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ABOUT THE AUTHORS

Both of us have spent large chunks of our working lives trying to help people make better long-term decisions. In Michael’s case, that working life has often involved scientific innovation. After aerospace research, Michael conceived and produced the first complete digital map of the world, Mundocart, the “Google Earth” of the 1980s. Michael then moved into finance, becoming a partner at an accountancy firm running global projects, where he met Ian. After studying law and economics, Ian had qualified as an accountant and worked with numerous clients, but found himself drawn to the problems of long-term thinking in charities and other nongovernmental organizations.

We have worked together for over 20 years in the City of London, one of the world’s leading global financial centers, with financial, technological, governmental, social, and commercial clients. In 1994 we founded the commercial think tank Z/Yen, in order to promote societal advance through better finance and technology.

Among many projects at Z/Yen, Michael has served as Corporate Development Director of Europe’s largest R&D organization (the UK Ministry of Defence’s Defence Evaluation and Research Agency, DERA), created the Global Financial Centres Index, and built award-winning statistical systems. Meanwhile, Ian helped to conceive and launch the ground-breaking joint venture Charityshare, guided the Marine Stewardship Council toward a Best Practice award for strategic planning and governance, and became Chair of BCS The Chartered Institute for IT’s Ethics Group.

We tend to work with organizations that need to make commercial choices in complex circumstances. Such is commerce in the real world, yet rarely could we find a book for staff or friends that provided a foundation or guide to analyzing and making choices in line with our experiences. In 2005 Michael became Professor of Commerce at Gresham College, which has provided free lectures in the City of London since 1597 and founded the Royal Society. Michael calls Gresham College a “Tudor Open University.” His lecture theme was “Society’s Commercial Choice—Risks and Rewards of Markets.” Naturally, Michael borrowed heavily from Ian’s work (as well as his own), so we both recognized the potential to turn the lecture series into a book that explains how we feel the world really works.

This story doesn’t end here. Z/Yen’s work with Gresham College and others has led to several new initiatives. Perhaps the most relevant initiative for readers of this book is long finance, where our community explores the vital question: When would we know our financial system is working?
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1 MAKING SENSE OF THE WAY
THE WORLD REALLY WORKS

There is an old financial markets story about fish trading. Back in the early 1900s, on rumors that sardines had disappeared from their traditional waters in Monterey, California, commodity traders started to bid up the price of tinned sardines. A vibrant market ensued and the price of a tin of sardines soared—a classic bubble. This fervent trading went on for some time. One day, after some particularly successful trading, a trader chose to treat himself to an expensive snack: he actually opened a tin and ate some of the sardines he’d been exchanging. They tasted awful and made him feel ill, so the buyer called the seller and told him the sardines were no good. For the buyer’s enlightenment, the seller explained, “You don’t understand. Those are not eating sardines, they are trading sardines.”1

Ultimately, sardines off California were fished out by the 1950s.

What this story demonstrates is that we don’t really know the price of fish. Had we really known the price of fish over space and time, we wouldn’t have overfished the North Sea, the Grand Banks of Newfoundland, and other fishing stocks, including Monterey’s. Society still lacks a complete set of tools, or conceptual frameworks, that let us understand what is happening in the supply and demand for fish, the wider politics of fishing communities, and the even wider global market pressures on fishing industries. In our experience, economics alone is not sufficient for this purpose. Humanity needs a collection of ideas beyond economics—in essence, theories about how the world really works, to help us make better long-term decisions.

Wicked problems is a phrase popularized in the 1970s by Horst Rittel and Melvin Webber,2 and we could use it to describe overfishing. Wicked problems are not the comparatively tame problems most decision theorists love, for example chess, game theory, or puzzle solving. The real world is messy, circular, and aggressive. Wheels within wheels lead to bigger messes and unintended consequences. According to Laurence J Peter of The Peter Principle fame, “Some problems are so complex that you have to be highly intelligent and well informed just to be undecided about them.”

Wicked problems involve what we call “real commerce.” The term commerce is often applied to simple money or transactional exchanges—buying and selling—but commerce actually means much more. Real commerce is what people do with each other every day. It includes the complex ways in which individuals, organizations, and societies communicate and deal with one another; and the ways in which complex interactions adapt and change over time. Real commerce drives society, politics, the economy, and our future. To bait the hook, real commerce, indeed the aim of this book, is about making sense of the way the world really works. Or, to rephrase our goal, what do people need to know in order to know everything that has to do with the price of fish?

