MANAGERIAL THEORIES OF THE FIRM

Managerial theories conceive the firm as a ‘coalition’ (of managers, workers, stock.
holders, suppliers, customers, tax collectors) whose members have conﬂicting goals
that must be reconciled if the firm is to survive. The conflicts are resolved by top man: '
agement by various methods which will be examined in Chapter 18.

Clearly the most important member of the ‘coalition’ is top management, because
of its power in decision-making (goal-setting, basic decisions on investment and expan-
sion, promotions and appointments of ‘key’ personnel) and access to information

The basic characteristic of the ‘managerial business’ is the divorce of owne'rshjp
from management. The owners are the shareholders, whose power lies in appointing the

board of directors, which in turn appoints the top management.

Owners . B .
Shareholders oard of directors »| Top managemem,

The shareholders have in fact less power than the above scheme may suggest, because
shares are in the hands of a large number of persons or institutions (mainly insurance
companies, pension funds, finance companies). Small shareholders rarely attend general
meetings. Instead the election of the board of directors is arranged by the existing
board, assisted by the appointment of proxies (representatives of shareholders). The
system of voting by proxies is well manipulated by the top management, which is often
directly represented in the board of directors and can thus influenice decisions on further
appointments of top managers. Thus the top management tends to be self-perpetuating,
provided that the level of profits is ‘acceptable’ to the body of shareholders, the rate of
growth of the firm is ‘reasonable’ relative to the growth of other firms, and the dividends
paid out to shareholders are sufficient to keep them happy and prevent a fall in the
prices of shares, which would make the firm attractive to take-over raids.

The divorce of ownership from management permits the top management to deviate
from profit maximisation (which maximises the utility to the owners) and pursue goals
which maximise their own utility. However, the managers’ discretion in defining the
goals of the firm is not unlimited. A minimum level of profit is necessary for a dividend
policy acceptable to the body of shareholders; for undertaking the investment necessary
for a satisfactory operation of the firm; for keeping a good reputation with banks so as to
secure adequate finance for current transactions; for avoiding a relative fall in prices of
shares on the stock exchange and the risk of a take-over. If these conditions are not

satisfied, the top management runs the risk of mass dismissal; their job security is
endangered. However, so long as the above conditions are fulfilled, the managers can
pursue policies and set hn se their own welfare.

> basic theories is that the managers maximise

their own utility, s , ‘ aint (which is set at a level adequate
‘ isfy the above con th security of the top managers.

‘ Baumol’s model of ‘sales revenue
~enterprise’; Williamson’s model of

isation of the utility of the
(a) in the factors which
y variables (instruments)

ir predictions of the con-
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15. Baumol’s Theory of Sales
Revenue Maximisation

ales revenue mamm.xsatlon as an alternative goal to profit
ed two basic models: the first is a static single-period model
c model of growth of sales revenue maximisation.
thout and one with advertising activities. We will
dictions of Baumol’s theory in various situa-
om research directed to the verification
e criticisms of Baumol’s

w. J. Baumol suggested s
maximisation.' He present
the second is a mp,l;i_—p_egiod_dynami
Each model has two versions, one withot
first present these models, examine the pre

discuss the empirical evidence fr

tions, and then
Finally, we state som

of the sales maximisation hypothesis.
theory.

L RATIONALISATION OF THE SALES MAXIMISATION

HYPOTHESIS
Baumol offers several jusﬁﬁgatigns of sales maximisation as a goal of the firm. The
separation of ownership from management, characteristic of the modern firm, gives
their own utility and deviate

discretion to the managers to pursue goals which maximise
from profit maximisation, which is the desirable goal of owners. Given this discretion,

Baumol argues that sales maximisation seems the most plausible goal of managers.
From his experience as a consultant to large firms Baumol found that managers arc

preoccupied with maximisation of the sales rather than profits. Several reasons seem toO

explain this attitude of ‘the top management. # 0
Firstly, there is evidence that salaries and other (slack)? earnings of top managers
are correlated more closely with sales than with profits. Secondly, the banks and other

financial institutions keep a close eye on the sales of firms and are more willing to
finance firms with large and,growing'saleszhTrdly, personnel problems are handled

more satisfactorily when salesv_aqugrowin%. The employees at all levels can be given

higher earnings and better terms Qﬁo_r_ _ﬁuj general. Declining sales, on the other
hand, will make necessary the reduction of salaries and other payments and perhaps
the lay-off of some employees. Such measures create dissatisfaction and uncertainty

among personnel at all levels. Fourthly, large sales, growing over time, give prestige to
the managers, while large profits go Tn’té the pock ets of shareholders. Fifthly, managers

