Answers to Specification Topic: Productivity
Q1
Fill in this table describing these types of business growth:
	
	Description
	Advantages
	Disadvantages

	

Organic
	
A firm grows itself, usually through a combination of external finance and retained profit.
	
There is far less likelihood of the firm taking a major stumble by taking part in a ruinously expensive and failed acquisition.
	
Internal finance isn’t ‘free’ – it comes with an associated opportunity cost.
Organic growth can be slow, with firms missing out on chances to accelerate their expansion.

	

Forward integration
	

A firm integrates through acquisition of a customer in its distribution chain.
	
A firm is likely to understand its customers’ needs and behave accordingly.
Growth can be more rapid, building on and expanding existing distribution channels.
	
Integration is not risk free, with plenty of scope for problems.  Expected efficiencies may not be found and fresh problems arise (see Q2 overleaf).

	

Backward integration
	

A firm integrates through acquisition of a supplier in its production chain.
	
Most firms understand what they want from their suppliers, so integration with them should help the business through unlocking cost savings and other efficiencies.
	Many firms can find cost savings by not integrating with suppliers, but by shopping for better deals with a range of suppliers.  A significant investment in integration may limit the firm’s room for manoeuvre.

	

Horizontal integration
	
A firm integrates through acquisition of a competitor firm in the same stage of the production chain.
	
The model of market penetration is considerably less risky than other ventures, with the added benefits of reducing competition in the market place, and of economies of scale.
	
Regulators may be hostile to allowing rivals in the same marketplace.
A superficial similarity between firms may mask deeper differences that unravel after integration.

	

Conglomerate integration
	A firm integrates through acquisition of a firm whose activities are largely, or entirely, different from the firm’s current activities.
	
Operating different businesses in different markets – diversification – reduces risks in some sense, providing a shield against the business cycle or other micro/macro volatility.
	Diversification is the riskiest of integration strategies, since it almost always means a step into the relative unknown.
It may be difficult for very different businesses to capture economies of scale.




Q2
Read the following text.  Re-write the commentary, explaining why some mergers are characterised by a loss of efficiency and shareholder value.

Why some mergers can boost economic efficiency and lead to higher returns for shareholders
 “This is most likely to occur where information is distributed evenly between directors of the two firms about to merge, and each has a clear picture of how the other performs.  The firms should have clear objectives, and a rationale for integrating their business.  Economies of scale should be easy to capture, and there are effective plans put in place to manage diseconomies of scale and x-inefficiencies that arise in the bigger, merged, business.
Why some mergers reduce economic efficiency and decrease shareholder value
 “This situation is especially liable to occur where there is an asymmetric distribution of information between the merging parties, setting the scene for error and poor decision making.  Often mergers fail where objectives have not been agreed and there seems little obvious logic behind the merger.  Very often, economies of scale can be difficult to attain, with the bigger business costly to run and weighed down by x-inefficiencies.
Human behaviour factors are important to consider. A merger is most likely to be judged a success when it leads to a long run improvement in a firm’s value and efficiency – not when the merger is driven by the egos of managers chasing a bonus, or the prestige a merger might bring.  And gains for consumers are most likely to be realised if the firm’s employees are well managed and also see some gains through the merger process”.
The motivation behind many mergers can simply be a desire by managers to prove that they can secure a significant deal between two firms.  They may be motivated by personal financial gain rather than the benefit of shareholders (the ‘principal agent’ problem).  Too often mergers proceed without due consultation with employees, causing productivity and performance to fall”.
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Q3
Define the term labour productivity
Total output divided by size of workforce.  This gives a figure equivalent to output per person.

Q4
Which of these three firms has:
· the highest labour productivity
· the lowest unit labour costs
	 
	Output
	Employees
	Labour productivity
	Wage bill/month
	Unit labour cost

	Firm A
	12000
	30
	400
	£190,000
	£15.83

	Firm B
	6000
	12
	500
	£100,000
	£16.67

	Firm C
	3600
	8
	450
	£62,000
	£17.22



Firm B has the highest labour productivity
Firm A has the lowest unit labour costs


Q4
Why might a firm’s labour productivity figure fail to fully and accurately measure the rate to which productivity is rising or falling through time?

· Labour productivity is only a limited measure.  Firms employ other factors of production (land, capital and enterprise) that are often just as important in driving business productivity forwards.  Often a better measure of productivity is TFP (total factor productivity) that measures output against a whole range of inputs.
· Productivity is a simple way to measure simple outputs.  You can see how it would be readily applicable to a coal mine, with a certain number of workers digging a certain amount of coal.  But it is far harder to measure productivity in service-based activities (like health and education) where output is far harder to measure.
· [bookmark: _GoBack]The same problem applies to the difference in the type and quality of outputs that a firm produces.  A simple measure of productivity might appear to show productivity falling through time, when in fact the product has improved features, is of a higher quality – and sells for a higher price.
