Topic 4 : Ownership / P. 7

4.

Ownership of Production & Firm 
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I. 
Introduction : Features of a Firm 

A firm is a production unit that employs the factors of production to provide goods and services.

A firm had to decide the types, quantity and techniques of production : for whom, what & how to produce questions. It becomes the planning unit of production and through planning, it directs the allocation of resources.

The owners of a firm directly determine the details of production. As a result, the different forms of ownership affect the production and costs of a firm.

· A firm is defined in terms of its role in the economy – a unit of production. It does not 


refer to a specific physical location. A firm has a similar names like plant, factory, 

company, enterprise or corporation.

· A private enterprise is owned by any one person or a group of people in the public. A 



public enterprise is owned and managed by a government or a state.

In general, a private enterprise aims at the maximum gain from sales. A public enterprise aims at the adequate supply of goods and services to the public. 

II.

Private Enterprise
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Sole-proprietorship



Characteristics : 

There is no legal distinction between the owner and the firm. 

The owner bears the unlimited liability. Some examples are the 

solicitor firms, clinics, hawker stalls.



Advantages

· The sole-proprietorship had to bear all risks. Therefore, there is direct supervision, desperate decision and more incentive to achieve efficiency.

· The owner has a close relation with the consumers to know their demand and taste.

· The legal procedures and regulation for registration are simple. The owner just registers with the Commissioner of Inland Revenue and obtains a business registration certificate (BR) to start his business, for most types of business. 

Disadvantages

· The owner has unlimited liability. He is liable for all debts. He had to bear all risks.

· There is not enough guarantee of a continuous operation of the business.

· The wealth or capital of the owner limits the source of capital for expansion. As a result,  


the production is usually in a smaller scale.
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Parntership

Characteristics

· It is limited from 2 to 20 partners in general in Hong Kong.

· All partners must sign a contract (a partnership agreement) stating the rights, duties and 


responsibilities of each partner. Without this agreement, all partners had to follow the rules 

of the Partnership Act.

· The partners always engage in professional specialization, i.e. each one will specialize in  

one field based on their professional knowledge. Common examples are the accountancy 




firms, solicitor firms and clinics.

· A general partnership does not have a legal identity independent of the owners.

· Partners bear unlimited liability, except for those limited partners.

· Partnership exists in business where professional skill is more important than the amount of capital. People providing services usually require relatively a smaller amount of capital. This explains why doctors and lawyers usually work in the form of a partnership.

Advantages

· They may have more capital than the sole-proprietor.

· They have close contact with the consumers to maintain a high morale. They still have incentive to achieve efficiency because of personal interest on the firm.

· They can share the workload and the possible loss even though liability is still unlimited.

· They carry different duties with a wider degree of division of labour.

· The legal procedures for this form of ownership are still simple.



Disadvantages

· Liability is still unlimited with every partner bearing the risks of the business.

· The cooperation of the partners is based on goodwill. If they disagree or argue among each other :

· the work is delayed with a lower level of efficiency ;

· the partnership still binds the act of every partner ;

· it is difficult to withdraw capital for any one partner.

· When one partner leaves or is dead, the partnership title is changed. The operation of the business will be affected.

Joint-stock or Limited Company

A private (limited) company refers to a company whose shares are transferred only among the shareholders. The number of shareholders is from 2 to 50. Their shares cannot be bought in the public.

A public (limited) company refers to a company whose shares are publicly exchanged in a stock market. It is also called a listed company. The number of shareholders is unlimited. The firm had to disclose some financial documents to the public.

Characteristics

· The legal entity is the firm independent of the owners.

· Its liability is limited to safeguard the right of shareholders and to reduce the risk of the 


shareholders. When the shares are transferred, the ownership title is changed also.

· The shareholders are the owners of the firm. They supply capital through the holding of 

shares. They elect a board of directors to manage the firm. The board of directors acts on 

behalf of the shareholders for the company. 

· In economics, the ownership and management is separated.

· The firm has a legal entity which can last forever even though the shares are transferred  


from one holder to another.  

Advantages

· The issue of shares provides a wider source of capital fund.

· The firm can grow with a larger scale of production and achieve efficiency in the management based on professional entrepreneurship.

· Limited liability lowers the risk and ownership can be transferred through the buy and sell of shares.

· The transfer of shares could guarantee the business to go on continuously.



Disadvantages

· Decision making takes more time because there are departments and a board of directors to communicate ideas and to carry out discussion etc.

· The managers and directors are not the owners so that incentive may not be high. That is why shares are sometimes given to these people to encourage them.

· A limited company is usually large and complicated in structure. Coordination becomes difficult and time-consuming. The cost to maintain morale is also higher.

· The set-up procedures are complicated than that of the other two forms of ownership.

· The accounts and documents are published and competitors may know about the business.

Formation of a Limited Company

A number of documents is needed to start the business.

Memorandum of Association

It tells the address, name and registered (authorized) capital of the firm.

Articles of Association

It tells the rules and regulations, the issue and transfer of shares, the rights of the shareholders and the details of the firm.

Certificate of Incorporation

The documents above are submitted to the Registrar General to get a certificate which legally authorizes the actual operation of a firm.

