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Incentives Matter

‘The theory of economics does not furnish a body of settled conclusions immediately

applicable in policy. It is a method rather than a doctrine, an apparatus of mind, a

technique of thinking which helps its possessor to draw correct conclusions.’
—John Maynard Keynes!

In early 1998, day care centres around Haifa, in Israel, had a problem. It was a problem
common to many of us who have looked after children for a living: late parents.” After a
long day being responsible for other people’s children, by 4pm the teachers were ready to go
home. And they weren’t being paid for staying any longer. But invariably some parents would
be late, and someone would have to stay behind and wait with the child. But one day some
social scientists turned up (or rather, sent their research assistants) and made a suggestion:
why not fine the parents for being late? It is a solution any economist would give.

Over the next few weeks things carried on as normal, as the researchers gathered data
before making any changes. Then, they adopted a policy where any parent who was more
than 10 minutes late would pay a $3 fine. But instead of reducing lateness, the number of late
pickups more than doubled. The incentive backfired.

As an economist, I’ve heard this example a lot. It’s often used to show economists that
assuming people’s behaviour can be manipulated with financial incentives is naive and narrow
minded. Indeed there is some truth to this. Just because originally there was no fine doesn’t
mean that there was no incentive to be on time. The social norm is to be on time, and late
parents probably felt guilty. Once the arrangement moved from the social to a financial realm,
parents realised they could ‘buy’ the right to be late. Indeed they weren’t just buying the right
to be late, but also the ability to not feel guilty about it. In fact, maybe the lesson of the day
care experiment is not that economists overstate their subject matter, but that non-economists
understate it. After all, the average monthly cost was about $380. A good economist would
suggest that the fine was set at a price that was too low! If the goal was to reduce lateness, raise
the fine. And even more importantly, discovering the point at which the fine has an effect will
help the day care centre to know just how valuable the parents consider their time to be. This
whole experiment might help them to discover which opening hours best suit their customers.
Clearly the parents are willing to pay the teachers to stay later. Far from demonstrating the
failure of markets, this example is like a cursory foray into their magic.
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We tend to think that economics is the study of the economy, and indeed this is an
important application. But economics isn’t a subject matter; it’s a way of thinking. The
essence of the economic way of thinking is to understand how incentives and institutions
affect people’s behaviour. In terms of management, economics can give us important clues
about why behaviour may be generating bad outcomes. Understanding concepts such as
opportunity cost, price elasticity and price discrimination are tools that managers can use to
improve a company’s performance. But economics does more than this. It provides us with
a way of thinking about human action. Economics is the study of society, and the tools with
which we understand social behaviour are of direct relevance to management.

1.1 MANAGERIAL INDIVIDUALISM

In their excellent textbook Managerial Economics, Luke Froeb and Brian McCann offer the
following guide to decision making: when you see an outcome that you deem to be undesirable,
ask yourself three questions:?

1. Who made the bad decision?
2. Did they have the information they needed?
3. Did they have the right incentives?

All too often the first question isn’t even asked, and failure is put down to some collective
problem that is ill defined and impossible to alter. The main insight of managerial economics
is to focus on the information and incentive mechanisms that help guide decision making. If
you do not even know who is making the bad decision, there’s little hope of finding out why
they did so. This book intends to explore the information channels and incentive mechanisms
that create value. It will focus on how markets can be utilised to help solve these problems.

The reason why economists make individual choice the centre of analysis is because we
posit that only individuals choose.* This is not the same thing as saying that only individuals
matter, or that ‘society’ is nothing more than a group of individuals. It stems from a concept
called ‘methodological individualism’, which Jon Elster defines as ‘the doctrine that all social
phenomena (their structure and their change) are in principle explicable only in terms of
individuals — their properties, goals and beliefs’.> We can talk about how ‘Heinz have decided
to build a new factory’ but according to methodological individualism the literal interpretation
that the company itself made the decision is false. Families, businesses and nations might have
common interests and work together to achieve shared goals, but it is only as individuals that we
make decisions. This doesn’t imply that social phenomena aren’t important. On the contrary,
it is precisely because we wish to understand social phenomena that we see it through the
lens of individual choice. We need to understand the preferences and constraints of individual
members, to see how collective decisions get made, because social entities are the result of
individual action.

This is why the first question — identifying the decision maker — is so important. It is
only then that we can look into the circumstances in which the decision was made and what
their objectives were. Economics helps to reveal the information and incentive systems within
which we operate. The crucial point is that although these institutions influence our choices,
we also have choices about how to shape them. In short there’s a feedback mechanism between
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individuals and institutions, but with us in the driving seat. Institutions are, as John Commons
defines them, ‘collective action in control, liberation and expansion of individual action’ 6
In this book we will make two key behavioural assumptions:

1. The rationality assumption — incentives affect behaviour (at the margin)

The idea that incentives matter seems obvious but is often counterintuitive. My
brother-in-law enjoys adventure and on a recent skiing trip realised that he was travelling
faster than 30mph. My parents were worried that he might hurt himself if he crashed, so
they bought him a helmet. Guess what? The next day he promptly reached 58mph! All
safety equipment has a curious potential to backfire, because it alters your incentives to
take risks. Although helmets mean that you are less likely to be injured if you have an
accident, they also affect the probability of having an accident in the first place. In the case
of skiing a helmet reduces the cost of an accident. All else being equal, this makes you
more willing to risk having one. This may not be a large effect, and perhaps if you wore a
helmet you’d think that you’d be just as careful as without. But the helmet is incentivising
you to be more reckless, not less. Not only this, but it can affect other people’s behaviour.
If you wear a helmet you also reduce the cost to other people of them crashing into you.
At the margin, it could lead to more accidents.’

