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Sutton on Marshall’s Tendencies
by Carl F. Christ
The Jokns opkine University

ofessor Sutton's thougnt-provoking book

is directed
orincipatiy vo the “are

mple mathematical models
His answer,

ey are made right they are helpful,
but 1f they are made wrong they are misleading.

7 oind an idesl raader: somecns who airsady knows

Sutson’s, giscussion 1u based on o type of sienle

a small number
enatic explanatory actora
he model

s are measurable
Snall and unsystematic, and can be

treated as ra
the systematic part of the model has a unique
equilibrium.

The only explicit mathematical-statistical example Sutton
gives of such linear equation on page
17

= agy agn e T A ey
where y 1% an endogenous variable to be explained, xy...x

systematic exogenous factors, y is the combined effect of the
snall unsystematic random factors, a,...a, are parameters to be
estimated, and data are available for y and x

joeexy for a number
of periods or places, 1 = 1, 2, 3,

This is a reduced form equation, not a structural equation,
e single endogenous variable y.
impor tant prot

ted, ¢
identigiabillty must bo establiched. But Tet that pass, for it
i not the main focus of Sutton's inter

Sutton traces the origins of the standard paradign to Alfred
Harshail’s analogy butween the ‘science of the tides and econonic
1t al




title of Sutton's book), Here the systenatic factor in the
11

h
income, and the prices of related goods. Sutton also notes th
- ed by Haavelmo's Frmamngx Aporoach (1944)

elson’s Foundations (1947)

Marshall ‘s Principles includes graphs (relegated
footnotes) and equations (relegated to an appendix), but doe:
not include explicit terms for randon disturbances duch as the n
d_does not include statistic:

‘Regresaion and correlation were
pronosed and developed by Galten (1863), Edgewerth (1692), and
Pearson (189 nce 1 would trace the standard paradigh to
them at least as much as to Marshall

tton discusses Robbins’ view that ecanomic theory is th

hat
Fegularity can give theorists sonething to try to exp!

Chapter 2 Sutton offers stock options and auction bidding
as cases where the analogy of the tides is vi h
i 1 e t

Enese cases one might add demand studi

many commodities.)

Sutton regards the standard paradige e the vest svatlssle
investigative tool for most empirical econamic problems (p. 86).
i he regards the analogy of the tides and the standar
paradign as misleading in some cases (p. 5), because the
ibove-listed conditions for it are nat met.

Ioo,the sconomic snvironnante ek to model
“omitines too messy Lo be be fiteed into the mold of a well-
of the standard kind." (page 52).

Senaved, conplete aodel

the search for a true model becones futile. The

that there are meny ‘rassanaple’ To
secns apvrunrAate ta

o e tre model s dnd to merk instead

the less restrictive setting of a class of models.

707

g6

this approach several different models are considered,

n
each of which is plausible for

it as normal

prefer
Procedure. This can he explained as follows.



et s adopt the Coules Commision’s definition (Koopmans,
1949) of an

deter
given the numeric.

its stochastic disturbances.
but also

analysis of opl

2 set

nat
et might be a set
relationships without numerically specified paraneter values, or
what is the same thing, a set of structures that differ only in

aive
uhat properties to assign tothe Stochestic

the 1ike. stioation prebiem is the
Problen of using data to estimete the valoes of the parencters
of the selected model.

this terminology, a class of models is itself & model.

to 8 clateot models approsch is
he per fectly natural Choice of a jess cpectfic moser e
is not able to settle on a more specific model.

