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Chapter 2

Cost and Choice

Costs cannot be realised. They must remain for ever in a 
world of projecting, fantasising or imagining.

Gerald O’Driscoll and Mario Rizzo1

One day an expensive lawyer was visiting the offices of 
oil conglomerate Koch Industries, at their headquarters in 
Wichita, Kansas. He needed to make some photocopies 

and sought out a secretary and asked for directions. She offered to 
take care of it for him; he said he was happy to do it. But she insisted. 
She knew how much he was being paid, and what the value of his 
time was. If he spent that time doing photocopies, he was wasting 
resources. The lawyer couldn’t argue with that logic, and gratefully 
handed over the stack of paper. Several weeks later he was back, 
and went to same secretary and mentioned that he had more photo-
copying. On this occasion, however, she refused. She was in the 
middle of writing up an important contract and was working to a 
strict deadline. At that moment in time, her time was more valu-
able.2 What I like about this anecdote is how a consideration of the 

1 O’Driscoll and Rizzo (1985, p. 48).

2 This example was based on an anecdote relayed in a meeting with Charles G. Koch in 
March 2007. Another version of it appears in Sola and Couturier (2013).
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costs of an activity is so deeply embedded within the organization. 
You can only tell if you’re creating value if you understand the costs 
of an action. The fact that costs are so often hidden is all the more 
reason to go searching for them.

The purpose of this chapter is to help managers to internalize 
the concept of opportunity-cost reasoning, and to see how the 
cost structure of a firm and industry matters. We will look at what 

“costs” are and how they shape decisions. Over the shorter term 
the decision facing a manager is the utilization of a plant. The 
question is “how much output should I produce, given the size of 
the plant?” Over the longer term the question is “what should the 
size of the plant be?” The emphasis will be on the types of costs 
faced by managers, but it should be realized that the foundations 
of cost theory remain in the realm of subjective, individual choice. 
It is a real shame that so many textbooks give the impression that 
demand and supply analysis is the combination of subjective value 
and objective costs. The concept of cost is every bit as subjective as 
value. This is a theoretical point, but with direct practical applica-
tions. Rather than cut costs, we need to confront them.

2.1 Opportunity cost

The most important thing to understand about costs is how to inter-
nalize and apply the notion of opportunity-cost reasoning. This is 
where we detach “costs” from the accounting treatment of mone-
tary values, and take a more philosophical approach to what costs 
are. Imagine that you are given a choice between three banknotes:

• £50
• £20
• £10

What is the cost of choosing the £20 note?
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 This isn’t as simple a question as it appears. The obvious answer 
is “0”, since I’m offering you the choice for free. If you were writ-
ing up your accounts there would be no receipt, so no cost. But it 
should be obvious that the economic cost is above zero. In the act of 
making a choice you are giving up an alternative course of action, 
and to an economist that is the cost of your decision. To econo-
mists a cost is an action, not a price. There are really two stages to 
identifying costs:

1. What is your “next best alternative” (NBA)?
2. What is the monetary value of your NBA?

Students are often quick to try to attach numerical values to cost, 
but it is the NBA itself that is the cost. George Shackle referred to 
costs as the “skein of imagined alternatives”3 precisely because we 
never see costs. By definition costs relate to actions that we don’t 
take, and we make a best attempt to place a monetary value on 
them. They’re hard to measure, precisely because we never actually 
see them.

So what is the “cost” of choosing £20? The NBA is the £50 note, 
and it is easy to estimate how much this is worth to us: £50.4

3 I love the phrase “skein of imagined alternatives” and it sounds like something  Shackle 
would say, but I cannot locate it in print. The closest I can come is in Cowen (2005a).

4 When I ask this question to students they often answer with £30, and I can under-
stand why. The key thing is whether the “monetary value of your NBA” is treated 
as a gross concept (i.e. the upside of the forgone action), or a net concept (i.e. the 
forgone gain). If the question was “what’s the economic loss associated with choos-
ing the £20 note” then the answer would unambiguously be £30. But by asking for 
the cost we are focusing on an input to that calculation. Or at least that’s the way 
the question is intended to be framed. “The opportunity cost of choosing the £20 is 
obtaining £50 note” and “The opportunity cost of choosing the £20 note is £30 of 
consumer surplus” are both correct answers. For more on this see Evans, A. (2015) 
What’s the right way to think about cost? IEA Blog, 4 February (https://iea.org.uk/
blog/whats-the-right-way-to-think-about-cost).
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Sometimes we need to be explicit that we are talking about 
opportunity costs (also known as “hidden” costs, or “implicit” 
costs) rather than accounting costs, but a good economist will 
always define and use “cost” as “the next best alternative”. And this 
isn’t mere semantics; understanding the difference between eco-
nomic and accounting costs can be a major source of competitive 
advantage.

One way to implement opportunity-cost reasoning within an 
organization is the concept of “Economic Value Added” (EVA), 
a registered trademark of Stern Stewart & Company. The role 
of an accountant is to value assets and protect bondholders from 
potential bankruptcy. But what about equity holders? Joel Stern 
developed EVA as a student at the University of Chicago, part of a 
tradition in corporate finance that aimed to measure the economic 
value of company’s activities.5 Put simply, EVA is an attempt to 
make the hidden cost of capital more visible, allowing managers to 
monitor and reward genuine value creation.

