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This study analyzes the retail  market a s  a commons, a n d  identifies trans- 

action costs as the prime ingredient o f  that market. Retailers a n d  the sales 

personnel that they employ operate only because they are able t o  reduce the 

cost of transactions between consumers and producers. The traditional 

economic mode1 o f  supply and demand assumes away the effects o f  transaction 

costs. As a result ,  the complex behaviour o f  retail  markets analyzed i n  th is  

study i s  n o t  captured i n  the traditional model. 

The major differences i n  prediction between the retail  market model 

developed in this study and the traditional model are concerned with: the 

mechanics o f  how the open access equilibrium i s  achieved; the range o f  

feasible price/volume combinations ( i t  i s  more restricted in the retail  

market model than i n  the traditional model); the behaviour o f  monopolists; and, 

the effects of taxation and public sector spending on the private sector ( i n  

the retail market model, public sector spending i s  an essential part o f  

generating an  efficient private sector) .  

This study observes that individuals employed in the retail  sector tend 

t o  receive much lower returns t o  their  effort  than individuals employed in 

other sectors of the economy. The study indicates that low returns t o  

resources employed in retai l  markets are due t o  market failures in other 

sectors o f  the economy. Specifically, the open access commons nature of 

retai l  markets makes them, for the most part, nearly perfectly competitive. 

As a result ,  retail  markets tend t o  act as a "sink", attracting labour and 

other inputs displaced from other sectors of the economy by barriers, other 

inefficiencies, and new applications o f  technology. 
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I. INTRODUCTION 

I n  1977 over a t h i r d  o f  t he  domestic product  generated by t he  Canadian 

p r i v a t e  sector ,  exc lud ing a g r i c u l t u r e ,  was a t t r i b u t a b l e  t o  t h e  r e t a i l  sales 

and serv ice  subsector. '  Th is  subsector i s  no t  an i s o l a t e d  segment o r  

pocket o f  t he  economy. I t s  importance t o  t h e  economy i s  g r e a t l y  magnif ied 

because i t  ac t s  as a " l a y e r "  over t he  r e s t  o f  t he  economy, through which, 

u l t i m a t e l y ,  most non-government goods and serv ices must pass before they 

a re  o f  b e n e f i t  t o  t he  consumer. However, most t r a d i t i o n a l  models of 

markets e i t h e r  ignore  t h i s  subsector o r  make assumptions (such as per fec t  

markets w i t hou t  t r ansac t i on  cos ts )  t h a t  deny i t s  ex is tence.  

I f  r e t a i l  markets behaved as o ther  markets do, the re  would be l i t t l e  

harm i n  the  above f a i l i n g .  However, r e t a i l  markets e x i s t  t o  reduce the  

cos t  of t r a n s a c t i n q  the  movement o f  goods from the  producer t o  where the  

u l t i m a t e  consumer wants them, and t he  t r a n s f e r  of money from the  u l t i m a t e  

consumer back t o  the  producer. 

Th is  study w i l l  demonstrate t h a t  t he  behaviour of consumers, r e t a i l e r s ,  

salesmen and manufacturers i n  t he  r e t a i l  market can be charac te r i zed  by 

modeling the  r e t a i l  market as a commons. I n i t i a l l y  the  behaviour i n  r e t a i l  

markets i s  character ized,  i n  t h i s  study, i n  terms of a f i xed  r e t a i l  p r i c e  

model. One of the  i n t e r e s t i n g  f i nd i ngs ,  i n  t h a t  model, i s  t h a t  t he  ou tpu t  

of a p r o f i t  maximizing monopol ist  can, i n  many instances, generate a h igher  

soc i a l  surp lus than t he  ou tpu t  a t  the  open access equ i l i b r i um .  Th is  study 

does not ,  however, ho ld  t h a t  r e t a i l  p r i ces  a re  f i x e d  - t he  use o f  f i x e d  

r e t a i l  p r i ces  i s  on l y  a s tep towards developing an understanding o f  a model 

i n  which p r i c e s  a re  complete ly  va r iab le .  The v a r i a b l e  p r i c e  r e t a i l  market 

model was developed by app ly ing  a continuum o f  r e t a i l  p r i ces  t o  t h e  

behavioural  equations def ined i n  the  f i xed  p r i c e  r e t a i l  market model. I n  an 
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open access (compet i t i ve )  market r e t a i l e r s  are,  by d e f i n i t i o n ,  unable t o  

stop t he  t o t a l  sales volume from expanding t o  a  p o i n t  where r i s i n g  t ransac- 

t i o n  cos ts  erode away a l l  (economic) p r o f i t s .  I n  the  v a r i a b l e  p r i c e  r e t a i l  

market model, t h e  r e t a i l  p r i c e  i s  a  v a r i a b l e  c o n t r o l l e d  by r e t a i l e r s  and, 

i n  most market s t ruc tu res ,  i s  s e t  so as t o  maximize t h e i r  n e t  income. As a  

r e s u l t  of t he  above two e f f e c t s ,  the  open access e q u i l i b r i u m  i n  a r e t a i l  

market occurs a t  t he  r e t a i l  p r i ce / sa l es  volume combination where t he  

r e t a i l e r  p r o f i t s  a re  maximized a t  zero.  A p r o f i t  maximizing monopol is t  

r e t a i  1  e r  w i  11 operate a t  t he  p r i  ce/volume combinat ion t h a t  generates a  

g loba l  maximum i n  the  r e t a i l e r  p r o f i t s .  Th is  model a l so  prov ides some 

i n t e r e s t i n g  i n s i g h t s  i n t o  t h e  behaviour o f  monopol ists who a re  responding 

t o  cons t ra i n t s  o ther  than shor t - run  p r o f i t  maximizat ion.  

Having de f ined  t he  v a r i a b l e  p r i c e  r e t a i l  market model, t h i s  study uses 

t h a t  model t o  examine: 

0 the  importance o f  p u b l i c  sec to r  spending on t he  fo rmat ion  
and maintenance of an e f f i c i e n t  p r i v a t e  sector ,  

a t he  s o c i a l  c o s t  of e x t r a c t i n g  a  su rp lus  from the  p r i v a t e  
sec to r  t o  pay f o r  defense, mega-projects, o r  " g ra f t " ,  

a the  e f fec t  of t he  form o f  t a x a t i o n  on t h e  p r i v a t e  sector ,  
espec ia l l y  on goods t h a t  i n v o l v e  e x t e r n a l i t i e s ,  and 

0 t he  reasons why t h e  r e t u r n  t o  e f f o r t  o f  i n d i v i d u a l s  
employed i n  r e t a i l  tends t o  be much lower than t h a t  of 
i n d i v i d u a l s  employed i n  many o ther  occupations. 

The l a s t  o f  the  above cons idera t ions  i s  p a r t i c u l a r l y  impor tant ,  i f  we 

a re  concerned about the  f u tu re .  The r e t a i l  sales and se rv i ce  sec to r  of t he  

economy i s  p rov i d i ng  an inc reas ing  p ropo r t i on  o f  new jobs ( F i g u r e s  A - l  and 

A-la, i n  Appendix A )  and f o r  most people employment i n  sales and serv ice  

i n d u s t r i e s  i s  r a r e l y  a  career  pa th  o f  cho ice (Burs t ine r ,  1976; Swinyard, 

1981.1~ 



I I. SALES AS A VOCATION 

According t o  the  B r i t i s h  Columbia P rov i nc i a l  "Sales o f  Goods Act"  

(19731, 

"a c o n t r a c t  o f  sa l e  of goods i s  a  c o n t r a c t  whereby the  
s e l l e r  t r a n s f e r s  o r  agrees t o  t r a n s f e r  t he  p roper ty  
( t h e  l e g a l  i n t e r e s t )  i n  goods ( t h i n g s )  t o  the  buyer 
f o r  a  money cons idera t ion  c a l l e d  t he  ' p r i c e ' . "  

An expansion o f  t h i s  d e f i n i t i o n  t o  i nc l ude  serv ices  would make i t  a  good 

d e f i n i t i o n  o f  a  sales t ransac t ion .  

R e t a i l  s e l l i n g  can be de f ined  as a  process o f  the  r e t a i l e r  conv inc ing 

consumers t h a t  they can s a t i s f y  t h e i r  wants through exchanging money f o r  t he  

goods o r  serv ices being o f f e r e d  f o r  sa le .  

Salesmen vary  from independent agents pa id  commissions, t o  employees 

pa id  an hour l y  wage o r  a  monthly sa l a r y .  Th is  study concerns i t s e l f  

p r i m a r i l y  w i t h  the  case where salesmen a re  compensated e n t i r e l y  through 

commissions. However, i n  sec t i on  111. E, p.47, the  model i s  extended t o  

incorpora te  cases where t he  sales f o r c e  i s  pa id  p a r t i a l l y  o r  who l l y  through 
L 

a wage. 

Organizat ions i nvo l ved  i n  commissioned sa les (such as those o f  l i f e  

insurance, r e a l  es ta te ,  o r  automobi les) dur ing  the  t r a i n i n g  process 4  

f r e q u e n t l y  promote the  ph i losophy t h a t  the  on l y  l i m i t  t o  an i n d i v i d u a l  ' s  

income, i n  commissioned sales,  i s  t he  amount and t he  q u a l i t y  of e f f o r t  t h a t  

t he  i n d i v i d u a l  app l ies  t o  the  process of s e l l i n g  (Gi rard,  1977; Schapiro, 

1975; Newton, 1975; Confederation L i f e  Assoc ia t ion,  1970; Be t tger ,  1972; 

Turner and Pearson, 1965, Wall , 1947). 

That maxim of sales management i s ,  however, i n  c o n f l i c t  w i t h  t h e  

f o l l o w i n g  observat ions paraphrased from the  comments of several  seasoned 

sales p ro fess iona ls .  5 



0 I n  the long-run, individuals i n  commissioned sales tend 
t o  experience average returns t o  effort  (labour and 
other resources) that are lower than the average returns 
received by individuals employed i n  "non-sales or service" 
occupations. 

The prosperity of individual salesmen i s  no t  directly 
related t o  how well the product i s  selling. Specifically, 
a few salesmen sharing a relatively barren market may, on 
average, earn a "good living" from a reasonable amount of 
effort ,  whereas, in a large "booming" market with many 
salesmen, the earnings of the average salesman may be 
relatively small. 

0 The f i r s t  salesmen in any market (as defined by product 
and geographical frontiers) tend t o  do very we1 1 . As the 
market matures, the average income of salesmen tends t o  
f i r s t  decl ine (in some instances precipitously) and then 
stabilize a t  a lower level. 

Turnover among salesmen i s  usually very high (e.g., in 
spite of increased sophistication i n  the selection and 
the training of l i f e  insurance salesmen, the expected 
"half-1 ife" of employment for salesmen hired and trained 
by a l i f e  insurance company has remained unchanged for 50 
years a t  approximately 26 months - that i s ,  of 100 
individuals hired, af ter  26 months 50 will s t i l l  be 
employed and af ter  52 months 25 will s t i l l  be employed). 

The above observations make i t  clear that while commissioned sales i s  a 

vocation of much promise, i t  i s  a1 so one of few lasting successes. 



111. MODELLING THE RETAIL MARKET AS A COMMONS 

A market i s  a  ga ther ing  o f  people f o r  t he  purpose of buying and s e l l i n g  

goods. When t h a t  market i s  f r ee -uncon t ro l l ed - i t  i s  a  commons, where a l l  

i n d i v i d u a l s  have equal r i g h t s  w i t h i n ,  and access t o  t he  market (Dales, 1979, 

Car ro l  , e t .  a1 . , 1979; Copes, 1984; Gordon and Stegemann, 1985; Copes, 1985). 

Economists, s ince t he  t ime o f  Adam S m i  t h  ( c i r c a  1776), have lauded t he  

m e r i t s  o f  f r e e  and open access markets. The dark  c loud t o  t h a t  s i l v e r  l i n i n g  

i s  a  phenomenon Hardin (1977) c a l l e d  " t h e  t ragedy o f  the  commons". 

The tragedy of the commons i s  we1 1  documented i n  f i s h e r i e s  (Gordon, 

1954; Scot t ,  1955; Schaefer, 1957; Turvey, 1964; Copes, 1970), i n  a d v e r t i s i n g  

(Mansfield, 1975; Lambin, 1976; Scherer, 1980), and i n  open range c a t t l e  

herd ing Muhsam, 1977; Hardin, 1977; Anderson and H i l l ,  1975). I n  app ly ing  

t h i s  phenomenon t o  adve r t i s i ng ,  Mans f ie ld  (1975, p.37) noted t h a t ,  

"sometimes a d v e r t i s i n g  expendi tures o n l y  have the  ef fec t  
o f  r a i s i n g  the  cos ts  o f  t h e  e n t i r e  i ndus t r y ,  s ince  one 
f i r m ' s  a d v e r t i s i n g  campaign causes o the r  f i r m s  t o  increase 
t h e i r  adve r t i s i ng .  The t o t a l  market f o r  t h e  i n d u s t r y ' s  
product  may no t  increase i n  response t o  the  increased 
adve r t i s i ng ,  and t h e  e f f e c t s  on t he  sales o f  i n d i v i d u a l  
f i rms may be small,  s ince  the  e f f e c t s  o f  the  a d v e r t i s i n g  
may cancel ou t .  However, once every f i r m  has increased 
i t s  a d v e r t i s i n g  expendi tures,  no s ing1 e  f i r m  can reduce 
them t o  t h e i r  former s i z e  w i t hou t  l o s i n g  sa les. "  

Scherer (1980, pp. 387-389) l i k e n e d  the  above process t o  t he  "Pr i soners '  

Dilemna Game" where a  r i v a l r o u s  market s t r u c t u r e  and a  l a c k  o f  i n f o rma t i on  

(about t he  c u r r e n t  and f u tu re  ac t i ons  o f  r i v  

s e l l e r s  t o  adopt s t r a t e g i e s  t h a t ,  i n  t o t a l ,  

(1976, p.36) a l so  noted t h a t  " t h e  t ragedy o f  

t he  "p r i soners  ' D i  1  emma Game" ; an 

a l s )  tend t o  f o r c e  i n d i v i d u a l  

impover ish a l l  s e l l e r s .  Muhsam 

t h e  commons" i s  a  v a r i a t i o n  o f  



" i n d i v i d u a l  herdsman i s  ab le  t o  make a  p r o f i t  by adding 
a  head o f  c a t t l e  t o  h i s  herd o n l y  i f  a l l  the  o ther  herds- 
men do n o t  do so. I f  they a1 so add t o  t h e i r  herds our 
i n d i v i d u a l  herdsman can o n l y  decrease h i s  l o s s  by adding 
t o  h i s  herd. It would therefore be t o  t he  advantage o f  
t he  i n d i v i d u a l  herdsman t o  convince a l l  t he  o thers  no t  t o  
add any c a t t l e  t o  t h e i r  herds, and t o  do so o n l y  h imse l f .  
... Each i n d i v i d u a l  herdsman who wishes t o  op t im ize  h i s  
s t r a tegy  w i l l  add a  head o f  c a t t l e  t o  h i s  herd, and t h i s  
leads necessar i l y  [ t o  over-grazing and] t o  d i s a s t e r  f o r  
t he  community as a  whole." 

As noted above, a  non-cooperative s o l u t i o n  t o  the  Pr isoners  ' D i  1  emma 

Game i s  c l e a r l y  i n j u r i o u s  t o  t h e  producers i n  t he  case o f  a  pasture o r  

f i s h e r y  commons. However, i n  r e t a i  1  markets consumer we1 1  -being must be 

considered along w i t h  the  we1 1-being of the  o ther  p a r t i c i p a n t s .  

The t r a d i t i o n a l  method of measuring consumer we l l -be ing  u t i l i z e s  the  

concept o f  consumer surp lus.  S t i g l e r  (1966, p.78) de f ined  consumer surp lus 

as " t h e  amount over and above t h e  p r i c e  a c t u a l l y  pa id  t h a t  a  man would be 

w i l l i n g  t o  pay f o r  a  g iven  amount o f  commodity r a t h e r  than go w i t hou t  it." 

As such, consumer su rp lus  i s  an e f f e c t i v e  measure o f  consumer we l l -be ing  - 
j u s t  as t h e  p r o f i t s  (h igher  than normal r e t u r n s )  accru ing t o  t h e  owners o f  

companies and t he  surpluses accru ing t o  t he  owners o f  the  o the r  f a c t o r s  o f  
L 

product ion a re  a  measure of producer wel l -be ing.  I n  a  market economy a  

"Pareto-opt imal s i t u a t i o n "  i s  achieved when t he  sum o f  those surpluses ( t h e  

soc ia l  su rp lus )  i s  F igure  1 i l l u s t r a t e s ,  i n  ve ry  s imple terms, 

the  components o f  soc i a l  surp lus i n  t h e  t r a d i t i o n a l  model o f  supply and 

demand. I n  t h a t  f i gu re ,  t he  soc ia l  surp lus i s  maximized a t  t h e  p o i n t  where 

demand equal s  t h e  average p r i v a t e  cos t  ( i  .e. , marginal  soc i a l  c o s t ) .  A t  

t h a t  p o i n t  t he  market r e n t  equals zero.8 I n  F igure 1, a  p r o f i t  maximizing 

monopol ist  would se t  t he  r e t a i l  p r i c e  a t  Pm and would s e l l  Qm u n i t s .  A t  

t h a t  p o i n t  the  market r e n t  i s  maximized. The monopoly case was se lected f o r  

i l l u s t r a t i o n  because a l l  th ree  types of r en t s / su rp l us  a re  present.  A t  t he  

p e r f e c t  compet i t i ve  e q u i l i b r i u m  the re  a re  no market r en t s .  
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Figure 1 The Components of Social Surplus 

P 

and = Revenue \.Average 

Quantity 

KEY : - AREA BOUNDED B Y :  

Consumer Surplus, 9 

Market Rents, 

1 I Surplus t o  Factors of Production, 

I 
1 Social Cost of Production, 

"a d P," or "b c d P " m 

"P, d e h "  

" h  e g" 

- assuming constant returns t o  scale 
b u t  increasing factor prices. 

The concept of consumer surplus i s  not without i t s  detractors. 

Lancaster (1979) has a competing model of consumer preferences based on an 

extension of Platonism (Quinton, 1973, pp.257-259). In that model, goods 

are viewed as being collections of characteristics or attributes,  each of 

which contributes to,  or detracts from, an individual's consumption objec- 

tives. For each consumer there exist  "ideal bundles of characteristics" 

that provide maximum uti 1 ity-to the extent that the characteristics of the 

goods actually acquired and consumed differ  Prom the ideal bundle, then 
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u t i l i t y  i s  diminished.'' Lancaster 's  model prov ides cons iderab le  i n s i g h t  

i n t o  the  e f f e c t s  on consumers of changes i n  the  p r i c e  o r  o the r  s p e c i f i c a t i o n s  

o f  goods. However, Lancaster 's  model does no t  overcome the  problem of 

aggregat ion,  a lso,  i nhe ren t  i n  consumer surp lus ( i  .e., t h e  math i n  both 

models i s  t r a c t a b l e  o n l y  i f  a l l  consumers a re  assumed t o  have i d e n t i c a l  

pre ferences) .  A1 so, t he  measure o f  consumer we1 1  -being generated by 

Lancas te r ' s  model i s  n o t  r e a d i l y  comparable t o  the  measures of producer 

wel l -be ing used i n  t h i s  study (see p.6) .  While t he re  a re  o ther  problems 

w i t h  consumer surp lus (see D i x i t  and We1 l e r ,  l979) ,  i t  i s  the  bes t  measure 

o f  consumer wel l -be ing c u r r e n t l y  ava i l ab l e .  

( A )  The Market P a r t i c i p a n t s  and t h e i r  Sehaviour 

This paper assumed t h a t  t he  r e t a i l  market being modelled i s  a  d i s c r e t e  

u n i t  ( i . e . ,  t h i s  i s  a  p a r t i a l  e q u i l i b r i u m  ana l ys i s )  and t h a t  a l l  p a r t i c i p a n t s  

w i t h i n  t h a t  market can be c l a s s i f i e d  as one o f  t he  f o l l ow ing :  

Consumers - who have a  downward s l op ing  l i n e a r  demand 
curve t o r  goods and serv ices,  

Manufacturers - who a re  p e r f e c t l y  compet i t i ve  and supply 
goods i t . 0 .  b. p o i n t  o f  o r i g i n )  a t  a  constant  marginal  
cos t  o f  product ion.  Th is  r e s u l t s  i n  a  p e r f e c t l y  e l a s t i c  
wholesale supply curve f o r  goods, 

Salesmen - who supply sales e f f o r t  i n  the  form o f  e f f o r t  
and o tner  resources and a re  pa id  a  commission on t h e  
d o l l a r  va lue o f  t he  goods t h a t  they s e l l ,  or ,  

R e t a i l e r s  - who are the owners o f  t he  r e t a i l  f i rms (see 
A lcn ian  and Demsetz, 1972). R e t a i l e r s  p rov ide  i npu t s  
t o  t he  sales process i n  t h e  form o f  a  place of business 
and t he  sales adm in i s t r a t i on .  I n  r e t u r n  f o r  supply ing 
those i npu t s  they have a l l  r i g h t s  t o  the r es i dua l  income 
( p r o f i t s )  o f  the  r e t a i l  f i r m .  

Decis ions w i t h i n  the  r e t a i l  market a re  made w i t h i n  a  web of i n t e r a c t i n g  

cons t ra i n t s .  Thi s  paper descr ibes t he  behaviour o f  consumers, develops an 

a n a l y t i c a l  framework f o r  the  r e t a i l  market from t h a t  beahviour, and then 



descr ibes the  behaviour o f  t he  o ther  market p a r t i c i p a n t s  i n  terms o f  t h a t  

framework. The va lue of t h e  model presented i n  t h i s  paper should be 

judged on t he  " c u t t i n g  edge" of Ockham's ~ a z 0 r . l '  That dictum j u s t l y  

caut ions t h a t  before a complex i ty  i s  added t o  a model i t  should n o t  o n l y  be 

e m p i r i c a l l y  supportable bu t  should a l s o  add s i g n i f i c a n t l y  t o  t he  exp lanatory  

power o f  t he  model (Flew, 1971, pp. 183 and 413). 

A( i ) . Consumers 

I n  many models o f  consumer behaviour the  r e t a i l  p r i c e  of a produce i s  

assumed t o  equal i t s  marginal  soc i a l  va lue ( i  .e., t he  r e t a i l  p r i c e  i s  

assumed t o  equal t he  marginal  va lue o f  t he  product  t o  t he  marginal  consumer). 

When t he  t r a d i t i o n a l  assumption o f  a 1 i nea r  downward s l op ing  demand curve i s  

added t o  the above assumption t he  r e s u l t  i s ,  t h a t  t h i s  paper c a l l s ,  the  

" f r i c t i o n l e s s "  demand curve: 

R = q u a n t i t y  demanded i s  the  consumers' 
c o s t  o f  acqu i r i ng  the  product  i s  
o n l y  t he  r e t a i l  p r i c e .  

a = i n t e r c e p t  o f  t he  f r i c t i o n l e s s  
demand curve. 

P = r e t a i l  p r i c e  o f  t h e  product.  

l / b  = t he  s lope of t he  f r i c t i o n l e s s  
demand curve (dR/dP) . 

The above t r a d i t i o n a l  demand curve does no t  consider the  t r ansac t i on  

cos ts  i ncu r red  by t he  consumer. Those costs  can be thought o f  as the  

resources, o ther  than the  r e t a i l  p r i ce ,  expended by t he  consumer i n  t he  

process of acqu i r ing  a product.  The costs  o f  those o the r  resources a re  

important- in the dec is ion  t o  purchase a product,  consumers cons ider  no t  

on l y  t he  r e t a i l  p r i c e  bu t  a lso  the  o the r  costs  of a c q u i s i t i o n .  As a r e s u l t ,  



t he  consumer e f f e c t i v e  demand f o r  a product  Q i s  u s u a l l y  s i g n i f i c a n t l y  1 ess 

than the  f r i c t i o n l e s s  demand f o r  t h a t  product  R. - 

( 2 )  Q = 
a-P-  CAT^] 

b 

(?a) P = a - bQ - [CATr] 

(2b)  CAT^] = a - bQ - P 

[CATr] = the  average t r ansac t i on  
c o s t  absorbed by consumers, per  
u n i t  of product  acquired. 

When the  r i g h t  hand s i de  of equat ion (2a) i s  s u b s t i t u t e d  i n t o  equat ion ( I ) ,  

p.9, t h e  r e s u l t  i s :  

[ CATr] 
( 3 )  Q ' R -  b 

Consumer t r ansac t i on  costs  i nc l ude  the cos ts  i ncu r red  by consumers t o  

become informed about the  q u a l i t i e s  o f  the good(s) a v a i l a b l e  and t he  c o s t  o f  

going t o  and from the  l o c a t i o n  where t he  good i s  ava i l ab l e .  Th is  study 

assumes t h a t  the  consumer average t r ansac t i on  cos t  i s  a d e c l i n i n g  f u n c t i o n  
L 

o f  t he  sales e f f o r t  app l ied  per u n i t  o f  product  bought: 

(4 )   CAT^] = t he  minimum of [x)/E, i] 

E = sales e f f o r t  app l ied  t o  t he  market by 
r e t a i l e r s .  A u n i t  of E can be thought 
o f  as one standardized-sal esman day, 
i nc l  ud ing a1 1 support  e f f o r t  prov ided 
by the  r e t a i l e r  (e.g., o f f i c e  space, 
superv is ion,  and c l e r i c a l  se rv ices ) .  

B = t he  va lue o f  [ c A T ~ J  when one u n i t  o f  
e f f o r t  i s  a p p l i e d e r  u n i t  of product  
bought (E/Q = 1.00). Consumers a re  
assumed t o  face t he  same standardized 
t r ansac t i on  costs .  The parameter 
s h i f t s  t o  r e f l e c t  any changes i n  t he  
standardized t r ansac t i on  cos ts  faced 
by consumers. Therefore,  B can be 
thought of as t h e  consumer-i n t r i  n s i  c 
t r ansac t i on  cos t .  



i = consumer average transaction cost 
when consumers buy the product 
directly from the manufacturers. 

Given the assumption (p.9) that consumers are rational, the retai l  

price - P cannot exceed the cost to the consumers of acquiring the product 

directly from the manufacturers. The retai l  price of a product i s :  

I n  this 

constra 

study, - i i s  

int  in equat 

G = the price a t  which the manufacturers 
supply the product - f . 0 . b .  their  
warehouse. 

M = the retai ler  markup. 

assumed t o  be very large ( i  . e . ,  i " - ) . Therefore, the 

ion (5a) i s  assumed away and: 

' The functional form of equation (4a) implicitly assumes that additional sales 

effort  - E i s  always of value t o  consumers. Appendix 1 discusses what happens 

when, a f te r  a given level of sales effor t ,  additional sales effor t  i s  a 

"bad". Equations (4)  and (4a) assume that consumers react t o  the average 

sales effor t  per unit sold ( E / Q ) .  Imp1 i c i t  in that assumption i s  an assump- 

tion that the consumer average transaction cost  CAT^] i s  the transaction 

cost that any consumer faces when acquiring any unit of the product. I t  

could be argued that consumers could reduce their   CAT^] by acquiring more 

than one unit of product a t  a time. However, stockpiling i t s e l f  involves 

storage costs, shrinkage, and may increase the consumer uncertainty a t  the 

time of purchase ( i . e . ,  by committing them, a t  that time, t o  what they will 

consume in the future. If the consumer's tastes change there may be a loss) .  
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Where such problems are no t  s u f f i c i e n t  t o  de te r  m u l t i p l e  purchases then, 

the  "product"  can be redef ined t o  be t he  opt imal  m u l t i p l e  purchase (e.g., 

a ca r ton  o f  c i ga re t t es ,  a case o f  beer, a dozen eggs). Where t he re  i s  more 

than an opt imal purchase (e.g., a "s ix -pack o f  beer" vs a "case o f  beer" )  

t h e  market can be assumed t o  have been s p l i t  i n t o  separate markets, each of 

which has one "product" .  

