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Preface

Once upon a time if you wanted to learn about business you would have been
advised to study economics. It used to be pretty much your only option.
Nowadays you will probably choose instead to study business administration or
business studies and your only exposure to economics is likely to be a compul-
sory unit called ‘Business Economics’. It is compulsory because it is seen as an
essential foundation stone for the rest of your business education, so the content
of this unit had better give you the opportunity to learn some useful stuft! That’s
exactly what this book aims to do.

Business economics in relation to other business disciplines

If you were free to choose, would business economics really be the sort of sub-
ject you would choose as part of your training in business? We think the answer
is a definite ‘Yes’, because we also have experience of working in other business
disciplines. This experience has led us to believe that if you can develop an ‘eco-
nomic way of thinking’, you will be far better able to appreciate the issues that
are dealt with in business disciplines such as accounting, marketing and strate-
gic management.

In fact, these other business disciplines owe a great deal to economics. For
example:

¢ Cost concepts in accountancy grew out of work by economists at the
University of Chicago and the London School of Economics in the 1920s and
1930s (the current state of economists’ thinking in this area of costs is
explored in Chapters 5 and 6).

+ Marketing as a field of academic research grew out of economics in the early
twentieth century and the ‘4Ps of marketing management’ (price, product,
place and promotion) come straight from economics, namely from the theory
of monopolistic competition (which is considered in Chapter 7).

¢ Modern work in strategic management theory draws heavily on economists’
writings on industrial organization, which are considered in Chapters 8, 9, 10
and 11.
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Why use this book rather than another business economics text?

From the outset, this book was designed to offer a very different approach to
business economics from that presented in existing texts. This is because the
authors, the publisher and many lecturers believe that you will be better served
by a complete rethink of what a business economics text covers and how the
ideas in it are presented. As a result this book offers a pluralistic approach to eco-
nomics. What does this mean?

A typical textbook looks at business economics in terms of just one brand of
economic theory and presents it as a definitive, finished product. This theory is
typically called mainstream (or neoclassical) economics and it is what virtually
all Western economists learn in their first few years of study (hence its ‘main-
stream’ tag). The mainstream approach dates from the 1870s but the version
employed today is largely due to the independent reworking of it in the 1930s
and 1940s by Nobel Laureates Sir John Hicks in the UK and Paul Samuelson in
the USA. It lends itself readily to translation into mathematical form, and there-
by into numerical exercises that have definite answers. By contrast:

A scientist who practises pluralism considers which problems are worth
investigating and how to make sense of them in terms of more than one the-
oretical perspective and does not claim that any one perspective is definitive.

As pluralists, then, we will be offering you not just a taste of mainstream economics
but also of non-mainstream approaches. We have grouped the non-mainstream
approaches under the title ‘heterodox economics’ (contributions to heterodox eco-
nomics come from the related approaches of behavioural economics, institutional
economics, evolutionary economics and post-Keynesian economics).

Adopting a pluralistic approach is more intellectually honest than adopting a
mainstream-only approach because it does not conceal the existence of alterna-
tive points of view. Nor does it fail to confront difficulties in one point of view
that have led some economists to construct different ways of making sense of
the world of business. With a variety of perspectives at your disposal, you should
have a better chance of offering good advice when you get involved with real
business decisions. You should at least be able to avoid coming to simplistic con-
clusions and be well equipped to challenge colleagues who offer them. But, as
with everything in economics, this advantage comes at a cost. In this case, the
cost is that it initially requires a bit more effort and can seem rather daunting.

Pluralistic thinking tends to be unsettling partly because we live in a world
where engineers seem to create definite outcomes in the form of machines and
appliances that work with a particular degree of reliability, and where managers
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are expected to be able to quantify everything. Most buildings don’t fall down,
and most large companies don’t go broke. This probably gives the impression
that a science such as economics, which has been around for a couple of cen-
turies or more, should likewise be able to come up with black-and-white answers
to economic problems. Here, by contrast, we are promising shades of grey: in
other words, a world in which the best way to solve the problems of businesses
will often appear to be debatable. It may take you a while to get used to this but
the effort will be well worthwhile, because the real world of business — including
the quality of engineers’ designs and the numbers that managers work with — is
not normally a world of black and white.

A good way to start coming to terms with this is to recognize that in other parts
of everyday life things are, on a closer examination, not so black and white either.
Despite this, and despite often having no formal education in the area in question,
we do manage to develop an ability to argue about things, such as the quality of a
politician’s or sporting referee’s decision, whether or not a film review was unfair
or whether a friend has made a wise career move.

If you see the process of studying business economics as entailing gathering
tools for arguing about practical problems, and honing up your skills in using
them, and if you recognize that you are already quite relaxed about arguing about
other debatable areas, then you should find you can proceed with confidence into
this book. You should not feel worried that sometimes you may want to use ideas
from one variety of economics to look at a problem, whilst at other times you
would prefer to use other perspectives: it is a matter of ‘horses for courses’, of
developing an eye for a suitable tool for the job at hand. Just be sure to reflect on
whether your alternative tools give you grounds for being careful not to claim too
much for the results you get with the tool you favour in the context in question.

The fact that your instructors have chosen to recommend this text should also
inspire confidence that you will be able to handle the challenge of pluralism.
Their recommendation is a sign of how seriously they take the pursuit of knowl-
edge about business economics. Instead of resting easily with sets of notes used
many times before and problems that have definite answers, they too are work-
ing that bit harder on your behalf. They are happy to do so in many cases because
they know that the mainstream approach to economics is of limited use when it
comes to dealing with many business problems.

Despite its limited use we do cover the essence of mainstream economics. We
cover mainstream economics for three reasons:

+ because at times it provides a useful starting point, so long as we keep an eye
out for its limitations;
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+ so that you will know what others are studying;

+ so that you will be able to cope with elective courses in other areas of eco-
nomics where the traditional view dominates.

The organization of the book

The way we have organized the material in this book was inspired by the work
of three great scholars who focused on the process of doing business:

(i) Alfred Marshall, who taught economics at Cambridge University at the end
of the nineteenth century.

(i) Joseph Schumpeter, originally from Austria, who taught at Harvard
University in the middle of the twentieth century.

(iii) Harvard University’s Alfred Chandler, the most influential business histor-
ian of the past four decades.

Marshall was fascinated by the problems that new firms had in securing
footholds in their markets, and by the problems that established firms had in
remaining innovative and adaptable. Writing shortly after Charles Darwin’s The
Origin of Species, Marshall likened the competitive struggle of firms in an indus-
try to plants competing in a forest ecosystem.

Schumpeter saw little hope for managers ever to be able to get a peaceful life.
This was because he thought the essence of competition between firms was
innovation, which meant that an innovation introduced by one rival would
require the others to try and hit back with something even better. He called this
the process of ‘creative destruction’ and also noted that entire industries could
sometimes be thrown into turmoil by one innovation leading to many others
related to it.

Whilst Marshall’s vision seems to have been inspired by the rise and fall of
family businesses of a relatively small scale, Chandler sought to document and
make sense of the development of giant corporations from around 1870
onwards. These organizations, run by salaried managers rather than their share-
holders, pioneered strategic decision making and worked out solutions to new
kinds of problems, such as those of internal organizational design, long before
academic theorists had much to say about them. Along the way, these firms
developed new capabilities, both managerial and operational, that helped them
expand both their scale and diversity of operations, and helped them to keep lob-
bing new competitive bombshells at their opponents.
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As a result of the influence of these three great scholars this book has an
unfolding plot. It is structured around the changing sets of problems that deci-
sion makers need to be able to solve at different points in time in order to:

(i) geta firm started;

(ii) keep the firm in business in the face of growing competitive rivalry;
(iii) if they so desire, grow the firm into a much larger operation;

(iv) rejuvenate the firm in the face of declining demand.

In terms of specific content, Chapters 1 and 2 are essential grounding. In Chapter
1 we take you through some preliminary ideas that are essential for you to begin
to see the world through the eyes of a pluralist business economist. In Chapter 2
we discuss markets and their limits and along the way introduce you to the idea of
economic model building. Once again this is fundamental material.

Firms are created by entrepreneurs, so in Chapter 3 we take a good look at
what entrepreneurs do and provide you with insights into what it really means
to be an entrepreneur. We begin here with a detailed story of the early days of
one of the world’s most famous entrepreneurs — Sir Richard Branson. Despite
the rather obvious importance of entrepreneurs in the economy you might be
surprised to learn that it is unusual for an economics textbook to dedicate an
entire chapter to them.

In Chapter 4 we examine how potential customers make their purchasing
decisions. If an entrepreneur has had a business idea he or she will have to gain
an insight into what makes customers ‘tick’. It is usual in mainstream eco-
nomics to paint a rather one-dimensional picture of customers, but here we
explore their motivations and their decision-making processes in greater detail
than a standard business economics text would bother to do. Like Chapter 3, this
is an atypical chapter, but the material we cover here should be of more practical
use to you than the typical mainstream economic analysis of the consumer.

Chapters 5 and 6 are complements in which we examine the kinds of knowl-
edge and resources an entrepreneur needs to have access to in order to set up a
business enterprise and the implications his or her choices have for the costs the
firm will incur. We begin Chapter 5 with a detailed look at the story of the British
entrepreneur James Dyson as a way of grounding the discussion that follows in
a real world scenario. We hope that this will help you to see the kinds of prob-
lems real world entrepreneurs face in regard to their production decisions and
their associated costs and also help you to see the limitations of a purely main-
stream approach.
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In Chapter 7 the mainstream approach is used to good effect to tell some sim-
ple stories about the kinds of things that need to be taken into account when the
entrepreneur is trying to decide on a price for the firm’s product. We also look at
the heterodox approach which outlines the practicalities of the pricing problem
that are glossed over in the mainstream approach. This chapter marks some-
thing of a turning point in the book because subsequent chapters feature much
less mainstream economics.

Chapter 8 deals with the problem of competitive rivalry: before committing
resources and taking the plunge into the market an entrepreneur will need to
think seriously about how long the window of opportunity for making healthy
profits will be open. Here we introduce the evolutionary theory of the firm and
industry to gain deeper insights into how firms can earn persistent profits in a
dynamic setting.

Having thought about the things covered in Chapters 4 through to 8 the
entrepreneur will be in a good position to put together a business plan in order
to seek funding for the new enterprise. This is the subject of Chapter 9. In Chap-
ter 10 we examine how an established firm can grow (if the entrepreneur wish-
es it to) and in Chapter 11 we consider what an entrepreneur or management
team can do in order to stave off decline in one or more of its lines of business,
or alternatively how it can exit from a declining market.

In Chapter 12 we change emphasis from the more microeconomic focus of
previous chapters by turning your attention to macroeconomics. Here we intro-
duce you to a baseline macroeconomic model that you can use to understand big
issues such as unemployment and inflation and to derive the likely implications
for the firm. In Chapter 13 we explore some of the controversies that have cropped
up in macroeconomics and, finally, in Chapter 14 we consider international trade,
exchange rates and globalization and once again look at implications for the firm.

How to use this book

As befits an introductory text, we have tried to break up the economic ideas cov-
ered in this book into bite-sized chunks with simple chains of links in explana-
tions of how they work. However, it is in the nature of economics, as a subtle
subject that deals with complex systems of interrelationships, that sometimes a
point-by-point explanation is not possible and, instead, it is necessary to grasp a
set of connected points as a whole all at once. Because of this, you should not
presume that you will be able to ‘get’ everything first time around. Some por-
tions, be they sentences, paragraphs or entire sections, may require several
attempts before they become clear.
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XIX

The pluralistic approach is another complicating factor that will sometimes
necessitate dwelling on a particular piece of the text, for sometimes you may find
it possible to see one perspective on an issue but be totally unable to ‘get’ anoth-
er one that is being presented. (The point here is the same as that illustrated by
some famous ambiguous diagrams developed in cognitive psychology, such as a
rabbit that can also be seen as a duck, or a picture of a wrinkled elderly woman
that can also be seen as a beautiful young woman: many people can see one
immediately but can only see the other interpretation if it is carefully explained
to them, and it is hard to keep both in mind at the same time.)

An inability to ‘get it’ is not something that only afflicts students: many
debates in economics persist because established ways of looking at the world
get in the way of seeing another theorist’s point of view. Often it is useful to get
another person’s point of view in such a situation, so don’t be afraid to discuss
with your lecturers or tutors any hurdles that you can’t jump yourself.

Don’t feel that asking for help is a sign of failure if you have had a serious go
at cracking the problem yourself. After all, if teaching materials could be guar-
anteed to be completely transparent to students, there would be little need for
the alternative perspective offered by the lecturer who has chosen to adopt a par-
ticular text. Teaching staff would far rather deal with important puzzles at an
early stage, rather than try to pick up the pieces close to exam time after you have
gone for weeks without having grasped basic points. We also strongly recom-
mend that you form a study group with two or three others to help share ideas
about possible interpretations of theory materials and coursework questions.

At the end of each chapter we provide ‘recommended additional reading
sources’, normally including some brief notes on what particular readings have
to offer. We do not expect that you will have the time to follow up most of these
but we expect that from time to time you will be intrigued by particular ideas or
will have an assignment that requires deeper knowledge of particular ideas. If so,
these listings should make it easy to find out more. Like a conventional text in
this Internet age, this book has its own website of materials to help you grasp the
ideas it covers and get proficient in applying them. We hope you will enjoy using
the materials there and find them useful.

Finally, we offer what may seem an unlikely piece of advice yet one that we
think is very valuable: if you are trying to tackle questions about particular busi-
ness problems or industries using theory from this book, don’t initially try to
gather a lot of information about the particular business or industry. Many stu-
dents tackle case study problems by ‘researching’ them to find ‘the’ answer, only
to end up scoring quite mediocre grades. The problem here lies in the difference
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between information and knowledge (which we discuss in Chapter 1). If you
have a lot of information about what is actually going on, it is likely to get in the
way of you using your knowledge of economic theory to predict what is likely to
be going on. If you have a lot of information you are likely to write answers that
involve using commonsense to organize this information without analysing it
using economic theory. By contrast, if you have no information from research,
all you can do is to try to use your knowledge of economic theory to tell a story
about how things are likely to be under various assumptions. If you do this, you
are doing economic analysis.

Peter Earl and Tim Wakeley
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Introduction

Learning outcomes

If you study this chapter carefully, it may help you to understand:

+ the nature of ‘the economic problem’ and what is meant by
opportunity cost

+ that economic analysis requires skill in knowing which questions
to ask about the situation being analysed, not just ability to provide
answers

+ the differences between a variety of problems of information and
knowledge that complicate the process of business decision making.

To the extent that you develop such understanding, you should be
better able to:

+ develop a willingness to embrace tasks that involve open-ended
problems rather than ones that are ‘black and white’ with well-
defined solutions

+ enjoy studying business economics.
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1.1 Introduction

In this chapter we are going to introduce you to some fundamental concepts that
will crop up throughout the rest of the book. In writing it we have assumed that you
have read the Preface to the book and so are familiar with the idea that we adopt a
pluralistic perspective. If you have not yet read the Preface, please do so now. If you
find that you are becoming confused by discussions in later chapters you might find
it useful to revisit the material in this chapter in order to ‘get back to basics’.

1.2 The economic problem

Economics is normally defined as the study of how decision makers choose to
allocate resources between alternative uses. The resources in question can take
a variety of forms:

+ Financial resources: cash, bank deposits, loans and securities that might be
sold to raise money.

+ Physical resources: land, buildings, durable goods such as machines and
appliances, tools and furniture, and perishable products such as food.

+ Human resources: the decision maker’s own time and skills, and those of
other people whose efforts can be called upon by the decision maker.

Most resources are only available in limited quantities at any point in time: in
other words they are scarce. The ‘economic problem’ centres on how to allocate
these scarce resources in ways that do not leave a trail of missed opportunities
for doing something better with them. For example, consumers have to choose
between work and leisure, and between using their pay to rent or buy a home, to
spend it on goods and services, or to save some of it in order to spend it at some
point in the future. Likewise, governments have to choose between spending
more on defence or more on education, social welfare, better roads and so on.
In the process of using resources learning may occur, not merely when
resources are devoted to education but also in the process of consumption and
in organizations. The choices of how to use scarce resources today may thus
affect the resources available to allocate in future (since the pool of skills avail-
able may change), and what people want to do with them.

Among the kinds of resource allocation decisions that people involved in busi-
ness have to wrestle with are the following:

+ Shall I work for someone as an employee, or shall I start a business and be my
own boss?
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o What shall we make?

¢ What production method shall we use — for example, shall we use human
inputs or replace them with machines?

+ How many units of each of our product lines should we produce and when
should we stop producing something altogether?

+ Should we set up a factory overseas?

+ Should we make our own inputs or should we concentrate on assembling
inputs purchased from other businesses?

¢ Should we market and distribute our product ourselves, or should we get
another firm to do this on our behalf?

+ Should we spend more on research and development rather than on marketing?

+ Should we expand the size of our business by building a brand-new factory or
by taking over an existing business?

Ways of addressing all of these problems of choice — and many more — are the
domain of business economics. The economic analysis of choice begins with a
very simple proposition: everything has an opportunity cost. In terms of every-
day speech, this proposition is captured by the expression ‘you can’t have your
cake and eat it

The opportunity cost of doing something is the value you place on what you
would have done if you had not been able to do what you actually chose to do.

If you have a piece of cake, it can either be sitting on a plate uneaten, or it can be
inside you because you have eaten it; it cannot, in its entirety, simultaneously be
both on the plate and inside your stomach. Where it is results from your choice.

Now suppose that, although you would rather eat the cake right now than
leave it on the plate, you instead choose to give it to a friend: if so, the cost of the
gift of cake is the value you would have derived if you had consumed it yourself
right now. So, even if you did not have to buy the cake, the act of giving it to
someone else has a cost. If you baked the cake yourself to give to your friend,
then there is an additional opportunity cost to the gift: the time you spent bak-
ing the cake could have been used to do something else, such as spend some
time at the gym, or bake something else. Even from the cake recipient’s stand-
point, the cake has a cost: if they eat it, it gets in the way of eating something else
at that time; if they choose to defer eating it, storage space is required. To put it
another way, ‘there’s no such thing as a free lunch’, even when the gift carries no
return obligations.
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Opportunity costs exist in the minds of those who incur them; they cannot be
observed directly. If we cannot ask decision makers about how they see their
opportunity costs in a particular context, economic theory may provide us with
clues as to how they may be thinking. What determines a choice is how opportu-
nity costs are seen at the time of choosing, but with hindsight they may look very
different: we suffer regret when we realize just how much we gave up to get what
we got, or we rejoice because we are surprised at how much we got and can now
see how bad things would have been had we chosen the option we had judged was
the next best thing.

So, the hallmark of the economist is a focus on opportunity costs, on different
ways of doing things with a given set of resources. This involves being adept at
lateral thinking as a means of expanding the menu of possibilities and it is not
something that you will find yourself doing automatically in your first couple of
weeks’ studying business economics. But once you get there, you should find it
easier to achieve high grades in other business subjects and you should gradu-
ally become able to analyse all manner of everyday situations and business prob-
lems in ways that are not available to the ‘person in the street’.

As a student of business economics you will be developing skills that lead you
automatically to ask:

+ What does economic theory lead me to expect in this situation?

¢ Is there another way things could be, or could have been, done, or different
ways of using resources?

+ What does economic theory predict would be the likely costs and benefits of
these alternatives?

In other words, how you see costs and benefits of particular actions will be shaped
by your knowledge of economic theory; you will take nothing at face value; and you
will develop a better understanding of the facts presented to you by questioning
everything, even in situations where a firm is clearly being very successful.

1.3 An example of the ‘economic way of thinking'

Let us take a simple example of how this superior question-asking ability of the
business economist leads to an awareness of issues that the untrained eye might
not notice. Our example is chosen quite deliberately to seem a long way from
familiar territory for most readers and to have as its subject something that at
first sight does not appear to be a ‘business’ issue.
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Suppose you and a friend are backpacking around Australia after graduating
and your friend is taken ill and ends up in the publicly funded Royal Brisbane
Hospital. As a business economist in a foreign land, consider what you might
think when, during a visit to your sick friend, someone comes around with a
clipboard and cashbox and asks your friend if they would like to pay a particular
sum to have the television above their bed connected for the next day or two and,
if so, whether they would like to pay an extra daily sum to have access to the
Foxtel cable television network as well.

A background in mainstream economics might lead you to consider how the
number of days of television access requested by patients might vary depending
on differences in prices that were charged, and which would be the most prof-
itable price to charge given the costs associated with providing the service. This
would lend itself very nicely to mathematical analysis if the relevant numbers
were available. However, the kind of wide-ranging way of thinking that we are
encouraging you to adopt ought to lead you to wonder about additional questions,
such as:

¢ Who, apart from Foxtel, is making money from the television rental service —
the hospital or some private company, or both?

+ Would it be better for the hospital to own the televisions and cabling, and
merely allow a private contractor to run the service?

o If a private contractor is involved, what kind of contract underlies the deal
with the hospital — for example, how long a period does it cover, and is there
some flat fee/daily royalty payment to the hospital? What sorts of arrange-
ment would make the most sense from the point of view of the hospital and
the contractor, and which would both find satisfactory?

+ Should the hospital include some kind of price regulation in such dealings,
given that the patients are dealing with a monopoly supplier and may not
even be in a fit state to make rational decisions?

+ Would it be a good idea to have the television hardware set up so patients can
choose between rival providers of viewing access and cable channels?

+ Might it not be less wasteful to have patients nominate their television prefer-
ences on the same form as they nominate their meal preferences, and to pre-
sent them with a single bill at the time of leaving the hospital?

+ Why not simply provide patients with free access to free-to-air television as part
of the general range of services provided by the hospital at no specific charge, as
part of the process of aiding the patients’ speedy recoveries? And so on...
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This example brings out two themes that you should keep in mind as you
study business economics. The first is that the task of managing an organization
basically entails economizing. This means trying to work out ways of improving
a person’s or an organization’s well-being without wasting resources that are
limited in supply and that can be employed in diverse ways and by different orga-
nizations. The example concerns decisions about strategic management — the
range of activities the hospital is going to be involved with, and how it will be
involved with them. However, managers wrestle with problems of allocating
scarce resources at every turn, whether they are involved in forward planning or
in solving unexpected problems, such as breakdowns, disruptions to supply,
sudden changes in the business climate or product defects.

The second thing to note about the example is that it implies that expertise in
business economics is relevant for those involved in not-for-profit organizations,
such as public hospitals, every bit as much as for managers of a corporation such
as General Motors or IBM. If we think further about the resource allocation
problem faced by hospital administrators the issues that arise are basically the
same as those faced by, say, a car manufacturer:

+ Would it make sense to close down small regional hospitals and consolidate
care in larger hospitals in major cities where specialist staff and equipment
can be employed to full capacity? (Should manufacturing operations be con-
solidated into fewer, larger factories?)

+ How many hip replacements should be sacrificed to do a heart transplant?
(Would it be better to spend limited investment funds on improvements in
engines or interiors?)

+ Will better quality hospital food and cleaning services be available, and at
lower prices, if these inputs are provided by independent contractors? (Should
fuel injection systems be made in-house or purchased from another firm?)

So, although we might be somewhat nervous about hospitals hiring former car-
industry executives for senior management positions, a requirement that medi-
cal staff should study for business economics or MBA degrees if they wish to
become hospital administrators should not be seen necessarily as a sign that
patients will be treated in a dehumanizing manner.
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1.4 Problems of information and imperfect
knowledge faced by decision makers

[There are known knowns; there are things we know we know. We also know there
are known unknowns; that is to say we know there are some things we do not know.
But there are also unknown unknowns — the ones we don't know we don't know.

US Defense Secretary, Donald Rumsfeld (2003)

Associated with our adoption of a pluralistic approach to business economics is
an emphasis on how resource allocation is affected by problems of too much or
too little information and imperfect knowledge. The resource allocation problem
is not a problem merely because the supply of resources is limited. It is also a
problem because decision makers often find it difficult to work out what to do
with the scarce resources. This means they run the risk that they will waste
them, with the result that they, or the people for whom they are working, end up
being worse off than if it had been obvious what the consequences of making
particular choices would be. Resources are difficult to allocate because decision
makers suffer from a number of limitations in respect of information and
knowledge. Because of this, it is often unwise to try, as a typical mainstream
introduction to economics does, to reduce the resource allocation problem to a
series of well-defined issues that assume problems of information and knowl-
edge do not exist (you will see examples of the mainstream approach, which
makes extensive use of graphical analysis, later in the book).

If this seems like bad news in terms of economics looking more complicated
if it attempts to get to grips with problems of information and imperfect knowl-
edge, the good news is that economics becomes a much more exciting and
engaging subject once these problems are recognized. In particular, the deci-
sions of entrepreneurs and business strategists can often seem quite heroic
because, at the time of choice, the quality of the decision cannot be known and
there is scope for things to turn out spectacularly well or go horribly wrong.

Let us now consider the forms these problems of information and knowledge
take, as a foundation for the rest of the book. First, though, we must comment
on the distinction between information and knowledge since these are terms
that are often used interchangeably. We see knowledge as having a slightly dif-
ferent meaning from information and normally use knowledge in relation to an
individual’'s capabilities or understanding, picked up from experience and
shaped by the way the person looks at the world. A person can be given a piece
of information and have no idea of its significance unless given many other
pieces of information that enable it to be interpreted in context. The person with
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knowledge has a way of linking pieces of information together to extract meaning
from them or to be able to do something with them. Put it another way, you might
see this book as containing a lot of information about business economics, but
reading the book does not guarantee you will end up with a functional knowledge
of business economics; such knowledge depends on what you make of the infor-
mation we present here and the capacity you develop for using this interpretation
to take business puzzles to pieces and suggest solutions to them.

14.1 Varieties of problems of information and knowledge

The definitions presented below deserve careful attention, for the terms that we
differentiate are often muddled together in everyday speech. The examples that
accompany them should help you further to see the rich array of problems that
come under the broad ‘information and knowledge’ heading.

Risk

A situation is said to be risky when the decision maker does not know what is
actually going to happen at a particular point in time but does know the prob-
ability that a particular thing will happen - in other words, that it will happen
with a particular frequency in a particular number of periods, or in a particu-
lar population.

For example, an insurance company does not know whether houses in a partic-
ular area will be flooded in a particular year, but it might expect the locality to be
flooded once a century. Likewise, it may not know precisely which drivers in a
particular risk category will have a crash resulting in a claim of a particular
amount in the next year, but it typically does have a very good idea about the per-
centage that will do so. From this standpoint, insurance normally is not a par-
ticularly heroic kind of business.

Uncertainty

Many economists treat uncertainty and risk as if they mean the same thing. In
this book, however, they mean very different things.

Decision makers are uncertain when they are aware that they do not know
what will happen in a particular situation or what could happen, or are
aware that they do not know, or are unable to calculate relevant probabilities
or that these are not relevant since they only get one chance to achieve a
particular outcome.

An obvious example of an uncertain event is a third World War: such a war never
materialized during the Cold War era despite many people worrying about it as
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a possibility. It might never occur at some point in the future; but then again, it
might happen one day. We simply do no know whether such an event will occur
and hence it is completely inappropriate to see it in terms of risk. Likewise, it
does not make much sense to say ‘I have a one in a hundred chance of getting
this job’ if you know that 99 other people have also applied: you either get the job
or you do not. In any case, prospective job applicants often have little idea how
many other applicants there will be. Even if the selection criteria for a job have
been spelt out to potential applicants, those who apply may be unclear just how
problematic it might be to fail to meet particular ‘desirable’ or ‘essential’ criteria,
or how they will be seen in respect of them. Perhaps none of the applicants will
have what is required, but how can any would-be applicant know?

The business of insurance becomes much more heroic when the business
environment suddenly changes so that established probabilities are questioned
and nasty surprises suddenly seem possible. This happened in the UK car insur-
ance market in the late 1980s/early 1990s when thieves unexpectedly started tak-
ing large four-wheel drive vehicles for use as ram-raiding tools and there was a
great increase in the theft of high-performance cars for joy-riding purposes. The
insurance companies found it very hard to know whether these were temporary
phenomena, or even whether they had yet seen the worst of what they should
come to expect on a regular basis. Their lack of willingness to make heroic guess-
es led to some brands of vehicle becoming virtually uninsurable.

Ongoing debates about genetically modified foods and climate change are
driven by uncertainty. The anti-genetic modification lobby worry about unspeci-
fied mutations and side-effects from consuming genetically engineered foods,
while scientists with different models of climate change argue about whether we
are definitely experiencing a new climatic trend and what is necessary in terms
of reduced greenhouse gas emissions to stabilize temperatures. Sceptics deny
the existence of these problems but cannot demonstrate this definitively. It is
crucial to avoid errors here, since if the sceptics are wrong, some of the damage
may be not be reversible for many generations, or not at all.

Ignorance

Confucius posed the question, ‘Shall I tell you what knowledge is?” He answered,
‘It is to know both what one knows and what one does not know.” In a state of
ignorance, by contrast, as Donald Rumsfeld famously put it more recently, deci-
sion makers may have some ‘unknown unknowns’:

Ignorance is a lack of awareness of the limits to one’s knowledge.
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For example, consider the role of ignorance in determining a person’s disap-
pointment with a change of jobs. At the time of choosing to accept the job, the
person might have worried about a number of issues only to find in the event
that these worries were unfounded. However, there could have been nasty sur-
prises due to things that they did not even consider at the time of the choice or
in respect of which they perceived no uncertainty but which proved to be very
different from their expectations (as in, ‘I had no idea that ..."). The worries were
caused by uncertainty, the nasty surprises by ignorance.

Although ignorance is often a cause of regret, its potential positive role as a
source of rejoicing should not be ignored. Indeed, it is possible that partial igno-
rance is an essential ingredient in bold decisions in the business world: if
entrepreneurs thought really carefully about the sheer range of things that could
go wrong with their ventures, many of them might have decided against invest-
ing in particular schemes that actually proved to be successful.

If decisions are often made in a state of ignorance, then improved resource
allocation may depend on developing a capacity to make the best of a situation,
such as building flexibility into one’s plans and ways of thinking. Flexibility
comes, of course, at a cost and to know whether the cost is worth incurring deci-
sion makers need to have an idea of their potential fallibility in broad terms even
if they cannot develop a capacity for uncovering specific kinds of uncertainty at
the time decisions are being made.

Information asymmetry/information impactedness

A situation of information asymmetry is said to exist if parties to a deal dif-
fer in the amount of relevant information that they possess.

In many cases, this is a result of some people strategically ‘keeping their cards
close to their chest’ rather than sharing information with those who need it. A per-
son who is selling something may know more about it, from personal experience
of using it, than the prospective buyer does, though sometimes it is the buyer who
has a better idea of the nature of the product due to expertise in the particular mar-
ket compared with the ignorance of the seller. Sometimes, a problem of asym-
metric information can be resolved if the information-deficient party incurs costs
of buying information from a third party, as when a person gets the Automobile
Association (the AA) to inspect a car they are considering buying. But sometimes,
like an impacted wisdom tooth, relevant information may be very hard to get at.

A state of information impactedness exists where one party to a deal judges
that the other has relevant information which cannot be uncovered without
a significant cost being incurred, or which cannot be uncovered at all.
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For example, even the AA’s mechanics may fail to discover problems in a used
car, such as those that are of an intermittent nature or are only evident if the
vehicle runs for a significant period of time.

Closely related to information impactedness is the notion of opportunism, which
brings us close to the territory of business ethics, namely the study of the kinds of
business behaviour that are morally appropriate in particular circumstances.

Opportunism is the guileful, self-serving exploitation of an information
advantage.

Opportunism is not just the preserve of some used-car sales people, or officials in
firms such as Enron or Worldcom that for a time manage to use ‘creative account-
ing’ to keep their firms from appearing insolvent. It also occurs when workers per-
form below the maximum rate they would deliver if they were being monitored
more closely, or when someone knowingly tries to pass to others the blame for a
problem that has come about due to their own sloppiness or incompetence.

Information overload

While the absence or inaccessibility of information that could be relevant to
choice may make decisions problematic or cause regret, decisions can also prove
difficult because seemingly relevant information is very easy to come by.
Compared with super-computers, human beings can only process information
slowly: in most situations we can do the equivalent of answering no more than
about ten ‘yes’ or ‘no’ questions in a second. (Skilled musicians and typists can
identify notes or letters rather faster than this by seeing groups of them in chun-
ked form.) Added to this is the limiting factor known, after cognitive psychologist
George Miller, as Miller’s Rule: we can only keep in mind 7 + 2 things at once.

Information overload is the term used to describe situations in which
decision makers have access to so much information that they cannot reach
a decision at all, or can only reach a decision by consciously or unconsciously
discarding some of the information and focusing on the rest.

With many decisions, such as the task of buying a car or a house, or deciding
which worker to hire from a thick pile of applications, we tend to face more than
‘about seven’ options and each option tends to have multiple dimensions, so we
are likely to suffer from information overload. In principle, shopping via the
Internet enables us to avoid missing opportunities due to ignorance, but it opens
up massive scope for information overload as we try to keep in mind all the
things that we discover to be available.
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Tacit knowledge

One person’s ability to make a decision or undertake a task may be hampered by
the limited ability of someone else to spell out something of relevance to that
task. The person may know what they want, or how to do something to a high
standard, but have trouble putting it into words (‘It’s sort of like..."). If so, we say
that there is a problem of tacit knowledge.

Tacit knowledge is knowledge that a person may be willing to share with
others but which they cannot articulate in a manner that accurately conveys
it in a manner that other parties can grasp. This includes situations in which
people are able to perform a particular task but do not know how they do so.

Many things require a ‘knack’ and even if we have it, we don’t always know what
it entails; we just perform the task automatically, without even thinking.
Teachers face the tacit knowledge problem frequently, whether they are trying to
teach a subject such as business economics or rocket science, or are merely try-
ing to show someone how to ride a bicycle, play a musical instrument or swim.

In business, tacit knowledge can be an issue in terms of marketing commu-
nications (getting across a message about the nature of the product or under-
standing what customers want), transferring established technology to new
branches of a firm, or in licensing technology to another organization, and
getting the best out of workers who have recently joined a business. Often, the
tacit knowledge problem can only be overcome by working alongside the men-
tor who has the expertise (‘learning-by-doing’), or spending time getting to know
a client’s situation to find out their needs.

Bounded rationality versus global rationality

Taken together, these problems of information and knowledge lead to a view of
decision makers as acting with what Herbert Simon, winner of the 1978 Nobel
Prize in economics, called bounded rationality.

A person is said to be acting in a boundedly rational manner when they are
acting purposively and trying to make good decisions despite the fact that it
is impossible for them to know what the best decision would be in the cir-
cumstances because they are not clear what their circumstances are or what
the problem they face really is.

From the standpoint of much of the heterodox economics used in this book,
it seems reasonable to see the idea of economizing as being about what
Herbert Simon called ‘satisficing’ behaviour — in other words, it is about how
people try to find satisfactory solutions to perceived problems and meet particular
performance targets. If a target seems to be impossible to meet, then from this
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standpoint it seems perfectly reasonable to lower it. On the other hand, if targets
seem to be easy to meet, then it seems to make sense to set them a bit higher,
using a simple rule as the means of judging when and how much to change them.

Mainstream economists, by contrast, prefer to characterize economic problems
as if decision makers can formulate and solve them in an optimal manner — in
other words, as if decision makers can see the whole picture and are ‘globally
rational’.

Global rationality is said to prevail in situations where decision makers face
well-defined problems (certain or, at worse, risky in the sense of having
known probabilities), with a well-defined set of possible solutions, and can
identify these problems at the right time and work out the best thing to do in
respect of whatever their goal happens to be.

Given the list of problems of information and knowledge that has just been pre-
sented, this may seem rather unlikely in reality.

Few of the economists who assume optimizing behaviour and global rational-
ity would deny the challenges that decision makers have to deal with when allo-
cating resources. Rather, the conventional wisdom is based on a ‘survival of the
fittest’ idea. Skilled decision makers who set out to maximize profits or those
who happen, purely by chance, to maximize profits will drive out of business
those who merely set themselves workable targets and adjust those targets up or
down in the light of what seems to be possible. In other words, in the jungle of
the market, optimal behaviour drives out satisficing behaviour.

Behavioural and evolutionary economists do not accept this line of thinking.
They point out that to survive in a competitive arena one does not have to per-
form at the highest possible level. All one has to do is to match current perfor-
mance standards on average and be able to keep raising one’s standard as rivals
raise theirs. (Note that to be a world champion runner it is not necessary to run
as fast as is humanly possible, merely to run faster than all the others who
choose to compete at that time.) Indeed, if decision makers try to cope in the face
of problems of information and knowledge by applying simple ‘rules of thumb’
or following conventions so long as these deliver acceptable outcomes, they
might even do better in some situations than they would if they tried to address
a problem by unravelling it in all its complexity. If the decision-making environ-
ment is changing rapidly, a business that can take adequate decisions quickly
might outperform businesses that spend a lot of time gathering information and
arguing over the best course of action to take, for by the time the latter have
worked out the ideal course of action, the situation will have changed.
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14.2 Factors that generate problems of information and knowledge

Arguments amongst economists about whether to assume optimization/global
rationality or satisficing/bounded rationality are essentially about how to do eco-
nomics best/get by in doing economics, given the complexity of the subject mat-
ter. (Note the irony here in relation to the mainstream position!) The main-
stream perspective keeps economic analysis relatively simple by assuming that
most of the time the situations that decision makers face are straightforward
enough to be seen as if they are well defined. The heterodox perspective takes
seriously real world complications such as:

*

*

*

uncertainty about the timing and extent of technical progress in the future;
the sheer variety of products available;

uncertainty about which technology will become the dominant system;
exchange rate uncertainty;

uncertainty about government policy, actions of terrorists, lobby groups, etc.;

the need to make predictions about the actions of competitors whose pricing
or capacity expansion choices will affect the profitability of the firm’s market;

the need to predict the reliability, loyalty and pricing of supply-chain partici-
pants, whose behaviour will affect a firm’s costs and sales;

problems in predicting the climate, earthquakes and other states of nature,
and discoveries of stocks of natural resources;

uncertainty about the direction and timing of changes in fashion;
uncertainty about how fast consumers and employees can learn;

uncertainty about how much should be spent on advertising and on research and
development, given that the payoffs to these areas are inherently hard to assess;

uncertainty faced by workers regarding how hard is it necessary to work to
keep one’s job or win promotion;

quality uncertainty: the problem of judging if one is being sold a ‘lemon’;

the principal-agent problem, of knowing whether someone acting as agent is
doing what they have been asked to do/acting in the interest of the person for
whom they are acting;

uncertainty about relative prices and the future rate of inflation;

uncertainty about where the good deals are to be found in terms of price
right now;
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+ uncertainty about the confidence of other firms and consumers and hence
their willingness to spend.

This is a formidable list, and as this book unfolds you will see that it accounts for
many kinds of economic behaviour and modes of organization that are prone to
be neglected in purely mainstream approaches to economics. Indeed, in his 1984
book The Emergent Firm, economics professor Neil Kay has gone so far as to sug-
gest that very little is left of the firm if we strip away functions of firms that would
not be needed in a world with no information and knowledge problems. Out go:

L 4

marketing;

+ finance (accounting information systems, auditing, etc.);

¢ research and development;

+ all workers except for direct labour;

+ any differences between workers in terms of their skills and experience;
+ internal organizational structures;

+ head office, except for the entrepreneur who hires factors of production and
decides what to produce, how to produce it and what price to charge for it;

¢ all non-profit maximizing behaviour.

All that remains is the entrepreneur, capital and homogeneous labour — which are
the elements of traditional approaches to production theory (see Chapter 5). Kay,
by contrast, prefers not to lose touch with reality and asks his readers to accept his
suggestion that: ‘Economics is about the role of information in resource allocation.
All economic problems are reducible to problems of information. In the absence
of information problems there is no economic problem.” (Kay, 1984: 1)

1.5 Summary

This chapter is an important foundation stone for the material we will be
covering in the rest of the book. A central concept is the idea that all choices
can be seen in terms of their opportunity costs. Another central concept that
we will reiterate throughout the chapters that follow is that human decision
makers are boundedly rational. Very often we will begin a chapter by looking
at problems as if bounded rationality was not an issue, but then we will modify
our analysis to see what impact the introduction of problems of information
and knowledge have on our understanding of the topics under discussion.
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1.6 Some questions to consider

1. Examine the resource allocation problems faced by senior managers in the
police service. What kinds of choices do they have to make, and what aspects
of the police ‘business’ make these decisions difficult to take? (As part of
preparing for this, you might find it useful to watch a television programme
such as The Bill and reflect on the economic aspects of the drama.)

2. Economists formally define ‘opportunity costs’ in subjective terms, as the
next best thing a person imagined doing if they couldn’t do what they
actually did. This makes them difficult to observe. Even so, economists
may be able to help people take better decisions by advising them on
what their opportunity costs might be. If someone asked you for advice
on how to work out the ‘cost’ of owning/running a particular car, what
advice would you give? How would your advice differ if you were giving it
to people of different ages?

3. Explain how you would make use of the opportunity cost concept in the
following contexts, and as you do so note what makes it difficult to assess
the relevant opportunity costs:

(a) As a manager considering how to deal with underperforming staff
and when considering what to do when key personnel announce
their intention to resign after being offered a better deal elsewhere.

(b) As a marketing manager designing a marketing strategy.

(c) As a homeowner trying to decide whether to do a kitchen upgrade
and install double-glazing.

(d) As ahealth service administrator advising a new Minister of Health on
the essence of resource allocation problems in the healthcare area.

1.7 Recommended additional reading sources

The limitations of the ‘survival of the fittest’ justification for assuming optimizing
behaviour were originally explored in Armen A. Alchian (1950) ‘Uncertainty,
evolution and economic theory’, Journal of Political Economy, 57, pp. 211-21. The
strange story of how Alchian’s article was used to justify the mainstream
perspective instead is told in Neil M. Kay (1995) ‘Alchian and “the Alchian thesis”,
Journal of Economic Methodology, 2(2), December, pp. 281-6. Kay’s paper is a
warning about the need to check original sources rather than relying upon second-
hand information.
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For a perceptive and very readable examination of the importance of problems
of information and knowledge in the economics of industrial organization,
see Neil M. Kay (1984) The Emergent Firm, London, Macmillan. The chapter
‘Entrepreneurial Salome’ is particularly recommended at this stage.

If you are also studying marketing then you may find it interesting to take a
look at John O’Shaughnessy (1984) Competitive Marketing: A Strategic Approach,
Boston, MA, Allen & Unwin. It is a thoughtful, frank account of why marketing
is (like business economics) a subtle subject with no easy answers, in contrast to
the impression given by better-known texts.






Markets and models

Learning outcomes

If you study this chapter carefully, it may help you to understand:

+ why resource allocation sometimes takes place inside organizations
and sometimes involves interaction between organizations (and
individuals) in markets

+ what is meant by ‘comparative advantage’ and how it leads people
and firms to specialize

+ what is meant by economic co-ordination and why specialization
can lead to co-ordination problems

+ how the ‘invisible hand’ of the price mechanism guides the
allocation of resources

+ what is meant by an ‘economic model’

+ the difference between a ‘(force-)field’ view of the economy and a
‘complex systems’ view

+ what is meant by a ‘market’, the social role that markets play and
why government regulation of markets is sometimes necessary

+ why firms exist.

To the extent that you develop such understanding, you should be
better able to engage in discussions about:

+ the assumptions used in economic models

+ the need for state intervention in markets and the benefits of
market deregulation.

. /
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2.1 Introduction

As you know, this is primarily a book about the economics of setting up and run-
ning a firm, but before we can proceed with our analysis in subsequent chapters
we need to solve a puzzle: ‘Given that setting up and running a business is a
process fraught with difficulties, why do people with ideas for making money
bother to set up firms to put those ideas into practice?’

Most of us avoid the difficulties of building a firm by working for a business or
organization that someone else has set up. People with ideas for profit-making
ventures can, and sometimes do, sell them to other people or to other businesses.
Many firms are started by people jumping ship’ from their employers and trying
to capture rewards from their ability to see profit opportunities; they can use
their experience as a basis for creating their businesses and may even turn into
major competitors of their former employers. But despite the scope for doing
this, much new business activity results from people employed within established
businesses having ideas that are then implemented by those businesses. In the
latter cases, the firms may grow but those who had the ideas may not receive any
particular reward except, perhaps, promotion: for them, thinking of how the firm
that employs them might expand its scope may be one of the things they are paid
to do as, say, ‘business strategists’.

To understand how business ideas get put into practice and why new firms get
set up, it is necessary to recognize that firms operate in the context of markets and
involve an alternative way of allocating resources to that provided in markets.
Inside a firm, a hierarchy of managers allocates resources by asking/request-
ing/ordering more junior managers and other employees to perform particular
tasks in conjunction with particular items of equipment and goods and services
purchased from other businesses. Though many of these requests are nowadays
given by internal memos and via email, this method of determining how resources
are used is essentially a voice mechanism in which instructions flowing down the
hierarchy from person to person are the outcome of a process of planning how the
resources should be used. In a market, by contrast, it is how buyers and sellers
respond to changing patterns of relative prices that determines who ends up using
resources and the purposes for which they get used. Hence economists typically
speak of the price mechanism when discussing how markets work.

The dividing line between firms and markets and voice and price mechanisms
for allocating resources is actually a bit fuzzier than this. For example, when con-
sumers complain in an effort to improve the deal they get, we have the voice
mechanism working in a market; in such a situation they are not simply taking
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their money elsewhere to get better value. Markets also exist, to a degree, inside
organizations, as when different branches of a multinational corporation bid
against each other to supply another branch of the firm with a particular input.

Recognition that the price mechanism can be used instead of the voice mecha-
nism for allocating resources leads to a variation on our opening question: ‘Even
if people with ideas for ways of making money don’t simply sell them to others,
why do they bother to create firms as vehicles for getting them implemented rather
than seeking to get this done by doing deals in markets?’ After all, if they adopt the
latter approach they avoid having to pay managers for allocating resources.

With some products, such as bicycles and Windows-based personal comput-
ers, what actually happens is rather close to the market situation: many bicycle
and PC manufacturers don’t really manufacture most of what they sell. Instead,
they assemble components bought from firms that specialize in making hard
disk drives, motherboards, pedals, tyres and so on. A typical bicycle firm nowa-
days makes only the frames of its bicycles, while many PC makers even buy their
equivalent of a frame — the computer’s casing — from another business.

In many other product areas, resource allocation involves a much bigger role
for managers relative to the market: for example, Rupert Murdoch’s News
Corporation controls a vast web of print and electronic media companies, film
studios and so on. Indeed, the growing reach of Murdoch’s empire and other
gigantic firms, whose turnovers exceed those of many national economies, sug-
gests that the benefits of non-market systems of resource allocation can be con-
siderable in some contexts.

We will be addressing the question of why businesses take such different
forms much later in this book, during Chapters 9 and 10. But we need to under-
stand the nature of markets in terms of what they are, how they work, and lim-
its on how well they work, right now, and not merely to answer the question with
which this chapter began. Otherwise, it will be difficult in Chapter 3 to get to
grips with what economists have had to say about entrepreneurs, the people who
start and shape businesses. The present chapter thus explores these questions.
In doing so, it uncovers some major differences between the ways that the dif-
ferent brands of economics view markets. For this reason, it seems a good place
to explore the general nature of economic model building, using the modelling
of markets as a case study of how economists can end up with very different
models of a particular feature of the world in which we live. First, though, we
consider a point that is shared by economists in general, the idea that markets
come into existence because people see gains from specializing in what they do
and then trading with each other.
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2.2 Specialization

The person in the street may have no training in economic theory but often has
good economic intuition, as with the idea that ‘you can’t have your cake and eat
it’. Another example of this economic intuition is the maxim: ‘If you need to get
something special done, call in a specialist.” This familiar piece of advice is con-
sistent with the economist’s notion of ‘comparative advantage’, which is in turn
an application of the idea of opportunity cost. However, the person in the street
may often be thinking in terms of what the economist would call ‘absolute advan-
tage’ when discussing why differences in skills mean that it makes sense to spe-
cialize and engage in trade. It is vital that you take the time to see the difference
here, for without an appreciation of it there will be difficulty in understanding
why a person, or a firm, that is better than other parties at doing a multitude of
things may still find that it makes sense to specialize and trade with the others.

First, we will illustrate the concept of absolute advantage. Suppose that an
accountant can unblock a drain in four hours and do the accounts of a plumber
in two hours, and a plumber can unblock a drain in one hour but takes three
hours to do her accounts. If so, it will probably pay for them both to stick to their
respective professions. By not taking up time unblocking his drain, the accountant
can do the accounts of two plumbers, and a plumber can unblock three drains in
the time freed up by getting an accountant in to do her accounts. If they do not spe-
cialize, then in four hours’ time the accountant will have just finished unblocking
his drain and the plumber will have unblocked one drain as well as having done
her accounts. If they specialize, then in four hours the accountant can complete a
second accounting task and the plumber can unblock four drains. The gain from
trade and specialization is thus the ability to produce in the four hours one extra
lot of accounting services and two more unblocked drains.

The economist’s more sophisticated ‘comparative advantage’ basis for special-
ization focuses not on absolute differences in ability to undertake a particular
task, but relative differences in ability to perform different tasks. To illustrate
this, let us change the numbers in the example such that the plumber is better
than the accountant at both unblocking drains and doing accounts. The accoun-
tant’s situation is as before, but now the plumber can unblock drains in one hour
and do accounts in an hour and a half. If they both continue to specialize in their
respective trades, then in four hours’ time the plumber will have unblocked four
drains and the accountant will have completed two accounting tasks. If they do
not trade with each other, then in four hours’ time the accountant will have just
finished unblocking his drain and the plumber will have done her accounts but
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only be halfway through unblocking a third drain. Failure to specialize reduces
output in the four-hour period by half an unblocked drain and one accounting
task. In short, if everyone specializes in the things they are relatively good at
doing and then exchanges the output for things that other specialists have pro-
duced, everyone could be better off than if they operated as generalists.

The comparative advantage story of the gains from trade is based on several
major assumptions:

¢ There is full employment — in other words, there is sufficient demand for the
services of both the plumber and the accountant to keep them both working
as specialists for as long as they wish each week.

+ Relative capabilities are fixed. In practice, relative capabilities can be changed
via education, having more practice and so on. Just imagine what would have
happened if Japanese business had continued to specialize where it had a
comparative advantage a century ago, rather than setting out to learn how to
make advanced industrial products that it could have imported from Europe
and the USA. In the short run, Japanese attempts to make such products
came at the cost of poor productivity and low quality (as the comparative
advantage analysis would lead us to expect), but in the long run Japanese
firms were able to match or get ahead of those in the West.

¢ People will always attempt to make the most of potential gains from trade.
Sometimes, however, they may have reasons for foregoing such gains. For
example, they may derive a sense of achievement from doing a particular task
themselves, not merely from the end result — ‘It took me ages, but, hey, I did
it — and in a world of change may recognize the strategic advantages of being
multi-skilled, of not ‘putting all their eggs in the one basket’.

¢ There are no evaluation costs or monitoring costs — in other words, no costs
of making sure that the specialist is able to do the job and actually does do it.
The numbers in these kinds of examples would look very different if cus-
tomers found it necessary to take time to give the specialist access to the rele-
vant site or documents and then had to keep an eye on the specialist to make
sure the work got done.

To the extent these assumptions seem unrealistic, we may wonder how far the
comparative advantage analysis of specialization is giving us the right answer for
the wrong reasons. But, even if we do that, there is no getting away from the fact
that many people and businesses do choose to specialize rather than try to be
self-sufficient in all areas where they need to get things done.
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2.3 Scope for failures in economic co-ordination

Specialization brings potential for people to be better off than if they adopt a ‘do-
it-yourself” approach to life. However, because it involves social interaction in the
presence of problems of information and knowledge, it also brings the risk of
co-ordination failures such as the following:

¢ Buyers cannot find what they want, when they want it, at a price they are pre-
pared to pay, even though this price is greater than or equal to the cost to soci-
ety of producing it.

+ Communication failures lead to the delivery of the wrong goods, or of system
components that do not fit together.

+ Breakdown or late delivery in the supply chain disrupts the flow of production
elsewhere.

¢ There are so many suppliers in a market that ‘normal’ rates of return cannot
be achieved.

¢ Uncertainty about product standards leads buyers to hold back until an indus-
try standard is established.

¢ Organizations fail to improve their operations due to failures in feedback
mechanisms, as in cases where customers simply stop buying and take their
business elsewhere, rather than voicing complaints about particular short-
comings of the firm in terms of price or product standards.

A self-sufficient individual living as a recluse does not have to worry about the
problems just listed. By contrast, craft workers, who produce things from start to
finish, have to worry about selling their output to someone else — but otherwise
they can ‘be their own boss’ and not have to worry about fitting in with others.
The craft worker can perform some stages in a production process in a leisurely
manner on some days but not others, or not work at all some days and work long
hours on other days, as he or she chooses; there is no need to keep an eye on the
clock and the pace of production.

The co-ordination issue impinges much more on the lives of employees work-
ing in a factory. They cannot work effectively if others do not provide inputs of
particular goods and services at the right time, and if they fail to perform as their
managers expect, then other employees further down the production line will be
unable to perform their own roles in the production chain.

