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PRODUCTIONTHEORYANDMARKETSTRUCTURES
Productionisanyactivityaimedatbringingaboutaphysicalchangeinagoodtomakeitsatisfy
humanwants.
OR
Itistheprocessoftransforminginputsorrawmaterialsintomoreusefulfinalproductstosatisfy
humanwants.
OR
Itisthecreatingofutilityingoodstosatisfyhumanwants.
Theproductionprocessisnotcompleteuntilthecommodityhasreachedthefinalconsumer.

STAGES/LEVELS/CATEGORIESOFPRODUCTION
Therearethreestagesofproductionnamely:

1.Primaryproduction
2.Secondaryproduction
3.Tertiaryproduction

PRIMARYPRODUCTION
Thisisastagewhereraw materialsareextractedfrom theirnaturalstatee.g.farming,fishing,
mining,lumbering,bee-keeping,oildrilling,etc.Theproductsatthisstagearecalledprimary
productse.g.agriculturalproducts,fish,timber,etc.

SECONDARYPRODUCTION
Thisisastagewhererawmaterialsextractedattheprimarystage,areprocessedandturnedinto
finishedgoodsforexampleturningcottonintoclothes,timberintofurniture.
Secondaryproductioninvolvesmanufacturingwhichinvolvesturningraw materialsintofinished
goodsandconstructionlikebridges,roadmaking,housebuildingetc.

TERTIARYPRODUCTION
Tertiaryproductionistheprovisionofservicesorintangiblecommodities.
Theoutputoftheprimaryandsecondarystageshavetobetransported,stored,advertised,and
insured.Suchservicesform thebridgingstage.
Therearetwomaintypesofservicesprovided,

(a)Personal/Directservices:
Theseareservicesprovidedinperson.Theserviceproviderandtheserviceconsumermust
beindirectcontactorcommunicationforeffectivedeliverye.g.hairdressingservices,
Medicalcareservices,teachingservicesetc.

(b)Commercialservices:
Theseareservicesprovidedindirectlyinlargeamountstoimprovebusinessoperationor
production.Suchservicesincludetransportservices,bankingservices,insuranceservices
etc.

TYPESOFPRODUCTION
Therearetwotypesofproductionnamely;

1.Directproduction
2.Indirectproduction

DIRECT/SUBSISTENCEPRODUCTION
Itreferstotheproductionofgoodsandservicesforone’sown/selfuseorconsumption.For
exampleacarpentermakinghisownchair,aTailormakinghisownshirtorafarmergrowingfood
cropsforhisownconsumptionetc.
Characteristicsofsubsistenceproduction

o Producersmainlyusepoor/backward/primitivetechnology
o Thereislimitedspecialisationandtrade
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o Mainlyproducepoorqualityoutput
o Mainlyuseunskilledlabour
o Mainlybartersystem ofexchangeisused.
o Mainlyfamilylabourisused
o Mainlyproducelowoutput
o Therearelimitedinnovationsandinventionsduetolackofcompetition.

Advantagesofsubsistenceproduction
o Thereislimitedwastageofresourcessincewhateverisproducedisconsumedbythe

producer.
o Itischeapbecauseitusescheapandabundant(unskilled)familylabour.
o Itusessimpletoolsthatareeasytogetbythelowincomegroupse.g.handhoes,knives

etc
o Itiseasytomanagebecauseitisorganisedonsmallscaleandthusitrequirelimited

managerialandsupervisionskills.
o Itisthemainsourceoffood.
o Therearenotransportcostsinvolvedsincetheproduceristheconsumer.
o Itishighlyflexible.Subsistenceproductionseasilychangefrom oneactivitytoanother.

Disadvantages/demerits/shortcomingsofsubsistenceproduction
o Itleadstolowtaxrevenuebecausepeopleinthissectordonotpaytaxes.
o Leadstolimitedinnovationsandinventionsinthesectorduetolackofcompetition.This

discouragestechnologicaldevelopmentinaneconomy.
o Itleadstosloweconomicgrowthrateduetolowquantityofoutputproduced
o Itleadstoproductionofpoorqualityoutputduetouseofpoortechnologyandlackof

competition.
o Itleadsto highlevelsofunder-employmentandseasonalunemploymentbecause

producersrelyonfamilylabour.
o Itleadstounderutilisation/underexploitation ofnaturalresourcesbecauseproduction

isonaverysmallscale.
o Itleadsto limited specialisation and trade which hinderscommercialisation ofan

economysincethegoodsproducedarenotforexchange.
Reasonswhysubsistenceproduction/sectorisdominantindevelopingcountries:

o Manypeoplearepoorandthereforelackcapitaltocarryoutcommercializedproduction.
o Thereisexistenceoflowlevelsofeducationandthusproducersarenotabletocarryout

commercialisedproductionbutratherconcentrateonsubsistenceproduction.
o Useofpoortechnology.Thismakesithardtoproducehighqualityproductsincasethe

producerhastosell.
o Conservatism bythepeopleandthereforeresistchangefrom subsistenceproductionto

commercialproduction.
o Poorinfrastructure.This makes itverydifficultto take the products to markets

especiallyagriculturalproducts.
o Existenceofasmallmarketwhichcannotsustaincommercialisedproduction.

INDIRECT/COMMERCIAL/MARKETPRODUCTION:
Indirectproductionistheproductionofgoodsandservicesforsaleorforthemarketinorderto
makeprofits. E.g.acarpentermakingchairsforsale,afarmergrowingcropsforsale,tailor
makingclothesforsaleetc.
Features/characteristicsofmarketproduction

o Producersaremainlyprofitoriented/motivated
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o Thereisspecialisationbecausetheproducersselltheiroutputinordertogetwhatthey
donotproduce.

o Theymainlyproducehighqualityproductsduetocompetitionthatexistsinthemarket.
o Theymainlyemployskilledlabour.
o Theymainlyuseimprovedtechniquesofproduction.
o Productionismainlyonlargescale
o Theexchangeofoutputisbasicallydoneusingmoney
o Productionmainlyinvolvesresearchintobettermeansofproductionandaddingvalue.

Meritsofcommercialproduction
o Itcontributestogovernmentrevenuebecausecommercialproductionactivitiesaretaxed

bygovernment.
o Itleadstoimprovementinqualityofgoodsduetocompetitionanduseofskilledlabour

andmoderntechnology.
o Itfacilitateseconomicgrowthbecauseofincreasedoutputduetoproductiononlarge

scale.
o Itencouragestechnologicaldevelopmentbecauseproducerscarryoutinnovationand

inventionintobettertechniqueofproduction
o Economies ofscale are enjoyed in the fields oftransport,marketing,technical

developmentandmanagementwhichreducesthecostofproduction.
o Specialisationinproductionispossiblebecauseoflargesizeoftheproductionplants

andhencetheadvantagesofspecializationsuchasimprovedqualityandincreased
output.

o Commercialproduction facilitates the developmentofinfrastructure since there is
constantneedfortransportingfinaloutputtothemarketorneedforproducersto
transportinputstotheproductionunit.

o Itgeneratesmoreemploymentopportunitiesduetolargescaleproductionthatinvolves
manyactivitieslikeactualproduction,processing,transporting,warehousing,marketing
etc.

o Leadstoincreasedexportearningsbecausesomeoutputfrom commercialproductionis
exported to othercountries.Thiseventuallyleadsto improvementin thecountry’s
balanceofpaymentposition.

o Itleadstoincreasedutilisationofacountry’sresourcesduetolargescaleproduction
whichnecessitatestheutilisationofthewouldbeidleresourcessuchasland.

Demeritsofcommercialproduction
o Itisexpensivebecauseitinvolveshighcostsofproductionlikehighcostofhiringskilled

labour,buyingmodernmachinery,payinghighindirecttaxesetc.Thisreducestheprofit
marginoftheproducers.

o Itleadstoresourcewastageresultingfrom overproductionwhereproducersremainwith
unsoldoutput.

o Incaseofchangeindemandorchangeintastesofconsumersagainstaproduct,the
producerssuffergreatlossesleadingtowastageofresources.

o There is dangeroftechnologicalunemploymentas a resultofmechanisation in
productionwherehumanbeingsarereplacedbymachinesatwork.

o Itleadstoriseinthecostofinputssuchasraw materialsandotherintermediate
products due to the increased competition forsuch inputs by many commercial
producers.

o Itleadstoquickdepletionofresourcesduetotheiroverexploitationasaresultoflarge
scaleproduction.
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o Itleadstodiseconomiesofscaleinthelongrun.Thisisbecauselargescaleproduction
resultsintomanagementproblems,transportproblemssupervisionproblemsetc.All
theseresultintoincreasedcostofproduction.

Limitationsofmarket/commercialproduction
o Smallmarket
o Limitedcapital
o Poorinfrastructure
o Conservatism
o LimitedLabourskills
o Limitedentrepreneurialskills
o Politicalinstability
o Poortechnology
o Poorlandtenuresystem

FACTORSOFPRODUCTION/AGENTSOFPRODUCTION
Factors ofproduction also known as agentsofproduction referto resources used in the
productionprocesstoproducegoodsandservicesinordertosatisfyhumanwants.
Productioncannottakeplaceifoneofthefactorsofproductionismissing.Thisimpliesthatthe
factorsofproductionareinterdependent.Someofthefactorsofproductionarefinancial(financial
resources)suchascapital,somearenatural(naturalresources)suchasLandandothersare
humansuchaslabourandentrepreneurship.
Therearefourfactorsofproductionnamely;

o Land
o Labour
o Capital
o Entrepreneurship.

Eachofthem isrewardedforitscontributionintheprocessofproductionandsucharewardis
calledafactorPrice.
NB
A factorpricereferstoamonetaryreward/paymentgiventoafactorofproductionforits
contributionintheprocessofproduction.
Thefactorpricesare;

o Wagesandsalariesforlabour
o Interestforcapital
o Profitforentrepreneurship
o Rentforland

LAND
Thisreferstoallnaturalresourcesi.e.freegiftsofnaturethatareusedintheprocessof
production.
Itincludesallkindsofnaturalresourcessuchasagriculturalland,minerals,plants,waterbodies
etc.
Characteristicsofland

o Itisafreegiftofnature
o Landisfixedinnature
o Productivityoflandvaries
o Landissubjectedtothelawofdiminishingreturns
o Landismobileoccupationallyandimmobilegeographically

Usesofland
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o Providesspacefortheconstructionofmanufacturingplants.
o Providesspaceforagriculture/farming
o Providesrawmaterials/minerals
o Providesforcesthatrunmachineslikewind
o Usedforsettlement/residentialpurposes
o Landisusedforrecreationandtourism

RENT
Thisisthemonetaryrewardto landasafactorofproductionforitscontributioninthe
productionprocess.
HoweverallrentforLandiseconomicrentbecauseofthefollowing:

o Landisafreegiftofnaturewithnosupplyprice.
o Thesupplyoflandisfixed(perfectlyinelastic)

Transferearningsandeconomicrent
Eachfactorofproductionhasaminimum rewardrequiredtokeepitinitspresentemployment
withoutinducementtochangetoalternativeemployment.Sucharewardiscalledtransfer
earnings/supplyprice.
ForexampleifaworkerwhoiswillingandcomfortabletoworkforShs.200,000,thisishis
transferearningsbecauseforaslongasheisearningthat,heisnotwillingtochangethejob
butanyearningsbelowthatvaluewillinducethepersontochangetoanotheremployment/job.
However,itshouldbenotedthatit’spossibleforthepersontoearninexcessofthetransfer
earningse.g.ifthatworkerispaidShs.300,000,itmeansthatheisearningshs.100,000in
excessofthetransferearnings.Shs.100.000iswhatwerefertoasEconomicrent.
Definitions
Transferearningsrefertotheminimum /lowestpaymenttoafactorofproductiontokeepit
keepitinitscurrent/presentemployment/useandpreventitfrom shifting/transferringtothe
nextbest/alternativeuse.
Economicrentreferstotheextraearningsgiventothefactorofproductionwhichisoverand
abovethetransferearnings/supplyprice.

AnillustrationofEconomicrent:

Calculationsinvolvingeconomicrent
Economicrent=Marketprice-Supplyprice/Transferearnings
OR; =Actualpayment-Supplyprice/Transferearnings

Example1
GiventhatthesupplypriceofafactorisShs.350,000butitisreceivingamarketpriceof
Shs.560,000,calculatetheeconomicrent.
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Solution
Economicrent=Marketprice-SupplyPrice

Shs.(560,000-350,000)
Shs.210,000/=

Example2
GiventhatapieceoflandisvaluedatShs.50,000,000/=bymarketagents,determineits
economicrent.

Solution
Economicrent=Marketprice-Supplyprice

ButtheSupplypriceofland=Shs0

ThereforeEconomicrent=Shs(50,000,000-0)
Shs.50,000,000/=

Exercise
GiventhattheSupplypriceofafactorisahalftimesitsmarketpriceandthemarketpriceis
recordedatShs.840,000,calculatethe

(i) Thefactor’stransferearnings
(ii) Theeconomicrent

TYPESOFRENT
1.Quasirent:Thisistheextraearningsforthefactorofproductionthatisoverandabovethe

transferearnings/Supplypricethathasinelasticsupplyintheshortrunbutelasticsupplyin
thelongrune.g.thesupplyofdoctorsintheshortrun.

2.Commercialrent;Thisisthepaymentmadefortheuseofadurableassete.g.houses,
tractors,generators,musicsystems,etc.

3.Scarcityrent:Itispaymenttothefactorofproductionespeciallylandduetoitsrelative
scarcitye.g.Landforconstructioninurbanareasisrelativelyscarceduetoitsincreased
demandforit.

4.DifferentialRent:Itisareward/paymenttoafactorofproductionduetoitsuniqueness.
Normallyfactorsofproductionarenothomogeneous(notsimilar)e.g.Landwhichismore
fertilewillearnhigherrentthanonewhichisinfertile.

5.Site/Locationrent:Itisthetypeofrentwhichispaidtothefactorsofproductionespecially
landduetoitslocatione.g.urbanlandearnsahigherrentthantherurallandbecauseofits
locationintheurbanareas.

FACTORSTHATDETERMINE/INFLUENCE/AFFECTECONOMICRENT
1.ThelevelofSupplyofafactorofproduction.

Afactorofproductionwithhighsupplyearnsalow economicrentandtheonewithlow
supplyearnsahigheconomicrent.

2.Thelevelofdemandforthefactorsofproduction
Ahighdemandforthefactorofproductionimpliesahigheconomicrentandthelowerthe
demandforthefactorofproductiontheloweritseconomicrente.g.urbanlandwhichhas
highdemandearnsahighereconomicrentthanthelandinruralareas,

3.TheElasticityofsupplyoffactorsofproduction.
Themoreelasticthesupply,thelesstheeconomicrentandwheresupplyisperfectly
inelastic,economicrentishigh,andeconomicrentiszerowheresupplyisperfectlyelastic.

4.Theelasticityofdemandforafactorofproduction.
Afactorofproductionwithinelasticdemandearnsahigheconomicrentandtheonewith
elasticdemandearnsaloweconomicrent.
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5.DegreeofSpecificityofafactorofproduction.
Ahighlyspecificfactorofproductionearnsahigheconomicrentandalessspecificfactor
ofproductionearnslesseconomicrent.

6.Thedegreeofsubstitutabilityofafactorofproduction.
Afactorwithahighdegreeofsubstitutabilityearnsaloweconomicrentandtheonewitha
lowdegreeofsubstitutabilityearnsahigheconomicrent.

LABOUR
Thisreferstothehumaneffortbothmentalandphysicalthatisusedintheproductionprocess.
Labourisvitalintheprocessofproductionandwithoutitproductioncannottakeplace.
Thequalityoflabourcanbeimprovedthroughtrainingsoastoequiptheunskilledlabourwith

theappropriateskills.
Features/characteristicsoflabour

o Itshumanandcannotbeseparatedfrom theowner.
o Laboureffortcannotbestored.
o Itis a very mobile factorofproduction i.e.labouris both geographically and

occupationallymobile.
o Supplyoflabourdependsondifferentfactorslikepopulation,levelofeducation,training

facilitiesandsocialconditions.
o Itearnsawageorsalary.
o Labourisscarcebutitssupplycanbeincreased.
o Theproductivityoflabourisvariablei.e.sometimeslabourisveryproductivedueto

favourableemploymentopportunities.
o Thedemandforlabourisderiveddemandi.e.itisnotdemandforitsownsakebutfor

thesakeofgoodsithelpstoproduce.
TYPESOFLABOUR

1.Skilledlabour
Thisisatypeoflabourwhichhasacquiredspecialorspecificskillsthrougheducationand
training.Peopleacquireskillsthroughtrainingwhichmaybeformalorinformal.
Acquiringskillsthroughformaltraininginvolvesgoingthroughschoolandbeingtrained
usingaproperlydesignedcurriculum.
Ontheotherhandinformaltraininginvolvesacquiringskillswhileonthejob.

2.Semi-skilledlabour:
Thisisthetypeoflabourwhichhasacquiredelementarytraining,thereforenotadequately

trained.
3.Unskilledlabour

Thisreferstothattypeoflabourwhichhasnotacquiredanyspecificorspecialskills
througheducationandtrainingi.e.itisnotequippedwiththeappropriateskills.

4.Productivelabour
Itreferstothatlabourwhichisengagedintheproductionofgoodsandserviceswitha
marketvalue.Suchlabourisrewardedwithawageorasalary.

5.Unproductivelabour
Thisreferstolabourwhichdoesn’tproduceanygoodsandservices.

NB
Co-operantfactorsoflabourarethecomplementingfactorsthatlabourworkswithtoproduce
goodsand services.Theyare the otherfactorsofproduction such ascapital,land and
entrepreneurship.

OTHERCONCEPTSUSEDINRELATIONTOLABOUR
1.Productivityoflabour/labourproductivity.

Thisisthemeasureofthequantityofoutputthataunitoflabourcanproduceinagiven
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periodoftime.
2.Efficiencyoflabour/Labourefficiency.

Thisisthemeasureofthequantityandqualityofoutputthataunitoflabourcanproducein
agivenperiodoftime.

FACTORSTHATAFFECT/DETERMINE/INFLUENCELABOUREFFICIENCYANDLABOUR
PRODUCTIVITY

1.Levelofwages.
A highlevelofwagemotivatesworkersandmakesthem moreefficientandproductive
becausetheyarecontentedwiththewagepaidtothem whereaspoorlypaidworkersarede-
motivatedandthereforearelessefficientatworkhenceproducinglessoutput.

2.Thelevelofeducationandtraining/skills.
Highlyskilledworkersareveryefficientwhendoingworkbecausetheyarewellconversant
with the work being done,while labourefficiency is low forthose workers without
appropriateskillsbecausetheyarenotconversantwithwhattheyaredoing.

3.Leveloftechnology.
Labourefficiencyishighwhenworkersareusingmoderntechnologybecauseitmakeswork
fasterwhilepoorandoutdatedtechnologyleadsto low labourefficiencybecausethe
productionisslow.

4.Thequalityofmanagement.
Goodmanagementinthebusinessleadstohighlabourproductivityandefficiencybecause
iteffectivelysupervisestheworkershenceproducingmoreoutput.Ontheotherhand,poor
managementinthebusinessleadstolowlabourefficiencyandproductivitybecauseofpoor
supervisionoftheworkers.

5.Theworkingconditions.
Goodworkingconditionslikesafetyprecautions,hoursofwork,accommodation,transport
facilitiesandmedicalfacilitiesetcmotivateworkersandmakethem producemoreoutput
whilepoorworkingconditionsleadtolowlabourefficiencybecauseworkersaredissatisfied
withtheworkingconditions.

6.Mentalabilitiesandphysicalstrength.
Amentallysoundand/orphysicallystronglabourerismoreproductiveandefficientatwork
becausesuchaworkerhasasoundmindwhichenableshim/hertoeffectivelyperform the
requiredtasksthusleadingtohighoutputwhilementaldisabilitiesleadtoinefficiency
becausetheworkersdonothavesoundmindtoeffectivelyperform tasksthuslowoutput
produced.

7.Theattitudeofaworkertowardswork.
Labourefficiencyishigherforworkerswithpositiveattitudetowardsworkbecausetheyare
committedtotheirtasksthusleadingtohigheroutput.Ontheotherhand,workerswith
negativeattitudetowardsworkarelessefficientbecausetheyarenotcommittedatwork
thusleadingtolowoutput.

8.Levelofspecialisationofaworker.
Labourefficiencyishighforlabourthatishighlyspecialised becauseitenableslabourto
engageinaparticulartaskinwhichitisgoodathencebecomingmoreefficient.Ontheother
handlabourefficiencyislow forworkersthatarenotspecialisedbecausetheydonot
concentrateonaparticulartaskhencelessefficient.

9.Politicalatmosphere.
Politicalstabilityleadstohighlabourproductivityandefficiencybecauseitallowspeopleto
settleandconcentrateontheirworkwhilepoliticalinstabilityleadstolowlabourefficiency
andproductivitybecauseworkersliveunderfearandthusdonotconcentrateatworkthus
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lessefficientatwork.
10.Availabilityandefficiencyofco-operantfactorsofproduction.

Thepresenceofco-operantfactorsofproductionthatareefficientleadstohighefficiencyof
laboursincelabourworkhandinhandwiththoseotherfactorsofproductionwhichleadsto
highoutput.Ontheotherhandabsenceofefficientco-operantfactorsofproductionlimits
labourefficiencybecause ofpoorco-ordination between labourand otherfactors of
productionhencelowoutputproduced.

11.Naturalabilities/Talents.
Highlevelofnaturalabilitiesleadstohighlevelofefficiencybecauseofthehighlevelof
creativityandinnovationofsuchworkers.Ontheotherhandpeoplewithlimitednatural
abilityarelessefficientinproductionbecausetheyarelesscreativeandinnovative.

12.Degreeofexperience/Expertise.
Highdegreeofexperienceoflabourleadstohighlevelofefficiencybecauseexperienced
workersareknowledgeableabouttheirworkandthereforeperform thetaskswithease.On
theotherhandlow degreeofexperienceleadstolow labourefficiency,thisissobecause
workersarelessknowledgeableabouttheirwork,hencetakealotofworkperformingtheir
tasks.

Factorsthatleadtohighlabourefficiency:
 Highlevelofwages
 Highlevelofskills
 Presencemodern/advancedtechnology
 Presenceofgoodmanagementinbusiness
 Presenceofgoodworkingconditions
 Presenceofmentallysoundandphysicallystronglabour
 Positiveattitudetowardswork
 Highlevelofspecilalisationoflabour
 Presenceofpoliticalstability
 Presenceofefficientco-operantfactorsofproduction
 Highlevelofnaturalability/talents
 Highdegreeofexperience/expertise

Factorsthatleadtolowefficiencyoflabour:
 Lowlevelofwages
 Lowlevelofskills
 Poor/Primitive/Outdatedtechnology
 Poormanagementinbusiness
 Poorworkingconditions
 PresenceofmentallyUnsoundandphysicallyweaklabour
 Negativeattitudetowardswork
 Lowlevelofspecialisation
 Politicalinstability
 Absenceofco-operantfactorsofproduction
 Lownaturalability/Limitednaturaltalents
 Lowdegreeofexperience
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FACTORMOBILITY/MOBILITYOFFACTORSOFPRODUCTION
Factormobilityreferstotheability/ease/degreewithwhichafactorofproductioneither
movesfrom onejobtoanotherorfrom onegeographicalareatoanother.
Factormobilityisbothoccupationalandgeographical.
Geographicalmobilityofafactorofproductionistheeasewithwhichafactorof
productionmovesfrom oneareatoanother.
Occupationalmobilityofafactorofproductionistheeasewithwhichafactorof
productionmovesfrom onejobtoanother.
Theinabilityofthefactorsofproductiontomovefrom onejobtoanotherorfrom one

geographicalregiontoanotheristermedasimmobilityoffactorsofproduction.

