	IGCSE BUSINESS STUDIES



THE GROWTH OF FIRMS

Firms may wish to become larger for many reasons.  An increase in the scale of a firm can lower its average costs of production and therefore benefit from economies of scale such as buying in bulk.  A firm may wish to become larger and more powerful so that it can push up its prices and stop smaller firms from competing with it.  It may want to build up control of a large share of the market, therefore making its rivals go out of business (like Microsoft), or, it may simply want to increase its profits in the future.

There are two ways a firm can grow.

Internal growth (also known as organic growth)

External growth (also known as inorganic growth, integration or amalgamation)

Internal growth

This involves the expansion of the existing firm.  It happens naturally, as a business becomes successful.  A profitable firm can afford to grow as it can reinvest its profits.  Also, a firm with a good track record will find it easier to obtain finance in the form of loans.  With these additional resources the firm can grow.  It is a slow process but it is easier to manage.

External growth

This involves acquiring other firms either by merger or takeover. 

Takeover

A takeover occurs when one company buys all, or at least 50%, of the shares in the ownership of another company.  In this way, the firm being taken over by another company often loses its own identity and becomes part of the other company.

Merger

A merger occurs when two or more firms agree to join together to form a new business.  This is usually done by shareholders of the companies involved exchanging their shares for shares in the new company.
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TYPES OF MERGER

There are four main ways in which firms can join together (or integrate) either willingly or unwillingly.  These are:

Horizontal integration

This is found where firms engaged in the production of the same type of good or service combine.  Around 83% of all integration is of this type.  This provides a number of economies of scale, for example more specialised labour and machinery or bulk buying.

Examples are if Ford and Honda were to merge, or when Nestlé took over Rowntrees (two confectionery firms).  The major criticism of horizontal integration is that very large firms are formed which can hold monopoly powers.
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An example of horizontal integration

Vertical integration

This is found when firms engaged in different stages of production combine.  This would be the case if an oil refinery combined with a chain of petrol stations.  This is called forward integration.  In this way the oil refinery is assured of a place to sell its product.  

Firms can also undertake backward integration, for example, a chain of sweet shops combing with a chocolate factory (yummy).  In this way the firm can assure a supply of materials.
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An example of vertical backwards and vertical forwards integration

Conglomerate

This is the merger or takeover of firms in totally unrelated markets.  Examples are Unilever, which is famous for making detergents but also has business dealing in paper, plastics, transport and animal feed.

A conglomerate benefits greatly from risk-bearing economies of scale, as, if one area of the business experiences a downturn in demand, the other areas will be able to support it.
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An example of the formation of a conglomerate

CONSTRAINTS ON GROWTH

When businesses decide they want to grow there are certain limitations or constraints on how big they can grow and how fast.  These are:

Financial limitations – obviously, takeovers, mergers and growth require capital (money) to make them succeed.  If the business cannot raise the capital required then there will be no growth and the business may be overtaken by its competitors or taken over itself.

Size of market – In a mass market there may be lots of scope to grow, lots of possible customers who still demand your product.  However, in a small or niche market.  The total number of people who would be willing to buy your product is greatly reduced.  Therefore, the scope the growth is limited.

Government controls – There are limits to how much of a market one firm can control, so if two big firms in the same industry were to join together (horizontal integration), the government might order an inquiry as to how that would effect the market for those goods and services.  If one firm has too much control over an industry, it is not good for the general public.  This is controlled by the Monopolies and Mergers Commission (MMC)

Human resources – In order to grow, most firms will need an increased labour force to carry out duties such as production, selling and finance etc.  However, finding skilled employees is often difficult (especially in high tech industries). A lack of the right type of employees can limit the amount by which a firm can grow. 
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CASE STUDY

CHANGE OF STRUCTURE

Two years ago, John Baxter Ltd, a Nottingham foam-packaging manufacturer, bought two smaller firms in the same line of business.  One factory was in Exeter and the other was in Sunderland.

Although there were some joint activities in the purchase of raw materials, finance, the selection of top managers and research and development, each factory continued to operate independently of the others.

The takeovers were not as successful as the board of directors expected.  In 1990, John Baxter Ltd decided to close the other two firms.  After it had paid for the cost of closure, it made £50,000 from selling the factories and the capital goods.


New organisation

Most of the money was used to extend the Nottingham factory so that production could be increased.  At the same time the structure of the marketing and sales department was changed.

A new marketing director was appointed to run the department.  Three managers were directly responsible to him – the Export Sales, the Home Sales and the Sales Office Managers. 

Britain was divided into eight sales regions, with a Regional Sales Manager in charge of each.  In six of the regions, there were a team of four salesmen, led by a team leader.  In the other two regions, there were two teams of four, each with its own leader.

Questions (marks out of 21)

1)
What kind of takeover is described in

this case study?


(Knowledge = 2, Application = 2)

2)
Describe the main benefit the firm might 

have expected to obtain from the 

takeovers.


(Application = 2, Analysis = 2)
3)
Explain a cost that would have been 


incurred in closing the factories?


(Application = 2, Analysis = 2)

4)
What percentage net profit did John 

Baxter Ltd make in each of the three 

years from 1988 to 1990?


(Application = 3)

5)
In the restructured marketing department, what was the span of control of the Marketing 
Director and the Home Sales Manager? 


(Application = 4)

6)
Draw an organisation chart to show the structure of the new Marketing Department.


(Application = 2)
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