Think of the difference between Rugby and American Football. Both are similar
sports but one key difference is that the players of the latter wear helmets. Which one do
you think has the most neck and spinal injuries? The obvious answer would be Rugby,
because they don’t wear hard protection.® But because of this they face a higher cost of
putting their head into a dangerous situation. Maybe they are less likely to enter tackles
headfirst? Indeed not only do American Footballers face a higher rate of neck and head
injuries, there are calls by some to ban helmets for this very reason.” A 2013 book on the
subject claimed that in 1999 the NFL paid compensation to retired players after accepting
they had suffered brain damage.!? Since the year 2000 neurosurgeons have been warning
the league that the sport was causing depression, dementia and brain damage.!!

2. The self-interest assumption — people pursue their own self-interest

Again, to economists this assumption is self-evident and trivial. Maybe we don’t
really know what other people’s interests are. Either way, we put our own interests ahead
of the interests of others. This does not imply that we are narrowly selfish. It doesn’t
mean that we’re motivated by material possessions, or monetary gains. The welfare of
your children, or colleagues, may be your primary goal. Your self-interest may well be
altruistic. But it’s what drives your economic decision making. As Gary Becker said,

1 have tried to pry economists away from narrow assumptions about self-interest.
Behaviour is driven by a much richer set of values and preferences. Individuals
maximise welfare as they conceive it, whether they be selfish, altruistic, loyal,
spiteful, or masochistic.?

The implications of these assumptions are crucial to management. Forget trying to ‘moti-
vate’ people. Forget about coaching. The goal of management is really quite simple — to change
behaviour you need to change what is in people’s self-interest to pursue. You need to change
incentives. Achieving that goal is where it gets difficult.

It may well be the case that some people are narrowly selfish, but acknowledging that
people respond predictably to incentives does not condone any behaviour that results from it.
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These assumptions are merely devices to make the world around us more intelligible. Indeed
we can make a distinction between positive and normative analysis. Economists are often
guilty of slipping between the two, and it’s important to try to keep them separate. Positive
analysis refers to what is. For example the claim that ‘wearing helmets can increase the number
of accidents’ is a positive statement. Normative analysis refers to what ought to be. If 1 told
you that ‘people shouldn’t wear helmets’ I’d be making a normative statement. The proper
role of the economist is to limit themselves to making positive claims about society. Having
said this, positive claims only take us so far. Indeed the reason many of us engage in economic
analysis is not only to understand the world, but to try to make it a better place. So normative
analysis is important as well. The point is that when we move from positive to normative we
introduce ethical and moral opinions. Traditionally economists were also moral philosophers,
and we shouldn’t shy away from ethical questions. The key point is that economists have no
specialist claims when it comes to moral questions. Therefore our main function is to provide
the positive analysis that helps to inform other people’s moral decisions. Indeed we need to
be really careful about calling things ‘good’ or ‘bad’. The limits of economics are that we
cannot make such judgements. But what we can do is point out a logical framework that —
when combined with other disciplines — helps us to do so.

The danger is that economists slip in their normative analysis (i.e. their opinions) under
the gravitas of their expertise.!?

To get around this problem, the role of economist in public policy discussion, and the role
of managerial economist when consulting, is to leave their own ethical opinions at the door.
Instead, they should(!) engage in positive analysis that takes the policy goals of the policy
maker or manager as given. In other words, it is not for the economist to say that minimum
wages are good or bad. But we can tell you what the effects might be and leave it for you to
decide if this is consistent with your goals. Therefore before we can even ask ‘who made the
bad decision?” we need to be clear about who is deeming it to be ‘bad’. You? Or the person
that makes the decision?!

What I mean by ‘managerial individualism’ is the idea that all corporate phenomena
emerge from the actions and interactions of individual employees who are making choices in
response to expected additional costs and benefits, as they perceive them. This last point is
critical, because incentives are not an objective fact but a subjective interpretation.'> We act
when the expected marginal benefits exceed the expected marginal costs. One of the biggest
misconceptions about economists is that when we talk about ‘costs’ and ‘benefits’ we’re
referring to a monetary value. But there is nothing financial about saying people respond
to incentives.

A famous example is the idea that when you pay people to donate blood (as opposed
to relying on voluntary donations) people donate less.!® This seems to be a serious blow to
the economist’s claim that ‘incentives matter’. But the mechanism is that financial rewards
interfere with the positive feeling that comes from believing that you are doing a good deed.
In which case the problem isn’t that incentives don’t matter, it’s that the fype of incentive
matters a lot. Plenty of evidence suggests that offering money for the completion of tasks can
reduce performance. Not only because it reduces intrinsic motivations, but also because it can
encourage free riding,!” cause people to choke under pressure,'® or even because workers
don’t believe it is credible.!® T remember once being told about a ‘generous incentive package’
but the conditions under which it applied were completely out of touch with my realistic
targets. I lost confidence in my manager, and my performance fell.
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Few of us are primarily motivated by money. The reason economists have a tendency to
focus on money is simply because we are all motivated by it to some extent. Imagine offering
your employees that reach specific targets a choice between the following ‘rewards’

Time off

Social recognition and praise
Cash

Promotion/higher status

We don’t need to claim that everyone would prefer cash. It’s quite possible that some people
will be more motivated by other items on the list (and indeed my own impression is that time
off is the best motivational device of all). The job of a manager is to understand what motivates
your employees, and chucking a £5 note at them is probably less appreciated than positive
and constructive feedback. But it is difficult to know what truly motivates people, and the fact
people are motivated by different things makes this even harder. In terms of incentives, money
is indeed a lowest common denominator, but that’s exactly why it is so useful.