THE FOUR STREAMS

While there is as yet no grand unified theory of commerce, and may never be, we can still embark on a journey to explore the tools and ideas that can help us make better decisions about how to live successfully with each other on a shrinking planet. This book’s journey covers four basic areas of knowledge, or four streams, that we believe need to be included and integrated:

[image: image] Choice: understanding how people develop knowledge and biases and how these perceptions affect behavior. We explore decision-making theories, the perils of too much choice, and how real-world observations of choice often differ from theory. Normative aspects of choice such as fairness, trust, and ethics feature in this stream.

[image: image] Economics: pondering existing models of exchange between people and expanding the debate about the role of government and social institutions. We discuss the ways in which taxation can affect markets and consider whether network economics is new economics.

[image: image] Systems: in the world of commercial and political economics, systems thinking encourages us to break down complex systems into subsystems with interlinked information loops of feedforward and feedback. We consider the roles of chance and imperfect information to understand why markets misbehave. Ideas such as volatility, liquidity, commercial diversity, fads, and fashions feature in this stream.

[image: image] Evolution: in particular, innovation and competitive selection. This stream highlights problems that are extremely difficult to solve, such as climate change and economic sustainability.

In combination, the four streams of knowledge can improve both understanding and decision making.

We can examine the sardine story from the point of view of any one of the four streams:

[image: image] Choice: the behavior of sardine buyers, sellers, and traders.

[image: image] Economics: supply and demand for tinned sardines.

[image: image] Systems: for fishing, canning, distributing, trading, consuming, and not-nurturing-too-well sardines.

[image: image] Evolution: the competitive evolution of commodity trading in sardines.

Despite its simplicity, we miss the essence of the sardine story unless we think about the richness of all four streams. The traders had lost sight of the very nature of the commodity they were trading. Trading sardines had become a game. Real sardines only have intrinsic value if they are eating sardines. Real commerce in sardines has little place for trading sardines. Isolated views of money or economics can thus hinder the process of making good decisions over time. Moreover, scientists find that the natural cycles of sardines and the California current form such a complex system that overfishing may have been the primary, but not the sole (sic), cause for the disappearances of fish.

As another example, we worked with the Marine Stewardship Council (MSC) in its formative years. The MSC was established in 1996 through a joint initiative by the environmental group WWF and the consumer products multinational Unilever. They sought to find ways of creating real economic incentives for the improved management of fish resources. The result was an environmental standard and independent certification program for sustainable fishing and seafood traceability. Products from compliant fisheries can display the MSC label and consumers can choose to obtain their fish from certified sustainable sources. Indeed, environmental, ethical, and social standards such as the MSC have become highly influential in large segments of the world economy, including forestry, agriculture, and domestic appliances, as well as fisheries. Consumer choice is not the only form of choice involved. If such standards programs are to succeed, decision makers within the industry must choose to participate. In the early days of the MSC it seemed easier to encourage consumers to choose sustainable fish than it was to encourage fisheries to participate.

In 2000 the MSC asked us to help it grapple with the question: Is it possible to prove the value of certification to the fisheries, who ultimately have to pay for the certification process and meet the cost of implementing any changes required in order to become certified? We examined the potential financial impact of the reduced volatility in stocks that might arise from sustainable fisheries practice, in order to prove the financial case for industry participation in the scheme. Apart from learning more about Alaskan salmon than we expect you want to know, our study did prove that there should be substantial economic benefit through price stability when fisheries engage in sustainable fishing practices, regardless of any additional benefit that might accrue through consumer choice. That substantial benefit should more than outweigh the costs of certification. Subsequently, MSC standards have increasingly been deployed in major fisheries worldwide. Much of the fishing industry has evolved to adopt the standards.

This example illustrates how the four streams of choice, economics, systems, and evolution are intertwined. The MSC harnessed the power of consumer choice for positive change. Economics, both practical and theoretical, helped with decisions on costing, pricing, and calculating value. The fishing system was improved by distinguishing eating fish from exploited fish. Finally, the entire standards system was designed to evolve, using competition to improve specifications and certification firms, as well as to have fishermen keep each other in check. Depletion of the world’s fish stocks remains a wicked problem. Wicked problems do not have right or wrong answers, but you can make better or worse decisions toward solving those problems.

A POTTED HISTORY OF THE PRICE OF FISH

Back in the mists of time, life (and language) was quite plain for most people. We mostly foraged, caught, or tended our own produce for our immediate needs. There was some exchange, mainly in the form of gifts within a local community and perhaps some barter with outsiders. Then we realized that our surplus of a good could be traded for other people’s surpluses of different goods, or used as credit in a future shortage. Formal exchange, such as regular market meetings, may have begun just over 5,000 years ago. Economies underpinned by legal and political systems emerged in the Middle East around 1,000 years after that and soon the world became more complex. We increasingly sought to store wealth over time as well as transact, and exchange really kicked off when the Lydians invented coinage around 600 BC. Diverse financial instruments emerged, both for exchange and for storing value, including derivative financial products similar to today’s.