LABOURMOBILITY:
Thisreferstotheease/ability/degreewithwhichlabourmoveseitherfrom onejobto
anotherorfrom onearea/regiontoanother.
Themovementisbothoccupationalandgeographical.

Geographicalmobilityoflabour:Thisistheability/ease/degreewithwhichlabourmoves
from onegeographicalarea/regiontoanother.

Causesofgeographicalmobilityoflabour:
 Insecurity:labourmovesfrom oneareatoanotherduetoinsecurityinthecurrentarea
 Geographicalwagedifferentials:Labourmaymovegeographicallyespeciallyfrom rural

areastourbanareasinsearchofhigherwages.
 Thesearchforjobs.Somepeoplemovefrom oneregionto anotherinsearchfor

employmentopportunities.
 Naturalcalamitiessuchasdroughtandfloodscanmakeaworkertomovefrom one

placetoanother.
Occupationmobilityoflabour:Thisistheability/ease/degreewithwhichlabourmovesfrom
oneoccupationtoanother.

Causesofoccupationalmobilityoflabour:
 Thedesireforhigherwageswhicharefoundinotheroccupations.
 Poorworkingconditionsatthecurrentjob.
 Pooradministrationandlackofprospectsforanypromotionatthecurrentjobmakes

workerstoleavecertainoccupationsandgoforotherjobs.
 Discriminationinthelabourmarketbasedonreligion,tribe,genderetc

Typesofoccupationalmobilityoflabour:

Verticalmobilityoflabour:
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Thisiswhereaworkermovesfrom ajobofalowerrank/gradetothatofahigherrankor
gradee.g.from theclassroom teachertoHeadteacherorfrom anaccountanttosenior
accountant.
Horizontalmobilityoflabour:
Thisiswhereaworkermovesfrom onejobtoanotherjobbutstillofthesamegradee.g.
aclassroom teachermovingfrom oneschooltoanotherbutstillremainsaclassroom
teacher.

Advantagesofmobilityoflabour:
 Itleadstohighlevelsofemployment;thisisbecauselabourcanmovetootherareas

wherethereisemployment.
 Itenableslabourtogethighwagessinceitmovefrom low payingjobstohighpaying

jobsorfrom lowpayingregionstohighpayingregions.
 Itleadstohighlabourproductivityi.e.labourtendstomoveawayfrom whereitisnot

fullyutilizedtoareasorjobswhereitisfullyutilized.
 Geographicalmobilityofenableslabourtocreateasenseofinternationalmobilitysince

labourfrom allpartsoftheworldcancometoworktogether.

Factorsthatinfluence/affect/determinantsoflabourmobility:
 Degreeofspecialization:Highlyspecializedlabourisimmobilebecausesuchlabourfinds

itdifficulttochangefrom oneoccupationtoanotherwhilelabourwhichisnothighly
specializedismobilebecauseitfindsitveryeasytochangefrom onejobtoanother.

 Thepaymenttolabourinthecurrentjob:Labourthatiswellpaidinthecurrentjobis
reluctanttochangehis/herjobhenceimmobilitybecausesuchlabouriscontentedwith
thepayments,whilelabourthatispoorlypaidinthecurrentjobiseagertochangetoa
betterpayingjobhencepromotingmobility.

 Thecostoftraining foranotheroccupation:A high costoftraining makeslabour
immobilebecauseitisnoteasytomeetthosecostsoastotakeonanewjob.Onthe
otherhandalowcostoftrainingforanotherjobmakesiteasytotrainandenablelabour
totakeonanalternativejobthuspromotingmobility.

 Conditionsofworkinthecurrentjob:Goodconditionsofworkinthecurrentjobmakes
labourimmobilebecauseitisreluctanttomovesinceitiscontentedwithconditionsof
workatthecurrentjobwhilepoorconditionsofworkinthecurrentjobmakeslabour
mobilebecauseworkersarekeentochangetoanewjobwhereconditionsarebetter.

 Theinformationaboutexistenceofotherjobopportunities:Labourismobilewhenitis
informedabouttheexistenceofotherjobopportunities,whileignoranceoftheexistence
ofotherjobsmakeslabourimmobile.

 Politicalclimate:Politicalinstabilitiesintheareasofalternativejobscausesimmobilityof
labourbecausepeoplefeartogothoseareasofalternativejobsforfearoflosingtheir
liveswhilepoliticalstabilityintheareaofthealternativejobmakeslabourmobile
becausepeopledon’tfeartogothoseareasofalternativejobssincetheirlivesarenotin
danger.

 The strengths oftrade unions and professionalbodies:Strong trade unions and
professionalbodiescauseimmobilityoflabourbecausetheyrestricttherecruitmentof
workersintheiroccupations,whileweaktradeunionsandprofessionalbodiesencourage
mobilityoflabourbecausetheydonothavetheabilitytorestrictrecruitmentofworkers
intheiroccupations.
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 Healthoftheworker:Workerswithgoodhealthconditionsaremobilebecausetheycan
workinanypartofthecountrywhilethosewithpoorhealthconditionsareimmobile
becausetheyarenotabletomoveandworkinsomeareas.

 Ageoftheworkers:Elderlypeopleareveryreluctanttochangeoccupationandthis
makeslabourimmobilebecausesuchpeoplearenotwillingtotakeonnewchallenges,
whileyoungpeoplewhoareveryvibrant,arestilladventurousandthereforeeagerto
changethejobandthismakeslabourmobile.

 Availabilityofjobsspecifications:Labourbecomesmobileiftheworkerhasormeetsthe
specificationsrequiredbytheemployers,inthealternativejob.Ontheotherhandlabour
thatlacksappropriatejobspecificationsisimmobilebecausetheemployersinthe
alternativeoccupationsarenotwillingtotakeonsuchpeople.

 Culturalfactor:Labourisimmobileifithasstrongculturaltiesbecauseitisnotreadyto
gotootherareaswithalternativejobs.Ontheotherhandlabourwithoutstrongcultural
tiesismobilebecausethereisnothingittoaparticulararea.

 Fearoftheunknown:Thiscausesimmobilityoflabourbecausepeoplefeartorisk
whereaslabourthatisdaringismobilebecauseitdoesn’tfearrisks.

LABOURIMMOBILITY:

ThisreferstotheinabilityofLabourtoeitherchangefrom onejobanotherorfrom one
geographicalareatoanother.
Therearetwotypesoflabourimmobility;

Occupationalimmobilityoflabour:Thisreferstoinabilityoflabourtomovefrom onejob
toanother.

Causesofoccupationalimmobilityoflabour:
 Limitednaturalability.Somepeopledonothavecertainnaturalabilitiesnecessaryfor

certainoccupationsandthereforetheycannottakeonsuchoccupations.
 Longtrainingperiodforotherjobs.Someoccupations/professionsthattakelongperiod

oftrainingbringsaboutoccupationalimmobilitye.g.MedicalDoctorswhotakeseven
yearstoqualifyandstartworking.

 Highcostoftrainingforanotherjob.Somepeopledonothaveadequatefundsnecessary
totrainforthealternativejobs.

 Oldage.Individualswhoareadvancedinagecannoteasilychangetootherjobsbecause
theyareapproachingretirementage.

 Highdegreeofspecialisationoflabour/Limitedskillsforthealternativejob.Workers
whoarehighlyspecialisedinoneoccupationfinditdifficulttomovetootherjobssince
theyhavequalificationsforoneoccupation.

 Highprospectsofpromotioninthecurrentjob.Ahighprospectofpromotioninthe
currentjobdiscourageslabourtojoinotherjobsforfearofmissingsuchpromotions.

 Highsocialstatus/Highselfesteem ofthecurrentjob.Individualsarereluctanttoleave
thecurrentjobbecauseofthehighselfesteem associatedwiththecurrentjobs.

 Barriersbytradeunionsandprofessionalbodies.Theselimitentryofotherpeople
withoutthenecessaryqualificationshencelimitingoccupationalmobilityoflabour.

 Stringentrequirementforalternativeoccupations.Thislimitstheoccupationalmobilityof
labourduetohighbureaucratictendenciesinvolvedingettingthealternativejobs.
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 Limitedinformationaboutalternativejob.Somepeoplearenotawareaboutthepresence
alternativejobshencefailingtochangefrom thecurrentjobtothealternativejobs.

 Betterwagesinthecurrentjobs.Employeesremaininthecurrentjobsbecausetheyare
satisfiedwiththewagespaidatthecurrentjobs.

 Betterworkingconditionsinthecurrentjob.Employeesarereluctanttoleavetheir
currentjobsbecauseofthegoodworkingconditionswhicharesatisfactory.

 Socialties/Restrictions.Employeesarereluctanttoleavethecurrentjobsbecauseofthe
socialattachmenttheyhaveatthecurrentjobse.g.religiousattachment,beingarelative
totheemployeretc.

 Highdiscriminationinthelabourmarket.Employeesareunabletojointhealternative
jobsbecausetheemployersinthenew jobsarenotreadytoofferthem thosejobsfor
somereasone.g.notbelongingtotherighttribe,raceorreligionoftheemployers’
preference

Geographicalimmobility:This refers to the inability oflabourto move from one
geographicalareatoanother.

Factorthatcausegeographicalimmobilityoflabour
 Limitedinformationaboutexistenceofjobsinotherareas
 Politicalinstabilityinsomeareasoftheeconomy
 Poorinfrastructureinsomepartsofthecountry
 Strictimmigrationlaws
 Lowwagesinsomepartsofthecountry
 Poorworkingconditionsinsomepartsofthecountry
 Hightransportcoststomovetosomepartsofcountry
 Socio-culturalties

Solutionsforlabourimmobility:
 Advertiseemploymentopportunitiessoastomakepeopleawareoftheexistingjobs.
 Encouragethepeopletoretrainorgoforrefreshercoursessoastobeoccupationally

mobile.
 Improvethepoliticalatmospheresoasomakeallareasaccessibletotheworkers
 Thegovernmentshouldregulatethepowersofthetradeunionsandprofessionalbodies.
 Infrastructureshouldbedevelopedtoencouragethemovementoflabourfrom oneplace

toanother.
 Thegovernmentshouldrelaximmigrationlawssoastoencouragethepeopletogofor

employmentoutsidethecountry.
 Increasewagesinareaswithlowwages.
 Improveworkingconditionsinotherareas/alternativejobs.
 Fightsocialprejudices.
 Subsidizetransportforworkers.

Factorsthatpromote/encouragelabourmobilityinaneconomy:
 Lowlevelofdiscriminationinthelabourmarket
 Limitedsocialties/limitedrestrictions
 Betterworkingconditionsinthealternativejobs
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 Betterwagesinthealternativejob/occupation
 Presenceofinformationabouttheexistenceofalternativejobs
 Presenceofrequirementsforthealternativejob
 Absenceofbarriersbytradeunionsandprofessionalbodies
 Highsocialstatus/highselfesteem ofthealternativeoccupation
 Lowprospectsofpromotioninthecurrentjob
 Lowdegreeofspecializationoflabour/presenceoftherequiredskillsforthealternative

occupation
 Youthfullabour
 Lowcostoftrainingforthealternativejob
 Shortperiodoftrainingforthealternativeoccupation
 Presenceofnaturalabilitiesforthealternativeoccupation

DIVISIONOFLABOURANDSPECIALISATION:
Division ofLabourrefers to the actofallocating differenttasks among different

individuals during the production ofa particularcommoditye.g.in shoe
manufacturing,somepeoplecandesignthesoles,otherscuttheupperleather,othersfix
thelaces,etc.inordertocompletetheproductionofashoe.

Specialization:
Thisreferstotheconcentrationofanindividualoracountryonproducingoneorafew
goodsordoingaparticulartypeofworkorproducingaparticularcommoditywhich/that
individualorcountryisgoodat.

Types/FormsofSpecialization

 Specializationbyskill/profession:Thisiswhereanindividualora workerconcentrates
onaparticularskillorworkorprofessiononeisgoodat.e.g.onespecalisesasateacher,
doctor,anengineer,etc

 Specialisationbycommodity:Inthiscaseanindividualconcentratesontheproductionof
aparticularcommoditythathe/shecandobetterthanothers.

 SpecialisationbyProcess:Thisiswhereaworkeroragroupofworkersconcentrateon
performingaparticularactivityintheproductionprocess.

 Specialisationbyareaorregion/RegionalSpecialisation:Thisiswhereaparticularregion
orarea concentrateson carrying outa particularactivityorproducing a particular
commoditythattheycandobetterthanothers.egteagrowinginanarea.

 Internationalspecialisation:this is where a country concentrates on a particular
commodityorfieldofproductioninwhichithasacomparativeadvantageoverothers.
ForexampleBrazilforCoffee.

Merits/advantagesofSpecialisation:
 Itimprovesthequalityofoutputsinceskilledworkers/expertsusingmachinesare

employed
 Itimprovestheskillsoftheworkersbecausetheworkersdothesameactivityrepeatedly.
 Itincreasesproduction/outputi.e.itencouragesmassproductionsinceeveryworker

becomesanexpertinhisworkandproducesgreateroutputwithinashorttime.
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 Itsavestimethatwouldotherwisebewastedmovingfrom orjobtoanotherandlearning
anewtaskasaworkerconcentratesononlyoneactivity

 Itincreasesresourceutilizationbecauseofimprovedefficiencyintheuseofmachines.
 Itpromotescommercialisationintheeconomybecauseitbringstheneedforexchange

inordertogetwhatyoudon’thaveorwhatyoucannotproduce.
 Itencouragestheuseofmachinesintheproductionprocesswhichleadstoincreased

output
 Itreducesfatiguebymakingtheworkmoreenjoyableandlesstiresome
 Itprovidesemploymenttospecialistworkerse.g.engineers,accountantsetc
 Itprovidesavarietyofproductsbecausedifferentpeopleengageinproducingdifferent

products

Demeritsofspecialisationanddivisionoflabour
 Itcreatesalotofinterdependencewhichcausesdelayorastandstillinproductionin

caseoneworkerisnotthere.
 High risks ofunemploymentwhere the more specialised one is,the lowerthe

occupationalmobility.Thisisso in theeventofchangein demand orfashion as
specialistworkerswhoarelaidoffcannoteasilyshifttoothertasksorjobs

 InternationalSpecialisation encourages economic resource dependence i.e.where
countriesrelyonresourcesfrom othercountriesfortheirdevelopmentandsurvival.

 Leads to decline in craftsmanship with employmentofmachineryin a production
processes,theworkmanceasetobeinnovative/creative/inventiveandbecomesmere
attendantofthemachines

 Specialisationmayalsoleadtoreductioninthequalityoffinalgoods.Thisisbecauseno
singleworkeristoblameforbadresults.

 Createsmonotonyandboredom bydoingthesametaskrepeatedly.Boredom atwork
increasestheriskofaccidentsand absenteeism both ofwhich lead to declinein
production.

 Breakdownofmachineryatonestagebringstheentireproductionprocesstoastandstill
 Itleadstooverproductionhencewastageduetolimitedmarket
 Leadstoquickdepletionofresourcesduetoover-exploitationofnaturalresources.

Specificityoffactorsofproduction
Thedegreeofspecificityoffactorsofproductionreferstotheextenttowhichafactorof
productioncanbetransferredfrom onepurposetoanother.
Somefactorsofproductionarespecificorspecialisedwhileothersarenot.Afactorissaidto
bespecificifitisofaspecialisedkindandthereforecannoteasilybeusedforanyother
purposeotherthantheoneitwasoriginallyintendedfor.Suchfactorsinclude:veryhighlyskilled
andtrainedlabourandsomecapitalassetslikeflatiron,sewingmachines,fridgeetc

Whilenonspecificfactorsofproductionarethosethatcaneasilybetransferredfrom oneuseto
anothere.g.unskilledlabour(casuallabour),agriculturallandetc.

Relationshipbetweenmobilityandthedegreeofspecificityoffactorsofproduction
Thedegreeofspecificityoffactorsofproductionaffectsitsmobilityinthat factorsof
production which are highlyspecialised are occupationallyimmobile where asfactorsof
productionwithalowdegreeofspecialisationareoccupationallymobile.
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CAPITAL:
Capitalreferstoallmanmadegoodsthatareusedintheprocessofproductiontoproduce
othergoodse.g.machinery,buildings,cash,vehicles,etc.
Capitalisrewardedwithinterest.

Types/Formsofcapital:

 RealCapital:Thisisthecapitalinform ofphysicalassetse.g.thefixedassetslike
machinery,buildings,vehicles,etc

 Liquid/moneycapital:Thisiscapitalinform ofcashwhichincludesbothcurrencynotes
andcoins.

 PrivateorIndividualcapital:Thisiscapitalownedexclusivelybyanindividualoragroup
ofindividualsandit’saccumulatedbythem.Examplesincludeinvestmentinbusiness,
sharesofcompaniesandbankdepositswhichbringincometoanindividual.

 Public/SocialCapital:Thisiscapitalownedbythestateandusedcollectivelybythe
societye.g.Publichospitals,publicschools,publicparksetc.

 FixedCapital:Thisiscapitalinform ofdurableassets.
 FloatingCapital:Thisiscapitalwhoseuseisnotfixedandcanbeusedformany

purposese.g.money(cash),buildings,etc
 SunkCapital:Thisisfixedcapitalthatcannotbeusedforanyotherpurposeapartfrom

oneithasbeenmadefore.g.Railwayline,icecream plantetc.
 Circulatingorworkingcapital:Thisisthecapitalinform ofcashwhichisusedtomeet

thedaytodayexpendituresofthebusinesse.g.payingwages,purchasingrawmaterials,
meetingtransportcosts.CirculatingcapitalisalsoreferredtoasWorkingcapitalor
Variablecapital

 Humancapital.ThisistheskillwhichisinstilledinLabourorhumanpersonsthrough
educationortraining.

Featuresofcapitalasafactorofproduction:

 Capitalismanmade
 Capitaldepreciatesinvalueduetowearandtear
 Capitalaccumulateswithtime
 Itsrewardisinterest

Sourcesofcapitaltoanindividual:
 From personalsavings
 Inheritedwealthorincomes
 From retainedprofits
 Acquisitionofloansfrom financialinstitutions
 Loansfrom prosperityforall.
 Giftsandtransferincomes

Sourcesofcapitaltothegovernment:
 Revenuerealizedfrom taxes
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 Proceedsfrom publicenterprises
 Donationsandgrantsfrom othercountries
 Loansfrom donors
 Raisingmoneythroughthesaleoftreasurybills.

RoleofCapitalintheProductionprocess
 ItincreasesefficiencyandproductivityofotherfactorsofproductionespeciallyLabour.A

personwhoisequippedwithcapitalgoodssuchasmachinesisinabetterpositionto
increasehis/heroutputlevelsandthequalityofoutputalsoimproves.

 Itfacilitatesoptimum useofresources/Facilitatesoptimum employmentofresources.
Capitalinform ofmachineryenablesaneconomytoutilize theavailableresourcesand
thereforereduceresourcewastage.

 Itfacilitatesresearchinaneconomy.Capitalinform ofmachineryandmoneyenables
researchtobeintroducedinvarioussectorsandthisthereforeresultsintotechnological
development,innovationsandinventionswhichhelpinrapiddevelopmentofthesectors
oftheeconomy.

 Itpromotesspecialisationintheproductionprocesssincemachinesareusedandthey
make specialisation veryeasy.Capitalin form machineryenables an individualto
concentrateinproductionofaparticularcommodity.Thisresultsintoanincreasein
volumeofgoodsandserviceshencepromotingtradeinaneconomy.

 Capitalisanengineofeconomicreforms. Capitalmakesitpossibletotransform a
primitive economy to a more sophisticated economy i.e.capitalis a means of
technologicaltransformationwhereabackwardsocietycaneasilybechangedtoa
modernone.

 Itfacilitatesexchangeandtradeandthereforeencouragingcommercialproduction.
 Itfacilitatesthedevelopmentofinfrastructure,becausemoneyisusedtoconstructgood

infrastructure.
 Itleadstoincreasedoutputofgoodsandservicesbecauseitsimplifiesandquickensthe

productionprocess.Capitalinform machinerysimplifieshardtaskswhichcannoteasily
bedonebyLabourandthereforemoreoutputcanberealisedintheproduction.

 Itfacilitates furthercapitalaccumulation byusing realcapitalassets as collateral
security,i.e.realcapitalenablesindustriesorfirmstogetloansfrom financialinstitutions
whichincreasethelevelofinvestmentinthecountry.

 Itfacilitatesindustrialisationprocessbecausethemoneyisusedtobuildorconstruct
industries thatproduce goods and services,capitalin form machineryenables an
economytoestablishlargeindustrialbasewhichhelpsintransformingtherawmaterials
intofinishedgoods.

 It improves the quality of finalgoods because the use of machines ensures
standardisationofgoods.

 Itimproveslabourskills.Aslabourusesmachinesintheproductionprocess,itacquires
differentskillsofoperating,maintainingsuchmachines.

 Createsemploymentopportunities.Liquidcapitalfacilitatesinvestmentinthecountry
thushelpinginthecreationofemploymentopportunities.

 Itpromotestechnologicaldevelopmentandtechnologicaltransfer.Moneycapitalis
usedtocarryoutresearchintobettermethodsofproduction,atthesametimeitisused
tobuynew machines/technologyfrom othercountries.Thenew technologyacquired
improvestheabilityofacountrytoutiliseitsnaturalresources.

 Itreduceseconomicdependence.Capitalenablesthecountrytodevelopthedifferent
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sectorsoftheeconomysuchasagriculture,industry,tourism etc,thishelpstoreduce
sectoraldependence.

.

NegativeroleofCapitalinaneconomy:
 Itleadsto overexploitationofresources.Themachinesirrationallyexploitsthe

naturalresourcesinthecountrythuscausetheirquickdepletion.
 Creates socialcosts like pollution.Mostmachines pollute the environmentby

releasingdangerousgasesintotheatmosphere;thisreducesthequalityofpeoples’
livesintheaffectedareas.

 Creates technologicalunemployment.Some machines replace human labourat
placesofworkandthiscauseunemploymente.g.theintroductionoftheAutomated
tellermachines(ATM)inthebankingindustryhavereducedjobopportunitiesfor
labourinthesector.

 Capitalleadstooverproduction,thisisbecausemachinesworkataveryhighspeed
andproducegoodsinexcessofdemand,whichleadstowastageofresources.

 Capitalinform ofmachinesisassociatedwithaccidents,theseleadtolossoflife,
propertyandgoodsbeingproduced.

CapitalAccumulation/CapitalFormation

Capitalaccumulationorformation:Thisreferstotheprocessofcreatingacountry’sstockof
capitalgoodsmainlythroughInvestment:

OR:Theprocessofincreasingacountry’sexistingstockofproducergoodsorcapitalgoods.

Importantconceptstonote:

 Capitalappreciation.Thisreferstotheincrease/gaininthevalueofcapitalgoods
/assets.

 Capitaldepreciation/Capitalconsumption:Thisreferstothereductioninvalueofthe
capitalassets/capitalgoodshavingbeenusedovertime.
OR:Thisreferstothewearandtearofmachinesofmachinesduringtheproduction
process.

 Capitalconsumptionallowance:Thisisthemoneyorfundputasidebythebusiness
ownerssoastoreplacethewornoutcapitalassetsbymakingrepairs,bybuyingspare
parts.