Consumer demand as a func t ion  o f  sa les e f f o r t  can be de f ined  by sub- 

s t i t u t i n g  the  r i g h t  hand s i de  o f  equat ion (4a) ,  p.10, i n t o  equat ion ( 2 ) ,  

p.10, t o  generate: 

( 6 )  Q = 

Which can 

(6a) P = 

(6b) E = 

( 6 4  E/Q 

be rearranged t o :  

- - B - 0  
a-P-Qb - --]' ; see equat ion (2b) ,  p. 10 

Equation ( 6 )  i s  the consumer e f f e c t i v e  demand f o r  t he  r e t a i l  product .  I t  i s  

i l l u s t r a t e d ,  a long w i t h  t he  consumer f r i c t i o n l e s s  demand, i n  F igure 2, p.13, 

I f  r e t a i l e r s  prov ide an i n f i n i t e  amount o f  sales e f f o r t  - E then, as shown i n  

F igure 2, the  e f f e c t i v e  demand equals the  f r i c t i o n l e s s  demand. As t he  t o t a l  

amount o f  r e t a i l e r  prov ided e f f o r t  - E i s  reduced then, f o r  any g iven  sales 

volume - Q, the  average amount of r e t a i l  e f f o r t  E/Q dec l ines  and the  average 

t r ansac t i on  cos t  absorbed by consumers FATr ]  increases (see equat ion (4a) ,  

p . ) .  Therefore, as t h e  t o t a l  amount o f  r e t a i l e r  e f f o r t  i s  reduced the  

e f f e c t i v e  demand curve r o t a t e s  around t he  f r i c t i o n l e s s  demand i n t e r c e p t  a, 
towards t he  o r i g i n  and away from the  f r i c t i o n l e s s  demand curve. As shown i n  

F igure  2a, p.15, t h e  d i f f e r e n c e  between t he  f r i c t i o n l e s s  demand curve and 



Figure 2 A Comparison of the Consumer 

Frictionless and Effective Demands 

for a Product 

S a l e s  Volume Demanded 
(100,000 of Uni t s )  
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the effective demand curve ( a t  any given sales volume Q) i s  [CATrJ. 

In Figure Za, p.15, the area under the frictionless demand curve, 

between the origin and the sales volume Q, i s  the social value of the 

product. That social value can be accounted for by consumer surplus, 

consumer transaction costs, and retai l  revenue. In Figure Za, the retai l  

revenue i s  i l lustrated by the block a t  the bottom of the graph, the 

consumer transaction costs are i l lustrated by the next block up, and the 

triangle under the frictionless demand curve defines the consumer surplus. 

The frictionless demand curve i s  assumed t o  be linear. I t  i s  also the 

marginal social value curve. Therefore, the average value curve i s :  

When equation ( 7 )  i s  multiplied by - Q and then from that product the consumer 

transaction cost and the retai l  revenue are deducted the result i s  the 

consumer surplus: 

A(i i ) . Manufacturers 

Manufacturers are assumed t o  have a supply function that i s  perfectly 

elast ic  with respect t o  price, p.8. As a result ,  the cost of goods sold "G"  

incurred by re tai lers  i s  constant throughout the relevant range of sales 

volume. 

If the local retail  market i s  small, relative to the wholesale market, 

then the above assumption i s  reasonable. However, i f  that assumption i s  

violated, only minor modifications are needed t o  adjust the model for an 
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upward o r  downward s lop ing  manufacturer 's  supply curve. 

I n  t h e  numerical examples "G" i s  assumed t o  equal $13.00 per u n i t  sold.  

Transact ion cos ts  between t h e  r e t a i l e r s  and t he  manufacturers a re  

incorporated i n t o  t he  s e l l  i n g  a d m i n i s t r a t i v e  cos ts  o f  t he  r e t a i l e r s ,  p .  26. 

A ( i i i ) .  Salesmen 

I n  t h i s  paper, salesmen are assumed t o  s e l l  sales e f f o r t  "EM t o  

r e t a i l e r s  and i n  r e t u r n  they a re  pa id  a  commission "c"  on t he  d o l l a r  va lue 

o f  t he  goods t h a t  they s e l l .  The e f f ec t s  o f  t he  salesmen being pa id  an 

hou r l y  wage ins tead  of a  commission a re  discussed i n  Appendix H. 

Salesmen and o ther  p o t e n t i a l  employers va lue the  t ime t h a t  t h e  salesmen 

spend i n  the  s e l l i n g  process. The o b j e c t i v e  f u n c t i o n  o f  t h e  i n d i v i d u a l  

salesman i s  t o  op t im ize  t he  t r a d e - o f f  between t he  u t i l i t y  de r i ved  from the  

sales income and the  oppo r t un i t y  cos t  o f  the  sales e f f o r t .  The oppo r t un i t y  

c o s t  o f  the  sales e f f o r t  t o  t h e  salesman i s  t he  n e t  u t i l i t y  t h a t  cou ld  be 

generated from the  nex t  bes t  use o f  t he  salesman's t ime and o ther  resources 

t h a t  he expends i n  t he  s e l l  i n g  process (Mansf ie ld,  1975, pp. 162-163). . 
This  paper assumes t h a t  t he  oppo r t un i t y  c o s t  of sales e f f o r t  i s  constant  

over t he  r e l evan t  range of sales e f f o r t .  Whi le t h i s  assumption i s  probably  

u n r e a l i s t i c  f o r  any g iven i n d i v i d u a l  salesman, i t  i s  l i k e l y  t o  be a  reason- 

labour  supply behaviour.  

i v i t y  o f  sales e f f o r t ,  f o r  any 

ab le  " f i r s t - app rox ima t i on "  f o r  t he  aggregate 

Equation ( 6 ) ,  p.12, de f  

g iven r e t a i l  p r i ce :  

i nes  t he  product  

F igure  3  i l l u s t r a t e s  t he  r e l a t i o n s h i p  between t he  f r i c t i o n l e s s  demand " R "  and 

t he  p r o d u c t i v i t y  o f  sales e f f o r t ,  a t  several  r e t a i l  p r i ces .  I n  t he  model 
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being developed i n  t h i s  study, consumer ( e f f e c t i v e )  demand Q i s  a  func t ion  

no t  o n l y  o f  the  r e t a i l  p r i c e  P bu t  a l so  o f  t he  average t r ansac t i on  c o s t  

 CAT^]. A t  any g iven r e t a i l  p r i c e  - P the  consumers who p lace t he  h ighes t  

va lue on the  product  a re  w i l l i n g  t o  i n c u r  t he  h ighes t  t r ansac t i on  cos ts  

C CAT^] t o  ob ta i n  the  product.  The marginal  soc i a l  va lue o f  t he  product  

(a - bQ) dec l ines  as the  sa les volume Q i s  increased. Increases i n  sales 

volume, when t h e  r e t a i l  p r i c e  i s  f i x e d ,  can on l y  be obta ined by inc reas ing  

the  sa les e f f o r t  - E per u n i t  so l d  E/Q t o  decrease  CAT^] (equat ion ( Z ) ,  

p. 10). Based on equat ion (4a) ,  p. 11, as  CAT^] dec l ines,  i t  takes progres- 

s i v e l y  more e f f o r t  per u n i t  so ld  t o  generate f u r t h e r  decreases i n   CAT^]. It 

i s  t h i s  e f f e c t  t h a t  produces the  r e l a t i o n s h i p  between sales e f f o r t  - E, 

r e t a i l  p r i c e  - P, and sales volume - Q depic ted i n  F igure 3. The f r i c t i o n l e s s  

demand curve de f ines  the  consumer demand, a t  any g iven r e t a i l  p r i c e ,  i f  

 CAT^] equals zero. Equation (4a) ,  p.11, shows t h a t  i t  would take an i n f i n i t e  

amount o f  sales e f f o r t  t o  reduce [CATr] t o  zero - accord ing ly ,  t he  sales 

e f f o r t  per  u n i t  E/Q and the  t o t a l  sales e f f o r t  - E approach i n f i n i t y  as the  

sa les volume Q approaches t he  f r i c t i o n l e s s  demand R, a t  any g iven  r e t a i l  - 
p r i c e  P. 

I n  t he  above process, from the  perspec t i ve  of consumers, as salesmen 

p rov ide  more e f f o r t  per u n i t  so ld  ( t o  a t t r a c t  more customers) t h e  surp lus 

enjoyed by t he  in t ra -marg ina l  consumers ( t h e  consumer surp lus - equat ion 

(8) ,  p. 14) increases. However, from the  perspec t i ve  o f  sa l  esmen (equat ion 

(6), p.12), the  "qua1 i t y  o f  demand" (as measured by t he  ease o f  c l o s i n g  t he  

average sa le )  d e t e r i o r a t e s  as t h e  sa les volume increases. Another way o f  

desc r i b i ng  t h i s  e f f e c t  i s  t o  no te  t h a t  when e i t h e r  o r  both o f  t h e  f o l l o w i n g  

a re  t r ue ,  salesmen must p rov ide  t he  same l e v e l  of se rv ice  t o  a l l  customers: 



F igure  3 The R e l a t i o n s h i p  Between F r i c t i o n l e s s  

Demand and t h e  P r o d u c t i v i t y  o f  Sales 
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.The salesman cannot i d e n t i f y  where any i n d i v i d u a l  i s  
on the  f r i c t i o n l e s s  demand curve, and/or, 

.The market i s  open access. As a  r e s u l t  t he  oppo r t un i t y  
cos t  t o  a  consumer o f  no t  buying from a  g iven  salesman 
i s  the  cos t  o f  going t o  another salesman ( t h a t  c o s t  i s  
assumed t o  approach zero) .  

I n  the  above s i  t u a t i o n ( s )  a d d i t i o n a l  sales e f f o r t  d imin ishes t h e  

p r o d u c t i v i t y  o f  a l l  u n i t s  o f  sa les e f f o r t  and no t  merely t h e  p r o d u c t i v i t y  

of t h e  marginal  u n i t  of sales e f f o r t .  Th is  study w i l l  l a t e r  show t h a t  i n  

an open access r e t a i l  market, w i t h  complete ly  v a r i a b l e  r e t a i l  p r i c e s  and 

g iven t h e  assumptions i m p l i c i t  i n  equat ions (4a),  p.11, and (20),  p.31, 

consumers a re  ab le  t o  f u l  l y  i n t e r n a l i z e  a l l  costs  of r e t a i l  e f f o r t .  

However, from the  perspec t i ve  o f  salesmen, t he  e f f e c t s  o f  a d d i t i o n a l  sales 

e f f o r t ,  on the  p r o d u c t i v i t y  o f  a l l  sa les e f f o r t ,  f a l l  w i t h i n  Mans f ie ld ' s  

d e f i n i t i o n  o f  an ex te rna l  diseconomy - (Mansf ie ld,  1975, p.451) "an a c t i o n  

taken by an economic u n i t  t h a t  r e s u l t s  i n  uncompensated costs  t o  o thers  ." 
As noted on p.30, when r e t a i  1  p r i c e s  - P are  f i xed ,  consumers do no t  i n t e r n a l -  

i z e  t he  cos t  of sa les e f f o r t .  F igure  4 i l l u s t r a t e s  t he  revenue and cos t  of 

e f f o r t  func t ions  perceived by salesmen i n  a  f i x e d  p r i c e  r e t a i l  market. Th is  

study does not,  i n  t he  f i n a l  ana lys is ,  ho ld  t h a t  r e t a i l  p r i ces  a re  f i xed  - 
the  use o f  f i x e d  r e t a i l  p r i ces  i s  on l y  a  s tep towards developing an under- 

standing o f  a  model i n  which r e t a i l  p r i ces  a re  complete ly  va r i ab l e .  

The sales e f f o r t  t o  sa les volume r e l a t i o n s h i p  dep ic ted  i n  F igure  3 i s  

i nve r t ed  and m u l t i p l i e d  by the  commission per u n i t  t o  produce t he  salesmen 

t o t a l  gross income curve i n  F igure  4. The cos t  per u n i t  o f  sales e f f o r t ,  

i n cu r red  by t he  salesmen, i s  assumed t o  be l i n e a r  w i t h  respec t  t o  sales 

e f f o r t .  
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suppiy o f  sales labour  i n  an open access e q u i l i b r i u m  market and E2 i s  t he  

sales e f f o r t  suppl ied by an assoc ia t i on  o f  salesmen w i t h  monopoly power. 

The purpose o f  t he  r e l a t i v e l y  s imple and r e s t r i c t e d  model presented t o  

t h i s  p o i n t  was t o  develop an understanding o f  t he  model 's  bas ic  p r i n c i p l e s  

and mechanics. I n  t he  r e a l  wor ld,  r e t a i l e r s  (see p.8) manage bo th  t he  

comnission - cP and the  r e t a i l  p r i c e  - P. However, a system w i t h  two c o n t r o l  

va r i ab l es  i s  d i f f i c u l t  t o  analyze and understand. The ana l ys i s  f u r t h e r  

s i m p l i f i e d  a t  t h i s  p o i n t  by assuming t h a t  t h e  r e t a i l  p r i c e  - P i s  f i xed ;  a lso,  

salesmen take - P and the  commission - cP as g iven and vary  t he  e f f o r t  t h a t  

they p rov ide  - E i n  response t o  changes i n  - cP. The r e s t r i c t i v e  assumption o f  

f i xed  r e t a i l  p r i ces  i s  made t o  a s s i s t  i n  t he  development o f  an understanding 

o f  the  "non-pr ice behaviour" o f  t he  market p a r t i c i p a n t s  (see p.8).  On p.51 

t h a t  understanding i s  combined w i t h  t h e  " p r i c e  behaviour" o f  t h e  market 

p a r t i c i p a n t s  t o  generate a v a r i a b l e  p r i c e  r e t a i l  market model. 

The model depic ted i n  F igures 3 and 4, pp.18 and 20, i s  r es ta ted  below 

i n  mathematical terms and i n  t he  f o l l o w i n g  pages i t  i s  t ransformed from the  

s a l e s / e f f o r t  r e l a t i o n s h i p s  o f  Figures 3 and 4 t o  a more t r a d i t i o n a l  p r i ce /  
L 

ou tpu t  perspect ive.  The open access sales e f f o r t  supply equ i l i b r i um ,  p.21 

i s  expressed i n  mathematical terms by equat ions ( 9 )  through (11) .  

( 9 )  Gross Y s  = cPQ Y s  = income o f  salesmen. 

(10) Net Y s  = cPQ - eE cP = commission, per u n i t  so ld .  

e = oppo r t un i t y  cos t  t o  salesmen 
of generat ing sales e f f o r t  - E. 

When the  r i g h t  hand s ide  o f  equat ion (6), p.12, i s  subs t i t u t ed  i n t o  equat ion 

(10) t h e  r e s u l t  i s :  

- ;P(a-P) - eE (10a) Net Y s  - /E + b 
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The open access sales e f f o r t  equ i l i b r i um ,  as a f u n c t i o n  of the  commission 

per u n i t  so l d  c, can now be de f ined  by s e t t i n g  equat ion (10a) equal t o  

zero (see p.21) and r e s t a t i n g  t he  r e s u l t  t o  d e f i n e  sales e f f o r t :  

1 (11) E = 6[cP(a-P)/e -61  E = sa les e f f o r t  prov ided by salesmen 
i n  an open access r e t a i l  f a c t o r  
market. 

When an assoc ia t i on  of salesmen has monopoly power, they a re  assumed t o  

supply sales e f f o r t  so as t o  maximize t h e i r  ne t  r e t u r n  ( i  .e., sa les e f f o r t  

E p  i n  F igure  5, p.21). That supply o f  e f f o r t  can be de f ined  by t ak i ng  the  

d e r i v a t i v e  of equat ion (10a) w i t h  respect  t o  sales e f f o r t  E, s e t t i n g  t h a t  

d e r i v a t i v e  equal t o  zero, and r e s t a t i n g  the  r e s u l t  t o  d e f i n e  t he  sales 

e f f o r t :  

d Net Y ) - cP(a-P)B 
( l o b )  + - - e 

(bE + 812 

( l l a )  E = dc$) - I] E = sales e f f o r t  t h a t  maximizes t he  ne t  
income o f  salesmen, f o r  any g iven 
P and cP. - - 

The foregoing system o f  equat ions descr ibes t h e  e f f o r t  supply behaviour 

o f  salesmen i n  terms of income. Transforming t h a t  system of equat ions i n t o  

t he  more t r a d i t i o n a l  " p r i c e  t o  quan t i t y1 '  con tex t  a l lows  t he  behaviour of 

salesmen t o  be re1 ated t o  the ac t i ons  o f  o ther  market p a r t i c i p a n t s  (see p.8). 

The f o l l o w i n g  sales product ion curve was developed by s u b s t i t u t i n g  t he  r i g h t  

hand s ide  o f  equat ion (11) i n t o  equat ion (6), p.12: 
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the sales production curve can also be thought of as a derived supply of 

sales curve ( t o  an open access retai l  market). Specifically, the salesmen 

supply sales effort  t o  re ta i le rs ,  which converts consumer demand for a 

product - R (see equation ( I ) ,  p . 9 ) ,  into sales of that product. I t  i s  the 

sales and not the sales effort  that the retai lers  value. I t  should also be 

noted that i f  the commission - cP, in equation (12) ,  does not equal or exceed 

eB/(a-P) there will be no sales. 

Figure 6 ,  p.25, performs the above transformation graphical ly by starting 

with the sales volume t o  effort  relationship (equation (6), p . 1 2 )  in quadrant 

I11 and relating i t  to the effor t  t o  commission relationship (equation ( l l a ) ,  - 
p.23) in quadrant to generate the derived sales supply curve (equation 

(12) ,  p.23) in quadrant l. Equation (12) i s  i l lustrated in Figure 7 ,  p.29, 

by the curve labeled "supply of sales". 

When the supply of sales effor t ,  of a salesman monopoly (equation ( l l a ) ,  

p.23), i s  transformed into a "price t o  quantity" context, the result  can be 

t h o u g h t  of as the marginal supply of sales. That transformation was 

accomplished by substituting the right hand side of equation ( l l a ) ,  p.23, 

into equation (6), p . 1 2 ,  t o  generate: 

Equation (13) i s  i l lustrated in Figure 10, p.45. 

I n  Appendix E ,  i t  i s  shown that most retai l  markets fa l l  into the cate- 

gory of an open access commons. Therefore, in most retai l  markets, equation 

(12),  p .  23, defines the salesman supply of sales curve. 



Figure 6 Transformation of Sales E f f o r t  

Equilibrium Conditions into a 
Derived Supply of Sales Curve 
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A ( i v )  . R e t a i l e r s  

R e t a i l e r s  a c t  as "middlemen". They buy products from manufacturers and 

buy sa les e f f o r t  from salesmen. Those i npu t s  p l us  o the r  i npu t s  a re  combined 

and reso ld  as a  ~~ pchage t o  consumers. I n  t he  r e a l  wor ld,  r e t a i l e r s  

manage a  host  o f  va r i ab l es .  However, t o  make the  ana l ys i s  t r ac tab le ,  t h i s  

paper assumes t h a t  r e t a i l e r s  a c t i v e l y  c o n t r o l  o n l y  two va r i ab l es  - t he  

r e t a i l  p r i c e  and t he  commission pa id  t o  salesmen. As discussed on p.22, 

i n  t h i s  i n i t i a l  ana lys is  the  r e t a i l  p r i c e  i s  assumed t o  be f i x e d .  Once t he  

behaviour o f  t he  r e t a i l  market p a r t i c i p a n t s  has been es tab l i shed  i n  t h i s  

" f i x e d  p r i c e  r e t a i l  market model" the  e f f e c t s  o f  a l l ow ing  r e t a i l e r s  t o  vary  

the r e t a i l  p r i c e  w i l l  be examined (see p.  5 1 ) .  

R e t a i l  markets tend t o  be charac te r i zed  by an absence o f  e f f e c t i v e  

b a r r i e r s  t o  en t ry .  R e t a i l e r s  i n  such markets tend t o  operate i n  an open 

access commons. The na tu re  o f  such markets has a l ready  been discussed 

ex tens ive ly ,  w i t h  regard t o  salesmen, i n  t he  prev ious sec t ion .  Therefore, 

a t  t h i s  po in t ,  a l l  t h a t  w i l l  be added t o  t h a t  d i scuss ion  i s  t h a t ,  l i k e  t he  

salesmen t h a t  he employes, an i n d i v i d u a l  r e t a i l e r ' s  ne t  earnings a re  a  

func t ion ,  no t  o n l y  o f  t h e  e f f o r t  app l i ed  by t h a t  r e t a i l e r  bu t  a lso,  the  

e f f o r t  app l ied  by a1 1  r e t a i l e r s  i n  t he  same market. As the  amount o f  sa les 

e f f o r t  increases, i n  an open access r e t a i l  market, an inc reas ing  p o r t i o n  o f  

t h a t  e f f o r t  i s  app l i ed  no t  t o  serve the  consumers bu t  i n  a  s t r u g g l e  t o  

reach each consumer f i r s t  and complete the  sa le  be fo re  a  compet i tor  

completes it., The shape o f  equat ion (4a),  p.11, r e f l e c t s  t h i s  e f f e c t .  

Re ta i l e r s ,  t o  acqui re  revenues, must capMe sales and i n  t h a t  process 

they i n c u r  t h ree  bas ic  types of costs .  The f i r s t  two types of costs,  t he  

cos t  of goods so ld  - G, p.16, and t he  per u n i t  so l d  commission cP pa id  t o  

salesmen, pp.16-23, have a l ready  been discussed. The remaining costs  f a l l  
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i n t o  a  broad category t h a t  t h i s  paper c a l l s  cr&ng coohdiMation o r  adminis- 

t r a t i o n  costs .  I n  the  s i m p l i f i e d  wor ld  being por t rayed  i n  t h i s  model, the  

s e l l i n g  coord ina t ion  costs  f a l l  i n t o  one o f  two categories-one t h a t  va r i es  

d i r e c t l y  w i t h  sales volume gQ and t he  o ther  t h a t  va r i es  d i r e c t l y  w i t h  t he  

e f f o r t  appl i e d  by salesmen - kE. 

The f o l l o w i n g  equations descr ibe the  r e t u r n  t o  r e t a i l e r s :  

(14) Gross Yr = PQ Yr = income o f  r e t a i l e r s .  

(15) Net Yr = Q(P-G-cP-q) - kE q = increase i n  t he  s e l l i n g  coor-  
d i n a t i o n  costs  due t o  an 
a d d i t i o n a l  u n i t  o f  product  
being sold.  

k  = increase i n  the  s e l l i n g  
. c o o r d i n a t i o n  costs  due t o  an 
a d d i t i o n a l  u n i t  o f  sales 
e f f o r t  being appl ied.  

On p . 2 4 i t w a s  noted t h a t  r e t a i l e r s  va lue t he  sales volume generated by 

sales e f f o r t ,  r a t h e r  than the  sa les e f f o r t  i t s e l f .  The r e t a i l e r  ne t  

income as a  f u n c t i o n  o f  sales volume Q can be de f ined  by s u b s t i t u t i n g  the  - 
r i g h t  hand s ide  of equat ion (6b),  p.12, i n t o  equat ion (15) t o  generate: 

Net Yr = Q[P - G - cP - q  - kf3 1 a-P-Qb 

I n  an open access commons r e t a i l  market, when there  a re  market r e n t s  

a v a i l a b l e  t o  r e t a i l  ers  the  r e s u l t i n g  super normal r e t u r n s  induce more 

e f f o r t  - e i t h e r  through the e n t r y  o f  a d d i t i o n a l  r e t a i l e r s  o r  through t he  

expansion o f  e x i s t i n g  operat ions.8  Re ta i l e r s ,  t o  expand the  sales e f f o r t  

commi t t e d  t o  them, increase the  commi ss ion - cP. This  process cont inues 

u n t i l  a l l  of the r e t a i l  p r o f i t s  a re  eroded. Therefore,  the  r e t a i l e r  open 

access demand f o r  sales can be de f ined  by s e t t i n g  equat ion (15a), p.27, 



equal t o  zero and rear rang ing  i t  t o  de f i ne  t h e  sales volume. 

c*P = the  maximum commission t h a t  r e t a i l e r s  
would be w i l l  i n g  t o  pay t o  salesmen 
(per  u n i t  s o l d ) .  When i t  i s  paid,  t he  
r e t a i l  cos ts  a re  j u s t  covered and 
there  a re  no r e t a i  1  e r  p r o f i t s  . 

Equation (16) can be thought o f  as t he  der i ved  demand f o r  sa les.  It i s  

i l l u s t r a t e d  i n  F igure  7 ,  p.29, by t he  curve labe led  "sa les  demand". 

A r e t a i l e r  monopol is t  i s  assumed t o  demand sales o n l y  t o  t he  p o i n t  

where t he  r e t a i l  p r o f i t s  a re  maximized. That sales volume can be found by 

d i f f e r e n t i a t i n g  equat ion (15a) w i t h  respect  t o  sales volume Q, s e t t i n g  t h a t  

d i f f e r e n t i a l  equal t o  zero and reorgan iz ing  t he  r e s u l t  t o  de f i ne  the  sales 

volume: 

c*P = the  commission t h a t  maximizes t he  ne t  
income o f  r e t a i l e r s ,  f o r  any g iven  - Q 
and - P. 

I f  equat ion (16) can be thought o f  as the  demand f o r  sales,  then equat ion 

(16a) can be thought of as t he  marginal  demand f o r  sales.  Equat ion (16a) i s  

i l l u s t r a t e d  i n  F igure 9 ,  p.40, by t he  curve labe led  "marginal  demand". 



F igure  7 The (Der ived)  Market i n  R e t a i l  

Open Access Equi 1  i b r i  urn 

25 t Demand f o r  S a l e s  

1 ,000 ,000 
Sales Volume (Q) 
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I n  Appendix E, t h i s  study shows t h a t  most r e t a i l  markets f a l l  i n t o  the  

category o f  an open access comnons. Therefore, i n  most r e t a i l  markets, equa- 

t i o n  (16),  p.28, w i l l  de f i ne  the  r e t a i l e r  demand f o r  sales,  produced by t he  

sal  esmen . 

B. Equ i l  i b r i um  i n  a  Fixed P r i c e  Open Access R e t a i l  Market 

Consumers choose which r e t a i l e r  t o  buy from on the  bas is  of t he  r e t a i l  

p r i c e  and the  r e t a i l  serv ices rendered ( r e t a i l  e f f o r t ) .  The assumptions o f  

a f i x e d  r e t a i l  p r i c e  (pp.19 and 22) and o f  a  un i fo rm amount of r e t a i l  

se rv ice  provided, per u n i t  so ld  (E/Q; p.19) mean t h a t ,  a t  t h i s  p o i n t  i n  t he  

model development, the  e q u i l i b r i u m  i n  the open access r e t a i l  market i s  

de f ined  by t he  e q u i l i b r i u m  i n  t he  r e t a i l  f a c t o r  market. 