Societies also adopted more complex forms of markets, organization, and control. City states and nation states emerged. Today, economic activity takes place over increasing amounts of space, both international and global. Consider the relative poverty of the developing world or the complex chains by which we often satisfy apparently frivolous desires. Increasing activity also has a huge and disparate impact over time—there are looming disasters in the environment, from climate change to overfishing, or funding pensions and healthcare.

The actual price of fish has, similarly, become more complex since ancient times. Until relatively recently, almost all edible fish was either caught and eaten domestically or traded in a local market. Ancient preservation techniques—drying, smoking, and salting fish—allowed slightly more protracted trading. Seaside towns have, of course, had fish markets for thousands of years, but by Roman times people were extensively trading everything across the empire from oysters to garum (fermented fish sauce seems to emerge in all great piscine markets). The advent of canning, freezing, and refrigeration in the nineteenth and twentieth centuries accelerated and widened fish trading enormously. Today, global fish prices represent the hopes and dreams of fishermen, their families, marine rescue services, lighthouse-keepers, trawlermen, cannery owners, freezing facilities, transportation firms, food companies, retailers, restaurants, and consumers.

The price of fish both affects and is affected by all of these people. A tin of tuna from the Pacific Ocean might at first glance seem to be a simple sandwich filling, but it is also an economic marvel, delivered across half the world through a complex supply chain involving many thousands of people. At Billingsgate fish market in London, we might buy fresh fish from a local supplier as near as Dover or perhaps frozen fish from a global seller as far away as Chile. Fish constitutes the main source of protein for over one billion people, a sixth of the world’s population. It is regarded as one of the great traded commodities and constitutes a significant chunk of global commerce, estimated at a few hundred billion dollars per annum.

However, fishing is not a real commerce success story. Overfishing has depleted many important fish stocks to dangerously low levels. More than half the world’s fish stocks are over-exploited and the demise of most fisheries is predicted by the middle of the twenty-first century. The sudden and unexpected collapse of cod stocks in the Canadian Grand Banks of Newfoundland in 1992 was one high-profile example of a phenomenon many experts on overfishing had been warning about for some years. Some 40,000 jobs were lost and the fisheries remain closed at the time of writing, with attempts to help rebuild stocks so far unsuccessful. Much like the sardine story, all four streams of knowledge are involved, but no single one of the four streams completely explains the collapse.

Choice alone cannot explain why politicians and fishermen failed, in the face of many years’ evidence of stock depletion, to make difficult but necessary choices that should have staved off the collapse. Classical economics alone would say that as the price of cod rises due to expectations of depleted stocks, fewer people would buy cod at those higher prices, less cod would be fished for some time, and cod stocks would rise again. Systems thinking has yet to produce a model that can explain why the cod stocks on the Grand Banks of Newfoundland collapsed, possibly irrecoverably, nor can systems predict with reasonable certainty what needs to be done to prevent similar collapses elsewhere. And evolution alone cannot explain why the Newfoundland cod supply chain failed to evolve toward a stable and sustainable state.

WHAT’S IN IT FOR YOU?

The diverse topics covered in this book affect everyone profoundly, as individuals, as organizations, and as a society. It is all too easy to fall into the traps of the Monterey sardine traders or the Newfoundland fisheries—to lose sight of the real purpose of commerce. When focusing on the individual topics in isolation, it can be hard to get a detailed grip on the big picture. In this book we’ve tried to explore the many topics of real commerce as we go along and to get those topics to flow together by the end.

The commercial and financial world is replete with wicked problems of sustainability or long-term viability, from natural resource destruction to pollution to poor infrastructure to financial crises. Creating stable, enduring value has consistently been elusive. We believe that understanding and integrating the four streams of real commerce can enable better understanding of these vital matters, and therefore better decision making. If a grand unified theory of commerce ever does emerge, we are confident that these four streams will feature strongly within it.


STREAM A | Choice

[image: image]


2 HOW DECISIONS GET MADE
WHEN YOU HAVE TOO MUCH CHOICE

We start our journey down the four streams of knowledge by thinking about how we can make better decisions, as individuals and as groups. People like to think that they are rational, but you have to look well beyond economic rationality to explain many of the decisions people make. Does modern society sometimes present us with too much choice and is that choice sometimes merely pseudo-choice rather than genuine choice? Procurement processes for businesses and governments can easily become “tender traps,” so that it is difficult to make wise choices. This chapter describes these phenomena and explains how decisions get made in our choice-laden world.

Consider the following two scenarios, each requiring a choice between two possible decisions.

