
 1 

 

SUMMARY 

 

PRICING, PRICE STABILITY, AND POST KEYNESIAN PRICE THEORY 

 

Gyun Cheol GU1 

 

Abstract 

This dissertation contributes to heterodox microeconomics by building a 

comprehensive and coherent theoretical system for price cyclicality and stability since 

they are under-theorized issues in both neoclassical and heterodox microeconomics. In 

particular, it develops an empirically grounded theory of price cyclicality and stability 

from the Post Keynesian perspective by examining the causal mechanisms for price 

setting which are supported by empirical evidence. By doing so, it sheds light on the 

mechanisms through which price stability is secured. The dissertation has four major 

implications for heterodox microeconomics. First, it demonstrates that there is no such 

thing as a deterministic relationship between sales and prices predicated on the 

neoclassical supply and demand framework. The relationship can appear to be positive, 

negative, or nil at all depending on how the cost base responds to the output change. 

Second, it demonstrates that it is not the profit mark-up but the cost base that works as the 

key driver of price cyclicality, which means that all neoclassical explanations for price 

cyclicality have no foundation. Third, it refines the heterodox theory of intrinsic price 

stability by updating Lee's (1998) grounded price theory. Last but not least, it extends the 
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heterodox price stability theory by differentiating between intrinsic and extrinsic price 

stability, identifying their roles and implications and incorporating labor hoarding and 

discipline effects to the theorization of the extrinsic price stability. All these contributions 

will be of crucial importance for the refinement and development of heterodox 

microeconomics. 

 

 

CHAPTER 1 

INTRODUCTION 

Traditional neoclassical microeconomic theory suggests that only marginal cost is 

relevant for optimal pricing decisions, whereas fixed costs or sunk costs are irrelevant for 

pricing. In real-world pricing practice, however, most firms around the world set their 

prices based on full cost or average total cost rather than variable or marginal costs, as a 

number of surveys and management accounting textbooks show. Fabiani et al.(2007) 

found in a large survey among European firms that most firms continue to employ a cost-

based method to set their prices. Experimental studies also confirm that supposedly 

irrelevant fixed costs can have an impact on price formation.  

While most economists have continued studying pricing strategies within the 

marginalist framework following Alchian's (1950) classical argument that learning and 

imitation would propagate good practices under inter-firm competition pressure thereby 

reinforcing the optimal pricing, a considerable body of literature has been accumulated 

on real-world pricing bahavior by other disciplines such as cost and management 

accounting and sociology. It is not until recently that a group of behavioral economists 
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have attempted to explain the “irrational pricing biases” by using game-theoretic 

modelling. Another group called Post-Keynesian has also been investigating the pricing 

practices in the field following Keynes's (1939) argument that “it is rare for anyone but 

an economist to suppose that price is predominantly governed by marginal cost” and also 

Hall and Hitch (1939), Oxford-based economists, who interviewed 38 business 

executives about their methods for setting prices and concluded that “there is a strong 

tendency among business men to fix prices directly at a level which they regard as their 

full cost.” 

The tradition of Post Keynesian (hereafter, PK) microeconomics has made an 

important contribution to the understanding of price stability by establishing costing and 

pricing procedures based on the real-world accounting practices of the business enterprise 

as a going concern. This dissertation contributes to heterodox microeconomics by 

building a comprehensive and coherent theoretical system for price cyclicality and 

stability since they are under-theorized issues in both neoclassical and heterodox 

microeconomics. In particular, it develops an empirically grounded theory of price 

cyclicality and stability from the Post Keynesian perspective by examining the causal 

mechanisms for price setting which are supported by empirical evidence. By doing so, it 

sheds light on the mechanisms through which price stability is secured.  

The questions that I would like to answer are theoretical and empirical. The 

following research questions are the main ones that will be dealt with in the present 

research. 
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(1) How have neoclassical economists attempted to rationalize prices' 

unresponsiveness to output fluctuations within their theoretical framework, which was 

originally theorized by Gardinar Means as the administered price thesis? Are the 

neoclassical explanations for the administered price thesis satisfactory to mainstream 

economists? In other words, are they coherent with neoclassical frameworks in the 

industrial organization (IO) field? 