Clocking on and keeping an eye on the clock and output requirements made
life much more stressful for workers in the factory systems that emerged in
the Industrial Revolution, but without such discipline and a steady work pace,



2.3 SCOPE FOR FAILURES IN ECONOMIC CO-ORDINATION

production costs would have been much higher, with higher inventories needing
to be carried as buffers to enable production to keep going when some workers
were running behind or were absent.

Figures 2.1 and 2.2 (inspired by Axel Leijonhufvud, 1986) may help clarify the
significance of specialization for the management of supply. In both cases, pro-
duction entails four stages and four workers. In Figure 2.1, each worker makes the
entire product, but paces the production process differently; different workers may
opt to work very different working hours. In Figure 2.2, by contrast, each worker
performs only one of the stages, according to who can perform which task most
efficiently: Dick just does cutting, Tina just does machining, Harry just does pol-
ishing and Sue just does painting. For all the workers to be fully employed, they
must be able to pass their output on to the next worker just when it is finished and
at the same time receive the inputs on which they need to work.

Sue Cutting Machining Polishing Painting

Tina Cutting Machining Polishing Painting

Dick Cutting Machining Polishing Painting
Time g

Figure 2.1 Crafts production

Dick Tina Harry Sue

Cutting Machining -E
Cutting Machining -E
Cutting Machining -E
Cutting Machining -ﬂ

>
>

Time

Figure 2.2 Factory production
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Clearly, a factory in which people did as they wished, when they wished, could
be completely chaotic. But at least if the factory were quite compact, each work-
er might get some sense of the consequences of his or her actions for the per-
formance of the enterprise as a whole. They would also be able to communicate
readily with each other and work out ways of co-operating to achieve mutually
beneficial outcomes. Within a larger business, the co-ordination problem tends
to be resolved more by a hierarchical management system in which managers
(planners) tell workers (doers) what needs to be done. Being a member of a siz-
able organization in the long term means being generally willing to do what the
boss asks. To the extent that workers forego the chance to be their own boss and
accede to someone else’s demands they must be enjoying some benefit associ-
ated with the improved co-ordination that bosses bring, despite the bosses
absorbing some of the value that the organization generates. In an important
sense, the boss is rather like the coach of a sporting team — someone who
enables the players/workers to achieve more than they could on their own and
hence to be better rewarded.

If co-ordination problems are lessened in organizations largely by co-operation
and managerial direction, how are they kept in check in the economy at large, where
modern products may consist of hundreds or thousands of components made by
specialized suppliers and possibly sourced from all over the globe? Here, the
perspectives of mainstream economists and their rivals are strikingly different. In
essence, the mainstream approach focuses on impersonal ‘forces of supply and
demand’, mediated by ‘price signals’, and sees the economic system in terms of
analogies from physics. By contrast, heterodox approaches focus also on the role
played by relationships and social institutions and have a vision that, if it resembles
any of the physical sciences, looks rather more like chemistry or ecology.

24 Market-based co-ordination via the price
mechanism

For mainstream economists, the answer to the co-ordination question is to be
found by understanding how markets work. The fact that co-ordination prob-
lems are far less acute than they have the potential to be makes it appear as if the
actions of over six billion people around the world who buy and sell different
combinations of goods and services are being guided by some kind of ‘invisible
hand’. But what is really going on is that they are simply responding to, and
affecting, the pattern of relative prices in a large number of markets.
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24.1 The mainstream view of ‘a market’

The standard definition of a market is a place where buyers and sellers of
goods and services meet in order to trade with each other.

Note that this definition interprets the word ‘place’ in a very general way. It does
not necessarily refer to a specific or identifiable geographical location. The most
obvious examples of this lack of geographical location are provided by the virtu-
al markets for a variety of goods and services located on the Internet. If you order
a book from Amazon.com you will conduct your trade in a market located
in ‘cyberspace’.

24.2 How markets work

How does a market work? This short question has a long answer, so we will
develop it gradually. A market for a specific good or service can be thought of as
consisting of two sides. On the one side of the market are people we will call buy-
ers or consumers who have wants or needs. Some of these will be procurement
officers of firms and other organizations who need to obtain goods and services
used in the production of other goods and services. On the other side of the mar-
ket are people who we will call suppliers who offer goods and services for sale.
When the goods and services offered for sale by suppliers coincide with the
wants and needs of consumers the two sides will wish to trade with each other.

Trading involves an exchange between the members of each side. Purchasers
give the suppliers a money payment in return for taking over ownership and cus-
tody of the particular good or service being traded. To help with our explanation
we will consider in some detail the hypothetical example of buying a lunchtime
hot dog from a street vendor. It may be helpful to imagine yourself in the role of
the hot dog consumer.

When you buy a lunchtime hot dog from a street vendor you give the vendor
cash and, in return, the vendor gives you ownership and custody of a hot dog.
The amount of cash you give in exchange for the hot dog is called its price. (This
may seem to be stating the obvious but we bring in the notion of price in this
way to try to preclude confusion between price and cost. It would be incorrect,
in economic terms, to say that the amount of cash handed over is the cost of
the hot dog, since if you had been unable to buy the hot dog, ‘whatever else
you would have done with the money’ is the opportunity cost of the hot dog. You
might have bought something else, or decided to forego lunch altogether and
hang on to your money for the moment. The best alternative is the ‘opportunity
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cost’” of the hot dog to you.) The price you will pay for the hot dog depends upon
a number of factors.

If we assume that you are happy with the quality of the hot dogs being offered
for sale (maybe because you have purchased one from this vendor before, or a
friend has recommended her to you, or the vendor has let you taste a sample),
then, from your perspective as a potential consumer, one of the prime consider-
ations for buying a hot dog will be whether it is worth the vendor’s asking price.
In other words, does the hot dog represent good value for money to you? In order
to decide whether or not something is good value for money you can ask your-
self the question, ‘What is the highest amount I am prepared to pay for this good
or service?” So, if you are prepared to pay a maximum of £3.00 for the hot dog
but the vendor is selling the hot dog for less than this, say £2.50, then it repre-
sents good value for money to you and you will be willing to buy it. Note, how-
ever, that when the hot dog vendor set the asking price she had no idea that you
would have been willing to pay up to £3.00 for the hot dog. The valuation you
have formed in your head is said to be subjective because it is based upon your
own feelings, tastes and opinions (see Chapter 4 for a more extensive discussion
of tastes).

It is reasonable to assume that you are not the only hungry person at
lunchtime, so the hot dog vendor might expect to serve more than one customer.
Other potential consumers will be asking themselves the same subjective value-
for-money question that you have asked yourself, but because we are all differ-
ent from each other some of these potential consumers may place a lower value
on the hot dog than the asking price and, as a result, they will choose not to buy
from the vendor. On the other hand, others may share your valuation of the ven-
dor’s wares or even value them more highly and so choose to purchase a hot dog
for lunch at a price of £2.50.

The problem for the hot dog vendor is to set an asking price that allows her to
attract a sufficient number of consumers to make being in the hot dog business
worthwhile. Given that the hot dog vendor cannot have direct access to the sub-
jective valuations of potential consumers she can only arrive at a suitable asking
price by a process of trial-and-error price setting in the market. For example, if she
sets a price that is too high, sales will be low and the vendor will have to reduce
her price in the hope of attracting more consumers to her stand. Alternatively, if
the vendor finds herself swamped by orders and is unable to provide every con-
sumer who wants one with a hot dog, the asking price may be too low. In this
case an increase in the asking price should lead to some of the consumers decid-
ing not to have a hot dog for lunch.
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Summary so far:
¢ When setting asking prices the vendor responds to a signal from the market.
¢ The signal to which the vendor responds is the number of units sold.

+ The number of units sold reflects the collective decisions of consumers about
whether or not to purchase hot dogs at the current asking price.

+ Each individual consumer bases their own decision upon a comparison between
their subjective valuation of the hot dog and the actual current asking price.

You should note here that the vendor acts upon observable data, namely, the
number of units sold. While it would be nice to know precisely what subjective
value each potential consumer places upon the hot dogs being offered, the col-
lection of such data would be extremely time consuming. It may also be impos-
sible, for the simple reason that potential consumers may be unwilling to reveal
this data directly or honestly. We can conclude, therefore, that the collective data
fed back from the market to the vendor is a very important source of informa-
tion. Obtaining reliable information is crucial to the success of any business
because without it decisions are very hard to make.

Our explanation of prices up to this point has been kept relatively simple by
the implicit assumption that you, and other potential consumers, go to the same
vendor when you want a hot dog lunch. If we include now the possibility that the
hot dog vendor has several rivals who sell hot dogs of similar quality it means
that the potential consumers of lunchtime hot dogs will have a choice of vendors.
In this case, in order to get the best deal on a hot dog, the sensible consumer will
search through the vendors in the local area in order to find the lowest asking
price. The consumer will then compare the lowest asking price to his or her sub-
jective valuation of a hot dog and choose whether or not to make a purchase.

At this point you may well be thinking that the addition of rival vendors to the
story makes the original vendor’s pricing problem a little more complex and, to
a certain extent, you are correct. This is because now the original vendor may
lose sales to lower-priced rivals, even if her asking price is less than the subjec-
tive valuation of hot dogs held by a significant number of potential consumers.
For example, if your own search reveals a rival who is asking £2.00 for a hot dog
of equal quality to your original vendor (whom you will recall is asking £2.50),
you would be sensible to buy your lunch from the rival’s stand because you will
save money.

Does this wider choice for consumers change the basic way the original ven-
dor makes use of the market to obtain information about the price consumers
are willing to pay for her hot dogs? The answer is ‘no’, because the vendor can
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still use a process of trial-and-error pricing and respond to the number of units
she actually sells at a particular price by adjusting the asking price downwards
in order to sell more hot dogs, or upwards in order to sell less. There is no rea-
son to change this trial-and-error approach even in this more complicated mar-
ket that contains rival vendors. In other words, the market signal (the number of
units sold at a particular price) is as useful in a world with rivals as it is in a world
without rivals. Put another way, the market is like a scientist’s laboratory,
because every exchange with consumers can be thought of as part of a process
of discovery that will give rise to new data.

If you compare this story to your own fast-food buying experiences you will
probably be puzzled by the fact that price changes you have observed in the fast-
food outlets in your local area occur relatively infrequently. So, how can we rec-
oncile the story of apparently continual price adjustment being told here with the
facts as we know them from our observations of the real world? Put slightly dif-
ferently: does the process of price adjustment by individual vendors mean that
consumers will face continually changing hot dog prices and therefore have to
keep buying their lunch from different vendors every day or will the going price
for a hot dog settle down to a stable level? In order to help us arrive at an answer
to this question we will construct a model of the hypothetical hot dog market to
see where the process of trial-and-error adjustment of prices leads us.

A model is nothing more than a simplified description of something, an
approximation to the more complex aspect of the world it represents.

The model that we construct attempts to present a simple picture of how main-
stream economists would see this sort of market. As you work through the
explanation of the model outlined in Section 2.5 below you will probably want to
ask several questions because of the assumptions we have made. This is good —
we would encourage you to develop a critical approach to things that you read —
but do not let your questions stop you reading through to the end of the section.
Instead, note your questions down and compare them with our discussion of the
model in Section 2.6.

2.5 A mainstream model of the hot dog market

We will keep things simple by making the following assumptions:

(i) There are four hot dog vendors, who we will label V1, V2, V3 and V4, who
compete with each other for business in the local area. Each vendor supplies
an identical hot dog to its rivals.
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(i) The cost to each vendor of making a hot dog is £1.50.

(iii) There are 14 potential customers in the local area. We will identify each cus-
tomer by assigning him or her a letter, A through to N. Each customer’s sub-
jective value of a hot dog is listed in Table 2.1. Note that the hot dog vendors
do not have direct access to the information contained in Table 2.1.

(iv) Trade takes place on a daily basis and each vendor decides on the current day’s
asking price in response to the number of units sold on the previous day.

(v) Each consumer searches his or her local area thoroughly every day and buys
a hot dog from the vendor who has the lowest asking price on the day, but
only if this asking price is less than or equal to their subjective valuation. If
two or more dealers share the lowest asking price consumers will be shared
equally between them.

We can use this model to analyse typical decisions that each vendor will make on
each day of trading.

Day 1 To get things started we will let each vendor set an asking price that is
arbitrary because they currently have no information about the market upon
which to act. Let us say the following asking prices per hot dog are posted:

V1 = £2.20; V2 = £2.30; V3 = £1.90; V4 = £2.00

Table 2.1 Consumers’ subjective evaluations of a hot dog

Consumer Subjective
value (£)
2.60
2.50
240
230
2.20
2.10
2.00

190

1.80
1.70

1.60

L 1.50

140

1.30
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When the consumers search for their lunchtime hot dogs they will discover that
vendor V3 has the lowest asking price. Given the distribution of subjective val-
ues in Table 2.1 we will expect customers A through to H to purchase a hot dog
from V3. Customers I through to N will not buy a hot dog. Vendors V1, V2 and
V4 will not sell any hot dogs.

Day 2 Clearly vendors V1, V2 and V4 will set a different asking price today in an
attempt to attract some customers. V3 has no real need to set a different price
although she could lower her price in order to try to increase the number of con-
sumers visiting her stand. Also, V3 will probably have talked with her customers and
found out that V1, V2 and V4 were charging higher prices yesterday and are therefore
likely to reduce prices today. Similarly, V1, V2 and V4 may well have learned what
price V3 was charging yesterday and will take this as a starting point for their decision
today. Note that there is no unique answer to the pricing problem for each vendor at
this stage so let us see what happens when each charges the following prices:

V1 = £1.70; V2 = £1.60; V3 = £1.80; V4 = £1.50

When consumers search the local area today they will discover that V4 has the
lowest asking price, so V1, V2 and V3 will sell no hot dogs. V4 is asking a price
that attracts customers A through L, so he will sell 12 hot dogs.

Day 3 V1, V2 and V3 will have to reduce their asking prices today if they wish
to sell some hot dogs. V4, however, will be quite happy with a price of £1.50 even
though a further price cut will probably tempt more consumers to buy a hot dog.
You should note, however, that V4 has no incentive to carry out a further price
cut, because if he did this every hot dog would be sold at a loss. If we assume
that V1, V2 and V3 have somehow discovered the price being charged by V4 yes-
terday they will be able to work out that their only choice now is to ask a price of
£1.50 also. Just like V4, none of the others has an incentive to reduce prices
below £1.50 because nobody wants to sell hot dogs at a loss.

Today then, V1 = V2 = V3 = V4 = [1.50. At a price of £1.50 each firm takes an
equal share of the market (three consumers each) and none of them has an
incentive to adjust their prices up or down in the days that follow. A price reduc-
tion by any vendor will lead to losses while price increases will lead to zero sales.
The process of market competition has given rise to a stable market price.

2.6 Further discussion of the hot dog model

We have just introduced you to your first economic model. Business economists
use many models to help them understand things better so it is important that you
learn how to use models properly too. Many people find this aspect of business
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economics difficult to understand, but our discussions with students over the
years have revealed to us that this is mainly because they find it very hard to believe
that an ‘unrealistic’ model can provide us with meaningful insights about the real
world of business. This problem arises because when we look at the world around
us we see that it is a fairly complicated place and this leads some people to ask,
‘Shouldn’t economists’ models describe this world in detail?’ Let’s use the hot dog
model to explore this question.

The claim we have made for our hot dog model is that it illustrates how inter-
actions between consumers and suppliers in a market will give rise to a stable
price. We have arrived at this conclusion by telling a very simple story devoid of
intricate details. For example, we have:

+ labelled consumers with letters from the alphabet rather than identified them
with real people who have particular names and particular jobs or careers;

+ failed to name the hot dog vendors and provided no details about their rea-
sons for being in the hot dog business;

+ not stated which town or city the consumers and vendors live in.

Ask yourself, “Would the inclusion of these details make the story about how a
stable price came about more believable?” The answer is ‘No’; the inclusion of
these descriptive details would add nothing useful to our analysis, in fact they
would probably clutter it up and make it more difficult to concentrate on the
issue under investigation.

When building models the skill you must master is to include only those
details about the problem under investigation that are relevant. Put another way,
if you build a model of something, you should look at it when you have finished
and ask if you could cut away any element of the model without destroying the
essence of the story you are telling. This practice is known as applying Ockham’s
razor (also called Occam’s razor) after a fourteenth-century English philosopher
called William of Ockham.

Ockham stated that if it is not necessary to introduce complexities into argu-
ments then you should not do so. In other words, Ockham’s razor is a logical tool
to help you cut the fat from your models and arguments. This means that we
should not seek to build models that are realistic in the sense that they are full
descriptions of the real world, but instead we should try to build models that cap-
ture the relevant features of the real world. This brings us to a discussion about
the role of simplifying assumptions in our models.

When we built the model of the hot dog market we listed several assumptions
that helped us to define the model. In particular we made assumptions about
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how the human actors (the consumers and the suppliers) in the model would
behave. Recall that the actors in the model spend time and effort gathering infor-
mation and base their decisions about what to do upon this information. Given
that we have built the model to provide us with some insights into the conse-
quences of interactions between real world consumers and real world suppliers
in real world markets, we must ask ourselves if the assumptions we have made
are sensible.

We discuss the particular assumptions of our hypothetical hot dog market in
greater detail below, but you should bear in mind that the single most important
test of relevance for our model is whether the modelled human beings are
behaving in a manner that is consistent with what we know about the charac-
teristics of real human beings. The other assumptions such as the cost of pro-
ducing a hot dog, the number of consumers in the market and the number of
hot dog vendors are important too, but only because they help to explain the fea-
tures of the environment within which the modelled actors make their decisions.

Clearly, the results of the model we have built and the conclusions we derive
from it will depend crucially upon the assumptions we have made, so if we find
that some of the assumptions are not very sensible we may well be right to worry
about the usefulness and relevance of the model. This point is very important
more generally because business economics is a normative subject. This means
that we study business economics in order to work out how we should act when
we manage businesses of our own, or when we offer consulting advice to other
business managers. So, if we have based our understanding of how a market
works on a model of a market which has questionable relevance to a real world
market of interest then any action we take when we use this particular real world
market, or advice we offer to others when they use this real world market, is likely
to be badly flawed.

You should note that when you use a model to help you understand some
aspect of the real world you are said to be applying it, and it is highly unlikely
that a single model can be applied to all real world cases. For example, we are not
claiming that our simple model of the hot dog market can be applied to the mar-
ket for motorcycles in the UK, although it may provide us with a useful starting
point. In different applications you will almost certainly have to modify a basic
version of the model to make it more relevant to the specific case you are look-
ing at. Don’t worry — we’ll be giving you plenty of examples and practise at apply-
ing models as you work through the book.

Let’s examine the assumptions of the hot dog market model in turn to see if
they seem to be sensible. We will start with assumption (v) because it describes
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how the consumers in the model behave and then we will work through the
other assumptions in reverse order.

Assumption (v) states that consumers search their local area on a daily basis in
order to find out which of the hot dog vendors has the lowest price. The first
question we might ask here is why consumers are searching their local area. The
answer is to get hold of information so that they can make a decision. A possible
alternative to this assumption could be to state that consumers are simply given
this information. This would seem to be an unreasonable assumption to make in
the context of the hot dog market because it would mean we have to either add
another actor to our story (someone who spends their time giving out informa-
tion) or, alternatively, postulate that human beings have some kind of all-seeing
psychic connection to the vendors and, as a result, receive automatic updates
of their respective asking prices. So, the statement that consumers search for
suitable information seems to make sense. However, we have provided no
details about how these consumers make their searches. Do they walk to each
vendor in turn, take a bus, look up the information on a suitable website, ask
their friends, or phone the vendors? It does not really matter which of these
methods is used for the purposes of our example here because we are building
a model to examine the consequences of search behaviour, not the actual detail
of the search behaviour itself. It would only matter if we were building a model
to explore the implications of different kinds of consumer search behaviour. We
will be doing this in a later chapter, but here we can apply Ockham’s razor to
good effect.

The final point to note about assumption (v) is our statement that consumers
search their local area. We do not define the boundaries of this local area explicitly,
nor do we need to; the statement is there to indicate that consumers do not carry
out searches over a large area when they decide they would like a hot dog. For
example, if you were an office worker in the centre of London and were looking
for a lunchtime hot dog you would probably not devote too much time and
energy to your search activity and as a result would not search the whole of
London, nor would you make a 150-mile road trip to Manchester on the off
chance that the asking price for a hot dog may be lower there! The general idea
of locality is important because it defines the extent of consumers’ search areas
and this in turn helps us to identify the boundaries of markets. We will show you
later in the book how different types of goods and services have different sized
localities and how some of these can be global in scale.

Assumption (iv) states that trade takes place on a daily basis, with each vendor
choosing the current day’s asking price based upon information revealed from
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yesterday’s market experience. This assumption introduces us explicitly to the con-
cept of time in economic models. Taking account of the passage of time is impor-
tant, because when a hot dog vendor chooses a price his action will have effects in
the market that will lead to consequences for the vendor, the vendor’s rivals and
consumers. These consequences will only become apparent as time passes.

This means that when we examine markets it is important to ask how long it
will take for the consequences of specific actions to become apparent. In the
example here, we have arbitrarily decided that each vendor makes a decision on
a daily basis, but we might just as easily have decided to model the market for
hot dogs by assuming that each vendor makes a new pricing decision every hour.
For example, if a vendor sets a price and after one hour has sold no hot dogs then
this vendor may well decide to reduce the asking price at the end of this hour.
In other words, the vendor may respond to the signal he has received from the
market in a much shorter time period than the one we have used in our exam-
ple. The other vendors may act in a similar fashion. We have predicted above that
the process of competition will lead to stable prices by day 3, so what does this
new story, where vendors’ decisions are made hourly, lead us to conclude? Well,
the same process of price adjustment will hold true, only now the stable price of
£1.50 may be reached sooner because vendors are responding more frequently
to market signals.

By changing assumption (iv) we do not alter the final outcome of the model and
we do not change the basic story of vendors responding to signals from the mar-
ket. This means that for our current purpose, which you will recall is to explain
the basic elements of the market process, the units of time that define the vendors’
decision period can remain arbitrary and we can accept that assumption (iv) is
reasonable. So, when we look at a real world market does taking account of the
passage of time really matter? The answer to this question could only ever be ‘no’
if all we were interested in was the end result of the competitive market process
described here. But this is not all that we are interested in. Real world business
activity takes place in real time and it is important for us to understand that, for
various reasons, not all markets in the real world reach stable prices as quickly as
the hypothetical hot dog market we have been discussing here. This means that we
should always try to understand the timing of the events taking place in any mar-
ket, as well as understanding where the series of events is likely to take us. It is par-
ticularly important because the usual aim of people who run businesses is to make
as much profit as possible and the window of opportunity they have to do this in
may be only brief and occur before a situation of stable prices has come about. We
will return to this issue several times in the book.
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Assumption (iii) states that there are 14 potential consumers of hot dogs.
Assuming that only 14 potential consumers exist is, of course, a teacher’s tech-
nique to help make our job of explaining things to you as easy as possible. In the
real world if only 14 potential consumers existed for hot dogs it is highly unlikely
that anyone would bother to become a hot dog vendor! We could have stated that
14000 potential consumers of hot dogs existed in the local area with 1000 of these
sharing consumer A’s subjective value, another 1000 sharing B’s subjective value
and so on, but at the end of the day we would still tell the same story about how
prices converge to the stable level because the underlying principles of market
adjustment discussed above would still be the same. This is not to say that the
number of consumers in a market does not matter generally but, for our current
purpose, we have used Ockham’s razor to trim away superfluous complexity.

We have also applied Ockham’s razor judiciously to assumptions (ii) and (i) for
exactly the same reasons that we have applied it to assumption (iii). We could
modify assumption (ii), for example, by assuming that each vendor has a differ-
ent cost of production from its rivals, or we could have assumed that a vendor
who sells more than two hot dogs enjoys some cost savings on production of the
third and fourth hot dogs and above. Alternatively we could have assumed that
each firm produces a given number of hot dogs at the start of the day and any
that remain unsold have to be stored until the following day at some cost. We
could modify assumption (i), for example, by assuming there are more than four
vendors, or we could assume that new vendors enter the industry on day 2, or
that one vendor offers a higher quality hot dog than the others. All of these mod-
ified assumptions are reasonable, but once again for our purposes they add unnec-
essary complications to the model.

Where we might want to worry about the assumption that there are only four
hot dog suppliers is if questions get asked about whether we are making any fur-
ther assumptions that are not explicitly stated. For example, we have said noth-
ing about the possibility that the hot dog sellers might collude to try to push up
the market price, yet collusion might be argued to be more likely if there are only
a few suppliers who need to get together to work out a joint strategy and keep an
eye on each other to ensure it is followed. So perhaps we have been implicitly
assuming that collusion is illegal (as it normally is) and the hot dog vendors are
all law-abiding.

Other charges that we have been making implicit assumptions might also be
raised. If one vendor were wealthier than the others, she might have the resources
to drive the others out of the market by setting a price below £1.50. The others might
take a while to go (to know how long, we would need to introduce assumptions
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about their expectations regarding the duration of this vendor’s strategy, their wealth
and opportunity costs). Even so, such a predatory pricing strategy might be worth-
while if the subsequent increase in profits exceeded the value of wealth sacrificed
whilst selling hot dogs below their production cost. Perhaps we are implicitly assum-
ing that the four vendors have equal wealth, or that predatory pricing is illegal, as it
often is (cf. the battle between Virgin Atlantic and British Airways), or that ethical
concerns get in the way of such behaviour.

In this section we have discussed the model of our hypothetical hot dog mar-
ket in some detail and we have shown that competition between hot dog vendors
for the patronage of consumers leads to the emergence of a stable price.
Economists usually refer to this stable price as the equilibrium market price to
reflect the notion that once it has been reached it will not change unless the spec-
ification of the market changes in some way.

An equilibrium market price is obtained when the process of competition
between suppliers leads to a situation where nobody has an incentive to change
their current behaviour. As you saw, at a price of £1.50 none of the hot dog sup-
pliers has an incentive to cut prices any further because each hot dog costs them
£1.50 to produce. Likewise, none of the hot dog suppliers has an incentive to
increase their asking price above the equilibrium price because consumers will
not buy a hot dog from a more expensive supplier when alternative suppliers are
offering hot dogs for sale at lower asking prices.

We hope you will agree that the story we have told about price adjustment in
the hot dog market makes sense and does not seem excessively unrealistic. We
have populated the model with representative human actors who make decisions
on the basis of information they have gathered from their environment; con-
sumers actively search for information about asking prices among rival vendors,
while vendors choose asking prices as a result of previous sales figures. If you
were a consumer and you wanted to buy a good or service you would also have
to carry out some kind of search to discover prices being charged by rival sup-
pliers, and if you were a vendor you would be keen to learn how sales of your
product were affected by your asking price, so we can claim that our model cap-
tures important aspects of the behaviour of real consumers and real suppliers. It
is still a very basic model, but its specification has been sufficient to enable us to
tell a story about price movements.

You have now reached the stage where you can begin to apply the lessons you
have learned from the hypothetical model to real world markets. Applying eco-
nomic models is not a question of following a set of predetermined easy steps;
in fact, it is something of an art that requires you to exercise your judgement.
That said, the more often you do it the more skilled you will become and many
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of the lessons you will learn in the following section apply equally to applying
other models to which we will introduce you later in the book.

2.7 The art of applying a model

To help you learn how to apply economic models we will use a mini-case study. Table
2.2 lists some real world price data. The data are for a specific model of hand-held
global positioning system (GPS) — the Garmin GPS III+. These data were collected
from various UK-based Internet retail sites on Tuesday 14 January 2003 in an exer-
cise that took about ten minutes to complete. Additional information of note is that
the Garmin GPS III+ is a navigational aid that had been available for well over two
years at this date. It has been the subject of detailed consumer reports and has
always been favourably reviewed, which has helped it to become a very popular
product; it is now a well-established instrument with a variety of outdoor enthusi-
asts including hikers, mountaineers, mountain bikers, yachtspeople, paraglider
pilots, skiers, rally drivers and the like. A comprehensive list of monthly magazine
publications exists to offer advice and inform these leisure pursuits. A more
advanced GPS, the Garmin GPS V, has been introduced recently. This instrument
features a number of significant enhancements over the GPS I+ and its retail price
in early 2003 reflected this, being on average almost twice that of the GPS III+.
Our aim here is to see whether our economic model of the market helps us
explain the prices recorded in Table 2.2. This means we are required to tell a con-
vincing story about how retailers of the GPS III+ have arrived at their respective
asking prices. We can begin building our story by simply inspecting the data and

Table 2.2 Asking prices for a Garmin GPS III+, 14 January 2003

Supplier's web address Supplier's asking price
www.offroadstore.co.uk £290.23
WWW.gPSW.co.uk £292.54
www.havcity.co.uk £292.54
www.outdoorgear.co.uk £30595
www.askdirect.co.uk £314.00
www.mailspeedmarine.co.uk £334.00
www.southernmarine.co.uk £363.32
WWW.expansys.com £370.39
www.ultimatedesign.co.uk £390.00

www.harwoods-yacht-chandlers.co.uk £42995
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making a rather obvious, but nevertheless important, observation: the market for
the GPS III+ does not appear to have achieved an equilibrium price. Does this
mean that our understanding of how markets work that we developed earlier is
wrong and should be ignored? To help us address this question let’s review the
facts as we know them:

(i) Asking prices vary between a lowest price of £290.23 and a highest price of
£429.95. The lowest asking price is only two-thirds of the highest asking
price.

(i) The comparative price information collected in Table 2.2 can be obtained
quickly and easily by anybody who has access to the Internet.

(iii) The GPS III+ has been available for over two years so we might reasonably
assume that the market is well established. Furthermore the product has
been reviewed favourably in a multitude of leisure magazines.

(iv) A superior model, the GPS V, has been introduced recently.

Clearly, we are going to have to take account of these facts if we are to construct
a believable story — that is, an explanation in which we can have confidence. One
interpretation of fact (i), the large difference in asking prices for the GPS III+, is
that consumers are failing to provide a competitive environment for suppliers,
due to factors such as the following:

+ Buyers are not behaving sensibly.
¢ Buyers are simply too lazy to search for a short time on the Internet.

+ Buyers do not have personal access to the Internet and do not believe it to be
worthwhile to use publicly-available Internet access.

+ Buyers do not search via the Internet because they do not have the computer
skills required.

If many consumers were, for such reasons, poorly informed about where the best
deals were to be had, some suppliers might decide that it is worth trying to charge
prices well in excess of the ex-factory price that they pay Garmin for stocks of the
GPS III+. Such suppliers might judge that the excess profits obtained on those
sales that were thereby achieved could be greater than the profits foregone by not
selling to those consumers who were well informed. From this standpoint, the
model does not look like one we should apply to this market.

A mainstream economist might nonetheless attempt to dispute such an inter-
pretation of the failure of a single price to emerge for the GPS III+ on the basis
that information about relative prices is quite straightforward to obtain. Those
who do not have access to the Internet might well have friends that do, and may
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well have an idea of what prices to expect from seeing advertisements and
reviews in consumer magazines — after all, fact (iii) suggests that consumers are
very well informed about the features and capabilities of the GPS III+ because
leisure activities are strongly supported by magazine publications that exist pri-
marily to inform leisure activity enthusiasts about all aspects of their chosen pur-
suit, including performance assessments of salient gadgets.

If such a defence were in order, perhaps fact (iv) holds the key to our mystery.
A new model of GPS has been launched recently and it is better in several
respects to the GPS III+ albeit for a greater price. We can look at this fact from
each of the two sides of the market.

On the demand side, a mainstream economist might reason that if consumers
of GPS gadgets are on the whole a well-informed bunch, it is reasonable to pro-
pose that when a new, improved version of a gadget becomes available they
would rather purchase this than the older model if the better specification seems
worth the extra outlay. On the supply side, retailers will notice sales of GPS I+
falling off, so we might expect to see them reduce their asking prices in the hope
that the now reduced priced older gadget still passes the value-for-money test for
a significant number of consumers.

Now, if this story is true it might mean that the market for the GPS III+ was
not in equilibrium when the prices listed in Table 2.2 were recorded. The price
differentials between the listed retailers may therefore simply reflect that some
have responded to the introduction of the GPS V more quickly than others and
in the fullness of time the laggards (i.e. the higher priced retailers) may well
bring their prices into line with the lower priced retailers. The latter are likely to
do this if they find that they are holding unsold stocks of the GPS III+ for longer
than they were expecting. From the standpoint of the model, the market for the
GPS 111+ would be predicted to be in equilibrium prior to the introduction of the
GPS V. This is something we could test if we could obtain pricing data for
several dates prior to the introduction of the GPS V, to see if there was a corre-
sponding greater equality in prices between the retailers than that displayed in
Table 2.2. The model would also lead us to expect that, after the new gadget has
been on sale for a while, the prices asked for it by retailers should not display the
kind of dispersion evident in Table 2.2. If significant price differentials are
revealed we may have a more complicated story on our hands than we originally
might have expected.

What actually happens in the latter case is revealed in Table 2.3, compiled by
a search on 10 May 2004. Two sites did not list the Garmin GPS V, but the results
for the rest are very interesting and not particularly good news for the main-
stream model.
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Table 2.3 Asking prices for a Garmin GPS V Deluxe, 10 May 2004

Supplier's web address Supplier’s asking price and ratio of its GPS V price
to its GPS III+ price

www.offroadstore.co.uk £399.00 1.38

WWW.gPSW.co.uk £36195 1.24

www.havcity.co.uk £35995 1.23

www.outdoorgear.co.uk £44295 145

www.askdirect.co.uk £299 ('reduced from £409') 095 (pre-reduction: 1.30)

www.mailspeedmarine.co.uk Product not listed

www.southernmarine.co.uk £433.60 1.19

WWW.expansys.com £36045 097

www.ultimatedesign.co.uk Product not listed

www.harwoods-yacht-chandlers.co.uk £53995 1.25

Although no single pattern is evident, two features at least stand out when we
compare Tables 2.2 and 2.3. One is that Harwoods Yacht Chandlers, the last firm
listed, is the most expensive in both cases: 48 per cent more for the GPS 11+ and
80 per cent more for the GPS V Deluxe compared with the cheapest quotations.
It is interesting also to note that if the ASK Direct price had not been drastically
marked down, the Harwoods price is 50 per cent higher than the most common
price (i.e. roughly £360) — almost exactly the same margin more than on the
most common price of the older product. The second thing that stands out is
that four of the suppliers (of which Harwoods is one) have ratios of around
1.20-1.25 between their GPS Vand GPS III+ prices. One possible interpretation
of this is that these suppliers are using some kind of simple mark-up rule for
pricing these products: it could well be that the price they were paying Garmin
in May 2004 for the GPS V is about 20-25 per cent more than they paid for the
GPS III+ in January 2003, and the reason their prices are different is that they
each use a different mark-up rule. It appears that The Offroad Store, the firm
that was previously the cheapest, is now experimenting with a higher price,
whereas Expansys is being less ambitious than before and is charging a price
that matches the most commonly quoted price almost exactly. The ASK Direct
price, once about 10 per cent above the most popular price, has been cut drasti-
cally to make it the best deal, but this might be more in the nature of a ‘special
offer’ than something that the firm expects to maintain. Overall, the messages
are mixed: perhaps we should infer that if the market worked as in our model
equilibrium prices of the GPS III+ and GPS V Deluxe would be £290 and £360,
respectively, and there are two suppliers that consistently charge prices that are
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higher by similar amounts. Instead of using the mainstream model in this con-
text, perhaps we would be wiser to apply the heterodox perspective. The latter
both questions how well informed the consumer will be and suggests that prices
are often set with the aid of simple mark-up rules (see Chapter 7). It might be a
better framework for interpreting what is going on in this market, as least in
respect of some of the firms.

2.8 The mainstream view of economic systems

Mainstream economists work at two levels of analysis when theorizing about how
economies work: at the level of the market (partial equilibrium analysis) and at the
level of the economy as a whole (general equilibrium analysis). Our mainstream-style
model of the hot dog market is an example of partial equilibrium analysis. Though
simplified, the story we told was rather more complicated than the basic vision of
how markets work that underlies mainstream economics. This vision can be encap-
sulated in a supply and demand diagram such as Figure 2.3.

It is important to be completely clear about what the supply and demand
curves on such diagrams represent.

A supply curve shows how much of the product in question suppliers will be
prepared to offer for sale if they expect to be able to get particular prices for
it in the product’s market.

The supply curve in Figure 2.3 is assumed to be upward sloping on the basis that
if more is to be produced, a better deal will have to be offered to lure additional
resources away from other uses. This may not be a good assumption if there is

Figure 2.3 Convergence to equilibrium in a market
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unemployment or firms are working with spare capacity. A supply curve’s posi-
tion is fixed so long as ceteris paribus (other things being equal) holds —i.e. as long
as nothing but the price of the product in question can be changed. If any other
factor affecting supply changes, then a supply curve may shift to the left or the
right. For example, adverse climatic conditions may cause a decline in output of
a crop used as an input in production, thereby shifting the supply curve to the left.
Conversely, improvements in technological knowledge may make it possible to
produce the product more cheaply, thereby shifting the supply curve to the right.

A demand curve shows the relationship between the price of the product in
question and the number of units that can be sold in the period in question.

The demand curve in Figure 2.3 is drawn sloping downwards to the right on the
presumption that in order to get people to buy more of the product, a better deal
will have to be offered. As with the supply curve, it is drawn assuming ceteris
paribus, other things being equal. A rise in consumer incomes could cause the
curve to shift to the right (if the product is a luxury), whereas a fall in price of
rival products or adverse news about the product could cause a leftward shift in
the demand curve.

At price P* and quantity Q*, where the supply curve and the demand curve
intersect, the amount that customers are prepared to buy and the amount that
suppliers are willing to offer for sale are equal. If this is the actual price and
quantity, then co-ordination has been achieved and the market is in equilibrium,
since neither the buyers nor the sellers have an incentive to change what they are
doing. Central to the mainstream perspective is a belief that, if a market is not
initially in equilibrium, the way that people respond to losses or above-normal
profits caused by a co-ordination failure will sooner or later cause the market to
converge to the equilibrium point.

For example, suppose that suppliers have expected a price of P" rather than P*
and hence have tried to sell Q" rather than Q* units in the period in question. To
dispose of Q' units, the price will have to be lowered to P", which means that
much of the supply will have been offered at a loss. (Precisely how much revenue
the firms get will depend on whether, during the period in question, they grad-
ually lower the price or drop it suddenly early on after realizing how slowly their
stocks were moving.) Next period, in an attempt to avoid repeating these losses,
suppliers will expect a lower price than P*, say P~, and will therefore offer rather
less, moving down the supply curve to Q™. If so, they are still producing more
than the equilibrium quantity. The price will have to fall to P** for all the output
to be sold. The continuing loss is an incentive to cut output further and eventu-
ally they will stumble upon the P*, Q* combination, rather as if they had been
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guided there by some kind of ‘invisible hand’. Conversely, if initially too little is
supplied, the fat profits that ensue will provide an incentive to expand produc-
tion somewhat and again the market will move towards equilibrium — where the
price that the marginal buyer (the least-willing buyer) is prepared to pay is the
same as the price required to make suppliers willing to offer that extra unit of
output. In short, although there may be problems of information and knowledge
that result in temporary co-ordination failures in a market, profits and losses
provide incentives to adjust production and correct errors in choices of output.
Markets, it would appear, tend towards stable equilibrium positions.

A general equilibrium perspective takes into account the interconnections
between markets and dispenses with the ‘all other things being equal’ assump-
tion in respect of relative prices and incomes. In its most basic form it simply
takes the following three things as fixed for the time period under consideration:

+ The set of technological possibilities limiting the relationship between possible
combinations of inputs and outputs.

+ Consumer tastes and information about how products relate to those tastes.

+ The physical and financial assets and individual capabilities that market par-
ticipants have at the start of the period.

Given these three kinds of data, and assuming that tastes and technology imply
downward-sloping demand curves and upward-sloping supply curves, then a set
of equilibrium price/quantity pairings may exist that would ensure simultaneous
equilibrium in all markets for outputs and for supplies of inputs, including
labour services.

The task of finding a state of general equilibrium is much more demanding
for the price mechanism than is the attainment of equilibrium in a single mar-
ket. Suppose there has been under-supply and big profits in one market. If
resources are moved into that market they might come from markets that were
previously in equilibrium but not able to offer the abnormally high returns of the
market into which they are being moved. Meanwhile, those who, say, earn over-
time payments for producing more of the product whose supply is being expanded
may then spend their extra income on luxury products and cease demanding
goods of lower quality, thereby disturbing equilibrium situations in the latter mar-
kets. Adjustments in the latter might disturb yet other markets and so on. The
common presumption is that the responses to changing relative prices, profits
and losses in the economic system will eventually sort it all out, even though the
most sophisticated of general equilibrium researchers have been careful to point
out that this can only be assumed under very restrictive conditions.
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Now, if everyday experience suggests that the economy operates typically in a
reasonably orderly manner, one thing that it might seem logical to assume is that
the economic system is organized in something approaching a modular form,
such that adjustments and imbalances in one market have ripple effects for only
a select set of other markets. Mainstream economists take a different logic, how-
ever, one that reflects a vision of markets and the price mechanism as a giant
machine crunching out solutions to a huge set of simultaneous supply and
demand equations. When they think formally about how the ‘forces of supply
and demand’ work in the economy as a whole they do so by characterizing the
economic system as if it is what physicists and mathematicians call a ‘field’.

A field is a system in which everything is connected to everything else.

In this setting, the idea of a ‘field” is exactly the same as a gravitational field in
astronomy. If adjustments take place in a number of markets in a particular per-
iod, the theory proceeds as if every pair of markets is directly linked, rather than
coming about via a particular set of ripple effects going from market A to mar-
ket B to market C and so on. So, just as distant Pluto might exert a small but
direct pull on Earth, and vice versa, with both planets also interacting directly
with the orbit of Jupiter, etc., so a mainstream economist is prepared to imagine
prices and quantities of, say, yak milk in Tibet as being affected by, and affecting,
to some degree the prices and quantities of hang-gliders sold in Wales, hand-
guns sold in Texas and so on.

To tell a coherent story of how the ‘everything affects everything else’ force-field
view might operate in the world of business, it seems necessary to assume that:

+ any buyer is free to interact with any seller;

+ even if in reality different types of goods are not seen as direct substitutes in
a physical sense (would you use a tube of toothpaste as a substitute for a tube
of moisturiser, or vice versa?), in practice all goods are indeed substitutes in
an economics sense (a rise in the price of moisturisers may lead a consumer
to economize on spending elsewhere to keep using it, which may include
switching to a cheaper brand of toothpaste; or consumers might cut con-
sumption of moisturiser and spend more elsewhere, including spending
more on toothpaste);

+ markets are very easy for producers to enter and exit;

+ buyers and sellers can very easily obtain information about what is available,
its location, price and quality;

+ buyers and sellers have no compunction about switching to other sellers and
buyers if they perceive a better deal.
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This might seem an unrealistic set of requirements at first glance but for the
past two decades policymakers following the advice of mainstream pro-market
economists have been changing the rules of the economic game to make the real
economy much more like this theoretical ideal.

The deregulation of markets and removal of barriers to trade between coun-
tries, coupled with the rise of the Internet, have greatly increased awareness in
business that competition can come from anywhere on the planet. Consumers
can bypass traditional sources of supply and distribution systems and obtain
products more cheaply by using their credit cards to make email orders from dis-
tant lands. Global financial markets never close and events in a relatively small
economy such as Thailand may generate repercussions in much larger
economies all around the world, as happened in the Asian economic crisis of
1997. Workers may be internationally mobile, but jobs in developed nations can
suddenly evaporate as production is switched to emerging low-wage economies.

While this globalization of markets may seem very much a contemporary phe-
nomenon, it can be seen as a return to what was happening between about 1870
and 1914, before the rise of interventionist government policies and protection-
ist approaches to trade in the face of high unemployment. During that period,
the invention of the telegraph and telephone linked together markets all around
the world, and millions of people migrated freely. And it was in precisely this
period that the core ideas of mainstream economics were developed. Even in the
era of trade barriers and market regulation, some parts of the world economy
continued to operate in terms of a global free-for-all, with very strong competi-
tive pressures. Tramp steamers, for example, could be readily purchased second-
hand, were inherently mobile and capable of being registered under flags of con-
venience and, if the potential profits were attractive, could sail between any pair
of ports where cargos were to be found.

29 The heterodox view of economic systems and
co-ordination

Challenges to the mainstream view of economic systems come from many dif-
ferent schools of economic thought, but they implicitly share a common central
theme, namely, that if we are to make sense of how the economy works we need
to focus on patterns of connections between elements of the economy seen as a
complex system.

A complex system is a system in which the network of connections between
its component parts is incomplete.
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A field A complex system

Figure 2.4 A field and a complex system

From this standpoint, the ‘field’ view of an economy is not really portraying it as
a system, since if everything is connected to everything else the whole has no
structure. The heterodox viewpoint is much more like chemistry than the
Newtonian physics that mainstream economists seek to emulate. Chemists are
essentially interested in molecular and crystalline structures — note, for example,
how graphite and diamonds are both made of carbon but differ in the way the
carbon atoms are organized and hence have very different properties — and in
how certain kinds of elements react with each other. Likewise, the heterodox
economist believes that structures matter for determining how well markets
operate and how firms and consumers survive, grow and evolve. Figure 2.4 con-
trasts field and complex systems in graphical terms.

Heterodox economists apply the complex systems idea at a variety of levels.
The economy as a whole can be seen as a complex system of partially intercon-
nected elements. These elements are themselves complex systems, made up of
complex systems:

+ Firms and networks of related firms (as we emphasize in Chapters 9 and 10).

+ Consumers with both lifestyles of interlocking consumption activities and
networks of social relationships with other consumers.

¢ Products that involve multiple technologies or ingredients that have to be
assembled in particular ways for the products to function properly.

Heterodox economists think in terms of a very different set of ideas that account
for, or are a consequence of, this partial connectivity:

+ Problems of knowledge — and costs of marketing — limit the set of parties with
whom any buyer or seller might try to deal.

¢ People are not always willing to make trade-offs even in the event of large
changes in relative prices. In some parts of their lives, rather as in university
degree regulations, they may impose structures involving priorities or



2.9 THE HETERODOX VIEW OF ECONOMIC SYSTEMS AND CO-ORDINATION 49

prerequisites. In other words, whether or not something ‘fits’ may be the cru-
cial requirement, and a poor fit may not be compensated for by being offered
more in some other respect, such as a cheaper price.

+ Alack of knowledge/specific capabilities may make markets difficult to enter;
knowledge problems may make markets difficult to exit, too, by making
assets hard to dispose of for anything like their initial prices.

+ Difficulties in obtaining information in markets may lead to brand loyalty and
brand equity — buyers do not set out to fill in all the gaps in their knowledge and
instead stick with particular familiar brands even if these have premium prices.

+ Since buyers and sellers both benefit from getting to know each other, trade is
often based on stable relationships.

+ It may be unwise to focus on individual product markets as buyers may be
thinking of where they can get the best value in terms of an entire bundle of
related products. (This might help to account for some of the dispersion we
saw in the pricing of GPS products. The retailers of these systems were sell-
ing different mixes of products for different parts of the outdoor leisure mar-
ket and hence might not all see themselves as rivals. Neither might the
consumers categorize yacht chandlers as competing with off-road accessory
suppliers. Hence they might not bother to compare their prices, even though
both sell GPS products.)

+ History matters. Economic processes are path dependent: the set of possibili-
ties open to decision makers today, and the perceived pros and cons associ-
ated with each of them, is shaped by previous decisions that lock the economy
into particular ways of doing things (for example, Microsoft Windows com-
puter operating systems and VHS video systems).

+ Economic systems may evolve at times in a discontinuous manner, whilst at
other times changing slowly as if moving down a well-defined pathway.

+ The structure of connections may affect the ability of the system to adapt to
change and its resilience when subjected to shocks that disrupt particular
connections.

¢ It may be counter-productive to make the system more like the mainstream
economist’s ideal.

Heterodox economists thus tend to highlight rather different features of the real
world economy than those emphasized by mainstream writers. For example, if
thinking about the shipping industry a heterodox economist would tend to
emphasize not the tramp steamer part of it but, rather, that: (a) certain nations
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(such as Greece and Norway) have a disproportionate representation in terms of
ship ownership; (b) shipping companies tend to operate fleets of vessels; (c)
cargo transportation is nowadays based around a technology standard, namely,
the container system; (d) after reliable steam power was applied to ships in place
of wind-dependent sails, regular timetabled ‘liner’ routes emerged, linking par-
ticular pairs of ports; and so on. Moreover, whilst they do not dispute the facts
suggesting trends towards globalization of markets and the increasingly inter-
connected nature of modern financial systems in different countries, heterodox
economists see an ongoing role for networks of partial connections in the mod-
ern economy:

¢ There is still a place for physical financial centres in a world of virtual finan-
cial markets, since mixing with people face-to-face enables better access to
hints of possible deals of significance, and enables those engaged in deal
making to pick up nuances regarding the quality of information disclosure
and bargaining strategies of their trading partners.

+ The wider the range of financial possibilities that are open to us, the more we
may need to build up relationships with investment advisors who understand
our needs and whom we can trust.

+ Despite the power of Internet search engines for uncovering what is available
and exposing any differences in price and quality of rival suppliers’ offerings,
the sheer range of businesses with whom we might deal is potentially over-
whelming and we cope by bookmarking trusted websites and navigating the
World Wide Web via specific linkages between websites.

More generally, the heterodox way of approaching economics looks at factors
other than adjustments of relative prices as means of achieving economic co-
ordination. The mainstream picture concentrates essentially on error correction,
ignoring how the structure of the economic system might limit co-ordination
failures in the first place. For this reason, heterodox economists do not rule out
the possibility that in some contexts markets may be inferior to systems based
on planning. The pursuit curve story illustrated in Figure 2.5 is a thought-
provoking parable on this theme, from Maurice Dobb (1967), one of the great
socialist economists of the last century.

In Dobb’s tale, a dog sees its owner cycling in the distance and starts running
towards him, not realizing that he is going in a different direction. After a while
the dog notices that she is no longer on course for her owner and changes track.
The trouble is, her owner still has not seen her and keeps going. More time passes
and the dog once again realizes she is no longer on track. And so the process is
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Figure 2.5 The pursuit curve: error correction versus planning

repeated. If only the dog were able to assess her master’s speed and direction of
movement properly, she could take the bold step of calculating the best path to
take to get to where he will get to if she takes the quickest path to meet him (as
shown by the long, straight, dashed arrow). It should be noted that Dobb warns
that the parable should not be taken too far: planners may actually want to take
the economy in a different direction rather than to where the price mechanism
might eventually take it.

Dogmatic opposition from mainstream economists means that economic
planning is out of fashion at the level of the economy as a whole in many coun-
tries. These economists often fail to recognize that planning is actually the
means by which much resource allocation is done, in conjunction with face-to-
face co-operation, within businesses as they compete in markets. At the inter-
firm level, too, there is a substantial element of informal planning of various
kinds, such as the use of co-operative relationships, interlocking company direc-
torships and hierarchical relationships between major contractors and subcon-
tractors to ensure that projects get completed without major cost overruns.
Competitive price tenders may determine which firms win particular supply
contracts, but prior relationships will count if several contractors are otherwise
equally attractive. The voice mechanism may then play a major role in the imple-
mentation process for dealing with surprises and filling in details not fully spelt
out at the time the deals were done.

In later chapters of this book we will explore these essential features of the
business world in some detail. For the present, we will end our analysis of mar-
kets by presenting a heterodox view of the nature of markets as devices that make
transactions easier to do in a world of problems of information and knowledge.
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2.10 Markets as institutional structures

Mainstream economics has surprisingly little to say about the nature of markets,
despite many of its proponents being very willing to describe themselves as ‘pro-
market’. Insofar as they go beyond seeing individual markets as trading arenas,
it appears that they see a market system essentially as a legal arrangement in
which individuals and privately owned businesses are free to do deals with each
other if they can arrive at mutually beneficial prices.

In terms of heterodox economics, giving people the right to trade as they
please does not guarantee that the economy will work very effectively — the expe-
rience of many post-communist nations provides a cautionary lesson in this
respect. A free-enterprise system has a much better chance of avoiding co-
ordination failures and wasted opportunities for mutual benefit if its markets
have evolved to be markets in the following sense:

A market is defined in heterodox economics as a system of social institu-
tions that help buyers and sellers reduce transaction costs.

A market of this kind reduces transaction costs in the sense that it enables buyers
and sellers to:

+ find each other easily and make price comparisons;

+ judge effectively whether trade is likely to be mutually beneficial in terms of
product quality, safety and standards of service;

¢ co-ordinate the fit between products (via standard sizes, measurement sys-
tems, physical interfaces, etc.);

+ obtain redress in the event that a deal results in an unsatisfactory outcome,
such as a dispute between the buyer and seller over what has been delivered,
the failure of the buyers to make payment, or the failure of the good or service
to be delivered in whole or part due to the financial collapse of the supplier.

Institutions are features of everyday life that have been around for
some time and are widely known and taken for granted in social inter-
action; more formally, they are systems of embedded social rules.

Market institutions include:

+ Trade associations, that, for example, co-ordinate standards of service offered
by members and monitor them, or operate insurance funds to guard against
customers suffering losses in the event of a member going out of business
(as with an association of travel agents).

