conditions under which we can
empirically observe a positive concentration effect.

In Chapter 7 we extend the dimension of the unionism and concentration effects to considering
the role of downstream structure and labour activity on seller profit margins. We explore whether we
might expect downstream structure to add to the seller margin or whether we expect some
countervailing power effect to be observed. On the labour market side we consider whether we expect
there to be a negative effect of unionism on the seller margin in successively related industries. Using
data from the British Census of Production and the British input-output tables we examine these effects
for the manufacturing sector in the mid-1980’s.

In Chapter 8 our attention turns to the ability of trade unions, through collective bargaining
power, to increase production worker wage share. The novelty of the analysis is that it uses a panel
of industries in British Manufacturing over the period 1975-1986 to examine the relative empirical
importance of seller concentration and union power in shaping wage share. But importantly, the use
of a panel data set over such an extended time period allows us to focus directly upon a controversy
that has arisen in the literature - namely is the effect of union power on wage share a transitory or

permanent phenomena? Our new results, in contrast to recent U.S. and U.K. evidence, suggest that



trade unions do have difficulty in raising wage share.

Although the research undertaken in this thesis focuses on a number of issues they are
inter-linked in a number of important ways. Although complex, the central theme and current that runs
through the analysis is that product market outcomes are critically contingent on the strategic
interaction between capital and labour. Thus, in the final Chapter 9 we offer some concluding remarks
on the preceding Chapters and draw together some of the main contributions of the thesis.

Finally, it should be mentioned that we have made no attempt to give an exhaustive treatment
of monopoly capitalism. However, | have attempted, as far as is possible within the time and space
constraints, to unify the themes discussed in this thesis within a holistic structure. I hope that focusing
on particular themes, examined through a series of inter connected essays, helps develop an
understanding of those particular features of monopoly capitalism that I have highlighted. The
important neglected areas that have not been covered in as much detail as I would like are : the
internationalisation of production and neo-imperialism; stagnation and underconsumption theory;
macroeconomic implications of oligopoly and monopoly capitalism; and the wider social consequences
of a world dominated by monopoly capital. But importantly this thesis has really neglected to provide

a systematic assessment of the interaction between state theory and the capitalist enterprise.



CHAPTER TWO
Profitability, income distribution and the degree of monopoly:

recent U.K. experience.

2.1 Introduction.

In this chapter our principle focus of attention will be on the secular and cyclical behaviour
of the rate of profit and factor income shares in the U.K. economy since 1960. Such an exercise is
considered to be of critical importance because of the fundamental role played by these variables,
particularly the profit rate, in influencing the future direction of the economy, expectations and
investment decisions. The theoretical perspective that informs our empirical analysis is derived from
the analysis of industrial economy provided by the monopoly capitalism paradigm.

This chapter is dived into two broad parts. In the first part our primary objective is to analyze
data on key variables for the U.K. and assess whether theories of monopoly capitalism are consistent
with the available evidence. Our analysis in this respect is an extension of Cowling(1981, 1982,
chapter 7). Our second objective is to counter a recent criticism made by Auerbach and Skott(1988)
that has alleged to show that the analysis by Cowling(1982) explaining the mid-1970’s profit crises
is not borne out by the available empirical evidence. We therefore attempt to show that the Auerbach
and Skott(1988) position is based upon an erroneous conceptualisation of the monopoly capital
paradigm which leads them to draw false inferences from the observed data.

The second part of the Chapter examines in closer detail British corporate sector profitability
and the distribution of income between 1960 and 1989. Using the decompositional and growth
accounting framework introduced by Weisskopf(1979). Our objective here is to examine the secular
and cyclical behaviour of the profit rate and distribution for the Industrial and Commercial Company
sector and evaluate the factors that account for changes in the profit rate.

The post war economic experience of the U.K. can be divided into a number of key periods.
Although it is often arbitrary to impose such rigid dimensions upon the evolution of economic
development a consensus has been reached which suggests that the period up to the mid 1960’s was
characterised by near full capacity working and high levels of employment. This period of sustained
economic activity in the U.K. (often referred to as the "long boom" or "golden age") was periodically
interrupted by relatively short lived recession as successive political administrations sought to case
impending crises imposed by a worsening external sector. Cowling(1982) argues that in large part this
extended period of prosperity must be explained by unprecedented state involvement in the regulation

of the economy, the world integration of the capitalist system, flows of funds from the U.S. and



Europe, and a real need to satisfy the material demands of citizens (via the introduction of new
technologies) immediately after the second world war. A second period can be identified as beginning
from the mid 1960’s where British capitalism began to experience the effects of prolonged recession
and stagnation, with 1973 marking the clear end to the post war boom. Since then the restoration of
previous profitability levels has been a priority for British capital. This task however, was not achieved
until the early 1980’s. Since then the British economy has experienced a third wave with revitalised
profitability and increases in capacity working. By the close of the 1980’s the mounting evidence
suggests that the contradictions that characterise monopoly capital have reappeared and the onset of
recession is again afflicting British capitalism. Our task now is to examine the evidence and then to

consider the proximate causes of crises in British capitalism.

2.2 Income distribution and the profit rate.

Table 2.1 details estimates of wage and profit share for the U.K. economy since 1960. Column
2 reports income from employment as a percentage of GDP which we have denoted wage share
although we must stress that this measure does not distinguish between different types of labour eg.
overhead and direct labour, which are considered important within the Kaleckian framework. From
1960 to0 1973 income from employment as a share of GDP remained relatively stable at about 67%,
which is consistent with the evidence provided by Cowling(1982). In the mid 1970’s, there is a relative
labour gain, with wage share exceeding 70% which appears when one compares it to column 3 to have
come at the expense of profit share. From 1977 until 1981 labour’s share returns to about 67% but
since 1982 has come under significant pressure and in 1988 a record low of 63.5% is registered, some
nine percentage points below its 1975 value. The experience of wage share contrasts to the movements
in the share of profits, estimates of which are provided in columns 3 and 4. Column 3 defines profit
share as gross trading profits of companies net of stock appreciation as a percentage of GDP, and
during the 1960’s, until the mid 1970’s, records a relatively stable values around an average of 13%.
After 1973 there is a sharp drop in profit share and an historic low of 7.6% is recorded for 1975. After
recovering towards the end of the 1970’s profit share also falls back again during the British recession
of the early 1980’s, but this series does not display the same shock to profit share that occurred in
mid-1970’s. Thereafter profit share recovers throughout the long upswing of the 1980’s. There is
evidence of a downturn in 1989 consistent with the onset and widening of the depression that is
afflicting the British economy.

An initial comparison between columns 2 and 3 suggests that the gains made in wage share
are coming at the expense of profit share and vice versa. We should, however, urge an clement of

caution on this interpretation especially when using this measure of profit share since the share of



profits in GDP is simply the product of company sector profits in company income and the share of
company income in GDP. So, for example, if the share of the company sector income in actual GDP
was declining in the mid 1970’s this would account for the observed decline in profit share. A factor
which might influence this would be a widening public sector crowding out private sector activity.
And similarly, if a narrowing of the public sector occurred in the 1980’s, through the vigourous pursuit
of a denationalization programme for example this might similarly explain the observed increase in
profit share at this time. These considerations, though, seems to be of little quantitative significance
during the mid 1970’s since the share of gross trading surplus’ of public corporations and general
government corporations and general government enterprises in GDP remained relatively constant at
about 3%. We can therefore safely conclude that the growth in wage share during the mid 1970’s came
at the expense of profit share since the other residual components that go to make up GDP in the
accounts displayed little quantitative movements during this critical period.'

The pertinent question remains though whether the apparent decline illustrated in column 3
reflects changes in the composition and relative size of the company sector. As a further diagnostic,
though, we present in column 4 the share of real profits in manufacturing income. This data, available
only since 1970, displays a similar trend as for the economy wide profit share figures but to a more
pronounced degree. Profit share records a low value of 6.24% in 1975 and thereafter recovers. The
effect of the recession of the early 1980’s has a much more dramatic effect on manufacturing profit
share than on profit share of the economy as a whole. In 1981 manufacturing profit share reaches an
historic low of 3.98% but thereafter recovers monotonically, and by 1988 has regained the position
held in 1970 with a figure of 16.77%

In table 2.2 we compare the profit share experiences of a sample of OECD countries. This
table reports the gross operating surplus’ as a percentage of gross value added in manufacturing
sectors. Importantly the feature that we have identified for the U.K. has also been experienced by other
OECD countries to a greater of lesser degree. Germany, Sweden and the U.K. all experienced a decline
in manufacturing profit share in excess of 30% between 1960 and 1980 and in the subsequent period
a revival is observed between 1980 and 1987. For example, the penultimate column of table 2
indicates that Germany experienced a fall -34% point fall in profit share between 1960 and 1980, but
this experience has since been turned around 15.5% as indicated by the final column. The only country

! Table 7 of the 1990 Blue Book identifies five categories which go to make up income GDP and expresses them
as percentages. They are : income from employment; gross trading profits of companies; gross trading surplus of public
corporations and general government enterprises; and rent income including an imputed charge for non-trading capital. In
1989 the two categories that attract the lions share of income are employment income (64.5%) and companies gross trading
profits (15.2%) . The remaining categories make up 20.2% of GDP. It is noteworthy that whilst profit and wage share move
in opposite directions the residual these categories together have contributed a stable share of between 19% and 21% to GDP
since the mid-1960’s. Hence, as we conclude in the text a profit share increase comes at the expense of earnings share.

7



that has not seen this trend is Japan. On the basis of the available evidence we conclude that during
the mid-1970’s British capitalism suffered a severe profit share squeeze, an experience repeated in
other advanced capitalist economies. However, since 1980 this effect has been turned around and over
the secular period 1960 to 1988 we find little evidence for a collapse in profit share despite the
existence of periodic crises.

At the same time as profit share was rising real rates of return on capital employed were also
on a sharp upward trend. In table 2.3 we present gross and net estimates of the real rate of return
before interest and tax during the period 1960-1987. Gross estimates are given in odd numbered
columns, and net figures in even columns. Columns (1) and (2) present estimates for all industrial and
commercial companies (ICC), (3) and (4) for non-oil companies, and (5) and (6) for manufacturing
firms. Immediately we confirm the same general trend in the profit rate, regardless of the particular
profit rate formulation, as was observed for the share of profits. Focusing on column (2) the net rate
of return for all industrial and commercial companies has a plateau in the mid 1960’s, before a record
low of 4% is observed in 1975. Thereafter, profit rates recover and in 1987 a record twenty six year
high of 11.5% is achieved. The revival of profit rates in the whole of the ICC sector might be
misleading, and hence biased, due to the effects of legitimate north sea oil rents gleaned by oil
companies in the early 1980’s. In column (4) net estimates for non-oil companies are presented. Again
the same trend appears with a conspicuous 10.5% value observed in 1987 (this represents a twenty
year high and over three percentage points higher than the previous peak in 1978). Since non-oil
companies profit rates stand well in excess of the levels seen in the 1970’s we can conclude that the
revival in the fortunes of capital in the 1980’s cannot be solely explained by factors attributed to north
sea oil coming on stream.

The rise in the net rates of return for non-oil companies might be explicable in terms of
substantial restructuring of British industry, and the "shaking-out", that occurred in the early 1980°s
(ie. a more efficient use of any given level of capital). In column (6) we explore the rate of profit in
the manufacturing sector. The net rate of return reaches 8.5% in 1987. This exceeds the previous peak
in 1978 by three percentage points and is the highest since 1969. So, as well as the average rate of
profit rising in the ICC (oil and non-oil) sector, which comprises all corporate bodies other than banks,
financial institutions, and public corporations, we also observe striking gains by capital in sub sectors
of the economy during the 1980’s. As a further diagnostic check, on whether record profitability is
explicable in terms of restructuring, table 2.4 presents estimates of the performance of large companies
since 1975. Whilst these enterprises are only a small proportion of the total population of companies
they do account for three quarters of assets and income in the U.K. As is clear from the table, all three

major sectors (capital, consumer, and other goods) all exhibit increases in return on capital employed



since 1980%. In addition, examining all of the sub-sectors it appears that the only industry not to
register an increase in 1987 over its 1982 profit rate is the electronics industry’. Taken as a whole
profitability has risen in almost all industries. Whilst the restructuring of industry was undoubtedly
important in the 1980’s, the revival of the profit rate cannot be explained solely in terms of

substitution from low to high profit industries, since all industries experienced record profitability.

2.3 Income Distribution, capacity utilisation and the degree of monopoly.

Having examined the evidence on the evolution of the profit rate and profit share in the UK.
we concluded that both magnitudes have been subject to periodic crises in the mid-1970’s and a
subsequent recovery in the mid-1980’s. The important question that now needs to be addressed is what
series of factors precipitated movements in these key variables? The monopoly capital paradigm points
to a number of factors that account for the observed changes in profit share and the rate of profit. Our
task in this section is to summarise the important themes and to present an anti-thesis to the recent
article by Auerbach and Skott(1988) which claims to show that the monopoly capital model is

incapable of explaining recent crises.

2.3.1 Monopoly capitalism, the profit rate and income distribution.

We briefly consider explanations for changes in the share of profits. First, there is the tendency
for the ratio of profits plus overheads in value added or sales revenue to increase over time.* This
tendency for the degree of monopoly to rise over time, implying a higher ratio of profits plus overhead
costs in national income, itself can be explained by a number of key factors. An important factor
leading to higher levels of monopoly is the existence of periodic merger waves. To the extent that
these are horizontal in character they will automatically increase the Herfindahl index by twice the
product of each capitalist enterprise’s original market share implying a tendency for the ratio of profits
plus overheads in sales revenue to rise. Another factor which is important in raising the degree of
monopoly is the proportion of advertising spending per unit of output, or value added, spent by the
enterprise. To the extent that this lowers the product elasticity of demand, then there is a tendency for

the degree of monopoly to rise. And lastly is the degree of apparent collusion between capitalist

2 Except for a slight transitory fall in the other goods sector and the oil and gas sector.

3 Interestingly, some industries performance is quite striking. eg.Agencies: up from 18% in 1982 t0 48.1% in 1987,
and health and household products up from 24.5% in 1982 to 32% in 1987.

* The tendency for the surplus to rise under monopoly capitalism has been developed at length by, inter alia, Baran
and Sweezy(1966). The discussion here is based on Cowling(1982) and in Chapter 4 we consider in more detail the nature

of monopoly capitalism.



enterprises within oligopolistic industries. To the extent that collusion can be nurtured and facilitated
by increasing concentration then this implies a tendency towards the joint profit maximisation
monopoly solution. Our main theoretical position must therefore be that there are good reasons to
expect the degree of monopoly to rise over time.

However, the tendency towards a higher degree of monopoly may not result in a higher share
of reported profits, per se, for important reasons. The first concerns the pivotal role played by capacity
utilisation within the monopoly capital paradigm. The emergence of a greater and widening degree of
monopoly within the economy, largely as a consequence of horizontal merger activity, automatically
implies the existence of excess capacity [see, for example, Cowling 1982, p.44]. That is, of course,
unless the profits generated within the newly monopolised sector of the economy were actually spent
on capitalist consumption goods, investment goods, or spent on securing further monopoly position
etc. So if monopolisation implies an increase in the mark-up of price on direct unit costs, then as long
as the rate of utilisation is maintained then actual profits will rise. But the fact that increases
monopolisation admits the very real possibility that unplanned excess capacity will emerge means that
the rate of profit can fall even in the face of an increasing degree of monopoly.

In addition we can identify two other important tendencies which allow a falling rate of profit
to be observed for an increasing degree of monopoly. The first relates to the secular growth of
managerialism which has two key effects which are important to us here. As more profits are
generated by the capitalist enterprise, so ever increasing resources are diverted into maintaining and
securing the increasingly complex organisational structures and cumulating hierarchies that are being
brought into existence. On the other hand, managerialism implies that there is a tendency for the wage
bill of administrative and technical salariat to increase over time. In either case the net effect is the
same : for any given degree of capacity utilisation, increased managerialism will have a tendency to
imply a lower reported share of profits.

Another central theme which tends to depress the growth rate of profit share, for a constant
degree of monopoly, will be the tendency for overhead costs to increase over time because of the
imperative imposed upon a capitalist class to dominate the labour process in the pursuit of monopoly
profits and accumulation. Such an imperative is similar to the Marxian notion of the rising organic
composition of capital, where variable capital is displaced by constant capital, under the conditions
of competitive capitalism. Under the monopoly capital schema it is, of course, obvious that rising
overhead costs require a rising degree of monopoly if the rate of profit is to be maintained. But that
is not the end of the matter since not only do rising overhead costs require a rising degree of
monopoly but it is also the case that a rising degree of monopoly itself requires that overheads rise.

Such endogeneity is explicable because increased monopolisation requires an increasing salariat to
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secure cumulating multi-divisional hierarchies and also to maintain an optimal degree of planned
capacity to discourage encroachment by rival capitalists. So the monopoly capital process we have
described predicts that there is pressure upon both the degree of monopoly and overhead costs to rise
over time but also that a rise in one magnitude places pressure on the other to rise in a cumulative

process upwards.

2.3.2 A stylised model of monopoly pricing and factor shares.

These arguments may be succinctly summarised by setting out a simple stylised model which
embodies the salient features of the monopoly capital paradigm. Hence we can illustrate the
relationship between the profit rate, income shares, the degree of monopoly and capacity utilisation.
In addition, the exposition is useful because it allows us to highlight what we consider to be some of
the main failings of the recent paper by Auerbach and Skott(1988).

Consider a simple Kaleckian monopoly pricing equation given by P=6¢c, where P is product
price O is a mark-up factor, and c is marginal cost which is assumed to be coincident with average
costs. For simplicity, it is assumed that variable costs consist entirely of direct labour costs and also
that over the immediate production period the technical capital output ratio is a given constant. Let
k (=K/Y") denote the technically given capital output ratio, where K is constant price capital, Y is
potential output. If @ is the rate of capacity utilisation, and F represents overhead costs, which we can
assume are set in constant proportion, A, to the current value of the capitalist enterprise’s capital stock,

F=APK, then the rate of profit is simply given as :

puX PY-cY-F _(8-110 , @1
K PK 0 k

where x is the volume of profits. So equation (2.1) illustrates (a) that for a constant degree of capacity
utilisation, then a rising degree of monopoly, ceteris paribus, leads to a higher profit rate. (b) an
increasing proportion of overhead costs can offset an increase in the degree of monopoly for a constant
degree of utilisation. (c) the implication of (a) and (b) is that to maintain the rate of profit in the face
of rising overhead costs, and for a constant degree of capacity utilisation, the degree of monopoly must
also rise. We can use equation (2.1) to derive a relationship between the share of profits o,=(/Y),

capacity utilisation and the degree of monopoly, as :

o,.;.(‘*_;l)-}_& 22
P

which says that (a) for a constant degree of monopoly and overhead costs then the emergence of

excess capacity will result in a decline in profit share (b) increases in overhead costs, ceteris paribus,
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will lead to a lower reported share of reported profits and (c) an increase in the degree of monopoly
will lead to an increase in the share of profits if the degree of capacity utilisation is maintained, ceteris
paribus. Equation (2.2) corresponds to equation (12) derived in Auerbach and Skott(1988). To examine
changes in the share of profits, rather than the level, we totally differentiate equation (2.2) which yields

(A k)

q)l

d(o‘)-d(%)-éd9+ do -%d(kk) 23)
It is at this point that the difference between the analysis being pursued here and Auerbach and
Skott(1988) arises. Within their mathematical treatment they show that an equation similar to (2.3) can
be written but excluding the final term on the right hand side.’ The difference arises because they
treat the term Ak as a constant. However, since overhead costs are a function of capacity, F=APK, we
have A=F/PK and k=K/Y’, which implies that Ak=F/PY" in equation (2.2). It is clear that if the fixed
coefficient production function assumption is dropped then k becomes variable, but more importantly
variations in overheads relative to capacity would imply that A becomes variable. This is the very
point argued in Cowling(1982), and emphasised in section 2.3.1, that the tendency towards increased
monopolisation requires an increasing proportion of overheads relative to capacity. We argued that
there is a tendency for this variable to increase over time for technological control purposes or due
to greater managerialism. The fact that Ak is potentially variable is acknowledged by Auerbach and
Skott(1988) verbally, but is not treated as such in their derivation of changes in profit share.

Using their formulation of equation (2.3), which does not admit that overheads relative to
capacity can vary, and using data presented in Cowling(1982), they show that the change in
manufacturing profit share between two cycles 1956-60 and 1970-73 was about 9% (ie a fall in
average profit share values from 22% to 13%). Over the same period capacity utilisation fell from 94%
to 91% ( a decline of 3% points) and the mark-up factor from the degree of monopoly rose from 2.4
to 2.9. Substituting these values into their equation (which excludes the final RHS term in equation
3) implies a value of four for AK. As they comment "In other words a consistent monopoly capital
explanation of Cowling’s own data would require that overhead costs exceed total value added by a
factor of four." Given the implausibility of such a value for this ratio Auerbach and Skott(1988) go

on to argue that if Ak assumed a reasonable value of 0.25 "then the monopoly capital story would lead

s Using our notation Auerbach and Skott’s final equation with which they explore the data is given as :
n 1 k)
d(o,) = d(v) - 190+ &Pdo

To get this equation they treat the term AK as a constant.
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one to expect an increase in the share of profits of six percentage points." On this basis they conclude
that "increasing monopolisation and falling utilisation rates cannot explain the empirical evidence."

However, if Ak is potentially variable as we have argued then even the substantive point made
by Auerbach and Skott(1988) is no longer valid. Assume that the ratio of overheads to value added
is approximately 30%, a figure acceptable to Auerbach and Skott(1988). In this case a consistent
monopoly capital explanation of the data provided by Cowling(1982) would require that the change
in overheads to value added was approximately 8%. The main point to be made is that if the ratio of
overhead costs to value added is treated as fixed then to solve for the observed change in
manufacturing profit share requires an unrealistically high value. However, treating it as a variable
requires only that the ratio changes by approximately 8% to explain the change in profit share. Thus
contrary to assertion made by Auerbach and Skott(1988)increased monopolisation and falling rates of
utilisation are quite consistent with the data.

Auerbach and Skott(1988) then present new evidence for changes in manufacturing profit share
using their model which we have shown does not admit the possibility of an increasing proportion of
overhead costs. In addition to this problem, the construction of their profit share measure is also prone
to bias. Using published estimates of manufacturing gross trading profits derived from the CSO, they
construct a profit share series, and argue that to explain the changes in their profit share estimates
overhead costs would have to exceed value added by 40%. But the definition of gross trading profits
for manufacturing published in the accounts also includes income from self employment which they
do not attempt to adjust for in the construction of their measure of profit share. In addition, their series
contains no adjustment for stock appreciation or capital consumption. In consequence, the evidence
that they present for changes in manufacturing profit share, because of the actual construction of their
profit share estimate and because overhead costs are not treated as variable, must be regarded as rather
weak.

But there is a further important point. Whilst discounting the monopoly capital argument of
increasing monopolisation as part of the explanation of the mid-1970’s profitability crises they offer
no positive explanation for the phenomena themselves except for asserting that "we suggest that
increasing competition, in particular foreign competition, must play an essential part in any explanation
of falling profitability in the U.K." Their argument is wholly negative since they offer no positive or
direct empirical evidence in support argument. Also they overlook one important element in the data,
that would appear to contradict their conclusion, namely that the empirical evidence shows a widening,
not narrowing, degree of monopoly. We are now in a position to explore the recent evidence on this

issue.
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2.4 Recent U.K. evidence.
Table 2.5 presents data on key variables, pertinent to our analysis of changes in profit share,
for the period 1970-1988. In column 2 we reproduce our estimate of real profit share in the

manufacturing sector.

2.4.1 the degree of monopoly.

Columns 3 and 4 provide two alternative measures of the average degree of monopoly which
we have computed for the manufacturing sector. Following Cowling(1982) the degree of monopoly
is defined as the ratio of sales revenue minus operative wage and material costs to sales revenue.
Whilst this definition is apparently straight forward the actual construction of the degree of monopoly
is not without issue. We can identify two potential problems that arise in calculating the degree of
monopoly.

First, the average degree of monopoly, i, can actually change either because of changes in the
industrial composition of manufacturing output or altemnatively because of the relative increase in the
monopolisation of particular industries. Auerbach and Skott(1988) argue that for this reason it is not
an accurate estimate of the growth in monopoly in an industrial economy. However, the main point
that should not be lost sight of is that regardless of the source of the change in the degree of
monopoly, although this is an important question, the fact remains that the degree of monopoly can
in fact be shown to have risen.

Second, changes in the average degree of monopoly for manufacturing are going to be affected
by the degree of vertical integration or disintegration occurring in the sector. This is particularly
pertinent here because the British Census data, from which our data is derived, is calculated from
establishment or plant level responses. So increases in vertical integration over time at the plant or
establishment level will cause an upward bias in the calculation of the average degree of monopoly.®
This substantive point was made by Cowling(1982) and reiterated by Auerbach and Skott(1988), the
latter using it as a criticism of the data which purports to show an increase in monopolisation. As an
empirical matter it is difficult to assess the extent and nature of the bias induced by vertical integration
at the establishment level, although the work by Cowling seems to suggest that the problem may not

be too serious. However it is clear that an unbiased series can be constructed if one deducts intra-

€ To see this define two establishments A and B, which are vertically related before integration takes place, and
let R be sales revenue, W be wage costs and M be material costs. Establishment A’s degree of monopoly is simply u,=(R, -
M,!- M,? - W,J/R,, and establishment B, ps=(Rs - My’ - Wg)/R;, and Rg=M,'. Then the estimated aggregate degree of
monopoly is given as (R, - M,' - Ma? - W+ Ry - My’ - Wg)/(Rj + R,) which can be written as (R, - W- M2)/(R, + R,).
Clearly, post integration this then becomes : (R, - W - M3)/(R,); which illustrates the increase in the degree of monopoly.
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industry, inter-establishment transactions from the denominator of the degree of monopoly.” But due
to the near impossibility of this task, caused by data unavailability, a corrected p can be constructed
which nets all material costs out of the denominator of the degree of monopoly.

For these reasons we present two estimates for the average degree of monopoly : p, defined
as the ratio net output minus operative wage bill to gross output and p, defined as the ratio of net
output minus operative wage bill to net output. The results detailed in column 3 and 4 of table 2.5
confirm our expectations showing a clear upward trend in the degree of monopoly as predicted by,
inter alia, Baran and Sweezy(1966) and Cowling(1982). We can further establish whether there is a
secular movement in the degree of monopoly by a simple linear regression of the natural logarithm
of each estimate of the degree of monopoly on a time trend. As indicated in table 2.5.1 below this
exercise yielded significant estimates which suggests that the degree of monopoly has increased on
average by 1.183% per annum for p, and by 0.7835% on average per annum for the alternative
measure u,. Our expectations, then, are clearly confirmed with both estimates leading us to conclude
that the recent history of the UK. economy between 1970 and 1988 is towards increased
monopolisation. These results, taken in conjunction with the evidence in Cowling(1982), suggest a
secular increase in the degree of monopoly since 1948. Examining columns 3 and 4 in more detail we
notice that the degree of monopoly increases until 1973 and falls back slightly in 1974 with a
subsequent plateau period between 1974 and 1977. In part the fall in p can be explained by the
activities of the Price Commission during this period restricting the growth in p. From 1979, with the
return to office of a conservative administration committed to non-interventionist pro-market strategies,
the growth in pu has gone unchecked. Both estimates of the degree of monopoly have exhibited rapid
growth during the 1980’s and reached their highest values in 1988 (u,=0.3308 and p,=0.7569).