 

(2) How do we build up a Post Keynesian microeconomic theory of the firm in 

terms of price stability? Lee (1998) provides an empirically grounded foundation for PK 

price theory based on more than 100 empirical studies conducted before 1990. Given that 

there have been significant changes in costing and pricing procedures over the last two 

decades, can we say that his grounded theory of price is still valid by investigating real-

world accounting practices of the business enterprise? 

 

(3) How does a Post Keynesian price theory account for price cyclicality - price 

movement over the business cycle - and price stability? What are possible causal 

mechanisms for about half of U.S. manufacturing industries' transition from counter-

cyclical to a-cyclical price movement in the early 1980s from the heterodox perspective? 

 

This dissertation is structured along with three main themes; neoclassical denial 

and acceptance of Means's administered price thesis, extended PK price theory reflecting 

recent costing and pricing practices, and empirical analysis on the mechanism for the 

transition from counter-cyclical to a-cyclical price movement in the US manufacturing 
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sector. In sum, the dissertation is concerned with an under-theorized area in PK 

economics: price cyclicality and stability. 

  

CHAPTER 2 

DENIAL AND ACCEPTANCE OF THE ADMINISTERED PRICE THESIS 

A combination of denial and rationalization is among the major defense 

mechanisms postulated by Sigmund Freud, in which a person is faced with a fact that is 

too uncomfortable to accept. That is, on the one hand, one refuses the truth insisting that 

it is not true in spite of overwhelming evidence; on the other hand, one tries to substitute 

a safe and reasonable explanation for the true but threatening cause of behavior. In this 

chapter, I show that neoclassical reactions to Gardiner Means's administered price thesis 

are analogous to these two psychological defense mechanisms, by tracking and analyzing 

their theoretical developments during the 1980s and 1990s based mainly on economics 

journal articles citing Means's major works. 

The most important aspect of the administered price thesis was the coordination 

and organization of economic activity through the interplay of administrative control and 

the market (Lee and Downward, 1999). As a real-world example, Means showed that the 

Great Depression in the early 1930s caused the prices of agricultural products to fall 

substantially (63%) whereas those of agricultural implements only decreased moderately 

(6%). That observation triggered follow-up empirical studies on this issue from the 

neoclassical point of view. Although numerous empirical investigations on the 

administered price thesis had been put forward since 1930s, mainstream economists did 

not succeed in rejecting the administered price hypothesis or supporting the Walrasian 
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auctioneer. The inconclusiveness of their studies kept threatening neoclassical price 

theory, according to which marginal cost and demand conditions determine relative price 

movements. Neoclassical economists had to deal with the fact “that is too uncomfortable 

to accept” in order to defend themselves whether theoretically, politically, or 

psychologically. 

 The remainder of this chapter is organized as follows: Section 2 investigates a 

series of neoclassical studies on measurement errors as a denial defense mechanism, 

which was initiated by Stigler and Kindahl (1970); Section 3 makes our way through a 

thicket of theoretical vulgarizations in the 1980s and 1990s as a rationalization defense 

mechanism; Section 5 deals with debates over econometric specifications, which can be 

seen as empirical bastardizations, and Section 6 offers some concluding remarks. 

 In sum, with his administered price thesis, Means developed a non-Keynesian 

explanation of the Great Depression, and his empirical claims were quickly subjected to 

statistical tests during 1930s-1960s (Lee and Downward, 1999). This chapter goes 

through neoclassical reactions to Means's administered price thesis during the 1980-2000 

period. Neoclassical attempts to deny and rationalize the thesis are shown to be 

unsuccessful since their sanitized versions of Means’s theory turn out to be self-

contradictory in the neoclassical framework. Their failure finally led some mainstream 

economists to ask administrators about how they set prices and why their prices are stable, 

which is exactly what Post-Keynesian and Institutional economists usually do to build 

and test theoretical frameworks. Although even Stigler and Kindahl, who sharply 

attacked Means's works, admitted, “We reckon him among the most influential of 

economists in the history of this country” (Stigler and Kindahl 1973: 717), Means's 
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original administered price thesis gained little acceptance in the economics profession; 

furthermore his thesis has been continuously denied. At the same time, his original thesis 

has been transformed through a multiplicity of rationalization processes in one or another 

bastardized form, and then it has come under severe criticism based on these vulgarized 

concepts as if they were Means's own hypotheses. The very reason for their denial and 

rationalization of the administered price thesis is astonishingly simple: it challenged the 

vested interests of mainstream economists who advocate market superiority based on 

coordinating price mechanism (Ware 1992; Lee 1998, 1999). 

