
 
  

Law of Diminishing Returns 

Idea In Short

Leaders should manage on marginal return, not on the comfort of continued investment. The
law of diminishing returns explains why adding more of one input, while key constraints
remain fixed, eventually produces smaller incremental gains. The pattern appears in
factories, sales coverage, marketing spend, product features, meetings and capital
programs. The response is not to cut investment at the first sign of declining efficiency. It is
to identify the inflection point, compare the next unit of input with its next unit of benefit and
relieve the actual constraint before scaling further. When marginal returns fall, the decision
is not simply whether to spend less. It is whether to redesign the system, shift the resource,
or invest in the complementary capacity that restores productivity

The law of diminishing returns explains a recurring management puzzle: why does an
investment that worked at first become less productive as the organization adds more of it?
A sales team adds representatives but pipeline growth slows. A marketing channel receives
more budget but produces increasingly expensive leads. A product organization adds
engineers but release velocity barely improves. The answer is often not poor execution. It is
that one input has grown beyond the capacity of the fixed resources around it.

The economic principle

The law of diminishing returns states that when an organization increases one variable input
while holding at least one other input fixed, the extra output from each additional unit of the
variable input eventually declines. Britannica describes the principle as the point at which
continued increases in one production factor, such as the workforce, generate
progressively smaller output gains when other factors remain unchanged1. The key word is
marginal. The law concerns the incremental contribution of the next unit, not whether total
output is rising or falling.

Consider a manufacturing line with a fixed number of machines. The first additional worker
may eliminate idle time and sharply increase output. The next worker may improve
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throughput again, though by less. Eventually, workers begin waiting for equipment,
competing for materials, or disrupting one another's flow. Output may still rise, but each
additional worker adds less than the previous worker. The fixed machines, space and
coordination capacity have become the limiting conditions.

Economists express the idea through marginal product: the change in output produced by
an additional unit of input. The University of Toronto's production notes define marginal
product as the extra output generated by adding one extra unit of labor and emphasize that
diminishing marginal returns concern incremental output, not total or average output2. That
distinction is central to management. A program can show growth in total results while
destroying value at the margin.

Why more can produce less

Diminishing returns begin when an expanding input encounters a constraint that does not
expand with it. The constraint may be physical, such as machinery, floor space, or
inventory. It may be organizational, such as manager capacity, decision speed, or the
number of high-quality opportunities. It may be customer-facing, such as audience
attention, willingness to buy, or tolerance for additional outreach.

The first units of a resource often go to the highest-value opportunities. The first account
executives cover the largest territories. The first marketing dollars reach the most
responsive audience segments. The first product improvements address the most obvious
user pain points. As investment expands, the organization moves down the opportunity
curve. It reaches harder prospects, less responsive customers, more complex features and
lower-priority process improvements. Returns decline even when the original strategy
remains sound.

This is why diminishing returns should not be confused with failure. The input may remain
productive. A tenth salesperson can still bring revenue; the question is whether that revenue
exceeds the fully loaded cost and the return available from alternative uses of capital. The
law is a warning against using average return as the decision rule. Average performance
reflects the earlier, more productive units and can hide the economics of the next unit.

Diminishing versus negative returns
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Leaders often use "diminishing returns" to mean that an investment has become useless.
That is imprecise. Diminishing returns means each additional unit produces a smaller
positive increment. Negative returns arrive later, when an additional unit makes the system
worse. Adding too many people to a small workflow can create coordination overhead that
reduces total output. Oversaturating a customer segment with advertising can increase cost
while damaging brand response. Excessive reporting can consume managerial attention and
slow decisions.

The distinction matters because the management response differs. When returns are
diminishing but positive, continued investment may still make sense if the marginal benefit
exceeds the marginal cost and alternatives are weaker. When returns are negative, the
organization should reduce the input, redesign the process, or relieve the binding constraint.
Economics Help's explanation makes the same point: marginal product can begin falling
while total product continues to rise, only later reaching the point where extra input can
reduce total output3.

This sequencing helps leaders avoid overreaction. A declining return curve does not
automatically call for austerity. It calls for a decision about where the next unit of resource
creates the most value. Sometimes the answer is to keep investing, sometimes to shift
investment and sometimes to add a complementary resource that changes the constraint.

Where the law appears in business

Marketing provides a familiar example. An initial campaign targets high-intent audiences, so
conversion is strong. As the budget rises, the platform reaches users with weaker intent or
serves the same audience more often. Spend increases, but incremental conversions fall
and acquisition cost rises. The right question is not whether the channel once worked. It is
whether the next dollar in that channel beats the next dollar in another channel, product
improvement, or retention program.

