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Firms can reduce their average costs in the long run by increasing the scale of production. This 

means increasing the amount of fixed factors (land, buildings, machines) as well as the variable 

factors (labour and materials). 

Suppose, for instance that a factory currently produces 1000 widgets a week at a total cost of 

£10,000. ATC is therefore £10 per unit. If it moves to a bigger factory, using bigger, faster 

machines it can produce 5000 widgets a week at a total cost of £25,000. The ATC is now only 

£5.00 per unit. 

The firm is experiencing internal economies of scale. These are reductions in average total cost 

that can be achieved by an individual firm as it increases the scale of production. 

Internal Diseconomies of Scale 

It is likely that beyond a certain size internal diseconomies of scale will occur, causing average 

costs to rise. This is generally the result of management problems when a company becomes too 

big. In particular: 

1. Very large firms can suffer from communication problems, as there are many layers of 

management, spread across different parts of the company. The problem is worse if the 

company is spread over different locations, possibly in more than one country. Poor 

communication can result in bad decisions and make the business slow to react to 

changing conditions. 

2. Morale and motivation is sometimes low in very large organisations, as workers feel 

remote from the managers who make decisions that affect them. 

3. Inefficient parts of the business may go unnoticed in large companies, whereas in a small 

business it is usually obvious if a particular employee is not contributing very much. 

Sources of Internal Economies of Scale 

Technical Economies 

A large firm can afford to buy bigger and more efficient machines. For instance, a small printer 

with a price of £200 may be able to print 10 sheets of paper per minute. A machine that can print 

100 sheets per minute may only cost £500. 

The operating costs (labour, and power for instance) of large machines also increase more slowly 

than output. A cargo ship that can carry 5000 containers will not need 5 times as many crew to 

sail as a ship that can only carry 1000 containers. A double decker bus still only needs one driver 

and doesn’t use much more fuel than a single decker. 

A large scale producer can benefit from a greater division of labour (see notes on 1.1.5). Workers 

and machines can specialise in just one task, increasing efficiency and output. A small firm could 



not justify buying an expensive machine for one specific task because it might not be used for 

much of the time. On a production line, the machine will be in constant use. 

Commercial Economies 

A large firm can achieve cost savings by bulk-buying materials and components from suppliers 

at lower prices than a smaller firm could achieve. It can also save costs on advertising and 

marketing. Large firms can spend very large sums on marketing campaigns, but when it is spread 

over a large output, the marketing cost per unit of output is low. This is one reason why products 

like Coca Cola are so successful; they have huge marketing budgets compared to smaller rivals. 

Financial Economies 

Larger firms, especially public limited companies (plc) can raise capital more easily and at lower 

cost than small firms. They can borrow at lower rates of interest as they are generally seen as a 

lower risk by lenders. They also have access to a much larger range of investors and lenders, 

including global stock markets and foreign banks. Small firms usually have to go to high street 

banks or raise capital from friends and relatives. 

Managerial Economies 

This is really another kind of division of labour. Just as workers can specialise in particular tasks, 

the same is true of management roles in large firms. They will have separate finance, marketing, 

production and human resources departments, for instance. Very large firms may even have their 

own legal departments. In very small firms the owner has to carry out all these management 

tasks him/her self, and may not be very competent at most of them. 

External Economies and Diseconomies of Scale 

External economies of scale are cost savings that benefit ALL firms in an industry as that 

industry as a whole gets bigger. They arise due to the following: 

As an industry grows there becomes a greater pool of labour available with the appropriate skills. 

Colleges and universities start to run courses suited to the needs of the firms. 

As the industry expands, there will also be a growth of firms supplying components, materials 

and services to it. For instance the UK has a number of very large firms making components for 

the car industry, making it an attractive location for car manufacturers such as Nissan, Toyota 

and BMW (which makes the Mini in the U.K.) 

When an industry is large enough to be important to the economy, either nationally or regionally, 

the government may support it in various ways; for instance by building better infrastructure or 

helping to fund research and development. 

__External diseconomies of scale __occur when costs start to rise for firms as a result of the 

growth of the industry. The main reason this can happen is that when there are lots of firms in an 



industry, they may have to compete for scarce resources. For instance, the rapid growth in air 

travel has caused a shortage of airport capacity, driving up the costs to airlines of buying take off 

and landing slots. 
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