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14

Covering High Fixed Costs

Many of the costs incurred in creative activities are both fixed and sunk. Fixed
costs do not vary with the quantity of output produced. If some costs are
fixed, then the average total unit cost of an activity declines as the quantity
produced increases.! Sunk costs are those necessary for an activity that cannot
be recovered or reversed if that activity ceases. The two concepts are indepen-
dent of each other. A sunk cost might vary with the scale at which production
is carried out (that is, not be fixed). A fixed cost might be recoverable when
the activity is suspended (that is, not be sunk). We fall into the habit of ex-
pecting fixed costs to be mainly sunk, and sunk costs mainly fixed, because
they usually are. In the creative sectors, while both properties are important,
they are sometimes independent. When the sculptor carves a series of twenty
statues of President Millard Fillmore, the costs of her time and (probably)
materials are sunk, yet they likely vary in proportion to the number of Fill-
mores in the series. The performing-arts organization that rents a theatre on
a long-term lease incurs a cost that is fixed, but not necessarily sunk if it may
sublet. The sunkenness of many costs of creative activities has been empha-
sized so far, accounting for the option contract’s central place. Fixed costs’
implications are different but no less central to creative activities’ organi-
zaton.

Fixed Costs in Creative Activitics

Fixed costs are pervasive in creative activities. The cost of a film negative is
the same, whether it is seen by a thousand or a million people. So is the cost
of recording an album or of staging and rehearsing a play or an opera. Every
work by the visual artist demands a fresh burst of creative effort, and the mu-
sician incurs a cost to perform each concert—variable costs. For both visual
artist and musician, however, the large cost of training and apprenticeship is
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224 l Cost Conundrums

fixed (and sunk). Fixed costs posc a fundamental problem for economic orgas
nization.? First and foremost, there may be no ticket price that a performing-
arts organization (for example) can charge and still cover its average unit cost
(fixed plus variable). Suppose that a play’s variable running cost is $15 per
seat for each performance. If it charges that price, it could sell out a substans’
tial number of performances. It must charge more, however, to cover its fixed
costs. As it raises the price above $15, each ticket sold contributes more and
more to cover the fixed cost, but also more and more play-goers choose to
stay home. There might be no ticket price for which total revenue will cover
total fixed plus variable cost. Roughly speaking, fixed costs “bite” when they
are large relative to customers’ combined willingness to pay.

We generally shed no tears over products that go unproduced because they
cost more than their worth to customers, but with high fixed costs, the miss-
ing product may involve a market failure. Suppose that demand for admis
sions to a play is such that a $30 ticket price maximizes gross profit—ma
the maximum contribution to covering fixed cost. Yet this maximum cont i
bution still falls just short of covering the fixed cost. This frustrates the
tre company, because many play-goers who buy $30 tickets would pay mo
If part of their consumers’ surplus could be collected, the show could go on
Another lump of potential revenue lurks in the pockets of play-goers whi
pass up $30 tickets but would pay more than $15, the average variable cost 0
an extra performance. Suppose that, at the end of the run, a ticket-price
to $20 will sell out some additional performances. The $5-per-scat grd '
profit nudges total revenue toward covering fixed cost. i

Many a seller of creative goods pursues these lumps of consumers’ surplu
by means of price discrimination. The best seats in the house go for $50
people with a high willingness to pay, while the less eager climb to the second
balcony for $20. The cinema buff pays $7.75 when the film opens, W
the casual customer sces it a year later on broadcast TV for the “price” @
watching the soft-drink commercials. Many other forms of price discrimi
tion turn up: higher admission charges on weekends than weckdays, lo
charges per admission for season tickets than for singles. Price discriminatiol
generally can raise the gross profit from a differentiated product, and is pur
sued by profit-seckers whether or not it is necessary to cover fixed cost
produce a positive net profit.

Fixed costs have profound effects on the structures of markets for creative
goods. Make them large enough relative to the market’s size, and no set €
price-discrimination gimmicks will generate enough revenue to cover fixed
costs. Enlarge the market just enough, though, and a monopoly seller
turn a handsome profit without attracting entry by a competitor. (The com
petitor’s arrival would push down prices and each firm’s demand until nei
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entrant nor incumbent was profitable, but the incumbent’s misery makes the
situation no better for the entrant.) Enlarge the market further, and it can
support a few firms (oligopoly), likely carning positive profits. Infinite variety
is only potential.