Factorsaffect/influence/determinantsofCapitalAccumulation/Formation:

 Thelevelofincome:Highlevelsofincomeearnedbyindividual’sincreasestheamountof
moneysaved bythem orthenation .Increased savingsthereforepromotescapital
accumulationduetoincreasedinvestment. Ontheotherhandlow levelsofincome
earnedby individualsoranationleadstolow levelsofsavingshinderingcapital
accumulationduetolowlevelsofinvestment.
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 Levelofsavings:Highlevelsofsavingsacceleratesthelevelofinvestmentinthecountry
duetopresenceofinvestmentfunds,thispromotestheprocessofcapitalformationin
thecountry,whilelowlevelsofsavingsleadstolowlevelsofinvestmentduetolimited
investmentfund,thislimitstheprocessofcapitalaccumulationinthecountry.

 Politicalatmosphere:Politicalinstabilityinaneconomydiscouragestheprocessof
investment,thisisbecauseitscaresawaythepotentialinvestorsduefearoflosingtheir
propertyandlives.Ontheotherhandpoliticalstabilitypromotesthelevelsofinvestment
inthecountry,thisisbecausetheinvestorsarenotscaredoflosingtheirlivesand
property,andthispromotesthecapitalformationprocess.

 Populationgrowthrate:Highpopulationgrowthrateleadstohighdependencyburden
whichresultsintolowlevelsofsavingslimitinginvestmentinthecountrythusleadingto
capitalaccumulation. Ontheotherhand low populationgrowthrateleadsto low
dependencyburdenwhichpromotesinvestmentinthecountrythusleadingtohighlevels
ofcapitalaccumulation.

 Levelofdevelopmentofinfrastructure:A high levelofdevelopmentoffinancial
institutionsencouragespeopletosaveandalsoenablesindividualstoborrowfundsfor
investment;thispromotescapitalaccumulationinthecountry.Onthehandlowlevelof
developmentoffinancialinstitutionlimitsmobiliastionofsavingsandalsomakesit
difficultforpotentialinvestorstoacquireloans,limitinginvestmentandthuslowlowsof
capitalaccumulation.

 Levelofentrepreneurship:Highlevelofentrepreneurialskillsinaneconomyleadstohigh
levelsofinvestmentbecausetherearemanypeoplewhoarereadytoinitiatebusinesses
andsustainthem;thispromotescapitalaccumulationinthecountry.Ontheotherhand
lowlevelsofentrepreneurialabilityleadstolowlevelsofinvestmentbecausethereare
fewpeoplewhoarereadytoinitiatebusinessesandsustainthem,thislimitstheprocess
ofcapitalaccumulationinthecountry.

 Therateofinflation.Highrateofinflationinaneconomydiscouragessavingsthus
limitinginvestmentfundsthusleadingtolow investmentinthecountrythuslowlevels
ofcapitalaccumulation. Ontheotherhandlow rateofinflationencouragessavings
whichleadstohighinvestmentfunds,thispromotesinvestmentthusleadingtohigh
levelsofcapitalaccumulation.

 SizeoftheMarket:Alargemarketsizeencouragesinvestmentinthecountryduetohigh
levelsofprofitabilityofdoingbusiness,thispromotescapitalaccumulationinthecountry
Onthehandasmallmarketdiscouragesinvestmentduetolowlevelofprofitability,and
thislimitscapitalaccumulationinthecountry.

 Availability ofinvestmentincentives: Presence ofinvestmentincentives such as
provisionofsubsidies,taxholidaysetc.,encouragesinvestmentinthecountryduelow
costofdoingbusiness,thispromotescapitalaccumulationinthecounty.Onthehand
limitedinvestmentincentivessuchhighlevelsoftaxation,low levelsofsubsidiesetc.
discouragesinvestmentinthecountryduetolowlevelsofprofitabilityofdoingbusiness,
thuslimitingcapitalaccumulation.

 Thedegreeofaccountability.Highlevelsofaccountabilityencouragesinvestmentinthe
countrybecausepotentialinvestorsarenotaskedforbribes,thispromotescapital
accumulationinthecountry.Ontheotherhandlowlevelsofaccountabilitydiscourages
investmentbecausepotentialinvestorsareaskedforbribes,thislimitstheprocessof
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capitalformationinthecountry.
 ThelevelofCapitalinflow andCapitaloutflow:Highlevelsofcapitalinflowsinthe

countryleadstohighlevelofinvestmentbecauseofpresenceofthenecessarycapital,
thispromotesthecapitalaccumulationprocessinthecountry.Ontheotherhandhigh
levelofcapitaloutflowslimitsinvestmentsfundsinthecountryduelowslevelsofthe
necessarycapital;thislimitsthecapitalaccumulationprocessinthecountry.

 Existingstockcapital:Highlevelsofcapitalstockencourageinvestmentinthecountry
thispromotescapitalaccumulation.Ontheotherhandlowlevelsofexistingcapitalstock
limitsinvestmentlevelsinthecountry,thuslowlevelsofcapitalaccumulation.

 Thetimepreference/Consumptionhabits:Thisisthedesirebyindividualstospendtheir
incomenow orlater.Wherethereispositivetimepreference,itlimitssavingsthus
discouraginginvestmenthencehinderingcapitalaccumulation.Onthehandanegative
timepreferenceimplieslowlevelsofpresentconsumptionwhichleadstohighlevelsof
savingsthuspromotinginvestment;thisencouragescapitalaccumulationinthecountry.

 Demonstrationeffectsinconsumption:Ahighlevelsofdemonstrationeffectsleadsto
highlevelsofconsumption,thislimitssavingsthuslowlowsofinvestmentleadingtolow
levelsofcapitalaccumulation,ontheotherhandlow levelsofdemonstrationeffects
leadstolowlevelsofconsumption,thisencouragessavingsthuspromotinginvestment
andhencepromotingcapitalaccumulation.

 Culturalfactors/Degreeofconservatism.Highdegreeofconservatism limitsthelevelof
investmentsinthecountrybecauseconservativepeoplearelessadventurousthus
leadingtolow levelsofcapitalaccumulationduetolow levelsofinvestment.Onthe
otherhandlow degreeofconservatism encouragesinvestmentinthecountrybecause
people are more adventurous and willing to take risks thus promoting capital
accumulation.

 Levelofinterestrateonloansorsavings:Highinterestrateonloansdiscourages
investmentbecauseofhighcostofdoingbusinesswhichlimitsprofitabilitythuslimiting
capitalaccumulation.On the otherhand low interestrate on loans encourages
investmentduetolow costofdoingbusinesswhichleadstohighprofitabilitythus
promotingcapital
accumulation.

 Thelevelofmonetisationoftheeconomy/Thesizeofthesubsistencesector:Highlevel
ofmonetisationoftheeconomyencouragescommercialproductionwhichleadstohigh
levelsofincomesamongthepeople;thispromotessavingsleadingtohighlevelof
investmentthushighlevelsofcapitalaccumulation.Ontheotherhandlow levelsof
monetisation ofthe economy discourages commercialproduction leading to low
incomesamongthepeople,thislimitssavingsleadingtolow levelofinvestmentand
thuslowlevelsofcapitalformation.

 Thelandtenuresystem:Favourablelandtenuresystem increaseaccessibilitytolandby
potentialinvestorswhichleadstohighlevelsofinvestmenthencepromotingcapital
accumulation.Ontheotherhand unfavourableland tenuresystem deniespotential
investorstolandwhichlimitsinvestmentsinthecountryhencelow levelsofcapital
accumulation.

 Thestateoftechnology:Advancedtechniquesofproductionencouragesinvestmentin
thecountry,thispromotescapitalaccumulation.Ontheotherpoorstateoftechnology
discouragesinvestmentinthecountry,thislimitscapitalformationinthecountry.

FactorspromotingCapitalformation



MajorchainMegette:Workhardinsilence,letsuccessbeyournoisePage21

 Highlevelsofincome
 Highlevelsofsavings
 Lowrateofinflation
 Presenceofwell-developedinfrastructure
 Presenceofinvestmentincentives
 Highlevelsofentrepreneurship
 Presenceoflargemarketsize
 Highlevelsofexistingcapitalstock
 Highdegreeofaccountability
 Highlevelsofcapitalinflow
 Highlevelsoftechnologicaldevelopment
 Lowpopulationgrowthrate
 Lowdegreeofconservatism
 Lowinterestrateonloans/highinterestrateonsavings
 Highlevelsofpoliticalstability
 Favourablelandtenuresystem
 Highlevelofmonetisationoftheeconomy.
 Negativetimepreference
 Lowlevelofdemonstrationeffect.

Factorslimiting/hinderingcapitalaccumulation
 Lowlevelsofincome
 Lowlevelsofsavings
 Highrateofinflation
 Lowlevelofdevelopmentof(financial)infrastructure
 Limitedinvestmentincentives
 Lowlevelofentrepreneurialability
 Lowdegreeofaccountability/highrateofcorruptionandembezzlementofpublicfunds
 Lowlevelofexistingcapitalstock
 Highrateofcapitaloutflow
 Politicalinstability
 Lowlevelsoftechnology
 Highpopulationgrowthrate
 Highdegreeofconservatism /culturalrigidities
 Highinterestrateonloans/lowinterestrateonsavings
 Smallmarketsize/limitedmarket
 Poorlandtenuresystem
 Lowlevelofmonetisationoftheeconomy
 Positivetimepreference
 Highlevelofdemonstrationeffect

Measuresofincreasing/promotingCapitalaccumulation/Formation
 Controllingpopulationgrowthratesoastoencouragepeopletosaveandinvestbecause

ofreduceddependenceburden.
 Maintaining politicalstabilitytoencouragebothlocalandforeigninvestorsdueto

certaintyofdoingbusiness
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 Improvingontheinfrastructureespeciallythefinancialinstitutionssoastoenablethem
mobilizesavingsfrom peopleforinvestment.

 Extendingcreditfacilitiestoinvestorstoenablethem carryoutinvestment
 Improvingonthelandtenuresystem soastoenableinvestorsgetaccesstolandsoas

tocarryoutinvestment
 Controllinginflationtoencouragesavingsthatavailsfundsforinvestment
 Provide investment incentives such as subsidies,tax holidays that encourages

investmentduetolowcostofdoingbusiness
 Expandingthemarketsizee.g.throughjoiningregionaleconomicintegrationwhich

motivatespeopletocarryoutinvestmentduetowidenedmarketandthus
 increasedprofitability
 Fightingcorruption/ensurehighlevelsofaccountability
 Improvingentrepreneurialskills/ability
 Encouragingcapitalinflow
 Providingaffordableloans/creditfacilitiesorincreaseinterestonsavings

Factorslimitingmobilityofcapitalinclude:
 Highdegreeofspecificityofcapital
 Impossibilityofrelocating/Fixednatureofsomecapitale.g.abuildingisnotmovable
 Excessiveweightofsomecapitalgoodse.g.heavymachinesarenoteasilymovedfrom

oneplacetoanother.
 Highcostinvolvedinchangingtheuse.
 Lowpaymentinalternativeuse
 Inappropriateconditionsinalternativelocation/use
 Highcostoftransportingsomecapitalfrom oneplacetoanother.
 Unfavourablegovernmentpolicytowardsmovementofcertaincapital
 Poorlandtenuresystem whichleadstolandfragmentationwhichdoesnotenablethe

useofheavytractors.
 Limitedskilledpersonneltomanagecapitalinotherlocations.

b
ENTREPRENEURSHIP:
Thisisafactorofproductionthatinitiatesbusiness,controls,coordinates,organisesand
takesalltherisksi.e.he/shebringstogetheralltheotherthreefactorsofproduction.
Entrepreneurshipisdonebyanentrepreneurwhoisapersonorgroupofpeoplewho
initiatesthebusiness.Theentrepreneuristhehighestdecisionmakerinanybusiness.An
Entrepreneurearnsprofitsforhis/hercontributionintheproductionprocess.

TypesofEntrepreneurs
 Directors
 Soletraders
 Shareholders
 State

TheFunctionsofanentrepreneur:
 Initiatingbusinessactivities.Theentrepreneuristheinventorwhothinksaboutwhatto

produce,contributesthecapitalandstartproduction.
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 Moblising,organising,andcoordinatingotherfactorsofproduction
 Making alltheproduction decisionson behalfofthefirm sincehe/sheownsthe

business.
 Coordinatingbusinessactivities,he/sheisresponsibleformonitoringsupervisingandall

businessundertakings.
 Bearingthealltherisksofthebusiness.He/sheriskshiscapitalandotherresources

againstuncertaintiesinbusiness.
 Managingtheprofitsandlossesofthefirm
 Inventingandinnovatingbettermethodsofproductionsoastoincreasetheoutputand

alsoimprovethequalityofoutputsold.

Factorsaffect/influence/determinethesupplyoftheentrepreneurs:
 Sizeofthemarket:Wherethesizeofthemarketisbig,manypeoplearestimulatedto

risktheircapitalinthebusinessduetohighlevelofprofitabilitytherebyincreasingthe
supplyofentrepreneurs.Ontheotherhand anarrow marketdiscouragespotential
entrepreneursduetolowprofitabilityleadingtolowsupplyofentrepreneurs.

 Levelofeducationandtraining:Thehighlevelsofeducationleadstohighsupplyof
entrepreneursbecausesuchpeoplegainthenecessaryskillstoenablethem undertake
risks.Ontheotherhandlow levelofeducationlimitssupplyofentrepreneursbecause
suchpeoplefeartotakeriskssincetheyhavenotacquiredthenecessaryskills.

 Availability ofinvestmentincentives:presence ofinvestmentincentives such as
subsidies,taxholidaysetcleadtoincreasedsupplyofentrepreneursduetolowcostof
doingbusiness.Ontheotherhandlimitedinvestmentincentivessuchashighlevelof
taxation,limitedsubsidiesleadtolowsupplyofentrepreneursduetohighcostofdoing
business.

 Levelofeconomicdevelopment:highlevelofeconomicdevelopmentleadtohighsupply
ofentrepreneursduetohigheffectivedemand.Ontheotherhandlowlevelofeconomic
developmentlimitsthesupplyofentrepreneursduetoloweffectivedemand.

 Availabilityofcapitalandothereconomicresources:presenceofcapitalandother
factorsofproductionleadtohighsupplyofentrepreneursbecausethereareco-operant
factorsofproductionwhichattractspeopletoinitiate/startbusinesses.Ontheother
hand,limitedsupplyofcapitalandotherfactorsofproductionleadtolow supplyof
entrepreneursbecausetherearefew co-operantfactorsofproductionwhichhinders
initiation/startingupofbusinesses.

 Levelofdevelopmentofinfrastructures:Welldeveloped infrastructurelikefinancial
institutions extend loans to potentialinvestors thereby leading to high supply of
entrepreneurs.Ontheotherhand,low levelofdevelopmentoffinancialinfrastructure
limitsofprovisionofloanstopotentialinvestors,therebyleadingtolow supplyof
entrepreneurs.

 Thepoliticalclimate:Politicalstabilitygivesconfidencetopotentialtorisktheircapital
andotherresourcesinbusinessestherebyleadingtohighsupplyofentrepreneurs.On
theotherhandpoliticalinstabilitydiscouragespotentialentrepreneurstorisktheircapital
andotherresourcesinbusinessestherebylimitingthesupplyofentrepreneursinthe
country.

Factorswhichlimitdevelopmentofentrepreneurshipindevelopingcountries:
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 Inadequatetrainingfacilities:Thishashinderedthetrainingofentrepreneursandmodern
managersandadministrators.

 Poorinfrastructures:Inmanydevelopingcountriesthestateofphysical,financial,social
andcommercialinfrastructureisverypoorthislimitsinvestmentinthecountrythus
discouragingthedevelopmentofentrepreneurs

 PoorstateoftechnologyIndevelopingcountriesthereisuseofbackwardtechniquesof
production;thisleadstolow output,low revenue,andlow profitswhichdiscourages
entrepreneurship:

 Limitedcreditfacilities:Mostpeopleindevelopingcountriesdonothaveenough capital
forinvestment,eventheinstitutionstoprovideloansareverylimitedandunwillingtolend
hencehinderingdevelopmentofentrepreneurs

 Politicalinstabilities:Politicalinstabilitydiscouragesinvestmentbecauseentrepreneurs
feartorisktheircapitalhencelimitedsupplyofentrepreneurs.

 Limitedinvestmentincentives.Thisleadstohighcostofproductionwhichdiscourages
investmentthusdiscouragingthedevelopmentofentrepreneurs.

POLICYMEASURESTOPROMOTEENTREPRENEURSHIPINDEVELOPINGCOUNTRIES:
 Maintenanceofstablepoliticalclimatesoastostimulatelocalandforeignentrepreneurs.
 Encourageformationofassociationstostimulateprivateentrepreneurshipe.g.Uganda

ManufacturersAssociation(UMA).Ugandasmallscaleindustries,Ugandaprivatesector
foundation,etc.tocreatedialoguebetweenentrepreneursandgovernment.

 Useoffiscalandmonetarypoliciestoavailcapitaltoentrepreneurs,likethroughlending
atlowinterestrates.

 Setuptraininginstitutionstotrainentrepreneursthroughpopularizingentrepreneurship
educationinallschools.

 Undertakeinfrastructuraldevelopment.Thegovernmentshouldembarkondeveloping
infrastructures such so as,commercialbanks,insurance companies in orderto
encourageentrepreneurstoundertakerisksininvestment.

 Marketexpansionpolicy-thegovernmentshouldcomeupwithpoliciestoenlargethe
marketthroughjoiningeconomicintegrationandencouragingtradefairs

FORMSOFBUSINESSORGANISATIONS:
Therearedifferentformsofbusinessorganizationsandtheseinclude;
1.Soleproprietorship:Thisisabusinessstarted,ownedandrunbyonepersonwho

contributesthecapital,sharesallprofitsandincurslosses.
Advantagesofsoleproprietorship:

 She/heenjoysalltheprofitsalone
 She/heenjoystopsecrecy
 She/heisabletoestablishadirectcontactwiththecustomersandemployees.
 Itiseasytostartandmanage
 Itisasourceofemploymenttohis/herfamilymembers
 Thereisclosesupervisionofthebusinessactivities.

Disadvantagestosoleproprietorship:
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Thereislimitedcapitaltoexpandthebusiness.
Thereisunlimitedliabilityi.e.incasethesoleproprietorfailstoclearthedebts

usingbusinessresources,hispersonalpropertyistakentopaythebusiness
debts

Thereislackofcontinuityincasetheownerfallssickorifhedies.
Thereislimitedmanagementabilitysinceallactivitiesareperformedbyone

person

2.Partnershipbusiness:Apartnershipreferstoabusinessunitformedwithaminimum
oftwomembersandamaximum oftwentymembersorfiftyincaseofprofessional
whopooltheirresourcestogetherwithaview makingabusinessinordertomake
profits.

Advantagesofapartnership:
 Raisesformorecapitalthansoleproprietorshipsincetherearemorethantwomembers.
 The burden oflosses is distributed to allpartners ormembers unlike in sole

proprietorship
 Givesroom forspecialisationi.e.workisdividedamongthepartnerswhichincreasesthe

loadforeachunlikeundersoleproprietorshipwhereallworkisdonebyoneperson.
 Formation isfairlyissimple since there are no legalrequirementsneeded except

registrationofthebusinessname,unlikeinajointstockcompanywhichinvolvesmany
formalities.

 Givesroom forthecontinuityi.e.thebusinessmaynoteasilycollapseincaseofabsence
ofahardworkingpartnerunlikeunderthesoleproprietorshipwherethebusinessends
withthedemiseoftheowner.

 Betterdecisionsaremadebecauseofconsultationamongstthepartnersunlikeunder
soleproprietorshipwherealldecisionsmadebyoneperson.

 Partnershipsgiveroom forflexibilityunlikejointstockcompanies.

3.Jointstockcompanies.Thesearecompaniesmadeupofanumberofpeoplewhoare
calledshareholderswhocometogetherandcontributecapitalthroughbuyingshares.

Therearetwotypesofjointstockcompaniesnamely;
 PrivatelimitedLiabilitycompany
 PubliclimitedLiabilitycompany

PrivatelimitedLiabilityCompany:ThisreferstojointstockCompanywhichisformedwitha
minimum oftwomembersandamaximum offifty(50)memberswhopooltheircapitaland
managementresourcestogetherwiththeaim ofmakingprofits.

NB:Thesearenotallowedtoadvertisethesharestothepublic.

Advantagesofprivatelimitedliabilitycompanies:
 Aprivatecompanyisfreefrom legalrestrictionswhichapplytothepubliclimitedliability

companies.
 Itcanattractcapitaleasilyfrom theselectedinvestingmembersbecauselimitedliability

unlikesoleproprietorshipandpartnerships.
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 Economiesofscaleareeasilyreapedasaresultoflargescaleoperationandlumpsum
capitalstock

 Specialisationispossiblesincedutiescanbeallocatedaccordingtotheabilityofeach
member.

 Thepromotersofaprivatecompanyusuallykeepcontroloftheirbusinessbyholding
majorityoftheshares,unlikeinthecaseofthepubliccompanywheredirectorsarethe
onestotakedecisionsandrunthebusinessactivities.
Disadvantagesofprivatelimitedliabilitycompanies:
 Itcannotappealtothegeneralpublictobuysharesasinthecaseofpublic

companies.
 Shares ofprivate companies are noteasily transferable and this may be a

disincentivetospeculativeinvestors.
 Totalmembershipisrestrictedinnumberhencetheexpectedcapitalstructureis

limited.
 Theprinciplebenefitsoflargescaleactivitiesarelimitedcomparedtopubliclimited

liabilitycompanies.

PubliclimitedLiabilityCompany:Thisisajointstockcompanythatisformedwitha
minimum ofsevenmembersbutwithnomaximum numberofshareholderswhohave
pooltheirresourcestogethertorunabusinesswithaviewofmakingprofits.

NB:TheCompanyisallowedtoadvertiseitssharescallinguponthepublictobuythe
shares.\

ForaPubliclimitedLiabilitycompanytobeallowedtostartabusinessitmustregister
witharegistrarofcompaniesafterfulfillingalltherequirementse.g.presenting;

 Memorandum ofassociation
 Listsofdirectors
 Articlesofassociation
 Prospectus,thisadvertisesapubliclimitedcompany.
Membersinacompanycontributesharestowardsthecapitalofthebusiness.Whoeverbuys
asharebecomeashareholderandthereforeoneoftheownersofthecompany.The
shareholderisentitledtosharetheprofitsattheendofatradingperiodandthisprofitis
calleddividends.
NOTE;Ashareisaunitofcapitalcontributedbytheshareholders.
Stockexchangeisamarketwherealreadyissuedsharesandstocksareboughtandsold.

ADVANTAGESOFPUBLICLIMITEDLIABILITYCOMPANIES
 Thereislimitedliability.Thefinancialcollapseofthecompanydoesnotaffectthe

financialstatusofitsshareholders
 Biggercapitalisraisedthroughsellingsharestothepublic.
 Sharesarefreelytransferable
 Employeesareallowedtobuysharesinthecompany;thismotivatesthem towork

hard.
 Companiesareabletohirerelevantqualifiedstaffusingthelargecapitalattheir

disposal
 Risksandlossesarespreadoverabiggernumberofshareholdersthanapartnership
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andsoleproprietorship.
 Companieshavecontinuedexistencesincetheyarenotaffectedbythedeathofany

shareholder.

