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PREFACE 

IN the approach to the problem of price-determination 
the broad statement of the emergence of a price by the 

interaction of supply and demand has given place in eco
nomic analysis to the theory of the equilibrium of the firm. 
Interest is now mainly in the conduct of the firm and an 
analysis of its actions is expected to disclose the price which 
it is likely to fix for its own differentiated product. If this 
is so then changes in the economic organization of the indi
vidual firm or group of firms operating in an industry will 
need periodical review as a check upon the assumptions 
which are made for the purpose of analysis. It is suggested 
that important changes have taken place in the organization 
of industry during the last twenty years which affect signi
ficantly some of the underlying assumptions upon which the 
economic analysis of price-determination is made to rest. 
This does not indicate that conventional methods of analysis 
should be discarded out of hand. The expansion of the 
marginal analysis, by economists whose work is mentioned 
in the text, was intended to be put to use in the very situation 
which is now being described, and it ought not lightly to 
be abandoned. 

The aim of the present work is to put to empirical test 
that part of the theory of price-determination which relates 
to the setting of prices by a firm operating in conditions 
which have been described conventionally as 'imperfect 
competition'. It is a study of some typical situations in 
industry, chiefly of firms known to produce a significant 
proportion of the total output of an industry or group of 
closely related products. It is based on first-hand evidence 
of pre-war practice, and is intended to explain the methods 
adopted by such firms to estimate the demand for their 
products and to control costs. The higher strategy of busi
ness and the entrepreneur's price policy are discussed in 
some detail. 

An analysis of the practical steps involved in the setting 
of prices by a firm under varying 'market' or other condi
tions is made, and this is used as a new starting point to test 
and check the conventional assumptions of the marginal 
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a,nalysis of the equilibrium of the firm.. ·Modifications are 
suggested which .it is submitted are desirable and indeed 
necessary to fit the facts disclosed.· · . · · 

When the text had been drafted it was thought desirable. 
to obtain some additional.support on points significant for· 
economic theory by drawing on a wider field. A form of 
questionnaire was prepared and submitted to entrepreneurs 
-:-it is reproduced in App,. III. with an analysis of the 
answers to those questions which lend themselves readily 
to arithmetical computation. . In general the answers afford 
a useful addition to the observations made directly. It 
should be clear that the text is in no sense written round nor 
. dependent upon the answer$ to this questionnaire. A ques
tionnaire is of value only in confirmation of other evidence 
we may have~it cannot take the place of first-hand observa-

. tion. Unless we know the patterns under which the answers 
to the questions are likely to fall it is impossible to interpret 
properly answers given to most economic inquiries. 

Economists who wish to read at once the sections of most 
significance for economic theory may turn with advantage 
to Chapters VI, VIII, and IX. The other Chapters of the 
book are written with the minimum use of specialized 

. theoretical terminology, and on that.account should appeal 
to those industrialists and others who have mainly a practical 
interest in price-fixing. 

Acknowledgment is here accorded to those industrialists 
who supplied me with much useful information and to those 

· who answered the printed questionnaire. Given a con
tinuance of such practical interest in economic research the 
,outlook for future empirical studies is distinctly encouraging. 

c. c. s. 
OXFORD. 

31 December 1941. 
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INTRODUCTION 

ECONOMIC analysis used to proceed on the assumption 
that conditions of perfect or pure competition repre

sented the typical situation in industry. Whether this was 
a mere simplification of the problem to enable it to be sub
jected to analysis,1 or whether it was a generalization from 
observed facts, the assumption has been questioned from 
time to time as it did not seem in accord with the current 
economic organization of the firm. But it is only in recent 
years that economic theorists have come to regard pure or 
perfect competition as a limiting case with pure monopoly 
at the other extreme. Between the two extremes lie all the 
patterns of actual business conduct which may be covered 
by the general term 'imperfect or monopolistic competition'. 
In the analysis of a market subject to the conditions of 
perfect or pure competition, we may neglect the actions of 
individual buyers and sellers, because no individual or group 
of individuals has sufficient influence upon the price or 
volume of output to affect either significantly. But if some 
individual or group of individuals has some control of, or 
influence upon the price at which the product is sold because 
of differentiation of the product or otherwise, then the actions 
of those individuals are of the greatest significance. 

Attention has been focused, therefore, upon the price
fixing by an individual firm in a situation conventionally 
described as imperfect or monopolistic competition.2 The 
firm is assumed to have control of its own volume of output 
of a differentiated product1 and to be in a position (or rather 
have the power which it may or may not use) to fix or 
influence by its own actions the price of its product. The 
demand curve for the individual firm's product is downward 
sloping to reflect the fact that the more output it attempts 
to sell the lower must be the price at which it is offered. 
Changes in the price of the individual firm's product are 
assumed not to affect the price policy of other firms in the 
industry because there are so many such firms that each one 
will be but little affected (if at all) by the change in the price 

1 Alfred Marshall, Principles, bk. V, chap. i-v. 
I Joan Robinson, Imperfect Competition; E. H. Chamberlin, Monopolistic Competition. 

4782 B 
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policy· of any ·one of them. To maximize profits the firm 
· will attempt to produce and sell just that amount of output 
the tnar ina! cost ofWhich is. e ual to the mar inal revenue. 

e theory appears perfectly c ear an straig t orward so 
long as the number of firms in active competition in respect . 
. of the sale of one of the particular group of products amongst . 
w4ich substitution is usual or feasible, is such that the actions 
of any one of them have only a widely diffused effect and do 
not impinge directly on any particular one or a few of the 
firms in the industry. . · 

For. some time it has been evident that the concentration 
of the production of some groups of products in the hands · 
of a very few firms, has given rise· to a situation in which 
the price and output policy of an individual firm ·in that 
industry may possibly have a serious effect on the output and 
price policy of one or more of the firms in the group. 

To meet this situation writers on imperfect competition 
usually submit that 'the demand curve for the individual 
firm may be considered to show the full effect upon the 
sales of that firm which results fro~ any change in the price 
which it charges, whether it causes a change in the prices 
charged by the others or not. It is not to our purpose to 
consider the question in detail.'1 

This simplification of the analysis only serves to beg the 
question. The very influences which we would like. to 
isolate and examine are assumed to be already. known and 
allowed for in the demand curve. If a number of firms in an 
industry do in fact set the price of their respective products 
and take account when selling that product, of the expected 
reactions of their several close rivals, then it would be impor
tant to know the principles which they adopt and their effect 
on the price which is actually fixed. 

Several attempts have been made recently to reformulate 
the doctrines of im.rerfect and monopolistic competition.a 
The situation of an mdividual producer has been defined by 
reference to his consciousness or otherwise of his rivals' 
reactions to his own price and output policy. 

Three typical situations have been distinguished where a 

1 Robinson, op. cit., p. :1.1. 

a 'A Review of Monopolistic and lmperf~ct Compe'tition Theories', l.lmer. Econ. R~v., 
1936, P· 637• · 



INTRODUCTION · 3 

seller is (or must be by the nature of the case) conscious of 
his rivals' reactions and allows for their effects in formulating 
his price and output policy. They are the cases of (a) duo
poly, (b) oligopoly with differentiated products, (c) oligopoly 
with standardized products. 

There are also three typical productive situations when a 
seller is heedless of his rivals' reactions : (a) monopoly, 
(b) competition with differentiated products, i.e. mono
polistic competition, and (c) competition with standardized 
products (pure competition). 

This classification seems to suggest that the categories 
described are each intended to represent the situation in an 
industry and to be mutually exclusive. This assumption 
may or may not be correct, but it is thought that, for example, 
an industry may comprise within itself an oligopolistic group 
and also a number of smaller firms in monopolistic 
competition. 

The main discussion of price and equilibrium theory is 
now likely to centre around the distinguishing characteristics 
of oligopoly with differentiated products and monopolistic 
competition with differentiated products.1 The problems 
set by duopoly are mainly academic and not sufficiently 
typical of an industrial situation to be of practical impor
tance. Monopoly is rare, if it exists at all, and perfect and 
pure competition if approached in practice have been well 
covered by theoretical analysis and can be discussed in the 
conventional terms. There is eneral agreement that r - 1 

duct differentiation is an established fact ~n that sit!!<lt_ions I 
are aris~ngJn which o_ne or a very few_fi_~!I1S_!~v~ ~yJh~i~ 
md1vidual actions a signi.fi_c~~ffecLQJl_j:he price of !he ( 
'"'gff~)lrod~_sold by th~ r~pectiye_firmh 

he di culty is to determine the appropriate form of 
analysis in respect of oligopoly, as the conventional analysis 
of imperfect competition does not fit the facts without 
straining the concept of a determinate demand curve for a 
firm's product. 

The actual situatiQn cannot in fact be indeterminate; 
even if it is difficult to cast the actual methods adopted by 
entrepreneurs into precise theory capable of simple analysis. 

1 'Monopoly in Particular-Equilibrium and in General-Equilibrium Economics', 
Econometrica, April1941 1 Vol. 91 No. l, p. 121. 



4 INTRODUCTION 

Superficially the firms in some industrial groups seem to be 
able to fix their respective prices in such manner that there 

· are not observable changes in the output and price-policy of 
the respective firms. It seems that the only approach to the 
problem is to begin by examining the conduct of an indi
vidual firm to discover the methods adopted in practice. 

This approach seems all the more necessary since doubts 
have recently been cast upon the general applicability of the 
marginal analysis itself.1 This is much more serious for 
current theory than the indeterminateness of the demand. 
curve in an oligopolistic situation, for it would strike at the 
very essence of equilibrium theory. If the marginal analysis 
is founded on error, then all the refinements of the theory of 
imperfect competition fail-they all require that equilibrium 
should be assured at that scale of output the marginal cost 
of which is equal to the marginal r~venue. A beginning will, 
therefore, be made by considering the marginal analysis as 
it stood before doubts were cast upon its general applicability. 

It may be well to set out the assumptions which are 
necessary for the equilibrium of the firm operating, as 
conventionally described, under conditions of imperfect 
competition. 

( 1) The aim of the producer is the maximization of 
profits in the given situation in which he finds himself. 

(2) That the producer ~e 
demand curve for his product an his own cos urve; 
from the ormer t e marginal revenue and from e 

· latter: the marginal cost curve can be drawn. 
(3) That the cost and demand curves are independent. 
(4) That over the period of time or at the time under 

consideration, it is actually possible for the adjust
ments required to maintain equilibrium to be made · 
by the producer, so that he can equate marginal cost 
and marginal revenue. E.g. there must be no 
hindrance in the way of altering prices if there is an 
alteration in demand or in the costs of raw material or 
wages rates, that is, if there are alterations in marginal 
revenue and marginal costs. 

1 R. L. Hall and C. J. Hitch, 'Price Theory and Business Behaviour', O:;:ford Econ. Papers, 
No.2.. . 
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In general it cannot be doubted that entrepreneurs do 

make attempts to maximize their profits by every method 
which is open to them, though superficially their actual 
conduct in any given situation may appear unlikely to 
achieve that aim. It may be that there are many entre
preneurs who do not calculate explicitly, and thereafter 
equate, marginal cost, and marginal revenue. But when 
their actual conduct is analysed in detail it may be found 
that they have sought and achieved the same result implicitly. 
Knowledge or otherwise by the entrepreneurs of the terms 
invented and used in the theory of equilibrium is not neces
sary to an understanding of the actual practical conditions 
required for maximization of profits. The theory as formally 
stated may be much too precise to warrant an assertion of its 
general applicability, but this need not necessarily lead to 
its abandonment. With modifications or reservations re
quired to reflect the practical aspect of business organiza
tion, it may still be a most useful instrument of economic 
analysis. 

There is no question that on a strict interpretation of the 
above assumptions1 those numbered (2) and (4) would fail 
in practice, and there may be some doubt about (3 ). The 
practical affairs of business are such that they are not capable 
of being arranged in such a way that they fall strictly within 
the assumptions set out above. It is not possible in practice 
for an entrepreneur to assess the demand for his product 
with more than a fair degree of approximation. The cal
culation of cost is only approximate and in most cases some 
arbitrariness is necessarily involved in its computation. In 
many industries contracts and arrangements may be cus
tomary or usual, which may prevent a producer from making 
the adjustments required to maintain equilibrium. But as 
economic theory cannot under any circumstances be ex
pected to take care of every particular case, it can hardly be 
expected that entrepreneurs' conduct will be as strict as a 
theory which only purports to present the general case. The 
equilibrium analysis may best be regarded as an ideal state 
of affairs after which entrepreneurs are striving but which 

1 These assumptions are general and apply to all the forms or patterns the analysis of 
imperfect competition h~s yet taken .. Cf. F. Machlup, 'A Classification of the Theories of 
Monopolistic Competition', ATMr. Econ. Rev., 1937, p. 445· 
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they are not likely to reach in practice. Subject to some 
reservations it is possible that with the ,dissemination of 
knowledge and improvement in office organization, a closer 
approximation to the ideal state of affairs may now be in 
process of being reached. 

In applying economic theory to practice there does not 
seem to be any objection to taking the assumptions men
tioned above: 'in the large' or interpreting them broadly. ' 
For example, even in considering the concept of average 

· revenue from which the marginal revenue curve is drawn, 
the selling price of the product would have to be averaged 
over some period significant for the entrepreneur's decisions. 
To take the price and conditions at any point of time would 
be of little value. Similarly, costs of production from which 
the marginal cost curve is drawn would be taken a,s an 
averageover the period under discussion. For the purpose 
of analysis the product of a producing firm is regarded as 
homogeneous, i.e. the analysis in its simple form is only 
capable of dealing ~ith one product at a time. In fact 
British industry is organized on a mixed basis and many 
diverse products may come from one. factory in a different 

·variety of designs and types. But it may be that without 
doing undue violence to the concepts' the many products 
and the costs and prices can be averaged in some way. The 
production of a variety of product~ may in itself be a factor 
in the conduct of the producer by which he is enabled to 
,make variations in the output and costs of each product. 
In this way he may be able to make adjustments which lead 
to a closer approximation to the maximization of profits. On 
a balancing up for a given period it is possible that taken in 
the large marginal cost and marginal revenue may have been 
equated, if computed as an average over the period by . 
.making adjustments in the manner above described. It is 
not to be expected that the entrepreneur ·will k~ow very 
much about the economic concept of equilibrium nor any 
of the terms such as Marginal Cost, nor the method of its 

· computation. But it may be found that when his actual 
conduct and his own computations of costs are examined in 
detail, he will have sought and may have found his most 

· favourable position. If that were so it could then be 
asserted, in a general way, that the theory fits the situation. 
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There is one important matter of which the conventional 

analysis does not seem to take account. The equilibrium of 
the firm is assured by the equating of marginal cost and 
marginal revenue and presumably this refers to actual costs 
incurred. It is certain that in the practice of industrial 
production we shall find that more than one step is involved 
in the attempt to bring about this result. In most industries 
and in respect of most products it is the custom to fix prices 
for some long or short period ahead, over which it is not 
possible on account of existing contracts or convenient to 
change them, and also to fix prices before the actual costs of 
production can be ascertained by post-costing. The effect 
of this is that when the entrepreneur is making his decisions 
about the output upon which he will base his prices and 
spread his costs, his expectations are based upon some 
notional figure of costs projected into the future for the 
length of period under consideration. 

\Ve may, therefore, have to examine the basis upon which 
expectations are formed and the steps which are taken to 
implement them during the period under consideration. It 
may be that actual practice will disclose that there are two 
separate aspects of the problem; the first before production 
is commenced and the second during the period of produc
tion to ascertain in what way the entrepreneur can make 
adjustments during the period to bring the results into close 
conformity with his expectations. We may anticipate that 
the entrepreneur will during the period of production: 

(a) Adjust costs wherever possible so that the sum of the 
deviations of actual from expected costs will tend to 
zero; 

(b) That he will utilize contractual arrangements to en
sure that actual costs of purchases of raw material 
will be approximately the same as those expecte.d; and 

(c) If it is possible to influence ~~e demand fo~ h1s pro
duct he will do so by advert1smg or otherw1se. 

The Present Enquiry. To begin the investigation a search 
had to be made for a firm possessing adequate r~cor~s which 
could be submitted to a long and careful exammatwn from 
every possible angle. This requirement, regarded as the 
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most essential starting point of any enquiry into the equili
brium of th.e individual firm, proved for some time the most 

. difficult to satisfy.1 Many of the firms known personally 
to the writer could give valuable oral information but had 
insufficient records to satisfy exacting analysis. Many firms 
who possessed, or were thought to possess adequate re<;ords 
were found to be unwilling to allow them to be examined, 
probably from the fear that some comment upon them when 
published might refer too closely to their activities. This is 
an attitude quite common in 'industry and one to be re
spected. It can only be overcome gradually, and in the 
meantime the search for those willing to offer.their· records 
for examination must go on. , 

Firms were ultimately found who were prepared to give 
a large amount of information in strict confidence, and over 
a . period of some months it was carefully analysed. The 
main points arising were discussed in detail with directors 
and other officials of companies having charge of the price 
policy of their firms, and tested by comparison with other 
firnis. 

It seems clear that this close examination of the detailed 
records of firms known to have control of a most significant 
proportion of the total output of the industry, and therefore, 
some control over prices, is of prime necessity in any dis
cussion of the price . fixing process. If we are able to 
examine the evidence upon which decisions are taken by the 
firm as to the· kind and quality of product which it will 
produce, the output which is to be attempted and that 
which is achieved, the expected and actual costs of pro
duction, and how the price of the product is calculated and 
'fixed, we are then in a position to discuss the conditions 
which will ensure the equilibrium of that firm. We shall 
be able to establish the place of that firm in the industry in 
which it is engaged and in addition to generalizations about 
the conduct of firms similarly placed, information may come 
to light which will enable us to generalize about the other 
firms in that industry. · 

1 'The only possibility for a fruitful empirical enquiry into these proble~s lies, I think, 
in the more subtle technique of analysing a series of single business decisions through close 
personal contact with those responsible for those decisions. We have had a paucity of that 
sort of investigation as I do not need to remind you.' F. Machlup, 'Theory of Monopolistic . 
Competition', Amer. Econ. Rw., 1939, p. ~Z7·· . 
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By interrogating, orally or in writing, a sample of entre

preneurs, some of whom are p1·oducing a substantial pro
portion and others who are producing a small proportion or 
an insignificant proportion of the total output of their 
industry, we shall be able to ascertain the actions of dominant 
and subordinate firms and compare them. 

Upon the business practice discovered by the detailed 
examination of the affairs of these firms, a questionnaire was 
formulated to test the general applicability of the methods 
described. It was circulated amongst all sizes of firms in 
nearly all British industries where it was expected that pro
ducers would have some influence over price. The pattern 
under which the answers were expected to fall was printed 
under each question in an endeavour to obtain some uni
formity of answer and to make it easier for a firm to complete 
the form in a reasonable time. These patterns were generali
zations from business experience and were discussed with 
many entrepreneurs before being finally settled. 

The support given by the answers to the questionnaire, 
is indicated under each section, and generally by an analysis 
of replies (see Appendix III). The sample replies are not 
as numerous as might have been wished, but as they cover 
a wide range of industries it is not anticipated that any 
larger sample would vitiate the conclusions except perhaps 
in small minor details which are of little significance. The 
form has been completed by many important firms, and a 
very large number have expressed their interest in and desire 
to support research of this kind. Many have offered to fill 
up 'practical' questionnaires and furnish information when 
the war is over and they recommence their normal peace
time activities. 

It is clear from the comments of entrepreneurs upon 
questionnaires generally, that there is little possibility of 
drawing up a form of questionnaire which will apply to all 
and every business or industry without many modifications,1 

but it is possible that the modifications can be effected in the 
pattern of the answers rather than in the actual questions 
themselves, and this was attempted in the present 
questionnaire. 

1 As to the limitations of some of the types of questionnaire which have been used, 
d. article by Machlup referred to on p. 8. 
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GENERAL SURVEY OF PRICE-FIXING 

General Conditions of British Industry. It seems certain 
that before . attempting to analyse the business conduct 
of the individual firm, it will be necessary to know 
a good deal about the structure of the industry in which 
the firm is operating. In particular, it is necessary to know 
whether there are many firms or only a few occupied in 
making and selling the particular product in question, and 
their relative scales of output. 

As far as Great Britain is concerned until quite recently . 
we could have asserted with some assurance that in almost 
any British industry a fair number of firms were operating, 
and that in very few industries were there only one or two 
firms who alone or upon reaching some understanding . 
between themselves, could ·affect significantly. the total 
output of the industry. But at the present time we shall 
have to take each industry separately and examine the 
affairs of several firms who are known to have a very large 
output compared with some of the smaller members of that 
industry, before we can assert either that they have or have 
not the power to influence prices significantly by some 
change in their output or price policy. The movement 
towards amalgamation and concentration has now gone some 
way in many industries,1 more particularly in those industries · 
making some of the newer products or using new productive 
methods and expensive technical equipment for manu-· 
facturing products on a large scale. . 

We find that in many industries small scale operation still 
persists with a large number of firms all producing a product 
which is not homogeneous but which may be regarded for 
many purposes as similar in most respects.• This situation 
seems to obtain in general in the older industries such as the 
woollen and worsted industries where there appears to be 

. little advantage to be gained by the adoption ofiarge scale or 
mass production methods. . 

1 Concentration in industry proceeded earlier and more rapidly and affected more indus
tries in the U.S.A. than in Great Britain. Cf. Bums, Decline of COIIIJ1elitiott, pp. 8 et seq. 

I See App. III, Q.4. · 
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We do not find in British industry many firms who con
centrate their entire resources on the production of one type 
of product only. Sometimes there are surprising combina
tions of different products1 manufactured in one factory. 
These products, in the hands of final consumers, may be put 
to widely differing uses. In some cases the factory processes 
may be separate and distinct or they may overlap at certain 
points, or all products may undergo the same processes up 
to a point from which they then diverge. Some of these 
products coming from the same factory may be consumer 
goods or capital goods in the hands of final buyers, or they 
may be subject to fluctuations in demand in the same or in 
opposite directions. 

There is the added difficulty of defining an industry. 
There is some overlapping as many firms are engaged in 
activities covered by several distinct industries, if narrowly 
defined by the use to which the product is put. In Great 
Britain there is little really large scale standardized mass
production, perhaps because the home market is not wide 
enough to call forth its development. Changes of taste and 
fashion are fairly rapid in some industries, and in others 
where standardization would be possible the consumers 
appear to prefer a non-standardized or individual product, 
however slight the difference may be. Many concerns 
which manufacture on a large scale have to provide for many 
patterns and designs and in some instances the number 
required is remarkable and entails interruptions in the flow 
of products through the factory. 

A good deal has been written about the differentiation of 
products2 and the advantage which such differentiation offers 
to a seller of that product. I am not aware that any clear 
distinction has been made between the differentiated pro
duct as a product suitable for certain uses and the goodwill 
attached to the name of the firm which produces it. 
Although it is certain that rational consumer preference 
expressed by buyers, helps to build up goodwill which is 
proof against the competition of similar products at slightly 
different prices, a certain percentage difference in price may 

1 Many firms say that they make 'hundreds' or 'several hundreds' or 'over a thousand' 
different types or patterns. 

I As to differentiation of products see Chamberlin, op. cit., chap. iv, P· s6 (zed.). 
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cause a large shift in consumers' tastes. The great majority 
of products forming a group of things put to similar uses 
supposedly differentiated have a high elasticity of substitu
tion one for another, e.g. popular cars, boots, clothing, 
paint, paper, patent foods, &c; 

These observed characteristics of some British industries 
may have an important bearing on the p~ice policy of some 
of the firms.1 · Among all the features of industry it would 
be difficult to determine one which is the more common or 
typical and regard that as the general case for all firms in all 
industries. It is more satisfactory to examine each industry 
separately, and for price-fixing policy significant conduct 
may be discovered to explain the actions of some and may 
be all of the firms in an industry. But the same explanation 
will not necessarily fit, nor can it be expected to .fit the situa
tion in any industry chosen at random. But we may be 
able to assign patterns of conduct or price-fixing methods 
to separate industries as we do to firms, when we know their 
characteristics as industries. 

How Prices are Fixed. It became evident quite early in 
the enquiry that before significant questions can be asked of 
entrepreneurs it is essential to know the general way in 
which, in practice, prices are fixed or quoted. 

In each industry there are customary arrangements or 
methods by which prices are arranged between buyers and 
sellers, or are quoted. It is possible that from an investiga
tion of these methods or arrangements of bringing buyers 
and sellers together, we may be able to discover whether or 
notin that industry some one or more firms are in a position 
to influence the price. · · 

1. Exchanges and Marts. The firms engaged in some 
industries sell their products almost exclusively on national 
or international exchanges, marts, commodity markets, or 
through organizations for quoting an average daily or 
periodical price or list of bargains made between members. 
Dependent upon the speed of communications and the 
arrangements made for disseminating knowledge, changes in 
prices are known to all buyers and sellers very quickly after 
they take place. The price quoted at any particular time is 

1 See App. Ill, Qq. 6-7. 
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not always regarded by producers in that industry as a 
unique price ; it represents the average, middle, or approxi
mate price for bargains made during the period in question. 
Not all the firms who make the products sold through these 
channels have representatives upon the exchanges or attend 
there on market days. But if non-member firms are making 
a quotation for such products the price cannot differ signi
ficantly from the quoted price. In general, slight differences 
would only be possible in cases of special arrangements 
regarding delivery dates, which is perhaps one of the most 
important elements in business transactions. 

It is obvious that manufacturers of products sold in this 
way are rarely in a position to affect the price significantly 
by their own actions. For most firms there is no com
petition as regards price, but as the answers to the ques
tionnaire will show, that does not mean that the conditions 
of pure competition (as outlined by Chamberlin) apply to 
them. They are not in a position to sell as much output as 
they like at or about the going price. It is still necessary 
for them to find buyers for their products, and this search 
after buyers is the element in competition regarded as of 
most importance by entrepreneurs. If we were describing 
the situation in conventional terms it would be best called 
cnear• perfect competition or quasi-automatic regulation of 
supply and demand. 

The stress which is laid in the conventional analysis 
(amongst the prerequisites of perfect competition) on the 
fact that the seller can sell as much as he likes at the going 
price, seems to be very far from the realities of actual 
business practice. It is rather curious that the main aspect 
of competition, that is the search after buyers, which is of 
the utmost importance, should not find a special place in 
the theory. Although the price is fixed in an automatic or 
semi-automatic way which is beyond the control of any one 
buyer or group of buyers and sellers, in practice competition 
only begins after this price has been fixed ; that is when a 
seller wishes to dispose of his output and has to search for 
orders from buyers willing to take it. It is this striving for 
orders amongst producers which is competition, in that 
success or otherwise influences output, and not so much the 
fixing of the price. The automatic fixing of the price does 
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not, in itself, also effect the distribution of output amongst 
the competing firms. 

Of course, we are aware that upon the base price, fixed 
in the way above mentioned, differences are imposed, and 

· buyer and seller have still got to make their own separate 
bargains each with the other. Considerations about time 
of delivery and total size of the order are of importance, and 
these in themselves detract from the purity or perfection of 
the organization or 'market' in which prices are fixed. The 
main feature, therefore, of the situation where the prices of 
products are quoted daily or at short intervals, is that there 
is some knowledge of the quoted prices amongst all buyers . 
and sellers, even if this knowledge is not perfect. This is 
one of the most important elements which distinguishes the 
price-fixing process by this method from many other 
methods. In effect the control over price of the individual 
buyer or seller is at a minimum. This is mainly on account 
of the number of firms in the market and their knowledge of 
the · course of prices and of total available supply and 
demand, is nearly approaching its maximum. · 

The existence of commodity exchanges may be of impor
tance in influencing the size of the modal firms in the 
industry and also the number of firms engaged therein. As 
we shall see in discussing other methods of price-fixing, one 
of the elements of uncertainty is the demand price for the 
product, and when prices are regulated wholelror partly on 
exchanges or marts a new firm coming into the industry has 
one part of its problem already solved. There are, of course, 
other and more important elements influencing the size and 
humber of firms engaged in an industry/ but where the 
producer has to make his own assessment of prospective 
demand, particularly for a new product, the risks. involved . 
may be a deterrent to the entry of new firms. · 

2. By Firms or Groups. There are a large number of 
industries the products of which are not sold through the 
channels mentioned above. The prices of these products 
are thought to be susceptible to the influence either of the 
producer himself in respect of each separate variety of the 
product, or that of some or a few members of the industry 
acting i~ concert. 

1 Burns, op. cit., p. 460. 
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There is no system of quoted prices acting as a semi
automatic regulator of supply and demand in these indus
tries, and it is possible that as the commodities produced by 
several firms may be differentiated in some marked way, that 
buyers prefer one over another to such an extent that they 
are prepared to pay a higher price for some than for other 
similar products. There is, therefore, a clear opening for 
one or more firms in any of these industries to vary their 
output and thereby to vary the selling price of their product. 
This situation will give rise to price-fixing methods which are 
fundamentally different from those which operate in respect 
of those products which are sold on organized exchanges or 
marts. 

The actual price-fixing for products which are sold in 
industries where there is some control of output and prices 
by individual members thereof, may take one of the following 
forms: 

3· Trade Associations. The aim of all Trade Associations 
(however defined by the promoters) seems to be the elimina
tion of that form of competition which draws most attention 
to the reduction of price of the product of a particular firm 
below that of others making the same or a similar product. 
In many instances the price-fixing agreements of such an 
association go further and prescribe standards of quality, 
style, or design and attach prices to each. Additionally, it is 
not unusual for a Buyers' Association to be brought into 
existence, the members of which contract to make purchases 
of those products from the members of the Manufacturers' 
Association only. In many instances sanctions are available, 
such as black-listing either buyers or sellers who are proved 
to have broken the price-fixing arrangements. When these 
sanctions are put into operation no member of the buying 
association will purchase from a black-listed manufacturer, 
and no manufacturer will sell to a buyer who has been black
listed. If a sufficient number of firms in each industry and 
in the buying establishments accept the arrangements, then 
price control is virtually complete as far as the individual 
members are concerned. But there still remains the interests 
of the manufacturers and the buyers considered as groups, 
and there is a good deal of scope for bargaining between 
them about price, output, style, quality, and other matters. 
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The ultimate results must. depend very largely upon the 
industries and the nature of the product affected. 

The method of price-fixing adopted by some price-fixing 
associations is to fix it at some definite figure for a season of 
production or a definite period of time. · In some cases, and 
in normal conditions, no changes would be made in the 
prices, either upwards or downwards, however changed the 
conditions of manufacture and the resulting impact on costs 
of production. But there are cases where specific provision · 
is m3,de for a variation, upon one association giving notice 
to the other. 

The manufacturers' selling price to the wholesalers is the 
one usually fixed, but additionally provision is often made 
for the fixation of wholesalers' and retailers' margins, and the 
actual selling price to consumers. There are obviously 

. many variations possible and they take their form from the 
peculiar organization or custom of each industry. 

In most cases, particularly where standards of quality or 
grade are introduced into the price-fixing agreement, the 
manufacturers' selling price is composed of some kind of 
average of the costs of the reporting members plus a con
ventional or agreed percentage of profit. This is regarded 
as essential where alterations in grading, style, or other 
standards of reference have to be made every season or at 
fairly frequent intervals. 

4· Informal Consultation. As an alternative to the fixing 
of prices by means of a formal agreement between the 
members of a trade association, the firms operating in some 
industries have developed a loose and informal system of 
consulting with ot4er firms about the fixing of prices or 

. effecting changes therein. Sometimes this may take the 
form of one firm consulting two or three of its closest com
petitors about price changes which it is thought should be 
made for some or all of the products of that industry. The 
very fact ofthis consultation seems to be ample evidence that 
the output of the conferring firms, taken together, is a signi
~icant proportion of the total output of the industry. They 
are obviously expecting by their actions to be able to in
fluence the price of the product by acting in concert, whereas 
each of them taken separately could not exert such influence 
against the will of the other firms. . This is one of the most 
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difficult subjects upon which to obtain satisfactory informa
tion from many industries. We know that even if entre
preneurs themselves do not confer together about the price 
of any of their products, their travellers, agents, and repre
sentatives are usually in fairly close contact with each other, 
and it is believed that the policy of any one firm quickly 
becomes known to the others and may influence their 
decisions about changes in prices. In normal times when 
firms are achieving a norma] output and demand seems likely 
to be sufficient to absorb this normal output for some time 
ahead, there is always a genuine reluctance on the part of 
manufacturers' representatives to undercut, although they 
like to be in a position to make special prices for introductory 
or large orders. 

In the case of these informal arrangements amongst 
groups of firms, no sanctions are available against any firm 
which breaks the tacit agreement. Therefore, when output 
appears likely to fall much below normal because demand
conditions have changed, there is often a tendency for the 
weaker firms to move ahead of their competitors and to 
endeavour to keep up output by cutting prices. It is believed 
that in normal times all these informal arrangements may be 
an influential factor in the price-fixing process, but that 
soon after the onset of a depression their effect is lost in a 
general scramble to obtain orders. 

Informal consultation is often developed amongst a few 
of the firms in a many-firm industry in which there is no 
obvious price leader. If price changes are possible (because 
of expiration of contracts) at the beginning of a new season 
of production, one or more firms may propose that quota
tions be made on an agreed basis. It is not often that 
informal consultation will influence prices very much unless 
the firms concerned produce between them a significant 
proportion of total output. 

5. Price-fixing by Strong Firms. It has alw_!lys been recog
nized that some firms may grow to such a size that they gain 
control of a substantial proportion of the current and 
prospective output of the products of the industry in which 
they are engaged. These firms are said to lead in price 
movements and their actions are closely watched and fol
lowed by other firms who are not strong enough to influence 

4782 c 
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output to a significant extent. This price leadership may 
be found in many industries1 and the methods of price
fixing adopted by dominant firms in an industry will engage 
the major part of our attention in succeeding chapters. Here 
it may be sufficient to say that if a firm desires to use its 
predominant position in any industry to influence prices, 
and it does in fact influence the course ·of prices, then it 
becomes necessary for it to have a much wider knowledge 
and greater elaboration of records than other firms who are 
content to take the market prices as they find them, or to 
base their prices upon some conventional price. 

6. Price Following. In almost every British industry 
there will be found in addition to one or more dominant 
:firms, a large number of firms of small or medium size 
making products all closely similar and capable of being 
put to the same use by consumers. They are not strong 
enough by their control of their own output, either singly 
or in groups, to affect the price significantly; unless they 
can persuade a sufficient proportion of their number to 
approach the dominant firms and to enter into a formal price
fixing agreement or trade association with them, their 
influence on price is small, if not negligible. For these small 
and medium sized :firms the price is almost, if not quite, 
beyond their control, and unless they have some markedly 
differentiated product to offer, its price seems almost always 
to be the same or a little lower than that set by the price
leaders. Their selling price generally will bear a certain 
relationship to the price set by the price-leaders and will 
vary with it. 

These firms make it their business to discover the price 
set by the price-leaders for the same or a similar product, 
and when they come to fix their own price they either add 
or deduct a little from the base price. Where they have 
found that some consumers are prepared to pay a slightly 
higher price than that set by the price-leaders or larger 
firms, they certainly add on a fractional difference. But· 
they are unable to obtain new business by taking it from their 
larger rivals even if they decrease their price a little. Gener
ally the case is that to sell any output at all they have to 
keep their price a fraction below that of the price-leaders. 

1 Cf, Burns, op. cit., chap. iii, pp. 76 et eeq. 
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One of the most important bargaining counters in the hands 
of the small firms is the dates of delivery which they can 
offer in respect of small additions to their normal sales. In 
any attempt to alter materially the scale of their normal 
output, the buyers requirements in respect of delivery dates 
may be a hindrance to their expansion, especially if the 
dominant firm has a margin of productive capacity in hand, 
and can therefore offer deliveries as certain as the small firm. 
In general, the prices set by the smaller firms if they differ 
at all will not differ significantly from the prices set by the 
price-leaders. If the price were set much below this figure 
the smaller firm would be foregoing profit which it might 
quite easily make, and if the price were set much higher the 
small firm is in danger of losing a large proportion of its 
business. 

7· Conventional or Charm Prices. We find in many 
industries that the difficulty of discovering the price which 
a consumer is prepared to pay for an article, is simplified by 
the existence of 'conventional' or 'charm' prices.1 Entre
preneurs say that1in respect of some articles consumers have ,/ 
become attached to certain 'popular' prices, and that they 
look askance at products priced at any other figures. Con
ventional prices seem to be in evidence in respect of many 
articles of popular use, particularly in respect of small wares 
and shoes and clothing for women. • The manufacturer is ... 
thus, in normal times, almost compelled to sell his product 
at that price and in deciding the profit margin must fall back 
on alterations of quality and adjustment of costs to meet that 
price. He meets any changes in cost of production in the 
same way. Because there are in many industries conven
tional or recognized percentage margins of profits for whole
salers and retailers, it is also necessary that the manufacturer 
should fix a price to the wholesaler in such a way that the 
figures lend themselves readily to the calculation of these 
percentages without the use of fractions other than, say, a 
half or a quarter of a shilling. This often applies in such 
instances as boots and shoes, leather goods, and small wares. 
Although in any industry where these conventional prices 
have gained a very firm hold, there would appear to be a 
cessation of price competition, this is not so in fact. 

1 See App. III, Q. 15. 
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Obviously attention is not drawn to differences in prices 
between the goods of various producers, but in its place 
there is competition amongst producers to produce goods 
which they can· impress upon customers as having higher 
quality, more fashionable style, and greater utility than those 
of competitors ; extensive advertising programmes may be 
undertaken. In the last analysis, competition between 
producers which takes this form is very much the same as 
price competition. 

The Typical Situation in British Industry. It seems essential 
in making approach to entrepreneurs to discuss price-fixing 
in practice for the investigator to have some knowledge of 
the background of industry upon which can be framed a 
working hypothesis, which can be submitted to test. To 
approach the subject With a completely open mind is naive ; 
the right questions cannot be asked without some clear 
knowledge of the possible answers which can be given to 
them. Entrepreneurs are given to improvisation to meet 
rapidly th~ changing circumstances of production, and 
they require encouragement to generalize upon their ex
periences. Great care is required in interpreting their 
actions in case instances of small importance are regarded as 
modifying, more than they do in fact ·modify, the general 
case. 

As a starting point for the present enquiry some typical 
situations in British industry, known by experience to exist, 
may be examined. 

(a) In some whole industries the situation appears to be 
nearly approaching perfect competition, more suitably 
described as quasi-automatic or semi-automatic price-fixing, 
over which no one firm or group of firms has any control. 
There are a large number of firms in the industry, and no 
one or a small group can control a substantial proportion of 
the total output of the industry. Competition between 
firms in the industry, takes the form of offering strict 
compliance with delivery dates required by consumers, 
some slight differentiation of product, varying terms of 
payment, and other matters of importance, but only of 
importance providing also that the price does not differ 
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significantly from that quoted on the exchange or by other 
sellers. 

(b) In some industries there are one or more strong firms 
producing a significant proportion of the total output of 
the industry. The dominant firm fixes on some methodical 
basis and announces the price of its product from time to 
time. The price so fixed is followed by all or most other 
medium or small firms in that industry for their output of 
similar, though not necessarily exactly the same, products. 

In this situation the price-leader takes into account the 
possible or expected reactions of one or more rivals operating 
in his territory, or who sell their products in the same .dis
trict or to the same class of customers. 

If monopoly is defined as complete control by one firm 
of the output of a commodity which has no close substitutes 
and that the producer thereof can fix the price without 
allowing for the reactions of any other producer, we shall 
not expect to find many instances. It is a limiting case and 
although there may be one or two instances approaching 
monopoly it is thought that there are always one or more 
substitutes available, representing articles which can be put 
to a similar use although they may not be equally suitable 
for the purpose. 

In many industries there are a few firms who produce, 
either alone or when taken together with other firms as a 
group, a significant proportion of the total output of some 
commodity. The product is often differentiated sharply 
from that produced by the other remaining large or small 
number of firms in that industry. A large output may be 
achieved by these firms and maintained by large-scale 
advertising programmes, to build up and preserve consumer 
preference. In addition, elaborate methods of salesmanship 
may be adopted. . 