The above e q u i l i b r i u m  occurs a t  t he  i n t e r s e c t i o n  o f  equat ions (12), 

p.23, and ( l 6 ) ,  p.28 ( i  .e., t he  der i ved  supply o f  sales curve and the  

des i red  demand f o r  sal  es cu rve) .  When bo th  o f  those equat ions a re  reorgan- 

i zed  t o  d e f i n e  t h e  commission t he  r e s u l t s  are:  

(12b) cP =-  a l so  cP = eE/Q = &/[CATr] a-P-Qb ' 

and 

(16b) c*P = P - G - - q  - k B  ; a l so  C*P = P -G-q -~E /Q  a-P-Qb 

When t he  r i g h t  hand sides of equat ions (12b) and (16b) a re  se t  equal and t he  

r e s u l t  i s  reorganized t o  def ine sales volume, then: 



which can be reorganized t o :  

The der i ved  supply and demand f unc t i ons  f o r  sa les volume (equat ions (12),  

p. 23, and (16),  p.28, r e s p e c t i v e l y )  a re  i l l u s t r a t e d  i n  F igure  7, p. 29. 

The e q u i l i b r i u m  a t  the  i n t e r s e c t i o n  o f  those f unc t i ons  (equat ions (17) and 

18),  above) i s  shown a t  p o i n t  - E, i n  F igure 7. The commission a t  t h e  open 

access e q u i l i b r i u m  can be de f ined  by s e t t i n g  t h e  r i g h t  hand s ides o f  

equations (12),  p.23, and ( l 6 ) ,  p.28, equal and reorgan iz ing  t he  r e s u l t  t o :  

As noted on p. 30, the  term - cP can be rep laced w i t h  ~ B / [ c A T ~ ] .  When t h a t  

s u b s t i t u t i o n  i s  made i n t o  equat ion (19),  t h e  r e s u l t  can be reorganized t o :  

The r e t a i l  e f f o r t  app l ied  t o  t he  market a t  t he  open access e q u i l i b r i u m  can 

be de f ined  by s u b s t i t u t i n g  t h e  r i g h t  hand s i de  of equat ion (19) i n t o  

equat ion ( l l ) ,  p.23, t o  produce: 

A t  t he  open access equ i l i b r i um ,  equat ion (19a) def 

average t r ansac t i on  cost.  The corresponding r e t a i l e r  

equat ions (22) through (22c) ,  which were developed i n  

The r e t a i l  p r i c e  o f  a product  i s  de f ined  by equat ion ( 

s t he  consumer 

c o s t  i s  de f ined  by 

the f o l l o w i n g  process. 

5 ) ,  p.11. 



( 5 )  P = G + M  

The r e t a i l e r  markup - M can be de f ined  as: 

(21) M = q  + (e+k)E/Q + (Net Y 4  + Net YS)/Q 

T h e . f i r s t  two terms i n  equat ion (21) represent  the  oppo r t un i t y  c o s t  of a l l  

r e t a i l  fac tors ,  the re fo re ,  when the  r e t a i l  f a c t o r  market i s  i n  equ i l i b r i um :  

M, = t he  r e t a i l  markup i n  an open 
access r e t a i l  market when t he  
r e t a i l  f a c t o r  market i s  i n  
equ i l i b r i um .  

Various forms o f  M- w i l l  be used ex tens ive ly ,  l a t e r ,  i n  t h i s  study. 

The f o l l o w i n g  fo rmu la t ions  f o r  M, are  made w i t h  t h a t  purpose i n  mind. When 

equat ion (6b) ,  p. 12, i s  s u b s t i t u t e d  i n t o  equat ion (22) t h e  r e s u l t  i s :  

When the  l e f t  hand s ide  o f  equat ion ( 6 ) ,  p.12 i s  subs t i t u t ed  i n t o  equat ion 

(22) ,  the  r e s u l t  i s :  

When the l e f t  hand s ide  o f  equat ion (20),p.31, i s  subs t i t u t ed  i n t o  equat ion 

(22b),  t he  r e s u l t  i s :  

The t r a d i t i o n a l  model o f  supply and demand would have p red i c t ed  an 
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e q u i l i b r i u m  a t  p o i n t  b i n  F igure  7, p. 29. Table 1, p. 50, compares the  

values o f  t he  endogenous va r i ab l es  a t  po i n t s  - E and b. I f  t he  r e t a i l  market 

model descr ibed i n  t h i s  study i s  appropr ia te  then p o i n t  b i n  F igure  7, i s  

n o t  a t t a i nab le .  I n  emp i r i ca l  s tud ies  us ing t he  t r a d i t i o n a l  model, t he  

demand curve would be i d e n t i f i e d  as passing through p o i n t  I. That experience 

would generate few problems i f  a c o n d i t i o n  o f  c e t u  p u b u b  i s  maintained. 

However, i f  t h e  r e t a i l  market model, descr ibed i n  t h i s  paper, i s  appropr ia te  

and i f  there  a re  subs tan t i a l  s h i f t s  i n  i t s  parameters, then t he  expedient 

d e f i n i t i o n  o f  the  demand curve i n  t he  emp i r i ca l  a p p l i c a t i o n  o f  t h e  t r a d i -  

t i o n a l  model w i l l  1 i k e l y  r e s u l t  i n  subs tan t i a l  e r r o r s  i n  p red i c t i on ,  i n  

understanding, and i n  p o l i c y .  Ins tead  o f  a t t r i b u t i n g  such e r r o r s  t o  the  use 

o f  an inappropr ia te  model, i n d i v i d u a l  s us ing t he  t r a d i t i o n a l  model would 

l i k e l y  a t t r i b u t e  such e r r o r s  t o  e i t h e r :  

o unce r t a i n t y  i n  t he  parameters de f ined  f o r  the  
t r a d i t i o n a l  model, o r  

o unexplained s h i f t s  i n  e i t h e r  t he  demand curve 
o r  the  supply curve. 

B ( i ) .  Comparative S t a t i c s  o f  the Fixed P r i c e  Open Access R e t a i l  Market 

Model - Equat ion (17) ,  p.30 

1. The r e t a i l  p r i c e f  i s  assumed, i n  t h i s  p a r t  o f  t he  study, t o  be a para- 

meter. Therefore, 1 i s  assumed t o  n o t  va ry  w i t h  changes i n  the  o ther  

parameters. 

The r e t a i l  market model w i l l  be cont rasted w i t h  t he  f i x e d  p r i c e  

t r a d i t i o n a l  model il l u s t r a t e d  i n  F igure  8, p.35. 



The equi 1  i brium sa l  es v o l  ume Q w i  11 a  

e i t h e r  the  manufactur ing supply p r i c e  

lways decrease w i t h  any 

G o r  t he  volume r e l a t e d  - 

increase i n  

s e l l  i n g  

admini s t r a t i o n  cos ts  9. An i n d i v i d u a l  ana lyz ing t h i s  s i t u a t i o n  us ing a  

f i x e d  p r i c e  t r a d i t i o n a l  model ( i  .e., the  t r a d i t i o n a l  model w i t h i n  a  

f i x e d  r e t a i l  p r i c e )  would no te  t h a t  t he  r e t a i l  p r i c e  had no t  changed and 

t he  change i n  sales volume t o  a  change i n  

i f t  i n  - a  o r  i n  -I&. 

would i n c o r r e c t l y  

consumer tas tes  ( 

+ Z a - p -  
3'  d  - l / b  

a t t r i b u t e  

i .e . ,  a  sh 

The e q u i l i b r i u m  sales volume Q w i l l  always increase w i t h  an increase i n  

the s lope of the  demand curve ( i .e . ,  as t he  s lope -l/b increases i t  

approaches zero ) .  The f i x e d  p r i c e  t r a d i t i o n a l  model would c o r r e c t l y  

i n t e r p r e t  t h i s  change as an upward r o t a t i o n  i n  t he  demand curve and i t  

would c o r r e c t l y  est imate t he  d i r e c t i o n  o f  t he  change i n  sa les volume. 

However, the  magnitude o f  t h a t  change would be overest imated. 

S p e c i f i c a l l y :  

I n  the f i x e d  p r i c e  t r a d i t i o n a l  model t h e  open access 
e q u i l i b r i u m  sa les volume i s  de f ined  as: 

and 

However, 

Equation (19a), p. 31, shows t h a t  t he  d i f f e r e n c e  
between t he  two d i f f e r e n t i a l s  equal s   CAT^]. 





The e q u i l  i b r i u m  sa les  volume Q w i l l  a.lways decrease when t h e r e  i s  an 

inc rease  i n  t h e  c o s t  of r e t a i l  e f f o r t  (e+k) .  

r When e increases t he  salesman supply  o f  sa les  curve  
(equar ion  ( l 3 ) ,  p.24) s h i f t s  upward (e.g., t h e  i n t e r -  
cept,  when Q=-O-, i s  cP + G = G+e$/[a-PI) and r o t a t e s  
upward. Th i s  r e s u l t s  i n  equa t ion  ( 1 3 ) ,  p.24, i n t e r -  
s e c t i n g  equat ion  (16) ,  p.28, a t  a  lower  sa les  volume 
Q -  see F igu re  7, p.29. 

When k increases t h e  r e t a i l e r  demand f o r  sa les  curve  
(equaTion (16) ,  p.28) s h i f t s  downward (e.g., t h e  
i n t e r c e p t ,  when Q=-0-, i s  c*P +G = P-q-@/[a-PI ) and 
r o t a t e s  downward. Th is  r e s u l t s  i n  equa t ion  (16) ,  
p.28, i n t e r s e c t i n g  equat ion  (13) ,  p.24, a t  a  lower  
sa les  volume Q- ,see  F igu re  7, p .29 .  

The f i x e d  p r i c e  t r a d i t i o n a l  model would i n c o r r e c t l y  a t t r i b u t e  e i t h e r  

o f  t he  above changes i n  sa les  volume t o  a  change i n  consumer t a s t e s .  

The e q u i l i b r i u m  sa les  volume - Q w i l l  always decrease as t h e  consumer 

i n t r i n s i c  t r a n s a c t i o n  c o s t  - B (see equat ion  ( 4 ) ,  p.36) r i s e s .  The 

t r a d i t i o n a l  model does n o t  e x p l i c i t l y  cons ider  t h e  t r a n s a c t i o n  

cos t s  of consumers. Therefore,  t h e  above change would be i n t e r -  

preted,  i n  t h e  t r a d i t i o n a l  model, as a s h i f t  i n  t h e  demand curve.  



The e q u i l i b r i u m  sa les  volume - Q w i l l  always inc rease  when t h e r e  i s  

an i nc rease  i n  t he  i n t e r c e p t  o f  t he  demand curve.  The t r a d i t i o n a l  

model would c o r r e c t l y  i n t e r p r e t  t h i s  change as a  s h i f t  i n  t h e  

demand curve. 

The va lue  o f  t h e  above d i f f e r e n t i a l  i s  dependent on t h e  va lue  o f  - P .  

S p e c i f i c a l l y ,  when: 

a < -0- , P > G + q + ; then dp 

P < G + q  + d m  ; then dp > -0- , and 

t h e  r e t a i l  sa les  volume i s  maximized when: 

I n  t he  t r a d i t i o n a l  model, an inc rease  i n  t h e  r e t a i l  p r i c e  always r e s u l t s  

i n  a  decrease i n  sa les volume (e.g., Q = (a-P) /b  ; dQ/dP = - l / b  < - 0 - ) .  

Sec t ion  fi discusses i n  d e t a i l  t h e  reasons f o r  t h e  equivocal  p r i c e  e f f e c t  

i n  t h e  r e t a i l  market model. 



C. Output of a P r o f i t  Maximizing Monopol ist  

When an i n d i v i d u a l  owns and c o n t r o l s  the  access t o  a r e t a i l  market, the 

power o f  t h a t  monopol is t  t o  e x t r a c t  r e n t s  i s  g r e a t l y  enhanced by the commons 

nature  o f  r e t a i l  markets. The o ther  p a r t i e s  i n  t he  r e t a i l  markets are, from 

t h e i r  perspect ive,  s t i  11 opera t ing  i n  an open access commons. Therefore, the 

monopol is t  maximizes h i s /he r  p r o f i t s  by maximizing and app rop r ia t i ng  the  

t o t a l  market rent. '  I n  t h i s  model the manufacturers a re  assumed t o  face 

constant  economies o f  scale and t o  have a supply curve t h a t  i s  i n f i n i t e l y  

e l a s t i c  w i t h  respect  t o  p r i c e  (see p . 1 4 ) .  Under those circumstances the  

market r e n t  i s  defined, i n  the  r e t a i l  market model, as the  sales volume Q 

t imes the  d i f ference between the  maximum commission t h a t  r e t a i l e r s  a re  

w i l l i n g  t o  pay - c*P and the minimum commission t h a t  salesmen are  w i l l i n g  t o  

accept - cP. 

A f t e r  maximizing ,the market r e n t ,  the  monopol is t  w i l l  appropr ia te  i t  by 

man ipu la t ing  the commission - cP o r  the  p r i c e  a t  which the  r e t a i l e r  acquires 

the  product.  

o When the  Monopol ist  i s  a R e t a i l e r  heishe w i l l  maximize 

h is /her  n e t  income, as de f ined by equat ion ( 1 5 ) ,  p . 2 7 .  

The f o l l o w i n g  equat ion takes i n t o  cons idera t ion  t h a t  the 

salesmen supp ly  sales e f f o r t  based on an open access 

f a c t o r  market. 

(15c) Net Yr = Q[P - G - q - ~ ( e + k )  , 
a-P-Qb 

The output  se lected by a p r o f i t  maximizing r e t a i l e r  

monopol ist ,  i n  a f i x e d  p r i c e  r e t a i l  market, can be 

def ined by d i f f e r e n t i a t i n g  equat ion (15c)  w i t h  respect  

t o  the sales volume - Q, s e t t i n g  t h a t  d i f f e r e n t i a l  equal 



t o  zero, and rear rang ing  the  resu l  t t o  def ine Q .  - 

The commission - cP t h a t  the  r e t a i l e r  monopol is t  w i  11 

se lec t ,  t o  e x t r a c t  a1 1  of the  market r e n t ,  can be 

de f ined  by s u b s t i t u t i n g  the  r i g h t  hand s ide  o f  equa- 

t i o n  (24) i n t o  equat ion (13),  p.24, and rear rang ing  

the  r e s u l t  t o  produce: 

The 1  eve1 o f  sa les e f f o r t  demanded by the  monopol i s t  

r e t a i l e r  can be def ined by s u b s t i t u t i n g  the  r i g h t  

hand s ide  of equat ion (25) i n t o  equat ion ( l l ) ,  p.23, 

t o  produce: 

0 When the  Monopol is t  i s  a  Salesmen's Assoc ia t ion  i t  w i l l  

maximize t h e  t o t a l  n e t  income o f  i t s  members, as de f i ned  

by equat ion ( lOa) ,  p.22. 

cP (a-P 
( lOa)  Net Y s  = - eE 





The monopoly power o f  t h e  salesmen's a s s o c i a t i o n  i n  t h e  

f a c t o r  market enables i t  t o  f o r c e  t h e  r e t a i l e r s  t o  pay 

t h e  maximum commission - c*P, def ined i n  t h e  f o l l o w i n g  

rearrangement o f  equa t ion  (161, p.28: 

When t h e  r i g h t  hand s i des  o f  equa t ions  (16b) and ( 6 ) ,  

p.12, a re  s u b s t i t u t e d  i n t o  equa t i on  (1Oa) t h e  r e s u l t  

i s :  

The sa les  e f f o r t  s u p p l i e d  by a salesmen's a s s o c i a t i o n  

monopoly can be d e f i n e d  by d i f f e r e n t i a t i n g  equa t ion  

(10c)  w i t h  r espec t  t o  E, s e t t i n g  t h a t  d i f f e r e n t i a l  

equal t o  zero,  and r e a r r a n g i n g  i t  t o  d e f i n e  t h e  

r e t a i l  e f f o r t .  

The sa les  volume t h a t  t h e  salesmen's a s s o c i a t i o n  w i l l  

generate  can be d e f i n e d  by s u b s t i t u t i n g  t h e  r i g h t  hand 

s i d e  o f  equa t i on  ( 26 )  i n t o  equa t ion  (6), p.12, t o  

produce : 

The commission t h a t  t h e  salesmen's a s s o c i a t i o n  monopoly 

w i l l  generate  can be d e f i n e d  by s u b s t i t u t i n g  t h e  r i g h t  

hand s i d e  o f  equa t ion  (26)  i n t o  equa t i on  ( 6 ) ,  p.12, t o  

produce : 



( 2 7 )  C;P = P - G - q - kr/B(P-G-q)- 
(a-  P )  ( e+k r  

The f o rego ing  pages show t h a t  t h e  o n l y  d i f f e r e n c e  i n  t h e  

market behaviour between a  r e t a i l e r  monopo l i s t  and a  

salesmen's a s s o c i a t i o n  monopoly i s  i n  t h e  cho ice  of 

commission c. 

o I n  t h e  Case o f  a  B i l a t e r a l  Salesman-Retai ler  Monopoly 

(Mansf ie ld ,  1975, pp. 284-285) t h e  a l l o c a t i o n  of t h e  

monopoly p r o f i t s  i s  dependent on t h e  r e l a t i v e  power 

o f  each o f  the  p l aye rs .  

0 When a  Manufacturer  i s  t he  Monopo l i s t  he/she w i l l  seek 

t o  maximize t he  market  r e n t ,  by ope ra t i ng  a t  t he  volume 

de f i ned  by equa t ion  (24) ,  and w i l l  a p p r o p r i a t e  i t  by 

i nc reas ing  t h e  wholesale p r i c e .  

0 A Consumer Assoc ia t i on  A c t i n g  as a  Monopoly does n o t  

have t o  t ake  any a c t i o n  - the  consumer su rp lus  i s  maxi- 

mized a t  t h e  open access e q u i l i b r i u m .  When t h e  s o c i a l  

optimum i s  d i f f e r e n t  f rom the  open access e q u i l i b r i u m  

(p.47) t h e  consumer a s s o c i a t i o n  w i l l  operate a t  t he  

s o c i a l  optimum and app rop r i a te  t he  market r e n t s  th rough 

l i c e n s i n g  o r  o t h e r  fees .  

I n  Table 1, p.50, t h e  s o c i a l  su rp lus  a t  t h e  monopoly o u t p u t  i s  5.95 per-  

c e n t  g r e a t e r  than i t  i s  a t  t he  open access e q u i l i b r i u m .  That e x t r a o r d i n a r y  

r e s u l t  occurs because o f  t he  assumption of a  f i x e d  r e t a i l  p r i c e .  The monopo- 



4 3 

l i s t  cannot generate profi ts  by varying the r e t a i l  price and, a t  th i s  point 

in the study, i s  restr ic ted to  limiting the amount of e f for t  - E that  i s  

applied t o  the r e t a i l  market. Figure 10, p .45 ,  i l l u s t r a t e s  that  when the 

r e t a i l  price i s  fixed a t  $26.00 the loss in consumer surplus i s  more than 

of fse t  by the market rent gain to  the monopolist. Figure 11, p . 4 6  shows that  

the above resu l t  i s  re ta i l  price specific and that  i t  i s  reversed a t  low 

re ta i l  prices. The loss in the consumer surplus was defined by the following 

equation: 

Equation (29) was developed by the following process. Equation ( 8 ) ,  p.14, 

defines the consumer surplus : 

When the r ight  hand side of equation (17) ,  p.30, i s  substituted into equation 

(8)  the resul t defines the open access consumer surplus : 

When the right hand side of equation (24) ,  p.38, i s  substituted into equation 

(8)  the resul t defines the consumer surplus a t  the profi t  maximi zing monopoly 

output: 

Equation (29) i s  generated by subtracting equation (8b) from equation (8c ) .  



44 

I n  t h e  t r a d i t i o n a l  model a  p r o f i t  maximiz ing monopo l i s t  operates a t  t h e  

sa les  volume where t h e  marg ina l  revenue equals t he  marg ina l  c o s t :  

- - a-6-q.  Q - - a-G-q 
Qmonopol 2b c o m p e t i t i v e  b  

However, i n  a  f i x e d  p r i c e  t r a d i t i o n a l  model a  monopo l i s t  cannot man ipu la te  

t h e  r e t a i l  p r i c e  and t h e  monopoly power i s  i r r e l e v a n t .  I n  t h e  r e t a i l  market  

model a  monopo l i s t  can manipu la te bo th  t he  r e t a i l  

r e t a i l  e f f o r t  per u n i t  so ld  (E /Q) .  I n  t h e  f i x e d  

t h e  monopo l i s t  maximizes p r o f i t s  by reduc ing t h e  

f rom t h e  open access l e v e l .  That reduces t he  s a l  

su rp lus .  

D. Producer Surp lus 

p r i c e  ( P )  A and t h e  amount of 

p r i c e  r e t a i l  market model 

r e t a i l  e f f o r t  per  u n i t ,  

es volume and t he  consumer 

I n  F igure  7 ,  p.29, a t  t h e  open access e q u i l i b r i u m  ( p o i n t  E) a l l  market  - 
r e n t s  have been eroded. However, i n  most markets some salesmen are  "more 

p r o f i t a b l e "  than o the rs  and some salesmen a r e  "more prosperous" than o t h e r s .  

E m p i r i c a l l y  then, r e t a i l  markets a r e  n o t  w i t h o u t  r en t s .  

As d iscussed i n  Appendix G, t h i s  s tudy ho lds  t h a t  t he  above r e n t s  a r e  

due t o  r e l a t i v e  and of ten temporary e f f i c i e n c i e s .  S p e c i f i c a l l y ,  n o t  a l l  

u n i t s  of e f f o r t  a r e  equal i n  t h e i r  q u a l i t y  and/or i n  t h e i r  cos t .  However, 

t o  t h e  e x t e n t  t h a t  a  market i s  e f f i c i e n t  and w i t h o u t  b a r r i e r s ,  such d i f f e r -  

ences tend  t o  be equa l i zed  over t ime  (Scherer,  1980, p.292).  

An impo r tan t  in ference a r i s i n g  f rom t h e  a n a l y s i s  i n  Appendix S i s  t h a t  

when a  r e t a i l  market i s  i n  e q u i l i b r i u m  t h e  o n l y  source'  of economic p r o f i t s  

i s  i n  r e l a t i v e  e f f i c i e n c y .  Therefore,  i f  one l i f e  insurance f i r m  doubles 
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the efficiency of i t s  salesmen (e .g . ,  through t raining)  i t  may be able t o  

generate and appropriate a substantial surplus. However, i f  a l l  the l i f e  

insurance firms in a market double the efficiency of the i r  salesmen, the 

equilibrium sales volume increases b u t  there i s  no re la t ive  advantage and 

the returns to the firms and to the i r  salesmen should, in equilibrium, 

remain normal. 

E .  Salesmen Paid an Hourly Wage 

Appendix incorporates an hourly wage into the model and shows that  the 

open access equilibrium and the monopoly outputs a re  unaffected by the 

presence or the absence of wages. That resu l t  occurs because wages paid to 

salesmen, in place of commissions, tend t o  have an equal b u t  opposite 

effect  on the salesmen's required return ( e  - less  the hourly wage) and the 

r e t a i l e r ' s  sell ing administration costs ( k  - plus the hourly wage). The open 

access equi 1 i brium and the monopoly output are a function of (among other 

things) the sum of those two costs.  

F .  The Socially Optimal O u t p u t  

If society were ruled by a Pkieumpheh K ing  then that  individual could . 
maximize the value attained by society,  a t  any given point in time, by 

operating the re ta i l  markets a t  the point where the marginal social value 

( the r e t a i l  price) of a sale  equals the marginal social cost t o  generate i t .  

After maximizing the social surplus, the Pk ieuauphm K i n g ,  being by profes- 

sion an expert in what ends to achieve and in the means to  achieve them 

(Flew, 1971, p.99), would know how to allocate that  surplus. This study con- 

centrates on the techniques of maximizing social surplus and does not 

presume to address the normative issue of how to allocate that  surplus. 

Given the 1 inear downward sloping ( f r i c t ion les s )  demand curve in th i s  

study (equation ( I ) ,  p.9) the average social value of a product can be 

defined as: 



The t o t a l  average s o c i a l  c o s t  of t h e  r e t a i l e d  p roduc t  c o n s i s t s  o f  t he  p roduc t  

c o s t  (5, p . l 4 ) ,  t h e  c o s t  of t h e  r e t a i l  f a c t o r s  (by p.32) and t he  consumer - 
average t r a n s a c t i o n  c o s t  (BQ/E, p.11).  

The n e t  s o c i a l  va lue  o f  a p roduc t  i s :  

When t h e  r i g h t  hand s ides  of 

equa t ion  (32)  t he  r e s u l t  i s :  

When t h e  r i g h t  hand s i des  o f  

s t i t u t e d  i n t o  equa t ion  (32a) 

(32b) [NSV] = (P-G-q)(a-P) B/E + b 

which can be reorgan ized  t o :  

equat ions (30)  and (31)  a r e  s u b s t i t u t e d  i n t o  

equat ions (6), p.12, and (22a),  p.32, a r e  sub- . 
t h e  r e s u l t  i s :  

The f i r s t  term i n  equa t ion  (32c)  represen ts  t h e  consumer surp lus  and t he  sum 

o f  t h e  l a s t  two terms i s  t h e  r e t a i l  p r o f i t .  



When equation (33) i s  s e t  equal to  zero and reorganized the resu l t  i s :  

In Figure 7 ,  p.29, point represents the social ly  optimal output for 

the model when the re ta i l  price - P i s  se t  equal to  $26.00. I t  was generated 

by using equation (33a) to  define 

e f fo r t  was then substituted into 

volume a t  point - E. 

I n  Figure 7 ,  when the r e t a i l  

the socially optimal sales e f fo r t  g. That 

equation ( 6 ) ,  p.12, t o  generate the sales 

price equal s $26.00, the social ly optimal 

r e t a i l  e f for t  i s  different  from the r e t a i l  e f for t  that  generates the minimum 

social cost. 

The difference in solutions between equations (33a) and (34a),  when the 

r e t a i l  price - P equals $26.00, indicates that  the optimum a t  point g, in 

Figure 7 ,  p.29, i s  not the global optimum ( i . e . ,  welfare can be improved by 

changing the r e t a i l  pr ice) .  A t  the global optimum equations (33a) and (34a) 

should be equal. Therefore, the r e t a i l  e f for t  a t  the global equilibrium can 

be defined by set t ing the r ight  hand sides of equations (33) and (34a) equal: 
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However, t h e  r e t a i l  p r i c e  - P, i n  equa t ion  (35)  i s  n o t  equal t o  $26.00. When 

t h e  r i g h t  hand s i d e  of equa t ion  (34a) i s  s u b s t i t u t e d  i n t o  equa t ion  (35)  t h e  

r e s u l t  i s  equa t ion  (23) ,  pS.36: 

When t h e  r i g h t  hand s i d e  o f  equa t ion  (23)  i s  subst  

t h e  r e s u l t  i s :  

i t u t e d  i n t o  equa t ion  (35)  

When t h e  parameter va lues i n  Appendix - F a r e  s u b s t i t u t e d  i n t o  equat ions (23)  

and (35a) t h e  r e s u l t s  a r e  $19.36577 and 37,191.87 u n i t s  r e s p e c t i v e l y .  When 

those va lues a r e  s u b s t i t u t e d  i n t o  equa t ion  ( 6 ) ,  p.12, t h e  r e s u l t  i s  1,095,889 ' 

u n i t s  o f  product .  

