Theory of Firm

In 1980, before the flap over new coke and old coke, major soft drink makers made a critical change in their beverages. Why would they change a key ingredient in already successful products? Following World War II, the Studebaker Corporation had its most prosperous years. Why would this corporation become extinct within a decade? In the 1970’s, a small New Jersey newspaper, The Asbury Park Press, exploded into the state’s third-largest newspaper. How did the company make this phenomenal growth possible? No business can guarantee that it will make a profit, but there are strategies that can increase changes for success. The firm, how can it keep costs down?

Soft drink companies spend millions in advertising to make billions in sales. It’s a 23 billion a year industry. With that many sales, every decision is crucial. In 1985, the Coca Cola Company announced to the world it was changing the coke formula. To millions of customers, the new taste was an outrage. The rest is history. Five years earlier, the company had quietly changed a key ingredient, and it went unnoticed. What was that change? Why did the company risk it? In 1979, the Coke Company earned 420 million on sales of nearly 5 billion, but the giant corporation faced cost problems, the price of sugar was rising.

Donald Ulrich, the President of Mid-Atlantic Coca Cola Bottling Company commented about the price increase, “Prices went from about $19, up to some people were paying $70 for sugar. We had to move the price of the product up to retailers and consumers. That price gap was of such significance that it slowed the consumer from buying the product. They weren’t drinking as much. It had a drastic effect.”


Worldwide weather problems and government restrictions created sugar shortages in the 1970’s sending shock waves through the industry. It took a lot of sugar to sweeten the billion of drinks sold every year. In the Unites States, we drink the equivalent of 465 soft drinks per year per person. Coke alone bought more sugar than anyone else.


When sugar shot up seven cents a pound in 1979, soft drink makers were desperate for an alternative. It came from one of America’s most abundant crops: corn. A chemist at Royal Crown Cola perfected the process of extracting a high fructose corn sweetener, HFCS.


At RC, there was a chemist by the name of Martha Jones, who was instrumental in developing these new products that RC was very innovative about. Many in the industry have called her the mother of HFCS. She made sure that this product was up to the exact specific levels of each of these franchise firms and could be used interchangeable with sucrose. Because American farmers produced corn so efficiently, refining those ears from sugar made high fructose corn sweetener about 10 percent cheaper than sugar from beets or sugar cane.


The dictates of the marketplace say that you must be a low-cost producer.  In the soft drink business, this is particularly so since it’s driven by the high-volume/low-margin producer, any edge that you can make, that you can get, any minute thing you can shave off that makes the racer go faster, the better off you’re going to be in the marketplace.

