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Firms & how they Operate

The production function is the relationship between output and factor inputs

The short run refers to period of time over which at least one FOP is fixed

· The following assumptions are made during the SR

· TP = f(labour, capital) only

· Labour is the variable FOP and is considered homogenous

· Capital is the fixed FOP and technology is held constant

The Law of Diminishing Marginal Returns states that as more units of variable factors are applied to a given quantity of a fixed factor, there comes a point beyond which each additional unit variable factor adds less to the total output than the previous variable factor.

Objectives of the Firm

Explicit costs are payments made to outside suppliers of inputs

Implicit costs are costs which do not involve a direct payment to a third party

Accounting cost is the monetary value of the explicit costs of production

Economic cost is the total monetary value of explicit and implicit costs of production

Revenue
Total revenue = Price × Quantity

Average revenue = Price = Demand

Marginal revenue is the change in the firms total revenue resulting from a change in its sale by one unite

· The shape of the MR curve reflects the shape of a firm’s DD curve

· The MR curve is always below a firm’s DD curve

Profit Maximization
	Normal Profits
	Accounting Profit = Implicit Cost
	Zero economic profit

	Supernormal Profits
	Accounting Profit > Implicit Costs
	Positive economic profit

	Subnormal Profits
	Accounting Profit < Implicit Costs
	Negative economic profit


…and if you really don’t know anything at all,

PROFIT MAXIMISATION at MR=MC
Costs in the Long Run

	Increasing returns to scale
	Constant returns to scale
	Decreasing returns to scale

	output increase more than proportionately to the increase in inputs (technical economies of scale)
	output increases proportionately to the increase in inputs


	output increases less than proportionately to the increase in inputs (technical diseconomies of scale)


The LRAC curve is a typically U-shaped curve

· From the producer’s point of view, all points on the LRAC are PE

· From the consumers’ point of view, only the lowest point on the LRAC (the MES) is PE 

· The downward sloping half of the LRAC reflect technical EOS

· The upward sloping half of the LRAC reflect technical DOS

Internal Economies of Scale

IEOS are savings in average costs that occur to a firm as a result of expansion of the firm (LRAC falls)
Technical EOS: Technical and engineering factors
Factor indivisibility – Equipment cannot be used fully when output is small

· Higher output = more efficient use of machines

Increased dimensions – Large machines may be more efficient

· More output for a given amount of input

· Less people needed to operate machines

Linked processes – A large factory may take a product through several stages in its production

· Save times and costs – no need to move semi-finished products from one factory to another

Specialization and division of labour – In large scale factories, worker do simpler and repetitive jobs

· Less training is needed

· More efficient in a particular job

· More time saved in switching from one operation to another

By-product economies – waste to a small plant may be used in manufacture by larger plants

Managerial EOS: Employment of specialists like financial experts etc.

· Division of work increases efficiency of workers in their own areas of responsibility
· Decentralisation of decision making also increase efficiency of management
· Distortion and delays of information are avoided
Marketing/Commercial Economies: Large firms have bargaining advantage

· Preferential treatment – buying in bulk

· Unit costs of transportation is decreased as well

Financial Economies: Large firms find it easier and cheaper to raise funds

Risk-bearing Economies: Large firms have an advantage in bearing non-insurable risk

R&D Economies: Large firms can afford R&D facilities

Welfare Economies: Efficiency of workers can be increased by provision of welfare services

Economies of Scope: Large firms enjoy can enjoy economies of scope by increasing the range of products being produced – fixed costs are shared among products

Internal Diseconomies of Scale

IDOS are increases in average costs that occur to a firm as a result of expansion (LRAC rises)
Complexity Management: A more complex organization requires more skilful entrepreneurs and managers to coordinate and control

· Expansion of ownership – incentives for manages to reduce costs/increase profits decrease

· Long chains of authority leads to a time-lag in decision implementation

· Extensive red-tape leads to slow responses to change in D&S conditions

Strained Relationships: Lack of personal loyalties on behalf on workers toward the company

External Economies of Scale

EEOS are the savings in average costs that occur to all firms in an industry as a result of expansion of the industry, or the concentration of firms in a certain location (LRAC shifts down)

Economies of Concentration: More firms located in the same area derive mutual benefit

Availability of Skilled Labour – increased demand for particular skills give benefits

