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Introduction


A Fable for Today


There was once a town in the heart of America where citizens lived in prosperity and harmony. In that town lived a young family, full of hope and promise, in a small but neatly kept home. In the mornings the children walked to the local elementary school, and the parents headed to work. They spent evenings together after doing homework and sharing a family meal.


The family wasn’t rich, but it was prosperous. Work was secure, and together the parents made more than enough money to cover expenses and steadily add a bit to savings. As season followed season, the children blossomed, and the parents glowed with pride.


Material abundance surrounded them. Nearby shops stocked more than anyone could ask for, attractively displayed and carefully labeled at reasonable fixed prices. The supermarket alone stocked thirty thousand items for the household. Whatever wasn’t available locally could conveniently be ordered from locations far and wide. Choices had to be made, of course, but a decent income and responsible spending habits covered the necessities, as well as treats like vacations and a few indulgences.


Year followed blissful year, until one day the parents noticed things had changed. Work became a little less secure, and expenses seemed harder to meet. The first shock came in the form of a surprise medical bill that insurance did not cover, followed by a very expensive car repair during an inopportune time when the family was hundreds of miles from home. Next, the mortgage payment rose sharply. At the supermarket, despite incessant promotions and discounts, the final bill always seemed to be higher than expected. Cellular phone and Internet bills occasionally jumped by hundreds of dollars. The price of energy—electricity and heating oil—began to spike inexplicably. Banking and credit-card fees popped up where none had been before. The investment fund holding the family’s savings suffered a loss. Worst of all, a drop in their home’s value made it worth less than the amount due on the mortgage.


The formerly happy family felt a kind of blight creep into their lives. Where once they had felt security, they now felt festering anxiety. Vague financial concerns coalesced into a gnawing dread of impending need. Rather than saving and getting ahead, the family began to fall behind.


Soon the family couldn’t keep within a budget anymore. The price of everything, from milk to mortgages, seemed to shift according to mysterious market forces. A decent portion of the family budget just couldn’t be predicted at all. And there arose more and more nasty surprises, such as an item or service costing many times what, in the past, had been considered fair. Every time the parents found a new solution or managed to save a little money, things would change. Once an introductory period for a new product or contract passed, the price would jump before the family even got used to the new arrangement. It seemed nothing was offered on simple fixed terms anymore. There were complicated deals for just about anything. Some businesses charged a definite price but left uncertain what goods or services would actually be delivered. Other products required contracts with penalties and fees that kicked in all the time.


The parents began to have slightly paranoid concerns. They wondered if their smartphones, tablets, and computers were watching them. Aggressive online offers appeared to correspond to private e-mail messages. Search results took into account not just location but other preferences that could only come from intimate knowledge. The price of eggs spiked just before a Sunday brunch party, which seemed odd. And even gasoline seemed to cost more when the family was running late.


The worst of it was, the family felt as if it were on its own. There was no recourse when they made a bad bargain; the terms worked against them in whichever one of the hundreds of service contracts and user agreements the parents had apparently agreed to. They couldn’t appeal to the unfairness of it all because they could no longer tell what was fair and didn’t even fully understand the terms of what they were buying. It would have been absurd to even think of trying to figure out whether others were receiving similar deals or something different. The only thing they knew for sure was that their friends and neighbors felt anxious too. Meanwhile, a few well-positioned companies seemed to be doing very well indeed.


*   *   *


Our little fable is just that: a fable. But every part of it is, in a sense, true. Millions of consumers have experienced some of the effects described, and more than a few have experienced the majority of them. Businesses throughout the world are learning more and more about how to charge the highest price for their wares and services and how to shift risk off of their own books and onto the backs of customers.


We are not, at least not entirely, the passive victims of a sinister plot. In large part we have done this to ourselves. Like the Algonquins selling all of Manhattan for a few ax-heads and blankets, consumers seem eager to compromise their future in exchange for pennies’ worth of service or convenience.


Today we gaze upon the waning days of a great consumer age, standing at the threshold of a new era. Mass markets with low-cost commodity products are quickly disappearing. Huge, well-capitalized firms are amassing more information than ever before conceived. All of the individual building blocks to completely reshape the global consumer economy exist. The techniques are not yet perfected, but change is arriving at the speed of data.


