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:assical and Neoclassical Elements in
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ifcatment of profits in neoclassical theory has long been the object of sustained criticism from
aasters (Srafla, 1960; Marx, 1981; Pasinetti, 1977). The debate has remained for the most part
“al This may leave the impression that what is involved is simply a clash of incommensurable
it in fact the neoclassical notion of profits bears little relationship to the behavior of real
ea] economies, and has proven to be a poor guide to empirical research. This article will try to
examining industrial organization studies of monopolistic and competitive pricing. Our
i focus on the central debates of the 1950s, 1960s, and 1970s which formed the theoretical basis
ern. industrial organization paradigm.' We will argue that despite claims to the contrary, and
swingly, the majority of these studies adopted a mixture of both classical and neoclassical
ill try to show that the lack of a firm theoretical grounding has led to three types of
his literature, First, thereis a fack of clarity concerning what measure of profitability should
a competitive equilibrinm. A debate has developed concerning whether the rate of profit,
e profit margin, is the appropriate variable to study. Second, the industrial organization
opoly and competition has never adequately resofved over what period of time profit-rate
t be studied. In this regard, Yale Brozen’s criticism of the short-run nature of early profit
cture studies is discussed. Third, we will argue that from a classical point of view, firm
bility which draw conclusions for industry phenomena have been misguided. Harold

oncentration and efficiency will be referred to as an illustration. We will conclude by
practicability of a purely neoclassical grounding for industrial economists, since they have
bandon this approach in their investigation of reality.

QUNDATIONS

erstand the theoretical basis of applied studies of monopoly and competition we will
ssical and neoclassical theories of price as comparable paradigms. We will try to

1 guidelines that each theory offers the applied economist. When approaching the
will consider it through the eyes of the industrial organization field, which has tried to
of neoclassical economics to make it more applicable to empirical research.

{ price can only be understood if we bear in mind that the basic classical concept
a_mtly from the neoclassical version. In the neoclassical theory, as we elaborate
nagency which hires the factors of production and seeks to maximize the mass
ifference between total revenue and total costs. Only in more elaborate recent
credit rationing and asymmetric information introduced. The basic concept of
y contrast, assumes that the firm owns a finite amount of money capital which
possible; financial markets, and interest as the opportunity cost of capital, are
s -subsequent refinements. Under such conditions, profit maximization is
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equivalent to maximizing the rat ’ i

lhssieal moa g e of profit on the firm’s capital, and it is the latter formulation that the
The classi i i
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' lifton, sdemmier/Flaschel, 1985, Shaikh, 1978). According to the classicai,economists

modeied in a number of different ways and shown t
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The core model of neoclassical theory is the static textbook parable of the firm in a perfectly
competitive market. Economists are quite familiar with this model. It is used to instill the neoclassical
wyision™ of a competitive market economy, yet it is seldom serfously investigated or used as the basis of
applied work. In this model, the firm is assumed to be operating so as to maximize profits at every instant of
time, where profits are defined as total revenues, net of all costs (including the cost of capital). The firm is
an economic agent which purchases the services of the factors of production and combines them to produce
a homogeneous output (condition (i) for a competitive market). It operates within an industry, defined as
the collection of all firms which produce the same kind of output. The number of firms within the industry
is infinite, or at least large enough so that, even in the presence of less-than-infinitely-elastic market
demand, variations in the level of output by any one firm do not affect the market price of the good
(condition {ii) For a competitive market) (Varian, 1984, p. 82)
For a such a competitive market to be judged perfect we require the following additional properties:*
(iii) perfect communication, (iv) instantaneous equiIibriuin, (v) zero transactions costs.” When all these
conditions are fulfilied for an entire perfectly competitive economy, all firms earn zero economic profits,
since the presence of positive profits would mean that some reallocation of productive resources (by
existing or new firms) could improve the overall efficiency of the economy. The latter is not possible in
equilibrium if conditions (i) through (v) hold.
Neoclassical economists are fully aware of the “unreality”” of such a model of market behavior of
firms. They correctly maintain, bowever, that scientific knowledge largely consists of developing such
abstract models as the way of uncovering the fundamental structure of reality:

.., this competitive story represents a limiting case of market behavior that is very useful for ecenomic
analysis, just as the study of a frictionless system is useful for a physicist. (Variaa, ibid)

The real question, however, is not the legitimacy of this kind of limit-case analysis, but whether real firms
and markets are more or less imperfect approximations to this particular ideal type, or instances of an
altogether different one, such as the ideal type in classical theory discussed above.®

The polar opposite of perfect competition is pure monopoly. Here the firm equals the industry, so the
industry demand curve is directly perceived by the firm. As is well known, in such a situation the marginal
revenue curve lies well below the demand (average revenue) curve. This means that the profit-maximizing
equation of marginal costs to marginal revenues will yield a suboptimal output level and a selling price well
above marginal cost. This model thus allows for economic profits to obtain at equilibrium.

While this model is useful to show the efficiency losses due to departure from perfect competition, it is
just as unrealistic as the latter for most industries. It requires a single seller free to set prices at will, with
no threat of potential entry by other firms.

These two polar cases—perfect competition and perfect monopoly——represent the core models to
which industrial organization economists refer as their starting point for any subsequent static analysis of
market structure.” The question of dynamic behavior is not explicitly addressed in the textbooks.
Nevertheless, any attempt at empirical investigation forces the researcher to operate under somec
assumptions about dynamic firm and market behavior, whether the assumptions are explicit or not.

Statics and Dynamics

The most rigorous version of the model of perfect competition is Walras” model of general
equilibrium, which received its highest formal expression in Debreu (1959). In this version of the model,
there exists a unigue price vector which uniquely clears all markets (both present and future) and achieves
a Pareto-optimal intertemporal outcome. A major weakness of this model is that it requires a mythical
auctioneer to discover this unique price vector before any exchanges can take place. Once this is done, all
exchanges, for time zero to infinity, take place on that basis. :

Thus this model does not admit of any dynamics whatsoever: no exchanges take place until the
economy achieves equilibrium, and once it does all exchanges are set for all time. This is even stronger than
saying that a changing economy is in equilibrium at every instant: it says that there is only one
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:g :}Y;I:;Z?::idc;uis ilg:;nf; :IT::- foia-ct.ual”markets. So.applied €Conomists operate with a putatively less
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marki&: g.h:)vrfil_inll(;xi\;:hilt\)@rshall fiistinguishcd betwet'an short-run and long-run equilibrium in a single
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entry or exit no longer take place, profits are zero for all firms in that industry. In Neoclassical theory,
therefore, there are no inframarginal firms earning positive profits in an industry in long-run equilibrium.
This unexamined assumption has led to confusion in the Hterature when contrasting the results of firm and

industry studies, as we discuss below.

Theoretical Compromises in Industrial Organization

In industrial organization, on the other hand, there exist no generally agreed upon basic models of economic
behavior, and the underlying assumptions are often contested . . . In industrial organization, investigators
simply do not have the same degree of confidence in their theoretical constructs as exists in other areas”

(Comanor, 1971, p. 405, 407).

In the 1950s, in order to formulate empirically testable hypotheses, the industrial organization field
bypassed the neoclassical notions of perfect competition or workable competition, in favor of the
structure-conduct-performance paradigm. This framework was developed as an inductive generalization
of purely descriptive industry studies done in the past {e.g., Berle & Means, 1938, and case studies by
Edward Mason’s Harvard group during the late 30°s and early 40°s). In this paradigm, market structures
(primarily the degree of concentration and barriers to entry) and conduct (firm strategies regarding
product innovation, advertising, R and D, etc.) determine performance (allocative and productive
efficiency). This paradigm, it was hoped, would allow relationships to be established empirically, thus
avoiding the problems of theoretical specification.

Unfortunately, the structure-conduct-performance paradigm cannot solve the problems industrial
organization faces because it still requires implicit notions of the firm and its objectives, of markets, and of
competition. Because of the lack of realism of these concepts in neoclassical theory, applied industrial
economists have been forced to rely on ad hoc hypotheses which are in greater agreement with economic
intuition and actual business practices. This practical approach to theory has unconsciously led the
industrial-organization field back to elements of the classical theory of competition. This is the contention
which we wish to demonstrate below, by focusing on three issues: the rate of profit, long-run dynamics, and

the theoretical distinction between firms and industries.