Table 2.5.1 : Simple linear regression of the degree of monopoly on a time trend for U.K.
manufacturing 1970-1988

Inp, = -439204 + 0.7835 time Inu, = -135975 + 1.183 time

(0.6656) (0.0584) (1.722) (0.1510)

R? 0.9087 R? 0.7702

F 180.117 F 613393

W, : (net output - operative wage bill) / net W, : (net output - operative wage bill) / gross

output. Standard errors in parenthesis. output. Standard errors in parenthesis.

7 In this case the degree of monopoly would be u=(R, - M- W)/(Rj + R, - M,'), but since M,'=Ry, p is simply
(R, - M%. WYAR,) which is the same before or after integration.
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2.4.2 proximate causes of the changes in the degree of monopoly.

It is an important question to consider what factors might have resulted in changes in the
degree of monopoly in British manufacturing, Besides outside factors, such as the actions of the Price
Commission, Cournot oligopoly theory suggests that changes in the degree of monopoly will be related
to changes in the Hirschman-Herfindahl index. An important determinant of concentration is, of
course, the degree of horizontal merger activity®. For example, if two firms operating within a
particular product market, one with a market share of 15% and the other with 20%, merge then this
would raise the value of the Herfindahl index by six percentage points. We would expect this to affect
positively the degree of monopoly. Indeed, the Office of Fair Trading report that the lions share of
merger activity in 1989 was indeed horizontal in character. In 1989 60% of mergers were horizontal,
3% vertical and 37% classified as diversifying. Cowling(1982) argues that the merger wave of the late
1960’s, which built up to a high point in 1968, is consistent with the increases in the degree of
monopoly that occurred in the early 1970’s.

Another important factor accounting for the growth in the degree of monopoly, and identified
by Baran and Sweezy(1966) and Kalecki(1971), is the importance of the sales effort and advertising
spending undertaken by firms. The thrust of the argument is that it can be easily shown that the price
elasticity of demand is an important factor which varies inversely with the degree of monopoly then
to the extent that advertising expenditure generates inertia in the price elasticity of demand, or in fact
lowers it, then we would expect the degree of monopoly to be higher.” Column 5 of table 2.5 details
the ratio of advertising spending, exclusive of direct mailing, expressed as a percentage of gross
domestic product at factor cost. The secular behaviour over the period reveals an upward trend rising
from 1.25% of GDP in 1970 to 1.73% in 1988." Performing a similar exercise as was done for the
degree of monopoly estimates we can note that the effect of regressing the natural logarithm of the
advertising to GDP ratio on time, over the sample period, produced an average annual increase in
advertising spending of 1.12%. But as is clear from the table this conceals the obvious cyclicality of
variable. During the profits crises of the mid-1970’s advertising as a percentage of GDP fell from
1.33% in 1973 to 1.00% in 1975. Similarly in the boom years of the mid-1980’s we see this variable

® A review of both the empirical and theoretical literature is to be found in Curry and George(1963), and more
recently Sawyer(1985) and Davies et. al.(1988).

% Indeed this is quite consistent with the Dorfman-Steiner(1954) tradition which demonstrates that the optimal
advertising to sales ratio is related to the both the advertising and price elasticities of demand. Indeed, extending the
framework to multi-firm markets it is easily demonstrated theoretically that the advertising intensity of the capitalist firm
depends on the reactions of other firms. The evidence suggests that oligopolistic environments are likely to advertise more
intensively than more competitive markets. For example, see Cable(1975), Sutton(1974)

19 1ndeed that Advertising Association Yearbook shows that advertising spending as a percentage of GDP was only
0.76% in 1948 and that the last date for which data was available, ic. 1989, was in fact a peak of 1.75%.
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rising.

To evaluate the importance of advertising spending as a percentage of GDP and merger
activity in determining the degree of monopoly we perform a simple linear regression and detail the
results in the table below. We do not, however, claim that this specification is a definitive empirical
formulation of the degree of monopoly. Unfortunately we cannot obtain advertising intensity or merger
activity figures solely for the manufacturing sector and so have to make do with advertising spending
as a percentage of GDP and the number acquisitions per year as proxy variables. However, the picture
that emerges is that the time trend and advertising spending are positively associated with the degree
of monopoly over the sample period, but the there is little support here for the number of acquisitions
increasing u. Although we would expect the number of horizontal mergers to positively affect the
growth in p the proxy that we have used does not work well. One explanation for this is that the

number of mergers recorded with the Office of Fair Trading is systematically biased downwards.

The degree of monopoly, advertising spending and merger activity, 1970-1988.

Inp, = -121.3011 + 0.808I time + 0.3063 In (ADV) - 0.0364 In (MERGER)
(12.1199) (0.2153) (0.0500) (0.0260)

R? = 0.9368, F=90.9368
LM Serial Correlation test : %*(1)=0.1599

Ramsey RESET test:  %%(1)=0.0886
Normality Test : %*(1)=0.8500
Heteroscedasticity : %*(1)=0.0193

Inwn, = -46.4472 + 0.5646 time + 0.1018 In (ADV) + 0.00394 In(MERGER)
(6.9685) (0.1238) (0.0288) (0.0149)

R’=0.944, F=103.0069
LM Serial Correlation test : *(1)=0.2129

Ramsey RESET test:  y(1)=0.3517
Normality Test : %(1)=5.1243
Heteroscedasticity : ¥(1)=0.0175

Notes : u,, p, are estimates of the degree of monopoly, ADV is advertising spending as a
percentage of GDP (Source Advertising Association Yearbook); MERGER is the number of
acquisitions per year (derived from the Office of Fair Trading annual reports); time is a time
trend. Standard errors in parenthesis.
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2.4.3 Capacity utilisation, overhead costs and wages.

As explained in section 2.3 capacity utilisation plays a central role in explaining observed
changes in profit share. If greater monopolisation results in a higher mark-up on marginal costs, which
we have confirmed in section 2.4.1, then only if capacity utilisation is maintained at the pre-
monopolisation rates will actual profits rise. However, a greater degree of monopoly brought about
by horizontal merger will imply the existence of excess capacity unless the profits generated by the
higher degree of monopoly are spent. Thus, the very real possibility that increasing monopolisation
will result in the emergence of unplanned excess capacity is then capable of explaining a falling rate
and share of profit.

In column 6 of table 2.5 we present an estimate of capacity utilisation derived from the
Confederation of British Industry’s Industrial Trends Survey. The actual construction of this variable
is described in Driver(1986) in his appendix, p. 352. The data reveals that during the profits crises of
the mid-1970’s capacity utilisation was indeed falling below it’s early 1970’s levels, a phenomena that
is consistent with the evidence in Cowling(1982). In the early 1980’s capacity utilisation begins to rise,
at the same time as the sustained profits revival. Taken together this evidence suggests that the growth
in the degree of monopoly throughout this period is only turned into rises in actual profit share and
profitability depending upon the degree of capacity working.

However, this cannot be the whole of explanation since we have neglected to account for
changes in overhead and wage costs during this period. A factor that will tend to depress the growth
in profit share is the tendency for overhead costs to assume greater importance over time'!. Overhead
costs can rise for technological or control purposes. Monopolisation, and the adoption of ever
increasing hierarchies (for example, the introduction of multi-divisional form organisational structure),
requires larger proportions of overhead labour relative to direct labour ie. more technical,
administrative, and clerical staff to maintain and service this greater hierarchy. To sustain the rate of
profit rising overheads will necessitate an increasing degree of monopoly. This tendency will be
reinforced by the need of enterprises to commit strategic (or planned) levels of spare capacity to secure
markets from potential hostile attacks from other capitalists. Thus, a rising degree of monopoly itself
will imply a rising proportion of overhead to direct labour. In column 8 of table 2.5 we confirm the
tendency for the ratio of salary to wage bill to rise over time'?>. Whilst this series is biased

downwards, because it fails to measure the costs of non-pecuniary benefits received by

"' This tendency is similar to the imperative for the organic composition of capital to rise in Marxian crises theory. The
substitution of constant for varisble capital can come about as a counter strategy to working class militancy in the
work-place. A rising proportion of overhead to direct labour is seen as variant of this tendency.

' This result reinforces the evidence presented in Cowling(1982) over the period 1948-1977.
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middle-management and above, it does highlight the potential difficulties encountered in maintaining
the rate of profit. The relentless rise of this ratio in the 1980’s, at the same time as the profits revival,
suggests that the move back to capacity working is, inter alia, an important source of the recovery.
In addition, in the final column we give an estimate of the ratio of overhead costs to value added
which we would expect to rise over time. This series was constructed by recognising that value added
was equal to the sum of profits, direct wages, and overheads. Since we have estimates of profits,
wages and value added for manufacturing as a whole we could estimate the ratio of overhead costs
to value added. As expected there is a clear secular tendency for this ratio to increase over time.

In column 7 of table 2.5 we give estimates of the ratio of the materials to wage bill, which
enters into the determination of the share of profits. The importance of this ratio is that as long as the
ratio of the wage bill to materials bill does not increase as fast as the change in the degree of
monopoly then an increase in the degree of monopoly will imply a lower wage and higher profit share.
The obvious absence of any clear trend in this ratio is evidence of its relative unimportance in
explaining the decline and subsequent revival in the rate, and share, of profits over the sample period.

Before providing a decompositional analysis of the British corporate sector profit rate we are
in a position to offer some interim conclusions. First, we have illustrated that the profit rate and profit
share in the British economy has been subject to periodic crises and that there was a sustained
recovery during the 1980’s, although the evidence points a recent downturn in the share of profits.
Over the secular period, 1960-1988, we found that profit share has remained relatively stable. The
evidence that we pieced together has demonstrated a tendency for the degree of monopoly to rise since
1970, and this coincided with a falling rate of capacity utilisation and a tendency for overhead costs
to rise. The outcome during the 1970’s was for the share and rate of profit to fall. With increases in

the rate of capacity working in the mid-1980’s resulted in increases in manufacturing profit share.

2.5 British Corporate Sector Profitability and the Functional Distribution of Income, 1963-1989
: Introduction.

A popular research agenda among many industrial and macro economists has sought to account
for the secular and cyclical behaviour of the rate of profit."* This exercise is viewed as critical by
many economists because the actual profit rate plays a key role in the formation of profit expectations

which in turn influence current investment decisions and determine the future direction of economic

13 See, inter alia, Weisskopf(1979), Henley(1987, 1989) and Hargreaves Heap(1980). More recently the issue has
been examined for the U.S. by Henley(1987) and for the UK. by Funke(1986) and Henley(1989)
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growth and the extent of spare capacity within the industrial economy.'* The severe profits squeeze,
which afflicted many advanced capital industrial OECD economies during the 1970’s, spawned a
burgeoning literature that tried to isolate the theoretical and empirical validity of the falling rate of
profit. This paper further examines this issue, using the decompositional and growth accounting
framework introduced by Weisskopf(1979) which accounts for profitability changes induced by shifts
in factor distribution, capacity utilisation and factor productivity, by considering the behaviour of the
aggregate rate of profit in the British industrial and commercial company corporate sector between
1963 and 1989. The analysis diverges from the approach adopted in previous empirical investigations
in the UK. in a number of important ways, some of which affect the estimated impact of capacity
utilisation and factor productivity on the aggregate corporate profit rate.

Firstly, and of significant empirical importance, is that there is an important role potential
output to influence the aggregate profit rate. Theoretically, this follows from the decomposition of the
profit rate into its component parts : profit share, capacity utilisation and the capacity capital ratio. It
also emerges from the empirical observation that capital productivity is an important influence on both
the secular and cyclical rate of profit."* Hence we investigate whether the empirical formulation of
the potential output measure is of importance in contributing to the profit rate performance in the
British corporate sector.

Second, we utilise annual time series data between 1963 and 1989 for the Industrial and
Commercial Company sector to examine the behaviour and decomposition of the rate of profit. The
extended nature of our time series means that we can consider both the secular and cyclical behaviour
of the rate of profit during the important profits revival of the mid-1980’s.

To briefly anticipate the main findings, we find that there is little empirical support for a
secular decline in the rate of profit in the full period between 1963 and 1989. However, experimenting
with important sub periods we demonstrate that there are important sub-periods for which such a
decline can, not unsurprisingly, be detected. Over the sample period we find that there is a small, but
significant, distributional shift away from labour, but this has not been transposed into a secular rise

in the profit rate because of an adverse movement in capital productivity. The intra-cycle analysis

14 Kalecki(1971, chapter 10) illustrates that an increase in profits during any given time interval "renders attractive
certain projects which were previously considered unprofitable and thus permits an extension of the boundaries of investment
plans”. Empirical evidence in support of this hypothesis is presented in Fazzari and Moty(1988). In addition, Chenery(1952)
develops a model combing investment in spare capacity with profitability.

15 This has been established for the non-financial business sector in the U.S. by Weisskopf(1979) and
Henley(1987). Results for the U.K. presented by Henley(1989) find that capital productivity coatributes to a -2.11% secular
decline in the profit rate between 1963 and 1981 in the British corporate sector. However, the analysis presented here differs
significantly from Henley(1989) in the choice of the potential output measure. Funke(1986) also finds a secular decline in
capital productivity in the U.K. manufacturing sector between 1951 and 1981, a decline which has accelerated since 1969.
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confirms that there is a premature profit rate peak that precedes the subsequent peak in real output,
and that this stems from shifts in the functional distribution. In addition, we find an important role for
both real and relative price factors in the further decomposition of profit share and capital productivity.
Inadequate growth in labour productivity to match the growth in the real capital labour ratio explains
the decline in capital productivity over the sample period. Furthermore, we find that the failure of real
labour productivity growth to match real wage growth has impacted negatively on the rate of profit,
but adverse price effects have meant that true profit share has tended to rise.

These results provide an interesting juxtaposition to the recent paper by Henley(1989) who
finds, for the Industrial and Commercial Company sector between 1963 and 1981, a secular decline
in the rate of profit of approximately five percentage points per annum. The differences are explicable
in terms of the profits revival of the mid 1980’s, and our extended time series data, together with our
preferred measure of potential output.

The section proceeds as follows. In section 2.6 we present a resume of the salient theoretical
considerations drawn from Weisskopf’s(1979) decompositional and growth accounting framework
which provides the basis for our empirical analysis. In section 2.7 the data set is explained, and in
section 2.8 presents the results from the profit rate decomposition. Finally, section 2.9 offers some

overall concluding remarks.

2.6 The decomposition of the rate of profit.
The theoretical decomposition of the rate of profit, p = (n/K), begins by recognising that the
profit rate is identical to the product of the share of profits, o,, the rate of capacity utilisation, ¢, and

the capacity capital ratio, G, such that the following expression can be written :

= Y Z o 2.4
Pryz k"%t @9

where x is the volume of profits, K measures the capital stock, Y is a measure of actual output, Z
is an estimate of potential output and K measures the capital stock. The terms, 0,, ¢ and € are profit
share, capacity utilisation and capital productivity respectively.' This basic identity, however, is
incapable of examining the pure or exogenous changes in the functional distribution, g,, on the rate
of profit, p. Conceptually, the share of profits in income is equal to one minus the share of labour.

However, particular types of labour, namely overhead labour which comprises mainly of administrative

16 Weisskopf{1979) shows how changes in each of these sub-components of p can be associated with changes
in three variants of Marxian crises theory. A rising strength of labour (RSL variant) impacts negatively on profit share, g,,
and p by raising wage share; A failure to realise the value of the commadity produced (RF variant) implies a fall in capacity
utilisation, ¢; and a rise in the organic composition of capital (ROC variant) implies a fall in capital productivity, §.
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technical and clerical workers, are employed in relation to the capacity of the enterprise. Other types
of labour, namely direct labour which comprises manly production workers, are used in proportion to
actual output produced. If capacity utilisation falls below the optimum operating rate for the enterprise,
then direct labour can be readily curtailed in proportion to the output supplied, but overhead labour,
on the other hand, is not so easily altered. Any observed fall in actual profit share, therefore, cannot
be automatically attributed to a change in the balance of power between capital and labour, since
actual profit share is linked, via the employment of overhead labour, to capacity utilisation. This is a
fundamental point that suggests because overhead labour is positively related to the capacity of the
enterprise, actual profit share and capacity utilisation are endogenous. To net out the capacity effect
on factor shares, Weisskopf(1979) introduces the notion of truly required labour share, o'y. This
measures the share of income accruing to labour as if overhead labour was employed in proportion
to acwal output rather than capacity [see Henley(1989) p.172]. Truly required labour share is then :
ol = w,L, + wlL; 2.5)
Y
where w, and w, are money wage rates of direct and overhead labour respectively, and L, and L, are
hours worked by direct and truly required labour hours respectively. The relationship between truly
required and actual labour hours for overhead labour controlling for capacity effects is L, = ((p/c';;)l..o,
where (;) is the optimal level of capacity utilisation. Equation (2.5) can be further decomposed to yield

an estimate of truly required labour share as'” :

oy = P W0 2.6)
P’ y‘

where Py, is the price of wage goods, P, is the price of output goods, W is the truly required wage
rate, and y * s truly required labour productivity. From equation 2.6 it is clear that truly required
wage share can rise because either (a) truly required real wages rise faster than truly required labour
productivity (labour strength is on the offensive, to use Weisskopf’s terminology), (b) because the price
of wage goods rises faster than output prices (labour strength is on the defensive), or due to some
combination of both mechanisms.

Turning attention to the capacity capital ratio this can be decomposed in like fashion to the

truly required wage share to yield the following expression :

17 This is seen by dividing the numerator and the denominator by of equation 2.5 by truly required Iabm.n' hours
L’ (=L+L",), which then gives an expression for truly required wage, w’, and truly required labour productivity, y'. Using
the appropriate price and good deflators these can be expressed in real terms (W', ¥ © ).

22



‘P,_y
g Trk-;- @7

where P, is the price of capital goods and j * s the truly required capital labour ratio. In the same
way as before § can fall cither because (a) the truly required capital labour ratio grows faster than
truly required labour productivity, (b) because the price of capital goods, P,, rises faster than the price
of output goods, P,, or some combination of the two.

Transforming equation (2.4) into a growth accounting equation, and incorporating the
decompositions of (2.5) through (2.7) yields the following expression for the exponential growth rate
of profitability :

p-%-a;-o-q')'-q.t (28)

where O',, is truly required profit share, @ is adjusted capacity utilisation, and § is capital
productivity. The dot operator signifies an exponential growth rate. In addition, it can be shown that
0, =0y =-O (W §)+ (@, - B, )); where @ is a function coefficient, ®=(0,/3,) to express
the growth rate of labour share in terms of the growth rate of the share of profits. Similarly truly
required adjusted capacity utilisation is given as : ¢ = & & + @; where the term ¢, ( = 0°,/0,)
defines the relationship between truly required and actual wage share. Finally capital productivity is
givenby L= (5" -3) + (B, - R).

Taken together the growth rate of profitability is identical to the sum of the contributions of
truly required profit share, adjusted capacity utilisation, and capacity capital ratio, . Furthermore, the
decomposition of adjusted profit share allows us to examine the impact of the terms of trade effect
(via B, - l-", ) and real effects of truly required wage and productivity growth (w" y ") on profit
share and the profit rate. Similarly, we can isolate the effects of truly required labour productivity
growth and the capital labour ratio on capital productivity and profitability growth. Equation 2.8,

therefore, together with its extended decompositions forms the basis of our empirical analysis.

2.7 Data description.

The data that we utilise in this analysis is derived mainly from the U.K. national accounts and
supplemented with data from the CBI industrial trends survey, Employment Gazette, and the Census
of Production. Our theoretical framework dictates that we must have consistent time series for the
volume of profits, net capital stock capacity utilisation and potential output. Such data is not available

for the British economy as a whole or any constituent sector. Hence we focus on the Industrial and



Commercial Company sector for which data can be assembled with a fair degree of accuracy.'® We
use time series data, which contrasts to Henley’s(1989) analysis for two reasons. First, a number of
critical variables necessary for the analysis are not available quarterly (eg. net capital stock). Second,
by generating a quarterly series by linearly interpolating from annual data points, one runs the risk of
artificially imposing a trend or turning point in the series that is not necessarily there. This is
fundamental if one is trying to data precisely phases within cycles, or business cycles themselves.'

We define the volume of profits in the industrial and commercial sector as net pre-tax
corporate income which includes rent and other non-trading income but excludes capital consumption
and stock appreciation. As a pre-tax measure of gross corporate income, we divide it by the net capital
stock to estimate profitability. The measure accords closely to what Nordhaus(1974) identifies as
’genuine rate of return on non-financial capital’.® Annual profit share is given as the volume of
profits in the corporate sector divided by total income, where income is measured as profits plus
income from employment in the corporate sector.

A distinguishing feature of this analysis is the choice of the potential output measure, and
hence the estimate of capacity utilisation and the capital productivity variable. Previous research by
Henley(1989) defines capacity utilisation as the ratio of actual gross domestic product to potential
GDP, where potential GDP is obtained from the Layard and Nickell(1986) series on potential output.
This estimate, though, and its critical role in obtaining measure of capacity utilisation and capital
productivity, and hence the influence on profitability, may be considered as deficient for our purposes
in a number of important ways. First, the series is gleaned by estimating a linearly homogenous Cobb-
Douglas production function allowing for labour augmenting technological progress. Hence the
estimate of potential output will be sensitive to the length of the time series under investigation.
Second, our theoretical analysis has highlighted the importance of the quasi-fixity of overhead labour
which is not accounted for in his estimate of potential output. Furthermore, Cobb-Douglas technology,
by assuming a constant marginal rate of transformation between factor inputs, is inconsistent with the

theoretical structure outlined here. This, by contrast, emphasises that overhead labour cannot be

adjusted to actual output changes. Third, the estimating model for his potential output series is capable

18 According to the UK. national accounts the industrial and commercial company sector accounts for
approximately 50% of the U.K. gross domestic product (48.6% in 1987). In addition the ICC sector contributes a relatively
stable share to overall GDP. The average for the period 1977-1987 was 46.4% of GDP, with a standard error of 1.14.
Approximately one half of the remainder of GDP was accounted for by income from unincorporated businesses and self
employment income. The rest consisted of output generated by central government, local authorities and financial institutions.

19 Of course, we recognise that the use of annual data makes it difficult to precisely date phases and cycles as well,
but we are trying to avoid the problem highlighted above.

20 e construction of the data set is detailed in the appendix to the paper.
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of only capturing short run deviations from a potential trend and not longer term potential output (see
Cowling(1982)). Lastly, our model requires an estimate of capacity utilisation for the corporate sector
whereas Henley’s estimate is an economy wide estimate. To try and circumvent these problems we

estimate potential output from CBI data which reports the percentage number of firms working below
capacity.

2.8 The empirical decomposition of the corporate profit rate.

The key variable in the analysis, p, can be constructed from the accounts data from 1962
onwards and hence our analysis begins from the start of the next business cycle thereafter. Figure 2.1
plots the behaviour of the rate of profit along with our measure of real income for the Industrial and
Commercial Corporate Sector between 1963 and 1989. Table 2.6 provides similar information together
with the identification of the five complete cycles and the phase dating. The data show, as expected,
the profit squeeze of the mid 1970’s, together with the sharp turn around in the fortunes of capital with
the sustained profits revival of the early 1980’s which culminated in a peak of 15.24% in 1985. A
downturn in profitability is observed in 1986, which recovers briefly, before seemingly turning down.

In table 2.7 we present estimates of the simple decomposition of the profit rate into its
component effects unadjusted for capacity effects. The results for the intra-cycle phase averages
corroborate the findings of Henley(1989), and Funke(1986), illustrating that the lions share of the
changes in the profit rate are accounted for by changes in the functional distribution of income through
the profit share term. Capacity utilisation and capital productivity, though, assume a greater
quantitative significance than those reported by Henley. From cycle to cycle, we observe as expected,
profitability failing until the final cycle where a sustained profits revival reversed the squeeze that
occurred in the 1970’s. In terms of the secular decline it culminates in a small, but insignificant,
overall decline in the annual average profit rate over the full period. This contrasts to Henley’s(1989)
estimate of approximately 5% average decline per annum between 1963 and 1981. Examining the
factors that contribute to the profit rate we note that there is a small, by significant, upward trend in
profit share which is more than outweighed by a secular decline in capital productivity of -1.38%
points on average per annum. The capacity utilisation effect, whilst reenforcing the distribution effect,
is insignificant. The sustained profits revival of the 1980’s in the industrial and commercial company
sector, therefore, means that in our sample period we can no longer corroborate the Marxian falling
rate of hypothesis. Although capital has gained at the expense of labour in the distribution arena, this
has failed to translate into an upward trend in the profit rate due to worsening capital productivity. By
way of contrast the results for the sub period 1963-1981 do reproduce the main thrust of
Henley’s(1989) earlier findings for the U.K.. There is a significant fall in the profit rate of -3.62%



points per annum. This is accounted for by a decline in profit share of -1.45%, and an almost equal
effect of the decline in capital productivity by 1.4%. The capacity utilisation effect, although
reenforcing and significant is clearly the least important factor accounting for the growth in the profit
rate. Taken together this emphasises the importance of extending the data period under investigation.

In table 2.8 we report the results for the decomposition of the profit rate once we have
adjusted for the non-optimal employment labour, recalling that table 2.7 simply records movements
in the actual components of the profit rate. Qualitatively, the results from table 2.8 reflect those in
table 2.7. As we might expect, though, capacity utilisation now has a slightly larger impact on the
secular movement in the profit rate but still doesn’t quite achieve statistical significance.* Again the
secular growth profitability is explained by a positive significant profit share growth, but this is not
translated into a significant profit rate growth because of the adverse movement in capital productivity.
For the sub period all sub-components are important in explaining the decline in aggregate
profitability, and a noteworthy feature is that both distributional factors and capital productivity assume
equal importance in this decline. Capacity utilisation on the other hand has a smaller quantitative
impact, a result which is quite consistent with Henley(1989). Taken together the results for the secular
decline suggest that the capital productivity measure has a greater impact than previous studies have
suggested.

Turning to the within cycle phase averages we confirm that distributional shifts are the most
important factor in explaining profitability changes, but that this should be set against important effects
coming through the capital productivity effect. In the critical phase B of the cycle adjusted capacity
utilisation has a quantitatively small effect on profitability growth, whereas the changes in the capacity
capital ratio reenforce the distribution effect. The between cycle results indicate that adjusted capacity
utilisation, associated with the expansionary phase of the early 1970’s, improves as expected. During
the profits revival in cycle 4-5 the previous downward trend in profitability is turned around, and is
explained by changes in all three sub-components, the shift in the functional distribution being most
pronounced.

Table 2.9 presents evidence on the further breakdown of capital productivity into truly required
labour productivity and truly required capital labour ratio, together with relative price changes of
capital and output goods. Dealing first with the full period results, the decline in capital productivity
is accounted for by a failure in the growth of truly required labour productivity to match the growth
rate in the capital labour ratio. The contribution of the relative price effect is quantitatively less
important, but nevertheless has a significant negative counteracting effect overall. This conclusion is

similarly borne out between cycles, where labour productivity growth is less than the growth in real

21 On the basis of a two tailed test the reported 1 ratio is significant at 0.129, would pass a one tail test (1.31).
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capital labour ratio. In each of the phase averages truly required labour productivity lags behind the
that of the capital labour ratio, with a small contributory factor coming from the price effect. In the
important phase B this differential growth is much more pronounced.