The rest of this chapter focuses on consumer theory. When we wish to understand public
policy, the decision maker is the politician. To understand management, the decision marker
is the manager. To understand consumer theory, we need to focus on the consumer.

The consumer is central to economic analysis, because of consumer sovereignty. This
is sometimes referred to ‘consumer is king’, which might be a useful phrase for salespeople
but is meaningless jargon. It implies that firms should bend over backwards to satisfy the
whims of their customers, and if you believe that a market economy will deliver this then
you’ll be disappointed. What consumer sovereignty means is that in a market economy, it is
consumers who, as a group, decide upon how resources are managed. The ‘economic problem’
is deciding what is to be produced, how it will be produced and who it will be produced for.
In a centrally planned economy it is state bureaucrats who decide. In a market economy it
is consumers.

1.2 DEMAND CURVES

The starting point of economic analysis is that people place different valuations on the same
things. Although this seems fairly obvious, it’s a relatively new insight. For economists prior
to the late nineteenth century ‘value’ was an inherent property of a good — it was something
that could be determined independently of the person doing the ‘determining’. Indeed even
now when you ask people what drives ‘value’ you will notice that they fall back on old myths.
One is that value stems from labour, the other is that it stems from scarcity. A simple counter
example can destroy each of them.

Myth 1: Value stems from labour hours
It may seem churlish for me to demolish the foundation of pre-twentieth century
economic thought (and indeed drive a stake through the heart of Marxism) with a
single paragraph, but the amount of labour hours put into the production of goods and
services does not determine their final value. Whether I’ve spent 3 months of hard
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toil crafting this chapter or rattled it up over a few cans of Natty Ice has no bearing
on whether it is of value to you.

This may seem odd, because it’s common in many industries for the price
of something to reflect the amount of time it took to make. For example I pay my
accountant based on how long it takes to prepare my tax return. But this is only because
I’m using time as a proxy for his cost. And this is independent of the value being
created. I'm only willing to pay him for his time because I deem the value he creates to
be worth more. There is evidence that more firms are trying to look at value directly.
In April 2009 Coca-Cola announced that they would start paying the advertising
agents they hire based on specific results achieved rather than hours worked. This
is known as ‘value-based’ compensation, and Proctor and Gamble are another large
firm to move away from paying based on labour hours and towards paying based on
performance.?’ When we focus on value it is output that matters, not inputs.

Myth 2: Value stems from scarcity

The notion that value stems from scarcity is both totally wrong and obviously
correct. It is wrong in the sense that we only value things that serve a purpose.
Counter examples help to explain this. Brain tumours are (thankfully) quite rare.
They are scarce. But that doesn’t make them highly valuable. It is true that scarcity
can influence the price of a good, but that is because it affects the costs (and therefore
the supply curve). But this chapter is referring to value — the demand curve. Indeed
by definition any economic good is a scarce good. It is obviously correct that for a
good to be valuable it must be scarce, but that’s only because if it wasn’t scarce it
wouldn’t be an economic good. Air isn’t scarce, therefore it isn’t a good. Scarcity is a
necessary but not sufficient condition to determine something’s value. In economics
it’s a fact of life. It’s taken as a given. To explain the source of value we need to look
elsewhere.

So if labour hours and scarcity don’t explain value, what does? Value is subjective and
stems from the alleviation of pressing needs. As long as we accept that we live in a world
of scarcity, all economic decisions involve tradeoffs. The term ‘need’ is therefore a little
misleading. We have a long list of pressing needs and there’s always going to be a point at
which you’d switch to satisfying other ones. For example we tend to think that basic human
needs include shelter, or indeed electricity. But we only ‘need’ electricity in an abstract sense.
If we ‘needed’ electricity we wouldn’t see people reducing their usage when the cost increases.
In every economic decision, we exercise choice. If electricity becomes more expensive we
conserve more (for example by switching off lights when not in use), or use alternatives
(which could be as simple as an extra layer of clothing). Everyone, no matter how poor, will be
willing to give up some of one good if they’re offered enough of other goods. Even in extreme
situations people engage in tradeoffs based on their own interpretation of what constitutes their
interests. You and I may rank food as being a basic need that we cannot do without. But across
the world there are people going hungry because they have prioritised other needs. There’s no
universal hierarchy of needs that we all subscribe to. Life is about tradeoffs, not absolutisms.
We have an infinite list of pressing needs, but only finite means with which to satisfy them.
Therefore we rank-order our preferences and apply successive units of our budget to acquire
the less and less urgent desires. Because we live in a world of scarcity, we satisfy our most
pressing needs first.
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Soitis the alleviation of pressing needs that we ‘value’, not the ‘commodities’ themselves.
This is what we mean by subjective, as opposed to objective, value. ‘Goods’ are simply the
things that alleviate our pressing needs, and there is nothing inherently valuable about them.
Indeed the distinction between tangible products and intangible services is somewhat false,
because the only thing we value is the service of satisfying our pressing needs. As Steven
Horwitz says, ‘physical goods are only means to the fulfilling of various subjectively valued
ends, so a good does not need to provide physically observable services to be valuable.”?! Or,
as James Bryant Quinn put it so succinctly,

Products are a happy way of capturing services.?

