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ECONOMIES OF SCALE

WHAT YOU NEED TO KNOW!
ECONOMIES OF SCALE

This is the reduction in the unit (average) costs of producing and distributing a product as the size of the firm’s operations is increased.  The ability to supply a product at a low cost (and hence a low price) represents an important source of COMPETATIVE ADVANTAGE over rival companies in markets where price competition is the main form of rivalry.  This reduction in average costs is shown in the graph below.  This is known as the average cost curve.
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Economies of scale are to be found at the level both of the individual plant and of the firm (operating a number of plants).  There are several different types of economies of scale - some of the most common are:

Financial economies

A large firm has several financial advantages because it is large, well known and becomes a more credit-worthy borrower than a small firm.  This means :-
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· A large firm can borrow money from a number of different sources, to buy new machines etc.  Large firms may also be able to raise money from the general public by selling them shares through the stock exchange.

· Large firms may have more assets than small firms, like machinery, deeds to factories and offices, that they can offer to lenders in case of the unlikely event that they cannot repay the loan.  Because this event is so unlikely financial institutions are very willing to lend money to these firms.

· Because large firms represent such a low risk, lenders may not charge them such a high rate of interest on money borrowed.

Marketing economies

The way large firms buy materials, transport and sell their products can also bring them advantages.

· [image: image4.wmf]A large firm is able to buy in bulk, materials they need and will probably have the space to store them.  Because of this, suppliers will often sell things in bulk at a discount.  They may also offer to deliver the goods to the firm at a lower rate to secure the regular business.

· The large firm is able to afford specialist buyers who have the knowledge to buy quality materials at the best price.

· In large shops, specialist sales staff can help (or persuade) customers to buy the things they want.  Manufacturing firms can employ trained staff to visit shops and warehouses to sell the products they make.

· Although large firms spend lots of money on advertising their products to create demand, their advertising costs are spread over a large output.

Technical economies

A larger firm can afford to use different methods of production.
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· Large firms can afford to pay specialist workers and machines.  They can divide up the production process into specialised tasks so that production becomes faster as each worker becomes an expert at their little job (mass production).  In small firms there are not enough workers to do this.

· Large firms can also afford to carry out research and development to bring about new technology and products.  This costs a lot of money, but if you are going to make millions of your new product, the total costs are shared out which means that, per item, the average cost is low.

· The larger the firm the more transport it needs to carry materials and products to and fro. As a firm grows in size it can afford to use larger types of transport such as supertankers and juggernaughts. 

Risk bearing economies

Running a firm is a risky business and the bigger the firm the more things can go wrong.  Therefore, larger firms try to overcome this risk in a number of ways.
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· A small firm is only likely to need small amounts of raw materials to produce goods and services and so it would probably get them from the same supplier all the time.  A large firm needs to buy in bulk and, to reduce the risk of the supply being cut in some way (i.e. a strike by the suppliers), large firms use lots of different suppliers and buy materials from each.

· A small firm is only likely to produce one type of good or service.  If demand drops, the firm could go out of business.  To reduce the risk of falling demand, large firms diversify (produce a wide range of goods and services), so that if demand for one falls, there are still others they can make and sell.

External economies of scale

When a whole industry expands the firms in the industry may find themselves benefiting from external economies of scale.  These are advantages in the form of lower average costs which a firm gains from a growth in the industry.  They are especially important when there is inertia (or when firms of the same type tend to locate in the same place).  In this case it is called economies of concentration.  External economies can be gained from the following :-
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Skilled labour

When firms involved ion the same type of activities locate near to one another, they employ and train local people in the skills they need.  A large skilled labour force emerges which could benefit other firms moving into the area.

· Ancillary firms

In areas where similar firms locate, other firms may join them in order to cater for their needs.

· Co-operation

When firms locate together to produce one particular good or service they tend to help each other even though they are also competing against each other.  An example of this is the formation of a trade association.

DISECONOMIES OF SCALE

It seems very beneficial for a firm to grow to a large size so that it may enjoy economies of scale.  However, some firms become too large and this can cause inefficiency; production slows and costs rise.  This is caused by diseconomies of scale.  This can be shown on an average cost curve like the one we saw earlier.  This time, after the curve has reached the lowest average cost (where firms hope to produce), diseconomies of scale force it to rise so that it forms a U shaped curve.  An example is shown below.
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· Management diseconomies

Large firms have to be divided up into may specialist departments, for example, the planning department, personnel, accounts etc.  Each department will have a manager responsible for running it.  For the firm to run successfully all the departments have to work together, but with so many people involved decisions will take a long time and there may be many disagreements.