In order to maintain and expand output and to earn · 
maximum profits on normal output, the strong producer in 
fixing his prices makes calculations of: 

(a) His rivals' expected reactions to his own price policy; 
(b) The elasticity of substitution assumed to exist 

between his own and his rivals' products; and 
(c) His rivals' price policy (as far as this is known to 

him). 
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For the smaller firms in the industrial group the price 
when fixed by the leading firm or firms, is one which they 
are compelled to follow. There may be small variations, 
but in general the conditions for them are near perfect com
petition, except that they cannot sell as much as they please 
at or about the going price. They have to compete for sales, 
and to find buyers for their products they have to satisfy 
buyers' requirements as to: 

(a) Quality and style of product; 
(b) Delivery dates; 
(c) Arrangements for quantity discounts; and 
(() Sometimes to advertise their product to bring it to 

the notice of consumers. · · 
If these medium or small size firms offer their products 

at prices lower than that set by the price-leaders, the differ
ence must be only a small fraction, otherwise they call 
attention to themselves and the strong or dominant firms 
may enter into keener price competition by adjusting dis
counts or similar methods. But the dominant firm often 
leaves the smaller ones in possession of a small part of the 
field, if they do not try to expand output too much or to 
enter into severe price competition. 



II 

THE PRICE-FIXING FIRM 

Conditions of Individual Firm Fixing Prices. The circum
stances in which a firm may have the opportunity of 
fixing the price for its product, or which may necessitate 
individual price-fixing, are: 

(a) In an industry where there are no exchanges, marts, 
or organized arrangements for quoting prices at regular 
periods, or for grading or standardizing the product. This 
situation applies to a substantial proportion of British 
industry, and knowledge of the selling prices of products 
has to be brought to the consumer either direct or through 
the wholesaler and retailer by the producing firm itself. 

(b) One or more firms in an industry may be long estab
lished and have built up, by means of trademarks and large
scale advertising, a goodwill which in many cases will 
indicate a strong consumer-preference for its products. 

(c) Differentiation of the product in a marked degree or 
the existence of patent rights. 

(d) The capital strength of the firm relative to others in 
that industry, which may induce and enable it to assert an 
aggressive price policy with a view to dominating the course 
of prices in that industry. 

(e) Where the output of the firm is a significant propor
tion of the total output of that industry. 

(f) Resistance to the entry of new firms on account of 
the deepening of capital in that industry, and the necessity 
of a large outlay on plant for the erection of a new producing 
unit. In many industries there is also a high risk factor 
and initial difficulties of assessing the demand for new 
products. 

(g) Lack of knowledge on the part of buyers. This may 
arise not only on account of the lack of organized marts, 
exchanges, etc., mentioned above, but also on account of 
the available substitutes for a product not being brought to 
their notice. As there may be no grading or standardization 
of the products of several manufacturers, the. buyer ~a.y not 
have sufficient knowledge to assess the varymg quaht1es of 
each of them. 
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(h) The location of producers and their proximity to or 
distance from consumers is also of importance in some 
industries. 

Any or all of the above circumstances may be in evidence 
in any particular industry. Many of the surrounding con
ditions may be deliberately brought about by individual 
producers to provide them with the opportunity of fixing 
the price of their own product so that it may differ signi
ficantly from the selling price of the products of other pro
ducers. In the case of new products upon which there is 
no guide whatever to the price consumers are willing to pay, 
the producer of necessity must fix the selling price himself . 
in the first instance, though later other producers may come 
into the field and set or influence the price. 

Of the circumstances mentioned, control of a significant 
proportion of the total normal output of the industry, or of 
the capacity of the industry, is a necessary condition of the 
power to fix prices, Whether the other circumstances are 
necessary or sufficient will depend on the industry concerned, 
its organization, and that of the firms relative to each other 
or to the dominant firm. Differentiation of the product will 
generally be necessary, but not always sufficient, particularly 
if the firm does not control a significant proportion of the 
total output of the industry. · 

It is not generally known in what sections of industry 
there are firms in a dominant position relative to the other 
firms engaged in that industry. Nor is the proportion of 
total output of an industry which any one firm produces 
known with any degree of certainty. Many firms appear to 
be engaged in several distinct industries if the product is 
fairly narrowly defined. Sometimes we find that a firm · 
makes almost every product which is capable of being made 
from one main class of raw material, e.g. rubber, which may 
be used for a large number of products from golf balls to 
motor tyres. 

A detailed enquiry is required to show the situation 
exactly as it exists in any particular narrowly or broadly 
defined industry, but in a general way we know that in 
industries such as cotton piece goods or others such as cer
tain ·grades of chemicals, where the prices are fixed mainly 
on exchanges or marts, or in some many-firm industries, it 
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will not be usual for one or a few firms to produce a signifi
cant proportion of the total output of the industry. 

The opportunity to influence total output significantly in 
any industry is mainly in respect of finished goods ready for 
the use to which they are intended to be put by final con
sumers. There are cases where capital goods may be subject 
to some such control, and in a very few special cases some 
intermediate products. 

Whatever be the circumstances which either give the 
opportunity to the producer to fix the price of his own pro
duct or compel him to do so, he is under the necessity not 
only of computing his own costs of production and deciding 
upon the amount of profit to be added to cost, but also of 
making an assessment of the demand for the product and 
deciding upon the output he will attempt to achieve and 
over which he will distribute his overhead costs. 

The Basis on which Prices are Fixed. The replies to the 
questionnaire1 confirm that some firms are in fact in a 
position, or find it necessary, to fix the price of their own 
product. This situation arises mainly because their output 
is a significant proportion of the total output of the industry. 
and the strength of their position enables them to disregard 
to some extent the reactions of some or many firms engaged 
in that industry.• Alternatively, the non-existence of marts 
or produce-exchanges compels them to fix prices either on 
their own initiative or in conjunction with one or a few other 
firms. In such industries a small producer manufacturing 
a product similar in most respects to the general run of 
product in that industry, is also compelled for the same 
reason to fix the price of his own output, but in his case the 
problem is simple; he can await the announcement of the 
price fixed by one or more price-leaders in that industry, 
and use the price they fix as a standard of reference. 'With 
suitable modifications he can then fix the price of his own 
output to suit the circumstances of his own particular 
business. 

For the larger firm its position relative to other firms in 
the industry and the proportion of the total output which it 
normally produces, force upon it the necessity of devising 

1 See App. III, Q. 24. a Cf. Burns, op. cit., chap. iii, p. 76. 



THE PRICE-FIXING FIRM 

some methodical system upon which it can fix the prices of 
its products. If such .a firm is making a 'new' product or 
proposing to effect a change in the design or style of its 
existing products, it has no clear indication from outside 
sources of the price at which a certain quantity of its own 
differentiated product is likely to be demanded. The other 
smaller or medium sized firms in the industry refrain from 
announcing their prices until there is some lead from the 
dominant_firm or firms in the industry. Itmay even have 
become part of the tradition of a dominant firm that it gives 
a lead in the production and pricing of the group of products 
made in that industry. Moreover, there are many instances 
of the products of such a firm having attracted to themselves 
a certain consumer preference, and this enables those pro
ducts to be sold at prices higher than the majority of other 
products falling within the same group or industry. A large 
firm, aware of such an advantage, turns such a situation to 
account and formulates a price policy distinct from, though 
forming part of, any general price policy in the industry. 

There are still several industries in which the average or 
modal size of a firm and the number of firms engaged in the 
industry, is such that no one, or a few taken together, pro
duce a significant proportion of the total output. Such a 
situation was probably typical of British industry until the 
opening of the present century. Since that date the newer 
industries which have become prominent ·have generally 
adopted the methods of large scale or mass-production, and 
the consequence is that the typical size of the business unit 
in those industries is large. The very fact that in respect of 
the new products which were then being introduced, there 
was little guide to price except the estimated· costs of pro
duction of the new product, in itself forced upon these firms 
the necessity of announcing the price of their own products 
without awaiting indications from other firms or a market 
valuation. 

Gradually in the case of some of the older industries, and 
more quickly in the case of many of the newer industries, 
some one or a very few firms have attained a dominant 
position1 and enlarged the size of their equipment and 
attracted consumer-preference, so that normally they may 

1 Cf. Burns, op. cit., ~ap. iii, p. 76. 
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expect to produce and sell a significant proportion of the 
total output of that industry, over a given period of pro
duction. The price of the product has to be announced 
to consumers either by advertisements, trade catalogues, or 
otherwise, at given times, and to remain in operation for 
certain customary periods which may be very short, such as 
three months or so, or longer, sometimes upwards of a 
year.1 In all situations where there is no organization 
outside the individual firm, such as an exchange, mart or a 
price-fixing agreement in the industry, the producer must 
fix and quote his price in one of the following ways: 

(a) He can announce his price to his usual customers and 
to others, s and whilst taking into account the re
actions upon the output and price policy of one or 
more rivals, he can ignore the possibility that they 
will set their prices much below his own announced 
price; or 

(b) He can await the announcement of the prices set by 
one or more other firms and then fix his own price 
at a slightly higher or lower figure. 

In some situations the two courses set out above, one 
being the contradictory of the other, cover the actual con
duct of the several firms in the industry. 

(a) The very strong or dominant firm which is so circum
stanced that it need not pay any regard to the 
reactions of the smaller firms to its own price-fixing 
policy, announces its prices without referen:e to other 
firms. 

(b) The other course of action describes the policy of all 
those small firms who are compelled to await and 
follow the price fixed by one or more dominant firms 
whose product is similar to their own. 

The exact situation, as described, is found in several 
industries, and it is thought to be the most common or usual 
case of practical price-fixing methods in British industry. 

1 As to comparative rigidity of the price of some products over periods of varying length, 
cf. R. S. Tucker, 'Reasons for Price Rigidity', Amer. Econ. Rev., 1938, p. 41; and discussion 
thereof by R. C. Wood, Amer. Econ. Rev., 1938, p. 663. 

a The fixing of prices in trade catalogues is not a sufficient reason for some entrepreneurs 
disliking price changes. Many firms issue catalogues showing prices which appear absurdly 
high, and issue a periodical list of 'trade discounts' which may be deducted from these pttces. 
By varying this discount their selling-price is effectively altered, without the necessity of 
re-issuing catalogues to give effect to the changes. 
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There are usually two or more, but the number is always 
small, producers whose output taken together is a very high 
proportion of the total output of the industry. These very 
few firms/may each ignore a number, small or large, of small 
or medium-sized firms whose output often, taken altogether, 
is not a substantial proportion of the total output of the 
industry, or of the product for which the price is fixed by 
these methods. · 

Any one of the larger firms may, by its conduct, come to 
be regarded as the price-leader amongst the group, or as 
often happens, at one time one firm will take the lead and 
at another time one of the other firms will assume the lead· 
of its own volition or by arrangement. For one type or 
design of the product one of the larger firms may fix the 
price which the other firms, large and small, all follow with 
or without modifications, in respect of their own products. 
Other styles or designs or qualities of the same products 
may be subject to price.,.leadership by one or other of the 
large firms; and so all kinds of combinations can be built up 
in respect of the products of that industry. It is known that 
this is the usual result in some of the newer industries. 

But when firms recognize each other as sharing between 
them a high proportion of the output of a particular industry, 
sooner or later some kind of informal consultation between 
them is developed. How far this goes to promote a joint 
price policy it would be exceedingly difficult to say. Firms 
are most reticent· in discussing in detail that aspect of their 
price policy, and it is not always possible to judge from their 
actions what the present state of affairs may be. At times 
such firms appear to be following active price competition, 
and sometimes for long periods their prices diverge little 
from a norm about which they are ranged. 

It is clear that in any situation where a producer is called 
upon to announce his price upon his own calculations and 
without any guide from outside, he must try to discover at 
the relevant date. at least the price which promises maximum 
profits to him over the period involved and the output he 
expects to achieve and sell. In a situation where the pro
ducer decides to announce his own price on his own initiative, 
he is obviously thrown upon his own devices for calculating 
the price that will be most profitable to him. Even in an 
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industry in which it has become usual for a dominant pro
ducer to consult with one or a few other firms, he will not 
be able to avoid stating his own idea of what the price 
should be, otherwise there is no point in the discussion, and 
he may as well await the decision of the one or other of the 
firms whose prices he can follow. Therefore, to be in a 
position to set the price of his product with any degree of 
assurance, the producer must, and in fact he does, prepare 
calculations in more or less elaborate form, to record his 
decisions and to utilize them for purposes of control. 

The Budget or Output Plan. The method of control used 
is an adaptation of the familiar budget of central and local 
authorities. All or most of the elements which enter into 
the firm's productive activities are predetermined in advance 
of production and every effort is used during the period 
concerned to operate the factory as closely as possible to the 
plan set out. Responsibility is placed upon certain members 
of the executive staff for the fulfilment of the plan in so far 
as it affects their several departments of the factory. The 
whole scheme of operating the plant is set out in detail in a 
budget, or output, or production plan.1 

A budget or output plan prepared by an individual firm 
may range from the simplest estimate of expected cost of 
production over a given period conjoined with an estimate 
of the probable output and sales at given prices, to an elabo
rate review of every department of the enterprise.2 There 
is now being applied in industry, more particularly amongst 
the larger firms, which includes those who are aware of their 
opportunity to influence output and price, a system of 
budgetary control combined with standard costing. 

The underlying idea is to apply, with suitable modifica
tions, the system of budgeting in advance for all the activities 
of the enterprise over a period or season of production, which 
is often a year, but it may be any longer or shorter period 
depending on the nature of the industry. The intention of 
the framers of the budget is to set up an ideal state of affairs 
as an end or aim to the attainment of which all the means 
within the power of every departmental or sectional head of 
the business will be directed. 

1 For specimen budget see App. I. 1 See App. III, Q. to. 
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Whereas in the case of a business operating without any 
detailed or recorded plan of action, the main objectives 
depend on the memory and changing .views of one or more 
heads of the enterprise, in the case where a written budget 
is circulated amongst all those who have to make decisions, 
there is a common purpose and· aim which is clearly set 
before each and all of them. 

Neither a system of budgeting nor the relating of prices 
to estimated or expected costs of production may be con
sidered to be revolutionary, or indeed novel; but the adoption 
of a detailed system and the setting up of cost control depart
ments does bring into clearer perspective the whole of the 
price-fixing process. . We know that in general there now 
remain, in this decade of the twentieth century, very few 
trades or industries the consumers of the products of which 
will purchase or give an order for goods on the basis that the 
price will be fixed after the goods are made and the cost 
ascertained, upon which the customer will pay the price 
shown on a bill to be delivered. Even in those cases, and 
they are becoming rare, in which a fixed price for an article 
or for a piece of work is not quoted until the goods. 
are made, some rough estimate is given by the producer 
to indicate, within limits, what ·the price ultimately charged 
will be. · 

Therefore, for the purposes of economic analysis of the 
conduct of the individual firm which fixes prices, the most 
important starting point is the recognition of the fact that 
the only guide available to a firm when quoting a price is an 
estimate of the expected costs of production, and not the 
actual costs incurred. 

The custom and practice of estimating, in itself, is suffi
cient to force upon the producer the necessity of keeping 
some records upon which, as and when required, he can 
prepare an estimate to be submitted to intending 
customers. 

Some attempt at budgeting or forecasting costs was always 
made in advance of production. In every case where an 
individual firm either had in fact, or hoped by its actions to 
exercise some influence, however slight, over the selling price 
of its own product, some form of estimating or budgeting 
was used. It would be necessary to connect closely the 
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selling price with the estimated or expected costs of pro
duction if profits were to be maximized. Unless the firm 
can follow the 'market' or another firm's prices and disregard 
the prospective profit or loss to be incurred, it must have a 
system of 'cost control' of some kind. It seems to be almost 
axiomatic that any firm of whatever size, which can detect 
the slightest possibility of influencing prices, will always use 
such opportunity to exert its individual strength or power to 
relate prices in some way to its own costs of production. 
Entrepreneurs' decisions upon price policy have always been 
related to their expectations of the amount of output which 
they can achieve in a given period and the expected costs of 
producing it. 

But with the growth of large-scale enterprise, changes in 
the technique of production and the methods of marketing 
of products, the larger firms in particular have developed a 
systematic review of future operations, which is formulated 
in a budget or output plan. Accompanying the adoption of 
a systematic collection and presentment of the facts relating 
to the business activities, there is usually a system of cost 
control. The details of such systems vary, as might be 
expected, according to the nature of the product manu
factured, but the underlying idea is to set up ideal costs of 
performing certain operations or processes. The ideal or 
standard cost is used as a standard of measurement of the 
efficient operation of the plant or otherwise. Its formulation 
compels attention to deviations in either direction, which 
may be significant for the future operation of the plant. 
Additionally, the standard cost of any process is available 
as a guide if quotations are called for in respect of some new 
product, and the time taken in the estimating department 
is lessened because the detailed costs of each operation or 
process are already calculated. 

It is not unusual for a firm selling its products on marts 
or exchanges under conditions of semi-automatic price
fixing, to use a system of budgetary control as a guide to and 
check upon its operations. It is not so important or neces
sary in these conditions. But if a firm has no extraneous 
guide to the price of its products it must prepare a budget or 
plan of production to bring together the two related pro
blems of the determination of the expected demand for the 
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product and the expected costs of producing it at different 
scales of output. · 

More details of the methods· of formulating the standard 
will appear when we come to deal with costs in detail. 

Period for which Prices are Fixed. The answers to the 
'questionnaire indicate that the procedure outlined above is 
usual in those sections of British industry (and the propor
tion is growing) in which some one or more firms set the 

· prices of their own products mainly, though not exclusively, 
. by. reference to their own costs of production. We have 
seen that in many industries no one firm has control of suffi
cient output to be able to influence price. In other indus
tries a few firms set prices and others follow. But the 
number of firms who actually fix prices is growing and their 
effective influence on the prices of all products within their 
group is very important. . · 

The remainder of this analysis will, for the most part, 
refer except where otherwise mentioned, to the conduct of 
firms who are to be regarded as being in a strategic position 
in the price-fixing rrocess. . 

The analysis wil show at many points the methods these 
firms have adopted to strengthen their influence upon 
prices, and the structure of the industry which may either 
appear as a cause or effect of the policy they adopt. Many 
details will be introduced which will be applicable only to 
certain industries, though an attempt will be made to 
generalize where this is justified, to give an explanation of 
the general conduct of price-fixing firms. 

At the outset we may refer to the questionnaire to explain 
a system, which has not yet become obvious, of fixing prices 
which are not subject to rapid change.1 Whilst no one 
expects costs of production, taken as an average over a 
period of some months, to remain constant, some manu
facturers take the view that consumers view frequent changes 
in prices with disfavour. Whether this view has arisen 
spontaneously from consumers or has been .imposed upon 
them by the decisions of entrepreneurs, it is an observed fact 
that in respect of some products prices change less often 

1 See also Tucker, op. cit. 
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than others.1 There has grown up in the last few years a 
practice amongst manufacturers, particularly where some 
part or the whole of the product is capable of complete or 
partial standardization, of making prices rigid over a period. 
Where this practice is adopted the manufacturers deem it 
necessary to indicate, and the customers wish to know, the 
period over which the price is to be effective. Such a situa
tion is found, for example, in the prices attached to motor 
vehicles. In the case of this product designs or styles are 
usually changed, if at all, at or about a certain time in the 
year. When models and prices are fixed it is expected by 
consumers that the product will be on sale at that price for 
the succeeding year or season of production. This is a 
most important instance of the organization of production 
and selling arrangements requiring the manufacturer to 
formulate a definite plan of production for a period or 
season. 

Practices of this kind are growing in British industry, and 
by their very nature they impose upon the producer a 
methodical approach to the price-fixing problem.2 

There are some industries in which most of the firms 
have an arrangement with their customers that the prices 
fixed in catalogues and advertised are intended to cover some 
stated period, but are subject to changes on notice being 
given to the customer. Where arrangements of this kind 
are made, price changes are usually avoided by the manu
facturer wherever possible, and notice of increase or decrease 
is only given when there are significant changes in cost of 
production. s 

The two cases mentioned above are typical of that section 
of British industry in which there is found a few firms who 
have some influence over the price. In those industries 
where there is little or no control over price in the hands 
of any one or group of firms, the answers to the question
naire indicate that prices can be changed at any time without 
notice. It is obvious that in any organized exchange or 
market where prices are quoted daily or periodically, any 

1 The comparative rigidity of the prices of some products in U.S.A. has been well set out 
(cf. Tucker op. cit.) but it does not appear to have been stressed that prices are rigid beeause 
firms fix them in such manner as a definite part of their price policy. Cf. also Burns, op. cit., 
chap. v. 

• See App. III, Q. 2.0, • Seep. 17, n. 2.. 
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firm whether represented on the exchange or not may be 
under the necessity of making periodical changes in its 
prices for future delivery. 

As the relative importance of the total annual output of 
the newer industries may become very much greater than 
that of the old or staple industries, we must take note of 
and distinguish sharply, the economic organization of each 
and its importance in the method of fixing prices.1 

One of the most significant elements in the organization 
of the newer industries is the season or period of production. 
This is of the greatest importance because entrepreneurs' 
plans are made to relate to this natural or artificial season of 
production. The expectations upon which the entrepreneur 
makes his decisions are formulated and crystallized into a 
plan or budget at a certain time in the year. As we shall 
observe hereafter, whilst some of these crucial decisions are 
plastic and can, therefore, be s:hanged if required during 
the period of production, there are other important decisions 
which are, or tend to be, rigid and cannot be so changed. 
It will be obvious that in those cases, and there are many, 
in which the producer definitely holds himself out to main
tain a fixed price for his production during a season, that all 
changes will have to be smoothed out within the organization 
of the firm itself, and cannot be passed on to consumers by 
altering prices. . 

Therefore it is important when analysing the conduct of 
the firm, or looking at the equilibrium of the industry as a. 
whole, to know how long the season is, what part of a year 
it covers, and the dates during the. year when plans are 
made. 

Reference to some of the completed questionnai~es reveals 
that the nature of the product often determines the length of 
the period and the time in the year when production plans 
are prepared. For example, in some sections of the shoe 
trade plans will be made in August to October for spring 
goods, and in April or May for the following autumn. 
There will often be a considerable time lag between the 
planning of the production for these seasons and the earliest 

. 1 'In general, markets in which prices are stable for considerable periods are those in 
which there is a firm with a quasi-monopoly, a price-leader or a small number of firms.' 
Burns, op. cit, p. 4:1.. 
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dates upon which delivery can be made.1 This may vary 
from one month up to six months, and sometimes more. 
Whatever changes there may be in costs of production, the 
price agreed upon in respect of all orders already taken, is 
fixed and unalterable. Obviously a situation of this kind 
imposes upon producers the necessity of making detailed 
plans to cover themselves against the risks of unforeseen 
changes. 

The significance of the correct determination of the pro
ducer's period or season of production is in connection with 
the analysis of short and long period effects. We have never 
been able to determine the length of either period, but they 
have been defined in a general way.2 The short period is 
supposed to be that length of time over which technical 
equipment is fixed and cannot be altered, whilst in the long 
period almost any and every change can be made. In reality 
it is found that there is less rigidity in technical equipment 
and conditions than in the other elements in the production 
plan, which are imposed on the producer by the nature of 
the product, and those self-imposed to give fixity to price 
for a period. 

·It will be seen more clearly when we come to deal with 
changes in prices, that changes in demand do not cause an 
alteration of selling price during a period or season of pro· 
duction. The conventional short period analysis concludes 
that the general case is that a change in demand does cause 
an alteration of prices in the short period. If the conven
tional analysis applies at all, it applies only to those industries 
working under conditions of near perfect competition; that 
is, in those industries whose products are sold through 
exchanges or marts or under arrangements where prices are 
quoted daily or periodically. In those cases it is obvious 
that changes in demand, even if only of small magnitude, do 
have an immediate effect on the prices of goods for future 
delivery. But it is equally clear that when the price of the 
product is fixed for a period or season of production, any 
normal changes in demand do not affect the price at all. 
This is clearly borne out by the questionnaire.3 

We conclude then that the relevant period for the analysis 
1 See App. III, Q. 5· 
a See App. III, Q. 34· 

I Marshall, op. cit., bk. V, chap. v. 
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of· price-fixing is the season or production period of the 
individual firm which we are studying. It may or may not 
be exactly the same for all firms in an industry, but in general 
it is found to be approximately the same. The length of 
time covered by a season or period of production is generally 
twelve months. Some industries have two or more 'seasons' 
which may overlap in respect of different products. If so, 
a firm makes up a budget for a period of six months and 
fixes its prices to cover that period of six months, which 
represents the season for the particular product involved. 

It is also important to observe the particular months in 
the year when plans are normally being made. Events· 
occurring at that time, such as an increase in demand, pro
spective alterations in wages rates or other costs, will enter 
into entrepreneurs' expectations with some force, and will 
form part of the budget or plan for the forthcoming period 
of production. · · · · 

. Contents of the Budget. The budget or output plan, as 
indicated above, may be a comparatively simple review of 
the operations of the. business and a formulation of expecta
tions of price and output for the season or period ahead, or it 
may be a very detailed plan covering every aspect of pro
duction and sale of the product.l . The actual methods of 
preparing a budget and controlling costs will vary according 

.. to the nature of the product and the particular organization 
of the firm concerned. Its contents will also depend on the 
size of the firm and the amount of time and expense which 
can be given to this aspect of organization and management. 
It is not possible to generalize at 'all upon the detailed care 
and accuracy with which the budget is framed, .particularly 
as not much evidence has yet been collected nor examples 

· of budgets· made available for publication. But the replies . 
· to the questionnaire indicate that the following points all . 
receive more or less detailed attention: 

(a) An estimate of the demand during the period for the 
firm's product, and the price at which it is expected it 
can be sold. · 

(b) The standard or estimated cost per unit of producing 
.the quantity expected to be demanded. 

l Sanders, Cost Accounting for Control, pp. 4 30 et seq. 
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(c) An estimate of the normal output of which the 

existing plant and equipment is capable. 
Additionally, some firms make estimates of the cash 

resources required for their programme, the effect on profits 
of changes in output, the possibilities of adding to their 
fixed equipment, the expected effect on sales of changes in 
prices, and advertising programmes. 

Sometimes the budget may be divided into shorter periods 
of two or three months, and in some exceptional cases even 
a weekly programme may be set out. But whatever form 
the budget may take and however detailed it may be, the 
main objectives are the same. They are: . 

(a) To keep the price fixed for the season or period of 
production, or in those cases where changes are 
possible, to keep it fixed except in the case of violent 
changes in cost. 

(b) To compare periodically over the season the actual 
output up to that date, or for that part of the season, 
with the expected output, and to devise means of 
forcing sales if output falls below the amount 
expected, or to rearrange delivery dates if demand is 
expanding. 

(c) To control the actual costs of all processes and 
operations to keep them in line with the budget costs. 



III 
DEMAND 

General. The first item entering into a producer's budget 
or output plan is art estimate, formed in some way, of 
the demand for his products at or about certain prices.1 

. The evidence upon which such an estimate is made varies 
considerably; it may be compiled from ·carefully collected 
records, or from tests made, or from guesses by salesmen · 
and others. The ·answers to· the questionnaire suggest 
that many producers are under the impression that they can 
form a reliable estimate of the demand for their product.· 
This is indicated in the general form of the answers to 
Question 47.2 But very few have any certain knowledge of 
·the elasticity of demand for their own product. Very few 
have attempted to give the information ·called· for by 
Questions '26-8.2 Many entrepreneurs have experimented 
from time to time by continuing their existing prices when 
rival firms in the industry have altered their prices, but have 
either not detected any effect upon their sales or have not 
been able to extract the information from records. We know 
that a large number of producers rely upon records of past 

· sales as a basis upon which to calculate the expected sales 
of any product during a future period. This information is 
often supplemented by information and reports appearing 
in technical and trade journals, and by reports of travellers 
and agents engaged in selling that particular product. 
Additionally, some firms gather information from whole
salers and retailers who handle the product, and some of the 
larger firms organize what they describe as a field service 
to collect information about demand.· 

It is clear that entrepreneurs who use information gathered 
in the manner indicated above,·have only a very rough guide 
to the amount of output of their product which is likely to 
be demanded over a period projected some time ahead. One 
of the main difficulties is to determine within some reason
able margin of error, the actual quantity of products which 

1 For a study of the demand for sugauee Schultz, T lie T lleory and MealllrttMnt of D11114tul 
(Chicago, 1938). . 

a See App. Ill. . 
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have passed into the hands of consumers during any par
ticular period. There is no certainty that the stocks of 
wholesalers and retailers are constant, and fluctuations 
therein of any importance would have to be taken into 
account to determine whether or not the output from the 
factory during past periods, was finding its way into the 
hands of final consumers. To meet difficulties of this sort 
some of the very large firms have set up market research 
organizations and collect information about changes in 
stocks. In the food and drug trades Messrs. A. C. Nielsen 
& Co. Ltd., have set up an organization in this country to 
undertake market research on behalf of manufacturers. It 
is too early yet to say whether, upon information collected 
in this way, a near estimate of demand for any particular 
period can be made. For the time being each producer 
has to make his own estimates with the help of such informa
tion as he can gather from the sources at present available. 

In framing a budget of expected sales for a period ahead, 
to which the output of the factory can be adjusted, entre
preneurs are undoubtedly guided, in the first instance, by 
the record of past sales of their products and the trend 
thereof. The answers to the questionnaire reveal that a 
large number of firms enjoy constant or steadily increasing 
output.t This cannot be taken to represent the typical 
condition in British industry, though it is undoubtedly the 
typical condition for old-established firms in certain indus
tries. But taking each product separately, the replies show 
that, as we should expect, there is a steady demand for many 
products of British industry. 

In those cases where a producer is manufacturing con
tinuously, not necessarily a standard product, but one which 
does not change much year by year, the present state of his 
order-book is often used as an indication of future demand. 
If he finds at the time when he makes his crucial decisions, 
that his unfilled orders· are much larger than in previous 
years, he assumes, in the absence of any contrary indications, 
that demand justifies his budgeting for a little more output 
than in previous years. Similarly, he budgets for some 
reduction in output if the amount of unfilled orders has 
fallen. 

1 See App. III, Q. 46. 
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But the most interesting case, and one which is 'now 
becoming fairly common, is the situation where a producer 
finds it either necessary or desirable to alter types, styles, 
and designs, every season or period of production. In such 
a situation a much more detailed examination of the state of 
demand is required at regular intervals, and the actual fore
cast of demand for the future calls for more enquiry and 
more careful estimating. · . . . 

It has become obviou.s during the enquiry, that manu
facturers of many articles in common use, .divide products 
into classes which may be called price classes. Products 
falling within each of many price classes are supposed to 
sell only to certain roughly demarcated income groups of 
the community. Allowance is made for the fact that there 
is overlapping at the margin and that an appeal to marginal 
buyers is always desirable. But it is clear that many articles 
which are normally purchased by persons having an income 
of upwards of £400 per annum are not normally purchased 
by those having an income of less than £2oo per annum. 
For example, those persons in the lower income groups rarely 
purchase shoes at 35s. 9d. per pair, and those in the higher 
mcome groups are seldom known to buy shoes at I2S. I I d. 
per pair. 

It is, therefore, a matter regarded as of great importance 
to the entrepreneur, to decide into which price class his· 
goods will enter, but of course he does not necessarily con
fine his activities to one or a few price classes. In some 
industries, however, producers have apparently found it 
desirable to confine the activities of any one factory to a 
certain range of goods falling within certain well-defined 
price classes. If they wish to enter goods into price classes 
between which there is a fairly wide gap, so that the products 
falling within extremes would have to be sold through 

· entirely different wholesale or retail channels to reach the 
class of consumers for whom the product is intended, then 
separate factories are sometimes occupied, occasionally by 
associated or subsidiary companies. It is obvious that in 
these instances no practicable price concessions can bring 
the more expensive products wtthin the reach of persons of 
the lower incomes. . 

The real question then which a manufacturer is compelled 
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to investigate is, what quality or style of product can he 
produce and sell within a given price class ? 

The effect of products being actually divided sharply into 
distinct price classes is that there is no competition between 
producers whose goods are not in the same price class. A 
comparison of the experience of several firms whose pro- . 
ducts may be roughly classified as falling within the same 
industry, shows a remarkable difference in the number of 
competitors which they assume exist in their industry. For 
example, one firm may say that it meets with six competitors, 
another firm which one understands produces a similar pro
duct, states that it meets with competition from twenty 
firms. Yet another in the same industry may meet with 
competition from only three firms, and another may even be 
conscious of the competition of thirty firms. This is not 
surprising if we examine the trade catalogues of a few firms 
and know the quality, style, and kind of products they 
normally produce and sell. It is evident that some firms 
make goods of the same or similar nature, or at least falling 
under the same trade description, taken roughly, as a large 
number of other firms. Those who confine themselves to 
very narrow ranges may only feel the competition of a few 
other firms who specialize in the same range. It is clear 
that the possible points of contact are numerous, and there
fore in assessing the demand there is little possibility of any 
producer having full information or statistics upon which to 
make his decision ; if he can make reasonable estimates 
from the reports and general information coming to him, 
that is the limit of his achievement in assessing the demand. 

In some industries trade federations or associations collect 
detailed statistics from which it is possible to make a near 
approximation upon which a forecast of future demand can 
be based. For example, the details of building plans passed 
during any particular period, are a useful indication of the 
likely demand, or its trend, for all classes of building 
material. Upon such information a fairly reliable forecast 
can be made, although in the case of some products which 
are used in building it would be necessary to know more 
about the actual places in which the buildings were to be 
constructed and the type of materials and fittings likely to 
be needed. For the motor manufacturing industry the 



·42 DEMAND 
' ' 

Society of Motor Manufacturers and Traders in their Year 
Book give statistics which they have compiled, to show the 
estimated life of a motor car. From this a manufacturer can 
calculate the approximate. number of cars·which are likely 

. to be replaced during any given period, and .this will form 
one·part of his total demand. The forecast of demand for 
new cars is sometimes based upon the average number of 
cars registered in some preceding normal period.1 From his 
own figures of production the manufacturer will be able to 
assess roughly the proportion his output bears to the total 
for the industry, and the final figures of forecast demand 
for the future production period is completed. Of course, · 

. adjustments are made for cars imported and exported. 
Similar calculations are made by all those manufacturers 
who supply parts or semi-manufactured goods to the motor 
industry. · 

We believe that similar methods are used in calculating 
the probable demand for radio receivers; it is possible to 
make a fair esti~ate of the life of a radio set, and there are 
statistics available of the total licences in existence, and the 
additional licences issued each year. The figures may not 

· be very reliable for a few years until the industry has settled 
down, . but they do undoubtedly furnish a guide to the 
probable output which can be sold, assuming that the price
classes remain about the same and that there is no unforeseen 

' event which will cause a ' redistribution of consumers• 
resources unfavourable to that industry. · · 

To manufacturers of many other products such statistical 
sources are not known to be available, and if some guide 
can be obtained from the statistical abstracts there are a large 
number of manufacturers who have not yet learnt how to use 

. them. The most compelling necessity to seek for statistics' 
· and information about demand is always felt by those manu

facturers who !lre producing a new product of which they 
themselves have had. no manufacturing experience. As 
nearly all new products are, in the first instance, manu
factured on a small scale to introduce them to the public, 
there is after a very short time a guide within the firm's own 
experience, which can be used for forecasting. So it comes 

i Society of Motor Manufacturers & Traders Year Book. 'The Motor Industry of 
Great Britain, 1939.' ' 
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about that beyond the firm's record of previous sales and 
the more or less general information coming to hand, there 
is in most industries no other, or at any rate no other more 
suitable guide to the amount of output which can be sold. 

The case is, however, rather different for those firms who 
have decided to engage upon an aggressive price policy. 
When a manufacturing firm has reached a certain size, the 
consumers who buy goods in the price classes which the 
manufacturer normally reaches, cannot possibly be induced 
to buy a little more of it at such slightly lowered prices as 
appear practicable to the manufacturer. In these cases the 
manufacturer either remains content with the present size 
of his organization and profits, or seeks by experiment and 
research, to make a very big change in the type or style or 
design of the product, so that the cost of production can be 
cut very sharply, and the product sold at the required profit 
in very much enhanced quantities.1 This seems to be the 
tendency in respect of many products with which we are 
familiar. The late Mr. Crabtree in an article wrote that the 
tendency seemed to him to be for manufacturers to use their 
ingenuity to invent a colourable imitation of products already 
finding a ready sale at a high price, in such wise that they 
were able to sell vastly increased quantities at a much lower 
price.2 A manufacturer who adopts an aggressive price 
policy of this kind, usually first sets up an organization to 
gather information about the possibilities of selling large 
quantities of the product at a given price. If there is for 
some products a point of satiety in the price-class in which 
the product is usually sold, we can understand why entre
preneurs often state that the normal consumers of a product 
do not buy more of it in response to a small or practicable 
change in the selling price. This may also be one of the 
reasons why very few firms are prepared to make any 
experiments in frequent small changes of prices, to test the 
elasticity of demand. 

Elasticity. Knowledge of such a precise concept as elas
ticity of demand is certainly exceptional in industry, although 

1 See Nourse and Drury, Industrial Price Policies and Economic Progress, pp. 41 et seq., for 
fall in price of refrigerators in U.S.A. 

I J. A. Crabtree, Tlwughts on Business Forecasting (Walsal~ 1928). 
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some of the very large firms do collect stati.stics about certain . 
products and occasionally make special tests of elasticity. 
They are in a position to engage skilled statisticians and 
sales promotion experts, who .devise methods of breaking up. 
the problem so that they can get some test of the response 
of sales to changes in prices. We have not been privileged 
to see any published matter which indicates the results of 
tests which have been made by individual firms. Many 
manufacturers state that they are unable to overcome the 
difficulty of assigning proper weight to other causes affecting 
the volume of sales, which may be at work at the time and 
over the period that the price changes are made. This will 
always be one of the difficulties and until we have much · 
more experience and more details are available of the 
methods adopted in the sales programme, we cannot assess 
the value of the tests for theoretical or practical purposes. 

In the questionnaire (Nos. 26-8) entrepreneurs were 
asked to state if they had made experiments in price changes: 

(1) By continuing their existing prices when rival pro-
ducers have altered their prices. . 

( 2) By changing their then prices when rivals have con-
tinued their existing prices. . · 

In some cases the reporting firm has not observed any 
very marked variation in sales either one way or the other, 
and from this we can conclude that for that particular 
product of that firm the change in price was not of sufficient 
magnitude to induce consumers to substitute one product 
for another. In o~e interesting case which, however, does 
not cover an important section of British industry, the firm 

· actually recorded an increase in sales of I oo per cent during 
a period of three months when its price was 5 per cent lower 
than its competitors, and when its price during another 
period of three months was Io per cent higher than com
petitors' prices, sales fell by 50 per cent. There are about 
20 firms engaged in the industry which this firm regards 
as its close and active competitors, and it seems remarkable 
that, for the small change in price, the elasticity (roughly 
calculated, of course) is so high. . 

At the other extreme we find a very large concern holding 
a predominant position in its industry, consisting of about 
100 firms, which can detect no marked effect when prices 
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are altered in one direction or the other, and they assume 
for pricing purposes that no marked change can be expected 
for any practicable alteration in prices; their sales are fairly 
constant over long periods. 