The lesson for management is to lead on benefits (i.e. how a product helps to satisfy the
customer’s pressing needs) rather than features (i.e. a description of the physical product). The
value of the product derives from the service being provided, not the product itself.

It’s important to see that this isn’t economists imposing their value system on others, it’s
economists arguing that we all have our own personal value system and that economics helps
to draw them together. Economists are essentially blasé about what something is worth. As
Publilius Syrus, put it in the first century BC ‘a thing is worth whatever a buyer will pay for
it’. End of discussion! Those lengthy arguments in the pub about whether Fernando Torres is
worth £50m are resolved by the economist’s glib yet correct answer that if someone is willing
to pay that much, he apparently is. We can disagree on whether we think he’s worth that, but
economics allows us to transcend arguments about personal taste to reflect those tastes in a
non-arbitrary manner. The fact someone was willing to pay £50m tells us something useful.

The first law of demand states that price and quantity demanded are inversely related.
This is because as the consumption of a good increases, the satisfaction derived from consuming
more of the good (per unit of time) will eventually decline. The technical term for this
phenomenon is the law of diminishing marginal utility (DMU). The term ‘utility’ just means
our subjectively determined benefits. The greater the quantity of the good we consume, the
greater we expect our fofal utility to be. But additional units can only be put to less valuable
uses, so marginal utility must fall. We can use pizza as an example. Over a particular range
the more slices of pizza we eat the happier we feel. As the quantity consumed rises so does
total utility. But the first slice tastes better than the second. And the third slice brings even less
pleasure. Marginal utility declines. The term ‘satiation’ refers to the point at which marginal
utility becomes zero, and total utility stops increasing. If you consume more than this point
marginal utility is negative, and you become less and less happy. The common term for this is
‘vomiting’. When marginal utility becomes negative you would be willing to pay money not to
consume additional units. Pizza is no longer a good, it becomes a ‘bad’. DMU is a simple, but
powerful concept. It states that the more you have of something, the less you value additional
units. The rate of DMU will be different for different goods, and we would expect DMU to
be more pronounced for perishable or sickly goods. Since you can store toilet roll you would
probably be willing to pay a similar amount of money for a sixth roll as for the first. Therefore
non-perishable (i.e. durable) goods tend to have a low rate of DMU. Conversely, I once bought
a roast chicken from a supermarket at 8pm and was offered a second one for just 50p. But
even though I had paid £5 for the first one another wasn’t much use to me. The man behind
the deli counter thought it was a bargain. I thought it was worthless. MU diminished rapidly.
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Similarly, you might be willing to treat yourself and pay £10 for a slice of rich chocolate torte
in a fancy restaurant, but are unlikely to want to pay the same amount for another one.

Ultimately our consumption choices are all relative — they depend on a relative comparison
between the marginal utility and the price. More formally, consumers maximise their total
utility when the final dollar spent on every good purchased provides the same marginal utility
per dollar spent.?? In other words, if we’re choosing between beer and pizza and a beer costs
twice as much, we’d purchase both items such that the marginal utility of the last beer is exactly
twice as high as the marginal utility of the last slice of pizza. This is an equilibrium condition,
because if it doesn’t hold there’s an incentive to change behaviour. For example, if the price of
pizza rises for some reason then the ratio of marginal utility of pizza to the price of pizza will
be lower than the ratio of marginal utility of beer to the price of beer. This means that you’re
gaining more marginal utility per pound spent from beer, implying that you should reallocate
some of your budget from pizza to beer. If you do so, and your consumption of beer increases,
the marginal utility will fall. Ultimately you will keep drinking until the two ratios are equal
once more.

The concept of marginal value was a breakthrough in economic thought because it solved
a perennial mystery: why are people willing to pay more for diamonds than they are for water?
As Adam Smith himself put it,

Nothing is more useful than water, but it will purchase scarce anything ... A diamond,
on the contrary, has scarce any value in use; but a very great quantity of other goods
may frequently be had in exchange for it.**

We’ve mentioned already that value stems from the ability to satisfy our pressing needs.
We all recognise that water is essential for life and that by contrast diamonds are largely
decorative.” Surely survival is a more pressing need than a nice piece of jewellery? And yet
people save up for months to buy an engagement ring. It’s tempting to explain this paradox by
saying that diamonds are scarcer, but scarcity isn’t enough. Lots of things are ‘scarce’ but if
they don’t fulfil our needs they’re not valuable. The solution lies in the fact that we always act
on the margin. In other words we’re never asked to choose between ‘water’ and ‘diamonds’.
Rather, we choose been additional units of water and additional units of diamonds. We don’t
buy the concept of diamonds, we buy some amount more than we currently own. Therefore the
value we place on goods comes from the needs that are satisfied by additional units. Because
most of us consume a lot of water, additional units of water would only be put to satisfy minor
needs. By contrast most people don’t have many diamonds at all, so additional diamonds are
highly sought after. There are diminishing marginal returns to both, but at any moment in
time we’re higher up the scale when it comes to diamonds. Our willingness to pay is based on
marginal value, and not some intrinsic property contained within the good.

