
CRITICAL ESSAY 4 

COST-LEADERSHIP 

In this essay, we focus on the traditional production-cost relationship, better 
known as the production function, that underpins the supply side behaviour of so 
many players viz from realising cost efficiencies to understanding the supply 
substitutability capacity (of rival players) in the product market. The opening 
premise is that the supply equal demand type assumption on the supply-side, 
expressed in simple equation form, as 

  

does not hold in the real world of strategic behaviour. And it is imperative for 
management to understand that very point. 

Production paralysis  

In other words, the output, q, that is produced does not always translate into 
sales, TR, or market share, s; there may be, for example, a delay factor in getting 
to market (to the end-customer), bottlenecks in the supply chain, indeed X-
inefficiencies in delivery may arise or quite simply, rival suppliers may have 
poached potential sales. Players may have to build an obsolescence factor into 
their production plans, (the genesis of JIT), insisting that a product reaches a 
maturity on the life cycle earlier than before (say) months rather than years. And 
furthermore, sales do not translate into market share, s, as per the zero -sum 
assumption. So players have to recognise the problem, that the simple equation 
form does not hold and that there is production paralysis on the supply side. 

Economies of scale 

• Williamson strategy. 
• Economies of size. 
• Worker-stakeholders 

So emphasis must be on costs, in particular the strategy to be adopted is one of 
cost- leadership, what we have referred to as the Williamson strategy, in 
deference to Williamson `s earlier model wherein he emphasised the discretion 
of management. From our perspective, corporate structure has changed from 
MNC to TNC allowing local, regional management the discretion to introduce or 
not central HQ policies. Effectively each local or regional centre can be thought 
of as a cost-centre, where the sum of the individual parts (measured in terms of 
cost savings) exceed the total aggregate cost reductions envisaged by HQ 
management. This arises because of the exploitation of economies of scale, of 
size and also of scope. 



But our interpretation is rather different. Economies of scale underpin the 
production function: consider a given % change in inputs and await for the output 
response. If the output response is greater than the given %, economies of scale 
are realised. However strategic players do not operate li ke that/should not, they 
consider subject to the zero-sum, that level of output that is achievable and then 
ask what % of inputs, if any, or both, are required to achieve the most cost 
effective way of producing the level? Once the size is reached, economies of 
scale will flow, not vice versa. 

 

This interpretation of the traditional economies of scale, while linked to output 
that is achievable, largely ignores the constraints on output becoming achievable, 
both internally, given the worker-stakeholders, and externally, given the impact of 
a zero-sum assumption. With respect to the latter, strategic players have to 
consider the signal that increased output sends to rival players and also consider 
the likely reaction when additional output is released onto the market. Additional 
output here can stand for new products, old products repackaged, changing the 
shift system. The internal re-organisation of production sends a signal to rival 
management. 

Cost equivalences 

• Average productivity. 
• Normalised wage. 
• Incentivised wages. 

Lets focus on the production-cost relationship. Our main point is that each 
production measure has a cost equivalence and players need only focus on the 
cost equivalent. Recall from Unit 2 that the reciprocal of the average productivity 
measure is average variable costs and by analogy the reciprocal of marginal 
productivity is the marginal costs. This allows us to consider the diagrams from 
Unit 2 and relaxes the need to have volumes of production data with which to 
monitor productivity. In other words, if average variable costs are increasing it is 
because average productivity is falling and it behoves management to zero in 
and identify the source of the decreased productivity. 

The source is found as follows: 

  

 



and for the diagram to be geometrically correct and capable of allowing a 
generalisation on intuitive grounds, then w = 1. One possible way to consider this 
is the adoption of normalised wages. Rather than thinking in terms of 5, 4, 3, the 

wage bill should be considered as shares , where worker A receives 

th of output and so on. But the normalised wage structure is endemic in an 
organisation where there is wage incentivisation, which simply becomes a 
requisite for increased productivity. By way of example, if the numbers employed 
are reduced from 5000 to 3000, it is imperative that the remaining 3000 are more 
productive that the original 5000 and it may be sufficient for the 3000 to maintain 
a 3000 average producivity level, but it is necessary for cost-leadership that the 
3000 increase total productivity output above the 5000 level and at a lower cost. 
This is the idea of effective wages. 

The underbelly of cost reductions 

• Management discretion. 
• Kaizen. 
• Productivity Bonus. 

So strategic players have to obtain economies of size first, then, through a 
programme of wage incentivisation, economies of scale will deliver the cost 
advantages that underpin a cost-leadership strategy. The process of production 
can either travel along the SAC route or adopt the LAC planning curve route and 
identify the targeted output level ahead of time, plan strategically, adjust worker 
expectations, discount rival strategies and reactions and assimilate the 
information [bounded rationality] to reach the designated q level. Effective cost 
leadership would see a move of the LAC curve in Figure 8 in Study Guide Unit 2 
downwards to a new and lower curve, the underbelly of cost reductions, which 
are only realised by releasing the inertia in the organisation's production capacity, 
kaizen. 

Kaizen is a generic term incorporating different management techniques, which 
we have labelled as contemporary production techniques, CPTs, because of the 
emphasis on production and costs. The precise techniques which fall under the 
umbrella of Kaizen and the way in which these techniques are implemented is at 
the discretion of management, hence the Williamson strategy. In the discussion 
in Unit 2 there was the option of either following A-B-C-D-E route (short termism) 
or its alternative which requires methodical planning. But it is in this planning and 
preparation, that a productivity bonus is released by the initial re-alignment of 
work effort and the continuous incremental improvements en route to the planned 
q level of output. Having completed the re -alignment, players can improve 
productivity initially [economies of size] and again through incremental 
improvements [economies of scale], while at the same time, matching output with 
sales, and reducing inventories, not sacrificing quality and thus ensuring 
customer satisfaction, and minimising X-inefficencies throughout the production 



process. The Williamson strategy aims for efficient cost effective production of a 
high quality product, delivered on time with reduced waste, but crucially with 
increased production. 

THE PROFITS-OUTPUT ELASTICITY 

The attention of management is focused on the profits-output elasticity, that is, 
the contribution of the output changes to the profits of the firm. It can be easily 
expressed as a tractable elasticity measure This is an 
important elasticity measure which enables management to guage the relative 
trade-offs between two sets of stakeholders, vis-a-vis the shareholders who 
focus on and the worker-stakeholders who determine the q response. We have 
collapsed the relationship between the average and marginal productivity 
measures into the elasticity of production: 

  

Now if we rearrange the E term we can define This concentrates on 
the relevant variables contributing to the output response in particular, the 
elasticity of production E which monitors the firm response as a production entity 
and the worker-stakeholder response as monitored by If we rewite the 
elasticity measure as 

  

and if we multiply across by the term the elasticity equation expands 
to 

  

which reduces to the three determinants of changes in profit: 

1. The profit-output elasticity. 
2. The elasticity of production. 
3. The change in the number of worker-stakeholders. 

All three contribute to the overall success of the production process and all three 
are closely inter-related in the production-cost relationship of a modern 
stakeholder-firm. This is clearly evident in the adoption of the CPTs addressed in 
your Workbook Unit 2. Clearly, CPTs will not deliver cost leadership unless 
productivity increases.  


