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Economies of scale
Economies of scale can be a key source of 
efficiency and competitive advantage for larger 
firms. Steven Stoddard explains the key types 
of economies of scale and their significance.
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Internal economies of scale
Internal economies of scale come about as a result of the growth of the firm itself, 
and include:
1 Financial economies of scale. The larger and more reputable a firm, the 
more likely it is that banks and other lenders will deem it credit worthy and a less 
risky recipient of loan funds. This will lead to it being offered cheaper loans with 
lower rates of interest, which reduce its costs. Purchasing economies, where larger 
firms can take advantage of bulk-buying discounts, are another example of financial 
economies of scale.
2 Technical economies of scale. Larger businesses can generally afford the 
latest, specialist capital equipment, which is often very expensive. For example, 
the world’s biggest car manufacturing firms such as Toyota and the Volkswagen 
Group have the financial resources to invest in bespoke assembly lines that increase 
productivity and reduce average costs of production.
3 Marketing economies of scale. Larger firms are likely to have huge 
advertising budgets, for example Marks & Spencer’s typically lavish TV marketing 
campaigns around Christmas. Because of the large volume of sales made by Marks & 
Spencer, the firm can spread this budget over a larger output than a smaller retailer.
4 Managerial economies of scale. Larger firms can afford to recruit the 
highest-profile chief executive officers (CEOs), who tend to attract high salaries 
but also tend to be the most effective in increasing profits via a combination of 
increasing revenues and reducing costs. Larger firms can also take greater advantage 
of the division of labour. Large financial services firms such as PwC can afford to 
have specialist managers in areas such as audit, tax and corporate finance, leading to 
increased productivity and competitive advantage in these areas.

External economies of scale
External economies of scale occur when firms benefit 
from the growth of the industry in which they operate. 
For example, the development of a successful financial 
services industry centred on the City of London has 
meant that firms in the city have benefited from easier 
access to specialised labour and infrastructure, such as 
transport links to the heart of the financial district.

Minimum efficient scale
The minimum efficient scale (MES) is the lowest level 
of output at which average total costs of production 
are minimised. In Figure 1 the minimum efficient scale 
occurs at output Q1. The concept of minimum efficient 
scale may be used as an argument in favour of large, 
dominant firms, since firms may need to be large to 
achieve maximum economies of scale.

Economies of scale are the benefits that can arise 
as a firm increases its output in the long run, 
leading to reduced average total costs. These cost 
reductions reflect improvements in productive 
efficiency. They may give a firm a competitive 
advantage in the market in which it operates, by 
enabling it to pass on lower prices to consumers 
and/or generating higher profits, which might be 
re-invested or passed on to shareholders.

Figure 1 shows that, as a firm increases its output 
from 0 to Q1 in the long run, average costs begin 
to fall up to output Q1, due to the effect of one or 
more economies of scale.

Figure 1 Long-run average cost curve
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