Prospectus

It includes the history, assets, profit record, planning, investment and future of the firm. It is published before the selling of shares in the stock market.

Annual Accounts

This type of accounts disclose the amount of income earned, expenditures and profits of the firm within a year.

III.
Methods of Raising Capital & The Stock Exchange



Hire-purchase



The firm cam get the goods required before the date of payment. The goods obtained are 



capital to the firm. Payments are made by instalments.

Delivery on Credit

It is similar to the hire-purchase. Most firms order and receive inputs first and pay at a later 

date, usually a month later. They get their capital (inputs) based on their credit in the 

industry.

Mortgage Loan

Firms can also apply for a loan from the banks or finance companies by supplying an asset or 

collateral to the bank. The assets may be shares, real properties or any financial papers.

Issue of Shares

The main purpose to issue shares is to raise capital for the firm and provides a chance for the public to invest in the firm. There are many types of shares.

Ordinary Shares

The holders of ordinary shares receive a varied rate of dividends according to the decision of the board of directors on an interval ( e.g. quarterly, half-yearly, yearly ) basis.

The shareholders have voting rights based on the proportion of shares held.

Preference Shares

The holders of preference shares have the first preference to get dividends at a fixed rate. in general, the amount of dividends is based on the amount of profits earned.

If the firm has financial difficulties or whatever reasons, it may not give dividends on that interval but may give out at the next period. Hence, the dividends could be cumulative.

The shareholders have no voting rights but are the first group of shareholders to receive their capital in case the firm closes down.

Debentures / Bonds

The firm can get funds by borrowing.

The debenture or bond is a document of debt stating the fixed interest rate of a loan and the time to settle the loan (the maturity or redemption date). The creditors are not the owners of the firm. They have no voting rights. If the firm closes down, they could get their capital by selling out the assets of the firm.

The Stock Exchange

The stock exchange is one type of capital market for the buy and sell of medium and long term financial assets. Another type of capital market is the bond market.

( A market refers to the arrangement, situation or environment of any kind to allow buyers and sellers to maintain a close contact to carry out exchanges. It is not a physical location. )

A stock market is a specialized financial market dealing with stocks by the brokers.

Trading of The Stock Market
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 Information flow

Before 1981, there are 4 stock markets in Hong Kong.

	Established At
	Stock Markets

	1891
	The Hong Kong Stock Exchange Limited

	1969
	The Far East Exchange Limited

	1971
	The Kam Ngan Stock Exchange Limited

	1972
	The Kowloon Stock Exchange Limited


In February, 1981, the Stock Exchange Unification Ordinance legalized the setting-up of the Stock Exchange of Hong Kong Limited to unify the 4 stock exchange companies. In April 2, 1986 the Stock Exchange of HK commenced trading.

In 2000, the Stock Exchange and the Future Exchange merged to become the new Stock Exchange.

Functions of the Stock Exchange

Raising Capital By the Issue of Shares

New shares are traded in a primary market. Shares are further exchanged through a secondary market. Both markets are included in the Stock Exchange in H K.

Improving the Liquidity of Assets

Shares can be exchanged for money. It allows the assets of anyone to be more liquid by holding shares.

Investing & Diversifying Investment

The stock market acts as a channel to transfer any idle resources (money) in the hands of producers (firms) and leads to production. It encourages people to put their money or wealth into better use when they buy shares.

Reflecting Information

In general, when the economy is growing, the firms are also enjoying profits. This will be reflected in the prices of shares. The stock market conveys the information on the efficient allocation of resources and reveals the growth of an economy.

Bull & Bear Market

A bull investor is a speculator expecting a rise in the prices of shares. He will buy shares and when the prices rise, he will sell the shares for gain. 

A bull market exists when the stock market is mainly consisted of these bull investors.

A bear investor takes the opposite view. 

( The real market condition could be a completely different situation! ) 

A bear market exists when the stock market is mainly consisted of these bear investors.



IV. Public Enterprise

Advantages

· The government can provide adequate source of capital for large scale of production like the building of the new airport.

· The government has more precise and up-dated information to formulate policy.

· It can guarantee the provision of social welfare. It allows a re-distribution of income from the relatively-high income groups to the lower income groups.

Disadvantages

· The structure of the government is complex. Civil servants may work to rule with lower efficiency. They would become bureaucratic.

· Competition is low resulting in uniform services without good improvement.

· Government policy does not often use market prices to determine the resources allocation. It is often blamed to cause a misallocation of resources.

Recent Change : Privatization of Public Enterprise

Many governments find that their enterprises are running with very low efficiency. They started to sell some public enterprises to the private sector.

Recent Change : Emergency of Public Corporations

A public corporation is a company set up and owned by the government with legal identity. There is a board of directors normally chosen by the government to manage the corporation. 

The Mass Transit Railway Corporation (MTRC) and the Kowloon & Canton Railway Corporation (KCRC) are two typical examples in Hong Kong.

The privatization of public enterprises and the emergency of public enterprises could be treated as an expansion of the market economy or the private sector – so-called decentralization and a contraction of the public sector.
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