· Labour diseconomies

Large firms use very specialised mass production techniques.  Labour is divided up into may specialised tasks but workers may become very bored with their repetitive jobs.  The workforce may become less co-operative or less attentive, so that the quality of work suffers.  There may also be loss of production due to more strikes and industrial action.

SPECIALISATION AND ECONOMIES OF SCALE

MULTIPLE CHOICE QUESTIONS

1)
The table shows the output per man-hour in manufacturing for four countries in 1986.

Country
W
X
Y 
Z

(1980 = 100)

Units
121
125
160
160

From the data, it can only be deduced that in country W
A
labour works hardest.

B
capital equipment per worker is lowest.

C
size of plant is smallest.

D
productivity has risen least.

E 
management is least efficient.

2)
A company, which processes coffee beans, buys new machinery that grinds and packages larger quantities of beans more quickly.

What term is used to describe this type of internal economy?

A
commercial

B
financial

C
managerial

D
marketing

E 
technical

3)
Compared to large firms, small firms have an advantage when

A
long production runs are necessary.

B
national advertising is important.

C
the production process is capital intensive.

D
research and development are essential.

E
widely separated local markets exist.

4)
Which of the following statements explains why firms making similar products are often located near each other?

A
Distribution costs will be maximised.

B
External economies will be possible.

C
Tariff barriers may be eliminated.

D
Occupational mobility will be improved.

E
Land is likely to be cheaper.

5)
Which new type of economy of scale will occur in a firm when it increases its range of products?

A
external

B
financial

C
managerial

D
risk-bearing

E 
technical

6)
The table shows the units of factors of production that a firm needs to employ for two different levels of output.

	LAND
	LABOUR
	CAPITAL
	OUTPUT

	5
	2
	4
	100

	10
	4
	8
	300


What name is given to this changing relationship between inputs and output?

A
constant returns to scale

B
economies of scale

C
external diseconomies of scale

D
external economies

E
internal diseconomies of scale

7)
Which of the following is not an advantage of specialisation and division of labour?

A
Workers may be trained more easily.

B
Workers spend less time moving from one task to another.

C
Workers complete a limited range of tasks and become more efficient at them.

D
A product is manufactured in separate stages, making it easier to use machinery.

E 
Some workers become more dependent on other workers.

8)
An industry is dominated by one firm, which benefits from substantial economies of scale.

What is likely to happen if the government insists that a number of equal sized firms should replace this monopoly?

A
Production costs per item will rise.

B
Competition will be reduced.

C
The firms will become more capital intensive.

D
The industry will compete more successfully with overseas producers.

E 
The number of people employed will fall.

9)
Which of the following would be an external economy of scale for a firm producing textiles?

A
the employment of specialist workers

B
the purchase of new modern equipment

C
the purchase of raw materials in bulk

D
the setting up of its own research department

E 
the setting up of a textiles course at a local college

10)
The table describes the relationship between a firm's output and its long all inputs can be changed.

	Output (units)
	0
	10
	20
	30
	40
	50

	Long-run average costs ($)
	0
	40
	30
	20
	15
	10


Which of the following explains this relationship?

A
diminishing returns

B
increasing returns to scale

C
diseconomies of scale

D
a rise in fixed costs

E 
a continuous fall in demand

11)
Which of the following is least likely to affect a firm's decision on where to locate a new factory?

A
the amount of competition from foreign producers

B
the availability of facilities for waste disposal

C
the availability of skilled labour

D
the nearness to markets

E 
the nearness to raw materials
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								Units		Fixed costs		Variable costs		Total cost		Average cost

								100		4000		1000		5000		50.00

								200		4000		2000		6000		30.00

								300		4000		3000		7000		23.33

								400		4000		4000		8000		20.00

								500		4000		5000		9000		18.00

								600		4000		6000		10000		16.67

								700		4000		7000		11000		15.71

								800		4000		8000		12000		15.00

								900		4000		9000		13000		14.44

								1000		4000		10000		14000		14.00

								1100		4000		11000		15000		13.64

								1200		4000		12000		16000		13.33

								1300		4000		13000		17000		13.08

								1400		4000		14000		18000		12.86

								1500		4000		15000		19000		12.67
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								Units		Fixed costs		Variable costs		Total cost		Average cost

								100		4000		1000		5000		50.00

								200		4000		2000		6000		30.00

								300		4000		3000		7000		23.33

								400		4000		4000		8000		20.00

								500		4000		5000		9000		18.00

								600		4000		6000		10000		16.67

								700		4000		9000		13000		18.57

								800		4000		12000		16000		20.00

								900		4000		16000		20000		22.22

								1000		4000		28000		32000		32.00

								1100		4000		41000		45000		40.91

								1200		4000		57000		61000		50.83

								1300		4000		43000		47000		36.15

								1400		4000		14000		18000		12.86

								1500		4000		15000		19000		12.67
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