DIFFERENCES OVER THE PROPER MEASURE OF PROFITABILITY

Profit-rate differentials have become a primary indicator of allocative inefficiency and have been
related to market structure in a large number of studies." Yet, there is simply no way to theoretically
derive the link between allocative efficiency and the rate of profit on assets within neoclassical economic
theory, if by profit we understand economic profit in excess of imputed interest. As is well known,
neoclassical theory only establishes a link between monopoly and profit margins (profits/sales), where the
latter depends on the elasticity of demand for the procduct.

In neoclassical theory, the existence of any economic profits in excess of all costs (including the cost of
capital services) is incompatible with the efficient allocation of resources which only obtains in perfect
competition. This is due to the neoclassical view of firms as . . . essentially brokers between resource
owners and consumers” (Stigler, 1957). In this view, the rate of return on capital (the rate of interest) is
equalized throughout a competitive economy. However there is no concept of the profit rate as profit
relative to some asset value, since capital in the neoclassical view is simply another factor of production
whose services are hired. The equalization of rates of profit between indusiries is therefore explicitly
treated only in classical economic models. Nevertheless, as we shall see below, this notion keeps intruding
into the debates in the industrial organization literature.

After the second World War, the focus in industrial-organization studies switched from specific
industry studies to statistical tests of an inter-industry nature. This was done in an attempt to establish
general relationships between industrial structure and performance. Probably the most influential
pioneering article of this type was Joe Bain (1951). Bain’s 1951 article introduced the study of profit rate
and market structure as an approach to monopoly and competition. Bain’s model of the cconomy’s
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£ 15 for the most part of unacknowledged classical origin and will be discussed in the next
However, he does subscribe to the conventional neoclassical view that firms seek to maximize the
as_s_:of_ ‘economic profits, not the rate of return on their own assets;

Thé assumed motive . . . [of firms] is to maximize apgregate profits, and not average equity rates, Higher
- apgregate profits, in a given demand and cost situation, give a higher . . . excess profit rate on sales th'an lower
aggregate profits associated with lower prices, but not necessarily a higher equity rate if the equity-sales ratio
-7 is sufficiently lower in the low-aggregate-profit case (Bain, 1951, p. 297) ¢

AIthougf% Bain actually measures the profit rate on equity, he argues that this is used only as a proxy for
profit c?mded by sales._ﬁ_md it ls_the latter which is the appropriate measure in his view, because menopoly
power is seen as the ability to raise unit price above costs. Thus, the size of the profit-sales ratiois in turn a
proxy measure of the degree of monopoly power.

Bain constructed his study as a cross-sectional re i i i

gression between concentration ratios and profi
profit
raltes. for ;}‘le a}xlferage clnf éhc year 1936 to 1940. Although he found only a weak (but statistically significant)
relationship, he concluded that collusive activity must be preventi i iti
ng the

foationonip he P g (classical) competitive process

A se‘cond major study of c.ompe‘tition and monopoly which focused on profit rate and market structure
wasl ca.rr:ed out by.G.eorge Stlgle.r in 1963. As mentioned earlier, Stigler does not consider the classical
analysis of competition to be a distinct paradigm, but instead a loose description of reality made more
precise i.)y later .neoclasswal work. Thus, Stigler discusses “economic theory” in general in his methodolog-
ical sections. With regard to the measure of profitability which is equalized in competition, he writes:

There is no more important proposition i i
¢ position 1n economic theory than that, under competiti
on mvestment tends toward equality in all industries (Stigler, 1963, p. 54). petition, the rate of return

