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Production, Costs, and Profits

Introduction

In this section we will obtain a deeper understanding of the relationships between firm production, costs, and economic profits.  This will be useful to better understand supply behavior and the different results with competition and monopoly

A.  Production - the process by which inputs are combined, transformed, and turned into goods and services.  Production not limited to firms (e.g. households, government, nonprofit enterprises) but we focus on firms

B. Types of Firms

1. Sole Proprietorship - owned by one individual who makes all decisions, receives all profits, and bears all financial responsibilities (ex. corner stores, family farms, self-employment); 70% of businesses but only 6% of revenues

2. Partnership - owned by two or more people who make decisions, divide profits, bear financial responsibilities (ex. law firms, investment banks); 7% of businesses, 4% of revenues

3. Corporation - owned by stockholders, has legal status of individual.  Stockholders elect board of directors that hires management to run firm.  Profits divided among stockholders who have limited liability

C. Profit-Maximization

1.  We assume the goal of firms is to maximize profits:    Profits = Total Revenues - Total Costs
2. Revenue = amount received by firms from product sales = price x quantity supplied (p x q)

ex.  firm sells 10 pizza's that cost $100 to produce for $15 each


profit  =  $15 x 10  -  $100  =  $150 - $100  =  $50

3. Is profit-maximization a reasonable assumption? 

D. Economic Versus Accounting Profits

1. Example: 

a.  I quit my job paying $50,000 per year to start a consulting firm

b. I take $100,000 out of bank account paying 5% interest per year for startup capital.

c. At the end of the year, my revenues are $75,000 and my costs are:

wages (to employees) - $25,000

rent - $10,000 

utilities - $5,000

insurance - $5,000



supplies - $2,000

taxes - $8,000

d. How much profit have I made?

1. Accounting Profit 

2. Economic Profit 

3. Accounting profit considers only explicit costs; economic profit considers explicit and implicit costs;  so accounting profit is larger than economic profit
explicit costs = input costs that require a direct outlay of money by firm

implicit costs = input costs that do not require an outlay of money by firm

Economic definition of costs is more complete and less arbitrary

4. One implication: zero economic profits imply positive accounting profits

Production and Costs
We refer to all economic costs (implicit and explicit) from now on

A. Production and Cost Functions

1. Coffee Shop Example - I own a coffee shop that with the following costs (short-run)

utilities, equipment costs, store rent etc.  - $200 per day

wages - $80 per worker per day

2. Production and Cost

# of Workers
# Cups of Coffee Produced
Labor Cost
Cost of Shop
Total Cost

0
0




1
1000




2
1800




3
2400




4
2800




5
3000





3. Diminishing Marginal Returns -.

a. Diminishing marginal productivity of labor occurs due to: crowding; more workers using same cappuccino makers, etc.  (ex. telemarketing center with only 10 phones, low marginal product of 11th worker)

b. Increases returns are initially possible (e.g. two people needed to operate machinery) but diminishing returns eventually set in

c. Short-run vs. Long-run:  in the long-run firm can increase size/capacity so less (if any) diminishing returns in long-run

4. Ex. growing rice on chalk board

B. Types of Costs

1. Example:  Small firm producing birthday cakes

a. Fixed Costs (in short-run):   $5/day for rent, utilities, etc.

b. Variable Costs  for labor.   More labor implies more output

c. Fixed costs do not vary with output.  Variable costs increase with output

# of Cakes
Fixed Cost (FC)
Variable Cost (VC)
Total Cost (TC)
Average Fixed Cost (AFC)
Average Variable Cost (AVC)
Average Total Cost (ATC)
Marginal Cost (MC)

0
5
0






1
5
3






2
5
7






3
5
13






4
5
23






5
5
35






2. Average vs. Marginal Cost

a. Average Cost = C/Q  (for ATC, AFC, AVC)

b. Marginal Cost = extra cost of one more unit of output = C/Q   (for Q = 1)

3. Thought questions

a. Why is AFC falling?  

b. Why is AVC & MC rising?  

c. Why does ATC initially fall and then rise?

4. Graphs

5. Points to note

a. AFC is always declining.  In this example MC is also always rising (but it need not)

b. When MC is below (above) ATC, ATC is falling (rising).  Why? 

c. General shapes of graphs

C. Long-Run vs. Short-Run

1. Many costs that are fixed in the short-run are variable in the long-run (ex. rent)

2. As a result, the ATC curve is flatter in the long-run than the short-run
3. Economies vs. Diseconomies of Scale
4. examples:

a. Constant Returns:  Most manufactured goods, without “scarce” inputs

b. Decreasing Returns:  manufactured goods with “scarce” inputs

c. Increasing Returns:  “cyber-products”, etc.,   Natural Monopolies
Next up:  Competitive Markets, read Chapter 14
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