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Production and Costs

Develop foundations of the supply curve to better understand how prices and quantities are determined and how policies which affect costs will alter market outcomes.

Notions of cost:

1.  explicit vs. implicit; full costs include both

2.  sunk vs. economic (opportunity) costs

3.  short run vs. long run time period

4.  real costs vs. transfers

5.  costs to whom?  


budgetary (government) vs. costs to all members of the community (social costs)


what is the scope of community for the issue at hand?

Production function --  shows maximum output attainable from a particular set of inputs, given the technology

no prices here, pure technical relationship between inputs and output

isoquants as representation of production function; analogy to indifference curves

Short run production:

Assume fixed input prices and only one variable input

total product curve

marginal and average product curves

law of diminishing marginal returns -- key technical law with major implications for short run costs

Short run costs:

derived from 2 determinants - existence of diminishing returns and fixed input prices.

fixed costs = FC

total variable costs = TVC

total costs = FC + TVC

A more useful alternative set of cost curves that convey the same information:

MARGINAL COST = MC = KEY short run cost concept = change in TC/ change in Q

average total cost = ATC = TC/Q

average variable cost = AVC = TVC/Q

average fixed cost = FC/Q (not very important)

