
philippine studies
Ateneo de Manila University • Loyola Heights, Quezon City • 1108 Philippines

Changing Assumptions in the Theory of the Firm

Antonio V. Ayala

Philippine Studies vol. 10, no. 3 (1962): 477—480

Copyright © Ateneo de Manila University

Philippine Studies is published by the Ateneo de Manila 
University. Contents may not be copied or sent via email 
or other  means to multiple sites and posted to a listserv 
without the copyright holder’s written permission. Users 
may download and print articles for individual, noncom-
mercial use only. However, unless prior permission has 
been obtained, you may not download an entire issue of a 
journal, or download multiple copies of articles.

Please contact the publisher for any further use of this 
work at philstudies@admu.edu.ph.

http://www.philippinestudies.net
Fri June 30 13:30:20 2008



NOTES AND COMM4NT 

noon Tagalog dasa came each morning to help out as informante for 
the Englieh class, and, conversely, some teaching in the Tagalog claw 
was done by members of the m~rning English clam. Thus when these 
Filipino and non-Filipino info~nants came together for the evening 
comparative culture coune, a groundwork for understanding had 
already been laid by participation in the Engl* or Tagalog courgea. 

The evening session on values in Phiuppine and American 4- 
ture was an integral part of the language study. This course, 8 pro- 
duction of the staff and associates of the Institute of Philippine 
Culture under the direction of Father Frank Lynch, S.J., brings to- 
gether the findings of anthropology, sociology, peychology, history, 
economics, and linguistics regarding the baeic theme8 in the two cul- 
tures. By viewing as a whole the value eyatmw of the two societies, 
the students were better able to understand the languages as expree- 
sione of their, respective cultures. 

It  is difficult to assess "Teaching English as a School Language" 
by comparing it with similar courses in English since to my know- 
ledge there are no comparable courses given elsewhere. F'urthermose, 
despite the intensive nature of'the course, six weeks is too short a 
time to master the technical aspects of second-language learning as 
well as the deeper meanings attached to the language. 

But if success can be measured by the absorption of new id- 
for presenting, drilling, and teaching a second language, by the amount 
of awakening interest in, and understanding of, one'r own way of 
speaking and living, or by the grasp of the mentality and culture that 
is behind another's, then this course with its interdwplinary approach 
can certainly be termed a success. 

MICHA~. R. SASO 

Changing Assumptions in the Theory 
of the Firm 

With bueiner#, increasingly employing the ssrvicea of economists, 
a closer scrutiny has been and will wntinue to be made of tho 
validity and sufficiency (especially for operational purposes) of as. 
s u m p t i o ~  employed in economic theow which up k, recent times 
has been almost exclusively concerned with price-output problem& 
For example, there has been a growing diseatioractionl with the 
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of profit-mnlimimtion tia a sufficient factor in determining the 
behavior of fimte. Edith fenrose's The Theory of the Growth of tho 
Firm,* although it doea not question the profit-maximization assump- 
tion in the long run, challenges the orthodox view of the determi- 
nants of firm size. Some comments on this book may be worth- 
while even at this .late date because it can be used to indicate 
wme of the differences between traditional and the currently 
c m  theory of the firm regarding some of their assumptions 
and the conseqvences of changing these assumptions. 

The firm in traditional theory3 has been described by Kenneth 
Bouldlng aa a "strange bloodless creature without a balance sheet, 
with& any visible capital structure, without debts, and engaged 
dpparently in the, simultaneous purchase of inputs and sale of 
outputs at anatant That this "creature" is "bloodless" 
should really not be a cause for surprise since the firm in tradi- 
tional theory serves not so much as an image of a dynamic firm in 
the business world as a convenient catch-all representing ita inter- 
action among market £orces that affect the prices and quantitieo 
of particular producta produced. - Supply market data to this 
firm and it will, like a computing machine, grind out the pricea 
and quantities of produde that should be produced by the firm to 
attain equilibrium. Thus the optimum size of the firm is easily 
obtained by looking for the lowest point of the long-run average 
cost curve. The growth of the firm does not really enter into the 
analysis except by way of an increase in the output of given 
ptoduds. 

But the grokh of the firm in an advanced capitalist economv 
today ie not characterized by an increase in the output of given 
products. 

