
Lesson Objectives

• In this lesson we will:

• Consider the economies of scale firms can 
achieve

• Learn about the importance of the minimum 
efficient scale



Now let’s think about the long run…

• What is meant by ‘long-run production’?

• This means that all factors of production can be 
increased. 

• We are interested in the effects increasing these 
factors on costs and output.

All factors of production 
are variable



Long Run Returns to Scale

• INCREASING returns to scale:

– Increase in inputs leads to a more than 
proportional increase in output

– e.g. Land, labour and capital increased by factor of 
2 leads to increase in output of factor of 3

• CONSTANT returns to scale 

– Proportional increase in output

• DECREASING returns to scale

– Less than proportional increase in output
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Increasing returns to scale
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Decreasing returns to scale
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Minimum Efficient Scale (MES)

• Reached when a firm has 
grown large enough to exploit 
all the benefits of internal 
economies of scale.

• Output of long run productive 
efficiency

• MES may cover a range of 
output levels (between A & B)

A B



Minimum Efficient Scale

• Firms which fail to reach the MES are unlikely to 
be competitive with larger firms who achieve 
lower unit costs.

• Output level required to reach MES depends on 
the nature of the industry and its costs structure.

• The size of the market may determine how many 
firms are able to operate at MES. 



Minimum Efficient Scale

• In the USA there is only room 
for 16 firms producing 
cigarettes at the MES.

• However, the shoe industry 
can support 493 firms 
producing at the MES.
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Evaluating SR and LR Production

• Some economists have questioned the 
traditional ‘U’ shaped LRAC and distinction 
drawn between short and long run costs.

• Why do you think this is?

• News article

http://news.bbc.co.uk/1/hi/business/5100148.stm


Modern theories of the firm

• Distinction between short and long run can be 
blurry.

– Cheap and easy to outsource production

– Rapid transportation of materials

– Flexible working arrangements

– Modern technology



Modern theories of the firm
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Modern cost curves suggest 
that there is no SR or LR AC 
curve, just a trench shaped 
average cost curve

Large economies of 
scale accompany rapid 
growth

Unit costs remain similar 
regardless of output

Average costs 
then rise 
dramatically



Learning Outcomes

• You should now be able to:

• Understand the difference between SR and LR 
theories

• Be able to use SR and LR concepts to answer 
questions

• Be able to explain the relationship between MC 
and AC

• Understand the importance of firms reaching the 
MES