Table 2.10 considers the further decomposition of adjusted profit share into truly required real
wage growth, truly required labour productivity effects and relative price changes between wage and
output goods. Each variable is multiplied by the function co-efficient, ®, so that the results presented
give the average percentage growth contribution of the change in the variable to the change in the
corporate profit rate. Column 1 gives the adjusted profit share contribution to the profit rate, column
2 the contribution of truly required real wage share, which since it is multiplied by ®, can be thought
of as a constant price profit share. columns 3 and 4 a respectively the contribution of truly required
real wage and productivity effects (which sum to column 2), and column 5 is the contribution of
relative price of wage and output goods.The full period results isolate the extent to which the
contribution of truly required real wage and productivity effects contribute to changes in the rate of
profit, measured by the combined effect of -¢(Jv°, S'"), and relative price movements captured by -<b(f’,,
- P, ). The evidence suggests that over the full period labours offensive strength contributed a small
bur significant decline in the corporate rate of profit since the real wage failed to keep pace with
changes in real productivity. However, this small gain in true real wage share is offset by adverse price
movements since the growth in the price of wage goods does not match the growth in the output good
price, hence wiping out the gains made in truly required wage share. This contrasts to Henley’s(1989)
results where he finds that the real true real wage share effect dominates a small adverse relative price
effect. In the final cycle to cycle period truly required profit share, and actual profit share, recovers,
and is accounted for by a rise in productivity more than offsetting the true real wage effect.Truly
required profit share would have fallen but for the adverse price effect which contributes positively
to the profit rate. From the intra-cycle results in the critical phase B, the important distributional shift
is accounted primarily by adverse price movements. Real factors actually impact positively on the
profit rate, but the fall in true profit share comes about because the price of wage goods rises faster
than the price of output goods. Taken together these results suggest, in contrast to Henley(1989), that
both real and relative price factors are important in contributing to the secular and cyclical behaviour
of the corporate rate of profit. Labour productivity has failed to keep pace with true real wage growth,
but in addition table 2.9 suggests that labour productivity growth has lagged behind the growth in the
true real capital labour ratio. The former has resulted in rising true real wage share, but has not been
realised because of the adverse changes in the relative price changes resulting in a rise in true profit

share. The latter rise in the capital labour ratio has resulted in a decline in capital productivity.
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2.9 Implications and Conclusions.
The evidence put forward in this Chapter has revealed a number of features of the U.K.

economy since 1960. We have updated the evidence presented in Cowling(1981,1982) and provided
a decompositional analysis of the rate of profit in The ICC sector.

We have illustrated that the profit rate and profit share in the British economy has been subject
to periodic crises and that there was a sustained recovery during the 1980’s, although the evidence
points a recent downturn in the share of profits. Over the secular period, 1960-1988, we found that
profit share has remained relatively stable. The evidence that we pieced together has demonstrated a
tendency for the degree of monopoly to rise since 1970, and this coincided with a falling rate of
capacity utilisation and a tendency for overhead costs to rise. The outcome during the 1970’s was for
the share and rate of profit to fall. With increases in the rate of capacity working in the mid-1980s
resulted in increases in manufacturing profit share.

The decomposition of the rate of profit for the British corporate sector between 1963 and 1989
has revealed a number of interesting and important conclusions about the behaviour of the profit rate.
Over the full period, 1963-1989, the net profit rate has declined a little over half a percentage point
per annum on average, but since the resulting time coefficient failed to be significant we cannot
conclude that there has been a secular decline, consistent with the Marxian falling rate of profit
hypothesis, during this time. However, for the sub period 1963-1981, ie. the period immediately before
the sustained profits revival of the 1980’s, there was a tendency for the rate of profit to decline by on
average almost 4% per annum. This result provides an interesting juxtaposition to the analysis by
Henley(1989). Using quarterly data, he also found a decline of approximately 5% points per annum
between 1963 and 1981, but the extended time period on which the analysis here is based reveals that
his conclusions concerning the behaviour of the secular profit rate are no longer robust. This is hardly
surprising and can be accounted for by the sustained profit revival of the 1980’s. It appears that all
three components of the profit rate, namely factor distribution, capacity utilisation and capital
productivity, contribute to the movement in the growth rate of profitability. The capacity utilisation
measure though is the weakest contributor. Importantly, we found that there is a distributional shift
away from workers over the full period of a little over half a percentage point per annum over the full
period. However, this is not translated into an increase in the profit rate because of adverse movements
in capital productivity which declines by -1.3% per annum. The decomposition of profit share
(adjusted for utilisation) and capital productivity reveals an important role for labour productivity in
explaining the behaviour of the profit rate. In the case of capital productivity labour productivity fails
to grow as fast as the changes in the real capital labour ratio. In the case of profit share labours

offensive strength contributed to a small but significant decline in the corporate profit rate as the real



wage failed to keep pace with changes in labour productivity. However, this small gain is offset by
adverse price movements since the growth in the price of wage goods does not match the growth in
output goods price. So, in contrast to Henley(1989) who finds a secular shift away from profit income,
the analysis presented here suggests that by extending the time period under investigation, the converse
is true and we find a small but significant shift to profit income.

Within each business cycle we observe a similar pattern to that established by Weisskopf for
the United States, and Henley(1989) for the U.K., namely a premature peak in the profit rate
accompanied by subsequent upward pressure on the truly required real wage share. This notion of a
rising real wage share, which can also be legitimately viewed as a falling real profit margin, can within
each business cycle be associated with a rising strength of labour at the critical upswing phase of the
cycle. However, over the full period, where we cannot establish a secular shift away from profit share,

the evidence suggests against a rising strength of labour hypothesis.



Table 2.1 : U.K. factor income distribution 1960-1989.

Year Wage Share Profit Share* Profit Share®
1960 66.00 15.80 -
1961 67.40 14.30 -
1962 67.90 13.60 -
1963 67.20 14.10 -
1964 67.20 14.50 -
1965 67.40 13.90 -
1966 68.40 12.70 .
1967 68.10 12.70 -
1968 67.70 12.40 -
1969 67.40 12.50 -
1970 68.90 11.50 16.07
1971 67.60 12.40 14.59
1972 67.30 12.30 16.90
1973 66.90 12.00 16.92
1974 70.50 8.30 9.87
1975 72.50 7.60 6.24
1976 70.60 8.10 7.31
1977 67.30 12.30 13.51
1978 66.90 12.80 13.89
1979 67.60 12.70 10.23
1980 68.90 11.30 6.33
1981 68.80 10.20 3.98
1982 66.80 11.80 8.28
1983 65.10 13.90 9.40
1984 64.70 14.60 11.34
1985 63.70 16.50 13.27
1986 64.70 14.20 14.72
1987 64.00 15.40 14.38
1988 63.50 16.00 16.77
1989 64.50 15.20 -

Notes :
Wage Share : Income from employment as a percentage of gross domestic product, income based.
Source : Economic Trends, table 7, 1991, Central Statistical Office.

Profit Share® : Gross trading profits of companies after providing for stock appreciation as a percentage
of gross domestic product (income based)?. Source : Economic Trends, table 7, 1991, Central
Statistical Office.

Profit Share® : Real profits (ie net of stock appreciation and capital consumption at current replacement
cost) in the manufacturing sector divided by net income in the manufacturing sector (ie. net of stock
appreciation and capital consumption at replacement cost). Source : Unpublished data obtained directly
from the CSO.

22 The measure of gross trading profits of companies reported here excludes the gross trading surpluses of public
corporations and general government enterprises. This shows up in a category called "other gross trading profits” in the
accounts data.
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Table 2.2 : Gross Operating surplus as a percentage of gross value added in
manufacturing sectors across OECD countries.

1960 1974 1978 1980 1983 1985 1987 | %A | %A
1960- | 1980-
1980 | 1987

Japan 55.1 47.1 43.7 43.7 413 423 42.1 207 | -3.8
Germany | 39.1 303 28.8 25.6 29.0 303 30.3 -345 | 155
France na. na. 28.8 249 25.6 276 na. -13.5 | 9.7

United 29.5 19.9 244 189 238 275 315 | -359 | 400
Kingdom

Italy na. 40.4 389 424 409 43.7 47 | 49 5.15
Canada 334 34.0 30.9 318 30.4 346 34.1* | -48 6.75
Sweden 339 30.5 15.2 223 293 303 31.0 | -34.2 | 281

United 252 220 26.5 22.2 249 25.6 27.1 9.5 159
States

Notes :

1. Data is derived from the Historical Statistics of the Organisation for Economic Co-operation and
Development, 1960-1988, section 7, Economic Outlook.

2. %A is simply the percentage change of the variable over the given time period.

3. na : the statistic is not available for this year.

4. a : This figure is for 1986, the actual figure for 1987 was not published.
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Table 2.3 : Rates of return before interest and tax at current replacement cost.
Year (W/K), (/K), (W/K); (/K), (/K), (WK),
1960 11.4 13.1 11.4 13.1 12.0 145
1961 103 11.3 103 11.3 10.4 12.0
1962 9.6 103 9.6 10.3 9.6 10.8
1963 103 11.4 103 114 10.1 11.5
1964 108 120 108 12.0 103 11.8
1965 104 114 104 11.4 9.8 11.0
1966 9.5 10.0 9.6 10.1 89 9.5
1967 9.6 10.1 9.7 10.2 9.0 9.6
1968 9.7 10.2 9.8 10.3 8.8 93
1969 9.7 10.1 9.7 10.2 9.0 9.6
1970 89 8.9 89 89 79 8.0
1971 9.1 9.1 9.1 9.1 72 6.8
1972 9.3 9.5 9.3 9.5 8.0 8.1
1973 88 8.9 8.8 9.0 717 7.9
1974 6.3 52 6.3 54 52 4.0
1975 5.6 4.0 5.7 43 43 2.6
1976 59 44 5.8 4.4 4.6 29
1977 8.1 15 7.4 6.8 6.4 57
1978 84 79 7.7 7.1 6.5 59
1979 8.1 7.4 6.6 57 53 4.2
1980 7.4 6.4 5.5 39 4.7 31
1981 73 6.2 49 30 40 2.0
1982 8.1 75 55 38 5.0 3.6
1983 9.2 9.1 6.1 48 53 4.1
1984 10.2 10.7 6.7 5.6 5.7 48
1985 10.6 114 7.8 7.2 6.4 6.1
1986 9.7 10.0 8.8 89 7.1 7.2
1987 11.5 10.5 8.5
1988
1989

Notes.

#/K are different measures of the profit rate. Odd numbered columns are measured gross whilst
even columns are net rates of return. Gross profits () (odd columns) are defined as gross
operating surplus on U.K. operations ie. gross trading profits less stock appreciation plus rent
received. Net profits (even columns) are simply gross profits less capital consumption at current
replacement cost. Capital employed (K) is gross capital stock (odd columns) or net capital stock
(even columns) of fixed assets (excluding land) at current replacement cost, plus book value of
stocks in the U.K. Source, British Business, April 1988.

n/K,, #/K, : All industrial and Commercial Companies.

n/K,, »/K, : non-oil industrial and commercial companies.

n/K;, n/K, : Manufacturing Companies.
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Table 2.4 : Rates of return in a sample of sectors in the U.K. economy : 1975 1987.

1975 1977 1979 1981 1983 1985 1987
Capital goods group 158 17.7 158 12.6 143 15.9 189
Electrical 16.4 17.2 16.7 18.0 18.2 19.0 19.8
Electronics 213 26.0 26.1 24.0 238 204 19.5
Mechanical engineering 17.1 18.0 14.7 12.0 12.7 14.1 16.2
Motors 9.1 13.7 8.6 4.1 9.2 11.4 15.8
Consumer goods group 15.5 17.9 16.9 15.3 16.6 17.7 19.9
Health and Household 254 272 214 238 25.0 29.6 321
Other groups 152 163 16.0 13.8 154 17.0 204
Agencies 14.1 28.1 23.1 18.2 263 342 48.1
Chemicals 15.6 16.6 14.8 10.7 13.7 16.9 229
All industrial groups 15.5 17.6 16.5 14.1 15.6 172 20.0
Oil and gas 294 294 344 20.1 189 22.6 163
Industrials and oils 180 196 20.0 15.5 16.5 184 193

Notes.

The table is reproduced from : "Performance of large companies”, Bank of England Quarterly
Bulletin, 28, 1988, p. 548.
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Table 2.5 : U.K. data 1970-1988.

m | @ | o @ ©) ® | O | ® | O
Year ~Y My TR ADV CU=p | M/W) | (S'W) FrY
1970 16.07 | 0.2677 0.6584 1.25 70.496 435 0.4714 | 0.4141
1971 14.59 | 0.2693 0.6570 1.17 67.227 4.20 0.4887 | 0.4339
1972 1690 | 0.2830 0.6677 1.26 67.855 4.09 0.4857 | 0.4342
1973 1692 | 0.2812 0.6696 1.33 72.555 4.18 0.4632 | 0.4922
1974 9.87 0.2706 0.6809 1.18 65.927 4.75 0.4802 | 0.5709
1975 6.24 0.2612 0.6571 1.00 61.896 442 0.4925 | 0.5603
1976 7.31 0.2653 0.6756 1.04 60.705 4.42 0.5104 | 0.5749
197 13.51 0.2651 0.6488 1.15 63.947 4.42 0.4418 | 0.4880
1978 13.89 | 02742 0.6899 1.22 65.084 4.71 0.5105 | 0.5245
1979 1023 | 0.2857 0.6921 1.24 67.221 4.46 0.5291 | 0.5517
1980 6.33 0.2840 0.6797 1.27 63.723 4.11 0.5574 | 0.5642
1981 3.98 0.2976 0.6973 1.28 61.736 422 0.5998 | 0.5985
1982 8.28 0.3025 0.7103 1.31 63.397 442 0.6172 | 0.5735
1983 9.40 0.3102 0.7264 1.37 66.327 4.69 0.6287 | 0.5869
1984 11.34 0.3060 0.7307 1.45 70.202 4.95 0.6286 | 0.5741
1985 13.27 0.3054 0.7333 1.46 74317 499 0.6392 | 0.5598
1986 1472 | 03175 0.7366 1.58 73.166 472 0.6449 | 0.5485
1987 1438 | 03279 0.7503 1.63 76.674 4.89 0.6704 | 0.5729
1988 16.77 | 0.3308 0.7569 1.73 81.281 4.89 0.6822 | 0.5619

Notes.

1. ADV : Advertising spending, excluding direct mail, as a percentage of gross domestic product at
factor cost. Source : Advertising Statistics Yearbook, 1990, 8* edition, published by the
Advertising Association.

2. n/Y : Profit share in manufacturing sector. Real profits, x, (ie net of stock appreciation and
capital consumption at current replacement cost) in the manufacturing sector divided by net
income, Y, in the manufacturing sector (ie. net of stock appreciation and capital consumption at
replacement cost). Source : Unpublished data obtained directly from the CSO.

3. n, : average degree of monopoly in the manufacturing sector, defined as net output minus
operative wage bill to gross output. Source : Business Monitor Census of Production Summary
Tables, various issues 1970-1988.

4. u, : average degree of monopoly in the manufacturing sector, defined as net output minus
operative wage bill to net output. Source : as for p,.

5. S/W the ratio of salary bill (ie administrative, technical and clerical) to wage bill (operatives) in
manufacturing. Source : as for p,.

6. M/W the ratio of materials bill to wage bill (operatives) in manufacturing. Source : as for w,.

7. CU : capacity utilisation calculated from the CBI industrial trends survey using the
transformation suggested in Driver(1986).

8. F/Y : the ratio of overhead costs to value added in manufacturing.
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Figure 2.1. Real Income and the Rate of Profit in the British
Industrial and Commercial Sector, 1963-1989.

Notes : ]

-
1. Real income (denoted crosses :
in figure 1) defined as net income 4

in the Industrial and Commercial
Company sector divided by retail 1
price index (1985=100) J

2. Real Profit Rate (denoted boxes
in figure 1) as detailed in data 1
appendix. ]
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Table 2.6 : The rate of profit and real income in the British
corporate sector.
Year Real Income in 1985 (n/K) Percent
prices
1963 97833.6 15.058
1964 103970.7 15.871
1966 107009.5 12972
1967 106517.0 13.142
1968 109661.9 13.163
1970 115521.3 11.000
1971 112914.5 10957
1973 126444.5 11.488
1975 113686.5 5.842
1978 128537.0 10.605
1979 134337.4 10.020
1981 123335.2 8.947
1985 146736.0 15.236
1986 144672.4 12.179
1988 161533.5 12.712
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Table 2.7 : Rates of growth of basic contribution variables : full period, between cycles,
and phase averages.

cycles, and phase averages.

Phase Averages (wK)=p (wY)=0, Y/Z)=9 (ZY)=C
Phase A 21.214 17.712 7.942 -4.40
Phase B -13.994 -7.902 0.762 -6.853
Phase C -22.342 -15.236 -5.639 -1.467
Between Cycles

Cycle 1-2 -14.693 -8.614 -1.486 -4.592
Cycle 2-3 -11.979 -1.846 1.625 -11.758
Cycle 3-4 -24.669 -9.381 -12.976 -2.309
Cycle 4-5 19.576 15.641 1.892 2.043
Full period -0.509 0.679 0.202 -1.389
1963-1989 (1.087) (2.025) (1.04) (10.491)
sub-period -3.617 -1.453 -0.764 -1.400
1963-1981 (5.942) (2.834) (5.868) (11.171)

Table 2.8 : Rates of growth of adjusted contribution variables : full period, between

Phase Averages (=/K)=p @' Y (@)
Phase A 21.214 18.908 6.746 -4.40
Phase B -13.994 -7.687 0.547 -6.853
Phase C -22.342 -16.169 -4.706 -1.467
Between Cycles

Cycle 1-2 -14.693 -9.036 -1.065 -4.592
Cycle 2-3 -11.979 -1.445 1223 -11.758
Cycle 3-4 -24.669 -12.412 -9.948 -2.309
Cycle 4-5 19.576 14.420 3.113 2.043
Full period -0.509 0.648 0.233 -1.389
1963-1989 (1.087) (1.836) (1.515) (10.491)
sub-period -3.617 -1.621 -0.595 -1.400
1963-1981 (5.942) (3.206) (5.346) (11.171)
otes :

1. The growth rate for each variable within each phase is computed as 1/n-Z(log(x(t,)-log(x(t,)), where
x refers to the value of a variable at each year.

2. Full and sub period results are obtained by estimating an ordinary least squares regression of log(x)
on a constant and a yearly time trend, an multiplying the resulting slope coefficient by 100. T ratios
reported in parenthesis are based on White(1980) adjusted standard errors.

36



Table 2.9 : Rates of growth of adjusted contribution of capacity capital ratio : full period,

between cycles, and phase averages.

Phase Averages d v i ®, - p)
Phase A -4.440 4.041 7.950 -0.527
Phase B -6.853 3.819 10.673 0.001
Phase C -1.467 4.165 6.619 0.987
Between Cycles

Cycle 1-2 -4.592 15.554 22.062 1.916
Cycle 2-3 -11.758 11.114 18.270 -4.602
Cycle 3-4 -2.309 13.648 14.992 0.965
Cycle 4-5 2.043 15.617 17.401 3.827
Full period -1.389 2.535 3.873 -0.052
1963-1989 (10.491) (22.076) (31.179) (1.100)
sub-period -1.400 2.867 4.029 -0.238
1963-1981 (11.171) (26.116) (16.994) (2.726)

'—_'__————-_—-————-——-——_{

Table 2.10 : Rates of growth of adjusted contribution of profit share : full period,
between cycles, and phase averages.
o, -® g -ow’ oy ®(p, - P,)
Phase A 18.908 -2.917 -25.460 25.543 21.825
Phase B -7.687 2.287 17.194 -14.906 -9.975
Phase C -16.169 2.623 27.134 -24.511 -18.792
Between
Cycle
Cycle 1-2 -9.036 0.200 24.999 -24.799 -9.236
Cycle 2-3 -1.445 3.898 14.535 -10.637 -5.343
Cycle 3-4 -12.412 0.482 23.535 -23.052 -12.894
Cycle 4-5 14.420 -1.566 -19.417 11.851 21.986
Full Period 0.648 -0.161 0.662 -0.823 0.808
1963-1989 | (1.836) (1.778) (1.077) (1.515) (1.897)
Sub-period -1.621 4.463 0.316 -4.147 -1.937
1963-1981 (3.207) (5.020) (2.648) (5.344) (3.132)
Notes.

As described in tables 2.7 and 2.8.
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CHAPTER THREE
The nature of the capitalist enterprise : contractual versus

radical explanations.

3.1 Introduction.

In the previous Chapter we pieced together evidence on the evolution of the rate of profit, and
the share of profits, in the British economy. We argued that movements in these key variables could
be explained by a combination of factors within the product and labour market (Eg. increased
monopolisation, capacity utilisation, and the changing nature of overhead costs). However, the
decisions that result in us observing movements in the profit rate do not take place in a vacuum : they
are the outcome of the interaction between capital and labour within the capitalist enterprise. The
individual firms success in achieving a given profit rate is conditioned not only by the market
environment that it operates in, but also by the combination of capital and labour within the firm'.
This raises the question of the nature of the firm, and why particular organisational structures are
preferred by capitalist enterprises.

The objectives and importance of this Chapter arise from the need to understand the
hierarchical nature of the firm. As Sawyer(1988) illustrates, one of the shortcomings of some
monopoly theories of capitalism is that they neglect to investigate the internal structure of firms and
instead treat the firm as a "black-box". But this feature of monopoly theories should "be seen as
simplifications, useful for certain parts of the analysis but not to be seen as crucial ingredients”
[Sawyer(1988)]. My objective then is to investigate the nature of the firm as an important issue
necessary for a fuller understanding of the monopoly stage of capitalism.

One of the most fundamental, yet relatively unexplored, questions of industrial political
economy concerns the existence, and continued predominance of the hierarchical firm in organising
the production process. It is generally assumed in mainstream economics that the internal
organisational structure of the capitalist enterprise, stemming from the original research of
Coase(1937), is ostensibly efficient. In comparison a parallel research agenda, radical in foundation
and tracing its roots to Marx, argues that the introduction and continued development of the
hierarchical structure of the enterprise has more to do with the social power relations of production

rather than with an issue of efficient resource allocation.

! See for instance the discussion in Cullenberg(1988) who maintains that the aggregate movement in the rate of profit
can only be evaluated by reference to individually constituted capitalist enterprises. Hence, he argues that an economy wide
trend in the profit rate cannot be observed.
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In this Chapter it is proposed to restate the fundamental questions about the essential nature
of the firm and present a critique of this received orthodoxy. The analysis will endeavour to highlight
the failings of the internalisation, or efficiency, view of the firm. Importantly, we shall argue that
internal organisational structure is not parametric, as assumed in the efficiency or transaction costs
explanations, but a strategic choice variable ultimately under the control of a dominant (capitalist)
group. During the exposition the issue of how proprietorship is treated within the existing literature
will be highlighted. Whilst the issue of the hierarchical adoption of production relations has been
reasonably well developed in the literature, drawing on the economics of information, how this relates
to proprietorship has in large part been ignored. In the latter part of this essay we draw together these
points to illustrate that proprietorship has consequences for the position of labour as a productive factor
input within the firm. The exposition will also concentrate on the issue of centralisation of capital and
the growth of the firm. A central conclusion of this analysis is that the growth of the giant firms has
differential welfare implications for the different actors within the firm. Also the essence of the firm
not only has important welfare consequences for those actually involved in the production process but
also has implications extending to the wider context of the firm within the nation state. This in turn
will focus matters on the importance of proprietorship and control in explaining the observed nature
and activities of the firm. If this is taken into account then the economic ownership of the firm is seen
to have consequences beyond the usual remit of positive economics extending to the arena of political

economy.

3.2. Firms and Economic Theory.

Until comparatively recently the economic nature of the firm and its relationship to
conventional economic theory was an underdeveloped area of inquiry®. It is now considered by
institutional economists and internal organisational theorists® but within mainstream economic theory
it is still treated in a relatively cursory fashion. My aim in this section is to provide a rationale for
reconsidering the importance of firms. Naturally, why firms exist and how they behave is an important
question if we are to understand the consequences of firm behaviour for the evolution of the
macroeconomy and the interaction of capital and labour. The contention adopted here is that if firms
exist solely as a response to the costs of using the market mechanism (ie. they are efficient) then the

implication is that the evolution of the giant corporation does not present any fundamental conflicts

2 The seminal paper in this arca is Coase(1937) who establishes the market non-market distinction. Thereafter the
literature is relatively silent until the 1970’s. See the review in Putterman(1986).

3 For example, see Williamson(1980,1985) for an institutionalist view of the firm as a nexus of idiosyncratic exchange,
and Williamson(1970) for the efficiency properties of multi-divisional (M-form) internal organisation.
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between capital and labour. More importantly, when one unearths the essence of the firm, how does
the existence of different types of labour, whether differentiated by gender, race, organised or skilled,
alter, or affect, the behaviour of the firm? That is the nature of the firm raises an issue of identification
since not only will firm activity and organisation affect the responses and actions of labour but this
in turn will alter the behaviour of firms.

The existence of the firm has been addressed in a variety of ways in the internal organisation
literature. Frequently concepts such as the firm as an authority, have been used in misleading, and
differing ways. However, these varieties of meanings, each with their own nuances, can be divided into
two separate research paradigms capable of shedding light on what firms are ostensibly about. The first
is the efficiency explanation and the second a Marxist conceptualisation. Whilst this simple dichotomy
might appear at first sight somewhat crude, or over simplistic, the following exposition shows that
such a divorce is, in fact, quite legitimate. Whilst there are many variants within each paradigm, which
we do not dispute, they each have their common strands which in effect, means that we can identify
them as either efficiency or radical.*

The efficiency explanations, also known as transactions costs and internalisation approaches,
share a common factor that the firm should be able to efficiently produce, and sell, more of a given
output, or combination of outputs, than the sum of the constituent parts. In the parlance of the recent
new Industrial Organisation framework [see Jaquemin(1987)], the firm must satisfy a sub-additivity
criteria® It is this guiding principle that resource allocation can be achieved more effectively within
the ambit of the firm than outside it that is the common theme in efficiency explanations of the firm.
Moreover, if the boundaries of the firm are defined by this decision rule or procedure, it is clear that
the limits of firm behaviour are dictated by optimisation rules within the firm. Hence, a consequence
of this approach is that the tools of marginalist analysis are suitable in explaining the firm. Marxist,
ot radical, explanations of the firm, which at an elementary level share with the efficiency explanation
a plethora of variants within the actual research paradigm, have a common factor based on the
exploitation of one group or class by another. The source of this domination is located in the wider

structure, and super structure, of political economy : in particular the social relations of exchange that

* However, it is not claimed that splitting our view of the firm into two camps is definitive in any way, only that it
provides an interesting way of viewing the problems of explaining hierarchy and so forth. There might even be some
elements of both positions in some theories of the firm, but this does not preclude us from stressing which aspect is more
important.

5 If we characterise two operations undertaken by the firm as (0,,0,) a necessary requirement, but not sufficient, for
internalisation is the sub-additivity rule : C=C(0,,0,;)<C(O,#C(Q,). where C(.) is a general convex cost function. For
sufficiency, the costs of negotiating a contract for separate enterprises to perform the separate operations must be suitably
large. Teece(1980) describes those conditions under which this criteria will lead to sufficiency.
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individuals are forced to operate within.®

The behaviour of the firm, as distinct from explaining existence, and the actions of it’s
constituent actors, can be thought of in terms of how, once the existence of the firm is established, the
actors within the firm are constrained. Within the efficiency explanation of the firm this is usually
couched in terms of the limits to managerial discretion, the meshing of the stockholders and managers
interests and so forth.” Within the Marxist literature the focus of the firm is much wider. One can
argue that a main concern is the position of labour within the firm, and how the introduction of certain
working practices, technological developments, alienate these individuals from their work. Indeed,
Marxists see the role of the firm, as the controller of the production process, as central in explaining
crisis within capitalism.