1 W. J. Baumol, Business Behaviour, Value a A v thicmillan, New York, 1959. Revised

ednz., Harcourt, Brace & World, Inc., 1967).
Slack is defined as payments or other perquisite . to the managers above the minimum

necessary to retain them in the firm. It is equiva nic rent’ to factors of production

of the traditional theory. (Seulcocw ' »

P
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prefer a steady performance with ‘.\.’I‘l |sf;|cln‘rry' profits to spc;‘l:n}ctl|:lr:]r’r}(])'hfl”r:;l‘xhlm“;,t"m
projects. If they realise maximum I1|g!\ profits 1n one pcllm( , Lhe yg :hl o emselyes
in trouble in other periods when profits are I.Ci“ than maximum. Sixthly, ”}_L Browing
sales strengthen the power to adopt competitive tactics, wh:lc a lqw or1 dcgillnmg share
of the market weakens the competitive position of the firm and its h;lrgzumng POwer
vis-a-vis its rivals , |
The desire for a steady performance with satisfactory profits, coupled with the separa-
tion of ownership and management, tend to make the managers rcluqant Lo adopt
promising projects which are risky. The top managers bf:comc lo a certain extent rig.
avoiders, and this attitude may act as a curb on economic growth. However, the desire
for steady performance has a stabilising effect on economic activity. In general. large
firms have research units which develop new ideas of products or techniques of pro-
duction. The application of these projects is spread over time so as to avoid wide swings
in the economic performance of the firm. Baumol seems to imply that the risk-avoidance
and the desire for steady growth of the large corporations secure ‘orderly markets', ip,

the sense that they have stabilising effects on the economy.

IL INTERDEPENDENCE AND OLIGOPOLISTIC BEHAVIOU R
Although Baumol recognises the interdependence of firms as the main feature of oligo- -
polistic markets, he argues that in ‘day-to-day decision-making management often acts
explicitly or implicitly on the premise that its decisions will produce no changes in the
competing .. .". It is only when the firm makes

behaviour of those with whom they are
nching of a major advertising campaign or the

‘more radical decisions, such as the lau
introduction of a radically new line of products, [that] management usually does

consider the probable competitive response. But often, even in fairly crucial decisions,
and almost always in routine policy-making, only the most cursory attention is paid to

competitive reactions’.
This attitude towards competitors is attributed by Baumol to several reasons:
firms renders decision-making a

The complexity of the internal organisation of large
lengthy process: proposals originate from some sections, but final decisions are taken
by top management after these proposals have passed through various levels of manage-

ment and often from different departments. It is a characteristic inherent in the dele-
gation of authority within the firm that each decision-maker will attempt to shift the
responsibility on to others. Thus any reaction of competitors is bound to take place
after ‘a considerable time lag’.

Large organisations work to a ‘blue-print’ which inc
which simplify complicated problems such as pricing, size of advertising expenditure,
level of inventories. Prices are set by applying a standard mark-up to costs, advertising
expenses are determined by setting aside a fixed percentage of total revenues, inventories
are determined as a percentage of sales, and so on. Such rules of thumb clearly do not
automatically take into account the actions of competitors, and the adaptation of the
‘blue-print’ of a firm to a new environment takes time.

The desire of top managem " has led large enterprises to some tacit
collusion: firms depend on | an ‘orderly’ way. They expect no
‘breach of etiquette’ in the e try as a whole.