In many industries, although it would be hazardous to 
generalize, changes in prices up to about 5 per cent are 
regarded as tending to be insignificant and to have very 
little, if any, influence on sales. Between 5 per cent and 
7t per cent (increase or decrease) the producer expects a 
moderate response assuming that competitors do not also 
increase or reduce their prices. If competitors do alter 
their prices it is expected that the position will be very 
much as before and that the sales of the individual 
firm, and of the industry, will remain about normal. 
It seems that in most cases an alteration in price of some
thing of the order of 1 o per cent, assuming that com
petitors do not alter their prices, will have a very substantial 
effect on the sales of any particular firm. But it so happens 
that in almost any industry, under normal trading con
ditions, a decrease in prices of such an amount is imprac
ticable; it would cut into the margin for profits much too 
deeply. An interesting case which came to my notice is 
worth mentioning. A firm whose records I examined, had 
made some rough calculations of the change in sales which 
would have to take place to maintain their annual profit upon 
a reduction in the price of the product. They decided not 
to make the change because their reports coming in from 
outside representatives led them to believe that the increase 
in sales which was required would not be easily reached. I 
worked out the figures and discovered that the firm wished 
to achieve a 30 per cent increase in its turnover for a I o per 
cent decrease in price. This shows that they were unable 
to assume an elasticity of 3· Amongst the replies to the 
questionnaire was one from a firm engaged in the same 
industry, from which it appeared that on one occasion whe.n 
their price was 10 per cent higher than that set by the1r 
close competitors, sales were 20 per cent lower. They also 
made the assumption that if their price remained at 10 per 
cent above their competitors' prices for some considerable 
time, their sales might decrease 30 per cent. This tends to 
show that in one or two industries, at any rate, very careful 
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calculation ot ·the response of sales to changes in price is 
made from time to time. · 

Another interesting case was that of a firm which had 
actually maintained its prices at a figure I o per cent lower for 
six months, and 10 per cent higher for another period of six 
months, and in each case the change in sales was 2 5 per cent 
above normal in the first period and below normal in the 
second period. The industry was one in whid~ there were 
a large number of competitors covering the same ground 
and selling closely simila~ products. In the case where 
:firms make machinery, tools, and similar types of capital 
goods, there are some striking instances of their having·· 
experimented with .prices, and the result upon sales having 
no effect whatever. This seems to be of the utmost impor
tance, and tends to confirm observations that in a depression 
however low prices of capital goods may fall, the demand 
cannot be stimulated merely by a cut in the price. Capital . 
goods are either called for as an urgent matter to produce 
consumption goods (or other capital goods) or they are not 
required at all. This explains, if such explanation is needed, 
why the output of the capital industries fluctuates so vio
lently, at any rate whilst we are looking at the situation from 
the point of view of the manufacturer of these particular 
types of capital goods. But in order to show how premature 

· · it would be to generalize upon the foregoing, I mention· 
another case. A maker of capital goods was faced with the 
competition of about fifty firms, whereas the one mentioned 
above was a three-firm industry. He manufactured a rather 
different type of capital goods for a particular industry, and 
discovered that when his price was 20 per cent higher than 
that of his competitors, during a period of twelve months, 
his sales were so per cent lower than they were previously 
at the old price. · · · · 

We can understand that producers find difficulty in 
giving a quantitative basis to all the elements in the problem 
of demand. Nearly all manufacturers of differentiated pro
ducts take notice of, and give weight to, their representa
tives' reports upon the tastes, habits, and prejudices of 
consumers. They deem it necessary to respect customers' 
reactions, but where the opportunity arises they attempt to 
change them by skilled advertising and salesmanship. 
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Estimates of consumers' incomes are often made, particu
larly of the part of the income of certain classes which is 
usually spent upon that group of products into which the 
product of the particular firm may be deemed to fall. There 
is always discussion upon the budget by the executives of 
the business, to try to determine to what extent consumers 
can be induced to effect some redistribution of their resources 
in favour of that particular manufacturer's product. We 
have it as the considered opinion of some large producers 
that, for some products, the design, convenience and attrac
tiveness of the wrapper is often more important than the 
quantity or quality of the product within.1 This need not 
be taken literally, for the contents are well known to the 
consumers of these products, but it does tend to show how 
much study is being applied by manufacturers to the 
reactions of consumers. 

The conclusion seems to be that whilst many firms do 
make some tests of elasticity by simple methods, there are 
perhaps more firms who either make no experiments at all 
or make them only for very short periods and cannot isolate 
the effects of the change in price from other causes which 
affect their sales. Many entrepreneurs are reluctant to 
change their prices merely as an experiment or test of what 
the possibilities may be, and for this they give some or all 
of the following reasons: 

(I) They apprehend that rival firms or other manufac
turers of close substitutes for their product will also 
adjust their prices, particularly if a reduction is in 
question, and if sales do not respond sufficiently the 
profits will obviously be lower on the same or similar 
turnover. 

( 2) Manufacturers meet with resistance occasionally from 
wholesalers and retailers who work on fixed margins 
of profits, to (either or both) increases and decreases 
in prices. 

(3) Neither consumers, selling agents, nor travellers, 
favour experiments of this kind, and pa~ticul~rly 
where the prices of the goods may appear m pnce-

t Upon non-price competition generally see Burns, op. cit., p. 37Z et seq and Hotelling, 
'Stability in Competition', Econ. Jnl., 1929, 39• 41. 



DEMAND 

lists and catalogues they dislike the insertion of slips · 
or other notices altering the prices. . 

(4) In some cases they state explicitly that they believe 
the demand to be inelastic for all similar products 
taken as a group or industry, and in view of (I) above, . 
there is nothing to be gained by reducing prices as an 
experiment. Increases in prices are rarely considered 
without some other stimulus; certainly it is rare for 
prices to be increased merely as an experiment 

(5) In most cases entrepreneurs state that they do not 
believe the demand for their product is elastic enough 
for any practicable change in price in respect of their . 
own product alone, assuming that rivals do not change . 
their prices and that increased profit is not to be found . 
in this experiment. 

(6) Some manufacturers maintain that if the reduction in 
price is to be of a size large enough to influence sales, · 
their costs will not fall sufficiently to maintain or 
increase their current rate of profit. 

Generally where the firm is a price-fixing or dominant : 
firm it can only experiment with prices by altering them 
when making up its budget. The price when fixed will 
apply to a period as long as I 2 months ahead. There is 
obviously need for great· caution, in such cases, when pro
posing price changes which will affect the output of the 
firm for such a long period as I 2 months. 

I think that the foregoing information, all of which has 
been culled from the answers to the questionnaire or from 
general conversations with entrepreneurs, 1 emphasizes an 
important change in the manufacturer's outlook from that to 
which we were accustomed only as little as I 5 or 20 years 
ago. No doubt the tendency is seen more clearly in all 
those newer industries making partly standardized or mass
produced products, which have grown up in Great Britain 
so recently.· But in a minor way it is showing its effects in 
the older industries as well. Until quite recently nearly all 
manufacturers centred their organizing ability upon the pro- . 
ductive plant and equipment of their enterprise and almost 
neglected the demand aspect of the manufacturing problem. . 
A new outlook upon scientific management has undoubtedly 

1 Cf. also Hall and Hitch, op. tit, 
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been forced upon manufacturers by the necessity of them
selves taking in hand the determination of the selling price 
of their products. Many of these products change in design, 
style, quality, and in cost of production at fairly regular 
intervals. Therefore, a complete review of all the affairs of 
the enterprise is required at those times when changes are 
being proposed. Formerly a manufacturer would continue 
to make and sell an article which had changed very little 
over a long period of time. He would find no great diffi
culty in keeping up a normal output and would not have to 
meet the aggressive price policies of other firms. His costs 
of production were relatively stable and frequent changes of 
price were not forced upon him, nor did he deem it necessary 
to make small changes in price in respect of trifling changes 
in cost of production. 

The present tendency of industry is towards continuous 
experimentation and research in the practical methods to be 
adopted to distinguish the product of one manufacturer from 
that of another, and whenever possible to make a big cut in 
selling prices if possibilities of reducing costs by improving 
the speed and technique of production are detected. Under 
such conditions the manufacturer is bound to seek means of 
assessing the demand for his product. We think that some 
of the dominant firms may be induced to produce some of 
their records in the future, and there is every reason to 
believe that some of them will show that market research 
has developed, within those individual firms, very con
siderably in the last few years. At the moment such records 
are not available for examination, but it is important to have 
discovered that such information exists, and if it is forth
coming it may prove very valuable for economic research. 

Rival Commodities. We understand that most producers 
are active in seeking information about the sales of other 
products which consumers may regard as substitutes for 
their own. When considering the output plan for a forth
coming period of production, producers usually have 
brought up for consideration information collected from 
their field service organization or agents, about consumers' 
reactions to the quality or price of these substitutes. It is 
not to be supposed that in general the information gathered 

47g2 E 
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in this. way is of great value, but a producer obviously takes 
notice of any informationcoming to him about changes in 
quality, style or design of substitute products, which might 
bring them into closer competition .. 

There is no reason for thinking that there is any possi~ 
bility of producers formulating even a vague idea of the 
elasticity of substitution of one or more of these substitute 
products for his own. The producer gains some indication 
of the possibilities and if he can effect any more elaborate 
differentiation of his own, product from all the others he 
uses his technical ability to achieve the desired effect. 

In this analysis we have examined demand first, for the
reason that in the newer industries, at any rate, demand is 
always the first section of an output plan to receive attention. 
This obviously is because the producer has already know
ledge of his average costs of production at various scales of 
output which have been achieved in the past. The funda
mental question, therefore, is what is the demand for the 
product likely to be over the period projected ahead ? If a 
fairly reliable forecast can be made, the rest of the plan 
usually follows, but the margin of error is always likely to be 
greater in the computation of expected demand than it is 
in the case of expected costs of production. As we have 
indicated above, manufacturers, particularly of the newer 
products, do not regard the costs of any product to be so 
firmly fixed that they cannot be changed to produce the 
article which the consumer demands, if they can get to know 
what he requires and the price he will pay for it. 
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COSTS OF PRODUCTION 

The Product to be Manufactured in the Period of Production. 
\Vhen considering the demand for the product of the 
firm, producers usually have before them drawings, speci
fications, and technical details appertaining to the product, 
in various types, designs, or styles, the expected cost of 
production of each of which is attached. Each major or 
minor variation in type, design, or package is accompanied 
by an indication of the extent to which it will involve altera
tions of layout of machinery and plant, additional or reduced 
quantities of material and labour, and additions or reductions 
in costs at different scales of production. A decision is then 
made upon the particular types or styles which are expected 
to be in demand, and for the purposes of the rest of the plan 
it is assumed that sales of those quantities at certain prices 
will be attempted for the projected period ahead. 

The actual decision may take one of the following forms : 
(a) He may produce the same type, quality, and design 

of product as in the last production period without 
alteration of any kind and at the same selling price, 

(b) He may produce the same type, quality, and design 
of product as in the last period, and alter the price. 

(c) The style, quality, or packing of the product may be 
altered and the same price as last year maintained. 

(d') The style, quality, or packing of the product may be 
altered and the selling price also. 

In each case where there is to be an alteration in price, 
it may be a reduction or an increase, an alteration in the 
type, kind, quality, or design of the product ma:y""reduce or 
increase costs or leave them unaffected. Where· several 
products are manufactured the relative proportions of output 
may be varied each season of production . . . _,' 

Output. Whatever may be the volume of sales anticipate.d 
in the projected period ahead, it is necessary to know .the 
output of which the plant is capable. If the sales programme 
necessitates additional plant or an alteration of layout, an 
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additional budget is usually prepared of the programme of 
extensions over a much longer period than the current 
season of production. Generally an enterprise expands 
gradualty and small changes in layout or additions and 
replacements of machinery take place in the ordinary run 
of a year's working, but in some instances, especially where 
the newer products are concerned, expansion may take 
place rapidly, and in these cases a long term plan of building 
and equipping additions to the factory at certain intervals 
is prepared, and amended from time to time in accordance 
with the policy of the firm and its estimate of the future 
demand. But for the output plan of a product, for a period 
of production, before estimates of costs can be prepared it 
is a necessary condition for the formulation of expectations 
about costs, that the output should be indicated upon which 
the estimates are based. There is often a great deal of 
difference in average costs based upon the maximum output 
of the plant, and those based upon a normal, usual, or 
expected output.t 

In allocating oncosts over a variety of products it is 
obvious that in most cases the assumption of a normal 
output of, say, 8o per cent of the maximum, will show a 
result substantially different from that obtained by the 
assumption of maximum output. Moreover, as will be dis
cussed in detail later, marginal costs may or may not vary 
considerably over ranges of possible output fairly wide 
apart. · 

Reference to the answers supplied to the questionnaire 
shows that the output assumed when making estimates of 
cost are very rarely as high as the full maximum output of 
the plant.2 In the few cases where this answer (i.e. that 
maximum output is expected) is given, it is reasonable· to 
infer that the maximum is not as high as that amount of 
output which would be achieved if the plant was operated 
under perfect conditions for the whole year. In general it 
refers to the maximum achieved at some time in the firm's 
past experience, and this will always be less than the output 
under perfect conditions of performance, and may, in 
general, be regarded as expected normal output. 

The general case is for a producer to base his costing upon 
1 See App. 111, Q. u. • See App. III, Q. 11. 
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the assumption that a normal or standard output is possible,1 
and this will be less, and often a good deal less, than the full 
maximum possible output. The actual percentage of full 
maximum output which is assumed as a normal or standard 
output, will vary not only according to the industry and the 
kind of plant and machinery in use, but also according to 
the experience of the individual firm. Some replies indicate 
that a quite low percentage is assumed; there is one of 55 per 
cent and several of 6o per cent and 70 per cent, and quite a 
number of 7 5 per cent. Obviously no sort of average of 
these cases has much meaning; everything depends on the 
conditions in the industry, and particularly those under 
which the firm itself is working. If a large number of 
instances were collected covering all industries, the mode 
would probably fall between So per cent and 8 5 per 
cent. 

Not many firms appear to find it necessary to keep a 
special reserve of plant in existence to meet emergencies. 
When a standard or normal output is assumed the difference 
between that and the maximum output is regarded by most 
firms as a margin to meet emergencies and to cover tem
porary breakdowns, adjustments, repairs, and renewals. But 
in some industries it is obvious that in some sections which 
may be more prone to breakdowns than others, a definitely 
ear-marked reserve will be desirable and is often kept, in 
order to maintain normal output.2 

Costing. The answers to the questionnaire confirm the 
observation that for pricing purposes estimates of cost have 
to be prepared in advance of actual production. The esti
mates may vary from an ill-informed guess of what the cost 
is likely to be, to a fully detailed and methodical system of 
standard costing and budgetary control. Their significance 
for economic theory may be regarded as identical; the same 
result is apparent, that the price at which the greater part of 
output of goods is sold is not related to the actual cost of 
production, but to those estimates of cost which enter into 
an entrepreneur's expectations when he is making his 

1 i.e. for a producer who has any power at all over the price of his product and intc:nds to 
fix the price by reference to cost of production and his own estimate of demand. 

I See App. III, Q. 14. 
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decisions about the amount of output and the selling~price 
to be fixed for it.l 

There seems little to be gained by an analysis of the de
tails entering into the entrepreneur's expectations of costs, 
in those cases where there is no attempt to systematize their 
computation. The simplest case is that where the estimates 
of cost are taken from previous years' figures as a basis and 
adjusted by expectations of changes in the price of raw 
material and wages, which enter into the finished product. 
The use of such simple estimates is still quite cpmmon, 
and in those industries where technical change is not rapid 
it ,probably gives results of sufficient approximation. In 
these cases the expense of setting up a detailed system may 
militate against its use where its advantages are not obvious. 

It is interesting to observe that in some industries where 
the product is sold on marts or exchanges and the firm has, 
therefore, practically no control over price, it has been 
found desirable to make up a budget plan and to adopt 
standard costing. · 

Standard Costing. Firms who fix their selling prices 
rigidly for a period cannot actually know in advance what 
their average costs over the period will be; it is, therefore, 
necessary for them to have some system of forecasting costs 
which promises a reasonable degree of accuracy. To control 
costs during the period of production, indications of diver
gencies of actual from . expected costs must be available 
immediately they occur. The older method of post-costing 
by the unit or batch method was ineffective in this respect. 
The costs could not be calculated until all the processes or 
operations in respect of a batch of products were completed. 
Meantime, processes were continuously in operation, and 
the management, when excess costs were discovered, could 
not always discover the exact process where they occurred, 
and in any event other losses had occurred and were 
occurring whilst the costing department were waiting for 
the final figures in respect of earlier batches. 

A system has now been developed which is designed to 
show the cost of each separate process or operation performed 

1 See App. lll, Q. x8. 
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in the manufacture of a product.l Each process or 
operation is analysed or broken down into the simplest form, 
and after tests and experiments have been made a standard 
or ideal cost is set up to show what the cost should be under 
certain assumptions. The assumption usually made is that 
each operation will proceed smoothly and harmoniously and 
there will be no wastage of material or effort at any point. 
If the standard cost is expected to be one which can be 
attained in practice, an allowance is then made for ineffi
ciencies which are normal in respect of the particular plant 
or workman involved. When the cost of material and of all 
these processes is summed, the total provides the standard 
or ideal cost of that article. 

At any time when the number of processes applied to a 
product is proposed to be changed, the firm has figures 
available to show the difference which will be made to costs 
of production without the necessity of first making a batch 
of products and waiting for all the processes to be completed 
and casted up. 

This system of costing is now used by a large majority of 
firms who fix the price of their products for some definite 
period ahead. It is claimed that it provides a more accurate 
measure of what costs are likely to be. In a system of post
costing in respect of batches of products, the only guide to 
future costs is the average costs of some past period. In
cluded in these past costs there may be items of expenditure 
which are unusual and could possibly be eliminated by a 
closer inspection of processes. The installation of a system 
of standard costing compels production managers to analyse 
the processing operations at each stage of the manufacture 
of a product, and to calculate the cost of each process. This 
is found to be more satisfactory in practice than to ignore 
the processing operation and lump together different pro
ducts going through various departments. If a firm is 
following an aggressive price policy it is essential that costs 
which arise from inefficiency of the organization and idleness 
of the plant should be brought to notice quickly and cor
rected; sales may be lost if these costs are included in the 

1 The Select Committee on National Expenditure (4th Report 194o-1, 18th in series) 
pp. 14 et seq. refers to 'Standard Costing' as 'technical costing' and discusses the advantages 
and disadvantages of using the system for price-filing for government work in war and 
peace-time. 
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basis upon which prices are fixed. A system of standard 
costing enables the cost of processes or operations to be 
checked up daily or at short intervals, whereas the costing 
up by methods of post-costing of batches entails long delay. 
· The objects of standard costing are: . . 

(a) To provide a close estimate of the cost of producing 
an article over a period of production ahead, to serve as a 
basis of price-fixing. Actual costs averaged over any part 
of a full season or period for which prices are rigidly fixed, 
may vary considerably, but if averaged over the full period 
are expected to conform fairly closely to the standard. If the 
standard costs are ideal costs and not an attainable standard, 
an adjustment is made for purposes of price-fixing, to pro
vide for normal inefficiencies. 

(b) As selling-prices are not free to vary with changes in 
costs which may occur during a season or period of produc
tion, actual costs must be controlled to keep them as near 
as possible to the expected costs. Therefore, the system 
of standard costing is used to provide a standard of reference 
or a measure or gauge with which to test the actual figures 
of manufacturing performance in terms of time taken or 
money cost. The causes of variation in cost by inefficiency 
and waste of material may be traced at short intervals to the 
process or section of the factory where they have occurred. 
The management point or section which is in default can 
be traced and inquiries begun to attempt to devise some 
means of eliminating the losses. Similarly, if actual are lower 
than standard costs, an explanation is required in case some 
process has been scamped or inaccurately applied, or the 
processing of the product is not being carried out · as 
decided in the plan of production. 

(c) Standard Costs serve as ideal costs to represent an 
objective for all sections of the management, and attainment 
or otherwise of close approximation to the ideal, may be a 
measure of their efficiency as managers of their respective 
departments. 

Basis of Standard Costs. The basis upon which standard 
costs may be set up or computed takes two distinct forms 
into which all the systems and possible variations will fall. 

(r) To set up an umttainable ideal which when com-
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puted or set up will not appear to be attainable in 
practice; or 

(2) To set up an attainable ideal, to which close approxi
mation is expected and often attained. 

The merits of the two systems will appeal the more 
strongly to managements of different industries, in accord
ance with the nature of the product they manufacture, and 
the ease or otherwise of setting up performance standards 
and correcting the costs to make them serve as a basis for 
price-fixing, for which purpose they are used in lieu of 
actual costs. 

Kearsey at the beginning of his book (Standard Costs) 
appears to favour a standard which will be fixed in such a 
way that it will not normally be attained. 

A cost standard is an accurately developed measure of the cost of 
performing specified work under certain stated conditions. Cost 
standards should not be based upon normal or average costs. They 
are, in a sense, model costs, and are intended to serve as objectives for 
attainment. Records of previous performance, unless qualified by 
sufficiency of detail with regard to methods and conditions, are of no 
assistance in developing standards. Obviously, cost standards must be 
adjusted for use in calculating sale prices. The methods for bringing 
cost standards into alignment for the purpose of price-fixing con
stitute a part of the mechanism of accounting. The reason for this 
adjustment in level is that actual costs in total are inevitably in excess 
of standard. Standards sometimes will be attained but more often 
will not. The scientific conception of a standard must never be 
forsaken if complete and accurate control is to be maintained. There
fore, for price-fixing, cost standards must be increased by appropriate 
increments to cover a reasonable proportion of the difference between 
actual and standard costs. 

But when (at p. 36) he comes to determine the plant 
utilization which is intended to serve as a basis for the costing 
of the standards, he utilizes a predetermined proportion of 
the total maximum hours likely to be worked which is 
below normal and much below the maximum capacity. 
Moreover, in setting up labour standards he proposes a 
standard or model cost for the particular plant and an ineffi
ciency allowance which sets a standard of presumable 
failures. He regards the sum of these constituents as pro
viding the cost at which output should be produced and 
which must be used for price-fixing purposes. 
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It is not clear that there is any advantage to be gained by 
setting up two sets of standard costs, one to act as an ideal 
and the other to be used for purposes of price-fixing, and 
we do not think that many industries actually do follow such 
a course. In general, the standard will be set up at least 
as a guide to the expected performance of the plant, so that 
with but minor, or without any modifications, cost computed 
by reference to the· standard can be used for purposes of 
price-fixing. 

The second and most usual method of devising a system 
of standard cost is to provide an attainable ideal which, taking 
one period with another, may be reached on the average .. 
The costs actually incurred may be expected, under usual 
conditions, to approximate reasonably closely to the standard 
cost. Reference to the answers given to the questionnaire 
shows that a highly significant proportion of the firms who 
have replied, covering diverse industries, actually use a 
system of standard costs for the purpose of price-fixing.1 

In setting up the standard costs, especially if they are to 
be used for fixing a price which will only be altered in 
exceptional conditions during a period or a season of pro
duction, it is evident that a producer will compute it in 
terms of some average over the whole period projected 
ahead. In other cases where there is an opportunity to 
review prices at shorter intervals, the standard itself may be 
adjusted periodically to reflect changes which have taken 
place during the season. The first consideration is the 
determination of a normal annual output, or predetermined 
utilization of plant and equipment. The most typical pro4 

cedure seems to be to adopt a normal output; that is an 
output of which the plant and organization is deemed to be 
capable without strain or stress and allowing for standing 
time for the repairs and renewals which may be normal to 
the individual firm or expected in the industry. This 
normal output is often stated in terms of a percentage of the 
maximum possible through-put or volume of output of · 
which the machine or plant is capable if run at maximum 
speed for a full working year or production period, and 

1 See App. III, Q. 19. Also Select Committee par. 35: 'This technique is familiar to the 
great majority of the firms with which they deal being an established method of fixing prices 
in the fi!'lll8' commercial business in peace-time.' 
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without any rests or intermissions. We find that in some 
industries the assumed capacity for expected smooth and 
comfortable running, may be as low as 6o per cent of the 
full maximum. Therefore, if the producer has worked his 
plant, in any particular period, under conditions different 
from normal, his overhead expenses for each process require 
adjustment. The normal expenses of plant operation are 
then calculated, omitting those which are known to be non
recurrent or exceptional. Alternatively, in the case of some 
industries, each separate process or operation will be sub
jected to examination to determine the normal performance 
in terms of time or money cost, and the figure obtained will 
be taken as the standard. For example, the standard cost of 
running a machine for an hour may be calculated on the 
basis that it will be used for a certain number of hours in the 
production period, and that a certain number of units will 
undergo the machining process during the course of the 
production period. From this the standard cost of the 
machine operation per unit of product may be calculated. 
There are many differences in detail and methods of costing, 
but in fixing a standard the object is the same, to set-up a 
standard of expected performance which under conditions 
of normal operation of the plant and equipment, is expected 
to result. 

It is difficult to determine to what extent those producers 
who use standard costing as a basis for price-fixing are 
enabled the more easily to project their minds into the future 
period of production, than they would be if they relied, as 
they used to do, more extensively on the result of past 
operations. We know that in the past many producers 
relied almost exclusively on their trading accounts for an 
average of the results of past periods, as a basis or starting 
point upon which to form their expectations of costs in a 
forthcoming period. It does seem clear that whatever 
system is adopted, the producer includes in his estimate of 
future costs those alterations in rates of wages or cost of 
material which he can foresee, either in detail or in the large. 
But whereas the impact of changes in costs under these two 
headings may fall not upon all but upon some process in 
the manufacture of the product, the total effect is much more 
clearly brought to notice under a system of standard costing. 
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For the adoption of the system necessitates the breaking 
down or analysis of the productive operations, into separate 
processes to which, of course, separate wages rates may be 
applicable. Further, when decisions are being made at the 
crucial time, attention is focused upon each ·separate pro
cess and the expected cost of working it during the forth
coming period of production. The extent of this analysis 
is determined very much by the nature of the industry and 
complexity or otherwise of the product. In those cases 
where frequent changes are possible in the number or nature 
of the processes, a system of standard costing enables rapid 
calculations to be made of the changes in cost which will 
arise on changing the design or style of the product. 
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General. It is clear from the above that the practice of 
fixing prices in relation to actual costs incurred in past 
periods of production, is changing considerably. In the 
past the only influence which actual costs had on prices 
was to the extent only that the entrepreneur used them as a 
guide when forming his expectations of what costs were 
likely to be incurred in producing output for a period of 
production ahead. Certainly it was too late to translate 
variations in costs into changes in prices of products for 
which contracts of sale and delivery had already been made, 
although production had not been completed. It was a 
defect of the methods of costing then in use that variations 
in costs did not show up in time for action to be taken to 
smooth them out, and ensure that over a period the average 
approached that assumed for the purpose of price-fixing. 

The adoption of a system of standard costing does not in 
itself serve the purposes of recording actual costs, and post
costing in respect of processes or operations is required and 
used for purposes of control. Though the record of actual 
costs is not used for price-fixing, indications of changes in 
cost are required in case the standard costs themselves may 
at some time require revision. 

If an attainable standard of cost is set up the actual costs 
are computed so that the budget expectations and the accuracy 
of the estimates made can be checked with the ascertained 
results. To this end the same classification of costs and the 
methods of imputation are utilized for the purposes of 
standard and actual costing. In effect, the setting up of the 
standard is partly dependent upon the information collected 
by the actual costing system, and once the manufacturing 
processes have been divided in a manner appropriate to the 
form of the standard costing system, the actual costing 
proceeds on the same lines. 

The actual imputation of costs obviously depends to a 
very large extent upon individual judgmenU In the case 

1 Select Committee 4th Report Part II, ii. 'The calculation of overhead costs on a 
particular contract involves the allocation of the proportion of overheads which is appropriate 
to that contract; this requires the expert judgment of the accountant.' 
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of direct costs of material ahd labour engaged on one pro
duct only, imputation is simple for all practical purposes. 
But in the case of works costs, particularly in a factory 
which produces a variety of products, considerations of policy 
may influence the imputation of these costs. Certain prac
tical methods of imputing these costs tend to become 
customary in certain branches of industry, and writers of 
textbooks on cost accounts regard these practices as prin
ciples which ought to be followed. But even in the appli
cation of these principles, if followed by several manu
facturers in an industry, there are divergencies which make 
it difficult to compare the costs of one firm with those of 
another.1 This is mainly a result of the different propor
tions in which a variety of products are produced by the 
firms in the industry~ A uniform system of costing, if 
adopted by most firms in an industry, may make comparison 
somewhat easier, but as the allocation of indirect costs over 
products produced in different proportions is bound to vary 
between firms, to this extent the unit costs of any product 
will be affected. 

Systems of 'standardized' or uniform costing have been 
published for several industries2 ; they are not to be confused 
with a system of 'standard costing' used by a firm in respect 
of its own particular processes. There is no connection 
between them; the former is only a special method of col
lecting costs and spreading overhead costs in some arbitrary 
way which is recommended and it applies only to the 
industry for which it is devised. The latter has been 
described above. 

Prime Costs and Overhead Costs. Costs are divided by 
business firms intq direct and indirect costs, often called 
prime costs and oncosts. The economist, for the purpose of 
analysis, distinguishes between prime or variable costs and 
fixed costs or overhead costs. The term 'supplementary 
costs' used by Marshall for fixed costs will not be used, as 
it has been used in a different sense by J. M. Keynes. The 
classification of the items in the costs as prepared by cost 
accountants or business men is not the same as that ordinarily 

1 Select Committee, par. 4z. 
I e.g, Master Pdnters Standardized Costing System. 
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used in discussions by economists. The economist, parti
cularly for the purposes of the short period analysis, describes 
the conduct of the firm on the basis that some costs are 
fixed and others are variable with output. Writers of text
books on cost accounts do not use this classification, and 
producers, in practice, generally use terms describing costs 
which do not, in themselves, distinguish clearly between 
fixed and variable costs. 

In the main the classification made by producers is in
tended to serve the purpose of designing a costing system 
which can be installed and used to suit the methods of manu
facture and the information and records which can be made 
available. Those costs which are immediately imputable 
and easily recognizable as such from invoices or stock books 
and from wages sheets, are called prime costs. They are 
easily distinguishable and separable from other costs of the 
general conjuncture which is shared in various proportions 
by all the products passing through the factory. The cost 
of raw material which can be weighed or measured in 
respect of each product, and the wages paid to operatives 
directly employed upon that product for a measurable period 
of time generally presents no difficulty of imputation, and 
the margin of error or arbitrariness is small. Broadly, it is 
generally understood that prime costs represent the first 
cost or outlay on the materials embodied and labour directly 
employed in the manufacture of the given product. When 
manufacture was simple and machines employed were few, 
the greater part of the factory cost of a product consisted of 
actual raw materials purchased and the manual labour em
ployed in making or shaping them into a finished product. 
But in industries where expensive machinery is employed, 
often on a variety of products, the cost of which is to be 
spread on some arbitrary basis, the method of imputation is 
of great importance in deciding the total cost of the product. 

The difficulty in harmonizing the economist's classifica
tion of costs and that used by the business man is that the 
latter includes in oncosts many items which vary with the 
scale of output, so that we cannot regard the economists' 
concept of prime costs as the same as that of the business firm. 
For the same reason oncosts are not the same as fixed costs. 

The distinction between prime costs and fixed costs used 
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by the economist has the effect of including in the concept 
of prime cost all and every expense of the firm which varies, 

·although not necessarily varies proportionately, with the 
volume of output. The test applied is whether or not the 
expense is fixed, irrespective of the volume of output or 
whether it will vary in some way with output. 

The same test can be applied in practice, but the· analysis · 
of the figures in some industries would have to be specially 
made as it is not found easily by the methods adopted for 
ascertaining cost. The producer may classify his indirect 
costs under the two headings of works oncost and general 
overhead and office expenses, and it will generally be found. 
that included in the works oncost are many items of expenses 
which vary with the volume of output. If in any particular 
case these expenses were abstracted from the total of works 
oncost and added to the total of direct cost, the sum would 
approximate closely to the economists' concept of prime 
cost. 

Similarly, if the fixed charges and expenses included in 
works oncost were abstracted and added to establishment 
and overhead and office expenses, the sum would represent 
fairly closely the economists' concept of fixed charges; that. 
is, those which do not vary with the volume of output. 

Many of the entrepreneurs' crucial decisions are· made 
upon a consideration of the proportion of total cost which is 
composed of prime cost and fixed costs, in the sense used 
by economists, but the figures have to be specially sorted 
out. It is curious that entrepreneurs recognize the dis
tinction between and the significance of variable and fixed 
costs, but the terminology used in many costing systems 
has not been amended to suit. It is necessary to know the 
fixed and variable costs, and to decide their relative impor
tance, to apprehend the significance of entrepreneurs' actions 
and to determine what is likely to be their course in certain 
circumstances .. 

The proportion of costs which are absolutely fixed irre
spective of the volume of output, varies considerably, de- . 
pendent upon the methods of production employed, the size 
of the plant, the nature of the industry, and the policy of the 
individual producer. For example, in some industries it is 
the custom to close down the whole or a section of the works 
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for a short period, and all expenses (except depreciation of 
plant) cease. The only fixed expenses continuing may be 
those of office staff, and in some cases these too may be cut 
down. In other industries it is not possible to cease pro
duction for a period and to start up again at will, and in 
these instances some of the expenses which are variable with 
output may not be much diminished by reason of a sub· 
stantial reduction in the volume of output. It is desirable, 
therefore, to know exactly the technical conditions of the 
industry and of the firm before a decision can be made as 
to which costs are fixed and which are variable with output. 

For the purpose of analysing costs in the most significant 
way to relate them to entrepreneurs' decisions, the following 
classification is suggested. It is based upon the practice of 
cost accounting and is convertible to provide the figures 
required for the economists' concept of variable and fixed 
costs. 
PRIME 1. Raw material and semi· Proportionately 
CoST manufactured goods pur· variable. 

chased. 

WORKS 

ONCOST 

OvERHEAD 

CoSTs oR 
Orne! CosT 

2. Wages of direct labour. ditto 

3- Plant operation, power, Whole or part vari
indirect labour, repairs and ahle, hut not propor· 
renewals, and wear and tionately with output. 
tear. 

4· Preliminary costs of setting 
up machinery, preparing 
dies, tools, jigs, patterns, 
etc. (and cost of short 
period plant written-off in 
the period of production). 

5· Selling Costs. 

Part variable for plan 
hut becomes fixed after 
production has com
menced. 

Usually fixed. 

6. Establishment and General Fixed. 
expenses (depreciation, if 
any, due to causes other 
than use of machinery). 

In examining the items entering into costs it will be con
venient to comment under each heading upon the nature 
of the expenditure, upon its significance in the budget or 
output plan, and at various points to indicate reconciliation 
between the entrepreneurs' and the economists' concepts. 

4782 F 
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Raw Material and Semi-Manufactured Goods. The cost 
of raw material for many industries is the most important 
item entering into costs. There are only a few firms whose 
organization covers all stages of production, from the 
growing or extraction of the raw material to the sale of the 
finished product. There are a few noticeable instances such 
as the Lever Brothers combine and the Ford Motor Works, 
to mention two very different industries, where the producer 
of finished goods appears to undertake, in his own name or 
through various subsidiaries, practically every stage of pro
duction from the raw material to the finished product ready 
for sale to consumers. As indicated above, most raw material 
or crude products are bought and sold on organized pro
duce markets, marts, or exchanges, and for the individual 
buyer the market may be rightly regarded as a nearly perfect 
market. The amount any individual buyer stands ready to 
purchase has little or no influence on the market price. Of 
course,. a large buyer may have some advantage over smaller 
buyers in so far as it is usual in the case of some products 
for special bargains to be made to cover large lots at one 
time, over long periods, and at special prices. But in general 
the main advantage of the large firm is that its cash resources 
may enable it to buy at a favourable time and hold stocks.1 

The organization of British industry is such that the 
manufacture of finished goods ready for sale is usually 
divided up into several (they may be few or they may be 
many) processes, only one or a few of which are undertaken 
by any one firm or associated concerns. The finished pro
duct of one section of industry is most suitably described as 
an intermediate product when it becomes a raw material or 
semi-manufactured product for another industry, which is 
applying another process required to fit the product for the 
use of final consumers. It is well to notice that it is not 
necessarily the manufacturer who completes the last in time, 
or finishing process, in respect of certain goods, who under
takes the risk of assessing the demand for and the price
fixing for and marketing of the product. In the woollen 
industry, for example, the spinning industry manufactures 
a product which as far as that industry is concerned is a 
finished product, but which becomes raw material for the 

l Burna, op. cit., p. 6. 
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weaving industry. After this industry has completed its 
operations on the product, the cloth is sent to dyers and 
finishers who usually work on a commission basis: The risk 
of the product finding a sale and the price fixing in respect 
of it, is not undertaken by those who apply the last or 
finishing process but by the weaving industry, which takes 
over the final product for marketing. It is also interesting 
to observe that the intermediate product which emerges at 
most of the earlier stages of processing is sold, in general, 
on marts or commodity exchanges or through similar 
organizations, where the price-fixing is automatic or semi~ 
automatic, and mainly outside and beyond the influence of 
any one or a small group of buyers or sellers. There are a 
few notable exceptions to this generalization, such as the 
rayon industry. This is a new industry and in recent years 
it is understood that the number of firms engaged therein 
has been reduced substantially, and one or two may have 
control of such a significant proportion of the total output 
that they are in a position, if they so desire, to exert some 
influence upon the price at which this intermediate product 
is sold. 

In each separate industry it is possible to determine the 
stage when the influence upon price by the individual firm 
becomes possible or likely, and it will differ with almost 
every industry. In general, the firm which undertakes the 
risks of marketing and takes over the product when it is 
completed and ready to be sold through the usual wholesale 
and retail channels to final consumers, is one which on 
account of its proportion of total output or other circum
stances can influence the price at which it is sold to final 
consumers. 

From the above the most useful generalization which can 
be made when analysing the elements which enter into 
the price-fixing process is that the producer who is in a 
position to fix final prices for finished goods purchases his 
raw material, intermediate or semi-manufactured goods, in 
a large market which, for all practical purposes, may be 
described as nearly a perfect market. Such a generalization 
applies to the majority of products entering into British 
industry. 

Semi-Manufactured Goods (or parts). In recent years there 



68 CLASSIFICATION OF COSTS 

has grown up in the engineering industries, particularly the 
motor industry, a system whereby various parts or fittings 
to be incorporated in the finished products are purchased 
by t~e main producer or owner of the assembly plant, from 
smaller specialist firms. The producer who completes the 
final stages or assembly, and undertakes the risks of market
ing and has also, in most cases~ the opportunity of price
fixing, is usually in a very strong bargaining position com
pared with the smaller firms from whom he buys the parts 
or fittings. Some of these small manufacturers may make 
only one part or fitting and it may be suitable for use by a 
single manufacturer. The parts so made would often be 
useless to any other than this particular manufacturer, as 
they may be unsuitable or unusable as components in a 
product designed differently and in production by another 
manufacturer. At first sight it may appear that the buyer 
has complete control of the price to be paid to the sub
producer, and that he is in fact a monopsonist. It is 
possible that in some cases such a situation could arise. In 
practice it is evident that when the main producer is fol

.lowing an aggressive price policy and progressively reducing 
the price of the main product, pressure may be brought upon 
sub-producers to reduce their prices every time a new con
tract is being negotiated. If the sub-producer has set up 
special machinery for the manufacture of these particular 
parts and no others, his bargaining strength is weakened. 
But, on the other hand, the specialist sub-producer cannot 
be replaced easily at short notice, and to that extent he can 
use his awareness of the fact to support his demand for a 
remunerative price for the product. The main producer 
is dependent upon the· sub-producer for maintaining the 
flow of an adequate supply of parts for incorporating into 
the main product. It is understood that some of the main 
pr?ducers rarely use the powers they have to force down the 
pr1ces of parts manufactured by sub-producers, unless at the 
same time they are able to indicate the technical methods by 
which the sub-producer may reduce his costs of production. 
Probably there are not many 'single-liners', as it 1s the object 
of most firms to produce alternative products so that if the 
demand for one fails they can switch over to another with 
the minimum difficulty. 
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Contracts for Supplies. Those producers who fix their 
selling prices in such wise that consumers do not expect them 
to change during a period or season of production, or in 
accordance with trade custom, and normally give a fair 
length of notice before making changes, endeavour to make 
contracts at fixed prices to run over a period or season of 
production. Obviously, in the situation where the pro
ducer, by making contracts, can import some element of 
rigidity into his costs, he is reducing substantially the risks 
of changes in his buying prices upsetting his budget plan .. 
Therefore, it is common in those cases where a producer 
either holds himself out to maintain a fixed price for a season 
or it is customary in the industry to maintain that price, for 
costs to be stabilized over the period by entering into fixed 
contracts for supplies for the season.1 

The answers to the questionnaire show that it is possible 
and quite usual for raw materials to be bought forward at 
fixed prices, but generally the maximum length of period 
will be short and will depend on the season in which the 
crop matures, is shipped, or produced. Often the smaller 
firms purchase their requirements from time to time as 
required, and do not speculate on commodity markets. But, 
as shown above, most industries in which firms can be shown 
to have some control over the price of finished products, 
do not purchase raw materials or crude products but 
materials which have already been subjected to one or more 
processes or are semi-manufactured. The form of con
tract takes many forms ranging from complete rigidity 
to a loose form of arrangement which may make the price 
subject to alterations in the suppliers' costs of raw materials 
and wages. For example, some firms who maintain their 
selling prices unchanged for long periods, are able to make 
contracts extending over as long as three ye~rs for a larg:e 
proportion of their partly processed matenal and semi
manufactured goods. These contracts do not include 
any break clauses nor variations in price of any kind. 
Many firms are able to arrange such contracts, which 
entirely avoid their being faced with increases of costs of 
such materials for a period of three to twelve months.• 

The actual percentage of the total purchases of any one 
1 See App. III, Qq. 35-6. 1 See App. III, Q. :u. 
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firm which are normally the subject of such contracts, varies 
over a wide range dependent, of course, on the custom of the 
industry and those other industries which act as suppliers 
of the partly processed goods. Generally, the more firmly 
fixed the selling price of the final product the greater the 
percentage of partly processed goods for which firm con· 
tracts are made for a period to coincide as nearly as possible 
with the period of production. 