Both the efficiency explanation and the Marxist school rationalise the firm, in the first
instance, as a static concept. Indeed economic theory perceives the firm as a static concept. That is
the nature of the firm remains basically stationary. It does consider, say, the dynamics of oligopoly
but this is really a phenomena of the market rather than an issue of the firm. Both accounts are
essentially at fault in this respect. The behaviour and nature of a firm is a dynamic concept which is
malleable through time. Indeed, it is the growth of firms, itself, that accounts for the importance of
reassessing the essence of the firm at this time.

In times past liberal economists accepted the notion that the quintessential feature of the firm
was it’s benign nature. Those times, the late nineteenth and early twentieth, century, were characterised
by relatively "small” firms operating within relatively "big" nation states, so in the final assessment
it didn’t really matter whether economists were right or wrong about the fundamental nature of the
firm. In 1909 the share of the largest one hundred firms in net output was 16%.; by 1987
approximately 1300 companies account for three quarters of assets and income in the U.K..2 In earlier
times the nation state could exercise it’s legitimate authority to curtail the activities of firms judged
to be acting contrary to the public, or sectional, interests. Fifty-three years since the publication of
Coase’s(1937) seminal paper outlining an efficient and benign nature of the firm it is at least
questionable whether the same conclusion can automatically be drawn. Some countries are now

relatively small and some companies relatively big. The advent, emergence and development of the

¢ Clearly, within a dialectic methodological framework individuals cannot operate independently of others. It is not
possible to define any item without implicit reference to the things around it.

7 The appropriate tools of analysis then becomes the generalised principal-agent framework which we discuss below.
An excellent review of this theory, and recent literature, is 10 be found in Rees(1985).

® This figure is derived from Datastream International company accounts information. A recent survey is documented
in the Bank of England Quarterly Review, 28, 1988.
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conglomerate, and transnational corporation, makes it imperative that we understand the exact nature
and operation of the firm. The evolution of the monopoly stage of capitalism over the last fifty years
have altered the power structure between firms and nation states, such that what was automatically an
asymmetric advantage in favour of the nation state, which could exercise ultimate sanctions against
firms if required, or so directed, might not necessarily hold true at the close of the century. What is
clear is that this is a matter for analysis. We need to identify who are the gainers and who are the
losers in the evolution of the firm and the socio-political structure. Moving beyond the dynamics of
firm evolution, and the interrelationship of the firm with the state, it is customary to define two groups
involved in the production process: capital and labour®. The firm then, as controller of the production
process, has consequences for the distribution of the surplus. Following Kalecki(1971) the determinants
of the functional distribution are bound up with an analysis of the firm within oligopolistic industries
and not marginal productivity theories. The distributional relevance of studying the evolution of the
firm stems from this. Any given organisational structure or nature of the firm will be associated with
particular actions of representative agents. For example, large multi-divisional firms can exercise power
in relation to nation states and workers. These activities in turn will have some bearing on the
determination of the functional distribution. The importance of the distribution of income and its
relation to the theory of the firm then becomes central to a Kaleckian monopoly capital model.

The growing literature concerned with the internal organisation of the firm has three common
strands. These elements exist independently of the school or tradition that is analysing the problem at
hand. The first element posits the question: Why Firms? This seemingly curious question, given the
prevalence of not only of the firm as characterised in economic theory as a unitary form but the
conglomerate and transnational corporation, is concerned with explaining the existence of firms.
Typically the analysis is couched within an exchange economy, and is concerned with the issue of
whether the resulting organisational form is efficient. The second strand considers why hierarchy has
emerged as the dominant structure, as opposed to other conceivable forms say along cooperative or
socialist lines. Again the concern is whether such hierarchy is efficient or not. Finally, the literature
has focused on the rental aspect of internal organisation. Why does capital hire labour and not the
other away around? This question, stemming from the preoccupation of economics to treat economic
actors as essentially symmetric, is epitomised by the oft quoted remark by Samuelson(1957,1971):
"Remember that in a perfectly competitive market, it doesn’t matter who hires whom; so have labour
hire capital.” However we note that the aspect of rental implies that we are required also to consider

proprietorship.

® Though, as we pointed out in the previous Chapter there is considerable differences in the types of labour, in particular
whether it is of an overhead (administrative and technical) or direct (manual) type.
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33. The firm as a symmetric contractual arrangement,.

Having examined the rationale for reconsidering the nature of the firm, and stated the questions
we seek to explore, we are now in a position to explain the received orthodoxy. The aim is to review
the existing efficiency explanation of the firm and argue that they all have in common an
understanding of the firm as a set of symmetric relationships between capital and labour. To aid our

discussion we subdivide our argument into Walrasian and Contractual explanations of the firm°.

33.1 Walrasian Explanations.

The Walrasian understanding of the firm is most closely associated with the theory of the firm
presented in neoclassical economics. The nature of the pure exchange economy is that agents have
given endowments, and exchange commodities to achieve preferred consumption patterns. Augmenting
the model by allowing for production, which has an assumed given technological foundation, allows
inputs to be turned into other goods and services, namely outputs. In a pure exchange economy any
individual agent can turn a given exogenous endowment into a preferred bundle, but this is not valid
for the group (economy) as a whole. The sum of consumption bundles cannot exceed the sum of initial
endowments. The quintessential purpose of production permits transformation of endowed bundles of
goods into other types of goods for the economy as a whole. Within this Walrasian schema, theories
of the firm stem from the need to incorporate production into a well developed theory of resource
allocation. The consequent theories of the firm that were developed are not theories of the firm at all,
but ostensibly theories of markets in which firms were important actors. Imperfect competition,
oligopoly and monopoly are theories of markets, specifying price and output configurations, and
having nothing to do with the nature of the firm that was operating within the assumed profit
maximand. In this sense the Walrasian analysis posits the firm as a "black box", as coined by Jensen
and Meckling(1976), operating so as to meet the relevant marginal conditions of efficient resource
location with respect to inputs and outputs so as to maximise net worth. Alternatively, Malchup(1967)
has termed this type of firm a "mono-brain". Under fairly stringent market configurations, namely
perfect competition, the profit maximising firm is Pareto efficient.

There are many aspects of the Walrasian general equilibrium model and the veil that it throws
over the true nature of the firm that could be discussed but a few are worth highlighting. First it is

possible to demonstrate that within the distribution of welfare each pareto optimum allocation of

10 Bowles(1985) makes a three way distinction between different theories of the firm categorising the models as
Walrasian, neo-Hobbesian and Marxist. The classification scheme adopted here seeks to make the contrast between orthodox
efficiency and non-orthodox radical views of the firm more apparent. Stating this contrast allows us to put into sharp relief
the central themes that between the orthodox and radical paradigm. For alternative conceptions of the firm see
Putterman(1988) or Drago(1987).
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resources can be associated with a competitive market and initial wealth position. That is the
optimality of the resource allocation is not independent of some initial starting functional distribution.
Moreover, this Walrasian veil is silent on the organisational structure that the firm is supposed to
adopt. One aspect of this silence is the actual concept of the firm employed. The firm is merely a
device by which factor inputs are (silently) organised in the transformation of factor inputs into output
vectors. The firm is only a decision making unit and not viewed as a coalition of interests for example
between managers, customers, workers and stockholders. The distinction between the firm as viewed
as a mere decision making unit as opposed to a collection or assembly of differential interests will be
of importance when discussing the issue of proprietorship in the subsequent discussion.

As production is introduced into the model it is done so in a symmetric manner among equal
traders with equal importance within a price taking environment. In consequence there is an assumed
fundamental symmetry of those involved in the production process. Indeed we can talk of inputs being
combined rather than organised, because there is no hint of any organisational structure that may
underpin this model. Any notion of power or control is eschewed in this framework.

The silent nature of the internal organisational structure of the Walrasian structure also extends
to the issue of proprietorship. Given that we are considering a symmetric combination of inputs to
produce some output, or output vector, it is not clear that property rights are well defined for all
factors in this model. Clearly labour owns its ability to work and can hence supply services within this
symmetric structure for some Walrasian determined supply price. The ownership of raw materials,
intermediate goods, and capital is less clear and this might have implications for the organisation of
production relations (namely whether such relations are hierarchical or democratic)'!. Within the
Walrasian firm it is not immediately obvious who owns, for example, the capital assets used in
production. Capital may be owned by a capitalist owner manager involved currently in the organisation
of production or alternatively rented to an association of labour from an external source. So we can
either posit a rentier class supplying equipment at some (symmetrically) agreed income stream or
alternatively that the factor inputs are owned by an agent who employs it in production.

If we posit that material factor inputs are owned by a capitalist class then, as will become
apparent in the following section, it is a requisite of the model that the firm is a good itself capable
of a realisable value within some market. Because capital, or other objectifiable factor inputs, cannot
hire themselves, as it were, to other parties they must be owned by some external agent. Within
capitalism ownership of these factors confers the right of disposal. However, it has been argued by

some authors [see, for example, Putterman(1988)] that these factor inputs, including labour services,

n Clearly, a machine does not own itself. It is in the production process because some agent has rented it or has
proprietorship of it.
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are potentially more valuable when they are combined together as a unit called a firm. This is not to
deny that these factors are not useful separately and in their own right. However, as a whole the firm
has characteristics that can be potentially viewed as more than the sum of it’s constituent parts. The
firm itself then becomes the unit of sale within this schema. In the act of sale, the transference of
proprietorship, what is actually being sold is the firm as a decision making entity in the production
process. At a basic level one can argue that the Walrasian conception of the firm [as a decision making
entity turning factor inputs into outputs] is consistent with the classical unitary form firm. This may
be the case because the Walrasian firm, like the unitary form firm, is depicted as a decision making
unit which has a non-complex organisational structure. At a minimum it is a decision making entity
which, under capitalism, has the right of proprietorship transferral. Because of the nature of this
proprictorship other aspects of the firm are neglected, for example any rights that labour as an
association might have. Hence any discussion of the firm should also provide some systematic
treatment of how proprietorship impacts on the nature firm and the agents within it.

In some ways we might be reading too much into the Walrasian analysis. Indeed, all we are
really presented with is the idea of factor inputs some how being transformed into outputs. However,
this section has tried to highlight that whilst explicitly silent on a number of key issues they are
implicitly nested within the Walrasian framework. These ideas, fundamental symmetry, efficiency, and
proprietorship rights, are the corerstone of more systematic analyses of the contractual approach to

which we now turn.

3.3.2. Contractual explanations.

The explanation of the nature of the firm characterised as contractual includes the work of
Coase(1937), Alchian and Demsetz(1972) and Williamson(1985). Alternatively these approaches have
been expressed as efficiency, internalisation or transactions costs approach. Bowles(1985) has
attempted to draw a parallel between accounts of the firm within a model of resource allocation and
the exercise of legitimate government within the ambit of the nation state. Differing from the
explanation forwarded by Bowles(1985), who classified these as Hobbesian, there is a close analogy
between the contractual school and the system of legitimate government forwarded by Locke. The
difference between the Walrasian and Contractual explanations is quite straightforward. The latter
directly addresses issues of why firms exist as they do in their current structure and what are the
relevant boundaries to the firm’s operations. The former, however, has no pretensions of even
addressing these issues.

It is important to draw the parallel between the theory of the firm and the system of
government developed by Locke. In the treatise Locke(1690) argued that legitimate government is to
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be found only in contract. The transition from what political theorists call the State of Nature into
Civil Society involves the legitimate de jure transfer, renunciation and creation of a system of rights
within a social contract. The notion of the social contract is that human beings abdicate individual
natural rights that exist in the state of nature in favour of the security and benefits of longevity enjoyed
in civil society. Importantly the compact is not historically identifiable, but is implicit in the structure
of society. It is apparent that a compact exists whenever there exists political obligation. The form of
consent that is required to move from a state of nature to civil society is tacit rather than explicit. This
explanation for legitimate government has close analogies to the theory of the firm as espoused by
those who argue that the nature of the corporation is in fact efficient. To illustrate this consider some
historical features of the development of the theory of the firm.

Coase(1937) argued that the "the main reason why it is profitable to establish a firm would
be that there is a cost of using the price mechanism.” Costs that are conjectured to be of importance
are the inability to discern correct price ratios in the market place, the problems of formulating and
implementing long (and short) term contracts, and general uncertainty. The explicit parameterisation
of these costs is left implicit within the bulk of the analysis.

One of the themes that springs from Coase's analysis, and is also a feature in the work of later
writers on the efficiency explanation of the firm, is that because the costs of organising production
through the price mechanism economic agents prefer to give up their right to decide on patterns of
production and let the entrepreneur within the firm take the initiative. It predicts that agents recognise
the prohibitive costs of trying to organise production atomistically among themselves, and allow a
benign overseer to fulfil this function. The benefits from organising production through the
entreprencur to avoid the price mechanism is analogous 1o citizens giving up their rights in Locke’s
state of nature to enter into civil society.

The analogue can be pushed further. Surely, for those who argue the efficiency of the
internalisation approach, hierarchical firms must be beneficial, or otherwise alternative forms of
production relationship would be instigated. This is a powerful argument. As with Locke and his
contract between the citizen and state there is an implicit beneficial contract between labour and the
entrepreneur. If there was no benefit the hierarchical organisation would disappear. This limit, or
boundary, to the firm was recognised by Coase(1937): "The entrepreneur has to carry out his function
at less cost, ......, because it is always possible to revert to the open market if he fails to do this." The
bottom line to which this explanation gravitates is that firms exist, ergo sum, they must necessarily
be efficient. Without the logical argument of the counterfactual, which simply states that the
non-existence of capitalist firms would be inefficient therefore their existence must be optimal, the

explanation would become void. It is this issue of the counterfactual about which the efficiency



explanation pivots. In many ways it must, especially over the longer term, justify the status quo since
inefficient production organisation would disappear. Such a notion sees the firm as entirely passive
and its existence due to necessity. The nature of the firm becomes no more than a derived demand for

the firm.

3.3.3. The symmetry thesis within contractual explanations of the firm.

There are a number of salient features within this early efficiency explanation of the firm that
may be considered as deficient. Fundamentally, is the assumed symmetry between all actors in the
economic system. This symmetry thesis is critical to all explanations of the firm that attempt to
demonstrate the optimum outcome of organisational hierarchy.

From the Walrasian explanation, and Coasian, through to modern notions of efficient
hierarchical structure is the concept that agents are never coerced. Observed market outcomes are the
result of the free play of market forces between equal players. No power relationship exists. Within
the Walrasian view of the firm as the transformation of inputs into outputs this is explicit. To
aggregate to the economy wide level it is made axiomatic that agents are identical so that legitimate
aggregation can in fact take place. In the core there can be no blocking coalitions. It follows that
agents are both powerless and symmetric in the Walrasian schema.

Whilst not explicit in the Coasian explanation of the firm the symmetry thesis is implicit. This
is the case since Coase argued that the entrepreneur'? who failed to effectively internalise the costs
of using the price mechanism would suffer the fate that production would revert to the market.

It is important to stress that symmetry between agents within the economic system generally,
and the firm specifically, is an axiom rather than a proof capable of refutation or exploration. In many
ways this is not surprising. At the root of liberal economy is the basic working assumption that all
power is diffused, partial and dispersed.

From the notion of agent symmetry springs the sole emphasis on the market and non-market
distinction in describing what transactions actually take place. It follows quite logically since either
production is within the firm, because it is efficient, or within the market because firm organisation
is inefficient. Since, fundamental power asymmetries between factors are assumed to be unimportant
then one does not need to consider such factors in explaining the hierarchical structure of firms.
Hence, we are forced down the road of exploring other (non-power) factors which lead to firms and

therefore the importance, for the efficiency school, of the market or non-market nature of the firm.

? This seems an appropriate place to point out a minor issue in that the analysis of Coase provides no explanation of
the importance of the entrepreneur and the legitimacy of his position within the firm. This is not trivial if the analysis of
Marglin(1984) is anywhere near correct.
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Coase(1937), therefore, establishes categorically the market non-market distinction based on a
symmetry of factors.

A major weakness within the argument provided by Coase(1937) is the failure to identify the
sources of the costs in organising production through the price system. This is partially rectified by
Alchian and Demsetz(1972) who focus on the economics of information in explaining the firm that
has become characteristic of the efficiency paradigm. An explanation of the firm is offered that is
based on a theory of contract explicitly rather than implicitly as with Coase(1937). The authors dismiss
the notion that a firm has anything to do with asymmetric power relations: "It is common to see the
firm characterised by the power to settle issues by disciplinary action...... This is delusion." Alchian
and Demsetz(1972) further argue that there exist a system of contracts between the firm and the
employee, but that the firm is no more than this series of contracts. The key features of the firm are
team production, which causes the firm to exist where this existence is no more than a nexus of
contractual obligations, and the notion of information deficiencies.

Alchian and Demsetz(1972) demonstrate the efficiency of the hierarchical firm by reference
fo team production and information costs. Team production requires that certain problems be resolved
in particular the metering issue. Metering simply implies that an agents actions can be both monitored
and controlled but within the Alchian and Demsetz(1972) model it has a special meaning : the output
function cannot be written as an additively separable function of factor inputs.

By definition, then, team production involves the joint use of inputs in the creation of some
output. Alchian and Demsetz(1972) argue that production technology is non-separable which implies
that one cannot perfectly observe and identify the contribution of each factors marginal productivity
to overall productivity. This, of course, is not to imply that it is impossible to attain higher levels of
productivity, only that the marginal contribution of any factor is imperfectly observed. Within such
an environment the possibility of shirking is rife.

Metering, as a solution to shirking when production technology is non-separable, involves two
logically separate concepts: measurement and control of the production process. For the hierarchical
firm to be efficient, production must be measured and controlled accurately so that the appropriate
reward structure be enacted. The feature of metering however is that it is costly, when there exists a
moral hazard problem, and hence resources need to be directed to this activity. The nature of the moral
hazard problem springs directly from the nature of team production. Because production technology
is assumed to be additively non-separable (and also it is a given within their analysis) each member
involved does not bear the full cost of shirking. Hence there is an incentive to free ride on the efforts
of other team members.

What does additive separability imply about production technology? By definition an n



Meckling(1976) illustrate a similar model where the problem of agency costs are minimised in the
context of managerial incentive to usurp part of the value created by the enterprise.

There are two principle features of the Alchian and Demsetz(1972) analysis that are
problematic and make their analysis inadequate as an explanation of the theory of the firm. The first
focuses on the perceived symmetry of those in the production process. Unlike the Coasian model of
the firm where the contract between employed and employer is implicit, Alchian and Demsetz(1972)
argue explicitly that a nexus of symmetric contracts govern the employment relation. It is of course
valid that full or complete contracts covering every aspect of the work process cannot be defined but
that is not the point of the analysis. There is assumed fundamental symmetry in the hiring and firing
relationship/process that means that either party cannot be persistently or continually discriminated
against. As such the model is of harmony where the reconciliation of the moral hazard problem results
in workers recognising the logic of allowing capitalists to organise production so that all may be made
better off. This is a feature of hierarchy wherever the moral hazard problem is supposed to originate.
This notion of symmetric contracts is similar to that envisaged by Jensen and Meckling(1976).
Whether or not the notion of symmetry is valid is not the point in question. What is relevant however
is under what circumstances can symmetry be taken as a valid description of reality. Thus these
analyses treat as axiomatic the notion that symmetry prevails rather than treating it as something to
be unearthed via appropriate analysis.

A further issue which is consistent with the analysis of Alchian and Demsetz(1972), but not
entirely drawn out in their paper, concerns the incentive 1o become an owner versus being a mere
rentier. Because it is both difficult and costly to imperfectly observe the marginal contribution of each
factor to total output it might, under certain situations, be preferable to own the factor input. For
example consider the determinants of whether a machine is to be hired or owned. If the machine is
hired to labour then additional monitoring costs can be incurred. If the machine is owned, and the
owner-manager observes how labour and capital interact in the process of production, he or she can
imperfectly observe the use and misuse applied to the equipment as production actually occurs. A
contract limiting its misuse might then be easily enacted. If the machine was rented then the rentier
has no knowledge of the depreciation of the equipment until after the rental period. The hike in rental
supply price of the equipment would reflect the differential cost of monitoring during production and
that of ascertaining misuse of equipment after rental. The increased cost of monitoring capital

equipment outside the ambit of the firm, contingent on capitalist preferences, would explain why
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capitalists become bosses.'*

In addition to the problems of the assumed symmetry in production relations the notion that
moral hazard in team production explains why the firm exists is also at fault. The structure of the
moral hazard problem requires that one individual (a principal) is trying to elicit a well defined
response or function from another individual (the agent) where the action to be performed is
imperfectly observed by the principal. The action to be undertaken enters the principal’s objective
function (the residual claim to the enterprise) positively, and into the agents objective function
negatively. For optimality of the principals preference function an appropriate reward structure is
necessary so that the agent may perform the action of her own volition. In the parlance of the literature
these are the individual rationality and incentive compatibility constraints'®.

This is a particular feature of the modern firm but it does not explain why the firm emerges
in the form that it does, namely a hierarchical one. Information costs alone cannot explain hierarchical
production because alternative forms of contracts can be formulated to solve the problem shirking
other than enabling the principal (monitor) to have residual claimant status. These contracts are myriad
and we suggest a few. A firm may exist in many guises : profit sharing firms, labour managed firms,
socialist firms, mutual and non profit firms, partnerships, conglomerates and so on. For example
consider a firm organised along participatory or socialist lines where all employees share in the
residual and key decisions concerning product design, capital investment etc. are undertaken by the
workers. In this case there is no central monitor or individual residual claimant to the surplus. Instead,
all members of the firm share equally in self-monitoring. In this situation, because all share in the
surplus and control over the key decisions of the firm are real, increased democracy implies greater
output and economic performance. Cowling and Sugden(1987) present evidence for this type of effect.

However, Alchian and Demsetz(1972) introduce an auxiliary assumption in order to reaffirm
the efficacy of the classical capitalist enterprise. They argue that general sharing in the residual results
in losses from enhanced shirking by the monitor that exceed the gains from reduced shirking by
"residual-sharing employees". However, their faith in this auxiliary axiom is difficult to maintain. On
a theoretical level it is possible for one, or a group of workers, within the participatory firm to monitor
performance and report to the group as a whole. The incentive not to shirk is that the monitoring
function is critical to the efficacy of the firm (hence potential status effects will prevent monitor

shirking) and that the individual receives equal shares in the surplus. On an empirical level

" A similar argument (see later) is employed in Eswaran and Kotwal(1989). The point here though is that we have not
explained why some individuals are in a particularly wealthy position to have the choice of rental or ownership in the first
place. We have, for all intents, antificially subsumed the issue of the functional distribution of income.

1% See the appendix to this Chapter where the problem is illustrated for the case of stock holder and manager.
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Hodgson(1984) concludes that increased participation rather than detracting from productivity in fact
adds to it.

Thus we have demonstrated in this section that the arguments upon which the efficacy of
capitalist enterprise is based are open to question. Information costs alone cannot explain the existence
of the firm and for a fuller explanation we will have to cast our net wider. In addition, our suggestion

here is that participation will aid rather than hinder economic performance.

3.3.4. Proprietorship and the capitalist enterprise.

Having cast an element of doubt on whether moral hazard in teams is sufficient in explaining
the emergence and nature of firms we turn now to a closely associated issue of proprietorship or
ownership and the capitalist enterprise. Previously we argued that establishing the residual claimant
status for the monitor, as in the model by Alchian and Demsetz(1972), was an insufficient reason for
establishing hierarchy in capitalist enterprises because other types of contract could be established that
could also solve the moral hazard problem associated with team production.

In this section we shall concentrate on some of the implications of the nature of ownership
and the capitalist enterprise. In particular how the potential saleability of the firm affects the position
of labour within the enterprise and also how this affects the obtainability of democracy within the firm.

The implicit conceptualisation of the firm developed in the previous sections is of the
enterprise as a decision making entity where the notion of the firm and ownership were synonymous.
ie the firm meant that there was an owner who had the right to make decisions over the key decisions
within the firm. In the analysis by Coase(1937), where the firm was idealised as a mini command
economy, the entrepreneur has a number of rights. These included the right to own and dispose of the
enterprise and its capital assets, to make investment decisions both in tangible and intangible capital
assets; to establish and maintain contracts with consumers and suppliers; and to hire and fire labour.
In the analysis by Alchian and Demsetz(1972) this view of the firm is modified slightly to take
account of the firm as a team unit, but the main features of the Coasian conceptualisation remain intact
: ie the right of the owner to control the key decisions of the firm with respect to capital investment,
and the hiring and firing of labour.

An alternative conception of the firm is as a coalition of different interests, an association or
polity. According to this view the firm is an organisation where the internal governance of its structure
must somehow be distributed amongst its constituent members. If the firm is viewed in this way, as
a polity, then the important question is how power over key variables is distributed amongst workers,
managers and stockholders. This dimension, or conception, of the firm is much wider than that

outlined by the efficiency school discussed above since it asks questions about job security, satisfaction
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and the right of workers to organise their own working environment. As such it is in line with theories
of codetermination and participatory production advocated, inter alia, by Aoki(1984), McCain(1980)
and Cable(1988). The issues at stake here are not control over the production process per se but what
contribution to the production process is made by constituent members acting as equal partners.

The argument advanced here is that a potential conflict between these two conceptions of the
firm arises when the enterprise is saleable. That is the rights of workers within the firm to be able to
participate in the key decisions of the firm are affected by the very fact that the enterprise is itself
saleable. But much more than this it is an essential and immutable fact that at the monopoly stage of
capitalism the capitalist enterprise is saleable if it is to operate efficiently and generate a high profit
income for capitalists. Thus, proprietorship under capitalism has implications for the issue of
participatory production.

The fact that saleability is essential to the efficient operation of the capitalist enterprise can
be demonstrated by appealing to a variant of an argument by Selten(1978). The argument centres
around the fact that, in the absence of saleability, the owner of the capitalist enterprise will have only
a finite and limited association with the firm. In consequence, the capitalist owner of the firm will not
have an incentive to make investment decisions that are efficient. The reason for this is that when the
contractual rights of control over tangible and intangible capital assets are both saleable and ownable
the incentive to maintain capital equipment are unaffected by the fact that the current capitalist owner
may have finite association with the firm. This follows because the positive value of any additional
investment in the enterprise will be fully reflected in the equity sale price of the firm. In consequence,
the real wealth effects that ensue are borne by the current owner even those these effects may occur
after the current incumbent capitalist has sold the firm. If the capitalist enterprise was barred from
being sold, or the capitalists decisions are limited to his or her finite association with the firm, the
incentive to undertake investment become sub-optimal. As the final period of association between the
capitalist and the enterprise approaches he (or she) become insufficiently well motivated to undertake,
or maintain, investment in capital equipment resources.

