The Economic Environment of Business – Extra Notes and Worksheets – Lecture 4

1. INTERNAL GROWTH

This means that it grows without joining with another business. It could

• build new premises

• ‘take on’ more employees

* retain profits

* borrow money

* raise share capital

2. EXTERNAL GROWTH
In this case it has some involvement with another business

a) MERGER

Two firms join together and have equal ownership e.g. Lloyds and TSB merge to create Lloyds TSB bank.

b) TAKEOVER

One firm takes over another firm and has the ownership of that business. It is probably against the wishes of the other business. E.g. Lloyds could takeover TSB. It would probably still be called Lloyds but it would also own TSB.

BENEFITS OF GROWTH

• Increased profits

• Increased market share

• Gain new ideas from the other business

• Avoid having to compete with the other business

• Gain from economies of scale (page)

• The new business may not need all of the workers. They could remove some workers to become efficient and make more profit

PROBLEMS OF GROWTH

To the businesses

• There may be two sets of managers who are unable to agree on the best direction for the company. This could cause many problems.

• The businesses may have different objectives and targets

• It costs a lot of money to merge with or takeover another business

To customers

• Possibly less choice in the market and possibly higher prices to pay

To workers

• Possible job losses and job insecurity

HORIZONTAL INTEGRATION

Two businesses at the same stage of production

e.g. 2 table makers join together

FORWARD VERTICAL INTEGRATION

A business takes over or merges with a businesses at the next stage of production 

E.g. table maker joins with a shop

BACKWARD VERTICAL INTEGRATION

A business takes over or merges with a business at the previous stage of production

E.g. a table maker joins with a tree cutter

Task

1. How might a business expand via internal means?

2. In what ways might a business expand by ‘external’ routes?

3. Why might a business (a) integrate horizontally and (b) integrate vertically?

PROBLEMS OF MONOPOLY

• Consumers may pay higher prices due to the lack of competition

• Consumers may have less choice

• Firms may not be very efficient with their resources because there is no need to reduce costs

• Less innovation (new products)

BENEFITS OF MONOPOLY

• The firm should make higher profits

• The firm may use these to invest in new products or improve existing products.
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This diagram shows a monopolist earning higher profits than it needs to stay in business. It is shown by PCSR.

HOW DO FIRMS KEEP THEIR MONOPOLY?

Imagine that Stagecoach has a 95% market share in local area. This means that 95% of buses are operated by Stagecoach. How could they keep this power?

* Cost Barriers It is expensive for other companies to set up

* Advertising The may spend lots of money building up a reputation.

* Economies of scale Larger firms generally have lower costs per unit. They can cut their prices to force out competition

CARTELS

A cartel causes similar problems to a monopoly. 3 or 4 firms may dominate an industry, in this case they could agree to keep the price at a high level in order to each make a healthy profit. They may eventually be investigated and punished by the OFFICE OF FAIR TRADING. Such an organisation act as a REGULATOR.

Why Do Firms Merge?

Mergers – glorified acquisitions – are sought be firms for a combination of several different reasons, both generic and industry-specific. The long term goal for all mergers is to increase the firm’s value through growth, which in turn is achieved by increasing revenues whilst minimising costs. However, the short-term consequences of mergers may have the opposite (but intended effect) in order to secure better long-term growth.

The obvious advantage of merging a company is economies of scale. When two companies merge, their combined revenues should, in theory, remain the same. However, as a joint operation they can consolidate multiple departments and operations, lowering relative costs in comparison to the new, increased overall revenue. Thus, mergers should increase the profits of the new company beyond the combined profits of the originals. 

Increased market share is another major incentive for firms to merge. This motive assumes that a company, in absorbing a major competitor, will increase its hold of the market for that good and thus increase its power to control prices. The increased market share also enables it to benefit from keener deals with suppliers through buying in larger quantities, as well as through industrial blackmail when suppliers become dependent of retailers for the majority of their sales. 

Another motive for firms to merge is cross-selling – lateral diversification. For example, a bank merging with an insurance company to create a financial conglomerate would then be able to sell banking products directly to the insurance company’s customers, while the insurance company can sign up the bank’s customers for insurance deals. This is effectively revenue synergy - better use of complementary resources. Geographical or other types of diversification are also factors – these can smooth the revenues of a company as they are spread across multiple industrial sectors and markets. This, in the long term, should stabilise the stock price of a company, giving conservative investors more confidence in investing in the company. 

Vertical acquisitions/mergers are attractive for firms as it means the combined firm can guarantee supply/demand of its goods and drop profits in the middle stage to lower overall costs and therefore charge lower prices to gain market share. Tax dodging can also play a role, as a profitable company can buy a loss maker in order to use its tax write-offs to improve the combined company’s profitability. 