The question for consumers around the world is what will prevail in the market. Will society passively accept the results of a massive data-driven gold rush, in which consumers pay All You Can Pay, or will consumers demand a better bargain?


A lot is at stake—not just our personal wealth but something even more important: the continued existence of the free markets we have long enjoyed—perhaps even our ways of life. Fortunately, the result depends on us.
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PART I


The Evolution of Markets
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The Prize


How much would you pay for air? It’s an absurd question. After all, air is free. There’s no reason to pay for it. Air seems a poor choice for a commercial product. But what if you were in a place with limited air—the top of a mountain, underwater, or in a sealed room? In those places, you’d pay a lot for air, maybe even everything you have.


If not air, then how about water? For a moment water seems absurd too. It’s available nearly everywhere, and it’s so cheap it’s often given away for free. But if you’re thirsty and you’re out of options, you’ll pay plenty for water. Both air and water are so important that after a short time—minutes in the case of air, a few days in the case of water—humans can’t live without them. We derive an immense benefit from those plentiful commodities and yet we generally pay very little for them.


The difference between how much you would pay for something if you had to and how much you actually pay in the current market is called economic surplus. The story of business, from the very first barter trade right through to the latest financial transaction a millisecond ago, is a story of economic surplus. People and businesses buy or sell goods and services because what they get—whether it’s air or a car or a dollar—is worth more to them than what they give in exchange. The difference between what something is worth to you and what you actually give in exchange for it can be very personal. Surplus varies from person to person, from time to time, and from situation to situation.


The surplus captured by consumers is known as the consumer surplus, and the profits from businesses are known as the producer surplus. The total economic surplus is the sum of both the consumer surplus and the producer surplus. The surplus is always up for grabs as consumers try to pay less, get more, and maximize enjoyment while businesses try to charge more, deliver less, and minimize cost.


Take water, for example. In most parts of the world, clean water occurs naturally. Sometimes minor filtration or chemical adjustment is necessary, but unless you’re in a spaceship, nobody makes water. Yet despite the fact that water is available from taps throughout the United States for next to nothing, today there exists a $13 billion bottled-water industry that sells water to consumers. Bottled-water companies don’t create water; it comes from nature. At the source it could contain a few minerals, maybe even some fizz. Sometimes it’s just the same as regular tap water but in a bottle. What the companies have figured out, though, is that people drink water all the time, and it’s very important to them. So the bottled-water industry actually sells packaging. Thirsty Americans could easily find a tap nearby if they went to a little trouble, but they’ll pay for a bottle from the newsstand at the corner if it’s just a bit easier to get. So nearly everywhere, water is sold in convenient resealable bottles. When you think about it, that’s all there is to bottled water: a little bit of convenience. And throughout the global beverage market, bottled water is by far the fastest-growing product. Some people—typically those with fewer means or more time—will still seek out taps and drinking fountains, but many others will willingly pay a few dollars for a cup or two of water in a bottle.


The total surplus that could be captured from selling water is probably infinite because nobody can survive for long without it. However, so far nobody has monopolized the product. It’s a commodity and it sells into a mass market. Today there are many different brands of bottled water. The creation of the bottled-water industry shows how businesses have figured out ways to charge for something that previously was considered a public good and provided to all at no cost. In effect, bottled-water companies have nibbled away at the consumer surplus by enticing consumers to pay for what they once got for free.


Bringing Water to the Mississippi


The large bottled-water market didn’t happen overnight. It began almost half a century ago in New York City when an American marketing genius and a savvy French businessman teamed up to launch America’s first successful bottled water. A forty-year-old ambitious marketing executive, Bruce Nevins was on the lookout for the next big thing when he met Gustave Leven. At the outset Nevins was skeptical. Bottled water? From France? It seemed fanciful to get Americans to pay for something that was already piped into their homes.


Deep down, however, Nevins sensed an opportunity. Next to air, water represented the ultimate commodity: cheap, universal, and essential for life. It had inherent value, value without limit. At certain times people would be willing to pay almost anything for it. The trick was how to capture even just a little bit of that value. A small fraction of the value consumers derived from water would add up to a fortune.


