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Resumo:

De acordo com ateoria p—& eynesiana, cadaplanta dafirma Z condru’daem uma
escala menor do quea escala—itna. Entco, segunc esta escola, 0 cuso mZdio delongoprazo
podediminuir e gerar uma Situee <0 deretornoscrescentes, esta Situae <0 n<o estava
devidamente explicitadanateoria microecon ™mea tradiciond. A escola p—¥Keynesiana
ficou conhecidapor suacontundente cr'tica atradiciond escolaneodissica, cr'ticaessaque
estimulou o desenvolvimento das teorias sobre a organizae <o indugrial dasfirmas. O artigo
pretendeapresentar osprindpas ponoscriticadose discutidospdos autores p—skeynesianos
bem como, as suas contribuie>es para 0 desenvolvimento futuro dateoria daconmrrenda
impefeita.
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Abstract:

The excess capacity, according to pos-Keynesian authors, isthefact that each plantis
built on alessthan theopimum scale. After tha, thelongrun average cos can decrease and
lead to the situaion of increasing returns so raising the demand will promote an indudrial
organizationin adirection to longterm plant that surely will generate more output
compaatively to the short-term plant. Thus they point outtha thetheory of perfect
competition does not provide the groundwork to anadyze inareasing returnsof scale, evenin
thelongrun. The pgper presents the main points criticized and discussed by the pog-
Keynesian authors, such asthar contributonsfor the future devel opment of theory of
imperfect compdition.
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Introduction

Piero Sraffa, in 1926 wrote thearticle Orhe Laws of Returnsunde Conpetitive
Conditions) conddered the cornerstoneof the pos-Keynesian microecononics. Sraffa
verified tha firms opeating unde perfect compeition mus be subject to decreasing returns
of scale and that increasing returnswould only exist on the presence of mongpoly. Later on,
many heterodoxauthors such as Joan Robinson, Lord Kahn, Nicholas Kador, Roy Harrod
(CambridgeU.K.) and Edward Chamberlain (Harvard University) contributed to write the
history of thetheory of imperfect competition. Robinson (1934)was so excited aboutthegan
conqueed by Sraffatha shewrote: thewas not himself completely aware of thefreedom
tha hewas winning for usQ

Thetheory of pafect competition presumes that resources are fully employed. There
isno open windowto use the conaoept of excess capecity, so market forces, withoutany
paticular interference from buyeas and sellers, promote full employment. However, the
groundwork of thetheory of impefect competitionisthe existence of structures tha
destabilize the market mechanism, like monopoles and oligopoies, and generate excess
capecity.

Theobijective of thearticle isto provide areview of the pog-Keynesian contribution
concerned to thetheory of imperfect competition. Thefirst section provides a discussion
aboutthe conacept of inareasing returnsand how it is defined and related to imperfect
competition. In the second section, it presents how the notion of nomal profits works out
unde perfect competition. Thethird section presents how firms take decision and what are the

relevant aspects tha guaantee the market power.

The Theories of perfect and imperfect competition: the role of the economies of scale

Indgdetheeconomic science, maingream econormics advanced on thetheory of perfect
competition motivated by afaith onthe symmetry between theforces of demand and supply.
In traditiond textbooks perfect competitionis characterized by the assumption that market
forces drive the price of commodities so smoothly tha we can reduce and groupthem
togeher. Theefore, theback and forth movement of the market forces can be represented by
apar of intersecting curves of demand and supply.

Pog-Keynesian authors began decipheaing the code of the maingream
microeconorics putting side by sidethe differences between perfect competition and pure
competition. Thefirst contribution was given by Harrod (1931). Primarily, he points out that



perfect competitionis characterized by organized exchangeand homogendaty of the produds.
In addition, in perfect competition the demandisinfinitely elastic because always the
margind cog of produdionis, in equilibrium, identical to the price. Secondly, pure
competition hasits special case in which thedemand elasticity isinfinite; it hgppenswhen the
market is perfectly organized, and themargind cost of produdionisliketheprice.