DISADVANTAGESOFPUBLICLIMITEDLIABILITYCOMPANIES:

 Thereislackofdirectcontrolbytheshareholdersinthedaytodayactivitiesofthe
business.

 Onlyafewshareholderstakeuptheexecutivepoststorunthebusinessonbehalf
oftheothers.

 Formationofthecompanyhasalongandexpensiveprocedure.
 Sinceallthedecisionsaretakenupbythedirectors,decisionmakingmaybeslow

andsometimesexpensive.
 Profitsaresharedamongmanyshareholderswhichreducestheamountreceived

byeachmember.
 TheDirectorsmaysometimeshavetheirintereststhatconflictwiththeinterests

ofthecompany.

Sub-Topic2:THETHEORYOFAFIRM:
AFIRM:Thisproductionunitunderunifiedcontrolandmanagementwhichemploysthe

factorsofproductiontoproducegoodsandserviceswiththepurposeofmakingprofits.
ANINDUSTRY:Thisisacollectionorgroupoffirmsproducingsimilarorrelatedgoods.
MajordecisionsofaFirm:
Thedecisionisalwaysconcernedwiththelevelofoutputthatisinboththeshortrunand
longrun.Itisalsoconcernedwiththedecisiontoenterorexittheindustry.
Themajordecisionsinclude;

 Thechoiceofproductstoproduce(whattoproduce)
 Quantitiesofoutputtoproduce(howmuchtoproduce)asdeterminedbythemarket.
 Choiceoftechniquestouse(howtoproduce)i.e.labour,orcapitalintensive
 Themixofproductiveinputstousei.e.(howmuchofeachinputorfactorsofproduction

toemploy).Thiswillbedeterminedbythechoiceoftechniquesorlevelofoutput
selected.

 Thepricetochargeforproducts.Sincetheoutputconsumersarewillingtobuydepends
onthepriceoftheproductsorservices.

 Theselectionofindustry/natureoftheindustry.

GOALSOROBJECTIVESOFAFIRM
Anobjectiveofafirm isthereasonwhyafirm existsoriswhyafirm isestablished.

Thefollowingaresomeoftheobjectivesthefirm mayhave.
 Tomaximizeprofits;i.e.togetasmuchprofitaspossible.Suchafirm restrictsoutputin

ordertochargehighprices.
 Tomaximizesales;suchafirm focusonincreasingtheturnoverortosellgoodsas

muchastheycanwithoutfocusingsomuchonprofitperunitsold.
 Tomaximizesocialwelfare;i.e.thisiscommonwithpublicallyownedfirmsthataim at

socialwelfaremaximisationbypromotingnationalinterestslikecreationofemployment
opportunities,balanced regionaldevelopment,nationalsecurityallthese cannotbe
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pursuedbyaprofitmaximisingfirm.
 Tohavethebiggestmarketshare,i.e.somefirmsaim atdominatingothersinthemarket

throughintensiveadvertising,modestpricingtooutcompeterivalfirms.
 Tolimitentryofotherfirms;Somefirmsmaybeinterestedinpreventingentryofnew

firmsintotheindustry.Thiscanbedonethrough“limitpricing”,i.e.settingdeliberately
lowpricesinordertodriverivalfirmsoutofproduction.

 Forprestigepurposes/maintaininggoodimage.Somefirmsaim atpromotingagood
publicimageand prestigeoftheowners.Suchfirmsaremaintained regardlessof
whethertheyaremakingprofitsornot.

 To maximiseoutput. Somefirmsmaybeaiming atenjoying economiesofscale
especiallyinthelongrunbyexpandingthescaleofproduction.

FACTORSTHATINFLUENCETHELONGTERM DECISIONOFAFIRM:
 Theinternalorganisationofthefirm:Goodinternalorganisationleadstoquickerdecision

makingregardingthefirm’soperations.Ontheotherhandpoorinternalorganisation
delaysdecisionmakingwhichnegativelyaffectsthelong-term plansofthefirms.

 Theexternalenvironmentinwhichthefirm operates:Favourableexternalenvironment
suchaspresenceoflandforexpansion,expandingmarket,createsanopportunityforthe
firm todecidetoexpandinthelongrun.Ontheotherhandunfavourableexternal
environmentsuchaslimitedlandforexpansion,inadequatemarketdiscouragesthe
firm’sdecisiontoexpandinthelongrun.

 Theprevailingpricelevelsforthefirm’sproducts:Lucrativepricesforthefirm’sproducts
motivatesthefirm todecidetoexpandthescaleofproductioninthelongrunduetothe
prospectsofearninghighprofits.Ontheotherhanddecliningpricesforthefirm’s
productsdiscouragesthefirm todecidetoexpandthescaleofproductioninthelongrun
duetotheprospectsoflowprofits.

 Thesizeofthemarket:Anexpandingmarketmotivatesthefirm todecidetoexpandthe
scaleofproductioninthelongrunduetoprospectsofmaximisingsalesandthus
earning moreprofits.Ontheotherhand declining marketdiscouragesthefirm’s
decisiontoexpandthescaleofproduction;thisisduetoreducingprofitabilityofdoing
business.

 Governmentinvestmentpolicies:Favourablegovernmentinvestmentpoliciessuchas
provisionofsubsidies,taxrebates,taxholiday,improvinginfrastructuremotivatesthe
firm todecidetocontinueinproductionandalsoexpandthescaleofproductioninthe
longrunduetothereducing costofdoingbusiness.Ontheotherhandunfavourable
governmentpoliciesconcerninginvestmentsuchashighcorporationtaxes,increasing
taxesonthefirm’sproducts,decliningstateofinfrastructurediscouragesthefirm to
decidetoremaininbusinessortoexpandthescaleofproductionduetothehighcostof
production.

 Degreeoffreedom ofentryofnew firmsintotheindustry.Highdegreeoffreedom of
entryintotheindustrydiscouragesthefirm’sdecisiontodecidetoexpandthescaleof
production;thisissobecausethemarketissharedwithothercompetitorssincethereis
apossibilityofremainingwithunsoldoutputthuswastage.Ontheotherhandrestricted
entryintotheindustrymotivatesthefirm todecidetoremaininbusinessandalsoto
expandthescaleofproductionduetothereadilyavailablemarket.

 Levelofprofits:Anincreasingprofitlevelforthefirm’sproductsmotivatessuchafirm to
decidetoremaininbusinessandalsotoexpandthescaleofproductioninthelongrun.
Ontheotherhanddecliningprofitlevelforthefirm’sproductsdiscouragessuchafirm to
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decidetoremaininbusinessandalsotoexpandthescaleofproduction.

THESIZEOFTHEFIRM:

Thesevariablesarealsothefactorsdeterminingthesizeofthefirm.Theseinclude:
 Thequantityofinputs.I.e.theamountofrawmaterialused,thelabourforceemployed,

capitalandtechnology,etc.thegreaterthequantityofinputs,thelargerthesizeofthe
firm andthesmallerthequantityofinputsthesmallerthesizeofthefirm.

 Levelofprofits;itcanalsobedescribedintermsofyearlyprofitsmadebythefirm.
Profitsareimportantbecausetheyhelpthefirm toexpandandgrow intoalargeone
whilelowprofitsmakeithardforafirm toexpandhenceremainingsmall.

 Sizeofthemarket.Thefirm’ssizeisalsodeterminedbytheextentofthemarketforits
productsandabilitytowhichitcanexertcontroloverthatmarket.Afirm whichhas
commandoveralargemarketisconsideredtobelargeandafirm withasmallmarketis
consideredasmallone.

 Typeofmanagement.Largefirmsareabletohirespecializedlabourforthepurposeof
ensuring efficientmanagementunlike forsmallfirms which cannotafford to hire
specializedlabour.

 Financialposition.Withrespecttosizeofcapitalandaccesstofinancialinstitutionsi.e.
largefirmsstandanopportunityofgettingfinancialassistancefrom banksforexpansion.
So,thestrongerthefinancialpositionthebiggerthesizeofthefirm andtheweakerthe
financialpositionthesmallerthesizeofthefirm.

 Possibilityofresearch.Smallfirmshaveinadequatefundstocarryoutresearchforthe
purposeofimprovingtheirmethodsofproductionandthequalityoftheproducts,i.e.
inventionsandinnovationsunlikelargefirmswhichareinpositiontocarryoutresearch.

 Economiesofscale.Theeconomiesofscaleenjoyedbythefirm areamongthemajor
determinantsofthesizeofthefirm because,theseareadvantagesthataccruetothe
firmsasaresultofoperatingonalargescalewhichadvantagescannotbeenjoyedbya
smallfirm.

 Governmentinfluence.Largefirmsareknowntoidentifythemselveswithgovernment.
Thegovernmentcooperatesandencouragessuchfirmsbygivingthem assistanceunlike
smallfirmswhichdonotgetassistancefrom thegovernment.

 Possibilityofmerging.Wheretwoormorefirmscancometogether(merging)theycan
form alargefirm butinsituationswherefirmsremaininis

PRODUCTIONFUNCTION(INPUT-OUTPUTRELATIONSHIP):
Aproductionfunctionrepresentsafunctionalrelationshipbetweenquantitiesofvariousinputs
usedandthemaximum outputthatmaybeproduced.
Itcanbeagraph,tableoranequation.

Itisascheduleshowingtheamountofoutputthatcanbeproducedfrom specificcombinations
offactorinputsgiventhestateoftechnology.

Itisexpressedmathematicallyas:

WhereQstandsfortheoutputofgoodsandservicesperunitoftimeandL,K,N,Estandsfor
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thevariousinputsusedintheproductionprocessi.e.land,capital,labourandentrepreneur
respectively.

Anillustrationofaproductionfunction:

NB:Asimpleproductionfunctioniswrittenas whereLstandsforLabour
inputswhichrepresentallvariableinputsandKstandsforcapitalinputswhichrepresentsall
fixedinputsofproductione.g.land,buildings,machinery.

Theproductionfunctionisaffectedbythefollowingfactorswhichwouldleadtoshiftsinthe
productionfunctioneitherinwardsoroutwards.

 Stateoftechnology
 Thequantityoffactorinputsused.
 Thesizeofthefirm.
 Thenatureofthefirm organisation.
 Therelativepricesofthefactorinputs.

THEPRODUCTIONPERIODSOFAFIRM:
 Shortrun:Thisisatimeperiod whichisso shortthatafirm cannotincreaseits

productioncapacitybyvaryingit’sfixedfactorse.g.building.Theycanonlyincreasethe
outputbyvaryingthequantitiesofvariablefactorse.g.labour,rawmaterialsetc.

 Long run:Thisisatimeperiod whichislong enoughforthefirm to increaseits
productioncapacitybyvaryingallfactorsofproductioni.e.allfixedandvariablefactors.
In thisproduction period allfactorsofproduction arevariableexceptthelevelof
technologywhichremainsconstant.

 Theverylongrun:Thisisatimeperiodlongenoughforthefirm tochangeitslevelof
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technologyi.e.afirm willbeinpositiontoconductresearchontechnologyimprovement
whichwouldleadtobettertechniquesofproductionandbetterqualityproducts.

THEPRODUCT CONCEPT:A productreferstoagoodorserviceproduced forthe
purposeofconsumptionanditisusefulintheanalysisoftheproductionfunction.

CONCEPTSUSEDINCONNECTIONTOTHEPRODUCTIONFUNCTION:

1.THETOTALPRODUCT(TP):Thisreferstothetotaloutputobtainedfrom employingagiven
numberofunitsofthevariablefactorofproduction

Anillustrationofthetotalproductcurve:

Intheillustrationabove,pointRisthepointofmaximum technicalefficiencyofavariablefactor
withafixedfactor.

3.AVERAGEPRODUCT(AP):Thisreferstotheoutputperunitofthevariablefactor
/inputemployed.
Itisobtainedbydividingthetotaloutputbytheunitsofthevariablefactorsemployed.

TP

OR=TP
Numberofworkers

Itshowsonaveragehowmuchoutputeachworkerproduces.
APrisesaslabourisexpandedtoaparticularlevelthendiminisheswithmorelabouremployed.

AnillustrationoftheAverageProductCurve:
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3.MARGINALPRODUCT(MP):Thisreferstotheadditionalproductoroutputresultingfrom
employinganextraunitofavariablefactor.e.g.Labour.

MP=∆TP
∆L(Unitsofthevariablefactor)

AnillustrationoftheMarginalproductCurve:

Unitsoffixed
factor

Units of
variablefactor

Total product
TP(tonnes)

Average
product(AP)

Marginal
Product(MP)

100 0 0 ¬¬___ ____
100 1 5 5 5
100 2 12 6 7
100 3 21 7 9
100 4 32 8 11
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100 5 40 8 8
100 6 45 7.5 5
100 7 49 7 4
100 8 52 6.5 3
100 9 52 5.7 0
100 10 48 4.8 -4

AnillustrationofrelationshipbetweenTP,APandMP.

Observations:
 Whentotalproductisatmaximum,MPisequaltozero,whenTPstartsdecliningtheMP

becomesnegative.

 whenAPisincreasingtheMPisgreaterthantheAPandwhenAPisdecreasingtheMP
islessthanAPandAPisequaltotheMPwhenAPisatitsmaximum.

THELAW OFDIMINISHINGRETURNS/THELAW OFVARIABLEPROPORTIONS:
Thelawofvariablefactorproportionsstatesthat‘Asmoreandmoreunitsofavariable factor

areappliedtoagivenquantityofafixedfactor,themarginalproductoroutputfirstrises,
reachesamaximum pointandthendiminishes’.

Assumptionoflaw:
Thelawisbasedonthefollowingassumptions:-

 Itassumesexistenceofafixedfactore.g.land.
 Itassumesexistenceofavariablefactore.g.labour
 Thetechnologyisconstant
 Allunits of the variable factor are homogenous/ equally divisible into smaller

units/equallyefficient.
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 Itassumesconstantfactorpricese.g.constantwages,constantrentetc.
 Itassumesashortrunperiod.

Note:Asthevariablefactorisincreased,thefollowingstagesareobservedasillustratedbelow.

Theexplanationofthestagesillustratedintheabovegraphisasfollows:

StageI.Thestageofincreasingreturns.
Atthisstage,theTP,APandMPareallincreasingi.e.theapplicationofanadditionalunitofa
variablefactorleadstomorethanproportionateincreaseinoutput.Thisisanindicationof
increasingefficiencyofthefactorcombination(thefixedfactorisinexcessofthevariable
factor).

StageII.Stageofdiminishingreturns.
AtthisstageTPisincreasingatadecreasingrate,MPisfalling,butispositive,theapplication
ofextraunitsofavariablefactorleadstoalessthanproportionateincreaseinoutput(AP
reachesmaximum andstartsdeclining).TPcontinuesincreasingandreachesamaximum at
pointwhereMP=O.
Atthisstagebothvariableandfixedfactorsarenoweffectivelyutilised,thefixedfactorisno
longerinexcesshencemoreandmoreunitsofthevariablefactorareemployedtogetalarger
output,thisisthemostprofitablestageforthefirm tooperatein.

StageIII.Stageofnegativereturns.
AtthisstageTPstartsdecliningandMPbecomesnegative.Thisisbecausethefixedfactoris

overutilisedwhilethevariablefactorisunderutilised,soprofitableproductioncannottake
placeatthisstage.ThepointatwhichAP isatmaximum istheOptimum levelof
production.

WHYDOESTHELAW ARISE:
 Duetothevaryingproportionsinwhichthefactorinputsarecombinedi.e.fixedfactor
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decreasesinproportiontothevariablefactor.

 Thescarcityoffactorsofproductioni.e.factorsofproductionarelimitedinsupply.

 Imperfectsubstitutionoffactorsofproduction.Factorsarenotperfectsubstitutes,if
theywere,thenitwouldbepossibletotransform labourintolandwhenlandbecomes
limitedandthereforeovercomethelaw.

NB:Thediminishingreturnscanbeovercomebycombiningthefactorsofproductioninthe
rightproportions.

IMPORTANCEOFTHELAW OFVARIABLEPROPORTIONS:

 Itmakesproducersawareoftheexistenceoftheoptimum levelofproductionin
productioni.e.thepointwheremaximum outputisobtainedbycombiningcertain
quantityofvariablefactorinputswiththequantityofthefixedfactor.

 Itisan indication to producersthatinfinityquantitiesofoutputshould notbe
expectedsimplybyincreasingtheunitsofthevariablefactor.

 ThelawisofpracticalrelevancytodevelopingcountrieslikeUgandawhichisrelying
excessivelyonAgriculturei.e.increasingpopulationpressureonlandafixedfactor)
wouldleadtoadeclineintheproductivityoflandandthemarginalproductivityof
labour.

 Thelaw formsthebasisoftheMalthusiantheoryofpopulationwhichassistsin
analysingthecontroversiesofthetheoryi.e.theinabilityofmantomatchfood
production with the population growth is due to the operation ofthe law of
diminishingreturnsinAgriculture.

THELAW OFRETURNSTOSCALE:Thislaw statesthat,‘Whenthereareproportionate
changesintheamountofinput,theamountofoutputalsochanges.

RETURNSTOSCALE:Thisreferstorateatwhichoutputchangeswhenfactorinputsare
changed.

Therearethreecategoriesofreturnstoscalenamely;

Increasingreturnstoscale.Thisisonewhereoutputincreasesbutbyagreatermargin
comparedtotheincreaseinfactorinput.E.g.ifworkersareincreasedby10%andthe
producer’soutputincreasesby50%.

Constantreturntoscale.Thisisonewherethechangeinthefactorcombinationbrings
aboutanequalchangeinoutputproduced.E.g.ifworkersareincreasedby10%andthe
outputalsoincreasesby10%.
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Decreasingreturnstoscale.Thisisonewhereoutputincreasesbutbyalowermargin
comparedtotheincreaseinthefactorinputs.e.g.iflabourisincreasedby50%andthe
outputincreasesbyonly10%.

LOCATIONANDLOCALISATIONOFINDUSTRIES:

Locationofafirm referstoaplaceorasitewhereafirm issituated/established/setup.

FACTORSLEADINGTOLOCATIONOFAFIRM(S):

 PresenceofMarket.Most firms which produce products that gain weight after
productionandthosewhichareperishablearelocatedclosetomarkettominimizecosts
oftransportation

 Presenceofraw materials.Firmsthatusebulkyraw materialswhicharecostlyto
transportarelocatednearthesourceofraw materialse.g.TororoandHima cement
factory.

Closenesstothesourceofpower.Entrepreneurstendtolocatetheirindustriesnearthe
sourceofreliablepowersupply.

Presenceofmeansoftransport.Locating anindustrynearasourceoftransportis
importantbecauseitmakesiteasytotransportrawmaterialsandfinishedgoods.

Presenceofcheaplabourwithrelevantskills.Thisreducesthelabourcostsandtherefore
mostindustrieslocatenearthecheaplaboursupply.

Presenceofcleanwatersupply.Thisisnecessaryforheavyindustries,whichrequirealot
ofwaterforindustrialprocessesandwaterfordampingwastes.

Presence ofa stable politicalatmosphere.A stable politicalclimate attracts many
entrepreneurhencelocationoffirms.

Presenceofauxiliaryservices.Firmstendtobeattractednearorinareaswhereservices
like banking,insurance,warehousing,advertising media are welldeveloped,these
facilitatetheproductionprocess.

Industrialinertia:New firmstend to beattracted to areaswherethereisonlyhigh
concentrationofotherfirms,thisbecauseoftheestablishedinfrastructure,existenceof
apoolofskilledlabourandpresenceofothersignificantlocationfactors.

Favourablegovernmentpolicyonlocationoffirms.Favourablegovernmentpolicyinterm
ofincentivessuchasprovisionofsubsidies,developedinfrastructureinagivenarea
attractfirmstobelocatedthereduetolowproductioncosts.

Reasonsforinfluencingthelocationofanindustrybythegovernment:
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 Toencouragetheexploitationofsomeresources.
 Tocreatemoreemploymentopportunities
 Tofacilitatefairdistributionofincomes
 Tominimisetheadverseeffectsoflocalisation
 Toensurebalancedregionaldevelopment
 Tocontrolmonopolytendencies
 Toavoidunnecessaryduplicationandwastes
 Tofulfillpoliticalobligations.
 Forstrategicreasons.

TERMSRELATEDTOLOCATIONOFINDUSTRIES:

 Footlooseindustry:ThisisanIndustrythatcanbelocatedanywhereregardlessofthe
factorsthataffectitslocationsuchaspresenceofrawmaterials,presenceofmarket
etc.

 RootedIndustry:Thisisanindustrylocatedinaparticularareabecauseofagivenpool
orlocationfactors.E.g.locatednearthesourceofrawmaterialsornearthesourceof
markete.g.cementfirmsareestablishednearthesourceofraw materialwhichis
limestone.Whereasfurnitureworkshopsareestablishedinurbanareaswhicharethe
sourceofthemarketforthefurnituremade.

 IndustrialInertia:Thisisthetendencyofanindustrytolocateorcontinuesurvivinginan
areawhereotherindustriesexistevenwhenfactorsthatledtolocationofindustries
therenolongerapply.

LOCALISATION OFAN INDUSTRY:Thisistheconcentrationoffirmsproducingrelated
productsinordertoreaporenjoyexternaleconomiesofscale/advantagesofthelocation.

ADVANTAGESOFLOCALISATION:

 Facilitatesinfrastructuraldevelopmentinthearea,thisissobecausetherearemanyfirms
inoneareawhichcompelsthegovernmenttodevelopinfrastructuressuchasroads,
railwaylines,communicationnetworketcintheareainordertoeasetheproduction
processbytheinvestors.

 Leadstocreationofmoreemploymentopportunitiesinthearea.Thisisbecauseofthe
largenumberoffirmsinsuchanareawhichcreatesmorejobs.Thisenablesthe
employedpeopletoearnincomesthusimprovingtheirstandardsofliving.

 Leadstocooperationoftheindustriesinsolvingcommonproblems.Thisisdoneby
poolingresourcestosolveproblemslikeinsecurityinthearea.

 Leadstodevelopmentofapoolofskilledlabour.Peopleinsuchanareaarewillingand
interestedinlearningtheskillsneededinthelocalisedindustry.Overtimethey
becomespecialisedandemployableintheindustry.
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 Leadstodevelopmentoforganisedmarkets/expansionofmarketsforproducts.Thisisso
becausefirmsareinoneareawhichattractspotentialbuyersfortheirproducts
makingmarketingeasy.

 Leadstoawidevarietyofgoodsproducedinthearea.Thisissobecausetheremanyfirms
producingdifferentproductshencewideningtheconsumer’schoice.

 Encouragesforwardsforwardandbackwardlinkages.Somefirmsareattractedinthearea
toeithersupplyrawmaterialsortoprovidemarkettothealreadyexistingfirms.

 Promotesdevelopmentofauxiliaryservicessuchasinsurance,banking,warehousingin
thearea.Theseattractedtofacilitatetheproductionandmarketingservices.

 Leadstoincreasedutilisationofthewouldbeidleresources.Thisisbecauseofthemany
firmsintheareathatmakeuseoftheavailableresources.

 Promotesspecialisationanditsadvantages.Thereisspecialisationbycommodityandby
processinthelocalisedindustries.Thisleadstoproductionofavarietyofproducts,
increasedoutput,betterqualityproductsetc.

 Leadstolow pricesoffinalproducts.Thisisduetothereducedcostsintermsof
acquisitionofrawmaterials,marketing,bythedifferentfirms.

 Leadsto increased governmentrevenue through taxation.Thisisthrough the taxes
imposedontheproductsproducedbythedifferentfirms,theincomesofthe
employeesandtheprofitsmadebythelocalisedfirms.