This points to the fact that a well developed second-hand market in firms (equity) is a
necessity for efficiency within the capitalist enterprise. However, this is inconsistent with a view of
the firm as a polity and for the issue of workers democracy. Consider two separate enterprises that are
alike in all respect except that in one the decisions about key investment decisions are devolved to
workers. The likely value of this worker controlled firm in the equity market will be below the value
of the firm with no worker control for one reason : full worker control over key decisions in the firm
wrests from capitalists the ability to dictate the future direction of the firm and the profit stream that

it will generate. Hence, we have unearthed the possibility of potential resistance to worker control, and
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the potential necessity of the subordination of wage labour within the enterprise by capital. Indeed,
this argument can be seen as a generalisation of the position adopted by Cowling and Sugden(1987).
They argued that the existence of participation within the workplace is of crucial significance for
democracy in its broadest sense, but it is precisely at this point that the contradiction between
democracy and the capitalist enterprise emerges. Equal participation of all in the enterprise would
undermine the essence of the capitalist enterprise. This is the point we have attempted to illustrate here
: the saleability of the firm (a necessity for the capitalist enterprise to generate a profit stream) is in
conflict with worker participation.

The arguments of this section can be summarised follows : Sections 3.3.1 to 3.3.4 highlighted
the transactions costs approach in explaining the essence of the firm. We illustrated that proponents
of hierarchical production assumed a fundamental symmetry between capital and labour. The most
convincing argument forwarded for hierarchy was that information costs necessitated a residual
claimant to monitor shirking. To ensure the monitor does not shirk he or she requires the residual
surplus. We found this explanation unconvincing because alternative contractual arrangements can also
solve the moral hazard problem which do not necessarily result in hierarchy. Finally, we highlighted
the importance of Proprietorship and the capitalist enterprise. We showed that when the capitalist firm

is saleable a conflict arises between the rights of the owner and the rights of labour within the firm.

3.4. The firm as an asymmetric relationship between capital and labour.

We turn now to alternative explanations of the firm based upon the asymmetric relationship
that exists between capital and labour. What distinguishes these explanations from previous views is
the underlying essence of the firm. We illustrate that the capitalist firm defined in terms of a market
non-market relationship is misplaced and we present an alternative explanation of the capitalist firm
based on the subordination of wage labour. This in turn has consequences for the issue of democracy

within the work place, and for the impact of the centralisation of economic power for democracy.

3.4.1. Marxist and radical explanations.

This section deals with explanations of the nature of the firm that have been characterised as
Marxist, neo-Marxist or Radical. The most noted exponent of this mode of thought, as a direct attack
on the efficiency claims of the transactions approach, is Marglin(1974). However, many other authors
have dealt, directly or indirectly, with this issue.'® The analysis developed by Marglin(1974) reveals
his methodological position to be informed not only by economic theory but also by the historical and

social evolution of capitalist development. Marglin’s position is to unearth the origins of capitalist

' For a review of the radical explanations see the relevant chapters in Putterman(1966)) and Drago(1987).
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hierarchy rather than to explain the theory of capitalist hierarchy. Whilst these cannot be obviously
divorced in an easy manner it is clear that what Marglin(1974) seeks to explain is whether efficiency
precedes social control or the other way about. Indeed at the outset of his essay he poses the question:
does technology shape social and economic organisation or does social and economic organisation
shape technology? The main thrust of his argument is that historically at least the adoption of
hierarchy is not predicated on notions of efficiency but for reasons of social control. Further, it is
stated that neither of the two developments in depriving workers of the control over their own product
was undertaken for reasons of efficiency. These two developments were the introduction of the minute
division of labour and the development of the centralised organisation. As Marglin states : "Rather
than providing more output for the same inputs, these innovations in work organisation were
introduced so that the capitalist got himself a larger share of the "social pie" at the expense of the
worker, and it is only the subsequent growth in the size of the pie that has obscured the class interest
which was at the root of these innovations." Immediately, we can note three points. First, unlike the
efficiency explanations, he provides an explicit treatment of asymmetries in terms of sectional class
interest. Second, the primary function of the adoption of specific hierarchical forms is social rather
than technical. This is not to deny the importance of efficiency considerations, in fact quite the
opposite. It suggests that when asking about whether one particular organisational structure is efficient
or not, the auxiliary question : for whom or which group is it efficient should also be posed. For
example, the adoption of hierarchical production can indeed be efficient for capitalist producers but
this is not necessarily true for workers. Third the issue of the functional distribution of income, the
division of the pie, is tied up with an analysis of the behaviour of asymmetric agents within the firm.

The propositions developed by Marglin(1974) can be divided into three distinct areas. First,
the capitalist division of Jabour was, instead of reasons of superior technological efficiency, introduced
S0 as (0 generate an unassailable position and role for the entrepreneur. In order to guarantee this role
it was necessary to introduce the pyramidical hierarchical structure so that workers could be divorced
from their particular product market. Second, the origin and success of the factory lay not in
technological superiority, but in the substitution of the capitalist for the workers control of the nature
of the production process, and the output decision. The choice that Marglin(1974) envisages is: "The
change in the workman’s choice from how much to work and produce, based on his relative
preferences for leisure and goods, to one of whether or not to work at all, which of course is hardly
much of a choice.” The third, and importantly, the social function of hierarchical control of the
production process is to enable accumulation for the capitalist. He argues that on average the
individual does not make deliberate attempts at saving since the pressures to spend are too great. In

consequence the appearance of saving is a lag to adjustments in income. It is of essence that the
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corporation, as the medium of accumulation, assigns a proportion of the proceeds from the sale of the
firms output to the process of accumulation and the enlargement of the means of production. Clearly,
in the absence of hierarchy society would be forced into alternative forms of accumulation perhaps
based on democratic or egalitarian methods. Marglin then establishes the credibility of these central
hypotheses in the remainder of his essay by drawing on concepts such as divide and rule. (ie. a
strategy adopted by capital to separate workers from their product and hence earn a reward that
otherwise would not exist.)

Marglin’s analysis provides an interesting juxtaposition to the efficiency views outlined
previously. Asymmetry is established between two groups, capitalist and worker, and defended by the
notion that capitalists are in a position to initiate and maintain a strategy of divide and rule. Second,
hierarchy is explained not by reference to deficiencies in information sets as in the neoclassical
explanation of the firm, but by an historical process in which capitalists, because they have power, can
dominate other groups. Also the incentive to own capital equipment is not the same as under the
contractual explanation. We argued that the reason for capital ownership, rather than rental, was due
to differential costs in monitoring the use of the equipment. In the radical explanation of the firm it
is because of the capitalists desire to accumulate which is made possible through the exercise of a

divide and rule strategy.

3.4.2. Power and the asymmetry between capital and labour.

Section 3.3 emphasised the role of fundamental symmetry in the production process assumed
in neo-classical economics. Attention now turns to an analysis of the firm based on an asymmetry
within the production process. The asymmetry we consider is not the trivial conception found
neo-classical economics.'” The asymmetries we are considering are the fundamental asymmetries
between labour and the owners of the means of production. Unlike the asymmetry in neo-classical
economics this is not resolvable, and attempts at its resolution are ultimately futile, unless based on
a reworked concept of the labour process.

We focus here on the interrelationship between ownership and those other agents within the
firm. We articulate the view that efficiency requires that the firm be a good to be bought and sold. But
this is a narrow definition of the firm and ignores the wider polity or corpus of the firm. This has
implications for others involved within the amalgam of the firm in particular labour.

Orthodox neo-classical economics begins it analysis in the arena of exchange. For example,

witness the burdensome use of Edgeworth boxes, contract curves, the core and other paraphernalia

7 For example, neo-classical economics has a literature on asymmetric information, as well as the differing types of
asymmetry that occur in oligopoly problems.
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where agents interact in an assumed symmetric way. Some authors (Eg. Layard and Walters(1987))
go further and equate neo-classical theory with capitalism."® However, this is maltreatment of the
issues involved in theories of capitalism. For example, neoclassical economics gives no insight into
historical processes (je. it as an ahistoric or ergodic discipline). Furthermore, it is essentially timeless,
in the sense of Shackle(1967,1972). It is a system of "levers and pulleys" designed to apply at any
epoch in history, or for any country, or any group of individuals. Most important is the assumption
that exchange is voluntary. Any notion of fundamental economic power is eschewed in the neoclassical
methodology.

In contrast, our point of departure for analysing the monopoly stage capitalism is to focus on
the production process. Sawyer(1988) states that the monopoly capital literature has generally
recognised that the organisation of the production process..... is an important aspect of monopoly
capitalism, but then considers it no further.” Indeed, this failure to provide a systematic investigation
into the labour process has been one source of criticism of monopoly theories of capitalism'. (Eg.
Fine and Murfin (1984)) and Auerbach and Skott(1988)%.

Previously, we illustrated that the hierarchical organisation of the production process arose
from information costs associated with using the market mechanism (the Coasian view) and also due
to problems of malfeasance (the Alchian and Demsetz view). However, we have cast doubt on these
as the sole explanation for the hierarchical capitalist enterprise.. In contrast, our focus in defining the
essence of the firm explores an alternative framework that moves away from the obsession of the
market non-market distinction, as well as deficient information sets, to exploring the very nature of
the production and exchange relationship. Our investigation owes much to the insights of
Marglin(1974,1984) and his analysis of the British putting out system and the role of the capitalist as
a usurper of workers rights to organise their own working lives. As we have commented, his analysis
focuses upon what is happening at the point of production, and the nature of control within the
workplace, rather than the superficiality of the market non-market exchange process. Marglin’s analysis
points to the fact that what is important in unearthing the essence of the firm is to explore what is

actually happening within the firm as they arise. In contrast to the Coasian, or Alchian and

" For example, Layard and Walters(1987) pp.19-27 provide an evaluation of capitalism, market failure and alternatives
€conomic systems.

** Despite the suggestive title of the text by Braverman(1974), Labor and Monopoly Capital, it is not clear from the
corpus of the text why the analysis therein rests upon the centralisation and concentration of capitalist society. Indeed, much
of the analysis is consistent with a competitive stage of capitalist development.

™ These criticisms though are at variance with the arguments by Sweezy(1981). Indeed, he argues that labour theories
of value and exploitation of Iabour in the sphere of production are entirely consistent with monopoly capital theory. The fact
that it is an undeveloped area of monopoly capital enquiry can be explained by the fact that monopoly theorists have
traditionally considered the implications of oligopoly pricing for the evolution of the macroeconomy.
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Demsetz(1972), views the appropriate question is not market or non-market exchange but why this
particular type of exchange rather than another. But, in addition, it is important to analyse why
production is organised hierarchically. Our analysis requires a fundamental reevaluation of the
behaviour of firms. To facilitate this we must start by considering the activity of firms within an
oligopolistic environment, as opposed to the competitive market environment that is implicit in the

internalisation approach of Coase et. al.

3.5. The essence of the capitalist enterprise.

In section 3.3.2 we offered two different views of how we might understand the nature of the
firm. To recapitulate, one view emphasised the firm as an autonomous decision making unit, where
the right of disposal of the enterprise, to make contracts with suppliers and customers, to invest in
capital and to hire and fire labour, was conferred to the owner-manager of the firm. An alternative,
wider dimension, viewed the firm as an association, or polity, of different interests including those of
workers, managers and stockholders. Here the appropriate question focuses upon how key decisions
are distributed among workers, managers and so on. The key point is that the firm, in an oligopolistic
world, is viewed as a decision making unit of some kind. This is of crucial importance because it
focuses directly upon the production process as it happens rather than whether production is organised
within the ambit of the firm or not. Both views of the firm, as an autonomous decision making unit
or a wider association of interests, have decision making as a key activity; but they differ in the
behaviour of the internal organisation of the firm. In the case of the firm as association or polity there
is considerable attention paid to issues of participatory production, job satisfaction and security, and
worker control over the intensity and pattern of working routines. In the case of the autonomous
decision making firm the wider dimensions of participatory production are discarded in favour of a
"right to manage" strategy by the capitalist owner or his agent. In general, these two views can be seen
as part of a wider research paradigm considering the question of what exactly is it that firms actually
do.* What is important here is to ascertain the behavioral implications necessary for capitalist control
of the enterprise.

For the capitalist enterprise operating within an oligopolistic world ultimate control of the firm
is akin to our first view of the firm as an autonomous decision making unit. Participatory production,
if it has real meaning, wrests from the owner manager the right to determine the direction of the
enterprise. To avoid this situation explains in part the hostility of capital towards devolved decision
making. Indeed Zeitlin’s(1974) view of the firm implies the ability to determine broad corporate

% Eor example sec the seminal behavioral theories of Simon(1959), Cyert and March(1963) and more recently
Williamson(198S).
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variable production function is additively separable if the derivative of the marginal function with
respect to some other variable in the primitive function is zero. For example if the derivative of the
marginal product of labour with respect to capital is non-zero this implies additive non-separability.
Young’s theorem imposes a symmetry on the calculus of the problem so the differential of the
marginal product of capital with respect to labour would also have the same non-zero solution. This
seems a necessarily restrictive assumption in Alchian and Demsetz’s(1972) analysis since a monotonic
transformation of the economists most favourite production function, the Cobb Douglas, does satisfy
additive separability. That is if one takes natural logarithms of the function then Cobb-Douglas
technology is additively separable. Whatever function Alchian and Demsetz(1972) have in mind it
cannot, therefore, be a Cobb-Douglas (transformed) function. The point to be made from this is that
the usual neo-classical technology assumption is being eschewed in the model in order that the concept
of team production can be incorporated. This is a point not drawn out in the author’s paper.

Within the shirking, free rider or malfeasance models the hierarchical firm emerges because
of the necessity of solving the moral hazard problem'. What is the main source of the moral hazard
issue for Alchian and Demsetz(1972)? Consider the following illustrative comment from Alchian and
Demsetz: "Clues to each inputs productivity can be secured by observing the behaviour of individual
inputs. When lifting cargo into the truck...how many cigarette breaks does he take, does the item being
lifted tilt down his side.” It seems clear that the authors view the moral hazard problem that occurs
between manual labour and manager a potentially more serious question than that of ensuring that
managers operate efficiently from the point of view of stockholders. The juxtaposition to this is given
in Jensen and Meckling(1976) where the optimum level of managerial discretion is focused upon.

To resolve the possibility of free riding a monitor is required but this itself creates problems:
"One method for reducing shirking is for someone to specialise as a monitor to check the input of
team members. But, in the parlance of Alchian and Demsetz, "who will monitor the monitor?" For the
classical capitalist (unitary) firm this problem is resolved by the monitor adopting residual claimant
status. Since his or her reward directly depends on how well the monitoring task is performed the
incentive for the monitor to free ride is removed.

To recapitulate the essence of the firm within the Alchian and Demsetz(1972) schema stems
from the moral hazard problem associated with team production. Within their text the main source of
moral hazard occurs between labour and manager. This facilitates the necessity of monitor who has

residual claimant status so that the incentive for this individual to shirk is removed. Jensen and

" The formal structure of the principal-agent problem, as an issue of imperfectly observable action, is provided in the
appendix to this Chapter. The issues dealt with there do not add substantive insights to the argument other than those raised
already and so are not included in the corpus of the text. However, to the extent that the issue of shirking, and malfeasance,
are important we consider it important to formally outline the structure of the model in the appendix.
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objectives in spite of resistance from others. Cowling and Sugden(1987) have reinterpreted this to
mean the ability to "make decisions over such strategic issues as a firms relationship with its rivals,
nation states and workers, its rate and direction of capital accumulation, and its sources of raw
materials, and its geographical orientation.” Importantly, these decisions allow the firm to act
strategically and to determine the direction that the firm takes. The power to determine the
fundamental behaviour of the firm, its main objectives and how these are to be pursued.

A criticism of Zietlin’s position is the failure to identify the source of economic power that
enables a firm to derive, in the first instance, the ability to determine corporate objectives. That is there
is no well developed theory of power upon which the analysis is based. Most economists would
subscribe to the Dahl(1957) behaviourist view of power that A has power over B to the extent that
the former can get the latter to do something that he or she had otherwise not intended to undertake.?
This is not the end of matters.

The ability of the capitalist enterprise to determine its objectives are clearly bound up with the
degree of commitment made by the capitalist firm and the extent of information that it possess in
relation to its rivals. As is now routinely standard in game theoretic models of market power, the
ability to precommit (backed up by the notion of credibility) is a critical component of the power of
the firm. For example, the strategic over investment in spare capacity to deter entry, or to attack,
potential rivals represents a particular form of power that incumbent oligopolists possess. One of the
particular ways that commitment is made credible in strategic environments is through reputation
effects™. In recent models of dynamic games with incomplete information a reputation for toughness
becomes important and the need to maintain the reputation in the future ensures precommitment.
In an oligopolistic world, then, an important source of power is the vector of strategic devices that the
capitalist enterprise can commit in order to maintain both power and control in the future.

In the recent Marxist literature two distinct forms of power relationship have surfaced.
Roemer(1982) argues that the primary locus of capitalist power is in the unequal distribution of
property. Bowles(1985), on the other hand, argues that capitalist power is located in the structure of
control and surveillance mechanisms at the point of production. The notion of power and control that
we have articulated here has more in common with Bowles : capitalist authority and power concerning

the internal organisation of the firm, particularly the labour process, is a primary source by which

2 We are not in a position to develop here an adequate treatment of the uses of power in economics. A fuller analysis
is given in Dahl(1957) and in the context of political and sociological power in Lukes(1977). For an excellent recent, but
brief, survey of the use of power in economics see Bardhan(1968).

% Remember Hobbes’s comment in Leviathan that reputation of power is power.

% See for example, Kreps and Wilson(1985), Levine(1989), Cripps(1990).
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power is exercised. From this the power that capitalists have stems from the internal organisation of
the firm and from the fact that firms in oligopolistic industries can exercise market power.

The authority and power of capital extends beyond the simple ability to dictate the future
direction, and strategic decisions, of the enterprise. Indeed the power of the capitalist is to determine
the very structure of the organisation. We can expect that the choice of organisational form will be
introduced to benefit a capitalist mode of production by adopting a particular type of labour process.
Marglin(1974,1984) demonstrates that the factory system was a necessary organisational form in order
for the capitalist to divorce the worker from his or her product. The result was that the capitalist owner
can reap the lions share of the surplus generated. He further argues that because knowledge is a quasi
public good, and that an information advantage is the only meaningful advantage that the
capitalist-entrepreneur possess, then this reinforces the capitalists need for organisational hierarchy.
Without hierarchy knowledge is quickly diffused and the role of the entrepreneur is diminished.
Hierarchy enables a longer lived part of the surplus to be extracted.

The analysis by Marglin(1974) illustrates that, as well as being detrimental to labour, the
hierarchical choice of production is also inefficient. Manning(1986) has used this in a
principal-multiagent framework to show that an employer will choose an inefficient organisational
structure in the first stage of a two stage game so as to get greater payoffs in the second period.”
In essence these models show that the capitalist can do better if organisational form is chosen
strategically rather than if they were treated merely as a given. The multi-divisional form (M-Form)
organisation, and restructuring, advocated by Williamson(1970) can be interpreted, in part, as an
example of a strategic choice of organisational form. Williamson(1970) argued that the adoption of
M-Form, operated along least cost lines, would have the same efficiency properties as the classical
unitary form firm. The appropriate installation of control and feedback procedures (Eg. systematic
accounting procedures responsible to a general office) would dispense with the inefficiency associated
with cumulating hierarchical levels.” In turn the recognition that this implies higher profits can be
made than otherwise would be the case suggests that M-Form can also be used as a strategic device.

The ability of the firm to act strategically, one dimension of which is the choice of
organisational form another is to determine the direction of the enterprise. Indeed this is what Cowling
and Sugden(1987) convincingly argue in their reinterpretation of the theory of the firm. Moving the
debate away from the distinction between market and non-market activity, Cowling and Sugden(1987)

* The model is further explored in Dixon and Manning(1989)

» Williamson(1970) also argues that the M-Form firm will have the property of an internal capital market, resolving
any problem of moral hazard or adverse selection faced by companies in the outside equity and debt markets. However, we
only want to establish here that the Williamson M-Form can be interpreted as a strategic device.
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define the firm as "...The means of co-ordinating production from one centre of strategic decision
making.” There are two points within this definition that need remarking upon. First, the concept of
co-ordination, for it to have real meaning, must involve both direction and time, otherwise the concept
of the firm becomes a static idea. Second, given that we are considering capitalist enterprises then the
notion of hierarchy, and the subordination of labour within the sphere of production, should also be
included. The concept of a coordinating centre does not capture this idea fully. This suggests an
appropriate definition of the capitalist should include the firm as a locus of hierarchical strategic
decision making for the benefit of a dominant class interest.

The importance of this conception of the firm can be seen by comparing it with the
internalisation or efficiency approach. By way of illustration consider the production of a commodity
that requires two processes to fashion some finished good. If both processes occur within the ambit
of a legally defined firm then the firm is a Coasian firm because of the market non-market distinction.
But it is also a firm as defined here if production is organised strategically for the benefit of a
capitalist class. If one of the processes is now subcontracted to out-workers then this part of the
enterprise can no longer be categorised as a Coasian firm - a contract is established between the
subcontractor and the Coasian firm by way of the market. In our schema the sub-contracted worker
still fall within the ambit of strategic hierarchical control of the firm. By reference to a study by
Mitter(1986), Cowling and Sugden(1987) illustrate their theoretical concept that the number of
production workers employed by Benetton throughout Northern Italy is underestimated by a factor of
four due to Benetton’s substantial sub-contracting arrangements. The clear implication is that the extent
of the capitalist enterprises locus of control is not a trivial matter.

The fact that exchange involving sub-contracting falls outside the ambit of the Coasian firm
but inside that based on strategic hierarchical control poses a number of problems. At one level the
degree to which out workers are dependent upon the locus of control of the firm will determine the
actual scope and influence of the capitalist enterprise. As an empirical matter this raises difficulties
in assessing the actual border of the firm and how we wish to operationalise the term control. Whilst
the borders of the firm and the degree of sub-contract dependence will not show up fully in company
accounts, this only points to the need for cautionary interpretation of data. From a theoretical
perspective the aim in defining the capitalist enterprise is to identify clearly the salient features of the
firm. At a practical level the definition of control is also problematic. Berle and Means(1932) argue
that a shareholding of 20% facilitates effective control of the enterprise, but Cubbin and Leech(1983)
suggests that when a critical percentage exists then this can be as low as one percent.

Indeed we can examine some of the pronouncements by executives of major corporations and

see how they interpret the scope of the enterprise and the concept of control. Consider the following
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extract drawn from the 1976 Annual Report of the Anglo American Corporation of South Africa: "The
term ’group’ has a wider meaning in the South African mining industry than its statutory
definition...the parent (mining) house not only administers companies that are not necessarily
subsidiaries, but provides them with a full range of technical and administrative services, and is able
W assisting them in finding capital for expansion and development."(1976)

The importance of this statement is that it points to a wider strategic and developmental role
of the modern corporation than envisaged by the internalisation approach. The centre of strategic
decision making determines the future direction of the company by controlling the financial, technical
and administrative aspects of subsidiaries connected to Anglo American. On the concept of control,
the chief executive of Anglo American (Harry Oppenheimer) is quite clear : "When I say control I do
not necessarily mean fifty one percent.”

One final comment is noteworthy here. Marglin’s(1974) paper pointed to the necessity of a
hierarchical factory system to facilitate capitalist control. The analysis here presented the capitalist
enterprise as a locus of hierarchical strategic decision making. However, the actual formulation of
hierarchy need not imply a top-down structure within the legally defined enterprise. Any form of
organisational structure that maintains the dominance of the strategic centre over labour is sufficient.
A juxtaposition to the Marglin analysis emerges : He presented a historical account of the
subordination of all forms of wage labour based upon the argument that power precedes technical
imperatives. The factory system and Fordism was a particular strategy, designed for a particular epoch,
that suited the purpose of maintaining control of labour by capital. The analysis here implies that firms
operating in an era of monopoly capitalism can strategically choose organisational structure, for

example flexible production systems including sub-contracting, to achieve the aim as before.”

3.5.1 Monopoly capitalism and democracy within the enterprise.

We have described the capitalist enterprise as a locus of strategic hierarchical decision making
which enables the firm to determine in large part its own environment and direction. The
organisational structure and strategic decision making corpus of the enterprise raises many important
issues but the fundamental one is the ability of workers and the wider community to determine their
own future. Our aim here is to illustrate that the maximisation of the communities social and economic
welfare requires that all individuals participate equally in decision making and that this is incompatible

with the capitalist enterprise as we have conceived it.

7 As with Marglin(1974) the belief here is that capitalists determine the shape of technological process by controlling
the rate of product and process innovation. Ie technological process is a variable to determined by forces such as capitalist
efforts to maximise profits. This contrasts 1o the recent views of Gorz(1989) who argues that there is an inevitabie logic of
competitive market led technological process that neither capitalists (or workers) can escape.
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The case for participatory production, at least in some guise, can be made for a variety of
economic reasons. Weitzman(1984,1985) claims that performance linked profit sharing schemes can
ameliorate high unemployment rates by inducing greater wage flexibility. In addition it is claimed that
profit sharing can boost productivity and evidence to this effect is found in Cable and Wilson(1988).
On a more fundamental level the welfare of an individual, or for the community as a whole, cannot
be maximised unless people have real control concerning decisions on how to allocate scarce
resources. For society as a whole this notion can be approximated by a Scitovsky social welfare
function with equity, income distribution and allocative efficiency as principle arguments. The
possibility of achieving the maximum societal and economic welfare rests firmly on each individual
having at least the potential to effect real outcomes from his or her choices.

Herein lies a paradox between the possibility of participatory production and the essence of
neo-classical economics. As a theoretical requirement neo-classical theory requires that individuals
make choices over consumption and investment bundles. This appears at first sight to be wholly
consistent with what we want : individuals participating by making choices. Concluding that there is
a correspondence between neo-classical theory and participatory production (or full democracy) turns
out to be false. Neo-classical economics, as explained in previous sections, assumes a symmetry
between capital and labour. The failure to recognise fundamental power asymmetries results in a loss
of distinction between the democratic and undemocratic to the extent that it does not even figure as
an issue in neo-classical economics.?

To begin to understand the fundamental conflict that occurs in the capitalist enterprise, as well
as the consequent aversion to participatory production in the workplace by capitalists, we need to
examine the status of labour in capitalist society. An important distinction was drawn by Marx between
labour and labour power. What characterises capitalism is not the market non-market distinction but
the purchase and sale of the labourers ability to work. To distinguish between the workers ability to
work and his or actual work, Marx referred to the former as labour power and the latter as labour.
Under capitalism labour power is commodified and the worker sells labour time to the capitalist.”
This duality between labour and labour time is crucial to understanding why capitalists object to
workers participating fully in the key decisions of the firm. Once the distinction has been drawn we

can immediately identify a key feature of labour, as an input into the production process, which is not

2 The pareto criteria is one example of the liberal polity which assumes away fundamental issues of power. The
voluntary exchange framework that it assumes makes it impossible for one person to become worse off following a
reallocation of resources. In practice we know that this criteria is seldom met.

®as Marx(1865) states :"What the working man sells is not directly his labour, but his labouring power, the temporary
disposal of which he makes over 10 the capitalist.” But note that a similar conception is found in Hobbes’s Leviathan "The
value or worth of a man is .... his price : that is s0 much would be given for the use of his power."
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shared by other factor inputs. Since, barring slavery, the ownership of labour cannot be divorced from
its productive activity the purchase of labour time can never resolve the inherent conflict between
capital and labour. The corollary of this position is that all other factor inputs share a common
property : once purchased all debt is discharged from the previous owners of the scarce resource and
S0 no persistent conflict arises. Of course we are abstracting here from the issue of whether there exists
a fair exchange in the good in question to begin with. What we are suggesting here is that once the
exchange has taken place then all debt has been cancelled.