The second contribution was given by Chamberlain (1933) On thehand, hecondudes
tha pure competitionis a state of circumstances in which the demand for the output of an
individud firm is pefectly elastic. On the othe hand, pefect compditionis degpe than pure
competition because it represents additiond conditionssuch as fluidity or mobility of factors
and absence of uncertainty.

Robinson (1934)provided the third enlightenment, and it appears the mos conase
description aboutthe conagpt of perfect competition. Perfect compdition, in maingream
economcs, involvesrationd behavior onthepart of buyasand sellers, full knowledge
noneistence of frictions static conditions pefect mobility and perfect divisibility of factors
of produdion. Neverthdess, she defines perfect competitionin away tha embraces al the
assumptionsprevioudy exposed, so perfect competition meansa situaion in which the
demand for the output of anindividud sdller is pafectly eastic.

In thetheory of perfect competition, written by severa classical authors, the law of
diminishing returnswas based on the problem of rent, so raising the exploitation of lessfertile
landshave atendency to reduce the margind retumsper unit of inpu. Sraffa (1926 states
tha if pefect competition exists than the commodity can be consdered as a homogenous
goodand unde tha conoept is possible to establish therole of diminishing returns Here we
have a cut-off point, maingream economnics assumes diminishing returns because they take
for granted tha the econony has unauntable small firms tha face homogeneousproduds
and withoutsufficient power over theindudry supply. However, pod-Keynesian economnics
congders commodities as containing properties much more complexes than jug simple
agricultural goods They congder commodity as a collection of diverse articles, ranging from
foodguff to ironware. Conequently, they developtheidea of produd differentiationto
undestand the control of theindugry supply by asingle firm and there might bethe case for
increasing returnsof scale and, as aresult, impefect compdtition.

Kador (1935)points outtherole of pefect divisibility assumed by maindream
economcs to suppot thetheory of perfect competition. He pants out tha when maingream
economcs assumes pefect divigbility and, by definition, economies of scale are completely
absent, pefect compditionwill beestablished because of the autonony of the market forces.



According to Sraffa (1926) maingream econornics does not make clear therole of
increasing returnsas it does explain therole of diminishing returns Theframework relates
increasing returnsto thedivision of labor. It did nat develop therole of increasing returnsas
being a mechanism tha happenswhen the size of thefirm rises. Thedivision of labor mug be
subject to amoreradica trandormation in thefounddionsto verify theinaeasing
produdivity in thewholeindugry as an effect generated by the externd division of labor.
Differently, maingream econonics accepts as truetha the modificationis promoted by
internd division of labor, so it occursonly in thelocal structure of thefirms. Theimportance
of externd economes was increasingly emphasized as the advantage derived by individud

producrs fromthe growth, not of thar own individud undetaking, but of theindugry inits

aggregae.

Orheresult was tha in theorigind laws of returnsthe general idea of afundiond
connection between cos and quantity produed was not given a congicuousplace; it appears
in fact, to have been present in themindsof the classical economists much less prominently
than was the connection between demand and demand price.O(Sraffa,1926,p. 537)

In maindgream econonics, firmstendto have ther plants condructed onascalein
which, regard thetechnical congderationsand thesupply price, isthe onecapable of
produang mog cheaply. However, pog-Keynesian economnics points out tha plants and
firms may becoextengve or afirm may indudeanumber of plants, or a number of firms
utilize asingle plant. Thus sources of produdionin perfect compeition cannotbe subject to
the optimum size autononoudy of the state of demand. It follows tha noincrease of output
will give an appreciable influence on price; thefirm isfreeto raise its plant to the scale at
which it can produe mog chegply.

CBhort-period variationsin demand are met by variationsin the extent to which fixed
meansare exploited. Long-period variationsin demand are met by an inarease or diminution
in the number of sources of supply. Each source of supply tendsto have its fixed meansof an
optimum size independently of the state of demand.O(Harrod, 1934 p. 443)

Thetime adjugment is not congdered by maindream economics as a clarification of
how diminishing returnsopeaate. In oppostion, post-Keynesian econorics points outtha in
the short-runthe congraint of thefirm isthesize of plant, so the capital is holding congant
and the use of more factors of produdion tendsto present diminishing returns However, in
thelongrunthetime adjugment is longenoughto promote areconfiguration of thesize of the



plant, so firmstendto have inaeasing returns of scale because of theredudionin thelongrun

average cod, enveopecurve.

