
CRITICAL ESSAY 1 

THE STAKEHOLDER ENVIRONMENT 

The purpose of this introductory essay is to identify the environment in which we 
propose to discuss and analyse management decision making from a managerial 
economics perspective. In so doing, we shall proffer a strategic interpretation of 
the management models that underpin the coursework. The decision making 
process is defined as strategic; it involves management as players in a (market 
share) game. 

 

It therefore behoves management to identify themselves as players (implying, of 
course, that they must think strategically). Although the managerial models have 
their respective genesis in the early sixties, the discussion throughout each of the 
essays, will attempt to resurrect the more salient attributes of the models and to 
focus on their relevance, alongside the more mainstream models, to modern 
management decision making. 

The process of the firm 

• Stakeholders. 
• Bounded rationality.  
• X-inefficiency. 
• Production Cells. 

The internal structure of a modern firm, no matter how small, is best thought of 
as a nexus of contracts between different agents, who, in effect, are the 
stakeholders in the firm. The internal environment of the firm is characterised by 
bounded rationality of management and the possibility of X-inefficiencies within 
the very heart of the organisational structure of the firm. With respect to the latter, 
it may be the case that the genesis of a higher than average (across rival 
players) cost configuration may lie within the very type of organisational structure 
adopted by the firms management. Each worker in the structure, for example, 
has to be regarded as a productive cell not a process unit and the working 
relationship between varying degrees of workers and management has to be 
thought of primarily as contractural obligations. It has to be recognised that 
management do suffer from bounded rationality; they either have too much or too 
little information or indeed the information may be wrong. 

 

 



The nature of rivalry 

• Players. 
• Zero-Sum Assumption. 
• Perceived Interdependence. 
• MMS-Strategy. 

The external environment, on the other hand, is characterised by strategy. The 
simplest definition of strategy is in the context of strategic decision making. Once 
management realise that their decisions, either directly or indirectly, will affect the 
decisions of management of rival firms, who, in turn, may react, decision making 
becomes strategic. The firm and management are one and the same entity, a 
player in a strategic game. Later we shall examine strategic reaction. But what is 
crucial, for successful strategic behaviour, is for each player to recognise the 
interdependence on each other. A recognition of interdependence is the basis of 
good strategy. It is an entirely different thing to consider what to do about 
exploiting the interdependence and whether to exploit to ones advantage or for 
mutual gain. 

Mutual gain is reminiscent of cooperative behaviour. Indeed our premise in this 
introductory essay is that modern players opt to avoid price wars, a decision 
which is a strategic rule of play in the game. The golden rule, therefore, becomes 
one of cooperation and within the ambit of cooperation is the recognition of 
interdependence. The essence of cooperation is that the re are rules, there is a 
game and the objective of the game is how best to play the game (how best to 
reply). Strategic rivalry emanates from an understanding of these 
interrelationships. The objective which we have established as imperative for 
modern (management) players is the maximisation of market share (otherwise 
the MMS-strategy) and that each player (rival management team) adopts this 
strategy.  

The menu set 

In a strategic redefining of the Baumol model, which was introduced in Unit 1, a 
Baumol strategy is one of maximising market share. If we transplant the content 
of the original Baumol model, which was to maximise total revenue [TR], into a 
simple equation form 

  

the MMS-strategy translates into 

  

This simple equation form is the menu set. 



The menu set comprises either a change in price, , or a change in the quantity 
variable, . This arises once we interpret the quantity variable as a market share 
proxy variable; this is really the genesis of the MMS-strategy, provided that the 
golden rule of avoiding price wars is adhered to by rival players. 

The firm produces output, the output translates into sales and hopefully, the 
sales translate into a share of the product market. That market share has to be 
maintained: that is the basis of the MMS-strategy. Price wars will be defined 
later. Suffice to argue that as we develop the game, there will be different prices 
but price differences do not reflect price (perfect) competition, rather price 
differences are to be interpreted as price signals. Price is not removed as a tool 
of achieving market share, rather, it is presented as the second-best option to the 
quantity variable. The ?q monitors price differences, advertising, price 
positioning, but more importantly cost-leadership and successful strategic 
behaviour. 

 

In the case of the MMS-strategy there is the zero-sum assumption from Unit 3 
and once a rival firm opts to maximise market share it will be at the expense of 
rival market share. This crowding-out effect will precipitate a reaction and it 
becomes imperative for management to have a reaction reply. While a Baumol 
firm ignores a rival firm, playing a Baumol strategy (a MMS-strategy) as 
described in this essay, requires a reaction. In other words, with a zero-sum 
assumption, no rival can afford to ignore the actions and reactions of another 
rival player. The successful player has to balance the process of the firm and the 
nature of rivalry. 

 

The strategic environment 

Management are faced wi th shorter product life cycles in order to cover costs of 
innovation. National markets are too small to generate sufficient total revenue in 
return for investment. Strategic growth requires a greater asset base which can 
only be achieved by buying up competitors and avoiding over-capacity. For 
example, there is a world wide demand annually for 52m cars, the industry has 
an annual (production) capacity of 74m cars worldwide. Rationalisation is crucial 
for firm survival. Either reduce costs or acquire a rival. The latter will allow 
management to expolit market conditions and strengthen core business. 

For the twenty first century, globalisation - essential for the new international 
economic order - provides an opportunity for management. Demand has different 
connotations today with the almost redundancy of the traditional demand curve: a 
more realistic characterisation is with two demands, different elasticities and a 
LAC declining cost curve intersecting both demands.. This makes it more difficult 



to identify welfare (geometric) areas. The double demand may be a useful tool to 
handle the fact that 75% of products have a shelf-life of less than 5 years and the 
encroaching of market demand by newer and newer segments as technology 
leaps into the future (innovation). For example, 4 wheels is the only common 
denominator between and old car and a newer model. 

Risks for management today occur because of three particular reasons (the three 
reasons are by no means exhaustive): 

• Increased costs of innovation, which require management to either lead in 
investment or follow competitors, ceding FMA and possible pilot market 
share. 

• Opening up of markets, either through the advent of liberalisation or 
competition or the emergence of new entrants (pioneers) whose net effect 
is to expand the market. 

• Shorter product life cycles, to reflect changing consumer preferences, 
intense brand loyalty. 

All three reasons create a risk environment for modern management. A solution 
presented in this set of essays, is for management to adopt stra tegic behaviour. 
The first step is to realise that there is a game, that competitors are strategic 
rivals and that a non zero-sum market share (redistribution) is the binding 
constraint. 

 

   