 

CHAPTER 3 

EXTENDING POST KEYNESIAN PRICE THEORY 

 Managerial accounting textbooks mainly consist of a compilation of common 

company practices such as costing and pricing. In contrast to the traditional theory of 

optimal pricing, managerial accounting offers actual principles used as a guide in day-to-

day costing and pricing practices. The most common real-world pricing practices include 

cost-based pricing, cost-plus pricing, or full-cost pricing. Although they come in a wide 

range of variations, they all base price on a calculation of an average total cost, which 

includes variable (direct), overhead (indirect), and sunk costs. The tradition of PK 

microeconomics has made an important contribution to the behavioral theory of the firm 

in terms of price stability by investigating and establishing costing and pricing procedures 

based on real-world accounting practices of the business enterprise as a going concern. In 

order to establish an empirically grounded pricing procedure, the first thing to do is 

review new empirical studies which investigate the advances in accounting and 
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managerial techniques. Since the late 1980s, a decreasing number of business researchers 

have been trying to test the neoclassical pricing theory based on marginal cost and 

marginal revenue because most surveys and empirical studies have continued to disprove 

the unrealistic assertion. Instead, they have investigated and classified several pricing 

strategies in use in the field and also they have identified pricing objectives and pricing 

strategy determinants. The growing concern with the subject has provided much 

empirical literature such as survey, interview, and econometric analysis. Accordingly, 

since Lee (1998)'s attempt to build the empirically grounded pricing theory, there have 

been accumulating new empirical evidence not only in the manufacturing sector but also 

service, export and retailing sectors across the world, which raise the need to update and 

extend his study; since even the best empirically grounded concepts need more specific 

grounding, which demands the introduction of additional comparable data. As a result, it 

requires an updated, comprehensive taxonomy for pricing procedures, which is supposed 

to provide an analytical scheme. 

 Grounded on new empirical evidence, I make it clear that we need two different 

taxonomies in order to make an organized connection between empirical evidence and 

economic theory: one being predicated on costing process and the other based on mark-

up process; thus they occupy different dimensions, respectively. This two-dimensional 

division helps gain a far better understanding of the recent pricing practices of a business 

enterprise as a going concern from the viewpoint of economics, and provides an 

analytical scheme for possible evolutionary paths among industries, countries and 

cultures, and for price stability and cyclicality.  
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Except for the case of a dramatic change in the prices of inputs such as energy 

costs, prices are stable at least during a pricing period since they are determined along 

with the firm's routine budgeting process and then are administered to the market during 

that period. In other words, price stability is inherent to the price-setting mechanism, 

which I call “intrinsic price stability”. At the same time, it is obvious that prices may 

change for the next pricing period. The number of the consecutive pricing periods during 

which prices remain unchanged varies across products, industries and countries. However, 

that difference cannot be explained by intrinsic price stability since the routine 

accounting and budgeting process is common to all the firms no matter what and where 

they produce. Rather, the persistence of the unchanged prices beyond a pricing period 

depends on the frequency and magnitude of the changes in its profit markup and cost 

base. I call this type of price stability “extrinsic price stability”, which is a stability 

induced by a low degree of volatility of the cost base and/or a high rate of the profit 

markup's absorption of shocks and changes to the cost base as well as the change in the 

profit markup itself.  In other words, extrinsic price stability reinforces and extends 

intrinsic price stability.  

Now that we have a clearer understanding of how firms set their prices and how 

prices can be unchanged across several pricing periods, we are also capable of analyzing 

why some US industrial prices have become a-cyclical, that is, more stable over the cycle 

since the early 1980's.  

 

CHAPTER 4 

HOW U.S. INDUSTRY PRICES RESPOND TO COST AND DEMAND 
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FACTORS OVER THE CYCLE 

   

 

Traditional neoclassical microeconomic theory suggests that only marginal cost is 

relevant for optimal pricing decisions, whereas fixed costs or sunk costs are irrelevant for 

pricing. In particular, mainstream economists continue to explain price movement over 

the cycle predicated on cyclical profit mark-up or elasticity of demand with the marginal 

cost constant or increasing. PK economists argue that constant average direct costs and 

fixed indirect costs cause average costs to fall as the output increases, while the ex ante 

profit mark-up does not vary significantly within the business cycle. In other words, they 

consider the counter-cyclical cost movement with the quasi-constant mark-up as the 

implicit reason for counter-cyclical price movement, with the labor hoarding effect lying 

at the center of their exposition of counter-cyclical prices. 