+ Yellow Pages and other business directories.
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+ Tendencies of suppliers to stay in the same line of business for long periods
and to try to make a name for themselves there.

+ Conventions used in setting prices, such as holding prices steady in the face of
fluctuating demand (except for well-known ‘sale’ periods, such as the New Year).

+ Districts or particular roads known for groupings of particular kinds of firms,
such as Silicon Valley, Hollywood, Madison Avenue, Broadway, the City of
London, Fleet Street or Soho. These are known in the modern literature as
‘Marshallian business districts’ after Alfred Marshall, who drew attention to
them over a century ago.

¢ Trade fairs, business conferences/conventions and exhibitions that enable
rival suppliers and would-be customers to mingle with each other and gather
intelligence about where the market may be heading.

¢ Trade press and other regular, well-known advertising forums.

+ Websites that provide information on product reliability, specifications and
prices (e.g. www.jdpower.com or www.redbook.com.au).

+ Experienced consumers, known for their expertise and willingness to share it.

¢ Voluntary codes of practice under which suppliers are widely known to
be operating.

¢ Product standards for size, physical connections and functional compatibility
(for example, imperial/metric doors and tools, 240 volt/50hz power supplies,
ISO 9000, BSI Woolmark, DIN and Phono cables).

+ Statutory requirements, such as product safety and environmental protection
legislation, or requirements that suppliers should be licensed and subject to
periodic monitoring by a regulatory authority.

¢ The presence of anti-monopoly bodies (such as the Competition Commission
in the UK) and consumer watchdog groups (such as the Consumers’
Association) and their reputations (or lack of them) for stepping in when
customer interests are threatened by suppliers’ policies.

+ Laws and legal institutions, including bodies such as small claims courts.

A moment’s reflection on the process of buying or selling a used car, having an
evening out or getting a plumber to fix a burst pipe should indicate how much
we may miss the point about how the economy works if we focus too much on
changes in relative prices and ignore the vital role such institutions play in
enabling transactions to be organized with little fuss. Statutory intervention
is not always an important part of a market, for firms that aim to be long-term
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suppliers may recognize that it makes sense to set up trade associations and
assign them powers of accreditation and exclusion from membership, for this
will enable customers to choose suppliers with more confidence. Paradoxically,
the need for state regulation is often just as great when markets fit the main-
stream ideal of being very easy to enter, as it is when markets are dominated by
just a handful of suppliers and entry by others is difficult. There is a simple rea-
son why unregulated easy-entry markets may be dangerous for customers: too
many firms may try to operate in them, which makes it very hard for them to
make any money and leads some to take devious steps to cut costs.

It is important to understand that not all exchanges take place in markets. For
example, if you sell an old computer to your neighbour as a result of a chance
conversation over the garden fence, this is a one-off case of bilateral exchange; it
is quite different from selling it at a widely known venue for ‘car boot sales’ or
after placing a small advertisement in the local paper’s ‘computers’ section. You
might also engage in relational exchange with your neighbour, such as minding
each other’s homes when one of you is away on holiday; once again, no market
is involved. It might also be tempting to say that unique commodities cannot be
the subjects of market exchange. However, we make sense of the world by
pigeon-holing things in terms of their likenesses and differences with other
things; hence even a unique product may be capable of appraisal by a known
expert in the area into which it seems to fit and be advertised in the regular
media used in that area, even if it only changes hands very occasionally.

2.11 The firm as an answer to market failure

Although markets of the kind just described make it much easier for buyers and sell-
ers to do mutually beneficial deals, compared with how things would be in a world
without them, they are not always the best means for changing the allocation of
resources. They reduce transaction costs but they do not eliminate them altogether,
leaving plenty of scope for certain kinds of market-based changes in resource allo-
cation to work out badly or be impossible to arrange at all. Economists owe their
awareness of the costs of using markets to Ronald Coase, winner of the 1991 Nobel
Prize in economics. In 1937, very early in his academic career, Coase wrote a classic
article that used the presence of such costs to help explain why firms exist. Coase’s
analysis centred on the possibility that what we call voice and planning mechanisms
inside firms might be a cheaper means than markets and the price mechanism for
allocating resources. His article is really about what limits the size of a firm that
already exists and thereby stops more and more things that might be the subject of
market transactions from being conducted on the basis of directives inside firms.
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However, his basic insight that problems with markets provide a rationale for firms
seems to offer a good way to answer the question that we posed at the start of this
chapter, namely, why do people bother to set up firms as a means of making money?

For many who decide to start a business as an alternative to being employed by
someone else, the reason may not be a vision that they will make a fortune through
a unique entrepreneurial insight. Rather, it may be simply that, as far as they are
concerned, the labour market is failing them. Becoming one’s own boss is a way
of avoiding or escaping from:

¢ long-term unemployment due to one’s skills no longer being in demand;

+ having repeatedly to find a new job at the end of a temporary contract or
because employers keep cutting back on staff;

+ having to fit in with the working hours demanded by employers, which may
be incompatible with, say, family commitments;

+ feelings of alienation that come from being bossed around or being a tiny cog
in a giant machine, with little control over one’s pace of work;

+ missing out on the tax and financial advantages of running a business rather
than being an employee, including scope for illegal tax evasion by accepting
payment from customers in cash, or access to preferential leasing deals on
cars and scope for claiming expenses against income tax.

Many of those who start businesses for these kinds of reasons may lack
entrepreneurial abilities in terms of seeing scope for a new business. If so, it is
still possible for them to get started by buying a business idea from someone else
in ready-to-go form. This is the essence of owning a franchise, which is how, for
example, many McDonald’s outlets come into existence.

Although, as the McDonald’s franchise example indicates, it is possible to
develop a business idea and sell it to others, people with ideas for business ven-
tures often conclude that the only way to get them up and running is to do it
themselves by starting a firm. A person with what seems a potentially lucrative
idea may run into the following problems in the market for ideas if they try to
get someone else to put it into practice:

+ Their current employers do not share their vision and will not put it into prac-
tice even if they are not demanding a slice of the returns that it generates.

¢ They believe the idea is worth far more to their current employers than any
extra remuneration that they would receive as a consequence of suggesting it.

+ They are wary of trying to sell it to someone else or to an existing business
because of the risk of not being able to capture the value of what is, at the
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moment, this person’s own intellectual property. The market for ideas has a
basic problem, raised by Nobel Prize-winning economist Kenneth Arrow and
known as the Arrow Paradox:

The Arrow Paradox states that for someone to know whether an idea is
worth paying for, the seller must give them information about it, but
once the information has been provided for inspection, they have got
access to it without having to pay for it and as a result they may be able
go and use it ‘for free’.

This is the problem that retailers of consumer magazines face: if we browse at
length in a magazine store, we can get the specific information we are looking
for and then leave the store without buying the magazine; yet if magazines are
displayed in sealed wrapping, how can we know whether the magazine will be
worth buying? A person who has a potentially lucrative idea can try to protect
it via the patent system or by doing whatever is required by copyright law to
claim ownership of it prior to presenting it to companies that might be inter-
ested in buying it. However, even this may not be enough protection, for the
firms they approach may be able to design a variation on it that does not
breach their patent or copyright after turning the proposal down. Such firms
may even be able to get their near-pirate version into production before the
original. (As you will see in Section 5.2, precisely these issues arose early in
the story of the Dyson Dual Cyclone vacuum cleaner.)

¢ They may be unable to find a buyer for their idea. Those whom they approach
may be genuinely pessimistic about the likely volume of demand or the scale
of development costs required to turn the concept into a production-ready
reality.

¢ Quite apart from the financial side, they may simply be interested in seeing
their idea turned into a production reality and fear that this will not happen if
the only parties interested in buying it have an interest in suppressing it
because it threatens to render their existing investments obsolete. Of course,
devious behaviour by such a purchaser could also have major financial impli-
cations: if they sold the firm a licence to use their idea with a per-unit royalty
payment on sales of the product embodying it, they might simply receive a
lump sum and no subsequent royalty earnings. At the very least, they would
be wise to devise a licensing deal of finite duration or one with clauses under
which it would expire if not put into operation within a particular period.
Such complexities in the deal could entail major legal bills with still no guar-
antee that production will ever occur.
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¢ If the idea is not completely spelt out in a contract by which it is sold (for
example, due to problems of tacit knowledge), there is a risk that the party to
whom it might be sold will not implement it in the manner that they envis-
age. This could happen due to opportunism by the purchaser or simply
because, despite the ‘best will in the world’, the purchaser of the idea doesn’t
quite ‘get’ it. Once again, if the person with the idea values being able to see it
implemented for its own sake and not in, say, a ‘dumbed down/Hollywood’
version, this may be a major stumbling block. Implementation in an edited
form might also be bad for financial returns if these are based on royalty
payments and sales suffer due to the production version not matching the
person’s original vision. Those who sell their ideas purely in the hope of
making money from them need to be confident that those to whom they
entrust scope for making changes to improve earnings know the product’s
market better than they do.

Those who start their own businesses may avoid such problems but, as you will
now be recognizing, everything has its cost and they may find they have jumped
out of the frying pan and into the fire, facing a host of other problems that need
answers. In the chapters that follow we first explore the nature of entrepreneur-
ship and then examine the questions that an entrepreneur will need to address
in trying to create an enduring business.

2.12 Summary

In this chapter we have attempted to give a flavour of how mainstream and
heterodox economists think about markets and the nature of economic sys-
tems in which decision makers participate as buyers and sellers in order to
reap benefits from specializing rather than trying to be self-sufficient. We
pointed out that the use of managerial hierarchies inside firms as a means of
allocating resources is an alternative to letting market prices reconcile the
different demand and supply offers of buyers and sellers and we emphasized
the information problems that market participants often face. In the main-
stream view, these problems are not emphasized because of presumptions
about the error-correcting capabilities of the price mechanism — the way that
people will change what they buy or sell as relative prices and profit oppor-
tunities change. In the heterodox view, these problems are often made less
acute by the evolution of market institutions. Even so, as we emphasized in
Chapter 1, problems of information and knowledge still overshadow many
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2.12 Summary (continued)

economic decisions, making the action of choosing very much a heroic leap
in the dark in some contexts. Sometimes, to get around difficulties they have
experienced in making acceptable deals in markets for labour and for ideas,
people start their own businesses.

2.13 Some questions to consider

1. Examine the problems that unregulated market forces might have in co-
ordinating supply and demand in a rapidly growing tourist centre. How
might the local government authorities seek to reduce these difficulties?
What kinds of market institutions might evolve to reduce them?

2. How would you explain the fact that, in many countries, the taxi market
(@) is dominated by fleets of branded cabs rather than independent
owner-operator cabs, and (b) is often subject to government regulation?

3. Why are international, multi-branch/franchised restaurants dominant in
the supply of hamburgers and pizzas, whereas Chinese restaurants tend
to be one-off and owner-operated?

4. Introduction agencies serve a similar role to banks and real estate agents
in the sense that they are market intermediaries that bring together
people who have got something to offer with other people who want
something. Yet whereas banking and real estate are dominated by multi-
branch, nationally known business organizations, introduction agencies
remain small-scale and unfamiliar to the general public. How would you
explain this contrast? Do you think the rise of the Internet will cause the
situation to change?

5. Why do prices of agricultural and mineral products tend to be less stable
than the prices of manufactured products?

6. Examine the potential for supply and demand mismatches in the market
for tertiary education services in both the short run and the long run, and
the consequences of such mismatches for the broader community. As
you answer, keep in mind that such mismatches can be in terms of the
quality of education services and not just their quantity, so be sure to con-
sider how education markets develop to handle the quality issue.
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2.14 Recommended additional reading sources

If you wish to read more about how economists build models and argue about
the worth of these models as contributions to knowledge, see Mark Blaug (1980)
The Methodology of Economics: Or How Economists Explain (1st edn), Cambridge,
Cambridge University Press. For a more controversial and engaging perspective,
see the best-seller by heterodox economic model builder Paul Ormerod (1994)
The Death of Economics, London, Faber & Faber (especially part I). For an excel-
lent set of key readings, see Bruce Caldwell (ed.) (1984) Appraisal and Criticism
in Economics, London, Allen & Unwin; however, if you have never read on the
philosophy of science before, then it would be wise to begin with a short book by
John Pheby (1988) Methodology and Economics: A Critical Introduction, London,
Macmillan.

Albert Hirschman (1970) Exit, Voice and Loyalty: Responses to Decline in Firms,
Organizations and States, New York, Norton. This short book explores adjust-
ment problems in economic systems and highlights the importance of com-
plaints (‘voice’) as feedback for improving resource allocation decisions, com-
pared with the economist’s usual focus on dissatisfied buyers simply taking their
business elsewhere (‘exit’). Hirschman also emphasizes how customer loyalty
provides firms with some slack, enabling them to stay in business whilst trying
to restore their relative competitive standing.

Karl Sabbagh (1989) Skyscraper: The Making of a Building, London,
Macmillan/Channel 4. This book is based on a television documentary series
about the construction of Worldwide Plaza in New York and provides an excel-
lent picture of the co-ordination problems involved in a project of this kind. It
provided the basis for a case study by Peter Earl (1996) ‘Contracts, co-ordination
and the construction industry’ in his edited volume Management, Marketing and
the Competitive Process, Cheltenham, Edward Elgar, pp. 149-71.

Figures 2.1 and 2.2 were inspired by Axel Leijonhufvud (1986) ‘Capitalism and
the factory system’, in Richard Langlois (ed.) Economics as a Process: Essays in the
New Institutional Economics, New York, Cambridge University Press.

The work of George Richardson provides perceptive reflections on how different
methods of resource allocation work, and how co-operation is a vital part of a mod-
ern competitive economy. At this stage, the most relevant of his works to look at
are two of his articles: ‘Planning versus competition’ (from Soviet Studies, 1971, 22,
pp. 433-47) and ‘The organization of industry’ (Economic Journal, 1972, 82, pp.
883-96). Both of these are reprinted in the 1990 edition of his book Information
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and Investment, Oxford, Oxford University Press. Richardson’s other work focuses
on problems with the mainstream supply and demand story that we have not
revealed in this chapter; they are raised in Chapter 9.

For an interesting discussion of some markets in which consumers do not seem
as willing to switch between suppliers as mainstream economists often presume,
see Michael Waterson (2003) ‘The role of consumers in competition and competi-
tion policy’, International Journal of Industrial Organisation, 21, pp. 129-50.

For an information-centred reflection on problems with attempts to replace
socialist systems with markets in the former Soviet Union, see the work of 2001
Nobel Prize winner Joseph Sitglitz (1994) Whither Socialism? Cambridge, MA
and London, MIT Press.

Jason Potts (2000) The New Evolutionary Microeconomics: Complexity, Competence
and Adaptive Behaviour, Cheltenham, Edward Elgar. If you are interested in
exploring the ‘field’ versus ‘complex system’ contrast between mainstream and
heterodox economics, then this acclaimed book is the one to read, though it is
probably best first to read Tim Wakeley’s review of it in the Journal of Economic
Psychology, 2002, 23, 2, pp. 279-86.

Thomas Friedman (1999) The Lexus and the Olive Tree, New York, Farrar, Giroux
and Strauss; or John Micklethwait and Adrian Wooldridge (2000) A Future
Perfect: The Challenge and Hidden Promise of Globalization, New York, Times
Books. These are two of the best-sellers amongst the recent wave of books on
globalization. Though at times lacking in critical insight, they both certainly give
a good sense of the interconnectedness of the modern global economy, the
vision of free-market thinkers and the importance of institutions in making mar-
kets work effectively.

The ‘pursuit curve’ story depicted in Figure 2.5 is adapted from pp. 87-8 of
Maurice H. Dobb (1967) Papers on Capitalism, Development and Planning,
London, Routledge & Kegan Paul.

The role of costs of using markets in explaining the rationale of firms is explored
in Ronald Coase (1937) ‘The nature of the firm’, Economica, 4, pp. 386—405.

Geoffrey M. Hodgson (1988) Economics and Institutions, Oxford, Polity Press.
Chapter 8 of this book is particularly significant for its discussion of the role and
nature of markets. Our discussion of why firms get created is partly inspired by
one of Hodgson’s more recent works: ‘Opportunism is not the only reason why
firms exist: Why an explanatory emphasis on opportunism may mislead man-
agement strategy’, Industrial and Corporate Change, 2004, 13, 2, pp. 401-18.



What do

entrepreneurs do?

Learning outcomes

If you study this chapter carefully, it may help you to understand:

+ the personal and cognitive qualities that can help an entrepreneur
to succeed in business

+ why the entrepreneur has a rather limited role in mainstream
economics

+ what is meant by ‘X-inefficiency’, and the role of the entrepreneur
in combating it by getting staff to work harder or smarter

+ why some economists see entrepreneurs as people who help steer
the economy towards equilibrium, while other economists see
entrepreneurs as disruptive agents of change

+ the kinds of mental connections that successful entrepreneurs are
particularly skilled at making.

To the extent that you develop such understanding, you should be
better able to develop a more complete picture of the nature and role
of entrepreneurship than the populist understanding by drawing
together the different theories discussed here.

. /
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Woolworths, the pyramids and the Internet have one thing in common: they start-
ed out as nothing but an idea.
Guy Claxton (2001)

3.1 Introduction

Without doubt the entrepreneur holds a special place in the collective consciousness
of society; indeed some entrepreneurs have achieved fame or notoriety that is on a
par with Hollywood superstars. The business exploits of a number of high profile
entrepreneurs such as Richard Branson (Virgin), Anita Roddick (The Body Shop),
James Dyson (Dyson) and Stelios Haji-loannu (EasyJet) are reported regularly
in the media. These people, and others like them, are famous because they are
successful in business.

But what does an entrepreneur do? In this chapter we look beyond the populist
conception of the entrepreneur and introduce a more rigorous analysis of this key
actor on the economic stage. In particular we are interested here in identifying the
economic role of the entrepreneur, because entrepreneurship lies at the heart of
business economics and a better understanding of it will provide us with impor-
tant clues about the sources of business success and failure. These are big issues.

It will probably not have escaped your attention that we have started our dis-
cussion of the entrepreneur on the assumption that we all know one when we
see one. It is not straightforward to define who or what an entrepreneur is, but
by the end of this chapter you should be able to construct your own definition
based upon the functions and activities that we identify as being entrepreneurial.
To help us get started, we will take a look at the story of Richard Branson. We will
then move on to examine what economists have said about entrepreneurship.

3.2 An entrepreneur’s story: the early years of
Sir Richard Branson

Sir Richard Branson is a household name but this hasn’t always been the case,
so, rather than focusing upon his most recent exploits, we will take a look at his
early years because these provide us with important clues about the activities of
entrepreneurs more generally. It is useful also because it suggests that certain
personal qualities can help turn an original entrepreneurial vision into a suc-
cessful reality.

The start of the path which leads to the multi-business Virgin empire of today
can be found back in Branson’s schooldays when he first thought of producing
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a national magazine dealing with issues relating to youth culture. This maga-
zine, Student, was originally conceived in 1966 when Branson was just 15 years
old. The initial spur to create the magazine came from Branson'’s belief that var-
ious school activities such as corporal punishment, games, chapel and the school
meal system were either organized inefficiently or were simply wrong, and the
creation of an alternative school magazine would provide a forum to air these
radical views. It did not take long, however, for this simple idea to metamor-
phose into a plan to create an interschool magazine and then for this idea to
expand into a plan to create a magazine aimed at technical college and univer-
sity students with a nationwide market. It should be noted that this transition of
ideas took place at a conceptual level; Student was very much a concept inside
Branson’s imagination.

After much effort and persistence on the part of Branson and his friend Jonny
Gems the magazine was launched some two years later in 1968. In the inter-
vening period Branson had devoted a significant amount of time and energy to
the task of persuading commercial organizations to take out advertising space in
the magazine and also to persuading politicians and celebrities either to write for
the magazine (for nothing) or to agree to be interviewed. In Branson’s own
words, ‘I had the ability to persuade them to say yes, and the obstinacy never
to accept no for an answer.” We might add also that he displayed a lot of self-
confidence for a school boy.

Interestingly, while the label ‘entrepreneur’ seems to be a natural one to apply
to Branson, he claims that he became one largely by default as a result of taking
care of the business side of Student while Gems took care of the editorial side of
the magazine. The motivation behind the magazine was creative rather than
money-making, which was seen simply as a necessary activity to keep the mag-
azine alive. Later on Branson claims to have realized that business ‘could be a
creative enterprise in itself’. He outlines his philosophy of business in the fol-
lowing terms: ‘Above all, you want to create something you are proud of ... I can
honestly say that I have never gone into any business purely to make money. ...
A business has to be involving; it has to be fun, and it has to exercise your cre-
ative instincts.” Despite this claim, Branson realized that the now-established
magazine was not making sufficient money to survive and this prompted him to
explore ways in which he could develop the Student name into a travel company,
an accommodation agency and an advisory centre among other things.

The Student offices and the advisory centre exposed Branson to a variety of
young people and it was this that revealed to him how important popular music
was in youth culture: ‘One thing I knew from everyone who came in to chat or
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work for us was that they spent a good deal of time listening to music and a good
deal of money buying records.” This struck him as a business opportunity and,
aided by the recent outlawing of resale price maintenance (RPM), he conceived
of a discount mail-order record distribution business. Virgin Mail Order Records
came into existence in 1970 with its first advertisement appearing in what turned
out to be the last ever edition of Student. The business, which Branson shared on
a 60:40 basis with his childhood friend Nik Powell, proved to be a great success;
people were attracted by the fact that they could buy records from Virgin for a
significantly lower price than that being charged by the two record-retailing
giants WH Smith and John Menzies who, despite the abolition of RPM on the
part of manufacturers, seemed content to maintain the status quo rather than
engage in price competition. Branson had perceived a business opportunity and
taken advantage of an attractive pricing situation.

Throughout 1970 Virgin Mail Order Records thrived, but then potential disas-
ter loomed in the form of a prolonged strike by Post Office workers in January
1971. With the postal system not working, money and orders stopped coming
into the business, and records could not be sent out to customers. Given that the
margins on the business were so small and the business was far from cash rich
something had to be done, and quickly, to save the enterprise.

In response to this crisis Branson demonstrated a very important trait — adapt-
ability. The solution he arrived at was to open a shop, in other words provide an
alternative distribution channel to customers. WH Smith and John Menzies
were still sitting on their laurels to the point of displaying complete apathy
towards the music-buying youth, so Branson created the first Virgin Record Shop
above a shoe shop on Oxford Street in London. The ethos of the shop was based
upon Branson’s belief that: ‘People take music far more seriously than many other
things in life. It is part of the way they define themselves, like the cars they drive,
the films they watch, and the clothes they wear.” Consequently, customers were
encouraged to lounge around on beanbags listening to music and discussing their
potential purchases with interested shop staff. Once again Branson’s negotiating
skills came to the fore as he persuaded the shoe shop owner to let them use the
upstairs as a record shop rent-free. The whole process of saving the Virgin record
business, from inception to execution, took about one week.

On the back of a concerted localized advertising campaign consisting of leaflet
distribution in Oxford Street the shop took off and as time passed the sales staff
began to report that the same people were coming back to the shop on a regular
basis; it became clear that a loyal customer base was developing and with it so was
the Virgin reputation. Key to the establishment of the reputation was Branson’s
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cousin Simon Draper who had an acutely developed sense of taste about modern
music. Draper was adept at using his knowledge of music to predict which bands’
records would sell well before the bands had become successful. His reward was
to be employed as chief record buyer on the standard Virgin wage of £20 per week.

Complementary to Draper was John Varnom, who had a talent for record pro-
motion and advertising. Branson, however, was not content; retail margins were
small, particularly given the discounted prices being charged for records, so he
sought out business opportunities that might offer a bigger margin. He saw that
the people who were making serious money in the record industry were the
record companies.

Branson had heard that recording studios were a very formal place with rather
strict scheduling from the early morning onwards. This seemed to be their weak-
ness. Just like the contemporary record retailers, the recording studios did not
seem to be run in such a way that they catered sufficiently to the needs of their
customers — the bands who used them. As Branson observed: ‘The idea of the
Rolling Stones having to record “Brown Sugar” straight after finishing their
bowls of cornflakes struck me as ridiculous. I imagined that the best environ-
ment for making records would be a big, comfortable house in the country
where a band could come and stay for weeks at a time and record whenever they
felt like it, probably in the evening.” As a result of this belief, Branson began to
search for a big country house that would be suitable for conversion to a record-
ing studio. Having located a suitable manor house in Oxfordshire a mortgage
was arranged and all hands were drafted in to convert it into a recording studio.
Instrumental in this process was the Virgin employee Tom Newman who had
the knowledge required to create a recording studio that was as least as good as
the major London studios. Branson meanwhile continued utilizing his skills of
persuasion to attract bands to the Manor recording studios, which became fully
operational in early 1972.

Increasing the number of record shops was also on the agenda throughout the
tail end of 1971 and all of 1972. By the end of 1972 14 shops had been opened
across the UK on a cleverly designed schedule (one a month), where Branson
used his negotiating skills to ensure that minimum rent was payable and that
each shop had a three-month rent-free period after the initial opening. In this
way revenue from successful openings could be used to pay the rent of earlier
shops as it fell due and the losses from a failed shop could be minimized.

In essence, Branson’s approach here revealed that he was prepared to experi-
ment in the market place but he always ensured that the downside of any risky
venture was minimized. As he said: ‘... when we opened we knew that the record
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sales in the first three months would help pay for the rent on the previous shop
that we had opened. The sales also demonstrated, without committing to a huge
overhead, whether the site we had chosen attracted enough people off the streets
to make the shop viable.’

With the Manor recording studios in place and the string of shops Branson
further expanded the reach of the Virgin business in 1973 by starting a record
label. Here he used Simon Draper’s expertise once more by appointing him as
the talent scout and gave him a significant incentive to do the job well: 20 per
cent of the company called Virgin Music.

Once again, Branson demonstrated his willingness to take risks. It was usual
for newly established record labels to license their records out to other compa-
nies who took responsibility for manufacture, distribution and, crucially, pro-
motion while offering an upfront payment and a royalty stream from successful
albums. Of course this meant that the other company got most of the upside
from successful records since they kept the majority of the profits. Instead
Branson was confident that they should simply pay another record company to
manufacture and distribute their records while Virgin Music took on the job of
promotion (the costly part of the business), and therefore carried the risk but
also had the opportunity to enjoy larger profits if their signings were successful.
This meant that Draper’s role would be crucial, because his signing decisions
would be exposed to the harshest of tests and Virgin Music would stand or fall
on the quality of his choices.

Virgin Music’s first signing was the then-unknown Mike Oldfield, but every-
one who heard the early recordings of what eventually became the record
Tubular Bells was certain that the company had something unique to promote
and sure enough as Branson puts it: ‘Our gamble that we could promote it our-
selves made us our first fortune.” Tubular Bells was a runaway success and by the
end of 1973 Virgin consisted of three mutually compatible businesses: a record-
ing studio, a record label and a retail network.

Lessons from the Richard Branson story

This story of Richard Branson’s early years as an entrepreneur contains several
clues about the role of entrepreneurs in general and also the personal qualities that
help generate success. It is an interesting exercise to re-read the brief account we
have written above to see if you can identify key words or phrases that seem to
describe what entrepreneurs do. Such a list may contain the following:

« take risks

+ make decisions about entering markets
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+ exercise foresight, exercise creativity
+ employ other people

¢ persuade

+ sell, make things happen

¢ create companies

+ perceive business opportunities

+ manage the workforce.

This list is far from complete and we would encourage you to construct your own,
but it does serve to illustrate some of the things that people like Richard Branson
do that lead us to the unanimous view that he is indeed an entrepreneur as
opposed to the apparently more mundane and common business administrator.
Of course lists of descriptive phrases are no substitute for deeper analysis, so with
this in mind we will turn our attention to the work of economists who have
attempted to construct rigorous theories of the entrepreneur.

3.3 Six perspectives on the economics of
the entrepreneur

When it comes to analysing what entrepreneurs do economists have developed
several perspectives. If you have read Chapter 1 this probably won't surprise you!
The aim of economists has been to analyse what it is that entrepreneurs do that
distinguishes them from other economic actors and consequently to assess the
relative importance of their role in the economy. It might seem obvious to the
casual observer that entrepreneurs perform a crucial task in the process of
wealth generation in the economy, but the detail of how they achieve this needs
to be understood. From the perspective of the individual with aspirations to
become an entrepreneur the theories provide a host of valuable practical insights
about the nature of the role and the type and breadth of issues that
entrepreneurs need to consider and deal with.

In order to keep our discussion manageable we will build up our picture of the
entrepreneur in gradual stages by addressing each of the major perspectives in
turn. You will see that each perspective has something useful to contribute to a
more complete understanding of the entrepreneurial function. You will discover
also that many of the topics we discuss here have implications that go beyond
the study of entrepreneurship per se.
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3.3.1 The mainstream perspective on the entrepreneur

The mainstream treatment of the entrepreneur is intimately bound up with the
mainstream theory of the firm. Essentially the theory of the firm examines how
scarce factors of production, which fall into one of three broad categories — land,
labour and capital — should best be used in the production of goods and services
for society. Within this framework, the entrepreneur is identified as the fourth
factor of production.

In contrast to heterodox economists’ focus on problems of information and
knowledge, mainstream economics presumes that people are always looking out
for, readily perceive and act upon opportunities for improving their positions as
much as possible. One implication of this presumption is that everybody has
what it takes to be an entrepreneur. In other words, mainstream theory treats
entrepreneurs as if they were a resource with an infinite supply. If something is
in infinite supply economists tend not to pay much attention to it because eco-
nomics focuses on how best to use scarce resources. It is partly for this reason
that mainstream economics has not developed a specific theory of the
entrepreneur. This is not to say that entrepreneurs have no part to play in the
mainstream theory of the firm, it is just that their role is trivialized.

In the mainstream theory entrepreneurs are the founders, the owners and the
managers of the firm all rolled into one and are responsible for organizing the
other factors of production so that the firm can produce a good or service to sell
to customers. They reside in a world where economic agents have full informa-
tion about:

+ the availability of factor inputs;

¢ the quality of factor inputs;

¢ the variety of ways in which factor inputs can be combined; and
+ buyers’ demand for the firm’s product.

As a result, the practical questions that would face and challenge a boundedly
rational real world entrepreneur, such as those faced by Richard Branson, effec-
tively become automatic choices.

In particular, two things are glossed over by the theory of the firm. The first is
the question of how the business opportunity which led to the founding of the
firm was recognized in the first place; here mainstream economics simply
assumes that business opportunities will be automatically recognized and acted
upon. The second is how entrepreneurs decide on the best way to organize and
use the productive resources under their control. The assumption here is that if
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two entrepreneurs had access to the same quantity and quality of factor inputs,
then we should expect both entrepreneurs to utilize and organize these factors
in an identical way within their respective firms. In other words, the rival
firms would not only be as efficient as each other, but each firm would also be
expected to operate at optimum efficiency.

We should point out that anybody who understands how the mainstream
theory of the firm evolved appreciates that it was never intended to be a platform
from which advice could be offered to entrepreneurs and business managers in
the first place. It is instead a small part of a much bigger theory about how com-
petitive markets work (we discuss this in Chapters 2 and 7). It is worth noting,
however, that, despite this, it has been used in the field of strategic management
to offer advice to firms as they seek to gain a competitive edge (often called com-
petitive advantage) over their rivals, and this has had important implications for
actual business decisions and behaviour. Because the theory expects that any two
entrepreneurs will make identical and optimal decisions for any given bundle of
factor inputs, it follows that a firm can only obtain an edge over its rivals if it has
ownership/access to factors of production that are not available to its rivals for
some reason. In other words, competitive advantage derives from the ownership
of unique physical assets rather than unique intellectual assets such as the
knowledge and the imagination of the entrepreneur.

Casual empirical observation suggests that this view of the source of compet-
itive advantage is incomplete because the variable quality of decisions made by
real world entrepreneurs seems quite clearly to make a difference to the success
or failure of firms. One economist who has taken this point seriously is Harvey
Leibenstein, who suggested that firms would not necessarily use resources as
efficiently as the mainstream theory of the firm implies. In doing so, Leibenstein
opened up an important role for the entrepreneur in economic theory.

3.3.2 The entrepreneur and the inefficient firm

Leibenstein coined the phrase ‘X-inefficiency’ to describe the key feature of his
theory of the inefficient firm.

X-inefficiency is defined as a state where the firm is underutilizing its
resources for some reason and as a result its costs per unit of output are
higher than they need to be.

In other words, an X-inefficient firm is not fulfilling its productive potential.
This opens up scope for it to obtain an improvement in its position, as it were,
‘for free’.
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One of the principal reasons why the firm may not be fulfilling its potential is
the nature of labour employment contracts. Labour employment contracts are
incomplete: while a typical employment contract describes the hours of work for
which the employee will be rewarded it cannot specify the level of effort that the
employee will put into the job. Consequently the effort level of employees is a dis-
cretionary variable (in other words, it is up to the individual) and there is scope
for the productivity of the labour force to be less than its inherent potential.

It should be noted at this point that managers, as employees of the firm, are
also a part of the labour force hired by the entrepreneur. This means that a cru-
cial role for the entrepreneur is to hire ‘good’ managers who are able to motivate
the workforce to produce effort at or close to its maximum potential. Of course
the entrepreneur has no unique way of knowing if a manager is putting in max-
imum effort although various options can be used to try to bring this about. One
option is to offer profit-sharing incentives (this could also be offered to the non-
managerial workforce) but getting the balance right here is something of an art
— the more of the profit that is offered to others the less will be left for the
entrepreneur. Richard Branson seems to have surmounted this problem by
recruiting friends (Nik Powell) and relations (Simon Draper) and more gene-
rally by creating an ethos of joint ownership, if not actual joint ownership. The
fundamental message from this analysis is that entrepreneurs have to possess
the skill to motivate and inspire effort in others.

A further implication of the X-inefficiency approach is that entrepreneurs
should be aware of inefficiencies in rival firms because such inefficiency offers
scope for a better-run operation to be competitively superior. One could argue
thatin 1970 WH Smith and John Menzies were inefficient in the sense that their
sales staff were apathetic towards the record-buying customer and Richard
Branson was fully aware of this. Also, having chosen not to respond to the abo-
lition of RPM, the price of records from Smiths and Menzies was high. Virgin
Mail Order and, more importantly, the Virgin record shops were a creative
response to the inefficiency displayed by the two retail giants.

Awareness of business opportunities is a feature of the entrepreneur that has
been discussed in great detail by a group of non-mainstream economists who
are known collectively as the Austrian school. Friedrich von Hayek and Israel
Kirzner exemplify this approach.

3.3.3 The Austrian perspective on the entrepreneur

The Austrian analysis of the entrepreneur is intimately associated with the quest
for a deeper understanding of how markets work. You will recall that in Chapter 2
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we introduced the notions of partial equilibrium analysis and the supply and
demand diagram (Figure 2.3), and we outlined the mainstream view that markets
tend towards stable equilibrium positions. Austrian economists take as their point
of departure the notion that market equilibrium is the end result of the economic
process and as such it is a relatively uninteresting phenomenon. The implication
of their view is that economists ought to devote most of their time and energy to
developing a deeper understanding of the disequilibrium processes that generate
eventual equilibrium outcomes. It is only when a market is in disequilibrium that
active decisions are being taken by suppliers and demanders. The Austrian theory
of the entrepreneur is developed in this disequilibrium context.

If a market is in equilibrium it implies that entrepreneurs and their customers
have arrived at a state of the world where neither group has any incentive to
change their trading behaviour. From an entrepreneur’s perspective this means
that no further profit opportunities remain to be exploited in the market.

Hayek describes the equilibrium state as one where everyone has full infor-
mation about potential trading opportunities and where everyone has acted opti-
mally in the light of this information. Disequilibrium behaviour is therefore
exemplified firstly by the acquisition of useful knowledge and, secondly, by its
communication. For example, an entrepreneur may have acquired some useful
knowledge that allows a particular good to be obtained at a lower cost than is
being achieved by rival entrepreneurs, but unless this fact is communicated to
customers (in the form of lower asking prices) they are unlikely to switch their
custom away from the low-cost entrepreneur’s rivals.

For Hayek the disequilibrium market process can usefully be described as a
process of discovery. For example, the entrepreneur discovers if asking prices
and product quality are appropriate while customers discover who is able to sup-
ply them with goods of acceptable quality at prices that offer them value for
money. Virgin Mail Order Records provides a poignant example of this.

Kirzner picks up Hayek’s theme and points out that disequilibrium situations
can arise because of interspatial (geographical) differences between suppliers
and demanders. For example, for much of the 1990s the most popular Japanese
motorcycles were available to the motorcycle riding public in continental Europe
and other countries of the world for prices that were considerably lower than
those paid by UK customers. Awareness of this led a few enterprising UK-based
motorcycle retailers to purchase motorcycles from these markets rather than
through official manufacturer’s channels and this led to a burgeoning growth in
so-called parallel imports into the UK. The upshot of this was that official
imports were dramatically reduced in price. This process of buying cheap and
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selling on is generally given the name arbitrage. According to Kirzner anyone
who partakes in this practice is an entrepreneur. In fact the key characteristic of
the entrepreneur for Kirzner is alertness to such potential sources of profit.

Another source of disequilibrium arises because of intertemporal differences
between supply and demand. The entrepreneur who is alert to this situation
undertakes to obtain or produce goods or services in advance of buyers demand-
ing the product. In its extreme form the entrepreneur may have no idea what
demand for the product will be. In this situation the entrepreneur must necessar-
ily exercise some kind of foresight (which may be based upon gut instinct or an
educated guess) and as a result take something of a gamble in much the same way
that Richard Branson did on Mike Oldfield’s album Tubular Bells. As we have dis-
cussed in Chapter 1, the entrepreneur in this situation takes a truly heroic decision
in the sense that he or she faces uncertainty rather than calculable risk.

It will be clear from the discussion of Hayek’s and Kirzner’s ideas that
Austrian economics is concerned with explaining movements towards equili-
brium in markets that already exist as a result of the actions of individuals who
are alert to profit opportunities. This view contrasts that of Joseph Schumpeter
who constructed an entire theory of economic development around the con-
tention that the entrepreneur is a destroyer of equilibrium situations.

3.34 Schumpeter on the entrepreneur as innovator

Schumpeter is very clear about what entrepreneurs do. In essence they are the
primary agents of economic development and change and they think up ways of
putting scarce resources to new uses. They do this by carrying out one or more
of five broad activities:

¢ Introducing new goods or a new quality of good.
+ Introducing new ways of producing goods.
¢ Opening up new markets (usually overseas).

+ Discovering new sources of supply of raw materials or partly-manufactured
goods.

¢ Reorganizing the structure of an industry (for example, by creating a
monopoly or breaking up a monopoly situation).

Each of these activities is an example of innovation.

Schumpeter is very precise about the meaning of innovation. In particular he is
very careful to distinguish between invention and imitation. Invention is an activity
which can be thought of as more in the realm of the creation of scientific knowledge
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than business, although this is not necessarily the case, and it provides a possible
source of raw material upon which entrepreneurial individuals can draw as they
seek out business opportunities (one might think of the scientific knowledge that
underpins everyday commercial products such as the light bulb, the motor car and
the aeroplane). Innovation, on the other hand, refers to the very first commercial
application of what up to that point has remained non-commercialized knowledge,
and the first person to do this is called the entrepreneur.

Schumpeter points out that ‘to produce means to combine materials and
forces within our reach’ and that the same materials may well be used in differ-
ent ways. He describes these potential alternatives as new combinations
and identifies the entrepreneur’s role as the discovery and commercialization of
new combinations.

The second person in the market is not an entrepreneur on Schumpeter’s def-
inition because the first person has already shown the way. The second and sub-
sequent entrants/adopters are simply imitators.

Schumpeter’s discussion also points out that particular people should only be
described as entrepreneurs at the point when they first introduce their innovation.
The subsequent activity of running and managing the resulting business is not
entrepreneurship in Schumpeter’s view — it is instead the more routine job of
business administration. However, Schumpeter also points out that an entrepreneur
does not necessarily have to be a business proprietor; it is quite plausible within his
definition of entrepreneurship for a manager employed by a firm to carry out an
entrepreneurial act and, in fact, given the prevalence of large corporations within the
developed economies of the world, this implies that continued business success may
well depend upon the development of entrepreneurially inclined executives. This
phenomenon is known as intrapreneurship.

Schumpeter draws a clear distinction between entrepreneurs and capitalists.
Capitalists are the providers of finance; they lend money to entrepreneurs and as
such Schumpeter is adamant that entrepreneurs do not bear the financial risks
associated with their novel actions. This is a point of contention and one that we
explore further in Section 9.2. The problem with Schumpeter’s view is that by
definition the outcome of innovative activity is uncertain and it may be very dif-
ficult to persuade third parties to invest in unproven activities. Be that as it may,
his fundamental point is that the act of providing credit to finance innovation is
not, in his view, how we can recognize who is and who is not an entrepreneur.
This is important in Schumpeter’s theory of economic development because,
among other reasons, it allows him to analyse the existence of entrepreneurship
in economic systems other than capitalism.
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The most significant and coherent analysis of entrepreneurship in economics
apart from that of Schumpeter is arguably that provided by the British economist
Mark Casson. Casson’s theory of the entrepreneur was first articulated in 1982
and, like Schumpeter’s, is part of a bigger theory of how economies work and
analyses the role played by the entrepreneur in the co-ordination of scarce
resources in a world where information and knowledge are imperfect. (Before
proceeding further you may like to re-read Section 2.3 where we discuss the
problem of economic co-ordination.)

3.3.5 The entrepreneur as a specialist in co-ordination

3

Casson begins his detailed analysis with a very precise definition: ‘an
entrepreneur is someone who specializes in taking judgemental decisions about
the co-ordination of scarce resources.” Three key points arise out of this defini-
tion. The first point is that entrepreneurs are specialists at what they do. From
an economics perspective when somebody specializes in an activity they do so
because they have a comparative advantage. We have pointed out in Section 2.2
that the economic theory of comparative advantage implies that relative capabilities
are fixed and we have suggested that this assumption ignores the effects of edu-
cation, training and practise which will allow people to improve their capabilities
as time passes. However, this observation does not pose a problem for Casson
because he argues that the core capabilities of entrepreneurs (which are the
source of their comparative advantage) are very difficult or impossible to learn —
in fact he argues that some of these capabilities are more or less innate.
Furthermore, he suggests that these innate capabilities are unevenly distributed
throughout the population and that they are scarce.

In order to pinpoint which core capabilities are identified exclusively with
Casson’s decision-making entrepreneur we first have to understand a little bit of
detail about how decisions are made generally. Table 3.1 summarizes the typical
stages in decision making and the correspondent qualities (capabilities) that are
required by the decision maker.

Of the qualities listed in the right-hand column of Table 3.1 Casson identifies
two as essential for the successful entrepreneur, namely, imagination and
foresight. Imagination is needed to see alternative ways of using resources — it
might also be called vision. Foresight is a complement to imagination and
entrepreneurs especially need it because there may well be a shortage of suitable
data to collect as a result of the novelty of the alternatives conjured up at the imag-
ination stage. If possessed on their own these qualities will not make a success-
ful entrepreneur; ideally the entrepreneur should possess all of the qualities
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Table 3.1 Decision-making activities and the qualities they require

Activities Qualities

First stage: formulation of the decision problem

Specification of the objective Self-knowledge (or knowledge of the
principal’s objectives)

Specification of the options Imagination

Specification of the constraints Practical knowledge

Derivation of the decision rule Analytical ability

Second stage: generating the data

Data collection Search skill
Data estimation Foresight

Third stage: execution of the decision

Application of the data to the decision rule Computational skill

Initiation of the implementation process Communication skill (in formulating
instructions)

(Source: Mark Casson (1982) The Entrepreneur, Oxford, Blackwell Publishing, p. 29)

(i-e. be a generalist). However, Casson argues that the nature of the other quali-
ties means that they are perhaps less difficult to hire in than the two essential
ones. It may therefore be possible to employ other people who possess the requi-
site ‘missing’ qualities (recall that Richard Branson relied heavily on Simon
Draper’s specialized music knowledge). He does not suggest that this task is an
easy one because of difficulties with identifying these qualities in people.
Furthermore, if the ‘hiring in’ route is followed, the successful entrepreneur will
need to possess two extra qualities that do not appear in Table 3.1. These are del-
egation skills and organizational skills.

The second important point highlighted by Casson’s definition is the judge-
mental nature of the decisions that the entrepreneur makes. Judgemental
decisions are those for which there are no objective criteria to guide the decision
maker’s choice. In other words, if two different people were asked to make a
decision to recommend a particular course of action and no objective data or solu-
tion concept were available, they would have to exercise their respective judge-
ments and in so doing they would, in all likelihood, arrive at two different recom-
mendations. On the other hand, if the same two people were asked to ‘recommend’
an answer to the mathematical question, ‘what is 10 + 10»’ they would be able to
apply an objective decision rule and both would arrive at the same answer. In short,
judgemental decisions involve different perceptions of problems and issues, dif-
ferent interpretations and possibly access to different information.
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Typically an entrepreneur can be thought of as someone who judges situations
and opportunities differently from the majority of other people — in essence, it
is this difference of opinion that allows the entrepreneur to act when others will
not do so. This brings us on to the third important point highlighted in Casson’s
definition: when an entrepreneur co-ordinates scarce resources he or she essen-
tially reallocates them to alternative uses. In other words, Casson’s approach is
consistent with the Austrian and Schumpeterian notion that the entrepreneur is
an agent of change. Unlike Schumpeter, however, Casson is very clear that
entrepreneurship is an ongoing function rather than a one-off act of innovation.
His argument in support of this contention is that entrepreneurs essentially
spend most of their time looking out for new information that makes the cur-
rent allocation of resources appear to be inefficient.

Casson goes on to develop the implications of his definition in some detail. At
the risk of oversimplifying his argument, we can say that he makes the point that
in order to execute a reallocation of scarce resources, that is to carry out the role
of co-ordination, the entrepreneur must have control over these resources. In a
capitalist system this is achieved by taking on ownership of the relevant
resources, in other words the entrepreneur has to buy or hire them. This obser-
vation is compatible with a number of activities, including:

¢ starting up a new firm;
+ taking over an inefficient established firm; and
¢ acting as an arbitrageur.

For an example of the second of these activities of entrepreneurship, see Box 3.1
on Victor Kiam and Remington Inc.

Box 3.1 The entrepreneur in action - Victor Kiam and Remington Inc.

“You can make big money buying trouble.’
(Alan Burak, President of Helena Rubinstein)

Virtually everyone who remembers the 1980s and 1990s in the UK and USA
will also remember Victor Kiam — he became famous as the man who coined
the catchline, ‘I liked the shaver so much I bought the company,” in his TV
advertisements for the Remington shaver. Kiam was an entrepreneur with an
eye for a new business opportunity and a knack for selling.
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Box 3.1 (continued)

Kiam began his business career as a management trainee with Lever Brothers
after graduating from Harvard Business School in 1951. He stayed with the com-
pany until 1955 when he joined Playtex. He moved rapidly up the corporate
ladder and when he left in 1968 he had made it to executive vice-president of
International Latex. After leaving Playtex Kiam was not sure what to do next so
he took advice from the director of a New York headhunting company who
suggested that he either start his own company or buy an existing company to
run. Kiam claims that this advice changed his life because it gave him the push
he needed to go down the entrepreneurial road. Shortly after taking this advice
he used sales of shares he had acquired in Playtex to buy a stake in the strug-
gling Benrus Corp. (watches and jewellery) and he used his marketing skills to
help turn it around. In 1976 Kiam learned from a colleague that the electric
shaver company Remington was up for sale, but he thought little of it because
he knew nothing about the shaver business. Then one Saturday in 1978 Kiam
was reading Business Week, as was his usual ritual, when he spotted a business
opportunity wrapped up in the words of an interview with J.P. Lyet, the chair-
man of Sperry Corp. (of which Remington was one division): ‘We’d rather sell
one computer installation than 100,000 Remington shavers.” Kiam wondered
why the head of Sperry would denigrate one of his own products and took his
attitude as an indication that something was not right at Remington.

Kiam wasted no time; he obtained the company’s financial records first
thing on Monday morning and began the process of learning about its oper-
ations. At the time, Remington produced a variety of products for different
countries (such as watches for Mexico, steam irons for Italy) and only its elec-
tric shaver was common across all of them. He confined his study to the
shaver business. Having never used an electric shaver he obtained a
Remington to try the product for himself. After his first electric shave he was
impressed with the closeness and comfort, so he purchased the products of
rival companies and tested them against the Remington over the course of a
week by shaving one half of his face with the Remington and the other half
with a variety of rival shavers. He remained impressed; in fact, in his opinion,
the Remington was easily a superior product. He augmented his personal
research by telephoning retailers whose acquaintance he had made while run-
ning Benrus; many of these had stocked Benrus’s watches and they also
stocked shavers. Without mentioning his interest in Remington he asked
them to tell him anything they could about the shaver business. The general




78 CHAPTER 3 WHAT DO ENTREPRENEURS DO?

Box 3.1 (continued)

consensus was that Remington had the best product but the clear market
leader in the USA was Norelco with a 70 per cent market share. Kiam con-
cluded that Remington management didn’t seem to know how to sell their
product: ‘T knew the product was a winner. With the right management and
improved marketing, the company could be turned around.” Kiam bought the
company in a leveraged buyout deal (a purchase largely based on debt) for $25
million in December 1978. The problems he identified at Remington were:

e Overemphasis on creative product design leading to new lines of shavers
every six months. Kiam believed the principal reason for this was that the
company was run by engineers. This led to retailers being alienated
because every six months they would find themselves carrying obsolete
stock. Norelco never changed its design and it outsold Remington by a
ratio of 5 to 1.

o The latest Remington shavers were frequently out of stock because the
company did not have an efficient distribution policy.

 Pricing followed a ‘me too’ strategy; every time a rival increased their price
so did Remington.

e The company culture was too hierarchical and the workforce not suffi-
ciently motivated.

e The company did not focus its efforts on its best product (the shaver).
Kiam dealt with each of these issues systematically:

o He pulled Remington out of all non-shaver-related business and as a
result trimmed down the management team.

o He put the engineers to work on designing a no-frills shaver based around
the fact that they already had the most powerful motor on the market — the
result was a shaver which still retained performance but which retailed for
$19.95 compared to the next lowest priced rival’s retail price of $34.95.

o He set about eradicating the gap between blue collar workers and white col-
lar managers and made everyone part of a profit-sharing plan: ‘As far as I
was concerned, we were all labour and we were all working for Remington.’

e He improved the marketing of the shaver by emphasizing the super-
iority of its functionality (its unique selling point); the first TV advertise-
ment used the catchline: ‘Shaves as close as a blade or your money back.’
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Box 3.1 (continued)

o He improved distribution. Initially, he raised the profile of Remington
with retailers by sending out a team to paint a picture of what was going
on internally and to restore confidence in Remington in the retailers’ eyes.
Central to this was explaining that the new lines were going to be stable
and orders would be shipped in 24 hours. At the time a recession was bit-
ing so the new low price helped too.

Kiam’s approach worked wonderfully and half a million shavers were sold in
the first year with significant market share taken from rivals. Kiam achieved
this when other people were sceptical about the business opportunity tied up
in Remington. His perspective on this was that entrepreneurs who see an
opportunity to turn the fortunes of a company around are like firemen: ‘they
are running into a situation when everyone else is trying to leave.’

Casson augments his theory with an analysis of the crucial role played by the
entrepreneur in the setting up of markets. Essentially he develops the theory that
entrepreneurs are market makers and in so doing provides important insights
into the nature of this important institution. Casson’s insights have particular
resonance for the nascent entrepreneur because they provide a good deal of prac-
tical advice about the obstacles to trade. In fact his market-making theory sug-
gests that an entrepreneur may need to develop or have access to qualities in
addition to those associated with decision making.

The purpose of a market is to allow buyers and sellers to trade with each other.
Mainstream economics assumes that markets spontaneously arise and that they
are costless to use, but Casson points out that markets do not simply appear out
of the ether but are constructed by human action, in particular by entrepreneurs.
There are six main obstacles to trade and each arises because of a lack of infor-
mation. Overcoming each of the six obstacles in turn can be thought of as tak-
ing the steps required to allow a successful trade to take place or, as Casson puts
it, each step is designed to take transactors from a state of mutual isolation
towards the successful completion of a trade. The six obstacles to trade are:

(i) The need for the potential buyer and seller to find each other.
(ii) The need for each party to communicate reciprocal wants.
(iii) The need to negotiate a price.

(iv) The need to exchange custody of the goods in return for payment.
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(v) The need to screen for quality of the goods (in other words, are the goods up
to the promised specification?).

(vi) The need to be able to enforce compensation if the goods are revealed not to
be of the promised specification.

We have discussed some of the institutions that help to overcome these obsta-
cles in Chapter 2 so we will not discuss them further here. But Casson’s chief
point is that if entrepreneurs wish to sell their goods then they have to take the
initiative in constructing mechanisms to overcome these obstacles to trade —
customers have little or no role to play here — and, as a result, the costs of setting
up a market are borne by the entrepreneur in the first instance. Furthermore,
these are sunk costs that typically have to be made in advance of any trading
activity and which continue to be incurred ahead of the receipt of sales revenue.