The nex t  s e c t i o n  descr ibes  t h e  mechanics o f  how t h e  above s o c i a l  g l oba l  

optimum i s  a t t a i n e d  i n  an open access r e t a i l  market,  when r e t a i l  p r i c e s  a r e  

v a r i  ab l  es . 

G. A V a r i a b l e  P r i c e  R e t a i l  Market Model 12 

In t he  a n a l y s i s  p r i o r  t o  t h i s  p o i n t  r e t a i l  e f f o r t  - E i s  t he  o n l y  c o n t r o l  

v a r i a b l e .  I t  i s  c o n t r o l  l e d  d i r e c t l y  by salesmen and i n d i r e c t l y  by r e t a i l e r s -  

th rough  s e t t i n g  a commission. I n  t h e  v a r i a b l e  p r i c e  r e t a i l  market  model t h e  

r o l e  of t h e  r e t a i l  p r i c e  - P i s  changed from t h a t  of a parameter t o  t h a t  of a 
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control variable. Individual retailers are assumed to initiate changes in 

retail prices, consumers and salesmen are assumed to respond passively to 

those changes, and the manufacturer supply price - G is assumed to be 

unaffected by the retail price or by changes in the retail price. 

G(i). Equilibrium in a Variable Price Open Access Retail Market 

Section - B of this study, pp.30-33, showed that (at any given retail 
price - P) in an open access retail market more retail effort - E is applied to 

the market until the (economic) profits of both retailers and salesmen are 

zero. Therefore, in open access retail markets, the factor market will move 

toward the equilibrium defined by equations (17), (18), (19), and (20), 

pp.30-31. Equation (17) can be thought of as the open accua buppLy and is 

illustrated in Figure 12, p.57, by a curve so labeled. If retailers operate 

in the price/volume space to the right of that curve they will incur losses; 

if they operate in the price/volume space to the left of it they earn profits, 

which attract more retail effort and increase the sales volume. 

In the variable price retail market model retailers can manipulate the retail 

market through the dimension of retail price as well as through the dimension 

of retail effort. As a result, the fixed price retail market model equilib- 

rium conditions of: 

0 Net Ys = -0- , and 

o Net Yr = -0-, 



w h i l e  necessary, a re  n o t  s u f f i c i e n t  t o  generate an equ i l i b r i um .  I n  t he  

v a r i a b l e  p r i c e  r e t a i l  market model t he re  i s  a  f u r t h e r  c o n d i t i o n  f o r  

e q u i l i b r i u m  o f :  

In equat ion (15c), p.38, the  r e t a i l e r  income i s  expressed i n  terms of r e t a i l  

p r i c e  - P and sa les volume Q. 

(15d) Net Y, = Q[P - G - q - ] a-P-Ob 

A t  any g iven  sales volume - Q: 

. 
When t he  r i g h t  hand s ide  o f  equat ion (36) i s  s e t  equal t o  zero and reorgan- 

i zed  t he  r e s u l t  i s :  

Equat ion ( 3 7 )  i s  i l l u s t r a t e d  i n  F igure 12, p.57, by t he  l i n e  labe led  a u c i a e  

demand cunve. It i s  so labeled, because along t h a t  func t ion  ( a t  any g iven 

sa les volume Q) n o t  o n l y  a re  the  r e t a i l e r  p r o f i t s  maximized, bu t  a l so  (as 

w i l l  be shown on p.64) t he  average t r ansac t i on  cos t  ([CATr] + M,) i s  a t  a  

minimum and t he  soc ia l  surp lus i s  a t  a maximum. The r e t a i l  e f f o r t  a t  any 

g iven  p o i n t  on t h e  soc ia l  demand curve i s  de f ined  by equat ion (38) ,  which 
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loped by substituting the right hand side of equation (37) into 

(6b), p.12. 

The commission required t o  generate the re ta i l  ef for t  - E along the social 

demand curve can be defined by substituting the right hand side of equation 

(37) into equation ( l o ) ,  p . 2 2 ,  setting the result equal t o  zero, reorganizing 

t h a t  result  to define - cP, and substituting in the right hand side of equa- 

tion (38) t o  produce: 

The variable price open access equilibrium will form a t  the intersection 

of the open acccm aupply c a v e  and the aociae demand cuhve. When the 

right hand side of equation (37) i s  substituted into equation ( 1 7 ) ,  p.30, the 

result  i s :  

When the right hand side of equation (40) i s  substituted into equation (37) 

the result  i s  equation (23), pp.36 and 51 . 

When the right hand side of equation (40) i s  substituted into equation (38) 

the result  i s  equation (35a), p.51. 



The va r i ab  

equat ions 

F igure 12, 

l e  p r i c e  open access r e t a i l  market e q u i l  i brium i s  de f ined  by 

(4O), ( Z ) ,  and (35a) .I2 That equi 1 i brium i s  i 11 u s t r a t e d  i n  

p.57, by p o i n t  - C. 

On p.37, i t e m  - 7 de f ined  t he  d i f f e r e n t i a l  of t h e  open accud ketaie 

duppLq cmve (equat ion (17) ,  pp.30, 33, and 52) w i t h  respec t  t o  the  r e t a i l  

p r i c e :  

That d i f f e r e n t i a l  conf i rms t h a t  when t h e  r e t a i l  p r i c e  i s  de f ined  according 

t o  equat ion (23) ,  pp.36 and 51, t he  sa les volume i s  a t  a maximum; when t he  

p r i c e  i s  lower an increase i n  t he  r e t a i l  p r i c e  increases the  sales volume 

and when i t  i s  h igher  an increase i n  r e t a i l  p r i c e  decreases t he  sales 

volume. 

The curva tu re  of t he  open accebh hetaiR auppLy w v e  can be determined 

by the  f o l l o w i n g  second order  d i f f e r e n t i a l  o f  equat ion (17) .  

The above second order  d i f f e r e n t i a l  i s  negat ive,  therefore,  the  open access 

r e t a i l  supply curve i s  s t r i c t l y  concave-as i t  i s  shown i n  F igure  12, p.57. 
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G ( i i ) .  Comparative S t a t i c s  of t he  Va r i ab le  P r i c e  Open Access R e t a i l  Market 

1. When e i t h e r  - G o r  q i s  increased: 

.h = - l / b  < -0- ; 

the  e q u i l i b r i u m  sales volume Q and r e t a i l  e f f o r t  - E w i l l  always decrease 

and t he  r e t a i l  p r i c e  - P w i l l  always increase by the  same (abso lu te )  amount 

as the  change i n  - G o r  i n  q. The t r a d i t i o n a l  model o f  supply and demand 

would c o r r e c t l y  i n t e r p r e t  t h i s  change as 'a s h i f t  i n  t he  open access . 
r e t a i l  supply curve (equat ion (17) ,  pp.30 and 52). 

2 .  When t he  s lope of t he  demand curve - - l / b  i s  increased: 

t he  e q u i l i b r i u m  sales volume increases, t he re  i s  no e f f e c t  on the  

e q u i l i b r i u m  r e t a i l  p r i c e ,  and the  e f f e c t  on the  r e t a i l  e f f o r t  i s  i nde te r -  

minant (please no te  t h a t  an increase i n  a negat ive s lope causes t h a t  



Figure 12 Retail Sales Volume as a 

Function of Retail Price 

40 -- - 
- 

Sales Volume "Qn 
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slope t o  approach zero ) .  The t r a d i t i o n a l  model, i n  dea l i ng  w i t h  a  

change i n  - -l/b ,  would consider on l y  the  r o t a t i o n  i n  t h e  demand curve 

and would miss t he  ef fec t  on t he  open accah tetaie bupply cuhve 

(equat ion (17),  pp.30 and 52). I n  t h e  r e t a i l  market model, as 

s p e c i f i e d  i n  t h i s  study, t he  s h i f t  i n  t h e  open access r e t a i l  supply 

curve, caused by a  change i n  - -l/b ,  i s  equal bu t  oppos i te  t o  t h e  

e f f e c t  on p r i c e  o f  t he  r o t a t i o n  o f  t he  f r i c t i o n l e s s  demand curve 

( t h e  soc ia l  demand curve, equat ion (37) ,  p.53, i s  p a r a l l e l  t o  t h e  

f r i c t i o n l e s s  demand curve, equat ion ( I ) ,  p .9) .  The problem o f  t he  

t r a d i t i o n a l  model overes t imat ing  t he  e f f e c t  o f  a  change i n  - - l / b  

was a1 so noted i n  t he  ana lys is  of t he  f i x e d  p r i c e  model, p.34. . 

3. When e i t h e r  - e o r  - k i s  increased: 

the  e q u i l  i b r i um  sales volume 9 and r e t a i l  e f f o r t  5 w i l l  always decrease 

and t he  e q u i l i b r i u m  r e t a i l  p r i c e  - P w i l l  always increase. The t r a d i t i o n a l  

model i n  dea l ing  w i t h  a  change i n  - e and/or - k would cons ider  the  s h i f t  

i n  t he  r e t a i l  supply curve (equat ion (17),  pp.30 and 52 ) bu t  would miss 

t h e  s h i f t  i n  t he  soc ia l  demand curve (equat ion (37) ,  p.53). 

4. When B i s  increased: - 



the  e q u i l i b r i u m  sales volume - Q w i l l  always decrease, t he  e q u i l i b r i u m  

r e t a i l  p r i c e  - P w i l l  always increase, and t he  e f f e c t  on the  e q u i l i b r i u m  

r e t a i l  e f f o r t  - E i s  indeterminant .  The t r a d i t i o n a l  model does no t  

consider the  t r ansac t i on  cos ts  o f  consumers. Based on t h e  theory  o f  

t h a t  model t he re  should be no changes i n  t he  e q u i l i b r i u m  pr ice/volume 

combination. I n  the  r e t a i l  market model an increase i n  - B s h i f t s  t he  

soc ia l  demand curve (equat ion (37) ,  p.53) downward and s h i f t s  the  open 

access supply curve (equat ion (17 ) ,  pp.30 and 52) t o  the  l e f t .  

5.  When - a i s  increased: 

the  e q u i l i b r i u m  sales volume Q and r e t a i l  e f f o r t  - E w i l l  always increase.  

The t r a d i t i o n a l  model would c o r r e c t l y  i n t e r p r e t  t h i s  change as a s h i f t  i n  

the  f r i c t i o n l e s s  demand curve (equat ion ( I ) ,  p.9) bu t  would miss t h e  

e f f e c t s  on the  soc ia l  demand curve (equat ion (37) ,  p.53). I n  t he  r e t a i l  

market model an increase i n  - a causes an upward s h i f t  i n  the  f r i c t i o n l e s s  

demand curve, an upward s h i f t  i n  the  soc ia l  demand curve, and a s h i f t  t o  

t he  r i g h t  i n  t he  open access supply curve. 

Among t he  more i n t e r e s t i n g  e f f e c t s  i n  t he  v a r i a b l e  p r i c e  open access 

r e t a i l  market model s p e c i f i e d  i n  t h i s  study are:  



0 A s h i f t ,  w i t h  respec t  t o  the  e q u i l i b r i u m  r e t a i l  p r i ce ,  

i n  t he  open access r e t a i l  supply curve (equat ion (17) ,  

pp.30 and 52) caused by a  change t o  - e o r  - k o r  - B are  

m i t i g a t e d  by a  s h i f t  i n  t h e  soc ia l  demand curve (equa- 

t i o n  (37),  p.53). 

O A s h i f t  i n ,  o r  a  r o t a t i o n  o f  the soc ia l  demand curve 

(equat ion (37) ,  p.53) caused by a  change t o  - l / b  o r  - a 

i s  complete ly  o f f s e t  by a  s h i f t  i n  t h e  open access 

r e t a i l  supply curve (equat ion (17) ,  pp. 30 and 5 2 ) .  

Given the  above effects, r e t a i l  p r i c e s  a re  more s tab le ,  w i t h  respec t  t o  

changes i n  consumer demand and/or changes i n  the cos t  o f  e f f o r t  (e.g., 

changes i n  a, - l / b ,  6, e, and k ) ,  than i n  the  t r a d i t i o n a l  model. - - - -  - 

G ( i i i ) .  Output of a  P r o f i t  Maximizing Monopol ist  

I n  t he  r e t a i l  market model the  sales volume i s  a  f u n c t i o n  o f  r e t a i l  L 

e f f o r t  as w e l l  as r e t a i l  p r i c e  (see p.12). The t r a d i t i o n a l  model i s  a  

spec ia l  case o f  the  r e t a i l  market model, where consumers a re  assumed t o  i n c u r  

no t r ansac t i on  cos ts  ( i  .e., t he  parameter - B i s  assumed t o  equal ze ro ) .  

R e t a i l  Market Model , T r a d i t i o n a l  Model 

I n  the t r a d i t i o n a l  model (where a  monopol ist  i s  assumed t o  manipu la te  
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only the retai l  price) a profit  maximizing monopolist chooses the retai l  

price - P that results in the sales volume - Q where the marginal revenue 

equals the marginal cost. 

so: - - 
Qmonopoly 

I n  the traditional mode 1 , the second of the fol lowing two conditions of 

profit maximization i s  irrelevant ( i t  i s  automatically satisfied when the 

f i r s t  condition i s  sat isf ied)  because the sales volume varies only with the 

retail  price. 

b 

In the retai 1 market model , the sales volume varies with b o t h  the retai 1 

price - P and with the average retail  effort  per unit sold &Q). As a result  

the second condition of profit  maximization i s  re1 evant. A t  any given retail  

price i t  i s  met by equation (24),  

Equation (24) can be thought of as the monopoLy auppLy cwrve and i t  i s  

i l lustrated in Figure 12, p.57, by a curve so labelled. The f i r s t  constraint 

i s  met, per p.53, by equation ( 3 7 ) ,  the social demand curve. 



The short-run profits of the re ta i le r  monopolist will be maximized a t  

the intersection of the monopoLy nuppLg cwrve and the a o c i a e  demand m v e .  

When the right hand side of equation (37) i s  substituted into equation (24) 

the result  is :  

which i s  one half of the sales volume a t  the open access equilibrium 

(equation (40),  p . 5 4 ) .  In the traditional model the sales output of a profit 

maximizing monopolist i s  also one half of the competitive o u t p u t  (see 

p.60). Further comparisons between the retail  market model and the 

traditional model are made on pp.56-60 and on pp .73-76 .  

When the right hand side of equation (41) i s  substituted into equation 

(37) the result  i s :  

When the right hand side of equation (41) i s  substituted into equation (38) ,  

p .54 ,  the result is :  

The short-run profit maximizing price/volume combination i s  defined by equa- 

tions ( 4 l ) ,  ( U ) ,  and (43). I t  i s  i l lustrated in Figure 1 2 ,  p.57, by 

point D. 



As noted on pp.37-44, the  o n l y  d i f f e r e n c e  between a monopoly r un  by a 

r e t a i l e r  and one run  by a salesman i s  i n  the  cho ice o f  t he  commission r a t e .  

A r e t a i l e r  monopol is t  w i l l  use equat ion (39) ,  p.54, t o  s e t  t he  commission; 

Whereas a salesman monopol is t  w i l l  use the  commission t o  e x t r a c t  a1 1 of the  

market ren t .8  The coirmission used by a salesman monopol is t  can be defined 

by s u b s t i t u t i n g  t h e  r i g h t  hand s ides o f  equat ions (41) and (42) i n t o  

equat ion (16a), p.28, t o  produce: 

I n  t h e  case o f  a b i l a t e r a l  sa lesman-reta i ler  monopoly the  commission w i l l  be 

se t  somewhere between the amounts de f ined  by equat ions (39) and (44) .  The 

exact amount w i l l  depend on t he  r e l a t i v e  power of each pa r t y .  . 
A manufacturer monopol i s t  w i  11 capture t he  market r e n t s  by s e t t i n g  t he  

wholesale p r i c e  a t  some amount - G* which i s  above the  manufacturer 's  cos t  o f  

G. - 

When t he  r i g h t  hand s ides o f  equat ions (22b), p.32, (43),  p.62, and (42) ,  

p.62, a re  subs t i t u t ed  i n t o  equat ion (45) t he  r e s u l t  i s :  

The f i r s t  term i n  equat ion (45a) i s  t he  r e t a i l  p r i c e  a t  p o i n t  - H i n  F igure  13, 
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p.64, and the  sum o f  t h e  l a s t  two terms i s  t h e  r e t a i l e r  average t r ansac t i on  

cos t .  

G ( i v )  . The S o c i a l l y  Optimal Output 

The soc ia l  surplus,  a t  any g iven sa les volume, i s  maximized when t he  

average de l i ve red  cos t  of t h a t  g iven sales volume i s  minimized. As w i t h  any 

p roduc t ion  process, t h a t  minimum occurs when t h e  marginal  products of t he  

inputs ,  d i v i ded  by t h e i r  respec t i ve  costs,  a re  equal .  Equation (4a) ,  

pp.10-11, i m p l i c i t l y  assumes t h a t  r e t a i l  e f f o r t  per u n i t  so l d  ( E I Q )  and 

consumer e f f o r t  per u n i t  so ld  a re  s u b s t i t u t e  i npu t s  t o  the  process of moving 

goods from manufacturers t o  consumers. The arduous task o f  d e f i n i n g  t h e  

marginal  product  of consumer e f f o r t  was avoided by us ing equat ion (4a) ,  p.11 . 
That equat ion can be thought of as the  cos t  t o  consumers (and t o  soc i e t y )  o f  

reducing t he  average r e t a i l  e f f o r t  per u n i t  so ld  and s u b s t i t u t i n g  i n  consumer 

e f f o r t :  

Equation (22), p.32, de f ines  t he  c o s t  t o  soc i e t y  of t he  r e t a i l  market: 

When t he  r i g h t  hand s i de  o f  equat ion (22) i s  s u b s t i t u t e d  i n t o  equat ion 

(31), p.48, the  r e s u l t  i s  an equat ion t h a t  def ines t he  t o t a l  average 

soc ia l  cos t  of a  product i n  terms o f  r e t a i l  e f f o r t  and sales volume. 
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When equation (31b) is differentiated with respect to the average retail 

effort the result is: 

The retail effort along the social demand curve can be defined by setting 

equation (38a) equal to zero and reorganizing the result to: 

When the right hand side of equation (38) is substituted into equation ( 6 ) ,  

p.12, the result is equation (37), p.53, which defines the social demand 

curve. 

Therefore, the most efficient combination of retai 1 er and consumer effort, 

at any given sales volume, occurs along the social demand curve. The 

question of what price/volume combination along the social demand curve is 

socially optimal was answered by the following line of reasoning. The 

retail sales volume - Q is maximized by equation (23), pp.36 and 51. 

On p.54, equation (23) was found to identify the retail price at the open 

access equilibrium (point - C, in Figure 12, p.57). According to equation 

(8),  p.14, maximizing the sales volume - Q maximizes the consumer surplus. 



However, maximizing the  consumer surp lus i s  no guaranty o f  maximizing the  

ne t  soc i a l  value. When t he  r i g h t  hand s ide  o f  equat ion (38),  pp.54 and 66 

i s  subs t i t u t ed  i n t o  equat ion (32c) ,  p.48, t h e  ne t  soc i a l  value, a t  any 

g iven p o i n t  on t he  soc ia l  demand curve i s  de f ined  i n  terms of the  r e t a i l  

p r i c e  and the sales volume: 

(32d) [NSV] = Q [ '  5 b Q ( a - ~ ) l  + (P-G-q)(a-P) - JT? 
Be+k  1 

( 4 W  + ~ b ) ~  JB(e+-kJ + Qb 

When the  r i g h t  hand s ide  o f  equat ion ( 3 7 ) ,  pp.53 and 62 ,  i s  subs t i t u t ed  i n t o  

equat ion (32d) t he  ne t  s o c i a l  value, a t  any g iven p o i n t  on the  soc ia l  demand 

curve i s  de f ined  i n  terms of t he  sales volume Q: 

The f i r s t  term i n  equat ion (32e) represents  t he  consumer 

(8 ) ,  p.14), the  sum of the  nex t  t h ree  terms i s  the  r e t a i l  

(37),  pp.53 and 6Z), and t he  sum of t he  l a s t  t h ree  terms 

i ncu r red  by the r e t a i l e r  (equat ion ( 2 3 ) ,  p a ) .  Equation 

r es ta ted  i n  a s i m p l i f i e d  form: 

su rp lus  (equat ion 

p r i c e  (equat ion 

i s  t he  average cos t  

(32e) can be 

When t he  r i g h t  hand s ide  o f  equat ion ( 3 2 f )  i s  s e t  equal t o  zero and reorgan- 



ized the result  i s  equation (40), p .  54, the variable price open access 

equilibrium retai l  price (point - C in Figure 12, p .  57 ) .  

Therefore, the open access equilibrium i s  the socially optimal price~volume 

combination. However, that finding i s  dependent on the assumption implicit 

in equation (4a) ,  p.11, 

(4a) [CATr] = B Q / E  

that the consumer average transaction cost i s  a function of the average 

retai l  effort  E/Q. If  the consumer average transaction cost was a function 

of total re tai l  effort  - E  (e.g. ,  of the form in equation (4b) ,  below), 

[CATr] O 

then consumers would not internalize a l l  of the cost of the retai l  effort .  

As a result  the price/volume combination a t  the open access equi 1 ibrium (see 

Figure 12, p.57) would be to the right of the socially optimal combination. 

While the relationship between the consumer average transaction cost 

and some types of retai l  effort  (such as advertising) may be of the form 

defined in equation (4b),  this  study ho 

(4a) i s  the most appropriate relationsh 

cations of the relationship depicted in 

studies. 

Ids that,  for the most part, equation 

ip.  The detailed analysis and impli- 

equation (4b) are l e f t  for future 
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G(v) . Monopolies w i t h  Object ives o ther  than Shor t - run P r o f i t  Maximizat ion 

A monopol is t  w i t h  a  pr imary o b j e c t i v e  o the r  than shor t - run p r o f i t  maximi- 

z a t i o n  i s  no t  as p r e d i c t a b l e  as t he  more t r a d i t i o n a l  and simple p r o f i t  

maximizing monopol ist .  I t  i s ,  however, poss ib le  t o  p r e d i c t  t h a t ,  i n  terms o f  

t he  F igure  12, p.57, pr ice/volume space, a  r a t i o n a l  monopol is t  w i l l  no t  

operate:  

o i n  t he  area t o  t he  r i g h t  o f  t he  open accecla suppLy cuhve 
(equat ion ( l 7 ) ,  p . 5 ~ ) ~  where t he  r e t a i l e r  would i n c u r  a  n e t  l o s s  
(p.52), o r ,  

0 i n  the  area t o  t he  l e f t  o f  t he  monopoLy suppLy cuhve (equat ion 
(24),  p.61) because movement t o  the  l e f t  o f  t he  monopoly supply 
curve decreases both the  consumer surp lus and the  p r o f i t s  accru- 
i n g  t o  the monopol ist ,  o r ,  

i n  t he  area t o  the  r i g h t  o f  t he  s o d  demand cmve (equat ion 
(37),  pp.53 and 62),  where t he  consumers would r a t h e r  have 
lower r e t a i l  p r i ces  than have t he  a d d i t i o n a l  r e t a i l  e f f o r t  - E 
provided by the  h igher  r e t a i l  p r i ces .  

The pr imary concern o f  t he  monopol is t  w i l l  d i c t a t e  what pr ice/volume 

comb i na t  

examp 1 e : 

i o n  w i l l  be se lected from the  above v i a b l e  pr ice/volume space. For 

o An unregulated monopoly t h a t  r i s k s  having i t s  customers appeal 
t o  t he  government f o r  r e l i e f  w i l l  tend t o  operate a t  p r i c e /  
volume combinations along t h e  soc ia l  demand curve, somewhere 
between po in t s  D and C (see F igure 12, p.57). The g rea te r  t he  
r i s k  o f  governmgnt i nye rven t i on  the  c l ose r  t h a t  the  p r i c e /  
volume combination w i l l  be t o  p o i n t  C. 

o A regu la ted  monopoly t h a t  faces p r i c e  c o n t r o l s  and rev iew by 
government w i l l  tend t o  operate a t  p o i n t  F, where i t  can c l a im  
t o  be p rov i d i ng  t he  product  a t  t he  open access (compet i t i ve )  
p r i ce .  

Po in t  F i s  defined by equat ions (23) ,  p.51, and (46) ,  p.70. 
 quat ti on (46) was developed by s u b s t i t u t i n g  the  r i g h t  hand 
s ide  o f  equat ion (23) i n t o  equat ion (24) ,  p.61 , the  monopoly 
supply curve. 



0 A monopoly whose r e t u r n  on c a p i t a l  i s  regu la ted  may operate  a t :  

- t he  open access e q u i l i b r i u m  ( p o i n t  - C where 
i t s  cos ts  a re  maximized, or ,  

- some o ther  p o i n t  i n  the  v i a b l e  pr ice/volume 
space (de f ined  on p.63) and then syphon-off 
t he  market r e n t s  through ( r e l a t e d )  unregu- 
1  a  t ed  company. 

The f o l l o w i n g  comments by Scherer make t he  concept o f  a  monopol is t  who 

does no t  maximize shor t - run  p r o f i t s  more v i ab le :  

"Clear  and b l a t a n t  e x p l o i t a t i o n  o f  monopoly power 
leads t o  a  bad press, which most business managers 
p r e f e r  t o  avoid.  . . . P e r s i s t e n t l y  h i gh  p r i c e s  and 
p r o f i t s  may a l so  provoke d i r e c t  government i n t e r -  
ven t ion  i n  t he  form o f  p r i c e  c o n t r o l s  o r  a n t i - t r u s t  
proceedings. The d e s i r e  t o  ma in ta i n  a  favourab le  
pub1 i c image and f e a r  o f  government i n t e r v e n t i o n  
undoubtedly induce some companies t o  avo id  squeezing 
a l l  they can o u t  o f  a  monopo l i s t i c  market p o s i t i o n . "  
Scherer, 1980, p.264. 

I f  the  monopol is t  c o n t r o l s  the  supply o f  a  product bu t  cannot c o n t r o l  

a l l  o f  the  p o t e n t i a l  d i s t r i b u t i o n  channels, then " a r b i t r a g e r s "  w i l l  p revent  

h imiher  from opera t ing  a t  a  pr ice/volume combination t h a t  i s  below the  

soc ia l  demand curve. A t  a1 1  pr ice/volume combinations below t he  soc ia l  

demand curve t he  marginal  cos t  o f  r e t a i l e r  e f f o r t  i s  l e s s  than the  r e l a t i v e  

marginal  cos t  o f  consumer e f f o r t  (see p .66) .  That inequal  i t y  a l lows  

"a rb i t r age rs "  t o  buy the  product  f rom the  monopol ist ,  add r e t a i l  e f f o r t  t o  

it, and r e s e l l  i t  t o  t he  consumers a t  the  p r  

demand curve. 