 Prices can be, however, a-cyclical even if there are still the labor hoarding 

practice and/or fixed costs, as shown in the U.S. during the post-1984 period. The price-

output relationship began to change again in the US economy around the early 1980s 

onward. Based on monthly industrial production and the consumer price index, and 

quarterly GDP and its deflator, Haan and Sumner (2004) observe that the correlation 

between price index and output gap has become much less negative - nearly zero - during 

the last two decades for the United States, while no substantial change is observed for the 

other G7 economies. Mumtaz et al. (2011) also find that annual consumer price index has 

turned significantly less countercyclical along GDP since 1984. This macroeconomic 

change in the business cycle behavior of prices is substantiated by comparing correlation 
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coefficients of industry-level price and output for the pre-1984 and those for the post-

1984 era. The data used in this study are the annual NBER manufacturing database. The 

database contains information on 459 four-digit US manufacturing industries for the 

period 1958 through 2005. I split the sample period into two sub-periods, that is, pre-84 

and post-84.2 The correlation coefficient between output and price falls sharply after 

1983 regardless of a detrending method used. It reflects the robust weakening of the price 

countercyclicality since 1984. Prices in the majority of industries have become acyclical 

since 1984.  

 This chapter contributes to PK economics by extending the research area beyond 

the “accounting anomalies” such as full-cost pricing to a behavioral analysis of cyclical 

price movement. It shows that there are two key factors at the center of the mechanism 

for a majority of U.S. industries' recent transition from counter-cyclical to a-cyclical price 

movement in the early 1980s. First, more firms started to consider pricing as a strategic 

variable, which changes their pass-through policy in such a way that more shocks to input 

prices and productivity are absorbed in the profit markups. The absorption nullifies the 

direct effect of the cyclical fluctuation of the cost base on price cyclicality. Second, a 

structural change in the cyclical movement of labor productivity is associated with the 

cost-base stability during the post-1984 period. In particular, a decline in hiring and firing 

costs and cutbacks in social security benefits have made labor discipline effect dominate 

labor hoarding effect, whereby labor productivity increases as unemployment rate 

increases, with the result that the cyclicality of the cost base has been weakened and thus 

                                                
2 The choice of the break date has been made with the help of existing evidence on the reduced US price 
counter-cyclicalty at the aggregate level in the post-1984 period (Mumtaz et al., 2011; Haan and Sumner, 
2004), the decline in variance of U.S. output growth, known as the Great Moderation in the post-1984 
(McConnell and Perez-Quiros, 2000), and the vanishing procyclicality of labor productivity around 1984 
(Barnichon, 2010; Gali and Rens, 2010). 
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prices have become less cyclical than in the previous era. Those two structural changes 

have led the U.S. industrial prices to move a-cyclically in the post-1984 period. 

 

CHAPTER 5 

CONCLUSION 

 The objective of the dissertation is to refine a Post Keynesian framework for price 

stability and cyclicality. The dissertation contributes to heterodox microeconomics by 

building a comprehensive and coherent theoretical system for price cyclicality and 

stability. It also identifies the behavioral and the structural changes to explain the 

mechanism for almost half of U.S. manufacturing industries' transition from counter-

cyclical to a-cyclical price movement in the early 1980s. The dissertation has four major 

implications for heterodox microeconomics. First, it demonstrates that there is no such 

thing as a deterministic relationship between sales and prices predicated on the 

neoclassical supply and demand framework (Chapters 2 and 3). The relationship can 

appear to be positive, negative, or nil at all depending on how the cost base responds to 

the output change. Second, it demonstrates that it is not the profit mark-up but the cost 

base that determines the sign or direction of price cyclicality, which means that all 

neoclassical explanations for industry price cyclicality have no foundations (Chapters 3 

and 4). Third, it refines the heterodox theory of intrinsic price stability by updating Lee's 

(1998) grounded price theory (Chapter 3). Last but not least, it extends the heterodox 

price stability theory by differentiating between intrinsic and extrinsic price stability, 

identifying their roles and implications, and incorporating labor hoarding and discipline 

effects to the theorization of the extrinsic price stability (Chapter 4). All these 
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contributions will be of crucial importance for the refinement and development of 

heterodox microeconomics. 
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