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I. 
States of Production 

There are different states of production for a firm. The states are determined by the presence of variable ( relative to the amount of output ) and fixed factors of production.

Short Run refers to the situation when both variable and fixed factors are used in production. A factor is called a fixed factor when it does not need to be changed when output is increased or decreased. 

A factor is called a variable factor when it needs to be changed when output is increased or decreased.

Long Run refers to the situation when all factors are variable factors used in production under a certain state of technology. If the state of technology is changed, it is called a very long run.

II.
Production & Cost in the Short Run

1. Relationship between input & output

The total output or product (TP) refers to the amount of total output produced by any one kind of factor of production under a certain state of production, ceteris paribus.

The average product (AP) is the average of the total product, ceteris paribus.

The marginal product (MP) is the extra units of output produced by an extra unit of input (variable factor or input), ceteris paribus.

Law of Diminishing ( Marginal ) Returns refers to the gradual decrease in the MP when more and more variable factors are used in production, i.e. in the short run, ceteris paribus.

It is a belief of economists through their observation of the real world over a long period of time. A possible explanation is that whenever variable factors are increasingly used, the amount of fixed factors is constant and the efficiency of the fixed factors will fall eventually.

2. Relationship between cost & output

The cost of employing a fixed factor is called a fixed cost (FC).

The cost of employing a variable factor is called a variable cost (VC).

Adding the FC and VC together, we get the total cost (TC). 

The average of the total cost (TC) is the average cost (AC).

The marginal cost (MC) is the extra cost needed when output is increased by one unit.

Based on the law of diminishing returns, whenever marginal product (MP) falls, marginal cost (MC) rises. The smaller the MP is, ( i.e. the smaller the amount of extra output produced by 1 unit of input ), the greater the extra cost will be ( i.e. the greater the extra cost spent in producing that extra unit of output ).

III.
Production & Cost in the Long Run

1. The scale of production

The scale of production refers to the amount of fixed and variable factors used. If the amount of fixed and variable factors (e.g. capital and labour) is increased, the scale of production is enlarged. This could only happen in the long run.

2. Relationship between cost & output

In the long run, when output is increased based on a larger scale of production, the average cost will fall at first. When output is further expanded, the average cost will rise in the end.

There are some reasons to explain why average cost falls at first when output is expanded by an increase in scale. The reasons are collectively called the economies of scale.

There are some reasons to explain why average cost rises later when output is expanded by an increase in scale. The reasons are collectively called the diseconomies of scale.

3.

Economies of scale 

Technical Economies

Principle of indivisibility

Most machines cannot be divided into smaller parts to produce different amount of output. A firm produces a largest amount of output by a full utilization of the machines. If a smaller amount of output is produced, the machine is not fully utilized and the average cost is higher.

An example is the printing process in the printing industry.

Principle of multiples
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Area-volume relationship

It refers to the fact that when the surface area increases, the volume rises more than the rate of increase in the surface area. That is, if more inputs are used on the surface area, the resulting volume allowed for production will increase in a greater proportion. The average cost will be lower as a result.

The construction of pipelines and oil tankers are good examples.

Reserved Capacity

A firm of large scale can keep more reserves but it occupies a smaller portion of the total capacity. As a result, the average cost is lower.

Division of Labour

The division of labour can raise output at a faster rate than the rise in cost. A rise in productivity brings about the economies of scale.

Management Economies

A large scale firm is highly specialized in management. The higher efficiency leads to a lower average cost.

Financial Economies

Large firms usually have good reputation and credit so that funds could be obtained at a lower interest rate, i.e. a lower cost.

Marketing Economies

Large firms buy in bulk which is less costly. The advertising cost per unit of output is also smaller with a greater amount of output.

Diversifying Risk

Large firms are able to diversify their investment and risk as a result.

Research & Development (R&D)

Large firms can spend money on research and development. Once a new technology is found, the average cost is lower.

4.

Diseconomies of scale & Optimum Scale

Management Diseconomies

Large firms are complex in structure. The cost of communication and coordination is high. Supervision to a large number of employees may be costly.

Financial Diseconomies

Large firms need a relatively greater amount of fund that leads to a higher interest burden. 

Marketing Diseconomies

The scale of production partly depends on the size of the market. If the market is saturated, the increase in sales by marketing is also costly.

Optimum Scale

When a firm produces at an output level where its average cost is the lowest, it is called an optimum firm or its scale is at an optimum.

The optimum scale is not always the aim of a firm. A firm is interested in getting a maximum gain or profit from sale. The output yielding a maximum profit may not be the output at its optimum scale.
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IV.
Integration of Firm


1.

Types of Integration



Horizontal Integration



It refers to the combination of firms producing similar or competitive products, at the same 

stage of production.

Vertical Integration

It occurs when firms at different stages of production combine and they belong to the same type of industry.

If a firm of secondary production combines with a firm of primary production, it is called a backward integration. If the reverse occurs, it is called a forward integration. Forward and backward integration depends on which one of the firms is the active one.

Lateral Integration

It occurs when firms producing similar but not competitive products combine together. By similar products, it means that the products are produced by similar technology and production processes.

Conglomerate Integration

It occurs when firms producing different products combine together.

2.

Methods of Integration


Cartel


It is an informal type of integration. Firms only agree to take similar actions on prices, output 

and promotion etc. Individual firms remain independent in their own business.

Takeover

When a firm can totally control another firm in its management and ownership title, it is a 

takeover. The formation of a holding company by many firms in Hong Kong is a typical 

example.

Merger & Consolidation



If one firm is dissolved after an integration while the other one remains its title, it is a merger. 

If the firms use a new company name and put their assets together, it is a consolidation.


3.

Motives of Integration

1.

To reduce average cost by increasing economies of scale, e.g. to acquire other 

production techniques and management styles through expansion.



2.

To re-allocate the existing resources to increase efficiency.



3.

To increase its market share and to affect the market price.



4.

To ensure a steady supply of raw materials or factor inputs.



5.

To ensure an adequate source of market (retailing) outlets.



6.

To diversify production and to reduce risk as a result.



7.

To make full use of its brand name and goodwill.
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