Scenario One: A large coastal fishery with three fish-processing factories has recently been hit with a number of commercial setbacks and should cut back its workforce drastically. The finance director has developed two alternative rescue plans:

[image: image] Plan A: Certainly saves one factory and 200 staff.

[image: image] Plan B: Has a one-third probability of saving all three factories and all 600 jobs, but a two-thirds probability of saving no factories and no jobs.

Would you implement Plan A or Plan B?

Now try a slightly different scenario.

Scenario Two: A large coastal fishery with three fish-processing factories has recently been hit with a number of commercial setbacks, but may be able to rescue matters. The finance director has developed two alternative rescue plans:

[image: image] Plan Y: Certainly loses two factories and sheds 400 staff.

[image: image] Plan Z: Has a two-thirds probability of losing all three factories and all 600 jobs, but a one-third probability of losing no factories and no jobs.

Would you implement Plan Y or Plan Z?

Most people (more than 80 percent in experiments) would decide to implement Plan A in Scenario One and Plan Z in Scenario Two. We are risk avoiding when we feel that we are ahead, risk seeking when we feel that we are behind. Plans A/Y and B/Z are identical in expected outcomes, but people tend to favor one or the other depending on the wording.

RATIONAL DECISION MAKING

Examining the differences between actual decisions and ideal decisions is one of the hottest areas in economics. The fact that we have freedom of choice leads to the capability for irrationality, the ability to make inconsistent decisions. In our view, understanding of these behavioral aspects of economic decision making underpins real commerce.

Thinking about economic rationality is a good place to begin to understand how irrational the idea of economic rationality really is. Rational decision making is a model that assumes that decision makers define the problem, identify and weigh criteria according to their preferences, know and assess all relevant alternatives, and accurately calculate and choose the alternative with the highest perceived value. While many problem-solving systems eschew the notion of a best solution, decision theorists can be dogmatic about the definition of a rational choice. “By the logical law of contradiction, reasoning processes based on the same evidence that reach contradictory conclusions are irrational,” say Hastie and Dawes in Rational Choice in an Uncertain World.1 For example, scenario planning exercises may use the same evidence to reach contradictory conclusions, so it is unlikely that strategic planning systems would qualify as rational under a strict application of the definition of rational choice.

The Nobel laureate Herbert Simon moved most economists toward the idea of bounded rationality in his prize-winning work in the late 1950s.2 Bounded rationality takes into account the limitations of both knowledge and cognitive capacity. It forces us to look at actual decision making and to relax one or more assumptions of standard expected utility theory. Decision makers tend to lack some of the essential information that is required to define problems, weigh up all the criteria, and choose the optimal solution. Even when a plethora of information is available, most decision makers cannot retain and/or calculate optima from all that information. Economists, and other social scientists with an interest in decision making, have found that the difference between the rational model (how decisions ought to be made) and the real world (what decisions are made in practice) is so significant that their rational models can be of little use. Increasingly, they are trying to take into account empirical work on decision making in the real world.

Nevertheless, standard economic teaching still promotes rationality: we are expected to make decisions based on their expected utility and with all the information to hand. To quote 1992 Nobel prize winner Gary Becker, “[a]ll human behavior can be viewed as involving participants who maximize their utility from a stable set of preferences and accumulate an optimal amount of information and other inputs in a variety of markets.”3

In short, decision making can be studied from two contrasting perspectives:

[image: image] A prescriptive perspective, following Becker and many others, prescribing models for optimal decision making.

[image: image] A descriptive perspective, following Simon and others, looking at the ways in which decisions are actually made and trying to understand why they are made that way.

Although we see merit and value in both, the next few sections are primarily concerned with the descriptive perspective.

HEURISTICS, BIASES, AND PROSPECT THEORY

Daniel Kahneman and the late Amos Tversky undertook seminal work in the 1960s and 1970s looking at the relationships between psychology and economics. Their prospect theory attempts to describe why individuals make decisions that deviate from rational decision making.4 Where Herbert Simon had explained why we bound our rationality, Kahneman and Tversky examined how we do so. To cope with the constraints of limited information, time, effort, and processing ability, we simplify our decision-making strategies by applying “rules of thumb.” Of course, you don’t win Nobel prizes for theories about rules of thumb, so Kahneman and Tversky described these strategies as heuristics. Heuristics are not bad things: if you cannot assimilate and use all the information available to you, you need to deploy heuristics in order to make decisions. The problem is that people tend to make certain systematic errors when deploying heuristics. Kahneman and Tversky described these errors as biases.