Consider the Hollywood studios that dominate the exhibition of large-
budget films by virtue of their distribution systems (Chapter 10). Those or-
ganizations incur a large annual fixed cost to operate. With the distribution
system in place, a studio can promote and distribute a certain number of films
cach year at no additional cost except for the prints and advertising of each
individual film. Only a handful of studios perform this function, and on aver-
age they carn ample profits. New competitors do not enter (or grow into the
role), because a newcomer could not expect to earn positive profits from
North American distribution, once its distribution capacity is added to that
of the existing studios. Perhaps for this reason, the new studio Dreamworks,
founded with much fanfare by three super-rich entertainment executives,
chose to arrange for distribution of its films through Universal rather than to
build its own distribution network. The same pattern appears among the
“promoter” firms found in the record industry, book publishing, and toys
and games. Their prices exceed the marginal costs of their outputs, and they
carn on average more than enough profit to keep them in the game, even
while would-be competitors cannot expect to find sufficient room to prosper
if they enter and mimic the incumbents. ‘

In short, a high enough incidence of fixed costs makes even a monopoly
opera company strain for enough revenue to cover its costs, while a moderate
relaxation of the fixed-cost constraint allows a profitable oligopoly to prevail.?
Enlarge the market greatly, holding the fixed costs constant, and many rivals
find room, though the typical one earns little excess profit. The U.S. maga-
zine industry and New York art galleries are examples among the creative in-
dustries.

Nonprofit Organizations and the Fixed-Cost Problem

Nonprofit organizations are very common in creative-good markets where
the fixed-cost problem is severe. It scems logical that nonprofits take over
where profit-seeking enterprises cannot cover their fixed costs. Yet that expla-
nation in its simplest form is wrong. Costs have to include a normal profit
on the capital and managerial services, regardless of who incurs them. The
profit-seeking enterprise will stay in the game if it can cover those costs, al-
though it would /ike an extra profit. The nonprofit, unless it enjoys some spe-
cial advantages, cannot survive without covering these same costs. Neither
has an advantage over the other.
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In creative markets with fixed-cost problems, however, nonprofit organiza:
tions (NPOs) do enjoy several advantages that explain their prevalence.
sider a valuable device for covering high fixed costs—the two-part charge b
which customers pay a fixed or membership fee plus a unit charge for e
ticket or use of the facility. However the enterprise is organized, this devi
offers a major efficiency advantage. The per-use fee can be set equal to
ginal cost. The fixed charge collects enough of the consumers’ surplus
cover the organization’s fixed cost. If necessary and feasible, the fixed ¢
itself can be differentiated to pick off more surplus from the consumers wh
value the creative good highly. The gold-card member’s enthusiasm wins
an invitation to a party after the opening-night performance, while the le
keen tin-card member gets only the privilege of buying tickets at marg
cost.

Contract Failures and Nonprofit Organizations

On its face the two-part charge is equally attractive to profit-seeking
nonprofit organizations facing high fixed costs. The former uses the fixe
charge (if possible) to skim some excess profit, while the nonprofit .
only to the extent needed to cover fixed costs. Of course, consumers are
indifferent, and would prefer the NPO for its lower fixed or membership
That still leaves the door open for the profit-secker willing to match
NPO’s membership fee and settle for normal profits. But there are more sul
tle advantages that the NPO enjoys in running a two-part pricing system i
creative activity with high fixed costs. It is casy enough to describe two wa
to organize the arts enterprise centered on two-part prices. The profit-see
ing manager organizes the firm, offers a contract, and signs up membe
upon their payment of the fixed fee. Or consumers form a club in which eag
member agrees to pay the fixed fee, and they contract with a hired manag
to supply the desired creative service.* Why might the two organizations pe
form differently?
The answer is that the two contracts will both prove imperfect, but th
NPO in a creative activity might well work better.® We normally welcome thy
power of profit incentives to promote the efficient operation of an enterprise
expecting the profit-motivated manager to beat out the salaried manage
of a NPO. This advantage crumbles, though, if the contract cannot ¢
tively specify just what product the manager will supply, for the profit-seckis
manager may have both incentive and opportunity to cheat on the quality ¢
variety of product offered, while a hired-hand nonprofit manager would
Creative goods with all their noncontractable properties invite this problem
though it also turns up elsewhere. When her toddler is sent to a day-care cen
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ter, the parent cannot practically observe the quality of the lunch that is
served. Would she prefer that the decision be made by a manager who mini-
mizes costs, or by a manager who loves children? When a hospital stay is re-
quired, and the quality and thoroughness of the treatment cannot be con-
tracted in advance, does one prefer a manager who minimizes costs or one
who wants the best for humankind?