Sunk costs are defined as opportunity costs that cannot be recovered by sell-
ing the enterprise to someone else or by liquidating its assets — either
because they involve assets whose market value is below their purchase
price, or because they involve committing resources to intangible activities.

These sunk costs include resources devoted to product development and copy-
righting, highly specific tooling and other equipment, signs, logos and other
marketing expenses, and the foregone use of the entrepreneur’s time from alter-
native activities. They make the entrepreneur vulnerable, given the uncertainties
associated with subsequent revenue.

The strong implication of this perspective is that entrepreneurs need to pos-
sess or to acquire excellent bargaining skills if they are to recover upfront invest-
ments and correspondingly make a profit from their superior ability at making
judgemental decisions.

Profits that accrue to the entrepreneur are commonly defined in economics
as a residual income left over after the entrepreneur has paid the costs of the
other factors.

Casson, however, does not see entrepreneurial profit as a residual but instead as
earned income since entrepreneurs have to perform their function actively
rather than sit back and let the other factors of production do all of the work.

3.3.6 Empirical analysis of the entrepreneur

With the exception of the mainstream perspective it will be clear that the eco-
nomic perspectives on entrepreneurship outlined above share the common precept
that entrepreneurial raw material is a scarce resource. Casson makes a particularly
strong case for this argument, but does empirical research support this view?
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All empirical research is subject to problems and limitations and empirical
investigations of entrepreneurship are no exception. One of the biggest problems
with empirical work on entrepreneurship is getting hold of representative data.
Most researchers simplify this task by assuming that entrepreneurs operate
through the creation of new (small) firms. We have deliberately avoided placing
the entrepreneur within this context in our discussions above and indeed the case
of Victor Kiam illustrates the danger of the assumption that entrepreneurs only
operate through small and medium sized enterprises (SMEs). The small firm sec-
tor is nonetheless an important element of many Western economies and, despite
the limitations of the perspective, it can provide some useful insights.

David Deakins and Mark Freel (2003), for example, provide data for the UK
which indicate that the smallest SMEs (defined as those employing no more
than nine people) increased in number from 1597 000 in 1979 to 3490000 in
1999. This suggests that an increasing number of individuals decided to become
entrepreneurs in this period but even so, if we assume that these small firms are
run by a single owner-entrepreneur, in a population of approximately 60 million
people the proportion of entrepreneurs is just 6 per cent. This would seem to
confirm the economist’s view that entrepreneurs are a scarce resource in the
general population. Of course our analysis here is highly simplified and it is dif-
ficult to know how to interpret such crude data manipulation.

Data that report the number of existing businesses do not capture the true
extent of entrepreneurial talent because some people who possess it may choose
to exercise it in contexts other than the small firm environment, or they may not
exercise it at all because of the opportunity cost of doing so. To give some per-
spective to the smallest firm calculation, in the next size category, those firms that
employ 10-19 people, numbers drop oft dramatically to 109000 in 1999. If we
assume that all of these firms are run by an entrepreneur, this does little to change
our conclusion that entrepreneurs are relatively scarce in the UK economy.

Frédéric Delmar and Per Davidsson (2000) conduct a more sophisticated study
of population involvement in the small business sector for Sweden and compare
it to figures from the USA. Rather than record the actual number of supposedly
entrepreneurial firms in any category, this study surveys people who are nascent
entrepreneurs in the sense that they may not yet have actually started the busi-
ness. These data are not comparable with our simplified UK analysis but they do
reinforce the notion that entrepreneurship is a relatively scarce resource. For
example, only 2 per cent of the Swedish population aged between 18 and 70 were
trying to start an independent business at the time of the survey in 1998. This
compares to a figure of 3.8 per cent in the USA in 1996.
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The issue of scarcity aside, our discussions above indicate clearly that provid-
ing an answer to the question, ‘what is an entrepreneur?’ is far from straight-
forward. It should be clear also that this is because entrepreneurship is not eas-
ily identified with a single function. At the risk of oversimplifying the issue it
is probably fair to say that the Austrian perspective attempts to identify
entrepreneurship with a single function, alertness to opportunities for arbi-
trage, while Schumpeter makes a similar attempt but equates entrepreneurship
with innovation. Both of these functions are entrepreneurial. In contrast,
Casson’s theory of the entrepreneur is more general and treats the role as multi-
functional. Also, it has the virtue of being able to incorporate the Austrian and
Schumpeterian perspectives while extending Leibenstein’s perspective that the
role of the entrepreneur is to seek out and rectify inefficient resource allocation.
Casson’s explicit treatment of judgemental decision making paints a picture of
the entrepreneur as a sophisticated multi-talented individual, while his treat-
ment of market making grounds his theory in the practical business of every-
day trade. In consequence it is a more inclusive and detailed theory of the
entrepreneur than the narrower formulations that precede it. This said, Casson
does not explore the economic psychology of the entrepreneur in any detail and
as a result his theory is incomplete. With this in mind we now introduce a fur-
ther complementary theory of the entrepreneur, which takes as its point of
departure the notion that every business opportunity begins life as an idea. This
interpretation of the entrepreneur builds upon the discussion we introduced in
Chapter 2 which suggests that the economy can usefully be viewed as a complex
system of partially interconnected elements. In an economy where connections
are incomplete (which implies that all possible combinations of resources have
yet to be perceived), the task of the entrepreneur can be thought of as con-
structing as yet unrealized connections.

3.3.7 A new departure - the entrepreneur as a constructor of
connections

The theory of the entrepreneur as a constructor of connections takes as given the
notion articulated by Kirzner, Schumpeter, Leibenstein and Casson that
entrepreneurial individuals spend much of their time looking out for profit
opportunities. The perspective takes its cue from the work of the philosopher-
economist George Shackle who proposed that most thoughts, including new
ideas, are based upon a limited set of elements that are capable of being com-
bined in new ways. A non-economic but nonetheless vivid example of this is the
26 letters of the alphabet that can be formed into new words. The implication of
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Shackle’s proposition is that profit opportunities are constructed initially as pos-
sibilities in the minds of entrepreneurs and this means recognizing connections
between hitherto unconnected elements. The fundamental insight of this per-
spective is that profit opportunities are not things that lie around waiting to be
found; the entrepreneur has to construct them actively. In order to illustrate the
implications of the connectionist view we will discuss an array of examples.

Consider the case of an academic publisher as an entrepreneur. When the
publisher receives an unsolicited book proposal the would-be author is, in effect,
saying, ‘I construe this as a profit opportunity’, but whether or not it becomes
one in the eye of the entrepreneur depends on the prospective net revenue
stream that the latter assigns to it. If the publisher sends it out to academic ref-
erees, their construction of it as a profit opportunity may be rather different
because they lack the publisher’s knowledge of how similar books have turned
out in terms of costs and revenues. Likewise, different publishers, with different
pools of experience and different ways of forming conjectures, may differ over
whether or not it could be profitable to take on a particular book. The point here
is that it is not awareness of the possible business activity per se that makes it a
profit opportunity but the awareness of the activity combined with the imagined
net revenue stream the publisher attaches to it. Clearly, people who can call upon
different sets of elements will differ in the new ideas that they can construct and
therefore the business opportunities they perceive.

Entrepreneurs may not only differ from the general public in terms of the
mental ingredients they employ and their tendencies to experiment mentally
with making new combinations. They may also be more willing to take risks
because they do not construe hazards that the rest of the population sees — either
due to not thinking in terms of particular dimensions, or because they have extra
thought dimensions in certain areas that lead them to construe wider opportu-
nities than the general public for gain and for managing problems.

If entrepreneurs are to survive in business — in other words, if they are going
to make successful connections — they will need to possess some understanding
of how their potential customers make mental connections. Sales will not be
achieved if the package on offer does not match up with the requirements of
many of those in the target market. Knowing what will appeal to particular con-
sumers requires an appreciation of the contexts in which choices are being
made, which are themselves a reflection of the thought systems that customers
use. As a consequence of employing their individual ways of looking at the
world, consumers end up having lives that are based around linked sets of activ-
ities and products that comprise their ‘lifestyle’ (see also Section 4.6). For many
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consumers, it would be hard to imagine living without certain components of
the set that makes up their own lifestyle and yet they would not even dream of
consuming many of the goods that lie outside of these sets but which fall with-
in the lifestyles of others. In principle, to understand the ‘fabric’ of particular
individuals’ lives, it appears that the entrepreneur may need to trade with them
repeatedly. Fortunately for entrepreneurs, however, people can often be lumped
approximately into particular lifestyle stereotypes — such as ‘greenie’, ‘yuppie’,
‘double income, no kids’ — on the basis of relatively limited market research.

The existence of consumer lifestyles means that patterns of substitution
between rival brands of particular kinds of product depend on their linkages
with other kinds of products. For example, consider the adoption of automatic
washing machines in Britain in the 1970s in place of twin-tub designs. British
suppliers were bemused by the loss of market share to Italian products. The lat-
ter offered inferior drying abilities compared with more expensive local
machines that had been designed to cope with the inclement British weather.
The change in market share arose not because of the price difference per se but
in association with the adoption of central heating systems that made it far eas-
ier to finish the drying process indoors if necessary. British manufacturers did
not see this connection and had made their automatic machines so that they
offered spin speeds equivalent to the outgoing twin-tubs, with all that this
entailed in terms of extra costs of production.

Due to the complexities of household consumption systems, one change of
lifestyle can have all manner of market implications. Continuing the previous
example, we might also note that the demand for automatic washing machines
itself would have been associated with the growth in households where both
spouses went out to work and hence required the convenience of machines that
could perform the entire wash/spin cycle on their own, for example, during the
night. Dual income households, in turn, were better able to afford central heat-
ing and double-glazing systems. However, they often could not function without
a child-minding infrastructure (children’s television included!) and convenience
foods. Because they were unable to be at home to deal with tradespeople during
business hours, they would often spend weekends engaged in do-it-yourself
work. They would demand reliability as a key requirement of their appliances
and provided a fertile market for home security systems — and so on.

The successful entrepreneur may not only need to understand how potential
customers make mental connections, and the connections that make up their
lifestyles. There is money also to be made by seeing marketing links between
products and possible tie-in products based on a common brand. Shrewd thinking
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in terms of connections has led to the assembly of modern mass-media/enter-
tainment operations whose magazines promote television programmes, and
vice versa, and both promote particular kinds of merchandise (such as movies
and recorded music) produced elsewhere in the corporate empire. Failing that,
the media contents can be connected to products of particular advertising spon-
sors (as with travel and home-improvement programmes) or devised to be ripe
for commanding product placement fees. Similarly, a highly successful children’s
novel is no longer merely a book competing in no particular manner with other
books and other ways of spending money. Now it is a book which may be con-
nected to a movie (with soundtrack CD and subsequent video and DVD release),
PC and PlayStation games, displays or rides at theme-parks, a wide range of toys
and artefacts, with licensed brand extensions even to clothing, bedding, food,
toothpaste and so on.

From the Shackle perspective, the creation of new products does not entail the
creation of something from scratch but new connections between existing ideas,
capabilities and technologies. An informal examination of the catalogues of
modern consumer electronics firms such as Sony will reveal that innovation
tends to entail new combinations of a multiplicity of technologies. Each new
product feature, such as a PlayStation II's capacity to read DVDs, or electronic
stability systems in cars, builds upon existing technologies, and the products of
supposedly ‘different’ industries may end up as elements of other products — as
with the incorporation of audio-visual entertainment systems in cars. Some tech-
nologies, such as LCD systems, soft touch keypads and memory chips, may be
added to an astonishing variety of products, and their growing ubiquity makes it
easier to apply them in yet more applications, as users can employ the same
skills in all manner of different contexts. All it requires is that an entrepreneur
dreams up the possible connections or is prepared to provide financial backing
to an inventor who sees them sooner.

34 Summary

Our aim in this chapter has been to introduce you to the economics of the
entrepreneur with a view to helping you understand the critical role played
by entrepreneurial individuals as agents of change and creators of profit
opportunities for the business. We have not discussed the entrepreneur from
the perspective of the government policy maker because such a person is
concerned less with the detail of entrepreneurship and more with wider
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34 Summary (continued)

socio-political issues than the typical business person. Examples of questions
to which policy makers want answers include: ‘How much employment do
entrepreneurs create in the economy?’; ‘What influence does educational
background have on the success of entrepreneurs (typically equated with
small business proprietorship)?’; “Which regions of the country are more
entrepreneurial than others?” We do not address these issues here but if you
are interested in studying some of the related statistics we can recommend a
visit to the website of the UK Department of Trade and Industry. Neither do
we explicitly examine typical personality traits of entrepreneurs or motiva-
tions for becoming an entrepreneur. A multitude of empirical studies has
been directed towards these questions and the consensus of opinion seems
to be that no reliable identikit picture has emerged in terms of personality
traits and also that entrepreneurs can come from a diverse range of back-
grounds in terms of previous experience and education. In the light of these
findings we have left the job of inferring likely personal qualities to you the
reader; our hope is that the brief overview of Richard Branson’s early career
may provide some pointers, as may the story of Victor Kiam. Clearly our
summary of Casson’s theory of the entrepreneur is useful here too.

Another deliberate tactic on our part has been to discuss entrepreneurs
without placing them in any particular organizational context in as far as this
has been possible. Implicitly we have in mind the notion that entrepreneurs
will operate via some kind of commercial organization, although this need
not be the case; but we have refrained from specifying whether this organi-
zation is small or large, or owned by the entrepreneur or some other party.
Entrepreneurs are found in a variety of business organizations from sole
proprietorships to large corporations. Entrepreneurial executives in large
corporations are called intrapreneurs. The practicalities of fostering
intrapreneurship in the large organization will be discussed in Chapter 11;
for now we will note that most writers on the subject point to an inherent
tension between the disruptive change that intrapreneurship implies and the
stable routinized environment (bureaucracy) that one normally associates
with large established organizations.

Our final point is that the connectionist view offers us the prospect of an
economic theory of the entrepreneur/intrapreneur that has the potential to
offer practical guidance about the act of new business idea creation because
it offers clues about how the seeds of business opportunity, that is newly
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34 Summary (continued)

perceived connections, can be acquired. For example, one might imagine
entrepreneurs/intrapreneurs systematically looking at a matrix of all possible
combinations of products or components about which they have knowledge
to see what new connections might be made in theory and what might be the
practical objections to them. The other economic theories on entrepreneur-
ship are less promising in this regard but they offer complementary analysis
of other aspects.

3.5 Some questions to consider

1. What qualities did Richard Branson display that helped him create a suc-
cessful business? Which of these qualities do you think was essential?

2. Can you construct an argument that the owner of a small corner shop
that sells sweets, magazines and newspapers is an entrepreneur? Can
you construct an argument that suggests the shop owner is not an
entrepreneur? How would you reconcile your arguments?

3. Can you explain how trade would be facilitated in the absence of
entrepreneurial market-making activity?

4. Does the theory of the entrepreneur as a constructor of connections
reinforce or undermine Casson’s theory of the entrepreneur as a person
who is capable of exercising superior judgement?

5. If someone asked you to define entrepreneurship what would you tell
them in the light of this chapter?

6. Using the terminology of the economics of entrepreneurship compare
and contrast the Richard Branson story with the Victor Kiam story.
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3.6 Recommended additional reading sources

Mark Casson (1982) The Entrepreneur, Oxford, Martin Robertson. This is a very
clearly written book and, as well as providing a seminal economic analysis of
entrepreneurship, a careful reading will provide you with a useful lesson in how
to think like an economist.

All of the quotations in our account of the early years of Richard Branson were
taken from his autobiography, Richard Branson (2002) Losing My Virginity: The
Autobiography, London, Virgin Books. This is the updated edition of Richard
Branson’s original 1998 autobiography. It is an excellent insider perspective on
what it takes to be the kind of entrepreneur who creates new companies. The
non-business aspects are quite interesting too — especially if you are a fan of
adventure sports.

All of the quotations for Box 3.1 were taken from Victor Kiam (1986) Going for
It! How to Succeed as an Entrepreneur, Glasgow, William Collins. Hidden among
the attempts to inspire you lurk interesting biographical details of Kiam’s jour-
ney to entrepreneurship and some useful practical insights into the
entrepreneurial mind. Unlike Richard Branson, Victor Kiam began his career as
a corporate executive. Later he became famous for reversing the poor fortunes of
Remington Inc. following his buyout of the company; the details on this aspect
of his career are a very clear example of how one can reallocate resources.

For a very accessible overview and discussion of the relationship between
entrepreneurship and small firms in the UK economy, including a timely discus-
sion of e-business and the small firm, see David Deakins and Mark Freel (2003)
Entrepreneurship and Small Firms (3rd edn), Maidenhead, McGraw-Hill.

Frédéric Delmar and Per Davidsson (2000) ‘Where do they come from?
Prevalence and characteristics of nascent entrepreneurs’, Entrepreneurship and
Regional Development, 12, pp. 1-23. A fine example of the practical problems
with empirical research in the area of entrepreneurship which, in addition to
providing cross-country comparisons of entrepreneurship rates in the popula-
tion, also highlights typical characteristics of entrepreneurs including an analy-
sis of gender and education.

Richard Swedberg (ed.) (2000) Entrepreneurship: the Social Science View, Oxford,
Oxford University Press. A collection of important papers including
Schumpeter’s seminal statement on the entrepreneur as innovator and a useful
chronology of theories of entrepreneurship in economics by Mark Blaug. The
book goes beyond economic perspectives and the collection taken as a whole
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provides the reader with a relatively seamless transition from economic per-
spectives through sociological perspectives, anthropological perspectives and
management perspectives.

Israel Kirzner (1979) Perception, Opportunity, and Profit: Studies in the Theory of
Entrepreneurship, Chicago, University of Chicago Press. A digest of Kirzner’s
early papers on the role of the entrepreneur. Essential Kirzner.

The ‘constructor of connections’ view of entrepreneurship is presented at greater
length in Peter E. Earl (2003) ‘The entrepreneur as a constructor of connections’,
pp- 113-30 of Roger Koppl (ed.) Austrian Economics and Entrepreneurial Studies:
Advances in Austrian Economics, Volume 6, Amsterdam, JAI/Elsevier. Many other
chapters in that volume will also repay study.

For a recent wide-ranging major contribution that includes psychological per-
spectives and considers policies for promoting entrepreneurship, see David A.
Harper (2003) Foundations of Entrepreneurship and Economic Development,
London and New York, Routledge. This is a sequel to Harper (1996)
Entrepreneurship and the Market Process, London and New York, Routledge. In the
initial book, Harper focuses on the experimental nature of entrepreneurial
activity, emphasizing problems of information and knowledge and likening the
entrepreneur’s task to that of a scientist.






Who wants the

product and in
what quantity?

Learning outcomes

If you study this chapter carefully, it may help you to understand:

+ the impact that the context of a purchasing decision has on the
problems with which buyers have to deal

+ why the mix of goods purchased changes as incomes change and as
technological progress occurs

+ how different purchasing decision rules work and why they matter
for business policy

+ the economic significance of both changes in fashion and the
‘lifestyle’ concept

+ why there are both similarities and differences in the ways that
consumption and business purchasing decisions are made

+ what is meant by, and what determines, ‘brand equity’ and ‘brand
loyalty’.

To the extent that you develop such understanding, you should be

better able to:

+ provide advice on which questions market researchers should ask in
a particular context

¢ critically appraise alternative proposals for changes to product
designs, prices and methods of promotion and distribution.
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4.1 Introduction

In this chapter we assume that the entrepreneur has conceived of an opportu-
nity to make a profit and, as a result, needs to be able to form an idea of exactly
what good or service to provide, how to promote and distribute it and how its
sales may be affected by its price. In essence, to answer this question requires
answering the related question, ‘How do buyers choose what to buy?’ This is not
easy because each different combination of product specification, promotion
campaign and distribution method has its own particular demand curve.

A demand curve is a graphical representation of the relationship between
the prices that might be asked for a product and the quantity that con-
sumers are prepared to buy at each of these possible prices.

Worse still, although economists talk loosely of demand ‘curves’ and then nor-
mally go and represent them as straight lines that slope smoothly down to the
right on diagrams that depict price on the vertical axis and quantity on the hori-
zontal axis, demand curves in reality may have multiple segments with different
slopes and breaks between them, implying very jerky responses of sales to
changes in price. Sometimes a demand curve may even slope upwards along
part of its length. Figure 4.1 shows examples of both well-behaved and badly-
behaved demand curves. Economists normally draw demand curves with respect
to sales at the level of the market as a whole, but if a consumer may buy multi-
ple units of a particular product then that consumer’s willingness to purchase it
at various prices could be depicted as a demand curve. In the latter case, we
could then sum individual consumers’ demand curves together horizontally
(that is, in terms of how much each would buy at a particular price) to get the
overall market demand curve.

Price Price j
....... \
/
Quantity Quantity
A well-behaved demand curve A badly-behaved demand curve

Figure 4.1 Well-behaved and badly-behaved demand curves
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Discontinuities in demand curves can arise for psychological reasons, such as
the consumer’s cognitive mechanisms being subject to threshold effects
(a change may need to be substantial to be noticed), or for institutional reasons,
such as conventions being used in the setting of budgets. When a price goes
above normal ranges of expectations, sales can fall away sharply until customers
get used to the idea of that product being that expensive. This phenomenon is
known as ‘sticker shock’ (here, ‘sticker’ refers to the pricing stickers attached to
products). Kinks in demand curves can also arise as a consequence of how other
firms respond to changes in the price charged for the product, by changing their
prices. The seemingly perverse case of higher prices leading to higher sales may
arise if, in the face of uncertainty, consumers use price as a proxy for quality (and
perhaps do not even look at a product at all if its price is less than the lower end
of the budget range in which they have chosen to look), or if a higher price
means that the product serves better as a status symbol.

These phenomena might lead one to expect that when economists theorize
about the nature of buyer behaviour they would do so in an interdisciplinary man-
ner, bringing in ideas from psychology and sociology. Heterodox economists do
precisely this, but mainstream economists over the past century have sought to
distance themselves from these disciplines. We explore both perspectives in this
chapter, though because our concern is with ideas that have practical implications
for business, coverage is skewed in favour of heterodox contributions.

It might be tempting to argue that, if we are so interested in the practical prob-
lem of sizing up demand, we should be covering market research here, not
theories of choice. An entrepreneur or manager seeking to answer the question
that this chapter poses could hand it over to market researchers, without acquiring
any theoretical explanations of how buyers reach their decisions. The market
researchers could then set to work with their clipboards and telephone-based
questionnaires, or by staging consumer clinics to preview new products and have
focus group discussions about them. However, there are some problems with
this approach:

¢ The researchers may be prone to ask questions that have little to do with the
particular issues that shape respondents’ choices, or with how they resolve
difficulties in making choices.

+ The producer often needs to know what consumer choices will be long before
purchases are actually made, but consumers themselves may only make up
their minds, or even realize they have a need for a particular product, long
after the decision to go ahead with production has been taken.
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Given these problems and the costs of doing market research, theories of buyer
behaviour may be useful to both business economists and market researchers
because they may:

+ provide a framework that helps in deciding which questions to ask during
market research;

¢ help business economists to make better predictions about consumer choices
in cases where it is not possible, for reasons of timing, secrecy or cost, to gath-
er market intelligence from consumers;

+ help business economists to interpret past data about changes in patterns of
consumption and hence to draw inferences about future behaviour;

+ influence the formation of government policies that have an impact on mar-
ket conditions.

Theories of buyer behaviour present simplified pictures of the forces underlying
choices in general. They are not intended to provide insights about the distinc-
tive way that a particular consumer chooses, say, which television programme to
watch and how such a choice is made in a manner different from a choice of
which shampoo to buy, brand of hire car to rent or whatever. Given this, it may
seem remarkable that they could be useful for thinking about business policy
with respect to specific products. In fact, the mainstream approach is weak in
this role precisely because it tries to present all choices as being made in the
same way. The frameworks that we find most helpful are those that allow for a
variety of approaches to choice and provide a means of assessing which broad
kinds of processes are likely to be operating in particular kinds of contexts.
Before we examine the diverse ways that economists use to approach the ques-
tion of how people choose what to buy, one important question must be raised:
who is the customer? Most texts focus on consumers, that is to say, individuals
who are buying the end products of supply chains to satisfy their personal wants
or needs. Yet, in terms of value, the vast majority of transactions are business-to-
business and concern intermediate goods — either things to be used to facilitate
production, or components and flows of service inputs for a production process.
This means that there is a link between this chapter’s concerns and the discus-
sion of make-or-buy decisions in Chapter 9. The relationship between what we
say about firms and what we say about consumers also works the other way: con-
sumers also face make-or-buy decisions, and the household is very much a pro-
duction system, just like a factory, except that we call its machines ‘domestic
appliances’ and ‘power tools’. To achieve a more powerful perspective on con-
sumer choice it will thus be useful to reflect on Chapters 5, 6 and 9 (once you
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have read them!) in terms of what household choices have in common with what
is being said about the choices that face managers in firms.

Other texts probably do not focus on the purchasing behaviour of firms and
organizations because their authors presume that these items all figure in the
firms’ or organizations’ cost structures and hence that the basis for choosing
them is simply a matter of how well they serve towards meeting goals such as
profitability. If so, the demand for these kinds of products is covered in other
chapters where production and cost theory and theories of demand for factors of
production are considered.

Such an approach is reasonable if it is possible to work out the different mon-
etary costs and benefits of rival models of an item, say, a photocopier or an office
chair. But often it may be very difficult to do such calculations with any degree
of precision and reduce everything to numbers representing overall net benefits
offered by rival models. In these kinds of situations, the processes underlying
purchasing decisions may end up being rather similar to those used by con-
sumers. Hence in this chapter we mix both kinds of examples, though our focus
is mainly on decisions made by consumers.

4.2 Mainstream consumer theory

Mainstream economists tend to regard their approach to the theory of choice as
one of the major achievements of their way of thinking about economic prob-
lems. They have constructed a body of analysis that attempts to pin down the
essence of the nature of choice in a manner that lends itself to very elegant for-
mal presentations. They have found it to be useful for reflecting on many prob-
lems in areas such as public sector economics and international trade theory, as
well as for analysing the conditions that might be required for the economy as a
whole to achieve a state of equilibrium in which no one could be made better off
without someone else being made worse off. Unfortunately, the mainstream way
of looking at choice has little to offer in the context of a practical approach to
business economics. It is bereft of testable hypotheses or policy implications that
would be of use in designing market research programmes or debates about
business policy in respect of pricing, product design, promotion or distribution
methods. For this reason, the discussion of mainstream consumer theory pre-
sented here is brief and does not focus on the kinds of diagrams that dominate
presentations of consumer theory in textbooks on intermediate microeco-
nomics. We will merely concentrate on conveying the essence of the vision of the
choice process contained in this body of thought and then see how its restrictive
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nature opens our eyes to issues that a practically useful approach to consumer
theory should be able to address. In this context, then, the theory’s usefulness
comes, perversely, mainly from its uselessness!

Mainstream economists actually have two basic approaches to choice: indif-
ference analysis, which dates from the 1930s, and marginal utility theory, which
was developed half a century earlier. We will consider indifference analysis first,
and only briefly because, while it has advantages for formal theorizing, it was
actually a retrograde analysis in terms of its plausibility (as one of its inventors,
Sir John Hicks, later conceded). After then considering marginal utility theory,
we end this section by introducing a third mainstream perspective, the charac-
teristics approach to demand, that was introduced in the 1960s to correct some
of the deficiencies of the two basic approaches.

4.2.1 Indifference analysis

Central to this perspective is the idea that consumers are forced to choose
because though they have unlimited wants, they have limited budgets to allocate
between different types of goods.

The consumer’s wants are presumed to take the form of a preference order-
ing that can be specified across all possible combinations of goods and services.
The theory gets its name because the consumer is presumed to be able to say, for
any pair of rival bundles of goods, whether one is better than the other, or
whether he or she is indifferent between them. (This leads to scope for repre-
senting preferences graphically in terms of ‘indifference curves’. These are
rather like contour lines on a relief map except that they have no unit of mea-
surement attached. They show which sets of combinations of goods are ranked
equally, with the combinations along each curve all being ranked differently
from those shown on other curves.) Only some of these combinations will come
within the consumer’s budget constraint, which is determined by the con-
sumer’s income and price per unit of each product. Indifference analysis por-
trays consumers as carefully fine-tuning what they purchase — ‘Shall I have a bit
more of this, versus a bit less of that?’ — in order to make the most of their lim-
ited spending power.

From this perspective, changes in patterns of spending may be induced either
by changes in relative prices or by changes in levels of income. Note, however,
that real income (that is to say, purchasing power) may change without a change
in money income because the prices of some of the goods that the consumer
buys have been reduced. Thus, for example, if the price of mobile phone calls is
reduced, the consumer can:
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+ make the same volume of calls as before and have more money left to spend
on other goods and services; or

+ spend more time making mobile phone calls without having to give up the
consumption of anything extra to do so; or

+ opt for a bit more of both mobile phone use and consumption of other goods
and services.

How the consumer will choose will depend on the shape of his or her prefer-
ences and, according to the theory, consumers are more willing to give up one
thing to get more of something else if they are already consuming a lot of the
former relative to the latter.

The scope for consumption to change as a consequence of changes in real
income leads mainstream theorists to classify goods into particular categories on
the basis of how their sales are affected by income changes rather than accord-
ing to any intrinsic properties they have. Thus luxuries are defined as those prod-
ucts that have income-elastic demand in the sense that their sales increase faster
than income increases. Products whose sales decline when real incomes rise are
known as inferior goods. It is important to note here that what is a luxury to
some buyers may be an inferior good to other buyers, depending on their pref-
erences and income levels. A rise in real income might thus lead some con-
sumers to switch from hang-gliders to microlight aircraft but others to switch
from microlight aircraft to a ‘real’ aeroplane. As incomes rise in the economy as
a whole, the crucial thing for a business is the mix of consumers for whom its
product is an inferior good or a luxury.

The basic notion of consumers having preference orderings and limited budgets
and switching the mix of what they buy as relative prices and/or their incomes
change may seem a reasonable approximation of some kinds of choices, such as
how people choose their groceries. As any student would recognize, there is a
major difference between being a teenager and being able to raid one’s parents’
fridge and pantry whenever one feels peckish, and trying to get by on a student
allowance or whilst preventing a student loan from ballooning out of control.
However, the theory has limited usefulness as a general way of modelling choice:

+ The indifference approach to theorizing about choice needs the amounts
consumed to be capable of small variations. This is because it focuses on the
consumer’s willingness to make marginal substitutions in response to
changes in price. Although the theory may seem plausible in situations in
which the consumer is choosing between goods and services that come in
divisible amounts, such as kilos of apples or litres of petrol, it has less success
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representing discrete choices. Discrete choices have an all-or-nothing nature,
such as the choice to see a particular movie, to buy a particular mobile phone
or to live in a flat rather than a house.

¢ The theory portrays preferences in terms of a ‘field’ in which the consumer
thinks in terms of trading off anything against anything else with a view to
achieving an improvement in well-being. This presumes that the consumer is
not troubled by bounded rationality, even though the number of items in each
bundle being ranked in a preference ordering might be rather large. In effect,
the theory asks us to conceive of consumers beginning their shopping by
doing a reconnaissance of the prices of things in a supermarket (or rather, all
the nearby supermarkets), working out what is the best bundle to get that
week, and then buying the set of goods that makes up the bundle. In reality, of
course, we shop sequentially by comparing items grouped in particular cate-
gories, as in ‘Aisle D: oriental foods, soups and pasta’. The field view also
denies that there may be some non-negotiable areas in the consumer’s life
where the consumer will not be willing to consider trade-offs even in the
event of major price changes.

¢ The theory also presumes that a lack of experience is not a problem for the con-
sumer by specifying that preference orderings exist over all possible bundles.
We may indeed, as mainstream theorists often put it, ‘know what we want and
know how to get it’ in the sort of financial and environmental circumstances
with which we are familiar. However, we would find it difficult to know what to
do if suddenly thrust into a new situation due to losing our jobs, winning a lot-
tery, having a major change of family circumstances or finding that what is
available has changed dramatically due to technological progress since we were
last buying in a particular market. Mainstream economists might defend their
position by presuming rapid learning, but they have little to say about how con-
sumers learn or manage to cope whilst in the process of learning.

+ Itis weak as a piece of science in terms of predictions. It does not even lead to
the prediction entailed in the so-called ‘law of demand’, namely, that if the
price of something goes up, consumers will buy less of it. This arises because,
as noted earlier, a price change not only affects the relative attractiveness of
rival products but also the overall purchasing power of the consumer’s bud-
get. If a price reduction of a good that forms a large part of the consumer’s
spending is on a big enough scale to have a significant effect on the con-
sumer’s real income, the consumer might now switch in favour of luxury
items and reduce consumption of the good whose price has fallen.
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4.2.2 Marginal utility theory

Indifference analysis emerged with these flaws from attempts by economists to
remove from consumer theory any notion that what was being optimized subject
to a constraint was a psychological variable that might need to be measured: all
that consumers need to be able to do is to say whether rival bundles of goods are
worse than, better than or equally valuable to them personally. Consumers are
presumed to be able to rank bundles of goods in order of preference but they do
not have to attach any rating of satisfaction to each of them. By contrast, the earli-
er approach, marginal utility theory, was based around the notion that consumers
compare things in terms of a common unit and choose so as to end up with the
most value in terms of that unit. They called the unit of satisfaction ‘utility’. Just as
most economists have been prone to assume that the net benefits of anything pur-
chased by firms and other organizations can be reduced to a common unit —
money — marginal utility theorists assumed that people buy diverse goods and ser-
vices with a single question in mind. The question is: ‘How much utility will I get
from buying this product, or combination of products, and could I get more by
buying something else instead?’ This leads to a question for theorists: ‘If the con-
sumer’s bottom line is in terms of ‘utility’, can we measure it and can we compare
individuals in terms of the satisfaction they derive from their lives?’

If we wish to avoid some kind of psychological way of measuring how con-
sumers expect alternative consumption choices to affect their well-being (such
as, say, trying to measure how different meal prospects provoke different
amounts of salivation), the obvious solution is to try to get a monetary measure
of utility. Merely to look at the price consumers have paid for something is not
good enough for doing this, for some of the consumers might be enjoying con-
sumer’s surplus. In other words, they might be paying less for some or all the
units purchased than the maximum they would be prepared to pay. Hence we
might instead ask consumers how much money they would require in order to
give up something they had already chosen to consume. Alternatively, we might
ask them how much they would be willing to pay for an extra unit of the good in
question, in a particular context. This is called their contingent valuation of the
item. Such questions are often asked of samples of consumers who may be
affected by environmentally sensitive projects — for example, how much would
you be prepared to pay to preserve an area of forest or a scenic view?

In terms of mainstream theory, the answers that consumers give should be the
same regarding willingness to pay to get something versus willingness to accept
a sum of money in exchange for giving it up. For example, suppose you are
offered the chance to buy a mug and are asked what is the maximum you would



100 CHAPTER 4 WHO WANTS THE PRODUCT AND IN WHAT QUANTITY?

pay for it. You reply ‘£2’, but are then given the mug and asked what is the low-
est price you would accept for it. If your preferences in respect of the mug are
consistent, then you ought to be willing to part with the mug for £2.01. When
this is tried experimentally, the second figure is typically appreciably larger
than the first, implying that perhaps mainstream theory has a problem, for the
theory treats choices as straightforwardly reversible.

Aside from expecting consistency in consumer choice, economists who follow
the ‘money as a proxy for utility’ approach would expect consumers sooner or
later to display diminishing marginal utility.

Consumers are said to be experiencing diminishing marginal utility if, hav-
ing already consumed a number of units of a product, the maximum
amount that they are prepared to pay for the next unit is less than they were
prepared to pay for the last unit they previously consumed.

This seems perfectly plausible in respect of food and drink, where we start get-
ting physically satiated as we consume more and more. It also seems consistent
with the tendency of many buyers of recorded music to buy a lot of recordings
when they are young, and fewer and fewer the older they get. (Note that each
extra recording stands as a potential obstacle to further enjoyment of recordings
purchased earlier.) It might also help explain the tendency for recording artists’
sales to tail off as they release their successive albums — unless they keep re-
inventing themselves in a new style.

The diminishing marginal utility idea is, however, at odds with the way that
some people become obsessive collectors of related items, wanting more of them
the more that they have of them because they get more and more fascinated with
and appreciative of them. Likewise, the executive who seems to work longer and
longer hours with each promotion is hardly displaying diminishing marginal
utility in terms of income or job satisfaction, despite the increasing price being
paid in terms of foregone leisure or effects on health and family relationships.
In defence of the notion, it might be argued that collecting and workaholic
behaviour are pathologies rather than normal behaviour, or that it is most
unusual for collectors to seek to acquire multiple units of a single item, as
opposed to sets of items.

The idea of diminishing marginal utility implies an inverse price/quantity
relationship, which in turn implies that demand curves are downward sloping to
the right if price is shown on the vertical axis and quantity purchased is shown
on the horizontal axis. Lower prices are required if more is to be sold, and at
some point, which may differ between consumers, even a zero price will not
induce extra consumption and it will be necessary to bribe the consumer to
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accept extra units. The ‘T'll only accept more of the good if you pay me to take it
off your hands’ scenario could result not from physical satiation but due to:

+ costs of disposal of unwanted items;

+ costs of storage of, or the impossibility of storing, particular goods to be con-
sumed at a later date when the consumer might value them rather more.

By introducing the time dimension into the story, we may become aware that in
order to make the theory work we formally need to treat goods consumed on dif-
ferent occasions as if they are different commodities: on any particular day, we
may have limits to how many French fries we are willing to consume, but that
does not mean we will wish to consume no French fries the next day.

Unlike indifference analysis, this approach to choice does not presume that
consumers spend their entire budgets within the period under analysis, or that
they necessarily set out to perform incredibly complex comparisons when they
go shopping. Rather, consumers are assumed to keep asking themselves: ‘Is it
worth spending the asking price on a unit of this particular good, or on an extra
unit of it?’ If the consumer considers a particular product on its own, then this
is done by comparing (a) the marginal utility of spending on the good in ques-
tion with (b) the marginal utility of holding on to the money that would have to
be given up to purchase it and which might instead be spent on something else
that presently is not specified. Thus in terms of marginal utility theory we can
indeed imagine shoppers walking up and down the aisles of a supermarket
choosing what to add to their shopping trolleys on a sequential basis, without
being troubled by the scope for trading off any particular item against the thou-
sands of other product lines available in the store.

When consumers do compare rival brands of products, or different types of
goods that are substitutes for each other (for example, Red Delicious apples ver-
sus Granny Smith’s apples, or apples versus oranges), the process can also be
seen in terms of the marginal utility of unspent money: for example, the
marginal utility of a bag of apples costing £1.70 plus the marginal utility of an
unspent £1.05 versus the marginal utility of a bag of oranges costing £2.75.
Alternatively, and particularly where the question is ‘shall I have a bit more of A
and a bit less of B?’, the theory sees the consumer as adjusting the relative quan-
tities of the rival products until the marginal utility of A divided by the unit price
of A equals the marginal utility of B divided by the unit price of B. If the con-
sumer’s budget limit is not a binding constraint, as it might not be if marginal
utilities for the goods decline sharply, the consumer will purchase more units of
each commodity up to the point at which value placed by the consumer on
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marginal units of both goods is equal to their prices, so both sides of the equa-
tion come out as one. Of course, this may not hold exactly if the consumer is
choosing between indivisible goods, but the general idea is clear: where a better
product may be available if the consumer pays more, then how much the con-
sumer spends will depend on whether he or she judges that the extra value a
more expensive product seems to offer is worth the sacrifice in terms of money
that might later be used to purchase more of something else.

In terms of indifference analysis a pair of products would be seen as substi-
tutes if a rise in the price of one was associated with an increase in sales of the
other, and as complements if a fall in the price of one led to an increase in the
sales of both. From the standpoint of marginal utility theory, we can go a bit fur-
ther in thinking about substitution and complementarity, focusing not merely
on observed price/quantity interactions between products but also on whether or
not they have spillover effects in the production of utility for the consumer.

Two products can be defined as being substitutes when the marginal utili-
ties derived from consuming extra units of either are totally independent
and the only relationship between them concerns the consumer’s limited
budget, such that to get more of one (and thereby getting its associated
marginal utility) requires giving up some of the other (and thereby forego-
ing its marginal utility), and vice versa.

Products are defined as complementary to each other if the utility derived
from one of them depends on how much of the other is being consumed.

Complementarity may be positive or negative. A DVD is of little use without a
dedicated DVD player, or some other product that will play it, such as a PC or a
PlayStation 2. By contrast, beer and wine often produce negative complementar-
ity — mixing them may have adverse effects on perceived taste or the kind of
intoxication they produce. Interactions between products in the production of
utility may be quite complex. For example, negative complementarity between
beer and wine might not arise at all if the consumer only drinks moderate
amounts of both, so they might merely seem to be substitutes. The sequence of
mixing one’s drinks might also matter: drinking several glasses of wine first and
then switching to beer might be far worse than drinking them the other way
round or alternating between them. Although marginal utility theory enables us
to reflect on the significance of spillover effects between different products,
along with indifference analysis, it lacks any psychological or physiological basis
for explaining why particular goods produce the levels of satisfaction, either in
total or at the margin, that affect consumers’ decisions about how much of them
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to purchase. Neither approach is thus particularly helpful for explaining differ-
ences in what economists call price elasticity of demand, that is to say, the dif-
ferences in responsiveness of product sales to changes in relative prices.

4.2.3 Demand for product characteristics

Traditional expositions of both marginal utility theory and indifference analysis
envisage consumers as having sets of preferences in respect of a pre-specified set
of goods. This means they are not well suited for showing how consumers
decide whether or not to buy products that are new to the market and which they
have not hitherto been imagining. Unimagined new products seem to require
the consumer to develop a revised set of preferences and mainstream theory has
nothing to say about how that might be done. Reflection on what consumers
actually do when faced with unexpected new products has led some economists
to realize that consumers may think about their choices in a way that does not
require them to come up with new sets of preferences to deal with the new
goods: all the consumers seem to need to know is what features these goods have
to offer. Recognition of this has led to the reformulation of consumer theory as
a theory of the demand for product characteristics (known as product ‘attributes’
in marketing). The demand for goods and services is thus derived from the
demand consumers have for the characteristics they offer.

The essential idea here is that as the consumer thinks about the merits of rival
products, their characteristics get traded off against each other, as in the old say-
ing ‘never mind the quality, feel the width’. The price of the product can be
thought of as a negatively rated characteristic to be traded off against the various
non-price characteristics, with a diminishing marginal willingness to substitute
between characteristics.

Practical applications of this idea focus on using market research to discover
consumers’ contingent valuations of particular changes in a product’s specifica-
tion. For example, someone considering the purchase of a microlight aircraft is
perhaps interested in price, safety record, flying range, manoeuvrability, ease of
transportation on the ground and top speed — a total of six characteristics — and
might be looking at, say, four rival models with different ratings in some or all
of these dimensions. The manufacturers whose products are not being ranked
top thus need to get some idea of how consumers are weighing things up, what
their willingness is to pay to get better performance in certain areas to a partic-
ular degree or how much their willingness to pay would be reduced by down-
grading the product so that it can be offered at a lower price. Once armed with
such information, a manufacturer can decide whether it is better to try to
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increase sales by moving the product up- or downmarket, charging more (less)
after improving (downgrading) the performance in particular areas. Clearly, if
the vast majority of the potential market puts a smaller value on a particular fea-
ture than it costs the firm to add that feature to the product, it would be best to
offer the product without it and at a price that reflects the saving in production
costs. Likewise, if an extra £50.00 of unit production costs spent could either pro-
duce a speed increase valued at £70.00 by the typical consumer, or an increase in
range valued at £55.00, then the manufacturer’s first priority should be to
increase their microlight’s speed.

43 Contexts of choice

Though the mainstream models of choice may differ in their plausibility in dif-
ferent contexts (for example, with discrete versus divisible choices), the basic
philosophy is that, as far as theorizing is concerned, ‘one size fits all'. Heterodox
economists, by contrast, view decision making as if context matters for how deci-
sions are reached. Before we examine how heterodox theories of buyer
behaviour differ from mainstream models it is thus useful to set the scene, and
do some implicit theorizing, by examining how the context of the buying deci-
sion might be expected to affect the verdict that the buyer reaches.

Within the economics of information, and in marketing, it has become com-
mon to classify products as falling into one of three categories: search goods,
experience goods and credence goods.

A search good is a product for which prospective buyers can acquire the
knowledge they need to have to know whether they really want to buy it
before they actually make a commitment to do so.

One way of getting desired information is via in-store demonstrations; another
is from consumer magazines.

An experience good is a product for which buyers can only discover for sure
how well the product performs after they have bought it.

Classic examples of experience goods are a used car or a meal in an unfamiliar
restaurant. How much a magazine or book is an experience good rather than a
search good depends on how long we spend browsing before purchasing it.

A credence good is a product purchased on the basis of a supplier’s recom-
mendation without the buyer knowing for sure whether they really do need
to buy it and without subsequently knowing whether they really did need to
buy it.
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Examples of credence goods include a medical procedure recommended by a
doctor, or refurbishment work on a house that one is hoping to sell, as recom-
mended by a real estate agent.

This three-way distinction is a very useful starting point, which has led us to
develop a more extensive set of questions that we habitually ask regarding con-
text. These are as follows:

(i) Isthe product technologically complicated? If so, this may affect:

(a)

(b)

(©)

its reliability and hence the need for an assured spare parts and service
network;

the risk perceived by potential buyers, unless warranties are offered or it
can be demonstrated to buyers that the product can be repaired in a
modular manner if anything goes wrong;

acceptability to users who do their own maintenance and have already
incurred the costs of learning how to maintain rival brands, or to users
who have already incurred the costs of finding out who can be relied
upon to maintain a particular brand at an acceptable price.

Note that the last two points may present a dilemma. An example here is the
choice of cars by a police force or aircraft by an airline. A commitment to a par-
ticular brand keeps maintenance costs down but opens up a major strategic
risk in the event that there is a product recall that grounds the entire fleet.

(i) Is the product likely to be perceived as complicated to use by its target market?
If so:

(a)

(b)

(©)

sales may be affected by buyers’ familiarity with products that have sim-
ilar systems of operation, such as memories, timers and menus (a
bread-maker is simpler to use if one already knows how to programme
a VCR, or to use a bank auto-teller);

information overload could prevent buyers from appreciating all the fea-
tures of the product, so there may be a case for offering a stripped down,
cheaper version, or for offering a ‘design it yourself’ opportunity for the
customer to specify a particular configuration of optional features that
they know they want;

sales may be dependent on the provision of satisfactory before- and
after-sales support, unless the buyer is part of a network of experienced
users of the product.
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(iii) Is there technological uncertainty, or uncertainty about which product standard

(iv)

v)

will prevail in the long run? If so:

(a) buyers may hold back until the future becomes clearer;
(b) buyers may resist products that are incompatible with rival systems;

(c) buyers who want the product now may adopt whichever product has the
biggest market share, on the basis that this one has the biggest chance
of success.

Note that this issue arises mainly where products last a long time, or where
the user has to invest in learning how to use the product. In the 1980s there
were two incompatible standards for quadraphonic hi-fi systems, and three
standards for video cassette recording. Both quadraphonic standards failed
completely. In the case of video cassettes, the developers of the VHS
system opted to license it widely to rival manufacturers, which increased
the probability of purchase simply because most models on display were
VHS, as were most of the videos that the early video stores offered for rent.
Modern-day examples include many computer products: X-Box versus
PlayStation 2 versus Nintendo GameCube, and Apple Macintosh versus
Windows computers. In the case of computer game consoles, continuation
of rival standards may be assisted insofar as consumers are only in the
market for a few years, whilst Apple’s continuing survival as a minority
player has been made possible because the firm ensured that its computers
can read files created on DOS and Windows systems.

Will an unsatisfactory experience with the product have major implications for the
customer? A consumer’s willingness to pay a higher price, if necessary, to
guarantee the desired outcome may be easier to anticipate if one can guess
the kind of mess the consumer could be in if let down by a product. If a cheap
but unknown brand of car polish could do terrible things to our paintwork,
we opt for the familiar but more expensive brand. Likewise we steer clear of
unknown brands of video cassettes that could damage the heads on our VCR,
and of public transport providers whose erratic service could make us late for
a job interview. If the consumer knows that a choice that turns out not to
meet with social approval may cause great ridicule and embarrassment, then
playing safe is likely to be the preferred strategy, even if it is a costly one.

Is the price of the product a significant issue for the customer? Where something
is a substantial proportion of the customer’s budget, we might expect them
to take greater care in shopping, both to reduce the chances that they will
end up with a needlessly poor product for the price and because of the
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greater likely payoffs to search for a cheaper price for a given product. If you
could earn £100 per hour, it would not make much sense to spend half an
hour shopping around to save £20. However, if you could only earn £20 for
an hour of overtime, it would pay to forego it if you thought you could save
£20 by spending less than an hour shopping around. The rich thus seem
likely to shop in a more casual manner than most consumers and to rely
more on brands as signs of quality.

In fact, consumers often do not shop with the kind of logic an economist
might hope to see. When deciding whether to spend more time on searching
or haggling over prices, we tend to make mistakes in the sense that we allow
our decisions to be framed in terms of the savings we might make relative to
the price being asked, not the absolute amount that we might save. Thus, for
example, we may end up spending ten minutes trying to save £5 on a £100
car radio (a 5 per cent saving) but not bother to haggle for ten minutes more
to save £50 more on a £5000 used car (a 1 per cent saving).

(vi) Is there a well-established second-hand market for the product? If not, and if
there is a serious possibility that the buyer’s circumstances could change
during the lifetime of the product, then buying it entails a bigger risk. If the
product is unusual or unpopular, it may have a very thin market.

A product is said to have a thin market if most of the time there is
hardly anybody looking to buy or sell it, even if for the category of
products into which it falls there is a well-functioning ‘thick’ market.

Examples here include unusual, architect-designed homes, properties in
out-of-the-way locations and top-of-the-range models of low-prestige brands
of cars. If these need to be sold in a hurry, their prices tend to have to be
heavily discounted. If in doubt, it pays to conform.

(vii) Is there difficulty in identifying the quality of the product before buying it? If so,
buyers are more than usually likely to give their custom to those suppliers
with reputations for delivering an adequate standard of quality with great
reliability. The superstars of popular music are not necessarily vastly more
talented than wannabes that are barely scraping a living as recording artists,
but they have achieved a great advantage: they are known quantities, and
therefore they stand out from the thousands of other artists that have
achieved far less exposure. They are safe choices.

This problem of quality uncertainty tends to arise in markets that are easy
to enter and hence prone to excess capacity — such as pizza production, taxi
services and used-car retailing. If there are too many suppliers, it will be
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hard to survive and some will cut corners in desperation. The mismatch
between the apparent ease of production and the difficulty of survival also
means that these lines of business tend to have a continual turnover of sup-
pliers. How, then, are consumers to know if any of the new hopefuls are any
good at what they do?

The problem of identifying a satisfactory supplier is particularly acute if
the product is one that customers often seek to purchase in a hurry, in
diverse locations. If so, the only way their past experience will count is if
they can find a familiar brand, such as Pizza Hut, Yellow Cabs or a Hertz
car rentals, and if the suppliers attached to the brand have managed to
ensure that quality is consistent between different locations. A brand
shared by businesses that offer it with inconsistent quality is of no use at all
to the consumer as a proxy for quality of a known standard.

(viii) Is the product something that is purchased very infrequently? If so, and if tech-
nological progress occurs in the market, then any expertise the consumer
had at the previous time of purchase may be obsolete. This is a major issue
for many consumer durables, such as fridges, washing machines, beds, car-
pets and lounge-suites. To deal with the knowledge gap, the customer can:

(@) incur the costs of acquiring state-of-the-art expertise (unlikely, unless
the product is a high value one);

(b) follow the recommendations of trade magazines or peers known for
their expertise and willingness to share it;

(c) take seriously the advice of sales personnel, if they seem credible;
(d) copy the behaviour of others;
(e) find something with a timeless-looking design;

(f) stick to a trusted brand in the hope that the brand has kept pace with
the rest of the market.

Many household services, such as plumbers and roof-repairers, or funeral
services, are also purchased infrequently. These may not present a problem
because of technological change, but they are prone to be needed at short
notice and knowledge of reliable suppliers may be rendered obsolete
because the consumer has moved since last needing them. In such cases,
the consumer will rely on the recommendations of others or favour those
suppliers who can signal something about their capabilities and integrity —
for example, how long have they been in the business? Are they members
of the relevant trade association?
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(ix) Isthe product an element in a complex system of interrelated products and activ-
ities? If it is, then its ability to match the other elements may be a decisive
issue at the time of purchase. Examples here include choices of shoes and
clothing in terms of styles and colours, vehicles that have to match up with
recreational activities and family sizes (including the pet dog), furniture
that has to be compatible with room sizes and existing furniture, and home
locations that fit in with jobs, schools and public transport.

(x) Are substitutes available that, to a greater or lesser extent, offer features offered by
the product, or does it have a ‘unique selling point’ (USP)? The important
thing to recognize here is that the items we buy are collections of features
that economists call characteristics and marketers call product attributes. If
differences in price are to lead people to switch from one product or brand
to another, then they must be willing, in principle, to give up a lower price
in order to get better features and/or more features, or to give up features
altogether, or have less of some features, in order to get a lower price and
have more money left to spend on other things. Economists have been
prone to presume that this willingness always exists and hence that it is
always possible to generate more sales with a lower price or by offering
more of the same in terms of features.