We use various heuristics to help make decisions, some very specific to the decisions required for our jobs or other activities. Max Bazerman, in his book Judgment in Managerial Decision Making,5 helpfully reduces the heuristics for prospect theory down to three generic ones:

[image: image] Availability heuristic: we normally use examples that are readily available in our memories to assess the likelihood and/or potential causes of an uncertain event. However, our memories tend to retain evocative examples more readily than bland examples, and to make those evocative examples available when we are making decisions, regardless of how frequently they occur and/or their direct applicability to the uncertain event about which the decision is being made. In today’s information-overload society, this heuristic can be useful and can often help us reach valid decisions. However, it often leads to overestimating the likelihood of a high-profile risk, such as a plane crash, while underestimating the likelihood of a less dramatic risk, such as a car crash. We tend to bias our thinking toward information that is more easily recalled and/or retrieved. We also tend to overestimate the probability of multiple events coinciding if we can identify with examples of such coincidences.

[image: image] Representativeness heuristic: we tend to categorize and assess factors (such as the potential impact and likelihood of an event occurring) by stereotyping such new factors in terms of previous, seemingly similar occurrences. This heuristic can lead to discriminatory practices, for example when deployed for an organization’s recruitment decision making. People seem keen to rely on heuristics of this kind in all sorts of decision-making situations, even sometimes when more useful information is available. We tend to bias judgment toward descriptive information, even if it is not directly relevant. We also tend to expect an appearance of randomness even when that is not a logical expectation, and conversely can ignore the fact that extreme events tend to regress to the mean in subsequent instances.

[image: image] Anchoring and adjustment heuristic: we often start assessments using an initial value, frequently a historical value, and adjust from that anchoring value to reach a decision value. A common example in business is to determine budgets by taking the current year’s budget and adjusting by a percentage to determine next year’s. Anchoring can be observed in a variety of situations (domestic and organizational), yet rarely leads to optimal decisions. Biases arise because the anchor is inappropriate and/or the adjustments from the anchor are inadequate for the purpose. We also tend to be overconfident in our ability to estimate.

Several other biases arising from these heuristics will emerge in this and the next two chapters. A couple of other biases are worth highlighting at this stage. First, we tend to bias searches for information in favor of information that will confirm our views rather than information that might challenge our views. Karl Popper believed that scientific progress depends on seeking information that falsifies or contradicts our hypotheses. We also, with the benefit of hindsight, tend to overestimate the extent to which we would have predicted an outcome correctly, while also tending to ignore the fact that we might possess information that others do not have when trying to predict the behavior of those others.

Tversky and Kahneman sought to explain how “people underweight outcomes that are merely probable in comparison with outcomes that are obtained with certainty. This tendency, called the certainty effect, contributes to risk aversion in choices involving sure gains and to risk seeking in choices involving sure losses… Overweighting of low probabilities may contribute to the attractiveness of both insurance and gambling.” The concept of “framing” is crucial to these ideas: on average, we prefer risk when we feel “behind” and prefer safety when we feel “ahead.” The way we frame the question has a significant impact on the decision maker’s propensity to prefer riskier or less risky decisions.

In relation to framing, prospect theory proposes the following:

[image: image] We evaluate rewards and losses relative to a neutral reference point—if we change the frame of the reference point, our decisions might change.

[image: image] We adopt risk-averse behavior concerning gains—we value initial gains more than subsequent gains.

[image: image] We adopt risk-seeking behavior over losses—we forgo higher degrees of certainty over loss to seek choices that reduce the loss more markedly.

[image: image] Our response to loss is greater than our response to gain—the pain associated with losing £100 is greater than the pleasure of winning £100.

[image: image] We tend to give too much emphasis to low-probability events—we overweight low-probability events while under-weighting medium- and high-probability events.

Framing affects many decisions. Think back to the fish-processing example at the beginning of the chapter. You might well have realized that both scenarios are effectively the same and that both sets of decisions are equal in terms of expected value. If so, you will have consistently chosen A/Y or B/Z. However, if you’re the finance director, it might not feel that way. You might be willing to take that one-third chance just to have the opportunity to avoid making anyone redundant. You might want to say that you exhausted every avenue. Of course, you might also like to say that you were conservative and chose to cut back prudently. Changing the description of the outcome from “saved” to “lost” is sufficient to make people favor certainty or take a gamble on uncertainty. In Scenario One, most people, because of the framing, interpret the decision based on preserving or saving what they have, so they feel risk averse. In Scenario Two, most interpret the decision based on framing that suggests they are already in a losing position, so they feel that they might as well take a chance.

Richard Thaler and Eric Johnson describe a simple experiment that they conducted to illustrate the importance of perceived reference points.6 They made a subtly different proposal to each of two classes. In Class A, they said that each student had won $30. They offered students an optional gamble, a coin flip where the individual won $9 on heads and lost $9 on tails. Alternatively, they could simply keep the $30. The result was that 70 percent of Class A students selected the coin flip.