To an accountant “profit” simply means that revenue exceeds 
costs. But to be economically profitable you need to go beyond 
ensuring that revenues exceed costs; you must deliver a profit that 
outperforms the NBA of the resources you utilize. The interest rate 
paid on government bonds is often used as a point of comparison, 
but most companies should be generating higher returns than this. 
The weighted average cost of capital is one benchmark that can be 
used. The bottom line is that if a company is making less profit 
than it could have made doing other activities, from an economic 
point of view it is making a loss – even if accounting profits are 
high.6 As Peter Drucker said,

5 Ultimately, EVA derives from Alfred Marshall’s concept of “residual income”, which, 
as we shall see, is the foundation of how we view entrepreneurship.

6 In other words, you’re only creating an economic profit if it’s more profit than the 
profit you could make from the next most profitable project. This is a large burden to 
reflect on. It implies that economic (or “pure”) profit is rare indeed because it’s the 
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Until a business returns a profit that is greater than its cost of 
capital, it operates at a loss. Never mind that it pays taxes as 
if it had a genuine profit. The enterprise still returns less to 
the economy than it devours in resources. It does not cover 
its full costs unless the reported profit exceeds the cost of 
capital. Until then, it does not create wealth; it destroys it.7

EVA isn’t perfect, and as you get lower down an organization it can 
become increasingly difficult to measure economic profit. This is 
mainly due to shared resources and transfer pricing. But the NBA 
to these sorts of measures is either arbitrary guesses, or nothing. We 
are always groping in the dark, but EVA is a flashlight.

When economists have a book manuscript that we are trying to 
get published, we tend to favour agreements that keep the price of 
the book reasonably low. For me personally a sales price of more 
than £30 can be a bit daunting. But to what extent does the sales 
price capture the cost of reading a book? The cost of you reading 
these words is not the amount of money you paid to buy it. Forget 
cash. The cost is what you would be doing, if not reading this book. 
A cost is,

biggest missed opportunities that are your relevant costs. This is a concept that Anton 
Chekhov understood well. In Rothschild’s Fiddle he wrote about Yakov, who played 
the fiddle at weddings as a means to generate extra income. “In the course of the year 
there were some two hundred days on which, whether he liked it or not, [Yakov] had 
to sit with his hands folded. And only think, what a loss that meant. If anyone in the 
town had a wedding without music, or if Shahkes did not send for Yakov, that was a 
loss, too”. Yakov made the mistake of actually quantifying these missed opportunities: 

“It came to a thousand roubles. This so agitated him that he flung the reckoning beads 
down, and trampled them under his feet… He thought that if he had put that lost 
thousand roubles in the bank, the interest for a year would have been at least forty 
roubles, so that forty roubles was a loss too. In fact, wherever one turned there were 
losses and nothing else” (Chekhov 1999). So although it’s important to be able to 
identify hidden costs, don’t dwell on them and end up like poor Yakov.

7 Drucker (1995).
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[The chooser’s] own evaluation of the enjoyment or utility 
that he anticipates having to forego [sic] as a result of selec-
tion among alternative courses of action.8

My obligation as an author is to generate enough value to cover that 
cost, not how much you paid out of pocket.

As you might expect, if economists view costs in a different 
way to accountants, then their understanding of profit will be dif-
ferent as well. For example, I teach on several different MBA pro-
grammes. Let’s imagine that the standard rate for a day’s teaching 
is £1,000, and the client pays for the airfare, accommodation and 
meals. At the end of a three-day course I will have no receipts, but 
will take home a cheque for £3,000. The question is how much 
profit have I made? To an accountant, it would be £3,000. But 
recollect that this is the market rate. If I were not teaching for 
this school, I would do so for another. In this case my NBA is 

“lecturing for another client”, and this is worth £3,000. Suddenly 
the economic “profit” becomes zero! The artist Albrecht Durer 
realized this point when he said,

My picture… is well finished and finely coloured… [but] I 
have got… little profit by it. I could have easily earned 200 
ducats in the time.9

This finding is important. If you think about it, it’s simply saying 
that my chosen course of action is increasing social wealth by the 
same as my favoured alternative. Therefore there is no profit signal 
for me to do one above the other. Socially, it doesn’t matter. If 
something changed, and the school began paying £1,250 per day, 
then there would be a clear market signal. The economic profit 

8 Buchanan (1969).

9 Portrait of the artist as an entrepreneur. The Economist, 17 December 2011.
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of £750 would be alerting me to the fact that one of my options 
increases social wealth by more than the other. Now, I may not be 
motivated solely by money, and there may be intangible aspects of 
other offers that I take into consideration. I may enjoy the com-
pany of the programme management, or the local nightlife in a 
particular city. Indeed, the NBA may not be lecturing elsewhere, 
but staying at home with my family. But “the market” is helping 
me to decide what to do. Economic profit is providing a meaning-
ful signal.