 Leadstoincreasedreputation/popularityofthearea.Theplacewheretheindustryis
localisedgainspopularityassoaretheproductsmanufacturedinthatarea.More
investorsareattractedtosetupfirmsleadingtoproductionofmoregoodsand
servicesinthatarea.

 Leadstoincreasedqualityofoutputduetocompetition.Thisisbecauseofthemanyfirms
intheareawhichstrivetoproducetoproducebetterqualitygoodssoastosecure
market.

 Leadstoincreasedoutput.Thisbecauseofthemanyfirmsinthelocalisedareawhichlead
toproductionofhighvolumeofgoodsthusacceleratingtheeconomicgrowthrate.

 Leadstoincreasedsecurityofthearea(Nationalinterest).Thegovernmentisawakenedto
takecareofpeople’slivesandtheirpropertyinthelocalisedareabyensuring
security.

Demeritsoflocalisation:

 Leadsto regionalimbalance in development.Localisation ofindustriesconcentrates
productioninoneareaoraparticularpartofthecountry,thisresultintosomeareas
developingmorethanothers.

 Resultsintoruralurbanmigrationanditsnegativeconsequences.Thelocalisedareas
attractmanypeoplefrom otherareaswithhopeofacquiringemploymentopportunities,
unfortunatelymajorityofsuchpeoplefailtosecurethejobs,thisresultsintocongestionin
towns,urbanunemployment.

 Overstrains infrastructures in the area.Socialfacilities like health centers,housing,
communication,powerandwatersupplyareoverstrainedduetotherisingpopulationin
thatlocalisedarea.Thisincreasesgovernmentexpenditureasshestrivestoincrease
provisionofsuchservices.

 Leadstotheproblem ofincomeinequality.Peoplewhoareemployedinthelocalised
industriesearnmoreincomesthantheircounterpartsinotherareas.
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 Leadsto quickdepletion ofresourcesin an area.There isoverexploitation ofthe
resourcesinthelocalisedareasbythemanyfirmsthisleadstotheirquickdepletion.

 Leadstoincreasedcostofland/Highrentrates.Thisisduetothestiffcompetitionfor
landbythemanyfirms,thisleadshighrentratesthushighcostofproduction.

 Leadstoenvironmentaldegration/pollutioninthearea.Localisationofindustriescauses
excessivepollutionofairandwaterduetoindustrialwastesandemissionsfrom the
manufacturingplants.Thisputspeople’slivesandtheenvironmentindanger.

 Theeconomybecomesdependentonaparticularareawhichisrisky.Thisleadstoheavy
lossestotheeconomyintheeventofacatastropheinthearea.

 Displacementofpeoplemakingmanylandless.Manyindustrialinvestorsareforcedto
encroach on land meantforsettlementpurposesin orderto expand theirindustrial
activities.

 Leadstoincreasedcostoflabour.Thisisduetothestiffcompetitionfortheskilledlabour
forcebythemanyfirms,thisleadstohighcostofproduction.

 Leadstorisingcostoflivinginthearea.Thisisbecauseoftheincreaseddemandfor
goodsandservicesbythemanypeoplewhichleadstotheirincreasedprices.

DELOCALISATION:Thisisadeliberateactbygovernmentofdistributingindustriesevenly
throughoutthecountrytoavoidconcentrationofindustrialestablishmentsinonearea.

Advantagesofdelocalisation:

 Creationofevenemploymentopportunities.
 Itreducestheproblem ofruralurbanmigrationanditassociatedevils.
 Itleadstoevendevelopmentofallregionsofacountry.
 Facilitatesthedevelopmentofinfrastructuremoreevenlythroughoutthecountry.

THESURVIVALOFSMALLSCALEFIRMSALONGSIDELARGESCALEFIRMS:
Despitetheadvantagesenjoyedbylarge-scalefirms,somefirmscontinuetooperateon

smallscalebasisreasonsbeing:
 Theyarebeginner/newfirm.Someofthesmall-scalefirmsarestillattheirstageof

infancywithlimitedexperience;henceprefertoremainsmalldespitetheadvantages
enjoyedbylarge-scalefirms.

 Fearofincreasedtaxes.Small-scalefirmsfearincreasedtaxationassociatedwith
large-scale production;hence continue to remain smalldespite the advantages
enjoyedbylarge-scale firms.

 Limitedcapitalforexpansion/theyarecheaptostart. Theyhavelimitedcapitalfor
expansionandthuscontinuetoremainsmalldespitetheadvantagesenjoyedbylarge
-scalefirms.

 Theyareexperimental/pilotprojects.Someofthefirmsareexperimentalunitsor
pilotprojectsusedforresearchpurposes,andtheaim isnotprofitmaximization.

Limitedmanagerialskillsrequiredi.e.small-scalefirmsareeasytomanageandcontrol,
unlikelargescalefirms.

 Limitedsupplyofrawmaterials.Limitedsupplyorsourcesofrawmaterialwhichdo
notpromoteproductiononlarge-scale.

 Fearofdiseconomiesofscale/fearofhighrisksassociatedwithlargescalefirms.
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Somefirms fear diseconomiesofscalethatareassociatedwithlarge-scalefirms
forexample,managerialandfinancialdiseconomiesofscale.

 Productionaccordingtospecialorder.Productionoffirm’soutputbeingonspecial
orderthusnotnecessitatinglarge-scaleoperation.

Marketrequiringpersonaltouch/personalservice..Somefirmsprovideservicesbasedon
keeninterestandpersonalattentiontotheircustomerse.g.beautysalons,clinics,law
firmsetc.suchfirmswillremainsmallinordertomeetthedifferentneedsofthe
customers.

 Theyareflexible/Allowsforflexibility.Small-scalefirmsallow easyflexibilityin
productioncomparedtolarge-scaleproduction.

 Poorinfrastructure,forexamplepoorroadnetwork,limitedpowersupplyetcwhich
donotpromoteproductiononlarge-scale.

Poortechniquesofproduction.Theuseofpoortechniquesofproductionlimitonlarge
scalebysuchfirmsthusmakingithardforthem toexpandthescaleofproduction

 Governmentpolicyofencouragingsmall-scalefirmsthroughtaxincentives,subsidies
etc.

Thesmallsizeofthemarket/Limitedmarketsize.Firm whichhavegotanarrowmarket
fortheirproductswouldnotfinditworthwhiletoexpandtheirsizethereforetheyremain
smalldespitetheadvantagesoftheirlargescaleproduction
 Limitedlabourskills.Smallfirmscannotaffordtohireskilledlabourwhichis

neededtoexpandthescaleofproduction.

Limitedentrepreneurialability.Hinderssmallfirmsfrom expandingbecauseofinadequate
skills hence the existence ofsmallfirms despite the advantages oflarge scale
production

Feartoloseindependence.Somefirmsremainsmallbecauseoffeartoloseindependence
asthefirm expands.

Poorlandtenure.Thepoordistributionandunfairownershipoflandlimittheexpansionof
scaleofproduction;thisisbecauseofthedifficultyinaccessingland.

Objective/choiceoftheentrepreneur.Someentrepreneurkeeptheirfirm smallbecauseit
istheirobjective.

Feartoloseindependence.Somefirmsremainsmallbecauseoffeartoloseindependence
asthefirm expands.

THEGROWTHOFAFIRM
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Thegrowthofafirm meanstheexpansionoftheproductioncapacityofthefirm.
Mostfirmsbeginassmallscalefirmsandothersasinfantfirmsandtheinfantfirmsexpand

andmaturewithtime.
NB:
AnInfantFirm isanewlyestablishedfirm orit’safirm thathasjustbeenestablished.
Afirm cangrowintwoways.
1.Natural/InternalGrowth.
Thisiswhenthefirm expandsinsizewhentheinternalfactorsbecomefavorablee.g.when
thecapitalofthefirm increases,whenthesalesincrease,whenprofitsincrease.

2.Amalgamation/Combination/Merging
Thisiswhentwoormorefirmscometogethertoform abiggerfirm andtherebyenjoybetter
orgreatereconomiesofscale.

Firmsmaycombineindifferentformsorwaysandthecommononesinclude.
a)CompleteAmalgamation/Consolidation;thisinvolvesdissolutionofallcompanies

intendingtoamalgamateandthenthereis creationofanewcompanytotakeover
theirbusinesses.

b)Absorption;thisform ofcombinationtakesplacewhenonecompanytakesoverthe
businessofanothercompanyorcompanies.Hereonecompanyretainsitsentity.

c)Holding Company;underthis arrangement,the various companies entering into
combinationretaintheirentitieswhileoneofthem acquirescontrollingsharesi.e.
51%ormore.Thecompaniescontrollingtheothercompanieswouldthenbecalled
theholdingcompanywhiletheotherswouldbecalledsubsidiarycompanies.

d)Mergers;firmsorindustriesaresaidtomergeifandwhentheypooltheirassetsand
operatejointlyasoneproductionunit.Thisiswheretwoormorefirmscometogether
toform onebigfirm.

FACTORSTHATDETERMINETHEGROWTHOFAFIRM
Somefirmsarebiggerthanothersorsomefirmsgrow fasterthanothersbecauseofthe
factorsaffectingthegrowthofthefirm andsuchfactorsincludethefollowing:
1)Thesizeofthemarket.Afirm withabigsizeofthemarketgrowsatafasterratethanthe

firm withasmallsizeofthemarketsinceitsellsoutverylittleoutput.
2)Availabilityoffinance(funds).Afirm growsfasterwhenithasadequatefinancesto

purchaseinputswhereasinadequatefinanceslimitthegrowthofthefirm.
3)Leveloftechnologyused.Firmsthatusegoodandefficienttechnologygrow faster

becauseoftheincreasedoutput,whereaspoortechnologymakesitdifficultforthefirm
togrow.

4)Availabilityoflandforexpansion.Firmswithadequatelandforexpansiongrow faster
becausetheyhavetheroom forexpansionwhereasfirmswithlimitedlandforexpansion
finditdifficulttoexpandandgrow.

5)Supplyofrawmaterials.Constantsupplyofrawmaterialsenhancesthegrowthofafirm
becauseitmakesproductionconstantwhereasinadequatesupplyofrawmaterialslimit
thegrowthofthefirm sinceproductionisnotcontinuous.

6)Leveloftaxationandsubsidization.Hightaxeslimitthegrowthofthefirm becausethey
increasethecostofproductionwhichreducesprofitsofthefirm.Whereassubsidisation
ofthefirmsenhancesthegrowthofthefirmsbecausetheyreducethecostofproduction
whichincreasestheirprofits.

7)Availabilityofskilledlabour.Presenceofskilledlabourinthefirm increasesthechances
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ofgrowthbecauseoftheincreasedlabourproductivitywhereasemployingunskilled
workersmakesitverydifficultforthefirmstogrowbecauseoflowlabourproductivity.

8)Entrepreneurialability.Highentrepreneurialabilityleadstothegrowthofthefirm ofthe
increased inventions and innovations by the entrepreneur. Whereas limited
entrepreneurialabilitylimitsthegrowthofthefirm becauseoflow levelsofinventions
andinnovations.

9)Thestateofinfrastructure.Awelldevelopedinfrastructuresuchasgoodroads,presence
ofpowerfacilitiesleadtothegrowthofthefirm becausetheyfacilitatetheproductionof
moregoodsandservices.Whereaspoorstateofinfrastructurelimitstheproductionof
moregoodsandservicesthuslimitingthegrowthofthefirms.

10)Politicalatmosphere.Firmsgrow fasterwhenthereispoliticalstabilitybecauseof
increasedproductionsinceproducersarenotscaredoflosingtheirlivesandproperty.
Whereaspoliticalinstabilitylimitsthegrowthoffirmssinceproducersarescaredof
losingtheirlivesandproperty.

11)Possibilityofmerging.Wherethereispossibilityofmergingoffirms,itenablestoexpand
becausetheyarejoinedwithotherfirms. Howeverwhere there is nopossibilityof
mergingoffirmsitslimitsits expansionbecausethelimitedresources.

TYPESOFMERGING:
1.HORIZONTALMERGING; thisistheunionorcombinationoftwoormorefirmsinthe

sameindustry/producingsimilarorrelatedgoodsatthesamestage/levelofproduction.
E.g.AirteljoiningwithWaridtelecom

2.VERTICALMERGING;thisiswheretwoormorefirmsatdifferentstagesofproduction
butproducingrelatedorsimilargoodscometogethertoform onebigfirm.E.g.whena
teagrowingfirm combineswithateaprocessingfirm.Whenthemergingistowardsthe
sourceofraw materials,itiscalledBACKWARD VERTICALMERGER.Butwhenthe
combinationistowardsthemarketoutletthenitisknownasFORWARD VERTICAL
MERGER.

3.CONGLOMERATE MERGING;this is when two ormore firms dealing/ producing
completely unrelated commodities come together for the purpose of achieving
diversificationofactivities.e.g.ashoemakingfirm joiningwithabreadmakingfirm to
form onebigfirm.

4.LATERALMERGING;thisisthebringingtogetherassets oftwoormorefirmsproducing
relatedcommoditiesbutnotcompetingandcanbeconvenientlymarkettogethere.g.
shoesandshoepolishmakingfirms.

CONDITIONSNECESSARYFORTHESUCCESSOFLATERALINTEGRATIONOFFIRMS.
 Thefirmshavetobeofalmostofequalsize
 Productionofrelated/complementarygoods
 Firmsshouldhavethesamecapitalbase
 Firmsshouldhaverelatedobjectives.

REASONSWHYFIRMSMERGE:
 Toreducethecostofproductionbecausemergingreducesadvertisingcostsdueto

reducedcompetition.
 Toencourageefficiency/Improvethequalityofoutput
 Toattainmonopolypower/Tocontrolthemarket
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 Toeffectivelyexploittheavailableresources
 Tominimiseunnecessaryduplicationandwastage.
 Toenjoyeconomiesofscalee.g.increaseoutput.

ADVANTAGESOFMERGING:
 Itreducesthecostofadvertising.
 Itleadstoincreasedresourceutilizationbecausethefirm usesmoreresourcesbecause

ofincreasedoutput.
 Itreducescompetitionforthemarket/Widensthemarket
 Iteliminatesduplicationofproducts.
 Itleadstoincreasedaccessibilitytoskilledlabour.
 Itincreasesthefirms’accessibilitytocapital/loansbecausethebigfirmsfinditeasyto

borrowfrom financialinstitutions.
 Itimproves the managementofthe firm because the big firm is able to employ

specialisedmanagerstomanagethedifferentdepartments(thefirm enjoysmanagerial
economiesofscale)

 Itleadstoaccesstotechnologysincethefirm isinpositiontofinancetheresearchinto
bettermethodsofproduction.

 Itenablesthefirm thefirm tospreadrisksbecauseabigfirm isabletobuyinsurance
policiesinordertoguardagainstrisks.

 Itimprovestheefficiencyofthefirm oritenablesthefirm tomakemoreprofitsbecause
improvedtechnologyandbettermanagementofthefirm

 Itleadstooutput/profits/sales.
 Reducesstiffcompetitionfortherawmaterials.

DISADVANTAGESOFMERGINGOFFIRMS:
 Itleadstomonopolypowersinceaftermergingafirm remainsaloneinthemarketand

suchafirm chargeshighprices.
 Itleadstounemploymentbecausewhenfirmsmerge,someworkersarelaidoff.
 Managementproblemsarisebecausethefirm isnowbigandcomplexwhichmakesthe

coordinationofmanagersdifficult.
 Thereislossofindependence/identityofsmallfirmsbecausetheysurrendertheirpower

tothebiggerfirmsinthemerger.
 Mayleadtooverproductionandthisleadstoresourcewastage.
 Hightaxesareimposedonbiggerfirmswhichcomeupasaresultofintegration.
 Leadstooverutilisation/overexploitationofresourcesleadingtotheirquickdepletion.

LIMITATIONSTOMERGINGOFFIRMS:
 Fearoflosingjobsbecausesomemergersdisplacesomeworkers.
 Feartolosecontactswithcustomers
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 Fearofmanagerialproblemswhichareassociatedwithbigfirms.
 Insomecasesthegovernmentdiscouragesmergingthroughanti-monopolylawssoas

todiscouragedevelopmentofmonopolypowers.
 Fearoflosingindependence,thereforefirmswouldratherremainsmallbutwhentheyare

independent.
 Fearofpayinghightaxesbecausethegovernmentimposeshightaxesonbigfirms.
 Somefirmsfearheavylossesincaseamisfortunebefallsafirm.

Sub-Topic3:THETHEORYOFCOSTS:
Costsareexpensesofthefirm thatareincurredtoproduceagivenamountofoutput.
Theyaretotalpaymentsforthefactorinputsorwhatthefirm incursintheproductionprocess.

Classificationofcosts:
 Moneycosts.Thesearethemonetarycostsincurredintheproductionprocesse.g.

wages,salaries,costofrawmaterials,capitalequipment.

 Real/Socialcosts.Thesearethesacrificesthathavetobemetbyanysocietyinthe
courseofproductionprocess.Inotherwardstheyarenon-monetarycosts.

 Explicit.Thesearetheexpensesincurredbythefirm onfactorsofproductionwhichare
hiredandareincludedinthecalculationofprofitsandlossesofafirm.e.g.costonhired
premises,transport,costofrawmaterialsetc.

 Implicitcosts.Thesearecostsonself-ownedfactorsofproductionandsuchcostsare
notincludedinthecalculationofprofitsandlossesofafirm.E.g.abusinessmanusing
hisownpremises.

 TotalFixedcosts:(TFC)Thesearecostsincurredbyafirm whichdonotvarywiththe
levelofoutputi.e.itisevenincurredatzerooutput.E.g.interestoncapital,rentfor
buildings,insurancecosts.Fixedcostsarealsoknownasoverheadcosts,unavoidable
costs,indirectcosts,supplementarycosts,sunkcosts,indispensablecosts.
TFC=TC-TVC

 TotalVariablecosts.(TVC)Thesearecoststhatvarywiththelevelofoutputi.e.the
largertheoutputthehigherthelevelofvariablecosts.E.g.wages,expensesonraw
materials,power,maintenanceetc.theyarealsoknownasprimecosts,directcosts,
operating,runningcosts.Unlikethefixedcostsit’squitepossibletodecreaseorincrease
variablecostsevenintheshortrun.
TVC=TC-TFC

 Totalcost.(TC)This refersto thesum ofafirm’sfixedandvariablecostsinthe
productionofaparticularlevelofoutput.
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TC=TVC+TFC.

AnillustrationoftheFixedcost,VariablecostandtheTotalcostcurves.

From thediagram abovetotalcostisasummationofTFCandTVC.
TCdoesnotbeginatzerobecausethetotalcostsincludetheTFCevenatzerooutput.

VARIATIONSOFCOSTSINTHESHORTRUN(SR):
Thecostfunctionisdescribedintermsofperunitcostcurvesi.e.itexplainsthecostoutput
analysisandtheyinclude.

 Averagefixedcostcurve(AFC)
 Averagevariablecostcurve(AVC)
 Theaveragecostcurve(AC)
 Themarginalcostcurve(MC)

1.AVERAGEFIXEDCOST(AFC).Thisreferstothetotalfixedcostincurredbythefirm perunitof
outputproduced.

AFC=TFC
Q

AnillustrationofTheAverageFixedcostCurve:

TheAFCisdownwardsloppingandisneverzero.Thisimpliesthatthecurvenevertouchesany
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axis.

2.AVERAGEVARIABLECOST(AVC):This referstothetotalvariablecostsincurredbythefirm
perunitofoutputproduced.

AVC=TVC
Q

AnillustrationoftheAverageVariableCostCurve.

TheAVCcurveusU-shaped.AtlowlevelsofoutputtheAVCishighbutitdecreasesasoutput
increasesfrom zeroupoptimum capacitybecauseofinternaleconomiesofscaleandwhenthe
firm startstoproducebeyondtheminimum pointoftheAVC,thediseconomiesofscalesetsin.

3.AVERAGETOTALCOST/AVERAGECOST(ATC/AC).Thisisthetotalcostperunitofoutput
produced.

AC=TC
Q

AC=TC=TFC+TVC=AFC+AVC
Q Q

AnillustrationoftheAverageTotalCostCurve/AverageCostCurve.



MajorchainMegette:Workhardinsilence,letsuccessbeyournoisePage47

AtlowlevelofoutputACishighduetohighAFCandAVC,howeverasoutputincreasesaverage
costfallsbecauseofthefallinAFCandAVCuntilitreachestheminimum point.Beyondthis
pointtheincreaseinAveragevariablecostraisestheAveragecost/AverageTotalcost.

Ifthefirm isproducingoutputthatislessthanoptimum itissaidtobeoperatingatexcess
capacityi.e.resourcesareunderutilisedimplyingthatthefirm canincreasethelevelofits
outputatadecreasingcostandifthefirm isproducingbeyonditsoptimum itissaidtobe
operatingabovetheoptimum capacityi.e.itcanincreaseitslevelofoutputatanincreasing
cost

MARGINALCOST(MC).ThisreferstotheAdditionalcostsincurredintheproductionofanextra
unitofoutput.

AnillustrationoftheMarginalCostCurve.

TheMCcurveisUshaped,thereforecanneverbezeroornegative.

ATABLESHOWINGTHERELATIONSHIPBETWEENATC,AVC,AFCANDMCINSR
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OUTPUT TFC TVC TC AFC AVC AC MC
0 180 0 180 - - - -
1 180 152 332 180 152 332 152
2 180 284 464 90 142 232 132
3 180 408 588 60 136 193 124
4 180 504 684 45 126 171 96
5 180 600 780 36 120 156 96
6 180 700 880 30 166 147 112
7 180 812 992 25.7 117 142 112
8 180 948 1128 22.5 118.5 141 136
9 180 1124 1304 20 144.4 145 176
10 180 1344 1524 18 152.4 152 220

AnillustrationoftherelationshipbetweenAFC,AVC,ACandMC:

 ThefirstrelationshipbetweenthethreeperunitcostsisthatACisequaltoMCwhenAC
isatminimum andMCisalsoequaltoAVCwhenAVCisatitsminimum.beyondthe
minimum pointsofeachcurvetheMCrisesfasterthaneachcurve

 SecondlyMC,ACandAVCcurvesareallU-shaped
 Lastlybeforetheminimum pointofAC,MCislessthanACbutaftertheminimum point

ofACtheincreaseinMCisgreaterthanAC.
 AFCfallscontinuouslywithincreaseinoutput,asitcontinuestofall;itmorethanoffsets

theriseinAVCsothattheACcontinuestofall.AsoutputcontinuestoincreaseAVCis
notoffsetbythefallinAFCsowhichleadstofurtherincreaseinAC.

THELONGRUNAVERAGECOSTCURVE
Thelongrunhasbeendefinedasatimeperiodoverwhichallinputsofthefirm canbevariedi.e.
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aperiodwhichislongenoughforthefirm tovaryitsscaleofproduction.Inthisperiodthereis
apossibilityofchangingthoseinputswhichwerefixedintheshortrun.
Ifthefirm hasfailedtoremaincompetitiveinanindustry,thelongrunisaperiodforsuchafirm
toliquidateitsplantandleavetheindustry.
Thelongruncostcurveisdescribedasanenvelopecurve.i.e.Itisaseriesofshortrunaverage
costcurves,wherebytheshortrunaveragecostcurvesrepresentaninfinitenumberofplant
sizesofdifferentcapacitiesovertime(variousplantpossibilitiesfrom whichtheproducercan
chosethebest.)

AnillustrationofthelongrunAveragecostCurve.