It was the mid-1970s, and Nevins had just left Levi Strauss at the top of its game. Every young person around the world, from Moscow to Manila, wanted a pair of Levi’s, in part due to Nevins’s international marketing efforts. But Nevins possessed an entrepreneurial streak and left it all behind to strike out anew, founding Pony Sporting Goods with a former colleague from Levi Strauss. Through friends, acquaintances, and friends of friends, the pair scrambled to find a group of investors to back the company. One investor, Gustave Leven, was chairman of the board of the French water company Perrier and the man who single-handedly turned a long-forgotten mineral water into one of France’s premier brands.


Leven warmed to Nevins immediately. It was Nevins’s sense of openness to ideas that initially attracted Leven. The Frenchman was looking for an ally, someone who believed in Perrier as much as he did, and he thought he could convince Nevins to do what many considered impossible at the time: change American habits. Leven believed he could sell bottled water that was distinctly French and foreign to a population accustomed to drinking good old American-made soft drinks like Coke and 7UP.


Leven was as passionate as ever about sparkling water. He had come across Perrier as a young stockbroker right after World War II. After visiting the natural springs where Perrier is sourced in Vergéze in Southern France for a client, he decided to buy the company himself. Perrier boasted a decorated history. A local doctor named Louis Perrier bought the springs in 1898 and operated a spa, offering bottled water for sale. A few years later St. John Harmsworth, a wealthy Englishman, bought the springs and sold Perrier thoughout the British Empire. It was served at Buckingham Palace and became popular with the royal family, making it an instant hit in Britain and earning Perrier a reputation as the “champagne” of waters. But once Harmsworth died and the war started, Perrier languished. Losing its main market and without capital investments, Perrier struggled to produce and sell bottled water. For fourteen years Perrier remained largely abandoned until Leven first visited its springs in the late 1940s. Leven saw an opportunity to resurrect Perrier and seized it. Perrier had been better known in Britain and the colonies than in France, but under Leven, Perrier became France’s leading sparkling water. After three decades of growth, Leven believed Perrier was ready for something bigger and bolder, and he turned his sights on launching the bottled water in the huge U.S. market. But first, he needed someone who really knew the ropes.


Leven had been after Nevins for months to take a look at his proposal. But Nevins dragged his feet. McKinsey, the world’s leading management consultant, had just done a detailed study about Perrier’s prospects in the United States and concluded it wasn’t a viable proposition. That seemed to make Leven even more determined, but it only discouraged Nevins. What could Nevins possibly find that McKinsey hadn’t?


Nevins finally agreed to do some research. Perrier was already sold in high-end restaurants in Manhattan and Los Angeles but otherwise, at that point, the pear-shaped green bottles were largely ignored, collecting dust on American shelves. Nevins began by conducting focus groups, searching for insights into how to get consumers to buy water. After the first one or two, he became intrigued. There was something there after all, and he could sense a purpose for the product.


In the 1970s a growing health awareness among Americans increasingly drew many to diet drinks. But diet drinks used saccharine, which was believed to be carcinogenic, and that scared a lot of people off. That’s when Nevins realized Perrier wasn’t in the bottled-water business after all—it was a mistake to think about Perrier in that way. Perrier was actually in the alternative-beverage business, a healthy alternative to everything else out there: soft drinks, diet drinks, and alcohol. What could be not only as healthy to drink as water but also a real pleasure to drink? The bubbles made Perrier seem luxurious without any guilt. Distinctive packaging made it both convenient and unique.


Leven, thrilled that Nevins had become excited about Perrier’s American prospects, made Nevins the head of Perrier in the United States. Perrier was officially launched in 1977, first in New York City and then in Los Angeles, San Francisco, Florida, Chicago, and eventually the rest of the country. Nevins coordinated the launch with a splashy ad campaign featuring one of the nation’s best-known and most-celebrated stars of the day, Orson Welles. Welles became the face, or rather the voice, of Perrier. At around 350 pounds, Welles remained off camera, narrating the commercial. “Pure Perrier,” Welles said in his distinctive voice, “enjoy it in good health. Naturally sparkling water from the center of the earth.”


Marathon sponsorships accompanied Perrier’s ad campaign. By the late 1970s, thousands of people ran the New York City marathon wearing Perrier T-shirts. At the same time, Nevins worked on the press. He flew a group of American journalists to France to see Perrier for themselves. First in Paris, then at the natural springs where Perrier is sourced, the journalists were treated to the best of everything. But Nevins also worked on making the bottled water affordable. His vision of Perrier did not include champagne prices. He wanted to make Perrier an approachable product for most Americans, so he negotiated shipping prices down, to offer a lower retail price, and sold Perrier in supermarkets around the country.