However, the above reasons do nq 1are completely indifferent

to actions of competitors. In ‘_ﬁr cul 's and growth seekers, they
are very alert &omy ge in th nanagement will ignore
competitors only to the extent h on the firm's market
and do not interfere with the de he firm.
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{11 BAUMOL'S STATIC MODELS
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4. ‘Conventional’ cost and revenueé
ownward-s10ping
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functions arc 2
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Model 1: 3 single-product model, without advertising

t st and total-revenuc curves under the above assumpt
figure 15.1. Total sales revenue is at its maximum Jevel at the highest point of the TR
curve, where the price elasticity of demand is unity and the slope of this TR curve (the

marginal revenue) is equal to Zero-
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Proof

It has been established in Chapter 2 that

1
MR = P(l - —)
e

At the point of maximum revenue the slope of the total revenue curve is

= MR =0
X -

Therefore

Given P > 0, we have

or

Whether this maximum sales revenue will be realised or not depends on the level
of the' minimum acceptable level-of profit which may act as a constraint to the activity
of the firm. If the firm were a _profit maximiser, it would produce the level of output
Xnm- However, in Baumol's model is a maximiser, but it must also

a minimum level of profit acceptable to shareholders and to those who finance its
operations. If the minimum acceptable level of profit is T1,, the firm will produce the
level of output Xs,, which maxitnises its sales revenue. With this leve] of output (X,
the firm earns profits ITs,, which are greater than the minimum required to keep the
stockholders (and other interested parties) satisfied. Under these circumstances we say
that the minimum profit constraint is not operative.

If the minimum acceptable profit is IT,, the firm will not be able to attain the maximum
sales revenue because the profit constraint is operative, and the firm will produce X
units of output, which are less than at the level Xg,,.

In summary: “... two types of equilibria appear to be possible: one in which the
profit constraint provide: effective | -to sales maximisation (X, units of out-
put with a minimum acce and one in which it does (X units of
output with a minim (W. ). Baumol, Business Behaviour,
& World, Inc., 1967)) The firm is

assumed to be abl » that is, to set its price so as to
achieve its "' of . constraint) without being con-

. ng predictions of Baumol's
ut as compared to a profit

&
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Bpaumol's Theory of Sales Revenue Maximisation 329 |

Proof

f,ﬁ'ﬁﬁ:\,"}";:mi“' produces the output Xy,,, defined by the equilibrium condition

R oC
X oX

Given that the marginal cost is always positive (JC/0X > 0) it is obvious that at the
level Xpm the marginal revenue is also positive (OR/0X > 0). That is, TR is still in-
creasing at Xp,,, since its slope is still positive. In other words, the maximum of the TR
curve (where its slope is JR/0X = 0) occurs to the right of the level of output at which

rofit is maximised. Hence Xs,, > X ..
- The sales maximiser sells at a price lower than the profit maximiser. The price at any
level of output is the slope of the line through the origin to the relevant point of the
total-revenue curve (corresponding to the particular level of output). In figure 15.2
the price of the profit maximiser is

| rlga [Hore] 2aTCe

" Lotoal X

while the price of the sales maximiser is

4 | stope =S T G
.“i’?[’cfroa] N
. | XS

ope OB), that is, the price of the profit muimim ns

It is obvious that (slope 04

hi than the price of the iser R S KT
l%hli‘e:' sales maximiser ofits than the profit maximiser. In figure 15.2
the profit of the sales m -h is lower than the profit Iy, of the profit

o o

e e 100y Yo

B i 8 > ]
L Rl O il @ rolmieg
it b e

. iy L i oL Ty, AT o Jon Thw s 1
';5' &t ! o ' I' s
11 8 0 Gl “ﬁ: ‘ i Wik s ol
B i - .'

matl} m. H o
Mo

- 1#'-l.',“r pg Boa
-."‘!'14
¥ I!. 'n! - - “

II‘

Scanned with CamScanner



330 Theory of the Firm
The sales maximiser will never choose a level of output at which §
is less than unity, because from the expression L e

(-

we see that if |e| < 1, the MR < 0, denoting that TR is declining.

revenue will be where |e| = 1 (and hence MR = 9 and will co ar;
constraint is not operative. If the profit constraint is operative G

greater than :EQ iy

An increase in the fixed costs will affect the BE_&..EB vo@

he will reduce his level of output and increase his v:oo.