Thaler and Johnson then offered Class B the following options:

[image: image] A coin flip where the individual won $39 on heads and $21 on tails.

[image: image] $30 for certain.

Only 43 percent of Class B students selected the coin flip. Both games are absolutely identical in terms of expected outcomes, but, crucially, the reference point for Class A students, who mostly took the gamble, was that the $30 was framed as “previous winnings”; they felt ahead anyway. Class B students perceived the coin toss as an unnecessary risk in a game in which they were able to win $30 for sure. In Against the Gods, Peter Bernstein describes this discrepancy in simple terms: “people who start out with money in their pockets will choose to gamble, while people who start out with empty pockets will reject the gamble.”7

There are thus some simple messages in prospect theory for people who are trying to persuade decision makers. If you want to drive decision makers toward a riskier decision, convince them that they are already losing—“Don’t get left behind in the information society; buy our all-singing all-dancing new gadget today!” If you want to drive decision makers toward a risk-averse decision, convince them that they are ahead and stand to lose quite a bit—“Life sometimes throws nasty surprises at us; don’t get caught out, buy our comprehensive insurance today!”

CHOICE OF CHOICES

Is there a surfeit of choice today? Before the days of supermarkets, we bought groceries in shops where assistants gathered products for customers and the choice in all but the very largest grocers was a few hundred different products. Today, even a small, local supermarket will be offering self-service choices running to several thousand different products. Are you going to buy haddock, salmon, plaice, cod, mackerel, sole, pollock, trout, sea bass, or tuna, and will that be as fillets, steaks, loins, and with or without skin?

We believe that you cannot separate the idea of evolving consumer choice from the forces of competition. Consider Shiv Mathur’s model from How Firms Compete.8 The model sets out generic competitive strategies and explains how commercial choices evolve by concentrating on the interface between an organization’s offerings and its customers.

Figure 2.1, adapted from Mathur, shows four competitive strategies: commodity, product, service, and system. The four types of strategy are dictated by the amount of “hard” merchandise and by the amount of “support” needed. If you look at the information technology industry, for example, you can see all four strategies in action. Large-scale warehouses sell boxes of personal computers as a commodity. Some suppliers try to brand their products so that we care about the label, for example an Apple computer. Some local firms that hold your hands for a new computer network are service oriented, while some of the biggest firms compete in the outsourcing market trying to provide a complete system solution.
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Figure 2.1 Four competitive strategies

New offerings normally start off in the top right box as systems. The first computers, the first automobiles, and the first aircraft were all offerings that couldn’t simply be bought. They needed people who understood precisely how they had been made, people who could repair them at short notice, people who would work with the new owners on improvements. As competition intensifies, standards emerge, mass production becomes the norm, we are clearer about what we want. Customers want to buy services and products as cheaply as possible. The flow in this diagram is from the top-right system box where new complex products emerge to the bottom-left commodity box. How do you know you are in the commodity box? To us, you know you are selling a commodity when buyers don’t care who you are.

Strangely, advertising is a strong sign that people are trying to swim against the tide flowing down the commoditization plughole, by emphasizing the choices we face, whether real or illusory. At the same time, we get bored with making obvious decisions. “I just want: a car that gets me from A to B… a piece of software that does what it says… a simple fish finger.” The evolution of choice is part of the evolution of industries. Advertising in a competitive, innovative market is healthy and shouldn’t get out of control, because competition will ensure that ineffective advertisers, or those who advertise too much at the expense of profit, will go bust. This surfeit of advertised choice is not a sign of market failure; rather, it is a sign of uncertainty about the future choices people may want to make and an effort by firms in competition to evolve to new sets of choices.

We are not always able to grasp choice when it’s offered. When television competition heated up a couple of decades ago with new cable and satellite entrants, there was talk of opera channels and art channels and science channels. Once technology unleashed micro-broadcasting, apparently there was going to be an explosion of interest in self-improvement. Two decades on these channels do exist, scraping by, while the majority of people watch mass-media reality television or sports events. On the other hand, the micro-broadcasting vision has partially arrived and flourishes in some new media, such as social networks and blogs.

Businesspeople have been talking for a few years about Chris Anderson’s idea of the “long tail” of the statistical distribution of interest.9 The idea is that the internet allows firms, for example Amazon, to make money by supplying people with a full bookshop of rare, infrequently ordered books. A traditional bookseller would go broke on space cost alone stocking such low-frequency items, but an online bookseller can turn lots of smaller pieces of inventory into significant market share. Again, there is a fantastic range of choice. So why is it that such a huge chunk of market share goes to a handful of books written by an even smaller number of bestselling authors?