The effect of a system of firm contracts in any industry 
is to throw back upon the suppliers of partly processed goods 
or crude products the greater part of the risk of changes 
in prices. The price-fixing firm is enabled to prepare its 
budget with a fair amount of certainty that it will be free 
from changes in cost in respect of the largest single item 
entering into costs of production. Of course, there is always· 
the risk that over the period prices may fall, in which event 
competitors who have not contracted for supplies may be 
producing at a lower cost if they are able to buy materials 
at a lower rate. In practice the risk is not so serious as that 
to be faced if the price of raw material increases in respect 
of a finished product, the selling price of which is fixed for 
a period. There may not be many firms making the partly 
processed goods having available sufficient capacity to 
accept orders at short notice during the season of production. 
In general the system of contracting runs with the industry 
and nearly all firms making either the finished product or the 
partly· processed product, enter into contractual relations 
each with the other at stated times during the year. 

However firm the rigidity imported into most contracts 
there are in industry, so it is understood, customs and 
amicable arrangements whereby the manufacturer of 
finished products often relieves the producer of partly pro. 
cessed goods, when it is shown that the sub-producers' costs 
have risen so sharply that he cannot fulfil the contract 
without incurring serious loss. ln·these cases it is believed 
that the producer of the finished product takes the decision 
whether or not his enterprise can either bear the increase in 
cost for a period or alternatively can rearrange its prices by 
agreement with the selling agencies. It is not possible to 
support a wide generalization; all depends on the customs 
of the industries. concerned, the personal relationships 
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between the two firms involved, and the size of the increase 
under discussion and the length of time for which the selling 
price of the product has been held out to be unchangeable. 
At the one extreme are some firms who would not consider 
any alterations at all in respect of the prices of any of their 
supplies, and others who make it a custom to relieve their 
sub-producers from almost any sort of difficulties in which 
they find themselves. Obviously, this is partly dependent 
upon the availability of alternative sources of supply and the 
rapidity with which the substitutes for the sub-product can 
be produced and delivered. 

At the time the budget is being framed alternative sources 
of supply are considered by the entrepreneur and if any 
supplying firm has asked for alterations of prices during 
any production period, it may be passed by when contracts 
for a forthcoming period of production are being 
considered. 

Wages of Direct Labour. As we shall see, there are many 
systems of payment of wages which may arise out of the 
custom of the industry or the nature of the work involved.1 

When industrial operations consisted. mainly of manual 
dexterity and skill, and where it was not possible to compute 
easily the actual amount of processing which could be per
formed by an operative in an average day's work, wages were 
generally paid on a time basis and not by the task or piece. 
The method of setting up 'labour standards' was almost 
unknown until recent years, and in any event would have 
been useless when operations and processes were un
standardized. If the selling price need not be fixed until 
the product is completed and it is possible to charge the 
customer a price for the finished article, based upon the cost 
of production plus profit margin, then the entrepreneur is 
not compelled to bear any loss entailed by the efficiency of 
operatives falling below his expectations. But if the price 
of the product, by custom and trade practice, must be fixed 
in advance of the production of the articles then undergoing 
the productive processes, the payment of wages on a time 
basis involves the entrepreneur in additional uncertainty. 
Yet many industries continue to pay time rates of wages, 

l Cf. Cole, Payment of Wages. 
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either voluntarily or by agreement with trade unions, or they 
are fixed by a wages board. In these cases to obviate unfore
seen changes which might affect adversely the producer's 
budget or output plan, it is customary for changes in wages 
rates to be discussed at well-defined intervals. Alternatively, 
if either employers or employees consider that changes in 
wages rates are required, the agreement provides for suitable 
length of notice to be given by one side to the other. This 
notice may be as short as three or six months, in the case of 
some industries, or in others it may be much longer. In 
some cases, but they are rare, changes are not proposed 
oftener than two or three years. In many industries paying 
time rates of wages the weekly rates are made to vary with 
a cost of living index, and in this event the producer in his
budget takes account of alterations of which he has notice 
or such as he can foresee. 

There are a few industries in which employees are not 
members of recognized trade unions or subject to trade 
boards. In these cases the wages are fixed by separate 
bargaining and changes may, therefore, take place at any 
time. 

No matter what the system may be of governing the 
payment of wages calculated on a time basis, it is rare for a 
producer to be in a position to regard his wages rates as 
fixed over an entire season or period of production. ·No 
doubt on an average of a few years the gains and losses on 
budget figures of wages when summed will tend to zero, 
but there are occasions when significant changes may take 
place early in a season of production and be in operation 
a good proportion of t~e period. In this event the producer, 
who is unable or unwilling to alter the selling price of his 
product, is compelled to bear out of profits the whole of the 
increases in wages which may be conceded. Whilst it is no 
part of present purposes to indicate elements making for 
stability: it does seem that a situation as outlined above might 
be eased if negotiations were set on foot to time proposed 
changes in wages rates to coincide with the months in the 
year during which entrepreneurs are forming their expec
tations for a forthcoming season of production.1 

Straight Piece Work. In many industries it has long been 
1 See App. lll, Qq. 37• zz. 
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the custom to remunerate employees according to the 
amount of work which they perform. A rate is set for the 
piece or process or task and subject to the work being 
approved by a foreman or assessor, the rate is paid upon 
all of the work completed without regard to the total amount 
earned in a week and whether it varies significantly from the 
average output per workman or otherwise. In all industries 
some special allowance has generally to be made in respect 
of unusual or specially difficult or new and untried work. 

Piece work does not always bring satisfaction any more 
than does time work, to employers and employees alike. 
From the employers' point of view it often appears necessary 
to review the rates for piece work and to mark them down
wards to give the firm and not the employee the full benefit 
of the speeding-up of machinery and improvements in out
put, which may be in whole or in part attributable to an 
improvement in the factory organization or its conjuncture. 
The workman may restrict his efforts because the piece work 
rates are so high that he is enabled to earn an amount 
sufficient for his requirements and prefers to work at less 
pressure. From the employers' point of view such workmen 
prevent the firm from utilizing its plant capacity in the 
fullest and most economical manner. The workman may 
resist the subdividing of processes on the grounds that such 
subdivision is a device to give occasion for the reconsidera
tion and reduction of piece-work rates, which have been 
found to be highly remunerative to the operative. The 
employer, on the other hand, will maintain that such sub
division is an essential part of an aggressive price policy 
which demands the regular review and reduction of costs 
to enable the product to be sold at a lower price, and to 
reach a wider market. It is possible to discover and 
examine other sources of disharmony where straight piece 
work rates are used to remunerate operatives; but in general 
the greater certainty which it gives to that section of the 
output plan is one of its great merits from the producer's 
point of view. 

Efficiency Bonus System. In the engineering and some other 
industries a system of paying wages has been devised which 
it is claimed divides in some agreed proportion between em
ployer and employee, the cost which is saved when a workman 



74 CLASSIFICATION OF COSTS 

produces more than the average or standard output 
agreed upon. Generally a time rate is fixed as a basic wage, 
upon which is superimposed the efficiency bonus. In some 
cases the basic time rate is fixed in accordance with an index 
of the cost of living, perhaps that for I 9 I 3, and to this is 
added a cost of living bonus which varies with changes in 
the index. The sum of the basic rate and the cost of living 
bonus is the minimum wage in that industry for the length. 
of period agreed upon. Each job or process is then made 
the subject of rate fixing and the time in minutes or hours 
which the work should ideally or normally take is fixed as 
a standard or reference. If the time taken for the piece of 
work exceeds the standard time the workman receives his 
minimum wage or time rate of wages only. It is normally 
expected that most workmen in the factory will complete 
the operation in less than the standard time1 otherwise the 
workman is regarded as inefficient and will be one of the 
first to be dismissed if it is decided to reduce the numbers 
employed. If the operation or work is completed to the 
satisfaction of the fore,:man or supervisor in less than the 
standard time, then the workman is credited with the agreed 
proportion of the time saved, and he is paid for this at the 
agreed rate, which is usually the time rate of wages. 

The satisfaction or otherwise of the parties to the agree
ment depends very much on the rate fixing, i.e. the time 
allowances which are fixed for each operation. Until some 
experience has been gained there is always the possibility 
that the time allowances which have been fixed may have to 
be changed either in favour of or against the workman, and 
friction may result. To avoid contention upon the subject 
many large producers go to a good deal of trouble and 
expense to ensure scientific rate fixing. The procedure is 
somewhat as follows. 

The costing office sets out the plans and drawings of the 
work which has to be done and attaches to the whole job 
or to the separate parts of it, the time allowance or the 
amount of wages estimated and allowed for in the production 
plan. W ell·trained and experienced rat~ fixers are employed 
to take up the drawings and analyse the job into as many 
working parts as fit in with the present organization of that 
section of the factory. Each part is then processed on the 
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machine which the workman will use, by a demonstrator, 
works foreman, or in some cases by the rate-fixer himself. 
A Trade Union representative is often present to watch the 
work proceeding and to check up the time it takes when 
effected by the demonstrator. It is often argued, when con
testing rates which have been fixed in this way, that the rate
fixer or demonstrator is such a skilled and expert man that 
he can effect the operations in a much shorter time than any 
workman normally engaged upon that class of work. To 
overcome this difficulty in part, some producers then allow 
an ordinary workman to work on the job for a week or two 
and then check up his times again at a stage when he has 
become accustomed to the work and performs it in the most 
expeditious manner. As a further concession to the work
man some producers regard the average workman as dis
playing about So per cent or some similar proportion, of the 
efficiency of the demonstrator, and they adjust the time for 
the job suitably. In spite of all these precautions to ensure 
fairness in the rate fixing, difficulties do occur. Quite often 
the workman whose job it is to perform the process regularly, 
develops a dexterity and speed out of all proportion to that 
which was expected, and is materially helped by the works 
organization which has been developed in that section of the 
factory. In this event he may earn such a large efficiency 
bonus that he becomes an object of envy to workmen in other 
sections of the factory who have not been so fortunate. Great 
discontent is inevitable if the rates fixed have to be altered 
to the disadvantage of the workman. Often the manage
ment find a way out of the difficulty by splitting up the pro
cesses on the Job in a different way, or by creating some 
further subdivision. The case for altering the time allowed 
and going through the process of rate fixing again can thus 
often be substantiated and the workman satisfied. In fact, 
where we find these systems in operation the planning 
department carries on continuous experiments to get greater 
efficiency by redesigning plant, machinery and tools, and 
subdividing or rearranging processes. 

The marginal workman is obviously the one (or a number 
of them) out of a group of workmen engaged on the same 
kind of work, who earns zero or the smallest amount of 
efficiency bonus. These are the workmen who when 
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employment is being reduced, are most likely to be dismissed. 
The employer is provided with a ready measure of the 
average volume of output of each employee over the period, 
and those who habitually fail to earn the average amount 
of efficiency bonus are obviously the least productive. From 
the producer's point of view their output' is insufficient to 
justify the expens~ve equipment which is provided, as the 
fullest use is not being made of its capacity. Generally, in 
these industries the cost of the conjuncture in which the 
employees are working is high in relation to the cost of the 
material and labour applied to it to produce the finished 
product. It is to the producer's interest to pay higher wages 
for high output to ensure that plant costs are spread thinly 
over a large output. If the fullest and most efficient use 
of the factory layout, plant, and machinery is not ensured 
the smaller output could probably have been obtained by 
using less expensive machinery and adopting a slower speed 
of production. When forming his expectations for the 
forthcoming season or period of production, the entre
preneur takes into account the volume of skilled labour 
available, and examines the state of the reserves upon which 
he can draw. Generally, some kind of trai_ning scheme or 
apprenticeship is made an integral part of the factory 
organization in all those industries where a fair amount of 
skill and precision is required. This will provide a reserve 
for the replacement of ordinary vacancies arising from 
natural causes, and to expand production as and when 
required. There is in existence a kind of labour preference 
for certain firms in an industry mainly on account of the 
methods in operation in the factory and the general con
ditions under which work is performed, as well as the average 
earnings upon which the workmen are able to rely upon over 
a period. 

The amount of wages which must enter into the budget 
in respect of the various processes, is in most cases the 
least certain element in the plan. In formulating his expec
tations the entrepreneur allows for foreseen changes in 
wages rates and efficiency. Allowance is also made for 
technical changes in the design and layout of machinery 
which may speed up operations and alter wages costs. Many 
changes may be seen in the large, if not in detail. Surprising 
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changes may take place in the detailed costs of processing, 
but in many industries experience shows that in any normal 
period of production the savings by improvements and the 
losses by inefficiencies tend to cancel out. 

Standard costing, which is the system most generally used 
by those entrepreneurs who have some control over prices, 
enables them to discover possibilities of importing a certain 
plasticity into wages costs. The use of standard costs for 
price-fixing necessitates the setting up of labour standards, 
and the same standards of efficiency in operation may be 
used for providing the basis of the payment of wages, by 
means of an efficiency bonus scheme, 

We have already noticed that raw material and semi
manufactured goods purchased and wages of direct labour 
make up the entrepreneur's concept of prime cost. In each 
case the costs under these two headings are directly variable, 
or nearly proportionately variable, with the volume of 
output. Certainly they are proportionately variable over 
the probable range of output between certain minimum and 
maximum amounts which is assumed by the entrepreneur 
when forming his expectations. 

In many industries the cost of plant operation has in
creased gradually and substantially during the last few years, 
whilst the cost of direct labour has declined, often at a 
greater rate. This applies particularly to the newer indus
tries where the methods of production change rapidly and 
manual work is taken over by machines. Processes have 
been multiplied and capital deepened to produce articles on 
a larger scale and at a smaller total cost. Mor<:over, in 
some of the newer industries frequent changes are made in 
the design or shape of the product1 and these often necessitate 
the redesigning of machinery. This may be contrasted 
sharply with the situation in the older industries, such as 
the woollen industry, in which changes in the methods of 
production and the design and speed of machinery only 
take place very slowly. The changes which do take place 
affect in only small measure the total cost of producti?n, 
whereas in the newer industries the methods of productiOn 
may be revolutionized by the redesigning or speeding up of 

1 An aaaesement of the effects of some of these changes in design and style is made by 
Burnt, op. cit., p. 407. 
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machinery. In some notable instances costs of production 
are so altered by revolutionary changes in processes that 
machinery has to be scrapped and new plant installed at very 
short intervals. 

In those industries in which changes are slow and replace
ment of machinery only takes place at long intervals, all the 
costs, other than direct costs which are incurred in the 
factory, may be suitably described as works oncost, and 
spread over the products undergoing the various processes 
by the calculation of a machine hour rate or departmental 
oncost rate. 

But in those cases where plant has to be taken out and 
redesigned periodically, or where the preliminary costs of 
setting up machinery for a run or through-put of products 
is substantial, it is more suitable to distinguish between 
these costs and those of actually operating the plant. It is 
amongst these items included by the producer in works 
oncost, that there is found to be the utmost difficulty in 
distinguishing the proportion which is variable with output 
(though not necessarily proportionately variable) and the 
proportion which is fixed irrespective of changes in volume 
of output. There is little possibility of making any accurate 
assessment of the relative proportions without a detailed 
examination of all the costs which producers usually include 
under the heading of works oncost. 

Plant Operation. That section of works oncost which 
relates to the operation of the plant, power, repairs and 
renewals, and wear and tear, is variable to some extent with 
output. It will not be easy for any entrepreneur to indicate 
precisely those parts which are variable with output and 
those which are fixed irrespective of output, without a 
detailed examination of each item of cost. There are many 
industries where the costs of operation of plant, power, 
indirect labour, &c., can be reduced almost in the same 
proportion as the reduction in output. There are other 
mdustries where a reduction in output can be effected by 
dosing a more or less self-contained or complete section of 
the plant. For example, a woollen mill may be able to close 
down a weaving shed and start it up again at will. The 
greater part of the costs of operating that section may be 
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avoided. In industries where a closing down of a section 
is technically possible, a significant proportion of the items 
included in works oncost is avoidable and to that extent 
that part of cost is prime cost. 

A similar result is obtainable by analysing indirect labour, 
costs of supervision, repairs and renewals, and wear and 
tear in use of the machinery, as distinguished from loss of 
value by lapse of time. 

Depreciation and Wear and Tear. In the case of industries 
employing fixed plant and machinery which has a long and 
useful life, and in which industries no rapid technical changes 
normally take place, the entrepreneur uses conventional 
methods for determining the amount to be charged against 
costs in any particular period of production. 

In the older industries particularly, the fixed plant is not 
often replaced until it has become so old that it is subject 
to frequent stoppages for repairs and renewals. The usual 
practice is to include in costs, generally as part of the global 
figure of works oncost, either a fixed percentage on the 
original capital cost or a fixed percentage on the diminishing 
balance of the asset. In either case the intention is to reduce 
the book value to nil or to scrap value by writing-off a series 
of instalments each year for a number of years, at the end 
of which it is expected that it will be necessary to make a 
replacement.l 

The actual amount imputed to costs when spread over 
the number of units produced, may or may not be significant 
according to the amount of fixed machinery used and the 
volume and value of the product. In any event, of the two 
conventional methods most in use there is usually only a 
very slight difference made to costs by adopting one method 
instead of the other. Their respective merits need not detain 
us here; nor is there much point in attempting to distinguish 
between that part of depreciation which is due to a mere 
effiuxion of time, and that which is wear and tear attributable 
to the volume of output. In few industries only would 
such a distinction have much interest at the present 
time. 

Of far greater importance is the consideration of obsoles
cence and premature abandonment. A producer may 

1 See App. III, Q. 40. 
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decide that machinery is obsolete and replace it for some of 
the following reasons: 

(a) Because its useful life may be nearing its close and the 
opportunity may arise to acquire new machinery of 
the same kind at favourable prices. 

(b) Improvements or inventions may combine into one 
what were formerly separate processes, or, as is more 
often the case, processes may be subdivided and two 
or more machines may take the place of one. 

(c) Rival producers may have recently replaced their 
plant and it may have become known that operating 
costs have been reduced thereby. In that event a 
producer may wish to bring his costs nearer the level 
of his rivals. 

(d) It may be necessary to replace old machinery which 
is not capable of producing new types of products, 
to meet changes which have taken place in consumers, 
tastes. 

Without detailed reports from a very large number of 
firms it may be somewhat hazardous to generalize by saying 

, that of late years the newer industries, and particularly those 
which have adopted some form of standardized or mass
production, find it necessary to scrap machinery and replace 
it a considerable time before it is worn out; it could probably 
render useful service for many years.1 In some industries 
the technique and. methods of production ·undergo ex
ceedingly rapid changes. In particular, the newer products 
are first manufactured in small numbers by methods which 
may have become conventional in ancillary trades. The 
producer himself, and the machine making industry, are 
continuously experimenting on the design of machinery, 
with the result that there are periodical changes in design 
and speed. Moreover, nearly all firms start business in a 
small way and as they grow they often find it cheaper to 
scrap a small layout of plant entirely and to set out with an 
entirely new unit of equipment. In these cases the loss 
caused by the premature abandonment is. imputed to· the 
products produced over one or more production periods. 
Undoubtedly, if the producer when forming his expecta
tions for a production period ahead, envisages the replace-

1 See App. Ill, Q. 41. 
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ment of certain plant during the production period, he 
includes some or the whole of it in costs of production. In 
some instances some average annual rate of cost of replace
ments may be employed, or occasionally such items may be 
excluded from costs and the amount written.off from 
unappropriated profits. 

In the case of some large concerns having a large volume 
of fixed plant it has become usual in recent years for them to 
appropriate from profit a varying sum each year. instead of 
taking a fixed percentage on the capital cost or on the 
diminishing balance to cover depreciation and obsolescence 
as well. This gives the concern the opportunity of 
reviewing its plant account each year, and in effect re
valuing it at the beginning of each production period, 
and may enable the annual alteration in value to be calcu
lated more closely. On the other hand, such a policy may 
lead to an under assessment of the amount of loss in value 
which has occurred in use in respect of a period when profits 
are low and the appropriations have to be reduced. Such 
treatment may affect the basis on which that part of the cost 
of production is calculated, and in the extreme case wear 
and tear might be excluded from costs altogether. 

It is possible that there may be some confusion about the 
practice of immediately writing-off the short period plant 
and the provision to be made in accounts for premature 
abandonment of fixed machinery. The rapid writing-off of 
short period plant only applies in those industries where 
producers have come to regard certain operative or moving 
parts of the machinery as having the character of loose tools, 
which are quickly worn out. Certain it is that much short 
period plant is scrapped before the end of its useful life, 
but much of it is redesigned and may be used again. It is 
the general practice of industries now using this sort of 
plant to treat it at the outset as a rapidly wasting asset, and 
the producer can gauge fairly well the approximate short 
period for which it will be used and provide for its replace
ment at the end of that time. The term 'premature abandon
ment' might well be used in respect of permanent fixed plant 
which when purchased is intended and expected to have a 
long and useful life. Up to the date of purchase technical 
advance in that industry has usually been slow or fairly well-

478:.1 G 
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defined and never revolutionary. Most industries at some 
time in their existence have continued for long periods 
subject to very small changes in methods of production or 
speed of machinery. Then at some stage in each of many 
industries there comes a time when some revolutionary 
change takes place and speed of machinery may be increased 
significantly, and the costs of production, using old types of 
machinery, very much out ofline with the newer types being 
used by some firms in the industry. It is in these instances 
that the necessity of premature abandonment arises. Some 
industries may be subject to its effects only on one or two 
occasions in a long history. Others in the last twenty years 
have been subject to rapid changes every five or ten years, 
and producers expect or can foresee further changes. It is 
in these industries that the necessity for premature abandon~
ment of fixed machinery arises.1 

· To meet such foreseen changes the producer may set 
aside a reserve from profits ; in many cases he will include 
the whole or some proportion of the amount involved in 
either works oncost or general overhead expenses. The 
amounts to be provided under this heading in some indus
tries, in the future, may well be considerable. 

It may not be out of place to mention here the controversy 
which often arises about the adequacy or otherwise of 
allowances for wear and tear and obsolescence in Income 
Tax computations. It is well known that rates for wear and 
tear are agreed with various Trade Associations or fixed by 
the Commissioners, in respect of certain types of fixed plant 
and machinery. It is generally understood that the allow~ 
ance which is made in computations in respect of the 
replacement of obsolete plant covers, in theory, the capital 
loss which is incurred by the producer. But this is not so 
in all cases, and there are circumstances in which the figure 
of notional profit on which Income T~x is assessed, is in 
excess of the amount which a producer regards as the net 
figure. The loss entailed by premature abandonment or the 
scrapping of any plant is only allowable in Income Tax 
computations in the case where the asset is replaced. If a 
business closes down and there is a difference between the 
written-down value of the assets and the price realized on 

t See App. III, Q. 43· 
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sale, the resulting difference is obviously a loss arising out of 
the operations of the company, taken over the whole period 
of its existence. The profits earned, if any, over the whole 
period of its existence have been overstated by that amount, 
and had the correct rates of depreciation, obsolescence and 
loss in value been foreseen and applied to the wr~ting-down 
of the assets involved, the profits shown in each of the 
preceding years would have been much less. It does occur 
in practice that many items of fixed plant are not replaced, 
and in that event the producer loses the obsolescence 
allowance. 

Many instances are known where the new plant purchased 
costs more than the obsolete plant cost on its first being 
acquired. In that event the allowance for replacements 
made in Income Tax computations is restricted to the 
written-down value of the old plant. The cost of the new 
plant is capitalized and wear and tear rates are applied to it 
so that the amount of replacement may be recovered ulti· 
mately in annual instalments or upon the next replacement. 
The period of deferment, in some cases, may be a long time. 
As an example, in a production period a producer may buy 
a new machine costing£ I 2 5, to replace one which some five 
years ago cost £I oo. The written-down value of the latter 
for income-tax purposes, assuming wear and tear at I o per 
cent per annum on the written-down value, would be £6o 
and in income-tax computations, assuming the old machine 
was scrapped and realized nothing on sale, the allowance 
would be £6o. The new asset would be capitalized at £r2 5 
and wear and tear rates applied to it, until it would be 
written-down to a nominal value, if not replaced in the 
meantime. If a replacement costs less than the old plant, 
the allowance is an amount which is equivalent to the 
written-down value or the cost of the replacement, whichever 
is the less. 

In general, producers say that they would prefer to have 
higher rates of annual allowance for wear and tear, which 
take into account the fact that machinery is now replaced 
much oftener than it used to be, so that instead of having a 
large allowance in the year of replacement, the allowance is 
spread more evenly over the actual life of the asset. In 
some cases adjustments of the rates have been made to give 
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effect to this contention, and it is possible that in the future 
attempts may be made to calculate obsolescence which can be. 
foreseen, and to increase the annual allowance for wear and 
tear, 

Preliminary Costs of Setting up Machinery, &c. In the en
gineering and similar industries where mass or standardized 
production though not as far advanced as in some other 
countries, is becoming usual, a very large and significant 
item in a producer's costs is that which falls under the above 
heading. As previously indicated, machinery capable of 
forming shapes, sizes, and designs in metal and other 
materials, needs to be set up and fitted anew whenever there 
is the smallest alteration in size or shape of the product. 
In some industries these alterations by custom, changes in 
consumers' tastes, and the inventiveness of producers, are 
made at very short intervals, sometimes every one or two 
years. 

The machinery used for these processes is capable of being 
physically divided into two parts. One part consists of a 
fixed base or 'stock' which is embedded or securely fixed 
(in a manner intended to be permanent) to the premises, and 
is intended to remain in use for a long period of time, which 
may be fifteen or twenty years or more. This part of the 
machinery is regarded by producers as fixed capital; in the 
same way that all machinery of long life is regarded by pro
ducers in the older industries. Upon the stock or base is 

· fitted a detachable 'head' which can be removed and another 
one fitted to the stock in a comparatively short time. These 
'heads' are the operative or working part of the machine 
and these are the parts which may require frequent change. 
In particular, it may be possible to redesign a working part 
to alter the speed of operation. In many cases it will be 
necessary to alter the design of this operative part in many 
respects whenever there is a change in the shape or weight 
or design of that part of the product. 
. In some large factories these heads are removed at very 

short intervals either for re-setting or re-designing as re
quired, and a separate department is set up in the factory 
for the purpose. In the case of smaller factories the head 
may be sent away to machine makers or it may be scrapped 
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altogether and replaced by a new one. In some factories 
continuous observation and experiment is undertaken in an 
endeavour to improve the speed or capacity of the operative 
part of the machinery, and to reduce dependence on the 
human element to the minimum. It is understood that the 
present standard of accuracy of this type of machinery is 
already more than adequate for all normal purposes, and it 
is not in this direction that advance is likely to be sought. 
But speed of operation and additional processing to improve 
the quality of the product or to reduce labour costs, are the 
main objectives of producers. In the main the problem is 
to design simple and faster loading and feeding arrange
ments to reduce idle or non-operating time. Further 
improvements are also sought in the removal of processed 
material. 

As production tends to be centred more in the expensive 
machine-using industries, this element entering into costs 
of production and the proportion which it comprises of total 
cost, will be important. 

At the present this item of costs is of supreme importance 
in only a few industries, but in some it may represent as 
much as 5 per cent to ro per cent of the total cost of the 
product.t Obviously the cost of supplying, re-designing, 
and rebuilding short period plant of this kind must be 
recovered in costs over a very short period. In some indus
tries it is known that its cost is written-off either in the year 
or season of production in which it is made or purchased, 
or at most over two or three years to coincide with the life
time of the product for which it is used. In a sense it has 
very much the same nature as the loose tools and small hand 
equipment of the older industries. Such implements are 
subject to rapid wastage and are normally revalued at the 
end of each production period and the wastage written-off 
against profit, and of course, included in costs of production. 
But whereas the survivors amongst loose tools have a value 
in use, surviving specialized machinery or equipment may 
still have a long working life but be utterly useless for 
making a new style of product which is taking the place of 
one which has been discontinued. When the 'head' of the 
machinery cannot be re-designed to suit the new product, 

1 See App. III, Q. 39· 
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and this often happens, its value as scrap is negligible. In 
these cases the producer includes the whole cost of this kind 
of plant in his costs for the period or season of production. 
This special treatment of short period plant shows very 
clearly the difference between modern and older methods of 
production, and present and past styles and designs of pro
ducts. Only a few years ago most machinery then in use 
was deemed to have a life of fifteen or twenty years. The 
original capital cost was spread over costs by such an annual 
charge for wear and tear or depreciation as would reduce its 
value to nil at the end of its long and useful life. The cost 
of short period plant to be provided may be a substantial 
item in total costs; the amount to be included in costs of 
production in any one. period of production will depend upon 
the expected lifetime of the style or design of product. 

The cost of short period plant proposed to be used during 
the season may be regarded as variable when the budget or 
output plan is under consideration. In forming his expec
tations the producer can treat it as such, for in general its 
amount can be made to vary with the output which is being 
planned. The proportions of a variety of styles or designs 
of products decided upon will determine the type and 
amount of additional short period plant required, the amount 
on hand which may be continued in use, and the amount to 
be scrapped. There are a variety of methods of production 
open to him, and until a decision is made upon the quantity 
of output expected there are no charges, in respect of that 
part of plant and m~chinery, which are actually running 
against him or are fixed irrespective of his decisions. If the 
decision was made to produce zero output all the costs of 
providing short-period plant for making a product would be 
avoidable. · 

But once production is decided upon the purchase or 
manufacture of this machinery is required, and the plant 
must be set-up in such a form that it will be capable of pro
ducing normal output without stress or ·strain. In this 
situation a very large proportion of the short period plant 
and setting-up costs is fixed whatever the scale of output 
may be. It is clear that to make even a few units of a product 
all these costs have to be. incurred, yet once production is 
commenced an enormous number of units may pass through 
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the process without requiring any alteration, and the ex
penditure of additional costs. The crucial decision is the 
amount of output which can be expected and for which the 
plant is about to be set-up. Obviously, the amount of short 
period plant either required or profitable to use varies with 
scales of output which may be wide apart. The actual 
number of processes and the layout can be varied at any 
time before the setting-up takes place; it is usually difficult 
to vary either significantly during a period of production, 
that is. after the decision has once been made. There are 
methods of adjusting costs in other ways which may be 
open to the producer in some but not in all industries. For 
example, when dies for a heavy press are prepared and set 
in position the press is capable of turning out an enormous 
number of units of product before any further re-setting is 
required. Therefore, if the producer estimates that twenty 
thousand units of the product will pass through that press 
during the period of production, the total setting-up costs 
when spread over that number of units will be much smaller 
than if spread over a smaller figure such as ten or fifteen 
thousand. 

If he knew at the beginning of the period that he could 
not seii the larger number of units of product, he might have 
laid out his plant differently or purchased the required parts 
from outside suppliers, or less costly presses might have been 
used. In a mixed factory a different type of product may 
be required before the maximum possible run on one type 
is completed, and the cost of the first setting-up is not 
covered by the amount budgeted per unit of that product. 
These 'short settings', as they are called, are an important 
item of loss in a factory making mixed types of product or 
different designs of products, particularly where the product 
is bulky and storage impossible or inconvenient. This is 
perhaps a partial explanation of the higher cost of some 
articles mass-produced in this country compared with that 
of other countries such as the United States. There the 
horne market for most products is very much larger and 
many things are truly standardized. The volume of through
put of any particular type or design is much greater than is 
possible in British factories, which are organized on a mixed 
basis. In Britain the through-put is rarely large enough to 
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make full use of the output which is technically possible 
from some specialized machinery. The setting-up costs 
are spread over a smaller volume of output and the cost 
of processing each unit passing through that part of the 
plant is thereby much higher than the 'ideal' cost of products 
processed in that particular manner. 

For the purposes of economic analysis of the short period, 
and for most purposes, these preliminary costs of setting-up 
should be regarded as fixed costs once production is in pro
gress. Normally in industries of this type the producer 
manufactures a significant proportion of the total output of 
the industry, and only in the exceptional cases of a few 
industries subject to violent fluctuations, is there any real 
difficulty in attaining an output closely approximating the 
budget figure. But as the selling price in these industries is 
normally fixed in advance and is maintained for a fp.ll year 
or season of production, any deviation of actual from 
budgeted output is likely to have a serious effect on nett 
profits. This arises mainly on account of the high propor
tion of total cost .which becomes fixed when production is 
commenced. If the expected through-put is exceeded 
profits rise significantly, and conversely; if the actual 
through-put is lower than the expected through-put profits 
fall significantly, . . 

These conditions will apply to all industries which make 
use of large aggregates of short-period machineryJ With 
the technical changes in industry and the shift to machine 
production, the importance of long straight runs of through
put will increase. The organization of such industries will 
require close attention if they continue their policy of pro
viding mixed types of product in the same factory, for the 
proportion in which these mixed products are sold and the 
arrangements made in respect of delivery dates, often 
determine the extent of 'short settings' and add appreciably 
to the difficulty of budgeting in an output plan. 

Establishment and General Expenses. In most industries 
this part of production cost is only a small proportion of the 
total cost of the finished product. It embraces such items 
as rent, rates, salaries, office, and administrative expenses. 
Sometimes normal selling costs, that is the amount usually 
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expended on travellers' salaries and commissions, advertising 
printing catalogues, &c., are included, though where th~ 
channels through which the goods are sold are such that 
this item of expense is a significant part of the total expenses, 
they may be separately computed. Some very large pro
ducers expend only 5 per cent or less of their total costs on 
the above items. The exact proportion differs widely, mainly 
dependent upon whether the product is an old or a new one 
and the unit value. In general, the proportion is small com
pared with prime costs and cost of operation of plant. In 
deciding the scale of output the producer does not attach 
much weight to the amount of his establishment charges. 

Costs of Production. The items comprised in prime cost, 
works oncost, and overhead costs or office costs, make up 
the total costs of production. When the term is used by a 
producer it does not include any margin for profit. For the 
purposes of economic analysis the concept of costs of pro
duction often includes an addition for the usual or normal 
rate of profit which an entrepreneur expects to earn, and the 
non-receipt of which may cause him to cease to function as a 
producer. Such a concept has proved very useful in econo
mic analysis, but it must not be confused with the entre
preneur's concept of the same name. If an entrepreneur is 
asked whether or not in certain circumstances he will reduce 
his selling price below costs of production, he will have in 
mind the idea of selling at a loss; that is, below the actual 
out-of-pocket payments for costs. Obviously, this is a very 
different result than that which would follow upon a reduc
tion of selling price below costs of production which included 
profit in the concept. In that case the action might result 
only in a reduction of profit below that normally obtained, 
and not necessarily in an actual loss. This is obviously very 
different from deliberately deciding to pay away more in 
expenses than the amount received on sale of the product. 
The producer himself makes a clear-cut distinction between 
actual computed costs of production and the surplus or 
residue expected or realized on the sale of the product. 

It is interesting to observe that in the Fourth Report of 
the Select Committee on National Expenditure, the pro
ducer's concept of costs of production has been adopted, 
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and profits are not included in costs, not even that part of 
profit which is normal and which may be expected and 
required to keep the entrepreneur in business.1 

Interest on Capital. There is no settled practice amongst 
firms in connection with the treatment of interest on capital 
employed in the business. Some firms include interest on 
the fixed capital employed in all processes, and a few occa
sionally add interest on floating capital in respect of raw 
materials kept in stock. · 

It is quite usual in many industries to include interest in 
computing machine hour rates .. Without a detailed exami
nation of costs it is not possible to discover whether interest 
is or is not included in the costs of production of any 
particular product. 

In the Scheme of Cost Investigation recently agreed 
between various Government Supply Departments and the 
National Internal Combustion Engine Manufacturerst 
Association, there does not appear to be any pro\'ision for 
including interest on capital as part of costs of production. 
It is not mentioned specifically, but as the costing has to be 
reconciled with the annual Profit and Loss Account it seems 
clear that it is contemplated that producers shall be unable 
to include in cost any charge for interest on the capital 
employed in production. As this scheme applies to Govern
ment contracts in which there is a term to the effect that the 
contract price shall be a reasonable price to be mutually · 
agreed, having regard to costs, it might have been expected 
that interest would be included to give effect to the different 
capital structure of the firms concerned. On the other 
hand, it might make the comparison of costs more difficult. 

For normal pricing purposes the inclusion of interest on 
capital in costs is extremely useful, particularly when pro
cesses are effected by very expensive items of plant. The 
interest charge may be a substantial proportion of the · 
machine process, and may be a consideration in the decision 
to use that process, or some other, which may require a 
larger or smaller capital outlay. 

Where this comparison is not required there is not much 
point in applying interest rates, and in all those cases where 

1 Select CoiOIIlittee, 4th Report Part II, ii, 'Coats and Costings'. 
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the cost of capital involved in processes does not vary sig
nificantly between one machine and another, an interest 
charge is not usually included in costs by the producer. 

The Plasticity of Costs. Discussions with business men 
supported substantially by the answers to the questionnaire, 1 

suggest that in some industries, particularly the newer 
industries, there are many opportunities of varying costs by 
conducting research into processes and machine operations. 
The cost conditions of industries fall into two main classes: 

( 1) Industries which may be called the older industries, 
where the rate of technical advance has seemed, for all 
practical purposes, to tend to zero; and 

(2) The newer industries where methods of production 
and machine operation change rapidly and are deemed 
to be capable of alteration or improvement. 

The older industries, such as the woollen and worsted 
industries and cotton industry, have to some extent settled 
down to a routine or method of production which does not 
change very much over a number of years. In these indus
tries the costs of production incurred by an individual firm 
cannot be varied significantly during a season of production 
by methods which are open to the newer industries. Whilst 
the making up of a budget or output plan in respect of costs 
is easier in the older industries, should any significant altera
tion in cost of raw material or rates of wages increase the 
total cost, there is no opportunity of off-setting this increase 
by changes in methods of production. Inevitably, as will 

· be noticed later, such changes in cost are, subject to the 
conditions of demand, fairly quickly translated into increased 
prices quoted for future deliveries. It is also noteworthy 
that in such industries where methods of production do not 
change rapidly, the industries are usually many-firm indus
tries, and it is rare to find one in which one or a very few 
firms control a significant proportion of total output. In 
the newer and rapidly developing industries, such as the 
motor industry and those making use of mass-production 
methods or expensive machine processes, there seems to be 
great opportunity for adjusting costs by rearranging pro
cesses and methods of production. It is in many of these 

1 See App. III, Q. 31. 
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· industries that we find selling prices rigidly.fixed for a season 
of production, and in these cases it seems obvious that a 
producer· must have some method or opportunity of smooth
ing out costs and minimizing the deviations of actual costs 
from standard or expected costs. Ifdeviations are observed 
in respect of any item of costs or expense of processing, 
research is undertaken immediately into some of the pro
cesses which offer the prospect of a reduction in cost. The 
methods adopted in practice vary according to the nature 
of the processes, but often take one of the following forms: 

(a) Omitting some unnecessary process or operation. 
Many of the processes may have remained unaltered for 
some time and a detailed examination may show the possi
bility of omitting some minor process which is not essential 
to the quality or finishing of the product. Such a process 
under the. methods of production for which it was designed 
may have become usual and not have been subject to review 
for some little time. It is only when special attention is 
drawn to some change in costs that a review will appear 
necessary, and will be undertaken. Many entrepreneurs 
state that all processes are reviewed from time to time, but 
the problem is always more thoroughly explored in response 
to some stimulus. 