The startling implication of this is that it is pretty rare to find 
economic profit. This is what some economists refer to as “pure 
profit opportunities”, and the essence of entrepreneurship is being 
alert to these opportunities as they’re created and/or discovered. 
This also explains why economists assume that in equilibrium firms 
make zero profit. It doesn’t mean that they are struggling to survive. 
It just means that all factors (i.e. labour and capital) are receiv-
ing their opportunity cost. In 2011 Marissa Mayer was working at 
Google and earning a high salary. Let’s imagine that it was around 
$2m per year. In anyone’s book, that’s a lot. But was she making a 
profit? In July 2012 she become the President and CEO of Yahoo! 
and earned almost $6m in her first year.10 The fact that she got such 
a large pay rise after moving jobs suggests that she was earning less 
than her market rate beforehand. Despite being very wealthy, she 
was probably making an economic loss.

There’s a famous saying in economics: “there’s no such thing as 
a free lunch”. Given that action always takes place over time, there 
is always an alternative course of action that you forgo. As Peggy 
Hill understands, understanding cost means that you think about 
what it might be.

10 Ellis, B. (2013) Marissa Mayer’s first-year pay: $6 million, CNN Money, 1 May (http:// 
money.cnn.com/2013/04/30/technology/marissa-mayer-pay/).
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“What didn’t happen is often as important as what did 
happen.” 11

2.2 Diminishing marginal returns

We are going to use a very simple model that will apply both to 
the output of an individual firm and the output of the economy 
as a whole. We can use a restaurant as an example. Let’s assume 
that output is a function of two factors of production: capital and 
labour.12 In this example “capital” means physical capital – plant, 
machinery and equipment. It’s reasonable to believe that over the 
short run these factors are fairly stable, and independent of our 
day-to-day changes in output. But let’s consider what happens if 
we vary our other factor input, i.e. labour. If we measure labour in 
terms of hours per week,13 it should be obvious that when labour 
is zero, output is zero. As the firm increases the amount of labour 
hired, we’d expect output to rise. Dramatically at first, because 
they will find ways to specialize in different tasks, and organize as 
a team. Many hands make light work. But at some point, if capital 
is held fixed, these gains in output will begin to decline. There are 
limits to how much use they can get out of their equipment. It 
can become more complicated to work as a team as the team size 

11 This quote appeared in an episode of King of the Hill called “Peggy Does Dallas”.

12 In formal terms the equation for the production function is Q = f (K̄, L). In our example 
we are seeing how labour has diminishing returns but the same applies to capital. The 
first units of capital should be more effective at increasing output than subsequent 
ones.

13 The way in which we measure labour hours is an important point and we will return 
to it later. One might think that we measure labour simply by counting the number of 
staff. But we also need to factor in the amount of time that is worked. If a factory cur-
rently hires two people that work 10 hours per week, and hires an additional person 
to work 10 hours per week, then “labour” unambiguously increases. But what about if 
while hiring the additional worker they cut the hours of their existing ones? Or what 
if they go down to just one worker, but give him a full-time (i.e. 35-hour-per-week) 
contract?
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increases. Too many cooks spoil the broth. At some point output will 
peak. Beyond this point, adding more factor inputs will actually 
lead to a reduction in output. At the extreme, you have so many 
people getting in each other’s way, unable to share equipment, that 
output may fall back to zero.

This phenomenon is known as the law of diminishing mar-
ginal returns (DMR), and states that as more and more units of 
a variable resource (in this case labour) are combined with a fixed 
number of another resources (capital), then using additional units 
of the variable resource will eventually increase output at a decreas-
ing rate. At such a point (the point of diminishing returns) it takes 
successively larger amounts of the variable factor to expand output 
by one unit. Or, to put it more simply, as you expand output mar-
ginal productivity (the extra output that you get for extra input) 
will eventually decline.

This law is useful to understand how real wage rates are dis-
covered. Instead of looking at the relationship between labour and 
total output, we can look at the marginal impact of additional units 
of labour. In other words if hiring the 10th person increases total 
output from 200 units to 240 units, we can say that the marginal 
product of the 10th person is 40 units. Diminishing returns will 
mean that there’s a point at which an additional unit means the 
marginal product is at its peak, and beyond that a point at which 
marginal product is zero. Intuitively, it must be the case that total 
output peaks when marginal product is zero. Once marginal prod-
uct becomes negative – and each individual worker is causing a 
reduction in output – total output must fall. If marginal product 
shows each additional worker’s contribution to output, we can put 
a value on that by multiplying it by the price of the good being sold. 
This figure, the marginal revenue product, is the market value 
of the work being done by that worker. That’s why economists 
claim that in equilibrium your wage should reflect your marginal 
productivity.
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The returns to each of the factors of production refer to the pro-
duction function of an organization, and the relationship between 
inputs and outputs. The concept of DMR is important because 
it affects your costs. If your marginal productivity is falling, this 
means that you need more inputs to produce extra units of output. 
This means that the cost of producing those extra units (i.e. the 
marginal cost) is rising.

If the marginal cost (MC) is lower than the average cost (AC), 
then AC must fall. If a student’s grade is below their average, then 
it brings the average down. Diminishing returns mean that even-
tually marginal costs will begin to rise, so eventually average costs 
will.