By rate of Teturn Stigler means the rate of profit on total assets—a notion of rate of return which is
classical. Like Bain, rather than actually measuring the extent to which industries are gravitating around
an equal long-run average, Stigler is concerned to measure the relationship between concentragtion d
profit 'rate fora tén-year average. His results are unimpressive and he concludes against a strom, versioan f
c?liumon-dgtcrmmcd differential profit rates. What is interesting for our purposes howc%er is rik?
d;sagrecplcnt between Bain and Stigler over what is the proper measure of profitabilit ’which (a)’ Ih l:i:
be equallch under co.mpetitivc conditions, and (b) should be used a5 a measure of mongpol owers >
o The Bain anc.j Stigler studies are the most famous of the market structure/profit rate st?lcrl)ies an.d th
1n1t1?ted a huge lftcrature on the topic. This literature, in general followed suit in adopting the classi 3){
version of con.lpetltion, although there are many subtle differences between the various authfrs Impo S:Cﬁt
among these is t_he study by Michael Mann in 1966, since this paper introduced the study of. bar?iel;sailo
zr.:try mto.empmcal market struc.:ture / profit rate analyses. Mann also explicitty adopted a rate of profit for
1s analysis. Mann found a relationship between high-profit-rate industries (for the years 1950-1960) and
a cor'nplex set of variables which he called “barriers to entry.”*? Mann’s study is classical in the sense tahn t
parrlers to entry are also an important part of the classical discussion. Smith, for example, cites st ?
interference and lack of information as a barrier to competitive equilibrium (S;'nith 1965p ) 61 Sl\ifa .
also oftcr} discusses nonreproducible resources as a barrier to the free flow of capital ’ P 6L Marx
I')awd Qualls has been prominent in the exception he has taken to the cla‘ssical notion of no
equall?ed profit rates as an indicator of menopoly. According to Qualls, microeconomics re uires t}? :
analysis of excess profit or unequal profit margins rather than profit rates, and he is critical oqu i c?
others for having introduced the concept of the rate of profit. He writes for ;:xample‘ .

Eo}:; gﬁg?;?;f: ltfi:l;to r::tei ]qf rl‘:tu}'n onfeﬁuity may be inadequate indicators of price-cost margins could
1 rlant nmitation of the previeus studies. All the theoretical

Bain in regard to the impact of concentrati ” patticrs o Tosoures < e DY
ation and the height of entry barriers on i

performance actually relate to the relationship of lon, i i s 6 comeontratan no

: { . £-TUR Price-economic cost margins to ¢ i

entry barrier heights. As is well known, a rankin i ; 1 Tates on aoiy
. , g of firms on the basis of accounti fi i

would not necessarily correspond to i e profit rates on saier

Quallsrorsn 148)3 . D a ranking of firms based on excess or economic profit rates on sales . . .
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Qualls reran the computation in the Bain and Mann articles using the same industries, time periods,
and definitions of concentration and barriers to entry, but against profit margins rather than profit rates.
His main concern was to study whether the same relationships which Bain and Mann found would also
hald. He found that the Bain and Mann results (a weak significant relaticnship between concentration or
barriers to entry and a measure of the profit rate) atso held when the “excess profit margin” is substituted
for the rate of profit.

In the classical treatment of competition, there is no a-priori appropriate choice of a definition of the
rate of profit. Profit can be defined broadly or can be measured after taxes or after net interest. Capital can
similarly be measured in different ways, as equity or total assets; it can include or exclude inventories, and
can be measured at book value or replacement cost. What is clear in the classics is that what investors
maximize is the return on total investment, for which the rate of profit is an empirical proxy. A whole
range of uncharted waters concerning the best measure of the rate of profit exist. But without knowledge of
this issue, it is impossible to determine whether profit rate differentials are the result of bias in
measurement or some real economic process. These issues have only begun to be addressed (see Glick,

1985, Dumenil, Glick, Rangel, 1986). An important obstacle to this research is the idea that the
maximization of total profits is the objective of firms, a view which is constantly finding its way back into

the literature.

LONG-RUN VERSUS SHORT-RUN PERIODS

Most economists doing empirical work, following Marshall, distinguish between short-run and
long-run equilibrium, and expect the economy to be at least sometimes in a long-run disequilibrium
position. A careful reading of the literature, however, reveals the unacknowledged presence of classical
notions of the short and long runs among the Marshallian discourse. As discussed in section I, the classical
view of long-riin equilibrium is that it is a regulator of actual market conditions, the latter fluctuating
around the former, but never converging completely to it, due to the constantly changing position of this
equilibriumn. The Marshallian view was conirasted as one in which a disturbance from equilibrium (an
exogenous shock, like a crop failure) leads to a gradual return to equilibrium conditions in a smooth

monotonic convergence.
In Bain’s study we find an unclear mixture of both views:

The a priori model from which the concentration-profits hypothesis is drawn really refers te firms and
industries in fong-run static equilibrium . .. The predictions drawn from this model may be extended to
actual time-processes situations by arguing that what would hold for long-run static equilibrium should also
tend to hold for average performance over time, although with numerous sources of dispersion from the

central tendency thus identified (Bain, 1951, p. 306)

By contrast, Stigler’s view of competition is one of industry profit rates gravitating around an equal
center of gravity, although he never distinguishes his (classical) view from the Marshallian one:

The role of the word “tendency” raises further issues. Economic analysis tells us that the rates of return in
competitive industries will be strictly equal (in a sense to be noted shortly) in Jong-run equilibrium, that is,
after a period long enough to allow (enough) entreprencurs to move to the industry they favor and operate at
the rate of cutput they desire. But this very concept of long-run equilibrium reminds us that, in a world where
all events are not perfectly anticipated, there will be a stream of unexpected disturbances that call for a
stream of changes in the allocation of resources: unanticipated shifts in consumers’ desires; the impact upon
international markets of wars and political events; the irregular march of major advances in technology, and

others (Stigler, 1963, p. 55)
Mann, like Bain and Stigler, unconsciously adopts the classical paradigm of competition when
discussing price theory:

The emphasis on the long-run recognizes that actual profit rates may differ from normal in the short run for
reasons independent of the number of sellers, e.g., changes in demand or cost which raise or lower profits
until the alfocation of resources pushes the industry toward fong-run equilibrium {Mann, 1966, p. 296).
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The precise role of the long run in com_petition was made an issue of co'ntcntion 'in this [iterature by
‘Yale Brozen's response to the report to President Johnson’s task force.on antitrust Pohcy. (Mueller, 1?86,
“pp. 8-9) Included in this report was the “Concentratefi Industries Acft” Whl.Ch would ha?'e gwe.n
“ guthorities a mandate to reduce the market share of firms in concentrated industries, and by doing so, it
was claimed, increase economic efficiency. As evidence supporting this proposal, the Bain, Stigler, and
Mann articles were primarily referred to. Brozen’s argument, embodied in what has become known as the
“disequilibrium hypothesis,” was that previous studies linking concentration to profit rates were unfaithful
to their own theory. Brozen criticized the short-run nature of these studies on the grounds that the
equalization of profit rates is a long-run process. Since only the classical theory of competition is long-run
in nature, Brozen was criticizing this deviation from classical economics. Specifically, his “disequilibrium
hypothesis” maintained that becaunse of technological change in some industries or the relative newness of
a particular product, certain industries should be expected to have higher rates of profit than others. By
choosing a particular slice of time, researchers had been capturing only a phase in the historical evolution
of industrial profitability which shouid eventually converge toward an average.

Indeed, Brozen was taking economists to task for simply stating the classical hypotheses without
taking them sericusly in the design of their studies. He is very clear that, in the short-run profit rate
differentials should exist and that previous studies had not captured long-run equilibrium. However, he is
unclear concerning the role of structural change and perturbation. It seems that, in his view, such
disruptions will only resuit in a temporary disequilibrium rather than a permanent gravitation as in the
classics, Thus, even Brozen vaciilated at times between classical and Marshallian characterizations of the
role of the long run,

Int order to demonstrate his hypothesis, Brozen re-examined the data used in the Bain, Stigler and
Mann studies. He argued that if these studies truly captured a relationship between profit rate and
collusion, then the concentrated industries should sustain higher than average profit rates. If, however, it is
disequilibrium which is being observed, then over time there should be some movement toward the
average. Concerning the Bain data, Brozen found that:

In the most concentrated half of Bain’s list of forty two industries, twelve ‘earned’ above average (19531957
average) rates of return in the period he examined. Nine ‘earned’ below average rates. We would expect raies
in most above average return industries to decline, if this was a disequilibrium situation, accounting rates of
return are not differentially biased, and differentials in risks do 1ot cause most of the above average rates.
Most did. They declined despite the above average concentration level, Of the twelve abave average return
concentrated industries, rates declined in nine and rose in three, We would also expect most befow average
return industries to rise, if this was a disequilibrium situation. Most did. Of the nine below average return
industries, rates rose in seven and declined in two {Brozen, 1969, p. 284-285),

Brozen also found the same type of movement among the low concentration industries. Most of the
above average rates fell, while most of the below average rates rose. He was careful to state that his
hypothesis did not require that all of the industries converge, since a certain degree of perturbation could
occur. But he believed, as a general rule, that large groups of industries should be expected to converge.

