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An examination of data on output and labor input reveals that some
U.S. industries have marginal cost well below price. The conclusion
rests on the finding that cyclical variations in labor input are small
compared with variations in output. In booms, firms produce sub-
stantially more output and sell it for a price that exceeds the costs of
the added inputs. The paper documents the disparity between price
and marginal cost, where marginal cost is estimated from annual
variations in cost. It considers a variety of explanations of the
findings that are consistent with competition, but none is found to be
completely plausible.

I. Introduction

A competitive firm equates its marginal cost to the market price of its
product. The equality of marginal cost and price is a fundamental
efficiency condition for the allocation of resources. When the condi-
tion holds, the purchasers of the product equate their marginal rates
of substitution to the corresponding marginal rates of transforma-
tion. By contrast, under monopoly or oligopoly, the allocation of out-
put will be inefficient because price will exceed marginal cost.

This paper derives and applies a method for testing the equality of
price and marginal cost. The method is different from the one used
in most previous investigations: instead of assuming profit maximiza-
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