= too restrictive for many
cnoaic proniens. Soma mathenstical reletionenime mey be
inequalities rather than equations, as alluded to above.
is reason, the process under study may not have a
There may be many systematic factors, not
e small. Sor

haps. s
ot adaquata.ropresencationr Surton donrs
“ith many of thase poseibilieh

Chapter 3 Sutton takes up the task of understanding
certain empirical regularities cbserved in the ficld of

Cndustrial organization.  In particular, he 1 interested in the
relation between an inc L3 concentrdtien vatio size
of its market. ca1le stiention to three enpirical findings:
(b rdustries with large markets typically | have 1o

oncentration ratics than industries with snall mrknls[ @ tor
any given market size thers 15 a rather wide range o

concentration ratios; and (3) for some (but not all) industries

= approach. 1In
this case it leads productively to what he calls a bounds




4

approach. That is, for sach market size, there is a lower bound

o the concentration ratios of industriet of that size. For one
group of industries the bound approaches zero as the market size
Grows without . This is plausibly explained by

spprosch zerd but remsins positive. This is plausibly
explained by a non-convergence theor: hat a bounds
e s appiscaste. only whore the umsystonatic factors ot

operate in the same direction.

Sutton says that if there is a lower bound to the

Tor
(2) Compute the regression of the concentration ratio on

(3) Bomehow form an estimate w of the average si
acasur caent arrora and ther randon factore, relative
to the spread of points above the lower bound

(4) Conpute the wnighted average, w tines the regressio

plus w It

a iaas the Jover snvelos of the cheerved
ints
1f w= 0, the result is the lower envelope itself, which
either the lower bound or an overestinate of it. "I w :- Targe,
the result is a mixture of the regression and the

Chater 4 Sutton discusses testing of nodels by means of
their predictions. | This is the right way to go sbout ity in my
vien. "The ensuing discussion will suppose thal o model has been
Yound and estimatad that conforms acceptably o the data with
which it was estimated.

cosacn scdal sslection and testing procedurs 1e this (1)
apechty e madel based, enong aner things, on Knowledge of the

the explanation of the noncovergence theorem on pages
80-81 there appears to be a contradiction. The issue concerns
new entrant to an industry. About this entrant

ofit is at least equal to a(k)Sy [which is
The stability congition requires that such an
Gntrant does not achieve a positive profit, whence it

follows that [the concentration ratio cannot fall below a

“profit" means the same thing in both
makes sense if "profit" in the

e meant profit before subtracting fixed cost, and

"profit’ in the second sentence means profit After subtracting




available data (nothing wrong with that, of course), (2) split
the available (3) Use one part’to estimate

the nodel s Use the estimated nodel
predictions abou er part of the availab)
Sldge the model b how good these predictions are
In my view this does not provide a very stringent test:
Before specifying del, the model-builder has access to the
very data that will be used to test the model. Therefors it is
likely that will be specified with an eye
explaining here is a good chance that a mode!
ified in this way will fit the accidental unsystematic
features of those data, which will not be foun data, as
well as the systematic enduring features that will be found i
new hus such a model i3 1ikely better foracasts
Gf those data than of new data that were not available when the
del was specitied. an be no objection to specifying a
model with an eye to explaining available data. The objection

is to basing a test on the same data that helped inspire th
choice of the model

& more stringent test, therefore, i= to find (or wait for)
ing

to see how well the models describe the intervening SO vears.

This cbisction, to testing by aeans of data that were
h spec 1

oo FantTiar with many features of ihe part of the dat tha
is to be reserved for testing

model is test such a stringent manner, the b
the

ut t
14 compare Tis performance with that of other. modeie:

4 a nodel and its estimated paraneters conform to the
original data that inspired its specification, but not to new

changed, eit! of its relationships or
in their paramater-values, but the model is incorrect in
general

2) The parameter-values of the real data-generating process
have changed, but the functional orm of the relationshipn



©
The functional forn of the relationships of the
data-generating process has changed
hard to tall which of thews ix causing the failure.

It is
For most failures,

try agai

ctrategy is to re-sstinate the model with the new data. A more

mbitious Strategy is to try to specify a model general enough

o describe the manner in which the parameters change. Case (3)

woul call for a respecified model, either a simple one fo

describe only the new functional forms more ambitious one
h the fusctional forms change.

he
to describe the manner in whi

a perceptive analysis of

In conclusion, Sutton has given us

recipe for modél testing.
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