This notion of fundamental conflict in the production process, based on a duality between
labour and labour time, allows an interesting juxtaposition with neo-classical and radical explanations
of the intra firm capital-labour relationship. For the neo-classicist the contract between a firm, or
owner manager, and a worker is simply an issue of contract design within a principal agent structure.
In particular the owner-manager (principal) imperfectly observes the action of a worker (agent) who,
by virtue of the moral hazard, has an incentive to shirk. The resulting conflict between the manager
and the owner-manager and worker can potentially be resolved by the design of an appropriate contract
that entices the worker that entices the labourer to work hard, hence not shirk, of his or her own
volition.* But the radicals distinction between labour and labour time is much deeper than this and
not just simply an issue of malfeasance. Marxist’s point to a fundamental difference between capital
and labour, based upon the enduring power asymmetry in favour of capital, which is feature that the
principal and agent structure cannot capture. Indeed many Marxists, see for example Fine(1984), argue
that because workers must sell their labour time this accounts for their subordinate position in the
capitalist firm.

The implication of this for Participatory production is that involvement in the making of key
decisions of the firm by workers (for example over the rate and direction of capital accumulation) is
inconsistent with the essence of the capitalist enterprise. Enabling workers to have real control over
their work patterns and intensity of work load is to extricate from the capitalist the power to generate
a surplus. This is not to say that various dimensions of participatory production will not be observed
in a capitalist society.” For example profit sharing, and employee share ownership schemes can be
designed to achieve a degree of worker involvement. But this will be restricted by the extent that the
productivity gains from the introduction of such schemes are not offset by a fundamental loss of
control of the enterprise by the capitalist. Advocating and using such schemes does not reflect a move

to a more democratic form of work organisation but simply reflects a strategy employed by the firm

% The technical appendix to this Chapter documents in more detail the structure of this model.

3' Indeed, such participation may be advocated by capitalists in times of crisis or as a strategic device to make the
worker feel as if he or she has more involvement in the fortunes of the enterprise than is actually the case.
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to aid worker discipline. The adoption of profit sharing schemes can be viewed as a positive aspect
of worker motivation. Negative sanctions also exist as a worker discipline device. For example, Green
and Weisskopf(1990) in a sample of 3-digit U.S. industries find an important role for unemployment
for eliciting greater work intensity and productivity.

So our basic point is that extending participation within the workplace is of fundamental
importance for a any concept of democracy. We have illustrated that it is at this point that a conflict
emerges between capital and labour and in consequence between capitalism itself and democracy. The
real, full and equal participation by all in the firm undermines the essence of the capitalist enterprise.
Since the duality of labour implies an irresolvable conflict between capital and labour, and in turn the
necessary subordination of wage labour by capital, the capitalist enterprise is based upon hierarchical
lines. Whilst some degree of involvement by workers in decision making within the capitalist
enterprise may be present this will not in general be full and equal participation necessary for the
democratic organisation of production. Recalling our previous two stylised conceptions of the firm we
can immediately confirm that the capitalist enterprise is inconsistent with a view of the firm as a wider
association or polity in the sense that this would imply the development of real decision making to
workers. Such a step would require the radical transformation of the social relations within the corpus

of the modern enterprise.

3.5.2 Impediments to achieving greater economic democracy.

So far we have pointed to the fundamental inconsistency of the capitalist enterprise with the
concept of democracy in the work place where workers have an important input into the key decision
of the direction of the enterprise. However, the capitalist enterprise is not an homogeneous or
monolithic entity as it is viewed within the neo-classical paradigm where it is seen essentially as a top
down unitary structure. Various guises and formulations of the capitalist firm will have different
implications for the possibility of achieving greater democratisation of the working environment. We
can separate out two logically different routes by which the potential for democratisation within the
enterprise is impaired. The first is the internal hierarchical structure of the firm itself. A simple
capitalist enterprise can be categorised as two levels of hierarchy with an owner manager directing the
working patterns, routine and effort of subordinate workers. Within this type of firm, regardless of the
structure of the industry within which the firm operates, be it more or less competitive or oligopolistic,
there is an important issue of how decision making and democracy is distributed amongst the key
actors within the firm. As more and more cumulative hierarchies are added to the internal structure
of the firm, for example as the firm adopts a multi-divisional structure, the ability to solve the problem

of how to distribute decision making becomes more complex. The reason for this is that cumulating
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hierarchies establish a distance relation between workers on the one hand and the centre of strategic
decision making on the other. In this situation, as the number of hicrarchies spiral, the ability and
potential of achieving greater democracy will, of course, become more difficult.

A second issue, in addition to changes in the internal structure and organisation of the modern
corporation, concerns the nature of the product market environment that the firm operates in and this
will implications for the extent and nature of economic democracy that we observe. Our main
theoretical perspective is that the growth in product market concentration that in general will imply
less observed economic democracy. The smaller in scale is the scope of the capitalist enterprise,
independently of its actual internal structure, the higher is the potential for workers to reinstate some
measure of control over their working lives. This is not, however, divorced from the internal structure
of the enterprise since we would expect smaller scale capitalist enterprise not to exhibit the unweilding
multi-divisional structures that larger ones do. However, the smaller is the extent of the power of the
enterprise in the product market then the more likely is the possibility that some elements of economic
democracy can be achieved. The corollary to this argument is that greater seller concentration implies
less democracy in the absence of any countervailing tendencies that might arise.”> Higher levels of
seller concentration, usually accompanied by ever increasing hierarchical structures, tend to make the
task of implementing economic democracy more difficult since the locus of strategic decision making
moves further away from those individuals who are trying to exercise control over it.

However, the distance relation between workers and the centre of strategic decision making,
which impedes the growth of economic democracy within the corporation, can be achieved by means
other than the growth in product market concentration. Such a device is the recent growth in
transnationalism. As firms make the decision to locate production in more than one country the further
away are workers from the centre of strategic decision making. Our theoretical perspective must
therefore be that as product markets become more and more concentrated and large national firms turn
into transnational concerns then the ability of workers to exercise effective control of the pattern of
their working lives diminishes accordingly.

We can derive some indication of the extent to which there are impediments to achieving
greater economic democracy by considering the growth in concentration and the prevalence, or
otherwise, of transnationalism in the economy. The vast majority of the production of goods and
services takes place in large corporations, although these firms account for only a small number of the

actual firms. We shall confine our comments to the case of the U.K.. The share of the largest one

2 This notion is predicated on the assumption that there are no countervailing power effects. For example the growth
in concentration accompanied by strong trade unions can imply that workers conditions are better than they would otherwise
be. But we would not expect this to be the general case.

66



hundred firms in manufacturing net output is some indication of the fewness and bigness of modem
British economy. In 1909 the share of the top one hundred firms accounted for 16% of the total, by
1953 the figure was 27% and by 1980 it was 41%. In the United States a similar trend is observed.
In 1909 the share was 22%, by 1947 it was 23% and in 1977 it was 33%. However, these figures will
persistently understate the true degree of product market concentration and hence over state the extent
of economic democracy in the firm. Because in the calculation of the aggregate concentration ratio
many of the smaller firms included are either partial or full subsidiaries (or are satellites) of the large
ones, then this will tend to underestimate the actual degree of concentration.

Not only has the capitalist enterprise been growing over the last century it has also been
geographically extending and diversifying its activities. The growth in transnationalism reflects a
second barrier to the introduction of economic democracy within the work place. The transnational
corporation is a special case of the capitalist enterprise where the locus of hierarchical decision making
occurs across national boundaries. The twin developments of the internationalisation of production,
and the recent liberalisation of trade barriers have given the transnational enterprise a significant degree
of leverage not previously enjoyed by the nationally based firm. The internationalisation of production
engenders considerable scope in the setting of the terms of franchising, subcontracting, and the rate
and direction of capital accumulation by the transnational capitalist enterprise. With this development
two parallel effects will be observed. First, democratically arrived at national decisions to control the
activities of these corporations will be increasing thwarted as the transnational either relocates
production or issues a credible threat that it will do so.*> The second effect falls on labourers in
differing countries. The threat of relocating production in any given country acts as a worker discipline
strategy stemming the growth in real wages or for ever increasing productivity levels. Because of the
inherent difficulties in establishing effective international trades unions, stemming in part from the
national, language and cultural differences between workers in different countries, it is unlikely that
the growth in transnationalism will be offset by a parallel growth in international union power.

The actual importance of transnational companies has been recently surveyed by, among
others, Dicken(1986) and Cowling and Sugden(1987). The biggest private employer, General Motors,
had by 1983 nearly three quarters of a million workers. Union Carbide, the giant chemicals company,
nearly one hundred thousand employees. In the U.K. the most readily available information on the
extent of transnational activity is to be found in the Census of Production Summary Tables. It reports

the sales and employment of foreign enterprises in British manufacturing. In table 3.1 below we report

% The threat to relocste is made credible by the tendency of capitalist economies to stagnate. The possibility of high
levels of unemployment weakens the bargaining position of governments in setting the parameters and terms of transnational
development.
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the shares of total manufacturing for the period 1975-1987.* The picture that emerges is of a
significant and dominant presence of foreign transnational activity in the U.K. Of course we must
immediately say that this measure of transnational activity is systematically biased downwards since
it omits entirely transnationality originating in the domestic economy. By 1975 transnational
corporations accounted for 18.8 percent of sales in manufacturing. This has risen over the decade and
by 1987 stands at 20.14 percent which represents a growth of 6.65 percent since 1975. However, not
only does transnational activity account for one fifth of all sales in U.K. manufacturing, transnationals
also account for approximately one eighth of total manufacturing employment. In 1988 the share of
foreign enterprise employment in total employment was 13.01% a rise of 4.04% on the 1977 value.
Both measures clearly indicate not only a dominant presence but also an increasing and sustained

dominance of transnationalism in U.K. manufacturing since the mid 1970’s.

Table 3.1 : Share of Foreign Enterprises in total employment and sales of UK.
manufacturing 1975-1988.

1975 1977 1979 1981 1983 1985 1987 1988 % A
75-86

Emp. | 12.520 | 14.073 | 14.252 | 14.977 | 14578 | 13.767 | 14.980 | 13.047 | 4.043
Sales | 18.799 | 21.210 | 21.700 | 19.409 | 20.372 | 19.714 | 20.034 | 20.138 | 6.648

Source : Data derived from the Census of Production Summary Tables, various issues. A Foreign
Enterprise is defined as enterprises that are controlled or owned by companies overseas. All figures
are expressed as percentages. %A denotes a percentage change in the variable.

In terms of the arguments we have presented here the significant growing dominance of
transnationalism, given their ability to determine strategically the geographical direction and scope of
the enterprise, implies a declining potential for the achieving the goal of worker / economic
democracy.

However, the figures for the whole of the manufacturing industry conceals the changing
composition of industrial production. In table 3.2 we detail the sectoral distribution of share of sales
in total manufacturing. The striking feature of the data is the dominance, and continuing increase in
importance of the growth in the dominance, of transnationals in key strategic industries of British
manufacturing. In important strategic industries such as chemical, office machinery and data processing
and the manufacture of motor vehicles foreign transnational corporations have shares in total industry

sales in excess of 30%. Indeed in the manufacture of motor vehicles the growth in foreign

* But note that the estimates post 1980 are based on a revised definition of the Standard Industrial Classification and
so the figures are not strictly comparable.
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Table 3.2 : Sectoral distribution of the share of foreign enterprises in the sales of total
U.K. manufacturing.

1981 1985 1988 %A
Metal manufacturing 16.318 17.366 11.865 -37.530
Manufacture of non-metallic 7.716 6.870 9.245 16.547
mineral products
Chemical industry 33.553 33.439 30.214 -11.053
Production of man made fibres 19.387 9.259 10972 -76.688
Manufacture of metal goods 10.626 11.964 12.461 14.723
Mechanical engineering 25.781 23.543 22,678 -13.683
Office machinery and data 42,983 50.485 58.539 26.573
processing equipment
Electrical and electronic 23.373 21.453 21.397 9.232
engineering
Manufacture of motor vehicles 46.302 47.929 50.757 8.778
and parts thereof
Manufacture of other transport 2.197 2.182 2.275 3.437
equipment
Instrument engineering 38.169 25.815 25.756 -48.196
Food, drink and tobacco 13.890 13.734 14.744 5.796
manufacturing industries
Textile industry 4.636 4.459 4329 -7.084
Footwear and clothing industries | 4.625 3.179 4.540 -1.867
Timber and wooden furniture 2.085 3.259 3.392 38.534
industries
Manufacture of paper and paper | 15.511 17.706 19.213 19.265
products; printing and
publishing
Processing of rubber and 24.861 24.615 22243 -11.772
plastics,
Other manufacturing industries. | 17.962 13.109 9.769 -83.875

Source : Derived from the Census of Production Summary Tables, various issues. %A is the percentage
change from 1981-1988.

69



transnational activity has resulted in an increase in sales of the total sector controlled by TNC'’s from
46.3% to0 50.76%. These figures must be evaluated in the light of important limitations in the data. The
Census defines the foreign enterprise as a U.K. producer with at least 51 percent of it shares owned
by companies incorporated overseas. It fails to account for subcontracting arrangements which will
underestimate the both the shares of employment and sales controlled by transnationals. The important
point being that these figures, because they do not take a wider view of the power and ambit of

control of the firm will systematically bias downwards the estimates of foreign transnational activity.

3.6 Implications and conclusions.

The subject matter of this chapter was motivated by the need to reassess the nature of the firm
in the light of the development of the monopoly stage of capitalism, and increasingly because of the
growth in transnational activity. Orthodox economic theory treats as implicit that the true nature of the
firm as benign or neutral. However, casual observation of any capitalist enterprise makes it apparent
that the most obvious feature of the firm is the suspension of the co-ordination of economic activity
by the price mechanism. This fact motivated Coase(1937) to justify the legitimacy of the capitalist
enterprise within a transactions costs framework. Since Coase’s(1937) seminal work the growth in the
size of firms, geographically as well as in terms of product market considerations, means that the time
is apt to reconsider the essence of the capitalist enterprise. The essay has endeavoured to provide a
critique of the so called efficiency school. To that end we showed the transactions cost framework
rested on a number of assumptions, that are often not made explicit in their analyses, concerning the
nature of economic agents within the firm. In particular we stressed the importance of the symmetry
of economic agents assumption and the consequences of relaxing it. Following in the spirit of
Marglin(1974) and the arguments made by Cowling and Sugden(1987) we argued that the essence of
the firm was not to be found in the artificial distinction between market and non-market activity but
in concentrating on the nature of production itself. Indeed, we argued that the capitalist enterprise was
the ability to strategically determine and control its environment. We extended the Cowling and
Sugden definition(1987) by arguing that their definition did not adequately bring out important factors
of the modern enterprise namely the preservation of dominant group interests and the subordination
of labour in the control of decision making within the firm. We further argued that the growth in
geographical and product market influence of the firm was an indicator of declining economic
democracy. We provided some fragmentary evidence to illustrate our argument.

The implications of reconsidering the essence of the firm are wide and far reaching. Indeed,
what we have been doing is establishing a framework by which we can understand the nature of the

capitalist enterprise. We have established a theoretical perspective from which to think about the
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capitalist enterprise in modern industrial society; a perspective which is radically different from the
Coasian or transactions costs approach. Under the schema we have developed here the world is not
characterised as Cowling and Sugden(1987) state by "voluntary exchanges yielding Pareto efficient
outcomes”. Indeed we have argued against this symmetry view.

Our analysis, then, has provided us with a different methodological starting point by which
to examine firms within contemporary capitalism. It will colour our opinion and perspectives about
how firms operate within product and labour markets. However we have not as yet examined the
motives and behaviour of firms within product and labour markets and how trades unions, as

representatives, of organised labour will potentially react. This is the subject matter of the next chapter.
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CHAPTER FOUR
Monopoly Capitalism, Oligopoly Theory and Trade Union

Power.

4.1. Introduction.

In the previous Chapter we examined the nature of the firm and the implications for economic
democracy of the tendency towards concentration and centralisation of production. Fundamentally we
concluded that the firm should not be understood merely as a structure of symmetric agents but we
should examine where power is vested. The economy was not made up of voluntary exchanges
yielding Pareto efficient outcomes but of firms who call the shots in deciding on the nature of
organisational structure and where, and in what direction, strategic acts take place. Hence we
established a framework within which to understand the motives, behaviour and action of firms. This
perspective will naturally colour the way in which we think about firms and for this reason alone is
of fundamental significance. In this Chapter we use this framework to understand the relationship
between the performance of firms and industries and industrial structure.

In section 4.2 we consider briefly the relationship between monopoly capitalism and
competition. This is followed by an analysis of performance and structure within the Structure Conduct
and Performance tradition. We present some important caveats in using this structure as a basis for
understanding monopoly capitalism. Indeed, we show that there are some fundamental problems in the
analysis relating to equilibrium and causation. We illustrate some under which a primary role for
concentration can be reestablished within these models. We then consider the role of trade unions on
this structure and argue that there is an important role for trade unions in influencing firm and industry

performance. Finally we offer some concluding comments.

4.2. Monopoly capitalism and competition.

Monopoly capital, according to Auerbach and Skott(1988), represents the dominant radical
paradigm for understanding modem industrial political economy. Recently a number of authors (for
example, Green and Sutcliffe(1987), Fine and Murfin(1984), and Auerbach and Skott(1988)) have
criticised some of the main strands within monopoly capitalism.' Our objective here is to briefly set

out some of the main themes in monopoly capitalism in the light of these criticisms and other recent

! As a good first approximation monopoly capitalism can be understood by reference to it's key exponents. : Baran and
Sweezy(1966), Cowling(1982,1989), Cowling and Sugden(1987), Hilferding(1981), Kalecki(1971), Lenin(1916) and
Steind|(1952). The recent survey by Sawyer(1988) provides an excellent overview of the contribution of each of these
theorists in both a theoretical and historical context.
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research.

An understanding of the thrust of theories of monopoly capitalism can be gleaned from
Sweezy(1990). He states :

"Among Marxian economists *monopoly capitalism’ is the term widely used to
denote the stage of capitalism which dates from approximately the last quarter of the
nineteenth century and reaches full maturity in the period after World War 1I" P.
Sweezy, 1990,

This assertion has the advantage that it captures the historical nature and development of monopoly
theory from as distinct from a period of competitive capitalism which evolves to a stage of monopoly.
This definition can be improved upon. Sawyer(1988) claims that :

"The defining characteristic of theories of monopoly capitalism is that developed
capitalist economies are seen as essentially dominated by firms who operate in
oligopolistic industries by which we mean that the significant firms are few in number
but control most of the output." M. Sawyer, 1988,

Together these statements capture two of the central themes of monopoly capitalism. First, it is a social
and historical theory which can be used for the periodisation of capitalism. Second, it describes the
fact that oligopoly, where production is controlled by few producers, is rife in modern industrial
capitalism.

Some traditional Marxists have argued that to accept the notion that the competitive stage of
capitalism is followed by a monopoly stage is to accept that there has also been a wholesale
diminution in competition. Green and Sutcliffe(1987) argue that the tendency towards centralisation
and concentration of production means that monopoly theorists see competition, a state of rivalry and
conflict between capitals, as on the decline.

"Within each industry, and over the whole economy, production is more and more

concentrated among the top giant firms. Hence, the degree of competitiveness in each

market is said to be falling as firms are increasingly able to parcel up market shares
by agreeing not to cut prices.” Green and Sutcliffe, 1987,

Hence these authors focus on declining competition as the defining characteristic of monopoly
capitalism rather than the implications of oligopoly for price formation deduced from the desire by
firms to maximise profits. Indeed Auerbach and Skott(1988) assert that declining competition is the
key feature of monopoly capitalism :

"The monopoly capitalist tradition has chosen to conceptualise .... industrial

development .... as the movement from an atomistically competitive environment to

one which .... may be described using Marshallian monopoly theory.” Auerbach and
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Skott, 1988,
These authors then choose to interpret the existence of widespread oligopoly to necessarily imply a
fundamental decline in competition. This decline is analogous to a linear sliding scale from perfect
competition to monopoly as described in neo-classical theories of the firm. The notion of declining
competition is substituted as the central feature of monopoly capitalism. But as we argue below the
central issue is not declining competition per se but what are the implications of oligopoly for the
pricing decisions of firms. At times there may be intense rivalry between rival capitals in terms of
brand proliferation, excessive patenting, advertising, and investment in spare capacity. At other times
the environment may be much more stable. Indeed, in the context of wholesale price cutting behaviour

by firms, Baran and Sweezy(1966) argued that :

"Unstable market situations of this sort were very common in the earlier phases of
monopoly capitalism, and still occur from time to time, but they are not typical of
present day monopoly capitalism. And clearly they are an anathema to big
corporations with their penchant for looking ahead ..... To avoid such situations
becomes the first concern of corporate policy, the sine qua non of orderly profitable

business operations." Baran and Sweezy, 1966, p. 58

So to argue that monopoly capitalism simply equates with declining competition is a misrepresentation
of the thrust of the theory. Whether or not rivalrous behaviour is observed or not, or indeed whether
alleged competitive behaviour is more apparent than real, will depend upon the environment that firms
are operating within. Cowling(1983), for example, charts the evolution of the degree of monopoly
during slump conditions. His analysis focuses directly on deducing the behaviour of firms, given their
desire for profits, with the onset of recession. He concludes that price cutting may occur in the early
phases of the slump but as adverse conditions become prolonged, and the desire for profits, make
collusion a very real possibility, and hence the degree of monopoly may well rise. In short behaviour
depends, inter alia, on the environment firms find themselves. Instead of positing that monopoly
capitalism simply means declining competition, authors in the monopoly capital tradition have tried
to evaluate and deduce the consequences for pricing behaviour from oligopoly. This is a theme that
is echoed in the analysis below.

The insight that monopoly capitalism gives is the recognition that capitalism reached a turning
point at the end of the last century. Indeed, this very fact was recognised by both Marx and Engles
in the final volumes of Capital. Indeed the conclusion reached by Engles as early as 1894, and is

worth citing at length, provides the starting point for theories of monopoly capitalism :
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"... new forms of industrial enterprise have developed, as we know, representing the
second and third degree of stock companies.... The results are a general chronic
overproduction, depressed prices, falling or even disappearing profits; in short the old
boasted freedom of competition has reached the end of its tether and must itself
announce its obvious, scandalous bankruptcy. And in every country this is taking
place through the big industrialists joining in a cartel for the regulation of production.
A committee fixes the quantity to be produced by each establishment and is the final
authority for distributing the income orders. Occasionally international cartels were
established .... But even this form of association in production did not suffice. The
antagonism of interests between firms broke through it only too often, restoring
competition. This led .... to the concentration of the entire production .... of industry
in one big joint stock company ..... Thus, ... competition has been replaced by
monopoly.” F. Engles, 1894, Capital vol. 111, p.437.

Accepting that capitalism is characterised by monopoly tendencies requires an analysis of the
behavioral implications of widespread oligopoly rather than assuming that increasing concentration
automatically implies less rivalrous or competitive behaviour.” What is required is an analysis of the

type of behaviour that we can expect from firms given that oligopoly is the normal situation.

4.3. Structure conduct performance, and the degree of monopoly.

Given the widespread presence of oligopoly we require an analysis of the implication of this
fact for the structure of prices, and distribution of income, within industrial economy. The model by
Cowling(1982) represents our starting point and is an analysis inspired directly by Kalecki(1971) and
Baran and Sweezy(1966). Its advantages are three fold. First, it is a formal restatement of Kalecki’s
degree of monopoly theory. As such it explores the link between concentration, the price-cost margin
and profit share using a structure conduct performance model. Second, it examines the distinction
between overhead and direct labour and the different distributional implications of rising concentration
for each. Finally, it identifies the potential stagnationist tendencies which may be induced by a process
of concentration. What concerns us here is the relationship between structure, conduct and resulting
performance taking into account some of the criticisms that have been levied against the analysis since
its publication.

The formal relationship between concentration and Kalecki’s degree of monopoly model is

%1 will return to the theme of the conception of rivalry and collusion within oligopoly below. Furthermore rather than
get embroiled in the analysis of the concept of competition at this stage it is worth referring to Auerbach(1988) and
Sweezy’s(1981) excelient essay on the relationship between competition and monopoly.
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based on an extension to the original Cowling-Waterson(1976) model. A simple representation of this
relates to a closed economy characterised by an homogeneous product industry. Each firm has a profit
function m; = (P, - AC(q,))q; - FC; where x; is profits of firm i in industry j, P(.) is price in industry
j which is a linear negative function of industry output Q, (= Zq;). The term AC; is average variable
costs, which is a function of own output, and FC; is overhead and fixed costs. The profit maximising

first order condition for this model is simply :

On. OP,
o ijo_ = 4.1
¥, P, + q"b_% MC;= 0 4.1

The profit maximising condition for firm i can be rearranged, as is well known, to express the

individual firm’s price cost margin or Lerner Index as :

Pj B AC-;

P,

(1 )MS, 42)
",

where MS; is the market share of the ith firm in industry j, 7; is the absolute value of the price

elasticity of market demand, and A;; is the Bowley conjectural variation term :

N
A=Y 2% 43)
ki bq.j

By substituting the Bowley conjectural variation term into the first order profit maximisation condition
it is clear that the margin has a maximum at A;=(1/MS,)-1, corresponding to the monopoly
equilibrium, and a minimum at A =-1. The former makes the price cost margin equal to the inverse
of the price elasticity of demand, the latter makes the short-run margin equal to zero. In section 4.4.2.
below we discuss the implications of inserting mechanistic rules into the first order condition. Notice
A conceptually has intra industry variation. This is merely the Cowling and Waterson result.

If we define a function co-efficient a; = (dq,/dq;)(q;/q,y) Which is interpreted as the extent to
which firm i expects its rivals to respond to marginal changes in its output, then by using equation 4.3

the individual firm price cost margin can be expressed as :

Pj - qu . i"’. . (1- o.ij)MSij 4.9
P, n; n;

And since o lies within [0,1] because A; is bounded by [-1, (1/MS,)-1] the firms profit margin
corresponds 1o a convex combination of 1/ 1; and (MS;; / n;) with the weight given by ay;.
Multiplying the firm level equation throughout by MS,, retaining our initial assumptions, and
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assuming that simple aggregation does not induce problems associated with vertical integration and

$O summing across firms in the industry yields the industry equation :

:rtjofl-‘Cj -i . (1 —a).)Hij (4.5)
R, m; n;

where the left hand side is the industry average price cost margin, PCM; and H is the
Hirschman-Herfindahl index. The collusion parameter is now of course an output weighted average
of the collusion of firms within the industry [a=20,;’q,”/Zq;’).

Equation 4.5 can be treated as a formalisation of Kalecki’s degree of monopoly theory as it
indicates that the average price-cost margin is a function of the absolute value of the price elasticity
of demand, the degree of industrial concentration, and the extent of industry collusion, a. The absence
of collusion, where proportionate changes in the output rival firms does not induce firm i to change
its output, (a;=0) puts a lower bound on the set of outcomes under oligopoly (ie. PCM; = H/m).
Importantly, the lack of collusion does not imply competitive behaviour, and the actual outcome in
terms of the degree of monopoly still depends upon the degree of concentration and on the market
elasticity of demand. The upper bound on the average price cost margin (which implies a;=1) is the
joint profit maximisation solution PCM;=1/n;. So equation 4.5 can be treated as a convex combination
of the monopoly solution (a=1) and the Cournot outcome (;=0) with the weight defining the actual
outcome for the degree of monopoly given by a,. The actual outcome that we observe under
monopoly, is in the first instance, decided by the extent to which members of the oligopoly can
co-ordinate their output policies.

