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4.3
Capacity utilisation and
outsourcing

A-Level Business



Operations Management
Inventory and capacity

Inventory control

Hold too much stock and you tie up cash and pay for storage. Hold too little and you
lose sales.

A buffer stock and a reorder level keep the two in bal-
ance.



Operations Management
Inventory and capacity

Reading an inventory-control chart

Maximum inventory The maximum inventory level: the most the firm will
hold, set by storage space and by cash.

Re-order level The level that triggers a new order, set so the delivery arrives be-
fore the buffer is used.

Holding costs Holding costs : storage, insurance, obsolescence, and
the cash tied up in raw materials sitting on a shelf.

Buffer inventory The minimum kept back against late deliveries or a demand spike –
insurance, paid for in holding costs.

Every inventory decision trades a holding cost against a stock-out. Just-in-time chooses one
side of that trade deliberately.



Operations Management
Inventory and capacity

Just-in-time vs just-in-case

just-in-time

arrive as needed – low hold-
ing cost, high supplier risk

just-in-case

keep a buffer – safer against
shocks, more cash tied up



Operations Management
Inventory and capacity

Capacity utilisation

actual output spare

maximum capacity utilisation =
actual output

maximum output × 100%.

Aim high but not full (∼85–90%):
low leaves idle resources; 100%
leaves no time to repair.



Working below capacity

Under-utilisation Under-utilisation means fixed costs are spread over fewer units,
so the cost per unit rises.

Why it happens Falling demand, seasonality, a bottleneck elsewhere, or capacity built for growth
that has not arrived.

What to do Cut capacity (redundancy, closure), or fill it – subcontract for another firm, add a
product, market harder.

The other end Running at 100% leaves no room for maintenance, no slack for a rush order, and
tired staff.

Operations add value by turning inputs into something worth more – and idle capacity
adds none while still costing.



A-Level Business

Exercises 2.1·2.3

Capacity utilisation shows how much of a firm’s possible output it actually makes

capacity utilisation =
actual output

maximum possible output × 100%

• Worked: actual output 1700, maximum 2000 → 1700
2000

× 100 = 85%.
• Under-utilisation: idle resources → high fixed cost per unit. Over-utilisation

(near 100%): no time for repairs, tired staff, quality may fall. Most firms aim for
85–90%.

• Outsourcing: paying another firm to do work – cheaper and lets the firm focus,
but less control of quality.

Answer shapes: AO1 + AO2 + AO3 (reasoning chain) + AO4 (a supported judge-
ment in context).

2 Practice
2.1 Define the term capacity utilisation. [2]

2.2 A factory’s maximum output is 5000 units; it actually makes 4000. Calculate the
capacity utilisation. [2]
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2.3 Define the term outsourcing. [2]

3 Exam-style questions
3.1 Explain one problem for a business of operating at a low level of capacity utilisation.[3]

3.2 Analyse two benefits to a business of outsourcing part of its work. [8]

A-Level Business • 4.3 Capacity utilisation and outsourcing 3



A-Level Business

Exercises 2.1·2.3

Capacity utilisation shows how much of a firm’s possible output it actually makes

capacity utilisation =
actual output

maximum possible output × 100%

• Worked: actual output 1700, maximum 2000 → 1700
2000

× 100 = 85%.
• Under-utilisation: idle resources → high fixed cost per unit. Over-utilisation

(near 100%): no time for repairs, tired staff, quality may fall. Most firms aim for
85–90%.

• Outsourcing: paying another firm to do work – cheaper and lets the firm focus,
but less control of quality.

Answer shapes: AO1 + AO2 + AO3 (reasoning chain) + AO4 (a supported judge-
ment in context).

2 Practice
2.1 Define the term capacity utilisation. [2]

2.2 A factory’s maximum output is 5000 units; it actually makes 4000. Calculate the
capacity utilisation. [2]

A-Level Business • 4.3 Capacity utilisation and outsourcing 2

Solutions
Business answers are marked by level of response against the assessment objectives:
award AO1 knowledge, AO2 application, AO3 analysis and AO4 evaluation.

Each answer shows the steps, then the result.

2.1

• the proportion of a firm’s maximum possible output that it is actually producing,
shown as a percentage (2 for a clear definition; 1 for a partial idea)

2.2

• 4000
5000

× 100 = 80% (2; award 1 for a correct method with the wrong figure)

2.3

• paying another firm (a supplier) to do work the business used to do itself (2 for a clear
definition; 1 for a partial idea)

3.1

• [3] AO1 1 – state a problem (high fixed cost per unit; idle machines and staff; lower
profit). AO2 up to 2 – develop it, e.g. the same rent and salaries are spread over
fewer units

• higher cost per unit
• lower profit margin (2 developed / 1 limited)

3.2

• [8] For each of two benefits: AO1 1 + AO2 1 + AO3 up to 2. Example chains –
lower cost: a specialist supplier produces more cheaply

• the firm’s costs fall
• higher profit or lower prices. Focus and flexibility: the firm concentrates on what it

does best
• better core products
• and can scale output up or down without buying machines. Maximum 4 per benefit,

8 total

3.3

• [12] AO1 2 / AO2 2 / AO3 2 / AO4 up to 6. For outsourcing: it adds capacity
without buying machines, meets extra demand, and keeps the firm flexible. Against:
less control of quality, possible delays, and reliance on another firm. Judgement:
outsourcing is sensible to handle demand the firm cannot meet at 100% capacity, but
only with a reliable supplier and good quality checks – otherwise expanding its own
capacity may be safer; it depends on how long the extra demand will last
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A-Level Business

Exercise 3.2

2.3 Define the term outsourcing. [2]

3 Exam-style questions
3.1 Explain one problem for a business of operating at a low level of capacity utilisation.[3]

3.2 Analyse two benefits to a business of outsourcing part of its work. [8]
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A-Level Business

Exercise 3.3

3.3 A business is running close to 100% capacity. Evaluate whether it should outsource
some of its production. [12]
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