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Chapter 7 Growth and Integration

7.1 Types of Growth integrating/combining
A. Internal Growth

A firm grows internally by opening new plants and increasing output.

e.g. open new branches

B. External Growth

A firm grows externally by _______________ with other firms.

Integration is the combination of two or more firms to form a bigger firm.

e.g. AOL merged with Time Warner Incorporation in 2000.

Checkpoint: Do textbook’s exercise page 2,3.

7.2 Types of Integration






A. Horizontal Integration same
It refers to the combination of firms at the ___________ stage of production or firms producing the same product. 

e.g. Ten banks under Bank of China Group combined to be Bank of China (Hong Kong) in 2001.

B. Vertical Integration


It is the combination of firms engaging in different stages of production of the same product. There are two types of vertical integration

Vertical backward integration preceding
A firm combines with another firm in its _________stage of production.

e.g. A bookstore takes over a publisher

Vertical forward integration

A firm combines with another firm in a later stage of production.

e.g. A manufacturijng firms takes over a retailing shop

C. Lateral Integration related
It refers to firms producing _____________ products combine together

e.g. The PCCW acquired the HK Telecom in 2000.

D. Conglomerate Integration

It refers to combination of firms engaging in differernt types of production.


Motivation of Integration

	

	Horizontal

Integration
	Vertical Backward Integration
	Vertical

Forward Integration
	Lateral /

Conglomerate Integration

	General

Motives
	1. Economies of scale

2. More efficient utilization of resources

	Specific

Motives
	1. Increasing Market Share

2. Greater Market Power
	Ensure supply of raw materials
	Ensure adequate market outlets
	Product diversification


Checkpoint: Do textbook’s exercises on page 4,7,10,12 and 13

7.3 Methods of Integration

A. Takeover 50%
It occurs when a firm acquires more than _____ of the shares of another firm. The acquired firm may keep its own name and corporate status.

e.g. Cheung Kong (Holdings)

B. Merger

It occurs when a firm buys all the shares and assets of another firm. The merged firm is dissolved and loses its corporate status.

e.g. Dao Heng Bank merged with the Hang Lung Bank in 1990. The latter dissolved after the merger

C. Consolidation

It occurs when two or more firms combine and form a new company.

e.g. Hutchison International Ltd. Combined with Whampoa Dockyard to form Hutchison Whampoa Ltd.

D. Cartel

It is an association of firms which produce similar goods or services. Under the cartel agreement, they act like the only producer in the industry by setting price and volume of production for its members.

e.g. OPEC (Organisation of the Petroleum Exporting Countries)

7.4 Economic Effects of Integration 

A. Economies of Scale

Firms get bigger and become more efficient and lower cost of production.

B. Monopolization

Number of firms in the industry decreases, monopolization occurs. As there is lack of competition, consumers may have to suffer from higher prices. 

Revision Questions

1. Suppose Bank X of economy A takes over Bank Y of economy B by buying up its controlling share worth $5 million. Explain what type of expansion the takeover belongs to and explain THREE economies of scale that may arise from the takeover. (8 marks)

It belongs to horizontal integration. 

It is because Bank X and Bank Y are in the same industry at the same stage of production, i.e. providing banking service to customers. 

The takeover could bring Bank X management economies, financial economies and technical economies. 

Bank X enjoys management economies as they could share their experience in management and result in better efficiency, hence lower average cost. 

Bank X enjoys financial economies as the scale of the bank is larger, it could raise capital at a lower cost.

Bank X enjoys technical economies as the sharing of systems could increase the utilization rate of it, hence reducing the average cost. 

2. Firm A is a local manufacturer in Hong Kong producing goods for export only. Suppose Firm A establishes retail shops to sell its products in Hong Kong. Explain what type of expansion this is and suggest TWO possible motives for such a type of expansion. (6 marks)

This is vertical forward expansion as the manufacturer expands to a later stage of production. 

The motives for such type of expansion includes ensuring market outlets for its products and economies of scale.

Such expansion could ensure goods produced by Firm A have a new market outlet except exporting it to other countries. 

Firm A could also enjoy economies of scale as the size of the firm becomes larger after the expansion, it could raise capital at a lower cost.

3. A tutorial school, other than providing tutorial lessons, also publishes textbooks for sale to the public. Give FOUR possible motives of such an expansion. (4 marks)

The tutorial school is motivated to such an expansion possibly because the tutorial school could enjoy economies of scale that lowers its average cost of production; reduce risk by product diversification, which is a lateral expansion; maximize profit by more efficient use of resources, i.e. make use of its goodwill in giving tutorial class to make money in its publication of textbooks; and lastly, to further build up its goodwill in the market. 

4. A taxi company merged with a resturant. Identify the type of integration and explain TWO possible motives for this type of integration. (5 marks)

It is a conglomerate integration. 

The possible motives for this type of integration includes reducing risk and lower average cost of production.

Risk could be reduced as the integration results in product diversification. With the firm now produces different goods and services, the risk becomes lower.

Average cost of production could be reduced as the firm could enjoy economies of scale from this expansion. The merged firm could enjoy financial economies as they could raise capital at a lower cost. 
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