
Production-Factors of Production

• In economics, production theory explains the 
principles in which the business has to take 
decisions on how much of each commodity it sells 
and how much it produces and also how much of 
raw material ie., fixed capital and labor it employs 
and how much it will use.



Factors of production

• Factors of production is an economic term that 
describes the inputs used in the production of 
goods or services to make an economic profit.

• These include any resource needed for the creation 
of a good or service.

• The factors of production are land, labor, capital, 
and entrepreneurship.

• The state of technological progress can influence 
the total factors of production and account for any 
efficiencies not related to the four typical factors.

• Land as a factor of production can mean agriculture 
and farming to the use of natural resources.



Land:

• Land includes any natural resource used to produce 
goods and services; anything that comes from the 
land.

• Some common land or natural resources are water, 
oil, copper, natural gas, coal, and forests.

• Land resources are the raw materials in the 
production process.

• These resources can be renewable, such as forests, 
or nonrenewable such as oil or natural gas.



Labor:

• Labor is the effort that people contribute to the 
production of goods and services.

• Labor resources include the work done by the 
waiter who brings your food at a local restaurant as 
well as the engineer who designed the bus that 
transports you to school.

• It includes an artist's creation of a painting as well 
as the work of the pilot flying the airplane 
overhead.

• If you have ever been paid for a job, you have 
contributed labor resources to the production of 
goods or services.



Capital:

• Think of capital as the machinery, tools and 
buildings humans use to produce goods and 
services.

• Some common examples of capital include 
hammers, forklifts, conveyer belts, computers, and 
delivery vans.

• Capital differs based on the worker and the type of 
work being done.

• For example, a doctor may use a stethoscope and 
an examination room to provide medical services. 
Your teacher may use textbooks, desks, and a 
whiteboard to produce education services.



Entrepreneur:
• An entrepreneur is a person who combines the other 

factors of production - land, labor, and capital - to earn 
a profit.

• The most successful entrepreneurs are innovators who 
find new ways to produce goods and services or who 
develop new goods and services to bring to market. 

• Without the entrepreneur combining land, labor, and 
capital in new ways, many of the innovations we see 
around us would not exist.

• Entrepreneurs are a vital engine of economic growth 
helping to build some of the largest firms in the world 
as well as some of the small businesses in your 
neighborhood.

• Entrepreneurs thrive in economies where they have the 
freedom to start businesses and buy resources freely.



Explain the law of Diminishing marginal returns. 
Does the law apply to agriculture and industry 
equally ?

• The law of diminishing marginal returns is a theory 
in economics that predicts that after some optimal 
level of capacity is reached, adding an additional 
factor of production will actually result in smaller 
increases in output.

• For example, a factory employs workers to 
manufacture its products, and, at some point, the 
company operates at an optimal level.



• With all other production factors constant, adding 
additional workers beyond this optimal level will 
result in less efficient operations.

• The law of diminishing returns is related to the 
concept of diminishing marginal utility.

• It can also be contrasted with economies of scale.

• Economies of scale occur when a business benefits 
from the size of its operation.

• As a company gets bigger, it benefits from a number 
of efficiencies.

• For example, it’s far cheaper and efficient to serve 
1,000 customers at a restaurant than one.

https://www.investopedia.com/terms/l/law-diminishing-marginal-productivity.asp
https://www.investopedia.com/terms/e/economiesofscale.asp


• You have staff costs, the cost of rent for the land, 
and perhaps any advertisement costs.

• As a business, you don’t want to be paying staff to 
sit idle, nor pay thousands in rent just to serve one 
customer.

• As a company grows, its unit costs decrease. In 
other words, it costs less to produce an additional 
good or service.

• This is because the business starts to benefit from 
several types of efficiencies such as financial, 
technical, government influence, or infrastructural –
among many more.