Introspection is likely to make most readers wary of such a general pre-
sumption. Consider the following questions. Is it simply unacceptably low
earnings or the risk of trouble with the police that deters most people from
becoming prostitutes or criminals? Will people who can afford to travel on
British Airways switch to an airline with a very poor safety record if the lat-
ter lowers its price dramatically? Is it really the case that unattractive rela-
tive prices stop an opera-lover from buying rap or grunge recordings, or
vice versa? For most people, there are certain kinds of substitution that are
simply unthinkable, that would not even enter their minds as possibilities.

(xi) Is the product consumed in a social setting? If so:

(a) its sales may depend on whether it is acceptable to the entire group — for
example, just one vegetarian in a group of diners may mean that the group
will not select a restaurant if it cannot meet the vegetarian’s requirements,
even though everyone else in the group would find it acceptable;

(b) it may be hard to sell if members of the consumer’s social group do not
know what it is and if it represents a mysterious departure from their
normal choices — an odd choice marks the chooser out as a deviant and
normally leads to demands for justification;
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(©)

(d)

decisions to buy it might be compromised by previous public statements
that the potential buyer has made, which would have to be retracted for
its selection to be justified — if people operate in a competitive manner,
their peers may seize upon evidence of actions at odds with positions
they have previously taken if it offers opportunities for one-upmanship.
Fortunately, since the memories of social groups and organizations decay
as time passes, past positions will gradually be less significant;

consumers may be concerned about the signals that it sends in terms of
how much they appear to be able to afford to spend on this kind of
product. In a world of incomplete and dispersed information, the
appearance of a product or its brand name may be taken as indicators of
its likely cost — for example, a finely crafted and well looked after
second-hand BMW may appear much more expensive than a new
Hyundai of the same price, particularly if the former carries a personal-
ized number plate that disguises its actual age and each generation’s
design is a gradual evolution from the one before.

Economists would normally call this an example of the economics of
conspicuous consumption, in which people are trying to stake claims
for (or cling to) a higher place on the social ladder than their budgets
really justity, or to claim unambiguously that they have ‘arrived’ at a par-
ticular level. If appearances count for signalling the consumer’s wealth,
the policy implication is that efforts aimed at improving a product may
best be aimed at building perceived quality into what is visible, so long
as the underpinnings are at least maintaining class standards. This is
something that Volkswagen appear to have been doing in their attempts
to push their brand upmarket by offering cars with chic, elegant styling,
wonderful interiors and doors that feel very solid, but with a fairly ordi-
nary driving experience offered by the engines and chassis.

Three variations on the conspicuous consumption theme should also
be added to the checklist. First, in societies where being conspicuously
rich is socially frowned upon or likely to invite the attention of crimi-
nals, manufacturers of upmarket products need to consider whether or
not their products need to have understated outward appearances so
that, except in relation to those ‘in the know’, buyers can engage in
inconspicuous consumption. Secondly, there are some products that are
consumed very privately and yet their act of purchase has major impli-
cations regarding the social standing of the consumer. Here we are talk-
ing of more than just a situation in which a buyer tries to impress a
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sales person. Instead, consider the lingerie sold to women via the Ann
Summers Party Plan: working-class women are much more likely to try
to impress their peers by splashing out on expensive lingerie on such an
occasion than are middle-class women who happen to find themselves
there. The third point integrates elements of the previous two: con-
sumers are embarrassed to be seen purchasing some products and in
these cases mail-order catalogues or Internet retailing may be ideal dis-
tribution modes since the customer does not have to face up to a sales
person or run the risk of being seen by friends. An Internet pharmacy
makes no sense for distributing quick-acting painkillers to those who
suddenly find themselves in pain, but it may do wonders as a means of
enlarging the market for aphrodisiacs such as horny goat weed tablets.

These 11 questions (which are summarized in Box 4.1) and many of the dis-
cussions following them may seem like commonsense. Yet a layperson would be
unlikely to be able to articulate them readily if asked, ‘In what ways do the con-
texts of choice differ?” Consumers deal with the problem of choice without nec-
essarily being aware of how they do so. Their task entails dealing with problems
of knowledge, uncertainty and access to information, associated with the passage
of time and changes in location. If economizing by customers is indeed about
substitution in the face of changing market opportunities and personal circum-
stances, it appears that substitution may actually be going on only amongst
things that have not already been ruled out on the basis of undue risk or lack of
approval from those in positions of influence. The crucial thing to get right may
not be the price of the product but its reputation, what its brand signifies.

Box 4.1 Eleven key questions every entrepreneur should ask about their

product

1. Is the product technologically complicated?

2. Is the product likely to be perceived as complicated to use by its target
market?

3. Is there technological uncertainty, or uncertainty about which product
standard will prevail in the long run?

4. Will an unsatisfactory experience with the product have major implica-
tions for the customer?
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Box 4.1 (continued)

5. Is the price of the product a significant issue for the customer?
. Is there a well-established second-hand market for the product?

6
7. Is there difficulty in identifying the quality of the product before buying it?
8. Is the product something that is purchased very infrequently?

9

. Is the product an element in a complex system of interrelated products
and activities?

10. Are substitutes available that, to a greater or lesser extent, offer features
offered by the product, or does it have a ‘unique selling point’ (USP)?

11. Is the product consumed in a social setting?

44 Behavioural/evolutionary consumer theory

Within the various branches of heterodox economics, the most comprehensive
alternatives to mainstream consumer theory come from the behavioural and
evolutionary approaches. Behavioural economists use findings from cognitive
science and psychology about how humans actually cope with complex tasks.
Evolutionary economists are particularly interested in the ways that new prod-
ucts come to be adopted by consumers and the roles that consumers’ capabili-
ties play in determining which kinds of products they are prepared to try. In this
section we try to summarize and synthesize some of the key themes from this
wide-ranging literature.

44.1 The struggle against increasing entropy

Entropy is a term from physics that refers to the measurement of the degra-
dation or disorganization of the universe. In heterodox economics the term
is used to refer to how far a complex system of connections has unravelled
due to a lack of investment in maintaining its structure.

Instead of seeing choice as a utility-maximizing activity, evolutionary thinking
sees much of everyday life as concerned with maintaining orderly systems in the
face of tendencies towards increasing entropy. These systems include our per-
sonal appearances, networks of social relationships, the cars we drive and living
environments that come up to our standards of tidiness and cleanliness.
Decision making is very difficult in the face of complete chaos and is much
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easier if there are established points of reference (including an established pic-
ture of one’s self), though sometimes we playfully let our lives get very untidy
because this helps throw up scope for building new systems.

Attention to maintaining one system comes at the expense of giving attention
to other entropy-prone systems. Because of this, the best that people can hope to
achieve is to keep the states of different parts of their lives from falling below tar-
gets that they set. If something falls below what they define as an acceptable
standard, they set about replacing it or giving it a makeover that takes it, at least
for the moment, a good way beyond the minimum level. (The process of choice
may thus be likened to the operations of a thermostat that maintains a room’s
temperature within acceptable bounds.) Then they turn their attention to the
most important of whichever other system is falling below their target. Life is
thus a matter of muddling through, staying afloat, rather than achieving a state
of rest and optimal allocation.

Note here that individuals may not only differ in terms of the standards they
set for a given system (tidiness of a teenager’s bedroom is an obvious example!),
but also in terms of how rigorous the standards they set are for different parts of
their lives, and how they rank them in order of importance. Most people are
more obsessed with some parts of their lives than others (as in the case of col-
lectors of certain classes of goods), but fortunately few people set such high stan-
dards in any area that their behaviour becomes totally dysfunctional in the man-
ner of those afflicted by an obsessive—compulsive disorder. Most consumers who
do find life is getting problematic are nonetheless laid back enough about their
lives to be able to let entropy mount for a while and then reflect on how things
are going before ‘getting their priorities right’.

44.2 Consumer preferences exist at several levels

The idea that preferences may have a hierarchical form figures in heterodox
analysis in a variety of ways. The most basic is the ‘hierarchy of needs’ idea bor-
rowed from the work of psychologist Abraham Maslow. Our most basic need is
to have enough water to stay alive right now. Next comes the need to have
enough food to keep going beyond the present moment. If in a desperate situa-
tion, we will let nothing get in the way of our physical survival: as Shakespeare’s
King Richard IIT pleaded, ‘A horse, a horse, my kingdom for a horse.” Maslow
suggests that once people have got enough food and water on which to live, their
attention will shift to obtaining adequate clothing and shelter, and once they have
achieved this, they begin to worry about their self- and social-esteem, seeking
friends, a partner and a position in the social pecking order. If all this is under
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control, then any spare resources they have may be devoted to ‘self-actualization’
— in other words, to setting out to make a reality of how they dream of them-
selves as being. For example, a person might ideally like to be some kind of cre-
ative artist and live a life based around laudable environmental principles, but
they will not try to live like that if it leads to them being denied friendship or
enough of a roof over their heads.

Although Maslow’s hierarchy of needs suggests that people may sometimes
refuse to substitute in particular directions because this would compromise
meeting their basic needs, it does not preclude substitution in general. For
example, if people are trying to get a roof over their heads, then it helps to have
some skill in assembling cost-effective combinations of food products to liberate
funds to pay for housing. Note, too, that some products may assist in meeting
several levels of needs. For example, being affluent enough to trade in a rough,
old, gas-guzzling saloon car for a new, versatile and fuel-efficient mini-people-
mover may make it easier to meet family goals, impress the neighbours and help
save the planet. For the business economist, then, the key question to keep in
mind is whether the firm’s products are a cost-effective means towards helping
consumers move to a new level on their hierarchies of needs without getting in
the way of meeting their more basic needs.

A more complex hierarchical approach to the mind of the consumer is that
which sees our minds rather as if they are like legal or constitutional systems in
which there is great freedom for action so long as high-level principles are not
compromised, and where conflicting points of view are resolved by appealing to a
higher authority. On this view, lower-level mental operations may throw up a vari-
ety of perspectives on a particular issue in the consumer’s life, including whether
the consumer does indeed have a problem to address. The person may thus be ‘in
several minds’ about what to do unless the various possibilities are viewed in
terms of more fundamental principles on which the person builds their life.

On this view, the mind is a bit like an onion, with a core set of beliefs that can
be maintained by adjusting more peripheral beliefs to make them consistent with
the core ones and managing subsequent gathering of information to generate evi-
dence consistent with the core. New ideas, which may concern new products to try,
will be ruled ‘out of order’ unless they can somehow be shown to be consistent
with the core beliefs. Challenges to a person’s core beliefs are likely to generate
hostile responses aimed at defending these beliefs. The process envisaged here is
rather akin to the way that the idea that the sun revolved around the earth was
maintained for many years by the use of ad hoc and increasingly convoluted expla-
nations of anomalous observations and by the political repression of those who
proposed that the earth revolved around the sun.
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For example, suppose a person is anxious about the possible maintenance
costs of their old car and does not see themselves as ‘the sort of person who, at
my stage in life, will still be running an old bomb’, but does not have the ready
cash to buy a new one and at the same time does not view themselves as ‘the sort
of person who relies on debt’. Here is what psychologist Leon Festinger called a
state of ‘cognitive dissonance’, since two aspects of the person’s view of them-
selves are at odds with each other. Festinger’s theory of how cognitive dissonance
is resolved incorporates the everyday notion of ‘wishful thinking’ and runs
against the mainstream economist’s tendency to ignore subjective aspects of
opportunity costs. It also implies that we should take seriously the idea that con-
sumer choice is open to being manipulated by marketing strategies.

One possibility is that the person ends up buying the new car without being
influenced by marketing strategies of car firms and suppliers of finance, after
looking at the different patterns of damage to their view of the world that would
result from buying a new car versus staying out of debt. For example, the person
may find it harder to live with continuing anxiety about repair bills and lifetime
achievements than with the implication that they are indeed the kind of person
who gets into debt. If so, Festinger’s theory of dissonance reduction predicts that
they will set about constructing a case — note the parallel with a courtroom pro-
cess — for why the act of getting into debt is not so bad, after all. For example,
they may adjust their estimates of depreciation rates and maintenance costs on
the new car so that the choice seems perfectly logical in financial terms and there
is no need to admit to themselves that the ‘real reason’ for their choice is that
they are trying to avoid all the scope for embarrassment that seems to be implied
by staying with their present vehicle.

Marketing messages can be used to try to ensure that the consumer does achieve
such a resolution — for example, ‘fear appeals’ that emphasize the downside of
living with an old car, and by packaging the financing issue in a manner that
removes the connotation of being in debt. Personal leasing packages obviously have
potential here: they sound like standard business practice and are really (yes,
really!) about renting a flow of services, not about being in debt; and, by being
based around a sizable ‘balloon’ payment linked to the value of the car at the end
of the lease, the monthly payments can be made very attractive.

Consumers who do not think in an open-minded manner present quite a chal-
lenge for marketers and a barrier to the acceptance of novel products, but not an
inherently insuperable one. Under certain conditions, people who have long clung
to a particular self-image will reinvent themselves, just as countries with repres-
sive regimes can undergo revolutions in which the army that once supported a
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dictator sees that it is in its interests to switch sides and support a popular upris-
ing. If potential customers see a product as conflicting with how they see them-
selves and if the product cannot be positioned otherwise by carefully chosen
marketing messages, it may nonetheless be possible to expand sales by appealing
to a higher-ranking mental notion, or to a more significant aspect of self-identity,
such that target consumers decide to change how they see themselves. One
might thus seek to sell, say, men’s cosmetics to macho customers by (a) portraying
them as useful aids to higher-level goals such as the conquest of women, or (b)
presenting a case for viewing the essence of being macho in a manner consis-
tent with consumption of men’s cosmetics, or (c) presenting a case, in relation to
some higher-level notion, that the time has come to move away from being macho.

44.3 Rules for closing open minds

The mental processes just outlined may sometimes be quite enough to deter-
mine a consumer’s choice of brand as well as the bigger decision to buy that kind
of product. For example, a consumer who has a strong ethical outlook might
reject any food products that carry the ‘Kraft’ brand since that company is owned
by the Philip Morris tobacco company (or Altria, as it has recently re-branded
itself), reject a brand of ginger beer that is produced by a firm owned by Coca-
Cola and only buy cosmetics at The Body Shop. But often the complex system of
beliefs that limits a consumer to particular kinds of activities will leave open
the choice of a particular brand or product design in preference to rivals. For
example, an ethically motivated consumer might discover that The Body Shop is
not the only firm to offer cosmetics products produced without animal testing
and with a concern for the environment, or that there are many small, fuel-
efficient cars between which to choose.

One way of achieving theoretical closure in such a situation is to go back to the
‘demand for product characteristics’ view of choice in the mainstream literature
and see the consumer as having a set of preferences in which there are trade-offs
between product characteristics. Behavioural/evolutionary economists take a
rather different approach. They suggest that the consumer brings into play not
a set of preferences but an evolving set of decision rules. These decision rules
may take very different forms not merely between consumers in regard to a
given class of products, but between different classes of products chosen by a
single consumer. Examples could include the following:

+ Rely upon the opinion of a seemingly knowledgeable friend.

+ Follow the recommendation of ‘best buy in its class’ from a consumer magazine.
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¢ Choose the product in the class in question offered by a manufacturer with
whom the consumer has previously had a trouble-free consumption experi-
ence, and if there are several brands that come into this category, choose the
cheapest (or, perhaps, choose the one with the highest social standing, subject
to it coming into one’s budget range).

¢ Choose the cheapest of those products that offer enough of all the required
features on one’s current checklist for this type of product.

+ Take one’s current checklist of desired product characteristics, rank them in
order of priority and then choose the product that gets furthest along the pri-
ority listing before it fails to match up to a required standard.

¢ Choose the product that has the longest list of non-core features, so long as it
has all of the core features on one’s checklist.

¢ Form an overall rating of rival products by averaging their performances (say,
out of ten) on each dimension of interest, and then choose the one with the
highest overall score.

+ Choose the product with the best performance in a particular, single dimension.
¢ Choose the top-selling product in the category.

¢ Choose the underdog brand on the basis that they must be trying harder and
could therefore be under-rated.

This list is by no means exhaustive. Note that several rules may be used in com-
bination, as with rules that are only bought into operation where there is a tie for
first place, or where nothing is deemed good enough in terms of an initial rule.
Note also that some rules may entail a mixture of intolerance (absolute require-
ments for particular kinds of performance) and willingness to make trade-offs
between other dimensions.

The business economist or marketer obviously cannot hope to know the rules
that each potential customer employs. The important thing to do at the very least
is to try to become aware of the kinds of rules that are likely to be commonly
used in the situation in question and then see how one’s product and the prod-
ucts of rivals fare when appraised in terms of these rules.

Knowledge of the different forms that selection rules can take is especially use-
ful in relation to the design of market research questionnaires or data derived from
them. For example, if consumers have been asked to ‘rank product features in
order of priority’, a mainstream economist would see their answers as saying
something about the relative weights attached to the product’s features. On this
basis, a particular product may still achieve the highest score even if it performs
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poorly in a ‘high priority’ area, because it does really well in ‘low priority’ areas.
However, from the heterodox viewpoint, the consumer may actually be thinking
hierarchically, so that if the product fails to pass a high priority test it is out of the
running altogether, regardless of how well it performs in respect of lower priority tests.
The use of hierarchical decision rules or checklists by customers opens up
some interesting marketing dilemmas. Box 4.2 gives an example of one of them.

Box 4.2 Should a car manufacturer fit anti-lock braking systems as a

standard feature to all its cars?

Anti-lock braking systems (ABS) were fitted to top-of-the-range Mercedes-
Benz cars in the early 1980s and have gradually become available on all types
of cars, right down to the humble 2003 Daihatsu Charade. But at the time the
new Charade was launched with ABS in the UK, some leading manufactur-
ers such as Ford and Vauxhall were still only fitting ABS as a standard fea-
ture on selected models. What advice would you give a car maker about
whether to fit ABS on its lower-tier models, either standard or as an option,
or whether it should be reserved only for top-tier luxury and sports models?

Standardization of a technologically complex feature such as this will sim-
plify production logistics, so if the feature is made optional for some models
and standard for some it will cost more to offer, and the firm could have trou-
ble matching the costs of rivals who keep their production logistics simple
by making all the complicated features standard. Those rivals may be more
likely to end up with a clear run in terms of consumer checklists, but they
will have trouble extracting consumer surplus by using diversity of features
as a basis for a bigger range of prices.

Leaving the feature off lower-tier models in terms of standard fitment may
reduce production costs enough to enable the manufacturer to cut the price
of the product so that it lies just inside the upper budget limits of customers
who would otherwise have to choose something from a lower market seg-
ment (such as a Korean product or a near-new model). There is also the pos-
sibility that such marginal consumers might be persuaded to rethink their
budget ranges and settle for something even better, if only they can be
enticed into the showroom and shown, in effect, how dealer-arranged
finance can help them to avoid compromising their non-price aspirations.
When Vauxhall excluded even optional ABS from lower-tier models in its
Corsa range, this could have lost the firm sales from consumers who reject-
ed cars that did not have ABS and also rejected the top-tier Corsa GSi sports
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Box 4.2 (continued)

models, which did have ABS, because their prices were beyond their budget
ranges. Some consumers might not want the sports version even if it came
within their price range, because it is more expensive to insure and uses
more fuel.

On the other hand, if the product has got a lower priority feature that rivals
do not offer but which is standard across the range (such as particularly chic
styling), then limiting ABS to top-tier models may be an effective way of forc-
ing some more affluent consumers to pay to the limit of their budgets in
order to get it, even though they are not particularly interested in extra fea-
tures offered by the top-tier model aside from ABS. If ABS were available on
lesser models, such consumers would be able to meet their aspiration in
terms of styling by buying one of the latter, and would not compromise their
safety aspirations.

The basic practical lessons here appear to be as follows:

+ Ideally, market research should be aimed at segmenting the potential market
in terms of the types of decision rules they are likely to use in the context
in question.

+ To achieve mass-market appeal, a product should at least meet average stan-
dards for the product class in all respects. This reduces the probability of it
being rejected by those who use hierarchical or checklist rules without being
likely to cause it to perform poorly with trade-off based rules, even if the
resulting product is quite bland and stands out in no particular area.

¢ Market research efforts should be devoted particularly to finding out which
tiebreak rules consumers employ when they are trying to apply checklist-based
decision rules and judge that several products offer adequate performances in
all core respects: do they decide by moving on to peripheral features in respect
of which the products differ, or do they, say, ask themselves what is the most
basic feature they really want and then see which one performs best in that
respect? The product should then be tailored to be consistent with the answer.
Matters are rather simpler if the market is one in which consumers tend to
compute some kind of overall score for each product. A supplier merely needs
to get some idea of the willingness to pay for/sacrifice particular features or
degrees of performance and then examine the profitability of making different
changes given the costs of implementing them.
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¢ Because of their bounded rationality, consumers may need help in working
out how to choose even if they have certain non-negotiable requirements.
Advertisements can thus be designed to present reasonable-looking decision
rules to consumers, or cases for changing to particular decision rules, that
imply the firm’s product is the best one to choose.

¢ The closer the match between products in terms of non-price factors, the
more problematic it is for firms to allow their prices to diverge from those of
their rivals. This is because such a situation will favour the application of
‘choose the cheapest’ tiebreak rules. Hence firms must instead prompt sub-
stitution by making products appear different in non-price terms, which then
makes it safer to experiment with different prices.

The discussion above portrays consumers as if they actually bother to think care-
fully about their choices in terms of product characteristics. Heterodox
economists do not presume that this always happens. Many things in life are
done on the basis of habit, without any thought about alternatives. This is not to
say that at some stage in the past the consumer made a decision involving the
consideration of alternatives from which the habit evolved as an institution in
the sense discussed in Chapter 2. Consider, for example, ‘See you at the pub on
Friday night?’, with no mention of which pub, or ‘I'll have the usual’, with no
mention of the brand or type of drink, once at the pub. Both may be habitual
forms of behaviour descended from a choice made long ago about what to do on
Friday night, and with whom, or what to drink. Even back at that stage, howev-
er, the person may not have evaluated alternatives. For example, suppose the
habit stems from the first time the person was invited out by colleagues after
moving to a new job in a new area: he or she might simply have adopted a ‘when
in Rome, do as the Romans do’ kind of decision rule.

444 We're all hunter-gatherers, really

One of the most exciting recent developments in economics is an interest in
using ideas from evolutionary psychology to make sense of the choices that peo-
ple make. The essence of this line of thinking is that the human race has not
been around for very long in evolutionary terms and, as a result, we are essen-
tially still operating with brains adapted to life in a hunter-gatherer society and
programmed to do the best we can to pass on our genes to future generations.
Thus the people alive today are descendants of those from the early years of the
human race who happened to have modes of behaviour that were suited to
enabling them to survive and produce offspring.
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One application of this perspective is towards making sense of differences
between men and women as consumers and workers. For example, it has been
argued that gender differences in pay do not reflect discrimination against
women in the labour market. Rather, once they are of child-rearing age, women’s
minds may be focused on caring activities rather than on pursuing income, even
if they are consciously choosing not to have children yet; men, meanwhile, may
be preoccupied with their careers and status as means of demonstrating their
suitability as mates.

Modern society is, of course, very different from life in a hunter-gatherer soci-
ety, so how we respond to particular kinds of modern situations may not be par-
ticularly ideal if our responses are those of hunter-gatherers. For example, what
our bodies do when we feel threatened at work or in a social setting may have
been very effective for enabling us to survive threats from lions and other dan-
gerous animals. Unfortunately, having one’s body fired up for ‘fight or flight’ is
physiologically unhelpful when we are, so to speak, chained to a desk and a
mortgage that goes with attempts to ‘keep up appearances’ within our tribe. Our
need to be on the alert for wild animals is something that may help explain why
our attention can temporarily be diverted by displays in modern shopping malls
that are designed not to make it easy to find what we want but rather to get us to
stop and buy things for which we were not shopping.

4.5 Fads, fashions and product lifecycles

A demand curve is drawn subject to a number of things being taken as given:
+ Consumer tastes.

+ Consumer budgets.

+ Consumer knowledge.

¢ The prices of other goods.

+ The characteristics offered by other goods and the good in question.

¢ The list of types of goods available.

¢ The product’s distribution system (for example, which shops are stocking it)
and the means by which it is being promoted.

¢ The way and extent to which the product and its rivals are being advertised.

Changes in any of these factors as time passes can shift a product’s demand
curve to the right or the left and generate changes in quantities sold without the
product’s price being changed.
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Within traditional consumer theory, it was easy enough to tell stories about
how falling prices or rising real incomes might lead to the fading away of some
goods and increasing sales of others. However, discussions of inferior goods and
luxuries were problematic in cases where the goods whose sales were growing
were new types of products. The ‘characteristics approach to demand’ offers a
way of showing how a new product might be able to win sales and sometimes
force existing ones out of the market. Put simply, the idea was that a new prod-
uct might offer a cheaper way of producing a particular combination of charac-
teristics and/or enable consumers to achieve higher utility by obtaining combi-
nations of characteristics that were not previously available within their budgets.
This can be readily appreciated by reflecting on the greater speed and lower price
of current computers compared with those of only a few years earlier, or the
growing size of television screens that one can get for a particular price. In this
approach, nothing has to be changing in terms of consumer preferences over
rival combinations of characteristics, or the set of characteristics in terms of
which preference orderings were specified. The behavioural/evolutionary
approach recognizes that this may not always be the case and it draws attention
to the following:

+ Consumers’ aspiration levels may rise following increases in their incomes (or in the
attainments of those whom they use to judge what they should expect to be able to
consume). When consumers find themselves in new territory they do not, in
the heterodox perspective, necessarily have a set of preferences applicable to
what they can now afford. Rather, they feel their way towards some idea of
what is achievable by setting themselves new aspiration levels — targets for
performance — and then seeing if they can meet them, adjusting up or down,
with a lag, in the light of what seems to be possible.

Here lies a problem. It is easy to be impressed when first in the midst of
products that were previously beyond one’s budget, but it is also easy to make
mistakes due to the lack of experience and end up with choices that deliver well
below what would have been possible. This is particularly important if goods
are consumed conspicuously and crass or vulgar choices impede entry into
new social circles. The newly rich need to be able to crack the consumption
codes of those into whose social circles they wish to be accepted. Ostentatious
consumption of things that look obviously new and expensive or are on a
grand scale might succeed in impressing the social circles they are trying to
leave. Unfortunately, such behaviour provides clear signs that they do not have
the insight to move into established elites whose confidence is matched by
choices that display restraint, subtlety and a penchant for classic designs.
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Those who recognize these risks may conclude that what people in similar
circumstances appear to be able to achieve is a good place to start when setting
targets. An entire bundle of products to target may even be implied and become
the norm for those achieving particular kinds of upgrades in their work status:
note, for example, the phenomenon of the ‘executive home’ and ‘executive car’.
Buyers who have moved into a new consumption league may thus shun goods
that they previously saw as perfectly acceptable. Hence, as the population mix
changes in terms of career types and value systems, demands for some prod-
ucts will rise spectacularly, while other products will sell less rapidly.

A new product may offer new features. If the product offers new features without
offering inadequate performances on established dimensions, then the new
features provide a ready basis for consumers to develop a new tiebreak rule or a
longer checklist of required features. Note that, if consumers view this class of
product in terms of a priority-ranking, there is no necessary reason to assume
that the new feature may simply be placed at the bottom of the list; it may seem
clearly to be something of great importance. If so, rival brands that hitherto
would have beaten earlier versions of the product in terms of lower priority tests
may now be sidelined for failing to pass the new test that has been slotted in
higher up (for example, the new question, ‘Does the computer include a CD
burner?’, may seem more important than, say, the size of the monitor).

New products may ‘set new standards’ in terms of particular dimensions. This issue
may be related to the previous one insofar as the new feature determines how
the product is judged in terms of a high-level criterion, as with the case of an
airbag as a safety feature in cars. Again, this may be of major significance in
explaining competitive performance of rival brands if consumers are using
checklists based around criteria specifying adequate performance. In the mid-
1980s, only very expensive brands of motor vehicle could reasonably be expect-
ed to offer even a driver’s airbag; by the mid-1990s, the ordinary consumer
might expect a driver’s airbag to be provided, and some might even be expect-
ing one for the passenger too. Now the same consumer’s expectation might be
to find a car with six airbags, seatbelt pre-tensioners and active headrests.

If consumers use checklists and can find something from another manu-
facturer that matches their requirements, a firm that fails to keep apace with
rising expectations may find its market share severely limited, even if it tries
to maintain sales by trimming prices ‘to compensate’ for its product’s short-
comings. This is something that Henry Ford learnt the hard way in the 1920s:
the success of the Ford Model T was based on making it progressively more
affordable as a good basic car, and it drove out cars that were cheap but nasty.
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However, by the late 1920s affluence had increased and customers wanted
even better cars and/or variety, not even cheaper examples of the same thing.

+ Consumers learn what products can do for them. The properties of a product are
not self-evident but have to be learned by trial and error. This fact underlies our
earlier remarks about the problem of uncertainty over product quality and how
well a product will do a particular job for them. But here we wish to emphasize
that sales dynamics are also driven by consumers forming increasingly complex
pictures of the purposes for which a product can be used, and with which other
products it can be combined to produce a more complex system.

Personal computers and the Internet are obvious exemplars of this phe-
nomenon but it is evident in all manner of product categories, including food
items and cleaning products (highly versatile bicarbonate of soda comes into
both categories!). Manufacturers that study what consumers do with their
products as well as trying to think up uses by themselves, and whose promo-
tion campaigns focus on educating consumers, may be able greatly to extend
the lives of their products.

From a complex systems perspective, consumer learning entails the making
of new sets of mental connections. The marketing problems or opportunities
faced by firms can change drastically if consumers change the mental images
that they associate with particular products: for example, many consumers who
would have seen smoking as ‘cool’ a generation ago now see it as inconsistent
with a healthy lifestyle, while the modern heterosexual male increasingly does
not see the use of cosmetics products as effeminate but as devices for holding
back the process of ageing and maintaining sexual attractiveness.

o Consumers learn from opinion leaders and from other members of their social net-
works. The ‘field” approach to economics proceeds with little consideration of
the social context of choice, whereas the complex systems approach of hetero-
dox economics ascribes a major role to the sharing of information and imita-
tive behaviour, with some people playing much bigger roles than others
as connective nodes. This applies not merely to the ‘what’ of products (the
previous point) but also to ‘which’ ones should be consumed and in which
combinations, to create a particular style.

The consumer that is used as a reference point need not actually be part of
one’s social circle, or even a real person. The television series Sex and the City
had a major impact on women’s fashion, particularly via the novel combina-
tions of items worn by the character played by Sarah Jessica Parker. In other
words, capabilities in constructing connections are significant on the demand
side, not merely on the supply side considered in Chapter 3.
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To be truly ‘cool” or ‘hip’, a consumer needs to stand out from the masses,
which entails being innovative, choosing styles of consumption that are not
yet popular and having the confidence to display them in public. At the other
end of the spectrum is the timid, uninventive, ‘sheepish’ consumer who fears
standing out from the crowd and hence must change in line with changes in
popular styles.

The existence of these different approaches to novelty and conspicuousness
generates via social competition an endless spiral of changing fashions. The
cool are copied by the not quite so cool, forcing the cool to work on new con-
sumption strategies but also forcing the timid to defend their positions by
conforming to the emerging — but inherently short-lived — consumption stan-
dard. Conventional market research is not going to be particularly effective for
anticipating this phenomenon. Instead, firms need to get to know who the
trendsetters are and study their behaviour closely.

4.6 Products in the context of lifestyles

Lifestyles are defined as ways of life that ‘revolve around’ particular bundles
of linked consumption choices related to value systems people develop or
adopt for making sense of the world and their place in it.

From the standpoint of complex systems theory, the lifestyle notion embodies a
far more extensive view of complementarity between goods than the typical
economist seems to have in mind. Typically, coverage of complementarity runs
only as far as a few examples, such as gin and tonic, coffee and cream, or video
cassettes and VCRs, followed by a brief discussion of how a fall in the price for
one of them shifts to the right the demand curve of its complement.

Within heterodox economics, and in marketing, complementarity means the
sets of connections — in terms of particular kinds of goods, habits and modes of
conduct — that make up the fabric of everyday lives. People choose a broad strat-
egy for their lives and then set about choosing at a lower level of abstraction a set
of connected goods and services consistent with it. Groups with similar incomes
may consume systematically different sets of goods depending on the types of
consumption ‘business’ they have chosen to be in, for example:

+ whether to live in the city centre or suburbs;
o whether to have children;
¢ how they see borrowing and the need to save for retirement;

+ which kinds of ethical systems they use as foundations for their lives.
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The lifestyle phenomenon implies that it is important for business economists
to understand the fit of their firms’ product with particular lifestyles, and their
roles in helping people solve the kinds of problems that their lifestyles entail.
Box 4.3, on the Atkins diet, gives an example of how a perhaps faddish change
in one commonly employed foundation of everyday life can have major implica-
tions on a number of fronts.

Box 4.3 Fallout from the popularity of the Atkins diet

The Atkins diet suddenly became very popular in the UK during 2002-3, and
the 5 November 2003 edition of BBC2’s The Money Programme explored how
its popularity had been affecting the food and beverages sector. This diet
involves taking the radical step of trying to cut out one of the major food
groups — carbohydrates. While meat and cheese sales are not threatened by
this strategy, sales of potatoes and bread have been dramatically reduced as
more people have taken to the diet plan. Both of the trade associations con-
nected with these foods are now on the marketing offensive. Furthermore,
the makers of Slim Fast have seen a 30 per cent fall in sales and a big drop
in their share price. On the other side of the coin, Michelob low carbohydrate
beer (made by Anheuser Busch) had seen a growth in sales in the previous
12 months, and several new ‘low carbohydrate’ entrepreneurs have emerged
running businesses (for example, ‘Carbolite’) that specialize in offering
Atkins-compatible food products. The Money Programme’s investigator visited
a popular City of London wine bar whose manager stated how he had noticed
a large drop off in beer consumption and a corresponding increase in wine
consumption as the fad-following City clientele followed the diet. Part of the
explanation for its popularity is the number of Hollywood stars who have
been following the Atkins plan.

Unlike the genteel imagery of gin and tonic and other simple exemplars of com-
plementarity, the sets of connections that make up lifestyle may sometimes
entail a tangled mess and place a great burden on the ability of household man-
agers (parents!) to juggle time, money and products competently. From this per-
spective, it appears that many products will be purchased simply to prevent
chaos: they liberate time and make it possible to make or maintain connections
in terms of hopes/expectations about social interaction, images presented to
others, the kinds of lives that children will have and how they will develop. If one
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(or a single) parent is not in paid employment, many of these materialistic hopes
will have to be abandoned, yet fitting in with the demands of employers may
cause logistical nightmares in terms of looking after children and ferrying them
around — hence the demand for multi-purpose vehicles, convenience foods and
microwave ovens, reliable washing machines and dishwashers, home security
systems and so on. Rising mass consumption permitted by increased productiv-
ity levels may entail rising stress levels insofar as aspiration levels are based
upon the achievements of somewhat better-off members of society who are
themselves also on the treadmill of lifestyle maintenance, basing their aspira-
tions on yet better-off people.

4.7 Purchasing decisions of businesses

Consumers’ purchasing decisions are dwarfed in terms of total value by those of
business buyers choosing amongst supplies of raw materials, components, ser-
vices and capital items. Like consumers of end products, those who purchase
inputs for businesses will suffer from bounded rationality. However, if they spe-
cialize in buying particular kinds of products for a living, then it might seem rea-
sonable to expect them to have considerable expertise in respect of what rival
products and suppliers offer and of the kinds of deals they can reasonably expect
to obtain.

The presence of expert business buyers is important in ensuring the ultimate
consumer gets a good deal, because such buyers may enable their firms to com-
pete more aggressively with rivals. Particularly important in this process is the
retailing stage in the supply chain. Retailers such as major supermarket chains
set out to compete for customers by providing a convenient and simplified shop-
ping environment and by using their superior understanding of purchasing
behaviour (gathered from checkout scanner information) to lever deals from
manufacturers. They can be seen as a kind of information filter, opting to stock
some goods on the consumer’s behalf but not others that they have judged offer
inferior value for money. They enable consumers to assemble their trolleys of
weekly groceries cheaply and without fuss, rather as many ‘no-name’ PC suppli-
ers use their skills in shopping around for computer components as a basis for
putting together cheap computer packages, or as package tour companies
assemble holidays. Notice, however, that the nature of the consumer’s opportu-
nity cost problem means that getting the weekly groceries has a kind of credence
to it as far as the choice of supermarket is concerned: consumers using
supermarkets as one-stop shops need to be confident that the purchasing staff in
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these firms are good at their jobs and that benefits of the latter’s expertise are
being passed on to them due to pressure of competition with rival chains. The
trouble is, they don’t know what they might be getting if they shopped elsewhere.
If they start to question whether their habitual supermarket is offering the best
value, given the kind of products and standard of service they want, they can only
check this by spending a good deal of time in other stores, each of which has
thousands of product lines and differs in layout. This is because the supermar-
kets themselves cannot demonstrate their competitiveness across all of the
products they stock; they can merely hint at it by promoting a very limited set of
items ‘on special’ or presenting themselves as offering ‘everyday low prices’ and
illustrating this with a small selection of examples.

There are some grounds for consumers to have such confidence (rather than
sticking with a particular retailer merely due to being too busy to check the deals
available elsewhere) and for business economists to have a general expectation
that purchasing by businesses is based on expertise. Where markets can easily
be contested (for example, by established firms from other markets diversifying
into them), purchasing officers will be under great pressure from senior man-
agers to perform well so that their firms can keep prices at levels that both keep
existing competitors at bay and deter new entrants, as well as delivering an ade-
quate long-run return for shareholders. Moreover, in some cases, well-motivated
purchasing officers enjoy particular leverage because they can:

+ get to know of or infer something about rivals’ experiences with particular
suppliers by observing who is dealing with whom (if necessary by observing
the vans that come and go at a rival’s factory gate!), reading reports in the
business press or via the grapevine of social interaction and business institu-
tions — for example, when a major firm changes its advertising agency, this is
typically announced in advertising journals such as Campaign, to the embar-
rassment of the agency that has been dumped;

+ achieve economies of scale in obtaining redress through legal channels if sup-
pliers offer products that do not come up to contractual specifications in
terms of quality or timely delivery;

+ have the power to give large orders for a range of inputs, the loss of which
would be very significant for the supplier (see further, Section 9.4.4).

Despite this, major problems of information and knowledge stand between pro-
fessional buyers and the achievement of the best possible choice. Services of adver-
tising agencies, public relations companies, corporate lawyers, accountants, engi-
neering and other consultants are products whose quality is inherently difficult to



4.7 PURCHASING DECISIONS OF BUSINESSES

129

know or specify in advance. Hence established ‘name’ brands may seem far safer
and more cost-effective choices, despite the premium prices that they charge. The
sudden collapse of accounting giant Arthur Andersen following revelations about
its role in the failure of Enron is a telling reminder about the value of a good name
in the corporate services sector. Fortunately, for those suppliers of corporate ser-
vices whose name presently signifies nothing good or bad, industrial buyers often
experiment with such players by giving them smaller, less sensitive tasks and grad-
ually build up relationships with them. By doing so, they can signal to the major
players that they should not be taken for granted. Of course, it helps if staff mem-
bers of the fledgling businesses have track records as former employees or part-
ners in ‘name’ businesses.

With more tangible products that are produced by the winner of a tendering
process there will still be uncertainty about quality and delivery that severely
taxes the industrial buyer’s pool of expertise. Choosing the cheapest quotation
may not be wise, as it could result from inexperience leading to over-optimistic
estimates, or from desperation. Sticking to suppliers of whom one has experi-
ence is thus a tempting strategy if they are cheap enough, even if one tries to
‘keep them on their toes’ by putting things out to tender from time to time, or
divides business between several suppliers.

The latter strategies have their own risks, compared with buying from a sole
supplier: the more people that have to be brought into the picture about the
firm’s business, the greater the risk of information seeping out to the advantage
of rivals, while firms that are repeatedly given the impression that the customer
will switch elsewhere if a better deal seems available in the short run may be
loathe to invest in specialized customer-specific equipment that will enable them
to offer a superior longer-term deal.

Organizational factors may complicate the industrial buying process. Suppose
the buyer is indeed a corporate professional with responsibility for getting a good
deal for the employer. If so, the buyer may be at risk of being fired if an adven-
turous choice turns out badly, with no reward on offer if a risky supplier choice
pays off and saves the firm a considerable sum of money or leads to revenue-
enhancing improvements in quality of the firm’s output. Logic points here
towards following the maxim ‘Nobody ever got fired for buying IBM’ and stick-
ing with an existing supplier who is proving satisfactory. This applies even if the
professional buyer is aware that the existing supplier is not currently regarded in
the industry as a superior performer: here we have a case of information impact-
edness with the opportunistic agent (the buyer) knowing more than the princi-
pal (the employer) about the situation.
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Such a situation is less likely to arise if a would-be supplier can communicate
with other interested and potentially influential people within the organization —
such as workers who actually have to use the machine in question, or the market-
ing manager who could benefit from a more consistent standard of manufacturing
quality if it were adopted — and seek to demonstrate that the firm risks a mediocre
deal if it sticks with its established supplier. This may be no easy task, particularly
if they first have to get their personnel or promotional materials past the potential
customer’s gatekeepers, such as their secretaries or personal assistants.

4.8 Brand loyalty and brand equity

Mainstream theorists have had little place for the concept of a ‘brand’, tending
to construct models of choice in which buyers are choosing between precisely
differentiated products and have precise wants.

A brand is defined as a name or symbol that consumers see as signifying
something particular about the nature of a product and those who consume
it. Brands serve the role of shorthand product summaries for boundedly
rational buyers who are sufficiently knowledgeable to decode them.

Global brands such as McDonald’s, Kodak, Nike, Sony or IBM enable interna-
tionally mobile consumers immediately to achieve some sense of familiarity,
rather than feeling like totally clueless, recently arrived aliens, when they try to
make choices in a new location. Such brands are, in short, devices that enable us
to simplify the process of choice by generalizing across time, space and (when a
‘brand extension’ is successful) different types of products. They are like friends
to which we turn for assistance in moments of need and, so long as they do not
let us down too much, we tolerate their occasional lapses.

Brand loyalty may range from passionate commitment to particular brands,
that buyers are prepared to defend publicly, down to much more common
but rather loose polygamous attachments to a number of suppliers of a par-
ticular kind of product.

The notion of brand loyalty is clearly at odds with the mainstream ‘field’ per-
spective, for it suggests that buyers form relationships of various kinds with par-
ticular brands and steer well clear of others. In the case of polygamous brand loy-
alty, there may be a hierarchy of brands that a consumer is prepared to consider
if they are available, based on previous experience with them. But often, any of
the consumer’s favoured brands is seen as acceptable, with choices between
them being triggered by the particular juxtaposition of circumstances, such as
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whichever happens to be cheapest on the day in question or is most easily
noticed and reached on the supermarket shelf.

Brand equity refers to the extent to which a supplier can earn a premium
return via a higher price or larger market share relative to competing prod-
ucts because of the way in which customers view its brand.

This phenomenon can be observed across a diverse array of products, from gro-
ceries through to opera singers. A firm whose products lack brand equity may
find itself with a much smaller market share than suppliers of products that
enjoy considerable brand equity, even if the latter are much more expensive.

Brand equity is easier than the relationship aspect of brand loyalty to bring
within the mainstream perspective. Mainstream economists argue that the abil-
ity to charge higher prices for similar, but not quite identical, products gives the
owners of the brand a big incentive not to tarnish their reputations by letting
their standards slip towards those of lesser products. If consumers recognize
this, they will continue to be prepared to pay higher prices and in return will
indeed receive better quality. The mainstream story makes sense with, say, the
food, aviation and automotive sectors, where adverse news reports regarding
product safety could tarnish a firm’s image overnight, and particularly if the
brand name is applied to an entire range of products.

Other cases are less supportive of the mainstream ‘markets are efficient’ view
of brand equity. A striking case concerns model-sharing joint ventures between
General Motors and Toyota in both the USA and Australia during the 1990s.
Despite differing physically in terms of only minor trimmings and badges, the
‘original’ products drastically outsold the re-badged models. In the US context,
the Toyota Corolla sold spectacularly better than its Geo Metro twin despite the
Toyota carrying a substantially higher price. If this was because customers
thought that the former came from a Japanese factory and might therefore be of
higher quality, then the customers were wrong: both were produced in a General
Motors factory in Fremont, California, managed in Toyota’s style.

The Australian arms of General Motors and Toyota should both have learnt a
lesson from this: do not expect unfamiliar model names to sell even if attached
to familiar manufacturer brand names. But they did not, only to discover that
Holden Nova and Apollo (‘really’ Toyota Corolla and Camry) meant nothing to
most buyers and neither did a Toyota Lexcen (‘really’ a Holden Commodore — the
late Ben Lexcen had been well known as an Australian yacht designer a decade
earlier). Even buyers who knew what they were getting and chose on the basis of
the best deal would still have had to contend with the social embarrassment of
their peers not being familiar with what they had purchased or suggesting they
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did not know what they had ‘really’ bought (as in, ‘Geez, mate, I thought you said
a Lexus; it’s just a Commodore with the wrong badges!’). Not surprisingly, the
Toyota/GM—Holden alliance did not last long.

However poorly grounded may be the customer perceptions that give rise to
brand equity, careful management of these perceptions may pay off handsome-
ly in terms of profits. Once again, the car market provides excellent lessons. The
Volkswagen—Audi Group uses differences in brand image and brand equity to
run a sophisticated strategy of charging very different prices for different brands
of cars whose underlying designs and components have much in common. This
strategy is a form of what economists call ‘price discrimination’. It would col-
lapse rapidly if customers started seeing its models for what they were — shared
underpinnings with different clothes and designer badges — and just bought the
firm’s good-value Skoda or sporty SEAT products instead of some buying pre-
mium Volkswagen and prestige Audi products. Differences in the kinds of deal-
erships through which they are sold further serve to permit differences in price
and perception: for example, Skoda dealers in the UK are typically small, inde-
pendent local businesses without the sophisticated showrooms of Volkswagen or
Audi dealers. In the long run, and particularly in an age in which customers can
learn the truth about products via reviews in magazines and the Internet, pre-
mium prices will tend to be paid only if products are indeed better than their
cheaper rivals. However, this may still leave room for manufacturers of highly
regarded brands to capture the value they create: the crucial thing is that the cus-
tomers are prepared to pay, as a premium, more than it costs to add the extra
quality that they can only get by paying more.

49 Summary

Theories of buyer behaviour can help in designing market research pro-
grammes or thinking critically about the results of such programmes, as well
as in exploring the possible implications of changes in price, product, distri-
bution method or promotion strategy in situations where no relevant market
research data are available. Unfortunately, mainstream economists have pro-
vided a theoretical framework that is not particularly helpful in these situa-
tions. Their framework certainly provides a way of thinking rigorously about
the process of solving a well-defined problem of choosing a mix of goods sub-
ject to a budget limit. It also draws to our attention the significance of the
benefit the consumer receives from consuming extra units of a particular
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49 Summary (continued)

product. However, it has little to say about what determines the limits to sub-
stitution or the extent of complementarity between products.

Heterodox approaches to the theory of choice lack the formal elegance of
the mainstream view and its emphasis on the willingness of consumers to
make marginal substitutions. Instead, they are built around the idea that
consumers make their decisions by using evolving frameworks of hierarchi-
cally related decision rules. These rules often entail intolerant checklists and
require that products meet target-based performance criteria if they are to get
purchased. In the face of problems of information and knowledge much sim-
pler rules are prone to be employed, such as choosing trusted brands or fol-
lowing recommendations or observed behaviour of other buyers. Different
forms of decision rules can lead to vastly different policy implications, so the
business economist needs to develop skills for analysing which decision
rules are likely to be popular in particular contexts and/or should try to
ensure that colleagues engaged in market research frame their questions in
ways that will accurately identify decision rules that subjects use.

The differences between mainstream and heterodox approaches very
much reflect their respective ‘field’ and ‘complex systems’ perspectives. The
former, in treating everything as directly linked to everything else, provides
little basis for understanding the determination of the extent of substitution
and complementarity between goods. The systems approach points the busi-
ness economist towards studying, or getting market researcher colleagues to
study, how choices are affected by patterns of linkages in terms of:

e the ideas that make up consumers’ views of the world, including how they
see patterns of implications of particular acts of behaviour and the sym-
bolic connotations of particular brands;

e the rules that consumers create for specifying acceptable ways of combin-
ing products (such as styles of dress, cuisine, décor and so on);

e the match between products and decision rules (whether it ‘fits the bill’, or
is ‘a square peg in a round hole’) and the strength of connections thus
made (that is to say, brand loyalty);

e the social networks of influence within which buyers operate;

e the linked sets of activities that consumers assemble as their ‘lifestyles’.
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4.10 Some questions to consider

Critically evaluate the design of the Amazon.com website in the light of
material covered in this chapter.

If consumers start buying their groceries on-line and having them deliv-
ered to their homes, how might this affect their purchasing behaviour
between rival brands and supermarket chains?

How can it make sense for a used-car dealer to advertise an ageing
Mercedes-Benz or Volvo as providing ‘budget-priced prestige’?

Globalization does not mean that strong-selling products in global terms
necessarily fare well in all their markets. The Toyota Camry sells over
400000 units a year in the USA, and in the relatively small Australian
market it sells over 25000 units a year. In the UK, however, barely 1000
Camry are sold each year and they depreciate to about 25 per cent of their
new price within three years. A similar fate befalls large cars offered in
the UK by Hyundai, Kia and Nissan. Depreciation makes these cars very
expensive to run in the UK, despite their low purchase prices relative to
European ‘prestige’ brands, so the importers seem to be stuck in a
vicious circle: if they cannot increase residual values, only the unwise will
buy their cars, and hence the cars will remain relatively unknown and
unappreciated by the market at large and will suffer poor residuals. Can
you suggest any possible ways out of this, in the light of theory covered so
far in this book?

Examine any consumer magazines you have to see what kinds of deci-
sion rules their journalists use when they reach verdicts in multiple
product tests. Examine, too, how the formats used in these tests and the
verdicts reached may affect consumer choices.

Examine the movie business mindful of material covered in this chapter.
For example, can you make sense of the rise of chains of multiplex cine-
mas, the presence of ‘stars’ and sequels, different cinemas charging dif-
ferent prices to see a given film, or the exorbitant price of cinema
popcorn compared with home-prepared popcorn? How helpful is the
theory material for working out how worried cinema companies should
be by the advent of DVD and home-theatre technologies?
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4.10 Some questions to consider (continued)

7. Examine the likely consequences for Western firms if they adopt the
widespread Japanese practice of allowing decisions about the purchase of
factory equipment to be taken by the worker who will use what is selected.

8. Examine the problems faced by consumers and retailers of wine when
choosing between rival brands to drink or to retail.

9. What lessons does buyer behaviour theory offer to an international text-
book publisher considering the publication of a new business economics
textbook that will ‘break the mould’ by covering both mainstream and het-
erodox economic theory?

4.11 Recommended additional reading sources

The tendencies of economists to ignore similarities between households and
firms are explored in Alec Cairncross (1958) ‘Economic schizophrenia’, Scottish
Journal of Political Economy, 5, pp. 15-21.

Mainstream consumer theory was originally set out in J.R. Hicks (1939) Value
and Capital, Oxford, Oxford University Press. Hicks proceeds with greater cau-
tion at times than do subsequent mainstream textbooks. A more useful classic
for business economists to read, however, is Book III of Alfred Marshall (1920)
Principles of Economics (8th edn), London, Macmillan. Here, as in other areas,
Marshall’s work has a strong evolutionary flavour, with an emphasis on learning
by consumers. Marshall even thinks of consumer demand as a demand for the
characteristics of products. However, as far as mainstream theorists are con-
cerned, the key references here are two 1966 articles by Kelvin Lancaster: ‘A new
approach to consumer theory’, Journal of Political Economy, 74, April, pp. 132-57;
and ‘Change and innovation in the technology of consumption’, American
Economic Review, 56, May, pp. 14-23 (the latter is the more accessible of the two).

For alternative pluralistic treatments of consumer demand in intermediate-level
microeconomics texts, see: Susan Himmelweit, Robert Simonetti and Andrew
Trigg (2001) Microeconomics: Neoclassical and Institutional Perspectives on
Economic Behaviour, London, Thomson Learning/Open University (Chapters
2-6); and Peter E. Earl (1995) Microeconomics for Business and Marketing,
Aldershot, Edward Elgar (Chapters 2—4).
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For a mini-encyclopaedia of short guides to over a hundred topics in the con-
sumer behaviour area (including brand loyalty, brand equity, cognitive disso-
nance, conspicuous consumption, habit and impulse buying), see Peter E. Earl
and Simon Kemp (eds) (1999) The Elgar Companion to Consumer Research and
Economics Psychology, Cheltenham, Edward Elgar.