Economics textbooks tend to define the demand curve as the relationship between price
and quantity — i.e. that as the price of a good falls we wish to purchase, have, use or consume
more of it. This is true. But the underlying reason that demand curves slope downwards is
because the more we have of a good the less we value additional units.

The fact that demand curves slope downwards helps to explain the concept of consumer
surplus. This is defined as the difference between what you do pay for a good or service (i.e.
the price) and the maximum that you would have been willing to pay. It makes sense to say that
we’d only ever buy something if it’s worth more to us than the price we pay, but this has a nice
outcome that is worth dwelling on. Every purchase that we make delivers consumer surplus.
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When I paid £380,000 for my house it seemed like an awful lot of money, and I was pretty
certain that the person who sold it would have accepted quite a bit less. But I also knew that
I would have happily paid over £400,000. That difference constitutes my consumer surplus.
In one famous example people were asked how much access to the internet was worth to
them.?® When you think about it, so much of our utility comes from consumer surplus. People
often criticise companies that charge prices that are higher than the cost of production (i.e. for
making ‘excessive’ profits), but the other side of the coin is that consumers are always paying
a price less than they value the good (‘excessive’ utility?).

One of the most common complaints about demand curves is that they oversimplify
reality, but this is actually their primary strength. It’s important here to underline the fact that
demand curves only show the relationship between price and quantity. If any other variable
changes, the demand curve will shift. In reality, of course, such change is ubiquitous. But that
doesn’t make demand curves irrelevant; it just means we have to be careful how much we can
attribute to them.

The language we tend to use is that changes in price will affect quantity demanded (i.e. a
movement along a demand curve). Changes in any variable other than price will affect demand
(i.e. cause a shift in the entire demand curve). Examples of non-price factors that will cause a
demand curve to shift include:

Income

The price of related goods

The number of consumers

Expectations about future price movements
Changes in preferences.

If any of the above changes, our original demand curve becomes outdated.
We can split a price change into two underlying effects — if the price of a good falls there
are two reasons why we’d consume more:

= Substitution effect — we can switch consumption from other goods
If the price of a good falls it becomes cheaper relative to other goods, therefore
we consume more of it (we substitute or ‘switch’ from the relatively expensive to the
relatively cheap). This demonstrates why relative prices matter.
® Income effect — we can afford more
If the price of a good falls our real income rises (we now have more income available
for consumption) and so we can afford to consume more. Note that unlike the substitution
effect (which is always negative) the income effect is ambiguous. More income may mean
we wish to consume more of a good, but it may mean we wish to consume less.

A decent microeconomics course will make it clear that the first law of demand doesn’t imply
that people always respond to price changes, just that there is a possible price change that
will create a change in behaviour. This helps us to deal with some common (but misguided)
criticisms of the first law of demand.

1. Is there a little whore in all of us?
Many people are uncomfortable with the implication that everything has a price.
When Kerry Packer was bidding for the voting rights to screen ICC Cricket, he famously
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said ‘There’s a little bit of the whore in all of us, gentlemen. What’s your price?’?’ T do
think that this is a valid assumption to make about human behaviour, and the problem isn’t
that it’s inaccurate, it’s that it is regrettable. Non-economists might accept that in practice
people do respond to incentives, but such incentives elicit socially harmful outcomes. I
don’t see it this way, because the assumption is simply saying that people will be at the
table and since this will always expand the menu of choices, it’s an improvement (or
what economists refer to as a Pareto Gain). It just means that we’re all influenced by
price to some degree. If someone inherits their mother’s house, they might claim that
it has infinite value to them. The self-interest assumption says that there is a price at
which they’d sell it. Why? Because the consumer has many competing preferences, and
in a world of scarcity we make tradeoffs. Hence selling the house — at the right price —
might make enough money to pay for the kids to go to university. Suddenly it’s not a
choice between mum’s old house vs. not mum’s old house; it’s the house vs. an education.
Regardless of whether it’s sold or not (quite possibly its value is so very high there isn’t
an amount of alternative goods that can bid it away), surely it’s selfish not to consider
selling? If there’s the slightest shred of altruism within your own preferences, there must
be a possible price that would get you to sell. All economists are saying is that people
will come to the table: nothing is off limits, we’re all open to negotiation. And therefore
this is welfare-enhancing, by expanding our menu of choice.
2. Luxury goods

A common response is that if prices signal quality, a luxury brand would fear that a
reduction in price would signal a reduction in quality and therefore create a fall in quantity
demanded. This seems intuitively plausible, but does it undermine the first law of demand?
No, because it confuses a change in demand with a change in quantity demanded. If a
company drastically alters its reputation, it’s created a different product. The first law
of demand (as represented on a demand curve) applies to the relationship between price
and quantity demanded, for a given product. Therefore any other events (any non-price
events) are exogenous and represent a shift in the curve. It may be true that Skoda has
raised the price of their cars since the 1990s and more people have bought them. But
both of these stem from a shift in the demand curve, and not a movement along it. It’s
possible that the quality of a Skoda has remained constant throughout (but it’s worth
considering whether this is likely, and if not why not) and the rise in demand is purely due
to a price hike and its corresponding quality signal. But this is an abstract point and rests
on an assumption that price is used as an accurate indication of quality. If the consumer
knows the quality of the product, there’s no reason why a rise in price would lead to a
rise in quantity demanded. For any given Skoda, if the price rises you're less likely to
wish to buy one. For Skoda cars as a whole, an increase in price might alter the type of
product it is, if consumers don’t know the quality. But this simply means that rastes have
changed, and therefore the curve has shifted. ‘Luxury goods’ behave the same way as
any other.