Sales coverage follows the same pattern. A company may add representatives to cover
whitespace and increase customer contact. At some point, territories become too small,
account overlap grows and managers spend more time resolving conflicts than coaching
execution. The binding constraint may have shifted from frontline capacity to lead quality,
product-market fit, enablement, or management bandwidth. Hiring more representatives
without addressing that constraint compounds cost without restoring productivity.
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Product development also faces diminishing returns. Additional engineers may accelerate
delivery at first, particularly when a team lacks core capability. Beyond a point,
communication paths, integration complexity, review cycles and architecture limits absorb
the added capacity. The problem is rarely that engineers are unproductive. It is that the
system's complementary assets, including product management, design, testing and
deployment capacity, have not grown in step.

Find the marginal curve

Organizations often measure total output, average productivity and year-over-year growth.
Those measures are useful but insufficient. To manage diminishing returns, leaders need to
measure what the next unit produces. The relevant unit depends on the decision:

an additional marketing dollar, salesperson, production shift, engineer, feature,
account review, or hour of executive attention

A practical analysis begins with a baseline and a sequence of increments. Measure the input
added, the outcome generated, the time lag and the fixed constraints that remained
unchanged. Then compare marginal performance across increments. If each increment
produces less outcome, ask whether the cause is a normal move down the opportunity
curve, a capacity bottleneck, poor execution, or a measurement artifact.

The analysis should also use ranges rather than a single point estimate. Marginal returns
may fluctuate because of seasonality, learning effects, customer mix, or delayed
conversion. A short run of weak results does not prove a structural limit. But a persistent
pattern across cohorts, territories, or campaigns is a strong signal that the organization is
exhausting the most productive opportunities.

Relieve the right constraint

The law of diminishing returns is often misused as an argument to stop investing. A better
use is to identify the complementary investment that can restore the productivity of the
growing input. If more salespeople are waiting for qualified leads, the constraint may be
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demand generation or qualification. If more engineers are waiting for decisions, the
constraint may be product governance. If more production workers are waiting for
machines, the constraint may be capital equipment or maintenance.

This requires a systems view. Adding a resource changes the location of the bottleneck. A
factory may first be constrained by labor, then by equipment, then by materials, then by
quality inspection. A software organization may first be constrained by engineering
capacity, then by testing, then by deployment controls, then by customer onboarding. The
right allocation is dynamic because the binding constraint moves as the system changes.

One useful operating question is: "What would the next unit of this input spend its time
waiting for?" The answer often reveals the bottleneck more clearly than an aggregate
productivity dashboard. If the next salesperson waits for leads, the next engineer waits for
requirements, or the next campaign waits for creative approval, the organization has learned
where additional investment should go.

Avoid sunk-cost escalation

Diminishing returns become dangerous when managers defend continued investment by
citing what has already been spent. Early success creates confidence, then familiarity, then
an expectation that more of the same will recreate the initial gains. But the conditions that
made the first investment valuable may no longer exist. The next dollar should be judged on
expected future return, not on past commitment.

Portfolio governance can counter this tendency. Require business cases to report marginal
economics, not only cumulative outcomes. Compare the proposed increment with credible
alternatives. Specify the conditions that would justify pausing, reallocating, or redesigning
the initiative. Review results at intervals that match the underlying feedback cycle, rather
than waiting until the budget is fully committed.

This discipline is especially important for executive attention. Senior leaders can add value
through focus, sponsorship and decision speed. Yet every additional review, steering
committee, or intervention consumes attention and can slow the people closest to the work.
The marginal return on executive involvement eventually falls when the organization has
adequate clarity and authority at lower levels.
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Invest with a marginal mindset

The law of diminishing returns does not prescribe a universal cap on spending, hiring, or
growth. It asks leaders to replace the question "Should we do more?" with "What will the
next unit produce and what now limits it?" That shift makes resource allocation more
precise. It also makes it easier to see when a strategy needs a complement rather than a
larger dose of the same input.

Teams that work this way avoid two common errors. They do not stop an initiative simply
because its first extraordinary returns cannot continue forever. And they do not continue
scaling a resource after the economics have deteriorated merely because the resource
worked in the past. They use marginal evidence to decide whether to continue, redesign, or
reallocate.

Beyond a point, additional investment produces smaller incremental benefits. That is not a
reason to fear scale. It is a reason to understand the system that scale enters. Growth
creates new constraints and good management follows the constraint rather than the habit
of adding more.

1Diminishing returns: definition and example
2Diminishing marginal returns
3The law of diminishing marginal returns

Summary

Diminishing returns is a discipline of sequencing. It warns against scaling a single resource
after the bottleneck has moved elsewhere, but it does not argue that growth is futile or that
total output must decline. Additional input can still increase total output while contributing
less than the prior unit. Leaders need to distinguish that condition from negative returns,
where more input actively harms performance. The practical test is marginal: what additional
benefit will the next dollar, person, feature, or campaign generate and what constraint
prevents a better result? Answering that question turns a basic economic law into a method
for allocation, portfolio management and operational design
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