***
A fixed cost is a cost that is fixed with respect to changes in output. 
By contrast, a variable cost is one that varies with respect to output. 
When the writer Alan Bennett offered to make a cup of coffee for 
Miss Shepherd (a lady who lived in a van in his garden) she said, 

“I don’t want to put you out, just half a cup”.14 The reason I found 
that funny, is because the bulk of the costs of making coffee are 
fixed (i.e. boiling the kettle, spooning in the coffee granules, adding 
sugar, adding milk, stirring). Whether you’re making a half a cup, 
or a full cup, doesn’t matter much. The variable costs are pretty low, 
and so her offer to reduce them is comical.

The reason why it’s so important to understand the difference 
between the two is because some types of cost are irrelevant for 
decision-making. Consider a company that has two different 
business units, one generating a profit of £5,000, and another of 
£40,000. Let’s also consider that although these figures incorporate 
the costs that are specific to each unit, there’s a further £20,000 of 
corporate overhead (for example rent, general and administrative 

14 Bennett (1999).
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expenses, joint marketing, etc.). Overall, the business is profitable 
(the combined profit of £45,000 comfortably exceeds the overhead 
costs). Imagine that your finance director decides to deal with these 
overhead costs by splitting them up between each business unit, 

“charging” £10,000 to each. In this situation, it would appear as 
if the first unit is making a loss of £5,000, and the second one 
a genuine profit of £30,000. You might be tempted to close the 
first. But both units have a positive marginal contribution. It might 
make sense to “assign” fixed costs for reporting purposes, but eco-
nomically they are completely irrelevant. In this example, they 
are sunk.15 They shouldn’t cloud your judgement, and both units 
should be kept open.16

Concorde is the classic example of the “sunk cost fallacy”. The 
British and French governments committed over £1bn of public 
money to develop the planes. Ultimately, only 14 were built for 
passenger use and operated at a significant loss.17 Decision makers 
were faced with a difficult situation – acknowledge that the project 
was losing money and reallocate resources to ones that generated 
more economic value, or continue investing in the project in the 
hope that it would claw back the losses. Policymakers felt that it 
would be a waste to retire it, but by waiting they wasted even more 
resources. They should have cut their losses. It was only after the 
2000 Air France crash and September 11th terrorist attacks that 
Concorde was abandoned in 2003.18 A sunk cost is incurred due to 

15 It’s not necessarily true that fixed costs are always sunk. I once had six months remain-
ing on a £40 per month mobile phone contract, and treated it as a fixed cost that was 
sunk. But when I called the provider they agreed to switch me to a £20-a-month tariff 
immediately.

16 To prove this, compare the profit if both are open (£25,000) with the profit if only the 
second one is open (£20,000).

17 Is this the end of the Concorde dream? Daily Telegraph, 16 August 2000.

18 I believe this is the conventional account of Concorde, but it may not stand up to 
scrutiny. One could argue that BA and Air France were ignoring the sunk costs, and 
continuing to operate because it was profitable at the margin. The fact that Airbus 
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an irreversible decision, and this can turn out to be a mistake. The 
challenge with sunk costs is that confronting them tends to mean 
that you’re admitting to a previous error. Perhaps this is why the 
sunk cost fallacy is so pervasive – it’s a lot easier to buy some time 
in the hope that they turn out not to be a mistake after all, rather 
than admit to them and move on.

If we treat fixed costs as being sunk (at least in the short term), 
it means that we should ignore them. If a cost is sunk, it has no 
opportunity cost, and is therefore irrelevant to decision-making. If 
you can’t affect something, and it will occur in any scenario, it 
can’t help you choose between scenarios. Therefore it is variable 
costs that should be the focus of attention, or, more accurately, the 
relationship between revenue and variable costs. The shutdown 
condition states that a business unit should be open provided it 
can cover its variable costs. According to the shutdown condition 
fixed costs are not relevant to the decision about whether to be 
open for business or not. Ultimately, you need to cover total costs. 
And if you can’t, you should sell up the business or liquidate the 
assets. But in the short run, when you are deciding about whether 
to open or not, the only hurdle you need to meet is variable costs. 
If you expect to generate enough revenue to cover those, you’re in 
business.

Now, imagine that you have been hired to advise a local pro-
bation service on ways to reduce costs. Everyone knows that the 
public sector is very costly, and a private company wishes to be 
given the casework. You estimate that the service needs to deal with 
a certain number of cases a year, and have established that the aver-
age cost for the public sector is significantly higher, across all ranges 
of output, than the private sector. Does that mean the public sector 
is the cheaper option? Not necessarily. The reason their average 

decided not to continue maintenance may support this. Moreover, if Richard Bran-
son’s attempt to buy and run BA’s fleet were genuine, this could mean it was a political, 
not an economic, decision to shut it down.
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costs are higher is because they have higher fixed costs. Although 
the public sector has a higher average cost, it could well have a 
lower marginal cost. They can complete any given case at a lower 
cost, but high fixed costs (irrelevant in this instance) inflate their 
average cost. Economic thinking is about making decisions at the 
margin. Rather than ask what total costs are when spread across 
all output, you should focus on additional benefits and additional 
costs from the spot where you stand today. Forgetting to focus on 
marginal analysis increases the chance of allowing irrelevant, sunk 
costs affecting decisions – look forward.