(Redudionsin cog connected with an increase in afirm@ scale of produdion, arising
frominternd economies or fromthe possibility of disturbing the overhead charges over a
larger number of produd units, mug be put aside as being incompdible with competitive
conditionsO(Sraffa, 1926,p. 540)

Sraffa (1926)condudes tha to fully undesstand microeconomicsit is necessary to
leave aside peafect competition and movetowardsthe opposte direction, monopoly and
oligopoly. In monopol and oligopoly, the power between the supply and demandis not
equd, and the compdtitive effect is nottranamitted such as in perfect competition because
firms have themarket power to ddineate the price tha the produd will besold. The next
section will be presenting how the mechanism of Gree entryCnomalizes profits, so nomal
profits are oneof the keystones of thetheory of pefect compeitionandit was radically
criticized by pog-Keynesian economics.

Normal profitsin a context of perfect competition

In any oneindudry, profits are nomal when they are the same as profitsin other
indugries. Normal profits are ssimply the profits that prevail when there is notendency for the
number of firmsin theindudry to alter. As soonas profits are supanomal, new producrs
will comein untl profits are condensed to nomal profits. Thus when profits are more than
nomal profits firms enter and profits decline if profits remain more than nomal, new firms
will comein untl profits are reduced to nommal and there will exist noincentive for onenovd
firmto goin.

Robinson (1934)explainstha in alongpeaiod supply curve thedynamic adjugment
may take theview of aprocess of reaching equilibrium, and then the existence of two levels
of profits presents time as a key variable. It mug be conceded that a persistent ggp between
supenomal and nomrmal profitsislikely to occur, so tha in fact theeventislikely to befound
in many indudries where the market isimperfect. Furthermore, the continudion of theggp
dependson cogs of movement from oneindugry to another, and it may occur when
competitionis perfect. Moreover, competition may beimpefect when there are no cods of
movement, such asthe case of specia licensesto operate in an indudry. Findly, thelevel of
profits tha will bring new comersinto anindudry isusudly highe than thelevel tha isjus

sufficient to retain existing enterprise.



A ggp between theuppe level of reward, necessary to tempt new resourcesinto an
indugry, andthelower level, necessary to drive old resources out, will exist wherever thereis
cos of movement between onetrade and another, and thedoubke level of normal profitsis
merely oneexample of a phenomenonwhich may affect every factor of produdionequdly.
(Robinson, 1934,p.108

Thefigure 1 hastwo supply curves, thelower oneapplies only to expangonsof the
indugry, andthe uppe oneapplies only to contractions Thesupply curves are determined,
unde pefect competition, by themargind cog curves of a given nunbe of firms. Robinson
(1934)points out that each point onthe uppe curveisjoined to a point on thelower curve at
which the number of firmsisthe same. This new curveis called as @uasi-longperiod supply

curved

Figure 1 DNormal Profit@ Dynamic
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Source: Robinson (1934)

Starting from a postion in which price is OP and output 0Q, and consdering an
expangon of demand, so the supply price climbsup the quasi-long-period supply curveto R.
It proceedsfor further inareases of demand alongthe uppe longpeiod supply curve to the
right After tha, in perfect competition, new firms come in to theindugry increasing the
supply, the supply curve shiftsto theright, and redudng the price.

