Chapter 5 – Background to Supply (Part 1) Summary

1. Firms aim to maximize profit.
Profit = Total Revenue (TR) – Total Cost (TC). 
2. Explicit costs involve direct payments (e.g., wages).
Implicit costs are opportunity costs (e.g., income forgone). 
3. Economic profit includes both explicit and implicit costs, while accounting profit only includes explicit costs. 
4. In the short run, some inputs are fixed.
In the long run, all inputs are variable. 
5. The production function shows the relationship between inputs and output:

6. Average Product (AP) = Output per worker.
Marginal Product (MP) = Extra output from one more worker. 
7. Diminishing marginal product: as more workers are added, each extra worker contributes less output. 
8. Costs are divided into: 
a. Fixed Costs (FC) → do not change with output 
b. Variable Costs (VC) → change with output 
9. Important cost formulas: 
a. TC = FC + VC 
b. ATC = TC/Q 
c. MC = ΔTC/ΔQ 
10. Cost curves: 
a. ATC is U-shaped 
b. MC intersects ATC and AVC at their minimum points 
11. Long-run production may experience: 
a. Economies of scale → costs fall as output rises 
b. Diseconomies of scale → costs rise as output rises 
c. Constant returns to scale → costs stay constant




Chapter 5 – Background to Supply (Part 2) Summary

1. In perfect competition, firms are price takers and cannot influence market price. 
2. Revenue formulas: 
a. TR = P × Q 
b. AR = TR/Q 
c. MR = ΔTR/ΔQ 
3. In competitive markets: 
a. P = AR = MR 
4. Firms maximize profit where: 
a. MR = MC 
b. In perfect competition: P = MC 
5. If: 
a. MR > MC → increase production 
b. MR < MC → decrease production 
6. Shutdown (short run): 
a. Firm shuts down if P < AVC 
7. Exit (long run): 
a. Firm exits market if P < ATC 
8. Supply curves: 
a. Short-run supply curve = MC above AVC 
b. Long-run supply curve = MC above ATC 
9. Long-run competitive equilibrium: 
a. Free entry and exit drive profits to zero 
b. Firms operate at efficient scale 
c. P = MC = ATC 
10. Even with zero economic profit, firms remain because opportunity costs are covered.