(b) Investigation often shows that one or more processes 
are capable of being divided and more conveniently arranged 
for speed or flow of production. This may always be under 
review but does not receive the same attention as it does 
when bottle-necks have appeared, and need to be overcome 
to maintain the flow of production. 

(c) In case of necessity during a season of production, 
the possibility of speeding up the machinery or the operators 
may be explored and may be adopted, if only as a temporary 

. arrangement to smooth out advances in costs of other or the 
same operations. This is not possible in a number of indus
tries .where the limits of technical advance may have been 
achieved. But there is still scope for improvement in 
feeding and loading arrangements. 

(d) In many industries it is possible to smooth out costs 
by omitting part of or reducing the quantity of the raw 
material incorporated in the product. This will apply to 
those industries where a small variation in the quantity of 
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one or two expensive ingredients will show a substantial 
saving in cost. It will not normally be undertaken by firms, 
but only in cases where the price of the product cannot be 
altered for some time and it is necessary meantime to smooth 
out total cost to bring it into closer conformity with the 
standard cost. 

(e) Producers are at all times active in tightening control 
to reduce waste of raw material in cutting and shaping, and 
to minimize the amount of spoilt work at various stages of 
the processing. It is often the case that many firms, when 
stimulated to increase such activities by the knowledge that 
costs are diverging from the standard, often find that 
increased savings are possible. The costs of more strict 
and rigid control may be substantially less than the savings 
efFected by the elimination of waste. 

U) As a last resort some firms may be able to alter piece 
work rates of wages or efficiency bonus payable, put unless 
processes are subdivided or some' rearrangement of methods 
of production is undertaken, such changes would meet with 
resistance and are not generally used or regarded as useful 
for smoothing out costs. · 

(g) Sometimes the firm itself designs new and faster 
machinery to replace machinery which is causing some 
bottle-neck in the flow of production, and by reason of which 
costs may have increased. Obviously the possibilities are 
limited in the case of some industries, but in others the 
methods of production may be such that given the stimulus, 
efForts will be centred on this aspect of production. 

(h) There are periods of production in which some pro
ducers find that their actual costs, upon a test being made, 
are found to be lower than the standard costs assumed for 
the purposes of the budget. In that event the policy may 
be to add to the quality, processing or finishing of the 
product. But in general such savings are added to profit. 



VI 

MARGINAL COSTS 

Genf!ral. In the conventional analysis of the equili
brium of the firm1 one necessary condition is that the 
output produced is an amount the marginal cost of which is 
equal to the marginal revenue. It will be interesting, 
therefore, to consider whether or not the producer has any 
knowledge of such a precise concept, and if he has, whether 
he uses it explicitly in deciding the price at which he will 
sell the output which he proposes to produce. If he has no 
knowledge of the concept as such, but uses other methods, 
is it possible that they lead implicitly to this necessary con
dition of equilibrium ? The answers to these questions will 
be of the utmost assistance in assessing the value· either of 
the conventional analysis itself or of proposed modifications. 

All the indications are to the effect that of the large 
number of producers which goes to make up British industry 
very few indeed have any knowledge of economic concepts 
and the term 'marginal' cost does not convey any meaning 
to them.z ~ertainly there are a few large producers who 
have in their employ persons with training in economics, 
and occasionally one does meet an instance of the meaning 
being understood and the term actually applied and used in 
the conduct of the business. But such a situation is ex
ceedingly rare, for such employees are not normally charged 
with the direction of price policy. 

Nearly all producers are aware that included in the total 
cost of production there is almost always some one or more 
elements of cost which are fixed or not variable propor· 
tionately with the volume of output. This is, of course, the 
substance of the concept of marginal cost. It may be 
correctly described as the addition to total cost occasioned 
by the expansion of output by the production of an addi
tional unit of product. Obviously if this additional amount 
is different from average costs there must be some item used 
in the computation of the average cost per unit, which does 

1 J. Robinson and E. H. Chamberlin, op. cit.. 
I R. L. Hall and C. J. Hitth, op. cit. 
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not change in direct proportion to the change in the volume 
of output. Knowledge of this fact is clearly before the 
producer when he is forming his expectations. Such aware
ness need not take the precise form of computing the actual 
marginal cost, though this is quite common and presents no 
unusual difficulties at some stages of output. It may take 
the form of comparing average costs at different scales of 

. output, which giving weight to the fixed item in the total 
costs, fall as output is increased from zero onwards up to 
'normal' or sometimes up to a comfortable maximum output. 
Awareness of the fixed element in total costs usually takes 
this form in small and medium sized manufacturing enter
prises where only the smallest attention is given to cost 
control and the formulation of production plans. In the 
larger enterprises definite calculations are often made of the 
additional cost of producing further units of the product 
beyond a certain minimum output, if only as a check upon 
the fixed and variable elements in costs. 

It proved difficult to draw a question to bring out informa
tion about marginal costs from entrepreneurs. Discussions 
with many business men confirmed that to use the term 
would be useless as few entrepreneurs would be able even 
to guess what it meant. It was decided to present the ques
tion in a form as practical as possible, but yet having some 
regard to the precise nature of the concept. Very few 
answers to the question (33) show that its importance has 
been grasped by those who have replied to it. This may be 
partly because a little extra output, say something of the 
order of 5 per cent above normal, does not convey very much 
to an entrepreneur. His output may vary by 10 per cent 
or 15 per cent above or below normal, and the marginal 
cost may not vary significant_ly .over that rang~ of outpu~. 
Of the replies the large maJority show that If output IS 
increased by about 5 per cent, the only additional .cost in
curred is that in respect of direct labour and matertal only. 
Some have marked their answers 'no extra cost' and others 
'direct labour and material only alter and these propor
tionately', which is interpreted as meaning that within that 
range of output their marginal cost does not change. 

If the entrepreneur distinguishes between fixe~ ~nd 
variable costs, he uses his knowledge on two distmct 
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occasions and for two special purposes, which are of im~ 
portance in his price pohcy: . 

(a) When forming his expectations upon the prepara .. 
tion of the budget or output plan; and . .· 

(b) during the course of the production period. 
In the first place he applies the weight he gives to the 

relative importance of these two sections of his costs, in 
deciding the output he will attempt to achieve and the 
method, being one of a variety of methods available of 
achieving it. Secondly, once the decision has been made he 
uses every endeavour, as shown previously, to effect any 
adjustments which may be required, and which may be 
possible, during the period of production so that the actual 
costs are kept closely to expected costs. . 

As it is amongst the variable costs alone that elements · 
are to be found which cause changes in marginal costs, it is 
proposed to examine them in detail to discover in what way 
they usually vary. 

Discussions with entrepreneurs confirm that marginal 
cost varies with output in a regular pattern: 

(1) It may be assumed to fall at first from zero output, 
until. a certain minimum output has been reached, 
For scales of output wide apart different buying prices 
of raw material and division of labour and processes 
.are possible. In practice the choice of scale for any 
one production period is fixed between limits not 
very wide apart. It is rarely necessary to consider 
outputs very much below 'normal'. 

( 2) There is a range of output starting from a point as 
much as 10 per cent or I 5 per cent below 'normal• 
output to a point as much above 'normal' output, over. 
which marginal cost is fairly constant. The lower 
point is regarded as a minimum volume of output 
below which marginal cost would rise rapidly if pro
duction were continued with the same layout of plant 
and the same division of labour as that assumed for. 
the purposes of the budget or output plan. The 
point above 'normal' output may be regarded as the, 
comfortable maximum output which can be reached 
without stress or strain upon the plant and labour 
employed. 
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(3) Marginal costs rise (sometimes very rapidly) as out

put exceeds the comfortable maximum working 
capacity of the plant and equipment and the labour 
employed. 

We observe from the questionnaire that industries vary 
very much in the range over which marginal cost can be 
assumed to be falling, is actually constant, or begins to rise 
again. If those replying to the questionnaire have fully 
apprehended the significance of the relevant questions, there 
are one or two cases where a fall in output of 5 per cent or 
10 per cent below 'normal' would cause marginal cost to 
rise sharply with the same type (not amount) of specialized 
equipment or lay-out that is normally used. In other cases 
the percentage variation, without change in marginal cost, 
is much higher.1 

Falling Marginal Cost. If marginal cost is falling, as it 
normally does from zero output to an output which is 10 per 
cent or 15 per cent below that normally produced, it will be 
on account of one of the following: 

(a) Reductions in the unit cost of raw materials and semi
manufactured products. It is customary for special dis
counts to be given in respect of purchases of large quantities 
of material when taken in large lots or by firm contracts over 
fixed periods. Obviously, the larger the amount of pur
chases made by a firm in a certain period, the more desirable 
does it become as a customer of firms producing raw 
materials or semi-manufactured goods. In fact, the savings 
to a large firm under this heading are considerable and the 
larger the buying the greater the bargaining strength. 
Additionally, when large quantities of material are involved 
there may be less waste in processing, cutting, shaping, or 
stamping, and there may be opportunities of utilizing pro
ducts which would normally be waste. Again, there are 
savings on carriage and cartage in very large quantities. 

At a certain level of output the limit of economies under 
this heading is reached, and any additional units purchased 
cost about the same as the previous bulk. Large scale 
buying and the placing of firm contracts is much more 
important in some industries than others where large and 

1 See App. III, Q. 13. 

H 
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small buyers may be able to purchase at or about the same 
price, but in general the cost varies significantly with the 
quantity, up to a certain poirit. 

(b) Labour Cost. Labour often becomes more efficient 
as output is expanded, if there is an even flow of work and 
operatives are working for the full normal time. There is 
no tendency to restrict effort as there may be when there is 
not much work in sight. This is not intended to imply any 
culpable neglect to put forth the normal efforts employees 
are expected to make, but to reflect a tendency which often 
appears in a factory·when there is no stock of material to be 
processed being pressed forward. If the technical conditions 
of operation are such that it is inadvisable to close down the 
whole or a section of the plant for short periods of time, then 
the marginal cost under this heading always begins to rise 
with a fall in output. Many operatives will be continued in 
employment and may be receiving the same rate of time 
wages for the reduced output. 

The most important reason why labour cost decreases as 
output expands from zero onwards, is because greater divi
sion of labour becomes possible and more specialized pro
cesses can be designed and put into use. When there is an 
even flow of work skill and efficiency of operatives are put 
to fuller use as output expands from a subnormal output 
for the plant towards the minimum output for which it was 
designed. Marginal costs in respect of wages of labour are 
falling over this range. 

(c) Plant Cost. As we have seen, a large part of this cost 
is variable proportionately with output when forming 
expectations, but when production is commenced it is for 
all practical purposes, fixed cost. Variations in some part 
of the plant cost, on account of changes in output, once pro
duction has commenced may be possible but are small 
compared with the total outlay. Below the minimum output 
for which the budget is prepared, it is certain that all the 
equipment provided would not be required or would not 
have been laid out for the smaller output. Therefore, the 
cost of producing a much lower volume of output cannot 
fairly be computed on the basis that such a lay-out of plant 
would have been available. It would either not be needed 
for a small-scale output of that product, or a different method 
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of production or division of labour would be arranged, or 
the product itself would be different. Where there is a 
very wide gap between two scales of output, it is usually 
unnecessary to analyse the entrepreneur's conduct on the 
basis that he would use the given plant and equipment for 
scales of output so wide apart. He does not normally find 
it necessary to consider variations other than a percentage 
above and below normal. 

There would, obviously, be less deepening of capital and 
fewer round-about processes if the scale of output were very 
much less than that which is normally undertaken by that 
producer. If the output were very much larger, the pro
cessing and operations would be laid out differently. In 
one year or season of production the possible adjustments are 
limited, and output from that factory, laid out as it is, could 
not possibly exceed a certain maximum envisaged in the 
production plan. 

We cannot assume that a curve of expected marginal costs 
for a period of production is continuous over the whole range 
of output from zero output, passing through 'normal' output 
to a large excess above normal, without doing violence to the 
practical aspects of production. 

A new curve is required for each year or period of pro
duction to express proposed major changes in lay-out and 
equipment, and to show possibilities for outputs below the 
minimum. Another curve is required to show outputs 
above the maximum output. To express the situation geo
metrically, these curves may be connected by an envelope,1 

but this would blur the practical issues involved in passing 
from one scale of production to another substantially dif
ferent. To produce on a scale which requires a different 
lay-out of plant and machinery entirely different marginal 
costs would be incurred. Adjustments (within limits) are 
possible during the period of production, but to proceed 
backwards or forwards over ranges of output very wide 
apart could not be effected along a smooth curve. There 
are, in some industries, kinks in the curve, and ·these are 
likely to occur just below the minimum output assumed for 
the plan and just above the 'comfortable maximum'. At 

1 R. F. Harrod, 'Doctrinee of Imperfect Competition', Quarterly Journal of Economics, 
1933-4t P· 4:5 1• 
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these scales of output different methods of production would 
have to be considered. Alterations could not proceed 
smoothly to produce just that amount of output required. 

For the analysis of the particular period of production. 
we can only be certain about that part of the curve which is 
relevant to the entrepreneur's decisions, that is, a range 
which covers the normal output assumed and the minimum 

· point below, and the maximum point above it. The entre
preneur has chosen (in effect) the marginal cost curve which 
appears to him most suitable for the methods of production 
which are open to him with the nucleus equipment and addi-

. tions or alterations open .to him at the beginning of, and 
·during the period of production, in respect of the volume of 
output he expects to produce. 

Constant Marginal Cost. In general, for all producers of 
manufactured products it seems that marginal cost is fairly 
constant over the range of output about which it is normally 
expected to use the given equipment on hand at the begin-' 
ning of the production period.1 At some minimum output 
slightly below normal, all the economies which are possible 
by bulk purchasing of raw materials and division of labour 
are maximized in respect of that plant and lay-out. If at . 
the beginning of) or during the period of production a pro
ducer intends to alter the processes and division of labour · 
or to make more advantageous contracts, in so far as they 
are foreseen, they are incorporated in the budget or output 
plan. After allowance has been made for these adjustments 
the marginal cost is computed, and for the purposes of the 
budget the expected marginal costs are constant over the 
range of output about which it is intended to produce. 

In this event the only addition to or subtraction from the 
total cost of normal output by producing a little more or a 
little less output, is a proportion of the costs incurred under 
the heading of (a) material, and (b) labour. At the 'normal' 
volume. of production and ov€r a range of output, all the 
possible savings in cost of raw material and arrangements 
for payments of wages and division of labour hav~ been 

1 This is the assumption often made for the purposes of theoretical analysis for all scales 
of output. As here shown it applies over a fairly well defined section of the cost curve only 
and not necessarily over the whole of it. 
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made, and such costs over the range of output are variable 
in direct proportion with the output. 

It is no mere chance which accounts for marginal costs 
being constant over the range of output at which the pro
ducer normally works his equipment. It follows from the 
method adopted by entrepreneurs of assuming a 'normal' 
output for the purposes of their plans. The lay-out of 
equipment and the methods of processing are arranged on 
the basis that they are the most effective known or available 
for that period of production to produce the normal output 
of the product. This normal output may be called 100 per 
cent production. If the actual output falls, so that when . 
computed at the end of the period or season of production it 
is found to have been (say) 8 5 per cent of the normal output 
assumed for the plan and expected, no changes will have 
taken place on that account in costs of raw materials, semi
manufactured goods, and direct labour. Contracts are 
arranged for certain minimum and maximum amounts of 
materials and semi-manufactured goods to be taken as 
required over the period at a fixed price. Exact amounts 
are sometimes specified, but dependent on the nature of the 
product and the industry, there are usually clauses in con
tracts to provide for some variation in the total amount 
supplied in a period without changes in price, 

For example, if a contract is made to buy over a certain 
period (and it must be remembered there is a regular course 
of dealing between the parties so that transactions are taking 
place continuously over a series of years) I,ooo,ooo small 
parts at 40s. per I,ooo, no lower price could be obtained 
by ordering I, I so,ooo. Similarly the seller would still sell 
them at 40s. per I,ooo if only 8 so,ooo were taken in the 
one period of production. This is particularly the case where 
the supplier may expect a regular course of dealing over a 
series of years about a normal figure of I ,ooo,ooo. His 
plant is laid out for a 'normal' output and it is resilient within 
a similar range and his marginal costs do not vary, or vary 
very little, over that range. 

In this respect nearly all industries work according to the 
same methods. Obviously, practically all plant and 
machinery has a certain 'resilience' about the 'normal' output 
of which it is capable, and over a range raw materials and 
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wages costs vary in direct proportion to output. The 
amount of material is proportionately variable and its price 
per unit does not change over that range. The number of 
employees can be varied within those limits, because one 
.or a few machines can be put into reserve, repaired or cleaned 
when output drops a little (say up to I o per cent or I 5 per 
·cent below normal as above mentioned). Similarly if extra 
output is required up to 10 per cent or I 5 per cent above 
normal: extra materials are bought at the same unit cost 
as for a normal output, and the reserve machines can be 
brought into use and additional employees engaged. 

It is actually possible to determine within very close 
limits, the margin of 'resilience' in any plant. Rearrange
ments and adjustments during the season of production are 
possible within these limits. There is no doubt that over 
the range indicated in the example given, marginal cost is 
constant for most industries. 

The situation would be entirely different if output fell to a 
point 2 5 per cent or 33t per cent below normal expected 
output. Suppliers would object to cancellation of some 
deliveries and damages or differences may have to be paid, 
or the goods taken into stock or stored. Therefore, when 
contracts are made for certain variations in quantities, there 
are limits, lower and upper: which cannot be exceeded 
without the buyer being called upon in one way or another 
to pay an extra cost per unit (often the contract makes specific 
provision for this). Further, if contracts are proposed at the 
beginning of a season, for surplies as much as 2 5 per cent 
or 33t per cent below norma output of previous years, the 
supplier's marginal costs rise as he may be cpmpelled to 
reduce his scale of output. The price quoted for 70o,ooo 
articles (remembering the course of dealing and the variation 
of I o per cent or I 5 per cent usually allowed in quantities 
taken) may be 42s. per I,ooo as against 40s. per I;ooo if 
I,ooo,ooo are contracted for. This explains also the state
ment that all economies have been effected at the minimum : 
point below normal output. Requirements of 8 5 per cent, 
I oo per cent, or I I 5 per cent of 'normal' are scales of pro- . 
duction close enough in some industries for materials 
required to be obtained at the same prices, for quantities not 
very wide apart. Obviously, bulk buying prices vary by 
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leaps as the quantity increases, on account of savings on 
delivery and other similar costs. Suppliers make big cuts 
in their profit margins for bulk orders. If double or half 
the usual or normal purchases were made, the scale of output 
of suppliers would be changed too and prices would be 
different at every stage of production, i.e. in all the inter
connected industries. But such a situation rarely occurs 
and within limits similar to those observed and mentioned 
above, there is a range of output in all industries over which 
marginal costs are expected to be constant. 

Rising Marginal Costs. If output is pressed beyond the 
amount which is normal with the existing plant and equip
ment (after allowing for any possible rearrangements during 
the period of production) marginal costs begin to rise, and 
in many industries they rise sharply. The normal output 
which a producer expects to achieve when preparing his 
output plan, is usually a good deal below the maximum 
capacity of the flant. The concept of maximum capacity 
is usually that o an ideal output which could be achieved if 
it were possible in practice to drive the machinery at full 
speed and without any allowance for standing time required 
to make adjustments, tuning up or inspection. Very few 
producers would ever budget for such an ideal state of affairs. 
There is obviously a comfortable, even working pace which 
may possibly be kept up for long periods without stress or 
strain, and as a result there may be kept up an even flow 
of raw material to finished product. If it were possible to 
keep all the plant in use for a full working year, to drive it at 
full speed and without keeping any in reserve for overhaul 
and re-fitting, output could be increased beyond the normal 
amount assumed for the purposes of the budget. But any 
attempt to carry on production at this pace usually results in 
disturbances which are costly and may even reduce the 
output, for a time, below normal. If some over-driven 
machinery breaks down and there is none in reserve, bottle
necks may appear in the processes of production, and the 
balance of the plant may be disturbed. The failure of one 
or more machines, if there are none or an insufficient number 
in reserve, may upset the whole flow of production. Further, 
there may be a rising percentage of spoilt work at one or 



104 MARGINAL COSTS 

more stages · of production. There may be difficulty in 
loading and moving goods and they may back up in the 
section of the· factory which is out of action. A whole 
factory may quite easily get out of gear, for nothing so 
~disturbs the flow of production as a lack of harmony and 
balance in the plant. 

When rising marginal costs are being considered it · 
should be stressed that it is not only the additional units 
which are likely to cost more per unit than they would cost 
if the factory were working under normal conditions. All 
the units undergoing the processes where machinery is being 
stressed will cost more than they would have done normally. 
It is the machine or process which is out of gear. In prac
tice, marginal cost is this total extra cost incurred (divided 
over the number of extra units) and not only the extra cost 
of labour and materials involved in producing the extra 
output. It is the addition to total cost (of any kind, and 
however incurred) which is occasioned by the production of 
the additional units. This makes clearer the reason for. the 
rapidity with which marginal costs actually rise, in practice, 
when extra output is forced beyond the comfortable maxi
mum capacity of the plant and physical capabilities of the 
operatives. All entrepreneurs are aware of the effects of 
'forcing the plant'. 

Therefore, in the case where a producer assumes, for the 
purposes of his budget, that he will achieve the maximum 

· production, it is certain that in deciding upon the amount 
of this maximum, allowance is made for all the events which 
take place in the course of a year's production, and he is not 
. assuming an ideal output, but one which in practice can be 
achieved. 

When the range of output over which marginal cost is 
constant is passed,. marginal costs begin to rise rapidly on 
account of the following: 

(a) Stressing of the Plant. As pointed out above, this is 
certainly the most important cause of the rise in marginal 

. cost. Even if it is possible to force more than normal output 
by working extra time, the strain on the plant soon begins 
to show itself and costs rise more than in proportion to the 
additional output. · 

(b) Labour. Any expansion of output beyond normal 
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requires either overtime or night shift work. Overtime 
usually means, in most industries, an increase in wages rates, 
which in themselves increase marginal costs, or the output 
during the additional hours worked falls below normal and 
the cost of processing rises. It is found that during the 
normal working week output rises and falls on different 
days of the week, and the longer the overtime hours worked 
the lower falls the average hourly rate of output during over
time. Overtime is not generally in favour for these reasons. 
In those industries where night shift working is usual on 
account of the operations or processes being continuous, 
night working is normal and is included in the budget costs 
of production, and a consideration of its effect on cost does 
not arise in analysing the effects of pressing output beyond 
normal. In such an industry there is little possibility of 
increasing output, for extra time cannot be worked if the 
processes are continuous for every hour in the year. 

In those industries where it is usual to work a certain 
number of hours per day and then to close the main part 
of the factory, night shifts are occasionally used in some 
sections to force extra output or to perform work which 
cannot be done whilst the rest of the factory is in operation 
at full pressure. In these industries it is always found that 
not only is the hourly rate of wages, agreed with employees 
or their trades unions, higher than for day work, but other 
special allowances have to be made by way of paying wages 
for more hours than those worked. Further, the average 
output of operatives working at night is always substantially 
below that of a day shift engaged upon similar opera
tions. 

(c) Materials. It is a very rare occurrence for marginal 
costs to rise because larger amounts of raw materials and 
semi-manufactured goods are required. Generally increased 
quantities are available at the same rate per unit as the 
quantities already bought on contract, or reductions may 
even be possible, But in a rare case where only one or two 
specialist firms are supplying parts, their marginal costs may 
rise if they are called on to produce more than their normal 
output, and they may refuse to supply urgently unless a 
higher price is offered by the producer whose expanding 
output calls for the additional supplies. 
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It is certain then that with the existing lay-out of equip
ment any attempt to force output beyond a certain comfort
able rate of operation involves rapidly increasing marginal 
costs. In normal circumstances producers are not called 
upon to press output much beyond normal. In fact the 
general case is that the normal output assumed when forming. 
expectations, is below the output which could be achieved 
without stressing the plant and thereby incurring increasing 
marginal costs. ·There is usually a small amount of plant 
kept in reserve to meet emergencie~, or ample allowance is 
made for idle time for overhauling ·and renewing where 
necessary. 

It is possible that in many industries over a series of years, 
the amount of output may swing between the minimum and 
maximum points which the producer assumes for the pur
poses of his plan. It may fall as far as I o per cent or I 5 per 
cent below normal and may increase by a similar amount . 
without any alteration in marginal costs. Outside these two 
limits marginal cost will rise for a fall in output and will rise 
for an increase in output. In each case when the alteration 
in output appears likely to persist, a reorganization of the 
plant and processes is necessary and is usually undertaken. 

Purposes for which Calculation of Marginal Costs is used. It 
has been shown that marginal costs are considered explicitly 
as part of some producers' (mainly price-fixing firms) output 
plans. In many instances a recognition of the actual mar
ginal cost is not imported into the decision upon the actual 
price which is fixed for the product. Rather is the con
sideration of marginal cost of importance in determining the 
output which shall be assumed as normal for the purposes 
of the output plan. The producer always assumes an output . 
range over which margin;~.} costs are constant. If marginal . 
costs are falling for small increases in output, then the pro
ducer has not laid out his plant and is not employing labour 
to the best possible advantage. If marginal costs are rising, 
the producer is stressing the plant and labour force at his 
command, and would avoid both by altering the lay-out 
or installing additional plant or subdividing processes and . 
labour operations for the purpose of planning the output for 
the period. It is certain that when formulating his plans 
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he assumes the best normal arrangements possible with the 
existing equipment and labour available. Changes in, or 
rearrangements of lay-out which may be possible at the 
beginning of or during the season of production, are taken 
into account. But for the purposes of the plan he would not 
assume an arrangement which was not the most suitable 
known at the time. It is upon the basis of expected costs, 
using this lay-out and assuming a normal output, that prices 
are fixed, and not upon the actual costs which may be in
curred in the period. Therefore, if calculations are made of 
marginal cost to form a basis upon which his expectations 
are to be formed, the lay-out adopted for the plan will be 
one where all possible economies appear to have been 
achieved. The relevant range of output upon which the 
producer bases his plan may be wide or narrow but it is 
always one over which expected marginal costs appear to 
be constant. 

Some entrepreneurs who are in a position to fix dis
criminating prices for different parts of their output, utilize 
their calculations of marginal cost for this purpose.1 They 
do not use this term but may call it 'variable cost', 'bare cost', 
or some other term. They usually proceed as follows. It 
is assumed that at a certain price, certain products will ma~e 
a contribution to the covering of the fixed costs and a margin 
for profit. The proportion of the contribution required from 
one product is spread over the assumed output of that pro
duct, and often a much smaller proportion or in some 
extreme cases nothing at all, is assumed from another section 
of the output. Thus the price of the product in the home 
market may be fixed at £100 on a certain output, and for 
export at £90. The actual average cost of the product may 
be higher in some cases than the selling price fixed in the 
lower price market. A price policy such as this is often 
utilized, particularly by manufacturers of a diverse range of 
products. Some products may contribute a large propor
tion of the fixed costs and others none at all. The correct 
calculation of marginal cost if not explicitly is implicitly 
undertaken in the procedure adopted by producers who 
adopt such a price policy. Even the smaller producers who 
do not calculate costs with any attempt at precision, are 

1 As to discriminating prices generally, see Bums, op. cit., chap. vi. 
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aware that once production of an article has been 
commenced, some proportion of their costs are fixed and that 

. if output is increased these costs will not have to be incurred 
again. Such producers often are prepared to accept an 
order at a discriminating price which is lower than the 
average costs of production plus profit on the assumption of 
a normal output. With the reserve output capacity they · 
have in hand they may be able to execute a few additional 
orders and to gain introductions to new customers. They 
use their knowledge of fixed and variable costs to quote 
discriminating prices. 

There is little doubt that throughout all sections of British 
industry there is knowledge amongst producers of a concept 
which closely approximates that of marginal cost as described 

. and used by the economist. 



VII 

PROFITS AND DIVIDENDS 

Profit. The difference between actual selling price of the 
output of a producer and the actual cost laid out in 
producing the product, is profit.t As there is often some 
uncertainty about the computation of the actual cost of a 
product, so also there may be a like uncertainty about the 
Items entering into the composition of profit. For example, 
in comparing the profits of a public and private limited 
company it is necessary to ascertain whether in each case 
the earnings of organization and management are or are 
not included in costs, are separately stated or are part of the 
item termed profits. In the case of a public company it is 
usual to charge up in the profit and loss account the re
muneration of managing directors and managers, before 
striking the balance which is nett profit. In most cases the 
earnings of management will be included in the item of 
establishment charges or overhead costs, and spread thinly 
over some or all of the products of the enterprise, as part of 
imputed cost. In other instances it is known that the item 
is excluded from costs and regarded as part of the divisible 
profit. 

In the case of a private company (as defined by the 
Companies Acts) in which the management and organiza
tion of the concern is in the hands of the majority share
holders who assume the risks of the business, the situation is 
very different. The nett profit is often struck before charg
ing remuneration of directors. It is then divided in some 
agreed way between remuneration of management and divi
dends on ordinary shares. The division agreed upon may 
often be made in order to obtain relief from Income Tax 
and Sur-Tax by the individuals who are members of the 
company. Upon the portion of profit attributed to salary 
the individual recipient is granted an earned income allow
ance. The effect of some of these arrangements will be 
discussed under the heading of 'Dividend policy'. Here it 
is to be observed that this method of computing a private 

1 Select Committee, 4th Report, Part II, iv, par, 1 3· 
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forthcoming period, the profit margin which has been usually 
added may be raised or lowered. 

The expected profit which is added to cost price to pro
vide the selling price of a product is usually calculated in one 
of the following ways :1 

(a) a fixed percentage on cost is added in respect of each 
. separate product. 

(b) a different percentage is added to cost according to 
the type of product, where several are produced. 
The actual percentage used may be dependent upon: 
(I) The price-class into which the article falls. · 
(2) The extent to which the product is differentiated 

from similar products produced by other firms. 
(3) The nature and extent of competition in respect 

1. · of each article. 
(c) Occasionally a global figure of expected profit for a 

period of production is divided over the total number 
of articles expected to be produced. If this method 
is used the global figure of profit may be compounded 

. of some expected percentage return upon the capital 
employed in the manufacture of the product. 

The answers to the questionnaire show that the first two 
methods are usually adopted and that expected profit, 
whatever may be its relation to the capital structure of the 
enterprise, is so related implicitly and not explicitly by the 
producer when making his decisions.z 

In the Fourth Report of the Select Committee on National 
Expenditure, attention is drawn to the ·fact that it is the 
custom of many business men to measure profit by reference 
to total cost, and they interpret the term profit as 'profit 
expressed as a percentage of the costs of production'. The 
Committee find difficulty in relating profits to the capital 
invested or in applying a fixed rate to cover fair remuneration 
for the use of capital and the efficiency of skilled super
vision. Undoubtedly it is the reward obtainable by efficient 
organization and management of the productive processes 
and selling arrangements which in part determines the 
actual percentage of profit which can be added to costs. 

Of the alternative methods which may be used for de
ciding upon the percentage of profit which may be added to 

1 Select Committee 4th Report, Part II, iv, par. 14. • Sec App. Ill, Qq. 4 and 9· 
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cost in fixing the selling price, the method first described, 
that of adding a fixed percentage on each line or type, is 
used in the following circumstances: 

(a) where the producer makes only a few lines of product 
all in the same price-class, or sold to the same types 
of consumers; 

(b) where all or any of the products are differentiated to 
the same extent from other products, and there is no 
balance of advantage to be gained by setting special 
competitive prices; 

(c) if the products manufactured are all subject to com
petition from other producers in the same measure 
and of the same kind. 

But when the above considerations have been taken into 
account they do not cover all cases, and much will depend 
upon the custom of the industry and the practice of the 
individual firm. For example, in one industry two firms 
adopt the method of fixed percentages and two firms the 
method of different percentages on different lines. In 
another industry all three firms adopted the method of 
differing percentage. 

In circumstances other than the above a different per
centage for different products is usually adopted. The 
reason for this is that one or more types or lines of product 
are subject to keener price competition than others. Nearly 
all firms say that they like to have one or two lines on sale 
at a very competitive price to ensure a basic load for the 
factory. This they regard as being of the greatest 
importance. 

Just as we have observed that overhead costs may be 
imputed on an arbitrary basis to reflect price policy, so also 
is the profit margin varied on different products. It is 
certain in many cases that if costs were allocated over pro
ducts upon a strict imputation, the selling price would be 
below the actual costs of production, and the profit margin 
would be negative. This is often the case where a concern 
sells a number of products through the same wholesale and 
retail channels. The selling of one product at a very low 
price may assure an outlet for a large proportion of the output 
of the factory. 

The actual percentage margins added in respect of any 
4~3 I 
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product are rarely disclosed, but it is known that they vary 
from year to year to reflect policy. It is clear that if a pro
ducer has met with severe price competition in one line or 
type of product or expects to meet it during a period of 
production, he will adjust his rrofit margin when making 
his plans to enable him to sel his budgeted output. To 
cover the deficiency involved he usually increases the per
centage on some other lines which may be sold to a different 
set of consumers, who may be buyers of articles in another 
price.class. A large concern manufacturing mixed products, 
varies its profit margins from year to year in accordance 
with its expectations of the sales of that product. 

The Computation of Profit. As mentioned above, it is not 
unusual for the actual profit shown upon the preparation 
of a Profit and Loss account for a period of production, to 
differ significantly from the total profit expected when pre
paring a budget. In particular there will be differences 
which can be ascribed to inefficiency or to unexpected 
events, such as a failure of demand which could not be fore
seen at the time. A producer expects that the profit margin 
provided by the percentage method on cost or on turnover, 
will produce some average amount each year, after allowing 
for those events during the period of production which may 
sometimes, but do not always, happen and over which, in 

· any event, he has little control. . Other changes such as 
changes in the capital value of fixed equipment, either posi
tive or negative, or damage by fire, are not taken into 
account. They are capital losses and do not affect the annual 
fruits derived from manufacturing processes. It is usual to 
write down the stocks of material and finished goods which 

· have fallen in value during the period of production, but · 
it is not usual to write them up if the value has increased. 

The concept of nett surplus or profit which is significant 
for the entrepreneur when prepating his budget or plan, is 
the amount arising out of the operations of processing raw 
material and manufacture of finished products, in a some
what narrow sense, So long as the lay-out of plant and 
machinery and equipment which is in use is capable of pro
cessing the product in the manner required, the producer 
takes no account of either a rise or fall in the market value 
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of that equipment. It is usual, as previously mentioned, to 
regard as part of the cost of production the diminution in 
value of equipment, which arises by reason of wear and 
tear. In some cases also further provision is made in 
respect of early obsolescence, if this is foreseen. But these 
are conventional allowances, and nothing is included therein 
to cover diminution in value by reason of a change in the 
market price of similar equipment. Nor is an appreciation 
in market value taken to account as profit. But short 
period plant, as previously indicated, is written off as 
quickly as possible and the amount included in costs over 
one or two years. 

The valuation of stock on hand of finished products and 
work-in-progress is usually made on the basis of cost price 
or market price, whichever is the lower at the date stock is 
taken. Strictly, finished stock on hand is worth what it is 
expected to fetch in the producer's usual market less the 
selling and overhead expenses which will have to be incurred 
on sale, during the period over which it will be sold in the 
ordinary way of business. But the effect of this is to take 
profit in the current period in respect of stock which has 
yet to be sold. It is unusual for stock to be valued in this 
way as producers are reluctant to take credit for profit not 
yet earned. They prefer to take in such stock at the lower 
level of cost price or market value if it is lower. The profit 
earned, if any, then appears in the succeeding period in 
which the goods are sold. But an ascertained loss or one 
which is foreseen is attributed to the current period. 

There are other fixed or intangible assets in the balance 
sheet of a manufacturing concern or company, which are 
valued periodically and appropriations of profit made for 
writing them down. Only on very rare occasions are they 
written-up, and then for some special purpose which has 
little or no bearing on costs of production or the rate of 
profit expected on turnover. Such assets are the cost of 
goodwill purchased, patent rights and trademarks, lump 
sums paid for licences, &c. Changes in the valuation of 
such assets are not an element affecting trading profits. The 
amounts written-off such assets from time to time are appro
priations of profit after the nett surplus of trading results 
has been ascertained. If it were not so the profit margins 
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expected in various industries, and which are added on to 
costs of production,. would vary much more than they do. 
In general, the capital structure of a company is not the 
most important determinant of the rate of profit expected. 
A concern may have expended a very large sum in the pur,. 
chase of the goodwill of the business, but the size of such 
an item appearing in its balance sheet does not affect in any 
way the costs of processing nor the rate of profits expected. 
It 1s the rate of profits which have been earned in the past 
in that industry, and which may be expected in the future, 
which determine the amount which will be paid upon the 
purchase of goodwill. . 

. Opportunity costs are not in any sense true costs of pro-
duction, nor are they regarded as such by producers.1 

Neither are they a part of the expected profit margin which 
the producer expectsto gain upon his processing operations. 
They are a share of the ascertained profits when division is 
made between the agents of production entitled to receive 
them. But the· existence of such opportunity costs, when 
they have become capitalized in the balance sheet of a manu
facturing concern, may form an important part of the capital 
structure, upon which capital a certain percentage return is 
expected. To this extent they may determine the rate or 
margin of profit which becomes conventional amongst 
similarly highly capitalized concerns. If the company 
which has purchased its opportunity for cash is in a dominant 
position in any industry, its actions, analysed according to 
the methods described earlier, may impose upon the industry 
a high conventional rate or percentage of profits. . The 
outcome of the price policy of such a concern over some years 
may well depend on the cost of purchasing a similar oppor~ 
tunity. If this opportunity cost is rising there will be no 
tendency for smaller firms to attempt to challenge the leader's 
price policy (which includes profit policy). But if the oppor
tunity costs are falling there may be a tendency for smaller 
firms to attempt expansion or for a new giant firm to come 
into the industry and seek to dominate the price and profit 
policy, and maybe to establish prices and profit on a lower basis. 

· Dividend Policy. Dividend policy is perhaps of most 
1 On opportunity costa, see Marshall, Pritteiplts, VI, viii, 9· 
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interest in connection with large public companies whose 
shares are quoted. But there are a large number of private 
companies, many of them not director-controlled, whose 
policy may be of interest. They are called upon, by the 
corporate nature of their organization, to make a clear dis
tinction between capital and revenue. They may and often 
do make a distinction between interest for the use of capital 
and earnings of management, especially if there are some 
shareholders who are not concerned with the management. 
Partnerships are enabled, unlike limited companies, to 
withdraw and pay up any capital as and when required, and 
will be dealt with separately. 

Public Companies. In the case of a public company the 
directors stand in a fiduciary relationship to the company. 
The same is true of a private company, but the relationship 
may be blurred where the directors are the chief or only 
shareholders, without violating the spirit of the Companies 
Act. The directors of a public company are conscious of a 
responsibility not only to the company as an artificial entity, 
but also to the shareholders and those members of the public 
who are likely to become shareholders in the future, by the 
purchase of shares in the open market. Herein lies the 
main distinction between the public and the private com
pany. It is not a legal distinction but it represents the out
look of business men and the general public who are share
holders. In the rare legal cases which arise, a very high 
standard of conduct is required of directors of public com
panies in respect of certain matters, and it extends, or has 
been extended by directors themselves, to all the activities 
of the company. 