Brozen recreated the same results on the Stigler and Mann data as well. In both cases, he showed that
when the time period was extended there was a tendency toward profit rate convergence. This conver-
gence, in both cases, weakened or eliminated the statistical significance of the relationship found between
market structure and profit rates,

In a defense of the deconcentration proposal, MacAvoy, McKie, and Preston atiempted to construct a
subset of the Bain data which they held consisted of “high and stable” profit rate industries (MacAvoy,
MceKie, and Preston, 1971)}. If this non-converging group was related to concentration, then the Brozen
criticism might not be generally valid. Such a relationship, to some extent, was found. Brozen, however,
replied by again demonstrating that even this smaller sample of high profit rate industries tended to
converge over time. Since the sample never actually reached the average level, the debate culminated in a
difference of interpretation. Nevertheless, the Brozen point was well made, The industrial organization
literature had adopted the long-run classical point of view, but they had not remained faithful in their

CLASSICAL AND NEOCLASSICAL ELEMENTS IN INDUSTRIAL ORGANIZATION 205

methodology by adopting short-run regression methods (cross sectional regressions using one to five year
averaiie:l)l'bsequent work on profit rate and market structul:c, the Brozcn c-riticism seems to ktlav'c bcendlost.
The notion that in any single point in time disequilibnun.l.wxll prevail ha's l_:;een largely 1gr;o'rc ,a fg
contemporary market structure/profit rate studies have utilized more sophls.tlca;cd econome r:]cas1 e

greater industry detail, but they have not abandoned sh.c)rt—run cross-sectiona r;gr.?ssplﬁta aiyned.
Unfortunately, neither Brozen nor other appli(_ed economists have followed up the insights '%h'n ‘
concerning long-run equilibrium. Such a criticism would ha've never even been mecessary wi 1ril

self-conscious, classically-informed applied research program, since the concept of gravitation necessarily

implies long-run measurements.

FIRM VERSUS INDUSTRY PROFITABILITY -

A last confusion in this literature is the lack of a clear unders_tanding of. the dig’ferent roles played !J_Y
firms and industries in competition. As mentioned above, the classicals, and in partllcular- MIarx, are qults
explicit concerning this point. General equilibrium .theory often treats the twoinan 1df§1t1ca ngr:ira,tig :
in the empirical literature the issue often lacks clarity. Harold Demsetz, for exa.mple, :S] arguﬁ e
profit-rate concentration relationship is a natural result of the greater efficiency of large firms,

therefore, is not an effect of collusion. He writes, for example, that:

It is important to note, however, that there are reasons other than undesirable market pow;jer for ig:-ig{:;ﬁ) ﬁ
positive correlation between profit rates and concentration. Some market concentration an ! som& orrelation
of concentration with rates of return should be expected _from a workable incentive sg{stf:m 2 rewards
superior performance. Patents, copyrights, et cetera, are hi.(ely to p.roduce suci} a correlation f(fd o result of
socially desirable superior performance. Superior ablll.tles in lowerl_ng cost or in 1t{nProvu(1fg) pmsetz 1,9733
when unpatented, are also likely to yield such correfation for non-trivial periods of time. (De: ) s

pp. 19-20)

In order to show that this was the case, Demsetz examined the correlation between concent.ration and rat;
of return of large and small firms. In particular, he showed that although large firms in concentrat

industries tended to have high rates of return, smaller firms did not.