Edward Fullbrook (ed.) (2002) Intersubjectivity in Economics: Agents and
Structures, London and New York, Routledge. This collection provides a ‘state of
the art’ guide to thinking in economics about the impact of social interaction on
consumer behaviour. A classic earlier contribution on this topic is Harvey
Leibenstein (1950) ‘Bandwagon, snob and Veblen effects in the theory of con-
sumers’ demand’, Quarterly Journal of Economics, 64, pp. 183-207.

An interesting set of essays focusing on experimental and innovative aspects of
consumer behaviour has been assembled by Marina Bianchi (ed.) (1998) The
Active Consumer: Novelty and Surprise in Consumer Choice, London, Routledge.

The scope for businesses to manage consumer behaviour via advertising and
other promotional ploys has been explored at length by Jon D. Hanson and
Douglas A. Kysar, in two articles that both appeared in 1999: ‘“Taking behavioral-
ism seriously: the problem of market manipulation’, New York University Law
Review, 74, pp. 630-749; and ‘Taking behavioralism seriously: some evidence of
market manipulation’, Harvard Law Review, 112, pp. 1420-572. These papers
make a fascinating and chilling antidote to the ‘consumer is king’ view expressed
by mainstream libertarians such as Milton Friedman and Rose D. Friedman
(1980) in Free to Choose, Harmondsworth, Penguin Books.

For an intriguing case study of conspicuous consumption, see Merl Storr (2002)
‘Classy Lingerie’, Feminist Review, 71, No. 1, pp. 18-36. It concerns the Ann
Summers Party Plan method of selling lingerie, where display to peers is essen-
tially at the time of purchase rather than at the time of use. The ‘classy’ aspect
includes a social class dimension.

A superb website on evolutionary psychology has been developed by Paul Kenyon
at the Department of Psychology, University of Plymouth. See: http://
salmon.psy.plym.ac.uk/year3/PSY339EvolutionaryPsychology/Evolutionary
Psychology.htm. An evolutionary psychology approach to work and pay is offered
by Satoshi Kanazawa (forthcoming) ‘Is “discrimination” necessary to explain the
sex gap in earnings?’, Journal of Economic Psychology. This article also refers to
most of the previous applications of evolutionary psychology in economics.
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The discussion of fashion cycles in this chapter is inspired by yet to be published
work by Andreas Chai, which was influenced by the chapter ‘I'm hip’ in Morris
Holbrook (1995) Consumer Research: Introspective Essays on the Study of
Consumption, Thousand Oaks, CA, Sage. This book provides a fascinating and
provocative account of how consumer research within marketing has changed
over past decades.

Frederick E. Webster and Yoram Wind (1972) Organizational Buying Behavior,
Englewood Cliffs, NJ, Prentice-Hall. This is one of the pioneering works on pur-
chasing processes of organizations. For a classic empirical study revealing iner-
tia and limited search by industrial buyers, see M.T. Cunningham and ].G.
White (1974) ‘The behaviour of industrial buyers in their search for suppliers of
machine tools’, Journal of Management Studies, 11, pp. 15-28.

The classic mainstream analysis of the economics of brands is Benjamin
Klein and Keith Leffler (1981) ‘The Role of Market Forces in Assuring
Contractual Performance’, Journal of Political Economy, 89, pp. 615—41. Klein pro-
vides a more user-friendly discussion, with some examples, at http://www.
econlib.org/library/Enc/BrandNames.html.
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the law of diminishing marginal returns

the concept of returns to scale
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the division of labour.
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appreciate the difference between the mainstream theory of
production and the heterodox approach

identify the different kinds of knowledge needed in order to
produce a good or service.
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5.1 Introduction

In this chapter we assume that the entrepreneur is confident that consumers will
want the product and we direct our attention to the issue of how to produce the
good or service in question.

Production is defined as the process of using materials and factor services,
in conjunction with technology, to create new goods and services.

The aim of production is to add value to the chosen inputs. The branch of eco-
nomics that addresses how best to produce a good or service is called the theory of
production, but before we discuss the technical details of this theory we will take a
look at some of the practical issues that faced the British vacuum cleaner
entrepreneur James Dyson in his attempts to get his revolutionary Dual Cyclone
technology into production. We will then take a look at the mainstream approach
to the theory of production before moving on to look at the modifications and
extensions to this framework that have been constructed by heterodox economists.

It is probably fair to say that the mainstream story of production is somewhat
easier to understand than the heterodox story by virtue of the fact that it makes
several simplifying assumptions that, in turn, make it a good place to start devel-
oping your theoretical understanding of production. On the other hand, the het-
erodox approach tells a more sophisticated story in which many of the simplify-
ing assumptions of the mainstream story are either relaxed or criticized and
replaced. Ultimately, we hope that by presenting the Dyson story and then the
theoretical stories in sequence you will develop a sound grasp of the issues a real
world entrepreneur has to grapple with. One final point before we begin: this
chapter is an essential prerequisite to the one that follows where we will be
taking a look at the costs a firm incurs as a result of the answers it provides to
the production question.

5.2 The story of Dyson vacuum cleaners

In these opening years of the twenty-first century it is probably fair to say that
Dyson vacuum cleaners with their distinctive design, colouring and advanced
Dual Cyclone technology are a familiar sight in all electrical retailers, department
stores and mail order catalogues throughout the UK and, increasingly, the rest
of the world.

Given the ubiquity of the marque, it is easy to forget that the ‘Dyson phe-
nomenon’ is a relatively recent addition to the rather staid world of the vacuum
cleaner market. The first model produced by entrepreneur James Dyson’s own
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UK factory was manufactured on 1 July 1993, but the story of Dyson’s struggle
to bring his technology to market begins way back in 1978 when he discovered
why the dominant vacuuming technology was such a poor performer and
arrived at a solution to the performance issue by making connections between
domestic vacuum cleaning and the apparently unrelated technology found in a
typical sawmill.

In 1978 James Dyson was already a successful designer-engineer-entrepreneur
sitting on the board of a company called Kirk-Dyson, which produced and mar-
keted the ‘Ballbarrow’ (an all terrain wheelbarrow) and other gardening products.
One day, while he was vacuuming his house with an old reconditioned upright
cleaner, he began to think about why it only seemed capable of pushing dirt and
dust around the floor rather than sucking it up as it was supposed to do. He rea-
soned that it was probably because the dirt-collection bag was full so he replaced
it, but performance was little better. Thinking that this was probably because the
cleaner was so old he purchased a brand new cylinder cleaner. This worked much
more efficiently, but only for a short while. Once again, reasoning that the dirt-
collection bag must be full he replaced it and performance was restored. As
before, the improvement was only transitory and soon the vacuum cleaner was as
ineffective as the old reconditioned upright he had been using. Rather than
replacing the bag again he emptied it and reused it. He was intrigued to find out
that this did not improve performance, even briefly, in the same way that a brand
new bag had done. After conducting a few more experiments Dyson concluded
that vacuum cleaners with bags became inefficient very quickly because the pores
in the bag were becoming clogged with dust and this was reducing its porosity to
the air, which had a knock-on effect of reducing the power of the suck generated
by the vacuum cleaner’s motor-driven fan. At this juncture he did not have a solu-
tion to the problem of diminishing suction power, but then a similar problem
involving reduced suction power became apparent at the Ballbarrow factory in its
powder coating process and the seeds of an idea began to germinate.

The frame of the Ballbarrow was epoxy-coated for toughness. The first stage of
epoxy coating was achieved via the rather messy process of spraying a mist of
powder over the Ballbarrow frames with the excess powder (the stuff that missed
the frames) being sucked onto a fine gauze mesh for collection and reuse. The
suction power was provided by a fan housed behind the mesh, but as more
frames were coated the build up of plastic dust on the mesh reduced the effi-
ciency of the suction provided by the fan. This required production to be stopped
at regular intervals throughout the day to clean the mesh and collect the excess
powder for reuse.
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Unhappy with having to stop production at such frequent intervals Dyson
inquired of the mesh filter manufacturers if a more efficient technology was
available. They informed him that they could supply a cyclonic filter, as supplied
to sawmills, which extracted excess dust from the atmosphere without the need
for a mesh barrier. Instead it used a large conical funnel (some 30 feet in height)
to generate a vortex of high-speed air which spun dust particles to the edges
where they lost speed and fell into a collection bag. This technology proved to be
too expensive for Kirk-Dyson to purchase so James Dyson visited a nearby
sawmill, made some sketches and built a cyclone filter for the Ballbarrow
factory. Then he made the important mental connection between this relatively
large-scale technology and the small-scale technology of the vacuum cleaner — a
connection that nobody else had ever made.

Eager to turn the mental connection into a practical connection James Dyson
returned home and produced a small prototype cardboard cyclonic filter which he
attached to his old upright vacuum cleaner (after ripping off its bag). Then he vac-
uumed his house and discovered that this basic small-scale cyclonic filter worked
very satisfactorily in its domestic application, just as he had hoped it would.

Having got the basic idea Dyson threw himself into designing and developing
a perfect cyclonic filtration system. He was convinced he had a technology that
would take the vacuum cleaner market by storm. However, to his surprise and
dismay the road to success was going to prove to be far from smooth.

In early 1979 Dyson left Kirk-Dyson to pursue development of the cyclonic sys-
tem full-time. In conjunction with an old business associate, Jeremy Fry, he set
up the ‘Air Power Vacuum Cleaner Company’ and commenced the lonely pro-
cess of technology development in a run-down coach house adjacent to his home
in Bath, England. In late 1982, after three years of constant work, the single
cyclone idea had been transformed into a more efficient double cyclone (patent-
ed as the ‘Dual Cyclone’), which was capable of sucking up dirt particles of any
size, from the microscopic through to the very large (not to mention items such
as coins, etc.). During this period Dyson had constructed more than 1000 work-
ing models before he achieved 100 per cent efficiency of the system. The idea of
the Air Power Vacuum Cleaner Company manufacturing a product based on the
technology was mooted, but the financial position of the company prevented
Dyson from following this path. Instead Dyson set up a new company called
‘Prototypes Limited’ and set out to license the technology to the big players in
the UK vacuum cleaner market.

Amazingly, nobody was interested in the new technology except for a small
company called Rotork with whom Dyson had been involved several years
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previously. In 1983 Rotork financed an operation whereby Dyson designed a vac-
uum cleaner, Zanussi manufactured it and Klene-eze sold it. All in all just 500
units (which they named ‘Cyclon’) were made and sold. This perhaps was a false
start but it was a chance to learn from experience and, importantly, to obtain cus-
tomer feedback with respect to function and durability. A picture of the Cyclon
found its way into a TWA in-flight magazine, which stimulated international
interest and there followed a protracted period of negotiations with a variety of
vacuum cleaner manufacturers in the USA. By the middle of 1984 a licensing
deal looked to be set with the American company Amway but, after handing over
technical drawings and flying out to the USA to sign the final agreement,
Amway decided they wanted to renegotiate the deal (this is something
economists call ‘hold up’ and we will return to it later in the book). By the start
of 1985 the Amway deal had collapsed and Prototypes Limited was getting very
short on funds due to the costs of negotiation (mainly the fees of expensive
lawyers to oversee the contract) borne to date. Furthermore, Amway had decid-
ed to sue for various reasons. Prototypes counter-sued and the legal battle ended
in early 1985 when Dyson handed back the front money paid to him by Amway,
who had to return his patents and terminate their licence agreement.

Fortunately for Dyson the Cyclon had also stimulated interest in the Dual
Cyclone technology in Japan from a company called Apex Ltd. A deal was struck
and James Dyson spent much of 19856 in Japan designing a vacuum cleaner
called the ‘G-Force’ (which retained many features of the Cyclon) which he saw
all the way through to production. Yet again another learning experience for
Dyson and a much-needed financial lifeline. As he recalls: ‘In the year I spent
with the Japanese, I learnt an awful lot about design that would stand me in great
stead when I set up alone to make the Dyson Dual Cyclone.’

In March 1986 the G-Force hit the Japanese market at a retail price of £1200.
Despite this astronomical price it became a hit in Japan and within three years
it was making sales of £12 million a year, although thanks to the terms of his
licensing agreement Dyson only received £60000 a year.

The success in Japan paved the way for a renewed assault on the North
American market and in July 1986 a deal was reached with a Canadian company
called Iona for a dry shampooing machine to be called ‘Drytech’ (ostensibly a
Dual Cyclone vacuum cleaner, but in order to get around certain legal restrictions
placed on Iona it had to be redesigned to deliver a powdered carpet shampoo).
Back at his coach house, Dyson gathered a small team around him consisting
of ‘a couple of designers, recent graduates of the RCA, an engineer and a drafts-
man’, in order to design the dry shampooer. This went on sale in June 1987.
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In the background negotiations for a ‘pure’ vacuum cleaner to be called the
‘Fantom’ were in train, but just as the deal was about to be signed Iona informed
Dyson that their buyer, Sears, had already got a dual cyclone vacuum cleaner in
their stores which was manufactured by none other than Amway!
Unsurprisingly, Amway’s cyclonic vacuum cleaner infringed several of Dyson’s
patents and once again a legal battle followed with the help of Iona, although at
a cost to Dyson of a renegotiated (i.e. worse) deal for the Fantom. This legal bat-
tle would rumble on for several years at an annual cost of £300000.

By 1989 the Dual Cyclone technology was becoming well known. In 1990
Dyson signed a worldwide licensing deal with Johnson Wax to apply the tech-
nology to a tank vacuum cleaner and a back pack vacuum cleaner for sale to
industry and commercial cleaners. Early this same year Vax got in touch with
Dyson and asked him to build an upright vacuum cleaner for the UK market
and, as Dyson put it: ‘My little staff at the coach house and I were designing vac-
uum cleaners, and other bits and bobs, for our current licensees, and the Vax
deal looked like the final piece of the jigsaw.’

It had always been Dyson’s intention to produce an upright cleaner for the UK
market so the Vax proposal was attractive. After signing the agreement and tak-
ing receipt of £75000 front money Dyson and his team delivered the final design
and drawings to Vax at the end of 1990. It soon became clear, however, that Vax
were not entirely happy and they asked for a number of redesigns. By July 1991
it didn’t look like they were going to commit to production so Dyson parted com-
pany with Vax. He was now keen to produce a vacuum cleaner for the UK mar-
ket himself. The major problem he faced was obtaining finance. The Amway
legal battle was still rolling on and it was diverting much-needed funds away
from the company, but, just as he was despairing of reaching an agreement with
Amway, the case was resolved and the financial burden removed. Dyson and his
team launched into designing their first UK upright vacuum cleaner.

The product that was to become the DCO1 took as its point of departure the G-
Force. The design team worked in the now-refurbished coach house for over
nine months. Computer-aided design was carried out upstairs while prototype
models were built downstairs. According to Dyson: “We made hundreds of little
technical improvements to the cyclone, and to the cleaner head, and at the same
time concentrated on reducing the number of screws, joins, and parts in the fin-
ished design — this would concentrate our minds on the essence of the function,
and force the form to follow it most efficiently, and also, most importantly since
we never knew how much money we were going to have to put the thing into produc-
tion, it could keep down the amount of tooling that we needed (at about £20000 a
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mould, any part we could possibly do without was rejected...).” [emphasis added].
On 2 May 1992, Dyson’s 45th birthday, the team delivered ‘the first, fully opera-
tional, visually perfect, Dyson Dual Cyclone’.

With a fully working demonstrator model in place Dyson now needed to
obtain finance so that his newly formed company ‘Dyson Appliances’ could
invest in the required production tooling required to mass produce the Dual
Cyclone. Merchant banks proved to be sceptical towards the project and in the
end he obtained a loan of £600 000 from the high street lender Lloyds Bank,
secured on his London and Bath houses. He raised another £750000 by selling
all rights to Alco (who had taken over the Apex licence) for production of the G-
Force in Japan.

Having sorted out the finance, Dyson travelled to Italy where he negotiated
directly with 18 toolmakers, whom he had first dealt with via Zanussi when he
was involved with the Cyclon project, for the production of 40 large moulding
units (some of which weighed up to two tonnes). The tooling, which cost
£900000, was ready by the end of November and it arrived in the UK at the end
of December 1992 where it was transported to a newly set up American-owned
company called ‘Phillips Plastics’ who were based in Wrexham, Wales. Dyson
had decided to contract out the moulding of the vacuum cleaner’s parts and its
assembly to Phillips rather than take on direct control of the production process.
By the end of January 1993 the first Dyson DCO1s rolled off the production line
and fulfilled delivery contracts that Dyson had negotiated earlier in 1992 with the
catalogue-based mail order shops Great Universal Stores (GUS) and Littlewoods.
Orders had also been received from several chains of regional electricity board
shops and John Lewis department stores and, in April 1993, a large order from
the electrical retail chain Rumbelows was received. Things were looking good,
but all was not quite right at Phillips Plastics. The first problem was a very poor
system of quality control, so Dyson placed five of his own employees in the fac-
tory to monitor production practices to ensure that substandard cleaners did not
find their way to the market. By the end of May about 12 000 vacuum cleaners
had been sold when problem number two arrived in the form of a visit from
Phillips’s senior managers from the USA. They had decided that they wanted to
renegotiate the original agreement with Dyson to allow them to double the
assembly costs and increase the price of manufacturing the plastic parts (with
Dyson’s own machines, remember!) by 16 per cent. By this stage Dyson had had
enough of such behaviour and he severed the relationship with Phillips after a
hasty bout of legal action. What followed was an impressively quick reorganiza-
tion that saw Dyson contracting out manufacture of the parts of the DCO1 to
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various suppliers around the UK and Europe (which meant relocating his
moulds and negotiating new contracts) and setting up his own assembly plant.
This plant was located in an old Royal Mail depot in Chippenham, Wiltshire,
England. The depot had floor space of 20000 square feet.

On 1 July 1993 Dyson’s efforts were rewarded when his first own-built DCO1
rolled off his new Chippenham assembly line. Assembly of the DC01 was carried
out entirely by hand and within a fortnight the new production line staff (14 in
total) had output up to 100 DCO1s a day with excellent quality control. The labour
force was not the only thing that was up to speed; demand for the DCO01 with its
superior vacuuming technology soared so much that by February 1995 the Dyson
had overtaken established companies such as Hoover and Electrolux to become
the UK’s top selling upright vacuum cleaner by volume. In addition, Dyson
brought out his first cylindrical vacuum cleaner, the DCO02, in 1995. This proved
also to be a runaway success with the buying public and is illustrated in Figure 5.1.

In an attempt to keep pace with the rapid increase in demand Dyson expanded
his labour force (there was no shortage of willing workers and he offered a good
remuneration package) and made the most of the land at his disposal on the
Chippenham site by assembling six Portakabins, four containers and a 10 000
square-foot tent to accommodate the goods inwards and higher levels of production
called for by the explosion in demand. However, despite these ad hoc arrangements,

Figure 5.1 Earl cleans up with a Dyson
(Photograph by G. Rosales-Martinez)
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Dyson hit a constraint in the land he could use and the Chippenham facility proved
unable to produce more than 30000 units per week. This was not enough; Dyson
needed to find a new assembly plant.

In August 1995 production was moved to a 90 000 square-foot factory in
Malmesbury, Wiltshire (just a few miles away from Chippenham). By 1996 the
company’s turnover had swollen from £3.5 million in 1993 to £85 million and
Dyson Appliances was officially recognized as the fastest-growing manufacturing
company in the UK. Again the success continued in the UK market and overseas
and despite 12-hour shifts being the norm for the production line workers Dyson
hit a constraint in production once more. After utilizing the 20 acres of land at his
Malmesbury site as best he could (he opened a £20 million extension to the
factory in 1998) Dyson attempted to expand facilities further by buying the field
adjacent to the factory. Unfortunately the objections of local residents prevented
this and in September 2002 Dyson relocated vacuum cleaner manufacture once
again, but this time he left the UK and set up production facilities in Malaysia.

Lessons from the Dyson story

It is clear from this brief history of James Dyson’s efforts that turning even the
best of ideas into a final good or service requires the entrepreneur to display a
dogged determination and a degree of organizational ability. It involves the
need to negotiate contracts with suppliers, the need to find a suitable production
facility and the need to identify a suitable production technique. It also requires
the entrepreneur to monitor the quality of the inputs, the effort levels of the fac-
tor services used and of course the quality of the final good or service. None of
these activities is costless and all of them take place in an environment that dis-
plays a fairly high degree of uncertainty. Furthermore, the knowledge of how to
carry out each of these activities is not easily obtained, but it is susceptible to
improvement over time as the entrepreneur goes through a learning process. In
short, the Dyson case illustrates that the answer to the question posed in the title
of this chapter is multifaceted and far from straightforward. How then does the
economic theory of production approach the topic?

5.3 The mainstream theory of production

5.3.1 Overview

In order to introduce you to the mainstream theory of production we shall tell a
simple story that emphasizes its key features. You will notice as our story unfolds
that much of the detailed richness of the Dyson tale we have told above seems to
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be missing. This is not because neoclassical economists walk around with their
eyes closed, nor is it because they do not appreciate the complexity of real world
production issues! Instead it reflects the mandatory assumption that lies at the
heart of all formal neoclassical models that all decision makers (entrepreneurs)
are as equally knowledgeable as each other and as equally well informed about
relevant issues. In addition, and as we have mentioned before, Ockham’s razor
has been applied vigorously to formal neoclassical models which has enabled
neoclassical economists to develop an elegant body of formal theory which can
be expressed concisely in the language of mathematics.

This does not mean that the neoclassical theory of production is incapable of
providing some useful practical insights, but it has resulted in a theory of rather
limited scope because it concerns itself exclusively with a quantitative analysis of
the conversion process by which various amounts and combinations of inputs
are converted into particular quantities of output with the aid of given quantities
of labour and capital. In fact, as you will discover, the neoclassical theory of the
firm assumes that the entrepreneur has already answered questions about how
best to organize labour and capital and it focuses exclusively upon the quantita-
tive input—output relationship that results. The input-output relationship is
described by a conceptual tool called a production function.

The neoclassical theory of production, and by association the neoclassical the-
ory of the firm, is often called a black box theory. This is because it provides no
details about ‘soft’ or qualitative issues that are internal to the firm, such as how
the firm is structured (e.g. its hierarchy) and the nature of its culture. In addition,
it ignores the role of the entrepreneur and management and as a result it sheds
no light upon the nature of knowledge in the firm. You will discover that issues
related to the identification of suitable sources of supply, negotiation of contracts
and quality control, all of which we have identified as important issues faced by
Dyson, are assumed to have been satisfactorily dealt with by the entrepreneur, so
they do not feature in the analysis either.

5.3.2 The basic elements of the mainstream story

Given what we have said about the limited scope of the neoclassical theory of
production it is useful to begin by extracting the elements of the Dyson story that
are reflected in the theory. As you might expect, these elements relate to the
quantitative elements of the story so our attention will focus primarily upon the
reasons given by neoclassical theory to explain why Dyson Appliances and other
firms face restrictions on the quantity of output they are able to produce.
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The part of the Dyson story that is most relevant from the perspective of neo-
classical production theory occurs from 1993 onward, i.e. after Dyson had set up
his own vacuum cleaner assembly plant. During this period the story illustrates
that demand for Dual Cyclone vacuum cleaners expanded quite rapidly and in
an attempt to ensure that production could keep pace with this exploding
demand Dyson expanded production in two distinct ways.

The first way Dyson found to expand production was by employing increasing
numbers of people (labour) who were organized into 12-hour shifts to work with-
in the space available at the given sites. When this happens the firm is trying to
make the most of its fixed factor input (land in our example, which of course
means that factory size — that is capital — is necessarily restricted also).
Economists characterize this way of increasing (and decreasing) the firm’s out-
put as taking place in a short-run decision period. This terminology can be quite
confusing when you meet it for the first time because it is not defined in histor-
ical units of time (e.g. seconds, minutes, hours, days, etc.).

The short run is defined as a decision-making period during which the
quantity of at least one of the factor inputs to the production process is fixed.

The short-run analysis of Dyson Appliances illustrates one of the most famous
‘laws’ of economics: the law of diminishing returns. For example, at the
Chippenham site, James Dyson attempted to increase production by expanding
the input of labour and making full use of his other readily available inputs, but
eventually he faced a constraint upon further expansion brought about by a phys-
ical shortage of land. This meant that even if he had added more people to his
labour force he simply would not have been able to build a factory large enough
to accommodate them and they would therefore have been able to contribute
very little to the firm’s output. We will illustrate and define the law of diminish-
ing returns in more detail below.

The second way Dyson used to expand output was by changing the quantity
used of all of the factor inputs into the production of vacuum cleaners, e.g. a big-
ger plot of land at Malmesbury was obtained, which allowed a bigger factory to
be built to accommodate an increased number of workers. If the entrepreneur/
management team wishes to avoid diminishing returns but has no access to pro-
ductivity-enhancing innovation or learning effects, it has no choice but to expand
all of its factor inputs, in particular the factor input that is giving rise to the out-
put constraint. This way of expanding output takes place in something that
economists call a long-run decision period.

The long run is defined as a decision-making period during which the quan-
tity of all of the inputs to the production process can be varied.
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The distinction between the long run and the short run is important and it leads
to two complementary theories of production: the short-run theory of production
and the long-run theory of production.

The short-run theory of production examines the implications for the quan-
tity of output of combining different quantities of a variable factor input with a
given quantity of fixed factor input(s). The long-run theory of production exam-
ines the implications for the quantity of output of combining factor inputs when
all of them are variable in quantity; in this situation the firm does not face a con-
straint on output caused by one of the input factors as it does in the short run,
so the long-run problem for the entrepreneur is to decide how large the firm’s
output capacity should be. As you might imagine, it is useful to have some
expectation of the likely size of the market for your product when making the
long-run decision.

5.3.3 The short-run theory of production

The short-run theory of production revolves around the concept of diminishing
returns that we introduced briefly above. It also requires us to assume that pro-
duction of an output is best carried out by a team of factor inputs rather than by
individuals striving to produce a particular output entirely on their own (more
on which we will discuss a little later). To illustrate the theory we will use a sim-
ple example based upon the decisions a fictional entrepreneur makes when
faced with a particular short-run production function.

Art and craft teacher Samantha Pinewood is looking for a new challenge.
Despite earning a weekly wage of £150 as a teacher and pleas by the principal of
her school to stay on Samantha has decided to change career and try her hand at
running a business that manufactures ready-to-assemble coffee tables. With an
offer from her former principal of re-employment if the business does not work
out Samantha sets up ‘Tables 4U’, a small firm that will manufacture basic
unfinished wooden coffee tables in boxed flat-pack form. Each flat-pack contains
a simple (unstained, unvarnished) wooden table top, four wooden legs and a
small packet of screws and glue that can be used by the final customer to assem-
ble the table.

Tables 4U’s production facilities consist of a small workshop (300 square feet)
with enough space to accommodate three workbenches (a lathe, a bandsaw and
a packing machine). We say it has three units of capital (K), and we will assume
that it cannot change this quantity of capital in the short run. Tables 4U has no
problem getting hold of its raw materials from its suppliers who are happy to
provide as much wood as it can use. The packets of screws and glue are bought
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in from an outside supplier also. Once again this supplier is able to provide as
many packets as Tables 4U requires. Tables 4U can easily hire as many units of
labour (L) as it requires at any time. The relationship between the relative quan-
tities of factor inputs (K and L) and the weekly output of coffee tables is described
by the short-run production function shown in Table 5.1.

A production function is a way of presenting the quantitative relationship
between factor inputs and the maximum output attainable given the current
state of technological knowledge.

In other words, it shows a list of ‘ingredients’ (factors of production) required by
the production process and it tells us in what quantities these factors can be
combined to produce a maximum output by an entrepreneur who understands
the latest techniques of production, i.e. the state-of-the-art. The assumption that
the entrepreneur is au fait with the latest technological understanding might
seem like a rather strong assumption to make, but it is of course nothing more
than a natural extension of the assumptions made about human decision mak-
ers in all neoclassical models. We will return to this point in Section 5.4 below.

Samantha has just won Tables 4U’s first contract. This is to supply Pinewerld,
a UK-based chain of Swedish furniture stores, with 450 flat-packs a week. The
question Samantha faces is, given that capital is fixed in quantity at three units,
how many people should she employ to ensure that she can fulfil Pinewerld’s
order? Inspection of Table 5.1 reveals that Samantha will need to employ three
units of labour.

If you examine the information contained in Table 5.1 you will notice that each
successive unit of labour added leads to a change in output that is increasing
until we add a fourth unit. For example, when the second person is employed

Table 5.1 The short-run production function for Tables 4U when K=3 units

Quantity of Quantity of Number of flat-packs
capital (K) labour (L) per week (output, or
total product, TP)
100

250

450

550

600

480

w w W W W Ww
oUW
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output increases from 100 flat-packs per week to 250 flat-packs per week, giving
an increase in output caused by the introduction of the second person of 250 —
100 = 150 flat-packs. The change in output caused by adding the third person to
the labour force is 450 — 250 = 200 flat-packs. The name we give to the change
in the number of flat-packs that we attribute to each successive unit of labour
employed is the marginal product of labour (MP,). So, the MP; of the second
person employed by Samantha Pinewood is 150 flat-packs.

The marginal product of any input (e.g. labour) is the addition to total output
that results from employing one extra unit of the variable factor input.

If MP, is increasing then we say that there are increasing marginal returns to
the variable factor input. That is, every time we make a marginal change in the
factor input (i.e. a one unit increase) our total output increases by more than it
increased when we added the previous unit of the variable factor input. How can
we explain this phenomenon? Three potential explanations of increasing
marginal returns are possible.

The first explanation is that the second worker is more skilled at using the
workbenches than the first worker and the third worker is more skilled than the
second worker. The second explanation is that each extra worker added works
harder (i.e. puts in more effort) than the previous worker. Both of these expla-
nations are plausible; for example, you probably have friends and colleagues
whom you consider to be more skilful and/or harder working relative to yourself
when it comes to carrying out various jobs. However, the mainstream theory of
production does not resort to either of these reasons to explain increasing
marginal returns. In fact the mainstream theory assumes that each unit of
labour works equally as hard as the other units of labour and is as equally skilled.
The correct terminology here is to say that labour is considered to be a homoge-
neous input with respect to its level of effort and skill.

The third explanation of increasing marginal returns revolves around the con-
cept of team production. Having a team of labour inputs allows the entrepreneur
to organize the production process in such a way that each team member does
not carry out every single task required to produce the good or service. Instead,
the entrepreneur can divide the total number of tasks between the members of
the labour force and in this way gain productivity benefits. The benefits arise
because each member of the labour force is able to specialize in a subset of tasks
rather than having to execute all of the tasks associated with the production of
the final output. Economists call this concept the division of labour and we will
explore it in greater detail below.
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Increasing marginal returns do not last for long with the production function
we have shown here which implies that there are limits to the practice of divid-
ing labour in the short run. We can see that this must be true because Table 5.1
tells us that the marginal product of the fourth unit of labour is only 100 flat-
packs compared to the MP; for the third unit at 200 flat-packs. The MP, of the
fifth unit of labour is just 50 flat-packs. We can say, therefore, that at levels of
employment beyond three units of labour diminishing marginal returns are pre-
sent in our short-run production function. The phenomenon of diminishing
marginal returns is believed to be present in all short-run production functions
so economists have granted it the status of a ‘law’.

The Law of Diminishing Marginal Returns states that, if successive units of a
variable factor input are combined with a given amount of fixed factor
inputs then beyond some point the addition to output will begin to decline.

The full results of increasing labour by one unit at a time are shown in Table 5.2
where we have recorded the marginal product of labour, MP,, and average prod-
uct of labour, AP, (which is found by dividing the firm’s output by the total num-
ber of workers employed). Note that we have recorded the marginal product of
labour in the table in between the units of labour input and output. This is
because marginal product is a measure of the rate of change of output, that is, it
should be recorded at the point of transition between the previous level of out-
put and the next level of output.

Table 5.2 Short-run production function showing increasing marginal

returns initially followed by diminishing marginal returns

Quantity of Quantity of Number of Marginal product  Average product
capital (K) labour (L) flat-packs of labour (MP)) of labour (AP))
per week (TP)
100
3 1 100 100
150
3 2 250 125
200
3 3 450 150
100
3 4 550 1375
50
B 5 600 120
-120

3 6 480 80
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Figure 5.2 Total, average and marginal product at Tables 4U with quantity of capital fixed at
three units

As you can see, diminishing marginal returns take a particularly strong hold
if we add a sixth worker; in this case total output falls and we discover the
capacity limit of the flat-pack workshop. This is useful information for Samantha
to have, because if her business grows she will know the maximum output
she can produce with her current quantity of capital. The MP,, AP, and total
product (TP) are represented graphically in Figure 5.2.

Of particular interest is the relationship between MP; and AP,. You will
observe that the plot of AP, is at its maximum point where it intersects the plot
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of MP;. We can use this to help us identify three phases of production where
each phase represents how effectively the firm is using its fixed factor inputs:

+ Phase I, which has an upper bound at the intersection of AP, and MP, repre-
sents an underutilization of the fixed factor inputs in the production process,
because increasing total product (output) within this phase leads to an
increase in the AP, and this can be interpreted as an increase in the effective-
ness with which the firm is using its resources.

+ Phase II, which begins at the boundary with phase I and ends where MP,; =0,
represents an increase in total product (output) as more labour is employed
although now the firm is using its resources less effectively (as measured by
the declining AP;). We can say that compared to phase I, a firm that finds
itself in phase II is using its fixed factor inputs ‘properly’ (i.e. it is not under-
utilizing them).

+ The firm will not wish to find itself in phase III because here it has gone
beyond the capacity of its fixed inputs. We can say, therefore, that a rational
firm will want to operate somewhere in phase II, although we cannot say pre-
cisely where.

If the demand for the firm’s product grows and takes the firm to the boundary
between phase II and phase III the entrepreneur will need to expand the firm’s
productive capacity. This requires an understanding of the long-run theory
of production.

5.34 The long-run theory of production

The long-run theory of production makes use of two conceptual tools. The first
tool is something called an isoquant map. The second tool, which is used in con-
junction with the isoquant map, is called an isocost map.

You will recall that a short-run production function tells us how output will
change if we add successive units of a variable factor input, which in our example
was labour, L, to a fixed factor input, which in our example was quantity of capital,
K. In principle we could produce a short-run production function for every
conceivable value of the fixed factor input and if we assume, for the sake of
simplicity, that there are just two inputs, we can present this collection of short-run
production functions in tabular format to obtain a long-run production function.

A long-run production function tells us the quantitative relationship
between output and factor inputs when the quantities of all of the factor
inputs in the production process are variable.
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If you look at Table 5.3 you will see that we have produced an example of a long-
run production function.

The two axes of Table 5.3 record the quantity of inputs used to produce the out-
put figures contained in the body of the table. For example, the table tells us that 6
units of factor input Y can be combined with 4 units of factor input X to produce
673 units of output. If we fix the quantity of Y at 6 units we can read across this
row in the table to find out how output varies in the short run as we add successive
units of input X. To maintain consistency with the story of the short-run theory of
production we have told in the previous section we will call the factor inputs X and
Y labour, L, and capital, K, respectively, but you should note that this is not an
essential element of the analysis because the theory of production can be applied
to any two things that combine together to produce a good or service. For instance,
input Y could be quantity of farmland (measured in hectares) while input X could
be quantity of dairy cows and the relevant output quantity of milk (measured in
litres). Alternatively, Y could represent the number of telephones in a call centre,
X the quantity of telephone operatives (those annoying folk who call you up and try
to sell you double glazing/insurance/kitchens, etc. at the most inconvenient of
moments) with the relevant output being the total number of calls possible.

If you look carefully at Table 5.3 you will see that some of the output figures
recorded in one cell are repeated in other cells. Take 230 units of output as a case

Table 5.3 An example of a long-run production function
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9 1374 | 566 | 722| 859 | 982/1095|1201|1301|1397|1487

8 1348 | 528 673| 800 | 915/1020|1119|1213|1301|1386

>

2Q

S| 7321|487 621|738| 844| 942(1033|1119)1201(1280
>& | 6293 |444| 566|673 | 770/ 859 942(1020[1095(1167
5 & | 5 |263]398] 508|603 690 770| 84| 915| 982[1046
(=4

41230 | 348 | 444 | 528 | 603| 673| 738| 800| 859| 915
3 1193|293 | 374| 444 | 508| 566| 621| 673| 722| 770

2 1152|230 293 | 348 | 398| 444| 487| 528| 566| 603

1 |100 | 152| 193 | 230 | 263| 293| 321| 348| 374| 398

10 2| 3| 4] 5 6| 7/ 8 9 10

Quantity of input X
(e.g. Labour, L)
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in point. The production function tells us that 230 units of output can be pro-
duced by combining the inputs in three alternative ways. The alternative input
pairs that will give us 230 units of output are: (4Y and 1X), (2Y and 2X) and (1Y
and 4X). We have highlighted in blue the cells containing 230. We have also
highlighted in blue the cells containing 528 units of output. We are now in a
position to introduce you to an isoquant map.

An isoquant is a line plotted on a graph in X,Y space that joins together all
points that have the same quantity value.

In Figure 5.3 we have translated the highlighted information contained in the
production function table into isoquants; one isoquant represents 230 units of
output while the other represents 528 units of output. There are three main
points you should note about the isoquant map we have drawn:

(i) It tells us that there are three combinations of the inputs X and Y that will
enable the firm to produce 230 units of output. It tells us the same thing for
528 units of output. These alternative combinations of the inputs can be
described as alternative techniques of production. If we let input X denote
quantity of labour and input Y quantity of capital then point a is an example
of a capital intensive production technique.

A capital intensive production technique is one where the quantity of
capital used is relatively high per unit of labour employed.

Isoquant showing

Input Y A combinations of X & Y
needed to produce 230
P units of output
6 Isoquant showing
combinations of X & Y
a ! needed to produce 528
4 "'.‘-": ----- . < units of output
7 qp==aeed *;: Rk EEEEE PR d
1 Ss. (0 1 Q=528
| peetEesemsaat ® Q=230 :
— f T f >
Vg g 4 6 8
Input X

Figure 5.3 An isoquant map showing increasing returns to scale
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In contrast, point ¢ is an example of a labour intensive production technique.

A labour intensive production technique is one where the quantity of
capital used is relatively low per unit of labour employed.

(i) It is showing the presence of increasing returns to scale. This is easy to see
because at a point such as a the firm can produce 230 units of output if it
uses 1 unit of input X and 4 units of input Y. If the firm doubles the quantity
of both inputs (so it uses 2 units of X and 8 units of Y) it moves to point d
where output is 528 units, which is more than double that at point a. A sim-
ilar story holds true for the pairs of points (b,e) and (c,f), respectively.

(iii) There is a trade-off between the inputs, which simply means that the firm
can substitute X for Y, and vice versa. However, the non-linear shape of the
isoquants indicates that the rate at which the firm can substitute one input
for the other will vary along their length. In other words, the two inputs are
imperfect substitutes. The rate of substitution of one input for the other
is found by calculating the slope of the isoquant in the intervals between
the points that denote the different techniques of production. We will use the
Q = 230 isoquant to demonstrate.

If we move along isoquant Q = 230 from point a to point b then in order to main-
tain output at 230 units the reduction in input Y of 2 units has to be compen-
sated for by an increase in the use of input X by 1 unit. However, if we move
along isoquant Q = 230 from b to ¢ in order to maintain output at 230 units the
reduction in input Y of 1 unit has to be compensated for by an increase in the
use of input X of 2 units. The ratio of the change in Y (denoted in shorthand as
AY) to the change in X (AX) is called the marginal rate of technical substitution
of X for Y (MRTS,). Moving from a to b the MRTS,, = AY/AX =-2/1 = 2 (ignore
the minus sign), which tells us that in the interval a to b every 2 units of Y that
we use less of can be compensated for by increasing use of X by 1 unit. In the
interval b to ¢ the MRTS,, = 1/2 =1, so we note that as we move down the iso-
quant from a through b to ¢ the MRTS is diminishing. Note that if we are origi-
nally producing at b the fact that MRTS,, =3 should not be taken too literally; it
does not mean that we can reduce input Y from 2 units to 14 units while increas-
ing X from 2 to 3 units to maintain output at 230 units because that would imply
that a fourth technique of production existed and we have already stated that
there are only three.

The MRTS,, reflects the marginal products of X and Y, which can be illus-
trated by inspection of Table 5.3 and Figure 5.3. Consider the move from a to b
on isoquant 230. We can break this move down into two steps: step 1 is the
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reduction in input Y while X is left unchanged; and step 2 is the increase in input
X required to compensate for the reduction in the use of input Y.

Step 1: the move from a to b consists of a reduction in input Y of 2 units. If we
do not increase our use of X we will now produce 152 units of output (i.e. cell
1X, 2Y in Table 5.3). Recall that marginal product records the change in output
caused by a change in the variable input when other inputs remain fixed in quan-
tity, so if we treat X as a fixed input, then MPy = (152 — 230)/-2 = -78/-2 = 39.
Step 2: now if we increase input X from 1 to 2 units while holding Y constant at
its reduced level of 2 units we discover that MPy = (230 — 152)/1 = 78/1 = 78.

You will recall from our earlier calculation that between a and b MRTS,,, =
AY/AX =2, and you can now see that MRTS,, is also equal to the ratio MP, /MP,,
= 78/39 = 2. So, more generally we can state that:

MRTS,, = AY/AX = MP, /MP,,

Now that we have identified an isoquant map and looked at some of its properties
we can move on to the next stage of long-run analysis. Imagine you are an
entrepreneur and you are confident that demand for your product will be 230
units per week. The long-run production function tells you that there are three
techniques of production that will enable you to produce 230 units so your prob-
lem is to choose one of the three techniques. Note, if input Y is capital as in the
Tables 4U example above, then the choice of technique is effectively a choice
about the size of your production facility (often called ‘plant size’). Clearly you will
want to choose the technique that allows you to produce 230 units at the lowest
possible cost. The total costs you will incur depend on the relative input prices
you will have to pay. To illustrate we will assume that the price of one unit of input
X, Py = £20 and the price of one unit of input Y, P, = £10. Given these input prices
we can work out total production costs for the three available techniques:

+ Technique a: total production cost =1 X £20 + 4 x £10 = £60
+ Technique b: total production cost =2 X £20 + 2 X £10 = £60
+ Technique c: total production cost =4 X £20 + 1 X £10 = £90

Given these figures, it is rational to choose either technique a or technique b.
However, if input prices change, these calculations will have to be repeated to
find out if alternative techniques are preferable. For example, if Py = £10 and P,
£20 the total costs for the three alternative techniques will now be:

*

Technique a: total production cost =1 X £10 + 4 X £20 = £90
¢ Technique b: total production cost =2 x £10 + 2 x £20 = £60

*

Technique c: total production cost =4 x £10 + 1 x £20 = £60

159
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Given the new relative prices it is now rational to choose either technique b or c.
We can represent the relative prices of the two inputs by drawing an isocost
line in XY space.

An isocost line plots the combinations of the inputs that can be purchased at
current relative prices for a given level of expenditure.

The slope of an isocost line is given by the ratio —P,/Py. So for our first example
above (Py = £20 and P, = £10) the slope of the isocost line will be —2. In Figure
5.4 we have plotted two isocost lines with this slope. The line closest to the ori-
gin of the graph represents a total expenditure of £60 and the line furthest from
the origin a total expenditure of £90.

We can superimpose the isocost map of Figure 5.4 onto the isoquant map
illustrated in Figure 5.3 to give us Figure 5.5, which shows that the rational
entrepreneur will choose either technique a or b but not c. If ¢ were chosen it
would lie on a higher isocost line than a or b and as a result the entrepreneur
would unnecessarily incur higher costs. If you inspect Figure 5.5 you will notice
that between a and b the slope of the isoquant is identical to the slope of the iso-
cost line. This illustrates a more general rule which states that the optimal com-
bination of factor inputs to produce a given level of output is found when
MP, /MP,, = P, /P, which we can rearrange as:

MP, /P, = MP, /P,

InputY A
9 —
8 —

Isocost line
representing
total expenditure
of £60

Isocost line
representing
total expenditure
of £90

Figure 5.4 Anisocost map for P, = £20, P, = £10
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Total
expenditure
of £60

Total
expenditure
of £90

Figure 5.5 The isocost-isoquant map showing least cost techniques of production to produce
230 units of output when P, = £20, P, = £10

In plain English this equation states that two inputs are optimally combined
when the marginal product of the one in relation to its price is equal to the
marginal product of the other in relation to its price. At point c this rule is vio-
lated when Py = £20 and P, = £10. However, if the input prices change to Py =
£10 and Py = £20 the rule is satisfied at point ¢ (and b) and diagrammatically we
will observe the isocost-isoquant map shown in Figure 5.6.

Isoquants can take on a variety of shapes. We have been using discrete iso-
quants up to this point. This means they consist of a series of linear segments,
which in turn implies that a finite number of production techniques are avail-
able. When economists build conceptual models, however, it is more common
for them to assume that isoquants are continuous. This makes very little differ-
ence to the outcome of the analysis but it will enable a single best technique of
production to be identified (as opposed to the two we have arrived at in our exam-
ples above) because an isocost line will only touch the relevant isoquant at one
point. In addition, the assumption of continuous isoquants has the virtue, from
the perspective of the economic model builder, of rendering the production
problem amenable to the mathematical technique of differential calculus (we
will not use calculus here).

We have shown an example of a production function with continuous iso-
quants in Figure 5.7. In our example, as we move away from the origin the dis-
tance between successive isoquants is not constant; initially the isoquants move
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InputY A

Total
expenditure

Total
expenditure

Figure 5.6 The isocost-isoquant map showing least cost techniques of production to produce
230 units of output when P, = £10, P, = £20

closer together, indicating the presence of increasing returns to scale in the
range 0 to 300 units of output.

Increasing returns to scale occur when the rate at which the quantity of out-
put increases is greater than the rate at which the quantities of factor inputs
increase.

In the range 300 to 500 units of output the successive isoquants are equal dis-
tances apart, indicating the presence of constant returns to scale.

Constant returns to scale occur when the rate at which the quantity of out-
put increases is equal to the rate at which the quantities of factor inputs
increase.

Finally, beyond 500 units of output the isoquants spread out, indicating decreas-
ing returns to scale.

Decreasing returns to scale occur when the rate at which the quantity of out-
put increases is less than the rate at which the quantities of factor inputs
increase.

With given input prices represented by the isocost lines shown in Figure 5.7 we
can identify the least cost technique of production for each level of output. These
are represented by the points labelled a through g, which trace the efficient firm’s
expansion path.
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Figure 5.7 Isoquant-isocost map showing expansion path of the efficient firm

An entrepreneur faced with expanding demand for his or her product would be
wise to identify the point at which decreasing returns to scale begin to take
effect. If demand grows such that successively larger production facilities have
to be acquired (as in the Dyson story) there may come a point where increasing
returns to scale become exhausted. If this occurs then the best strategy for the
entrepreneur is to build more than one production facility so that each facility
can enjoy increasing returns to scale.

It should not have escaped your attention that we have introduced the concept
of returns to scale without providing an explanation of how increasing, constant
and decreasing returns occur in practical terms. Unfortunately, the mainstream
approach does not deal with this question in much detail, in fact it tends to con-
flate it with the concept of economies of scale which you will meet in the next
chapter. With this in mind we shall explore the theory of production further under
the title of the next section in which we will get to grips with the sources of returns
to scale and explore the heterodox contributions to the analysis of production.
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54 The heterodox approach to production

54.1 Overview

We can view the heterodox approach to the problem of production that faces the
entrepreneur as putting the flesh of detailed explanation on to the bare bones of
the mainstream theory outlined above. In particular it asks questions about how
an entrepreneur actually obtains the knowledge necessary to begin producing a
good or service. This question is not asked in the mainstream theory. It is not
asked because it is assumed to have been answered prior to mainstream theory
taking up the story. This is equivalent to assuming that all entrepreneurs who
want to enter a particular business have free access to the same detailed pro-
duction function. It is a bit like putting the cart before the horse and has serious
implications for our understanding of why some firms are more successful than
others. There is little doubt that the production function is a useful conceptual
tool, but by identifying it as the starting point for its analysis of firms the main-
stream approach assumes away most of the difficult questions about production
that a boundedly rational entrepreneur will have to face.

In essence, the heterodox approach can be thought of as starting with a long-
run production function in which the cells are blank and asking how the
entrepreneur sets about filling in the cells in a world where knowledge is less
than perfect, where uncertainty is common and where learning takes place.

54.2 Knowledge

Having knowledge of a production function is just like having knowledge of a
list of ingredients required to bake, say, meringues. If this is the only infor-
mation you have at your disposal you will find the prospect of producing decent
(edible) meringues very challenging indeed. In other words, on its own, this
knowledge is of limited value. To make use of it you will need complementary
knowledge. In other words, you will need a suitable recipe. A recipe is a set of
instructions that tells you the sequence in which ingredients from your list are
to be mixed, how long the ingredients must be cooked for and what to expect if
you follow the prescribed steps. Even if you have a suitable recipe you are still
likely to face a series of practical challenges, such as how to obtain usable egg
whites, when you attempt to make your meringues. It is also likely that your first
attempt will not be as good as your second attempt, in other words the more
practice you get at making meringues the more skilful you will become. The
point we are making here is that possession of a list of ingredients in isolation
from other knowledge (i.e. a recipe, skill in applying the recipe, etc.) is not
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sufficient to enable you to produce successful meringues. More generally, we can
say the same thing about any production function — a production function does
not encapsulate all of the knowledge that is necessary to successfully produce a
good or service.

The implication of these observations is that different types of knowledge exist
in the world. Consequently it is extremely useful to be able to identify and clas-
sify the different types, because this will help us to understand the production
problem facing an entrepreneur in greater detail. Fortunately heterodox
economists have devoted a considerable amount of time to the issue of knowl-
edge and have identified three broad categories. We will use the meringue exam-
ple to introduce each category.

The list of ingredients for meringues is very short:

+ two large egg whites
¢ 120 grams of caster sugar.

These ingredients are enough to make ten meringues of 6 cm diameter. This is
the cook’s equivalent of the knowledge imparted by a production function. We
have obtained this knowledge from a cookery book. Heterodox economists call
this category of knowledge ‘know-that’ because it provides a list of objective data.

Know-that is information that can be turned into ‘bits’ and transmitted from
one party to another. It can be further sub-divided into ‘know-what’ (knowl-
edge about facts such as the ingredients of a recipe, the population of a
country, etc.) and ‘know-why’ (knowledge about scientific principles such as
how an internal combustion engine functions).

If know-that is the only kind of knowledge we have access to we are unlikely to
bake very satisfactory meringues. We need to complement our ‘know-that” with
a recipe. A recipe is more generally called ‘know-how’ by heterodox economists.

Know-how is the capability to perform a series of actions in order to achieve
a desired result.

A recipe provides a set of instructions written by a practised cook which is
designed to impart know-how to an aspiring cook.

As you may realize from your own cookery book assisted experiences in the
kitchen, it is one thing to follow a recipe and quite another to produce results
that look anything like those promised in the book! This is because, unlike
know-that, know-how is not always easily transferred from one party to another.
In our meringue example this might be because the writer of the cookery book
faces difficulties in trying to convey to the reader some of the more subtle
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elements of their own hard won know-how. For example, meringues require the
cook to obtain egg whites. This means that the yolk of the eggs and the white of
the eggs have to be separated — this is not a task easily accomplished by the
novice cook. However, through a more eloquent command of language some
cookery book writers may be able to convey something of the subtlety of their
own experience-based skill (capability) better than other writers are able to.
Compare these two passages:

Tap the egg against the rim of a bowl to crack it around the middle. Holding the
egg over the bowl, carefully open the shell with your thumbs, holding the two
halves together to let some of the white run out. Gently tip the yolk from one half
of the shell to the other, letting the white run into the bowl and taking care not to
break the yolk.

(Cooking Basics, Hamlyn Publishers, 1999: 22)

Everyone always tells you that the best way to do this [separate egg whites from
yolks] is by cracking open the egg and, using the broken half shells to cup the yolk,
passing it from one to the other and back again ...I don'’t think so. All you need is
for a little sharp bit of the cracked-open shell to pierce the yolk and the deal’s off.
It’s easier and less fiddly altogether just to crack the egg over a bowl and slip the
insides from their shell into the palm of your hand near the bottoms of your fin-
gers. Then splay your fingers a fraction. The egg white will run out and drip
through the cracks between your fingers into the bowl...

(How to Eat, Nigella Lawson, 1998: 18)

The second passage describes a different method to the generally received wis-
dom outlined in the first passage. Nigella Lawson has developed her method after
obtaining bad results with the first method and by articulating this clearly (she
certainly has an above-average dexterity with the written word) has enabled the
novice cook to benefit from her own costly experiences. Nonetheless, despite the
clarity of Nigella Lawson’s exposition it might take a few attempts before aspiring
cooks can develop this capability themselves, and even then the other elements of
the meringue recipe will have to be tackled satisfactorily too if the end product is
to be close to that desired. It is no coincidence that trainee-chefs do not learn their
craft solely from books but through a series of experience-based apprenticeships
under the knowing eye of a seasoned professional chef.

When knowledge is difficult to convey to third parties, either because it is
impossible to articulate clearly the steps that give rise to the necessary capabili-
ties or because the owner of the capabilities is simply unaware of the more sub-
tle skills they have developed, it is called tacit knowledge.
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Knowledge is tacit when it is difficult or impossible for the person who has
it to articulate it clearly to a third party.