Prior to low-cost carriers such as easyJet, airlines would typi-
cally fill about 70% of seats per flight. But the marginal cost of a 
seat is 0, and so selling any unused seat for a price higher than zero 
contributes to profits.19 The implication is to do exactly what the 
low-cost carriers did: drastically reduce prices.20

Managers should also be constantly vigilant for transferred 
costs. Economists use the term externalities to refer to situations 
where the decision maker doesn’t bear the full cost of their actions. 
They are inevitable, but have the potential to create cross-subsi-
dization. If one department is generating costs that are inflicted 
on others, you get a faulty signal of value creation. We all have 
colleagues that impose costs on others. Whether it’s getting some-
one else to book their travel arrangements, or do their photocopy-
ing. An economist’s typical solution is to attempt to internalize 
the externality, and make decision makers bear the costs of their 
actions wherever possible.

19 Having said this, if the airline is attempting to minimize the amount of fuel it carries, 
an additional passenger may represent a large marginal cost because it requires them 
to recalculate how much fuel to buy. This is why airlines may offer cheaper fares for 
advanced bookings (because it helps them to forecast passenger numbers), rather than 
for last-minute ones.

20 In Chapter 4 we will see why this needs to be combined with price discrimination to 
ensure that existing customers don’t just switch to cheaper tickets.
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The purpose of covering all this theory is to understand the sup-
ply decision of a theoretical firm. It is easier to visualize with charts 
and examples, but an intuitive understanding of the concepts can 
help make those visualizations sink in. Imagine trying to plot what 
happens to average costs as you expand output. There are three key 
points to make:

• As output increases average fixed costs will fall (you are dividing 
a fixed numerator by a steadily increasing denominator).

• The variable input (in our case labour) will exhibit increasing 
returns to scale over a certain range of output, putting down-
ward pressure on average costs.

• But at some point diminishing returns will kick in, putting 
upward pressure on average costs.

What this means is that an average cost curve will always be a “U” 
shape. It may be shallow, it may be steep. It may bottom out at a 
low level of output, or a high level. But diminishing returns will 
mean that it will be a “U” shape.21

We’ve used the concept of diminishing returns to see why mar-
ginal costs increase as output does. But we can use another concept 
as well. Recollect that demand curves slope downwards because as 
we consume more, we place a lower value on consuming additional 
units. This is because we put them to satisfying less and less press-
ing needs. Conversely, marginal cost curves slope upwards because 
the more we produce the greater the opportunity costs of using the 
inputs for any specific use. It’s not just that the more labour we use, 

21 This is why firms need to ensure that they don’t produce too much. In an episode of 
Rick Stein’s Food Heroes, the affable chef met passionate producers of diverse foods 
such as hand-made pickles, lamb pies, smoked kippers and damson cobblers. When 
he interviewed a Sri Lankan lady who made lime pickle she revealed that she’d re-
ceived an order for a metric ton but had to turn it down because she didn’t have the 
capacity to produce it. She recognized that such a large amount would push her into 
the upward-sloping part of her average cost curve, and become unprofitable.



Cost and ChoiCe

53

the less productive it becomes when capital is fixed. It’s that the 
more labour we use for one production plan, the more labour is 
being kept from other potential uses. Marginal value curves must 
slope downwards. And marginal cost curves will slope upwards.

This relationship between average and marginal costs helps us to 
understand how firms decide the level of output they need to pro-
duce. For consumer behaviour, people act whenever the expected 
marginal benefit exceeds the expected marginal cost. Similarly, if 
firms are making decisions at the margin, they will be weighing up 
their marginal revenue (the revenue they receive from selling one 
extra unit) and the marginal cost. For simplicity, let’s assume that 
marginal revenue is the same regardless of how much you sell. This 
is simply the market price of the good you are selling.22 If marginal 
revenue exceeds marginal cost, it means you are selling the final 
product for more than the cost of making it. You will boost profit if 
you sell more. If, however, marginal revenue is lower than marginal 
cost, it costs you more to create the product than you can sell it 
for. In this case you will decide to produce less. And doing so will 
lead you to more profit. In equilibrium, you maximize profit when 
marginal revenue equals marginal cost.

What we’ve tried to do in this section is view short-term output 
decisions as a two-step process. Firstly, we need to consider whether 
we want to be open for business or not. And the shutdown con-
dition states that provided revenue covers variable costs, we open. 
Secondly, if we’re open, we need to decide how much output to pro-
duce. And we maximize profit when marginal revenue (i.e. price) 
equals marginal cost. When we put these two things together, 
we generate something of immense importance. If the marginal 
cost curve is telling us our optimal output response in relation to 

22 In other words we assume that the market is perfectly competitive, and the firm has no 
ability to influence the market price. This is reasonable if it’s a small firm, operating in 
a highly competitive market. We will relax this assumption when we look at competi-
tion theory.



ChaPter 2

54

different possible prices, we realize that we’ve generated a supply 
curve. A supply curve is the part of the marginal cost curve that 
allows you to cover your variable costs.