While all the above mentioned all have the goal of increasing a firm’s value (i.e. share value), firms may also merge for reasons beyond shareholder value. For example, “manager's hubris” - when the executives of a company will just buy others because doing so is newsworthy and increases the profile of the company. This links to the idea of “empire building” – where managers seek power and make larger companies in order to achieve these ends. Furthermore, while both diversification and extension of a business may be desirable in order to achieve greater long-term growth, the former can often be unprofitable due to conflict of interest while the latter could make the organisation hard to manage and severely lacking focus. 

Economies of Scale
 In the long run, all factor inputs are variable. The scale and scope of production can be changed. This can have important effects on the unit costs of production for different goods and services. And the nature of economies of scale and scope can change the structure of competition in an industry over time as well as the profitability of supplying to consumers. There are strong links between economies of scale and the effects on both consumer and producer welfare.

Basic economies of scale diagram 
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Make sure that you understand the various internal economies of scale that a business might exploit. 

· Technical economies of scale: 

· Expensive specialist capital machinery e.g. robotic technology in the production of vehicles 

· Specialisation of the workforce to boost factor productivity – division of labour 

· The law of increased dimensions or the “container principle” 

· Learning economies e.g. learning by doing: Unit costs of production typically decline in real terms as a result of production experience as businesses improve their production methods and cut waste. Evidence across a wide range of industries into so-called “progress ratios”, or “experience curves”, indicate that unit manufacturing costs typically fall by between 70% and 90% with each doubling of cumulative output 

· Marketing economies of scale and monopsony power : A large firm can spread its advertising and marketing budget over a much larger output and it can also purchase its factor inputs in bulk at discounted prices if it has monopsony power in the market (monopsony power is becoming important) 

· Financial economies of scale: Larger firms have access to credit facilities, with favourable rates of borrowing. In contrast, smaller firms often face higher rates of interest on their overdrafts and loans. Businesses quoted on the stock market can normally raise fresh money (extra financial capital) more 

· Network economies of scale: Some networks and services have huge potential for economies of scale. That is, as they are more widely used (or adopted), they become more valuable to the business that provides them. Think about network economies exploited by EBAY in online auctions and the rapid expansion of air transport networks by the low-cost airlines. The marginal cost of adding one more user to the network is close to zero, but the resulting financial benefits may be huge because each new user to the network can then interact, trade with all of the existing members or parts of the network. 

External economies of scale (in an industry)
External economies of scale occur when an industry's scope of operations expand due to for example the creation of a better transportation network, resulting in a subsequent decrease in cost for a company working within that industry, external economies of scale are said to have been achieved. Another good example is the development of research and development facilities in local universities that several businesses in an area can benefit from. Likewise, the relocation of component suppliers and other support businesses close to the main centre of manufacturing are also an external cost saving.

Economies of scope (product range, brand value)
Economies of scope occur where it is cheaper to produce a wider range of products rather than specialize in just a handful of products. Expanding the product range to exploit the value of existing brands is a good way of exploiting economies of scope. E.g. Amazon expanding into selling toys, sports goods or McDonald’s expanding the range of their products to include salads and health foods.

Minimum efficient scale
The minimum efficient scale (MES) is the scale of production where the internal economies of scale have been fully exploited. It corresponds to the lowest point on the long run average cost curve and the output that achieves productive efficiency. The MES usually covers a range of output levels where the firm achieves constant returns to scale and has reached the lowest feasible cost per unit in the long run.

Minimum efficient scale and the structure of competition
· Tendency towards monopoly: In industries where the ratio of fixed to variable costs is high, the MES will tend to be a high percentage of total market demand. This is likely to result in the long run in a concentrated market structure (e.g. an oligopoly or perhaps a monopoly) – economies of scale act as a structural entry barrier 

· Competitive & contestable markets: Where the MES is a small percentage of market demand. It is likely that the market will be highly competitive with many suppliers able to achieve the MES 

· Natural monopoly: Here, the long run average cost curve falls over a huge range of output, suggesting that there may be room for perhaps only one or two suppliers to fully exploit the available economies of scale 
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Key revision points
· Economies of scale and barriers to entry : Large scale business that have exploited internal economies of scale may have a significant cost advantage over new rival suppliers 

· Just because scale economies are so evident, this does not preclude smaller businesses from surviving and prospering in markets 

· They may focus on selling to niche markets where demand is inelastic and profit margins are higher 

· They may emphasis non-price competition (innovation especially important) even if they cannot compete purely on grounds of cost per unit 

