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95 - 100

90 - less than 95

85 - less than 90

80 - less than &5

75 - less than 80
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60- less than 65

less than 60
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1.00

Grade

A+

A

B+

B

C+

C

D+

IP

IC

DN

NP

NF

Course Grade

Exceptional
Excellent
Superior

Very Good
Above Average
Good

High Pass

Pass

Fail
In-Progress

In-Complete

Denied

No-Grade-Pass

No-Grade--Fail
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Chapter 7

ECONOMIES OF SCALE AND SCOPE




Diminishing Marginal Returns

The law of diminishing marginal returns states that as you try to expand

output, yvour marginal productivity (the extra output associated with extra inputs)

eventually declines.

Diminishing marginal returns occur when we increase our variable inputs to
increase production. Eventually, the marginal productivity falls because we have
not similarly expanded fixed inputs (like factory floor space).

Diminishing marginal returns implies that marginal costs increase over time as
well because more inputs are required to produce the same amount.



Marginal
Cost

Cost

_ Average
" Total Cost

Output

ncreasing
Marginal Costs

If we take marginal cost as
increasing over the production
horizon, eventually, the average
total cost will rise as well.

We often describe marginal cost
as “pulling up” the average total
cost curve when it is above ATC,
and MC as “pulling down” ATC
when it is below.



Short Run vs. Long Run

* Short Run vs. Long Run: In economics, we define the long term as
the point where fixed costs become variable.

* For example, if you are planning decisions such that you can change fixed
costs like rent and loan interest, you are in the long term.

* In the short run, we have phenomena like diminishing marginal
returns.

* However, in the long run, we can adjust fixed costs to avoid diminishing
marginal returns.

* Ex. You could have enough factory floor space for all your machinists.



If long-run average costs are constant with respect to output, then you have

constant returns to scale.

Most like
diminishing

marginal returns

Economies of Scale




Economies of Scale

* Where do economies of scale come from?
* Bulk discounts for buying production inputs
* Fixed costs spread over a larger output lower average costs
* Improved use of technology at larger scales
* Learning curves over time make production more efficient




Economies of Scope

If the cost of producing two products jointly is less than the cost of producing those two products separately—

that is,

Cost(Q1, Q2) < Cost(Q1) 4 Cost(Q2)

—then there are economies of scope between the two products.

Economies of scope are very common in industries with multiple byproducts or products that
are all distributed together.

o Ex. There are advantages to producing multiple types of foods together if they can all be distributed to
the same grocery stores.

o Too much variety in production can also cause diseconomies of scale.



Chapter 7 Summary

* Diminishing marginal returns occur as output increases and create
increasing marginal costs

* Increasing marginal costs pull up average total costs over time
* The economic long-run occurs when fixed costs become variable

* Economies of scale occur in the long run when all costs are variable
* Certain advantages can lower the marginal cost of production over time

* Economies of scope occur when producing two products together
lowers their average production cost



Question Period

NOW IS THE TIME FOR QUESTIONS ON THE SYLLABUS,
ASSIGNMENTS, OR THE COURSE MATERIALS

FEEL FREE TO EMAIL ME AT EMMA.TAYLOR@WSU.EDU WITH
FURTHER QUESTIONS!
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