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Chapter—7
Cost & Revenue

In this chapter, we will discuss the different concepts of cost & revenue & with the help of
those concepts will try to find out the profit & loss of the firm.

Types of cost:-

e Money cost:- It is that cost which a firm has to spend in terms of money for t
production of a commodity. It can be discuss under the following parts:-

a) Explicit cost:- this is also called paid out cost. This is the cost of hiri asing
the factor of production. For eg:- exp on raw-material, electricity ne, rent,
int., salary of workers, hiring of labor etc. %

f

b) Implicit cost:- this is also called non-paid cost. This is the ¢ r's factors of
production. Itisincurred in the production process but % or eg:- rent of own
build, interest on own capital, services of entreprengu nger etc.

¢) Normal profit :- this is the min. Amount which a firm feguir€s to continue in the
production process. These are the minimum exp.@e {rm as well as min. Exp of

take for providing the services. .
e Opportunity cost:- this is the cost gF nex t alternative use of the factor which a
S

an entrepreneur.
e Real cost:- this is the cost of pain & sacrif§' e 0fa pParticular factor which they have to

factor has to sacrifice at the co p{esent use.
Foreg:-ifaC.A.worksinac then he earns Rs. 25,000 as salary p.m. if he
earn Rs. 23,000 then the opp Ity cost of his jobisRs. 23,000.

e Private & social cost:- pRyate cost is that cost which a producer has to spend on the
production of a co @ %he form of rent, int., salary etc.

Social cost is thatecos h whole society has to bear undesirably in the form of
pollution. For eg&vat cost of a chemical plantis borne by the producer in the
form of int@ ary etc, but due to this chemical plant, whole society has to

ashing & medical bills.

bear %ﬁ
Fixég & “Mriable cost:- fixed cost is the cost of fixed factor of production , which a

N r has to incur, even at the zero level of output. This cost remains same even
he increase in output. For eg:- cost of rent, int., salary of permanent workers,
% n. Telephone & electricity bills, min. Dep., license fee, insurance prem etc.
Variable cost is the cost of variable factor of production. This cost remains zero at
the zero level of output & increases with the increase in output. For eg:- cost raw-
material, electricity, telephone bills, dep. Due to production, transportation cost,
wages of casual workers etc.

Behavior of cost curves in short-period:-
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1)

b)

2)

a)

b)

3)

Total cost :- This is the total amount which a firm has to spend on the production of
a commaodity. It can be discuss in two parts:-

Total fixed cost:- this is the cost of fixed factor of production. It remains parallel to X
axis.

Total variable cost:- This is the cost of variable factors of production, which remains
o at o level of output & increases with the increase in output

Average total cost (ATC or AC) :- this is the per unit cost of production of a
commodity.

AC = E %
: Qv
Average fixed cost= TFC '\%
) e
Average variable cost = TVC /®
Q 0)

Marginal cost :- Itis a incremental change in T.C., \hange in no of units.

MC = TCn = TCn'l Or A_TC Q

C
rQ %.

Cost function:- @ \
C

Units TC e C_ [TV ATC AFC AVC MC
0 50 oi;) ) o o
AN 50
1 70 N> |20 70 25 20 20
2 85 o0 35 425 16.6 17.5 15
3 41@%}‘ 50 60 36.6 12.5 20 25
4 s 50 100 375 10 25 40
5 «%|M5 50 145 39 8.3 29 45
6 \Q\‘mo 50 190 40 317 45
ol ~ | 287 50 237 41 7.2 33.9 47
A S 336 50 286 42 6.2 35.8 49
1) Whatever is TC at zero level of output it is same as TFC.
2) TC-TFC=TVC
ATC =TC
Q
AFC = TFC
Q
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AVC =TVC or
Q
EMPP =TPP
EMC=TVC
TC =EMC +TFC
EMU =TU
EMPP =TPP
EMR =TR
Num 1 : Cal. MC.
Units AVC TVC
1 30 30
2 25 50
3 22 66
4 19 76
5 16 80
TVC = AVC xQ
= 30x1
= 30
Num 2:Units MC  AVC TVC
1 70 70
2 60 65
3 62 64
4 72 6
Num 3:Units TC AFE \&0
0

152

TFC  AFC
40 60
30 60
35 60
39 60

ATC -AFC

MC
20
16
10
4

AVC
60
30
20
15

ATC
40
35
35
36

80
80
80

TVC
100
65
55
51

TC
40
70
105
144

100
130
165
204
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Num 5:Units TC TFC TvC ATC AFC AVC MC

0 60 60 - oo oo - -

1 140 60 80 140 60 80 80
2 190 60 130 95 30 65 50
3 240 60 180 80 20 60 50
4 300 60 240 75 15 60 60

Relationship between T.C, TFC & TVC:-

Cost

1)
2)

3)

TC

‘} @q

0 Units ®\
TFC is constant at all level of output. W&wallel to X axis.

TC starts from the point of TFC & riges he rise in output with a slight fall due to
the application of law of a varia@p rtion.
th

TVC starts from o & then rises riSe in output . but it runs 11 o TC because
the gap between TC & TVC is tdue to TFC.