As these examples show, the profit-secking organization may have a double
disadvantage. The quest for profit promotes forms of opportunism such as
giving customers a product inferior to what they expected when they paid
their fixed charges. Furthermore, the NPO may be able to contract with a
manager who gets positive utility from supplying a product with just the at-
tributes sought by the customers who form the NPO club. The manager of
the concert series or the repertory company cannot feasibly write a contract
with audience members specifying the thoroughness of preparation or the
prowess of the artists. Will a manager who minimizes costs deliver as much
audience satisfaction as a manager who loves good theatre or music? The au-
dience rationally trades off the incentive for efficiency against the incentive to
seck high quality; some a7t for art’s sake in the manager’s tastes is better than
none. As often happens with contract failures, repeated transactions between
audience members and a profit-secking manager might get around the prob-
lems of writing a satisfactory contract for the onc-shot provision of creative
wares. The infrequency with which performing-arts “seasons” come around,
and the difficulty in determining ex post why a creative product was unsatis-
lactory (Chapter 6), deflate the value of repetition and reputation for solving
the problem of contracting with the profit-sceking arts manager.

Club membership as a way to cover high fixed costs does face a problem of
forming the club at the outset. One reason why people buy club member-
ships is that nonmembers can be excluded from consuming the good or
made to pay more for a ticket. If nonpaying audience members cannot practi-
cably be excluded from performances (concerts in the park, for example),
lorming the club becomes problematic in the first place, as prospective con-
sumers dodge the membership drive hoping to become free-riders at actual
performances. All we can say is that, at the outset, either enough people make
irrevocable pledges for costs to be covered, or there is no club and no perfor-
mance. This problem of free-riding carries over to the ongoing performing-
arts organization that secks recurring contributions but chooses (as most do)
not to restrict ticket purchases to whose who make donations. Then the
lapsed member has little reason not to free-ride on others’ donations, as
dodging the solicitor is unlikely to deal the fatal blow to the organization’s
ability to cover its costs. To keep the donations flowing without excluding
nondonors from the performances, it clearly helps if people take an altruistic



228 Cost Conundrums

view of the support that they donate to an arts organization. The feeling that
built-up cultural consumption capital has improved the quality of one’s lif
casily brings a warm glow upon making a donation likely to trigger this i
provement in others’ lives.¢ Altruism suffices to explain why performing-ar
clubs welcome (indeed, pursue) nonmember ticket buyers and new audi
ences. Nonaltruistic club members benefit, however, when more wallets ¢

be pricd open to cover fixed costs.