There a re  several  ways t h a t  t h e  monopol 

i c e  i nd i ca ted  by the soc ia l  

i s t  can deal w i t h  t he  foregoing 



peculiar form of arbitrage: 

- withdraw from the retai l  market and become 
a wholesaler, 

- obtain an exclusive government enforced 
license t o  distribute the produce, 

- operate a t  a price/volurne combination on 
the social demand curve, or,  

- secure the channels of distribution through 
the use of a product guaranty (of signifi-  
cant value) that is  invalidated by any 
resale of the product. 



Tabqe 2 (pp. 72-73b). Cornparision o f  Market Va r i ab les  a t  Various P r i ce -  

Volume Combinations, I l l u s t r a t e d  i n  F igures  12  and 1 3  

P o i n t  - 
A . . . . . T r a d i t i o n a l  pe r fec t  compe t i t i on  ou tpu t .  

G . . . . . T r a d i t i o n a l  p r o f i t  maximiz ing ou tpu t  f o r  a monopoly. 

C . . . . . Open access ( p e r f e c t  compe t i t i on )  ou tpu t .  

D . . . . . P r o f i t  maximiz ing ou tpu t  f o r  a monopoly. 

0 ' .  . . . . Monopoly ou tpu t  when t h e  manufacturer  i s  t he  monopo l is t .  

F . . . . . Monopoly ou tpu t  t h a t  maximizes t h e  m o n o p o l i s t ' s  p r o f i t s  

when t h e  r e t a i l  p r i c e  J i s  cons t ra ined  t o  t h e  open 

access e q u i l  i br ium 1  eve1 . 
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Table 2 Comparison o f  Market  V a r i a b l e s  a t  Var ious Pr ice-Volume Combinat ions 

Output  P o i n t  

Comments Open Access Not 
A t t a i  nab l  e  

Not 
A t t a i  nab l  e  

R e t a i l  P r i c e  

Volume Q 

E f f o r t  E 

Commission cP 

R e t a i l  er/Salesmen: 

- Revenue PQ 

- Less: GQ o r  G*Q 

sQ 
(e+k J E 

To ta l  Cost 

- P r o f i t  

Wholesa ler :  

- Revenues G*c 

- Less GQ 

sQ 
- P r o f i t  

Consumer Surp l  us 

- Gross 

- Le.ss : T ransac t i on  
Cost 

- Net 

SOCIAL SURPLUS 

? ? ?  Not g i ven  by t h e  model 



Table 2 Conti'nued. 

P r o f i t  
Maximiz ing 

Manufacturer 
Monopol is t  

P r i c e  Cont ro l  1  ed 
Monopoly 



H. Comparison o f  the Traditional Supply a n d  Demand Model t o  the Retail 

Market Model 

If the (variable price) retai l  market model, presented in this  study, i s  

appropriate a n d  i f  the transaction costs considered in that model are signifi-  

cant, what are the implications for the model of supply and demand that i s  

traditionally used in rudimentary microeconomic analysis? 

0 Th.e traditfonal model of supply and demand i s  a special case of 

of the retail  market model. If the parameter - B equals zero, then 

the consumer average transaction cost (equation (4a) ,  p.11) 

equals zero and the retail  market model resolves down t o  the 

traditional model. A similar result can be obtained by sett ing 

the cost of retail  effort  equal t o  zero ( i  . e . ,  (e+k) = -0-) .  

However, the second situation also involves the illogical o u t -  

come of an infinite amount of retail  effort  being applied. 

As indicated in Figures 12 ,  p.57, and  13, p . 6 4 ,  and  in Table 

2, pp .  73-73b, a number of conclusions from the two models are 

similar: 

a )  The consumer surplus and the social surplus are maxi- 
mized a t  the open access (perfect competi tion) 
equi 1 i bri um.  

In the retail  market model, the above conclusion is  
dependent on the assumption implicit in equation 
(4a) ,  p .  11, that the consumer average transaction 
cost i s  a function of average retail  effort  rather 
than total retail  effort  (see p.68). 

b )  The profit maximizing monopolist chooses a price/ 
volume combination based on information from his/her 
marginal cost curve (equation (24) ,  p.61) and his/ 
her marginal revenue curve (equation ( 3 7 ) ,  p . 6 2 ) .  

The sales volume a t  the profit maximizing monopoly 
o u t p u t  i s  one half o f  the sales volume a t  the open 
access equilibrium. A necessary condition t o  gener- 
ate this  conclusion is  a 1 inear downward sloping 
demand curve. B o t h  the traditional model and  the 
retail  market model (as presented in this study) are 
assumed t o  have linear downward sloping demand func- 
tions. 



There are,  however, many substantial differences between the two 

model s : 

a)  In the traditional model, re tai lers  supply the product 
based on the industry marginal cost curve. 

I n  the retail  market model, a monopolist re ta i le r  
supplies the product based on the industry marginal 
cost curve b u t  r e ta i le rs  in an open access market, 
supply the product based o n  the industry average 
cost curve. This l a s t  conclusion i s  counter intuit ive 
until the commons nature of retail  markets i s  remembered. 

b )  I n  the traditional model the demand curve and the supply 
curve are assumed t o  be independent. That independence 
is  a necessary condition for the use of k e v d e d  pkeden- 
ence f i e m y  (Sti  gl er , 1966, p p .  68-70 ; Si 1 verberg, 1978, 
pp.324-342; Green, 1973, pp.121-128; Henderson and 
Quandt , 1980, p p .  45-48) or dehived Xheokq (Sti gl e r ,  
1966, pp.242-244; Friedman, 1976, pp.153-165; Henderson 
and Quandt, 1980, pp.80-83) t o  empirically define demand 
curves. 

The assumed independence o f  the demand and supply curves 
in the theory o f  the traditional model, also, means that 
sh i f t s  in any demand or supply parameters tend t o  result 
in changes in the equilibrium retai l  price. 

I n  the retail  market model the frictionless demand curve 
is  assumed t o  be independent of the supply function. 
However, the social demand function (equation (371, 
p.53) and the retail  supply function (equation (17) ,  
p.52, or (24),  p.61) are interdependent and b o t h  curves 
are dependent on the frictionless demand curve (equation 
1 ,  9 ) .  The open access equilibrium occurs a t  the 
intersection of the social demand curve and the open 
access retai l  supply curve. Therefore, the use o f  
revealed preference theory or derived demand theory t o  
define demand curves i s  only appropriate i f  the retai l  
market model i s  n o t  appropriate, or i f  the transaction 
costs considered i n  the retai l  market model are not 
significant, or i f  a l l  parameters related t o  re tai l  or 
consumer effort  ( 0 ,  e ,  or k )  are constant. - - - 
The interdependence of  the social demand curve a n d  the 
open access retail  supply curve, in the retail  market 
model, results in there being l i t t l e  or no change in 
equilibrium retail  price a f te r  shif ts  in the demand- 
supply parameters ( a ,  -116, 6, g ,  or k j .  This conclu- - -  
sion may be o f  some import i n  ant i t rust  actions. 



c )  The open access equilibrium and  the monopoly profit 
maximizing o u t p u t  defined by the traditional model 
(points A a n d  G in Figure 1 2 ,  p . 5 7  and in Table 2 ,  
pp  .73a-73b) are unattainable, according t o  the 
retail  market model . 
I n  empirical applications, individuals using the 
traditional model expediently define demand "as a 
locus o f  points, each of which shows the maximum 
quantity of  the commodity that will be purchased, 
. . . per unit time at  a  particular price" (Friedman, 
1976, p.13). The demand curve defined above i s ,  in 
terms of the retai l  market model , the social demand 
(equation [37), p.53) which i s  n o t  independent of the 
supply curve. As long as the parameters in the supply 
curve (0 ,  e ,  a n d  k )  remain constant, the above expedi- 
ence aliow: the traditional model t o  function 
empirical ly despite i t s  theoretical deficiencies. 

d )  I n  the traditional model, the marginal social value of  
a product is  (when the market i s  in equilibrium) always 
equal t o  the retail  price o f  the product. Also, the 
long-run supply curve i s  usually assumed t o  be the 
marginal cost o f  producing the product. 

I n  the retail  market model, the marginal social value 
o f  a product, a t  any given sales volume, i s  defined by 
the frictionless demand curve. When the retail  price 
i s  on the open access retail supply curve the marginal 
social value o f  a product i s ,  also, equal t o  the retail  
price plus the consumer average transaction cost. 
Further, the retail  price (when i t  is  on  the open access 
retai l  supply curve) can be subdivided i n t o  the whole- 
sale price of the product plus the retail transaction 
cost (equation (22a), p.  3 2 ) .  

e )  The traditional model fa i l s  t o  note that a profit 
maximizing monopol i  s t  compounds the soci a1 injury of 
high prices by also reducing the retail effort  provided 
t o  customers. 

f )  The traditional model provides few insights into the 
behaviour o f  monopolists who do n o t  maximize short-run 
profits . 
The retail  market model del i  neates the options avai lab1 e  
t o  a  rational monopolist who does n o t  maximize short-run 
profits. The behaviour and strategies of  such monopolies 
(within the area bounded by the retail market model, 
p.69) are dependent on  the nature a n d  the risk o f  govern- 
ment intervention. 



The behaviour of monopolists is also dependent on the 
nature of their monopoly power. Monopoly power has 
two basic forms - control over the distribution net- 
work and/or control over the product source. Where a 
monopolist does n o t  control a l l  channels of product 
distribution, a non-transferable guaranty i s  one means 
o f  securing the distribution network from predation by 
arbitragers ( i  . e.  , a transferable guaranty may increase 
a r e t a i l e r ' s  sales productivity by reducing the moral 
hazard faced by the consumer - Akerlof, 1970 - b u t  a 
non-transferabl e guaranty a1 so reduces the resale 
market for a product, p p .  68-69).  

In summary, the elegant simplicity o f  the traditional supply and demand 

model has made i t  an  exceptionally powerful and  durable t o o l  of microeconomic 

analysis. However, the simplifying assumptions i n  that model make i t  better 

suited t o  the relatively simple environments o f  the primary and the manufac- 

turing sectors of the economy. The more complex environments o f  the retail  

sales and service sectors tend t o  confound the traditional model and, as a 

result ,  many o f  the policy implications arising from that model may be 

perverse. I t  i s  the contention o f  this  study that the variable price retail  

market model can cope with the complex retail  sales and service environments 

better than the traditional model. Appendix - E examines the applicability o f  

the variable price retail  market model t o  retail  markets. 



IV . GOVERNMENT LNTERVENTIOM 

In the previous section, pp.68 and 73a, i t  was noted  that cet& p&hw, 

the social surplus i s  maximized in a retail  market a t  the open access equili- 

brium. However, a l l  things are n o t  equal --the government draws taxes from 

a n d  provides services t o  retail  markets. 

The infrastructure (transportation, communication systems, monetary 

systems, power facil i t i e s ,  know-how, and other p u b l  i c  services) i s  the 

foundation o f  a nation's economy. The better and more complete that i t  i s ,  

the more effective will be the nation in carrying on i t s  economic activity.  

The el ements of the infrastructure tend t o  have pub l  ic good characteristics. 1 3  

Therefore, i n  the absence o f  government involvement, a nation will tend t o  

under-invest in generating and maintaining i t s  infrastructure. 

Another function of government is  t o  provide and enforce laws a n d  regula- 

tions that limit public "bads". In particular, the government seeks t o  set  

and enforce 1 imits on antisocial behaviour in various commons. For example: 

- Maximum limits on a i r ,  water, and noise polution. 

- Minimum heal t h  and education standards. 
- Limits on the rights of owners o f  private property 

(e.g. ,  t ry  setting-up a piggery in a residential area).  

- A legal system, that includes codified laws, enforce- 
ment agencies, and courts, t o  minimize the cost of 
resolving disputes. 

- Standard units o f  weights and  measures. 

- Minimum quality and safety standards for goods and  
services . 

Each of the above standards provide l i t t l e  or no benefit t o  an individual 

complying with them; the benefit comes from having all  or most individuals 

in society comply with them. In situations where consumers have difficulty 

in ascertaining the quality o f  a good (e .g . ,  specialized knowledge may be 

required) manufacturers a n d  retailers o f  h i g h  qua1 i ty  goods should welcome 



regulation and qual i  ty standards. Akerlof, in his paper "The Market for 

Lemons", noted: 

"There may be potential buyers of  good quality products and 
there may be potential sel lers  o f  such products in the 
appropriate price range; however, the presence o f  people 
who wish t o  pawn bad wares as good wares tends t o  drive o u t  
the 1 egi timate business. . . . . the important ski1 1 of the 
merchant i s  identifying the qual i  ty o f  merchandise; 
. . . .  the amount of entrepreneurial time per unit o u t p u t  i s  
greater, the greater are the qual i ty  variations. " (Akerlof, 
1970, p p .  495-496) . 

Therefore, the government, by providing infrastructure as well as  enforced 

laws, regulations, and standards, may substantial l y  reduce rnanufacturi n g  and 

transact ion costs. 

One o f  the primary functions of government is  t o  extract a sufficient 

surplus from the private sector t o  f u n d  an appropriate level o f  investment i n  

and  maintenance of public goods and services. Abraham Lincoln noted in his 

las t  pub1 ic address (Washington, April 11, 1865) that:  

"If  you once forfei t  the confidence of your fellow citizens, 
you can never regain their  respect and esteem. I t  i s  true 
that you may fool  a l l  the people some of  the time; you can 
even foo l  some of the people al l  the time; b u t  you can't  
fool  a l l  o f  the people a l l  the time." (Bart le t t ,  1951, p . 4 5 7 ) .  

Therefore, a democratic government that wishes t o  remain i n  power must care- 

fully balance the marginal value of the public goods and services provided 

with the marginal value of  the resources extracted from the private sector. 

A .  Effects o f  a Tax that is  Spent t o  Provide the Retail Market with 

Infrastructure and Regulatory Services 

In the introduction t o  this  section, pp.78-79, i t  was clearly shown that 

efficiency in the private sector i s  dependent on an effective public sector. 

A complete modelling of that process would be unreasonably complex. The 

following il lustration of  the dependence o f  the private sector on the public 



was made r e l a t i v e l y  s imp le  and c l e a r  by s e v e r a l  assumptions : 

a 1  The r e t a i l  market  p r o v i d e s  a  s i n g l e  un i fo rm good and 

conforms t o  t h e  v a r i a b l e  p r i c e  r e t a i l  market  model, under 

c o n d i t i o n s  o f  open access.  

) The government p r o v i d e s  o n l y  i n f r a s t r u c t u r e  and r e g u l a t o r y  

s e r v i c e s .  

c )  The government budget i s  balanced (e.g . , t h e r e  i s  no 

pub l  i c  s e c t o r  d e f i c i t  o r  s u r p l u s ) .  

As t h e  government c o l l e c t s  t axes  yQ and commits those 

resources  t o  p r o v i d i n g  more i n f r a s t r u c t u r e  and r e g u l a t o r y  

s e r v i c e s ,  t h e  t r a n s a c t i o n  c o s t s  i n  t h e  r e t a i l  market  

d e c l i n e .  That  r e l a t i o n s h i p  i s  cap tu red  i n  t h e  f o l l o w i n g  

equat ions ,  t h a t  c o n v e r t  t h e  parameters - 0, - e, - k, and - G 

(see Appendix F f o r  t h e  va lues  those  parameters a r e  assumed 

t o  take ,  i n  t h e  numer ica l  example, when y = 1.00) i n t o  

t h e  v a r i a b l e s  - B O Y  g, g ,  and - G o .  

( 47 )  B0 = BY - $ Y = t a x  p e r  u n i t  s o l d .  

i s  a  s l o p e  parameter  = .75. 

(48) (eo + k O )  = ( e + k ) ~ "  $ i s  a  s l o p e  parameter = .25. 

The parameter q i s ,  f o r  s i m p l i c i t y  o f  e x p o s i t i o n ,  assumed t o  be 
u n a f f e c t e d  by government expend i tu res .  

g  = t h e  manufactured c o s t  o f  
t h e  p roduc t ;  3  = 12.00. 

I m p l i c i t  i n  equat ions  (47 )  and (48) a r e  t h e  assumpt ions:  

o t h a t  i n  t h e  absence o f  pub l  i c  s e c t o r  spending r e t a i l  
t r a n s a c t i o n s  hecome i n f i n i t e l y  c o s t l y ,  and, 

o t h a t  p u b l i c  s e c t o r  spend ing proceeds f rom t h e  most 
va lued  s e r v i c e s  t o  l e s s  va lued s e r v i c e s .  

I n  Appendix E, p.121, i t  i s  shown t h a t  t h e  m a j o r i t y  o f  No r th  American 

r e t a i l  markets  t end  toward  t h e  open access e q u i l i b r i u m .  I n  t h e  p rev ious  

s e c t i o n ,  p.54, t h e  open access e q u i l i b r i u m  was i d e n t i f i e d  by t h e  f o l l o w i n g  



equations: 

Implicit in the previous section and in the above equations i s  the assumption 

that  the government collected and spent revenues of $l.OQ per unit of product 

sold i n  the. private sector .  A s  such, - - -  6 ,  e ,  k ,  and - G are parameters (See 

Appendix F for  the values assigned t o  those parameters in the numeric example). 

In t h i s  section, y - i s  a  tax variable controlled by the government a n d  the 

parameters g, 2, k, and - G i n  equations (40) ,  (23) ,  and (35a) m u s t  be replaced 

with the corresponding variables. 

When the r ight  hand s ide  of equations ( 4 7 ) ,  ( 4 8 ) ,  and (49) are substituted 

into the  above equations the resul ts  are:  
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When the assumed values for 2 and 9 ( .75 and .25, respectively) are substi- 

tuted i n t o  equations (4Cb), (23b), and ( 3 5 ~ )  the results are: 

A t  the open access equilibrium the social surplus i s  a t  a maximum, 

p.68. That equilibrium, also, occurs on the open access supply curve, p.54, 

where the (economic) profits of  retai 1 ers a n d  sal esmen equal zero. Therefore, 

a t  the open access equil ibrium the consumer surplus is the social surplus. 

In the open access equilibrium of the previous section, pp.52-55, Y was - 
assumed t o  be 81.00, a private sector sales volume - Q o f  1,095,889 units was 

generated, the consumer surplus (per equation (8),  p .  14) equal led $19,215,563, . 
and the government col 1 ected and spent taxes Y - Q of $1,095,889. 

The socially optimal - Y can be identified by sett ing the differential o f  

equation (40c), with respect t o  - Y equal t o  zero and reorganizing the result 

t o  define - Y. 



y* = the optimal tax per unit 
sold in the retail market. 

The ahove calculation of - y* i s  based on  the assumption that the retail 

markets are  isolated from each other. In the real world much of  the infras- 

tructure and regulation arising from government spending is  o f  a public good 

nature. That i s  , the infrastructure a n d  regulation developed for, and appl ied 

t o  a given market is  o f  benefit t o  many other markets. Therefore, i n  a real 

world analysis o f  government spending, a "public good market" for infrastruc- 

ture and regulation would have t o  be derived from information taken from each 

of  the markets benefited by that spending (see Mansfield, 1975, pp.497-498). 

The model developed in this section o f  the study extrapolates from the 

beneficial effects of  the government sector on the private sector (:see pp.78- 

7 9 )  t o  an implicit assumption that in a  s ta te  o f  a m c h y  (the absence o f  a l l  

government i  ntervention) the private sector col 1 apses ( i  . e . ,  substitute zero 

for Y - in equations (40c), (23~1 or (35d), p.82 ) .  Government provided infras- 

tructure and  regulation i s  an integral part of developing and maintaining a n  , 

eff ic ient  private sector. In the simplified world depicted by the model in 

this  paper, i t  was possible t o  develop an  explicit solution for the question, 

how much government i s  good government? 

Another approach t o  defining the optimal tax i s  t o  meet the conditions 

o f  cost minimization. On p.65 the total average social cost of a product was 

defined as: 

The assumption of a n  open access market means that equations (40) a n d  (35a), 

p.81, can be substituted into equation (31a) t o  produce: 





The inclusion o f  taxes a n d  a public sector in the model means that equation 

(31b) should be modified by substituting the right hand sides of equations 

( 47 ) ,  (48), a n d  (43), p.80, t o  produce: 

As noted on p.82, the parameters - $ and - $ are assumed t o  sum t o  1.00 and can 

be ignored. Equation (31c) can be reorganized t o :  

where the sum o f  the f i r s t  three terms equals the open access equil i bri urn 

retail  price, the fourth term equals the consumer average transaction cost, 

and the l a s t  term equals the tax per u n i t  sold. When equation (31d )  i s  

differentiated w i t h  respect t o  Y the result i s :  - 

Retail effor t  and consumer effor t  are substitutes. Therefore, the f i r s t  two 

terms i n  equation (52 )  are equal a t  the social optimum. Public sector spen- 

d i n g  (per unit sold) i s  assumed t o  be a substitute for combined retai l  and  

consumer efforts.  Therefore, a t  the social optimum, the las t  term in equation 

( 5 2 )  i s  equal t o  the negative of the sum of the f i r s t  two terms. This propo- 

sition was verified by the following process - a t  the open access equilibrium: 



G O  +M, = g+q+./mr+ Y (see equation (231, p. 12) 

When the r i g h t  hand side of equation ( 4 9 ) ,  p.80, i s  substituted into the 

above equation the resul t  i s :  

and: 

T h e  consumer transaction cost a t  the open access equilibrium can be de 

by substi tut ing the r ight  hand s ide  of equation (38) ,  p .  54, into equat 

( 4 4 ,  P o l l .  

f i  ned 

ion 

When the r 

(4b),  then 

ight hand s ide  of equation ( 4 7 ) ,  p .  80, i s  substituted into equation 

and:  

d [CATr] - - -4'- - 



Equation (52) can now be stated as: 

d TASC - -JB(e+k) -4B(e+k) + 

F 

When the right hand side of equation (51), p.83, i s  substituted into equation 

(52a) the result is: 

which verifies the proposition o;? p.85. 

Figurs 14, 7 .33 ,  shows the open access equilibrium social surplus 

(equations (40c) and ( 8 ) ,  p.82) and the perceived tax burden - y/P as function 

of the tax y. A t  the open access equil i brium formed when the tax y equals the - - 
socially optimal - Y* of $3.14063 per u n i t  sold, the social surplus i s  

$22,229,800 and the perceived tax burden i s  16.5 percent. 

B. Extracting a Surplus from a Retail Market 

Not a l l  taxes extracted from a retail market are app 1 ied t o  prov 

that market with infrastructure or regulation. Governments also use taxes t o  

"milk" a surplus from markets, in order t o  f u n d  government goods and services. 

I t  i s  well accepted in economics that many goods and services provided by the 

government are o f  a public good nature: 

"Such goods can be enjoyed by one person without reducing 
the enjoyment they give others. .... I t  i s  important t o  
note that the market mechanism will n o t  work properly for 
a pub1 ic good. ... because excluding those who do n o t  pay 
reduces their satisfaction and does n o t  increase the sa t i s -  
faction o f  others. Thus a1 t h o u g h  the market mechani sn can 
be applied, i t  i s  n o t  optimal t o  do so. .. . . noreover, i t  
frequently i s  impossible t o  prevent someone from consuming 
a public good whether or n o t  he pays for i t .  . . . . Thus, 



i n  many cases, the market mechanism simply i s  n o t  
a p p l  icable." (ilansficld, 1975, pp.497-498). 

Other government expendi tures may i n v o l  ve i nves tmen t i n projects that are too 

large or t o o  risky for the private sector. The government, by collecting 

taxes and diverting resources t o  provide such goods and services can sub- 

stantial  ly increase the wealth and we1 1-being o f  the nation. However, as 

noted on p.78, a rational government should seek t o  balance the marginal 

value o f  such goods and projects w i t h  the marginal cost o f  the resources 

committed t o  them.  

In order t o  isolate that cost, this section o f  the study separates 

taxes into two parts. The tax committed t o  providing the retail  sector with 

infrastructure i s  identified as - y. The tax used t o  extract as surplus from 

the retail  market ( t o  be applied t o  providing goods a n d  services outside o f  

the retail  market) i s  identified as - a. Equations (40c), (23c), and  (35d) 

should now be written as: 

When the differential of equation (40d) with respect t o  - Y i s  set  equal 

t o  zero, the result can be reorganized t o  equation (51), p.83. What this  

means i s  that the definition of the optimal tax - Y i s  independent of the 

choice o f  the sur-tax - a, However, the sur-tax clearly raises the retail  
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price ( i  .e . ,  for equation (23d), > -0- - a n d  reduces the equilibrium 

sales volume ( i  .e . ,  for equation (4Qd),  2 < -9- . Therefore, extracting a 

surplus from a retail  market is n o t  w i t h o u t  costs ( i . e . ,  the reduction in 

equil i  brium sales vol ume reduces consumer surplus - equation ( 8 ) ,  p .  14). 

A goal o f  Pareto optimality would  require that the government obtain a 

marginal return from the use of the extracted surplus that i s  a t  least  equal 

t o  the marginal cost imposed on the consumers i n  the retai l  market from which 

i t  was extracted. When the right hand side of equation ( 4 0 d )  i s  substituted 

i n t o  equation (8 ) ,  p.14, the result i s :  

In  deciding h o w  much surplus t o  extract from a retail  market the government 

needs t o  know the value that the consumers/voters place on the las t  dollar 

extracted from the market. That marginal value i s  defined by equation (53). 

When the right hand sides o f  equations ( 5 4 )  and (55)  are substituted into 

equation (.53), the result i s :  
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Equation (55a) measures the marginal cost of extracting a surplus (-4)- from a 

retail  market, I t  i s  i l lustrated in Figure 15, p.90, by the curve laheled 

required return on extracted surplus. Equations (4Od), (23d), and (36e). were 

used t o  develop Table C-1 in Appendix C ,  which compares selected market 

variables when - a is set  a t  various levels and - y i s  set  a t  one o f  two levels. 

The government, for one reason or another, might decide t o  extract the 

maxi.mum surplus possible from a retail  market. The extracted surplus curve 

in Figure 15, p.91,, shows that a t  a certain point increasing the sur-tax - a t o  

raise more revenue becomes counter productive. The sur-tax - a*, that maximizes 

the surplus extracted from the retail  market can be identified by setting 

equation (SS), p.89, equal t o  zero and reorganizing the result to :  

C. The Form of  Taxation or Other Funding 

The importance of  an effective public sector t o  the development and 

maintenance o f  an efficient private sector was discussed on pp.77-78. A model 

incorporating that relationship was then demonstrated on pp.78-83. Where the 

social return on public sector investment is high enough, pp.83-87 showed 

that i t  may be socially optimal for the government t o  extract a surplus from 

the private sector t o  f u n d  that investment. Both  o f  the above forms o f  

government expenditure need t o  be funded by some form of  taxes or borrowing. 

A tax per unit sold has been used t o  this point i n  th is  section of  the 

study. In a changing world w i t h  many retail  markets, that type of tax i s  

likely t o  be diff icul t  t o  calculate and t o  administer. Other forms o f  taxa- 

tion are: 





0 A tax or a levy on labour - personal income taxes, 
. --- unemployment insurance "premiums", government pension 
plan contributions, and workers' compensation "premiums" 
fall into this  category. 