2.3 Economies of scale

In business, big isn’t always bad. Sometimes the only way to gener-
ate the efficiency required to bring a product to market is to operate 
on such a scale that you can spread your costs across a large range of 
output. Standard writing pens used to cost around $12.50, which 
was approximately a week’s worth of average earnings.23 However, 
Bic used the power of economies of scale to mass produce the ball 
point pen. They bought in bulk, streamlined production, and 
within three years were selling 40m pens per year. In 2016 Bic sold 
7bn pens and the average price fell to just 10 cents. This was good 
business for Bic, but also for consumers. Suddenly high quality 
writing instruments were cheap and plentiful.24

Similarly, in what circumstance would it make sense to invest 
millions of pounds in a new technique that reduces costs by a 
tiny amount per unit? The answer is: if you sell a lot! This helps 
to illustrate the point that being big generates additional reasons 
to economize on costs. The larger the firm, the bigger the gains 

23 Ballpoint pens? Heck yes, ballpoint pens! Stuff you should know, August 2018 (https:// 
www.stuffyoushouldknow.com/podcasts/ballpoint-pens-heck-yes-ballpoint-pens 

.htm).

24 Next time you order a takeaway pizza, consider the small piece of plastic, sitting on three 
narrow stilts, in the middle of the box. The pizza “saver” is a clever device that prevents 
the top of the box from caving in, and was invented by Carmela Vitale in the 1980s. 
Although the raw materials for the pizza saver are incredibly cheap, the production costs 
to bring the product to market have been estimated between $500,000 and $1m. You 
can buy pizza savers for around 5p each, so it should be obvious that you’d need to sell 
a lot of them in order to make it worthwhile. And this is where economies of scale come 
in. In some situations, the optimal production level will be large. See McKinney, K. 
(2016) All hail the pizza saver, the tiny piece of plastic protecting your pie. Eaer.com, 
27 September (https://www.eater.com/2016/9/27/13033254/pizza-saver).
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from recycling, or finding alternative and productive uses for waste 
products. This does pose a challenge, as we weigh up the efficiency 
of the firm versus the efficiency of the market as a whole. And 
in Chapter 5 we will look at whether or not increased firm size 
is in the consumer’s interests. But before then let’s recognize that 
increased efficiency helps to ensure that we’re making the best use 
of scarce resources. For example, when McDonald’s reduced their 
napkin size by one inch this saved 3m lbs of paper per year.25 It 
would hardly be worth it for a smaller firm to bother.

In the short run, managers are making a highly constrained 
choice about the optimal use of their current resources. But if we 
lengthen our time horizons and relax those constraints (i.e. we 
drop the assumption that any factors of production are fixed), the 
key question becomes “how does scale impact long-run costs?” 
The planning horizon is another way of conceptualizing the 
long run, and simply means that all costs are variable and there-
fore vary with respect to output. It doesn’t mean that fixed costs 
don’t exist, but that you are able to decide which fixed costs to 
commit to. To understand the difference, think of the year 2013 
and consider the contrasting coaching styles of Arsène Wenger, of 
Arsenal, and Rafael Benitez, of Chelsea. Benitez joined Chelsea in 
November 2012 following the sacking of the previous coach. He 
was appointed as “interim” manager and it was publicly stated that 
he would only have the position on a temporary basis. Knowing 
that he would be leaving at the end of the season, the question 
he was asking was “what is the best use of my current resources?” 
With little influence on player transfers, and little incentive to care 
about the team’s medium-term development, his task was a simple 
one. Win trophies with the resources you are given. He promptly 
won the 2013 Europa League.

25 Do you want ethics with that? The Economist, 9 February 2019.
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Arsène Wenger, by contrast, was appointed Arsenal manager in 
1996. Since then he won the Premier League three times (including 
going a season unbeaten), the FA Cup seven times, and reached 
the Champions League final. His ability to sign players with raw 
potential and then sell them for high fees once they have peaked fit 
with a conservative business model employed by their owners. Des-
pite not winning a trophy for several years his position was safe and 
he was able to plan for the long term. Indeed, he won the FA Cup 
in 2017 before retiring one year later. The question he was asking is 

“what resources do I need?” Both managers saw success with their 
clubs, and it was due to adopting an appropriate time horizon.

As in the short run, the long-run average cost curve will be a “U” 
shape. As output increases AC will initially decline, because fixed 
costs can be spread over more units. This is known as economies 
of scale, and we can split them into two types:

• Internal economies of scale (where average costs depend on 
the size of the firm):

• Technical (these refer to production costs and result from 
things like learning by doing, more efficient machinery, 
the use of waste products and the specialization of human 
capital)

• Commercial – both in terms of buying (bulk discounts) 
and selling (advertising costs)

• Financial – better access to finance
• Managerial – can spread the costs of HR, legal, etc.
• Risk bearing – can afford to invest heavily in R&D, prod-

uct diversification, etc.
• External economies of scale (where average costs depend on 

the size of the industry)
• Political – the impact of lobbying
• Infrastructure – benefiting from the same transport hubs 

and communication networks
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• Access to raw materials (such as a market for inputs or 
supply of skilled labour)

• Access to raw materials/supplies
• Knowledge spillovers – such as publicly funded research
• Foot traffic

Big box retailers, like Staples, and out-of-town supermarkets have 
successfully reaped the rewards of economies of scale. Exclusive 
arrangements with suppliers mean that firms compete intensely 
for the ability to supply products, reducing their costs. The retailer 
and supplier thus share in the profit from such economies of scale. 
The other element of the planning horizon is economies of scope. 
This occurs when the cost of producing two goods together is less 
than producing them separately and is another source of advan-
tage for larger firms.26 Economies of scope allow firms to use the 
same physical assets or technical knowhow to engage in product 
diversification that will reach larger markets. For example when 
BMW created the Xdrive gear shift they ensured that it would be 
compatible with their full range of new vehicles. It is more cost 
effective for BMW to develop this asset and bundle it with several 
different product lines than it is for smaller manufacturers who 
create specialized versions.