In deciding dividend policy the directors take into account 
the nature of the business of the company and the policy 
which shareholders expect them to pursue. For example, 
if the company is subject to violently fluctuating profits 
taking one year with another, the directors may decide to 
stabilize dividends by creating a reserve fund and replenish
ing and depleting it as occasion requires. In the case of a 
company owning a rapidly wasting asset it may have become 
customary for shareholders in such concerns to expect divi
dend policy to neglect the amount of wastage which has 
occurred, and to pay in dividend almost the full profit of the 
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year concerned. The shareholders are quite prepared for 
the dividends to come to an end when the expected life of 
the company reaches its close, and to lose all their capital 
or perhaps only regain a little of it, upon the winding up. 
Some gold-mining companies may well be put in this cate
gory. The shareholders of a coal-mining company do not 
normally expect the company's accounts to make provision 
for the fact that the mine is a wasting asset. Some reserves 
may be built up from time to time and depleted at others, 
to maintain dividends at about a certain level, or alternatively 
the annual fruits may be divided as and when they arise. 

In almost every industry there is found to be some 
tendency to follow a settled policy, although every company 
in that industry may not adhere to it. Shareholders in public 
companies often invest in certain classes of companies on 
account of their dividend policy. Some investors prefer a 
steady rate of dividend year by year, and others prefer to 
buy shares when prospects are good and when they may 
expect the company to distribute enhanced profits in the 
year in which they are earned. Their expectations are more 
quickly realized in such a case, than they would be if the 
dividend policy was such that a large proportion of profit 
was placed to reserve and not distributed as dividends. The 
directors of companies which may fall into such fairly well
defined categories, make it their business to know what 
shareholders' expectations are, and if such expectations are 
conformable with the general organization and policy of the 
company concerned, the directors take account of them in 
deciding their dividend policy. It would be hazardous to 
pretend to decide exactly how much weight directors of 
companies give to shareholders' expectations. If in any 
particular year the ascertained results do not yield a sufficient 
dividend to meet shareholders' expectations, it is often the 
case that directors do not readily make the decision to draw 
upon reserves. It is much easier to meet shareholders' ex
pectations when profits may have fallen, if the only adjustment 
required is a reduction in the amount of current profit to be 
carried forward to a succeeding year. In this event it is 
certain that in years of temporary decline in profits the carry 
forward of many companies is reduced so that shareholders 
are not disappointed of their expectations. Of course, much 
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depends on the rate of dividend which has been declared in 
the past. If the amount of current profits carried forward 
at the end of each year has been small, there is no margin 
left out of which dividend can be paid without drawing upon 
reserves. It is, therefore, the practice to carry forward an 
increasing margin of current profits in every year, where 
this is possible. The psychological effect of reducing the 
amount of current profits to be carried forward to a suc
ceeding period, is much different from that of actuaily 
drawing upon reserves which have been previously created 
and separately shown in the balance sheet. Before the 
Kylsant case it was not regarded as unlawful or unusual to 
bring back reserves into the current year's profit without 
showing the figures in clear detail, but now the effect of 
such transactions has to be clearly expressed. A reduction 
of the carry forward is not nearly so obvious as a transfer 
from reserve; although it is shown equally clearly in the 
Profit and Loss Appropriation account there does not seem 
to be the same deliberate sacrifice of accrued surplus when 
the carry forward is reduced as there does when a deliberate 
transfer is made of profits previously put to reserve. 

In the case of a public company there is also an indicator of 
the rate of dividend shareholders are expecting, by the publi
cation of market forecasts in the financial press. It is cus
tomary from time to time to observe speculation in the press 
upon the current business prospects and expected profits 
of a public company whose shares are quoted. Some com
mentators forecast the profits expected to be realized on the 
conclusion of the financial year and upon this forecast, having 
some knowledge of the directors' dividend policy, they 
impose a forecast of what amount of dividend is likely to be 
declared. Not many cases are met where directors explicitly 
confirm that their dividend policy is related in any way to 
current market forecasts. Such forecasts may sometimes be 
taken as an indication of the rate of dividends shareholders 
are expecting, but in general directors of companies have 
other information of more value. They are often in touch 
with many of the chief shareholders, if they themselves do 
not hold hold the majority of the shares, and direct informa
tion is available of the dividend policy the shareholders would 
expect the directors to adopt. 
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Sometimes it is possible to ascertain from the sense of 
the annual general meeting of shareholders, the expectations 
which they have formed. If a company has been following 
a very conservative dividend policy and has built up reserves 
of undistributed profit, some of the shareholders at an annual 
meeting often ask questions of the chairman to get him to 
indicate 'when the melon is likely to be cut'. This is a well
known expression for the distribution of large accrued 
profits by the issue of bonus shares or a payment in cash. 
Many companies prefer to deal with large reserves in this 
way rather than by progressively increasing dividends. 
There always comes a time, if an extremely conservative 
dividend policy is followed for some years, when share
holders evince anxiety for an increased dividend, cessation 
of the policy of placing unrequired sums to reserve, and a 
re-arrangement of the capitalization of the company. But 
this is all dependent on the rate of growth of the company 
and any policy of self-financing of expansion which may have 
been agreed upon. Even in the latter event a company does 
sooner or later reach a stage when further extensions are 
not contemplated and the excess reserves are ripe for 
distribution. 

A practice has sprung up in many industries to meet 
shareholders' expectations; of determining and declaring a 
regular rate of dividend on the company's ordinary shares 
which expectations of future profits appear to justify. A 
strong and consistently successful company engaged in a 
steady business may forecast with a high degree of certainty 
a certain bare or minimum figure of profits which can be 
expected over a fairly long period of years ahead. In every 
year in which the amount of nett profit available is above the 
minimum expected, an additional dividend on the same 
shares is declared and called a bonus or bonus dividend. 
This second part of the dividend, or bonus as it is called, is 
variable each year and is expected by shareholders to be 
·variable. Their expectations of its amount are easily adjust
able by them in accordance with the known trading con
ditions in that industry. Even if their expectations are not 
realized there is no disappointment for there has been no 
holding out, nor have they been led to believe in any way 
that there is any stability in the amount or rate of bonus 
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which will be declared. But they are at all times enabled to 
rely, with a high degree of certainty, upon the main dividend, 
which is usually so described. There are often interesting 
cases in which the amount of bonus far exceeds the amount of 
dividend, but in general the part which is called dividend 
is much larger than the small supplementary bonus which 
is added to it. 

A method of this kind is useful in stabilizing a dividend 
policy, and requires little or no consideration to be given 
to shareholders' expectations when deciding the rate of 
dividend which shall be declared. particularly if the main 
dividend is high in relation to the average rate of bonus 
declared. 

A large majority of those answering the questionnaire 
reply that the main consideration which they take into 
account when deciding the amount of profits to distribute 
by way of dividend, is the finance required for the expansion 
of their own business. No doubt, many of these are private 
companies and, as will be shown below, this is always the 
dominant consideration in the case of a private company. 
It may also be an important consideration in the case of 
either large or small public companies. It is often the policy 
of such companies to finance their own expansion out of 
profits withheld from distribution and placed to reserve. 
Such a policy enables them to avoid the uncertainties of the 
capital market and to embark upon expansion at any time 
they deem suitable and without the delay occasioned by 
preparations for underwriting and issue of fresh capital.1 

A large part of British industry is financed in this way and 
in those cases where a firm is growing, its dividend policy 
is bound up with the decisions made from time to time to 
provide for a further investment in fixed or working capital. 

Private Companies. Many of the large number of private 
limited companies are director-controlled, and the shares 
are generally held by the directors, or relatives, or business 
friends and associates. In these cases, actual dividends on 
ordinary shares may not be paid during the company's whole 
life. Therefore, the rate of dividend is not a factor to be 
taken into account in deciding the amount of profits which 
will be distributed. At the present time it is customary for 

1 See App. III, Q. 50. 
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salaries and fees to be voted to the directors whenever suffi
cient profits are available, to provide them with a sufficient 
income upon which they can obtain the maximum earned 
income allowance for Income Tax purposes. Such an 
allowance is not made on income received by way of divi
dends, that is, on unearned income, or upon the profits of 
companies; it applies to individuals in respect of earned 
income only. If there is any balance of profit left 
over which the company wishes to distribute, it may be 
voted to the same directors up to such an amount as will 

. impose upon them liability to sur-tax. In respect of further 
profits remaining, there is great uncertainty. On the one 
hand the directors may wish to leave the profit in the com
pany, not only because they may wish to leave it there for 
self-financing the company's expansion, but also so that its, 
receipt by the directors will not go to swell their sur-tax 
liability. On the other hand, great pressure is put upon 
companies by the Inland Revenue to distribute a large pro
portion of the company's profits so that assessments can be 
raised on the individuals in respect of sur-tax. Formerly 
the conflict did not arise, but since the Inland Revenue now 
has powers to make a direct assessment on the company 
and to collect from it the sur-tax which would be payable by 
the directors if they received a larger proportion of its dis
tributable profits, the conflict makes the result highly uncer
tain. Where there are outside shareholders who would 
benefit by an increased distribution, there may be a conflict 
between them and the directors. The directors, as evidenced 
by some of the replies to the questionnaire, consider that the 
company's needs for self-financing of its operations require 
a large proportion of the annual profits to be retained in the 
business. Whilst they may have little objection to paying 
out these profits to themselves as directors, and then paying 
them in again as increased capital for which shares are 
issued, they dislike intensely paying out increased dividends 
to shareholders not members of the family, or to inactive 
members of the family who are not concerned in the manage
ment. From them they are not able to collect again the cash 
paid out, and return it back into the business as capital. They 
also dislike the increased. capitalization of the company 
which becomes inevitable under such a system. Upon this 
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capital, expectations of dividends are sometimes raised in 
the inactive members of the company, which are difficult 
to meet when business is less prosperous. 

The affairs of some private companies under these con
ditions are probably reaching a state of chaos, and that parti
cular form of joint stock organization may tend to become 
in disfavour amongst business men. Certainly the financial 
side is difficult to disentangle when so many conflicting 
policies are possible, and when each are competitive in the 
distribution of resources. 

As in the case of public companies: the predominant con
sideration in deciding dividend policy is the amount required 
for financing existing business and for the future expansion 
which may be projected or foreseen. As private companies 
are forbidden by law from issuing prospectuses or otherwise 
making public issues of share and loan capital, the 
finance required for expansion must be obtained either 
from existing shareholders or their friends, or the company 
itself must provide for its own self-financing. Therefore, 
when dividend policy is being formulated, wherever the 
profits of the company so admit, a substantial proportion is 
put aside to reserve, either for foreseen requirements or as a 
general reserve. 

Partnerships. This form of economic organization of the 
firm is not now of importance as the number and relative 
importance in industry of private partnerships is far out
weighed by that of private and public companies. The part
ners in a firm are at liberty to make whatever arrangements 
they wish amongst themselves, about withdrawals of profits 
and of capital. In general they withdraw cash for their own 
personal use on principles very much the same as those 
applied by private companies. They set their standard of 
living at a scale lower than the annual profits of the firm, 
and often very much lower. The same conservative policy 
is followed as by private companies, and the dominant con
sideration is always the cash resources required to finance 
the business of the partnership. It is very rare indeed to 
find the part of profits represented by earnings of organiza
tion and management included in costs of production, by 
partnership firms. Generally the margin of profit added to 
costs when fixing the price covers both interest on capital 
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and the services of the partners in the management of the 
business. · 

Increases and Decreases in Profits. When profits increase 
above the average of previous years, it is customary for a 
large proportion of the increase to be placed to reserve and 
only a small fraction distributed by way of increased divi
dends or bonuses. Investigation by The Economist concludes 
that in the case of public companies it is usual to divide 
increases into two equal moieties, one of which is placed to 
reserve and the other distributed by way of increased divi
dends. There is no settled practice amongst private com
panies to distribute increases of profit in such a manner; 
all depends on the particular circumstances of each company. 
But failing any special reasons for deciding otherwise, such 
a method of distribution is likely to be adopted by any 
prosperous public company. In the case of private com
panies, for the reasons given above, there are wide differences 
in practice. Some who enjoy prosperity and do not propose 
to expand their equipment or do not need to do so, may 
distribute 8o per cent or more of the increases in profit. 
On the other hand, companies whose business is expanding 
may retain as much as 8o per cent in reserve and only 
distribute 20 per cent. 

As regards decreases in profit compared with the average 
of previous years, the actual distribution depends on whether 
the reduction is deemed to be temporary or permanent.1 If 
of a temporary nature nearly all public companies and most 
private companies would endeavour to maintain previous 
dividends by drawing slightly on reserve. There is less 
reluctance when a special fund for the equalization of divi
dends has been set up, but it is not usual to draw large 
amounts from reserve in any year, even to maintain divi
dends. The questionnaire shows that most of the firms who 
have replied, would reduce dividends for the year in 
question.1 

1 See App. III, Q. 51. I See App. III, Q. sz. 
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PRICE-FIXING AND POLICY 

Price-fixing. . In those cases where the firm is in a position 
to fix the price of its own product, the price is decided 
upon a consideration of the material facts relating to 
the business, which have been analysed in the foregoing 
chapters. It has been shown that very few indeed of the 
producers are in a position to decide the price upon a con
sideration of the actual costs of production. Usually the 
price is made up of the expected average cost of production 
plus a percentage thereon for profit margin. The expected 
costs may be those calculated upon a system of standard 
costing or budgetary control, or in the case of smaller firms, 
upon a special estimate of what cost is likely to be based on 
previous experience or figures from annual accounts. A 
formula is devised by some small firms, which can be readily 
applied and will show substantially the same results. 

Obviously, the point cannot be overstressed that price
fixing by the above methods is only available to those firms 
which really have, in fact! a control of the supply of a product 
sufficient to enable them to maintain the price so fixed 
irrespective of the reactions of rival firms. T n fixing the 
actual price account is always taken of rivals' expected 
reactions, weighted, of course, by consideration of the pro
portion of the total output of the industry which these rivals 
produce. Th~t is to say, the profit margin in the price is 
varied to meet the expected reactions of rivals if they are of 
sufficient importance and if their policy is known to be 
likely to be in conflict with that of the producer. An 
example may make this clear. A firm may decide to change 
the style, design. or type of a product for the ensuing period 
of production. The firm realizes that this fact will be known 
to one or other of its rivals fairly quickly. Indeed, the 
demand for the old type may be known in the industry to 
be failing ; the type has had a 'run' which is coming to an 
end. The firm knows that if it produces a new type, one or 
more rivals will bring one out at or about the same time. 
Information gets back to the firm of the type its rivals are 
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likely to bring out if it produces a new type, and the sort 
of price they are thinking of setting for it. If this reflects 
no change in their policy, i.e. they are not attempting any 
spectacular change in prices to try to invade part of the 
firm's usual share of the market, price is fixed by the :first 
mentioned firm on the basis of expected cost plus a normal 
percentage for profit. 

The price-fixing firms only try to discover and then con
sider the policy of one or a few firms who are their close 
competitors, and who share between them a substantial 
proportion of the total output of the industry; they would 
ignore a number of small firms in the same industry. 

Generally, as we have observed previo~sly, two or a few 
firms either have a tacit understanding or some custom 
develops which prevents one firm deliberately making an 
attempt to expand output in normal times, by spectacular 
reductions of prices.1 The cost conditions in themselves 
partly determine the lower limit of price in conjunction with 
the amount of profit required to cover the risks involved. 

There may be instances where superficially the actual 
conduct of firms seems contrary to the facts outlined above. 
There are such instances, and they arise in times of de
pression in industries which are many~firm and whose 
products are sold in those nearly perfect markets we have 
mentioned; i.e. commodity exchanges, marts, &c. But in 
an industry where one or more firms have a definite control 
of prices the chief and perhaps the only exception to the 
rule is where one exceedingly strong firm decides to embark 
on a price-cutting campaign, and ignoring costs of pro
duction of its own products and those of other firms in the 
industry, deliberately sacrifices its profit margin or expends 
its capital in supporting losses. Such campaigns are rare in 
this country, but when they arise all the usual methods of 
price-fixing are abandoned.• The cost of such a campaign 
in terms of loss of profit or actual capital disbursed by the 
strong firm, depends entirely upon the strength of the 
opposition and their willingness or otherwise to enter the 
~truggle. The outcome is always uncertain, and expecta
tions of the strong firm are often disappointed. It is not a 

1 Cf, Burns, op. cit., chap. iv. 
• For example, the great tobacco war in the early part of the twentieth century. 
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policy which commends itself to many strong firms, and the 
weaker firms who may be driven out of business may often 
re-enter when the campaign is over and the strong firm 
begins to increase prices. Such a situation need not be con
sidered in detail as it affects but little the general methods of 
price-fixing. 

Much more common is the situation where the strong 
firm is predominant in the manufacture of a large number of 
mixed products. The dominant firm may be subject to price 
competition by smaller firms in respect of one or a number of 
its usual products. In that event it often decides to develop 
extreme price competition in those few lines: while main
taining its usual basis of pricing in respect of other products. 
In this way it may stifle active price competition by forcing 
the small competitors out of business or inducing them to 
follow its lead in all prices. There is no limit to the reduc
tion of price in such cases; only the capital which the firm is 
prepared to expend or the loss of profit which it is prepared 
to bear, will determine the lower limit. 

While the above occurrences may be. rare and not of great 
significance in the price-fixing process, it is common for 
prices to be varied on certain lines, if only by a sacrifice of 
the normal expected percentage of profit. This does not 
materially alter the basis of price which may still be the 
expected average costs of production plus a profit margin 
which may vary from zero upwards to meet changing 
circumstances. 

Period for which Price is Fixed. It seems clear that if a 
firm fixes prices upon the basis outlined above, such prices 
cannot normally be changed during the period of production. 
In fact the essence of price-fixing by the individual firm is 
that once the price is decided upon it shall not be subject to 
alteration for some given length of period.1 One of the 
reasons for entrepreneurs adopting this system is that it is 
not practically possible to ascertain actual average costs of 
production with precision over each very short period, such 
as a week or a month. Moreover, consumers are not willing 
to place orders or to buy products on the terms that changes 
in prices may occur at any time. The nature of the product 

1 For U.S.A. practice, cf. Burns, op. cit., p. 2.43 and chap. iv. 
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and the methods of manufacture are such that with the 
deepening of capital which is usually found in price-leading 
firms, it would be impossible to compute, with the required 
precision, the actual costs of any particular batch of products. 
It is often necessary, on account of the channels through 
which products are normally sold, to indicate at an early 
date, in advance of the period of production, the price which 
it is proposed tb fix over a given period. Many products 
are produced to be sold at standard prices, and these prices 
are expected by consumers to be maintained for con
siderable periods of time. , The actual length of time for 
which the producer may intend to keep the price fixed, often 
depends on the type of product in question. Its design 
may be changed at well-defined periods, and so long as the 
design or type is current it may be convenient to maintain 
the price. 

It is customary in some industries to fix prices and main
tain them in this way over a period as long as 12 months. 
There are a few examples of much longer periods, such as 
two or three years, which are usually producer-retailer 
industries and where the goodwill of the firm has been built 
up c;m the basis that frequent changes in prices do not take 
place. 

In those cases where it is not customary in the industry 
or for the firm to fix prices with such strict rigidity as above
mentioned, some :firms revise their prices only in accordance 
with an arrangement that they shall give a certain length of 
notice to consumers before making the change. The results 
of such a policy and its impact upon the profit of the firm 
depends on the length of notice which is customary. It 
may be as short as a month or so up to perhaps six months. 
But this is not the general case for the analysis of price
leadership and price-fixing by the strong firm.· It applies 
more to the smaller firms who may have only a small in
fluence over prices, and it gives them an opportunity to 
review their prices oftener than is deemed to be practicable 
in the case of the real price-leaders. In many cases, parti
cularly where the producer fixes a standard retail price, when 
reductions in selling prices are mooted, wholesalers and 
retailers expect producers to allow them a rebate in respect 
of stocks on hand which were ·purchased at the higher price. 
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This may often be a deterrent to a reduction of prices, when 
a new season's budget is being prepared. Unless technical 
conditions have altered so that the reduced prices can be 
maintained for some long time ahead, the reduction is not 
usually made. 

Forms of Price Policy. It has been noted above that price 
policy rarely takes the form of a price-cutting campaign by 
the dominant firm or firms in the industry. So long as the 
smaller firms do not attract notice to themselves by offering 
to sell at prices much below the price leaders, the latter do 
not make any systematic attempt to eliminate their smaller 
rivals. So long as the small firms follow fairly closely the 
prices set by the leaders, the relative proportions of output 
of each may not be altered significantly and in that event the 
leading firms will not make any great effort to eliminate them. 

While costs of production may differ significantly be
tween the price-leaders and the other or smaller firms in 
the industry, it may not be the policy of the larger firms to 
reduce prices to such a level that only the minimum profit 
is earned. On the contrary, they may keep for themselves 
as long as possible the benefit of any decreases in costs 
which they know are not available to rivals or smaller price
following firms. 

A quiescent policy of this kind characterizes several 
industries, more particularly where the methods of produc
tion do not change rapidly and where decreases in costs are 
not regular or occasioned by revolutionary changes in 
methods of production. The policy may be to maintain 
normal prices with variations in the style of product from 
year to year, and to continue the business on conventional 
lines: seeking only those extensions of output which arise 
in response to gradually expanding demand for their pro
ducts. It is not clear to what extent such a quiescent price 
policy obtains in any particular section of British industry, 
but it may be found in a few industries where price-leader
ship has been developed over a long series of years, and the 
product is one the design and style of which has not changed 
very much. 

Aggressive Price Policy. In the newer industries some 
4782 K 
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price-leaders have adopted and follow what has become 
known as an aggressive price policy. In some industries 
they may have reached the position of price-leaders by 
following this policy, or, alternatively, their very position 
as producers of a significant proportion of the total output 
may have enabled them to follow that policy. . 

An aggressive price policy may be described as a systema
tically designed scheme of reducing the price of a product 
by so changing technical conditions and costs that it is 
profitable to force on output rapidly beyond certain dead 
points, so that a new and more favourable productive posi
tion is reached.. The intention is to popularize the demand 
for the product so that the actual and potential markets are 
extended either gradually or more generally by a series of 
leaps, from one production season to another. The risks 
of such a policy are great. but they can be minimized by a 
system of standard costing and budgetary control. It is 
only possible to adopt an aggressive price policy in its fullest 
vigour when the expected costs of production over a series 
of periods ~head are declining on account of im~roved 
methods of production which can be foreseen. Obv10usly, 
the newer industries are those in which a producer may 
either choose or be compelled by the actions of his rivals to 
adopt such a policy. The example readiest to hand is that 
of the motor industry. Up to the outbreak of war in I 9 I 4, 
the methods of production were undeveloped. That is to 
say, motor cars were built individually and many of the 
machine and hand processes involved were slow. The cost 
of producing a car under those conditions was high, and 
if the demand had expanded costs could not have been 
reduced very much by producing larger numbers by the 
same methods. Nearly all the individual firms in the 
industry who recommenced business in I 9 I 9 reconsidered 
their methods of production and began to adopt or follow 
an aggressive price policy. The design of the product was 
altered almost every production season to enable a car to 
be produced at a lower cost. and by adapting machines to 
produce in quantity in a shorter time those parts which had 
formerly been made by slow and cumbrous operations. In 
a few years the price of a motor car had fallen sharply 
although the profits of the individual firms and the industry 
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were expanding rapidly. Now it is possible to produce and 
sell a car at a price which is about one-third or one-quarter 
of the price current twenty years ago. Of course it is not 
the same type or design of car and there may not be the same 
weight of material in it, but the present models probably 
serve the purpose better and are more reliable and useful 
than the older types. The reduction in price might have 
occurred even if an aggressive price policy had not been 
followed. The prompt reduction in prices when technical 
improvements in manufacture reduced costs, has had the 
effect of stimulating an increased demand, which in turn 
has enabled production to proceed on a larger scale at 
decreasing costs. 

Changes in Prices. A producer who has adopted a policy 
of maintaining a fixed price for a period or season of pro
duction, does not, in all normal circumstances: change the 
price during the period. Such complete rigidity is not 
always undertaken by the producer by means of legal con
tractual arrangements with purchasers of the product. 
Generally there is only a tacit understanding or a custom of 
the trade or industry which necessitates such price-fixing on 
a firm and rigid basis1 but price changes during the season 
will not be made in any normal circumstances. The term 
'normal' in such context includes an allowance for all the 
changes in cost and in demand, and thereby of output, 
which may or may not be foreseen but which arise out of 
circumstances which are not catastrophic such as war, 
strikes, and lock-outs. It is clear that no producer's pro
duction plan could make provision for the changes in costs 
arising out of such exceptional conditions or for the readjust
ment of delivery dates required. But all normal changes 
in the buying prices of raw materials and semi-manufactured 
goods and labour costs are smoothed out by the producer 
within the output plan itself, and are not tra~slated into 
changes in prices. In these cases the producer ts normally 
able to cover himself in whole or in part, by contracts for 
the purchase of raw material and often-times, but not as a 
wide rule of general application, against changes in wages 
rates too. In most cases of rigid price-fixing, the produc~r 
uses his profit margin as a buffer or pool. As a buffer 1t 
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takes up the impact of all adverse and unforeseen changes 
in costs. ·As a pool it takes up all decreases in costs which 
occur. The profit margin is calculated so that it is sufficient 
to allow of the smoothing out of all normal changes which 
may occur. 

Generally a firm does not set itself -to fix prices rigidly 
for a season of production, or even subject to change by 
giving long notice, unless the organization of its business is 
such that it can enter into firm contracts in respect of the 
purchase of raw materials and semi-manufactured goods, 
and can foresee changes in wages rates. The most uncertain 
element in costs, the risk of changes in which is often under
taken by those who fix prices rigidly, is wages. In the 
event of adverse changes, the amount of the change if of an 
order not exceeding 7t per cent to I o per cent, is borne by the 
producer out of expected frofits, and the selling price of 
the product maintained. I the change is of a higher order, 
before altering the fixed selling price the producer en
deavours to reduce his costs in some way, and very often 
is successful. The methods adopted have been explained 
in the earlier part of this work. 

Entrepreneurs say that when forced by circumstances to 
reconsider costs of production, it is surprising how they can 
be readjusted, often in a significant way. But the kinds of 
industries to which this would apply are limited, as indicated, 
to the newer industries where there still remains scope for 
technical advance or rearrangement of processes. 

If during a season or period of production the expected 
costs per unit do not closely coincide with the actual costs of 
production, the producer when forming his expectations for 
a succeeding period of production, reviews his standard, 
estimated or expected costs, and his experience during the 
period that has just ended becomes part of the basis upon 
which he formulates the standard for the ensuing period. 

At the time when plans are being made, the producer 
often gives an indication to consumers that a change in the 
price of certain products is intended to operate for the suc
ceeding period of production. It is only at such times when 
plans are being made, that consideration is given to a change 
tn the price, and the analysis of producers' price-fixing is 
only relevant to that period. That is to say, during any 
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season or period of production there is nothing to be gained 
by attempting to assess the producers' reactions to changes 
in demand. The answers to the questionnaire indicate that 
not only do all producers who fix prices rigidly, make no 
attempt to alter them for increases in demand, but also many 
other firms whose prices are not so rigidly fixed do not take 
advantage of increased demand to increase prices. This 
applies generally whether or not costs of production in
crease or decrease by reason of expansion in output. This 
result may seem surprising and if it is borne out by closer 
investigation of the affairs of a larger number of firms than 
that at present under discussion, the conventional short 
period analysis will need revision. 

The producer who does not alter his prices during the 
period of production may be following, as shown above, a 
quiescent or aggressive price policy. If he is following an 
aggressive price policy we find that changes in prices may 
take place at the beginning of each production period to 
reflect changes in cost. It is only then and at that time, that 
any changes will take place, and in determining entre
preneur's conduct in any given situation, it is only necessary 
to ascertain the time in the year which we are examining 
and the date when he makes his plans, to decide what his 
course of action will be. If the time in question is in the 
middle of a production season, prices will not be changed 
in response to any stimulus except some catastrophic 
event. If the stimulus is at or near the relevant date in 
the year when plans are being made, its effect will be 
immediately translated into expectations and will affect 
significantly the price-fixing for the ensuing period. It 
is essential, therefore, when examining the conduct of the 
firm, to know the practice of the individual firm in question 
and the custom of the industry, before entrepreneurs' 
actions can be assessed and the effect on prices can be 
calculated. 

There is no reason to believe that alterations in costs of 
production entailed by changes in costs of raw material or 
wages rates will necessarily determine the amount of any 
alteration of last period's price when a new price is fixed ~or 
a forthcoming period of production. In fact a new pnce 
and perhaps a new product obtains in each period of 
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production. Undoubtedly changes in costs which have 
occurred during a period, that is to say the sum 
of the deviations of actual from expected costs, do 
enter as an element into producers' expectations and 
condition them in whole or in part. But as each . out
put plan must be taken as a whole and if compared 
with . any previous plan would show many other changes 
in the product and the organization of the factory, it 
cannot be assumed that the measure of changes in prices 
between one season and another will be indicated by just the 
exact changes in wages and cost of raw material. In fact, 
a producer inay be applying entirely different considera
tions, and his price policy may be such that with changes 
in organization he may even· be able to reduce the price 
when last year's actual exceeded estimated costs, if other 
conditions make it possible. So that in general the changes 
in prices of finished products sold under a rigid price-fixing 
system, may vary for other reasons quite apart from changes 
in the cost of raw material and labour in the industry and 
be variable, if they are variable at all, with changes in the 
producer's price policy. 

If the producer is following an aggressive price policy, 
as many of the newer industries do, the price may be reduced 
almost every season of production for a series of years to 
pass on the economies of large s<;ale operation in reduced 
prices and to widen the market. 

Firms Who Fix Prices hut not Rigidly. In a few industries 
there are price-leaders who have not adopted a policy of 
fixing prices so rigidly that consumers expect such prices to 
be maintained for a full year or season of production. But 
these firms do not alter their prices at short intervals either 
for changes in demand or for small changes in cost. They 
are often in a position to make contracts for the purchase of 
raw material and semi-manufactured goods, and also in 
some cases to fix wages rates fairly firmly or subject to long 
notice of change. Their actual reactions to changes at any 
time are dependent upon these factors and particularly the 
length of time for which they have contracted for supplies 
and also for which they have made selling contracts with 
consumers. In addition, it may be customary in the industry 
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to give a certain length of notice of changes which are 
proposed in selling prices.1 

Some firms and some industries are not able to make firm 
contracts for the supply of raw materials, &c., for a period 
longer than three or six months, and in that case they usually 
have some notice before the contracts expire, of alterations 
in prices to operate during the new period of contracting. 
They usually arrange with their customers to give them a 
reasonable notice of alterations in selling prices, and notice 
will usually be given some little time before the tirm is 
entering into new contracts for its own supplies. Even in 
these cases the producer either undertakes or is compelled 
to bear the adverse changes in costs which occur over a 
period or the length of time elapsing between his having 
notice of increases and the expiration of the notice to be 
given to consumers. The same firms often pass on decreases 
of costs to consumers immediately, but many take the oppor
tunity of adding favourable changes in costs to profits. 
Much depends on the custom of the industry and the 
expectations of consumers. 

The above analysis appears to apply to all those firms who 
have an opportunity of fixing prices for their own products 
but do not fix them rigidly, or hold them out as so fixed.a 
In the industries concerned, whatever changes are made by 
the price-leaders are followed in whole or in part by the other 
smaller firms who are price-followers. 

Comparison with Quasi-Automatic Price-Fixing. A clear 
distinction between those firms who are price-fixers or who 
are engaged in the same industry as a price-leader and follow 
that firm's prices, and firms who sell their products on 
organized marts or commodity exchanges, is brought out 
by a comparison of their respective reactions to changes in 
demand and in costs. 

Several firms who sell most or all of their products on 
such marts and exchanges have answered the q~estionnaire, 
and if a summary of their replies analysed below 1s co~p~red 
with that given by price-leaders, shown above, dtstmct 
differences will be observed. 

If demand increases sharply or the firm has an unusual 
1 See App. Ill, Q. 29. t See App. III, Q. z 3· 
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quantity of unfilled orders, it increases its price quoted for 
future deliveries. There is no reason why it should forego 
profit when an increased price has been quoted on the ex
change and is known to all buyers and sellers. If it did so 
it might not be able to cope with the increased output 
demanded at that price immediately, and might disappoint 
old customers in respect of delivery dates. Further, it is 
only at such times that many firms are able to earn a sub
stantial profit, which when averaged over a series of years 
with smaller profits and losses, results in a normal profit 
over a long period. 

Even if costs remain unaltered by reason of expansion in 
output or if they decrease, the firm will still increase its 
prices for future deliveries to obtain a price at or about that 
quoted on the exchange. If costs increase by reason of an 
expa,nsion in output, prices are often quoted much higher 
than those ruling when the last quotation was made, either 
as an alternative to declining the business or to force up 
prices still higher. 

Firms in this situation are often engaged in the primary 
or early stages of manufacture. Their raw material is 
usually bought on commodity marts or exchanges and for
ward contracts may only be possible for short periods or for 
various reasons may only be desirable for short periods. The 
finished products of their industry may fall to be regarded 
as intermediate products because all the stages of manu
facture to put the products in the hands of final consumers 
may not be completed by those industries. As indicated 
earlier, the opportunity of price-fixing arises in the main in 
those industries which complete some one or more of the 
later stages of processing. 

These firms whose products are subject to quasi·automatic 
price-fixing can rarely hope to translate increases in costs 
which do not affect all firms in the industry alike, into 
changes in prices. For exampfe, if one firm has some diffi
culty with its processing operations or some inefficiency 
appears in its plant, its costs will increase, but there is no 
possibility of its obtaining an increased price for its product, 
If an attempt is made to recover some of these costs by 
quoting prices higher than those reported on the exchanges 
or marts, it is unable to obtain orders. Therefore, such 
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adverse alterations in costs have to be borne out of profits 
or actual losses may be incurred and the firm may ultimately 
go out of business. Inefficiency of plant and organization 
causing costs to be out of line with most other firms in the 
industry is one of the main causes of business failure. 

Alterations in costs which affect all firms in that industry 
more or less alike (i.e. changes in the basic rates of wages or 
in the cost of raw materials) are translated into changes in 
prices quoted for future delivery with a very short time 
lag, often as short as a week or a month, particularly if 
expectations of further increases begin to be formed. In 
such a situation the quoted or reported prices alter either 
upwards or downwards to reflect the changes in costs of 
production. 

Some firms in industries subject to these conditions indi
cate that in times of depression the price sinks so low that 
for some firms it is lower than their actual currently com
puted costs of production. Such firms are only enabled to 
continue in business by employing their capital resources 
to support losses. Experience shows that some high-cost 
producers remain in an industry for many years by using 
capital to meet losses. As appeared in the cotton trade 
depression, the capital strength of some firms enables them 
to continue in business for a long time if they are unwilling 
to leave it, and nothing short of a rationalization scheme and 
the forming of a price-fixing association will enable normal 
profits to be obtained by most of the firms in such an 
industry. It is extremely difficult to decide whether the 
prices of such products, in depression, are most influenced by 
the actions of the efficient firms who force down prices to 
keep up output at decreasing cost, or by inefficient firms who 
are deliberately offering to sell at a loss merely to get some 
output from the factory while they are expending capital 
in the hope of recouping themselves in the futur~. A more 
detailed investigation is required before the potnt can be 
decided. 

In the case of changes in prices arising in the industries 
above mentioned there is only a short time lag between 
observed alterati~ns in costs and changes in prices quoted 
for future delivery. But contracts which ha~e been accep~ed 
for future delivery may often be on the bas1s of a firm pnce 
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not subject to changes in cost, and in that event the firm 
may incur a severe loss if it has to meet adverse changes in 
costs of production. In many industries undertaking the 
primary processes it is not unusual to meet this eventuality 
by including some rise and fall clauses to cover the manu
facturer against unforeseen rises in costs, and to give the 
benefit of reductions in costs to the buyer. A good deal 
depends upon the course of dealing between the parties and 

. the custom of the industry involved. But many replies to 
the questionnaire show that there is a time lag of one to six 
months before the firms feel the benefit of working on 
orders at increased prices, although costs may be increasing 
over the period.1 This will be of importance in any analysis 
of entrepreneurs' reactions to changes in demand and in 
cost. 

Resistance to Price Changes. Many firms whose prices are 
fixed for a season find resistance to price changes for the new 
season's production, in certain circumstances. Some find 
resistance from the wholesaler only and others from both 
wholesaler and retailer. There are many reasons for such 
an attitude on the part of wholesalers and retailers, mainly 
because they dislike having the task of explaining to con
sumers the reasons for changes which are increases, and they 
fear that sales of that product may fall. In respect of many 
products neither wholesaler nor retailer offers any resistance 
to price increases, particularly if the product is changed in 
some way or they have ample notice before the beginning of 
the new season or period of production. Their profit usually 
takes the form of a fixed or conventional percentage on the 
cost price of the goods to them and assuming that sales. do 
not fall very much, price increases appear to offer additional 
profit. In some cases both wholesalers and retailers dislike 
decreases in prices unless they can see a rapid expansion of 
sales, for their profit percentage may remain unaltered and 
when calculated on a reduced cost price to them reduces 
their total profit.a 

Consumers do not often offer resistance to small price 
changes in respect of products of most firms to which they 
have become attached. Nor do they in general ever offer 

1 See App. III, Q. 30. I See App. III, Q. zs. 
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any resistance to price decreases. But producers who fix 
their prices for a season of production often state that were 
they to change their policy and occasionally reduce prices 
during a season of production, their goodwill might be spoilt 
because those consumers who had bought the product early 
in the season would complain when it was reduced in mid
season. Such a situation applies particularly to the sale of 
durable consumer goods such as motor cars, where a pur
chaser in the early part of the season would be disgruntled 
if the price were reduced in mid-season. 

A practice is developing amongst producers who fix the 
prices of their products, to fix it not only on immediate sale 
to wholesalers or intermediaries, but also to determine the 
final selling price to the consumer. These firms fix the 
final selling price of the product and allow conventional or 
agreed margins of discount to the wholesaler and the retailer. 
They thus have full control of the price at every stage. In 
many cases a legal agreement is imposed on the wholesaler 
and the retailer and sanctions are available against those 
who break it. 

Price-Fixing Agreements or Associations. It would be inter
esting to enquire and discover in which industries or sections 
of an industry there are formal or informal price-fixing 
agreements. If it were possible to trace the history of some 
of the price-fixing agreements known to be in existence, it is 
certain that much light would be thrown upon the con
ditions under which the firms in that industry have been 
operating. It is also possible that a generalization might be 
founded upon such information about the kinds of products, 
the relative sizes of firms. the fluctuations in demand and 
the price policy of some of the firms, which has led to an 
agreement becoming necessary or desirable, and the arrange
ments and tactics which have been adopted to bring it 
about. We are much more familiar with price-fixing agree
ments which have either been forced upon the industry by 
legislation or for which legislative sanction has been sought 
and obtained. Some of these industries have been the 
subject of political interest and action for a considerable time. 
They are regarded as key or main industries of the country, 
and in many respects differ sharply from the multitudinous 
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small industries which have arranged voluntary price-fixing 
agreements amongst themselves .. 

The very existence of price-fixing agreements is an indi
Ci).tion that in that industry one or a very few firms acting in 
concert do not have control of a significant proportion of the 
total output of that industry, or if they have some small 
measure of control that their capital strength is insufficient to 
support a price-cutting campaign which will eliminate the 
smaller competitors, within a reasonable length of time. 
Alternatively at some stage they may have decided that they 
will seek measures to avoid the losses of capital andfor profits 
involved in a price-cutting campaign. 

One or two instances· of price-fixing agreements under 
such circumstances are known. They generally arise where 
a dominant producer has used his position to begin a price
cutting campaign which has proceeded some way and the 
discovery is then made that he has under-estimated the 
capital resources of one or more of the smaller competitors 
and their willingness to sacrifice their resources to retain 
their normal share of the total market. This may happen in 
any industry, particularly where some of the smaller firms 
may have substantial resources invested in another country, 
or may have powerful directors connected with other indus
tries in this or some other country. Then it often happens 
that their strength is only revealed when some disturbance 
is created by the price-cutting campaign of the dominant 
firm in the industry. The campaign often ends in one or 
other of the parties seeking to reach an agreement about 
prices. Arrangements are often made that the dominant 
firm shall fix the prices. for a period upon its costs of pro
duction plus some agreed percentage for profit, and that the 
smaller firms will follow this price. Alternatively, all the 
parties may meet periodically and discuss costs and fix a 
price which is satisfactory to all or most of them. 

