
 

ECONOMIES AND DISECONOMIES OF SCALE

internalEconomiesofScale
Those economies that allow a firmtoproduceeachunitofoutputat a lower
averagecost as thescaleofproductionexpandswithin a firm internal

Decrease in LRAC Long Run AverageCosts

i MarketingEconomies
Marketingandadvertisingisusuallyexpensive
Firmsproducinga largequantityof units ofoutput can spreadthecostofadvertising
over moreunits than those smaller firmsproducingfewerunits ofoutput

Largefirms can betterjustifytheir marketingexpenditure than smallerfirms
If firmAandfirmB bothspend 1000 on marketing but firmAproducer 1000units
ofoutputbut firm B produceronlylocounits perunitadvcostof A 1 butfor B 10
Therefore in this case firm Aenjoysthe internalmarketing economies ofscale

2 PurchasingEconomies
Largefirmsproducing moreoutput willbuy more raw materials than small firm
Therefore theywillbeabletobuy more materials in bulkat alowercostper unitdmaterialwholesalesuppliersotterdiscountswhenmaterials are bought in bulk
Cheapermaterials lower C o P purchasingeconomiesofscale

3 FinancialEconomies
Banks and other financialinstitutionswillbe more likelytoofferlargeloans at lowerratesof
interesttolargefirmsfor afewreasons

Largefirms areusually more financiallysecure
largefirmsareabletoofferlargerassetsas collateral sothatthebank can sellthoseassetsand
reobtainit'smoney in casethe loan is notrepaid
largefirmsareusually more credibleborrowers

Smallfirmsmayhavetopayahigherrateofinterestasfinancialinstitutionsarelesscertainthatthefirmwillsurviveandbeabletopaybacktheloan
Therefore a lowercostofborrowingis oneexampleoffinancialeconomiesofscale

Largefirmsthatareprivateorpubliclimitedorganizations arealsoabletoraiselargeamountsof
capital thatdoesnothavetobepaidback bysellingsharesof the company toprivateindividuals
or tothepublic via thestockmarket
Therefore sellingsharesto raise capital is a secondfinancialeconomyofscaleenjoyedbylarge
firms

4 TechnicalEconomies
largefirmsare abletoinvestinandutilizespecialistmachineryandequipmentandabletotake
advantage ofcertain technologies to improve theproductionprocess and increaseproductivity
It is alsoable to increase productivitybytrainingskilledworkers in specializedtaskswhich
they can thenperform more efficiently
Largefirmsare alsoabletoinvest in more researchand developmentfacilitiesandaretherefore
ableto come up with newtechnologiesand their implementations andchangesto the
productionprocessthat maximise productivity
Therefore loweraveragecostduetospecialistequipment machinery trainingofhighlyskilledworkers andinvestingin researchdevelopment are thetechnical economies enjoyed
by largefirmsproducing ahighlevelofoutput as suchexpenditurescouldnotbe
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justifiedbysmallerfirmsproducingfewerunitsofoutput

5 Risk BearingEconomies
Largefirmsareabletomitigatetherisksoflosingone or more majorcustomersand1or therisks
oflosingrevenue inthecaseof fallingdemandfortheoutputproducedbythefirm
Theyareabletodothis inthefollowingways

Largefirmsareabletohave more customerbysellinginlargerandmore variedmarkets thanwouldnormallybeaccessiblefor a small firm Asaresult theyare abletoexpand their
customerbase largefirmsmayhaveaccesstoboth

domesticandforeignmarkets
Anotherwaythis riskis mitigated isbytheprocessofdiversification

Theprocessofreducingmarketriskby
producingavarietyofproductstoreach
more customersandaccess more consumer
markets

Therefore alargefirm isabletoreducemarket riskbyselling in moremarketsanddiversifyingthanwouldbepossiblefor asmallerfirm andthusenjoysriskbearingeconomiesofscale

ExternalEconomiesofScale
Thecostadvantageenjoyedbyfirmsin a certainindustryasthesizeofthat industryincreases
Lilacswillbefurtherreducedforfirms in this industryduetothefollowingeconomies

1 Development of AncillaryIndustriesExampleof an agglomerationeconomy
As thesize of an industrygrows supplies ofothergoods and servicesmay find itbeneficial toinvest in infrastructure and support services to the growingindustry
Therefore suppliersofferingspecialist service cateringtolargescaleandgrowingindustries
maylocateclosetotheindustry This willreducetransportandothercostsassociated with
findingspecialistserviceproviders such as transportation or marketingservices for large
scale industries

Easieraccess to theseservices will allow the industrytocontinuegrowing
2 GovernmentExpenditure
As an industrygrows itbecomes more and more important for the economyas the
output it producesincreases thus contributing more toGDP and it alsocontributes toincreases
inemployment bothofwhichcontribute toeconomic growth
Thereforemostgovernmentsgrantsubsidiesand tax breakstofirms in growingindustriesto
allowthemtogrowfaster reducerthe CO P forthefirms in that industry costadvantage
Additionally insteadofgrantingtaxes orsubsidies the governmentmayalsoinvest ininfrastructuretosupport the industry such as building new roadsand railwaynetworks