It is also worth recognising that although consumers may believe that high prices
signal high quality, the opposite may also hold. Restaurants that have lower prices may
generate large queues, which signals high quality to potential customers. In addition, Tyler
Cowen suggests a link between the cheapness of ethnic food and the quality. He argues
that in many neighbourhoods the immigrant population are more likely to frequent cheap
restaurants, and this requires them to be authentic. If you want high quality Chinese food
you want to find a restaurant were local Chinese people eat.?
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3. Giffen goods

A ‘Giffen good’ is, by definition, a good where the income effect dominates the
substitution effect. In other words it constitutes so much of your shopping basket that
price changes have a massive effect on your real income. So if it’s highly ‘inferior’ (i.e.
demand falls as income rises) a fall in price can induce a rise in quantity demanded. But
again changes in real income mean that the demand curve has shifted. And if it shifts, the
self-interest assumption hasn’t been violated. This provides the theoretical support for the
empirical fact that Giffen goods are so hard to find.’

So all three of these theoretical objections to the law of demand fail to hold, and I think
there are three reasons why people assert them:

1. Forgetting the ‘ceteris paribus’ condition
This is a Latin term that roughly means ‘all else equal’. The real world is complex
with many changes occurring at the same time. When we make a theoretical statement
such as ‘if price falls quantity demanded will rise’ it rests on a number of assumptions —
and the point of this chapter is to explain what they are. But perhaps the biggest assumption
is that this is the only effect we are considering. In the real world many other events will
coincide with a price cut. There may be a recession, a competitor could cut their prices,
a hurricane could destroy your supply chain in the night. The term ‘ceteris paribus’ is
simply a quick way of saying ‘assuming that there’s no recession, competitors’ prices
remain unchanged, there’s no adverse weather conditions, etc.’. You may think that this
severely weakens the applicability of a theoretical statement, and that’s true. Economics
cannot make perfect predictions. But it does mean that you have to be very careful about
using real events to ‘prove’ or ‘disprove’ economic theory. We cannot say that quantity
demanded will always go up after a price cut. But we can say that it will be higher than it
would have been without one. Ceteris paribus.
2. A misunderstanding of the nature of theory
A theoretical premise is not refutable by evidence — it can only be refuted by better
theory. Therefore if we define a normal good as one where demand rises if income rises,
and then label coffee a normal good, evidence (hypothetical or otherwise) that a rise
in income leads to a fall in demand for coffee is irrelevant. In that case, coffee isn’t a
normal good. It doesn’t mean that normal goods don’t exist. Consider the three primary
colours of red, blue and yellow. In real life we never see these three colours on their
own, since we’re always viewing some combination of them. Evidence of a green object
doesn’t mean that blue and yellow don’t exist; it just means they’re not always observable
and fixed.
3. Confusion between prices and revenues
A firm isn’t interested in charging as high a price as possible — revenues are what
matter. A simple monopolist’s cost structure will show that even if she had enough market
power to triple her price, this would lead to an increase in costs and probably reduce
profits. Therefore it’s wrong to apply the laws of demand to firm behaviour, because the
laws of demand focus on how consumers respond to prices. However firms don’t care
about prices, only revenue (and how revenue and cost correspond to generate profit). In
fact, it’s likely that a monopolist would increase profit by lowering prices (depending on
the elasticity of the demand curves).
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1.8 ELASTICITY

DMU tells us that demand curves will always slope downwards. But even though all demand
curves slope downwards, they will do so to different degrees. The elasticity of an economic
variable refers to its responsiveness to changes. Therefore the price elasticity refers to the
response of quantity demanded to changes in price, and reflects the slope of the demand curve.
There are several ways to calculate the price elasticity of demand, but generally speaking we
can divide the percentage change in quantity demanded by the percentage change in price.
This will give us a negative number (due to the first law of demand) and reflect the extent of the
responsiveness. If the elasticity is greater than 1 (i.e. changes in price lead to an even bigger
change in quantity demanded) we can label it an ‘elastic’ good. If the elasticity is between O
and 1 (i.e. the change in price is proportionally bigger than the resulting change in quantity
demanded) then it is ‘inelastic’.

For example, if Honda raised the price of a CR-V by 10% there would probably be a
large fall in quantity demanded as people switched to similar cars from other companies. Let’s
imagine they sell 20% fewer cars as a result. In this case we can say that the price elasticity
of demand is —2. If all SUV manufacturers raised their prices, we’d expect a less pronounced
impact on demand. Maybe it would only fall by 5%. In which case we could say that the
SUV market as a whole has a price elasticity of —0.5. The slope of the demand curve is only
an indicator of the elasticity, and different sections of the demand curve will have different
slopes. But generally speaking:

= An elastic demand curve is very flat (small changes in price lead to large changes in
quantity demanded)

= An inelastic demand curve will be very steep (even a large change in price has a small
effect on quantity demanded).