Perrier became a huge success and has been hailed as one of the great marketing triumphs of the twentieth century. In the first three years, sales of Perrier increased more than 3,000 percent and kept on climbing. By 1988 Americans were buying 300 million bottles of Perrier a year and the company had captured 80 percent of the market. Looking back on it now, Nevins, in his eighties, admits Perrier represented the pinnacle of his career.


So what had Nevins really done? He took springwater, packaged it, shipped it halfway around the world, and convinced many American consumers that water is worth paying for. Imagine selling water to people living on the banks of the Mississippi or the shores of the Great Lakes. Nevins was selling French water very profitably in a country blessed with plentiful water resources of its own. What’s more, selling water flew in the face of a long-standing American civic tradition of providing water to everyone for free, or nearly free.


In the process, Nevins captured a piece of the surplus formerly owned by consumers. With his marketing genius, Nevins took over the high end of the market for water: consumers who were willing to pay to get something more than they got from tap water. Formerly, all those Perrier customers drank ordinary water, and the cost of Perrier stayed in their wallets. By communicating his vision of Perrier as an affordable luxury, Nevins captured a part of the greatest prize in business: a portion of the consumer surplus, a sliver of the value consumers derive from water.


A Bottled-Water Industry


With the success of a single product, Nevins touched off an explosion in the beverage industry, paving the way for others to follow. And many brands have followed with great success. Since Perrier first launched, the bottled-water industry has never looked back. After soft drinks and alcohol, bottled water now comprises the third-biggest category of beverages consumed in the United States by number of gallons. It accounted for 17 percent of all beverages consumed in the United States in 2012, ahead of coffee at 15 percent and just behind alcoholic drinks, which had 19 percent of the market.


It’s amazing how fast the bottled-water industry has grown. Although soft drinks still make up 27 percent of the entire beverage market, bottled water is catching up. In the past decade, the consumption of bottled water in the United States grew steadily while the consumption of soda fell. Per capita consumption of bottled water increased 50 percent from 2002 to 2012, according to the Beverage Marketing Corporation, while the consumption of soda has declined slightly. Still, Americans overall consume more soda than bottled water: about 30.8 gallons of water versus 47 gallons of soda in a year. But if the trend of increasing bottled-water consumption continues, it won’t be long before bottled water outsells soda nationwide. Those in the bottled-water business predict that day may come sooner rather than later. Tim Brown, president and CEO of Nestlé Waters North America, contends that by 2017 Americans will be drinking more bottled water than soft drinks. And he expects that trend to follow all around the world.


It’s already happening in the biggest regional market in the United States: the New York metro area, a region of more than 20 million people spanning New York state, Connecticut, and New Jersey. Without a secret formula or a glitzy ad campaign, a single brand of water, Poland Spring, outsells Coke and Pepsi by a huge margin. In 2013, in the New York metro area, sales of all varieties of Coca-Cola added up to $374 million. In comparison, sales of Poland Spring in the same area totaled $507 million. Poland Spring is the only major beverage brand that increased its 2013 sales in the New York metro area. Sales of both Coke and Pepsi declined. Other markets around the country show signs of following. Bottled water outsells soda in supermarkets in fifteen other major U.S. cities, according to the Nielsen Company. That includes Las Vegas, Boston, Dallas, Phoenix, and Houston.


Nevins could never have guessed how big the bottled-water market would eventually become. In fact, it was Nevins who bought Poland Spring for Perrier in the late 1980s. And he admits today that he is as surprised as anyone by America’s thirst for bottled water. “We had hoped the US market would catch up to Europe but we never expected it to be a $13 billion business,” he says.


So why do Americans buy bottled water when they can drink water virtually for free from the tap? In Perrier’s case, the bubbles and the story of its source in France made it unique and enticing. But Perrier itself isn’t a premium product—it comes out of the ground for next to nothing. Rainwater and carbon dioxide are naturally forced up through limestone, creating bubbling water, an effect that gave Perrier’s source the name les bouillens, “boiling waters” in French. In an unadvertised twist, the water and the gas are actually collected separately and then combined back at a bottling plant to provide consistent carbonation. Perrier contains a few naturally occuring minerals: a bit of calcium, potassium, and magnesium as well as about half a dozen or more other minerals in trace amounts. But in essence it’s a very simple product. Leven, the French founder of modern-day Perrier, took a low-cost product and marketed it as a luxury. Then Nevins sold that image to Americans. In effect, Leven and Nevins gave consumers who would willingly pay more for water a reason to do so.


