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Transcript 



A2 Micro Revision: Changes in Costs, Prices and Profits
At A2 level you are expected to be able to use analysis diagrams to show the effects of changes in short and long
run production costs on a firm’s prices, profits and output.
Changes in fixed costs
Costs
Profit after rise in fixed
costs
AC2
AC1
MC
P1
AC2
AC1
AR
(Demand)
MR
Output (Q)
Q1
•
•
•
•
•
Fixed costs are independent of the level of output (Q)
A change in fixed costs has no effect on marginal costs or variable costs
In the example above, there is a rise in fixed costs - as a result, the AC curve shifts up from AC1 to AC2
There is no change in profit maximizing price or output
Profits fall as the gap between price and average cost has declined (i.e. a lower profit margin is made)
Change in variable costs
Costs
Profit after fall in variable
costs
MC1
P1
P2
AC1
MC2
AC1
AC2
AC2
AR
(Demand)
MR
Q1
•
•
Q2
A fall in variable costs causes a downward shift in AC and MC
The profit maximizing output is higher, price falls, and profits rise
Output (Q)
Economies of scale
Internal economies of scale lead to a fall in the long run average costs of production
As output expands in the long run, a business may exploit internal economies of
scale. As a result LRAC declines with output. For a given level of market demand,
this can lead to higher profits. The likelihood is that the demand curve (AR) will also
have shifted out
P1
LRMC
P2
AC1
LRAC
AC2
AR
MR
Q1
Q2
Output (Q)
MES
External economies of scale lead to a downward shift in the long run average cost
curve. Again, for a given level of demand, this leads to higher profits at each level of
output
Costs
Revenues
P1
AC1
LRAC1
AR
AC2
LRAC2
MR
Q1
For more on A2 economics topics head to our revision / subject blogs on A2 micro
Output (Q)
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