· Economies of scale and economic efficiency 
· Lower long run average costs represent a gain in productive efficiency 

· If scale economies lead to lower prices and an expansion of demand there are gains in consumer welfare (e.g. rise in consumer surplus) – use a diagram to show this in your analysis 

· But if scale economies lead to the development of monopoly power this may lead to higher prices and a loss of consumer welfare 

· Economies of scale and international trade: 
· Conventional trade theory (comparative advantage etc) assumes constant returns to scale – the gains from specialisation and trade are higher if businesses achieve increasing returns to scale 

· Minimum efficient scale: 
· This varies from industry to industry (contrast postal services with local restaurants and bars) 

· Technological change can alter the nature of costs in the long run, e.g. it may allow smaller businesses, successfully adapting new technology to break into mature and well established markets with some “dominant” players 
Globalisation 
Globalisation - Introduction  

The global economy is in the midst of a radical transformation, with far-reaching and fundamental changes in technology, production, and trading patterns. Faster information flows and falling transport costs are breaking down geographical barriers to economic activity. The boundary between what can and cannot be traded is being steadily eroded, and the global market is encompassing ever-greater numbers of goods and services.

Treasury: Long-term global economic challenges and opportunities for the UK, December 2004

What is Globalisation?

Globalization is an issue that rouses strong emotions among people. The first step in understanding the topic is to define what it means. We are hampered by the reality that there is no one single agreed definition – indeed the term globalisation is used in slightly different ways in different contexts by various writers and commentators. What is common to all usages is an attempt to explain, analyse and evaluate the rapid increase in cross-border (trans-national) business that has take place over the last 10/15 years.

	Trends in global trade and output
	 
	 
	 

	% change per annum unless stated
	 
	 
	 

	 
	1980-89
	1990-99
	2000-04

	Global GDP growth
	3.3
	3.2
	3.8

	World trade growth in goods and services
	4.5
	6.5
	6.2

	World trade (% of GDP)
	19
	21
	25


The OECD defines globalization as

“The geographic dispersion of industrial and service activities, for example research and development, sourcing of inputs, production and distribution, and the cross-border networking of companies, for example through joint ventures and the sharing of assets”
Globalisation is essentially a process of deeper international economic integration that involves:

A rapid expansion of international trade in goods and services between countries
A huge increase in the value of transfers of financial capital across national boundaries including the expansion of foreign direct investment (FDI) by trans-national companies
The internationalization of products and services by large firms
Shifts in production and consumption from country to country – for example the rapid expansion of out-sourcing of production
	All merchandise products
	Trade 
	Production

	Average % change per annum
	 
	 

	1950-63
	7.7
	5.2

	1963-73
	9.0
	6.1

	1973-90
	3.8
	2.7

	1990-04
	5.7
	2.5

	Manufactured goods
	 
	 

	 
	Trade 
	Production

	1950-63
	8.6
	6.6

	1963-73
	11.3
	7.4

	1973-90
	5.5
	3.1

	1990-04
	6.3
	2.6


The data table above drawn from statistics published by the World Trade Organization shows how the annual growth in merchandise trade (trade in manufactures, agricultural products, fuels and mining products) has consistently out-paced the growth of output. This means that trade as a share of output in the global economy has continued to increase – marking an increase in trade integration within the world economic system.

Another way of describing globalisation is to describe it as a process of making the world economy more interdependent. The expansion of trade in goods and services, the huge increase in flows of financial capital across national boundaries and the significant increase in multinational economic activity means that most of the world’s economies are increasingly dependent on each other for their macroeconomic health.
	Shares in world exports
	1991
	2006
	Change 1991-2006

	Canada 
	3.4    
	3.4    
	-0.1    

	France 
	6.2    
	4.0    
	-2.1    

	Germany 
	10.8    
	8.6    
	-2.2    

	Italy 
	4.9    
	3.5    
	-1.4    

	Japan 
	8.0    
	5.0    
	-2.9    

	United Kingdom
	5.5    
	4.4    
	-1.1    

	United States 
	13.7    
	10.1    
	-3.6    

	Non-OECD Asia inc China
	11.5    
	19.3    
	7.8    

	Latin America 
	2.6    
	3.0    
	0.4    

	Source: OECD World Economic Outlook, June 2006


For example, a deflationary monetary or fiscal policy introduced in one country which leads to changes in AD inevitably affects the ability of other countries to export to that economy. Consider for example a decision by the Federal Reserve Bank in the United States to raise their interest rates in response to the threat of a rise in inflation. This could conceivably have important feedback effects throughout the international economy. The rate of growth of the US economy is likely to slow and this will then have an effect on the strength of demand from US consumers for overseas products. 