Still, or “flat” water as it is also called, is somewhat different, with no bubbles or frills to separate it from what comes out of the tap. Yet today, still water outsells sparkling water around the country. Two of the leading still-water brands in the United States, Dasani and Aquafina, are essentially sourced from the public system. There’s virtually nothing unique about the waters themselves.


Pepsi first launched Aquafina back in 1994, and it was so successful that Coca-Cola followed with Dasani just five years later. Both products are sold as purified water. In Dasani’s case, Coca-Cola bottling plants around the country collect the water from the most convenient local water source near each plant. Usually, that means connecting to the nearest town’s water or, if there isn’t running water, using well water. Coca-Cola then filters the water and adds in small quantities of mineral salts for uniform taste. Coca-Cola essentially buys Dasani water from the local source at a very low price, bottles it, and then sells it for a substantial profit.


It’s interesting to note that although Americans have no problem buying tap water from Coca-Cola, the same can’t be said for Europeans, at least not so far. Dasani’s launch in the United Kingdom in 2004 was a disaster. Simply put, the British wouldn’t buy Coca-Cola’s water. Dasani torpedoed the launch when Fleet Street tabloids ran headlines like “The Real Sting” and “Coke sells tap water for 95p.” But mineral contamination that ended up in some of the bottled water is what sealed Dasani’s fate in the United Kingdom. Coca-Cola pulled Dasani in the United Kingdom and shelved plans to expand into Europe.


In the United States, some consumers buy Dasani and Aquafina in part due to inchoate fears that tap water and communal taps or fountains are unsafe. Overwhelming evidence points to the contrary, but local water departments don’t spend big money marketing their product. Convenience is perhaps an even more important feature of bottled water, though. Coca-Cola isn’t selling Americans water; it’s really selling Americans a little bit of packaging and ease. In essence, Coca-Cola sells the value of your time—the time it would take to get a bottle, find a tap, and fill it yourself.


The Value of Water


There’s nothing wrong with what Coca-Cola does, of course, so long as it misleads no one. Time, as the saying goes, is money. But depending on the situation—whether or not you are in a hurry, how thirsty you are, how many alternatives are for sale, and how near you are to the closest public drinking fountain—you might be willing to pay a lot for water, far more than just a dollar or two. If the price of bottled water went up, you might just pay it. For many Americans, the price of bottled water going up by fifty cents won’t affect their consumption much at all. That’s not true for everyone, though. For some it would be the straw that breaks the camel’s back. The extra cost would push them over a tipping point, and they might switch to a generic brand or give up bottled water entirely in favor of tap. If the price doesn’t go up, everyone who could pay more but doesn’t have to benefits. The extra money they would be willing to pay stays in their pockets rather than being spent on bottled water. That money is consumer surplus. With annual purchases of bottled water in U.S. supermarkets running in the $13 billion range, the consumer surplus in bottled water alone easily runs into several billion dollars, the amount sellers could get if they could selectively charge higher prices to consumers who would pay more for it.


Another way to think about the consumer surplus is the implied savings a consumer earns when he or she pays less than the maximum price the seller can charge for the product. For a consumer to buy a product, the price must be acceptable: less than the most he or she is willing to pay. As the price increases, at a certain point the consumer becomes indifferent. And beyond that point, he or she doesn’t buy. That point of indifference, where a consumer could “take it or leave it,” is the maximum price he or she is willing to pay at a given point in time. Anything below that maximum benefits the consumer. And that’s the important point about the consumer surplus: It represents money that stays in the consumers’ pockets instead of going to the sellers. And that surplus is vast. Someone accustomed to paying $1 for water could pay $200 in the right circumstances. Think of any high-pressure situation—for example, a few minutes before a job interview or an important public speech. There’s no time to bargain, and going thirsty is a poor choice. And think of wine. Someone who typically spends ten dollars on a bottle of everyday wine might spend ten times that much to impress a colleague or to celebrate a special occasion with loved ones. The same principle applies, albeit at lower prices, to bottled water.


