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8.0 OBJECTIVES
After going through this Unit you should be in a position to:
 explain the concept of economies of scale;
 explain how the shape of LRAC curve are determined;
 explain the internal economies and external economies;
 explain different types of economies of scale.
 explain the concept of diseconomies of scale.
 explain the internal diseconomies and external diseconomies of scale;
8.1 INTRODUCTION
In the previous chapter we observed that the shape of Long-run average cost curve
(LRAC) is approximately U-shaped or typically saucer shaped. This is because
generally economists believed that, the LRAC first declines as output increases and
then beyond a certain point cost increases. But actually what determines the shape of
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LRAC curve? Why do we argue in support of typically saucer-shaped LRAC? In this
unit we will discuss all these questions. Firstly, we must define economies of scale.

8.2 ECONOMIES OF SCALE
As we know, firm’s cost are determined by its production function, which indicates
that quantities of various inputs are combined with technology to produce a given level
of output. Both these factors must be considered in analyzing costs. So, as the cost
declines with the increase in output we say that the cost structure is characterized by
economies of scale. On the contrary, if LRAC increases as output decreases, then we
say there is diseconomies of scale. And if, LRAC is constant, then the cost function
have neither economies nor diseconomies of scale. Therefore, economies of scale refers
to the cost advantage that an enterprise experience due to the increase in its scale of
operation i.e. the amount of output produced. In this case the unit cost of production
decreases with increasing output. The figure below illustrate economies of scale.
Figure: 8.1 Economies of scale
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The above figure shows Long–run average cost curve of a firm against its output. Let,
the firm expands its level of output from OQ to OQ* its average cost falls from OC to
OC1. Here, it is said that the firm experiencing economies of scale upto OQ* level of
output. A profit-maximizing firm always produce at that plant where average cost per
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unit production is the least given the level of output. Increase in the scale of operation
increases efficiency in the process of production upto certain point. It could be noted
from figure 8.1 that beyond Q* any further increase in output results in an increase in
average cost of the firm and hence the firm start experiencing diseconomies of scale.
Economies or diseconomies of scale may arises with the increase in the number of
plants in an industry, producing either the same product or any related product that
requires same inputs for its production. The position of LRAC depends on external
economies mainly change in technology and changes in factor prices. Thus, factors
associated with external economies causes shift in the LRAC.
In unit 4, we have already discussed increasing return, constant return and diminishing
return to scale. You may recall that return to scale shows how output responds to a
proportionate change in all inputs. Though return to scale provide certain information
pertaining to the shape of LRAC, the link is neither straight forward nor obvious. For
instance, constant returns to scale need not necessarily produce a horizontal LRAC.
This could be, either due to firms not varying their inputs in fixed proportions or even
if they expands all the inputs proportionately, the prices of those inputs might be
varying due to reasons such as discounts the firms might be availing due to buying in
bulk. Therefore, constant returns to scale or decreasing returns to scale in production
could be associated with economies of scale. If we talk about increasing returns to scale
in production, economies of scale is present if and only if input prices do not rise
significantly as the firm expands their usage.
8.3

INTERNAL AND EXTERNAL ECONOMIES OF SCALE

Marshall has classified economies of scale into two broad headings:1) Internal economies of scale and
2) External economies of scale
1) Internal economies of scale
When a firm increases its scale of production it will experience some cost advantage,
such economies is known as internal economies of scale. Such economies is internal
because it is open to a single firm only either because of specialization in the techniques
of production or good management or for any other reason.
According to Cairncross,”Internal economies are those which are opened to a single
factory, or a single firm independently of the action of other firms. These result from
an increase in the scale of output of a firm and cannot be achieved unless output
increases.”
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2) External economies of scale
All the cost advantage or benefits when accrue to all the firms in a given industry as
the scale of production of the whole industry increases is called external economies of
scale. They are external in the sense that they are associated with the firm not out of its
internal situation but from outside i.e. the output of the industry and other facilities
expanded by the government.
According to Cairncross,”external economies are those benefits which are shared in by
a number of firms or industries when the scale of production in any industry increases”.
Marshall defined external economies as, “those dependent on the general development
of the industry”.
Check Your Progress 1
1)
Explain the concept of economies of scale. How the shape of LRAC is
determined by economies of scale.
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………...……………………
……………………………………………………………………………………
……………………………………………………………………………………
2) Distinguished between internal economies and external economies of scale.
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
………………………………………………………...........……………………
……………………………………………………………………………………
……………………………………………………………………………………
……………….
8.4

TYPES OF ECONOMIES OF SCALE

There are various classification of economies of scale. In this section, economies of
scale are distinguished into 2 types:1) Real economies of scale.
2) Pecuniary economies of scale.
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8.4.1 Real Economies of Scale
Real economies of scale refers to low cost structure due to reduction in the physical
quantity of inputs, raw materials either in terms of labour or in terms of capital. Further
real economies of scale categorized into the following types:i)
ii)
iii)
iv)

i)

Production Economies,
Selling or Marketing Economies,
Managerial Economies and
Transport and storage economies.