In an economy where the giant firm is a dominant feature, 
and innovation not so much a random event as a part of deliberate 
policy, Joseph Schumpeter's vision of the capitalist economy-grow- 
ing in discrete and discontinuous steps, changing not only quantita- 
tively but especially qualitativelys-is more appropriate than Alfred 
Marshall's view of economic growth as a slow biological procesg 
where natura m n  facit saltum.6 Mrs. Penrose's proposed doctrine, 
as the title of the book suggests, is "dynamic" in the Schumpeterian 
sense of the word. In contrast to the assumptions made by the 

Edith T. Penroec, The Thwu of the Growth of Finn. Oxford: Basil 
BlaaLwell. 1959. 17'2 DP. 

'The term ,"traditional theory" is often used by writers in industrial 
organixation as a whippins boy in much the same way that Keynes used the 
"c,+.sicd" econorpisu. The qualifying remarks made by subseauent writers regard- 
ineK&nea' rather unfair use of the term "classical" should be similarly made here. 

+Kenne,th BQulding. ,Rsoonatruction in Ecommtic. (New York: W i l ~ ,  1950). D. 84. 
t Joseph A, Sehumpetm. Bdwn C v c k  New York: McGraw-Hill Book h. 

Inc.. 1939. See for example Vol. I Ch 3. 
'Alfred  shall. ~inci&.  8th hition. London: Macmillan and Co., 1080. 
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traditional theory of the firm, she holds that (1) management is no% 
a fixed factor and that (2) the firm is not tied to any given product. 
For her, the firm is both "an aqtonomous administrative planning 
unit whose activities are inter-related and coordinated by policies.. . 
framed in the light of their effect on the enterprise as a whole"7 
as well as "a collection of productive resources the disposal of which 
between different uses and over time is determined by administrative 
decisionwe The administrative planning unit is the management team 
whose members are used not only for management but also for enter- 
prise, not only to see the profitable possibilities of a new combination 
but also to take steps in introducing it to the economy. With innovation 
always as a possibility, the firm's non-managerial resources (physical 
assets such as plant, equipment, raw materials, etc. as well as human 
factors such as the clerical staff, skilled and unskilled labar, etc.) are 
viewed as a bundle of potential services which can be identified to a 
large extent apart from their actual use. Given a set of resources, a 
firm in this theory is confronted therefore with a whole spectrum 
of potential production functions. 

This combination of resoufcea-the management team and the 
non-managerial resources-is the reason why theoretically, at least, 
there is no limit to the growth of the firm.s At each period of 
time, there is a limit to the resources of the management team; this 
limit, however, continually recedes as the old and new members of 
the team acquire more experience. Experience in this context refers 
especially to better communications among the managers and to more 
familiarity with the non-managerial resources of the firm. This will 
permit an expansion of the firm as the productive opportunities are 
more fully exploited. With this expansion, however, there wil! 
probably result again an excess of non-managerial resources relative 
to the management team because there are usually some factors 
which, because of their property of indivisibility, lead to excess capa- 
city when a combination of factors is used.10 The management 
team will then be enlarged again, and again there will be the 
initial lack of communication among the members of the rnanage- 
ment team and lack of familiarity with the non-managerial resources. 
In time, the new members will acquire more experience, with the 
consequent pressure on the firm to acquire more non-managerial 
resources as the management team grows disproportionately larger 
relative to the non-managerial factors. Thus the cycle repeats itself. 

8 Ibid.. p. 24. 
a There is however a limit to the rate at which firms can prow. Some 

reasons given are: ( 1 )  with increasing size, oligopolistic competition takes more 
and more of management's time and energy from the tank of expansion: (2)  
as the firm grows in size uncertainty alw grows in a b l u t e  terms although. 
perhaps, a relatively greater' amount of uncertainty can he and is converted into 
risk 1.e. made statistically calculable. Thus the need for more information, re- 
ne&ch. diversification, etc. makes incr-ing demands on management's energies. 

UThat is, the principle of multiples. 
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The problem of rtarting the cycle presents no particular difl 
ficuity becawe of the firms tendency to be unbalanced. Even if 
the firm's r-rces at any time are in balance eo that the size 
of the management team necessary to handle the non-managerial 
remums is jwt right, the management team will either grow dis- 
proportionately loqer in relation to the non-managerial resources as 
it acquirea experience, or it will discover hitherto unrealized pro. 
ductive opportunities made available by the non-managerial re- 
eources, thus making it disproportionately inadequate. In the former 
w e ,  the increase in firm size will tend to take the form of an 
expanaion in nos-managerial resources; in the latter, it will tend 
to take the form of an expansion in the management team. In 
either case, a cycle of challenge and reeponse is generated. 