Since it’s essential for life, water of any kind typically has a very large consumer surplus. If we were forced to, we would pay almost anything to survive. Yet typically we pay very little for water. The average American household pays around $335 a year for water. The difference between what we would be willing to pay and what we actually do pay stays in our pockets.


Today Americans will typically part with a dollar or more for a small bottle of water in return for a small amount of convenience. And this trend is growing, particularly as public water fountains become harder to find, failing to keep up with demand. Visitors to Rome can still find street fountains, open taps that serve as reminders of the imperial practice of providing free water to all. New York still has water fountains if you know where to look, but Poland Spring is available on every corner. Before Perrier paved the way, consumers seldom paid for water. Practically the entire value of water remained with consumers rather than businesses. Then Nevins, driven by Leven’s vision, used a little marketing magic to create demand for a previously unknown product. Nobody needed Perrier specifically, but the public was taught to appreciate it through a mass-market ad campaign and convenient distribution. Now consumers are accustomed to buying water when and where they want it, and producers make a profit.


The Prize: The Entire Consumer Surplus


A typical grocery store contains 38,000 products, and there’s profit and consumer surplus for each one. In fact, consumer surplus is attached to every single product and service in the entire economy, even or perhaps, especially, in things like air that we consume for free. Consume anything and there’s a piece of the total surplus up for grabs. Hal Varian, an economist at the University of California, Berkeley, and chief economist at Google, whose microeconomics textbook has been studied by legions of undergraduate economics students over the years, explains the size of the consumer surplus for air. “If you think of the consumer surplus for oxygen, the question to ask is ‘how much would you pay for the oxygen you breathe compared to doing without it altogether?’ Here the answer is essentially everything you have.” When you think about the consumer surplus in those terms, it is profoundly big. The entire consumer surplus is essentially the price of your life.


Yet at any given point in time, the size of the consumer surplus for a specific product can vary. The consumer surplus depends on each person’s desires and on their alternatives. At one moment, we might be willing to spend everything we have for a bottle of water—if we were dying of thirst. A moment later, our thirst quenched, we might not want to spend much at all. Stores that sell bottled water know that our circumstances might make us willing to pay considerably more than normal, and they try to set prices accordingly. Think about the cheapest outlets from which to buy bottled water (usually club stores like Sam’s Club or discounters like Walmart, or even online bulk sellers). They know customers are not desperate for a drink of water right then and there, and most importantly, they know their customers can shop around and find alternatives if they don’t like the price. That’s why they tend to offer the best prices around the country for bottled water.


So what’s the most expensive place, in general, to buy bottled water? Probably a restaurant. It’s impolite to bring your own bottle of water, and it’s hard to imagine getting up from the table and running out for Perrier. The airport is probably the second most expensive place to buy water. Once they’re past security, where one can’t take water through, passengers are ripe for the picking. Airport stores know you can’t shop around, and they charge accordingly. Water sold at John F. Kennedy International Airport for $3.99 costs $2.00 or less at supermarkets. Convenience stores come next—nobody buys water there unless they want to drink it right away. And few good alternatives to convenience stores exist. Think of freeway stops or amusement parks.


So the price of a bottle of water varies considerably throughout our economy according to the circumstances. The more sellers can charge, the greater surplus they receive. Therefore the consumer surplus, an almost limitless quantity, is the ultimate prize for firms.


The tussle over the consumer surplus and the producer surplus has been a reality of the commercial world for as long as markets have been around. But Alfred Marshall, a British economist, first articulated and formalized the concept. Marshall explained the idea of the producer surplus and consumer surplus as part of his major work Principles of Economics, published in 1890. In that groundbreaking book, Marshall developed the basic supply-and-demand diagrams that both economics students and professionals still use today to understand particular firms or industries. His now instantly recognizable scissor-like diagrams of a downward-sloping demand curve and an upward-sloping supply curve form the basic understanding of microeconomics and incorporate ideas often taken for granted today, such as the equilibrium price, the demand elasticity, the law of diminishing utility, and the marginal utility. “Marshall was responsible for developing contemporary microeconomics, including the tools of supply and demand analysis. He explained how competitive markets cleared and why this was an optimal result,” explains Steven Pressman, a professor of economics and finance at Monmouth University and author of the book Fifty Major Economists. “Even better, in competitive markets everyone pays the same market-clearing price, although almost everyone who buys the good would be willing to pay a little bit more. The difference between these two figures is the consumer surplus; it is an extra benefit that goes to consumers in competitive markets.”


