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  5. The Private Firm as Producer and Employer

ADDITIONAL NOTES
I. To produce or not to produce  
- in the SR, if there is no output at which the firm can make a profit, i.e. the AC 
curve is above the AR curve at all levels of output, the loss-minimising output 
is still at MC = MR as long as AR > AVC
- this is because it can still cover some of its fixed cost

- if it ceases production, it will incur greater losses as it earns nothing and yet 

  has to pay for the fixed factors
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- when AR = AVC, the firm is just covering its AVC
- however, when AR < AVC, it will stop production in the SR
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II. The firm’s supply curve 

- a profit-maximising firm produces at MC = MR

- in a perfectly competitive market, the firm’s MR = price (P), as it is a price-

  taker

- therefore, MC = MR = P

- in the short run, the rising portion of the SMC curve above the minimum 

point of the SAVC curve is the firm’s supply curve as it shows how much the 

firm will produce for every possible price 
- if the price is below SAVC, then the firm will shut down and there is no 

  production
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III. The law of diminishing marginal returns 
The Short-run Production Function

	Total Physical Product (TPP)
	- the total output of a product per period of time that is 
  obtained from a given amount of inputs

	Average Physical Product (APP)
	- TPP per unit of the variable factor, TPP/Qvf


	Marginal Physical Product (MPP)
	- the extra output gained by using one  

  more unit of the variable factor, ΔTPP/ΔQvf


- in the SR, production is subject to diminishing marginal returns

- if a firm wants to increase output in the SR, it can only do so by using more 

of the variable factors, e.g. labour, with the existing fixed factors, e.g. 

machinery
- output will increase but at a certain point, additions to output from each extra 

worker will begin to fall, i.e. TPP will rise at a decreasing rate and MPP starts 
to decline
- thus the law of law of diminishing marginal returns states that when 

increasing amounts of a variable factor are used with a given amount of a    

fixed factor, there will come a point when each extra unit of the variable 
factor will produce less extra output than the previous unit
E.g. Wheat production per year from a particular farm
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IV. Short-run Cost Curves 
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Total and Average Fixed Costs
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Average Costs
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Marginal Cost
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V. Revenue Curves 
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VI. Factor substitution 
- an isoquant is a line showing all the alternative combinations of two factors 
  that can produce a given level of output (TPP)
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- the isoquant above is a convex downward-sloping curve because it shows a 

diminishing marginal rate of factor/technical substitution (MRS)
- MRS = the rate at which one factor can be substituted for another while 
holding the level of output constant, e.g. ΔK/ΔL
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- the less substitutable factors are for each other, the faster MRS will diminish, 

  and thus, the more bowed in will be the isoquant
VII. The optimum factor combination in the LR

- in an isoquant map, each isoquant represents a different level of output 

  (TPP)

- the higher the output, the further out to the right will the isoquant be
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- an isocost is a line showing all the possible combinations of two factors that 

  a firm can use for a given sum of money (TC)
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- the tangency point of an isocost with an isoquant represents the optimum 

factor combination of production in the LR, i.e. the least cost for a given 

output or the highest output for a given cost of production 

(a) The least-cost combination of production  

     - this can be found by drawing a single isoquant touching the lowest 
       possible isocost

     - at Point r, productive efficiency is achieved as the same output TPP1 can 

       be produced at the lower total cost of £400 000
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(b) The maximum output for a given cost outlay
     - this can be found by drawing a single isocost touching the highest output 

     obtainable for a given cost of production

     - at Point t, output is maximum at TPP3
     - at Points r and v, the output is only at TPP1 and at Points s and u, it is 
       higher at TPP2 but still below TPP3
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VIII. Returns to scale and internal economies/diseconomies of scale

- in the LR, the LRAC curve shows how average cost varies with output given 

that all factors are variable and the least-cost method of production will be 

chosen for each output
(a) Increasing returns to scale 

     - when % change in output > % change in inputs

     - LRAC will be falling
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(b) Decreasing returns to scale 

      - when % change in output < % change in inputs
      - LRAC will be rising
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(c) Constant returns to scale 

     - when % change in output = % change in inputs

     - LRAC will be constant
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- it is often assumed that as a firms expands, it will at first experience 
  economies of scale

- after a point, all such economies will have been achieved and so the curve 

will flatten out 

- but eventually, the firm will get so large that it will start to experience 

diseconomies of scale, e.g. production and financial economies will be offset 

by organisational problems related to running a giant company
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