Thequasi-long-period postion does depend on history. Thereis a continuousseries of

gueasi-long-period curves, and the actud curve dependson the number of firms in existence at



themoment, as far asthefamiliar short-period curve dependsuponthe quantity of fixed plant
in theindudry. Robinson (1939

Theadjugment ontheregion of narmal profitsis based on how the supply price and
the outputreact, and bath depend largdy uponthepast behavior of theindugry. On thehand,
if fewer firms had hgppened to enter in the period of high profits, the actud price of agiven
outputwould behighe. On theothe hand, if more firms had entered the actud price would
belower. Robinson (1934)

Another force that shifts the supply curve hgppenswhen discontinuouschangesin the
number of fresh entrepreneurs (each in front of imperfect knowledgeof the othersCection)
come into thetrade Throughthis new competition, actud profits are heavily reduced to a
level bdow the onetha attracts new comers, butthey are not sufficiently low to run outany
existing firms. Theindugry will continueat thisinflated size, and it will bein equilibriumin

the sense tha no new enterprise tendsto enter or old enterprise to leave. Robinson (1934

Ot istruetha ahigh level of narmal profits will often befoundwhere competitionis
imperfect. Thefact tha an old-established firm enjoys @oodwillOhas the effect both of
giving it ahold uponthe market which enablesit to influence the price of the commodity
which it sells and of increasing the cos of entry new rivals. And the powerful firm which uses
the methodsof Qunfair competitionCto stranglerivalsis highly unlikely to besdllingin a
perfect market. But this assodation of high narmal profits (notabnamally high profits) with
imperfect competitionis a purely empirical oneO(Robinson, 1934,p. 107)

Findly, pefect competitionisasituaionin which a paticular seller does not control
price and in which a single seller cannotmake more than normal profit. According to Harrod
(1934) theentry of new firmsinto an indugry must be difficult when it is opaatingunde
imperfect compdition, so the problem of normal profitsis notcongdered because there are
mechanisms tha provide supanomal profits. Thenext section presents the backgroundof the

theory of imperfect compdition written by pod-Keynesian authors.

Thetheory of imperfect competition from a pog-K eynesian per spective
Thepreiminay point aboutthetheory of imperfect compditionistha individud
firms are frequently confronted with a downward doping demand curve. Thepossibility of a
paticular firm beng confronted by adownward soping demand curve (absolute monopoly)
was recognized by economc theory before the pog-Keynesian contribution. However, the
twisting point are the aspects related to market power, such as marketing expenses (form of



advetising, commercia travelers, and facilities to cusomers), produd differentiation, and
increasing returns of scale.

Sraffa (1926)points outtha asmall firm ishdd in equilibrium by being subject to
increasing marketing expenses. According to Harrod (1931) marketing expenses are all coss
involved to invadethe competitor@ territory, induding trangportation coss. The margind
cog rises when outputincreases, butit dependsonthe strength of thedemand in a given area.
Thus asmall firm to increase its market share mud raise marketing expenses, a Situaion tha
isabsent in thetheory of pefect compdition.

Supplementary, when the produd is notfully standadized or the market is not
organized, producers may have difficulty in marketing increments of produce. A small firm
can move beyondthat difficulty in two ways. by lowering the price or by increasing
marketing expenses, so it cannotsell alarger quantity of goodswithoutredudngits price, or
withouthaving to face increasing marketing expenses. Those circumstances are directly

related to thenotion of impefect compdition.

[E] this necessity of redudng pricesin order to sell alarger quantity of one® own
produd isonly an aspect of theusud descending demand curve, with the difference tha
ingead of conaerning thewhile of a commodity, whatever its origin, it relates only to goods
produced by a paticular firm; and the marketing expenses necessary for the extenson of the
market are merely codly efforts (in theform of advertisng, commercial travelers, facilitiesto
cugomers, etc.) to increase the willingness of the market to buy fromit-tha is, to raise the
demand curve artificialy. (Sraffa, 1926 p. 543

According to Harrod (1931), themarginad competitive marketing cogs can be
represented as afundion of the output of theindividud firm. However, he paints out tha it
appears tha marketing cogs do notdegpend on only of theoutputlevel, so if therise onthe
demandis evenly diffused over the whole market, firms should be able to maintain ther
frontiers withoutincrease the marketing effort. A higha competitive marketing cog isthe
price to march into the ndghbo@ territory. If nomovement in either direction occurs, norise
in this cog per unit at the margin should occur. However, al firmswill be produang morein
thenew equilibrium.