Assumptions:
The assumptions of the law of diminishing returns 
are as follows:
1.Units of capital and labor are used as variable 
factors.
2.The prices of the factors do not change.
3.All units of variable factors are equally efficient.
4.There is no change in technique of production.
5.Best combination of factors of production has 
crossed the level of optimum point.
6.There is no change in the fixed factor of 
production.



The law of diminishing return can be studied from 
two points of view, (i) as it applies to agriculture 
and (ii) as it applies in the field of 
industry. 

Law of Diminishing Returns in agriculture:

• Traditional Point of View. The classical economists 
were of the opinion that the law of diminishing 
returns applies only to agriculture and to some 
extractive industries, such as mining, fisheries , etc .

• If farmer wishes to raise a large quantity of food 
using huge raw material from a particular piece of 
land, he cannot do so.

• He knows it fully that the producing capacity of the 
soil is limited.



• As he applies more and more units of labor to a 
given piece of land, the total production no doubt 
increases but it increases at a diminishing rate.

• Example : The use of fertilizer improves crop 
production on farms and in gardens but at some 
point, adding more and more fertilizer improves the 
yield less per unit of fertilizer, and excessive 
quantities can even reduce the yield. 

http://en.wikipedia.org/wiki/Fertilizer




Operation of the Law in the Field of Industry:

• The modern economists are of the opinion that the 
law of diminishing returns is not exclusively 
confined to agricultural sector, but it has a much 
wider application.

• They are of the view that whenever the supply of 
any essential factor of production cannot be 
increased or substituted proportionately with the 
other sectors, the return per unit of variable factor 
begins to decline.

• The law of diminishing returns is therefore, also 
called the Law of Variable Proportions.



• Example : Adding more workers to a job, such as 
assembling a car on a factory floor.

• At some point, adding more workers causes 
problems such as workers getting in each other's 
way or frequently finding themselves waiting for 
access to a part.

• In all of these processes, producing one more unit 
of output per unit of time will eventually cost 
increasingly more, due to inputs being used less and 
less effectively.

• The law of diminishing returns operates in 
agriculture and that of increasing returns in 
manufactures generally.

http://en.wikipedia.org/wiki/Shop_floor


• But from the limitations of the law of diminishing 
returns, we have seen that even in agriculture, 
under certain circumstances, the law of increasing 
returns may operate.

• In the same manner, the law of increasing returns 
does not always operate in industry.

• If the industry is expanded beyond the optimum 
point, the returns will diminish interact of 
increasing.

• Hence this statement is not always true. Correctly 
speaking, increasing and diminishing returns are 
two aspects of one and the same law.

• They apply both to agriculture and to industry, only 
at different stages. 



Production function

• A production function relates physical output of a 
production process to physical inputs or factors of 
production.

• It is a mathematical function that relates the 
maximum amount of output that can be obtained 
from a given number of inputs - generally capital 
and labor.

• The production function describes a boundary or 
frontier representing the limit of output obtainable 
from each feasible combination of inputs. 

https://www.boundless.com/definition/production-function/
https://www.boundless.com/definition/output/
https://www.boundless.com/definition/input/


• Firms use the production function to determine how 
much output they should produce given the price of a 
good, and what combination of inputs they should 
use to produce given the price of capital and labor. 

• The production function also gives information 
about increasing or decreasing returns to scale and 
the marginal products of labor and capital.

•Returns to scale refers to the proportion between 
the increase in total input and the resulting increase 
in output.

https://www.boundless.com/definition/firm/
https://www.boundless.com/definition/price/
https://www.boundless.com/definition/capital/
https://www.boundless.com/definition/labor/
https://www.boundless.com/definition/returns-to-scale/
https://www.boundless.com/definition/marginal/


• The production function of a firm can be expressed 
Q=F(K,L) (that is, the quantity of output (Q) is some 
function of capital (K) and labor (L)). 

• There are three kinds of returns to scale: constant 
returns to scale (CRS), increasing returns to scale 
(IRS), and decreasing returns to scale (DRS).