Contract Failures with Creative Inputs

These contracting problems that favor nonprofit enterprise have been pre
sented from the viewpoint of consumers of creative goods. Because of the a
for art’s sake attitudes of artists, parallel problems arise for their services
providing creative inputs. Their reservation wages are low, but their cage
ness to perform with an organization depends as well on the particular ¢r
ative tasks assigned to them, the degree to which those tasks challenge
develop their skills, and the match between their values and those of ‘
director or coordinator who sets the organization’s acsthetic program. No
ing about the profit-secking status makes a manager intrinsically calle
about these creative objectives. But in the for-profit arts enterprisc, they &
fall prey to the pursuit of profit. The creative performer faces exactly the
problem of contracting with the manager as does the club of consumers. |
creative coordinator cannot articulate and thereby commit to a contract '
enforceable set of policies.” Still worse, the role of inner necessity in creat ‘
activities causes the artist to resist precommitment in principle. The arti
best chance lies with a manager who not only espouses values compatil
with her creative objectives, but also does not trade them against profit god
The nonprofit manager can hence hope to attract capable and ambitious ¢
ative talent on better pecuniary terms than can a profit-secker under §
cion of compromising aesthetic goals. The longer the time period for wh
artists atrach themselves to a performance organization, the more do th
hold aesthetic shares in the creative goals that it pursues, and the more i
portant should this consideration be. Of course, the creative urge of perf :
ing artists likely interacts with altruism of donors, favorably for the
because the knowledge that one’s donation lessens the dedicated artist’s
vation is a likely source of a warm glow. ‘
In summary, the fixed-cost problem yields a number of predictions aby
the economic organization of creative activities. It explains some of the
ing schemes that are in common use. In light of the problems of writing
tracts for creative activities, it predicts where NPOs will undertake the
duction of creative goods and something about the tastes of managers

.
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commend them to astute coalitions of arts consumers. The contracting prob-
lem of course exists independent of the fixed-cost problem. Profit-secking in-
vestors in Broadway shows or Hollywood movies face their own contracting
problem of motivating the producer and director to pursue their profit goal.
Two things simplify their task. First, “profit™ is easier to define contractually
than “artistic excellence,” and profit shares to the creative participants help
align their choices with the investors’ goal. Second, the fixed-cost problem
does not “bite” so severely on Broadway or in Hollywood, large markets
in which many competing projects are viable. The pressure of competitors
lcaves decisionmakers in creative ventures less room for pursuing quixotic

courses of action, simplifying the investors’ problems of channeling their ob-
jectives.,

The “Cost Discase”

One more element intersects with the contracting and fixed-cost problems:
the “cost disease™ flagged by William J. Baumol and William G. Bowen in
their celebrated book on the performing arts.® In the long run people’s real
incomes rise because of innovations that raise the quality of goods and ser-
vices, and productivity gains that decrease the costs of producing them. The
corollary of higher real incomes is rising real wages. These tend to increase
producers’ costs of production, cutting against the cost savings that come
from technical progress. Because productivity advances at uneven rates in dif-
lerent industries, this process alters the relative prices of goods, cheapening
those with the greater opportunities for productivity advance. The perform-
ing arts, goes the argument, are the losers in this game, as the labor hours re-
(uired to perform a Beethoven string quartet remain exactly what they were
when Beethoven wrote it. Over the long run the cost of producing perfor-
mances rises without limit relative to other things on which people spend
their incomes. Other consumption goods and services will be substituted for
the increasingly expensive performing arts until they disappear from the mar-
ketplace, their fixed costs squeezing relentlessly against the public’s willing-
ness to pay. This analysis has been put forth as an argument for public subsidy
to the performing arts.

I'he cost-disease proposition calls for a number of qualifying comments. If
the cost disease has made some forms of cultural consumption more costly, it
has certainly cheapened those delivered by new media technologies—televi-
sion, compact discs, videocassettes. Some arts producers and consumers, the
ones not favored by new technologies, are worse off. Others (the superstars
whose performances are favored by new replication technologies, and con-
sumers who thrill to them) are better off.? Another qualification concerns the
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cffects of rising incomes on how people divide their spending among types of
consumption: the “income cffect™ of advancing prosperity, as distinguish
from the “substitution cffect” spotlighted by the cost-disease hypothes
Suppose that we can sort the goods and services that people consume into
“ncccssitics” and “quurics - and that increases in im.omcs are spent entirely

and incomes—houscholds not wanting for necessities (Chapter 11).
cost-discase effect of course fights against this income effect, but rising
comes could lift arts spending enough to offset the impact of rising costs on
the quantity of performances. A particular form of this income effect on culs.
tural consumption might be a taste for improved quality in the cultural exp
riences consumed. That is an important possibility, because attending higher.
quality performances increases the efficiency with which scarce time is used,
making it indeed likely that the willingness to pay for higher quality sho
increase. That change favors the real thing in the performing arts over
second-hand experience of a reproduced performance.!!
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