This form of taxation raises the private cost of retail  
and production labour. In terms of the (partial  equilib- 
rium) retail  market model developed in this  study, a n  
increase in the private cost of labour results in increases 
in the parameters e ,  k, q, G ,  and  t o  some degree in - 6. On 
pp  .56-60 i t  was shEwn-thit :- 

I n  this partial equilibrium analysis the effects of  a 
tax on the cost o f  labour tend t o  be understated because 
of the following macro-concern. When the private cost 
of labour i s  higher than the social cost ( the private 
cost i s  the social cost plus the effect o f  the tax) the 
market becomes distorted as individuals t ry  t o  reduce 
their private cost by substituting capital and consumer 
effort  for the (now more costly) retai l  and production 
1 abour . In  our society, the resulting additional 
unemployment tends t o  increase the tax burden and con- 
centrates i t  on the remaining workers. That raises the 
rate of taxation on labour and makes further substitution 
o f  inputs possible. 

0 A tax or levy on capital - property taxes, asset valuation 
taxes, ana some torms of licenses fall  into this category. 

This form of taxation raises the private cost of retail  
and production capital. The resulting market distortion 
i n  the use of capital will likely parallel the problems 
noted with the taxation o f  labour. 

A sales t a x  on the retail   rice - (also known as a value 
added tax) eliminate the sociaily suboptimal substitution 
of capital for labour (or vice versa). 

The problem with th i s  form of tax i s  that the tax is  on 
the retail  price. As shown in equations ( 5 )  and (22) ,  
p.32, the retail  effort  per unit sold times i t s  oppor- 
tunity cost i s  part o f  the retail  price. As a result ,  
consumers can avoid a portion o f  the sales tax by sub- 
s t i tut ing their own effort  in place of  the more socially 
efficient retail  effor t .  



O A tax on  ~ r o f i t s  - I t  i s  the search for super-normal 
returns by the participants in a competitive market 
that resui t s  in' that market becoming' eff ic ient ,  in 
the long-run. Taxing away the short-run profits 
generated by a temporary disequilibrium might slow 
the response t o  that disequil ibrium and ,  thereby, 
prolong i t .  Also, super-normal returns are ( a t  best) 
diff icul t  t o  define in a practical sense. 

The tax per unit sold appears t o  allow the government the most flexi- 

bi l i ty  in setting optimal tax rates in each market, and, given that those 

rates are optimal, does n o t  result in a misallocation of resources. However, 

the costs of setting and administering those optimal rates may be prohibitive. 

I f  so, a value added tax (with exclusion and variations) also offers some 

flexi bil i t y  and  does not  appear t o  be as damaging t o  the economy as the 

remaining forms of taxation. 

Governments frequently choose t o  generate funds by borrowing rather than 

through taxation. The macro considerations i n  the money market are legion. 

As a result a partial equilibrium analysis i s  b o t h  d i ff icul t  and tenuous. 

When the government or industry increases the net borrowings from consumers, 

the consumers are being asked t o  surrender current period consumption. As a 

result ,  the frictionless demand curve should sh i f t  downward (a decrease in 

the parameter - a )  and a1 so rotate downward (a decrease in the slope - l /b)  . On 

pp.56-60 i t  was shown that :  

dP ( i i i )  = -a- 
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I t  should be possible, w i t h  a more detailed model , t o  develop a  conX ad 

bornouting m a p  t ha t  would he similar in form t o  the  m a p  in Figure 1 5 ,  p.  91. 



V .  RETURNS TO SALESMEN 

The relatively low wages observed i n  re tai l  sales and services (see 

Figure A-1,  Appendix A )  has resulted i n  many employers and potential 

employees o f  that subsector believing that retail  sales and service jobs  are 

the las t  refuge, prior t o  social assistance, o f  low quality or otherwise 

disadvantaged workers (Bursti ner, 1976 ; Swi nyard , 1981). The extent o f  such 

beliefs and the vehemence with which they are p u t  forward make i t  apparent 

that,  for most people, employment in retai l  sales a n d  service industries is 

rarely a career path o f  choice. 2 

There is  nothing apparant i n  the retail  market model that explains the 

relatively low wages observed i n  retail  sales and service jobs. However, the 

open access commons nature of the retail  sales and  service sector causes i t  t o  

act as a "buffer" t o  forces generated by structural problems elsewhere i n  the 

economy. Specifically, the sectortends t o  "soak-up" individuals unable t o  gain 

entry to, or displaced (by technology) from preferred jobs in other industries. 3 

A major weakness in the analysis t o  this point is that there i s  no 

measure of the well-being of salesmen. The retail  market model in this  paper 

assumes (as does the traditional model) that the opportunity cost of  an input 

represents i t s  value t o  society. Therefore, i t  i s  implicitly assumed that as 

l o n g  as the salesmen are covering their  opportunity costs they should be 

satisfied. That proposition i s  reasonable, i f  the labour market is  i n  long- 

run equil i  brium. However, when there has been a shock t o  the labour market 

(e.g., a population bubble----such as the "baby boom", or the displacement of 

labour by advances in applied technology) the hhutLt-)~un oppulLtLLnity c o b h  of 

salesmen's effort  may r i se  above or fa l l  below the Long-trun oppahtLLnity 

cab&. As a resul t ,  bhotLt-trun qlcani-/te& may be generated ( i t  should be 
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rememhered that short-run adjustments can in some cases l a s t  for the better 

part o f  an individual's working l i f e ) .  Equation (-57) defines the quasi-rent 

associated with salesmen. I t  was developed by multiplying the sales effort  

E by the difference between the long-run and  the short-run opportunity costs - 
of sales effor t .  

5 = the quasi-rent received by 
sa 1 esmen. 

e l  = the long-run opportunity cost 
t o  sal esmen o f  generat i ng sal es 
effor t .  

eo = the short-run opportunity cost 
t o  salesmen o f  generati ng sal es 
effor t .  

tion ( 5 7 )  the result i s :  

When e l  < e o ,  salesmen benefit from quas i-rent,  a t  the ex 

When the right hand side of  equation (35a), p .55 ,  i s  substituted i n t o  equa- 

pense of the other 

market participants. When e, > eo , the other market part 

from quasi-rent, at  the expense of salesmen. In an open 

quasi-rents tend t o  accumulate in the consumer surplus. 

defines the consumer surplus at  any given sales volume. 

icipants benef 

access retail  

Equation (8 )  , 

i t  

market 

p.14, 

When the right hand side of equation (40),  p.54 i s  substituted into equation 

(8)  the result defines the consumer surplus a t  the open access equilibrium. 



(8b) [CS ] = 

The effect on 

i s  : 

consumer surplus of a change in the salesman opportunity cost 

I[-- 23 = %  <-a- (see equation (-35a), p.55.) 
r / B i  b 

The quasi-rent associated with the same change i s  defined by differentiating 

equation (58), p.96, with respect t o  the salesman opportunity cost. 

When equation (60)  i s  set  equal t o  zero the result can be reorganized t o :  

When: eo <e*, then 

When: eo >e*, then 

e$ = the short-run opportunity cost t o  
salesmen, that maximizes the quasi- 
rent that they receive. 

When parameter values are taken from the numeric example in this  paper 

(from the section prior t o  the discussion of the role of governments in the 

market) e t  has a value of  885a.31565. A t  that short-run opportunity cost the - 
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salesmen ( w h o  are assumed t o  have a long-run opportunity cost of $48.00) 

accrue $6,723,218 in quasi-rents. This i s  substantially less than the market 

rent that a profit maximizing monopolist would acquire (e .g . ,  $9,607,900 in 

Tahle 2 ,  p.73b). The difference occurs because the monopol i s t  i s  able t o  

extract a l l  of the market rent (-e.g., see point - A i n  Figure 9 ,  p . 4 0 ) ~  

whereas the quasi-rent i s  attributable t o  the salesmen and i s  maximized a t  

the intersection o f  the salesman) marginal cost curve and the ( re ta i le rs )  

average demand curve (e .g . ,  p o i n t  - B i n  Figure 9 ,  p.40). 

The effect on the social surplus o f  a change in the short-run opportunity 

cost can be defined by adding equations ( 5 9 )  and (60), p.97, together t o  

produce : 

Equation ( 6 2 )  indicates that the social surplus is  maximized when the short- 

run and the long-run opportunity costs o f  the salesmen are equal ( i  . e . ,  e ,  

=e,) .  Imp1 i c i t  in the above observation is  a proposition frequently invoked 

in traditional economic models-that in the long-run, inputs in a free market 

tend toward the most socially optimal use. A disequality between - e ,  and & 

results in a non-Pareto optimal situation (e .g. ,  the benefits that accrue t o  

one group in the market, as a result of that inequality, are less than the 

losses that are absorbed by another group). This i s  a short-run phenomenon. 

However, as noted on p.96, a short-run adjustment can l a s t  a long time, 

relative t o  the lifetime of those who are caught in i t .  
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A.  Barriers t o  Entry 

I f  individuals are "trapped" in the retail  sales and  service sector by the 

actions of a "free a n d  impartial market" then l i t t l e  could or should be said 

a b o u t  their  plight, from an economic point o f  view. The existence of 

barriers t o  entry gives l i e  t o  the above proposition a n d  raises the following 

moral issues : 

- Is meaningful employment a right or a privilege? 

- What rights are conferred by tenure of position? 

- S h o u l d  one group of citizens have the right t o  deny 
another citizen or group o f  citizens access t o  employment? 

- What responsibil i t i e s  a n d  privileges should accompany 
the above rights? 

However, the above issues pale t o  insignificance when i t  i s  noted that ,  in 

our society, employment i s  the primary means by which most Canadians contrib- 

ute t o  the wealth o f  the nation and most individuals define themselves in 

terms o f  their  vocation (Herr and Cramer, 1977, pp.57-59). Also, wages from 

employment are the primary means by which Canadians share in what is  created 

(e.g. ,  in 1977 employee compensation represented 74 percent of the $161.8 

billion earned by Canadian factors- labour, capital ,  a n d  resources (Lipsey, 

Sparks and Steiner, 1979, p.324). This point i s  further supported by Stigler 

(1966, p .257) :  "labour is  the most important productive service - i t  receives 

four-fifths or more of total income even in a n  economy as well stocked with 

capital as the United States." 

When desirable employment i s  scarce, the effect of barriers t o  entry i s  t o  

s p l i t  society into two groups - those who are gainfully employed and  those who 

are either unemployed or are under-employed. Under those conditions the 

presence of barriers a n d  the special interest  groups that they protect tend 
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t o  destabilize society by giving l i e  t o  the perception that the misery of 

unemployment, or under-employment, is  fa ir ly  metted o u t  by an impartial and 

free market. Therefore, individuals "trapped by circumstance" in retail  sales 

and service jobs may suffer the twin injustices o f  being under-paid for their  

ab i l i t ies  while seeing less able labour, i n  protected parts o f  the labour 

market, being over-paid. 

Even t h o u g h  barriers t o  employment can he shown t o  be economically 

inefficient (Scherer, 1980, p . l l ) ,  great care should be taken i n  pursuing a 

policy o f  reducing those barriers because: 

0 n o t  a l l  barriers are a r t i f ic ia l  - t h o u g h  many are 
enhanced a r t i f i c i a l ly ,  

0 some barriers provide a means of monitoring and 
guarantying the quality of products or services 
in situations where information costs preclude 
consumers from efficiently making such assessments 
(see Appendix - D) , a n d ,  

0 barriers are often a reflection of the political 
or the social power of those being protected. 
Therefore, the "strength and height" of a barrier 
may be a better indicator o f  the cost t o  eliminate 
i t  than o f  the social benefits derived from 
el imi nati ng i t .  

In  summary, the presence o f  barriers t o  employment aggrevates any 

shock t o  the labour market and extends the period of readjustment. 3 

B .  Technology 

Over the past 180 years, due t o  on-going technological innovation, almost 

a l l  inputs i n  our society have tended t o  become less scarce and  less costly - 
in a n  economic sense, i f  n o t  in a physical sense (Simon, 1981) . I4  Therefore, 

over time, our society i s  able t o  generate greater ~ e a l t h  a t  lesser cost. 



While t h i s  increasing efficiency i s  considered laudable hy consumers, i t  i s  

understandable that  the  owners o f  inputs might view i t  with apprehension - 
especially i f  the increased demand for the end product f a i l s  t o  o f f se t  the 

declining per u n i t  (of end product) requirement for  those inputs. I t  might 

be argued that  the result ing unemployment i s  a  short-run phenomenon and 

that  a  free market will adjust i n  the long-run t o  correct the problem. 

However, i t  is worth noting that  the "short-run" dislocations of the f i r s t  

industr ial  revolution lasted several 1  i f e  times. 

New applications of technology tend t o  be jus t i f ied  t o  managers in terms 

of manpower or other costly resources "saved". The wide spread success of 

such applications of technology and the resulting dislocation t o  the economy, 

through those individuals displaced, underscores the need for ef fect ive  and 

expeditious government action t o  counteract the short-run effects  o f  advances 

in applied technology. Specifical ly,  under a  laisez-6dihe pol icy ,  the 

following process tends t o  occur: 

a )  Wide spread advances in applied technology rgduce the 
demand for labour in many areas of the economy. 

b )  The individuals s t i l l  employed in the affected indus- 
t r i e s  unite,  as do those in other a t t r ac t ive  positions, 
t o  e r rect  barriers  (e .g . ,  unions, associations, 
professional bodies, and "01 d boy" networks) against 
competition from those who are displaced o r  are new 
entrants to  the labour market. 

The process i n  a )  i s  1 ikely accelerated i f  the individ- 
ual s  behind the-barri ers  use the temporary monopoly 
power generated by the barriers  t o  increase the i r  wages. 

c )  As the dislocation increases in severity the barriers 
around the desirable enclaves of employment are  
strengthened a n d  increasing numbers of the displaced 
are forced into the sales and service sector open 
access commons. 



d )  The increased supply o f  labour in the sales a n d  
service commons and the decreased opportunities 
for alternative employment tend t o  decrease the 
renumeration demanded by (and paid t o )  those 
trapped i n  the sales and service subsector, 
p p .  22- 2 3 ) .  

The individuals i n  that subsector who are not  
will ing t o  accept the lower remuneration are now 
more willing t o  commit resources t o  escape that 
commons. That, i n  turn, forces the individuals 
i n  the protected labour enclaves t o  increase 
their  protective barriers. Therefore, as the 
economic dislocation increases in severity, the 
resources expended i n  the socially non-productive 
confl ic t  between those erecting barriers and 
those assail i n g  barriers increases. 

e )  In  the very-long-run, the opportunities arising 
from the advances i n  applied technology are fully 
exploited, a1 1 inputs (including labour) earn 
their  long-run opportunity cost, a n d  no extra- 
ordinary action on  the part o f  government is  
required t o  generate a Pareto optima1 market o u t -  
come. 

Markets will ,  in the very-long-run, "sort themselves o u t "  a f te r  wide- 

spread advances in applied technology. However, the short-run effects on 

wages and employment can be distressing. Employment i s  t o  most Canadians 

more than the provision o f  the i n p u t  labour-it i s  the primary means by 

which they contribute to ,  and share i n  the wealth of the nation. The nature 

o f  Canadian governments indicates that Canadians, as a people, assume that 

the economy should exist t o  serve the needs o f  the people and have discounted 

the concept that people exis t ,  as inputs, t o  serve the economy. I t  i s  

diff icul t  t o  assess the government efforts t o  ameliorate the short-run impact 

of advances in applied technology on employment. However, as noted through- 

o u t  this  section (pp.100-103), increases in unemployment, due t o  structural 

problems elsewhere in the economy, tends t o  depress the wages and increase 

the numbers employed in the open access areas of the economy-such as retai l  

sales and services. Therefore, increases in the number o f  individuals 
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employed in retail  sales and services may indicate that problems elsewhere 

i n  the economy may be increasing rather than improving. 



VI. CONCLUSIONS 

While a career in commissioned sales i s  a vocat ion of much prom ise ,  i t  

i s  also one o f  few lasting successes. This paper, in trying t o  explain this  

phenomenon, models the retail  market as a commons. In that model reati lers 

(and the salesmen that they employ) exis t  only because they are able t o  

reduce the cost of transactions between buyers (consumers) and suppliers 

(manufacturers). Thus, while transaction costs are assumed t o  be irrelevant 

in the traditional neoclassical model o f  the market, those costs are the 

prime moving force in the retail  market model developed in this paper. 

The traditional model, by assuming away the effects o f  transaction 

costs, produces a model of market behaviour that is  elegant i n  i t s  simplicity. 

However, that simplicity does not  capture the complex behaviour observed in 

retail sales and service markets. The model i n  th is  paper does deal w i t h  

much o f  that behaviour a n d ,  as a result ,  provides a useful t o o l  for analyzing 

and predicting behaviour in retai l  markets. 

While many of the predictions of the retail  market model, developed in 

this paper, para1 lel those o f  the traditional model, the following exceptions 

are particularly noteworthy. In  the retail  market model: 

O The sales volumes a t  the open access (competitive) 
equilibrium a n d  a t  the profit maximizing monopoly 
o u t p u t  are signi ficantly smal ler than the corres- 
ponding volumes i n  the traditional model. 

Elements o f  the demand curve, the manufacturers' 
supply curve, and the trasaction costs (of b o t h  
retailers and consumers) combine t o  form, what 
th is  paper ca l l s ,  the "social demand curve". I t  
i s  that compound function a n d  n o t  the demand curve 
that is  reveal ed when "revealed preference theory" 
is  used t o  empirically develop a demand curve. 



oTaxes (e .g . ,  sales taxes, excise taxes, income tax, 
property tax) can in i t i a t e  consumer avoidance 
behaviour t h a t  i s  damaging t o  the economy: 

- I n  the retail  market model developed in 
this paper, the avoidance behaviour t o  
the excise tax did n o t  involve the sub- 
s t i tut ion of inputs and, as a  result ,  
was the least  damaging t o  the economy. 

- Given the social importance o f  employment 
(as the primary means by which Canadians 
contribute t o  and share in the wealth o f  
the nation), taxes on  the input labour 
appear t o  be a particularly perverse 
method of generating tax revenue. 

 public sector spending affects transaction costs 
and  through that effect,  i t  i s  essential t o  the 
generation and  maintenance o f  an efficient private 
sector. 

Another conclusion of the retail  market model in this  paper, i s  that 

retail markets tend toward efficiency and toward the full u t i l  ization of a l l  

available resources. Specifically: 

o As an open access commons, the retail  market readily 
absorbs new entrants t o  the labour market as well as 
labour "freed" by advances i n  applied technology. 

0 The opportunities of salesmen t o  work in other sectors 
of the economy will define the returns t o  the effort  
o f  those salesmen. As in any efficient market, a  sur- 
plus of available labour will cause the returns t o  
salesmen t o  fa1 1 ,  until the market is  cleared. 

0 If advances i n  a p p l  ied technology and entry barriers 
reduce the opportunities for a1 ternative employment, 
the open access retail  sales and  service commons 
becomes crowded a n d  the returns t o  the effort  o f  the 
salesmen fa11 . 



o The existence o f  employment entry barriers gives 1 ie  t o  
the perception that the misery o f  unemployment or under- 
employment is fa ir ly  meted o u t  by a n  impartial and free 
market. As a result ,  individuals who are "trapped by 
circumstance" i n  retail  may suffer the injustice o f  
being underpaid for their  abil i t i e s ,  while other less 
able b u t  "protected" labour i s  overpaid. 

This study was init iated t o  determine why the return t o  the effort  o f  

individuals i n  retail sales a n d  services tends t o  be so poor. The retail  

commons appears t o  operate as a near perfect market and the cause of  the 

observed problem does n o t  appear t o  reside on the retail  sector. The open 

access nature o f  the retail  commons results i n  i t  acting as a "catch-basin" 

for the effects of inefficiencies elsewhere i n  the economy. Until those 

problems (outside o f  r e t a i l )  are resolved, careers in retail sales w i l l  

continue t o  be a vocation that promises much, b u t  delivers few lasting 

successes. 



APPENDIX A 

EXAMINATION OF STRUCTURAL CHANGES I N  THE CANADIAN 

PRIVATE SECTOR 1957 t o  1982 

" I n  descr ib ing  a n a t i o n ' s  economic s t r uc tu re ,  i t  i s  usual t o  c l a s s i f y  

economic a c t i v i t i e s  i n t o  th ree  broadly  de f ined  groups o r  sectors:  

(Green, 1980, 

The p r imary  sector :  inc ludes ag r i cu l t u re ,  f o r e s t r y ,  
f i s h i n g  and hunt ing, and mining, i n c l u d i n g  o i l  and 
gas we1 1 s. 

The secondary sector :  inc ludes manufacturing, 
cons t ruc t ion  and u t i l i t i e s  i n  the  t ranspor ta t ion ,  
communication and energy f i e l d s .  

The t e r t i a r  sector :  inc ludes wholesale and r e t a i l  
t r a d d c e ,  insurance and r e a l  estate,  connnuni t y ,  
business, and personal serv ices and p u b l i c  adminis- 
t r a t i o n . "  

Th is  t r a d i t i o n a l  c l a s s i f i c a t i o n  scheme tends t o  mask an ongoing major 

s t r u c t u r a l  change i n  the Canadian p r i v a t e  sector .  I n  order  t o  high1 i g h t  

t h i s  process the  i n d u s t r i e s  (per  the Standard I n d u s t r i a l  C l a s s i f i c a t i o n  

system bu t  m i  nus pr imary a g r i c u l t u r e  and the  government sec to r )  were 

reorganized i n t o  the f o l l o w i n g  subgroups: 1 

I. CREATION AND TRANSFORMATION OF PHYSICAL WEALTH. 

- This i s  the  fountainhead o f  a l l  weal t h y  where the raw 
mater ia ls ,  i n  the form o f  earth,  water, energy, and a i r ,  
are acquired and transformed by labour and c a p i t a l  i n t o  
th ings  valued by soc ie ty .  

- Included i n  t h i s  subsector a re  the "pr imary" and 
"secondary" i n d u s t r i e s  o f  f o r e s t r y ,  min ing and manufac- 
t u r i ng ,  and cons t ruc t ion .  



11. MOVEMENT AND COORDINATION OF GOODS BETWEEN 

INTERMEDIATE USERS. 

- Th is  subsector ac t s  as a l i n k  between p a r t i c i p a n t s  i n  
subsectors I and 11. I t  prov ides those i n d i v i d u a l s  
w i t h  t he  serv ices  of t r anspo r ta t i on ,  storage, coordina- 
t i o n ,  and adv ice (e.g., accounting, l e g a l  and engineer ing 
serv ices ) . 

- The i n d u s t r i e s  o f  t r anspo r ta t i on ,  communication, and 
u t i l  i t i e s ,  as w e l l  as t rade-wholesal  i n g  and serv ices  a re  
incorpora ted  i n t o  t h i s  subsector.  

111. SALES AND SERVICES TO END USERS. 

- Th i s  subsector i s  p r i m a r i l y  i nvo l ved  i n  making serv ices  
and t h e  f i n i s h e d  goods a v a i l a b l e  t o  consumers. 

- This  subsector inc ludes  t he  i n d u s t r i e s  o f  T rade - re ta i l i ng ,  
f i n a n c i a l  i n s t i t u t e s ,  insurance and r e a l  es ta te ,  and 
serv ices  t o  customers. 

The graphs and t ab les  on t he  f o l l o w i n g  pages u t i l i z e  t he  above sub- 

sec to r  ca tegor ies  and a re  based on data from S t a t i s t i c s  Canada - Pub l i ca t ions  

72-002, 61-213, and 61-516. Those graphs and t ab les  make t he  f o l l o w i n g  

qua r te r  cen tu ry  (1957 t o  1982) t r e n d  apparent. 

F igure  A-1, shows t h a t  o f  the 1,538,200 ( n e t )  new 
p r i v a t e  sec to r  jobs  created; 

6.6 percent  were i n  subsector I, 

32.3 percent  were i n  subsector I I, and, 

61.1 percent  were i n  subsector 111. 

F igure  A-la, i n d i c a t e s  t h a t  w h i l e  subsector I was s t i l l  
t he  l a r g e s t  employer i n  1982, i t s  r e l a t i v e  importance 
i n  p rov id i ng  employment oppo r tun i t y  has c o n t i n u a l l y  
and s u b s t a n t i a l l y  dec l i ned  s ince  1957. Subsector I 1  
has had a modest increase i n  r e l a t i v e  importance, as 
an employer, and subsector I 1 1  has had a dramat ic  
increase i n  i t s  r e l a t i v e  importance as an employer. 

F igure  A-lb, i l l u s t r a t e s  t h e  changes i n  t h e  r e l a t i v e  
average weekly earnings, per  i n d i v i d u a l ,  f o r  each of 
t he  t h ree  subsectors.  



TABLE A-1: - 

The weekly earnings repor ted  f o r  subsector I 1  I 
are  h i s t o r i c a l l y  lower than t he  p r i v a t e  sec to r  
average. Over t he  25 years examined (Table A-1, 
shows t h a t )  t he  d i s p a r i t y  has increased sub- 
s t a n t i a l l y ,  i n d i c a t i n g  a  dec l i ne  i n  t h e  r e l a t i v e  
earning power and/or an increase i n  the  amount 
o f  p a r t  t ime employment i n  t h a t  subsector. 

4. F igure A-lc, i n d i c a t e s  t h a t  t he  d i s t r i b u t i o n  o f  
earn ing power, among p r i v a t e  sec to r  employees, 
i s  1  i k e l y  becoming i nc reas ing l y  skewed t o  t he  
r i g h t  ( i  . e. , more employees i n  t he  lower wage 
categor ies  than t h e r e  a re  i n  t he  h igher  wage 
categor ies  and over t ime  t he  r a t i o  o f  lower t o  
h igher  i s  i nc reas ing ) .  

5. Table A-2, shows t h a t  t he  h ighes t  growth o f  
employment has been i n  the  sa les and serv ice  sub- 
sec to r .  The growth i n  r e a l  domestic product  per 
employee (RDP) was low i n  t h a t  subsector, even 
when the  e f f e c t s  o f  "se rv ices  t o  end users" a re  
excluded. The Table a l so  i nd i ca tes  t h a t  the  
increase i n  t he  number o f  i n d i v i d u a l s  employed 
i n  i n d u s t r i e s  p rov i d i ng  serv ices t o  consumers 
was g rea te r  than t he  increase i n  va lue pa id  by 
soc i e t y  f o r  those serv ices.  

Inc reas ing  D i s p a r i t y ,  Between Subsectors, i n  Average REAL WAGES 

1 DECEMBER 1982 DOLLARS). 

I - To ta l  Employed (1000s) - Average Weekly Wage 

Subsector I I. 

- Tota l  Employed (1000s) - Average Weekly Wage 

- To ta l  Employed (1000s) - Average Weekly Wage - As a percent  o f  I. - As a percent  o f  11. 
- As a percent  o f  ( I + I I ) .  
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APPENDIX B 

REVIEW OF SEVERAL CHANGES IN  THE NATURE OF CANADA'S LABOUR FORCE 

The graphs on the  f o l l o w i n g  pages were der i ved  from data i n  S t a t i s t i c s  

Canada, Pub l i ca t ions  91-001, 91-201, and 13-207, t he  Dominion Bureau o f  

S t a t i s t i c s  - Pub l i ca t ions  13-512 and 13-534, and t he  Canada Year Book. They 

i l l u s t r a t e  the  changing male and female involvement i n  the  Canadian labour  

f o r c e  ( a l l  sectors  except women keeping house) dur ing  t he  quar te r  cen tu ry  

1957 t o  1982. I n  p a r t i c u l a r :  

0 Figure B - 1  and B-la, show t h a t  ne t  m ig ra t i on  i n t o  Canada 
and the  matur ing "baby boom" caused t he  labour  f o r c e  
t o  increase by 95.5 percent.  