ThelongrunAveragecostcurve(LAC)helpstoexplainthechangingcoststructuresofafirm as
itchangesitsscaleofproduction.Firmsareassumedtochoosethatplantsizethatminimizes
thecostofproducinganylevelofoutput,thereforeafirm willmakeuseofvariousplantsto
increaseitsoutput.OntheLAC,theminimum pointofeachfirm istheonewhereSACistangent
totheLAC.

 Duringperiod(i)thefirmsshortrunoptimum outputisO beingproducedatcostsO
asitexpandsitscapacityinperiod2,thecostperunitofoutputfallstoO .

 Averagecostcontinuestoreduceuntilitreachesthelongrunoptimum levelO beyond
thesepointdiseconomiesofscalesetincausingtheaveragecosttorise.

 Thefirm producesoutputO usingcostofproductionOc4henceau-shapedLACcurve
ofthefirm.

N.BLACcurveisflatterthantheshortrunaveragecostcurvebecauseinthelongrunmost
costsarevariableandlessare fixed.Thefirm canadjustandalteritsplantandsizetoutilise
thevariableresourcesmoreeffectivelythereforeboththeAFCandAVCwillbelowerinthelong
runthantheshortrun.
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THEECONOMIESOFSCALE:Thisreferstotheadvantagesenjoyedbythefirm duetoexpansion
insizeorduetolargescaleproduction.

Economiesofscalearebroadlycategorizedas.

1.Internaleconomiesofscale

2.Externaleconomiesofscale.

INTERNALECONOMIESOFSCALE:Theseareadvantagesenjoyedbyafirm asitexpandsdueto
favourableconditionswithinthefirm.

Themajorinternaleconomiesofscaleinclude.

1.Technicaleconomies.Theseareadvantagesthatareenjoyedbyafirm producingonlarge
scaleasitisinpositiontoemployimprovedmethodsofproductionsinceithasthefinancesto
purchasethetechnologythusreducingtheaveragecost.

2.Financialeconomiesofscale.Theseareadvantagesthatareenjoyedbyafirm producingon
largescaleasitinpositiontoacquireloansfrom financialinstitutionsatalowerinterestrate
andatthesametimeitisabletobegivenasizeableamountoftheloansinceithasthe
capacitytopayback.

3.Marketingeconomiesofscale.Theseareadvantagesenjoyedbyafirm producingonlarge
scalesinceitispositiontobuyandsellinbulk,thisreducestheaveragecostofmarketingthe
product.

4.Transportand storage economies ofscale.These are advantages enjoyed bya firm
producingonlargescalesinceitisabletotransportitsgoods,rawmaterialsandstorethem at
alowercost

5. Managerialeconomiesofscale.Theseareadvantagesenjoyedbyafirm producingonlarge
scalesinceitisinpositiontoemployspecialisedmanagerstomanagedifferentdepartments
andimprovetheefficiencyofthefirm.

6.Socialandwelfareeconomies.Theseareadvantagesenjoyedbyafirm producingonlarge
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scalesinceithasthecapacityandmeanstoofferimprovedwelfaretotheworkers,suchas
goodshousingfacilities,medicalcarewhichimprovestheirmoralandefficiencyinproduction

7.ResearcheconomiesofscaleTheseareadvantagesenjoyedbyafirm producingonlarge
scalesinceithasthecapacitytoundertakeresearchintonew productsandnew production
techniquessinceithasthefinances.Researchresultsintoincreasedoutputandimproved
qualityofproductstherebyreducingthecostsofproduction.

8.RiskbearingeconomiesofscaleTheseareadvantagesenjoyedbyafirm producingonlarge
scalesinceithasthecapacitytospreadtherisksbycarryingoutdifferentactivitiesandselling
todifferentmarkets.

EXTERNAL ECONOMIES OF SCALE:These are advantagesenjoyed bya firm due to the
expansionoftheindustryorduetofavourableconditionscreatedforthefirm bytheindustry.

Suchadvantagesinclude;

1.Sharingthehighskilledandspecialisedlabour.Itbecomescheaperforthem tosharethat
labourwithrareskillsinsteadofeachfirm employingitsown.

2.Carryingoutjointresearch.Thefirmscontributetofinanceresearchandsharetheresearch
findingsatlowcosts.

3.Sharinginfrastructure.Thefirmscontributetofinancetheconstructionofgoodinfrastructure
whichbenefitthem alle.g.roads.

4.Thefirmsshareadvertisingcosts.Thishelpstothecostsofadvertisingbyeachindividual
firm.

5.Welfareeconomiesofscale.Thefirmsareabletoimprovethewelfareoftheworkersby
payingworkerscompetitivewageshenceimprovingthestandardoflivingoftheworkers.

6.Economiesofspecialisation.Astheindustryexpands,firmsareabletospecialiseindifferent
aspectsandindustryasawholee.g.cottontextilefirmscanspecialiseindyeing,weaving
threadsetc.Thisincreasesefficiencyinproduction.

OtherformsofClassificationofEconomiesofscale:

1)Pecuniary(Financialeconomiesofscale).Theseareadvantagesofamonetarynaturetoa
largescalefirm whenitpaysalowercostforaparticularlevelofoutput.



MajorchainMegette:Workhardinsilence,letsuccessbeyournoisePage52

2)Realeconomies.Theseadvantagesenjoyedbyafirm operatingonlargescalewhenituses
lessfactorinputstoproduceaparticularlevelofoutput.

DISECONOMIESOFSCALE:Thesearedisadvantagesoflargescaleproductionthatafirm may
experienceinform ofrisingperunitcostofproductionasoutputincreaseseitherduetointernal
factorsorbehaviourofotherfirms.

Internaldiseconomiesofscaleincludethefollowing:

1.Managerialdiseconomiesofscale.Asthefirm expands themanagementofthefirm
becomesdifficultbecauseofbureaucracysincemanagersofdifferentdepartmentshaveto
makeconsultationsbeforeadecisionismade.

3.Technicaldiseconomiesofscale.Asafirm expandsitbecomesveryexpensiveforitto
maintainitsmachineswhichsometimesleadtoabreakdown.

3.Marketingdiseconomiesofscale.Asthe firm expandsitfindsitdifficulttoacquireadequate
marketfortheproductsduetooverproduction.
4.RiskbearingdiseconomiesofScale.Asthefirm expands,thereismultiplicationofriskssuch
asaccidents,burglary,fireetc.Theseincreasetheaveragecostofproductionthroughincreased
insurancepremium.

AnillustrationofEconomiesandDiseconomiesofScale:

PointAiscalledtheoptimum point.

Economiesofscalereducestheaveragecostofproductionwhilediseconomiesofscale
increasetheaveragecostofproductionasillustratedabove.Theaveragecostofproduction
continuestofallasthefirm expandsuptopointA.

PointAisreferredtoasoptimum pointanda firm producingatpointAiscalledtheoptimum
firm andproducesatthelowestcost.
Whenthefirm producesbeyondpointAtheaveragecostraiseshencediseconomiesofscale.
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EXTERNALDISECONOMIES:Thesearedisadvantagesthataccruetoafirm becauseofactivities
ofotherfirmsinthesameindustryoractivitiesofotherproductionunitsinthesamelocality.

Externaldiseconomiesincludethefollowing.

1. Humanandtrafficcongestion.Sincetheareaisverybusy,ithasmanypeopleandvehicles
thismakesdelaysinthedeliveryofgoodstomarketsandrawmaterialstothefactories

2. Increasessocialcosts.Suchaspollutionbecausethemachinesemitdangerousgases
whichcausesillhealthtotheworkersandthepeoplearound.

3. Itleadstoincreasedcostsofinputsbecausetheirdemandisveryhighsincethereare
manyfirms.

4. Itleadstoincreasescostoflandasfirmscompetetoacquiremorelandforexpansion.

5.Itleadsincreasedcostoflabourasthefirmscompetefortheavailableskilledlabourforce.

Sub-Topic4:THETHEORYOFREVENUE:
Revenuereferstotheamountofmoneythatthefirm receivesfrom thesaleofitsoutputat
variousprices.

TYPESOFREVENUE:

Thedifferenttypesofrevenueincludethefollowing:

1.TotalRevenue(TR).Thisreferstothetotalreceiptsofafirm from thesalesofitsoutputata
givenprice.

(Output/quantity).
Or .

3.AverageRevenue(AR).Thisisthetotalrevenueperunitofoutputsoldbythefirm

Averagerevenueisthepriceofthecommodityateachlevelofoutput
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Butsincethedemandcurverelatespricetooutputandgiventhatpriceandaveragerevenueare
thesame,theARcurvethereforeisalsothedemandcurveofafirm (AR=DD)

3.MarginalRevenue(MR).Thisistheadditionalrevenueresultingfrom thesaleofanadditional
unitofoutputproduced

RELATIONSHIPBETWEENARANDMR:
TheshapeandrelationshipbetweenARandMRdependsonthemarketstructure.

1.Underperfectcompetition(AR=MR)sincetherearemanyfirmsandnoindividualsellerisin
positiontoinfluencethepriceofacommodity.Thefirm cansellwhateveramountofoutputit
producesatthesamepricethereforebothARandMRremainconstantforalllevelsofoutput.
TheARcurveisperfectlyelastic.

AnillustrationoftheAverageRevenue(AR)Curve.
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2.Underimperfectcompetition(Monopolisticcompetition,OligopolyandMonopoly),theAR
curveisdownwardslopingandabovetheMR,thisisbecausethefirm canonlysellmoreofa
commoditybyloweringtheprice,thislowerstheMRwhichfallsfasterthantheAR.

AnillustrationoftheARcurveandtheMRcurveunderimperfectmarkets.

THECONCEPTOFPROFIT
Profitisamonetaryrewardtotheentrepreneurforhiscontributionintheproductionprocess.
OR:Itreferstotheearningsofthefirm inexcessoftotalcostortotalexpenditure.

Itisthedifferencebetweenthesalesofabusinessanditscostsofsale.
Profits=totalrevenue(TR)-totalcost(TC)

OR:TR-TC(TC)

TYPESOFPROFITS:
 Supernormal/Abnormalprofits/Pureprofits.Thisreferstotheexcessearningstoafirm/

entrepreneuroverandabovethenormalprofits/totalcosts/breakevenpointthat
inducesnewfirmstojointheindustry.

OR:Theseareearningswheretotalrevenueisgreaterthantotalcostsandissufficient
enoughtoattractotherfirmsintotheindustry.

 Normalprofits/Zeroprofits.Theseareearnings/rewardstoanentrepreneur(s)orafirm/
firmsthatjustsufficient/enoughtocovertotalcostsorkeephim/itinproduction
withoutinducingotherfirmstojointheindustry.
OR:Theseareprofitsearnedwhereaveragerevenueisequaltoaveragecostandtheydo
notinduceotherfirmstojointheindustry.
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 ECONOMICPROFITS:Theseareearningsmeasuredorderivedbygettingthedifference
betweenrevenueandtheopportunitycostoffactorsofproductionusedinproductionof
outputsoldbythefirm.
OR:Thedifferencebetweenrevenuegotbyafirm andwhatitwouldhavegotinthe
secondbestalternativeuse/employment.

 SUBNORMALPROFITS/LOSSES.Thisiswheretheaveragecostofafirm isgreaterthan
theaveragerevenue.
OR.Itistheprofitwhosepersistentovertimemakestheentrepreneurtoquittheindustry

.

DETERMINANTSOFTHELEVELOFPROFITS:
 Sizeofthemarket/demandfortheproduct.Alargemarketsizeleadstohighprofitlevels

,this isduetohighlevelofsales,onthehandasmallmarketsizeleadstolow profit
levelsthisissobecauseoflowlevelofsales..

 Costofproduction/costofsales/Efficiencyoffirms.Lowcostofproductionleadtohigh
levelofprofits,thisissobecauseitmotivatesproducerstoincreaseoutputlevelswhich
resultsintohighlevelofsales,ontheotherhandhighcostofproductionde-motivates
producerproducersleadingtolowoutputlevelandthuslowsalesleadingtolowprofit
levels.

 Pricelevels/therateofinflation.Highpricelevelsleadtolow effectivedemanddueto
highcostofliving,thisresultsintolowsalesandthuslowprofits,ontheotherhandlow
pricelevelsleadtohigheffectivedemandduetolowcostofliving,thisresultsintohigh
salesandthushighprofitlevels.

 The Goal/Objective ofthe producer(s).Where the goalofthe produceris profit
maximisation,itleadstohighprofitlevels,thisissobecausesuchproducersselltheir
outputatveryhighprices,ontheotherhandwherethegoaloftheproducerissales
maximisation,itleadstolowprofitlevelsbecausesuchproducersselltheiroutputatlow
prices.

 LevelofEntrepreneurialskills/organizationalability.Highleveloforganizationalskills
leadsincreasedefficiencyinproductionthusminimizingproductioncostshencehigh
profitlevels,ontheotherhandlow leveloforganizationalskillsleadstoinefficiencyin
productionleadingtohighproductioncostsandthuslowprofitlevels.

 Degreeofrisksofinvestments.Highdegreeofrisksleadstohighprofitlevelsinthe
economy,this is because high risks discourage many potentialinvestors limiting
competitionforthemarket,thushighsalesforthefew investorswhoadventurein
business,ontheotherhandlowdegreeofrisksleadtolowprofitlevelsbecausethereare
manypotentialinvestorswhichleadstostiffcompetitionforthemarketleadingtolow
sales.

 Levelofoutput/supply/turnover/Sizeofthefirm.Highlevelofoutputleadstohighlevel
ofsalesthushighprofitlevels.Ontheotherhandlowlevelsofoutputleadstolowlevel
ofsaleswhichresultsintolowlevelsofprofits.

 Easeofentryofnew firmsintoanindustry/Numberoffirmsintheindustry/Levelof
competitioninthemarket. Largenumberoffirmsinanindustryreducesthemarket
shareforeachfirm,thisleadstolow salesthuslow profitlevels.Ontheotherhand
limitednumberoffirmsinanindustryincreasesthemarketshareforeachfirm which
leadstoincreasedsales,leadingtohighlevelofprofits.
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THEROLEOFPROFITSINECONOMICS:

 Profitsareareward to an entrepreneurforrisksand uncertaintiesendured in the
productionprocess.

 It’saguideinresourceallocationsinceentrepreneurschannelresourcestoprofitable
ventures.

 Profitsstimulateeffortforinnovationandinventionintheproductionprocess;thisis
donethroughresearchintonewproductsandmethodsofproduction.

 Profitspromoteinvestmentthroughploughingbacktheunsharedprofits.
 ProfitsareusedtorewardotherfactorsofproductionsuchasLabourthroughpaying

wages.
 Profitsareasourceofrevenuetothegovernmentsincethegovernmentleviescorporate

taxontheseprofits.
 Abnormalprofitsinducepeopletotherisksofuncertainty.
 Profitsmeasurethedegreeofrisks,usuallythehigherthelevelofrisks,thehigherthe

profitsorthehighertheprofitthehigherthelevelofrisk.

Profitdiffersfrom otherrewardsinthefollowingways:
 Profitscannotbedeterminedinadvanceunlikeotherrewardssuchaswages,interest,

andrentthataredeterminedinadvance.
 Incaseofloss,profitsbecomenegativebutotherfactorpricesremainpositive.
 Otherfactorrewardsarestableandcertainbutprofitsfluctuateandareuncertain.
 ProfitscanbeusedtorewardotherfactorslikeLabour,butotherfactorsofproduction

cannotbeusedtorewardanentrepreneur.
 Profitsunlikeotherfactorspaymentsareresidualpaymentwhichaccruestorisktakers

afterallotherfactorshavereceivedtheirearnings.

Sub-Topic:5THECONCEPTOFMARKETSTRUCTURES:
Note:

(i)MARKET:This isanarrangementthatbringstogetherbuyersand sellersto transact
businessataparticularperiodoftime.Itisthetotalnumberofbuyersandsellersinvolvedinthe
exchangeofagivenproductataparticularperiodoftime.

(ii)Marketstructure:This referstothebehaviourofconsumersandsellersinthemarket.It
alsoconsidersthemarketconditionssuchaslevelofprofits,pricelevels,thelevelofoutput,the
numberoffirmsetc.

Theremarketstructuresincludethefollowing:
 Perfectcompetition
 Monopoly
 Monopolisticcompetition
 Oligopoly
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CLASSIFICATIONOFMARKETSTRUCTURES:

Marketstructurescanbeclassifiedintothosementionedaboveaccordingto:

1.Numberofparticipantsorfirms.
Wheretherearemanyfirmsthemarket,it iseitherPerfectCompetitionorMonopolistic
Competition,whilewhereparticipantsarefewitisanOligopolyfirm andwherethereexistsonly
onefirm themarketitisMonopoly.

2.Freedom ofentryandexit.
Freeentryandexitisafeatureofperfectcompetitionandmonopolisticcompetitionunder
Oligopolyentryislimited/restrictedandforMonopolyentryofnew firmsintheindustryis
totallyblocked.

3.Degreeofproductdifferentiation.
Perfectcompetition and PerfectOligopoly produce/sellhomogeneous/similarproducts.
MeanwhileproductdifferentiationisafeatureofMonopolisticCompetitionand Imperfect
Oligopoly.

4.Levelofprofitsinthelongrun.
Normalprofits are realized by PerfectCompetition and Monopolistic Competition while
MonopolyandOligopolyfirmscontinuetoenjoysupernormalprofitsinthelongrun.

5.Objectiveofthefirm
Allfirmsinthedifferentmarketstructuresaim atprofitmaximisation.Theyallmaximisetheir
profitsattheequilibrium levelofoutputi.e.atapointwhereMC=MRwhenAR A˃C.(ARis
greaterthanAC).

Sub-Topic6:PERFECTCOMPETITIONMARKETSTRUCTURE:
Thisreferstothemarketinwhichtherearemanybuyersandsellersdealinginhomogeneous
commodities/products.Inrealitythistypeofmarketdoesnotexistbecausetheconditions
underwhichitoperatesarequiteideal.Wesimplylearnitasaguidetoothermarketstructures.

Assumptions/characteristics/features/conditionsofperfectcompetition:

Perfectcompetitionisbasedonthefollowingassumptions:

1.Therearemanybuyersandmanysellers:
Underperfectcompetitionitassumedthattherearemanysellersthatnoneofthem isin
positiontoinfluencethepriceofthecommodity.Thefirm thereforeisapricetakerandtheprice
isdeterminedbytheindustrythroughtheforcesofdemandandsupplyandthefirm isfaced
withaperfectlyelasticdemandcurve.
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Anillustrationofaperfectlyelasticdemandcurveunderperfectcompetition:

From theillustrationaboveataconstantprice thefirm canselldifferentoutputinthe
markete.g.OQ1,OQ2,OQ3etc.

N.BWhiletherearemanysellersinthemarkettherearealso manybuyersthatnoneofthem is
inpositiontoinfluencemarketpriceandforthisreason,thereisnopossibilityofsecuringa
discountbyanysinglebuyer.

2.Homogeneousproducts:
Firmsdealinhomogeneousproductstotheextentthatnobuyerhaspreferencefortheproduct
ofanyoneindividualfirm overtheother.Thisimpliesthatfirmsunderperfectcompetition
chargesameprices.

3.Freedom ofentryandexist.
Firmshaveafreedom toenterintoandmoveoutoftheindustry.Thisimpliesthatfirmswith
capitalarefreetojoinproductionandfirmswithaninadequatecapitalcanleavetheindustry
withoutanybarriers.

4.Nogovernmentinterference.
Governmentdoesnotinterfereinprice–outputdetermination.Price–outputcombinationsare
determinedbythemarketforcesofdemandandsupply.

5.Profitmaximisation:
Thegoalofthefirm underperfectcompetitionisprofitmaximisationwhereMarginalCostis
equaltoMarginalRevenue(MC=MR).
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Anillustrationofthepointofprofitmaximisationunderperfectcompetition.

From thediagram outputOQ1istheprofitmaximisingoutputatpriceOP1atpointA.

6.Notransportcosts.
Thismeansthattheraw materials,thefirmsandtheconsumersarealllocatedinthesame

area.Thisconditionalsoimpliesthatfirmsunderperfectcompetitionmustchargethesame
price.

7.Noadvertising.
Underperfectcompetition firmsdo notadvertiseand thisthereforereducesthecostof
production.Thereisnoadvertisinginthemarketbecauseofproducthomogeneity.

8.Perfectmobilityoffactorsofproduction
Underperfectcompetitionthereisperfectmobilityoffactorsofproductionmostespecially
labourandcapital.Factorsmovefrom lowerpaideconomicactivitiestohigherpaideconomic
activities.Thisconditionimpliesthatincreaseoflabour,skillsareeasilyacquired.

9.Thereisnocollusion.Thereisnocollusionbetweenbuyersor sellersofgoods.Ina
perfectlycompetitivemarket,buyersdonotgrouptogetherwithotherbuyersnordosellers
grouptogethertodetermine,influenceormanipulatepriceatwhichthegoodissold.

10.Perfectknowledgeofthemarket.
Itisfurtherassumedthatconsumersandsellershavecompleteknowledgeaboutthepricesat
whichgoodsarebeingsoldandbought.Inadditionitisassumedthattheyhaveperfect
knowledgeoftheplaceswheretransactionstakeplace.Thisconditionimpliesthatfirmsunder
perfectcompetitionmustchargethesamepricesothatifonefirm triestochargeahigherprice
thenitwillnotsellanything.

NOTE:Thereishoweverasmalldistinctionbetweenpurecompetitionandperfectcompetition.
ThedifferencebetweenthetwoisthatPureCompetitionhasnoperfectmobilityandperfect
knowledgeofmarketconditionsasitisinPerfectCompetition.

THERELATIONSHIPBETWEENMRANDARUNDERPERFECTCOMPETITION:
Sincethefirm istoosmalltoinfluencetheprice,it’sboundtosellwhateverquantitiesit
producesatthepriceestablishedbytheMarketforcesofdemandandsupply.i.e.Thefirm isa
pricetakerandthedemandcurveisperfectlyelastic.Anyadditionaloutputcanbesoldatthat
pricetherefore;
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AR=P=DDunderperfectcompetitione.g.ifthefirm decidestosell100unitsoftheproductat
Shs10each

TR = PxQ
TR = 10x100
TR =Shs

.
1000

Yet AR =

=

AR =
Shs

10

AR = P

TheMRcurveisalsoequaltotheARcurvee.g.ifthefirm sells10unitsatShs.100 each then
TR=Shs.1000.
CalculatethevalueofMR

MR =

=

MR = Shs.10

EQUILIBRIUM POSITIONSOFTHEFIRM UNDERPERFECTCOMPETITION:

ItisdeterminedwhereMC=MR.itshouldbenotedthatunderperfectcompetitionequilibrium is
achievedwherepriceisequaltoMR=AR=DD=MC.
Thefollowingconditionsmustbesatisfiedfortheequilibrium toachieved

i)MC=MR(Necessarycondition)
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ii)MCcurvemustcuttheMRcurvefrom belowandthisisexplainedinthediagram below.

Anillustrationoftheequilibrium positionofthefirm underperfectcompetition:

From theillustrationaboveoutputOQ1isnottheequilibrium levelofoutputbecauseifthefirm
wastoproduceanextraunitofoutputitwouldfetchmorerevenuethanthecostsincurredinits
production,thereforeitpaysthefirm toincreaseitsoutputinordertoearnmoreprofits.Output
OQ2istheequilibrium levelofoutputunderperfectcompetition.