This concept of the firm provides useful insights into the actual 
behavior of firms. For example, the widespread phenomenon of 
giant firms-unexplainable in traditional theory because of its prin- 
ciple that any firm with output beyond what the lowest point in 
its average cost curve determines, must be operating inefficiently-is 
a natural consequence here of the firm's tendency to grow inde- 
finitely. Another example: The direction of a firm's external expan- 
rion ueually depends on the firm's particular non-managerial resources 
(otherwise the task of entry and of maintaining one's position in the 
new field will be more difficult) and on the management team 
(because it is needed to discover the appropriate firm for the merger, 
to negotiate the acquisition and to work out the necessary integra- 
tion). A third example is Mrs. Penrose's explanation of coexistence 
between small and large firms. Instead of relying on the usual 
reasons given for this phenomenon,ll she develops her own: (1) 
the opportunities for expansion may be increasing at a faster rate 
than large firms can take advantage of them; (2) since the rnanage- 
ment team and the non-managerial resources are limited at any one 
period of time even for large firms, there is preasure on them, even 
if they have an abeolute advantage in every activity over small 
firms, to choose only those activities in which they have relatively 
the greatest advantage,'= thus leaving interstices in the economy for 
the small firms; (3) small firms can produce some products without 
necessarily investing in research; large firms, on the other hand, 
are continually forced to search for innovations which, if successful, 
make obsolete the products or production functions, etc. replaced, 
and which, if unsuccessful, leave them vulnerable to the onslaughts 
of competitive firms whose own innovations have been successful., 

1'The olual raaonr are: (1) some activities are more suited to larm firmr: 
(2) tarre firms strive to maintain pood public relations and to avoid passiblo 
ahtl-trust mite: (3)  tho entry into some induatrie. is ao ea8y that the contin- 
replaoaaeat of uwucassfnl firnn by new ones sive~ the illusion of the permanent 
eristanee of &1 f h .  

1' Similar to the principle of comparative rdn;iQge in international trade theory. 
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Useful an the insights provided by Mrs. Penrose's theory may 
be, ita application to concrete cases is limited because it does not 
lend itself to rtatistical verification. The theory after all is ad- 
mittedly a first approximation. This limitation should not thereby 
diminbh the importance of the book especially in a field like indus- 
trial organization where much work remains to be done in what 
may seem such simple matters as d i n g  the right questions or 
getting meaning out of a usually highly disorganized mass of hard- 
to-get facts. It is just as important to get one's bearings before start. 
ing to make the trip ae to start driving. 

Possibilities of the School Theater 
In "The Lost Art of Sceing Plays" (Tulane Drama Review, 

Autumn 1959), Theodore Hoffman laments in passing that academic 
theater, the theater in schools, is more academic than theater: 

Drama departments have often had to begin as offshoots and stepchildren of 
speech m d  literature departments merely in order to rxbt and in the process 
have surrendered their rights to autonomy. They exist under the aegis of drama 
ns the "spoken word". Their play programs are under the scrutiny of literature 
professors whose recoxnitions of dram rarely extend beyond a fwv English c1adtx 
and whose hostility to contemporary anything has been notorious. 

The dig at literature professors may yet be taken with a grain 
of salt. I am pitifully wanting in statistical backing, and I cannot 
prove that the university 1 attended is the rule rather than the ex- 
ception; but in my time its theater, which seemed to me to be at 
least as bad if not worse than any at the back of Mr. Hoffman's mind, 
boasted of a repertory with methodic madness: "The Confidential 
Clerk," "Dial M for Murder," "The Alchemist," "Blood Wedding," 
"Menaechmi," Shakespeare, "The Sea Gull," "Desperate Hours," 
"Emperor Jones," originals, "Our Town," 'Waiting for Godot," "The 
Family Portrait," "Beaux Strategem," "Ondine," "Juno and the Pay- 
cock." "The Crucible," "The Doctor In Spite of Himself," "Joan of 
Lorraine," "MisalIiance," "Finian's Rainbow." 

Before Hoffman, Francis Fergusson had pointed out that the 
theater in the university must be precisely academic if it is to do 
justice to its purpose. It  is "a tool of liberal education" ("Note on the 
Academic ?'heaterw, The Human Image in Dramatic Literature, Double- 
day and Co., Inc., 1958). This is not to say that it must necessarily 
be the bane of Broadway, for its service to the professionals is more 
than Mr. Hoffman seems to admit. Granting that the drama graduate 
may have to unlearn a lot of the refinements of the drama school 


