Lecture 9: Organizing Production

Learning Objectives
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	Understand the economic basis for the organization of the firm 
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	Explain the difference between accounting profit and economic profit 
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What is a Firm?

     A firm is both an economic and a legal entity. Which production processes may be encompassed within a single firm will depend upon the economic and legal infrastructure. The firm will undertake those functions it can do more cheaply and out-source those functions that can be purchased more inexpensively in the market place.

     There is a delicate balance between what the firm produces itself and what it purchases from others. It will have to consider the cost of monitoring and controlling what it produces internally. On the other hand, if it purchases external inputs, it will have to take into account the cost of using the market.

     Internal production is likely to encounter the principal-agent problem. The principal must ensure that the agents operate in the best interest of the principal. The agents, of course, have their own interests in mind. They will only be interested in doing what is best for the firm (the principal), if it is also in their own self interest. The principal (the owner) must monitor the performance of the agents and install incentive systems that make the agent's interest compatible with those of the firm. This can be a difficult and costly objective.

     Suppose General Motors sets up a subsidiary under the control of  a plant manager. The subsidiary is to produce a component for a new automobile. The plant manager whose salary is likely to be tied to the performance of the subsidiary has an incentive to enhance the appearance of success. This might be accomplished by exaggerating production, understating cost, and overstating difficulties. Without alternative substitutes in the marketplace, higher level management may have not be able to benchmark the relevant costs of production. They may not know whether the part is really being produced as cheaply as possible.

    Suppose General Motors decides, instead,  to out-source the production of a part for a new automobile. Independent manufacturers will bid for the contract. If competition for the contract is intensive, GM will be able to purchase the part at a competitively low price. Consequently, it doesn't have to rely upon the performance of a single plant manager. However, it does incur an entirely new set of costs.

     The transactions costs associated with  using the marketplace will consist of search costs, contractual costs and enforcement costs. It takes time and effort to search out buyers and sellers in the market, and to acquire information about the market. Once  a buyer or seller is found, both parties must devise a contract that ensures mutual performance. And lastly, each must monitor the contract and incur enforcement costs in case of a breach.

     In the current example, GM must ensure that the parts will be delivered on time and that they will satisfy certain standards. It must set up a process for testing the product it receives to ensure that it is getting what it paid for.

Economic Profits

     It is important that you understand the difference between economic profits and accounting profits. Accounting profits are primarily determined for tax purposes. Under accounting rules, taxable revenues and taxable costs may be unrelated to the true market value of  these flows. What gets included or deducted on a tax return is a consequence of social objectives rather than economics.

     Economic profits are equal to revenues less economic costs, where economic costs are measured in terms of opportunity cost. Opportunity costs were mentioned in Chapter 3 during the discussion of  the production possibility frontier. The opportunity cost of a resource is measured in terms of what we must give up to acquire it. This is measured as its value in its next best use. Opportunity costs consist of both implicit costs and explicit costs.

     Explicit costs are direct out of pocket expenditures that can usually be easily measured. With an implicit cost there is no direct expenditure; however, there is a sacrifice of alternative income. Think of a farmer who tills land that he or she owns. Since the land represents the use of an owned resource, there is no explicit cost attached to its employment in production. There is, however, an implicit cost. The farmer could have rented this land to someone else. By using the land, the farmer foregoes rental income on the land. Therefore, the implicit cost of using the land is the rental income that was not earned.

     Accounting profits are not a true indicator of how well or how poorly a business is doing. Economic profits are a better measure of performance. If a firm is only covering its economic costs, it is said to be breaking even. This means that the firm is earning enough revenues to cover the opportunity cost of each and every input in the production process, including the entrepreneur. The return necessary to engage the entrepreneur in this business is a normal profit. Thus, zero economic profits include a normal return to all inputs.

     Defined in economic terms, breakeven is not a bad position for the firm to be in. Every input associated with the enterprise is receiving a going market payment. Accordingly, there is no incentive for resources to leave this firm or industry. If a firm is earning positive economic profits, then it must by definition be earning abnormally high profits. Typically, this would mean excessive returns to the entrepreneur, but the profits could be hidden in above market payments to other factor inputs. For example, a monopoly labor union might be able to extort a higher than market wage for its members.

     Are economic profits good or bad? This is like asking whether the glass is half empty or half full. It depends upon your point of view. The presence of economic profits means that some inputs are earning more than their opportunity costs. If there were no barriers to relocation, economic profits would attract additional resources into this industry. Thus, economic profits and economic losses serve as market signals for the reallocation of resources from less desired uses to more beneficial uses.

     On the other hand, if the economy were frictionless and resources could instantly flow from one sector to another without cost, there would be no economic profits. There would be only normal profits. The fact that economic profits exist indicates that resources have not yet been transferred. Economic profits are an indication of frictions and barriers within the economic system. Thus, economic profits that generate an efficient reallocation of resources are themselves an indication of inefficiency in the system.