Cowling(1982) argues that to a considerable extent the components of the degree of monopoly
are under the control of a capitalist class. The process of concentration, coming via differential firm
growth or horizontal merger, will affect the degree of monopoly directly by raising the index of
concentration, H. In consequence, this increase in concentration itself is likely to reduce the costs of
collusion, hence raising the likely a. The combination of this indirect and direct effect will imply a
move away from the oligopoly lower bound towards a monopoly solution. In addition, Cowling(1982)
argued that an enhanced sales effort and product differentiating activities will create greater
dependency and inertia among consumers. This implies a lower value of the price elasticity of demand
and hence a larger average PCM,. Having examined the main themes influencing the degree of

monopoly we now examine some of its features in greater detail.
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4.4. Caveats in using structure conduct and performance as a basis for monopoly capital theory.

Having established the basic framework of the original Cowling(1982) statement of the degree
of monopoly theory we now turn to some of the potential limitations and extensions of the approach.
These fall under the general headings of equilibrium and causation, the strategic use of capacity,
rivalry and collusion within oligopoly, and unions and the degree of monopoly. We shall consider

these in turn.

44.1. Equilibrium and causation.

A particular problem with equation 4.5 is that it is tempting to conclude that product market
concentration is a determinant of the degree of monopoly. In general this line of reasoning is incorrect.
This is easily seen because equation 4.5 can just as well be read from left to right as right to left hence
the difficulty in inferring that concentration determines margins from this equation alone. The
formalisation of this idea is given in Clarke and Davies(1982). Their principle argument, which allows
them to deny the existence of a causal relationship between structure and performance, rests on the
idea that market shares are endogenous and so cannot determine the margin. Instead shares and
margins are co-determined. They show that the price-cost margin can be expressed as a reduced form
€quation where the right hand side of the equation includes the number of firms, costs, conjectural
elasticities and the market elasticity of demand. Since shares do not enter into the equation they are
correct in the narrow sense that shares do not contemporaneously determine performance. But this does
not imply that shares can never determine margins since it is quite conceivable that current conduct
is a function of past market structure. So Clarke and Davies(1982) have not raised any real
fundamental conceptual issues in the determination of the margin.

But the model does have a fundamental problem identified in the classic works of
Stigler(1964) and Fellner(1949). The Fellner-Stigler criticism rests on the notion that any output
configuration different from the equilibrium output vector leads to an output response by a rival which
is different from the original firm’s output conjecture. This clearly indicates that the original firm’s
conjecture about its rivals output reaction is wrong and should be altered. But this is not explained,
or implied, by the model. This criticism, along with some extensions to it that are to follow, raise the
fundamental point that the behavioral content of the model is severely flawed, and that rather than
unearthing behaviour of firms within oligopoly the model is content with assuming it.

To see this contradiction we can refer back to equation 4.1 from which all subsequent analysis
was derived. We can write the firm’s profit maximisation condition as a reaction function which
expresses firm i’s best output response given the strategies employed by the other n-1 firms. These

reaction function strategies can include the rivals output, cost conditions, and conjectured response
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functions all of which are captured in the term dP/dqij. For a linear market demand function (implying
downward sloping reaction functions) an interior solution exists but any output choice other than the
equilibrium will result in a change in output by the rival illustrating that the original firm’s conjecture
was wrong.

To further explore this consider the limiting case of a Cournot duopoly where the firms A and
B hold Cournot proper assumptions ie a fixed and independent zero output response by the rival. In
this case the assumption is eventually borne out in the equilibrium situation but for the period of time
approaching the equilibrium the assumption is quite false. If firm A produces a quantity which
maximises its profits (on the assumption that B maintains its rate of output) then firm B will respond
by changing its output so as to maximise its profits (on the assumption that A maintains its output
rate) whereupon A will also adjust its output etc. Cournot’s insight is that this duopolistic
interdependence ultimately results in an equilibrium output configuration which B can produce
indefinitely (on the assumption that A produces its current output rate) because A eventually chooses
the output rate which actually justifies B’s output on the assumptions that it makes.

But this implies that both firms A and B will choose the right output for the Wrong reasons.
Each is assuming the other is following a policy of fixed output whereas in reality they are following
a strategy of varying output so as to maximise own profit. It is only if both firms accidently choose
the equilibrium output that the output response that they assume is justified.’

The geometric representation of this argument is presented in figure 4.1. The abscissa measures
A’s output rate, and the ordinate B’s. The curve RF1 expresses A’s output response as a function of
B’s output, and RF2 the curve that maps B’s best output as a function of A’s output. The shape of the
reaction functions is given by the postulate that each maximises its profits given that its rival maintains
its output. Assuming that market demand is linear, and constant (zero) costs then both functions
decline monotonically. The principle proposition, that an equilibrium sustainable fixed rate of output
can be produced by each, is verified at the intersection of the two curves, at E. All points to the left
of the intersection point, E, induces A’s output to rise and B’s to fall, while points to the right induce
A’s output to rise and B’s to fall. Eventually, an equilibrium is established at E which in a
simultaneous move model implies that both firms will be on their reaction curves at the perfect Nash
equilibrium. Stability and uniqueness of E require that the reaction functions be drawn as in figure 4.1
and this follows from the assumption of linearity of market demand and constant costs.

From the diagram it is verifiable that so long as each firm makes Cournot assumptions about

rivals behaviour then any position out of equilibrium cannot be consistent with firms making choices

> Even in this case it cannot be said that the output conjecture is right. Whilst it is true that the other firm goes on
producing the same rate of output this is not because of the "correctness” of the mutual assumption that the firms follow a
strategy of producing fixed output irrespective of its rivals output. The solution has come about merely by accident.
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about output for the correct reasons. Instead we end postulating the movement towards an equilibrium
for completely the wrong behavioral reasons. And even in equilibrium a rate of output is produced by

cach on the basis of fallacious reasoning. As Fellner observes :

"the analysis cannot be adjusted in such a way as to make the firms be right for the

right reasons, instead describing a situation where firms are right for the wrong

reasons.”
This is important since it strikes right at the centre of this approach to oligopoly modelling.
Furthermore the problem cannot be resolved simply by extending the Cournot beliefs from zero output
responses to some other functional response as in the conjectural variation models.

Figure 4.1 : Reaction functions for a Cournot Duopoly.

RF,
Output
firm B

RF,

Output of firm A

If we extend the Cournot assumption from assuming a fixed maintained output response by
rivals to a conjectural variation, then we can draw similar reaction functions to those in figure 4.1
where the introduction of this new notion merely affects the initial positions of the curves. It is
immediately obvious that the introduction of a conjectural variation term cannot remove the problem
that the equilibrium output levels are achieved for the wrong reasons. After all, the Cournot
formulation of the problem is simply nested within this structure as a zero conjectured variation. This

is recognised by Fellner(1949) :

"This means that the original assumptions were incorrect. It means this regardless of
whether the original conjectural variation, expressing itself in the functions, is zero (as

in the Cournot model proper) or other than zero".
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But in addition we face another problem in situations out of equilibrium, or away from points
such as E, in figure 4.1. The stability properties upon which the reaction functions are based, ensuring
that a point such as E can be attained, rest on the assumption that the movement towards an
equilibrium result only in movements along the curves and not shifts in RF1 and RF2. Only in such
cases can a disrupted equilibrium be restored. But there are quite compelling reasons to believe that
the firms within the duopoly (or more generally oligopoly) will become doubtful concerning the
realism of their initial assumptions about their rivals behaviour. Such misgivings and uncertainties will
tend to produce fluctuations and shifts in the reaction functions themselves and make the whole
modelling strategy approach unstable. In consequence these perturbations will invalidate th reaction
function approach since it is relatively straight forward in a position away from equilibrium for either
party or firm to realise that they have made incorrect assumptions. In such a situation if either firm
changes its assumption about its rivals reaction (hence mapping out a different set of reaction curves)
then the relationship between the firms within the oligopoly has altered in such a material way as to
cast doubt on whether the Cournot equilibrium can be restored. Hence, since Cournot assumptions
proper, or other conjectural variations, are quite likely to result in the positioning of the actual reaction
curves. Clearly, a function that shifts as soon as movements along it occurs has doubtful analytical use
as a tool of analysis. But we can in fact say more than this. Even at the intersection point when the
reaction function is augmented to include a non-zero output response the firms are only correct in the
sense that firm B produces output which only appears to justify firm A’s current output choice, and
by the essential symmetry of the problem, firm A produces output which justifies firm B’s
assumptions. But this justification is a very fragile thing : any systematic test of either firms
conjectural variation assumption would immediately, by the very construct of the problem, invalidate
it. And then we are back to the situation above where an out of equilibrium position can just as well
lead to shift in rather than movements along the relevant curves.

So by reexamining the fundamentals upon which equation 4.5 is predicated, which is also the
basis for arguing that a relationship exists between structure and performance, has unearthed an
inconsistency not accommodated by the model. First, it implies inconsistent behaviour out of
equilibrium; second, even in equilibrium firms hold expectations for the wrong reasons, third, any
point other than the intersection will not ensure a move back to equilibrium if there is a change in
assumed conjectures which results in shifts in rather than movements along the reaction curves. Since
this is an inconsistency at the centre of the analysis some careful interpretation is required if any
headway in establishing a relationship between structure, conduct and performance is to be made.
Indeed, Cowling and Sugden(1987) argue that the Fellner-Stigler criticism (ie. movements towards

equilibrium reveal inconsistently held output conjectures) is so important that some of the suggestions
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advocated to circumvent the problem are themselves so highly restrictive that an alternative avenue
is required altogether to examine the determinants of margins.

For example, one potential way around the problem is to suggest that the model only holds
in equilibrium. Cowling and Sugden(1987) suggest that this is of little real value since to argue that
the model is only valid in a Nash equilibrium is to say nothing about why the situation arose in the
first place. But our criticism here is different in that even in equilibrium the model will say little about
a firms behaviour because a relationship exists between structure and performance that are based upon
conjectures that if ever tested will be wrong. The second response to the Fellner-Stigler criticism is
that firms treat the oligopoly model like an "as if" situation ie duopolists act "as if" they faced reaction
functions RF1 and RF2. But again as Cowling and Sugden(1987) point out to argue an "as if" case
is completely different from arguing "what is". In short the reaction curve approach does not tell us
why or how firms behave. But we have suggested here something different in addition. If firms are
in any position away from the Nash equilibrium we can have little confidence that the Nash
equilibrium can be restored if being equilibrium results in shifts in rather than movements along the
reactions curve. In short, firms do not even have to behave "as if" any more.

Having arrived at this conclusion it is not to suggest the degree of monopoly approach is
flawed. On the contrary, because the Cournot modelling above fails to establish unequivocally that a
relationship exists between structure and performance, along with the firms behaviour, is not to imply
that it does not exist. Cowling and Sugden(1987) maintain that the Cournot approach provides an
interesting starting point at which to begin to unearth, rather than assume, the behaviour of firms. In
essence they are arguing that to deny a relationship between structure and performance, on the
arguments presented above, is to act in an anti-historical way : "This all very well but it should not
be forgotten that the reason such formal models were initially so exciting was precisely because they
attempted to formalise an even longer tradition of oligopoly modelling ....." So to argue, for example,
that the Cowling and Waterson(1976) model suffers an endogenous market structure problem, as do
Clarke and Davies(1982) in denying the existence of a relationship between structure and margins, is
to adopt a particularly narrow interpretation to the problems involved in oligopoly. In the contrary the
central, almost intuitive idea, argued here is that the behaviour of firms will affect its performance and

that this seems to be an appropriate start to the understanding oligopolistic interaction.

4.4.2. Collusion, structure and the degree of monopoly.
The analysis of the previous section points to a fundamental problem with the conjectural
variations model as a basis for understanding the relationship between structure, conduct and the

degree of monopoly in a monopoly capital world. Whilst such models are important because (a) the
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capture the quintessential interdependence of firms decision making and (b) particular oligopoly
solutions like Cournot turn out to be special cases of the conjectural variations approach, they still fall
foul of Stigler’s(1964) insight that the assumed behaviour by rival firms is not profit maximising. As
Stigler(1964) states :

"A satisfactory theory of oligopoly cannot begin with the assumptions conceming the

way in which each firm views its interdependence with its rivals. If we adhere to the

traditional theory of profit maximisation enterprises, then behaviour is no longer

something to be assumed but rather something to be deduced.” Stigler(1964, p 44)

In terms of equation 4.4 Stigler is rightly observing that values for the conjectural variation term are
no more than mechanical rules that are imposed on the profit maximising condition once it has been
derived. The assumed behaviour then is assumed rather than deduced from profit maximising
behaviour.

Stigler’s response to this problem is the recognition that the pursuit of profit by firms within
an industry means that they will behave in a way so as to maximise profits. But the combined profits
of all firms in an industry are maximised when the whole set of firms acts as if it was a single
monopolist. So profit maximising behaviour, consistent with profit maximising outcome, meant that
firms will attempt to collude, monopolise markets, and hence achieve the joint monopoly profits. As
Cowling and Sugden(1987) state :

"That is the recognition of each others retaliatory power means firms will tolerate each
others presence in the market to the extent of avoiding situations which leave each and
everyone of the firms in a worse position otherwise they would simply be cutting their
own throats by being worse off and suicidal tendencies are not a general feature of

firms’ behaviour."

Indeed Stigler(1964) asserts that profit maximising behaviour implies firms will attempt to achieve the
collusive (monopoly) solution and the only thing preventing them doing so is the potential for each
firm to gain at the expense of the others, at least over the short period, by chiselling and engaging in
secret price cutting. The concept of collusion then takes primacy of place in oligopoly theory and the
problem of enforcing the joint profit maximising solution becomes an information problem which all
firms have to deal with. Indeed, Stigler’s(1964) paper shows how the number of sellers, the number
of buyers, the frequency of purchases and so forth all determine the stability of collusion within
oligopoly.

The concept of collusion, therefore, strikes at the heart of the oligopoly problem, when



assuming profit maximising behaviour, and is the key feature guiding firms’ conduct. However,
collusion is present in all industries and so at first sight does not appear useful in determining conduct
and the degree of monopoly within an industry simply because it is always present. But as Cowling
and Sugden(1987) note :

"the consequences of collusion can vary across industries and thus will be reflected

in observed price cost margins."

So the differential degree of collusion is useful in explaining the differences in observed price cost
margins across industries. If firms are successful in enforcing collusion the best outcome will be the
joint profit maximisation solution, a situation which cannot be improved upon. This suggests that the
upperbound given by perfectly collusive behaviour is the joint profit maximisation solution which
relates the degree of monopoly, , to the inverse of the absolute value of the price elasticity of
demand, 1/m, so u=1M.

However, it remains to explain why full collusion may not be achieved in some industries.
Again the guiding principle is the concept of collusion. If firms are not maximising joint profits it
implies at least one firm from the whole set of firms within the industry believes it is better off by
departing from the joint profit maximising collusive solution. If this were not the case then the firms
are not engaging in behaviour that is profit maximising, and they are all worse off which implies they
would want to collude.

The interesting case raised by Stigler(1964) is that full collusion is not attained because at least
one firm believes it is better of by secret price cutting and there are information costs by rivals in
enforcing the collusive agreement. Recently these issues have been recognised and incorporated into
models of oligopoly that attempt to reestablish the importance of structure in determining performance
within the general environment of collusive behaviour but avoiding the arbitrariness of the behavioral
assumptions in traditional structure conduct performance models.

An example which captures these considerations is given in figure 4.2 and is derived from
Cowling and Sugden(1989), but see also Cowling and Sugden(1987) and Cubbin(1983). It is assumed
that firm i has a finite planning horizon and is only concemed about profits until time, t=T on the x
axis. Assume that the firm contemplates a cut in its price at time t=0 but the rival firms in the
oligopoly do not respond until time t=t'<T, and it is assumed that there is no time left for any counter
strategy for firm i to enact before the end of the planning horizon at time t=T. The result of the price
cut at time t=0 is to immediately increase the firm i’s profit from #° to . Following the analysis by
Stigler(1964) and Baran and Sweezy(1966) the price decrease has two effects on buyer behaviour that
result in the increase in profits. First, there is a substitution effect as buyers switch from substitutes

brands into firm i’s product and second, firm i crowds out and attracts customers that were previously



supplied by its rivals. At time t the rivals retaliate by price cutting on the basis that the original cut
in firm i’s price is chiselling or part of a collusive leadership strategy, hence attracting back previous
buyers and lowering firm i’s profits. Furthermore, assume that firm i is uncertain as to the exact
response that the rivals will actually make but given their response knows what its profits will turn
out to be. For simplicity the Cowling and Sugden(1989) model assumes that firm i entertains only two
possible reactions by rival capitalists. Either the price cut by firm i is viewed as an act of collusive
price leadership, in which case rivals adjust prices so as to leave firm i with profits 7, or the rivals
believe that the original price cut was an act of hostility and therefore adjust price structures to leave
firm i with profits . Since rivals will not view favourably an attack a hard nose strategy would be

enacted that must leave n*<rx.

Figure 4.2 : Time path of firm i’s expected profits.
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However, what we are concerned with here is whether or not the firm will actually cut price
and this is the most interesting feature of the Cowling and Sugden(1989) model since it makes this
decision contingent upon both the timing and nature of the reaction by rivals. Firm i’s expected or
conjectured profits can be written as :

E(r) = i(x" - =) + p(T - )" - ©) + (1 - pXT - €)' - x°)
where p; is identical to the probability firm i attaches to all firms acting as if firm i’s price cut was

a hostile attack, and E is an expectational operator. Expected profits, E(x) are simple a convex
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combination of the two potential outcomes facing firm i, the weights given by the probabilities of each
event. Clearly if E(x)>0 then firm i more likely to cut price than not. Similarly, the lower is E(x) then
the likelihood of a price cut is less likely. Moreover it is easy to show that an increase in the
probability that firm i’s price cut is interpreted as an attack the lower will be the expected profits and
hence the less likely the price cut will actually occur. This intuitive result is established by partially
differentiating the expected profit function with respect to probability p..

YE()/Op, = (T - )}n* - ) + (T - ')’ - x) = (T - )" - 7')<0

So the higher is the probability that the price cut is an attack the lower is the expected profit of firm
i, and presumably the less likely a price cut.

However, whether or not the price cut actually occurs the model has highlighted a number of
important features. First, the performance of firms are influenced by when and how rivals respond to
the firms action. In terms of figure 4.2 this is particularly important because it determines the position
of t°, and whether profits after this period are n* or n'. Second, The elapsed time until the retaliatory
action determines the extent of profits that the firm can glean before a reaction and n*and & the
magnitude of the profit reduction post reaction. Third, the higher the probability that a price cut is
interpreted as an attack serves to reenforce collusive behaviour because it makes the expected future
profits of a breakaway less attractive. Forth,the size of x* relative to n° and =, determines what
Cowling and Sugden call the "retaliatory power" of rival capitals. The conclusion that we are drawn
to is that the closer the reaction time by rival capitals, and the higher the probability that this is
interpreted as an attack then the less likely is a price cut. The corollary to this is that the firms will
tend to collude due to the power of rival firms, captured in the magnitude of =%, to inflict loss on the
firm that chisels. To avoid such a situation where the firm will be worse off the tendency will be to
avoid such market situations and collude.

It is at this juncture that structure again becomes an important determinant of industry
performance and so assumes a prime role in shaping the industry degree of monopoly. Stigler’s(1964)
concern was to illustrate the conditions under which collusion was feasible and consistent with profit
maximisation behaviour. His analysis was based on firms’ attempts to rapidly detect chiselling or price
cutting by rivals and hence the possibility of enforcing the collusive solution. He concludes that the
probability of detection varies positively with the degree of industry concentration. So the ability of
rivals to detect, retaliate and enforce cartel rules about collusion are all positively contingent upon the
degree of concentration. Since we argued that the greater the retaliatory power the less likely is price
cutting and hence the greater industry degree of monopoly, this implies that the degree of monopoly
is also an increasing function of concentration simply because retaliatory power increases with

concentration.



This conclusion is important because of the interpretation it gives to the traditional structure
performance model. It nests within the general ambit of collusive behaviour a model of structure,
conduct and performance. As Cowling and Sugden(1987) explain "we can conclude : concentration
(ie. structure) determines price cutting (ie. conduct), and conduct determines price cost margins (ie.
performance).” But also the Stigler(1964) model is important because it illustrates that the structure
of industry is an important determinant of the ability to retaliate and hence collusion and industry
performance. So market structure itself is an important variable on which to focus.

A similar conclusion is reached by Cubbin(1983). His model illustrates that there is an
equivalence between the traditional conjectural variation models and a model of imperfect collusion.
The importance of the Cubbin model is that it provides a justification for the use of conjectural
variation models which is more robust to the Stigler-Fellner criticism regarding the arbitrariness of

concerning rivals behaviour.

4.4.3. The planned use of capacity.

Having established the basic link between structure and profitability, noting some important
caveats to the analysis, we explore now the interrelationship between profitability and strategic
investment using a Cournot model. We show that the use of precommitted investment results in a
divergence from the socially optimal level of investment. That is when investment is treated
strategically there is an inefficiency, the nature of which depends on the oligopoly model under
consideration. If the model is Cournot we demonstrate that there is too much investment in capital.

In this section we explore the relationship between profits, strategic investment and excess
capacity. We have argued that industrial society is characterised by large firms operating within an
environment where there exists considerable scope to influence any particular state of that
environment. Firms can recognise and use their strategic power. Having established the potential link
between profit margins, the degree of collusion and concentration there is a need to evaluate the
circumstances under which such a potential to extract economic surplus will become an actuality.
There are two areas of immediate interest. In the first instance will excess profit result in predatory
behaviour on the part of other firms to try and capture part of this surplus? We shall argue below that
the recognition and use of strategic investment results in a relatively stable market environment where
wholesale entry and price wars among incumbent producers are not the norm. In the second case we
need to illustrate that cooperation (collusion) is relatively robust and that it will not, in the normal
course of economic activity, become unstable. We consider this in section 4.7.

A recent survey by Sawyer(1988) consigns the excess capacity phenomenon to being largely

a macroeconomic consequence of the development of monopoly capital. We can think of excess
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capacity as having two elements. In the first case it is the planned over investment in all forms of
capital. For example the over investment in plant and equipment by firms. But the concept of excess
capacity is more general than this since it can be over investment in research and development,
leaming by doing, product and brand proliferation etc. It is therefore a very general concept which we
will argue is characteristic in the evolution of monopoly capital. In the second case excess capacity
is the actual existence of under utilised resources due to the stagnationist tendencies inherent in an
oligopoly world dominated by monopoly capitalism. Examples are all too familiar. Idle machines,
empty plants and establishments, closed enterprises and unemployed labour are all too familiar in
industrialised economies. The important distinction, then, is that excess capacity may be planned or
unplanned, potential or actual and this distinction needs to be drawn clearly. Observed excess capacity
may be the outcome of optimising decisions by firms, or the consequences of other macro economic
forces. Clearly the relationship between monopoly capital and strategic competition is where the use
of excess capacity is a planned process. The allusion to macro economic excess capacity, in the context
used by Sawyer(1988), refers to a facet of the monopoly capital literature that considers there to be
a tendency towards underconsumption. The real possibility of a potential stagnationist tendency derives
from the fact that a tendency for the degree of monopoly to rise implies a planned downward revision
in the level of investment consistent with the planned reduction in output that itself is implied by the
increase in the degree of monopoly. For example see Cowling(1990) and for an analysis based on the
implications of savings behaviour and corporate control see Pitelis(1986).

An early model that demonstrates excess capacity as an optimising solution is
Chamberlin’s(1933) large numbers model. Tangency of the average cost and revenue curves occurs
in the long run at a point of zero super normal profits. Entry and exit are free, and utility is derived
from product variety in the model. The question as to whether Chamberlins solution is socially
inefficient is unclear. Certainly firms produce at a point that is less than the minimum point on the
average cost curve, and hence there exists excess capacity. However there is a trade off between
product diversification and not operating at minimum cost. The model is allocatively inefficient if any
welfare gains from product variety (proliferation) are less than the costs of the excess capacity.
Waterson(1984) and Dixit and Stiglitz(1977) consider the issue.

Sawyer(1988) describes three tendencies in the monopoly capital literature that explain the
persistence of excess capacity. Steindl(1952) suggests that fluctuating demand conditions, and the need
for a suitable response over the trade cycle implies and requires the maintenance of spare capacity.
The argument is as follows. Rather than operate at full capacity it is optimal to operate somewhere
below this so that should there be an unanticipated increase, or shock, in demand this can be met by

the firm by using the reserves of built in excess capacity. There are two points. First the notion of



optimal inventory stocks is not incompatible within a neoclassical world of exogenous stochastic
shocks. Indeed, Chenery(1952) builds a model of excess capacity for this purpose. Second, and
fundamentally, in a world characterised by secular stagnation tendencies the maintenance of spare
capacity of any significant magnitude may not be necessary. The notion of building excess capacity
to meet fluctuations in demand rests on the concept that demand fluctuates are around some
predetermined steady state. In times of high demand the built in excess capacity is required to meet
product demand. However an economy that has a bias towards stagnation does not require significant
capacity to be built for demand purposes alone. This is not inconsistent though with building excess
capacity for strategic reasons.

Within the monopoly capitalism tradition there has been some attention paid to the importance
of potential entry. This is especially true of the analysis by Cowling(1982) where the use of Cournot
conjectural variation oligopoly model is predicated on the assumption that the number of firms in the
industry is fixed - which is another way of positing that the margin is not subject to erosion by
potential entrants. To a large extent the analysis presented by Cowling(1982) rests on an argument by
Spence(1977) that firms hold spare capacity as a strategic device to deter hostile attacks from outside
firms. The essence of the argument is that potential entrants stay out of the market occupied by the
current incumbents because by entering they face the risk that the incumbent firms can expand output
and drive the profits, that potential entrants hope to achieve, to zero.

The Spence(1977) proposition (and the extensions 1o it that are considered below) has a
number of implications pertinent to the issues here. The first relates to the concept of a potential rival.
The usual way that the notion of potential entry is couched is within an essentially asymmetric product
market environment. The models posit a dominant firm, or group of firms, whose activities may be
curtailed by the existence of an active competitive fringe. That is the existence of monopoly rents
carned by incumbent oligopolists stir into action firms on the periphery of the oligopoly group who
then attempt to make inroads into those rents. But this misses the essential symmetry of both rivalrous
and collusive behaviour. The real issue concerning potential entry in an era of monopoly capitalism
is whether one capitalist enterprise is contemplating entering the market dominated by another firm,
where this other firm is a potential rival for the former’s market. This is no more than saying that there
is an essential symmetry in a world of conglomerated firms, where all have access to broadly similar
knowledge and technology, a point often missed in the models that consider potential entry.

Generally speaking strategic competition refers to the behaviour of at least one agent, that tries
w0 elicit a response pattern or alter the expectations configuration of other agents. Within the game
theory literature essentially one player adopts pre-play strategies designed to alter the outcome of the

post play game. The work of Spence(1977) is an example of such activity where the strategy refers



to investment in excess capacity, and the game involves trying to deter entry. Within the industrial
organisation literature this has been the dominant way that the game theory model has been couched.