We hear about economies of scale (and to a lesser extent econ-
omies of scope) a lot and many people are concerned about the 
potential for efficient firms to grow indefinitely. Some argue that 
capitalism leads to an increasing concentration of capital, i.e. that 
average cost curves slope downwards over the whole range of out-
put. And indeed this would generate behemoths. But those con-
cerns tend to ignore one important fact. This is impossible! At some 
point average costs will begin to rise, because marginal costs will 
be upward sloping and diminishing returns will come to dominate. 

26 More formally, Cost (Q1 + Q2) < Cost (Q1) + Cost (Q2).
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Once a firm gets to this point, it will start to exhibit diseconomies 
of scale, which are driven by the following:

• Managerial costs involved in coordination, control and 
monitoring

• Local knowledge
• Innovation and creativity

These aren’t hypothetical. In July 2008 The Economist made an 
incredibly prescient point about the business models of big banks, 
saying, “Some think that, like Citi, AIG has become too complex 
for anyone to run.”27 When I tell managers of FTSE 100 compa-
nies that scale is supposed to be a cause of efficiency they laugh in 
my face. The optimal scale of a firm – and indeed an industry – is 
determined by the shape of the average cost curve. Anti-capitalists 
are right that sometimes the “optimal scale” will be big, but this 
isn’t inevitable. It will only tend to be the case where there are 
high fixed costs, and low managerial costs.28 Energy companies, 
telecommunication firms or franchised fast food outlets may be 
an example, and indeed these tend to be large (there are very few 
boutique oil companies). But for many other industries the dis-
economies of scale kick in a lot sooner and the optimal scale will 
be reasonably small. High quality restaurants, plumbers and estate 
agents all tend to be quite modest in terms of the output produced. 
Indeed we also see examples of industries where the long-run aver-
age total cost curve is pretty flat, such that there’s no real advantage 
to being either big or small. Consulting, for example, tends to see 
very large multinational companies such as Accenture competing 
on a fairly even cost basis with small partnerships that specialize in 

27 Enter the quiet giant. The Economist, 19 June 2008.

28 Chapter 5 will consider the social costs of “natural monopolies” which occur when 
the optimal size of a single firm coincides with the demand curve for the industry as a 
whole.
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a particular area. In an advert for DHL the manager of an SME 
complains about how difficult it is to compete with larger rivals 
that have more market power, while a manager of a large company 
complains about how startups are so much more agile. Both of 
them view logistics as their secret weapon (as you may expect) but 
both demonstrate that there are advantages to being large and to 
being small.

Another interesting example of the tension between econ-
omies and diseconomies of scale is found in knowledge-intensive 
companies. Pharmaceutical companies are desperately looking for 
researchers that will discover the next blockbuster drug, giving rise 
to another source of economies of scale, those that seek to reap 
the benefits of “economies of ideas”. The larger the scale, the more 
likely you’ll get lucky and have hired the right person. But working 
with genius has drawbacks. As The Economist puts it, “talent-driven 
firms can be torn apart by feuds or rendered dysfunctional by ego-
centric behaviour.”29

If we want goods and services to be made as efficiently as pos-
sible, the aim should be to let firms experiment with different scales, 
and discover what the optimal size is.

2.4 Cost vs. waste

One of the most common sources of complaints I hear among man-
agers is that they waste their time in too many meetings. One study 
found that the average office worker spends around 16 hours per 
week in meetings, and a quarter of that time is wasted. And for civil 
servants it’s even worse. They spend 22 hours in meetings, with 
one-third a waste of time.30 This could well be because meetings 

29 Of businessmen and ballerinas. The Economist, 9 February 2013.

30 Burn-Callander (2013). The argument in favour of meetings is that if it were easy 
to assess the activity of employees through arm’s-length measures then it could be 
outsourced. The purpose of the firm is to deal with the fact that some activities are 
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are such a big source of hidden costs. Let’s say you get invited to a 
meeting with five other people, and it’s scheduled to last an hour. 
The first point to make is that this is in fact a six-hour meeting. The 
second point is that in most cases the cost is barely acknowledged, 
let alone confronted. This is because there isn’t a receipt. The person 
that calls the meeting can do so “for free”. But of course nothing 
is free, and the cost will be what those six people could otherwise 
have been doing. It’s hard to measure what the value of their time 
is, but their market wage is a reasonable approximation.31

Managers can “internalize” opportunity-cost reasoning in this 
way, and constantly ask themselves “What’s the next best alterna-
tive to this course of action?” “What am I sacrificing?” “Is this truly 
the best use of my time and resources?” Koch Materials Company 
(KMC) had a profitable asphalt plant in Iowa and there was no rea-
son why they would want to move. But a sales representative that 
understood opportunity cost noticed a newspaper article about a 
casino trying to find land in the area. It became clear that the 
casino valued that land more highly than they did, so they sold.32

As we saw, EVA is a technique to help opportunity-cost rea-
soning permeate the company. If managers had to cover the cost 

hard to observe and quantify the value of (see Chapter 5 of Fisman and Sullivan 2013). 
In this sense meetings are a crucial tool of management, “they’re watching over and 
coordinating the hard work the market couldn’t handle” (p. 151).