Tacit knowledge is acquired and developed entirely from experience or learning-
by-doing. This does not necessarily mean that it is impossible to gain access to
tacit knowledge, or knowledge of any other kind, that you do not possess your-
self. If you possess the third category of knowledge called ‘know-who’, you may
be able to identify and obtain the services of a person who does possess the
knowledge that you would like to use.

Know-who is the possession of information about other people or groups of
people (organizations) who have knowledge that you do not possess yourself.

For convenience we have shown the categories of knowledge discussed here in
Figure 5.8.

If you take another look at the Dyson story you should be able to recognize
the different categories of knowledge at various points. When Dyson first rec-
ognized the original filtering problem at the Ballbarrow factory he used his own
stock of know-who to identify the filter supplier as a possible source of know-that
(more particularly their know-what) with respect to finding a solution. Once they
explained to him that sawmills used a cyclonic filter he set about exploiting his
own design know-how in order to produce a working prototype. Having done
this for the Ballbarrow factory, and made the connection between this large-
scale version of the technology and the small-scale technology of the vacuum
cleaner filter problem, he improved his own know-that, in particular his knowl-
edge of the scientific principles behind cyclonic filtration (know-why), and
through the production of hundreds of model cyclones his know-how reached a
high level of sophistication.

MAIN CATEGORIES OF KNOWLEDGE

Know-what, i.e. facts (data)
1. Know-that consists of <

Know-why, i.e. principles

2. Know-how, i.e. capabilities and skills

3. Know-who, i.e. awareness of others’ knowledge

Figure 5.8 Categories of knowledge identified by heterodox economists
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When it came to producing commercial products from his original designs
(Cyclon and G-Force) Dyson exploited the manufacturing, distribution and mar-
keting know-how of other companies through the use of licensing agreements.
He learned much from this experience (one could suggest that this was his
apprenticeship) and in turn developed his own manufacturing, distribution and
marketing know-how and know-who. He put this to good use when he and his
team (who brought in extra design and engineering know-how) developed the
DCO01 so as to minimize the number of components needed to construct it (and
therefore the number of stages in the assembly process).

Dyson made use of his manufacturing and distribution know-how and know-
who when he opened his own vacuum cleaner assembly facility (which required
him to find reliable suppliers of inputs, to find willing retail stockists and to
organize the assembly line). In the original Dyson factory at Chippenham it took
a while for the newly created workforce to acquaint themselves with the produc-
tion facilities but within two weeks they had developed their assembly know-how
sufficiently to be able to produce 100 vacuum cleaners a day. Before too long
Dyson was exploiting his hard won know-how even further when he introduced
the DCO2 cylinder-style vacuum cleaner.

It should be clear from our discussion here that knowledge comes in various
guises and from a variety of sources and that the capability to produce something
is not simply a matter of access to know-that. It should also be clear that
entrepreneurs need to recognize this and actively develop their knowledge in such
a way that they can turn business ideas into practical realities. To be successful this
process will require the exploitation and development of all of the categories of
knowledge we have identified and it is likely to take a significant amount of time
during which a lot of learning will take place. Bearing these thoughts in mind we
will turn our focus of attention to the concept of returns to scale.

54.3 Returns to scale

In the production function illustrated in Figure 5.7 we observe increasing
returns to scale followed by constant returns to scale and eventually decreasing
returns to scale as output quantity is increased. How do economists explain
these phenomena? We will begin our analysis with a visit to Samantha
Pinewood’s evolving business.

It is now several months since Tables 4U began production of its flat-packs for
sale to Pinewgrld. The flat-packs are proving to be very popular with Pinewegrld’s
customers so they decide to increase their weekly order from 450 units to 900
units. If Samantha is going to be able to meet this order she will have to expand



5.4 THE HETERODOX APPROACH TO PRODUCTION 1G9

her production facilities because, as we have seen, with just three units of capital,
diminishing returns set in at relatively low levels of output and the capacity of the
workshop peaks at 600 flat-packs. The problem Samantha faces is how best to pro-
duce 900 flat-packs. In order to get to grips with this long-run problem Samantha
draws upon the specialized knowledge of an engineer whom she asks to provide
an estimate of how many units of capital she should invest in in order to produce
900 flat-packs. The first thing the engineer does is take a look at the rate of use of
Tables 4U’s current capital equipment. This reveals something interesting; the
lathe and the bandsaw have both been used 100 per cent of the time during the last
few months of production but the flat-packing machine has been lying idle for 50
per cent of the time. This information indicates that the flat-pack machine is
underutilized at the present rate of output; that is, it is capable of easily handling
the volume of output provided by the solitary lathe and the solitary bandsaw.
Consequently the engineer estimates that Samantha needs to invest in another
lathe and another bandsaw but not another packing machine. To accommodate the
two extra units of capital will mean extending the workshop to 500 square feet. He
provides an estimate of the short-run production function for a 500 square-foot
workshop which will apply if Samantha organizes her capital and labour ‘appropri-
ately’. This is shown in Table 5.4.

Samantha inspects the data gathered from her original workshop (Table 5.1)
and compares them with the data provided by the engineer for the larger work-
shop (Table 5.4). She notes from Table 5.1 that with her current workshop she is
able to produce 450 flat-packs by employing three units of capital and three units
of labour, while Table 5.4 tells her that she will be able to double this level of out-
put to 900 flat-packs if she increases her factor inputs to five units of capital and
five units of labour. In other words, expansion of the production facilities will
enable Tables 4U to enjoy increasing returns to scale (that is, it can double its
output without the need to double its factor inputs). How is this possible? The
answer is that at a higher level of output Tables 4U can make much better use of
the packing machine which was underutilized in the smaller workshop. Even
though the packing machine was underutilized in the smaller workshop, Tables
4U could not dispense with its services altogether. In such a situation capital is
said to be indivisible.

Capital is indivisible when it cannot be obtained in quantities that provide a
rate of service that exactly matches the firm’s requirements. This simply
means that the firm cannot obtain a fraction, say half, of a packing machine.
Instead a whole packing machine has to be acquired and used only half as
often as it is capable of being used.
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Table 54 Weekly production of flat-packs at Tables 4U with varying levels

of labour usage (500 sq. ft. workshop housing five units of capital)

Quantity of No. of workers Number of Marginal product Average product
capital (K) employed (L) flat-packs per  of labour (MP)) of labour (AP))
week (TP)
5 1 100 100
150
5 2 250 125
200
5 3 450 150
200
5 4 650 163
250
5 5 900 180
250
5 6 1150 192
200
5 7 1350 193
100
5 8 1450 181
-150
5 9 1300 144

Increasing returns to scale in our example arise because at larger outputs the
firm is able to overcome the indivisibility problem. In other words, even though
another lathe and another saw have to be obtained to enable Tables 4U to meet
the new quantity ordered by Pinewgrld the firm does not have to obtain another
packing machine.

You should note that our discussion about the sources of increasing returns to
scale has assumed that Samantha is capable of organizing the capital and labour
at her disposal ‘appropriately’. We made the same assumption when we intro-
duced the short-run production function for three units of capital shown in Table
5.1 where we also briefly introduced the related concept of the division of labour.
We will now examine this concept in greater detail.

The division of labour is the practice of dividing the production process into
its component tasks and allocating each one of these tasks to a particular
member of the labour force. Such a unit of labour is said to have specialized
in that specific task.



5.4 THE HETERODOX APPROACH TO PRODUCTION

171

The division of labour was first introduced to economics by Adam Smith over
200 years ago in his famous book An Inquiry into the Nature and Causes of the
Wealth of Nations. Mainstream economics has taken Smith’s message on board
but it does not provide any detail about how the division of labour should be
achieved to best exploit its benefits. Instead, as we have seen, a mainstream pro-
duction function simply relates a quantity of inputs to a quantity of output with-
out saying how the tasks involved should be organized and co-ordinated. The sig-
nificance of this point is that the successful division of labour requires the
entrepreneur to possess some organizational know-how. This is for the very sim-
ple reason that the division of labour is an organizational concept that relies
upon the entrepreneur being able to organize the flow of work between the dif-
ferent stages of the production process adequately. Furthermore, it provides us
with another very important reason for increasing returns to scale.

Adam Smith’s original analysis of the division of labour used the example of pin
production. He pointed out that pins, or anything else for that matter, can be pro-
duced either by a single multi-skilled person (an artisan) who carries out all of the
stages of production or, alternatively, each stage of production can be allocated to
different members of the labour force. Here’s what he said:

...a workman not educated to this business [pin manufacture]...nor acquainted
with the use of machinery employed in it...could scarce, perhaps, with his utmost
industry make one pin a day and certainly could not make twenty. But in the way
in which the business is now carried on...it is divided into a number of bran-
ches...One man draws out the wire, another straights it, a third cuts it, a fourth
points it, a fifth grinds it at the top for receiving the head; to make the head
requires two or three distinct operations; to put it on, is a peculiar business, to
whiten the pins is another; it is even a trade by itself to put them into the paper;
and the important business of making a pin is, in this manner, divided into about
eighteen distinct operations, which, in some manufactories, are all performed by
distinct hands, though in others the same man will sometimes perform two or
three of them. I have seen a small manufactory of this kind where ten men only
were employed...they could, when they exerted themselves, make among
them...forty-eight thousand pins in a day...if they had all wrought separately and
independently...they certainly could not each of them have made twenty...

Adam Smith (1776/1986: 109-10)

The implications of Smith’s analysis are far reaching. In simple terms, one
major implication is that the greater the number of stages a production process
contains then the greater the scope for dividing labour becomes. However, it is
pointless employing greater quantities of labour and allocating each person to a
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specific task if there is insufficient demand for the product to support larger
scale production facilities. So if the size, or extent, of the market for the product
is limited then so is the scope for further division of labour. As Smith put it:

As it is the power of exchanging that gives occasion to the division of labour, so the
extent of this division must always be limited by the extent of that power, or in
other words, by the extent of the market.

ibid, 121

But why should dividing labour and allocating each unit to a specialized task lead
to increasing returns to scale? Smith’s answer rests on three propositions:

(i) Workers who specialize in performing only one task on a production line
will experience an improvement in their capability to perform that particular
job that is greater than if they are expected to perform a multiple set of tasks.
Clearly a learning process is implied here:

The different operations into which the making of a pin...is subdivided, are
all of them much more simple, and the dexterity of the person, of whose life
it has been the sole business to perform them, is usually much greater. The
rapidity with which some of the operations of those manufacturers are per-
formed, exceeds what the human hand could, by those who had never seen
them, be supposed capable of acquiring.

ibid, 113

(ii) If workers do not have to move from one task to another (e.g. from one work-
bench to another in the Tables 4U example) then a considerable amount of
time will be saved. Smith points out that time is also saved by the fact that
workers who do not have to switch between different tasks, each of which
requires different skills, will not have to use their brains in order to think
about the new task at hand:

It is impossible to pass very quickly from one kind of work to another that
is carried on in a different place and with quite different tools...

ibid, 113

(iii) As workers become more practised at specialized tasks they are likely to
adapt their tools so they help them to become even more efficient at the task:

Men are much more likely to discover easier and readier methods of attain-
ing any object, when the whole attention of their minds is directed towards
that single object, than when it is dissipated among a great variety of things.

ibid, 114
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Assumptions:

(1) Production takes place over 5 successive stages.

(2) Each stage uses a specialized piece of capital.

(3) Each piece of capital requires a human operator.

(4) The capital at stages 3 and 4 is capable of operating at a rate that is at least twice that of the capital at the
other stages.

OUTPUT
» D = 20 units

Case 1: when size of market is ‘small’ a single unit of labour, who works at his/her own pace, operates capital
at all successive stages of production. Labour productivity is very low.

OUTPUT
o g

Case 2: when size of market is slightly bigger than case 1, two units of labour, who adjust their own work rates in
order to synchronize the successive stages of production to avoid stockpiling and lags, operate a subset of
capital each. This is PARTIAL DIVISION OF LABOUR. Labour productivity is enhanced modestly.
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Case 3: size of market has grown sufficiently to allow one unit of labour per unit of capital. This is FULL
DIVISION OF LABOUR but the labour at stages 3 and 4 are not working at the same rate as the labour at
stages 1, 2 and 5 because of the rate at which ‘their’ respective units of capital are capable of working. Labour
productivity is significantly increased.
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Case 4: when size of market is ‘large’ capital can be duplicated at stages 1, 2 and 5 and at stages 3 and 4.
INDIVISIBILITY OF CAPITAL IS OVERCOME and accompanied by FULL DIVISION OF LABOUR. Labour
productivity is enhanced once again.

S N RN .

A stage of A unit of Labour moving Movement of
production labour from one stage partially finished
to another product between
stages

Figure 59 An example of increasing returns to scale due to exploitation of the division of labour
and overcoming capital indivisibility as the extent of the market grows
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To help us clarify the reasons for increasing returns to scale Figure 5.9 illustrates
a simple example which shows how an entrepreneur can organize the firm’s
production process in four different configurations as the size of the market for
its product expands.

As we have seen, Adam Smith’s own estimates of the benefits from the divi-
sion of labour in the pin factory example provide some quite startling increases
in productivity and output (one man can produce 20 pins, while ten men can
produce 48000 pins in a day). Other writers have pointed to similarly startling
productivity improvements in studies of their own. A particularly famous exam-
ple is the evolution of the production line for the Ford Model T as described by
Alfred Chandler in his book, The Visible Hand:

Ford and his colleagues adopted the most advanced machinery,... and followed the
‘line production system’ of placing machines and their operators in a carefully
planned sequence of operations. Ford’s factory engineers designed improved con-
veyors, rollways, and gravity slides to assure a continuing regular flow of materials
into the plant. These engineers also began to experiment with the use of conveyor
belts to move parts past the worker doing the assembly, with each man assigned a
single highly specialized task. The moving line was first tried in assembling the fly-
wheel magneto, then other parts of the engine, next the engine itself, and finally, in
October 1913, in assembling the chassis and the completed car. The innovation —
the moving assembly line — was an immediate success. The speed of throughput
soared. Labor [sic] time expended in making a model T dropped from 12 hours
and 8 minutes to 2 hours and 35 minutes per car. By the spring of 1914...the aver-
age labor time per car dropped to 1 hour and 33 minutes.

Alfred Chandler (1977, p. 280)

So, increasing returns to scale can be enjoyed by increasing the division of
labour and also overcoming indivisibilities in capital equipment as the extent of
the market grows, but there is a third reason too. If you look carefully at Figure
5.9 you will note that we have made the explicit assumption that capital equip-
ment is specialized to the particular task it is assigned in the production
sequence. The division of labour therefore involves each unit of labour becom-
ing an expert, that is a specialist, in the use of a particular piece of specialized
capital equipment. There is no reason, however, that further increasing returns
to scale cannot be enjoyed by the firm if the entrepreneur is able to automate sev-
eral specialized tasks so that they are performed not by a series of separate pieces
of capital but instead by one integrated piece of capital. If this is possible, the
firm can reduce its quantity of capital and, if the integrated piece of capital can
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be attended by a single human operator, its quantity of labour can be reduced
also. Some writers have suggested that this is exactly the process that has
occurred in the late twentieth and early twenty-first centuries in the manufac-
turing sectors of the developed economies of the world, and they have used this
argument to explain why a significant proportion of the labour force in these
economies is increasingly employed in service industries.

We will finish this section by explaining the reasons we might observe con-
stant returns to scale and decreasing returns to scale. Firstly, constant returns to
scale will occur when all of the opportunities for further division of labour have
been exhausted and when all indivisibilities have been overcome; however, they
will only persist as long as the reasons for decreasing returns to scale have not
taken hold.

To understand why decreasing returns to scale arise we need to raise three
points. The first point is that an entrepreneur has to make a conscious effort to
organize the factors of production. This is not a trivial task. The second point is
that the entrepreneur will have to oversee the production process and manage
the people involved (an example of a management task is making sure that all
workers are using their best efforts rather than shirking on the job). The third
point is that the entrepreneur is, like all human beings, boundedly rational with
all that this implies with respect to his or her ability to be able to cope with an
increasing workload. The first two points in combination with the third imply
that beyond a certain size of organization the entrepreneur will be unable to give
the firm the degree of effective management it requires. So, in rather blunt
terms, decreasing returns to scale may arise because the entrepreneur loses
effective control of the firm due to his or her cognitive limitations coupled with
the increased size and complexity of the production process. Given that different
entrepreneurs are endowed with different degrees of cognitive ability one may
be able to manage effectively a given size of firm where another may experience
a degree of control loss. As you will discover later in the book, many firms have
discovered ways of overcoming this problem to a greater or lesser extent, but
these ‘solutions’ have brought their own problems.
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55 Summary

We have covered a lot of ground in this chapter and along the way we have
introduced you to a number of fundamentally important concepts. At first
reading you may find it difficult to make sense of all of the arguments we
have outlined, especially as some of them seem to conflict with each other.
Do not worry about this — it is perfectly normal; even professional
economists have trouble keeping tabs on all of the strands!

In order to help you make better sense of everything we have discussed
you might find it beneficial to re-read the details of the Dyson story in the
light of the theoretical discussions that have taken place in the rest of the
chapter. Given that the heterodox approach takes as its point of departure a
critical look at the mainstream production function approach, in particular
the assumptions it makes about knowledge and organization, you may be
tempted to think that the mainstream approach is of little practical use to
you. This would, however, be a hasty conclusion to jump to. It is very rarely
a good idea to ignore the lessons provided by 100 years of theoretical devel-
opment! Yes, the production function approach does make some rather
strong assumptions with respect to the nature and availability of knowledge,
but this is simply because the theories of mainstream economics are built
upon the assumption that a human decision maker, which in this chapter is
the entrepreneur, has full information about all relevant facts and is per-
fectly capable of processing this information optimally.

While this assumption might not accord with the world we live in, and
indeed the world James Dyson occupied, it is nevertheless a useful assumption
to make as a first step to help us frame some of the issues that are relevant to
the problem of production. In particular it helps us to identify easily the con-
cepts of diminishing marginal returns, returns to scale and capital intensive
and labour intensive production techniques — all of which are concepts an
entrepreneur needs to be aware of. However, if we accepted the mainstream
approach unquestioningly we would provide a message for entrepreneurs that
runs as follows: you and all other entrepreneurs like you have access to the lat-
est production techniques and full knowledge of them; in addition you are all
as equally capable of utilizing these techniques. As a result, if any of you start
a business enterprise then you can expect to be no better at carrying out the
tasks associated with production in this business than any other entrepreneur
— consequently, if you wish to make decent profits you will need to create some
kind of barrier to entry into the industry you are a part of. We have already
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5.5 Summay (continued)

mentioned this in Chapter 3 and we will revisit it again in greater detail in
Chapter 7. For now you can note that it is a generally recurring theme in the
mainstream approach.

Once we began to look at the production problem through the eyes of a
heterodox economist we dispensed with the globally rational, infinitely capa-
ble model of the entrepreneur and we started to pose questions that asked
how a boundedly rational entrepreneur could obtain the knowledge that is
necessary to provide the data that a mainstream production function take as
given. This model of the entrepreneur is more ‘realistic’ in the sense that it
is more like the people we see around us every day. The questions we asked
led us to distinguish between three broad categories of knowledge and, in
turn, these revealed that we need to distinguish between the data recorded in
the cells of a production function and the ability to actually turn the
relationship between quantity of inputs and quantity of output shown there
into a practical reality. This requires the entrepreneur to be able to organize
the factors of production appropriately.

A boundedly rational entrepreneur needs to acquire and develop not only
know-that (which is equivalent to having knowledge of the data recorded in the
cells of the production function), but also know-how (which is often referred to
as capabilities) and in all likelihood know-who. Learning was therefore identified
as a very important part of the heterodox analysis of the production problem,
which also implied that the time taken to achieve successful production is
another salient issue that needs to be taken seriously by the entrepreneur.

Finally we used the broader concept of knowledge to help us understand bet-
ter the concept of returns to scale, and we showed that specialization through
the division of labour is absolutely key here, along with the concept of indivis-
ibility of capital. You should note also that, because of the pervasive influence
of uncertainty, when an entrepreneur makes the initial decision regarding the
scale of production facilities, he or she is unlikely to know with any degree of
accuracy the likely extent of the market for the firm’s product. Consequently,
we might suggest that not only is the division of labour limited by the extent of
the market, but it is also limited by the predictability of the extent of the mar-
ket; as we saw, James Dyson grew the scale of his production facilities organi-
cally as the extent of his market grew and revealed itself to him.

The heterodox message for would-be entrepreneurs is slightly different
from the mainstream message; if we accept that entrepreneurs need to
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5.5 Summary (continued)

develop particular capabilities that are peculiar to their chosen production
process, and if such know-how has been difficult to develop (and would be
equally as difficult to explain to someone else), then maybe different but
competing businesses will experience different degrees of success because of
their different levels of capability. We will return to this point in Chapter 8.

One final point: in emphasizing learning-by-doing, the heterodox approach
has some interesting implications for the growing firm’s expansion path. If
you look at the isoquant—isocost map shown in Figure 5.7, it should be evi-
dent to you that the locus of the expansion path followed by the firm illus-
trated there depends upon the relative prices of the factor inputs X and Y, as
shown by the slopes of the isocost lines. This implies that a change in relative
prices at any time will cause the firm to change its technique of production
(i.e. the relative mix of quantities of X and Y). This analysis does not sit eas-
ily with the learning story told by the heterodox approach.

The mainstream approach does not sit well with a learning approach
because, if knowledge is not easy to obtain, then once a particular technique
has been chosen further expansion and development of the firm’s production
capability is likely to be based upon learning more about this particular tech-
nique. In other words, while alternative production techniques might well
exist (as implied by an isoquant) the fact that the entrepreneur has made an
initial choice may well mean that he or she devotes all of his or her (scarce)
attention, (scarce) energies and (scarce) time in the future to developing the
firm’s capability at using this particular technique to the exclusion of all alter-
natives. The implication of this is that as time passes the entrepreneur will
become more and more knowledgable about the firm’s chosen technique
and relatively ignorant of alternatives. Furthermore, the firm will have devel-
oped its capability with the technique to quite a high degree of sophistication
(it might even have developed integrated labour-saving capital).

In such a situation it might be very difficult for the firm immediately to
change technique in response to factor price changes. This is not to say that
a change in technique is entirely out of the question, but it is likely to require
the firm to undergo a period of painful and costly learning about the new
alternative (and ‘un-learning’ of the original). These costs, which are over
and above the direct costs incurred as a result of hiring the factors of
production, are called switching costs. If switching costs are considered to be
too high the firm will carry on with its original technique. If this happens the
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5.5 Summary (continued)

firm is said to be locked in to its original production technique. In other
words, the choice made by the entrepreneur at the birth of the firm has deter-
mined how it will do things later on in its life.

When the number of options for later decisions about the technique of
production is restricted by the decision made in the initial period, economists
say that the firm’s expansion path exhibits path dependence. Put another way,
path dependence suggests that if different entrepreneurs in the same line of
business make different decisions at the birth of their firms then we might
see firms evolving along quite different trajectories from each other. This sits
in stark contrast to the mainstream analysis of production where it is
assumed that firms will be able to jump easily and without cost from one
technique to another in response to factor price changes, and that every
entrepreneur will make identical decisions in this regard.

5.6 Some questions to consider

1. Does the phrase ‘a unit of capital’ have a precise meaning?

2. If you were asked to define what is meant by the phrase ‘technique of pro-
duction” how would you start? Is the mainstream notion of technique of
production as being either capital intensive or labour intensive helpful?

3. Do you think it is likely that the quantities of output recorded in the cells
of a production function will stay constant over time? Give reasons for
your answer.

4. Think of some of the things you have learned in your life (including skills)
and attempt to allocate each to one of the categories of knowledge identi-
fied by the heterodox approach. Can you think of any categories of knowl-
edge that are not captured by the heterodox classification?

5. Do you think that the process of the division of labour means that we will
see firms becoming larger and larger? What role do you see for small
firms in the economy?

6. Can you think of any decisions that you have made in your life that have
locked you in to a particular set of options at a later date?
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5.7 Recommended additional reading sources

For the story of how some of the world’s major businesses have coped with the
problems of production, see Alfred Chandler (1977) The Visible Hand: the
Managerial Revolution in American Business, Harvard, Belknap Press.

The Dyson story is told in great detail by Giles Coren (2002) James Dyson Against
the Odds: An Autobiography (New edition), London, Texere Publishing. All of the
Dyson quotations used in this chapter are taken from this book.

For an interesting view of the theory of production, see Nicolai Foss (1997) ‘The
classical theory of production and the capabilities view of the firm’, Journal of
Economic Studies, 24, no.5, pp. 307-23.

A more advanced discussion of some of the topics we have covered in this chap-
ter is provided by Richard Langlois (1999) ‘Scale, Scope and the Reuse of
Knowledge’, in S.C. Dow and P.E. Earl (eds) Economic Organization and
Economic Knowledge: Essays in Honour of Brian J. Loasby, 1, Cheltenham, Edward
Elgar, pp. 239-54.

Another advanced discussion of the topics we have covered in this chapter,
which is complementary to Langlois’ article, is given by Axel Leijonhufvud
(1986) ‘Capitalism and the factory system’, in R.N. Langlois (ed.) Economics as a
Process: Essays in the New Institutional Economics, New York, Cambridge
University Press, pp. 203-23.

Our discussion of types of knowledge and the production function was informed
by Brian Loasby (1999) Knowledge, Institutions and Evolution in Economics,
London, Routledge (see Chapter 4, ‘Capabilities’, pp. 49-68).

The original account of the division of labour can be found in Adam Smith
(1776/1986) An Inquiry into the Nature and Causes of the Wealth of Nations,
London, Penguin Books (see Book 1, Chapters I-III).
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Learning outcomes

If you study this chapter carefully, it may help you to understand:
+ the different types of cost a firm may incur

+ the concept of economies of scale

+ the concept of economies of scope

+ the concept of the learning curve

+ the reasons for X-inefficiency.

To the extent that you develop such understanding, you should be
better able to:

+ explain the distinction between average and marginal cost thinking

+ explain how the short-run theory of production relates to the short-
run theory of costs and how the long-run theory of production
relates to the long-run theory of costs

+ work out how the cost curves of a firm will be influenced by a
combination of economies of scale, economies of scope, learning
effects and X-inefficiency.
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6.1 Introduction

In this chapter we draw upon material introduced in the previous chapter, so if
you have not yet read it we would suggest that you do so before embarking on
the material covered here. The previous chapter focused on how the
entrepreneur should organize the firm’s productive resources. In this chapter we
focus upon the consequences of the decisions made by the entrepreneur for the
costs the firm will incur. An effective entrepreneur acquires and uses the firm’s
assets in such a way that the costs of doing so are kept to a minimum. It is
self-evident that a firm which provides a good or service that is identical to that
of a rival but which is able to do so at lower cost is more efficient and, therefore,
has scope to make greater profits than its rival and/or acquire bigger market
share by virtue of its cost advantage.

An efficient firm does not incur unnecessary costs, but of course before
assessing whether costs are unnecessary the entrepreneur needs to understand
in greater detail the types of cost that a firm can incur and why they arise. At first
sight developing an understanding of costs might appear to be a straightforward
task. However, as you work through this chapter you may be surprised to learn
that an understanding of costs involves more than simply totting up the numbers
and that some costs are hidden or not immediately obvious, so they have to be
hunted down before they can be taken into account.

6.2 The mainstream approach to the behaviour
of costs

The mainstream analysis of the firm’s costs draws directly upon the mainstream
theory of production. As a result it downplays the costs of things we might call
support activities, such as marketing and distribution, while emphasizing the
costs of productive activity, that is the activities associated directly with ‘making’
the good or service sold by the firm. The mainstream analysis of costs, like the
mainstream theory of production, is an excellent foundation stone upon which
to build your general understanding of costs. To help us illustrate the key con-
cepts involved we will revisit Tables 4U. Just like the theory of production the
theory of costs is divided into a short-run analysis and a long-run analysis.

6.2.1 The short-run theory of costs

You will recall from the previous chapter that the short run is defined as being a
decision-making period during which the quantity of at least one of the factor
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inputs to the production process is fixed, and that we can represent the short-run
production opportunities open to an entrepreneur in the form of a short-run pro-
duction function. Consequently it will not surprise you to learn that the short-
run theory of costs involves discovering the cost implications associated with a
given short-run production function. All that this requires us to do is find out the
prices the firm will have to pay in order to obtain the required quantities of
labour, capital and material inputs. To illustrate how this is done we will use the
production function produced for Tables 4U in Table 5.1 as our starting point
and combine this information with additional assumptions about the prices of
inputs and their availability. These additional assumptions are:

+ Rental of the workshop (300 square feet plus three workbenches inclusive of
electricity costs) is £90 per week. In other words, capital costs £30 per unit.

+ FEach unit of labour employed must be paid wages of £100 per week. Tables
4U is located in an area of relatively high unemployment so willing labour is
easy to find at this rate of pay.

+ The cost of raw materials (wood, packets of glue and screws, etc.) amounts to
£2 per table. Many alternative raw material suppliers exist and are willing
to supply Tables 4U at these prices.

Armed with this information it would be easy to calculate the costs associated with
producing a particular volume of output and consider that our job is done. For
example, in order to produce 450 flat-packs per week Tables 4U will need to
employ three units of labour at a price of £100 each to operate its three units of
capital, which cost £90 per week, and buy raw materials at a price of £900. The
total cost of producing 450 flat-packs per week will therefore be £300 + £90 + £900
= £1,290. If Samantha Pinewood showed these calculations to an accountant the
accountant would happily agree that this is how much Samantha has had to pay
out in order to produce 450 flat-packs. However, if she showed these figures to an
economist the economist would not be very happy! So where’s the problem?

The problem an economist has with these figures is that when we calculated
them we ignored an important hidden cost. As the figures currently stand they
record Samantha’s out-of-pocket costs but they ignore her opportunity costs. We
mentioned the concept of opportunity cost briefly in Chapter 1, where we intro-
duced it as the idea that anything we do involves the sacrifice of something else.
In other words, when we choose to undertake a particular activity we must also
be choosing not to undertake alternative activities. If you recall the beginning of
Samantha Pinewood’s story in the previous chapter, you will be aware that in
order to become an entrepreneur she gave up her job as a teacher. Put a slightly
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different way, by choosing to be an entrepreneur Samantha chose not to be a
teacher. This is the cost she paid to become an entrepreneur.

Opportunity cost is the (foregone) value of the next best alternative activity
to the one you have actually chosen to undertake.

For Samantha the value of being a teacher was the £150 per week she earned, so
this is the opportunity cost she has incurred by becoming an entrepreneur. We

must add this amount to our cost calculations in order to obtain the true cost.
The true cost of producing 450 flat-packs is actually £1,290 + £150 = £1,440.

True cost is equal to out-of-pocket costs plus opportunity costs.

The true short-run costs of Tables 4U when it has three units of capital are
recorded in Table 6.1 and presented graphically as cost curves in Figure 6.1.
In Table 6.1 we have distinguished between fixed costs and variable costs.

Fixed costs are costs that are incurred by the firm even if it produces zero
units of output.

Fixed costs arise from owning or hiring fixed factors of production such as build-
ings, computers, construction machinery/tools, vehicles and the like, all of
which cost the firm money even if they are lying idle. In our example the fixed
factor is capital, of which Tables 4U has three units at a cost of £30 per unit per
week. This fixed factor cost is listed in column 4 of Table 6.1. The opportunity

Table 6.1 Short-run costs of Tables 4U with 300 sq. ft. workshop and

three units of capital (£)

1 2 3 4 5 6 7 8 9 10 11 12
Av'ge Raw Av'ge Av'ge
Cost Opp fixed Wage material va’'ble Total total Marginal
of cost cost cost cost cost costs costs costs
K L Q K (AFC) (AVC) (TC) (ATC) (MC)
3.00
3 1 100 90 150 240 100 200 3.00 540 540
267
3 2 250 90 150 096 200 500 2.80 940 3.76
2.50

3 3 450 90 150 053 300 900 2.67 1440 3.20

3.00
3 4 550 90 150 043 400 1100 2.73 1740 3.16

4.00

3 5 600 90 150 040 500 1200 283 1940 3.23
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Figure 6.1 The short-run cost curves of the firm

cost of the entrepreneur, which in Samantha’s case is £150 per week, is also a
fixed cost; this is listed in column 5 of Table 6.1. Total fixed costs (TFC) therefore
amount to (3 X £30) + £150 = £240.

TFC = fixed factor costs + entrepreneur’s opportunity cost.

To prevent cluttering up Table 6.1 we have not recorded TFC, but you will note
from the plot in Figure 6.1 that it is a horizontal line which means that TFC
remains constant as output is increased. If we divide TFC by the number of units
of output produced by the firm we will obtain average fixed cost (AFC). This is
recorded in column 6 of Table 6.1 and shown graphically in Figure 6.1.

AFC =TFC =+ Q

Given that TFC is a constant value it follows that the greater the volume of
output produced by the firm then the lower AFC will be, because TFC will be
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divided among a greater number of units. This is known as spreading fixed
costs. The plot of AFC shown in Figure 6.1 is, therefore, a continually downward
sloping curve.

Variable costs are costs over and above fixed costs that are incurred by the
firm as a direct result of the activities associated with producing each unit
of output.

Variable costs arise from purchasing raw materials and hiring variable factors of
production. The assumption here is that these things will not be purchased or
hired if the entrepreneur decides that the firm will produce zero units of output.
As a result, if the entrepreneur decides that the firm is to produce no output it
will not incur any variable costs. As output volume increases, variable cost will
increase also, because the only way to achieve this expansion of output is to
employ a greater amount of the variable factor input and raw materials. The vari-
able costs incurred by Tables 4U consist of its wage bill (Table 6.1, column 7)
plus its raw material bill (Table 6.1, column 8). Once again to prevent cluttering
we have not recorded the sum of these variable costs in Table 6.1; however, these
expenditures are reflected in the total variable cost (TVC) curve of Figure 6.1.

TVC = variable factor costs + raw material costs.

The TVC curve is a reverse S-shape, indicating that variable costs increase at a
decreasing rate at low levels of output, but once diminishing marginal returns to
labour set in (beyond 450 units of output) variable costs increase at an increas-
ing rate. If we divide TFC by the number of units of output produced by the firm
we will obtain average variable cost (AVC). This is recorded in column 9 of Table
6.1 and shown graphically in Figure 6.1.

AVC=TVC = Q

Given that TVC is not a constant value at each level of output it follows that the
plot of AVC is not a continually falling curve. Instead the AVC curve is U-shaped,
indicating that while the firm is enjoying increasing marginal returns to labour
this enables it to expand output at decreasing cost per unit, but once diminishing
returns have set in (when the fourth unit of labour is employed) the curve begins
to turn upwards.

Total costs (TC), which are recorded in column 10 of Table 6.1, are found by
adding TFC and TVC together, which means that the TC curve shown in Figure
6.1 is found by displacing the TVC curve vertically by the amount of fixed costs.

TC=TFC+ TVC
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Average total costs (ATC), column 11, Table 6.1, can be found either by summing
AFC and AVC, or dividing TC by total output.

ATC=AFC+AVC=TC+Q

Given that the ATC curve is composed of the continually falling AFC curve and
the U-shaped AVC curve it will initially slope downwards and eventually begin
to turn upwards. The point at which it begins to slope upwards will be deter-
mined by the size of the firm’s fixed costs relative to its variable costs. If fixed
costs account for a large proportion of the firm’s total costs the ATC curve will
continue to fall, even at high levels of output, because the effect of spreading the
fixed costs over larger levels of output will outweigh the strength of influence of
the upward sloping portion of the AVC curve. In Figure 6.1 we have shown an
ATC curve for which the influence of the falling AFC curve is overcome by the
rising portion of the AVC curve at the point where output is increased from 550
units to 600 units (i.e. when the fifth unit of labour is employed). It should be
clear that the ATC tells the entrepreneur how much each and every unit of out-
put has cost the firm to produce on average — for this reason it is often referred
to as the unit cost of production. For example, when Samantha Pinewood
decides to produce 450 units of output to meet Pinewgrld’s initial order the unit
cost of production is £3.20 per flat-pack (see Table 6.1, column 11). You must be
careful not to confuse ATC with marginal costs (MC), which are recorded in col-
umn 12 of Table 6.1.

You will recall from the previous chapter that we calculated the marginal prod-
uct of labour and explained that it measures a rate of change of output as succes-
sive units of labour are employed. Marginal costs are also a measure of a rate of
change and this is why they appear in between the other values in Table 6.1.

Marginal cost (MC) is the addition to total cost that occurs as a result of pro-
ducing one more unit of output.

Before we explain how we have arrived at the marginal cost figures in column 12
of Table 6.1 we will consider a somewhat simpler example to illustrate its basic
calculation. If it costs a firm a total of £100 to produce 10 units of output and a
total of £105 to produce 11 units of output, then the addition to total cost as a
result of producing the 11th unit of output is £105 — £100 = £5. In other words,
the marginal cost of the 11th unit is £5. Note that the marginal cost of the 11th
unit measures the extra costs generated by production of this unit only whereas
the ATC, which for 11 units of output is £9.55, by contrast spreads the total costs
of production across all 11 units of output.
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Back to Table 6.1: it should be clear to you now that the marginal costs recorded
in column 12 measure how much the production of one additional flat-pack adds
to the firm’s total costs. However, in the case of Tables 4U the quantity of output
(column 3) is not increasing by one unit at a time. Instead it is increasing in
‘lumps’ as a result of adding successive workers to the labour force. To overcome
this problem we arrive at the marginal cost data in column 12 by calculating how
much the extra units of output attributable to a new member of the labour force
cost the firm on average. For example, the second person added to the labour force
causes output to increase by a ‘lump’ equal to 150 units (i.e. this person’s marginal
product) and the subsequent increase in total cost is £400 (= £940 — £540) so, on
average, each one of the extra 150 units produced adds £400 + 150 = £2.67 to the
firm’s total costs. Like the AVC data the behaviour of the marginal cost data is also
explained by the presence of increasing and diminishing marginal returns in the
production process. In fact marginal costs are another class of variable costs. You
can confirm this for yourself by subtracting TFC (£240) from the TC recorded in
column 10, leaving you with TVC. If you now calculate MC (suitably redefined as
‘the addition to TVC caused by producing an extra unit of output’) you will arrive
at figures which are identical to those in column 12. The implication of this is that
fixed costs do not influence marginal costs.

Even though the behaviour of both AVC (and therefore ATC) and MC as output
is varied is explained by increasing and diminishing marginal returns it is very
important to understand the fundamental difference between average calculations
and marginal calculations. This is because of their implications for business
decision making. For example, if we return to our simple example from above, we
can consider the case where the firm is already producing 10 units of output for its
current customers (giving unit costs of £10) when unexpectedly an 11th customer
turns up and demands the firm’s good or service but is only willing to pay £6 for it.
Assuming the firm has the production capacity available, is it sensible to produce
an 11th unit of output to satisfy this extra customer? In order to arrive at an answer
to this question many people would calculate ATC for 11 units of output and see
that this gives us a figure of £9.55 per unit. As a result they would recommend that
the firm should not produce the 11th unit of output because the price the extra
customer is willing to pay is less than ATC. However, marginal cost calculations
indicate that these people would be wrong! The sensible entrepreneur should ask,
‘Can the firm make a profit on the 11th unit of output?’ Given that producing an
11th unit of output adds just £5 to the firm’s total costs and it can be sold at a price
of £6 the answer to the entrepreneur’s question is ‘yes’. This is because the firm will
make a profit of £1 on the sale of this extra unit.
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6.2.2 The long-run theory of costs

When we left Samantha Pinewood in Chapter 5 Pinewerld had increased its ini-
tial order to 900 units per week and Samantha had made a long-run decision to
obtain two extra units of capital and expand her workshop. The production func-
tion for the larger workshop was shown in Table 5.4 and we noted that it dis-
played increasing returns to scale when compared to the production function for
the smaller workshop. We can use this information in conjunction with our
assumptions about the prices of factor inputs and raw materials that we made in
Section 6.2.1 above to calculate the costs of the larger workshop. Recall that the
price of capital is £30 per unit (inclusive of electricity costs and building rental),
the price of labour is £100 per unit and raw materials cost £2.00 per flat-pack.
Using this information we have produced Table 6.2 by following exactly the same
procedures that we outlined above for the 300 square-foot workshop. You should
note that although we are discussing the long run here, once the decision to
invest in a given size of workshop has been made we are interested in the short-
run cost information relevant to this particular size of workshop. As a result
Table 6.2 records short-run cost data for the 500 square-foot workshop.

Table 6.2 Short-run costs of Tables 4U with 500 sq. ft. workshop and

five units of capital (£)

1 2 3 4 5 6 7 8 9 10 11 12
Cost Opp Wage Raw
of cost cost material
K L Q K AFC cost AVC TC ATC MC
3.00
5 1 100 150 150 300 100 200 3.00 600 6.00
2.67
5 2 250 150 150 120 200 500 2.80 1000 4.00
2.50
5 3 450 150 150 0.67 300 900 267 1500 334
2.50
5 4 650 150 150 046 400 1300 262 2000 3.08
240
5 5 900 150 150 0.33 500 1800 256 2600 2.89
240
5 6 1150 150 150 0.26 600 2300 252 3200 278
2.50
5 7 1350 150 150 0.22 700 2700 252 3700 274
3.00

5 8 1450 150 150 021 800 2900 255 4000 276
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If we plot the ATC data contained in Table 6.2 and compare it with the ATC data
from Table 6.1 we obtain Figure 6.2.

Figure 6.2 allows us to compare the unit costs of flat-pack production in the
two sizes of workshop at various levels of output. Inspection of Figure 6.2 reveals
two key points:

(i) Tables 4U is able to produce 900 tables in the 500 sq. ft. workshop at a unit
cost that is less than the unit cost it incurred when it produced 450 tables in
its 300 sq. ft. workshop. This means that for a given selling price the firm
will be able to make a higher profit margin on each and every one of the 900
tables produced by the new larger workshop than it would make on each and
every one of the 450 tables produced by the smaller workshop. This is poss-
ible because with the new workshop Tables 4U has translated increasing
returns to scale into economies of scale.

Economies of scale occur when the unit cost of production is lower in
a larger sized plant (i.e. one operating at relatively high levels of out-
put) than it is in a smaller sized plant that is operating at its least-
cost level of output. Economies of scale are, therefore, a long-run
phenomenon.

Costs (£) A

6@ —@—— SRATC of 300 sq. ft. workshop
\ ---@--- SRATC of 500 sq. ft. workshop

900 units

cost £2.89 per £2.74 =

minimum unit

unit in larger

workshop costs for larger

workshop

450 units SV ®---a. .. -0
cost £3.20 per . £ 16= i
5 unit in small minimum unit
workshop costs for small
f workshop
T T T >
L 500 1000 1500

Output (No. of flat-packs)

Figure 6.2 Comparison of short-run ATC curves between two different sizes of workshop for
Tables 4U
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Note that we can only make this point because we have assumed that the
input prices paid by Samantha have not changed. Consequently, we observe
that the economies of scale Table 4U enjoys at 900 units of output are purely
a function of the organizational relationship between its inputs that we have
described in the previous chapter. Other non-organizational sources of
economies of scale do potentially exist, but we will reserve discussion of
these until later on.

(i) At relatively low levels of output (e.g. 450 units) the smaller workshop has a
cost advantage over the larger workshop. The evidence for this is the fact that
the short-run average total cost (SRATC) curve of the larger workshop lies
above the SRATC curve of the smaller workshop at low levels of output. This
occurs because the higher fixed costs incurred by the larger workshop can-
not be spread effectively at low levels of output. At higher levels of output the
larger workshop exceeds the capacity of the smaller one and it can spread its
fixed costs more thinly, although eventually diminishing marginal returns
set in as it approaches its maximum capacity.

In principle we can repeat the cost calculation exercise shown here for any num-
ber of different sized workshops (plant) so that we end up with a family of
SRATC curves. Figure 6.3 illustrates a situation where the entrepreneur has
identified seven potential sizes of plant that could be used to produce various lev-
els of output. Each plant is described by its typically U-shaped SRATC curve
(labelled (1) through (7)), indicating that once a particular plant has been chosen

Costs (£) A

| Economies of scale Diseconomies of scale

(1) )

Minimum
efficient
scale (MES)

0 Q1 Q* QZ
Quantity of output

Figure 6.3 A family of SRATC curves indicating economies and diseconomies of scale as output
increases
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the usual short-run law of diminishing marginal returns will bite at some point.
As we move from (1) through to (4) the successive SRATC curves become lower
in cost-output space, indicating that in this range economies of scale are present.
Beyond plant size (4), however, the successive SRATC curves are located higher
and higher in cost-output space, indicating that diseconomies of scale afflict
larger sizes of plant.

Diseconomies of scale arise when the unit costs of production in larger sizes
of plant are higher than the unit costs of production in relatively smaller
sizes of plant. Diseconomies of scale occur principally because of the costs
associated with control-loss by the entrepreneur.

When economies of scale are followed by diseconomies of scale it is possible to
identify an optimal size of plant. In Figure 6.3 the optimum occurs on SRATC
curve (4) at its minimum point, e. Given these cost curves a firm cannot produce
its product at a unit cost any lower than this amount. In other words, the size of
plant described by SRATC (4) is the most efficient and its minimum point is
therefore known as the minimum efficient scale (MES).

Minimum efficient scale (Q¥) is the size of plant at which unit costs of pro-
duction are minimized in the long run.

It should be clear to you that MES is a level of output that can only be achieved
by changing the quantity of the factor of production that is fixed in the short run
and, therefore, it can only be attained in the long run and on the assumption that
there is sufficient demand for the firm’s good or service to justify this scale of
operation. The basic message here is that MES is a desirable size to attain.
Even if demand is insufficient to allow the firm to attain MES, the
entrepreneur must still think carefully about the implications of the choice of
plant size because, by choosing to operate a particular plant size at a particular
point in time, the entrepreneur is constraining the firm to a range of costs that,
depending upon the number of units it produces, may be too high relative to a
different size of plant. To illustrate this, imagine that the entrepreneur has cho-
sen to operate a plant described by SRATC (1) and has taken orders for an
amount Q, of the firm’s product. The production cost per unit in this case is
indicated by point a on SRATC (1). It is clear that this quantity of output could
be produced at lower cost per unit at the larger plant described by SRATC (2).
The unit cost of producing quantity Q, with plant (2) is indicated by point b. Of
course, we could tell a variation on this story in which the entrepreneur has
decided to carry out production at a very large plant such as that described by
SRATC (7). If the firm has received orders amounting to quantity Q, it will incur
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unit costs ¢ and the firm would be better off at the smaller plant described by
SRATC (6) where unit costs are lower at d.

By now you have probably worked out that the long run is made up of a series
of short-run decision periods which are strung together. Once a (long-run) capac-
ity decision is made the firm operates within the constraints of the (short-run) law
of diminishing marginal returns until another (long-run) capacity decision is
made. As a result the ‘family’ of SRATC curves illustrated in Figure 6.3 traces out
the long-run average cost (LRAC) curve for the firm; or, more accurately, the por-
tion of each successive SRATC curve up to the points at which they overlap their
adjacent SRATC curves makes up the LRAC curve. The LRAC curve associated
with Figure 6.3 is illustrated in Figure 6.4. If a firm is producing a quantity of
output that allows it to operate on its LRAC curve it is producing this quantity of
output for the lowest unit cost possible. For example, the firm cannot produce an
amount Q, at a unit cost lower than b in Figure 6.4 (but as we have seen it could
produce the same output for a higher unit cost at point a in Figure 6.3). Ideally
then a firm should seek to operate on its LRAC at all times.

The long-run average cost (LRAC) curve shows the lowest unit costs of pro-
duction that can be attained in the long run for each quantity of output.

The scenarios we have outlined here indicate the relationship between long-run
capacity decisions and short-run and long-run costs. Furthermore, they raise
another implication in relation to the point we made in Chapter 5 about the

Costs (£) A

LRAC

Minimum
efficient
scale (MES)

0 Q] Q:'c QZ
Quantity of output

Figure 6.4 The ‘composite’ long-run average cost curve consists of the family of short-run
average total cost curves
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difficulty of predicting the extent of the market. It is obvious that a wise
entrepreneur would be well advised to undertake some sort of capacity planning
exercise prior to setting up production facilities, but predicting demand is very
likely to be an exercise in guesswork as much as anything else. As a result there
is plenty of scope for making some costly mistakes here. For example, if the firm
begins its life with a small production facility and the growth in demand for the
firm’s product rapidly exceeds its productive capacity the entrepreneur may well
have to instigate some ad hoc expansion of facilities if an alternative production
plant cannot be located immediately (remember Dyson’s portakabins, containers
and tent?). The speed at which a bigger (or smaller) plant can be acquired is a
measure of how long the firm’s short-run period actually is. For example, if you
are a shipping magnate running a fleet of cargo ships and you decide that you
need a brand-new supertanker to add to your fleet, it will take a number of years
for a ship-builder to supply you because building new ships takes a significant
period of time. On the other hand, if you are a road haulage entrepreneur who runs
a fleet of lorries and you decide that you would like to add more lorries to your fleet,
these can be supplied to you within a matter of weeks, or even days, so your
short-run period, that is the period within which you are capacity-constrained, will
be quite a lot shorter than that of the shipping magnate.

The greater the number of different plant sizes that can be identified then the
greater the number of SRATC curves that can be plotted and the smoother the
LRAC curve will be. In fact if we make the rather extreme assumption that an
infinite number of plant sizes can be identified then the LRAC curve will be
entirely smooth, as illustrated in Figure 6.5. It is highly unlikely that such a sit-
uation could ever arise because of the problem of indivisibility of capital which
we discussed in Chapter 5. Nonetheless it is conventional for mainstream
economists to use a smooth LRAC curve in their analyses because it has the
virtue of keeping diagrams clear and, like isoquant analysis, it renders theoreti-
cal development more amenable to mathematical analysis.

You may be a little puzzled at this stage about why we have not explicitly used
the isoquant—isocost analysis discussed in Chapter 5 to help us explain the long-
run theory of costs, so we will discuss it briefly before moving on to examine the
sources of economies of scale in more detail.

The key to understanding the link between isoquant—isocost analysis and the
long-run theory of costs is to note that when an entrepreneur attempts to identi-
fy the optimal size of plant to build, the problem is equivalent to the problem of
identifying the optimal point on an isoquant map. Recall that an isoquant repre-
sents a particular quantity of output and that it tells us the relative quantities of
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Figure 6.5 A smooth LRAC curve based upon the assumption that an infinite number of plant
sizes can be identified

factor inputs that can be used to produce this quantity of output. As we showed
in Figure 5.7, if we assume continuous isoquants and given input prices, we
can identify a single point on each isoquant which tells us the lowest cost
combination of inputs that can be used to produce each quantity of output.
Therefore, each of the points a through g in Figure 5.7 tells us the total cost of
producing 100 units of output through to 700 units of output respectively (in
increments of 100 units). For example, at point a the firm can produce 100 units
of output at a total cost of £650. Average total cost, ATC, is therefore £6.50 per
unit. At point b the firm can produce 200 units of output at a total cost of £1100
which gives us ATC of £5.50 per unit. If we repeat these calculations for the other
points on the expansion path we can plot the resulting ATC values and generate
the long-run average cost curve depicted in Figure 6.6.

In Figure 6.6 you can see that the curve has a flat-bottomed U-shape reflecting
the three types of returns to scale identified in the original isoquant—isocost dia-
gram of Figure 5.7. You should also note here that the flat bottom of the LRAC
curve implies that there is no longer a unique optimum size for the firm’s plant
because once MES has been reached, at 300 units of output, the firm will not
incur any cost penalties (diseconomies of scale) unless it expands output beyond
500 units. Consequently the entrepreneur will be happy to operate anywhere
between 300 and 500 units of output in the long run where ATC = £5.00.

When the LRAC curve has a portion which is horizontal then long-run aver-
age cost and long-run marginal cost (LRMC) will be identical. To illustrate this
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Figure 6.6 The LRAC curve generated by the isoquant-isocost map shown in Fig. 5.7 of
Chapter 5

consider the following example. If the size of the market for the firm’s product
is currently 300 units of output then the total cost of production (shown in Fig-
ure 5.7) amounts to £1500 and the ATC is £5.00. Now suppose that the market
grows by 100 units. The question the entrepreneur needs to ask here is: “Will
expansion of production facilities to produce the extra 100 units add an amount
to total costs that will cause average costs to increase?’ At a plant capable of pro-
ducing 400 units of output total costs amount to £2000, so the addition to total
cost as a result of expanding production facilities is £500. This means that each
of the extra 100 units has a marginal cost of £500 + 100 = £5.00. The average cost
of producing 400 units amounts to £2000 + 400 = £5.00. So the answer to the
entrepreneur’s question is ‘no’, and as we have seen this is because LRAC and
LRMC are identical in the output range of 300 to 500 units.

6.2.3 Economies of scale - further discussion

In this section we will explore potential sources of economies of scale that may
occur for reasons other than the ones we have discussed above. Up to this point
we have explained that economies of scale will arise if the firm’s production



6.2 THE MAINSTREAM APPROACH TO THE BEHAVIOUR OF COSTS

197

facilities display increasing returns to scale. In this situation the firm is able to pro-
duce higher levels of output at lower unit cost simply because of the way in which
the entrepreneur is able to organize the inputs to the production process more
effectively. Nowhere in this story have the prices of inputs been allowed to change.
Consequently the cost savings associated with higher levels of output are purely a
result of organizational factors, or more crudely put, the way in which the
entrepreneur has decided that the firm’s operations will be carried out. We shall
call economies that arise from this source organizational economies of scale.