• If 2Q=F(2K,2L), there are constant returns to scale.

• If 2Q>F(2K,2L), there are increasing returns to scale,

• If 2Q<F(2K,2L), there are diminishing returns to 
scale.



The advantages and disadvantages of large 
scale and small scale production
• Large/Mass production is the production of large amounts of 

standardized products, including and especially on assembly 
lines. With job production and batch production it is one of 
the three main production methods.[1]

• The term mass production was popularized by a 1926 article 
in the Encyclopedia Britannica supplement that was written 
based on correspondence with Ford Motor Co. The New York 
Times used the term in the title of an article that appeared 
before publication of the Britannica article.[2]

• The concepts of mass production are applied to various kinds 
of products, from fluids and particulates handled in bulk (such 
as food, fuel, chemicals, and mined minerals) to discrete solid 
parts (such as fasteners) to assemblies of such parts (such as 
household appliances and automobiles)

http://en.wikipedia.org/wiki/Standardized
http://en.wikipedia.org/wiki/Assembly_line
http://en.wikipedia.org/wiki/Assembly_line
http://en.wikipedia.org/wiki/Job_production
http://en.wikipedia.org/wiki/Batch_production
http://en.wikipedia.org/wiki/Mass_production
http://en.wikipedia.org/wiki/Mass_production
http://en.wikipedia.org/wiki/Fluids
http://en.wikipedia.org/wiki/Food
http://en.wikipedia.org/wiki/Fuel
http://en.wikipedia.org/wiki/Chemicals
http://en.wikipedia.org/wiki/Mining
http://en.wikipedia.org/wiki/Minerals
http://en.wikipedia.org/wiki/Household_appliances
http://en.wikipedia.org/wiki/Automobiles




Advantage of Large scale production

1.Efficient use of capital equipment:

• There is large scope for use of machinery, which 
results in lower costs.

• A Large producer can install an up-to- date and 
expensive machinery.

• He can also have own repairing unit.

• Specialized in machinery can be employed for each 
job. 

• The result is that production is very economical.

• Small producer with small markets can't keep the 
machinery continuous working.



• Keeping it idle is uneconomical.

• A large Producer can work it continuously and reap 
resulting economies.

2.Using of  specialized labor:

• Specialized labor produce a large output and of 
better quality.

• It is only in a large business organization that every 
person can be put on the job that he can best 
perform.

• Better utilization of management:



3.Economies of buying and selling:

• While purchasing raw material and other 
accessories, a big business can secure especially 
favorable term an account of its large custom.

• He can attract customer by offering a greater 
variety and by ensuring prompt execution of the 
orders, placed with it when he selling a product.

4.Economy in rent:

• A large-scale producer makes a saving in rent too. If 
the same factory made to produce a large Quantity 
of goods, the same amount of rent is divided over a 
large output. This means a smaller addition to the 
cost per unit in the form of rent. 



5.Experiment and research:

• A large concern can afford to spend liberally on 
research and experiments. Successfully research 
may lead to the discovery of cheaper process.

6.Advertisement and salesman ship:

• A big concern can afford to spend large amount of 
money on advertisement and salesmanship. 
Amount of money spent on advertisement per unit 
comes to a low figure when production is on large 
scale. Salesman can make a careful study of 
individual markets and thus acquire a hold on new 
market or strengthen it on old ones. 



7.Utilization of by-products:

• A big producer will not have to throw away any of 
it's by products or waste products. It will be able to 
make an economical use of them. 

8.Meeting adversity:

• A big business can show better resistance in times 
of adversity. It has much better recourses. Losses 
can easily bear. 

9.Cheap credit:

• A large business can secure credit facilities at cheap 
rate. Its credit in the money market is high and 
banks are only two willing to give advance. Low cost 
of credit reduces cost of production. 