&

Relationship b(ﬂ\tv\@a AFC & AVC:-
TC

RO

%@ AVC

AFC

v

0 Units

1) ATC is U - Shaped in short period, hence initially it falls & then rises. But it remains

above then AFC & AVC.
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2) AFC curves starts falling right from the 1° units because the value of TFC is constant
& no of units increasing

3) AVC initially falls & then rises with the rises in output because of law of variable
proportion.

4) Initially the gap between ATC & AVC is greater because of higher value of AFC. But
as AFC falls the gap reduces. But neither AFC touch to X axis nor AVC merge in ATC.

Relationship between ATC & MC

4

} MC ATC (ﬁ)
>

»
»

0 units 5
1) When MC is less than ATC, then ATC falls.

2) When MC is greater than ATC, then ATC increa
olmt & constant.

3) When MCinterest to ATC, then ATC isah&
L)

C XL MC 5

0 Units

v

1) When MC is less than ATC & AVC, then both falls.
2) When MC is greater than ATC & AVC, then both rises.
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3) When MCinterest to ATC & AVC, then both are at min. Point.
Why ATC is U-shaped — because of following reasons:-

1) Because of AFC & AVC, ATC initially falls due to AFC & AVC both falling, but after
reaching at it’s min. Point, ATC starts rising because of AVC comparative forces AFC is
very small now, hence it can’t influence ATC.

2) Due to law of variable proportion:- Initially when firm gets increasing return then per
unit cost falls. After a point,, when a firm gets diminishing return than per unjgcost
rises.

Why MC is U-shaped :- because of law of variable proportion initially, when a fi r’ﬁe

the output then initially due to the application of increasing return per uni v@cost

decreases, but after a certain point, when firm gets diminishing return t ekﬁg' it

variable cost increases. N

Can AC falls when MC rises? IS?)
AC ®\>

AN

0 Q @’
This condition is possible betweEn Q & ®; in which MC is rising but AC is falling. The reason
is MC is the individual chanwn Nt falls faster & reaches to the min. Point, but when it
w

starts rising it is less thamA ill not rise until MC is greater than it.

DD FC affects MC:-\(§
FC doesn’t a ecause
MC = TC,,.—%

- \T&\ Cna - TFCoa + TVCaa

T%%n.l are same

MC Cn = TVCn-l_

Long run cost curve: - Long run is that period of time in which a firm can change all input.
There is no different between fixed & variable factor. It can be discuss in three parts:-

1) Long run total cost curve

2) Longrun average cost
3) Long run marginal cost.
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1) LTCC:- Inlong run, total cost curve starts from o & then rises with the rise in output
with a slight falls because of the application of returns to scale.

"/\/ LTCC

2) LAC:- Itinitially falls & then rises with rise in output because of the appli@
increasing returns to scale, CRS & DRS. '\%

A

3) LMC :- This

O
° \
@dd also be more flatter than MCC because of the long-run.

\ '§,6 LMC
N
&S /

Relationship between LAC & LMC

v

T LMC

LAC
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1) When LMCiis less than LAC, then LAC falls.
2) When LMC is greater than LAC, then LAC rises.
3) When LAC is equal to LMC, LAC is at the min. Point & constant.

Num 6:- production department of the firm reported the following informap\,{',)

1) No of units produced — 1,000 %
2) Exp on raw-material — 30,000 %
3) Electricity bill - 6,000 %\

4) Rent of the shade- 5,000 '))

5) Int. On the cap — 4,000 /&

6) Wages of the workers — 12,000

7) Salary of the employees — 9,000 \0)
Cal AFC & AVC? Q®

TFC =3,0000 +6,000+12000 = 48,000 §‘
AFC = 48000 &

1000 % \
= 48. %
TVC = 5,000+4000+9000

=18,000 c’)\

AVC = 18000 . \

1000

= 18 %Q\

Revenue :- It !s%@bunt which a firm received by selling it’s goods in the market. It can

be discuss jn
®

1) evenue (TR) :- This is the total amount which a firm received by selling it’s

%@ sin the market.

TR =Price per unit x quantity sold

Px Q
2) Average revenue (AR) :- This is the price per unit of a product.

AR = TR

Q
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AR = PxQ
Q
AR = P
3) Marginal revenue (MR) :- It is the incremental change in TR, due to change in
no of units.
MR = ATR
AQ

Relationship between TR, AR, & MR:- (ﬁ)
1) When P is fixed:- ®

Price AR Units TR
5 100 500 N
5 200 1000 \ QO
5 300 1500 N t)\\ 5
5 400 2000 ~\ “ |5
5 500 2500 LA\M\ |5
AR =MR
Units

2. &n P is changed:-
Pricel\\l\

R Units TR MR

5 100 500 5
4.5 200 900 4
4 300 1200 3
3.5 400 1400 2

3 500 1500 1
2.5 600 1500 0

2 700 1400 -1
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TR

v

AR/MR

O
73

1) When TR increases at diminishing rate

2) When TR is at the max point, then MR i

3) When TR starts falling then MR p&chmeg negative.
rem

4) When AR & MR both falls, th ins below then AR.
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