Just because there is a tremendous amount of consumer choice compared with the past doesn’t necessarily mean that we have “too much” choice, only “more” choice. Indeed, one indicator of available choice is advertising, albeit an imperfect one. Some of the most annoying advertising comprises little jingles from near-monopolistic operating systems suppliers or government-sponsored advertising. Monopolists can clog up the airways without giving us any options—the advertising without the choice, or offering illusory choices. On the other hand, there is a danger of looking at commercial advertisers striving to inject biases directly into consumers’ minds and concluding that those advertisers are also out of control. Instead, advertising may be a sign that we have sufficient choice in certain areas, without implying that there is too much. When there is a dearth of advertising, perhaps that indicates scarcity or monopoly control. But even if we welcome advertising and agree that people do have increasing consumer choice, how might we measure a surfeit? At what point would we say, “Enough choice! Stop here!”?

In The Paradox of Choice, Barry Schwartz refers back to prospect theory on this question of too much choice, using the example of replacing a car.10 Bombarded with so many makes and models to choose from, together with so many sources of information on those products’ comparative merits and snags, mere mortals tend to fall back on heuristics. In this type of situation, it is availability heuristics, which tends to mean “listening to what friends and neighbors say” and perhaps giving disproportionate weight to a couple of anecdotes ahead of a consumer report with feedback from 100,000 car owners.

Too much choice can also disadvantage the seller, by confusing the potential buyer, who then might defer the buying decision rather than make a more complex choice, especially if that more complex choice includes tradeoffs. In the car-buying example, the tradeoff might be between safety and price, which is a highly significant matter. But even less significant tradeoffs, such as the functions and features of music equipment, tend to unsettle potential buyers into deferring decisions.

One experiment by Tversky and Shafir showed several examples of subjects choosing whether or not to buy discounted CD players.11 When there was just one bargain offer, a mid-range Sony for $99, 66 percent chose to buy, 34 percent chose to defer. When an additional, conflicting choice was added (a top-end Aiwa for $169), 27 percent chose the Sony, 27 percent opted for the Aiwa, and 46 percent deferred their decision. However, if the main (Sony) bargain offer was “framed” by an additional but less good offer (an inferior Aiwa for $105), 73 percent chose the Sony (described by Tversky and Shafir as a dominating offer), 3 percent made the contrarian choice of the inferior Aiwa, and only 24 percent chose to defer the decision.

Of course, bargain offers of this kind, usually designed by the seller to encourage impulse buying, form only one type of choice. However, the principle that we tend to defer decisions if faced with too much and/or conflicting choice seems to apply to most of the commercial choices we make in our lives.

SHOPPING AND BUYING

Another way of looking at these conundrums of choice is to think about procurement as a mixture of both buying and shopping. We could harp on about bizarre bazaar stories, suggesting that “buying is from Mars and shopping is from Venus,” but there are far too many stereotypical pitfalls in that line of argument. Table 2.1 takes a (mostly) considered view on the characteristics of buying and shopping.

Table 2.1 Buying and shopping compared
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Straightforward buying is quite possibly all we need when choosing between highly commoditized products, but almost anything else we procure (most purchases and all the most important purchases) benefit from elements of shopping as well as buying.

Let us return to the example of buying a car. Sorry, shopping for a car. When you go shopping for a car, you learn. You learn about prices, back seats, financing deals, safety, speed, colors. You can honestly go shopping for a sports car and come home with a sensible family vehicle, even without falling out with your partner; or indeed vice versa. Sometimes you learn, and as a result change your mind. Such shoppers are perhaps better economists in the mold of John Maynard Keynes, who reportedly said: “When the facts change, I change my mind. What do you do, sir?”

Herbert Simon’s notion of bounded rationality explains how mere mortals attempt to be rational despite their limitations, both in terms of the information available to assist with decisions and the cognitive ability to process that information rationally. Simon also coined the term “satisficing,” to describe the strategies people often deploy to identify adequate (i.e., satisfactory and/or sufficient) rather than optimal economic decisions.12 This thinking underpins behavioral economics and was a precursor to prospect theory.

Barry Schwartz, looking at these ideas more from a psychological than an economic perspective, considers that people fall into two main categories: maximizers and satisficers. Maximizers try to find optimal solutions; they are not content to choose until they feel they have evaluated all the options using all the available information. Satisficers, on the other hand, are more likely to reach a rapid conclusion, by deploying heuristics and choosing a solution that they believe is sufficiently close to maximal in satisfying their needs. Naturally, the maximizer–satisficer axis is a continuum rather than two absolutes, but equally naturally, there are psychological tests that can position people neatly in one camp or the other. Most of us drift between the two for certain choices. Using ourselves as examples, both authors are primarily satisficers for choices of consumer goods such as clothes, gadgets, and motor vehicles. Yet we are both primarily maximizers, on behalf of ourselves and our respective families, when choosing our homes or making choices about health and education.

