“Supply Theory/Maximizing Profits


Each individual household is considered to be a very small part of the whole market. They are so small it does not affect the price that the product sells. 


John Palmer said that “profit is simply what is left over from input cost and your sales revenue. There are all kinds of input, labor, land, machines, and factories. Economists find it useful to talk about the theory of the firm is two time horizons. The first is the short run, some factors are varied. Long run all the factors are varied. With a fixed size of plants and equipment firms can only higher more labor. As more people are hired for labor, the total output obtained gets bigger. Output not only increases and for a while it increases by an increasing rate. If there are many workers tasks can be divided up. But if workers keep increasing diminishing returns sets in. More and more workers must try to share one machine. This is called the law of diminishing marginal returns. The higher of more labor will give smaller additions to output. The additional or marginal product of each worker gets smaller. Once labor is hired where marginal output is falling.”


John Palmer “As with any activity hiring should be balanced with the extra marginal cost and benefit. The cost is going wage rate. Marginal product curve should be compared to the marginal product line. The firm is left with some producer surplus. This whole area represents the amount to pay for capital and maximize profits. If employment is not expanded to the greatest amount it does not pay off. So the optimal hiring rule is the value of marginal product is just equal to the price that must be paid for by that factor.”


Our theory of the firm has been limited to determining the optimal hiring of labor. Once the hiring decision is made there are no more decisions. By recasting the theory of the firm you can know more about the optimal output decision for a competitive firm.


John Palmer “All firms have some capital, fixed factor in the short run. These are called fixed costs. The variable cost is the wage rate by how many workers are hired. Labor costs vary with the amount of labor we use; they are equal to the labor output by the wage rate. Variable costs increase at first and then at an increasing rate. When firms take the going market price as given the total revenue line is easy. It is the quantity sold by the price and it equals the total revenue. Putting the total cost curve and the revenue curve together we can figure out the total profit. The cost must be lower than the revenue in order to make a profit. As we move to the right on the curve the profit gap is widening. The total cost line must not be steeper than the total revenue line. In between the two points the line meets on the graph to make the most profit. Slope of the revenue equals the marginal revenue divided by the slope of the total cost curve which is equal to the marginal cost. Profit maximizing output occurs where marginal revenue equals marginal cost. Produce that rate of output where price equals the marginal cost.”


Governments raise money through taxes. Some taxes are levied on firms. This causes firms to lay off workers and make less output. Not all taxes cause firms to do this is the short run.


John Palmer “one tax that government opposes on firms, is a license fee. They also pay a few for being the only firm available in that place. Just like the fee for a plat on a car. The license fee just moves the total cost curve up. The firm will not lower output because that will just lower profit more and most of the time in the short run this is just a bluff. Other taxes do cause adjustments, like an excise tax. This does not change the fixed price; it is a tax on output. This policy raises the slope of the total cost curve at every quantity. Also farther to the left than it had before. This tax does result in lay offs even in the short run.”


Not all taxes are the same; some are great in one purpose and horrible in another. They take profits from the firms and give it to the less well off. And sometimes a lower production of output is wanted.


John Palmer “Average cost is the ratio of total cost to the quantity of product produced. Average cost and marginal cost at a rate of output is the same. Total output is the produced in a certain time period.”


It is a major investment of time to understand the theory of the firm. Profit maximization, two alternative ways to maximize profits. The hiring rule is the optimal output decision for a competitive firm. Marginal revenue curve and average cost and marginal cost curves all illustrate a firm’s revenue and cost data. We use the theory to decide which taxes do what. And which one return firms to scale. 

· Each individual household is considered to be a very small part of the whole market.
· The law of diminishing marginal returns: The higher of more labor will give smaller additions to output. The additional or marginal product of each worker gets smaller.