‘ m_.m?.. the total-profit curve downwards. Subject to the pr

will pass the increase in costs to the ocmﬁogonm by
@mﬁo 15.3. The increase in fixed costs shif

downwards (IT). Subject to the prof

(to X’) and will increase its price.
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This prediction is contrary to the traditional hypothesis of profit maximisation. A

imi . h his equilibrium position in the short run, since fixed
profit maximiser will not change his €q vo.:g.mca of the firm. So long as the

costs do not enter into the determination of the equi : : :
fixed costs do not vary with the level of output (and v_.osn_ma that the increase in TFC <
does not lead the firm to close down altogether) the change in the TFC will not lead the =
profit maximiser to change his price and output in the short run (see Chapter 6).
hange their output and price

wszo_o_&anrmnm_.Bm55«3&io_.Eaomnmmoﬂo ...
whenever their overhead costs increase. Thus he says :..ﬁ the mm_a.gg
hypothesis has a better predictive performance than the traditional profit-maximisation

36098? _
The imposition of a lump-sum tax will have similar effects. If the firm is a profi

maximiser the imposition of the lump-sum tax will not affect the price and output in the
short run: the profit maximiser will bear the whole burden of the lump-tax. If the firn
is a sales maximiser, however, the lump-tax will shift the total-profit curve downward
and, given the profit constraint, the firm will be led to cut its level of output and increas

amScanner

thC

Scanned

do in fact shift the tax on to the buyers, contrary to

~ ‘unshiftability’ of the tax.
- The imposition of a specific tax (per unit of output)
- wards and to the left (figur
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o X and will raise his price, .passing the tax to the buyers (at least partly).
r will also reduce his output (from Xp.to X;,) and raise his price-

from Xs t0 A4S &
maximise
rger than the decrease of the output of 2

The proﬁt
However, the decrease in output will be la
rofit maximiser.
A similar analysis holds for an increase in the variable cost. Both the sales maximiser
t The reduction in

fit maximiser will raise their price and reduce their outpu
for the sales maxi-

and the pro .
output, however, and the increase in price will be more accentuated
miser, ceteris paribus.

increase in output and sales revenue but the effects

A shift in demand will result in an
on the shift of the demand

rtain in Baumol’s model. Price will depend

on price are not ce
ions of the firm. (See below.)

and the cost condit

Model 2: 2 single-product model, with advertising

ions of the model. As in the previous model the goal of the firm is sales revenue -
maximisation subject to 2 minimum profit constraint which is exogenously determined.
in this model is the introduction of advertising as a major instrument

The new element

(policy variable) of the firm. Baumol argues that in the real world non-price competition
is the typical form of competition in oligopolistic markets. The model presented by
Baumol treats explicitly advertising, but other forms of non-price competition (product

change, service, quality, etc.) may be analysed on similar lines.
The crucial assumption of the advertising model is that sales revenue increases With
0, where a = advertising expenditure). This

advertising expenditure (that is, OR/0a >

implies that advertising will always shift the demand curve of the firm to the right and
the firm will sell a larger quantity and arn a larger revenue. The price is assumed to
remain constant. This, however, is a sir ssumption which may be relaxed
in a more general analysis (Baumol, Bu ur, Value and Growth, p- 58).!
Another simplifying assumption is that re independent of advertising.
Baumol recognises that this is an since with advertising the
physical volume of output increases to a cost structure where
production cost is different (increas aims that this assumption
18 Slmpllfying and can be relaxed W ! the aﬂalYSiS. (lﬂ fact

The assumpt

\ pric and advertising has

1
- An explicit geometric treat een
Ecnprqsemed by R. L. Sand n Model: Comment’, American
MO"Pngrc Review (1964), and | G. DeBartolo, ‘The Revenue
K imisation Oligopo M jiew (1968) and by M
afoglis and R. Bushnell, Comment’, American
afoglis and Bushnell,

Economic Revi
g iew (1970). T|
'8 presented on pp. 333)-.-5 bel
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as the assumption of constant price in the

Baumol relaxes this assumption, as well
) From the above assumptions the

mathematical presentation of his model; see below.

following inferences can be drawn. _ o
A firm in an oligopolistic market will prefer to increase its sales by advertising rather

than by a cut in price. While an increase in physical volume induced by a price cut may
or may not increase the sales revenue, depending on whether demand is elastic or
inelastic, an increase in volume brought about by an increase in advertising will always
increase sales revenue, since by assumption the marginal revenue of advertising i1s
positive (CR/¢a > 0).