Returning to the notion of buying and shopping, we can now propose a better rule of thumb than “buying is from Mars, shopping is from Venus.” Despite pitfalls of its own, “buying is for satisficers, shopping is for maximizers” is hopefully a helpful slogan.

INDUSTRIAL-SCALE PURCHASING

Large organizations are quite capable of turning buying and shopping into intense organizational schizophrenia. Large companies and government departments centralize their purchasing, supposedly to achieve economies of scale. This is normally done in aid of making sure that the really important decisions are made by professionals. Sometimes these really important decisions include things like all hiring, for example a central personnel or human resources team does all of the hiring; at other times they are about travel or car fleets or stationery. Sometimes these central units work well, particularly in relation to commodities bought in bulk and choices that are static. Many times these central units fail, however, as they cannot satisfy local needs from central buying. How can HQ choose some country manager’s personal assistant better than he or she can? Central buying does not permit local shopping and without shopping there is no learning. We call the resulting problems “tender traps.”

A good example is software purchasing by central government departments. Rather than going shopping, to learn what is achievable, and then redesigning their requests for tender, government departments set out “requirements specifications” just about as soon as they can. Most requirements specifications might as well read: “We know what we want and don’t need to learn what might be available because we’re so important and too busy to shop.” Bureaucrats hand these requirements specifications to people who know next to nothing about how the software will be used nor much about software in general; they are purchasing experts. These experts do know how to drive suppliers to meet the specification exactly. So, even if the requirements specification is accurate, suppliers wind up creating something at great expense, and late, and using older technology, to meet a requirement that might easily have been met with off-the-shelf software had a little flexibility been involved. Buying can evolve, but only through shopping.

There are also substantial pitfalls for sellers. Putting to one side the obvious point that most bidders in competitive tendering processes do not win the business, even the “winning” organization often finds itself losing, due to an affliction known as the winner’s curse. The principle of the winner’s curse is that in a competitive tendering situation, where the competitors have incomplete information about the exact costs and/or value involved, the “winning” competitor nearly always underprices its bid and is eventually disappointed. The disappointment might not be actual losses (although in many cases on a full-costing basis it does result in real losses), but there is a lower than expected return. One intriguing and somewhat counter-intuitive element of the winner’s curse, highlighted by Richard Thaler in his eponymous book, is that the larger the number of participants in the competition, the more pronounced the winner’s curse effect.13

While economic theory suggests that rational contestants should price “known unknowns” into their bids, experimental situations demonstrate that participants can be familiar with the phenomenon of the winner’s curse, yet repeatedly make the same mistakes in subsequent experiments. In the real world, you often see the same contestants caught out by the winner’s curse in fields such as mergers and acquisitions (they rarely add value) and auctions of scarce resources (for example broadcasting spectrum auctions). It is easy to tut-tut at corporate executives’ excessive competitiveness, hubris, or anomalous decision-making behavior, but in many ways the phenomenon is even worse when experienced by NGOs, especially charities.14 In the UK, where increasingly public services are being contracted out to charities and/or commercial care providers, this is a significant problem. Charities (perhaps unwittingly) frequently disguise their winner’s curse losses through hidden subsidies from donated funds on contracts that are supposed to be fully funded, often hidden in overheads or infrastructure costs.

Buyer–User–Shopper–Chooser is a phrase we started to use in the firm we both worked at in the late 1980s. The four words have always resonated with us, as has the acronym BUSCK (adding the notion of Key decision maker to the mix), and we have found the model most useful over the years. We are unsure whether we came up with it or someone brought it in; we have searched earnestly for a reference to the model without success, so we apologize to anyone if we have failed to credit them.
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Figure 2.2 Who is the key decision maker?

In Figure 2.2 there are two axes, the degree of choice and the degree of control. In theory, a buyer has a great deal of control over the purchasing process and can spread the procurement net widely or narrowly. A shopper, on the other hand, might make on-the-spot decisions but is probably not controlling the procurement process and is likely only looking at choices within the constraints of the options presented to them. A chooser is often a professional procurement person (sometimes an external consultant) who might ensure that the appropriate range of choices is presented, but might have little control over decision making beyond that. On the other hand, a user is the person or people who might have a great deal of control over the procurement process, perhaps substantial input into writing the specification, but little input to the choices that are eventually made.

Of course, in many cases one individual fulfills more than one of those four roles. If one person occupies several of the roles, you might well have identified your key decision maker. However, when the roles are well spread between several individuals, it can be very difficult to work out who the key decision maker is. Only occasionally does the decision really get made collectively by a selection panel; more frequently than you might realize there is a key decision maker who ultimately makes the decision. If you are speaking that person
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