In Marshall’s view, the consumer surplus and the producer surplus are the welfare that both parties derive from engaging in economic behavior, a shared benefit that underpins our market economy. Marshall is considered one of a handful of truly great economists who profoundly shaped economic theory, and he also established economics as a separate subject. His notion of the consumer surplus is central to our understanding of how we benefit from economic transactions in our market economy.


Every day, sellers around the nation essentially make guesses about how much consumers will pay for a particular product or service. Marketing and research help refine those guesses greatly. But historically, it’s been very challenging for a producer to know what each individual would willingly pay, especially if a seller deals with thousands of faceless customers. In that case, sellers pick an average price—the highest they think the majority of their customers would be willing to pay. And by charging an average price, consumers willing to pay more benefit. That means both consumers and producers share the surplus.
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But businesses that really know their customers extract the consumer surplus more effectively. Remember, that’s how Bruce Nevins got started selling water. He studied consumer focus groups to figure out what consumers might pay for. You can see the principal at work when a local plumber arrives to repair a leaking pipe in different neighborhoods. The plumber works for himself, with the discretion to charge what he likes, and when he arrives at a house in an upscale Long Island neighborhood, he can see the grand house, the housekeeper who answers the door, and the fine antiques inside. When presenting the bill, he might double the normal charge because he knows the family can afford it. He might also know the family is throwing a big party that evening and needs the plumbing fixed immediately to avoid embarrassment. Next, the plumber might drive to a working-class neighborhood. There, he finds a young mother with three small children in a tiny house near the railroad tracks. Her one-and-only bathroom has been leaking for days now, and she finally had to call someone to take a look. When the plumber presents her with the bill, he charges her a little bit less than he might in other cases, sensing that times are tough and that she probably doesn’t have the funds.


As the plumber goes about his day, he thinks about every customer and the amount each would be willing or able to pay. It happens automatically, without his even really trying. Most individual sellers do it. Think about car mechanics or anyone who provides a personal service. They tend to size you up first in order to judge how much you might be willing to pay. And it might not even be in the form of the final price but to set expectations for a tip. A hairdresser, for instance, might go out of her way to flatter or chat up a wealthy customer with the expectation that a good tip will result. The principle is universal. When a business really knows its customers, it possesses valuable information that helps it charge not what the impersonal market will bear but what each individual customer will bear.


If every purchase in the economy were individually negotiated, then either the producer or the consumer would take more of the surplus. For a small business where everyone knows each other, that might be possible. For a big business, until now, that simply has not been practical. It has been far more efficient to sell huge volumes at uniform prices than to pay clerks to haggle with customers over pennies. But what happens in the economy when a seller does capture more of the consumer surplus? That might leave consumers with less money to spend on other goods, essentially lowering the demand for such goods and reducing the consumer surplus in other markets. If a company captures a really big amount of consumer surplus, it won’t just impoverish consumers; it will put pressure on other companies as well.


The consumer surplus is an abstract idea, but it has concrete meaning for every person. It’s tied up in everything we do, every time we pay (or don’t pay) for everything we buy or enjoy. Every day, we buy lots of small things: a cup of coffee, lunch, a pair of shoes, or a birthday card. Less frequently, we make big purchases: a car, a home, or an education. Whenever we buy something, we pay less than the maximum we would willingly pay, and we keep the benefit. We can keep that extra money and do whatever we like with it: save it, spend it, or give it away. The more surplus a seller extracts, the higher the price we pay.


Now think about what happens if a seller knows you really need or want something. Take something we do frequently, say, buying gasoline. Imagine you’re driving when suddenly you notice the gas tank is on empty. You pull into the nearest gas station without even looking at how much it’s charging for regular gas. You’re in a hurry to get to your next meeting. Plus, you know the station frequently gives discounts. As you swipe your credit card and key in your zip code for verification, a sign flashes across the screen: Sorry, no discount today, regular unleaded $5 a gallon. “Ouch,” you think. You haven’t paid that much for gas in a while. You crane your neck to look at the advertised price out front. Regular unleaded is $3.50 a gallon after discounts to “select customers.” You wonder why you’re paying almost $1.50 more a gallon. But what can you do? You’re late now and with little time to waste. You could just get half a tank and fill it up later, but you don’t need the added stress. So you fill the tank and drive away.