Secondly, changes in the structure of company taxation and personal taxation from country to country tends to influence flows of investment and have feedback effects in the long term on national income, employment and wealth
	Trends in global capital flows
	 
	 
	 

	 
	1989
	1999
	2003

	Stock of Foreign Direct Investment (% of GDP)
	8.0
	16.0
	22.1

	Foreign assets (% of GDP)
	62.6
	139.6
	186.1

	Source: International Monetary Fund


Globalisation is not new! Indeed there have seen several previous waves of globalisation. Nick Stern, Chief Economist of the World Bank has identified three major stages of globalization:

Wave One: Began around 1870 and ended with the descent into global protectionism during the interwar period of the 1920s and 1930s. This period involved rapid growth in international trade driven by economic policies that sought to liberalize flows of goods and people, and by emerging technology, which reduced transport costs. This first wave started the pattern which persisted for over a century of developing countries specializing in primary commodities which they export to the developed countries in return for manufactures. During this wave of globalisation, the level of world trade (defined by the ratio of world exports to GDP) increased from 2 per cent of GDP in 1800 to 10 per cent in 1870, 17 per cent in 1900 and 21 per cent in 1913. 

Wave Two: After 1945, there was a second wave of globalization built on a surge in world trade and reconstruction of the world economy. The rapid expansion of trade was supported by the establishment of new international economic institutions. The International Monetary Fund (IMF) was created in 1944 to promote a stable monetary system and so provide a sound basis for multilateral trade, and the World Bank (founded as the International Bank for Reconstruction and Development) to help restore economic activity in the devastated countries of Europe and Asia. Their aim was to promote lasting multilateral economic co-operation between nations. The General Agreement on Tariffs and Trade (GATT) signed in 1947 provided a framework for progressive mutual reduction in import tariffs. 

Wave Three: The current wave of globalisation which is demonstrated for example by a sharp rise in the ratio of trade to GDP for many countries and secondly, a sustained increase in capital flows between counties and trade in goods and services
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Main Motivations and Drivers for Globalisation

As the well respected commentator Hamish McRae has argued, “Business is the main driver of globalization!” The process of globalisation is motivated largely by the desire of multinational corporations to increase profits and also by the motivation of individual national governments to tap into the wider macroeconomic and social benefits that come from greater trade in goods, services and the free flow of financial capital.  

Among the main drivers of globalisation are the following:

Improvements in transportation including containerisation – the reduced cost of shipping different goods and services around the global economy helps to bring prices in the country of manufacture closer to prices in the export market, and adds to the process where markets are increasingly similar and genuinely contestable in an international sense. 

Technological change – reducing massively the cost of transmitting and communicating information - sometimes known as “the death of distance” – this is an enormous factor behind the growth of trade in knowledge products using internet technology. Advances in transport technology have lowered the costs, increased the speed and reliability of transporting goods and people – extending the geographical reach of firms by making new and growing markets accessible on a cost-effective basis. 

De-regulation of global financial markets: The process of deregulation has included the abolition of capital controls in many countries. The opening up of capital markets in developed and developing countries facilitates foreign direct investment and encourages the freer flow of money across national boundaries 

Differences in tax systems: The desire of multi-national corporations to benefit from lower labour costs and other favourable factor endowments abroad and therefore develop and exploit fresh comparative advantages in production 

Avoidance of import protection: Many businesses are influenced by a desire to circumvent tariff and non-tariff barriers erected by regional trading blocs – to give themselves more competitive access to fast-growing economies such as those in the emerging markets and in eastern Europe 

Economies of scale: Many economists believe that there has been an increase in the estimated minimum efficient scale associated with particular industries. This is linked to technological changes, innovation and invention in many different markets. If the MES is rising this means that the domestic market may be regarded as too small to satisfy the selling needs of these industries.  Overseas sales become essential. 

Division of labour on a global scale

The ease with which goods, capital and technical knowledge can be moved around the world has increasingly enabled the division of labour on a global scale, as firms allocate their operations in line with countries’ comparative advantage. As a result, there has been a significant increase in the number of firms that locate, source and sell internationally, reflecting the new opportunities presented by the ICT revolution, alongside falling transport costs and easing trade and capital restrictions.

Globalization no longer necessarily requires a business to own a physical presence in terms of either owning production plants or land in other countries, or even exports and imports. For instance, economic activity can be shifted abroad by the processes of licensing and franchising which only needs information and finance to cross borders. And increasingly we are seeing many examples of joint-ventures between businesses in different countries – e.g. businesses working together in research and development projects.