With advertising introduced into the model, it is no longer possible to have an equi-
librium where the profit constraint is not operative. While with price competition alone
it is possible to reach an equilibrium (that is, maximise sales) where IT is not operative,
with non-price competition such an unconstrained equilibrium is impossible. Unlike a
price reduction, increased advertising always increases sales revenue. Consequently it
will always pay the sales maximiser to increase his advertising expenditure until he is
stopped by the profit constraint. Consequently the minimum profit constraint is always
operative when advertising (or any other form of non-price competition) is introduced
in the model.

The sales maximiser will normally have higher advertising expenditures than a profit
maximiser. In any case advertising cannot be less in a sales-maximising model.

Baumol’s single-product model with advertising is shown in figure 15.5. Advertising
outlay is measured on the horizontal axis and the advertising function is shown as a
45° line. Costs, total revenue and profits are measured on the vertical axis. Production
costs are shown as being independent of the level of advertising (curve CC’). If these
costs are added to the advertising cost line we obtain the total-cost curve (TC) as a
function of advertising outlay. Subtracting the total cost from the total revenue at each
level of output we obtain the total-profit curve I1. The interrelationship between output
and advertising and in particular the (assumed) positive marginal revenue of advertising
permits us to see clearly that an unconstrained sales maximisation is (ordinarily) not

--possible. If price is such as to enable the firm to sell an output yielding profits above their
minimum acceptable level, it will pay the firm to increase advertising and reach a higher
level of sales revenue. The advertising outlay of the sales maximiser (0A,) is higher than

TC
c
ﬁ’ R
Advertising cost
¢ ¢
i
0

Figure 15.5
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that of the profit maximiser (0Ap), and the profit constr: is
librium. ‘ straint (T is operative at equi-

[t should be stressed that the validity of this model rests on the crucial assumption
that advertising always increases sales revenue. Baumol assumes that dR/0a > 0. but

z T 3 1 -~ U, DU
does not gslabllsh the implied positive relation bc'lvn'/ccn total revenue and advertising,

In partnculqr Baumol-docs not examine explicitly the interrelationship between
advertising, price, cost of production and level of output.

If total production costs are independent of advertising, (that is, production costs
remain constant after adycmsmg takes place) as Baumol assumes, this implies that
total output X will remain constant after advertising has taken place; consequently
an increase in sales revenue R, given X, can be attained only if P is raised. This case is in
fact implied in figure 15.5, reproduced from Baumol’s book ( p. 59).

However, this is inconsistent with what Baumol states elsewhere (p. 60), that ‘unlike

ise in advertising expenditure involves no change

a price reduction a ceteris paribus ri
lies clearly that advertising

in the market value of the item sold’. This statement imp :
umol implies that the increase in revenue will be

will not change the price. Hence Ba
attained from an increase in the volume X. But then production costs will increase,
since MC is always positive.

In short, Baumol's graphical representation of his model is inconsistent with his
statements. In particular the price implications of a change in advertising are not
obvious in Baumol’s analysis. Sandmeyer,' Haveman and DeBartolo,? and Kafoglis
and Bushnell® have highlighted this deficiency of Baumol’s model. They suggested that

with advertising expenditures. the TR curve will shift and in the new equilibrium
diture will be higher (consistent with

revenue will be higher and advertising expen
d price higher in the new equilibrium,

Baumol). However, output may be lower an
depending on the shift and the elasticity of the demand curve following advertising,
t conditions of the firm. This situation has not been explicitly

as well as on the cos

envisaged by Baumol, whose model has been interpreted as implying that all ‘excess’
profit will be devoted to advertising and that, therefore, the increase in revenue will
accrue from an increase in output resulting from the shift of the demand curve following
advertising. However, Baumol’s mathematical model allows for the possibility of a
change in price as well as of advertising and output (see below).

Haveman and DeBartolo have presented a model which they call ‘generalised
d advertising expenditure are all

Baumol model’. In their model price, cost, output an
free to vary. We will first present graphically their model as modified by M. Kafoglis
Il next present their model mathematically

and R, Bushnell* and by C. J. Hawkins. We wi
and will point out that actually their model is identical to Baumol’s mathematical

presentation of his advertising model.

The cost curves. It is assumed that: (a) Production costs vary proportionally with output.
Thus the total production cost function is a straight (positively-sloping) line through the

t Asiw S B maNdo o

' R. L. Sandineyer, ‘Baumol’s Sales-Maximisation Model: Comment’, American Economic
| T derl) o o
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