Economies of Scale - Activity

Playstations at £130, colour printers for under £30, free scanners, keyboards for less than £15, a mouse for the same price as a mouse mat, CD and DVD players for less that £60! What have all these products got in common? The answer is economies of scale. The firms involved in the manufacture of these items produce them in vast quantities.
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Sony, for example, have shipped in excess of 60 million units of Playstation 2 since it was released and Sony as a whole have a turnover over $57,000,000,000 per year (around £35 billon). With such vast production runs the opportunities to benefit from economies of scale is significant. Not all products or firms benefit from economies of scale and some benefit more than others. For example, the price of laptops has come down in recent years and the prices of some printers are more expensive than others that are smaller! Part of the reason for this is that there is a different degree of technology involved in the production of some of these products and, in addition, it is not likely that they will be produced in the quantities that will allow the benefits of economies of scale to manifest themselves.

Image: Sony Playstation controls - the company have shipped 60 million units since Playstation 2 was released. Copyright: Patricia Benitez, stock.xchng
The whole point about economies of scale is in the word 'scale'. Scale means big, large, massive; and as such gives us a clue to the nature of this topic. Economies of scale is not just about 'buying in bulk' it is a range of factors that can benefit large firms and allow them to have some competitive edge over their smaller rivals.

Example: Psion

One example of this is the case of Psion. Psion was valued at £6 billion - not small by most standards - but by the standards of the industry they are working in this is small. Psion had a competitive advantage in the production of handheld computers; the technology, however, has been used and developed by its rivals including Sony and Psion is now in a position where it has not got the resources to compete because their rivals all benefit from greater economies of scale than they do.

Part of the problem was that Psion had good products but the sophistication of their design and manufacturing process meant that it was not easy to transfer this to 'mass production'. Only by doing the latter could they gain sufficient economies of scale to compete. Psion did not have the risk bearing economies, the commercial economies or the financial economies to support any technical economies they might have been able to develop.
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So where are these economies of scale? They can come from the massive resources that large companies have for research and development not just in new products but in production methods. If a company spends a million pounds researching a new production method that leads to a reduction in production costs by 25p a unit but they are manufacturing 50 million units a year it will be money well spent! It will come through the use of specialised machinery that can cope with massive production runs - production runs that have been designed with volume in mind!

Larger firms can negotiate outsourcing for component parts - think of a keyboard - most keyboards regardless of the PC they are attached to are virtually identical. Companies producing these can produce literally millions; it is not much to stamp the name of a different company in the top right hand corner! They can therefore afford to source these products from abroad at significantly lower cost, something that smaller firms may not be in a position to do!

Image: Keyboards are produced in huge quantities, enabling larger companies to source them at a lower cost. Copyright: Michal Koralewski, stock.xchng
Tasks

Looking at the information above, carry out the following tasks.

1. For each of the five main sources of internal economies of scale (technical, commercial, financial, managerial, risk bearing) think of an example of how these could apply to the electronics/electrical good industry and explain your reasoning. (15 marks) 

2. What disadvantages might there be for consumers of firms experiencing economies of scale? (5 Marks) 

3. Why might economies of scale be inappropriate, undesirable or inaccessible for some firms? (5 Marks) 

4. What are the implications for the regulatory authorities of the concept of the 'minimum efficient scale'? (10 Marks) 

Total Marks = 35

Economies of Scale

These occur when mass producing a good results in lower average cost. Economies of scale occur within an firm (internal) or within an industry (external).
Internal Economies of Scale

These are economies made within a firm as a result of mass production. As the firm produces more and more goods, so average cost begin to fall because of:

· Technical economies made in the actual production of the good. For example, large firms can use expensive machinery, intensively. 

· Managerial economies made in the administration of a large firm by splitting up management jobs and employing specialist accountants, salesmen, etc. 

· Financial economies made by borrowing money at lower rates of interest than smaller firms. 

· Marketing economies made by spreading the high cost of advertising on television and in national newspapers, across a large level of output. 

· Commercial economies made when buying supplies in bulk and therefore gaining a larger discount. 

· Research and development economies made when developing new and better products. 

External Economies of Scale

These are economies made outside the firm as a result of its location and occur when:

· A local skilled labour force is available. 

· Specialist local back-up forms can supply parts or services. 

· An area has a good transport network. 

· An area has an excellent reputation for producing a particular good. For example, Sheffield is associated with steel. 

Internal Diseconomies of Scale

These occur when the firm has become too large and inefficient. As the firm increases production, eventually average costs begin to rise because:

· The disadvantages of the division of labour take effect 

· Management becomes out of touch with the shop floor and some machinery becomes over-manned. 

· Decisions are not taken quickly and there is too much form filling. 

· Lack of communication in a large firm means than management tasks sometimes get done twice. 

· Poor labour relations may develop in large companies. 

External Diseconomies of Scale

These occur when too many firms have located in one area. Unit costs begin to rise because:

· Local labour becomes scarce and firms now have to offer higher wages to attract new workers. 

· Land and factories become scarce and rents begin to rise. 

· Local roads become congested and so transport costs begin to rise. 

Integration

Integration

This occurs when two firms join together to form one new company. Integration can be voluntary (a merger) or forced (a takeover). The figure below shows the three main types of integration.


Motives for Integration

· Integration increases the size of the firm. Larger firms can achieve more internal economies of sale. 

· One firm may need fewer workers, managers and premises (rationalisation). 

· Large domestic firms are then more able to compete against large foreign multinationals. 

· Integration allows firms to increase the range of products they manufacture (diversification. Diversified firms no longer have 'all their eggs in one basket'. 

· Reduce competition by removing rivals. 

Survival of the Small Firm

Small firms are able to compete with large firms because:

· Some products cannot be mass produced, eg contact lenses. 

· Some products have only a limited demand, eg horse shows. 

· Some products require little capital, eg window cleaning. 

· Small firms receive grants and subsidies from the government. 

Market Structure

Market structure refers to the number of firms in an industry. In perfect competition there are a large number of small firms in the industry, each producing identical products. Very few markets are perfectly competitive but one example is wheat.

In a monopoly one firm supplies 25 per cent or more of a market. The Ford Motor Company is an example of a monopoly firm. A pure monopoly is a special type of monopoly where one firm supplies the entire market. British Rail is an example of a UK pure monopolist.