There are other conditions surrounding the manufacture 
of a product which often have a tendency to lead producers 
in that industry to use their efforts to formulate a common 
price policy. In some cases they have been successful and 
in others no measure of agreement can be reached. There 
may be in the industry a few or many firms which produce 
what for all practical purposes is a homogeneous or only 
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slightly differentiated product. It may be impossible by 
advertisement or other inducement for any one or a few pro
ducers to attract consumer preference which is strong enough 
to overcome even minor differences between the prices of 
one concern and another. In most cases it will be found 
that the cost conditions of the various producers differ in 
many respects. One or more firms may be operating with 
up-to-date plant under conditions of decreasing average 
cost, and others may be still operating old and worn-out 
plant. Some firms highly capitalized may be desirous of 
expanding their output rapidly to reach a range of normal 
output for the plant over which marginal cost will be constant. 

In such a situation price competition is at its maximum 
and if a few firms are able to make normal profits, many of 
the others will find the price at which these up-to-date 
firms can sell is occasionally below actual costs of production 
of the older firms. This was the case with the coal industry 
before it became the subject of legislation, and it is believed 
to be the case in the cement industry, in which a voluntary 
agreement has recently been concluded. In these industries 
the amount of capital which has been sunk in providing plant 
andequipmentis in general so large that whatever expectations 
of improved prices or otherwise producers may have, they are 
inclined to go on producing so long as capital resources last. 

If a price-fixing agreement is made in such industries, it is 
usual to relate the selling price to an average or ideal cost 
of production. Reports are periodically obtained by the 
price-fixing association of actual costs over agreed periods, 
and when these have been adjusted to reflect expectations of 
changes in costs of raw material and wages they are used 
as a basis for the fixing of prices to operate in a succeeding 
period. The price fixed at any particular time may n~t 
suit all the producers in that industry, particularly i~ thetr 
costs of production are higher than the average. It 1s not 
usual for the price to be fixed on the highest or the lowest 
cost of production; in the former case the low cost producers 
would make large super-profits and would be made much 
stronger than ever by the conclusion of the agreement, 
and in the latter case they might be made stronger ~oo 
because many of the high-cost producers would find t~e pnce 
so unremunerative that they would have to close busmess. 
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To ensure the smooth working of the agreement, in all 
cases where the product is nearly homogeneous it is regarded 
as essential that a sales quota should be fixed for each firm 
in the industry. There is much scope for argument as to 
the basis on which this quota should be calculated. In some 
instances it may be a percentage of the output sold by each 
firm over a given period. This may have the effect of weight
ing the future output of any firm according to its position 
for the period before the agreement was concluded. It may 
be that this will penalize the very firms who were anxious to 
enter into an agreement because their output was falling. 
As an alternative, quotas are fixed in relation to the present 
or potential output capacity of the plant of each of the 
firms. Often provision is made for periodical adjustments 
to increase the quotas of those firms whose plant has been 
expanded and had not reached full normal production at 
the date of the agreement. 

In many cases it is not possible or convenient to allocate 
an exact quota of output and to transfer orders from one 
firm to another. In that event provision is usually made 
that any firm exceeding its quota in a given period shall 
pay into a pool a levy of a ~xed amount per unit of product. 
The balance in this pool is periodically divided amongst 
those firms whose output has fallen below their quota. 

Another circumstance which will give rise to the fixing 
of prices by a formal agreement is in an industry where there 
are many firms engaged, often grouped about a modal size, 
and making a wide variety of .products which may come 
under one trade description or be broadly defined as pro
duced by one industry. In one or a few sections, or in 
respect of one or a few products, one or a few firms together 
may control a significant proportion of the total output. But 
generally many of the products will be nearly perfect sub
stitutes each for the other, and although some products may 

· be differentiated slightly the main force of competition will 
centre upon the price and the search for buyers. Cost con
ditions may be closely similar in respect of each producer's 
plant, but all of them will be generally producing a sub
normal output. If they were all producing a normal output 
upon which their normal costs are calculated, there would 
be no tendency for them to enter into severe price com-
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petition. Agreements amongst producers in some of these 
industries are often made, and they generally follow a certain 
pattern. Prices are fixed upon the basis of actual average 
costs over some preceding period of all the firms who are 
parties to the agreement, adjusted where required by expec
tations of changes in costs in the period for which prices 
are to be fixed. The products are graded according to some 
recognized trade custom or by technical description, and 
prices fixed for each grade or quality. To ensure that the 
price is actually maintained in practice, various devices of 
selling job lots and out of season stock are prohibited before 
certain given dates in the production season. Wholesalers 
and retailers who distribute the products of such an industry 
are usually induced to enter into similar price-fixing arrange
ments so that the price at all stages, from the producer to 
the consumer, is regulated. The producers undertake to 
sell only to those wholesalers who are members of the asso
ciation, and the wholesaler agrees to sell only to recognized 
retailers, and the retailer agrees to buy only from the 
designated wholesalers, and each and all of them undertake 
to maintain the agreed prices for the season. Sanctions are 
imported into the agreement to strengthen it and to deter 
any of the parties from underselling any of the others. 
Usually any party who breaks the agreement is placed on a 
stop list or black list and the other members refuse to buy 
from him or sell to him. 

It is reported that some of these agreements have the 
effect of stabilizing the prices and profits of all those who 
become parties to them; they generally are at least effective 
in preventing unrestricted price competition, and the failure 
or disappearance of many of the competing firms. Their 
continuance in operation depends upon the loyalty with 
which the members carry out their obligations, and that in 
turn often depends on the general improvement in the profits 
which has been effected. Clearly a good deal depends on · 
the effect of the agreement in causing a redistribution or 
otherwise of output and sales amongst the signatory pro
ducers. If some are very adversely affected, they may form 
expectations of a more profitable output and price policy 
and break away from the association.1 

1 For U.S.A. experience of Trade Associations for price-fixing, see Burns, op. cit,. chap. ii. 
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EQUILIBRIUM OF THE PRICE-FIXING FIRM 

THE equilibrium of the firm may prove to be too precise 
a concept to be warranted as a description of the con

ditions which will be outlined below, but m lieu of a more 
suitable term it will be used to show the operating conditions 
of a firm which will maximize profits in any given situation. 

The conventional analysis (neglecting the role of time) 
requires as a condition of the equilibrium of the firm that 
the output produced is that amount the marginal cost of 
which is equivalent to the marginal revenue. Obviously, 
for practical purposes such a concept can only be used by 
preparing some sort of average marginal cost and marginal 
revenue over a period or season of production. It is clear 
that at any given moment or as an average over a very short 
period, say a week or a month, the actual marginal cost then 
current may diverge significantly from the actual marginal 
revenue if it could be calculated at that time. The greater 
the degree of arbitrariness in selecting the time or the broken 
part of a full season or period of production, the more uncer
tain and unreal would be the figures which we obtained. 
In fact it is only when a complete season or period of pro
duction is taken and the costs calculated after the event and 
adjustments made for stocks of finished goods on hand and 
work-in-progress, that it will be possible to compute the 
actual marginal cost. 

We cannot deduce in any actual case the disequilibrium 
of the firm from the fact that over a short period of time 
marginal cost was in excess of marginal revenue, even if the 
figures could be calculated. It may be that for some part 
of a production period it is not possible to sell just that 
amount of output which is required to satisfy the equilibrium 
conditions. It may be convenient to keep the plant running 
although there is no immediate sale for the output, but it is 
expected that it will be sold before the close of the pro
duction period. Little can be gained by attempting any 
analysis which does not have reference to a full season or 
period of production, because the output plan of a producer 
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relates to that period and he will average his results over the 
full period and not treat separately any parts of it. Further, 
his price-fixing must be concluded in advance of costing; 
that is, it is not based upon the actual costs of production. 
The marginal revenue assumed, explicitly or implicitly, 
when forming his expectations, cannot be varied to meet 
actual changes in costs, because price cannot usually be 
changed during the period or season. 

It is necessary to divide into two parts the action which 
the entrepreneur takes to ensure the equilibrium of the 
firm. 

(a) His decisions taken when forming his expectations 
for the succeeding period of production. 

(b) The steps he takes to implement those decisions 
during the season of production. 

It is clear that when making his choice of practical alter
native scales of output, he will endeavour to prepare his 
budget in such wise that his decisions, upon which he is 
forming his expectations, will produce the most favourable 
results assuming that it is possible for him to carry them out. 
As it happens many of these decisions tend to be, or are 
made to be comparatively rigid and may positively prevent 
his attaining his most favourable position for the whole 
period of production. This is part of the risk of such an 
organization and past experience of the results of such 
rigidities are an important element entering into expectations 
for succeeding periods. 

But it is clear from this that in any short period analysis 
not relating to the season of production, we cannot deduce 
the disequilibrium of the firm from the fact that expectations· 
have not been realized fully and that circumstances, such as 
rigidities, prevent the adjustment of output to equate mar
ginal revenue to actual marginal cost. In fact, in many 
industries it will be necessary to take an average over a very 
long period, say several years, before we can determine 
whether the failure to equate marginal cost to marginal 
revenue in any of the given shorter periods had caused the 
disequilibrium of the firm. The breaking up of the life-time 
of a firm even into such feriods of a year or season of pro
duction, has the effect o isolating some portion of what is 
in effect continuous output. 

L 
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14.6 EQUILIBRIUM OF PRICE-FIXING FIRM 

Generally, as will be shown below~ the most significant 
decision for the equilibrium of the firm is the fixing of the 
price for the projected period ahead. Once this price is 
fixed it is not only the average revenue for the firm, but the 
marginal revenue for all amounts of output This arises 
because the selling price is fixed for the period. It is clear 
that whatever the amount ofoutput which may be actually 
achieved, the fixing of the price leaves no provision or oppor
tunity for changing it during the season of production in 
response to changes in demand. Therefore, the equating 
of marginal cost to marginal revenue must be effected by 
means of other variables; the marginal revenue is fixed for 
that period of production and cannot be altered. The situa
tion is one in which the entrepreneur has bound himself 
as if he were ready to sell any amount of output at a given 
price over which he has no control. Therefore, if he can 
so arrange his other affairs so that he can equate marginal 
cost with marginal revenue, he will do so, but if he is un
successful in this he cannot fall back upon a change in the 
price, to produce the necessary conditions of equilibrium 
required by the conventional analysis. 

If the above observations correctly define the situation 
then whatever changes· may take place in demand those 
changes clearly have no influence whatever upon the selling 
price of the product. Such changes may be noted for 
inclusion in the budget or output plan of a forthcoming 
period, and with a change in the entrepreneur's expectations 
a larger or smaller price may be set for the succeeding 
period. But nothing can affect the price which has been 
fixed for the period or season of production. It would .be 
useless, in any event, to analyse entrepreneur's conduct now, 
that is, at the present time, in an endeavour to explain 
current prices. Current prices are the results of entre
preneurs' decisions some time past, and except in the ex
tremely rare cases where the prices of finished products 
ready for sale to consumers can vary day by day, it is clearly 
futile to attempt to do so. The fact is that current expecta
tions, even when prices are free to vary, affect prices which 
will be quoted now for future delivery. They do not affect 
the prices of finished goods which are on offer and ready for 
sale. Their selling price is compounded of entrepreneur's 
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decisions which may have been made as far back as twelve 
months ago. 

The situation above outlined with regard to the fixing of 
the price, and this fixity determining the actual marginal 
revenue as distinct from the expected marginal revenue 
assumed for the purposes of the budget, may be elucidated 
by reference to the actual production plan of a producer. As 
previously indicated in a general way, the producer having 
determined the normal output which he can expect to sell, 
decides upon a price out of a set or series of prices, which 
may be possible with respect to that product. He generally 
makes, in some way, an estimate of the various quantities 
which could be sold at various prices, as a test of whether 
it will be profitable to aim for one or another of the alterna
tive scales of production open to him, assuming marginal 
cost is constant over a fairly wide range of output. These 
tests show that if a certain scale of output is achieved and a 
certain price fixed for the product, the total return will be 
a certain amount. Another two or three higher and lower 
scales of output are computed with different selling-prices, 
ascertained from agents' reports and suggestions coming in 
to the firm, and the expected results compared. Alterna
tively, a computation is made of the deviations from normal 
output which will be required to produce a given total 
return if prices are changed by certain given fractions. Then 
on the information available the decision is made whether 
the sales of the product will increase by the required per
centage in response to the stimulus of a given decrease in 
price, or whether they will fall by as much or more than 
the output is assumed to be reduced to give the same total 
return at a higher price. 

These computations are implicit calculations of the 
elasticity of demand and of marginal revenue which may be 
expected. They are used in conjunction with an estimate 
of possible outputs and of marginal costs, to determine the 
output and price for the season, and are incorporated in the 
budget or plan. For all practical purposes an entrepreneur 
in his expectations, sets out for himself in the budget or 
plan the most favourable position which he thinks he can 
attain during the projected period of production. To this 
extent, and to this extent only, can we say that the entre-
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preneur is aware of the conditions necessary for the maxi
mization of profits. He budgets on the assumption that 
these conditions are an ideal at which he will aim and which 
he may achieve approximately, though never exactly, for 
the reason shown in the foregoing analysis. 

It has been explained that the normal output which is 
used as a basis·when forming expectations is generally about 
the mid-point of a range of possible outputs all of which are 
capable of being achieved at a constant marginal cost. This, 
together with the peculiar situation of marginal revenue in 
his plans, explains why a producer who fixes prices stands 
ready to produce any amount of output (which may be 
required and which is within the capacity of the plant) at 
the fixed price. Up to the point where marginal cost begins 

· to rise rapidly and there is danger of stressing the plant, he 
will press output because marginal revenue, that is, average 
revenue which isthe price, is always greater than marginal 
cost. In fact, although he has budgeted for a normal output 
which may be some I 5 per cent or 20 per cent below the 
comfortable maximum capacity of the plant, he will always 
press on output, given the opportunity, until it reaches the 
comfortable maximum capacity of the plant obtainable 
without stress or strain. Beyond that point he is not usually 
prepared to go however strong the demand may be. He 
either refuses orders, or if convenient he persuades con
sumers to allow orders to be carried forward into the next 
season of production. When he is making his. plans for 
the forthcoming season this expansion of demand may cause 
him to revise his expectations of the most profitable price 
and to change it to suit the circumstances. The general 
case is that demand is rarely underestimated; over estimates 
are more common, in respect of most products. Normal 
changes in demand are gradual and can be foreseen in the 
large. 

· Similarly, when output has a tendency to fall below the 
rate assumed in the output plan, the marginal revenue in 
respect of each unit actually lost is equal to the price, and 
not the expected marginal revenue assumed in the plan. 
If output falls very much below the normal assumed, the 
producer often undertakes a special advertising campaign 
or uses sales promotion methods to try to force output. The 
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marginal revenue in respect of each unit added to output 
is again equivalent to the price, that is, average revenue, and 
over the relative ranges of output is higher than marginal 
cost. In fact every unit of increased output, as the price is 
fixed, does not have the effect of causing marginal revenue to 
decrease, as we should expect in a negatively inclined 
demand curve. For all practical purposes this demand 
curve becomes a straight line when the price is fixed, 
although we cannot assume that the entrepreneur can sell 
as much output as he likes at that price. 

This analysis of the situation gives a clearer understanding 
of the reasons why an entrepreneur as price-fixer always 
searches, if output falls below normal, for an opportunity of 
charging discriminating prices in a new market.t He will 
sell his product in any new market, particularly for export, 
at any price which is a little above the expected marginal 
cost assumed for the purposes of the output plan. Such 
producers explain that any contribution to fixed costs or 
overheads as assumed in the plan represents unbudgeted 
profit and therefore is desirable. In fact, several examples 
have been noted in entrepreneurs' budgets, of discriminating 
prices. The main or home market demand forms the sub
ject of the budget and then an endeavour is made to increase 
normal output by selling additional and unbudgeted output 
in export markets at prices only a little higher than estimated 
marginal cost. 

Methods Required or Used to 1 mplement the P !an to Ensure 
Equilibrium. The most important element in the producer's 
plan and a condition required for equilibrium, is the achieve
ment (approximately of course) of the output assumed when 
forming expectations. This is the keynote of the whole 
plan. Clearly if the output produced and sold were exactly 
the same as that amount which is expected, then also by 
implication the assumed marginal revenue (calculated im
plicitly, but not explicitly, as previously indicated) for the 
purposes of the plan has been correctly assessed. It means 
that although the producer may not actually have drawn 
the curve he has gauged correctly its location at a point, and 
probably too the shape of a small section of it. He has 

l As to price discrimination in l'.S.A. see Burns, op. cit., chap. vi. 
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linked together a price and i quantity of output which can 
be sold at that price. If the output achieved is that normal 

· to the capacity of his plant and the most suitable output for 
working without stress or strain; the situation is unique and 
determinate; he has in fact found his most.favourable situa
tion for that particular period of production. But there is 
no evidence to lead us to believe that any entrepreneur either 
has or ever will be able to achieve such a unique result. 
Obviously, whatever his degree of efficiency in other respects 
no entrepreneur has perfect foresight nor perfect control of 
any of the conditions. Even if a number of years or seasons 
of production were taken together and the algebraic sum 
of the deviations from normal output were computed, it is 
certain that the nett result would not accord with the average 
normal outputs assumed in the plan. 

The first condition then of equilibrium is that the differ
ence between actual and estimated output should tend to 
zero in the period of production. If we like to look at the 
matter over a number of production periods, because any 
actual deviations of the magnitude which can be borne on 
account of the capital strength ofthe concern will not cause 
it to go out of business, then the average deviation over this 
series of production periods should tend to zero. 

In fact, any deviation between actual and estimated output. 
which is within the limits of the minimum and maximum 
outputs assumed for the purposes of the _plan, that is, the 
range of output over which marginal cost is fairly constant, 
would not be regarded by the entrepreneur as a factor likely 
to disturb the equilibrium of the firm. He will not press 
output beyond the comfortable maximum assumed in the 
plan, that is, beyond the point where marginal costs are 
constant. All output up to that point is desirable, but at 
the point where marginal costs begin to rise, there is danger 
of unbalancing the plant. 

Secondly, the algebraic sum of the deviations of actual 
from standard costs, should tend to zero. This condition 
is only partly dependent on the foregoing condition relating 
to estimated and actual output. In general, if the deviation of 
actual from expected output tends to zero it is often found that 
the second condition is also fulfilled. But this is not neces
sarily the case. As indicated earlier, the unit costs of pro-
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cessing may alter during the period of production irrespec
tive of any change in the volume of output. If they do 
change the entrepreneur uses the methods which have been 
described, to smooth out his total costs in some way so that 
the algebraic sum of deviations of actual costs from those 
assumed in the plan tends to zero. 

If the conditions above mentioned are fulfilled within the 
limits mentioned, the firm has maximized its profits in the 
given situation in which it finds itself. The actual situation 
is largely determined by the actual selling-price of the pro
duct which has been fixed for that period of production. 
There will be no tendency for the firm to alter its price and 
output policy when making plans for succeeding periods of 
production if the conditions are approximately fulfilled or 
tend to be fulfilled over a series of production periods. 

The rate of profit expected will be approximately achieved 
and the producer will not alter his profit expectations in 
succeeding periods either upwards or downwards unless : 

(a) New firms come into the industry. If they follow 
the prices set by the leading producer and do not 
show any inclination to attempt an attack upon the 
price-leaders' share of the total output of the industry, 
the producer's expectations will only be revised when 
his output shows signs of falling sharply. 

(b) If other established or the new firms attempt a price 
war (which they rarely do) the price-leader may decide 
to join issue in an endeavour to maintain his own 
share of the total market, by a price-cutting campaign. 
The outcome is uncertain, as shown above, and does 
not relate to normal periods. 

The tendency for new firms to come into an industry in 
which one or more firms who are price-fixers are engaged, is 
not solely or mainly determined by the expectation of 
~arning super-profits which are discernible from the. p~b
hshed results or information about profits of the ex1stmg 
firms. Expectations are tempered by several deterrents 
which cause them to be discounted heavily for the purpose of 
deciding whether or not to attempt an entry into an indus.try 
dominated by a price-fixing firm. This heavy discountmg 
is occasioned by some or all of the following: 

(a) It may be feared that the dominant firm will resist 
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the entry of a new firm and endeavour to stifle it at once by 
entering upon a severe price-cutting campaign to eliminate 
quickly the incoming firm. This is an exceedingly powerful 

· deterrent, and the risk of failure. of the expected super
profits is great; more particularly if a large scale output must 
be attempted at the start to produce at a cost comparable with 
that of the dominant firm. 

Most new firms in Great Britain begin in a small way of 
business to minimize risk, and expect and provide for a 
gradual rather than a rapid rate of growth. Obviously, if 
they are not able to control a significant proportion ofthe 
total output of the industry soon after they are established, 
whatever action. they take will have little influence on the 
price. Generally a new entrant into an industry follows the 
price set by the leaders and provided he does not affect their 
share of the total output significantly the price-leaders do not 
attempt to eliminate him, and . their own conduct and 
expectations are little affected by the new entrant. 

(b) In some particular industries a very. high initial 
capital may be required and must berisked in the productive 
processes. Such a situation is becoming common in many 
industries owing to the deepening of capital in the ·present 
technical methods of production, and it is often the case 
that the product cannot be produced in any other way. Not 
only is it extremely hazardous to risk the large capital 
required but the amount may not easily be raised as there 
are not many facilities in this country for obtaining capital 
for new and untried enterprises. 

(c) The demand for the product of the industry taken as 
a whole may be inelastic and any output sold could only be 
obtained by diminishing the output of the existing firms, 
usually that of the d.ominant firms. This would probably 
lead to a price war at once for which a new entrant would 
be ill-prepared and disinclined to risk his capital in such a 
venture. 

(d) The industry may be one in which great skill, tech
nical knowledge or ability, may be required. If it is in short 
supply and the producer is not himself a technical expert, 
he may have great difficulty in engaging the organization 
and technical employees required. A large part of the 
existing technically trained employees would be bound by 
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agreement t_o the ~rms already in the industry, and it may 
be actually Impossible to commence a business of this kind 
unless labour could be imported from abroad. 

(e) The exi.stin.g or domin.ant firms may be manufacturing . 
a product .whtch ts substant.tally covered by patents, and in 
thts event 1t may not be posstble to make a substitute product 
without infringing the patents. 

Equilibrium of Price-Followers. A price-follower has been 
defined herein as a firm engaged in making a product or in 
an industry, which firm has not, but one other or a few firms 
in that industry have control of a significant proportion of 
the total output of that group of products or that industry. 
Such firms may or may not find it necessary by custom or 
usage to fix their selling-price rigidly for a full period of 
production. In many industries these firms have to follow 
the price-leader in this respect, but in others they may 
shorten the period to give them an opportunity: of revising 
prices if demand increases sharply and they are pressed with 
orders for early delivery. This is a situation which rarely 
arises in normal times and may be disregarded when 
analysing the general case. 

Many of these firms may make up a budget or output 
plan on lines closely similar to those described above when 
discussing the actions of the price-leaders. For them the 
equilibrium conditions are the same as those for the price
leader with an important exception. When they are making 
their plans and forming their expectations they may fix upon 
a tentative price for the next season of production and relate 
it to normal output and costs of production. But they 
refrain from announcing this price until they have learnt 
in one way or another the price which the price-leader pro
poses to fix in respect of his product. If this price does not 
differ materially from their expectations they proceed with 
their budget and plan on the assumption that the price they 
propose to fix for their own products bears the usual rela
tion to the price fixed by the dominant firm. If this tenta
tive price should be found to differ significantlr from .this 
usual relation, their own price then announced IS ~odified 
from that in the plan first proposed to express approximately 
the normal or general relation to the leader's price. Oppor-
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tunity is then taken of revising the other parts of the plan 
. which may be, and usually are, flexible in a minor degree, 
so that they may budget for normal expected profits for the 
forthcoming period of production. 

Some small firms in. such an industry have experimented 
by fixing prices differing by more than the normal amount 
from the usual relationship subsisting between their own . 
prices and those of the price-leader. Some have observed 
that their sales fall rapidly if their price is only a little higher 
than that set by the price-leader. But they have not found 
the sales to increase in anything like the same proportion 
in response to a decrease in price of the same amount. There 
is very little tendency for them to experiment with prices in 
an industry where price-leadership is obvious. 

It may be concluded then that for all practical purposes 
the price fixed by the price-leader is the going price for 
sales of the output of these smaller firms. The price repre
sents marginal ~evenue as well as average revenue, and the 
firms stand ready to selr as much output as is demanded at 
that price. They are always willing. if given the opportunity, 
to press output up to the point where marginal costs begin 
to rise rapidly on account of stressing the plant. But it is 
rare that such a situation arises, and it only can arise in case 
of an exceptional and abnormal increase in demand. In 
general the proportion of total output undertaken by the 
$everal firms in an industry remains fairly constant over long 
periods of time. 

If the conventional analysis were being used the situation 
for these small firms is one of quasi-automatic price-fixing or 
near perfect competition, but there is no evidence that the 
firm can sell just the amount of output which it desires at 
this going price.1 In that respect the market is imperfect. 
The possible sales are limited to the usual or normal share 
of the total demand which is sold by the respective firms. 
Nor is it impossible for the firm to sell a good proportion of 
its normal output at a price somewhat higher than that set 
by the price-leaders. It can depend on a certain proportion 

1 This assumption that a firm can sell as much output as it likes at the going price is an 
integral part of the theory of perfect or pure competition. For practical purposes ther~ 
seems to be, in the case of some commodities, such a slight degree of imperfection in th~ 
market that price competition appears to approach perfection, yet the seller must needs seek 
buyers, because of the lack of organized marts or exchanges, 
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of the total demand for the products of the industry irrespec
tive of minor differences of price. This policy is a reason 
which ~r~vents the use of the conventional analysis of perfect 
compet1t1on. 

Nor is the conventional analysis of imperfect competition 
easily applied to the actual facts of any particular case. The 
difficulty is created by the fixing of the price for some period 
ahead. This positively prevents the firm from making those 
adjustments which the marginal analysis deems possible. 

The equilibrium of the firm is assured and it is likely to 
continue production if an average or normal profit is earned 
over several production periods taking a series of them 
together and summing algebraically the actual results. 
Ascertained losses are not necessarily a deterrent from the 
continuance of production until the capital tends to become 
exhausted. In many cases fresh capital may be brought in 
to support losses if expectations are formed of profits in the 
future. If in any period of production the firm's actual 
output tends towards normal and the sum of the deviations 
of actual from expected costs tends to zero, then the firm 
has maximized its profits or minimized its losses in the situa
tion in which it has been placed during the period of pro
duction. The results could not have been improved upon 
if expectations had taken another form and had involved 
the fixing of a slightly different price or arrangement of 
costs. 

Price-Fixing in Industries Not Subject to Price-Leadership. 
Industries not subject to price-leadership, as indicated in 
several parts of this analysis, are generally those concerned 
in the extraction of raw materials and crude products, and 
in some cases in undertaking the first or preliminary stages 
of processing. The majority of these industries sell their 
products through organized produce markets, marts or 
exchanges. Products are often homogeneous or capable of 
grading or clear description. In these cases the conven
tional analysis of perfect competition, with slight modifica
tions is applicable. In the case of many c~ude pro?ucts the 
market is so wide that it may be almost, 1f not qmte, prac
tically possible for a producer to sell as much output as he 
wishes at the going price. But once a process has been 
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applied to a product and it ceases to be a crude product and 
is being fitted for use by one of the finishing industries, 
imperfections in the, market appear to be more prominent. 
In the case of many of these intermediate products there 
may be price-leadership, and in any of them it is rare for 
a producer to be able to sell as much as he likes at the going 
price. The price of any producer's actual output will only 
vary from the average prices quoted on the ex~hange or mart 
by small fractions, but at any time some larger differences . 
may appear on account of the system of making contracts 
to run for some period ahead. In such a situation changes 
in demand which appear have no effect on current prices; 
they affect prices for future delivery, maybe some months 
ahead, but in every case prices are free to change at much 
shorter intervals than they are in those industries where 
price-fixing for a substantial period ahead is undertaken in 
advance of production of a finished product. 

Another case may be distinguished from those mentioned 
above, as a variation of the pattern of price-fixing, which has 
been called quasi-automatic or near perfect competition. The 
difference lies in the fact that in a few industries, making not 
crude or intermediate products, but finished goods, no 
obvious price-leadership can be discerned upon the informa
tion available about those industries. Moreover, there may 
be no exchange or mart upon which the products are sold 
nor any system of reporting quoted prices or disseminating 
information about them. Such industries, if any are actually 
discovered, will by the nature of the case be also many-firm 
industries, that is, where price-leadership is not possible 
because no firm controls sufficient proportion of output to 
enforce its policy. There is an example which may fit the 
facts. The woollen industry, not taken as a whole of course, 
but divided into sections manufacturing products for 
different purposes, is one which is a many-firm industry, 
has no organized marts or exchanges for the sale of many of 
the finished products, and does not display any obvious 
price-leadership. The firms often manufacture a variety of 
products as distinguished by their uses or: price-classes into 
which they enter, and they can vary the relative proportions 
of output of each type or line of product over several pro
duction periods. No one firm or small number of firms 
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together have obvious control of a significant proportion of 
the total output of the industry, and may not be able to 
obtain such control because of the possibility of firms varying 
the proportion of mixed output which they attempt to sell 
in several production periods. 

The conventional analysis of the firm working under con
ditions of monopolistic competition does not fit with pre
cision an industry such as this. It would normally be 
assumed that as the number of firms in the industry is so 
large an alteration in the output or selling price of that 
output by any one firm would not affect any other producer 
in such wise that it causes him to alter his price or output 
policy. This result is supposed to obtain because the effect 
on the demand curve of any one producer of another pro
ducer's actions is small or insignificant as it is spread thinly 
over a large number and there can be no observable altera
tions. This is far from the facts. The real test of whether 
a producer's conduct in quoting prices will affect all or most 
of the other members of the industry, is whether or not they 
will obtain knowledge of that producer's actions and the 
length of the time lag between the action and its becoming 
common knowledge. In the woollen industry, and in some 
others, it is believed that such knowledge, although not 
necessarily officially collected, comes quickly to the notice 
of most of the producers in the industry and immediately 
affects their expectations. In a sense this rapid dissemina
tion of knowledge removes most of the imperfection in the 
market which would otherwise obtain in a situation where 
there are many producers making differentiated products all 
more or less capable of substitution one for the other. In 
the result prices are at any time affected by the actions of any 
or all of the producers in the past when quotations for future 
delivery were being given. The price quoted for future 
deliveries, according to the custom of the trade, spread over 
some months ahead is influenced by knowledge of what the 
various members of the industry are quoting and expecta
tions founded upon this knowledge. The practice app~ars 
to be for the firm to be asked, probably at th~ same ~u_ne 
as several others, to furnish a quotation for certam quanttttes 
of their products, to form the basis of a proposed cont~ct 
for deliveries over a certain period, which may be three, stx, 
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twelve months or more ahead. The quotation is given and 
the price, in the first instance, is based upon expected costs 
of production either as an average or specially computed for 
that type of product, plus profit. The actual price quoted 
will depend upon knowledge of the price which may be 
known more or less certainly to have been quoted for the 
same or similar type of product by some other firms. Alter
natively, there may be a general expectation of the course of 
prices arising out of discussions with other producers; not 
formal discussions but generally in desultory conversation. 

When the price has been submitted the receipt or other
wise of an order for those products will condition that pro
ducer's expectations when he is preparing to quote prices 
in answer to other inquiries which may be coming in. If he 
learns that the contract has been placed with some rival firm 
at a price lower than the one he has quoted, his expectations 
are immediately revised downward and the prices he then 
quotes to other inquiries are on a lower basis. Particularly 
if the further inquiries on hand show any falling off from 
normal or are accompanied by hints from prospective buyers 
that they are expecting a lower price for the forthcoming 
season: the producer is prepared to reduce his profit margin. 
It would not be wise to enlarge upon the value of the 
knowledge coming to the producer and to regard it as perfect 
knowledge of the course of prices so that the market really 
does become perfect. But in a gen~ral way the practical 
methods in operation in any industry often tend to influence 
the co,urse of prices as if the market were nearly perfect. 
The actual value of the information coming to one or more 
producers is not significant; what is of importance is the 
producers' actual reactions to the information and the extent 
to which it enters into expectations. It is surprising, if the 
above is not a valid account of the elements influencing the 
price at any time in such industries, that the effects of 
changes in demand so very quickly affect prices quoted for 
future delivery. It is also noteworthy that it is in such 
industries that producers are always complaining about price
cutting campaigns, not in the sense of a strong firm en
deavouring to eliminate other small ones, but a general 
tendency for a htrge number of firms to quote prices for 
future delivery ¥hich are actually below the correctly 

I 
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imputed average cost of production (not including profit) of 
many of the other firms. It seems that in such industries 
market imperfection is at a minimum. Knowledge of the 

· course of prices quoted although not formally or officially 
reported, approaches a practical maximum. It is in such 
industries that price and profit policy is generally of an 
opportunist character. Advantage is taken of every change 
in demand and every circumstance to alter the prices quoted 
for future delivery. Nothing, of course, can be attempted 
with regard to contracts already fixed to run over the period 
current. Generally many firms endeavour to adopt a policy 
of selling at discriminating prices. Wherever they see an 
opportunity of obtaining a large order when expected output 
is likely to be subnormal, they cut deeply into profit margin 
to ensure a basic output for the factory. When expected 
output appears likely to exceed normal over some period 
ahead they take the opportunity of quoting increased prices 
because they are fairly certain of a basic output, and either 
wish to decline the order or to gain a higher price to provide 
for the possibility of a rise in marginal cost. 

As most firms subject to such conditions indicate, in 
normal times when expectations of a normal output over 
some period ahead are fortified by the average number of 
orders given firm or for which work is in progress, quota
tions of prices for future delivery are compounded of ex
pected costs of production plus profit. If any change is 
made in the price normally quoted on this basis the change 
only reflects expected and foreseen changes in the prices of 
raw material and wages. 

Conventional Analysis of Long and Short Periods. It has 
been customary to distinguish between prices in the short 
and in the long period.1 Neither has been defin~d i~ terms 
of length of time; it is understood that the distmct10n be
tween the long and the short period is blurred at some points 
and that there is no possibility of defining the exact ~ength 
of time involved. In lieu of a definition of the penod by 
its actual length, it is customary to define the co?dit_io?s 
which determine whether the long or the short penod IS In 

1 Marshall, Principles, V, v, ii, etc. (8th Edn.). The main trend of current theory springs 
from thie, 
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question. It is assumed that the relative importance of 
demand and of <;:osts of production on price, not easy to 
assess, may be best examined by the familiar device of 
holding one element more or less constant, whilst the other 
is free to vary. This seems to follow from Marshall's state
ment that both demand and cost of production influence 
price; the former is most important in the short period and 
the latter in the long period. 

Short Period. In the short period the producer's plant 
and equipment and organization is supposed to be fixed 
and unchangeable at short notice, or it may only be altered 
over a period of time. Therefore if the question arises, 
what will be the price of a product manufactured by such a 
producer in those circumstances during the time over which 
he is unable to adjust those conditions which are tem
porarily fixed, the answer is unique and determinate. He 
can only produce a certain maximum output with the given 
equipment; he cannot alter his fixed costs but (for the pur
poses of the analysis) he can alter the price and he may even 
force extra output, or if occasion arises reduce it. In short, 
he will seek the most favourable use of the plant and he will 
produce output until the amount is reached where the pro
duction of another unit would add as much to costs as it 
does to revenue. 

There is an assumption in the conventional analysis that 
the fixity of equipment in a short ·period is such as to impose 
on the firm a cost curve, the shape and location of which. 
over all its length must be regarded as fixed. If that is so, 
then if the demand curve changes its location or shape and a 
new Average Revenue and Marginal Revenue curve is 
drawn, wherever the new Marginal Revenue curve cuts the 
given Marginal Cost curve, at that point will output be 
determined, a new price fixed by reference to the new 
Average Revenue curve, and profit maximized. 

The variables are (a) demand, (b) price. The constant 
is (c) costs of production over the possible ranges of working 
the given lay-out of equipment; i.e. the given cost curve for 
the firm. The analysis will not work in practice to explain 
present prices; the changes in prices which are supposed to 
ensue when demand varies in a short-period, do not and 
cannot occur in fact. As indicated herein, the price is 
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fixed for a period ahead, and changes in demand do not 
affect Marginal Revenue, which is constant for all outputs 
once the price is fixed. Price changes can only be considered 
at the beginning of the next period of production, when in 
fact price and output policy is being considered anew. At 
that time changes in demand (or in costs) which are expected 
in the forthcoming period of production will be taken into 
account in determining the price for the season. As indi
cated, the marginal analysis can be used effectively to analyse 
the situation at that time, but not at any time during the 
period of production or in respect of any broken period. 

For another reason the marginal analysis cannot be applied 
effectively at any time within a period of production. The 
fixity of equipment and lay-out of plant is not such that 
normal changes in demand cannot be met and smoothed out 
within the framework of the entrepreneur's plan, yet pre
sumably the purpose of the analysis is to explain 'normal' and 
not abnormal changes in demand. 

A change of 10 per cent to 15 per cent in the amount of 
a product demanded in any one period of production is a 
substantial amount, and except in the abnormal circum
stances of war or other similar catastrophic events, a change 
of such magnitude would cover most cases. But in many 
industries the plant on hand at the beginning of a produc
tion period has a resilience of 1 o per cent to I 5 per cent and 
in a period of a year there are possibilities of expanding or 
contracting production still further while keeping within 
the plan and output, price and profit policy. 

The conventional analysis seems to be mainly suitable for 
explaining price-fixing in the case of abnormal changes in 
demand, where stock 'on hand' or 'in sight' is fixed and 
cannot be changed in a short time and price is free to vary, 
or rather is fixed quasi-automatically according to the 
strength of demand. In any market where prices are fixed 
quasi-automatically, prices quoted now for future delivery 
are affected very quickly by expectat~ons .of changes. in 
demand and in costs, and such changes 1n pnces are subjeCt 
to very short time lags in the case of some industries. . 

The assumptions upon which the conventional analysts 
is based do not seem to fit the facts in cases where price 
is fixed for a period ahead. But subject to the changes 

4782 M 
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required in the assumptions, it may be used to portray the 
situation which the firm adopts as a basis when forming 
expectations for the purpose of the production plan for the 
period or season ahead. 

Long Period .. The conventional analysis of the long-period 
follows . from the assumptions used in the short-period 
analysis. In the long-period, by definition, the firm can 
free itself from the cost conditions imposed upon it by the 
fixity of the lay-out of plant and equipment. Changes in 
demand which appear likely to persist can be met by altering 
the lay-out of the equipment or changing the organization 
and management of the firm, and a new cost curve drawn 
from the new conditions may have a different shape andfor 
location from that obtaining in the short period. The long
period demand curve reflects the changes which are expected 
over the period in question, and may thus be regarded as 
fixed in location and shape whilst new cost curves are drawn 
to show the possibilities of producing a different scale of 
output for which the equipment can be made and provided 
within the time in question. 

Such a situation is envisaged by firms in some industries, 
generally where the possibilities of technical advance are 
evident. For a forthcoming period of production a budget 
or plan may be prepared for that period and further material 
included to show what the effect on costs would be if demand 
were very much different from what it is expected to be in 
that season, and different technical methods of production 
were used. Technical progress or changes in methods of 
production must generally be put into effect gradually, as 
the trend of changes .in demand cannot be so clearly fore
seen. Moreover, the demand for products does not normally 
change so rapidly that over two or three years a very large 
change in output would be required. 

There is no long-period pnce of real significance in the 
case of many products, because price and design may change 
each production season, and technical changes are not always 
the means of producing the same type or design of product 
at a different cost, but an entirely different design or type 
of product to meet the same or similar uses to which the 
old product was put at a price markedly different, usually 
very much lower. 
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As producers' price policy may be aggressive or quiescent, 
and the product itself may change significantly, it does not 
seem possible to draw much from long-period analysis. The 
producer's plan for the period of production is of the most 
significance. 