Thisisbecauseifthefirm wastoproduceanextraunitofoutputitwouldfetchlessrevenue
thanthecostsincurredinitsproduction.ThereforeitpaystostopatoutputOQ2 andnotto
produceanextraunitofoutput;thesufficientoutputlevelofprofitmaximisationistherefore
OQ2

-NecessaryconditioniswhereMC=MR(pointX)butoutputislowandthereforeprofitsarenot
maximised.

-SufficientconditioniswhereMC=MR(pointM)atthehighestlevelofoutput.(OQ2).
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Shortrunequilibrium ofthefirm underperfectcompetition.

Intheshortrunafirm caneithermakeabnormalprofitsorincurlosses.
InshortrunprofitsaremaximisedwhereMC=MRbutunderperfectcompetitionitisthatpoint

whereMCcutsMRfrom below.

Anillustrationoftheshortrunequilibrium positionofthefirm underperfect.

ProfitsaremaximisedwhereMarginalCostisequaltoMarginalRevenue(MC=MR)asshown
below.

From thediagram above,PriceisdeterminedwheretheoutputlinemeetstheAR/Demandcurve
atpointA.
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-OutisdeterminedatpointAwhereMC=MRi.e.OQe.Output0QeisproducedatacostOC1,at
pointB.
Thefirm earnsabnormal/supernormalprofitsrepresented bya rectanglePeABC1 where
AverageRevenue(AR)isgreaterthanAveragecost(AC).

LOSSESINTHESHORTRUNUNDERPERFECTCOMPETITION
Itshouldbenotedthatafirm underperfectcompetitioncanalsoincurlossesintheshortrun.

Thisisbecausetheperiodistooshorttoenablefirmsvaryallfactorsofproductioni.e.tovary
fixedfactorsinordertoincreasesupply.

AnIllustrationoflossesintheshortrununderperfectcompetition.

From theaboveillustration,thefirm isinequilibrium atpointAwhereMC=MR.
Theequilibrium outputproducedisOQedeterminedwhereMC=MR.(OQeline/link).

Thepriceisdeterminedwheretheoutputlinemeetsthedemandcurve/ARcurveatpointA.
ThecostofproducingoutputOQeisOC1determinedatpointB.thereforeatequilibrium ACis
greaterthanARimplyingthatthefirm ismakinglossesindicatedbyABC1Peasshownbythe
shadedarea.

LONGRUNPRICE,OUTPUTANDPRICEDETERMINATIONUNDERPERFECTCOMPETITION:

Inthelongrunthefirm underperfectcompetitionisinequilibrium whenAR=MC=MR=AC.In
thelongrunallfirmsintheindustryunderperfectcompetitionearnnormal/zeroprofits.Thisis
becauseofentryofnewfirmsintotheindustryastheyareattractedbytheabnormalprofitsof
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theshortrun.
Whennewfirmsjointheindustry,outputincreasesaswellastheaveragecostofproduction.
Thisissobecause ofincreasedsupplyofoutputandincreaseddemandforfactorsof
production.Pricelevelreducesandalsoprofitleveleventuallyreducesandthusallfirmsearn
normal/zeroprofitsasillustratedbelow.

Anillustrationoflongrunprice,outputandprofitdeterminationunderperfectcompetition.

From theabovediagram inthelongrun,thefirm underperfectcompetitionisinequilibrium at
pointEwhereMC=MR=AR=DD=AC.

Equilibrium outputOQeisdeterminedwhereMC=MRi.e.OQeline/link.
Equilibrium priceOPeisautomaticallydeterminedbytheforcesofdemandandsupplyatpoint

Ei.e.OPeline/link.
Attheequilibrium pointAC=ARimplyingthatthefirm isneithermakingabnormalprofitsnor

incurringlossesthussuchafirm isearningzero/normalprofits.

THESUPPLYCURVEUNDERPERFECTCOMPETITION
Thesupplycurveofthefirm showsvariousquantitiesofcommoditiesavailableforsaleat
variousprices.Thesupplycurveisthereforederivedfrom pointofintersectionofmarginalcost
curvewithsuccessivedemandcurves.

Anillustrationofthesupplycurveunderperfectcompetition:

From thediagram above,ifthepriceisOP5thequantitysuppliedisOQ5whereMC=MR5.When
thepriceisreducedtoOP4thequantitysuppliedreducesto0Q4whereMC=MR4.whentheprice
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reducesfurthertoOP3thequantitysuppliedalsoreducesfurthertoOQ3whereMC=MR3.
WithoutputOQ5thefirm makeseconomicsprofitswhilewithoutputOQ4thefirm makeszeroor
normalprofits.WithoutOQ3thefirm incurslosses.ItshouldbenotedhoweverthatoutputOQ3

willbeproduceddespitethelossesincurred.Thisisbecausethefirm isstillinpositiontocover
theaveragevariablecost.
Intheshortrun,thereforethesupplycurveofaperfectlycompetitivefirm isexactlythesameas
MCcurveforalllevelsofoutputequaltoorgreaterthanthatlevelofoutputwhichcorresponds
totheminimum pointofAVCcurve(PointB).

SHUTDOWNANDBREAK-EVENPOINTSOFAFIRM UNDERPERFECTCOMPETITION:

1.BREAKEVENPOINTofafirm.Thisiswhereafirm neithermakes Supernormalprofitsnor
incurslosses.I.e.whereafirm earnsnormal/zeroprofits.(AR=AC).

2.SHUTDOWNPOINTofafirm.Thisisapointbelow whichfirm cannotcoveritsAverage
variableCosts.(AR=AVC)
ORItisapointwherethefirm coversonlyitsAverageVariableCosts

An illustration ofthe Break-even and the Shutdown points ofthe Firm underPerfect
Competition:

From theillustrationpointBrepresentstheBreak-evenpoint,wherethefirm neithermakes
profitsnorincurslosses.
WhilepointSrepresentstheShut-downpointofthefirm whichcorrespondstothetothelowest
pointofAVCcurve.Thispointshowsthatthefirm justcoversonlytheAveragevariablecostsi.e.
itisapointwhereAVC=AR.Belowthispointthefirm willbemakingalotoflossesanditis
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worthclosingdown.

REASONS WHY A FIRM CONTINUES PRODUCING WHEN IT IS MAKING ZERO/NORMAL
PROFITSORWHYFIRMSCONTINUEPRODUCINGEVENWHENTHEYHAVEFAILEDTOCOVER
THEIRAVERAGEVARIABLECOSTS.

Thefirm willcontinueoperatingintheshortrunaslongasitcoversthevariable/vital
operatingcostslikewages,salaries,andraw materialswiththehopetocoveritsfixed
costsinthelongrun.

Highcostsmaybeofaseasonalnature.Thefirm maybesustainedbythehopethatthe
businessclimatemayimproveinthenearfutureandthereforethebusinessmaygrow
henceenablingfirm tomakeprofits.

Theneedtomaintainagripoverthemarket.A firm mayfeartoloseitsmarketand
goodwillbecausegettinganew marketmaybeexpensiveusuallyinvolvingexpensive
advertising.

Fearofhighcostsofdepreciation/re-opening.Thefirm may beavoidinghighcostsof
depreciation ofmachinery whereby re-starting may involve repairing orrenovating
machines.

Feartoloseskilledmanpower/labour.Thefirm mayhavebuiltupapoolofspecialised
skilledmanpowerwhichitmayfeartolose,hencecontinuesoperating.Thisisbecause
labourisexpensivetotrain.

Hopetochangemanagement.Thefirm mayreview itsmanagementandadministration
wherethereisinefficiencyleadingtohighcostsarisingfrom poormanagement.

Thefearoflosingthesource/suppliesofrawmaterialsespeciallyandgettingnewsources
maybeveryexpensive.

Thefirm mayadoptnewtechniqueaproductionwhichisaimedatreducingcostshenceit
willcontinueproducingevenifitismakinglosses.

Hopetogetaloan/Aid.Afirm maydecidetogetaloanfrom thefinancialinstitution,so
thefirm maydecidetoremainproducingevenwhenmakinglosses.

 Itmaybeabranchofanindustry,andthereforethelossesinonefirm maycoveredby
profitsinotherfirmsofthesameindustry.

Itmaybeastateownedfirm offeringessentialserviceshencecontinueinproduction.

Itmaybeabeginnerfirm;thisiswherethefirm isstillininfantstagehopingtoreapprofits
inthelongrun.

Itmaybearesearchunitwheretheobjectsareshortlived,andafterattainingthem,it
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closes.
Fearlosingcontracts.Asthefirm closesitlosescontractswhichmayleadtoheavy

punishmentforbreachingthecontract,i.e.willbepayheavilyfinancially.
 Itmaybehopingtomergewithanotherprofitmakingfirm(s).

ADVANTAGES/MERITSOFPERFECTCOMPETITION:

 Thereisefficientallocationofresourcesinthelongrunandshortrunusingmarket
forces.

 Itprovidesanefficientstandardorconvenientmeasuringrodforcomparisonofprice
determinationinothermarkets.

 Itensures fairand stable prices in the marketsince the commodities sold are
homogeneous.

 Itensuresequitabledistributionofincomebecauseofthemanyfirmsandfreeentry
andexiti.e.intermsofemployment.

 Itensuresincreasesoutputbecauseoflargenumberoffirms/Producersinthemarket.

 No wastage ofresources/funds in advertising thatwould increase the costof
productionhenceincreaseinpricesofgoodsandservices.

DISADVANTAGES/DEMERITSOFPERFECTCOMPETITION:

 Itassumescertainidealmarketsituationsthatdonotexistinreallife.e.g.awareness
ofmarketsituationsbybuyersandnotransportcost.

 Itcannoteliminatenaturalmonopoliesandbusinessownershipofcapital.

 Thefirm earnsNormal/Zeroprofitlevelsinthelongrun.Thislimitsresearchand
innovationsintheproductionprocess.

 Thereislackofeconomiesofscalewhichlimitstheexpansionofthefirms.

 Thereisalimitedvarietyofgoodsandservices,whichlimitstheconsumer’schoices
dueproductionofhomogeneousproducts.

 Itmayleadtounemploymentinthelongrunsinceinefficientfirmsarepushedoutof
production/areoutcompetedinproduction

 Itleads to duplication ofgoods and services,therefore leading to wastage of
resources.

Sub-Topic7:MONOPOLY
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Thisisamarketsituationwherethereisonlyoneproducer/sellerbutmanybuyersofa
commoditythathaslimitedornoclosesubstitutes.

Asimpleoranimperfectmonopolyisanordinarymonopolywherebytheproductproducedhas
limitedclosesubstitutes.

ExamplesinUgandaincludeUgandaElectricityDistributionCompanyLtdUEDC Ltdassole
distributorofhydroelectricpower,UgandaRailwaysCorporation.

Formsofmonopolyinclude:

Pure/perfect/absoluteMonopoly.
Thisisamarketsituationwherethereisoneproducerbutmanybuyersofacommodity
thathasnosubstitutesatall.Thecrosselasticityofdemandofaproductofsuchafirm
iszero.HowevergiventhatintherealThisisamarketsituationwherethereisone
producerbutmanybuyersofacommoditythathasnosubstitutesatall

BilateralMonopoly.Thisisamarketconsistingofoneseller(monopolist)andasingle
buyerofasinglecommoditye.g.asinglefirm producingallthecopperandanothersingle
firm usesthecopper.Inrealsituationbilateralrelationshipbetweentradeunionand
employersassociationisabestexampleofbilateralmonopoly

.
Monopsony.Thisisamarketsituationwherethereexistmanyproducersbutasingle

consumerorbuyerofaproduct.Acommoditystatutorymarketingboardthatbuysa
particularcropfrom allthefarmersinthecountryisagoodexampleofamonopsony.

 Statutorymonopoly.StatutorymonopolyisoneformedbytheActofparliament.Ithas
thesolerighttodealinspecifiedeconomicactivitiesforexample,intheprovisionof
publicutilitiessuchaswater,electricity,gas.

 Naturalmonopoly.Thisisamonopolysituationthatarisesfrom theownership of
specific/strategicnaturalresourcesoruniquetalentbyaproducermakingithardfor
otherfirmstojointheindustry.

 Spatialmonopoly.Spatialmonopolyisonewhicharisesfrom longerdistancebetween
producersofacommodity.

 Collectivemonopoly.Collectivemonopolyisonewhichcomesintoexistencedueto
mergingoffirms.

 Discriminativemonopoly.Discriminativemonopolyisonewhereafirm sellsthesame
commoditytodifferentcustomersatdifferentpricesirrespectiveofcostsofproduction.

FACTORSTHATGIVERISETOMONOPOLY:
 Existenceofpatentrightstoinventorsandcopyrightstoauthorsorspecialtalents.Such

patentrightsaregrantedbythegovernmenttoafirm toproduceacommodityof
specifiedqualityortouseaspecifiedtechniqueofproductionforagivenperiodoftime.

 Largeinitialcapitalrequirements.Wherelargeinitialcapitalisrequiredintheproduction
ofagivencommodity,fewfirmscanaffordhencegivingrisetomonopoly.
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 Wherethemarketistoosmallformanyfirmstooperate.Firmsenjoymonopolypowers
wherethemarketcanonlyallow oneoptimum firm tooperateatitsminimum levelof
efficiency.

 Naturalmonopoliesdue to ownership orofcontrolofa strategicsource ofraw
materials.Firmsbecomemonopolistsbyobtainingcontrolovercertaininputsthatare
essentialfortheproductionacommodity.

 Spatialmonopoliesduetolongdistancebetweenfirms.Onemaybecomeamonopolist
solongitdoesnotbecomeworthwhilefortheconsumerstoincurtransportcoststo
bringincommoditiesofotherproducers.

 Mergers and takeoveroffirms.Some Monopolies come into existence due to
integration/amalgamationofseveralfirmsinthesamelineofproduction.

 Long period ofapprenticeship i.e.long periods oftraining leading to professional
MonopoliessuchasArchitects,CharteredAccountantsetc.Peopleare restrictedfrom
entryintosuchprofessions,throughextensionoftrainingperiod.

 Statutorymonopoliesarisingfrom governmentthroughStatutesandActsofparliament.
SomemonopoliescomeintoexistencebytheActofparliamentandtheyexistaspublic
utilities,andcanberemovedonlywhenthelawisremoved.

 Protectionism ininternationaltradeleadingtoShelteredMonopolies.Monopolycomes
intoexistencewhengovernmentimposesrestrictionsonforeigngoodsthroughtaxand
non-taxbarriers.Thismakesthelocalproducersbecomemonopolistse.g.sodafirms,
sugarfirmsinUganda.

 Exclusive knowledge aboutproduction ofa commodity.Firms especially in the
manufacturingsectordesignprocessesthataresecretlykeptandthismakesthem have
monopolypoweroverproductionofcertaincommodities.

 Limit-pricingpolicies/Aggressivepricewars.Thisisthesettingofalowerorunattractive
priceforagivencommodityinordertoprevententryofnewfirmsintheindustry.Limit-
pricinggivesmonopolypowertothosefirmswhichadoptit.

 Cartels and common marketing policies e.g.Organisation ofpetroleum exporting
countries(OPEC).Countriesproducingasimilarcommoditysuchaspetroleum may
decidetorestrictsupplyonthemarketandalsochargethesamepricefortheirproduct.

THERELATIONSHIPBETWEENMARGINALREVEVUEANDAVERAGEREVENUEUNDER
MONOPLY:
MarginalRevenueisnotthesameasAverageRevenueunderallimperfectmarkets,e.g.

Monopoly,MonopolisticCompetitionandOligopoly.
UnderMonopolyMarginalRevenueliesbelow theAverageRevenuecurveandthisis
becauseamonopolistisabletoobtainmorerevenuebyloweringhispriceandthus
makingtheMarginalRevenuecurvefallfasterthantheAverageRevenuecurve.
AMonopolistfacesademandcurvewhichisinelasticandthisbecausehedealsina

commoditywhichhasnoorlimitedclosesubstitutes.

AnillustrationofthedemandcurveunderMonopoly:



MajorchainMegette:Workhardinsilence,letsuccessbeyournoisePage71

IntheillustrationthedemandisinelasticwhiletheMarginalRevenueisbelow the
AverageRevenueCurve.

SHORT-RUNSITUATIONOFAFIRM UNDERMONOPOLY.
Afirm undermonopolyaimsatprofitmaximisationandprofitsaremaximisedatapoint
whereMarginalcostisequaltoMarginalrevenue(MC=MR)andthisistheequilibrium
position.
Intheshortrunthefirm caneitherearnEconomic/Supernormalprofitsorincurlosses.

Anillustrationofprice,outputandprofitdeterminationundermonopolyintheshortrun.

Intheillustrationabove;
>ThelevelofoutputthatmaximisesprofitsisdeterminedatpointEwhereMC=MR,andfirms’
outputisOQe
>ThepriceOPeisdeterminedatpointAonthedemandcurve,wheretheoutputlinemeetsthe
averagerevenuecurve.
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>ThecostOCoisdeterminedatpointB,wheretheoutputlinemeetstheaveragecostcurve.
>Intheshort-run,firmsundermonopolyearnSupernormalprofitsbecauseaveragerevenueis
greaterthanaveragecost(AR>AC)atequilibrium levelofoutput.Supernormalprofitsare
representedbytheshadedareaPeABCo.

AnillustrationoflossesunderMonopolyintheshortrun:
Intheshortrunthefirm canalsoincurlossesasillustratedbelow.

Incaseoflosses,theACexceedstheARatequilibrium levelofoutputwhereMC=MRasshown
above.
From theillustrationabove,thefirm earnsrevenueequivalenttoOPeTQebutincurshighcosts
OCoSQe.

Giventhattheexitoffirms the isblockedundermonopolyafirm whichisincurringlosses
doesnotleavetheindustrybutittakessomemeasurestogetridofthelossese.g.layingoff
someworkersincaseofahighwagebill,reshufflingmanagementincasemanagementwas
inefficient,improvingthetechniquesofproductionetc.

LONG-RUNSITUATIONOFFIRMSUNDERMONOPOLY.
Inthelong-run,monopolyfirmscontinuetoproduceatequilibrium whereLMC=LMRandthisis
wherehigherSupernormalprofitsaremaximised.

Anillustrationofabnormalprofitsinthelongrunundermonopoly:
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Intheillustrationabove;
>ThelevelofoutputthatmaximisesprofitsisdeterminedatpointEwhereLMC=LMR,and
firm’soutputisOQei.e.OQeline/link.
>ThepriceOPe isdeterminedatpointM onthedemandcurve;wheretheoutputlinemeetsthe
long-runAverageRevenuecurvei.e.OPeline/link.
>ThecostOCoisdeterminedatpointN,wheretheoutputlinemeetsthelong-runAveragecost
curve.
>Inthelong-run,afirm undermonopolyearnshigherSupernormalprofitsbecausetheAverage
revenueisgreaterthanaveragecost(LAR>LAC)atequilibrium levelofoutput.(OQe).The
higherSupernormalprofitsarerepresentedbytheshadedareaPeMNCo

MERITSOFMONOPOLY:
 Thereislimitedduplicationandresourcewastage.Thishelpstosavesociety’sscarce

resourcesforexampleinutilitiesindustriesofwaterandelectricity.
 Internaleconomiesofscaleareenjoyedincaseofnaturalmonopoly,wherethemarket

demandisonlysufficientforonefirm tooperateatitsminimum levelofefficiency.
 Pricediscriminationispracticedandthisbenefitsthelow incomeearnerswhowouldgo

withoutsomecommodities.
 Researchandinnovationsareencouragedthroughpatentrights,becauseofpresenceof

supernormalprofitsbothintheshort-runandlong-run.
 Monopolyfacilitatesthegrowthandthereforedevelopmentofinfantindustriesbecauseof

patentrightsaccordedtothem.
 Monopolyfirmsaresourcesofrevenuetogovernmentthroughtaxationonabnormalprofits.
 Monopolyfirms have abilityto create and widen employmentopportunities especially

state/statutorymonopolies.
 Monopolyfirmsexperiencelowoperationalcosts;thisismainlysoduelimitedadvertisingof

commodities.Thismeansthatthereisapossibilityofmonopolyfirmstochargelowprices.
 Publicutilitiessuchaswaterandelectricityareinmostcasesprovidedatreasonableprices

whichimproveconsumer’swelfare.
 Abnormalprofits are enjoyed,this helps to expand the size ofthe firm through re-

investing/ploughingbacksuchprofitsinbusiness.

DEMERITSOFMONOPOY.

 Monopolyleadstoconsumerexploitationbywayofcharginghighprices,sinceconsumers
havenoalternativesourcesofcommodities.

 Leadstolimitedvarietyofgoodsandservicesonthemarket.Thislimitstheconsumer’s
choice,leadingtolowstandardofliving.

 Monopolypromotesincomeinequalitybecauseincomesareredistributed in favourof
monopolistsinform ofabnormalprofitswhiletherestofsocietybecomespoorer.

 Monopolyfirmsproducelowqualityoutputonthemarketduetolackofcompetition.
 Monopolyleadstounderemploymentandunemploymentoflabourduetooperationat

excesscapacity.
 Monopolyfirmscauseshortagesofcommoditiesonthemarketespeciallyintimesofbreak
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down.
 Monopoly firms exertpressure on governmentespecially in decision making which

compromisesitsperformancee.g.decisionstodowithtaxation;acaseinpointisBAT(U).
 Monopolyfirmsexploitworkersbywayofunderpayingthem.
 Monopoly firms produce at excess capacity in some industries which leads to

underutilizationofresources,limitedoutputandhighpricesofcommodities.

THECONCEPTOFEXCESSCAPACITY
Excesscapacityisasituationwhereafirm oranindustryisproducingatlessthaninstalled
capacity(optimum capacity).Itischaracterizedbyunderutilizationofavailableresourcesbya
firm oranindustryinacountry.

AnillustrationofexcessCapacityundermonopoply.

Thefirm producesatequilibrium asrepresentedbypointEinsteadofproducingatoptimum
capacityrepresentedbyoutputOQ1.Thedifferencebetweenequilibrium outputandoptimum
outputistheexcesscapacity.

Causesofexcesscapacityinproduction
 Toomuchdesireforhigherprofitsbyentrepreneurs,wheretheyrestrictoutputsoasto

chargehighprices.
 Limiteddomesticandforeignmarketswhichdonotjustifyproductionofcommoditiesatfull

capacity.
 Poorstateoftechnologythatdoesnotencourageproductionatfullcapacity.
 Poorinfrastructuresforexamplepoorroads,whichdonotencourageproductionatfull

capacity.
 Limitedco-operantfactorsofproductionsuchascapitalandlabour.
 Highproductioncostsasaresultofhightaxationbygovernment,hightransportcosts.
 Politicalinstabilitieswhichincreaseuncertaintiesinproduction.
 Limitedentrepreneurialabilitiestoencourageinnovationsandinventionstoproduceatfull

capacity.
 Limitedrawmaterialswhichdonotencourageproductionatfullcapacity.
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THECONCEPTOFPRICEDISCRIMINATION.
Price discrimination is the actbya monopolistto charge differentprices forthe same
product/similarproducttodifferentconsumers/markets.

Examplesofpricediscriminationinclude:
 Differentpriceschargedforseatsincinemahallsortheatres.
 Differentpriceschargedforseatsinaircraftortrain.
 Differentpriceschargedforseatsinnationalstadiums.
 DifferentpriceschargedindiscothequessuchasAngeNoir.
 Differentpriceschargedinprovisionofmedicalservicesbymedicaldoctors.

Forms/basisofpricediscrimination:
 Discriminationbasedonthelevelofincomeofconsumers.Therichcustomerspaya

highpricewhereasthelow incomeearnerspayalowerpriceforthesamecommodity.
Forexample,medicaldoctorschargehighfeesonrichpatientsthanthepoorpatients.