F igure B-1 i nd i ca tes  t h a t  the  female component o f  t h e  
labour  force has increased from 23.9 percent,  o f  t he  
1957 labour  force, t o  41.5 percent,  of the  labour  
f o r c e  i n  1982. 

Dur ing t h a t  same per iod,  t he  male labour  f o r c e  p a r t i -  
c i p a t i o n  r a t e  f e l l  s l i g h t l y  from t h e  1957 r a t e  of 82.3 
percent  of a l l  males over  t he  age o f  14 years t o  t he  
1982 r a t e  of 75.0 percent .  

The dramat ic increase i n  t he  female labour  f o r c e  
p a r t i c i p a t i o n  r a t e  (from 25.8 percent  i n  1957 t o  
51.2 percent  i n  1982) p a r a l l e l s  t h e  increase i n  t he  
p ropo r t i on  o f  the  labour  f o r c e  t h a t  i s  female. 

0 Figures B-16 through B-19, i l l u s t r a t e  t h a t  t he  
( h i s t o r i c a l  ) massive d i s p a r i t y  between male and female 
wages has moderated o n l y  s l i g h t l y ,  between 1957 and 
1981. 

A f te r  age 25 female wages, u n l i k e  male wages, do no t  
appear t o  be a f fec ted  by age. 

0 I n  F igure B - l f  i t  i s  i n t e r e s t i n g  t o  note t h a t  working 
males over 64 years o f  age were pa id  r e l a t i v e l y  b e t t e r  
i n  1981 than they were i n  1957 and 1967. 

0 Figure B- la shows t h a t  t h e  female component o f  the  
labour  f o r c e  has increased by 239.8 percent  and the  
male component increased by 50.2 percent.  
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APPENOIX D 

REVIEW OF PROFESSIONAL LICENSING AND ITS EFFECTS ON COMPETITION 

The f o l l ow ing  e x t r a c t  from the  conclusions reached by Muzondo and 

Pazderka (1979) p rov ide  an e x c e l l e n t  summary o f  t h e  reasons f o r ,  and t he  

ef fec ts  of pro fess ional  l i c e n s i n g .  

"Three main types o f  t h e o r e t i c a l  arguments a re  t y p i c a l l y  
advanced as a  j u s t i f i c a t i o n  f o r  p ro fess iona l  1  i cens ing  . 
One i s  based on the  d i s p a r i t y  i n  t he  amount of in format ion 
possessed by buyers and s e l l e r s  of p ro fess iona l  serv ices.  
Another stems from the  ex is tence o f  e x t e r n a l i t i e s  i n  
t ransac t ions  i n v o l v i n g  t he  p r o v i s i o n  o f  some p ro fess iona l  
serv ices.  The t h i r d  i s  based on t h e  view t h a t  some pro- 
fess iona l  se rv ices  a re  a  m e r i t  good. 

The problem o f  i n f o rma t i on  i s  i nhe ren t  i n  t he  very  d e f i n i -  
t i o n  o f  a  profess ion:  one o f  i t s  essen t i a l  components 
r e fe r s  t o  the possession o f  a  spec ia l i zed  complex body of 
knowledge and a b i l i t y  t o  apply  c e r t a i n  s k i l l s  and techniques 
on t he  p a r t  of the  p ro fess i ona l .  The c l i e n t ,  by con t ras t ,  
gene ra l l y  has on l y  a  l i m i t e d  c a p a b i l i t y  t o  eva luate which 
type, qua1 i t y  and q u a n t i t y  o f  se r v i ce  o f fe red  by competing 
p r a c t i t i o n e r s  a re  appropr ia te  t o  h i s  needs. The i n s t i t u t i o n  
o f  p ro fess iona l  l i c e n s i n g  i s  viewed as a  dev ice f o r  reduc ing 
unce r t a i n t y  faced by consumers. By r e s t r i c t i n g  t he  p r a c t i c e  
of a  profession t o  i n d i v i d u a l s  approved by l i c e n s i n g  
a u t h o r i t i e s ,  t h e  s t a t e  purpor ts  t o  guarantee c e r t a i n  minimum 
standards of p r a c t i c e  and t o  reduce t h e  we l f a re  l oss  due t o  
consumer ignorance. 

The e x t e r n a l i t y  argument der i ves  from the  observat ion t h a t  
t he  c l i e n t ' s  cho ice o f  an incompetent p r a c t i t i o n e r  may have 
unfavourable consequences no t  on l y  f o r  t he  c l i e n t ,  bu t  a l so  
f o r  soc i e t y  as a  whole. An i n d i v i d u a l  c l i e n t ,  however, 
makes h i s  cho ice on the  bas is  o f  h i s  p r i v a t e  cos t  alone. 
L icens ing purpor ts  t o  reduce these soc ia l  cos ts  by r e s t r i c -  
t i n g  t he  c l i e n t ' s  cho ice o n l y  t o  p r a c t i t i o n e r s  who a re  
judged 'competent ' .  

Economic theory  suggests t h a t  t h e  imp1 ementation o f  
l i c e n s i n g  r e s t r i c t i o n s  i s  bound t o  have a  number of conse- 
quences de t r imenta l  t o  soc i a l  we l fa re .  I n  t h i s  study, we 
group these consequences i n t o  t h ree  categor ies  . The f i r s t  
i s  a  reduc t ion  o f  supply o f  p ro fess iona l  serv ices.  I t  
r e s u l t s  from t h e  f a c t  t h a t  l i c e n s i n g  excludes a  c e r t a i n  
number o f  i n d i v i d u a l s  from p r a c t i c i n g  who would have entered 



the market if the profession were not licensed and 
restricts the mobility of practitioners between 
jurisdictions. The second is the development of 
collusive pricing patterns. It is facilitated by 
the ability of professional bodies to control entry 
into the profession and to influence the behaviour 
of licensed practitioners. The third is the suppres- 
sion of advertising which in other mar'kets facilitates 
entry o f  new practitioners and undermines collusive 
pricing. All three types of licensing restrictions 
are particularly prominent in the self regulating 
professions." 



APPENDIX E 

APPLICABILITY OF THE RETAIL MARKET MODEL TO RETAIL MARKETS 

Buzzell, Nourse, Mathews, and Levitt noted, in their  book "Marketing - 
a contemporary analysis" that, 

"Retailing insti tutions buy merchandise from manufac- 
turers and other suppliers and resell t o  ultimate 
consumers. The difference between the purchase and 
resale prices is  called qross margin or gross profit." 

"From i t s  gross margin, the retai l  insti tution must 
pay operating expenses. Some of these are essentially 
fixed in amount for a given type of operation [of level 
of effor t]  while others vary more or less directly with 
sales volume. The net rof i t s  remaining af ter  payment 

--l- of operating costs are typica ly small in relation t o  
sales. On average, net profits for retai lers  in the 
United States in the la te  1960s amounted t o  2 to 3 per- 
cent of sales." 

"Retai 1 gross margins represent the total 'pr ice '  to 
the economy of performing retailing functions. As 
long as the retai l  ing system i s  reasonably competitive, 
the price of retailing will tend to be set  a t  a level 
equal t o  i t s  cost, plus a normal rate of return on the 
capital invested in the system. On the whole, retail ing 
in the United States and Canada has been quite competitive." 
(1972, pp.235 and, table 21-1 on 559) .  

The following observations indicate that while the above quote i s  

essentially accurate i t  i s  also an oversimplification of the retai l  

market: 

The (Canadian) National Retail Merchants Association's 

report on the financial and operating results of depart- 

ment and specialty store (1980, p . 5 )  showed that,  

- 13 of the 36 reporting department store companies had 
assets over $100 mil lion, sales (on average) were 
1.35 times assets in 1980 (1.43 times in 1979), and 
the average return on assets was 3.1 percent in 1980 
( 4 . 5  percent in 1979) 



- department s t o re  companies w i t h  assets  over $100 
m i l l i o n  had an average r e t u r n  on t h e i r  assets o f  
5.6 percent i n  1980 (7.6 percent  i n  1979) whereas 
department s t o r e  companies w i t h  assets between $5 
m i  11 i o n  and $10 m i  11 i o n  had an average r e t u r n  on 
t h e i r  assets o f  8110s o f  one percent  i n  1980 (1.4 
percent  i n  1979). 

The f o l l ow ing  t a b l e  was ex t rac ted  and adapted from the  

Department of Consumer and Corporate A f f a i r s  r e p o r t  on 

concen t ra t ion  i n  t he  manufactur ing i n d u s t i r e s  o f  Canada 

(1971, t a b l e  11-1, p.14): 

Table E-1 Re la t i ve  Corporate S ize i n  the  R e t a i l  Trade Sector ( i n  1965). 

Corporate Assets 

0 Firms ( # )  

0 % o f  Sector 

- f i r m s  
- assets - sales 

0 Pro f  i ts/Assets  ( % )  

5 m i l .  
$100 m i  1. 100 m i  1  . 5 m i l  . To ta l  Sector 

Table E - l i nd i ca tes  t h a t  i n  t he  1965 Canadian r e t a i l  t r ade  i ndus t r y ,  38.1 

percent  of t he  t o t a l  assets and 31.7 percent  of t he  t o t a l  sa les were 

a t t r i b u t a b l e  t o  l e s s  than 28/100s o f  t h e  t o t a l  r e t a i l  t r ade  corpora t ions .  

Scherer (1980, p.46) ind ices  t h a t  i n  t he  1972 wholesale and r e t a i l  t rade  

i n d u s t r y  i n  the  Uni ted States,  21.7 percent  of t h e  assets i n  t h a t  sec to r  

were a t t r i b u t a b l e  t o  j u s t  over 1/100 of one percent  of the  co rpora t ions  i n  

t h a t  sec to r .  

The above s t a t i s t i c s  r a i s e  an image of t h e  r e t a  

having a " few w e l l  fed elephants dancing amongst a  f 

chickens."  Th is  view i s  r e i n f o r c e d  when i t  i s  noted 

il t rade  i n d u s t r y  as 

i e l d  o f  s t a r v i n g  

t h a t  (per  t h e  Nat iona l  
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Retai  1  Merchants Assoc ia t ion  r e p o r t )  the  l a r g e r  Canadian r e t a i  1  f i rms  tended 

t o  be more p r o f i t a b l e  than the  smal ler  f i r m s  ( i . e . ,  a  7.57 percent  p r o f i t ,  

on assets, v rs .  5.6 percent )  and t h a t  wh i l e  some of the  r e t a i l  f i r m s  may be 

na t i ona l  i n  scope, most r e t a i l  " o u t l e t s "  tend t o  serve on l y  l o c a l  

Therefore, g iven t he  above observat ions,  i t  i s  reasonable t o  

t h a t  w h i l e  most subsections of t he  r e t a i l  t r ade  i ndus t r y  a re  h i gh  

markets. 

assume 

l y  atomis- 

t i c ,  some subsections, i n  some regions, a re  l i k e l y  h i g h l y  concentrated. 

Conventional p r i c e  theory  p r e d i c t s  t h a t  t he  more h i g h l y  concentrated 

t h a t  an i n d u s t r y  i s ,  the more l i k e l y  i t  i s  t h a t  t he  s e l l e r s  w i l l  recognize 

t h e i r  interdependence and cooperate t o  ho ld  p r i c e s  above the  compet i t i ve  

l e v e l .  However, t he  observed d i f f e r e n t i a l  between the  average p r o f i t s  o f  

the  ve ry  l a rge  and the  small f i r m s - i n  r e t a i l -  wh i l e  s i g n i f i c a n t ,  does 

no t  r e f l e c t  t he  f u l l  p o t e n t i a l  f o r  market r en t ,  imp l i ed  by t he  p r o f i t  

maximizing monopoly p o s i t i o n  i l l u s t r a t e d  i n  F igure 12, p.56, and 

descr ibed i n  Table 2, pp.72-73b. 

Bai n  ( 1951, pp. 1-41 ) noted t h a t  "recognized interdependence" among 

s e l l e r s  i s  a  necessary bu t  no t  s u f f i c i e n t  c o n d i t i o n  f o r  p r i ces  t o  be he ld  

above the  compet i t i ve  norm. S p e c i f i c a l l y ,  he said,  

"Each of the  few l a r g e  es tab l i shed  s e l l e r s -  whether 
they a c t  c o l l e c t i v e l y  o r  s i n g l y -  w i l l  appra ise t he  
c o n d i t i o n  o f  e n t r y  and, a n t i c i p a t i n g  t h a t  e n t r y  may 
occur i f  p r i c e  exceeds a g iven  l e v e l ,  w i l l  r egu la te  
h i s  p r i c e  p o l i c i e s  accord ing ly . "  .... " t he  c o n d i t i o n  
of en t r y  may [ the re fo re ]  be evaluated by t he  ex ten t  t o  
which es tab l i shed  s e l l e r s  can p e r s i s t e n t l y  r a i s e  t h e i r  
p r i ces  above a compet i t i ve  l e v e l  w i t hou t  a t t r a c t i n g  new 
f i rms t o  en te r  t h e  i ndus t r y . "  (pp.4 and 5) 

I n  summary then, 

0 t he  approach and assumptions of t he  model presented i n  t h i s  paper 
appear t o  be b a s i c a l l y  compat ib le w i t h  t he  r e a l  world, 

0 t he  vas t  m a j o r i t y  of t h e  subsections i n  t he  " r e t a i l  t r ade  mosaic"- 
even t he  ones i n v o l v i n g  h i g h l y  concentrated markets-are l i k e l y  
opera t ing  a t ,  o r  near, t h e i r  open access e q u i l  i b r i um  output ,  and 



0 monopoly p r i c i n g  does no t  appear t o  be a s i g n i f i c a n t  problem i n  
the  r e t a i  1 t r ade  i ndus t r y .  The (economic) p r o f i t s  observed i n  
t h a t  i n d u s t r y  are e i t h e r  a sho r t  term phenomenon o r  a re  due t o  
r e l a t i v e  advantages (see Appendix - G )  and have a longer  - bu t  
s t i  11 f i n i t e  dura t ion .  

The economic t rends descr ibed i n  Appendix A a re  cons i s t en t  w i t h  the  

model presented i n  t h i s  paper and w i t h  t he  above conclusions. Table A-1, 

i n  Appendix A, showed t h a t  i n  Canada-for the  pe r i od  1962 t o  1977- t he  

r e a l  domestic product,  generated per u n i t  o f  d e f l a t e d  wage, 

- rose by 20.7 percent  f o r  sales ( r e t a i l  t rade,  
insurance, and r e a l  es ta te ) ,  and 

- f e l l  by 59.6 percent  f o r  serv ices ( t o  t he  end 
use r ) .  

Ingene, i n  h i s  study of "Labor P r o d u c t i v i t y  i n  R e t a i l i n g " ,  concluded 

t ha t ,  

"The percentage o f  the  t o t a l  consumer budget t h a t  goes 
t o  pay f o r  market ing a c t i v i t i e s  i s  l a r g e  and inc reas ing  
(Buck1 i n ,  1978). A major reason f o r  t h i s  i s  t h a t  produc- 
t i v i t y  growth i n  market ing has tended t o  be lower than 
i n  o the r  sectors  of t h e  economy (Barger 1955, p.44). 
.... Thus, i t  i s  impor tant  t o  know t h e  determinants of 
p r o d u c t i v i t y  .... I f  these concepts can be shown t o  
change the  r a t e  of p r o d u c t i v i t y ,  i t  may be poss ib l e  t o  
program p r o d u c t i v i t y  improvements i n  market ing.  Such a 
scenar io would be f o r t una te ,  s ince marketers would then 
rece ive  c r e d i t  f o r  c o n t r i b u t i n g  t o  an improved standard 
of l i v i n g  f o r  a l l  Americans." (1982, p.88). 

Ingene 's  approach and concl usions, when compared t o  the  t rends i 11 us- 

t r a t e d  i n  Appendix A, a re  too s i m p l i s t i c .  Dur ing t he  pe r i od  1962 t o  1977, 

an increase i n  r e a l  weal th  increased aggregate demand. Th is  outward s h i f t  

i n  the  demand curve combined w i t h  increased educat ion (bo th  o f  t h e  consumer 

and o f  salesmen) and improvements i n  technology t o  subs tan t i a l  l y  increase 

t he  e f f ec t i ve  p r o d u c t i v i t y  o f  salesmen (equat ion (6 ) ,  p. 12). Dur ing t h a t  

same pe r i od  the  "baby boom" matured and s t a r t e d  l ook i ng  f o r  jobs .  That 

f a c t o r ,  combined w i t h  the  increased p a r t i c i p a t i o n  o f  women i n  t he  labour  

force (Appendix B )  , the  s t rengthening of e n t r y  b a r r i e r s  i n  many occupat ions 
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(pp.99-103), and t he  open access common p rope r t y  na tu re  o f  sa les tended t o  

dampen t h e  increases i n  t he  oppo r t un i t y  costs  of salesmen. However, as shown 

on pp.44-47, t h e  increased p r o d u c t i v i t y  o f  t h e  salesmen was no t  t r a n s l a t e d  

i n t o  a  l ong  run  increase i n  t he  p r o f i t a b i l i t y  o f  r e t a i l e r s .  I f  a l l  o f  t h e  

increased p r o d u c t i v i t y  o f  salesmen was no t  t r a n s l a t e d  i n t o  wages, o r  more 

sales personnel being h i red ,  o r  h igher  p r o f i t s  f o r  r e t a i l e r s ,  then t h e  o n l y  

o ther  appl i c a t i o n  i s  h igher  expenditures, by t he  r e t a i l e r s ,  on s e l l  i n g  

adm in i s t r a t i on  and support  serv ices.  That conc lus ion supports a  major 

p r e d i c t i o n  o f  t he  model i n  t h i s  paper - t h a t  r e t a i l e r s  i n  an open access 

market w i l l  cont inue t o  apply  inc reas ing  amounts o f  sales e f f o r t  and support  

serv ices u n t i  1 a1 1  r e n t s  a re  d iss ipa ted .  Under such circumstances, produc- 

t i v i t y  improvements i n  market ing c o n t r i b u t e  l i t t l e  towards an improved 

standard o f  l i v i n g .  

The impressive decrease of 59.6 perc 

generated by each u n i t  of r e a l  wage pa id  

sector ,  i nvo lves  a  f a c t  p a t t e r n  -- s i m i l a r  

surrounding sales. S p e c i f i c  comp lex i t i es  

ent ,  i n  t he  r e a l  domestic product  

i n  the  se rv ice  ( t o  consumers) 

t o  bu t  - more complex than t h e  one 

inc lude,  

0 an increase i n  t h e  female p a r t i c i p a t i o n  r a t e  i n  t he  labour  f o r c e  
from under 30 percent  t o  over 45 percent  (Appendix 8 ,  F i  gure 8-2). 
Th is  l i k e l y  r e s u l t e d  i n  a  subs tan t i a l  f u r t h e r  increase i n  

- t h e  demand f o r  serv ices r e l a t e d  t o  housekeeping, 
and, 

- t he  supply o f  sem i - sk i l l ed  o r  u n s k i l l e d  labour ,  
e s p e c i a l l y  p a r t  t ime and non-mobi 1  e  labour ,  

o increases i n  t h e  minimum wage and i n  soc i a l  secur i  t y /we l f a re  
measures. The impact o f  such measures would l i k e l y  be l a r g e  
s ince  ( w i t h  a  few no tab le  except ions)  most i n d i v i d u a l  s  employed 
i n  t h i s  subsector have few s k i l l s  and tend t o  be pa id  a t  t he  
lower end o f  t he  wage scale,  

o i n  serv ices,  economies o f  sca le  a re  o f ten exhausted by 
extremely small u n i t s ,  

o an increased presence o f  f r anch i s i ng  i n  t he  se rv ice  sub- 
sector ,  



o an increase i n  the  use of p a r t  t ime  employees - i n  order  
t o  escape having t o  pay benef i ts ,  and 

0 an increase i n  t h e  use of employees who a re  too young t o  
be covered by the  minimum wage l e g i s l a t i o n .  

Due t o  t he  above complex i t ies ,  i t  i s  n o t  reasonable t o  make conc lus ions 

(w i t hou t  f u r t h e r  research) about the  a p p l i c a b i l i t y  o f  t he  model i n  t h i s  

paper, t o  the  subsector t h a t  r e t a i l s  se rv ices  t o  consumers. 



APPENDIX F 

VALUES THAT HAVE BEEN (FOR ILLUSTRATIVE PURPOSES) 

ARBITRARILY APPLIED TO THE MODEL PARAMETERS APID TO 

THOSE VARIABLES THAT ARE FIXED AT VARIOUS POIiJTS 

I N  THE DISCUSSION 

Parameter 

a  = The maximum v a l u e  o f  P  = $60.00 p e r  

b = The s l o p e  o f  t he  f r i c t i o n l e s s  demand curve :  
u n i t .  

= .000032 p e r  

5 = f ( p o p u l a t i o n ,  t a s t e s ,  wea l th ,  and d i s t r i b u t i o n  u n i t .  

o f  wea l th ) .  

The s l o p e  "b" i s  assumed t o  be c o n s t a n t  th rough-  
o u t  most o f  t h i s  paper. The e f f e c t s  o f  v a r y i n g  
"b"  were examined on pp.56-58. 

G = The u n i t  c o s t  o f  goods so ld ,  t o  the r e t a i l e r ,  o r  t o  = $13.00 p e r  
t h e  who lesa le r  ( i f  t h e r e  i s  a  who lesa le  marke t ) .  u n i t .  

0 = The consumer i n t r i n s i c  t r a n s a c t i o n  cos ts .  [CATr] = $341180 p e r  
i s  equal t o  i t  when E I Q  i s  equal  t o  1.00. u n i t .  

e  = The u n i t  c o s t  o f  s a l e s  e f f o r t  t o  salesmen (e.g., = $48.00 p e r  
t h e  c o s t  o f  one man day) .  u n i t  o f  

e f f o r t .  

q = The i n c r e a s e  i n  t h e  s e l l i n g  a d m i n i s t r a t i o n  c o s t s  = $.80 p e r  
due t o  an a d d i t i o n a l  u n i t  b e i n g  so ld .  u n i t  so ld.  

k = The i n c r e a s e  i n  t h e  s e l l i n g  a d m i n i s t r a t i o n  c o s t s  = $116 .00per  
due t o  an a d d i t i o n a l  u n i t  o f  s a l e s  e f f o r t  be ing  u n i t  o f  
app l  i ed .  e f f o r t .  

Va r i  a b l e s  

P = The r e t a i l  p r i c e .  On pp. 22-51 = $26.00 p e r  
u n i t  so ld .  

On pp. 51-103 = Va r iab le .  

The r e t a i l  p r i c e  was i n i t i a l l y  f i x e d  i n  o r d e r  t o  
make i t  e a s i e r  t o  d e f i n e  t h e  non -p r i ce  behav iour  
o f  t h e  market  p a r t i c i p a n t s .  



APPENDIX G 

THE EFFECTS O F  ALLOWING UNITS OF SALES EFFORT 

TO V A R Y  IN QUALITY A N D  I?./ COST 

I t  i s  assumed, in this study, that a l l  units of retail  effort  generate 

the same number o f  sales and have the same opportunity cost (see p.10). 

That assumption allowed the retail  market model t o  abstract from the complex- 

i t ies  o f  retail markets t o  high1 i g h t  the essential forces within such 

markets. 

When the above assumption i s  relaxed the basic form of the retail  market 

model i s  s t i l l  preserved. However, i t  becomes necessary t o  think of the 

effor t  of the salesmen and the retailers in terms of i t  being r n a n g i d  or 

btf 'camangid.  Devel opi ng an operating defi ni t i  on of nargi nal a n d  i ntra- 

marginal retail effor t  i s  diff icul t .  " H i g h  quality" sales e f for t ,  by 

definition, generates a high sales volume per unit o f  sales e f for t ,  however, 

the opportunity costs associated with that effor t  may be so high as t o  erode 

or even supplant i t s  relative advantage in generati n g  sales. The concepts 

marginal sales effort  and intramarginal sales effort  shoul d be t h o u g h t  of in 

terms of cost effectiveness in generating sales. 

Among the many factors that determine the cost effectiveness o f  sales 

effort  are : 

0 The salesman's inventory of sk i l l s  (e.g., some individuals, 
due t o  a combination of inherent and acquired t r a i t s ,  are 
better a t  sell ing than other individuals). 

0 The availabili ty o f  a1 ternative employment- opportunity 
costs. 

0 The reputation and/or characteristics o f  the brand o f  the 
product being sold. 

0 The quality a n d  quantity of support provided t o  the sales- 
man by the retai ler .  
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A stable retai l  market will have as many (derived) supply o f  sales 

curves as there are salesmen. However, only two of the curves are relevant 

t o  a general analysis of the retai l  market: 

The Market Supply Curve - This curve i s  based on the 
parameters e  and B o t  the marainal sales e f for t .  I t  
defines themaximim sales thai will be generated by 
salesmen, a t  each commission (per unit)  and also 
determines the total  commission income received by 
a1 1 salesmen. 

The Social Supply Curve - This curve i s  based on the 
average value o t  the parameters e  and f3 of a l l  the 
salesmen in the market. This curve deTines the average 
cost of sales effor t .  

Both of the above curves are depicted i n  Figure G - 1 ,  p .  129. 

Among the many factors that determine the cost effectiveness of  

re ta i le rs  are: 

O The efficiency in administering sales and in providing 
support t o  the i r  salesmen. Any economies of scale and/or 
1 ocation are incorporated into this  factor. 

O The reputation and/or characteristics of the brand of the 
product being sold. 

Pecuniary gains accruing from the ab i l i t y ,  due t o  market 
share, t o  discriminate against manufacturers and other 
suppl iers  . 

I n  a n  open access s i tuat ion,  eff ic ient  re tai l  firms tend t o  expand their  

application o f  sales e f fo r t .  That results in marginal firms being pushed o u t  

o f  the market and what were previously (relat ively)  eff ic ient  firms becoming 

marginal. That process continues until the eff ic ient  firms have attained 

their  optimal long-run potential and the market s tabi l izes .  A stable 

retai l  market will have as many (derived) demands for sales curves as there 

are retai l  firms. However, only two of the curves are relevant to  a  general 

analysis of the market: 

a )  The Market Demand Curve - This curve i s  based on the parameters 
- B ,  k-, and q of the marginal re ta i le r .  I t  determines the 
maximum saies "demanded. " 



The Social Demand Curve - This curve i s  based on the 
average va lue o t  the parameters 6, k ,  and q of a1 1 
re ta i l  firms in the market. I t  JetG-mines-the averaged 
net income of the re ta i l  firms prior to  the commissions 
being paid. 

I t  i s  l ikely that a synergism exists between the cost effectiveness 

o f  salesmen and that o f  re ta i le rs .  In an eff ic ient  labour market, marginal 

salesmen will l ikely end-up sel l ing for marginal re ta i le rs ;  feedback effects 

then reinforce the inefficiencies o f  b o t h  groups. 