Harrod (193] bringsan important andysis aboutthetotal cogs been afundion of the
demand and marketing expenses. He points out tha, in maingream econonics, supply and
demand are indgpendent of each other. On thenew view, every demand has its own suitable
supply schedule. To establish equilibrium after a changeontheformer, thelatter aso mug be
changed. Theregular graphical representation of the supply curveisnolonge possible. Any



given supply curve of the old category isonly valid while the demand remainsthe same. To
draw a uniquesupply curveto bevalid for al states of demand, it is necessary to use three
dimensons Codg becomes afundion of two indgoendent variables (quantity of outputand
state of demand) and, consequently, thetraditiond andysis breaks-down.

Succinctly, Chamberlain (1933)ddines tha, unde imperfect competition, the market
is separated to a degree and sales are limited and defined by three new factors: (1) price, (2)
the nature of the produd, and (3) advertising outlays.

Theconventiond conacgpt of monopol was themain part of thefield of produdion
outsidetha of perfect competition, so it was recognized tha the monopolst® postion was
never absolute and the elasticity of thedemand for his produd was always greater than zero.
Harrod (1939 revedsthat if produds are absolutely honmogeneousand marketed by
organized exchangeis likely to pefect compdition to reign. If differences of design and detail
are possible, each producer may be defined as a monopolst of his own goods but subject to
thereaction of hisrivals. Thedegree of monopol/ may be measured by thesimilarities of

commodities.

Figure 2. TheTraditiond Andysis of Monopoly
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Source: Chamberlain (1933

Thenotationin thefigure 2 is given as such: MC isthemargind cog, D isthe
demand, MR isthemargind revenue Q is quantity, and P istheprice. Harrod (1931]) figures
out exactly what was written in Robinson and Chamberlain (1933, the volume of output

(figure 2) is determined by theintersection between the margind revenuecurve, derived from

the demand curve, and themargind cog, buttheprice Ri isdefined by thedemand curve.



According to Chamberlain (1933) thedemand curve imposes upontheseller aprice
problem for his produd comparatively to thehorizontal onefrom the perfect compdition.
However, the monopolst decision aboutthe price and the output dependsuponthe elasticity
of the curve and uponits postionrelative to the cost curve for his produd. In tha
circumstance (profits may beinareased, perhapsby raising the price and selling less, perhaps
by lowering it and selling more.OChamberlain (1933, pg 71) The postion and el asticity of the
demand curve for the produd of any oneseller depend in large pat uponthe availability of
competing produds and prices which are asked for them.

Thecruda difference beween peafect and impeafect competitionisrelated to price
and output, so when an individud firm faces an infinite elastic demand for its produd the
price tha will becharged islower than the price undea imperfect competition. Furthermore,
the mechanism tha embraces theidea of market power involves atrade-off between theprice
charged and the output supplied, so thefirm tha enjoys some kind of market power will tend
to use the quantity supplied as avariable to control and establish its price level.

Conaumers are willing to buy more goodsif the price level islower than theone
established unde monopoly, butthe conditionsof imperfect competitionimposes restrictions
ove the market mechanism to bring in more firmsto compete and to reduce the price level.
Moreover, firmstha have fixed plants and market power will tend to face excess capecity
because they can reduce the output producd in order to inarease price and, conequently,
undeutilizing theingalled capecity.

Firmsinvest in produd differentiation to avoid the competition of new entrants, so the
volume of salesis based uponthe methodin which his produa differs from competitorsO
produd. Differently, unde perfect compdition, aproducr may shift from onesector to
another, butthevolume of sales never depends as unde impefect compdition, uponprodud
differentiation. The produeer, in perfect competition, is dways a part of a market in which
many others are produdng theidentical good.Thesales may vary over awiderangewithout
changing the price, so they may beaslargeor as small as he pleases withoutthe necessity of
altering his produd. Chamberlain (1933)

Thedifferentiationis an important aspect butits variation may refer to the qudity of
the produd Btechnical changes, new designs or better materials; it may mean anew package
or container; it may mean more prompt or courteous service, adifferent location. Chamberlain
(1933)