No positive correlation between rates of return and conccnt}'ation seems evident for firms under ‘5‘-10,000,0;)0
dollars in asset size, and the smallest asset size classification under 500,000 dollars, shows evidence of a

negative correlation. (ibid, p. 20)

Demsetz also found that the change in concentration was refated to the change in large-firm pr'oﬁt
rates but not to small-firm rates of return. He concluded that thi-s is a result of the fact that moireed eiﬁ(;eil};:
large firms tend to increase industry concentration. Thus, superior pcrfqrmance of Iargcfﬁm:s S(L c}? ’
higher rates of return and concentration. But here he means higher {ndustry rates 0 re.turn. uch @
proposition is contrary to the classical analysis. As was already argued in the first scct;fon, i m:ty oe the
case that large efficient firms can increase their market sh:f.re ?.’nd therefore the degrefa of concen ramt o
a particular industry, but for “non trivial periods of time (Demsetz.) s‘m.:h a sﬂuajtlon can ot be
responsible for higher industry rates of profit. Superior pcrforman.ce of an mdl}«'ldual ﬁrr{: increases It ate
of return, according to the classics, at the expense of other ﬁrm§ in .thc same lnt.iustry, ut1 it calflino raise
the entire industry’s rate of profit. Demetz’ own data shows this, since industries w?ose aTrhg.c rm?exzd
higher profit rates showed no increase in industry rate of profit (Demsetz, 1973b, Table 2). This perp

him:
Since a larger fraction of industry output is produced by larger firms in the more concentrated industries,

these industries should exhibit higher rates of return than other indu§trics .- {.Howe.ver} in talgle 2, md?_stry
rates of return are reduced [to normal levels] even for concentrated industries in which large firms continue

to perform well. (ibid)

Within a classical perspective, however, this result is precisely what would be expected.
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SR “We have shown above that familiarity with the real behavior of firms and markets led economist
"~ working in the industrial organization field to at times develop ad hoc categories incompatibl mls]j
neeclassicz:tl theory, and at times to misinterpret data due to the lack of a dynamic theor op ih ; Wltf
inframarglnai profits. To the extent that headway was made in interpreting the em irica]); ; ?t o s
that c]a.ssmal concepts were unconsciously being reintroduced, What we broad] prefer tf)su " lW csical
e;onom1]cs;s have_ Iong been critical of the neoclassical theory’s notion of profits ang its [ack o? i T’j;lsig?i
(t:ozcs)g Sen g;a?g:cai];ﬁglg?;g}it:é 'ill:is liiﬁzxi shows ‘is th.at th;se theoretical shortcomings have practical
! . orgamzation shows a field where applied h
cut adrift as a result, and are forced to make do as best they can. In the | fpp igme. 25 long.ae
neoclassical theory remains dominant, these results from industria‘l organi anguag? oty as long as
groctas . : gamization will be seen as “anomalies.”
o paratcll'tiztmd.ommancc fade, however, they will be retroactively seen as evidence of the inadequacy of the
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NOTES

The work of the “new” industrial organization scheol which has emerged in recent years (Jacguemin, 1987) is

beyend the scope of this paper.
In this article we use classical to mean the concepts of the firm, industry, and competition found in Smith, Ricardo,

Mary, and their current elaboration, as outlined below.
. Weshall see later that such equivalence breaks down when the firm has unconstrained access to capital markets.
See Hirshleifer (1988), p. 403. The distinction between perfect markets (not necessarily competitive) and perfectly

competitive markets follows the original discussion in Stigler (1957).
Condition (iii) needs to be interpreted as including perfect foresight (i.e., no uncertainty) when dealing with

intertemporal equilibrium,
Note that by “ideal type,” we have in mind the Weberian (or even Newtenian) notion of the limiting case governing
the behavior of actual entities in the real world. There is no implication here of a normative ideal.
7. E.g., see Scherer (1980), chapter 2; Shepherd (1979), chapter 3; Koch (1980), chapter 2.

There has recently been a recognition of this conundrum, and an attempt to bridge the gap between Marshallian
dynamics and Walrasian general equilibrium in Novshek and Sonnenschein (1987).
Note, however, that—assuming rising marginal costs and positive profits—it does not imply maximizing profit
margin (defined as price minus average cost).
10. We of course exclude the cost of capital {i.c., some interest rate) from the expected return level.

“Profit rates, at least in stable prosperity or mild recession, have come to serve as a sort of thermometer to evaluate

11.
market power.” {Weiss, 1971, p. 371.)
Barriers to entry are defined as a combination of ecoromies of scale, product differentiation, capital requirements,

12.
and control of scarce raw materials.