Production Economies of Scale

Production economies of scale mainly arise from labour (which is also called labour
economies), fixed capital (known as technical economies) or from inventory
requirements of the firm which is known as inventory economies or stochastic
economies.
a) Labour Economies
As the scale of output increases, labour economies arises due to specialization, saving
of time, automation of the production process, and cumulative volume economies. It is
a fact that larger production of output requires / allows division of labour and also
specialisation of labour force. It results in skill improvement and hence, increases the
productivity of labour. For instance, in a small plant an individual worker will assigned
more than one job, while in a large plant these jobs are assigned to different workers.
So, division of labour is not applicable in small plants where the scale of output is
small, because the skilled worker would stay unemployed most of the time. But is more
profitable in larger plants where scale of output is larger. Division of labour not only
increasing the productivity of labour force but also saves time, usually lost in moving
from one type of work to another.
To sum, the division of labour promotes invention of tools and machines which
supplements the workers. As a consequence, larger plants associated with increasing
labour productivity and decreasing cost as the scale of output increases.
b) Technical Economies
Technical economies arises out of fixed capital which includes all types of machinery
and other equipment. The major technical economies associated with specialization and
indivisibilities of capital, set-up cost, initial fixed cost, technical volume / input
relations and reserve capacity requirements. Among all the main technical economies
arises from specialization of capital equipment and the labour associated with it, which
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is applicable only at large scale of production. Another important technical economies
arises from the indivisibilities which is associated with modern industrial techniques of
production. For larger output production modern technology involves high degree of
mechanization. Mechanisation means the production process is capital intensive as well
as more specialized capital equipment which requires more investment and makes the
large-scale production methods more expensive due to high overhead costs. But these
methods have lower variable (labour) cost. Thus, once an optimum scale is reached the
highly mechanized and specialized techniques becomes profitable for the large scale
output.
c) Inventory economies
Inventory represents the stock of unsold finished and unfinished products waiting to be
sold by the company. By inventory normally we mean the finished products of
company which have not yet sold, but it also describes the raw materials used to
produce finished products. Such goods which are used in the process of production are
called “work- in- progress” or WIP or “in transit”. Generally, companies maintain
inventories because,
i)
to meet and protect an anticipated increase in demand,
ii)
to take advantage of price breaks for ordering raw materials in bulk,
iii)
to protect the factory if one part of the production process breaks down.
As a whole, inventories are maintained because it protects the industry from
uncertainties in demand, supply and movements of goods. The cost advantage
associated with inventory is called inventory economies. It is otherwise called
“stochastic economies”, inventories plays the role of meeting sudden changes in input
and the output sides of firm operations. For example, stock of raw materials increase
as the production process increase but not proportionately. So, such type of random
fluctuations in the supply of raw materials are smoothened with inventory.
Similarly, sudden changes in the demand of customers will be smoothly matched as the
plant size increases, which requires some time period. Such a time – lag will be
maintained by the firms through its stock of finished goods or inventory. In this way in
both situations inventory meet such random changes and protects the firm from
uncertainities.
ii) Selling or Marketing Economies
The economies which arises out of distribution of the product of a firm is called selling
economies. The selling economies mainly results from :a) Advertising economies,
b) Other large scale economies,
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c) Economies from special arrangements with exclusive dealers such as
representatives, or distributors, wholesalers or retailers, and
d) Model-change economies.
a) Advertising Economies
Advertising costs are not necessary only for a new firm or for a new product but also
for existing firms, who require minimum advertisement in order to keep their product
name in the minds of potential customers. It is a truth that such economies exists only
upto a certain level of output after which the advertising cost per unit of output falls.
Because advertisement cost increases less than proportionately with the increase in
output. That's why the advertisement budget is normally decided on the basis of
available funds, profits, activities of other firms, rather not on the basis of the output.
Hence, larger the scale of output smaller the advertisement cost per unit of output.
b) Other Large Scale Economies
A firm's selling activities requires salesman force, the distribution of samples, etc. All
such large scale promotion involves some expenditures which increases by less than
proportionately with output, at least up to a certain level of output.
c) Economies from Special Arrangements with Exclusive Dealers
Large firms do exclusive agreements with the distributors (wholesalers or retailers)
who undertake the responsibility of providing good service department for the product
of the manufacturer. For example, a motor car industry dealers build up garages and
keep regular stock of spare parts for various models in response of the buyers of
durables.
d) Model-Change Economies
In modern industry, firms frequently requires to change the style of their products in
order to meet the demands of their customers and also to compete with the rival firms.
Such a change in model or style of the product involves considerable amount of
expenditures in terms of research and development, and also on new materials and
equipment. But as the scale of output is going on increasing the spreading of such
overhead cost is decreasing per unit output.
There is no general agreement among economists regarding the implications of selling
activities. But still some economists argue that advertising is just wastage of resources
as they do nothing with already produced commodities but only increases the price of
the product to the customer. Some economists argue that it is not wastage of resources
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but a cost which buyers are willing to pay in order to have wider choice. Because it
provides information to the buyers about the existence and technical characteristics of
different varieties of certain product.
iii)