But the traditional approach to entry deterring behaviour is based on the Sylos postulate. The
most fundamental weakness of this axiom is that it lacks credibility - ie. market participants hold
expectations that if faced with the fait accompli of entry that are not borne out in actuality. One
particular resolution to this problem that has appeared in the literature rests on refining the concept
of equilibrium in the "post-entry game" in such a way as to make the threat of output expansion
credible. Dixit(1980,1982) is an example of this which has important implications for the Spence(1977)
argument that incumbent firms can invest in spare capacity to deter entry. Dixit(1980) shows that the
original Spence(1977) argument is fragile and results in an imperfect equilibrium. However, the
general argument made by Spence(1977) has been resurrected by various authors, for example
Dixit(1982), Bulow et. al.(1985) and Kirman and Masson(1986). What has changed is the nature of
equilibrium in the second stage of two stage games.

However, it is a weakness of these recent models that whilst entry deterring strategies are in
fact pursued, implying that actors are trying to determine the environment in which they operate, they
are still very passive and predetermined. The incumbent focuses on a particular strategy, and once the
rules of the game are understood the result follows as an equilibrium. This is unfortunate, because it
rigidly implies no entry ever, if the strategy is successful, and does not really characterise a dynamic
world. The only way entry would happen is if there were changes in the exogenous variables of the
model.

Moreover, one can also question how realistic these attacks of entry on established oligopolists
by new entrants trying 10 establish within a market are? If the dominant firm - competitive fringe
model is inappropriate, as argued by Cowling(1990), then this rather asymmetric model of oligopoly
is more apparent than real as a description of oligopoly structure and behaviour. The real question
should then focuses on the relationship between oligopolist members themselves, and how they interact
with other oligopolistic groups. That is the intra and inter oligopolistic question within an essentially
symmetric world. The issue is further explored in Cowling(1990) who argues that "the real issue of
entry, within a modern industrial economy, is when a corporation established in one market is
considering invading another market dominated by another, where the latter is a potential rival in the
former’s market. It is this aspect of symmetry of rivalry that is lacking in the usual modelling of
entry."

This essential symmetry is an important feature of the modern capitalist enterprise. We argued
in Chapter three that the firm can be seen as essentially a locus of hierarchical decision making. This

allows the enterprise considerable scope and flexibility in determining its own destiny and direction.



This is the basis of arguing that there is a general symmetry between firms within oligopoly. This
symmetry means that firms can attack or defend as needs necessitate. The ability of firm B to deter
entry by A will be its ability to defend and retaliate, which initself requires the existence of spare
capacity. This not to suggest that entry will not take place but is a function of many factors, not least
the expected time it takes for other firms to retaliate to an incursion into its market.

Such an interpretation has a lot in common with the tit-for-tat analysis explored by
Axelrod(1983). If we assume that both firms think of themselves as insiders (incumbents) it provides
a rationale for the existence and maintenance of excess capacity. The firms adopt strategies to ensure
that rivals do not seek to gain some advantage that might lead to an unstable market situation. The
result of such behaviour is 1o minimise the number of times tit-for-tat is actually played.

The discussion has indicated that the essential symmetry between firms within oligopoly means
that the maintenance of spare capacity can be used as a strategic entry deterring device. As
Cowling(1990) points out the deterrent to entry is the very immediacy of retaliation and in turn this
is conditional on having spare capacity. This is likely to be the norm, although depending on
circumstances, an attack by one firm into the market of another is possible, but we expect the norm
to be that outcomes within oligopoly groups would not be undermined by potential entry. Some
existing evidence by Smiley(1988) points to the not infrequent use of excess capacity as an entry
deterring device. But there is another facet to the issue of the strategic use of capacity that is worth
exploring. Namely, if firms treat their current stock of capital strategically we can show, by reference
to the recent work by Dixon and Manning(1989), that there is too much investment in capacity. That
is excess capacity follows from firms treating the capital stock strategically.

The basic issue for incumbent oligopolistic producers is how they can influence their
environment so as to enhance their profit position. Investment in capital stock provides such a link.
It is sensible to distinguish between two different time horizons for firms. Output decisions of firms
are treated as short-run phenomena whereas the capital decisions of firms are longer period choices.
That is when the firm chooses the price output configuration they treat the current capital stock as
exogenously given. Since capital has been precommitted it follows that firms can utilise its investment
decision strategically. That is a firm in a previous time period can generate a strategic investment in
capital and so affect the current product market outcome. The current stock of capital, it is argued is
neither arbitrary or unique. The logical question then becomes how will the nature of competition in
the product market affect the firms investment decision?

If we follow Salop(1979) and distinguish between strategic and innocent investment decisions
then the problem is further clarified. If a firm makes an innocent (non-strategic) decision to invest in

capital then by duality the choice of capital minimises the cost of producing a particular level of
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output. The choice of both capital and labour requirements in this particular schema is essentially
symmetric. If the choice of capital stock is made strategically then an asymmetry is introduced
between capital and labour. Now capital is chosen not only to minimise production costs, but also on
how it affects subsequent outcomes in the product market. We can demonstrate that the choice of one
factor input (capital) results in a strategic inefficiency in the production process. Moreover certain
restrictions on the nature of the equations demonstrates when strategic investment successfully deters
entry.

To model this strategic process, which by its very nature is dynamic, we need to distinguish
between at least two time periods. To this end we shall consider a two stage game which is interpreted
as the distinction between the short and longer period decisions. In the first stage a firm makes choices
about its capital stock. In the second period firms interact and, for convenience, we can characterise
a product market equilibrium which treats the capital stock choice at the first stage as given. The
choice facing any particular firm is how to choose the capital stock in the first period so as to gain
an advantageous position in the second stage. In essence this is a device whereby firms use
precommitted capital decisions to attain Stackelberg advantages.

The first issue we encounter when considering how the structure of this model is going to
affect the internal efficiency of the firm is the type of competition that we assume to prevail in the
product market. (the second stage of the game.). For example, in general, whether we choose a
Cournot or Bertrand model, with or without conjectural variation component, will alter our results. For
our purposes assume that the second stage product market is characterised by Cournot-Nash
competition. We shall then extend the model to incorporate a non-zero linear conjectural variation term
in the second stage.

The following simple model illustrates the point.* Assume a symmetric oligopoly denoted
i=1,2 where profits, =, are simply sales revenue, R, minus costs, C,. Interdependence in the model
is captured via the revenue function such that each firms revenue depends on own output and others
outputs: q=(q,,q,). The cost function depends solely on own output and own capital stock: C=C(q, k).
Assume both profit and revenue functions to be strictly concave in own output. The profit function
is : m = x(q,k)=R,(q) - C(q;,k). If firms choose their factor inputs of capital stock (and also labour
requirements) innocently (ie. non-strategically) thereby ignoring the fact that the choice of capital can
affect the product market equilibrium, then capital cost-minimisation implies : 0C/0k;=0. This is a
familiar resuit that implies that the choice of capital stock is decided so as to be at the minimum of

the cost function. The strategic use of investment in capital, and its affect on output, can be

* The model presented here is based on a similar exposition to that found in Dixon and Manning(1989). The aim of these
authors is to examine the nature of competition and efficiency.
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characterised by the following function : q=q(k)=q(k;k;) for i»j, where the operator q=q(.) is embedded
in to optimisation decision in the second stage.
Assuming Cournot-Nash at the product market stage then the solution to this problem in the

product market for any given choice of k is :

2 _8R _oc (4.6)
0q, dq, 0q,

Where the equation in 4.6 implies that each firm must be on its own reaction function in equilibrium.
How do we analyse the effect of the investment decision in this model for the second stage? Quite
simply we substitute the function given by g=q(k) into the firms profit maximand which then specifies
a reduced form profit equation in terms of capital stock : m(q,k) = R,(q(k)) - C(qi(k),Ki) which says
that whilst profits are determined by sales revenue and costs the impact of investment in capital on
total output is now taken into consideration. Totally differentiating this with respect to own capital and

rearranging yields the first stage optimal Nash solution:

O, 08q, [0R  oC OR, 3q; 8C 4.7
_— - L+ -2 - =0
0k, 0k | dq, dq, 8q, 0k, Ok,

Using equation (4.6), and the property of the envelope theorem, the first term on the right hand side
is zero. This implies that equation (4.7) can be rewritten such that the optimal cost minimising capital

stock decision when investment is treated strategically is :

8C, OR 8q

— Y (4.8)
8k, Bq, Ok

This tells us the cost of producing the equilibrium output as the capital stock of firm i varies. If the
right hand side is positive there is too much investment and if it is negative too little. Only if the RHS
is equal to zero do we achieve the least cost efficient outcome defined as when capital is chosen
innocently.

What might we legitimately expect the sign of (4.8) to be? With Cournot Nash duopoly and
treating outputs as substitutes we expect OR/8q; to be negative, and so whether there is over or under
capitalization depends on the sign of 8qy/0k;. That is the effect on the product market second stage
equilibrium of firm i given the capital stock of firm j. The change in output of firm j as firm i changes

its capital requirements represents movements along firm j’s reaction function as opposed to shifts.
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Hence the sign will depend on the slope of j’s actual reaction function. Because of symmetry we know
that 8q/0k; will in fact be negative. As firm i increases its capital stock this shifts out its reaction
function. The new equilibrium is represented by a movement down firm j’s reaction function hence
its negativity. This implies that in symmetric oligopoly/duopoly, where outputs are substitutes, and the
second stage is characterised by Cournot-Nash behaviour, there will be over-capitalization and
consequent inefficiency. This result clearly indicates that the strategic use of capital results in an
inefficiency which is also characterised by too much investment in the scarce productive factor capital.

The product market stage of this two stage process can be augmented. A more plausible
explanation would want to introduce a conjectural variation component into the analysis. We extend
the condition defined by equation (4.6) by allowing a non-zero linear conjectural variation to be made
in the product market about how the other firm will change output as the original firm changes its
output decision. That is we augment the output decision q=q(q,,q;) to be q4=q(q,(q,),9:(q,)) and
specifically set the linear conjectural variation to be 8q/3q,=y. Allowing this extension provides a

modified second stage Cournot-Nash solution:

dr, B8R &8C .
X, s R OR, (4.9)

dq, 0q, 0g Bq,

Using (4.9) and following the same procedure as before yields the following optimal first stage choice

of capital:
G . R8q (g 0 (4.10)
0k, 0q; 0k 8k Ok

Equation (4.10) is the analogue of equation (4.8) with the introduction of a conjectural variation
component. The next task is to consider the appropriate interpretation of this model. If we consider
the right hand side of this equation we note that -0R,/8q;3q,/0k; will have a positive sign, implying
that the nature of inefficiency will be determined by the terms inside the brackets {y -
(8q,/0k,)/(0q/0k,)}. We know that  is the firms conjecture about the response of firm j to changes
in the output of firm i. The latter term, (8q/0k;)/(dq/0k), is interpreted as the actual slope of firm
i’s reaction function. How might we see this difference between actual and potential elements? As the
capital stock of firm i increases it shifts out its own reaction function leaving that of j’s unaffected.
Hence this latter term is interpreted as the slope of j’s reaction function to changes in i’s output.

Whether we observe under or over capitalization, hence inefficiency and too much investment,
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will depend on whether in the second stage the conjectured response  is greater or less than the
actual response. There are two cases of immediate interest. In the case of Cournot conjectures where
Y=0, given that we presume that the reaction functions are negatively sloped, then we observe that
there is over capitalization. Why is this? Since =0 the evaluation of whether there is excess capacity
and over capitalization rests on the sign of the product of the two terms
[-OR,/0q;-0q,/0k; ]{-(0q,/0k;)/(0q,/0k;)]). The first term we established was positive. This is also true
for the second term hence with Cournot conjectures there is over investment in capital. If we assume
Bertrand type competition in the second stage such that \=-1 then assuming the change in output of
firm i is greater than the change in output of firm j as i changes its capital stock then there will be
under capitalization.

It follows from this discussion that there are several important points. First the relationship
between product market competition and the internal efficiency of the firm is not simple. In the simple
case of quantity setting oligopoly the treatment of investment as a strategic commodity results in over
capitalization and hence social inefficiency. The algebra of the problem suggests that the introduction
of conjectures muddies the relationship. But what is clear is that only in special circumstances will the
choice of capital investment be fully efficient in the sense that the solution coincides with that which
would be the case if investment was treated non strategically.

For the interim we can conclude our discussion of investment in excess capacity by stating
that we expect there to be an inefficient over investment in plant and equipment. However, this choice

is made on the assumptions of rationality from the point of view of the oligopolists.

4.5. Monapoly capitalism, rivalry and collusion.

In the previous section we showed that collusive outcomes under oligopoly are not likely to
be undermined by the threat of potential entry. In an essentially symmetric oligopolistic world there
is an element of stability in firms actions when completing incursions into markets where rivals are
dominant. We examine here further the nature of this stability within oligopoly and argue that it is not
as fragile as is commonly thought.

The concept of rivalry and collusion was introduced initially by Cowling(1982) where he
argued that : "rivalrous behaviour and collusion coexist and result from a high degree of concentration
within a specific market. The closer the rivalry, the more immediate is the response to any attempt to
secure an advantage, but the very immediacy of the expected response serves 10 maintain the degree
of collusion ... it makes a breakaway movement unprofitable."

Collusion, however, is not a static concept but one that requires a process of history to elapse.

To this end investigators look back in time to understand our current position, assess the present in
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terms of both history and formal explanation, and look forward to judge what current behaviour
beholds for the future. Indeed this is the very method that Morishima(1984) has recently advocated.
He suggests that economic theory in the absence of historical evaluation is empty. "What is more
important is a knowledge of historical experience and the observation and formation of the way in
which actual institutions work." (Morishima,1984)

Following the methodological lead of Morishima, the relationship between an essentially static
theory of monopoly capitalism, and a theory of cooperation, evaluating the importance of the latter
in explaining the stability and continued development of the former is provided. The theory of
cooperation suggested by Axelrod(1984) can be used to explain the gains from cooperation and its
potential usefulness in explaining the stability of collusive behaviour within oligopoly.

Cowling(1982) provided a model of monopoly capitalism that demonstrated that rational, profit
maximising, capitalists have an incentive to collude over price and output decisions. The result was
derived from the observation that highly concentrated industries are more likely to have the
opportunity to cooperate given the proximity of firms within the industry. This an extension of the
proposition by Stigler(1964) that collusion is an increasing function of concentration. It was further
argued that because there is considerable control over the determinants of the degree of monopoly then
there is also a tendency for it to rise over time. This is analogous to the tendency of the surplus to rise
documented in Baran and Sweezy(1966).

For this important result to hold there are a number of auxiliary requisites, in particular that
intra group cohesion in the oligopoly is relatively stable, and that the degree of monopoly is not
eroded by the activities and actions of firms or corporations outside the oligopoly group. Importantly
Cowling argued that intra group collusion was indeed stable but because there was always the
possibility of firms within the group trying to seek an advantage over other members, there existed
also an element of rivalry. This reasoning resulted in the concept of ’rivalry and collusion” which
suggested that although there was potentially rivalrous behaviour between members in an oligopolistic
group, the tendency was to recognise the gains from colluding and hence the stability of the
arrangement.

From this concept of rivalry and collusion we get the idea of an optimally concentrated
spacing of firms within the oligopoly, such that should cheating in fact occur by one member other
members of the group can react swiftly and severely to punish that member so ensuring that cheating
never emerges as a general outcome. That is "rivalrous behaviour and collusion coexist and result from
a high degree of concentration within a specific market."

However the success of this solution to the issue of maintaining internal cohesion needs to be

assessed further. Implicit in the early explanation offered by Cowling(1982) for the stability of an



oligopolistic relationship is that high concentration and the swiftness and exactness of punishment is
sufficient to ward off the temptation to cheat.

Whilst intuitively plausible this explanation has a number of defects. In particular concentration
and retaliatory speed are only necessary conditions to ensure the stability of the oligopoly group. There
are other features that have to be taken into account to ensure sufficiency. A problem with the model
is that inadequate attention is paid to the strategic nature and interaction of the firms within the
oligopolistic group. The strategic nature of the firms manifests itself since the behaviour and activity
of one firm, whether this is actual or potential, will cause both the expectations and possible actions
of the other firms in close proximity to the original firm to be modified. To an extent this defect is
modified in Cowling and Sugden(1987) but this has focused extensively on the time interval in the
retaliation to defection rather than demonstrating why cooperation is advantageous in the first instance.
This is the major problem with the model, namely that given that there exists strategic interaction, and
interdependence, of the firms within the oligopoly the gains to cooperation have not been made
explicit.

By demonstrating these gains explicitly we are able to specify both the necessary conditions
for stability in the oligopolistic group, in the form of concentration and retaliation possibilities, and
for sufficiency the potential benefits from cooperation.

Whilst there are obvious gains from cooperating and adopting joint profit maximisation
behaviour one should not assume this will happen but unearth it. In particular to impose this solution
on the model is to deny that there is in fact any question to be resolved when considering the issue
of collusion among members of an oligopoly.

In order to illustrate the gains from cooperation and to demonstrate the cohesion of the

oligopoly group we turn to the analysis of Axelrod(1984)

4.5.1. The evolution of cooperation.

The purpose of the model developed by Axelrod(1984) is to investigate the conditions under
which cooperation emerges among otherwise self centred individuals without the need to resort to an
autonomous (coercive) policing agent. Cooperation is an observed phenomenon which Axelrod seeks
to explain theoretically using elements of game theory in particular the repeated Prisoner’s Dilemma
(P.D.) structure. The objective is to explain the evolution of cooperation rather than to characterise
stability of an equilibrium situation.

This research agenda contrasts to the recent literature in macroeconomic game theory {Eg.
Barro and Gordon(1983), Backus and Driffil(1985) and Levine (1988)} which focuses on the

conditions and characterisation of equilibrium conditions that ensure that policy actions undertaken



exhibit credibility. One methodology emphasises the dynamic and evolutionary nature of the concept
of cooperation, and the other the importance of the equilibrium solution. The following analysis
considers the structure of Axelrod’s initial model and its possible usefulness in explaining the
evolution of Monopoly Capital. Central to the explanation of cooperative evolution is the strategy Tit
for Tat (TFT) which specifies an initial action of cooperation and then mirror the strategy of the
opponent in subsequent moves. It is argued that pursuing Tit for Tat results in an evolutionary stable
system (ESS) which has the positive attributes of being initially cooperative and responsive to other
strategies. The strategy is usually couched in terms of the Prisoner’s Dilemma to which we turn. The

model is a two agent (firm, person) non-zero structure which has the following structure :

Bimatrix Payoff Table
Firm Two
Cooperate Defect
Firm One
Cooperate 3,3) 0,5)
Defect (5,0) ,1)

Each agent elects a strategy to cooperate or defect without communication with the other
agent. To this extent the game is non-cooperative. However, strategic interdependence is captured in
the payoff structure which is contrived to be "mixed motive" (Vickers (1985)). The payoffs observe
the following inequalities.

T>R>P>Sand R > (T+S)2
The first set of inequalities ensure the "mixed motive nature of the game, such that temptation (T)
dominates the reward(R) which dominates the punishment (P) which in turn dominates the so called
suckers payoff (S). If R>T, ceteris paribus, then the problem of cooperation is instantly solved since
the gains from cooperation always dominate those from acquiescing. The second set of inequalities
illustrate averseness to risk.

The game is expressed in normal form which specifies the players, possibilities and payoffs.
In order to ascertain what happens in this game we need to specify the behaviour of the players. In
particular we assume that firms behave Nash non-cooperatively. A Nash equilibrium occurs when each
firm is choosing its strategy optimally given the strategy of the other firm. A dominant strategy is a
strategy that is strictly preferred to any other. If the specified bimatrix game is played once and for
all the "defection” strategy is dominant.

Axelrod specifies the payoff structure as symmetric implicitly characterising agents/firms
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preferences as identical. For example two equal firms might be able to plan/play a low output strategy
associated with the cooperative outcome. Backus and Driffil(1985) demonstrate that the payoff
structure in the P.D. model can be associated with an underlying quadratic preference ordering of the
respective agents. This need not be identical for both players and such formulations lead to an
asymmetric payoff matrix.

The relevance of the bimatrix P.D. structure to the evolution of monopoly capital stems from
the specification of the payoffs. If we begin with the premise that there exists a core group of firms
operating within a specified product market, the temptation outcome represents each firms ability to
alter price or output given that the strategy of the others remains constant. Consequently this represents
the increased profits that are available. Such a notion is also consistent with the theory of rivalry
outlined in Cowling(1982). The cooperative outcome is pareto superior for both players rather than
playing the Nash defect option illustrating that there are mutually advantageous gains from collusion.
This reward is consistent with the notion of collusion forwarded in Cowling(1982). The mixed motive
structure of the P.D. game has implicitly embedded in it the notion of rivalry and collusion,
represented by the temptation to cheat and at the same time the rewards of cooperating, and stems
directly from the nature of the strategic interdependence between the firms. In consequence the
mutually advantageous gains from cooperation between firms is demonstrated from first principles,
rather than relying on assertion, and that these gains can be associated with the prisoner’s dilemma
structure. It remains to demonstrate the conditions under which the gains from cooperation are reaped.

Given that defection is the dominant strategy in the one shot game, and since the payoffs are
outlined as above, there are three questions to be answered. (1) Under what circumstances will
cooperation emerge as a successful tendency? (2) Having emerged, will it be stable for the agents who
play the option cooperate? (3) Is it robust to other less cooperative strategies, or do those who
cooperate suffer exploitation from non-cooperatives?.We now turn to the resolution of the issues of
emergence, stability and robustness.

We note, however, the fact that research is undertaken to demonstrate the conditions under
which cooperation is a viable outcome in interactive situations between agents, demonstrates a
dissatisfaction with having to rely on continued defection as the only solution to a strategically
interactive game. Put another way, human nature when faced with social interaction has a tendency
to find cooperative positive solutions to problems rather than negative regressive and harmful ones.
Thus underlying the cooperative research agenda is the notion that there are gains to cooperation that
are not being realised. This is reflected in the model by the fact that the sum of the payoff from
cooperating is greater than any other configuration.

Axelrod(1984) demonstrates that his results, in terms of cooperative evolution, rest primarily



on players interacting over time. For brevity the nature of the propositions and some initial caveats
to the model are consigned to the appendix.

Importantly emergence and stability of cooperation in this schema does not need to rely on:
(a) commitment (b) reputation (c) opponent elimination (d) changing the structure of the model. There
are two immediate points. First, whilst repeated interaction is necessary it is not sufficient to ensure
cooperation. In particular it will rest on the actions of the other player and also how much the future
is valued relative to the present. That is cooperation is not independent of the strategy of the other
player nor the time discount factor, or in Axelrod’s terminology " the shadow of the future”, in
repeated games. This is proposition one in the appendix.

Second, the literature in economics has focused on points (a) to (d) in explaining deterrence
and cooperation. For example Dixit(1982) considers situations under which the pre entry phase of a
Nash game may be exploited to the incumbents advantage in the post entry outcome. By altering the
cost function that the incumbent faces in the post entry phase there exist a set of conditions that deter
entry. This result assumes, and imposes, cooperation within the incumbent oligopolistic group and
entry deterrence is achieved by altering the payoff structure, or at least restricting it as far as the
entrant is concerned, in the post phase game. In the analysis by Axelrod the auxiliary assumption of
altering the structure of the game is not necessary. Such activities though are not incompatible with
the notion of Tit for Tat but serve to enhance the result. The purpose of the Tit for Tat strategy in the
evolution of cooperation is to demonstrate its general robustness.

Consider the evolution of cooperation and how it is achieved. There are essentially three stages
to the analysis. First, cooperation cannot emerge when there is continued defection by other players.
If agents are scattered and have infinitesimal probabilities of meeting again then cooperation is
unlikely. Cooperation will emerge if, 10 use Axelrod’s terminology, clusters of agents exist and that
these agents reciprocate. This will occur even if the volume of interactions are small. The notion of
reciprocation is a contingent strategy that specifies that cooperation is played on the first move and
thereafter mirror the strategies of the opponent. It contrasts to uniform strategies such as "all defect"
which do not take into account the behaviour of opponents. The usefulness of this assertion is clear.
It is capable of explaining why in the early phases of industrialisation, and capitalism, small and
essentially atomistic firms were able to cooperate on the basis of recognition and frequency of
interaction to facilitate growth in cooperation and ultimately concentration.

Second, once cooperation has emerged and is based on reciprocation, that is based on the Tit
for Tat strategy, it is shown to be optimal (in the sense of yielding higher payoffs to each) against
other strategies (See proposition two in the appendix). A cautious strategy based on the unequivocal

principle of cooperation but punish for one period should defection occur outperforms other
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sophisticated formulations. This stage explains why cooperation within oligopoly is sustainable and
sensible, rather than the assumed chiselling phenomena that is assumed to characterise dynamic
oligopoly. It was found in the round robin empirical tournament conducted by Axelrod that TFT
dominated other strategies.

Third, Axelrod argues convincingly that a strategy based on reciprocation "can protect itself
from invasion by less cooperative strategies . Thus the gear wheels of social evolution have ratchet
effects.” Axelrod(1984) In the context of oligopoly it implies that oligopolistic groups are safe from
being invaded from outside agents. The intuition behind this is that once a cooperative group is
established the best that any invading strategy can achieve is to adopt cooperation.

Consider the advantages and disadvantages of Tit for Tat in the evolution of cooperation. We
note that the P.D. structure has the feature that if we specify workers and firms as the two players in
the game then the inexorable logic of the situation is that there are gains to be had from workers and
firms cooperating. This notion is traditionally considered in the participatory production literature. See
for example McDonald and Solow(1981) and Cable and Charles(1989) and references therein. The
structure of the P.D. model does not force us to specify who the agents playing the game are for the
results of the model to hold. Consequently specifying one agent as the firm and the other as a worker
is legitimate. These models of participatory production have tried to demonstrate that there are gains
to workers, firm owners and managers from cooperation.

But such a structure has some undesirable features for the Monopoly Capital and Marxist
schools of thought. These traditions have emphasised the ultimate non-cooperative nature between
those who own the means of production, and workers. The notion rests on demonstrating that there
is an ultimate conflict in the labour process since profit maximisation rests on extracting labour from
labour power which is a negative attribute in a workers preference ordering. Braverman(1974)
considers this in detail. In such circumstances, where conflict emerges from the nature of the
production process, we would expect the defection outcome to occur if applied to the P.D. structure.

Things are never this clear-cut though. The production process is a mixture of strands of
tension and mutual advantage. If complete antagonism in the sphere of production between workers
and capitalists is always the case then no output would ever be produced. In consequence there is
likely to be some advantage in cooperating in the production process. This line of reasoning must be
tempered with some fairly rigorous caveats about the nature of this advantage. First cooperation may
be more apparent that real between the worker and the corporation. According to Marglin(1974) the
choice to work in hierarchical firms verses not working and starving is no choice at all. Thus the fact
that we observe production and hence try to infer elements of cooperation may be erroneous. Instead

we may be observing an inevitable forced relation between hierarchical firms and workers in conflict,
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rather than the outcome of contractual transactions due to mutually advantageous gains. This type of
reasoning may be more likely in underdeveloped and third world countries, rather than firms operating
in Western Europe and the United States.

The discussion brings to the fore the issue concerning perceived preferences and attitudes of
those employed in the production process. For example, in Western Europe individuals in the employ
of a large (transnational) organisation will view the production process as more or less antagonistic
depending on their assigned status within the corporation. On the one hand some individuals will
perceive their interests are broadly commensurate with the continued success and interests of the
organisation, and others who will perceive their gains as deriving from the expense of the firm. In
essence th