Disadvantage of large-scale production: 

1.Over-worked management: A large-scale producer 
cannot pay off that you can think of full attention to 
every detail. Costs often rise on account of the 
employees or waste of material by them. This is due 
to the lack of supervision. Owing to laxity of control 
costs of production go up. The management is 
overworked.

2.Individual tastes ignored: Large-scale production is 
a mass production or standardized production. 
Goods of uniform quality are turned out 
irrespective of the preferences of individual 
customers. Individual tastes are not therefore, 
satisfied. 



3.Personal element: Paid employees generally manage a 
large-scale business. The owner is usually absent. The 
sympathy and personal touch, which ought to exit 
between the master and the men, are missing frequent 
misunderstandings lead to strikes and lack outs. This is 
positively harmful to the business.

4.Possibility of depression: large-scale production may 
result overhead production. Production may exceed 
demand and cause depression unemployment. It is not 
always easy or profitable to dispose of a large output.

5.Dependence on foreign market: A large-scale producer  
has generally to depend on foreign markets. The 
foreign markets may be cut off by war or some other 
political upheaval this makes the business risky. 



6.Cut throat competition: Large-scale producers must 
fight for the markets. These are wasteful competition, 
which does not to society. Many promising businesses 
are ruined by senses competition. There is also 
competition and biddings for resorts and inputs.

7.International complications and war: When the large-
scale producer operates on an international scale, their 
interest clash either on the score of markets or of 
materials. These complications sometimes lead to 
armed conflicts. Many a modem war a rose on account 
of scramble for materials & markets.

8.Lack of adaptability: A large scale producing units find 
it's very difficult to switch on from one business to 
another, in a depression small firms are able to move 
away from declining trades to flourishing ones easily. In 
this way they are able to avoid losses. This adaptability 
is lacking in a big business.



Factors of Production in Islam

The Islamic View:

• The Islamic system of the distribution of wealth is 
different from both the Capitalist and Socialist 
economic system.

• From the Islamic point of view, there are two kinds of 
people who have the right to wealth:

Primary Right to Wealth:

• The Primary right denotes the right to wealth which is 
directly in consequence of participation in the process 
of production.

• In other words, the primary right is for those factors of 
production that have contributed in the process of 
producing some kind of wealth.



Secondary Right to Wealth:

• The Secondary right holders are those who have not 
directly contributed to the process of production. 
but it has been made an obligation upon the 
producers to make them co-sharers in their wealth. 

• The primary right to wealth is enjoyed by the 
factors of production, but the factors of production 
as per Islamic theory are not specified or technically 
defined, nor is their share in wealth determined in 
exactly the same way as is done under the Capitalist 
of the economy.

• In fact, the two ways are quite distinct. From the 
Islamic point of view, the actual factors of 
production are three Instead of four i.e.



Capital: It is defined as the means of production 
that cannot be used in the process of production 
until and unless during this process, it is either 
wholly consumed or completely altered in form and 
which, therefore, cannot be let or leased (for 
example, liquid money or foodstuff, etc). The share 
of capital is in the form of profit and not interest.

Land: That is, those means of production, that are 
used in process of production in a way that their 
original and external form remains unaltered, and 
which can hence be leased (for example, land 
houses, machines, etc). Its share is in the form of 
rent.



Labor:

• That is, human exertion, whether of the Bodily 
organs or mind or heart. This exertion thus includes 
organization and planning too.

• The share of labor comes in the form of wages. As 
in the case of Mudarabah (Islamic mode of 
partnership), the compensation of labor is in the 
form of profit.

• Whatever “wealth” is produced by the combined 
action of these three factors would be primarily 
distributed over these three factors.



• The entrepreneur, as a regular factor, has been 
excluded from the list of the factors of production, 
and only three factors have been recognized, 
instead of four.

• But this does not imply that the very existence of 
the entrepreneur has been denied.

• It does mean is just that the entrepreneur is not an 
independent factor, but is included in any one of 
the three factors.