Many factors will influence the price elasticity, but we can list some of the main ones:

1. Substitutes
The reason we’d expect the demand for Honda CR-Vs to be reasonably price elastic
is because it’s a competitive market with plenty of close substitutes. This means it’s
relatively easy for the substitution effect to kick in. But we can make two important points
about substitutes. Firstly, substitutes are subjectively determined. In the same way that
value is subjective, what constitutes a substitute is too. If I have fond memories of a
previous Honda that I owned I will be less sensitive to price changes than someone who
has never driven one before. In the example above I then talked about the entire SUV
market. But maybe you would be happy with a large saloon instead. Whilst substitutes are
subjectively determined, they are also degrees of substitutability. We can put these into
four categories. Think of them as having the product at the core of expanding concentric
circles, with broader and broader degrees of substitutability.
= Product form — are goods that have the same features (i.e. they ‘look’ the same). In our
example this might be different Honda dealers, or possibly Ford Kas, Toyota Rav 4s or
a VW Tiguan.
= Product category — these only have similar features and could even be thought of as the
entire industry. We might add Volvo XC60s, Audi Q5 or Mercedes M class.
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= Generic — are goods that fulfil the same customer needs, and are to be interpreted more
broadly. To some extent other modes of transport can be considered a substitute for
buying a car
= Budget — this reflects the fact that all goods and services are competing for the con-
sumer’s income.
2. Share of total budget
If your spending on a certain good constitutes a small part of your budget, you're
unlikely to care much about price changes. Things like matches, toothpicks or salt are
items we spend very little on over the course of a year, and even if the price doubled you
might not even notice.
3. Search costs
The greater the hassle of finding alternatives the less responsive your demand will be
to price changes. The internet has made searching far cheaper than previously and makes
it easier to compare prices from different sellers. This makes demand more responsive to
price changes

This all sounds quite abstract and we need to look at some direct managerial implications.
The problem is that it’s very hard in the real world to calculate the price elasticity of goods
that you sell. But this makes it all the more important to develop an intuitive understanding
of the factors that influence elasticity. The reason for this is because elasticity will determine
the effect that a change in price has on total revenue. Total revenue is simply price multiplied
by quantity. And we know from the first law of demand that there’s an inverse relationship
between the two. So if you lower prices, then you should expect to sell more. But there are
two outcomes here. On the one hand you will be receiving less money per unit sold. But on
the other hand you’ll sell more units. It is the elasticity that will tell us which effect dominates.

If the good is elastic, then demand is highly responsive to changes in price. Therefore the
additional units sold compensate for the fact that you're selling them at a lower price. Total
revenue will go up. But if prices are increased, the opposite effect occurs and total revenue
falls. Do not raise prices for elastic products!

If the good is inelastic, then demand is going to be less responsive. In this case a price
cut will not lead to a large increase in sales and so total revenue falls. For inelastic goods you
generally want to raise prices, because the additional revenue per item offsets the small fall in
quantity demanded. An understanding of elasticity is crucial for any basic pricing strategy.

The 2nd law of demand is that elasticity increases over time. We can demonstrate this by
considering what happens when fuel prices rise. In the short term there may not be a massive
effect, because it will be quite inelastic. But remember that we demand petrol to satisfy our
pressing needs, and some of these needs will be more pressing than others. If petrol becomes
more expensive we stop satisfying the least pressing needs first. Maybe you cut down on
unnecessary journeys and improve your energy efficiency by taking the golf clubs out of the
boot, driving at 55mph, or only going to the supermarket once a week. The more time that
passes the easier it is to find substitutes. You start getting the train to work, or get taxis when
you need to go to the airport. Over the medium term if fuel prices remain high you will
consider buying a more fuel-efficient car. You wouldn’t go out and buy a new car as soon as
fuel prices went up, but higher fuel prices could mean that fuel efficiency is something you
consider when you do come round to replacing it. If more time elapses we might expect more
permanent solutions. You may start working from home more, or move house to reduce your
commute. The bottom line is that substitutes are everywhere, but can be costly to find (after
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all there’s a reason you’ve chosen to use a car in the first place). If the price of a good rises
then consumers will reduce their consumption by a larger amount in the long run than in the
short run. This is because the more time you have to deal with a price change, the easier it is
to adapt (and therefore the less costly it is). Elasticity increases over time. And indeed rising
fuel prices are market signals to encourage people to make this steady transition away from
fossil fuels.

Changes in price are not the only thing that will influence demand. Indeed there’s an
‘elasticity’ for any variable that influences a consumer’s marginal value. We can look at two
of the main ones:

= Income elasticity

This is the responsiveness of demand to changes in income, and is calculated by the
percentage change in quantity demanded divided by the percentage change in income.
Intuitively you may think that the more income you have, the greater your demand will
be. And for many goods this is the case. There would be a positive income elasticity, and
we call them ‘normal’ goods. (If the income elasticity is greater than 1 we tend to call
them ‘superior’.) But think about low quality products that have obvious, higher standard
alternatives. For example you may buy reasonably cheap cuts of meat, or low quality
wine. But if your income rises you may decide to switch to rump steak and champagne.
For some goods you’ll therefore consume less if your income rises. In this case the income
elasticity would be negative, and we label these goods as ‘inferior’.

Things like new cars, private education, donations to environmental goods and swim-
ming pools are all highly income elastic. As income rises the demand for these goods
expands even more rapidly and therefore spending on them rises as a proportion of income.