This will facilitate thegrowth of the industry

3 Lowercostofsupplies
Astheindustrygrows thesuppliers thatsupplythe raw materials for that growing
industrywillalsoexperience an increase in demand and thus will be able toexpand
their own production as well

As aresult theywill beabletosupplythe raw materials at a lowercost to the
firms in thegrowingindustrywithoutreducing their own profitmargin

4 CollaborativeMarketing and RnB
Astheindustrygrows the fun in that industrymayfind it beneficial topooltheir
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effortsandcarryoutlargescalemarketing as a collaborativecampaign

This willbemore cost effective for the involvedfirms as comparedto if they hadcarriedout the campaignindividually
Similarly the firmsmay also carryout collaborative research anddevelopment
so as to reduce the individual cost incurredby each firm supportsthegrowth

of the industry
s Accessto a poolofhighlyskilledworkers
Asthesizeof theindustrygrows the number ofhighlyskilledworkerstrained in the
appropriate required fields increase and their recruitmentbecomes easier
Asfirms in theindustryare able tohigher none of theseworkers the overall
productivity rises reducesaveragecosts and allows the firm to grow and expand
production

workersmayalreadybetrainedby theother firms in the same growingindustrythus reducingthecostsincurredbythe firm to train it'sworkers

6 Provisionof specialisededucation
Asthe sizeof an industrygrows more workers andstudentsmay want tobeemployed
in that industry ormaywant toobtainspecialisededucation for employment in that
growingindustry

As a result universities andcollegesmaybegin to offer specialisedtrainingandeducation courses for skills required in that industry
Atthepoolofavailableskilledworkers increase the demand for those workerswill
become more wage elastic allowingthefirmsto tuneskilledlabour at lowerwager

Thereby decreasingthewage bill andincreasingtheproductivitysimultaneously

AgglomerationEconomials
ExternalEconomiesof scale that arise when firms within one or more
industries colocale or clustertogether in the same geographicallocation

InternalDiseconomies of Scale
Theproblemsfacedby a firm when it expands it s productionexcessivelyLeadstoan increase in LRAC

1 ManagementDiseconomier
when a firmexpands it s production italsohires additionalworkers inmanagement
positions to oversee the growinglevelofproduction
However whenproduction increases too much managing it may prove tobe difficultandmaygivewaytoproblems that cause the LRAC of the firm to rise

This isespeciallytrue if the firm produces a widevarietyofproducts
Forexample argumentsanddisagreementsbetweendifferentlevels ofmanagement
in the firm orbetweendifferent departments may reducetheproductivityand cause
theaveragecoststogrow

2 Labour Diseconomies
Asthefirmexpandsit'sproduction it will hire more and more workersto work on the
factoryfloorand itwillalsoincrease it'sdivision of labour therefore eachworkerwill
perform moreandmorespecifictasksproduction division oflabourincreases
Thismayleadto labour dissatisfaction on many levels andproductivitymaydeclineForexample
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workersmayfeelalienated
Theymayfeel that their ideasand skills aren't appreciated
Theymayfeelthat they're

considered justanother partof theassemblyline
In some case this way even evolve into labourdisputes and strikes

Externa IDisecoriscate
Theproblemsfacedby firms in agrowingindustryas theindustrygrows too much

cause LRAc of the firms in the industryto rise

1 Supplyconstraints
Asthesizeoftheindustryincreases firms in thatgrowingindustrymayfind itharderand more
expensiveto find and employfactorsofproduction particularly if the individualfirms in that industryare expandingproductionandgrowingas wellAs a result the firms in the industrymay now have to pay more now thanbefore
whentheindustrywas smaller andthefactors ofproduction were lessscarce
Firmsmayalsoexperienceshortages whichmaydisturb their assemblylines production
processes reduceproductivity and this increase long run averagecosts

2 Skill shortages
Asthesizeof theindustrygrows firms will require more and more skilled labour with a

particularsetsofskills In one industry therequirementsfor labour will be similar and
as a result thecompetitionfor theacquiringof labour in themarket for a specific skill
mayincrease

This may result in firmshavingto payhigherwager to attract more workers or
having to spend more timelookingfor suitable ones either way this will
cause the LRAc of the firm to rise

3 RegulatoryRisks
As thesizeof a firmgrows it may attractthe attentionof the government
This is because it may takeupthemajorityof themarketshare andmaymake it verydifficultforsmallerfirms to compete

Asaresult thegovernmentmayintroduce new laws as a precautionagainst or tocounter
monopolisticbehaviour
Theselawsmayincluderestrictingthepriceschargedbythelargefirms as wellas stricter
qualitychecks

Introductionofsuchregulationswill leadtoincreasinglong our averagecostsfor the larger
firms


