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Abstract:

Serving sizes differ greatly between US and UK restaurants with the former offering much
larger portions. In this essay | will argue that this difference is due to firms in both markets
seeking to maximise their profits. | will then discuss how these differing behaviours are
dependent on the relative fixed and variable cost levels between UK and US markets.




As a visitor to the United States of America (US), it is difficult to ignore the dramatic
difference in serving sizes offered at restaurants there, compared with those in the United
Kingdom (UK). If restaurants in both markets are seeking to maximise their own profits, why
do they act so differently?

The total profits earned by any restaurant will consist of total revenue from selling to
customers, minus the total costs associated with operating the establishment (Varian,
2010). In turn, total cost is made up from two constituent parts. Firstly, fixed costs are
incurred from payments the business will have to make regardless of the number of
customers they serve. For a restaurant, this is likely to include rent, equipment costs such as
depreciation, salaries paid to more senior staff as well as the costs of alcohol and food
service licensing among others. Secondly, variable costs are those which depend on the
number of customers served. Principally, these are likely to be costs of raw food and wages
paid to hourly staff.

In the majority of restaurants then, is seems reasonable to assume that the fixed costs
associated with holding and maintaining premises are likely to be more significant than
variable costs involved with serving customers. Thus, the average cost of a meal is likely to
fall with each customer served as this cost will be greater than the marginal cost of serving
one more meal (Frank, 2008).

Now let us consider the market in which an individual restaurant is likely to operate. Given a
number of conditions, it seems reasonable to model such a market under the structure of
monopolistic competition (Varian, 2010). If we exclude consideration of the large multi-
national fast food chains, then we can imagine a market in which there are a significant
number of smaller, independent businesses. All of these firms are essentially competing for
the same customers and make independent decisions about what price to charge and
output to produce. The fact that their products are different from each other means that
they will face a downward sloping demand curve.

By examining Figure 1 we can see that when the establishment is operating at the profit
maximising level where marginal cost equals marginal revenue (MC=MR), in the short-run it
will be making economic profits equivalent to the shaded area. Corresponding with the
principals of monopolistic competition, over time, this will mean that competitors are likely
to move in, undercut the firm and therefore reduce the going rate (Sloman, 2012). Thus in
the long-run firms will make zero-economic profits as demonstrated in Figure 2. Not only
will this mean that the “market” price has dropped, but the new, competing firms that have
been established will have stolen almost all of the customers away from any firm still
charging the original price. In order to compete, these firms might lower their price but
must ideally find some other way of differentiating themselves from the competition in
order to regain customers.
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Fig 2: Restaurant making zero economic profit in long-run at MC=MR
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Microeconomic theory for profit maximisation under monopolistic competition tells us that
provided marginal cost is less than marginal revenue; a firm can increase its total profit by

increasing the number of customers it serves. Now, let us consider a situation where
increasing “portion size” is interchangeable with the idea of serving more customers,




assuming those customers are charged proportionally to the increased size of their meal.
With reference to Figures 3 and 4, we can see how this allows the firm to move along the x-
axis and towards the point where marginal cost is equal to marginal revenue, and therefore
to maximise their profits.
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Fig 3: Profit maximisation at MC=MR
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We can now see clearly the incentive for a restaurant to increase their portion sizes in this
way in order to have the same effect as an increase in custom. However there is also a
secondary incentive. Customers who experience the advantage of being able to take food
home, will be motivated to choose this firm over its rivals. Thus the restaurant will be able
to increase the number of customers it serves. This approach is known in the industry as



“value sizing” and is one way to create the product differentiation required for the firm to
remain ahead of their competitors (Richardson, 2012).

During my own time spent travelling in the States, | have seen that the differentiating factor
appears to lie firmly in portion size. It is certainly not hard to find examples of this. From
7Eleven’s 40 fl oz (1.18 litre) Super-Big Gulp drink; to the Steakhouse where your meal is
“free” if you can finish their 72 oz plate, businesses unashamedly place quantity as their
unique selling point (Roadside America, 2012).

Why have restaurants in the US taken to selling such large meals, when such extremes are
rarely seen in the UK? It is unsatisfactory, in economic terms, to claim that the average
American is more gluttonous than the typical British consumer. After all, rational humans
everywhere will seek to maximise their utility as far as possible, given their income.
Therefore, a more reasonable explanation for differing portion size lies in the efforts of
firms to maximise their own profits, given the conditions in the local market in which they
operate.

As defined previously, variable costs are likely to be small relative to fixed costs in a
restaurant business, regardless of whether it is US or UK based. In the States, however, food
prices are much lower. Using data for consumer products, which should provide an accurate
approximation to wholesale food costs, prices may be as much as 30% higher in the UK than
in the US. Staple ingredients such as chicken breasts are 55% higher and milk is 52% more
expensive (Numbeo, 2013). As it is goods such as these that make up variable costs, such
costs will be more prevalent relative to fixed costs in a UK based restaurant than an
equivalent business in America.

This is further reinforced in the relative variable cost of labour. Chefs and restaurant
managers are likely to be paid a monthly salary, which will be a fixed cost regardless of
customers served or hours worked. The average salary for a UK executive chef of £32,580
(Payscale, 2013) is comparable to the $56,419 (£35,104) (Payscale, 2013) earned by an
executive chef working in the US.

However, there is a dramatic difference between how waiting staff - whose wages will make
up variable costs - are paid in each country. US employment law allows front-of-house staff
to be paid as little as $2.13/hr (£1.33/hr) by their employers, provided that the gratuities
they receive are sufficient to make up their pay packet to the minimum wage (US
Department of Labor, 2013). In most cases they are. In the UK, however, employers are
legally required to pay their workers a national minimum wage of £6.31, irrespective of
earnings from tips (Gov.uk, 2013).

This comparative prevalence of variable costs relative to fixed costs between UK and US
restaurants has definite economic significance. As such, the profit maximising quantity
where MC=MR will be lower in the UK, as can be seen from comparing Figures 5 and 6.
Consequentially, there is a much greater incentive for US restaurants to dramatically
increase their portion sizes both in order to compete and to maximise their profits.
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Appendix:

The numerical values used in producing the graphs shown throughout the essay are
theoretical and were chosen to demonstrate the points made in the text. The values for
costs, revenues and quantities used to produce the curves in Figures 5 and 6 are provided
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below to allow comparison between the variable cost assumptions made while holding fixed

costs constant.
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Abbreviations used in above tables:

Abbreviation Term

Q Quantity

FC Fixed Costs

VC Variable Cost

TC Total Cost

AC Average Cost

AVC Average Variable Cost
[ Marginal Cost
p Price (demand curve)
TR Total Revenue
AR Average Revenue

MR

Marginal Revenue