Organizational economies of scale occur when the entrepreneur is able to
overcome indivisibilities in the production process, take better advantage of
the process of the division of labour and possibly introduce integrated
labour-saving machinery at higher levels of output. Input prices are assumed
to remain unchanged at all levels of output so unit costs fall purely as a result
of the fact that a proportionate increase in the quantity of output requires a
less than proportionate increase in the quantity of inputs.

Other sources of economies of scale can be found if we focus our attention on
activities that are not explicitly dealt with in the long-run production function. In
particular we should recognize that the firm has to procure material inputs from
suppliers, advertise its product and distribute its product. In addition it may
carry out research and development (R&D) to improve its product. Each of these
activities requires the firm to spend money and each of these activities may be
more cost effective at higher levels of output. We shall examine each one in turn.

Procurement of inputs requires the entrepreneur to negotiate input prices
with suppliers. If the entrepreneur (or the firm’s procurement officer) is able to
exercise some power over the input supplier then he or she will be able to pro-
cure the required inputs at a favourable price. A firm that produces a large out-
put will require a large amount of each input and will therefore buy in bulk
quantities. Suppliers of inputs usually find such bulk sales an attractive proposi-
tion and, because they do not wish to lose such lucrative customers to rival sup-
pliers, will offer a bulk purchase price discount. Firms which produce smaller
levels of output are less valuable to input suppliers so their input prices are cor-
respondingly higher.

Once the firm has produced its product it needs to advertise in order to inform
and persuade potential buyers of the product. A given amount of advertising
expenditure averaged over a small quantity of output is clearly not as cost effec-
tive as the same amount averaged over a larger quantity of output. In other
words, if we treat advertising expenditure as a fixed cost it can be spread more
thinly at larger levels of output. A similar argument holds for R&D expenditure.



198 CHAPTER 6 WHERE DO COSTS COME FROM AND HOW DO THEY BEHAVE?

Distribution of the firm’s product can take a number of forms depending upon
the nature of the product. In all cases the basic idea is to physically transfer cus-
tody of the product from the producer to the customer. If the product is software
then the costs of distributing it will be relatively small because it can be trans-
ferred easily and cheaply via the Internet, so the opportunity to enjoy scale
economies in distribution seems fairly limited (although not impossible).
However, if we consider the transportation costs associated with a physical prod-
uct economies of scale may arise from two potential sources. To illustrate, imag-
ine the case of a book-binding firm which produces books for sale to high-street
bookshops. Assume that the firm owns a lorry which is capable of hauling a vari-
ety of different sizes of cargo container. If the firm produces only relatively small
numbers of books for delivery each week it will probably be unable to fill even the
smallest cargo container. In this case the transport costs, which include the fixed
cost of owning the lorry and the container plus the variable costs of fuel, will be
relatively high per book. However, if the firm can produce larger quantities of
books per week so that it is able to fill the cargo container then the transport costs
per book should fall (assuming that the distance travelled by the lorry remains
unchanged). This potential source of economies of scale is a version of the indi-
visibility story we told in Chapter 5, but here it is applied to transport of the
product rather than its production. The second potential source of unit cost
savings in transport arises from something that is commonly called geometric
economies. The basic idea behind geometric economies is to exploit the relationship
between the surface area of a structure and the volume of a structure. Consider the
book-binding firm again. If its market size expands so that it needs to acquire a
cargo container with twice the volume of its original one it is unlikely that this
bigger container will cost twice as much as the smaller one. One reason for this is
that the volume of its cargo space can be doubled without the need to double the
quantity of materials it is constructed from. This geometric fact is illustrated in
Figure 6.7. You should note that these kind of economies may also apply in non-
transport related areas of the firm’s activities, e.g. warehousing.

The sources of economies of scale that we have examined in this section fall
into four broad categories:

(i) Organizational economies arising in the production process (including
spreading production related fixed costs).

(ii) Economies that arise as a result of being able to spread non-production
related ‘fixed costs’ such as advertising expenditure, R&D expenditure, etc.
over larger quantities of output.
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material to build a container costs £100 per square metre

the smaller container has a volume of 1m X 1m X 1m = 1 cubic metre

the surface area of the container is 6 square metres so the total cost of material
required to build the small container is £600

5

the larger container has a volume of 1.26m x 1.26m x 1.26m = 2 cubic metres
the surface area of the container is 9.53 square metres so the total cost of
material required to build this container is £953

this container gives us twice the storage volume of the small container at less
than twice its cost

1.26m

1.26m

Figure 6.7 The principles behind geometric economies of scale

(iii) Economies that arise from improved negotiating power over suppliers.
(iv) Economies that arise from exploitation of the laws of geometry.

We can add a fifth potential source of scale economies to our list. Given that
every firm borrows money at some time or another and that the rate of interest
on these borrowed funds tends to reflect the lender’s perception of the risk this
money is being exposed to, it might be the case that a firm which produces a rel-
atively large quantity of output is perceived to be a lower risk than a firm which
produces a small quantity of output. In this case the ‘larger’ firm may be able to
borrow funds at a preferable rate of interest compared to the ‘smaller’ one. We
can call this a financial scale economy.

We have focused our attention in this section upon the potential sources of
economies of scale, but we must not forget that at high levels of output there is
the potential for diseconomies of scale to arise.

6.24 Diseconomies of scale - further discussion

We mentioned briefly above that diseconomies of scale arise principally because
of the control-loss problem (discussed in Chapter 5) which will occur because of
the bounded rationality of the entrepreneur. However, the control-loss problem
can be overcome to a certain extent if the administrative structure of the firm is
changed so that the mental and physical workload of the entrepreneur is less-
ened. This is achieved by employing non-production line labour to take on some
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of the tasks (such as monitoring workers’ effort levels) that the entrepreneur
would normally have undertaken. Because this type of labour is not directly pro-
ductive we can refer to it as indirect labour, but it is more commonly called man-
agerial staff. We can note that if there is a disproportionate increase in indirect
labour relative to the increase in the firm’s output that its introduction allows then
the associated increase in indirect costs may give rise to diseconomies of scale.

A further source of diseconomies of scale is associated with transport costs.
You may find this statement a bit puzzling because we have suggested that this
can be a source of economies of scale in the previous section! However, the
puzzle is easily solved. Our argument above for suggesting that transport costs
could give rise to economies rested upon the concept of exploiting the laws of
geometry and we made the assumption that the same number of deliveries were
made, and therefore the same distances travelled, regardless of the size of cargo
container. If we relax this assumption and postulate instead that the firm’s higher
level of output is a response not only to a bigger market in terms of customer
numbers but also to a bigger market in terms of geographical area, then it is
possible that the costs associated with the greater distances (e.g. fuel costs) that
need to be travelled in order to transport the firm’s product may rise sufficiently to
create diseconomies of scale.

The final potential source of diseconomies that we will discuss here involves
relaxing the assumption about the ready-availability of labour that we made at
the start of the chapter. We assumed at the outset that the firm could readily
obtain labour for its production line. This can be explained if there is a high level
of unemployment in the firm’'s catchment area (the geographical area from
which it obtains its labour), which has the implication that relatively low wages
will be sufficient to attract large numbers of applicants. This will mean that the
price of labour (wages) will remain constant because there will be an excess of
applicants for each vacancy in the firm. If we assume now that there is high
employment leading to a shortage of labour in the firm’s catchment area then
when it comes to expanding output to higher levels the firm will have to offer
higher wages in order to attract greater numbers of applicants (possibly from
outside its catchment area). Consequently the price of labour will no longer
remain constant and higher levels of output will only be attainable at higher cost,
giving rise to diseconomies of scale. You should note that if the price of labour
changes mainstream analysis suggests the firm should substitute capital for
labour, but as we have discussed in Chapter 5 this may not be as simple as the
mainstream theory implies because of the influence of path dependence.

In our discussions of the long-run theory of costs we have directed your atten-
tion exclusively to the influence of scale upon the unit costs incurred by the firm.
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However, before we move on to discuss the heterodox approach to costs, we will
turn your attention away from scale economies in order to introduce you to the
phenomenon of economies of scope.

6.2.5 Economies of scope

In contrast to economies of scale, which arise from spreading costs across
increased quantities of output of the same product, economies of scope arise
from sharing costs between different products.

Economies of scope occur when a reduction in average total cost is brought
about by producing two or more goods or services which share a common
input or set of inputs.

At first sight the concept of economies of scope seems to be simple enough. For
example, if factories cost £200 per week to rent then a firm which produces two
products in a single factory can share the rental (or ‘overhead’) cost between both
products. If 100 units of product A and 100 units of product B are produced then
the rental cost that can be allocated to each unit of A and B will be £200 + 200 =
£1.00. Alternatively, if the firm rented two separate factories to produce 100 units
of product A and 100 units of product B it would have to pay total rental of £400,
giving a rental cost per unit produced of £400 + 200 = £2.00. However, this rather
simplified story hides a few practical problems, so we will use a more detailed
hypothetical example to illustrate the concept of scope economies more fully.
You will discover that it is quite difficult to disentangle economies of scope from
economies of scale.

Harry Bryson is an aspiring entrepreneur. Inspired by the success of James
Dyson in the vacuum cleaner market he thinks he has the basis of an idea that will
enable him to manufacture vacuum cleaners that are even more effective than
those based upon Dyson’s Dual Cyclone technology. Consequently he sets up a
new company, Bryson Vacuum Cleaners Limited, and sets to work developing his
idea. After two years of development, at a cost of £1.5million, he has perfected the
technology, which he calls the Triple Vortex Vacuuming System (TV for short). He
sets up a factory, at a cost of £0.25million for the building itself and £0.25 million
for tooling, to produce his first model, the TV0I upright vacuum cleaner. Each
one that rolls off the production line has variable costs of £100. Harry aims to
produce 10000 TVO01s. Total costs for this volume of output amount to:

£1.5m + £0.25m + £0.25m + (£100 X 10000) = £3.0m

Before long Harry decides to produce a cyclinder vacuum cleaner based upon the
TV system. He calls this model the TV02. He decides to go into production
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straight away by sharing the facilities in his current factory between the two
models. The set-up cost of adding tooling capable of producing the TV02is £0.25
million. Each TV02 incurs variable costs of £75. Harry decides to produce 10000
TVO02s. The total costs of production incurred by Bryson Vacuum Cleaners
Limited now amount to the costs of producing the TV01 plus the costs of pro-
ducing the TV02:

L15m + £0.25m + £0.25m + (£100 x 10000) + £0.25m + (£75 x 10000)
=f40m

The additional cost incurred as a result of adding the TV02 to the production line
is, therefore, £1.0m.

In order to illustrate the presence of economies of scope we need to compare
the cost attributable to the addition of the TV02 to the existing production line
with a situation where the TV01 does not already exist. In this state of the world,
if Harry decided that he wanted to produce 10000 TV02Zs, the total costs he
would incur would be:

£1.5m + £0.25m + £0.25m + (£75 % 10000) = £2.75m

This means that production of the TV02 would cost 2.75 times as much if the
TV01 production line did not already exist.

There are two sources of economies of scope in the case of both the TV01 and
the TV02 being produced. The first is the sharing of the costs of acquiring (com-
mon) know-how (the TV technology) between both products. The second is the
sharing of costs associated with building the factory.

The presence of economies of scope can be seen more clearly if we look at the
impact upon average total costs (ATC) in the three alternative scenarios outlined here:

(i) The ATC of producing just the TV01 is £3.0m + 10000 = £300.
(ii) The ATC of producing just the TV02is £2.75m + 10000 = £275.

(iii) If both models are produced and we allocate development costs and the fac-
tory building costs evenly between the models then the ATC of the TV01 is
£212.50 and the ATC of the TV02 is £187.50. Joint production therefore
leads to economies of scope.

The problem we have here is that our story has assumed a given quantity of out-
put. If we change Harry’s output decision to 20000 units of each type of vacuum
cleaner and we recalculate scenario (iii) the ATC figures become: TV01 =
£156.25 and TV02 = £131.25. It will be clear to you that by letting output quan-
tity vary we have introduced a scale economy effect into the analysis. This illus-
trates that it is actually very difficult in practice to identify a pure economy of
scope effect. This problem is made worse in the real world by the realities of cost
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accounting practices which tend to follow rather arbitrary rules for allocating
overhead costs to different products in the firm. We have ignored this problem
in our example by assuming that each product is produced in the same quant-
ity and we have therefore applied our own arbitrary rule and split the overhead
costs equally between them.

6.3 The heterodox approach to the behaviour of
costs

In our explanation of the mainstream analysis of short-run and long-run costs
above we adopted the mainstream technique of assuming that the entrepreneur
has full knowledge of the relevant short-run and long-run production functions.
Then we translated the production information into cost data by simply intro-
ducing a given set of input prices. The result of this process was the discovery
that the size of the firm’s unit costs of production depend exclusively upon the
scale at which production is carried out by the firm.

In essence the mainstream story has told us that entrepreneurs who wish to
keep costs at a minimum level should choose to build an appropriate size of
production facility, and that once it is built the firm will be constrained to work
within a given set of unit costs which are defined by its short-run cost curves. In
other words, once the entrepreneur has made the size decision the firm will
incur a particular unit cost at its chosen level of output and this cost will not
change. The mainstream analysis of costs is therefore a static analysis. Put sim-
ply this means that it ignores other non-size related factors that might well have
an influence on the firm’s costs; in particular, it does not explicitly examine the
impact of the passage of time.

6.3.1 Time and costs

If we incorporate time into our analysis we open up the possibility that things
will not stay constant because everyone associated with the firm will undergo a
process of learning-by-doing.

Learning-by-doing describes the process where human beings become more
skilled at and knowledgeable about an activity as a result of carrying out the
activity repeatedly.

If we build learning into the story of costs this means that there is scope for the
entrepreneur to become more knowledgeable about the way production is orga-
nized and how it can be improved, and the way other non-production activities
are carried out and can be improved. There is scope for workers to improve the



204

CHAPTER 6 WHERE DO COSTS COME FROM AND HOW DO THEY BEHAVE?

way they perform their tasks and to become more skilful, not only in their indi-
vidual roles but also as a coherent production team. In addition, problems with
the original product design can be identified and rectified and quality control
issues can be ironed out. In short, all the types of knowledge that we identified
in the previous chapter can be improved and augmented.

To illustrate the impact of learning-by-doing on costs we shall revisit Tables 4U
and turn the clock back to when Samantha conducted production in the small
workshop with three units of capital. The original short-run production function
associated with the small workshop is shown in Table 5.2, and from this infor-
mation we derived the firm’s costs of production in Table 6.1 and showed the rel-
evant cost curves in Figure 6.1. Now let us suppose that after three months of
production Samantha and her labour force have learned a lot about how to pro-
duce flat-packs and, as a result, Samantha’s organizational know-how has
increased and allowed her to improve the flow of parts between the different
stages of production. In addition, the labour force has significantly developed its
skill at using the capital equipment. The upshot of this learning will be an
improvement in labour’s productivity in each time period.

Table 6.3 compares the short-run production function for the first three
months of operation with the short-run production function for the second
three-month period of operation (bold figures). The difference between the fig-
ures recorded in the respective production functions is the result of learning-by-
doing. You should note that in presenting the impact of learning-by-doing in this
way we have assumed that the lessons learned apply to all potential quantities of
labour that could be employed. However, if you remember the details of
Samantha’s story you will know that she actually chose to employ just three units
of labour in her first workshop, so presumably only these three individuals will
have an opportunity to learn by doing! For the moment we will ignore this com-
plication, but we will return to it below because it has important implications for
the growth of the firm.

In Table 6.3 you can see that labour productivity, which is measured by aver-
age product (AP,) has increased in the second three-month period compared to
the first three-month period. This increase is due purely to the influence of
learning-by-doing, which can only occur with the passing of time. How does this
productivity improvement translate into cost data? This can be seen in Table 6.4,
where the figures associated with the impact of learning-by-doing are once again
shown in bold. In drawing up this table we have assumed that input prices have
remained unchanged.
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Table 6.3 A comparison of Tables 4U's initial short-run production function

(first three months of production) with the production function applicable to
the second three months of production after learning-by-doing

Number of Marginal Average Number of Marginal Average
flat-packs product product flat-packs product product
per week of labour of labour per week of labour  of labour
in first in first in first in next in next in next
3 months 3 months 3 months 3 months 3 months 3 months
K L (TP) (MP)) (AP) (TP) (MP)) (AP)
100 180
3 1 100 100 180 180
150 270
3 2 250 125 450 225
200 450
3 3 450 150 900 300
100 200
3 4 550 1375 1100 275
50 100
3 5 600 120 1200 240
-120 -220
3 6 480 80 980 163

Table 64 Short-run costs of Tables 4U with 300 sq. ft. workshop and three

units of capital after three months of learning-by-doing (£)

1 2 3 4 5 6 7 8 9 10 11 12
Av'ge Raw Av'ge Av'ge
Cost Opp fixed Wage material va’'ble Total total Marginal
of cost cost cost cost cost costs costs costs
K L Q K (AFC) (AVC) (TC) (ATC) (MC)
256
3 1 180 90 150 1.33 100 360 2.56 700 3.89
2.37
3 2 450 90 150 0.53 200 9200 244 1340 297
2.22
3 3 900 90 150 0.27 300 1800 233 2340 2.60
2.50
3 4 1100 90 150 0.22 400 2200 236 2840 2.58
3.00

3 5 1200 90 150 0.20 500 2400 242 3140 262
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It is easier to see the impact of learning-by-doing on the unit costs of Tables 4U
in Figure 6.8, where we have drawn the firm’s short-run ATC curves for the two
respective periods.

In Figure 6.8 you can see that when learning-by-doing takes place there are
two primary effects:

(i) The SRATC for the second three months of production lies below the
SRATC for the first three months of production. Consequently, in the second
three-month period Tables 4U is able to produce a particular quantity of out-
put for a lower unit cost than it incurred in the first three-month period. For
example, after the benefit of three months of learning the unit cost of pro-
ducing 450 units of output falls from £3.20 to £2.97.

(i) The firm is able to produce a greater quantity of output with the same quan-
tity of factor inputs. For example, the three original employees working with
the original quantity of capital are able to produce a maximum output of
900 units in the second three-month period compared with a maximum of
450 units in the previous three-month period.

Costs (£) A - ——@—— SRATC of 300 sq. ft. workshop in the first 3 months
450 units cost of operation, when no learning has occurred
6 £3.20 per unit
in small workshop ---@--- SRATC of 300 sq. ft. workshop in the second 3 months
before learning of operation, as a result of learning-by-doing
5 |
£3.16 = minimum 900 units cost £2.58 = minimum
unit costs for £2.60 per unit unit costs for
small workshop in small workshop small workshop
4 L before learning after learning after learning

450 units cost

2 £2.97 per unit

in small workshop
after learning

T >
500 1000 1500
Output (No. of flat-packs)

Figure 6.8 Comparison of short-run ATC curves between two different time periods but with no
change in quantity of labour and capital for Tables 4U



6.3 THE HETERODOX APPROACH TO THE BEHAVIOUR OF COSTS 207

Now that we have taken learning into account in the Tables 4U story we can see that
when Pinewgrld increase their order from 450 to 900 flat-packs per week it is no
longer necessary for Samantha to expand the firm’s productive capacity through the
acquisition of extra factors of production. You will recall that the mainstream story
we told in Section 6.2.2 required Samantha to obtain two extra units of capital and
to employ two extra units of labour in order to produce 900 flat-packs. This is
because the mainstream production functions we used in our earlier analysis of
costs were based upon the assumption that knowledge (know-that; know-how;
know-who) about the production technology and its associated activities is complete.
If knowledge is complete in this way then nothing extra can be learned and the firm
will indeed be capacity constrained in the way that mainstream analysis predicts.
However, given the boundedly rational nature of the entrepreneur and other human
actors associated with the firm the mainstream analysis seems to be a rather strong
line to take, at least in the early days of the firm’s development.

Learning-by-doing is likely to suffer from a form of diminishing returns as
time passes; in other words, once the firm has carried out operations with a
given technique for a significant period of time possibilities for further learning-
by-doing will probably reduce. Once the prospects for further productivity
enhancement (and therefore capacity expansion) through learning-by-doing
have been exhausted the entrepreneur will have no choice but to expand the
firm’s facilities and take advantage of economies of scale (assuming a big
enough market for the firm’s product exists). So, as you can see, there is a place
for the mainstream analysis, but it needs to be incorporated into the context of
an environment where learning takes place. In particular, once the firm has
taken on board extra factors of production a new learning process will take place
as the entrepreneur learns better how to organize the increased quantity of fac-
tors and the new labour intake familiarize themselves with their respective roles.
This brings us back to the assumption we made above that learning-by-doing
applies to all potential quantities of labour employed.

While the short-run production function for Tables 4U tells us that up to five
units of labour could be employed (in the 300 sq. ft. workshop) Samantha actually
employs just three workers. As a result most of the lessons about organization that
Samantha will learn as time passes will relate only to the chosen configuration of
capital and labour; that is three units of capital and three units of labour. In addi-
tion, the three units of labour who are actually employed will benefit from their
learning-by-doing but the ‘other two’ who are not actually employed by the firm
will not benefit. Of course, once learning benefits have been exhausted and the
firm increases its quantity of factor inputs it is possible that some of the lessons
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about organization will apply to the new configuration and that some of the
knowledge gained by the initial members of the labour force could be imparted to
the new members; however, this depends upon the extent to which such knowl-
edge is tacit. Know-how, in other words skills acquired through experience and
practice over time, is likely to be very difficult to teach to the new members of the
labour force. You should note also that as the firm’s activities increase in scale, it
may be necessary to employ professional managers and they, too, will have to learn
by doing. The economist Edith Penrose first raised these points in 1959 in what
has become a very famous book called The Theory of the Growth of the Firm. In this
book she made the point that the employment of extra labour (be it production line
workers or new managers) will require the current experienced labour force to
divert their attention away from their usual tasks into training these newcomers
and, consequently, the expanding firm will suffer inefficiencies until the new staff
are up to speed. Clearly this is a process which takes time.

A further point you should note about the Tables 4U example is that we have
shown the impact of just one period of learning-by-doing. While this presenta-
tion of learning is fine as a way of getting the basic point across to you, you
should note that learning-by-doing is really a continuous process and as a result
does not create a one-off fall in unit costs.

The notion that learning-by-doing is a continuous process has been found to
exist in many firms and industries and it has been encapsulated in a tool called
the learning curve.

6.3.2 The learning curve

The learning curve traces the relationship between unit costs and accumulated
output. It was first recognized in 1936 by an engineer called Theodore Wright.
Wright observed that in aircraft production the average time needed to assemble
each additional aircraft produced fell as the accumulated output of aircraft
increased. In other words, as time passed labour productivity increased. Table
6.5 provides a simple example of the kind of process Wright discovered. The
assumptions we have made to construct Table 6.5 are as follows:

(i) Capital is fixed in quantity.

(ii) Labour is fixed in quantity.

(iii) Monthly cost of total labour force = £250.

(iv) Average cost at any point in time is defined as:

the sum of total labour costs incurred to date + the total quantity of output
produced to date.
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Table 6.5 A hypothetical example of a learning curve process

Output per month Total quantity Total costs Average labour
(% means unfinished of output to date incurred to date cost per unit

Month no. assembly) (accumulated output) (£) (£)

1 1 1 250 250.00

2 2 3 500 166.67

3 3 6 750 125.00

4 4 10 1000 100.00

5 4% 145 1250 86.21

6 51 20 1500 75.00

7 6 26 1750 67.31

8 61 321 2000 6154

9 7% 40 2250 56.25

At first sight you may miss the nature of the relationship between accumulated
output and average cost that is present in the data in Table 6.5. However, if you
examine these data carefully you will notice that a consistent rate of cost reduc-
tion occurs every time the total quantity of output produced doubles. For exam-
ple, between months 2 and 3 total output doubles from 3 units to 6 units and the
average labour cost per unit falls from £166.67 to £125; this is a 25 per cent reduc-
tion. Between months 4 and 6 total output doubles from 10 units to 20 units and
the average labour cost per unit falls from £100 to £75 which is another 25 per
cent reduction. Similarly, between months 6 and 9 total output doubles from 20
to 40 and average labour cost per unit falls by 25 per cent from £75 to £56.25. Put
another way, as output doubles unit costs fall to 75 per cent of their previous level.
We say, therefore, that we have identified a 75 per cent learning curve.

Our 75 per cent learning curve is shown in Figure 6.9. Here we have plotted
average labour cost per unit against the number of months. Examination of our
75 per cent learning curve reveals that the initial steepness of the early months
is followed by a shallowing off in later months, indicating that the rate of pro-
ductivity increase is dropping off with the passage of time.

Learning curves of various rates have been identified in many industries. Wright’s
original work estimated an 80 per cent learning curve for aircraft production.

A learning curve plots the relationship between the unit costs of production
and accumulated output. It is measured as a percentage decrease in average
labour cost each time output is doubled.

It should not have escaped your attention that the data presented in Table 6.5
are incomplete. This is because they do not record the addition to total costs
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Costs (£) 300 —
250

200

Accumulated output

150

100

50
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0 1 2 3 4 5 6 7 8 9 10
Month number

Figure 6.9 An example of a 75 per cent learning curve

incurred to date as a result of the current month’s output. In other words, we have
not calculated marginal cost. You will recall, from the static mainstream analysis,
that marginal cost records the addition to total costs that arises as a result of pro-
ducing an extra unit of output. This definition does not change in the dynamic
cost analysis associated with the learning curve, but you should note that there is
a subtle and important difference between the source of marginal costs in the
static analysis and the source of marginal costs in the dynamic analysis.

In the static analysis of costs it is only possible to increase the firm’s output if
extra units of labour are employed. In consequence, the firm’s total costs
increase (because of its higher wage bill) and, as we discovered, the marginal
cost curve of the firm begins to slope upwards once diminishing marginal
returns have taken hold (recall from Chapter 5, Figure 5.1 that the firm will want
to operate in this zone of diminishing marginal returns or, as we called it, ‘phase
IT’). In contrast, in the dynamic analysis of costs that we are examining here the
increases in the firm’s output that we observe as time passes are not the result
of employing extra labour. Instead they are the result of the given quantity of
labour improving their productivity as a consequence of learning-by-doing.
Consequently we should expect a plot of marginal cost to slope downwards.
Inspection of Table 6.6 and Figure 6.10 confirms this to be the case.

The discovery that marginal costs slope upwards in the static analysis of costs
but slope downwards in the dynamic analysis of costs has important ramifica-
tions for the firm. In particular it has implications for its supply decisions and
the related issue of pricing of outputs.
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Table 6.6 Marginal costs associated with our 75 per cent learning curve

Total quantity of Total costs Marginal cost
Output per output to date incurred of current month's
Monthno. month (accumulated output) to date (£) production (£)
1 1 1 250 250.0
2 2 3 500 125.0
3 3 6 750 833
4 4 10 1000 62.5
5 43 143 1250 55.6
6 52 20 1500 455
7 6 26 1750 41.7
8 63 32} 2000 385
9 7% 40 2250 333
Costs (£) 300 —

250

200

Marginal costs
are declining as

150

time passes

100

50

0 T T T T T T T T T ]
0 1 2 3 4 5 6 7 8 9 10
Month number

Figure 6.10 Marginal cost curve associated with our 75 per cent learning curve

6.3.3 X-inefficiency and costs

In our discussion of the mainstream theory of production in Chapter 5 we point-
ed out that a key assumption of the theory is that labour is homogeneous and
that each unit of labour puts maximum effort into its respective task on the pro-
duction line. The consequence of this for the mainstream theory of costs is that
the firm’s chosen level of output in the long run will be produced at the mini-
mum cost that can possibly be attained (in other words, it will be on the LRAC
curve). However, Harvey Leibenstein’s theory of X-inefficiency, which we first
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introduced in Chapter 3, suggests that this might well be an overly strong
assumption to make.

X-inefficiency refers to the excess of actual costs incurred over the mini-
mum cost that is potentially attainable for a given quantity of output.

The essence of Leibenstein’s X-inefficiency theory is most easily seen by con-
trasting a one-person firm with a multi-person firm. In a one-person firm the
entrepreneur is also the labour force. The success of the firm will depend upon
the quantity and quality of its product which, in turn, depends upon the degree
of effort and care that the entrepreneur-worker puts into its production. In the
case of the one-person firm this means that the rewards for increased effort and
care go directly to the entrepreneur-worker. In other words, there is a direct link
between the effort and care put in by the entrepreneur-worker and the conse-
quences of that effort and care. As a result, the entrepreneur-worker will be
unable to avoid any of the consequences for costs of production of his or her
actions with respect to effort and care and is therefore likely to feel a high degree
of responsibility to maintain the same level of effort and care. In such a situation
the effort and care—consequence relation is said to be tight. Furthermore, because
nobody else is involved in the production process within the one-person firm,
none of the consequences of the entrepreneur-worker’s choice about (possibly
reduced) effort levels can be imposed on other members of the labour force.

If we contrast this one-person firm with a multi-person firm (e.g. entrepreneur
and separate labour force) we see that potentially a wedge may be driven between
the level of effort and care chosen by a worker and the consequences for that
worker of their chosen level of effort and care. This is because labour is hired on
a wages-for-time basis rather than a wages-for-effort and care basis.

When labour is hired on a wages-for-time basis the duties of each worker are
usually only loosely specified in the employment contract. This is because the
entrepreneur may require some flexibility in the use to which the labour force in
the firm is put (to enable a quick response to unforeseen circumstances which
may arise). In this situation the employment contract is said to be general and
incomplete. The alternative to a general and incomplete contract is a highly spe-
cific one, but this type of contract is extremely rigid and it imposes costs on the
firm, not least of which is the cost associated with the need to write a new con-
tract every time unforeseen circumstances arise. With an incomplete employ-
ment contract and with wage payments dependent upon hours worked rather
than effort expended and care taken, each unit of labour has a degree of discre-
tion over the actual amount of effort and care (e.g. attention to detail, speed with
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which work is carried out, etc.) put into the job. This is because the conse-
quences of the chosen effort and care level will not necessarily be borne by the
worker, who gets paid simply for ‘putting in the hours’ at work.

In his original analysis Leibenstein goes to some trouble to identify the con-
ditions under which a worker will feel the need to increase effort and care levels.
In simple terms his argument is that particular individuals will act in such a way
that they strike a balance between (a) how they would like to behave — which we
assume is to put in minimal effort — and (b) how they ought to behave — which
depends upon the individual’s own personal standards (for example, taking great
pride in their own work) and also upon the degree of external pressure to which
they are subjected (examples include peer group pressure to perform better and
motivational speeches by the entrepreneur). In turn the external pressure that is
brought to bear on the workers will be dictated by the pressure the firm is placed
under by the actions of its competitors (for example, in the form of superior
competing products). If the firm’s external competitive environment does not
provide a particularly rigorous level of threat then its internal environment is
likely to be more relaxed and consequently its workers will be placed under less
pressure. In these circumstances the effort and care-consequence relation is
said to be loose. Furthermore, in a multi-person firm where each stage of pro-
duction depends on the satisfactory completion of the previous stage, it may take
a reduction in effort level on the part of just a single worker to create knock-on
effects through the production line. So, even if all of the other workers are
putting in maximum effort the discretion exercised by the ‘lazy’ individual may
be sufficient to increase costs above their potentially attainable level.

The fundamental proposition of X-inefficiency theory is that the weaker the
forces in the firm’s competitive environment then the less serious will be the
consequences of lower effort levels for all members of the firm on average, and
so the greater will be the difference between the costs of production actually
incurred and the minimum costs of production that are potentially attainable. In
terms of the firm’s LRAC curve this means that the actual LRAC curve will lie
above the potentially attainable LRAC curve specified in the mainstream theory
of costs (Figure 6.11).
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Figure 6.11 LRAC in the presence of X-inefficiency versus LRAC under mainstream assumptions

64 Summary

In our opening comments to this chapter we stated that understanding costs
is a more complex task than simply totting up numbers. Having got to this
point you will no doubt have realized that this was something of an under-
statement! The sources of costs are many and the way they behave is varied
depending, as it does, upon the scale of operations, the passage of time and the
degree to which labour can exercise discretion over its level of effort and care.
In order to explore these concepts we have treated each one individually and
along the way we have made extensive use of cost curves of various kinds.
Although we have used cost curves to illustrate the basic concepts behind
each approach you should be aware that we are not necessarily suggesting that
entrepreneurs will have full knowledge of the cost curves relevant to their firm.
You will recall that in Chapter 5 we discussed the nature of knowledge with
respect to production functions and we suggested that an entrepreneur was
unlikely to have full knowledge of the values in the cells of the production func-
tion because of the problem of bounded rationality. Given that we have drawn
the cost curves in this chapter by translating production function information
into cost information the same points about knowledge that we raised in
Chapter 5 apply equally with respect to cost curves. At best an entrepreneur
will probably only know costs for a very narrow range of output levels and, as
we have seen, the influence of learning will mean that even if a cost curve
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6.4 Summary (continued)

could be recognized at a given point in time it is unlikely to remain in the same
location for long (note that we have only shown the impact of learning upon
the SRATC curve of the firm but, given that the LRAC curve is a composite of
successive SRATC curves, the LRAC curve will not be stationary either).
Furthermore, the potential for the presence of X-inefficiency may mean that
the (portions of) cost curves the entrepreneur does have knowledge of do not
show the lowest costs attainable for each level of output. None of this means,
however, that you should ignore the lessons learned in this chapter. Instead
you need to make sense of the different stories we have told and understand
what they mean for the practising entrepreneur/manager.

The concepts we have discussed in this chapter are all present in the real
world of business, but you must understand that here we have had the lux-
ury of being able to hold complicating factors constant which has allowed us
to focus upon the particular concept that we wished to explain. Unfortunately
for the practising entrepreneur this luxury is not available in the real world!
In the real world the practising entrepreneur needs to develop an awareness
of the potential for diminishing marginal returns to bite and push costs
upwards and that learning may lessen the upward pressure on costs. But of
course learning effects will diminish with time which may necessitate expan-
sion of facilities to enable the firm to exploit economies of scale and scope
and further exploit learning effects. On top of all of this any cost data that the
entrepreneur is aware of, such as that generated by accountants, need to be
treated as providing an imperfect picture only and also need to be adjusted
to account for opportunity costs.

The LRAC curve of mainstream analysis can be thought of as a cost frontier
because it represents the minimum costs potentially attainable by a firm which
is operated by a perfectly informed unboundedly rational entrepreneur who
has nothing left to learn and who employs an already fully skilled labour force
who put in maximum effort and who also have nothing left to learn. As you
will have realized the harsh reality of bounded rationality means that knowl-
edge of where the frontier lies is simply not available in the real world. This
does not prevent many firms trying to benchmark their costs, but their refer-
ence point is not the LRAC curve of mainstream theory. Instead they use their
competitors’ costs (if they can obtain the information). This is not true bench-
marking since it will not tell the firm what potential for cutting costs exists
beyond matching the lowest cost rival. Of course matching a lower cost rival’s
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6.4 Summary (continued)

performance is desirable, but you should realize that the heterogeneity of
firm knowledge and capabilities means that one firm’s level of costs may
quite simply be unattainable by another firm with different capabilities, at
least until a significant period of learning has been undertaken by which
time the rival may well have improved further.

We will make one final but very important point. In an attempt to minimize
complications in this chapter we have assumed that the production plant and the
firm are one and the same physical entity. You should be aware, however, that a
firm may operate more than one production facility (we mentioned in Chapter
5 that this might be a sensible way of avoiding decreasing returns to scale which
may arise in a single production facility). Consequently a further complicating
factor will enter the real world entrepreneur’s problem set — namely, having to
identify when the firm’s costs are being influenced by activities that take place in
specific individual production facilities and when costs are arising from activi-
ties that are shared across all facilities (for example, advertising).

6.5 Some questions to consider

1. If you own a car which you use on just ten days of the year to travel a total
distance of 1000 miles and the car costs you £1200 per year in loan repay-
ments, plus £500 per year in tax, insurance and fuel, then what are the
true costs of car ownership in any one year if you can hire a car for the ten
days at a cost of £25 per day plus fuel costs of £1 per 10 miles travelled?

2. Mr. Jenkins owns a small cake shop. His shelves are full with his current
range of cake products and all of them sell well. He has just learned that
a new type of cake has been made by one of his suppliers and they are
prepared to sell him 20 cakes a week at a wholesale price of £1.00 per
cake. In order to display the new cake Mr. Jenkins will have to reduce the
number of other cakes on his shelves by 30 units per week. All of his
other cakes earn him a profit of £0.50 per cake sold. How much will it
cost Mr. Jenkins to stock 20 units of the new type of cake?

3. A shop owner erects another shelf in her shop and uses it to display a
new line of products. The new line expands the total number of products
she offers for sale. Is the shopkeeper exploiting economies of scale or
economies of scope?
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Some questions to consider (continued)

4. Do you think that firms in the real world ever suffer diseconomies of
scale? What reasons would you give for your answer?

5. What shape should a learning curve take according to the mainstream
analysis of costs?

6. Do you think the emphasis on economies of scale in mainstream theory
means that there is no place for small firms in the economy? How might
small firms have advantages over large firms? (Hint: learning may be
important here.)

7. Given what you have learned about where costs come from in this chapter
do you think it is least costly to beat your rivals to the market with a new
product that you are not quite 100 per cent sure is ready, or to wait until you
are 100 per cent sure that you have developed the product properly?

8. Fixed costs = £1000. At 100 units of output total costs = £1500. At 120
units of output total costs = £1700. What is the average variable cost at
each level of output and what is the marginal cost of the 120th unit?

9. The following data have been recorded over a period of time:

Accumulated no. of Average production
units of output costs
1 110
2 85
4 65
8 51
16 39
32 30
64 23

Approximately what per cent value learning curve do these data give rise to?

10. Do you think it is more important to know the costs your firm has
incurred in the past, or the costs that your firm will incur in its future
activities?

11. What practical measures could an entrepreneur take to encourage faster
rates of learning throughout the firm?
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6.6 Recommended additional reading sources

For a critical perspective on the development of cost theory in economics, see
Chapters 7 and 8 of Peter Earl (1995) Microeconomics for Business and Marketing,
Cheltenham, Edward Elgar. This can usefully be read in conjunction with Book
V of Alfred Marshall (1920/1994) Principles of Economics (8th edn), Basingstoke,
Macmillan.

For a practical guide to using learning curves in business planning, see P.
Ghemawat (1985) ‘Building strategy on the experience curve’, Harvard Business
Review, March—April, pp. 143—49.

For an insight into the debate between economists sparked by X-inefficiency and
some of its practical implications, see Harvey Leibenstein (1978) ‘X-inefficiency
Xists — Reply to an Xorcist’, American Economic Review, 68, no.1, pp. 203-11.

For an excellent and lucid discussion of learning and skills, see Chapter 4 of
Richard Nelson and Sidney Winter (1982) An Evolutionary Theory of Economic
Change, Harvard, Belknap Press.

For a deeper discussion of the importance of learning curves, see Chapter 16 of
M. Rothschild (1990) Bionomics: Economy as Ecosystem, New York, Henry Holt.

The single best source for further analysis of economies of scope is David Teece
(1980) ‘Economies of scope and the scope of the enterprise’, Journal of Economic
Behavior and Organization, 1, pp. 223—-47.



How can the firm set
the ‘right’ price?

Learning outcomes

If you study this chapter carefully, it may help you to understand:
+ the nature of the single product firm’s pricing problem

¢ how to define an industry

+ the concept of industry structure

¢ price elasticity of demand

+ the concepts of normal and above normal profits

+ the conditions necessary for price discrimination

+ the problems caused by mutual interdependence

+ the concept of mark-up pricing

+ the role of reputation in business.

To the extent that you develop such understanding, you should be
better able to:

+ explain to managers the key questions that they will need to answer
in order to arrive at the ‘right’ price for their firm’s products

+ analyse a particular firm’s actual pricing decision

+ appreciate the need for plans, estimates and judgement in the
pricing calculation

¢ draw connections between the pricing problem and the discussions
of entrepreneurship, demand and costs that were covered in Chapters
3,4, 5 and 6 respectively.

. /
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7.1 Introduction

Setting the ‘right’ price for the firm’s product is an important determinant of its
economic success. Intuitively we know that the firm will lose sales if it charges
a price that is too high and its profits will suffer. On the other hand, if the firm
charges a price which is too low it may forego profits that it could have earned,
or even fail to cover its costs and make losses.

In this chapter we will draw upon what you have learned so far to discuss the
firm’s pricing decision. To keep things simple we will assume that the firm pro-
duces only one product, so we will not discuss the complicating factors that
might enter into the pricing decision of a multi-product firm. Before we proceed
we will introduce some basic concepts that will underpin what follows.
Specifically, these basics are a general framework which can be used to think
about the firm’s pricing problem and guidance on how to identify those com-
petitors who are relevant to the firm’s pricing decision.

7.2 A general framework for thinking about pricing
decisions

We begin the analysis of pricing decisions by stating formally the relationship
between revenues, costs and profits:

Profit (n) = Total revenue (TR) minus Total costs (TC) [i]

If we examine the constituent parts of expression [i] we obtain expressions [ii]
and [iii]:
TR=PxQ ii]

Expression [ii] states that the total revenue earned by a firm depends upon the
price, P, it charges for its good/service and the volume of sales, Q, it can achieve
at this price. In other words, it depends upon demand from customers.

TC = TFC + (AVC x Q) = ATC x Q [ii]

Expression [iii] states that the total costs incurred by a firm consist of its total
fixed costs (TFC), which are independent of the number of units it produces (and
which include the entrepreneur’s opportunity cost), and its total variable costs
(TVC), which depend directly upon the number of units produced.

As a minimum requirement the problem for the entrepreneur is to choose an
asking price for the firm’s product that will generate enough revenue to enable
it at least to cover its costs of production. In order to do this the entrepreneur
must take account of five important factors:
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(i) The firm’s own costs.

(ii) The likely behaviour of current competitors.

(iii) The behaviour of potential buyers.

(iv) The likelihood of new competitors emerging.

(v) The stance towards pricing adopted by the regulatory authorities.

Each of these factors has its own underlying influences.

7.2.1 Underlying influences on the behaviour of the firm's own costs

The firm’s costs were the subject of Chapters 5 and 6 where you saw that
economies of scale, economies of scope and learning curve effects are important.
In addition, the firm can keep costs to a minimum by trying to obtain its inputs
(labour, capital and raw materials) on favourable terms. This will depend on the
strength of suppliers’ bargaining power relative to the firm: if a large number of
alternative suppliers exist and the firm is mobile between them then, all other
things being equal, the bargaining power of suppliers will be weak because the
firm can threaten to take its business to another supplier. Once a firm has obtained
its inputs it needs to ensure that it recognizes and eradicates X-inefficiency to the
extent that this is possible.

7.2.2 Underlying influences on the behaviour of competitors

The first point to note here is that the firm must be careful to identify exactly
who its competitors are. This will require it to define the industry it is operating
in (see Section 7.3 for further guidance). It will also require the firm to analyse
the structure of this industry:

Industry structure refers to the number of firms in an industry and their rel-
ative size distribution.

The presence of a large number of firms in the industry will mean that the firm’s
competitors are likely to discount their prices heavily in an attempt to attract buy-
ers to their own products. However, the influence of this numbers effect is not
easy to predict if the number of firms is relatively small: for example, in an
industry structure where only four firms compete with each other, and where
there is an abundant number of customers who are evenly distributed between
the firms, it might be possible for each firm to earn substantial profits without
‘poaching’ customers from rivals. In this scenario there is little to be gained by
being aggressive towards rivals since this may only instigate a harmful price war
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— this is known as the problem of strategic interdependence and we discuss it
further in Section 7.4.5.

The size of a firm is not easy to quantify, but typically it refers to the firm’s rel-
ative share of total industry output, which is often a function of its cost structure.
Generally if firms in the industry are all the same size then no particular firm
has an advantage over another. All other things being equal, it is pertinent to ask
if competitors have any cost advantage over the firm. The existence of a com-
petitor, or a number of competitors, with lower costs than the firm is capable of
achieving puts the firm at a potential disadvantage, and vice versa. In principle,
a low-cost competitor that produces an identical product to that produced by the
firm can undercut the firm’s price but, once again, the ambiguous small num-
bers effect caused by strategic interdependence may mean that this will not hap-
pen in practice.

7.2.3 Underlying influences on the behaviour of potential buyers

Buyers can be individual consumers, government agencies or other firms
(Chapter 1). The influences on the behaviour of buyers were the subject of
Chapter 4. In essence, an individual buyer’s willingness to pay will be deter-
mined by their perceived need for the product which, in turn, will be influenced
by a number of factors contingent upon the individual buyer’s circumstances. If
potential buyers genuinely want the firm’s product they will actually buy the
product only if, all other things being equal, the price does not exceed their own
valuation of the product. From the perspective of the firm then, it is important
to have some idea about: (a) the number of potential buyers in the market; and
(b) the distribution of their respective valuations of the product. If the firm’s ask-
ing price is higher than all potential buyers’ respective valuations it will sell zero
units of output. On the other hand, it will not be economic to supply the prod-
uct to potential buyers whose valuation of the product lies below the firm’s costs
of supplying it.

Just because a potential buyer has placed a valuation on a product does not
mean that they will actually have to pay the firm this amount. This depends on
the bargaining power of buyers relative to the firm. The bargaining power of buy-
ers is strengthened if a significant number of alternative firms exist which are
capable of supplying an identical product (perfect substitute) or a near-identical
product (a close substitute), and if buyers are mobile between these firms. The
bargaining power of buyers is also strengthened if they are organized into a col-
lective whole because, in general, we would expect a collective organization to be
able to negotiate lower prices for each of its members than an individual buyer
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negotiating unilaterally would be able to achieve. Another point which might
influence the bargaining power of buyers is the frequency with which they trade
with the firm — in one-off trades the firm has an incentive to try to extract as high
a payment as possible from buyers, but if there is the prospect of repeated trad-
ing the firm may be more willing to develop a relationship with buyers and offer
preferential terms.

From the firm’s perspective, a market is more attractive if buyers are segre-
gated from each other in some way since this may give it scope to charge the
different groups of buyers different prices for the same product: this is called
price discrimination and we discuss it further in Section 7.4.4 below.

7.24 Underlying influences on the likelihood of new competitors
emerging

If the firms in an industry are making high levels of profit this will make the
industry attractive to entrepreneurs who are looking out for profitable opportu-
nities (as discussed in Chapter 3). We are using the term ‘entrepreneur’ here
in its broad sense, which means that potential competition might come from
new start-ups and/or firms that are established in other industries whose
entrepreneurial managers are looking for opportunities to diversify. From the
perspective of incumbent firms, all other things being equal, if new firms enter
the industry the result will be lower profits for everyone (because they will take
a share of the market). The extent to which this threat of entry should be a
concern to the firm when it sets its prices depends on: (a) the number of
entrepreneurial individuals/firms that actually exist; and (b) how easy it is for
new competitors to enter the industry. So, even if a significant number of
potential competitors do exist (an assessment of this will require a judgement
call by the firm), there is a chance that they may not pose a significant threat to
the firm because barriers to entry may make it impossible (or at least very diffi-
cult) for them to enter the industry.

Barriers to entry exist when potential competitors find there are obstacles
which hinder their proposed entry into an otherwise attractive industry.
Typical examples of barriers to entry include: incumbents owning all
sources of essential raw materials; incumbents’ patents; economies of scale
providing incumbents with a cost advantage; and incumbents’ past expendi-
tures on advertising (which gives them a higher profile in the minds of buy-
ers relative to newcomers). The important point to note about barriers to
entry is that they protect all of the industry’s incumbent firms from the
threat posed by competition from outside of the industry.
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7.2.5 Underlying influences on the behaviour of regulatory authorities

In most developed economies competition between firms takes place in an envi-
ronment that is subject to scrutiny by government-sponsored regulatory agencies.
The regulatory agencies primarily exist to ensure that firms do not take advantage
of buyers by using ‘unfair means’. In simple terms, this means that regulatory
authorities exist to prevent firms from using any market power they may possess
to charge a price for a product which is ‘too high’ relative to the costs of providing
it. Market power arises when firms are able to act as if they were a monopoly, so
prices that entail inflated profit margins are typically associated with industry
structures that contain only a few firms because these present the greatest scope
for firms to create monopoly-like structures in which they can manipulate prices.
For example, in the UK the utility firms such as British Gas and the telephone
operator BT operate under strict regulatory regimes which limit the prices they can
charge for core services. Judging whether firms are charging prices that are ‘too
high’ is far from easy, but firms would be well advised to keep the presence of
vigilant regulatory authorities in mind when they decide on their price.

REGULATION
— is the industry subject to some form
of government price regulation?

4 POTENTIAL BUYERS h ‘ POTENTIAL COMPETITORS
— how many potential buyers exist? — how many potential competitors exist?
— what is the distribution of buyers’ — is it easy to enter the industry?
valuations of the product? — are the goods/services they would offer

— are trades with buyers one-off or identical to the firm’s own (perfect

repeated? The firm s substitutes) or are they differentiated
. choice of price .
— are buyers mobile between (close substitutes)?
competitors? — what would their relative cost position
— can buyers be segregated into distinct be if they entered?
>
groups? Y 9 Y
4 N 4
THE FIRM’S OWN COSTS EXISTING COMPETITORS
— do costs display economies of scale/ — how many actual competitors currently
scope? exist?
— are costs subject to a learning curve — what are their relative sizes?
effect? — are the goods/services they offer
— do a large number of alternative identical to the firm’s own (perfect
suppliers of inputs exist? substitutes) or differentiated (close
— is the firm mobile between alternative substitutes)?
suppliers? — what is their relative cost position?

— does the firm enjoy zero X-inefficiency?
(N /

- /

Figure 7.1 A general framework for thinking about the firm’s pricing decision
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Our discussion in this section is summarized in Figure 7.1, which shows a gen-
eral framework for thinking about pricing decisions. In this framework we have
identified a number of key questions the entrepreneur will need to answer in order
to infer how each factor will behave. Having done this the entrepreneur will need
to appreciate how the various factors identified in the general framework interact
with each other. In cases where only a few firms occupy the industry this task is
less than straightforward because the problem of strategic interdependence means
that inferences drawn about each competitor’s behaviour might well be incorrect.

7.3 How to define an industry for pricing purposes

Non-economists typically are very sloppy when they refer to an industry: in
fact it is not uncommon to see them define an industry simply by grouping
together all the producers who use similar materials and production technolo-
gies. The problem with this ‘definition’ for pricing purposes is that it ignores the
demand side of the market. Here is a more accurate definition:

The industry is the group of firms who supply a particular market.

So, for pricing purposes, defining an industry means first identifying and defin-
ing the boundaries of a market. This is rarely an exact science so it will call on
your judgement. For example, consider the group of manufacturers who spe-
cialize in the production of steel cans for sale to food producers (note that this is
an example of business-to-business trade). We might refer to the group of steel
can manufacturers as the steel can industry, but this is probably not very helpful
because aluminium cans offer food producers an alternative to steel cans. This
means that we should include in our analysis the group of manufacturers who
make aluminium cans and refer perhaps to the food-canning industry. There
again, have we identified all possible alternative food storage options? Obviously
not — what about cardboard food cartons (which are used to hold foodstuffs like
milk and soup), and what about sealed plastic pouches? Perhaps it makes more
sense to talk about the food-packaging industry?

A useful rule of thumb for identifying the industry a particular firm belongs to
is to list carefully all of the suppliers of products who offer customers solutions to
their wants that are alternatives to the firm’s own solution regardless of the mat-
erials and technologies used in these alternatives. In other words, it is important to
recognize that constraints on a firm’s pricing decision can come from a broader
group of competitors than may be immediately obvious. For example, if the
producers of steel cans propose to increase their prices then their customers, the
food producers, may switch to purchasing aluminium cans instead.
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74 The basic elements of the mainstream analysis of
the firm's pricing decision

The mainstream approach to the firm’s pricing problem populates the general
framework of Figure 7.1 with decision makers (i.e. entrepreneurs, input suppliers
and buyers) who are globally rational and who have access to full information and
knowledge. This means the pricing decision made by the entrepreneur is based
upon perfect knowledge about the behaviour of the firm’s own costs, competitors’
and potential competitors’ costs, the nature of competitors’ and potential com-
petitors’ goods/services, and buyers (via knowledge of the demand curve for its
product). In particular the mainstream approach focuses our attention on the
effects that different types of industry structure have on the entrepreneur’s choice
of price. The usual assumption made in this analysis is that the firm is being run
in order to achieve maximum profits.! As a result, mainstream models of pricing
tell us how the decision should be carried out in specific industry structures if the
firm wants to maximize profits. Finally, mainstream analysis of pricing focuses
attention upon equilibrium industry structures.

We begin below by identifying two extreme structural states of the industry: per-
fect competition and pure monopoly. You should note that both of these states of
the world are entirely notional. They do not exist in reality in the specific form
described here. Their chief purpose in business economics is not to describe
actual industry structures but to provide us with reference points against which we
can compare actual industry structures that we see in the real world. In terms of
the number and size distribution of firms that we observe in the rea