PRODUCER'S DETERMINATION OF OUTPUT AND 
SELLING PRICE 

lOS 

IOD 

95 

so 

85 

60 70 80 84 90 100 110 116 
Percentage oF Normal Oul:put on which Plan is based 

.A. C. = ..Avtrage Costs expected. Used explicitly by Producer. 

M.G.= Marginal Costs expected. Determined implicitly (by fixing 
scale of output). 

.J.R. = ..Averagt Revenue-be
comes M.R. also 
when price fixed. 

M.R. =Marginal Revenue as
sumed for Plan. 

Proposed selling price . 

Determined implicitly (see ' Con
tritubion' in Production Plan) 
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COSTS OF PRODUCTION 

Costs 

Materials 
Add: See Note S (b) 

Labour (Direct) 
Add: See Notes 5 (a) 

and (b) 

Plant Costs : 
(a) Short Period 

Plant, Tools, &c. 
Add: See Notes 5 (a) 

and (b) 

(b) Plant Operation 
Add: See Notes 5 (a) 

and (b) 

(c) Fixed 

tablishment. Finan-
cial, &c. 

elling Costs 

TOTAL CosT 

A verage Cost per Unit 

elling Price as fixed 

rofit or Loss per Unit p 

If Total Profit aimed at 
is the same for all 
outputs, then selling 
price would be 

SCALE OF OUT!'UT 

As% 70% 84% xoo% u6% 
of Total 
Cost at 
Normal 
Output 

J,66t S:Z.'J 4>393'Z s,:z.Jo 6,o66·8 
70 

:Z.I'7 I,$19 x,S:z.:z.·S :z.,t70 :z.,sxr:z. 

70 

s·6 392 470'4 s6o 649'6 

:Z.I 

7'5 s:z.s 6JO 75° 870 

35 

1'5 750 750 750 750 

J'6 J60 J60 J60 J60 

1'8 t8o x8o x8o x8o 

7>583 8,6o6·4 xo,ooo 1I,393'6 

xo8·3 !02.'4 tOO 9h 

xos xos xos 105 

-3'3 +:z.·6 +s +6·8 

II5'4 xo8·xs xos xo:z.·s 

NOTES ON .COSTS 

u.s% 

6,53s 

z,713 

so 

700 

:z.s 

937'5 

so 

750 

J60 

x8o 
:-

tz,Jors 

98'4 

xos 

+6•6 

102.'4 

(1) The lay-out of equipment and plant, the organization and 
management are arranged for a 'normal' or expected output of 
1 oo per cent. 

( 2) The works are staffed and division of labour and processes 
arranged for that output. 

(3) The short-period plant required is either in hand or ordered 
and in process of being fitted up for that output. 

(4) The other costs are estimated on the same basis. 
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(5) (a) Rising Output. If demand is greater than expected, output will 
be expanded within the capacity of the plant, that is, until stress 
or strain causes bottlenecks to appear, or work is spoilt by being 
hurried or machinery is being overworked and breakdown is 
threatened. Some night-shift work may be attempted if possible. 
Marginal costs begin to rise rapidly at a certain point, and orders 
may be refused or held over. (See Output 125 per cent where 
additions to total cost are more than in proportion to percentage 
increase in output over normal). This is indicated by' Additions 
for Overtime, &c.' The main figures are shown otherwise as 
strictly proportionate to volume of output. 

(b) Falling Output. If production has to be continued with 
lay-out for a normal output, then costs of working at a low output 
do not fall strictly proportionately with the percentage fall in 
output. This is indicated by additions to costs, such as 'Extra 
cost of purchases', Labour, &c. The most economical buying 
arrangements and division of labour are frustrated by a fall in 
the output much below that expected. Contracts have been 
made for the 'normal' output and will have to be revised by 
arrangement if output falls by a substantial amount. 

(6) The range of output over which marginal cost is constant is 
+or- 16 per cent of Normal Output in this case. In practice 
it is likely to begin to rise gradually, just before these maximum 
and minimum output points are reached. In the illustration the 
curve is smoothed a little at the extremes of minimum and 
maximum output. If figures were available for each possible 
change of output over the range, the curve would be flat for a 
considerable stretch and then would rise gradually and not so 
abruptly as the costs taken at ranges wide apart now show. 



CONCLUSION 

IT is thought that the results of the present approach to 
the marginal analysis may have revealed some significant 

conclusions which may be of use in solving other problems. 
No attempt has been, made to set up models which require 

abstract (and extremely unrealistic) assumptions for their 
smooth working. The main purpose of the present work 
was to examine the marginal .analysis and the reasons for 
casting doubts upon it, and to show how, if at all, the analysis 
could be interpreted and used in practice, in a broad, general 
way. Those who wish to regard the theory of equilibrium 
of the firm as a precise and delicate instrument may be dis
appointed to find that in practice the organization of pro
duction is not such that it can be fitted easily into precise 
concepts. In fact, forecasting being often only an informed 
guess, it is important to recognize that the analysis of the 
actions of the entrepreneur which he takes to implement his 
decisions1 is more significant perhaps than a discussion of 
the actual forecasts themselves or the basis on which they 
rest. The marginal analysis with the necessary amendments 
has been shown to be applicable to the productive situation 
of some firms who in fact do fix the price of their products, 
and it may be fairly regarded as of general application if 
considered in a somewhat broad and not a precise sense. 

No firm is likely to be able to insulate itself and its pro
ductive and trading activities from the impact of general 
economic fluctuations. Nor does it seem within the bounds 
of possibility that any firm will ever be able so to arrange 
its affairs that its continued existence is assured as a profit
making entity over long periods of time. , Yet the important 
fact emerges from the present analysis that, given a system 
of making contracts for supplies of raw material and semi
manufactured goods over a period ahead, the fixing of wages 
rates for the same period within close limits of variation, 
and the setting of selling prices for the same period based on 
standard costs, the firm so organized has taken the form of 
an economic unit partly sealed from many 'market' fluctua
tions. The very fact that the selling price of its product 
does not vary. during short periods of time is an influential 
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force upon the demand curve for its product and ensures 
some regularity of demand over time. 

Entrepreneurs, by feeling their way gradually, have dis
covered for themselves that the fixing of a uniform price 
for a substantial period of time is a stabilizing factor in the 
demand for their own product. In any event, price rigidity 
is to some extent forced upon them by the nature of 
productive processes and the length of time taken up in 
production by modern methods. 

The analysis may help to resolve the problems of duopoly 
and oligopoly. In an oligopolistic situation it has always 
been difficult to decide to what extent a firm could have 
knowledge of the reactions of other firms within the group 
to its own price policy, and allow in its own price policy 
for their effect. If in fact one firm takes the lead in announc
ing its own prices, and the other firms within the group 
follow this price (with suitable modifications for the usual 
or customary margin acceptable to consumers for the par
ticular variety or style of product) then the circularity in 
the argument about each firm gauging competitors' reactions 
is removed. If in any 'industry' there is in fact a price
leader, acting as described in the foregoing pages, we know, 
if only broadly, how the price of any of a group of products 
made in that industry is determined. The price fixed is not 
the outcome of the interaction of the decisions of a number 
of firms within the group; it can be directly related to the 
production plan of one particular firm, i.e. the price-leader. 
The actual price-leader in any industry is not easily found 
and as we have noted, price-leadership may fall at one time 
to one of a group of firms for a considerable period in respect 
of a group of 'competing' products. At oth~~ times s~me 
other firm in the group may assume the positlOn of pnce
leader in respect of that product or a variation of it, by the 
acquiescence of the other firms, or on account of a change 
in the relative scales of output of the several firms making 
that product. 

We may have to give up the idea that all firms who make 
a product differentiated to some small or lar~e extent a:e 
on that account enabled to fix the .price of their pr~duc~ m 
the sense that they have monopolistic powers. The s1tua~10.n 
of many firms to which the analysis of monopohstic 
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competition would have been applied, will be found to be one 
of 'near perfect competition', The product of these several 
competing firms is not necessarily homogeneous, nor is the 
price necessarily uniform (as required to fit the analysis of 
perfect competition); there are customary and usual or 
normal differences in the products, and margins of difference 
between the prices. But these differences are not great 
enough nor important enough to give the producer the 
control which is assumed by the conventional analysis of 
monopolistic competition. These firms, as shown, follow 
price movements initiated by the price-leaders and have no 
distinctive price-policy of their own. Price-followers, even 
if they do produce a markedly differentiated product, cannot 
in any real sense be said to have control over the price of 
their own product merely on that account. 

The typical situation in British industry seems to be one 
where oligopolistic elements are of most importance, 
although there may be a large number of smaller firms 
engaged within or upon the fringes of the industry, whose 
price-policy is entirely dependent upon that of the price
leaders. 

It may be desirable to indicate a broad division between 
industries in which price-leadership may be found and those 
in which it is wholly or mainly absent. It is to be found 
mainly in those industries which apply the later or finishing 
stages of the product and which undertake the risks of 
marketing a product finished and ready for sale to consumers 
or users. Some intermediate. products and capital goods 
may from time to time be subject to price-leadership, but 
this situation is not general. In some industries, such as the 
woollen and worsted industries, which are many-firm, there 
are no well-organized marts or exchanges for the finished 
products, yet price-leadership is not evident. 

Those industries which are concerned with the extraction 
of raw materials or sale of crude products, effect their sales 
at prices wholly or mainly regulated by quotations on 
organized marts or produce exchanges or by a system of 
reported average prices. The prices of raw materials and 
crude products (and goods generally sold on organized 
marts and exchanges) behave quite differently from the 
prices of other goods. 
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The evidence of price rigidities resulting wholly or mainly 
from contractual arrangements deliberately developed by 
entrepreneurs, and the existence of price-leadership in 
industry, may be of significance for trade cycle theory. So 
also will be the striking fact that such contractual arrange
ments have not yet been applied generally in respect of 
wages rates-a serious weakness in production plans which 
fix the selling price of a product for a considerable period 
ahead. 

It is hoped that the present analysis may be regarded as 
a beginning of essential empirical studies, and that entre
preneurs will be found who will co-operate in economic 
research as they have done in the present work. 
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THE Y.Z. CO., LTD. 
BUDGET FOR THE PRODUCTION YEAR 1937-8 
I. Demand. The demand for the Company's products expanded 

rapidly last year (I 936-7 ), but it is not expected that this will continue 
for the following year. 

The comparative figures are as follows : 
Sales in 

Units 
Profit 
Nett. 

I936-7 210,000 I5I,500 
1935-6 187,500 144,750 
193+-5 179,500 139,250 
1933-+ 167,750 128,750 
1932-3 155,ooo 1 1o,ooo 

The Company has sold a little more than its usual proportion of the 
total sales in the Industry, as far as can be ascertained from the 
information available. 

It is proposed to budget for sales of 1 8o,ooo units in the forthcoming 
year, at the following prices: 
Design .A B C D E F 
Number 36,750 3o,ooo 63,000 31,500 9,ooo 9,750 
Selling Price £to £xo b5 b7 10 {,2o £.30 

Reports show that a slight recession in demand is likely, as the 
popularity of some designs may wane a little, but it is not considered 
opportune, or indeed necessary, to effect any changes in design this 
year. Products A and D may have to be redesigned next year, 
dependent upon the new designs which it is understood are proposed 
by X.N., Ltd., and T.P., Ltd., whose products compete fairly closely 
with ours. T.P., Ltd. (with an output about one-fifth of our 
output) kept up its price for a design similar to our A design last year 
when we reduced ours by 5 per cent. It is understood that our sales 
of that design increased a little on this account, but as we redesigned 
our product most of the increase may be attributable to the advance 
in design. They are proposing to redesign their product and sell it 
at or about our usual price, but are awaiting a move by us. It is 
believed that their costs are on the high side because of their lay-out 
which has not been changed for some yt:ars past Firm X.N., Ltd. 
(an output about the same as ours) is continuing its product similar 
to our design .A this year, and we learn is not proposing a change in 
price, which is 5 per cent below ours. 

The L.O. Co., Ltd., is likely to redesign type E this year and fix 
a slightly lower price than last year. They have done well with that 
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type and it may mean a further ~mall loss of sales to us this year, as 
they are effecting some further Improvements. When we see their 
new design we can then decide whether or not we shall change ours 
nex~ year and fix the price a little lower. This can be effected by 
reducing slightly the present raw material content, and one process (y) 
may perhaps be avoided or telescoped with (x). Alternatively, the 
price may well be fixed a little higher than the X.N. Co., Ltd., as we 
learn the quality and finish of their product is reported to be a little 
below ours. We could then put in an extra finish (lm) and stress this 
in usual advertising. 

Export. Good progress was made last year with designs E and F 
at prices 4 per cent below those for our product in the home market. 
We do not budget for these export sales in our programme, and the 
contribution they make to fixed costs and profit is not high as yet, 
but may become substantial. It is proposed to continue the policy 
of selling in these markets at discriminating prices which just more 
than cover variable, i.e. direct costs. 

Contribution. The Schedule sets out the additional units to be sold 
if prices are reduced by ten shillings per unit in respect of each design. 
This is the smallest practicable change in price. Even in the event 
of a reduced price not being followed by one or two firms, it is not 
expected that sales would respond sufficiently to provide the same total 
profit as can be expected from the present price fixed in the Budget. 
In the case of design .A sales would have to increase by I 7 per cent, 
which is extremely unlikely for a price change of 5 per cent when the 
design of the product itself is unchanged. 

2. Output. The plant is now laid out for a maximum output of 
2o8,8oo units, achieved by making minor adjustments during the 
last year. The normal output is about I 8o,ooo units to work without 
fear of stress or strain, or the emergence of bottle-necks, and to keep 
some plant in reserve for emergencies. The result of last year's 
extraordinarily high output has been to strain the plant at many 
points and running costs and labour costs have risen sharply, and nett 
profit has not risen proportionately. Overtime and night-shift work 
are consistently disappointing. In certain development periods it may 
be necessary to use night-shift work, but it· is very costly and should 
not be part of regular policy. The plant, as shown in the books, 
appears to be about 15 per cent below the reasonable requirements 
for the output achieved last year. 

It is suggested that provision be made over the next three years to 
install additional plant, and balanced round a normal output of 2 I o,ooo 
units. This will keep in hand a production reserve of about 3o,ooo 
units, which can be achieved if demand expands, without straining 
or stressing the plant. The full maximum output for which such 
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lay-out would be designed would be about 243,600 units, but this 
could not be achieved in practice. · 

There must be a measured attack over the next three years, if 
demand shows signs of increasing, upon a removal of known 'bottle
necks'. A capital expenditure of £5o,ooo would be called for. 

Reorganization is proposed to reduce the number of 'short settings'. 
Arrangements for a smoother flow of material and storage facilities 
are now available. 

The Schedule ofN ew Hourly Cost draws attention to the difference 
between the costs of dayshift and three-shift working when using 
expensive items of plant as compared with ·Cheaper plant and tools. 
Further consideration must be given to this aspect of the advancing 
technique of production. 

3- Costs. Estimated for 1937-8. 
Design A. Proposed Selling Price £xo 

£ s. d. 
1. Raw Material and semi-manufactured 

goods 
2. Labour 
3· Plant Costs : 

(a) Short Period Plant, &c .... 
(b) Plant Operation ... 
(c) Fixed 

4· Establishment and Financial 
5· Selling Costs 

Add 5% for Profit 

4 19 4 
2 I 3 

10 8 
14 3 
14 3 
6 10 

3 5 

£9 10 0 
10 0 

% 

52'3 
21'7 

5-6 
7'5 
7'5 
3'6 
x·8 

100'0 

5'0 

bo o o I05'0 

(Similarly for other designs B, C, D, E, F.) 

Materials. Contracts have been arranged for So per cent of raw 
material and 95 per cent of semi-manufactured goods required during 
this year, for the volume of output mentioned herein. 

Labour. Allowance has been made herein for increases in wages 
rates which have been agreed and which will come into force in one 
month. No further change is anticipated during the year. 

There is always difficulty in adding to the nucleus of skilled 
employees. The training scheme is working fairly well, but if this 
year's policy should be reversed and output expanded more rapidly 
this as'pect of costs will require close attention. Until a modicum of 
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skill has been attained by the new employees coming in, more super
vision is required to ensure that production is not slowed down at 
certain points. 

Overtime and night-work were disappointing last year. It should 
be avoided by bringing it within the range of day-shift management 
as soon as possible. 

CONTRIBUTION 

Dtsign of Product and A B c D E F Toto/ 
Price {.10 {.10 {.15 {.17 10 [.zo .f.JO 

1. Profit on Products {.18,375 15,000 51,150 17t56J 9,ooo 14,615 1361813 

z. All Oncost .f.s6,197 74·100 133>491 136,137 4H69 45,8oo 590,194 

-----------
3• Contribution re-

quircd .f.74>571 89,100 185,741 163,8oo 53>4-69 60,415 7'1.7,107 

4-• Number of Units 36·750 30,000 6J,OOO 31•500 9,000 9·75° 18o,ooo 

S· Contribution per 
Unit {.1 19 5 1 19 5 49 If 5 + 0 5 !8 10 8 18 3 

-------
6. Total Cost of a 

Reduction of 10/-
4·875 in Selling Price {.18,375 15,000 31,5oo 15·75° 4·500 

7· Reduction in (6) is 
equal to Contribu· 

581 tion on Units 6,187 5·050 7,069 J,019 757 

----------
8. Additional Units 

required to be •old 
(as percentage of 
that assumed (4), 
for Budget) to pro-
vide same Total 
Profit 17 16·8 11''1. 9'6 8·3 6 

Ptrttnla!J rhangt of 
3! 2.'8 zl If prin 5 5 
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Study of New Hourly Cost. Examples showing the cost of Running 
Plant using Expensive Items with Heavy Oncost as against that which 
is of small value with Light Charges. 

Day-shift ... 

Development of Three Shifts. 

Works Hours 
Per Annum 

... 2,400 

Shift No. I • .. 2,200 
Add 2nd Shift-I,9SO hours . +,ISO 
Add 3rd Shift-x,Sso hours (total hours available)... 6,ooo 

UNION HouRs 

Three Shifts System 
Shift No. x-6 a.m. to 2 p.m. Effective Works Hours 
Shift No. 2-2 p.m. to 10 p.m. Effective Works Hours 
Shift No. 3-10 p.m. to 6 a.m. Effective Works Hours 

Allowance given 

Per Week 

43 
37i . 
37i 

Shift N 2 Per man, per week. The followtng 7i 
Shift No. I ~ • l 2 

Shift N~: 
3 

hours are paid for but not worked. 9i 

Table I. EXPENSIVE PLANT 
Mean of Mean of 

Day Shift IStand 3 Shifts 
Shift No. I 2nd Shift 
s. d. s. d. s. d. s. d. 

Interest Hour ... s 0 s 6 2 6 2 0 

Tool Hour IS 0 I6 6 10 0 7 0 
Wage Hour ... s 0 5 6 5 6 6 0 
Service Hour ... 6 0 6 6 3 6 2 0 
Experts Hour ... 4 0 4 6 2 0 I 0 
Depreciation Hour 

(20 years) ... 5 0 5 6 2 6 2 0 

Total cost per hour. Dayshift ... £z Index 100. 
Mean of Three Shifts £I Index 50. 
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Interest Hour 
Tool Hour 

Wage Hour 
Service Hour 

Experts Hour 
Depreciation Hour 
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Cost of Interest per effective hour available. 
Cost of tools and short period plant consumed 

either through wear or obsolescence. 
Cost of Production Wages. 
Cost of Housing, Heat, Light, Power, Area, 

Maintenance, Crane, Trucks, Conveyors, 
Oil, Establishment. 

Cost of Designers, Tool-setters, &c. 
Replacement fund over period indicated. 

Table II. CHEAPER PLANT 

Day Night 
Mean of 

Three 
Shift Shift Shifts 

pence pence pence 
Interest Hour 18 22'5 20'25 
Tool Hour 12 15 13'5 
Wage Hour (200 operatives) 2500 3125 2812'5 
Service Hour 20 25 22'5 
Experts Hour 15 18'75 17'0 
Depreciation Hour (5 year) 8 10 9'0 

Cost Index ... 100 125 112'5 

Observations. Advancing technique of production is such that an 
adequate return can be had from elaborate and expensive machinery 
only if it is used for many more hours than those which obtain with 
present day-shift arrangements. 

Table I brings out clearly the fact that there is great economy in 
working an expensive machine for extended hours, in spite of the 
rising wage costs. This is because of the heavy weight of material, 
service, and financial items, as compared with production labour. 

But where cheaper plant is used, production is much more costly 
by any system other than one day-shift (see Table II). 

The plant must be balanced and careful consideration given to the 
above observations when new designs of product are to be considered. 
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WHOLESALERS AND RETAILERS 

In the conventional anaiysis of the equilibrium of the firm no 
distinction is usually made between manufacturers, wholesalers and 
retailers. The 'seller' of the product may be either or any of them 
and no attempt is made to determine their respective positions in the 
price-fixing process. In general the analysis is used to explain the 
conduct of the manufacturer, who decides the amount of a product 
he will produce with his plant and equipmc;nt. In this sense whole
salers and retailers are not producers ; they are not normally regarded 
as having control of the output of a product. It does happen occa
sionally that discussions are carried on about the location of sellers1 

and the resulting imperfection of the market, which give the im
pression that any economic agent who sells the products of industry 
may have some control of output and price. 

There is a system of prices in respect of finished goods ready for 
sale which, subject to overlapping in some special cases, may be 
divided up as follows: 

(a) Producers' price, paid to producers by wholesalers and inter-
mediaries. 

(b) Wholesale price, being that charged by wholesalers to retailers. 
(c) Retail price, charged to ultimate consumers. 
There is a close connection between these prices. Wholesale and 

retail prices bear a certain relationship and so do producers' and 
wholesale prices. The base price which in general determines other 
prices is that fixed by the producer. 

Wholesalers. In those sections of industry where it is usual to sell 
products through the agency of wholesalers or intermediaries, there 
is a possibility that the wholesaler may have some slight influence 

. over the price which is charged to retailers, and thereby may affect 
the selling price to the ultimate consumer, But in practice the 
wholesaler is usually remunerated for his services by a recognized 
or conventional percentage on cost (producer's price) or discount 
from the retail selling price, if goods are priced on that basis by the 
producer. 

In some cases merchants follow customs, self-imposed, of adding 
to producers' prices 'a fixed amount in the pound or shilling '. In 
others an addition is made to cost on the basis of the weight of goods 
handled. . Many products are branded and advertised widely so that 
a wholesaler must stock them if retailers call for them. In these 

1 Cf. Chamberlin, op. cit., p. 86 and passi•. 



APPENDIX II 177 
cases the selling price is fixed ana aavertised by the producer and 
wholesalers receive recognized percentage discounts. The whole
salers' prices are dependent upon and closely related to the producer's 
prices. 

Retailers. Many products are sold direct to retailers by manu
facturers, and the retail price is often agreed when the order is given. 
The retailers' overhead costs and profit are usually covered by a 
customary discount from the agreed selling price, or alternatively by 
a fixed percentage on the cost price. Subject to special discounts for 
large lots in bulk, the producer's price to each retailer is approximately 
the same in respect of any particular product. The situation is 
similar in those cases where it is customary for a retailer to buy from 
a wholesale merchant. 

Price Maintenance. 1 Those producers who are in a position to fix 
the price of their own product for a period or season of production 
are also enabled to exercise control of all prices to the final consumer. 
Most of them fix the retail price and allow trade discounts to whole
salers or retailers. Some industries sell their products direct to con
sumers and others to retailers and eliminate intermediaries. But 
through whatever channels the products are sold, it is now becoming 
part of producers' price policy to maintain the prices they have fixed 
by supplying only those intermediaries standing between them and the 
consumer, who are willing to enter into a formal agreement to comply 
strictly with the system of prices fixed by the producers. Sanctions 
are devised to enforce the agreements against any defaulting inter
mediary. The usual course is for the producer to refuse supplies, and 
to take similar action in respect of any other trader who supplies the 
defaulter. Trade Associations support their producer members by 
refusing membership to any traders on a 'stop' or 'black' list, so that 
the defaulter is prevented from trading in any of the products of a 
large number of firms. 

One of the most important price maintenance systems is in operation 
in the tobacco industry. All prices, wholesale and retail, are fixed 
by the producer and made the subject of written agreements. A bonus 
on turnover is paid to the retailer in respect of each financial year 
during which the agreement has been observed. If the retailer breaks 
the agreement, not only does he lose the accrued or accruing .loyalty 
bonus, which is a substantial proportion of his profit marg1n, but 
supplies may be stopped by the producers and no other trade~s may 
supply him; if they do provide him with supplies they also w1~ll?se 
their bonus and supplies may be refused to them. There are s1m1lar 

1 Cf. Grether, Resale Price Maintenllrn:t in Great Britai11 (Univ. of California Preas,1935)• 

4782 N 
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agreements in other industries, and sanctions are used by producers 
to enforce them. · 

Conclusion. The replies to the questionnaire1 indicate that 32 of 
the 50 firms fix all prices to wholesaler, retailer, and consumer. Of 
these 32 firms, 19 bind the wholesaler and retailer by agreement, and 
the other 13 firms have a tacit understanding that prices agreed upon 
will be maintained. The evidence seems to suggest that if wholesalers 
and retailers had some influence over price in the past, it is diminishing 
rapidly, and they now play only a passive part in the price-fixing 
process in respect of the products of many industries. For all industries 
where price-leadership is in evidence it will be sufficient to examine 
the producer's price policy to determine the selling price of the product 
to the consumer. If any important part may be ascribed to whole
salers or retailers it will be found generally to apply only in those 
industries where the producers' selling prices are determined quasi
automatically. 

As the main part of the present inquiry is concerned with price
fixing by dominant firms who have full control of selling price of their 
product at all stages, it was not deemed necessary to discuss the position 
of wholesalers and retailers in earlier chapters. 

l See App. III, Qq. t6-17. 
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QUESTIONNAIRE ON COSTING AND PRICES IN 
BRITISH INDUSTRY 

The replies to the few questions not answered categorically, which 
are not capable of simple arithmetical calculation, are omitted from 
this summary but are mentioned in the text ; all the questions are 
printed here for the sake of completeness. 

GENERAL 

I. What is the general nature of the product you manufacturd 
2.. Has your product a definite season for 'peak' sales? 

A. Yes 29 No 21 

3- In which months of the year do you usually make plans, decide 
upon production of new types, designs, or styles of products? 

4· How soon thereafter are the new styles, &c., put into production? 

A. 1 month 3 3 months 5 no reply 25 
2. months 12 4-9 months 5 

5· What time elapses from date of making plans before new styles, 
types, &c., can be delivered? 

A. No delay 2. 3-4 months 14 
1 month 5 6-9 months 6 
2 months 6 

18 months I 

no reply 16 

6. Do you produce goods (a) chiefly to customer's special order? 
(b) your own speciality or standard types in advance of orders, 

A. (a) 14 (h) 24 (a) with (b) 12 

7· How many of your designs, types, or lines are (a) covered wholely 
or mainly by patents or trade-marks, (h) specialities of your 
own, (c) closely similar to products of other competing firms? 

A. (a) 2. (a) with (b) 3 (b) with (c) I 

(b) 5 (a) with (h) and (c) 3 no reply 2 

(c) 34 

8. Number of firms in the industry whose chief products or types 
are in close and active competition with your own. 

A. 2 competitors 1 12-20 competitors 13 over 175 4 
3-5 , 5 25-50 , 7 large 

6-10 , 9 75-100 , 3 no reply 7 
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9· Fonn and extent of competition: (a) price, (b) quality, (c) style, 
(d) advertising programmes, (e) premium bonus or gift schemes, 
(f) other forms. A. Extent : Keen . 

.tl. (a) only IS other forms including (a) 6 
(a) with (b) 7 (b) and (c) 4 
(a), (b), and (c) 7 others 3 
(a), (b), (c), and (d) 7 no reply 

OUTPUT 

1 o. Do you make up a budget or output plan for a period or season 
of production? 

.tl. Yes 26 No 2f · 

11. For estimates of cost (or budget plan) and spreading of 'overhead' 
costs, do you (a) assume that full maximum output will be 
achieved, (b) that a 'normal' or 'standard' output is possible, 
(c) that output will be'the same as last year, or (d) make a 
special forecast each year of what output is likely to be? 

.tl. (a) 6 (b) 21 (c) 10 (d) 12 no reply I 

12. If a normal or 'standard' output is assumed what percentage of 
the full maximum capacity is this normal output? 

.tl. under 7 5% 7 8o-8 5% 3 no reply I 1 
75-So% 12 90% and over II 

I 3· Is there a minimum output below which it would not be profitable 
to continue production with the same type (not amount) 
of specialized equipment you normally use? 

.tl. Below normal 5-IO% 3 3o-40% 4 
2o-25% 7 

Below maximum 2o-25% 2 so% 8 
3tr40% 3 

no reply 23 

14. Do you keep some reserve plant to ensure continuity of normal 
production without pressure? 

.J. nil 2I 1tr25% I4 no reply 9 
5% 3 33t and o~er 3 

PR1CE~FIXING 

15. Is there a 'charm' price favoured by consumers? 

.J. Yes 16 No 34 
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16. Do you fix the prices of your product to (a) wholesaler, andfor 
(b) retailer, and for (c) consumer? 

A. (a) 8 (a), (b), and (c) 32 
(a) with (b) 4- nil 6 

I 7. If final consumers' prices are fixed by you, do you bind wholesaler 
and retailer by agreement? 

A. Yes 19 No 13 

18. When do you fix your prices, (a) before production is com
menced, or (b) after the goods are made and ready for sale? 

A. (a) 4-7 (b) doubtful 2 

19. On what basis do you fix your prices: (a) on a system of 'standard' 
costing or budgetary control; (b) on an estimate of what cost 
is likely to be, based on previous experience or figures from 
accounts; (c) on a formula; (d) on actual costs, calculated after 
goods to that order are completed; (e) find 'market' price for a 
similar product and fix your own price, (i) at that figure, 
(ii) -%above it, or (iii)-% below it; (f) any other method? 

A. (a) 12 (d) . (e) (ii) 
(b) 24- (e) (i) 7 (e) (iii) 4-
(c) 

20. Do you fix your price (a) to cover a definite period within which 
customers will expect you not to alter it, (b) so that it can be 
changed on giving notice, or (c) so that it can be changed at 
any time without notice? 

A. (a) 18 (c) I<f. 
(b) 10 not applicable 8 
N.B.-All under (b) and (c) usually keep price fixed for 6 months 

or more. 

CHANGES 

21. If selling price is fixed fora period are you able to avoid (a) changes 
in costs of raw material (by entering into forward contracts), 
andfor (b) changes in wages rates (by agreements) for the same 
length of period as prices are fixed? 

A. (a) and (b) 5 Yes (a) 26 Yes 
(a) and (b) 9 No no reply 10 

22. If you are not able to avoid above changes, how do you deal with 
unforeseen increases in cost of raw material and wages: 
(a) bear out of profits, (b) reduce cost in some way, or (c) alter 
price? 
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.J. Wages (a) 27 (c) 12 

(b) 3 no reply 3 

23. If costs of raw material or wages decrease, do you (a) add saving 
thereon to profits, (b) improve product (e.g. put more or better 
material into it), or (c) reduce $elling price? 

.J. (a) only II (a) with (b) and (c) 4 (c) . 19 
(a) with (b) 4 (b) i no reply s 
(a) with (c) 2 (b) with (c) 3 

24. If changes in prices appear to you necessary (for any reason) at any 
time, do you (a) make the change and ignore the po5sible 
reactions of other competing firms in the industry, (b) await 
information of what one particular firm is doing, (c) await 
general information about the actions of several other firms; 
or (d) await and follow market reports? · 

.J. (a) 22 (b) 4 (c) 21 (d) 3 

25. Do you find resistance to price changes from (a) wholesaler, 
andfor (b) retailer, andfor (c) consumers? 

.J. Increases (a), (b), and (c) 5 · (b) with (c) 2 
(a) with (b) 4 (c) 7 
(a) 7 nil 16 
(b) 4 no reply 5 

Decreases (a), (b), and (c) 1 (b) with (c) I 

(a) with (b) 4 (c) 2 

(a) 2 nil 
(b) 2. no reply 38 

26. Have you ever continued your old prices when competitors have 
changed theirs? If so, what was the· effect on sales, (a) when 
your price was lower than competitors, (b) when your price was 
higher than competitors? 

27. Have your competitors ever continued their old prices when you 
· have changed yours? If so, what was the effect on your sales, 

(a) when your price was higher than competitors, (b) when 
your price was lower than competitors? 

28. Assuming that competitors do not alter their prices, can you make 
an estimate of the change you would expect in sales, (a) if price 
was reduced 2!per cent, 5 per cent, or 10 per cent; (b) if price 
was increased 2! per cent, 5 per cent, or 10 per cent? 



APPENDIX III 

CosTS 

29. Would you consider altering your prices if changes occurred 
(a) in costs affecting you only (internal-e.g. processing opera
tions or efficiency of plant), and (h) in costs affecting all firms 
in the industry more or less alike (e.g. basic rates of wages 
raw material). ' 

A. (a) Yes 17 No 9 (h) Yes 24 No 9 
'!his questio!l ~ust be read _with Q 21. Obviously the replies are not 
Intended to tndicate that prtces would actually be changed in despite of 

quasi-contractual arrangements with customers. 

30. What length of time would elapse between observed alterations 
in costs and the change in your prices? 

A. less than I month 6 3 months 7 
1 month 9 6 months 7 
2 months + no reply 17 

31. If your price is fixed for a season or you usually avoid changing 
your prices, do you find that your costs are (a) capable of adjust· 
ment when required to meet emergencies when actual costs 
are differing from 'standard' or estimated costs, (h) incapable 
of any but minor adjustments? 

A. (a) II (h) 26 no reply 13 

32. If capable of adjustment, do you effect this by all or any of these 
methods, (a) omitting some unnecessary process or operation, 
(h) subdividing some processes, (c) speeding up machinery or 
operators, (d) omitting part of or reducing quantity of raw 
material content, (e) tightening control to reduce waste of raw 
material, (f) altering wages or efficiency bonus, (g) designing 
new and faster machinery, (h) any other method. 

33- If you wished to produce a little extra output (say 5 per cent 
above 'normal') what extra cost per unit of product would you 
have to incur? (a) direct labour and material only, (h) extra 
works or indirect costs also. What proportion of selling price 
(of any one product) is this extra cost? 

A. (a) 32 (h) 2 no reply 16 

34· If demand increases sharply or you have an unusual quantity of 
unfilled orders, would you increase selling prices if (a) costs were 
unaltered by reason of expansion in output, (h) costs decrease 
by reason of expansion in output, (c) costs increase by reason of 
expansion in outpud 

A. No change for (a), (h), and (c) 29 Change for (a), (h), and (c) 6 
No changefor (a) and (h) 15 Change for (c) 15 
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Purchases 
35· For what percentage of the '(a} raw materials, (b) semi-manu

factured goods do you make contracts at fixed prices to run 
for a period 

A. % (a) (b) 
0 7 7 

under 40 8 8 
50-74 7 5 

% 
75-89 
90 and over 

(a) 
8 

14 

(b) 
8 

16 

Fixed contracts but amount not specified, (a} 6 (b) 6 

36. (i) What is the average or usual length of period over which con
tracts are intended to run? (ii) Do these contracts (a) entirely 
avoid your being faced with .increases of cost, (b) contain a 
'break' clause which enables your suppliers to charge higher 
prices to you if their costs increase? 

A. (i) 12 months and over I 7 2 months 3 
6 months and over 16 inapplicable 7 
3-6 months 7 

(ii) (a) 34 (b) 9 

Wages 
37· (i) How are the wages of operatives fixed, by (a) agreement with 

Trade Unions or (b) separate bargaining? . 

A. (a) 34 (a) with (b) 3 
(b) I2 no reply 

37· (ii) In either case are you able to avoid changes in wages rates 
during a period or full season of production? 

A. 1 firm gave yes for 3 months 1 firm gave yes for 24 months 
5 firms ,, , , · 6 , 39 firms gave no 
2 , ,, ,, , I 2 , 2 firms sent no reply 

38. How are operatives' wages calculated in respect of the greater 
part of your output? (a) time rates, (b) 'straight' piece work, 
(c) efficiency bonus system, (d) a speCial system. 

PLANT ' ' 

39· What proportion of the value of your plant and equipment is, 
· (a) land and buildings, (b) fixed to the premises (e.g. conveyor 

systems, fixed bases of heavy machinery), (c) partly changeable 
(e.g. removable 'heads' which can be taken from 'stocks' or 
'base' and redesigned):--often called short period plant, (d) 
loose tools wearing out quickly, (e) patterns, jigs, dies, &c.? 
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.A. Firms using short period plant 
% of total % of total 

value Firms value · Firms 
nil I 8 33-SO 2 

under 10 S so and over 4 
I o-20 9 unspecified I 6 

40. What method do you adopt for providing for wear and tear and 
depreciation: (a) appropriation from profit of a varying sum 
each year dependent on amount of profit available; (b) a fixed 
percentage on diminishing balance; (c) a fixed percentage on 
the original capital cost; (d) annuity system; (e) annual revalua
tion; (f) any other method? 

.A. Fixed plant 
(a) 6 
(b) 23 
(c) IS 

Short period plant 
(a) 4 
(b) IS 
(c) 12 

(d) nil 
(e) 

(d) nil 
(e) 

(f) nil 
no reply s 

(f) nil 
no reply 18 

41. Do you scrap machinery before it is worn out, (a) to keep cost 
conditions level with your competitors, (b) to provide new types 
of products to meet changes in consumers' tastes, or (c) any 
other reason? 

.A. (a) with (b) 12 (b) 7 
(a) 10 no reply 21 

42. How does obsolescence written·off during the five years 193S to 
1939 compare with the amount for 1930 to 1934? 

43· How has the technique of production altered since 1913? (e.g. 
alterations in design and speed of machinery, specialization, and 
subdivision of processes) . 

.A. 1929-39 
Rapid changes 16 
Slow changes I 4 

Little change 14 
No reply 6 

44· By what percentage could you increase 'normal' output by adding 
extra machines where possible but without extending your 
factory buildings? 

A. o% 9 20-2S 7 50-7S 
10-IS 7 33-40 5 100 

2 

2 

200 I 

no reply 17 
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45· If you decide to extend the factory what extra output would the 
sm:lllest practical extension proviae? . 

A. 5% 2 33t 200 I 

· 10-15 5 50 4 no reply 26 
20-25 II 

DEMAND 

46. In normal times are your sales, (a) fairly constant, (b) steadily 
increasing, (c) rapidly increasing, or (d) decreasing? 

A. (a) 21 (c) 1 fluctuating 2 

(b) 23 (d) 2 fluctuating violently 

47· (i) Can you form a reliable estimate of the demand for your 
product? 

A. Yes 23 no. 10 no reply 17 

47· (ii) Do you collect and utilize information about demand by 
(a) field service organization, (b) agents' or travellers' reports, 
(c) wholesalers' or retailers' reports, (d) technical and trade 
journals? 

A. (a) 3 (b) and (c) 41 no reply 6 

PRoFITS 

48. Do you provide in your price-fixing for (a) the same percentage 
of gross profit on each line, or (b) different percentages on 
different lines? If different percentages, upon what con
considerations do you make the distinction? 

A. (a) I.f. (b) 3+ . no reply 2 

+9· Are there any conventional or accepted ideas amongst firms in 
the industry, about the rate or amount of annual profits? 

.J. xo% on cost 1 7!% nett profit 
5% nett profit I no 47 

so. In deciding the amount of profits to distribute what con
siderations do you take into account? (a) the rate of dividend 
shareholders are expecting, (h) if a public company, the current 
market forecasts of your dividend, (c) the finance required for 
expansion of your business, (d) any other. 

A. (a) 2 (c) 28 
(a) with (c) 7 no reply 13 
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51. If your profits increase above the average of previous years, what 
proportion of the increase do you (a) distribute in increased 
dividends, (h) place to reserve? 

.A. (a) 75% or over + (h) 75% or over 19 
so%orover 6 

33!% 
no reply 20 

52. If your profits decrease compared with average of previous years, 
do you (a) maintain dividends and draw on reserve, or (h) reduce 
dividends? 

.A. (a) + (h) 29 (a) with (h) + no reply 13 
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