A really important implication of this is that recessions are not necessarily bad for
business. This is because falling incomes will only lead to falling demand if the good is a
normal one. If the good is inferior (i.e. the cheap cuts of meat or the cheap wine) demand
will rise.

= Cross price elasticity

This is the responsiveness of demand to changes in price of an alternative good, and is
calculated by dividing the percentage change in the quantity demanded of one good with
the percentage change of price of another good. If the cross price elasticity is positive it
means that when the price of good X goes up, the demand for good Y will. This implies that
the two goods are substitutes. We’ve discussed previously how consumers can respond to
price changes by switching to an alternative, and here’s how we determine the substitution
effect. Substitutes are two goods that provide a similar function. Typical examples include
hamburgers and tacos; Coke and Pepsi; butter and margarine; ball point pen and felt tip
pen. If the price of the former goes up, we’d expect people to switch to the latter.

However not all goods act as alternatives to each other. Some goods need to be used
with another product. If the cross price elasticity is negative it means that if the price
of Y goes up the demand for X will fall. This is because fewer people will demand Y
and therefore fewer people will demand X. We call such goods complements, and define
them as goods that are consumed jointly. Typical examples include burgers and fries; hats
and gloves; window frames and glass panels; cars and petrol. If the price of the former
goes up, we’d expect people to buy less of both. Companies don’t have to make money
across all product lines — they can give away things for free if they encourage the purchase
of complementary goods.
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My local Honda dealer does not understand the difference between substitutes and
complements. Within a year of buying a new CR-V they sent me details of special offers
on an even newer CR-V. But to me they are close substitutes. The fact that I'd already
bought one did not mean I would be interested in another. In fact, it took me three years to
find a plastic cargo liner that would fit perfectly into the boot. Since this is a complement
to a CR-V, this is the type of product the dealer should have been attempting to sell me.

The Alchian-Allen effect (also known as the third law of demand) claims that if you add
a per unit levy to the prices of two substitute goods, the relative consumption of the higher
priced good will rise. This can be directly applied to travel expenses. Imagine that the price
of a standard train ticket from London to Liverpool is £40, whilst a first class ticket is £60.
One way of viewing this is that the first class ticket is 1.5 times as expensive as travelling on
standard. Now, imagine that the travel agent that makes the booking charges a flat rate of £10
per booking. The standard ticket is now £50, and first class is £70. The relative price of the
first class ticket has now fallen to 1.4 times standard. First class travel has become relatively
cheaper. Ceteris paribus, we would expect a shift from standard to first class.3"

Consider Table 1.1, which shows a number of different goods down the middle column.
We can add substitutes on the left hand side and complements on the right. The fact that you
may disagree with some of these demonstrates that preferences are subjective.

Just because we’ve introduced some technical terms, and formulas, do not start to think that
our object of study has become more objective. The extent to which goods are complements
or substitutes still depends on our subjective judgement about their ability to satisfy the same
pressing needs. Some people express a strong preference for Coke over Pepsi and vice versa.
We can have a legitimate disagreement about whether they’re ‘the same’. We might use data
relating to actual purchases and calculate a cross price elasticity, but this stems from the
subjective judgement of consumers and is not an inherent property of the good. Today we
may consider olives and hummus to be complements, because there can be no great dinner
party without them. Tomorrow we may decide that we only need one or the other. Diversity
of opinion is what makes markets tick.

We will finish this chapter by stating four postulates that will hold for the rest of the
book. We have derived them sequentially, and they logically follow from each other. They
sound obvious, but the trick of applying economics to complex situations is retaining a clear
understanding of the logic of microeconomics.

1. People have preferences

2. More of a good is preferred to less

3. People are willing to substitute one good for another
4. Marginal value falls as you consume more.

TABLE 1.1 Cross price elasticity spectrum

Substitute Good Complement
Blu Ray player DVD player Television
Pepsi Coca Cola Hot dog
Olives Hummus Pitta bread

Water Wine Water
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30. The Alchian-Allen effect originates from Alchian, A. and Allen, W.R. (1964) University Economics,
Belmont. Their original example concerns the consumption of grapes, and how a per unit shipping
cost will shift relative consumption towards higher quality. Let’s consider two bottles of wine that
are both produced by Freemark Abbey Winery, in Napa Valley. There is a 2011 Edelwein Gold
Riesling that sells for $75 and a 2012 Viognier for $30. The Riesling is 2.5 times more expensive
than the Viognier. Imagine that you live in the UK, and that there is a $15 shipping charge per bottle.
Your choice is therefore between a $90 Riesling and a $45 Viognier. The Riesling has become
relatively cheaper, because it only costs 2 times the Viognier. This is the Alchian-Allen effect.
Tyler Cowen and Alex Tabarrok have an important critique that specifies a number of instances
where the Alchian-Allen effect is erroneously invoked [Cowen, T. and Tabarrok, A. (1995) Good
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Returning to our previous example, we can conclude that British consumers will consume relatively
more expensive Californian wine than Californians (because they face a lower relative price). It is
tempting to try to extend this analysis and claim that British tourists that visit Napa Valley will
also find the high quality wine to be relatively cheaper than locals. After all, what is the difference
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higher quality goods when they are travelling on business’. Cowen and Tabarrok point out that for
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assumptions. These are: (i) that they are planning high quality and low quality trips in future; and
(ii) that the high quality good is positively related to a high quality trip. In which case the theorem
applies to the trip as a whole, rather than the particular good.