Managerial Economies

Managerial cost or economies is a combination of production cost and selling cost,
since managerial team in a firm is concerned with production as well as the distribution
activities of the firm. Managerial economies mainly arise from
a) specialization of management and,
b) mechanization of managerial function.
a)

Specialization of Management

Division of managerial task is possible on the part of large scale firms. Decentralisation
of decision making in terms of production manager, sales manager, finance manager,
personal manager and soon is very common in large scale firms. On the contrary,
almost all managerial decisions are taken by a single manager. This division of
managerial task increases the work experience of managers in their respective areas of
responsibility and consequently increases efficiency of management. The process of
decentralisation not only increases efficiency in management but also reduced
distortions and delays of information in various sections of the firm. As a result, it
avoids managerial diseconomies in large scale firms.

b) Mechanization of Managerial Function
Management techniques under large scale firms involves high degree of mechanization
in terms of telephones, telex machines, computers, television screens etc. All such
techniques used in the process of decision – making not only saves time but also speedup the processing of information with increasing its amount and accuracy.
iv)

Transport and Storage Cost

Transport costs are partly associated with production activities and partly on selling
activities of the firm. Where production activities relating to transportation of raw
materials or intermediate goods and selling activities involve transportation of finished
products to its market. On other hand, storage cost arises from the same reason but the
difference is it relates to size. As the scale of output increases, it requires more store
houses for storing the output. Consequently, the construction of store houses follows
the rule of geometrical relationship between surface, capacity- volume and inputs.
Here, the material and labour costs of constructing plants or store houses are
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proportional to the surface area. But the volume capacity which reflects the level of
output of a plant increases more proportionately as the area increases. Thus, the
construction of storehouse cost per unit output is falling up to a certain limit as the
volume (output) capacity increases. But in reality the analysis of transport economies
is more complicated matter.
8.4.2 Pecuniary Economies of Scale
The economies results from paying lower prices for the factors of production and
distribution of products due to bulk buying by the firm is called pecuniary economies
of scale. Such economies does not imply an actual decrease in the physical quantity of
inputs but due to bulk purchase the firm avail the raw materials at discounted rate. As
a result, it reduces the cost of finance as the scale of production increases. Generally,
lower wages are rarely found, it is possible if and only if the firm becomes so large, as
The firm can acquire the power of monopsonist labour. For example, there are two
mining companies, one is small mining company and the other one is large. Suppose
these companies are characterized with weak and unorganized labour unions. So,
sometimes they may be paid lower wages by the larger company. The matter of concern
in this particular situation is that, the employees prefer to work for larger firms whose
name is known because some prestige is associated with it rather work for the unknown
small firm where they could earn more money.
These economies associated with the firm due to the discounts it can obtain because of
large scale operations. The large scale firm may achieve:a)
b)
c)
d)
e)

Lower prices for its raw materials
Lower cost of external finance in terms of lower interest rates.
Lower advertising prices.
Lower transport cost and
Larger firms may be able to pay lower salaries to their employees because of the
name-fame associated with the employment by a large firm.

Check Your Progress 2
1) Distinguished between real and pecuniary of economies of scale.
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………...……………………
……………………………………………………………………………………
……………………………………………………………………………………
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2) Explain different types of real economies of scale.
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………………………………
……………………………………………………………...……………………
……………………………………………………………………………………
……………………………………………………………………………………
8.5

DISECONOMIES OF SCALE

Diseconomies of scale is exact opposite of economies of scale. The word
"diseconomies" indicates that additional production is possible only with the increase
in LRAC. The cost disadvantage that the firms or industry accrue due to increase in
scale of operation or organisational size, leads to raise in per unit cost of production.
Such cost increase is called diseconomies of scale. In other words, it is a situation where
the average cost of production increases with additional production. Unlike economies
of scale, the long run average cost curve increases with increasing volumes of
production in case of diseconomies of scale.

Figure: 8.2 Diseconomies of scale
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Figure 8.2 illustrates about diseconomies of scale. The firm produced at that point
where the AC is minimum i.e.at Q*. At this point the cost of production is minimum.
But beyond this point (Q*), if the firm produces more output then it experiences
diseconomies of scale because production beyond the optimum point leads to increase
in per unit cost of production i.e. LRAC.