If sellers have the ability to know your particular situation, they can capture a chunk of consumer surplus at the moment you really want a product by making you pay more. Everyone is vulnerable to a knowledgeable seller. But the wealthy risk far more because they have more resources to call on. The consumer surplus for the wealthy then tends to be far larger than for those lower down in the pecking order, a point brought home in a recent account of a wealthy American family. When millionaire “General” Robert Wood Johnson Jr. lay dying of cancer at age seventy-four, he summed up the consumer surplus in a single sentence, saying, “I have millions and I would give everything I have if someone could make me well.” All of us, at some point in our lives, will reach the point where we would give everything for what we want. We will want something so badly that we would pay all that we have in order to get it, whether it is an artificial kidney, a bottle of water, or a tank of gas. The richer we are, the greater the gain to the seller; generally speaking, the more we have, the more we are willing to pay.


The consumer surplus is the ultimate prize in the economy. What’s at stake is vast—essentially your bank account, your home, and everything you own. But even that’s not all. Your future earnings potential is at stake as well. In a major purchase such as college, a car, or a home, prices can be based on expected income. Home mortgages, for example, let consumers pay even more than what they actually have for a house. And earning potential is the key factor in getting a mortgage. The more a bank expects you to earn in the future, the more it is willing to lend and the higher the price you can afford to pay. So what’s at stake when the consumer surplus is up for grabs? It’s not just everything you have ever earned. It’s what you may earn in the future too. In the past, no company or seller has possessed the tools to extract large portions of consumer surplus systematically and with precision. Until now.
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The Disappearing Mass Market


In 1921 the Ford Motor Company seemed unbeatable. With a market share almost five times the size of General Motors’ (GM), Ford dominated the car market. No one even came close. While Ford accounted for 56 percent of passenger cars produced in the United States, GM, Ford’s nearest competitor, only accounted for 12 percent. Alfred Sloan, GM’s vice president, knew the numbers only too well. A few years earlier, he had devised a plan to revitalize GM, but the previous president, GM founder William Durant, wouldn’t hear of it. Now Sloan had an ally, Pierre DuPont, GM’s newly appointed president.


It was obvious to Sloan that GM could not compete with Ford on price. Henry Ford was the ultimate cost cutter. By producing cars on a large scale, efficiently and with no frills, Ford had created an automobile for the masses. Prior to Ford’s brilliant innovation and insight, cars remained toys for the very wealthy. But Ford envisioned a car for everyone, and that meant a price everyone could afford. When Ford first launched his Model T in 1908, the price was $825. By 1915 he cut the price to $400, and by 1925 the price would be lower still at $275.


Ford was able to cut the price of his Model T because he made a standard product. The Model T was at the cutting edge, technologically, when first introduced, but its design was simple and that meant the automobile was easy to assemble. Over time, Ford abandoned plans for several other models, instead focusing solely on the Model T and making production evermore efficient. Ford famously offered his customers a Model T in any color they wanted, as long as it was black. He used the quickest and least expensive method of painting cars. And the rewards of producing a standard product were immense. At the height of Ford’s popularity, half the cars in the world were Model Ts.


Sloan sensed an opportunity in Ford’s focus on the mass market and found the crack he needed to exploit. GM couldn’t offer cheaper cars. But GM would offer something Ford wouldn’t: a wider variety of cars and the choice to customize the product. In Sloan’s view, fundamental innovation was too expensive, but cosmetic innovation was cheap, fast, and thrilling for customers. Sloan relied on small changes to alter the looks of otherwise standard models and set out to capture Ford’s market. GM created five distinct brands—Chevrolet, Pontiac, Oldsmobile, Buick, and Cadillac—segmenting the market into pricing tiers that looked distinctive but in fact were based on little more than cosmetic differences. In contrast to Ford’s single product, GM would sell “a car for every purse and purpose.” Sometimes various GM brands shared the same basic body shell, but the company attached different fenders, taillights, headlights, and trim to make the cars distinct. Black was boring so GM developed a new lacquer paint called Duco that allowed customers to pick a car of almost any color. Sloan went even further, unveiling a new model of car every year to excite customers. The new models, although not much different from an engineer’s perspective, were entirely new to consumers’ eyes.
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