
Chapter 25. Capacity Utilization and Outsourcing





Capacity Utilization –

measuring over and 

under capacity



• Capacity utilisation is a major factor in determining the operational efficiency of a 

business. 

• Maximum capacity means the total possible level of sustained output a business 

can achieve in a given time period. 

• If a business is working at full capacity, it is achieving 100% capacity utilisation. 

There is no spare capacity. 

• Capacity utilisation rates are used by analysts to compare how one business 

or factory is performing compared to the average, or how capacity utilisation

differs from previous periods.

Measurement and significance of capacity utilisation





Capacity Utilization – measuring over and under capacity

• When capacity utilisation is at a high rate, the fixed costs of rent and machinery 

depreciation are spread over a large number of units. Average or unit fixed costs 

will be relatively low. 

• When capacity utilisation is low, fixed costs will have to be borne by fewer units 

and average fixed costs will rise.



Capacity utilization – Is full capacity always good?

• A business with low capacity utilisation not only wastes 

resources but has high unit costs. This will reduce profit 

margins if the price stays the same. 

• If the firm tries to increase the price to cover the higher unit 

costs, it may find that sales fall and the situation becomes 

even worse.



Capacity utilization – Is full capacity always good?

YES for short time, NO for long time:

• Staff may feel under pressure, no mistakes allowed

• Regular customers may not recieve their order, waiting time too long, may 

switch to competitor

• No down time/ maintenance time for machinery

• Firms attempt to keep very high utilization, but keep some space capacity for 

unforeseen circumstances

• Maximum capacity means the total possible level of SUSTAINED output a 

business can achieve in a given time period. 



Capacity utilization – EXCESS capacity /under utilised/

EXCESS capacity – what to do? 

Try to reduce the excess capacity, or else the unit fixed cost will be getting higher

1. Is it short-term?

• Maintain high output level, but add to stock – will you be able to sell it all 

though?

• Adopt more flexible production system 

/need flexible resources – machinery staff/

• Offer only flexible employment contracts



Capacity utilization – EXCESS capacity

EXCESS capacity – what to do? 

1. Is it short-term?

• Do nothing

• Seek marketing solutions

• Adjust pricing

• Enter foreign markets

• Increase sales





Capacity utilization – EXCESS capacity

EXCESS capacity – what to do? 

1. Is it long-term? 

• Might be due to fashion shift, technology change – demand will not be 

increasing again?

• Rationalize! – reduce the level of capacity. What if the market will pick up 

again?

• Subcontracting with other firms.

• Research and Develop new product.





Capacity utilization – capacity SHORTAGE

What is the reason for capacity SHORTAGE? 

• Not able to meet the demand because:

• Falling out a machinery due to maintenance?

• Consistent increase of demand 

• Do we require to expand?

What to do?

• increase its scale of operation by acquiring more production resources? 

• keep existing capacity but outsource or subcontract more work to other 

businesses? 

• keep working at full capacity and not expand, perhaps because of the danger 

that demand might fall back in the near future?









Capacity utilization – capacity SHORTAGE - OUTSOURCING

Benefits of outsourcing:

• Reduction and control of operating costs /offshoring/

• Increased flexibility

• Improved company focus

• Access to quality service or resources

• Freed-up internal resources

Drawbacks of outsourcing:

• Loss of job within the business

• Quality issues

• Customer resistance – movie cut out: outsourced training – YouTube

• Security

https://www.youtube.com/watch?v=BEC3cr4PS6s


Capacity utilization – outsourcing

The most frequently outsourced services by companies:

• Accounting + tax preparation

• Web design

• Computer programming

• Manufacturing

• Data entry

• Research and development

• Legal services

• Creative services – logo design

• Healthcare services – medical billing, coding





Capacity utilization – outsourcing

Work in teams:

Recommend a capacity solution: Which services are these 

businesses most likely to 

outsource?

1 Restaurant which has limited demand 

during the week and too much at the 

weekends

KFC

2 Hotel which is overbooked in the summer 

but not in the winter

Accountancy firm

3 Bus service which is too crowded at peak 

times
Supermarket

4 Pumpkin farmer who only has one 

harvest each year

Firm of Architect