· Educational institutions set up

· Joint development of research and training facilities

Well developed infrastructure – Better infrastructure is set up to cater for economies of concentration

Reputation – large, well established industries builds up a name which customers associate with quality

1. Brand loyalty, steady clientele

Economies of Disintegration: Creation of subsidiary industries to cater to need of a major industry

Economies of Information: Publication of trade journals increase productivity of individual firms

External Diseconomies of Scale

EDOS are increases in average costs that occur to all firms in an industry as a result of the expansion of the industry or the concentration of firms in a certain location. (LARC shifts up)

Increased strain on infrastructure: Infrastructure will be taxed to its limits

2. Congestion, increased fuel consumption

Rising costs of FOPs: Growing industries may create a shortage of RMs or skilled labour 

Growth of Firms

Measuring Growth

1. Quantity of output sold

2. Turnover (total annual revenue)

3. Market share

4. Capital stock (amount of real assets)

5. Number of employees
Methods of Growth

Internal Expansion: Making more of a product, or extending a firm’s product range

Mergers & Acquisitions: Forming of new enterprises by the merging with, or taking over of one or more existing firms. 
1. Vertical Integration

· Merger between firms engaged in different stages of a production process

· Backward integration (oil refineries buying oil wells)

· Forward integration (breweries buying pubs)

2. Horizontal Integration

· Usually an acquisition of firm(s) at the same stage of production in the industry

· Market dominance due to reduced competition

· Greater specialization and economies of scale

3. Conglomeration

· Mergers involving firms which are not directly related to each other

· Diversify output

· Reduce risks of trading

· Ensure long term growth

Motives for Growth

See “Measuring Growth”

1. Exploit EOS

2. Gaining market share

3. Security through economies of scope

4. Increase market valuation

5. Reduce chances of acquisition by another firm
Survival of Small Firms

	Demand-side Factors
	Supply-side Factors

	Nature of product

Bulky and perishable products: bricks, fresh fish

Products for which variety is preferred: clothes

Specialized products: machines, religious items

Prestige markets
Markets limited by prices: luxury vehicles, jewelery

Direct, personalized services
G&S where direct, individual attention Is required: lawyers, doctors, dentists, hairdressers

Geographical limitations

Local markets due to larger bulk as compared to value and transport costs
	DOS setting in early
MES is low: tailor shops

Vertical disintegration
Small firms perform small parts of a larger production process when disintegration occurs

Low entry barriers
Lack of capital
Product-life cycles

Banding allows small firms to band together to gain advantages of bulk buyinh

Non-traditional motives
etc. etc.


Market Structure: Things to Note

Bases for comparison of market structures efficiency and equity
The Theory of Contestable Markets shows how monopolies or near monopolies may practice competitive pricing due to low barriers to entry and exit

· The market for low cost carriers is extremely contestable (~$10m investments)

The concentration ratio of an industry measures the output of an industry largest firm (or firms) as a proportion of the industry’s total output.

· For PC, the concentration ratio extremely low

· For a monopoly, the concentration ratio is almost 100%

Market saturation refers to the situation in which a product has become diffused within a market. A diffused product is one that is available to almost all consumers, or more applicably, almost all households, for example the refrigerator or an automobile. Market growth is constrained and demand cannot be stimulated when a market is saturated. 

The factors affecting market saturation include

· Consumer purchasing power and prices

· Competition

· Technology (dynamic efficiency)

· Product life cycles (when products will get replaced by newer products)

· Population growth

Price Discrimination

Price discrimination is the situation where (a) a producer sells a good to different buyers at two or more different prices or (b) when the same consumer is charged different prices for the same product for reasons not associated with cost differences.

Conditions necessary for Price Discrimination

1. Control over market supply

2. Ability to segment the market without possibility arbitrage

3. Market segments must have different PEDs

Types of Price discrimination

	First degree
	Second degree (block pricing)
	Third degree

	Each customer is charged his reservation price (the maximum price they are willing to pay)
	Different prices are charged for different blocks of the same good.
	Same product sold at different prices to different customers. 



	Auctions
	Utilities, taxi fare
	Admission tickets to parks, etc.


Costs and Benefits of Price Discrimination

Costs
1. Loss of consumer surplus
Benefits
1. Higher output

2. Higher profits for the firm

3. Provision of goods that would otherwise not be produced

a. With PD, a firm may be able to cover costs