I n  Figure G - 1 ,  the market demand and supply curves were generated 

by using the parameter values in Appendix F ;  the social demand and supply 

curves were generated by substituting the following parameter values: 

B - from 341180 t o  341270 

e - from 48 t o  24 

k - from 116 t o  58 

q - from 0.80 t o  0.40 

The equilibrium o u t p u t ,  in Figure G-1, i s  determined by the inter- 

section of the market supply curve and the market demand curve. The sales 

volume a t  the open access equilibrium, when the price i s  fixed a t  $26.00, 

remains unchanged from the Figure 7 ,  p .  29, volume of 983,151 units. A t  

that  volume of sales ,  a l l  market rents ( i  .e. those rents associated with 

the "richness of the market" and not directly attributable t o  characteristics 

of the re ta i le rs  or the salesmen) are eroded. However, the amount of effor t  

required to produce those sales (48,757.78 units of e f for t ,  per equation 

(6a) ,  p .  12, when B = 341270) i s  less than, and costs less than the effor t  

(73,136.67 units of e f for t ,  per equation (6a) ,  p .  12) when 6 = 341180. 

As a resul t ,  there i s :  

O A Retailer Surplus of $6, 049,000 

[116(73,136.67) + .4(983,151) - 58(48,757.78)] 





O A Salesman Surplus of $2,340,000 

[48(73,136.67) - 24(48,757 .?8)]  

O A Social Surplus of $23,854,000 

[15,465,000 + 6,049,000 + 2,340,000] 

When the re ta i le r  and salesman surpluses are considered the variable 

price open access equilibrium, p p .  52-55 and pp .  65-68, no longer generates 

the maximum social surplus. That problem occurs because the social demand 

curve (equation (37) ,  p .  66)  i s  based on the average values of the parameters 

6, e ,  and k ;  whereas, the open access supply curve (equation ( 1 7 ) ,  p .  5 2 )  i s  - - - 

based on the marginal values o f  those parameters. 

a = a subscript that indicates that a 
parameter i s  a t  i t s  average value. 

m = a subscript that indicates that a 
parameter i s  a t  i t s  marginal value. 

The social surplus i s  maximized a t  (point - A, in Figure 6-2) the inter- 

section of the social demand curve (when the effor t  parameters g, g ,  and  

k are a t  the i r  average values) and the open access social supply curve - 

(equation ( 1 7 ) ,  when the parameters - 6, - e ,  - k ,  a n d  - q are a t  their  average 

values). However, there i s  no economic or moral reason why the salesmen 

and the re ta i le rs  should surrender their  surpluses by supplying retai l  

e f for t  t o  the consumers based on the average values of the effor t  parameters. 

A second best solution can be found a t  (point B ,  i n  Figure 6-2) the inter- 

section o f  the social demand curve (when the effor t  parameters are a t  their  

average values) and the open access market supply curve (equation (17) ,  

when - - -  6, e ,  k, and - q are a t  the i r  marginal values). However, as noted on 
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p p .  52-55, the market will naturally gravitate t o  point - C the open access 

equilibrium. A t  the above points, in Figure 6-2: 

Retail Price 

Sales Volume 

Retai 1 Effortm 

Retail Effort,, 

Surpl uses : 

Consumer 

Salesman - 0- 7,114,016 4,504,672 
& Retailer 

Soci a1 $25 ,217,000 $24,488,741 $23,720,235 

The fai lure  of  the re ta i l  market t o  attain the socially ideal price1 

volume combination i s  not necessarily evidence of a market fai lure .  While 

the re ta i le r  and se l l e r  surpluses may be substantial in the short-run, as 

Scherer noted: 

" . . .a properly formulated dynamic theory indicates 
that one should indeed expect t o  see especially 
profitable firms ' returns decl ine unless entry 
barriers are sufficiently high t o  warrent entry 
deterrent or exclusionary pricing strategy." 
(Scherer, 1980, p .  292). 

Retailer and se l l e r  surpluses appear t o  ar ise  for the most part from 

t c & d v e  rather than a b h o U e  efficiencies.  Therefore, overtime, i t  is  

reasonable t o  expect that as the marginal re tai lers  and se l le rs  are driven 

from the market (by entrants or by expansion o f  the operations of more 

eff ic ient  incumbents), 

- the difference between the "market and social 
curves will decline, 

- the equilibrium volume of sales will increase, 



- t h e  r e t a i l e r  and s e l l e r  su rp luses  w i l l  l i k e l y  
dec l  i ne, and 

- t h e  consumer s u r p l u s  w i l l  i nc rease .  

P. Copes, i n  h i s  a r t i c l e  "Fac to r  Rents, So le  Ownership and t h e  Optimal 

l e v e l  o f  F i s h e r i e s  E x p l o i t a t i o n "  ( l 9 7 2 ) ,  p r o v i d e d  an i n  depth d i s c u s s i o n  

o f  t h e  " resource  management e f f e c t "  o f  employing e f f o r t  t h a t  i s  n o t  o f  a  

c o n s t a n t  q u a l i t y  and c o s t .  



APPENDIX H 

THE EFFECTS OF PAYING SALESMEN BY A COMBINATION 

OF COMMISSION AND WAGE 

Throughout t h i s  paper, t h e  model be ing presented has assumed t h a t  

salesmen a re  pa id  by commissions on l y .  I n  t h e  r e a l  wo r l d  salesmen a re  o f t e n  

pa id  an h o u r l y  wage o r  by a combinat ion o f  wages and commission. 

Wages "w," pa id  t o  salesmen on a per u n i t  o f  e f f o r t  bas is ,  can be 

viewed as a r educ t i on  o f  t h e  o p p o r t u n i t y  cos t  o f  t h e  salesman go ing on 

commission "e" and an inc rease  i n  t h e  s e l l i n g  a d m i n i s t r a t i o n  cos t  " k "  

i n c u r r e d  by t h e  r e t a i l e r .  Th is  approach causes o n l y  s l i g h t  changes i n  t h e  

form o f  the  equa t ion  o f  t h e  model and no changes i n  t h e  r e s u l t s  o f  t h e  model 

i )  Open Access R e t a i l  Market 

Equat ion (12b), p. 30, becomes : 

Equat ion (16b),  p. 30, becomes: 

The open access supply  curve (equa t ion  (17) ,  p. 30) was de f ined  by s e t t i n g  

equat ions (12b) and (16b) equal and then  s o l v i n g  f o r  " Q . "  The open access 

supply  curve when t h e r e  i s  a wage i s  de f i ned  by s e t t i n g  equat ions (12d) 

and (16e) equal and s o l v i n g  f o r  " 9 . "  
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In equation (17c) the reduction i n  the opportunity cost o f  the salesman 

going o n  commission generated by the kdages, i s  off-set by the increase in the 

re ta i le r  sell ing administration cost-the net result i s  equation (l7), p.52,  

which i s  the open access supply curve when salesmen are paid only by commis- 

sions. 

i i )  Monopoly Retail Market 

Equation ( 1 3 ) ,  ?.24 becomes: 

Equation (16a), p.28, becomes: 

The profit  maximizi ng monopol i s t  supply curve, when salesmen are pai d wages, 

can be defined by sett ing equations (12e) and (16f) equal a n d  solving for 

"Q" 

In equation (24a ) the reduction in the opportunity cost of the salesman going 

on commission generated by the wages i s  off-set by the increase in the 

retai ler  selling administration costs-the net result i s  equation ( 2 4 ) ,  p . 4 2 ,  

which i s  monopoly supply curve. 

I t  should not  be surprising that the open access equilibri um and the 

(profi t  maximizing) monopoly sales volumes are unchanged by the introduction 

o f  wages. I n  a  perfect labour market the introduction of wages should only 

change the name applied t o  the compensation paid t o  salesmen and should n o t  
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change i t s  nature or amount per unit o f  effort  ( i  .e.,  the compensation paid 

t o  salesmen and should n o t  change i t s  nature or amount  - specifically, the 

salesmen should s t i l l  demand the same compensation per u n i t  of effor t  and the 

retai lers  should, in return, s t i l l  demand the same productivity. 

I n  the less than perfect market described in Appendix& the introduc- 

tion of wages should also have l i t t l e  effect ,  as long as those wages 

accurately reflect the productivity o f  those being paid. Where the compensa- 

tion plan for salesmen in some, b u t  n o t  a l l ,  markets consists of a  " f la t -  

rate" per unit o f  time wage, those markets should be less attractive t o  

highly producti ve and aggressive salesmen than markets that pay commi ssions. 



APPENDIX I 

THE EFFECTS OF ALLOWING ADDITIONAL SALES EFFORT TO 

BECOME A "BAD" AFTER A GIVEN AMOUNT OF SALES EFFORT. 

The assumption, used throughout the body of this  report, that additional 

sales effort  always generates additional value (p. 11) i s  n o t  particularly 

real i s t i c .  As sales effort  increases, the information directed a t  potential 

customers tends t o  become less informative and more competitive (see the 

Mansfield quote on p . 5  of th i s  report) .  In i t s  broadest sense, information 

has been defined as that which, when communicated, adds t o  the knowledge or 

intell  igence of the recipiant (~ohnson, Newel 1 a n d  Vergin, 1974, p . 2 5 9 ) .  

Information i s  therefore a flow o f  new understanding adding t o  the pool of 

one's knowl edge or understandi ng of the empirical world . Individual s 

appear t o  have a limited capacity t o  assimilate and integrate information 

i n t o  their  knowl edge se t  (Streufert ,  Suedfeld, and Driver, 1965; Schroder, 

Driver, and Streufert, 1967; Driver and Streufert, 1969; Revsine, 1973; 

Driver and Mock, 1975; Duncan, 1980). As a result ,  more information i s  n o t  

always better than a lesser amount especially when there are competing and 

conflicting messages in the mass of what i s  being communicated t o  potential 

buyers. 

The information processing costs associated with a re tai l  market likely 

increases proportionally with total retail  effort  " E m  and exponentially with 

the effort  per u n i t  sold "E/QU. 

bE 
5 

(69 )  [ICJ = E(-T) ; " 6 "  and "5" define the shape of equation ( 6 9 ) .  As 
the total information in the environment (from all  

5 E 5+1 sources other than the retail  market under considera- 
( 6 9 a )  Q = ' (a) t ion)  increases, i t  i s  1 i  kely that b o t h  "5" and "6" 

increase. However, for simplicity o f  exposition, " 5 "  
and "6" are assumed t o  be parameters, with the values: 



I n  an open access retail  market, equat 

into equation ( 5 ) ,  p.11, t o  produce: 

ion (20  ), p .  31, can be subst i tuted 

- (e+k)E (.18a) P, - G + q + - Q Pa = open access retail price 

Which can be reorganized t o :  

and : 

i )  Information Costs are Internalized in the Retail Market 

I n  a n  imperfect world w i t h  imperfect knowledge the consumer transaction 

costs increase as the number of alternatives in a retail  market and the 

signals from that market increase. This i s  especially true when the signals 

from the market contain competing and conflicting messages. When equation 

(69a) i s  added t o  equation (4a) ,  p . 1 1 ,  the resulting equation: 

internalizes - al l  o f  the information processing costs as part of  the consumer 

transaction cost. \hen equation (.4b). i s  substituted into equation (Za), 

p.10, the result is: 
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When equation ( 2 1 d ) ,  p.138, i s  substituted into equation ( 2 b ) ,  p .  10, 

the result  i s :  

which can be reorganized t o :  

Equation ( 1 7 b )  i s  i l lus t ra ted  in Figure 1-1 by the curve labeled "Open Access 

Supply Curve". 

As noted on  pp  .53 and 65 , the optimal sa les  e f fo r t ,  for any given sal es 

volume "Q", occurs where the to ta l  transaction costs "[TrC]" are  minimized. 

The total  transaction costs are  defined by multiplying the sum of equations 

(4b) ,  p.138, and ( 2Q) ,  p.31, by the sales volume " Q " .  

When equation (35c) i s  s e t  equal t o  zero and reorganized the resul t  i s :  

Given t h a t  ' t = 2 "  and "6=80", p.138, when E* i s  substituted into equation 

( 4 b ) ,  p.138 ,  C CAT^] " will always equal $6.335274 and "(e+k)E*/Q" will always 

equal $5.037175. Therefore, when information processing costs are internal-  



Figure 1-1 Retail Sales Volume as a Function 

of  Retail Price, When Information 

Processing Costs are Internal ized 

in the Retail Market in the Form 

o f  Increased Consumer Transaction 

Costs . 
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ized as part o f  the consumer transaction costs, the retai l  effort  that 

"dCcnrr3 = i s  less than the retail  effort  that results in results in dE 

"  CAT^] = (e+k)E/QU . , ,d [CATr] - d [CATrl + fill a n d  T h i s  occurs because - d E  dE 

"d[CATrJ" i s  negative over range of sales effort  " E "  b u t  becomes positive d E 

beyond that range. As noted previously, given that "<=2" and "6=80", then: 

which can be reorganized t o :  

(.7Oa) E* = 5.037175Q/ (e+k) ; when 5= 2 and 6= 80. 

When equation (70a) 

( 7 b )  P* = a - bQ - 

i s  substituted into equation (7a) ,  p.138, the result is  : 

Equation ( 7 b )  i s  i l lustrated in Figure 1-1 by the curve labeled "Social 

Demand Curve". Nhen equation (70) i s  substituted into equation (18a) the 

result i s :  

Equation (18b) i s  i l lustrated i n  Figure 1-1 by the dashed line labeled 

"Social Cos t  o f  Distributed Good When 'Pi  = the Social Demand Curve". 

The social surplus i s  maximized in the form of  consumer surplus a t  the 

open access equi 1 i  brium (assuming constant transaction costs; however, 

pp.78-87 show that the assumption o f  constant transaction cost i s  n o t  

real i s t i c ) .  
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When the social demand curve (equation ( 7 b )  above) multiplied by the 

sales volume "Q"  i s  differentiated w i t h .  respect to "Q" the result i s :  

When equation (7c) i s  set  equal t o  equation (18b) the result i s :  

Equation (71) i s  i l lustrated in Figure 1-1 by point - D. The sales volume a t  

point - D i s  exactly one-half of the sales volume a t  point - C ,  the open access 

equil ibrium. 

i i  ) Information Processing Costs are External t o  the Retail Market 

Signals (e .g . ,  advertising) generated by a  retail  market are of no 

interest  t o  individuals who have already b o u g h t  the product, or who are 

otherwise n o t  interested i n  i t .  However, such individuals s t i l l  absorb a  

cost i n  receiving, processing and discarding those messages. 

In  some instances (e .g . ,  advertising on radio, on television, in maga- 

zines, and in newspapers), part o f  the signal cost (paid by the sender) 

finances ( i n  whole or i n  part) a  service desired by the received. In such 

i-nstances the information processing costs are fully internalized in the 

market for that servi'ce and the receiver can reduce or eliminate the signals 

by reducing or eliminating "matrix" service. 
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I n  other instances (e .g . ,  sales over the telephone or door t o  door and 

advertising through " j u n k  mail", billboards, pamphlets affixed t o  car wind- 

shiel ds, and neon signs) the individual s receiving, processing, and 

discarding the messages i n  the signals are n o t  compensated for their  costs 

and the senders o f  the signals do not incorporate those costs in their  

decision processes. As with other forms of environmental pol 1 ution, some 

form o f  government intervention i s  desirable t o  correct the above market 

failure.  Where that market failure can be associated with the use o f  a 

specific signal channel then the use of that channel by retai lers  t o  send 

signals should be taxed. For example, a per call tax applied against 

re tai lers  who sell  over the telephone should reduce the use o f  that channel. 

The taxes collected should (in theory) reduce the tax load i n  other areas and 

compensate ( in  part)  those who are imposed upon by the use of the telephone, 

by retailers,as a signal channel. The exact amount t o  set  as the tax i s  

diff icul t  t o  specify because, while i t  i s  clear that many signals generated 

in retai l  markets impose external costs, i t  i s  d i f f icu l t  t o  specify and 

define a function for those costs. Also, on pp.137-138 i t  was noted that the. 

total information 1 oad i n  the environment substantially influences the cost of 

processing signals. Therefore, rationalizing the flow of signals from a 

given market, when assuming cetuuh pLVLibuh, i s  quite different from ration- 

alizing the flow of signals from that market, i f  the signal flows from al l  

markets are rationalized. 



APPENDIX J 

THE IMPORTANCE OF RETAIL MARKETS 

The following observations- summarized from other parts o f  this  

paper-illustrate the i'mportance of the sales and service sector t o  

Canadian society : 

o I n  1977, 37.5 percent o f  the private sector real domestic 
product was attributed t o  the sales and services sub- 
sector, as was 29.7 percent of the private sector employ- 
ment (agri cul ture and firms under 20 employees were 
excluded from the analysis).  

o During the economic downturn i n  1982, the sales and 
service subsector provided 3 3 . 4  percent of the private 
sector employment. 

0 The sales and service subsector generated 55.8 percent of 
the net new jobs created, by the private sector, during 
the period 1962 t o  1982. The 55.8 percent can be further 
broken down into, 

- Sales ( re ta i l  trade, insurance and 
real es ta te ) .  . . . . . . . . . . . .  23.2% 

- Services ( t o  consumers) . . . . . . . . . .  23.6 

. . . . . . . . . .  - Financial Insti tutions.  9 . 8  

55.8% - 
The above observations are n o t  unique t o  North American society. 

Mazzoni noted that:  

"One of the patterns most clearly established by economists 
i s  that during the course of economic development the 
decline in the share of employment in agriculture i s  accom- 
panied by increases in thase of employment i n  services and 
industry, with the difference between the la t te r  tending t o  
become positive and t o  grow as development continues." 

... (1981, p.87). 



".... between 1951 and 197Q the rates of increase i n  
industry and services were vi rtual ly the same, whereas 
between 1970 and 1977 the increase i n  employment in 
services was accompanied by a decrease in industr ial  
employment . " ('1 981, p .  91. ) 

When Mazzoni Is s t a t i s t i c s  on I ta ly  (1981, pp.90, 92, 93 and 95) a re  

rearranged into a format comparable w i t h  the one used in t h i s  paper, then 

the following may 6e observed: 

In 1377, 37.6 percent of the I ta l ian  private sector 
(agriculture and government excluded) constant price 
"value" was added i n  the sales and service subsector 
(see the defini t ion of subsector 111, in Appendix A ) ;  

I n  1977, the sales and service (sub)sector provided 
40.8 percent of the non-agricultural private employ- 
ment and 30.0 percent of the to ta l  employment i n  the 
I t a l i an  economy; and, 

The sales and service (sub)sector generated 38.1 per- 
cent of the net new jobs created by the (non-agricul- 
t u r a l )  private sector ,  during the period 1970 t o  1977. 

That 98.1 percent can be further broken down into ,  

- Distributional Services . . . . 37.7 % 

- Miscel 

- Credit 

laneous Services. . . . . 14.6 

. . . . . . . . . . . . . 49.8 

98.1 % 

The sales and service subsector should be visualized as a layer covering 

and affecting the res t  of the private sector domestic economy and not as an 

isolated segment or pocket of the economy. This point can be further 

emphasized by noting that  the value of manufactured goods i s  disputable 

unti l  they are e i the r  received by the end user or a c lear  channel of d i s t r i -  

bution has been opened between the manufacturer and the end user ( ~ r e e r ,  

1970; Revsi ne, 1973). 



FOOTNOTES 

Due t o  limitations of the data provided in S ta t i s t ics  Canada P -1 
publication 72-002, only employees of  firms with 20 or more 
employees were included in this  study (see Appendix A ) .  The 
subsector classifications used in this study are defTned in 
Appendix A .  

The statement on p .  2 that "for most people, employment in 
sales and service industries is rarely a career path o f  
choice" i s  applicable primarily t o  those industries that are 
relatively open access (.i . e . ,  entry and  ex i t ,  for b o t h  labour 
a n d  capital , are relatively cost less) .  See, a1 so, Figure A - l b  
in Appendix - A.  

Some groups providing services (e  .g. ,  dentists,  optometrists, 
veterinarians, and  doctors) have created a professional image 
as part of the process o f  erecting substantial barriers t o  
entry (Muzondo and Pazerka, 1979) .3 The cost t o  i ndividual s ,  
of surmounting those barriers,  creates a hostage ( i  . e . ,  the 
asset created is  often highly specific t o  the profession). 
That hostage allows (those who control) the professional 
body t o  enforce pa6asioMae conduct including in many 
instances cartel pricing (see Appendix 0 ) .  Therefore, t o  the 
extent that a sales or service industry i s  successful in 
creating a pt06usion.a.t bannien. and i n  generating rents, for 
individuals behind those barriers, i t  becomes attractive as a 
career path. 

s. Vocational barriers, regardless of the social costs or 
benefits, create property rights by fencing off a portion 
of the labour market that was previously freely accessible 
t o  a l l .  

Each successful enclosure of a portion of the j o b  market, by 
a r t i  f icial  barriers,  increases the crowdi ng and the distress o f  
the remaining common poaL Labom mmket. This distress results 
i n  individuals being more willing t o  commit resources t o  
escape that commons. Thus, as the opportunities for those in 
the comnon labour pool shrink, the ptadebdhn& enceLzve.4 must 
erect higher barriers and society expends a n  increasing amount  
of resources in the socially non-productive conflict between 
those erecting barriers and those assailing barriers. 

4 .  This observation i s  based on various sales presentations, 
seminars and  courses: 

o Amway Presentation t o  potential sales representatives. 

o Sales Giants sales presentation. 



0 Dare t o  be Great seminar.  

o L i f e  Underwr i te rs  Assoc ia t i on  t r a i n i n g  course. 

o Sales Ma rke t i ng  Execu t i ves ' s  Course. 

5 .  The comments on p.4 were paraphrased from comments made by:  

o M r .  H. Ast ren,  Regional  R e t a i l  D i s t r i b u t o r  f o r  
B r i t i s h  Columbia, E l e c t r o n i c  Scales 
I n t e r n a t i o n a l .  

o M r .  J. Bosch, Department Manager, Simpsons Sears 
L td . ,  e i g h t  years  exper ience  i n  s e l l i n g  p a i n t  
and w a l l  cover ings  . 

o M r .  G .  Suther land,  L e c t u r e r  a t  Langara Community 
Col 1  ege (Soc io -~eog raphy )  ; Honours graduate 
o f  t h e  Sales Marke t ing  Execu t i ve ' s  Course. 

o M r .  T. Wr ight ,  Regional Super in tendent ,  Western 
Canada, f o r  Con federa t ion  L i f e  Assoc ia t i on ,  
Ma rke t i ng  D i v i s i o n ;  graduate o f  LUATC and 
LCU; now r e t i r e d .  

6. A Pareto-opt imal  s i t u a t i o n  occurs when i t  i s  imposs ib l e  t o  
make some households b e t t e r  o f f  w i t h o u t  s imu l t aneous l y  
making o t h e r s  worse o f f .  

7.  Soc ia l  su rp l us  i s  d e f i n e d  here  as t h e  sum o f  t h e  consumer 
su rp l us  and any economic r e n t s  a c c r u i n g  t o  t h e  owners o f  
t h e  labour ,  c a p i t a l  , and resource  i n p u t s .  It i s ,  t h e r e f o r e ,  
t h e  va lue  t h a t  s o c i e t y  p laces on a  good o r  s e r v i c e  l e s s  t h e  
c o s t  o f  t h e  i n p u t s  expended t o  produce, t r a n s p o r t ,  and 
d i s t r i b u t e  i t .  
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9. As noted by Copes (1985, pp.229-230), t h e  " va r i ous  conccpts  P 06 
o f  r e n t  ove r l ap . "  Copes d e a l t  w i t h  one aspect  o f  t h a t  over-  p. 27 
l a p  by i n t r o d u c i n g  t h e  concept of m m h d  fie&. The d e f i n i t i o n  p.38 
o f  market r e n t  used by Copes i s  d i f f e r e n t i a t e d  f rom monopoly p.63 
p r o f i t s .  I n  t h e  t e rm ino logy  o f  t h i s  s tudy ,  t h e  monopo l i s t  
owns t h e  r e n t  generated by t h e  market  ( t h e  market r e n t ) .  A 
p r o f i t  maximiz ing monopo l i s t  w i l l ,  t h e r e f o r e ,  maximize t h e  
market r e n t  - where t h e  market r e n t  i s  de f i ned  as t h e  r e n t  
t h a t  i s  d i r e c t l y  a t t r i b u t a b l e  t o  t h e  na tu re  o f  t h e  market 
(monopoly, 01 i gopoly  , government r e g u l a t e d )  and t h a t  a re  
app rop r i ab l e  by t h e  s u p p l i e r s  o f  a  good ( i n  t h i s  s tudy  t h e  
manufacturer,  t h e  salesmen, t h e  r e t a i  1  e r s  ) o r  by t h e  government. 
As such, t h e  concept  o f  market  r e n t  excludes t h e  ( r e a l i z e d )  
consumer su rp l us  and t h e  producer  s u r p l u s .  Producer su rp l us  
i s  excluded because (as d iscussed i n  Appendix G )  , i t  i s  due t o  
t h e  un ique a t t r i b u t e s  o f  i n d i v i d u a l  salesmen a'iih/or r e t a i l e r s  
and i s  n o t  d i r e c t l y  a t t r i b u t a b l e  t o  t h e  n a t u r e  o f  t h e  market .  



9 .  In Figure 1 ,  p . 7 ,  the average value curve converts consumer 
surplus from a t r iangle  t o  a rectangle ( i . e . ,  the area of 
the' t r iangle  "a,Pm,dG equals the area of the rectangle "g,  
c ,d ,PmH).  

10. If  goods X and X have the same distance in specif icat ion 
difference& from t6e most preferred good X*  then i f  e i ther  
good X or X 2  i s  produced, instead of good X * ,  the consumer 
will rhquire the same amount of compensation t o  a t t a in  the 
level of u t i l  i t y  tha t  he would have had i f  a fixed amount of 
X* had been given t o  him (Lancaster, 1979, p.45). 

11. Nil liam Ockham's (c.1280-1349) dictum "Mu1 tip1 i c i t y  o u g h t  
not be posited without necessity" has become known as 
Cckiuun's Raza,? (Encyclopaedia Britanica, 1967, Vol. 1 6 ,  
p.858). 

1 2 .  The tradit ional  supply and  demand model i s  a special case 
of the re ta i l  market model, where 6 i s  assumed t o  equal 
zero ( i  .e .  , no consumer transaction cos t s ) .  A comparison 
of the re ta i l  market model with i t s  special case ( the  
tradit ional  model) i s  made on pp.56-60 and o n  p p . 7 4 - 7 7 .  

13. See Mansfield, 1975, pp.497-498, for a description of 
pub1  i c goods. 

1 4 .  Charcoal was required for the smelting of metal prior t o  
the use o f  coal for that purpose. 



"Simple c a l c u l a t i o n s  may be made which demonstrate 
how l i m i t e d  must be t he  volume o f  i n d u s t r i a l  ou tpu t  
where the  p r o d u c t i v i t y  o f  the  land  imposes a 1 i m i t  
on t he  expansion o f  product ion.  For example, i t  
requ i res  the  growth of t imber from 40,000 hectares 
(100,000 acres) of woodland t o  supply charcoal  
s u f f i c i e n t  t o  make 10,000 tons o f  p i g  i r o n .  Even 
a l e v e l  o f  i r o n  p roduc t ion  which today would be 
thought o f  as very  modest would have denuded t he  
f o r e s t s  o f  Europe i n  a few decades. And one must 
no t  fo rge t  t h a t  wood was wanted a l s o  f o r  naval 
spars, f o r  beer ba r re l s ,  f o r  c a r t  wheels, f o r  
f u r n i t u r e ,  fo r  fencing, f o r  a thousand and one 
o ther  uses, which a l l  increased t he  pressure on 
1 i m i t e d  resources."  (Wrig;l-ey, 1976, p . 5 7 .  ) 
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