DEFINITIONS SECTION 1: THEORY OF THE FIRM

Fixed factor/costs:  an input that cannot be increased in supply within a given time period (short-run) 
e.g. existing factory

Variable factor/costs:  an input that can be increased in supply within a given time period (long-run) 
e.g. raw materials or electricity

Productivity:  the amount of output per unit of input 
– increases in productivity mean greater production from the same resources 
– we can look at labor productivity, capital productivity and multi-factor productivity

Short-run:  the period of time when at least one factor is fixed 
– this will vary depending on the industry 
e.g. shipping company may take 3 years to build a new ship, whereas a farmer might be able to buy new land and plant within a year

Law of diminishing returns:  when one or more factors are fixed, there will come a point beyond which the extra output from additional units of the variable factor will diminish 

Fixed costs:  total costs that do not vary with the amount of output produced

Variable costs:  total costs that do vary with the amount of output produced

Total cost:  the sum of total fixed costs and total variable costs 
TC = TFC + TVC

Average cost:  total costs per unit of output:   AC = TC
                                                                                            Q

Average fixed cost:  total fixed costs per unit of output: 
AFC = TC - TVC
                                                                                                          
Average variable costs:  AVC = TVC
				       Q                                                    
Marginal cost:  the cost of producing one more unit of output

Long-run:  the period of time long enough for all factors to be variable

Constant returns to scale:   this is where a given percentage increase in inputs will lead to the same increase in output

Increasing returns to scale:   this is where a given percentage increase in inputs will lead to a larger percentage increase in output

Decreasing returns to scale:   this is where a given increase in inputs will lead to a smaller percentage increase in output

Economies of Scale:  when increasing the scale of production leads to a lower cost per unit of output 
– so if a firm is getting increasing returns to scale from its factors of production then smaller and smaller amounts of factors per unit are needed – therefore average cost must be reduced.

Diseconomies of Scale:  where the costs per unit of output increase as the scale of production increases.  

Long Run: all costs are variable in the long run

Long Run Marginal Cost: Is the extra cost of producing one more unit of output assuming that all factors are variable and the assumption of least cost method of production

Total Revenue:   firms total earnings from a specified level of sales within a specified period 
                                                                                                                                                   TR = P x Q

Average Revenue:  is the amount that the firm earns per unit sold   AR = TR      
           										Q
                                                                                                                      
Marginal Revenue:  the total extra revenue by selling one more unit (per period of time)
MR = ∆ in TR
            ∆ in Q        

Price taker:  a firm that is too small to influence the market price i.e. it has to accept the price given by the intersection of demand and supply in the whole market

Price maker: a firm that has the power to dictate the price it charges for its product 
– a situation where there is little competition e.g. an oligopolistic or monopolist market structure

Profit: TR – TC   

Profit maximization; where MC=MR and the greatest gap between TR and TC




Normal Profit:   returns or earnings needed to keep a firm operating 
- this profit is needed to cover costs as well as opportunity cost 
– part of cost structure so therefore included in total cost 
– an element of risk factor is also part of supernormal profit

Supernormal profit:  any profit above normal profit – also known as abnormal profit

Economic Cost = accounting cost and opportunity cost 

Productive Efficiency: is achieved when firms produce at the lowest possible average cost curve 

Allocative Efficiency:  is achieved when resources are allocated in a way which maximizes consumers satisfaction - sometimes called economic efficiency; MC = AC

Monopoly:  where is there is only one dominant firm in the industry 
– remember they don’t have to control 100% e.g. Microsoft is a monopoly 
– sometimes hard to define.  A bus company may have a monopoly over bus travel in a city but not all forms of transport – extent of monopoly power depends on the closeness of substitutes 

A natural monopoly:  a situation where the LRAC curve would be lower if an industry were under a monopoly  than if shared by two or more firms e.g. electricity transmission via a national grid  - often utilities

Contestable markets: this is a new theory that suggests monopolies will be both productively and allocatively efficient if they need to stop competitors entering the market.

Non –Price Competition: Competition based not on price but factors such as service, product differentiation, R and D, advertising.

Collusive oligopoly:  where oligopolies agree (formally or informally) to limit competition between themselves 
– they may set output quotas, fix prices, limit product promotion or development or agree not to poach each others markets 
– they do this reduce uncertainty, and to maintain industry profits.

Non-collusive oligopoly:   where oligopolies have no agreement between themselves, think kinked demand curve here.

Cartel:  a formal collusive agreement 
eg OPEC 

Tacit collusion:   where oligopolists take care not to engage in price cutting, excessive advertising and other forms of competition

Price leadership:  where firms (the followers) choose the same price as that set by a dominant firm in the industry (the leader)
  
Counterveiling Power:   when the power of a oligopolistic seller is offset by powerful buyers which prevent the price of the product being pushed up too high 
e.g. supermarket chain dealing with a oligopolistic food producer; So a Monopsony

Price Discrimination:   where a firm sells the same product at different prices e.g. airlines, cars.

Consumer Surplus:  Is the extra satisfaction or utility gained by consumers from paying a price that is lower than which they are prepared to pay.

Producer Surplus: The excess of actual earnings that a producer makes from a given quantity of output, over and above what the amount the producer would be prepared to accept for that output.

Deadweight Loss:  The loss of consumer and producer surplus caused by firms operating at the profit maximization level of production.