This is a valid point, but is a defence of meetings generally, and doesn’t mean that 
all meetings create value. The challenge for management is to ascertain when the in-
formation exchanged in meetings might be conveyed in more efficient ways, and when 
to rely on the bureaucrat’s tools of memos, meetings and reports. An understanding 
of cost can help with this.

31 There is an iPhone application called “Meetzy” and it is a way to help create more 
productive meetings. At the onset, you enter the number of people attending and their 
average wage. You then press “start” and it keeps a running count of the hidden cost 
of the meeting. This isn’t to say that all meetings are a waste of time. It’s just that we 
can’t tell if they’re a waste of time unless we know how much they cost. It’s only if you 
know the cost of something that you have a realistic way of knowing if the benefits are 
greater.

32 Koch (2006, p. 110).
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of people’s time when they called a meeting, we’d probably have 
fewer meetings. We’d certainly have shorter, more productive ones. 
The point isn’t to monetize everything, but to try to make hidden 
costs explicit. Companies are increasingly realizing that there’s an 
opportunity cost to utilizing office space. In fact some of them 

– such as BT – charge managers for the desk space used by their 
team. Let’s imagine that in their present location this amounts 
to £8,000 per desk, per year. The fact that most companies don’t 
charge managers for their desk space does not mean that there isn’t 
a cost. It just means that it’s a hidden one. If this team weren’t using 
those resources, another team would be able to. So how do we 
know which team values it the most? Perhaps many of the current 
team spend a lot of time working remotely. So the manager can-
not justify spending £8,000 per person on desk space that is rarely 
used. To conserve budget, she is incentivized to look for cheaper 
locations. Maybe another location would only “cost” £6,000 per 
desk. This is win–win. The manager is happy to conserve resources 
for more important needs. And it frees up the office space for a 
team that does value it so highly. Resources get moved from low to 
high value uses, once costs become visible. The fact that markets 
are quite crude is a source of their strength. Once costs are visible, 
decision-making becomes significantly easier.

A simple way to implement opportunity-cost reasoning is to 
hold meetings standing up, which tend to be substantially quicker 
than sit-down meetings and studies suggest that decision-making 
quality remains the same.33 When I had a tour of Pelisor Castle in 
Sinaia, Romania, I was taken by the desk of King Ferdinand I. It 
was at chest height and didn’t have a chair. Not only did he work 
standing up, but more importantly it meant that all of his meetings 
were conducted on foot. This was his attempt at encouraging brev-
ity. Some firms hold meetings just before lunch for similar reasons.

33 Silverman (2012).
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Before managers get too zealous about managing costs, how-
ever, we must recollect that costs are every bit as subjective as value. 
Therefore, we may disagree on whether or not something consti-
tutes a cost. Some colleagues may actually enjoy long meetings, if 
they’re treated as a substitute for actual work. In Nick Hornby’s 
classic autobiography, Fever Pitch, the author views a house close 
to the Arsenal football stadium.34 He asks the estate agent how 
often the matches are played, implying that this would be a great 
inconvenience. As part of his bargaining position, he pretends that 
hoards of football supporters passing his front door every other 
week would cause distrust and discomfort and thus expects to pay 
less for the house as a result. In fact, he is an ardent Arsenal fan and 
would like nothing better than to live in such close proximity to 
the famous Highbury. Some house viewers may demand a discount, 
others could be willing to pay a surcharge. One person’s cost is 
another’s benefit.

One final point to make is that costs in and of themselves aren’t 
bad. They are the market’s way of signalling resource scarcity. Man-
agers should constantly be searching for hidden costs, and bringing 
them into the light. As we’ve seen, economic calculation helps us 
to do that. But because costs result from the use of factor inputs, 
they need to be optimized, not minimized. In other words there’s a 
big difference between cutting costs and eliminating waste. When 
I mention this to managers, they tend to argue that when they say 

“cost cutting” they mean “eliminating waste”. But it’s not uncom-
mon to see firms make cuts across the board. There’s no doubt that 
across-the-board cuts have benefits (for example they are quite low 
cost). But they reveal that you don’t know where the waste is taking 
place. And it’s a manager’s job to understand their business well 
enough to ensure that across-the-board cuts aren’t necessary. On 
top of this they can signal a lack of leadership. Across-the-board 

34 Hornby (1992).
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cuts mean that you can avoid having to make a claim about where 
you believe the waste is. This can be deemed “fairer”, because you’re 
treating everyone equally. But it also shows a lack of courage. Don’t 
cut costs. Eliminate waste.