8.6

INTERNAL AND EXTERNAL DISECONOMIES OF SCALE

Diseconomies of scale arises due to several reasons such as managerial inefficiency,
bureaucracy, labour inefficiency, ineffective mechanisms of cost control and many
more. On the basis of this, diseconomies of scale can be broadly categorized into:1) Internal Diseconomies of scale
2) External Diseconomies of scale
1)
Internal Diseconomies of scale
There are some factors which raise the marginal cost of production of a particular firm
or single firm, as its level of output increases beyond certain limit. Such cost
disadvantage is called as internal diseconomies of scale. The factors which leads to
arise internal diseconomies of scale are as follows:i)
Inefficiency in Management
ii)
Technical difficulties
iii)
Production diseconomies
iv)
Marketing Inefficiency
v)
Financial Diseconomies
2)
External Diseconomies of scale
External diseconomies of scale are those diseconomies which accrue to all the firms
in an industry as the level of output of the whole industry expands and they are not
dependent on the output level of a single firm. When firms or industry experiencing
external diseconomies, the cost curve of each firm will shift upward and due to
increasing unit cost of production, LRAC is also shifts upward. These diseconomies
arises mainly due to increase in transport cost and high prices of raw- materials and
other factors of production.
To conclude, if the scale of production increases beyond the optimum scale or
efficiency point of production, per unit cost of output production results in
diseconomies of scale.
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8.7

ECONOMIES OF SCOPE

Economies of Scope arises with lowering of the average cost of production when two
products are jointly produced by a single firm, in comparison to average cost of both
the product when they are produces standalone. A typical examples could be the
provisioning of telecom services. The joint cost of producing the basic telecom services
(i.e. incoming and outgoing call services) and other value added services (internet, SMS
etc.). The average cost of production of these value added services would be very high,
when they are produced standalone or separately. Thus, economies of scope is the result
of adding additional products to the portfolio of production and thereby reducing the
average cost of production. In fact, when multiple products/services are offered
together, the marketing becomes easier. For example, the banking sectors in India
offering insurance coverage to their customers is a diversification of business leading
to Economies of Scope. In the era of globalisation and competitions, exploring and
exploiting economies of scope is central to the business strategy of the modern
technology driven firms.
In fact, modern firms are multiproduct firms producing a range of products. For a
multiproduct firm the incremental cost of producing an additional product assumes
significance. Suppose a firm is producing two goods q1 and q2 and its total cost
function is C (q1, q2). For the firm the standalone cost of producing q1 and q2 are C
(q1, 0) and C (0, q2) respectively. Under such a situation the economies of scope exit
when C (q1,q2)<C(q1.0)+C(0,q2).
The degree of economies of scope (DESC) can be computed using the formula below:

DESC 

The sum of the stand alone cost of production - Joint cost of production
Joint cost of production


C q1.0  C 0, q2  C q1, q2
C q1, q 2

Common Inputs used in the production of both the products makes it cost-effective to
produce them jointly. In fact, same infrastructure can be shared for producing multiple
products and thereby provides opportunity for economies of scope. Similarly, a minor
increment in the marketing and managerial effort of the existing human resource is a
potential source of economies of scope when an additional related product or service is
produced.
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8.8

LET US SUM UP

In this unit we have discussed about economies and diseconomies of scale in great
detail. How the LRAC is determined also taken care. It also clarifies the difference
between internal economies of scale and external economies of scale. Internal
economies only relates to the internal conditions of a single firm whereas, external
economies relates to the conditions of expansion of whole industry. It also explain the
concept of real economies and pecuniary economies of scale. Further it explains
different types of real economies of scale such as, production economies, selling or
marketing economies, managerial economies, and transport and storage economies.
In addition the concept of the economies of Scope has also been discussed.
8.9

KEY WORDS

Economies of scale:

Cost advantage accrue to a firm or industry when its
scale increases.

Diseconomies of scale:

When scale of output of a firm or industry increases, its
cost increases.

Internal economies of scale: When all the cost benefits accrue to a single firm, as the
scale of production increases.
External economies of scale: When the cost benefits accrue to the whole industry or all
the firms in the industry, as the scale of operation
increases.
Economies of scope:

8.10

Reduction in unit cost of production when two products
are jointly produced by a single firm.
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8.11

ANSWERS/ HINTS TO CHECK YOUR PROGRESS EXERCISES

Check Your Progress 1
1)
Your answer should be based on Section 8.2
2)
Go through section 8.3 and answer.
Check Your Progress 2
1) Go through Section 8.4.1 and 8.4.2 and answer.
2) Your answer should be based on section 8.4.1.
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