If theeconomies of scale is totally absent when thedemand rises theinflow of new
producers will continug leading to a continuousredudion in theoutput of existing producrs

1C



and a continuousincrease in the elasticities of thar demand untl thelatter becomes infinite
and prices will equd averagecod. There the movement will stop. However, each firm will
have reduced his output to such an extent that he has completely log his hold over the market.
Kador (1935)

Harrod (1934 presents a postion that conflicts with the other pos-Keynesian authors,
he assumes tha only when amonopolst has the control not only thewhole supply of one
commodity buttha of alargegroupof commodities, such as all foodsuffs, it represents
absolutely dominating postion. GDtherwise his absolutism is tempered.OHarrod (1934, pg.
445)

Therole of theeconomes of scopeis demondrated by Kaldor (1935)as a mechanism
tha reinforces impefect compdition. Thus if thereis nota sufficiently great demand to
produce oneprodud on an optimal scale, theproducer may till utilize his plant fully by
produang two or more produds, rather than building a smaller, sub-optimal plant or leaving
his existing plant unde-employed. Accordingto Kahn (1935) thesize of afirm dependson
two sets of factors. (a) thetechnical conditionsof produdion, as expressed by its cod curve;
and (b) the degree of imperfection of competition, as expressed by the demand curve for its
produd.

Thequestion aboutmarket integration can be andyzed usng the explanation of
Harrod (1931J), so thefirms, in order to maintain their market power, may require alicense
from some controlling authority, or the existing firms may be so strongtha they are able to
repd new competition employing a price war. They may even resort to violence to prevent
fresh rivals from appearing on theindudry. In such cases, nolevel of high profits will be
sufficiently enoughto tempt new firmsinto thetrade, and the supply of enterprise to tha trade
is pefectly indastic at theexisting amount For such indudry, any level of profitsis nommal
and theterm ceases to have avalid application.

Themeaning of entrepreneursis presented by Robinson (1934)and Kahn (1935, so in
aworld in which al entrepreneurs are alike there would be a uniform rate of profit in all
indugriesin thelongperiod. Inthereal world entrepreneurship is no more homogenousthan
landin thereal world. It issodally desirable to reroute entrepreneurs from indugries in which
thefirms are naurally larger than the averagefor indudry as awhole, and to attract them into
indudries where firm are naurally bdow theaveragein size. Where thefirms are already
naurally largeunde conditions of laissez-faireit isin theinterests of sodety tha they should
beyet larger; where they are dready naurally smdl it isinterest of sodety that should beyet
smaller. Consequently, trades which require unusial persond ability or special qudifications
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such as the power to command a largeamountof capital for theinitial investment, will tendto

have a high level of profits; trades which are easy to enter will have alower level.

Conclusion

The excess capacity, according to pos-Keynesian authors, isthefact that each plantis
built on alessthan theopimum scale. After tha, thelongrun average cos can decrease and
lead to the situaion of increasing returns so raising the demand will promote an indudrial
organizationin adirection to longterm plant tha surely will generate more output
comparatively to theshort-term plant. Therelation between these short-period andlong
period phenomenamay berepresented by an envdopecurve.

The component of the demand in theimpefect compdition theory is cruda and
directly connected to produdion. Those authorsfigured out tha an expanson of the demand
have atendency to force the producers to use more intengvely the current plant. Additiondly,
if they expect tha the present demand is nottempararily, so new and larger plants will be
planned and built in thefuture, establishingin thelongrunahighe level of output

The extent to which excess capacity may be generated as a result of imperfect
compdition (unde the assumption tha the existence of economies of scale, will prevent this
competition from becoming perfect) will depend: (i) on howfar monopolsts take potentia
competition into accountin deciding uponther price and produd policy, (ii) the extent to
which ingitutional monopoles are present, it will tend to prevent the generation of excess
capecity if it leaves the scale of differentiation undfected, (iii) the extent to which the market-
situaionresembles a chan relationdhip, i.e. the extent which the variouscross-elasticities of

demand differ in order of magnitude
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