 Discriminationbasedonnatureofacommodity.Brandedproductsaresoldathighprices
thantheunbrandedones.Forexampleinaeroplanesandtrains,differentchargesexist
forfirstclassandotherclasses.

 Discrimination based on time ofservice.This is common in cinema houses and
telephoneservices,customersarechargedhigherratesduringpeakhoursascompared
totheratesoff-peakhours.

 Discriminationbasedongenderandage.Forexample,lowerentryfeeforladiesin
discothequesatnight,lowerpriceforchildren’shaircuts.

 Discriminationbasedongeographicalarea.Inamarketwheretheelasticityofdemand
foraproduct isinelasticahighpriceischargedandwheretheelasticityofdemandis
elasticalowpriceischarged.

 Discriminationbasedontheuseoftheproduct.Thisiswhendifferentpricesarecharged
accordingtotheusestowhichthecommodityisput.E.g.electricityisusuallysold
cheaplyforindustrialusesthanfordomesticpurposes.

Conditionsnecessaryforthesuccessofpricediscrimination:

 Themarketshouldbedividedintosub-marketsbasedonage,levelofincome,gender
andgeographicalseparation.

 Thereshouldbedifferentpriceelasticitieselasticandinelasticdemandinthedifferent
markets.

 Themarginalrevenueindifferentmarketsshouldbethesame.
 The producerorsellermustbe a monopolistselling a commoditywith no close

substitutes.
 Thecostoftransferringacommoditybyaconsumerfrom onemarkettoanothershould

behigh(noarbitrage).
 Thecostofseparatingmarketsbythemonopolistshouldbelowsoastogainfrom price

differences.
 Theconsumermustbeignorantabouttheexistenceofothercheapermarketssothat

onewhobuysathighpricedoesnotknowthatthecommoditycanbeacquiredatalower
price.

 Thereshouldbenogovernmentinterferenceinthemarketinform ofpricecontrols.
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 Wheregoodsaresoldonspecialorderorcontractsbecauseconsumerscannotknow
whatisbeingpaidbyothercustomers.

 Incaseofpersonalserviceswhichcannotbetransferredfrom onepersontoanotherfor
examplemedicalservices.

 Thereshouldbelowcostofseparatingthemarketsbytheproducer.
 Theproducermustbeamonopolist/theremustbeoneproducerofthecommodityand

thecommoditymustnothaveaclosesubstitute.

Meritsofpricediscrimination:
 Poorconsumersbuyessentialgoodsandservicesatrelativelylowprices.
 Itincreasestotalrevenueofthemonopolistasaresultofsellingalotofoutput.
 Itistheonlywaythroughwhichtherichcansubsidisethepoorpeople.
 Ithelpsthemonopolisttodispose-offsurplusoutputthroughsellinginamarketwhere

demandiselastic.

Demeritsofpricediscrimination:
 Itleadstounevendistributionofincomebecausethemonopolistearnsmorebyselling

toboththerichandpoorcustomers.
 Itleadstodumpingwhichdiscouragesproductionincountrieswheresuchcommodities

aresoldatcheaperpricesthanthepricechargedinthedomesticcountry.
 Iteliminatesconsumer’ssurplussincethecommodityissoldbythemonopolist.
 Poorqualitycommoditiesaresoldatverylowpricesduetoexistenceofmonopolypower.

MEASURESTOCONTROLMONOPOLYPOWERINACOUNTRY:
 Adoptionofpricecontrolinform ofmaximum priceonmonopolisedcommodities,suchthat

itbecomesillegaltotradeabovethesetpricebythegovernment.
 Adoptionoftaxationinform oflumpsum andspecifictaxestoreducethesupernormal

profitsenjoyedbymonopolists.
 Removalofforeigntraderestrictionsonforeigngoodstoallowfaircompetitionandpromote

efficiencyofdomesticfirms.
 Encouragenewfirmsbygovernmenttojoinindustrythroughprovisionofsubsidies.
 Improvementofeconomicinfrastructuressuchasroads,railways,electricitytoreduceon

costsofproductionandattractnewfirmstojoinindustry.
 Adoptionofnationalisationwheregovernmenttakesoverprivatelyownedenterprisesto

promoteefficiencyandincreaseoutputofgoodsandservices.
 Adoptionofanti-mergerlawsi.e.enactinglawsagainstmonopolypracticessuchasmerging

offirms.
 Relaxingpatentrightsgrantedtoinventorsandcopyrightstoauthorssuchthatcompetition

inproductionisopentomanyentrants.
 Publicising allabuses ofmonopolysuch as politicaland economic corruption,unfair

businesspracticesetc.
 Formation of purchasers’associations aimed at increasing bargaining strength of
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consumersofacommodityandcreatingawarenessamongtheconsumers.
 Establishmentofbureau ofstandards,such institutions in setting setstandards that

producersmustfollowiftheyaretocontinuewiththeirbusinesses.
 Undertakeprivatisation,thisisintendedtocontrolorremovestatutorymonopolies.

Sub-Topic8:MONOPOLISTICCOMPETITION
Monopolisticcompetitionisamarketstructureinwhichtherearemanybuyersandfirms
producingdifferentiatedproductsthatareclosebutnotperfectsubstitutes.

Themarketstructurehaselementsofcompetitionandmonopoly.Examplesoffirmsoperating
underconditionsofmonopolisticcompetitionareBakeryindustry,taxiindustry,Soapanddet
ergentsindustry,saloon services,tea industry,estate agents,funeraldirectors,insurance
brokersetc.

Characteristicsofmonopolisticcompetition
1.Therearemanybuyersandsellersinthemarket(industry)whohavelimitedmarketpowers
andnoneofthefirmscancontrolaverybigportionofthemarket.
2.Thereisfreedom ofentryandexitoffirms.Thismeansthattherearenobarrierstoentryof
newfirmsandobstacletofirmsleavingtheindustry.
3.Theproductsproducedarehighlydifferentiatedbybranding,packing,Colour,taste,design
andtrademarksbuthaveclosesubstitutes.
4.Thereiswidespreadpersuasiveadvertisingandsalespromotioncampaigns,allofwhichaim
atmakingthedemandforcommoditiesinelastic.
5.Firmscanbepricemakerstoacertainextentbecauseofmonopolyelements.Thismeans
thateachfirm hasmonopolypoweroveritsbrand.
6.Firmsundermonopolisticcompetitionaim atprofitmaximizationbothintheshort-runandin
long-run,andprofitsaremaximizedatapointwheremarginalcostisequaltomarginalrevenue.
7.Firmsundermonopolisticcompetitionearnsupernormalprofitsintheshort-runandnormal
profitsinthelong-run.
8.Thedemandcurveoffirmsundermonopolisticcompetitionishighlyelasticslopingfrom left
toright.Thisisbecausecommoditiesproducedhaveclose(many)substitutes.
9.Firmsundermonopolisticcompetition producecommoditiesatexcesscapacityhence
underutilizingavailableresources.
10.Thereisbrand loyalty(commitment)byconsumers,wheretheycan easilyidentifya
commodityofaparticularproducerconsideredsuperiortootherbrands.
11.Firmsundermonopolisticcompetitionincurdifferentcostsforexampletransportand
productioncoststhereforehavedifferentprofitlevels.
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SHORT-RUNSITUATIONOFAFIRM UNDERMONOPOLISTICCOMPETITION
1.Intheshort-run,efficientfirmsundermonopolisticcompetitionearnsupernormalprofitsand
theyproduceatapointwhereMC=MR.
Diagram

>Thelevelofoutputthatmaximizesprofitsofafirm isdeterminedatpointE,whereMC=MR.
>ThepriceOPisdeterminedatapointwheretheoutputlinemeetsthedemandcurveatpointA.
>ThecostOCisdeterminedatpointBwheretheoutputlinemeetstheaveragecostcurve.
>Thefirm earnsabnormalprofitsbecauseaveragerevenueisgreaterthanaveragecostat
equilibrium levelofoutput,asrepresentedbytheshadedareaPACB.

LONG-RUNSITUATIONOFAFIRM UNDERMONOPOLISTICCOMPETITION
Inthelong-run,firmscontinuetoaim atequilibrium whereLMC=LMR,andthisiswhereoutput
isdetermined.Becauseoffreedom ofentryinthemarket,theshort-runsupernormalprofits
attractnewfirms,whichleadtoincreaseintheaveragecostsofproductionhencetheupward
shiftoftheaveragecostcurve.
Diagram

>ThelevelofoutputthatmaximizesprofitsisdeterminedatpointEwhereLMC=LMR(output
OQ)
>ThepriceOPisdeterminedatpointAwheretheoutputlinemeetstheLARcurve,andtheLAR
curveistangenttoLACcurve.
>ThecostOCisdeterminedatpointAwheretheoutputlinemeetstheLACcurve.
>AllfirmsearnnormalprofitsbecauseLARistangenttoLAC(LAC=LAR)attheequilibrium
levelofoutput.
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Meritsofmonopolisticcompetition
1.Consumersenjoycommoditiesatrelativelylowpricesduetocompetitionamongfirms.
2.Itleadstoproductionofawidevarietyofcommoditiesduetoproductdifferentiation,which
improvesconsumer’schoiceandpreference.
3.Itleadstoproductionofbetterqualityproductsduetocompetitionamongfirms.
4.Itleadstohighoutputofproductsduetoexistenceofmanyfirmsintheindustry.
5.Monopolisticfirmsprovideemploymentopportunities,whichimproveonpeoples’welfare.
6.Monopolisticfirmscontributerevenuetothegovernmentthroughtaxationonabnormal
profits.
7.Monopolisticcompetitionpromotesinventionsandinnovationsthroughproductdevelopment.
8.Abnormalprofitsearnedbyfirmsintheshort-runcanbeusedforexpansion.
9.Persuasiveadvertisementenablesfirmstoexpandmarketsfortheirproducts

Demeritsofmonopolisticcompetition
1.Itleadstowastageofresourcesduetoduplicationofeconomicactivitiesorservices.
2.Itleadstounderutilizationofresourcesbyfirmsduetoproductionatexcesscapacity.
3.Firmsexperiencehighcostsofproductionduetoexistenceofcompetitiveadvertisementand
productdifferentiation.
4.Itleadstolimitedmarketsharebecauseofthemanyfirmsinmonopolisticcompetition.
5.Itleadstodistortionofconsumerchoicesduetocompetitivepersuasiveadvertisement.
6.Limitedresearchisdonebyfirmsinduetoabsenceofabnormalprofitsinthelong-run.
7.Itleadstounemploymentduetocollapseandexitofinefficientfirmsinthelong-run.
8.Itleadstoconsumerexploitationduetohighpriceschargedundermonopolisticcompetition.

Sub-Topic9:OLIGOPOLY:
Oligopolyismarketstructureinwhichthereareafew firmseitherproducinghomogeneous
productsofdifferentiatedproducts.
Oligopolycanbecategorizedas:

1.Perfect/Pureoligopoly.
Pureoligopolyisamarketsituationinwhichthereareafew firmsproducinghomogeneous
products.Forexample,raw materialsinform ofpetroleum,steel,Aluminum andoil.Thereis
closeinterdependencesuchthat,price-outputmoveofonefirm affectsprice-outputmoveofall
otherfirmsintheindustry.
2.Imperfect/Differentiatedoligopoly.
Imperfectoligopolyisamarketsituationinwhichthereareafewfirmsproducingdifferentiated
products.Commoditiesareclosebutnotperfectsubstitutes.
ExamplesofoligopolyfirmsinUgandainclude:
a.Softdrinksindustrycomposedofcrownbeverageslimitedandcenturybottlingcompanyltd
b.CementindustrycomposedofHimacement,KampalacementandTororocementfactories.
c.PetroindustrycomposedofShell,Total,
d.BeerindustrycomposedofNileBreweries,EastAfricanBreweriesandParambotBreweries.
e.MattressindustrycomposedofVitafoam,Royalfoam,Euroflex,Comfoam,Meghafoam,
Crestfoam
f.TelecommunicationsindustrycomposedofMTN,AIRTEL,Africell,etc.

CHARACTERISTICSOFOLIGOPOLY.
1.Therearefew firmsandmanybuyersparticipatinginthemarket,andeachofthesefirms
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controlsasubstantialshareofthemarket.
2.Thereiscloseinterdependenceamongfirms.Thismeansthatpriceandoutputdecisionsof
onefirm affectothers.
3.Thereisuseofintensivesalespromotionalactivities/Non-pricecompetitionsuchas
persuasiveadvertising,provisionofaftersales.
4.Differentsizesoffirms.Thereislackofuniformity;thismeansthatfirmsareofdifferent
sizeswherebysomearesmallfirms,medium firmsandlargescalefirms.
5.Thereisnouniquepatternofpricingascomparedtoothermarketstructuresbutpricesare
determinedbycartels/collusivepricing,independentpricingorpriceleadership.
6.Firms in the marketare faced with a kinked demand curve.This is because ofthe
uncertaintiesinthemarket.
7.Thereispricerigiditywhichisduetouncertaintythatexistsintheindustryandnoneofthe
participantswouldliketointerferewithpricebecauseitmayspark-offpricewars.
8.Thereislimitedentryoffirmsintheindustrysincematurefirmsuseunfaircompetitive
methodswhichlimitentryofnewfirmsintheindustry.
9.Profitmaximisationisthemainmotiveofproduction.Firmsunderoligopolyaim atmaking
profits.E.g.Firmsearnsupernormalprofitsdueblockedentryofnewfirmsintheindustry.
10.Thereisproductdifferentiationunderimperfectoligopolyandproducthomogeneityunder
perfectoligopoly.
11.Thereishighdegreeofuncertainty.TheOligopolistisalwaysuncertainofprice-output
movesofotherfirmsinthemarket.

NON–PRICECOMPETITION.
Non–pricecompetitionisasituationwherefirmsinthesameindustryuseothermeansof
competitionratherthanchangingpricesofaproduct.
Formsofnon–pricecompetition.
1.Useofwidespreadpersuasiveadvertisementoverradiosandtelevision.
2.Provisionofaftersaleservicesforexamplefreerepairs,freetransportservices,cleaning
windscreensatpetrolstations.
3.Offeringgiftstocustomerssuchassoap,scholasticmaterials,T-shirts,keyholders.
4.Openingupbranchesordistributionpointsandimprovingqualityofshoppingoutlets.
5.SponsoringsportseventsandthisiscommonwithMTN,Airtel,Crownbottlersetc
6.Useofappealingbrands,trademarksandsloganstoattractmanycustomers,e.g.MTN
EverywhereYougo,NomilovesclothesandclotheslovesNomi.
7.Distributingfreesamplesofcommoditiestocustomerssoastoattractthem.
8.QualityimprovementofproductsproducedbyfirmsforexampleunleadedpetrolbyShell.
10.Specialpackagingofcommoditiesbyusingdifferentdesignstoattractmorecustomers.
11.Provisionofcreditfacilitiesorinstallmentselling.
12.Organisingruffledrawsandconsumergameswherewinnersarerewardedhighly.
13.Organisingtradefairsandexhibitiontomakecustomersawareoftheproduct.
14.Differentiatedpackaging,designing,packinginattractivematerials

THEDEMANDCURVEOFAFIRM UNDEROLIGOPOLY
Thedemandcurveoffirm underoligopolyisofakinkednature.Akinkeddemandcurveisone
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whichiselasticathighpricesandinelasticatlowerprices.
Anillustrationofademandcurveunderoligopoly:

>From thediagram priceOPoistheadministeredpriceandthisisatpointwherethedemand
curveiskinkedatpointFsuchthatifonefirm increasesthepriceaboveOPo,otherfirmswill
notfollow.Howeverifafirm reducespricebelowOPootherfirmswillalsofollowbylowering
theirpricessoastoprotecttheirmarketi.e.soasnottolosetheircustomers.Thereforethe
demandcurveiselasticfrom pointFtopointEandinelasticfrom pointFtopointG.

Assumptionsofakinkeddemandcurve
1.Thereisanestablishedmarketpricefortheproductatwhichallfirmsaresatisfied.
2.Adecisionbyonefirm toincreaseprice,doesattractotherfirmstofollowbecausetheyfear
tolosethelargestportionofthemarket.
3.Adecisionbyonefirm toreducepriceattractsotherfirmstofollowbecausethisistheonly
waytocapturelargestportionofthemarket.
4.Firmsunderoligopolyarematurefirmsinbusinessorproduction.

PRICEDETERMINATIONUNDEROLIGOPOLY
Underoligopolythereisnouniquepatternofpricingascomparedtoothermarketstructures,
thereforepricesaredeterminedinthefollowingways:
1.Independentpricing.Independentpricingiswherefirmsactindependentlyandsetpriceson
theirown.Inthiscasethereisnocollusionandthemethodislikelytocausepricewar.
2.PriceleadershiporImperfectcollusion.Priceleadershipiswheretheleadingfirm inbusiness
determinesthepriceatwhichotherfirmsaresupposedtoselltheproduct.Thepriceleadercan
belowcostfirm,dominantorthelargestfirm intheindustry.
3.Perfectcollusion.Perfectcollusionisasituationwhereoligopolyfirmsenterintoacartelof
independentproducerstodetermineoutputandpricecollectively.

NOTE:Acartelisanorganisationofindependentfirmsoperatinginthesameindustry.The
cartelaimsat:reducingcompetitionamongfirms,controllingoutputandstabilizingpricesinthe
market.

PRICERIGIDITYORSTABILTYUNDEROLIGOPOLY
Pricestendtobestableunderoligopolydespitethechangesincostsofproductionandthisis
dueto:
1.Individualfirmsmayhavelearntfrom pastexperience,theeffectsofpricewars.
2.Firmsbeingcontentwithcurrentlevelofprices,outputandprofitsandthereforenoneedof
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changingprices
3.Firm’spreferencetousenon–pricecompetitionsuchasadvertising,provisionofaftersale
services.
4.Pricechangesbeingunprofitable,becausehighpricesdiscourageconsumerswhilelower
pricesdonotcovercostsofproduction.
5.Firmspreferencetosticktopresentpriceleveltopreventnewfirmsfrom joiningtheindustry.
6.Fixingastablepricethroughagreement(collusion)andnosinglefirm wouldliketointerfere
withitforfearofunleashingapricewar.

SHORT-RUNSITUATIONOFFIRMSUNDEROLIGOPOLY
Firmsunderoligopolyaim atprofitmaximizationandprofitsaremaximizedatapointwhere
Marginalcostisequaltomarginalrevenue,andthisistheequilibrium position.

Anillustrationshowingprice,outputandprofitdeterminationofafirm underOligopolyinthe
short-run.

>ThelevelofoutputthatmaximizesprofitsisdeterminedatapointwhereMC=MR,andMC
cutstheMRcurveinitsdiscontinuousportion(D–E)
>ThepriceOPeisdeterminedatpointAonthedemandcurvethroughagreement,wherethe
outputlinemeetstheaveragerevenuecurve.
>ThecostOCisdeterminedatpointB,wheretheoutputlinemeetstheaveragecostcurve.
>Intheshort-run,firmsunderoligopolyearnsupernormalprofitsbecauseaveragerevenueis
greaterthanaveragecost(AR>AC)atequilibrium levelofoutput(OQe).Supernormalprofits
arerepresentedbytheshadedareaPeABC.

LONG-RUNSITUATIONOFFIRMSUNDEROLIGOPOLY
Inthelong-run,oligopolyfirmscontinuetoproduceatequilibrium whereLMC=LMRandthisis
wherehighersupernormalprofitsaremaximized.Profitsincreaseduetoafallinaveragecosts
ofproduction,formationofcartels,maturemarketsharingandreduceddegreeofuncertainty.
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Thelongrundemandcurveisfairlyelasticandhasaminimum kink.Themarginalrevenuecurve
hasasmallbreakunlikeintheshortrunbecauseofreduceddegreeofuncertaintyinthemature
oligopolyindustry.

Anillustrationshowingprice,outputandprofitdeterminationofafirm underOligopolyinthe
long-run.

>ThelevelofoutputthatmaximizesprofitsisdeterminedatapointwhereLMC=LMR,andLMC
cutstheLMRcurveinitsdiscontinuousportion(a–b).TheLMRcurvehasasmallbreakunlike
intheshortrunbecauseofreduceddegreeofuncertaintyintheindustry.
>ThepriceOPisdeterminedatpointAonthedemandcurvethroughagreement,wherethe
outputlinemeetsthelongrunaveragerevenuecurve.
>ThecostOCisdeterminedatpointB,wheretheoutputlinemeetsthelongrunaveragecost
curve.
>Inthelong-run,firmsunderoligopolyearnsupernormalprofitsbecauselongrunaverage
revenueisgreaterthanlongrunaveragecost(LAR >LAC)atequilibrium levelofoutput.
SupernormalprofitsarerepresentedbytheshadedareaPACB.

MERITSOFOLIGOPOLY
1.Low pricesarechargedtocustomersandthisleadstoincreaseddemandforgoodsand
services.
2.Itmakesconsumersbudgetingeasyduetopricestabilityintheindustry
3.Itwidensconsumerchoicesduetoproductionofavarietyofgoodsandservices.
4.Itleadstoproductionofqualitygoodsandservicesduestiffcompetitionamongfirms.
5.Oligopolyfirmsprovideemploymentopportunitieswhichimproveonpeople’swelfare.
6.Oligopolyfirmscontributetoeconomicgrowthbyincreasingthelevelofoutputofgoodsand
services.

7.Oligopolyfirmscontributerevenuetothegovernmentthroughtaxationonsupernormal
profitsoftheOligopolyfirms.
8.Oligopolymarketsituationleadstoincreasedinnovationduetostiffcompetitionamongfirms
andtheneedtomaximizeprofits.
9.Itenablesfirmstoenjoyabnormalprofitsbothintheshort-runandlong-run.
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10.Leadstodevelopmentofinfrastructures.TheestablishmentofOligopolyfirmsfacilitates
thesettingupofinfrastructuressuchasroads,financialinstitutionsetc.
11.Consumersbenefitfrom non-pricecompetitionsuchasfreegifts,after-salesservicesetc.
12.Leadstoincreasedresourceutilisation.Thisisbecauseofthesupernormalprofitsenjoyed
whichenablethefirmstoexploitthewould-beidleresources.

DEMERITSOFOLIGOPOLY
1.Itdistortsconsumerchoicesduetowidespreadpersuasiveadvertisingfortheproducts.
2.Itleadstoexploitationofconsumersthroughoverchargingduetocollusionoffirms.
3.Itleadshighcostsofproductionduetointensivesalespromotionalactivities/Highpricesof
thefinalproductsduetohighcostsofcompetition.
4.Itleadstoduplicationduetoproductionofsimilarproductshenceresourcewastage.
5.Itworsenstheproblem ofincomeinequalityinaneconomyduetosupernormalprofits
enjoyedbyoligopolyfirms.
6.Itleadstocollapseofsmallfirmsduestiffcompetitionamongfirms.
7.Thereislimitedemploymentcreationduetoexistenceofafew firms,andlimitedentryof
newfirmsintheindustry.
8.Itleadstolimitedentrepreneurialdevelopment/limitedinvestmentduetolimitedentryfor
newfirmsinthemarket.
9.Industrieswithlargefirmsexertpressureongovernmenthencebecomeatoolofpolitical
agitation.
10.Itleadstounderutilizationofavailableresourcesduetooperationatexcesscapacity.
11.Itleadstoproductionoflimitedvarietyofgoodsincaseofperfectoligopolymarkets.


