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Microeconomic Questions
1. Use the graph below of a perfectly competitive firm’s cost functions to answer this set of questions.  
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a) In the short run, what is the fixed cost for this firm? Explain your answer fully.(1marks)
b) Suppose this firm produces 30 units of output. What is the variable cost of producing this level of output?  What is the firm’s AVC of production when it produces 15 units of output. Explain your answer fully.(1 marks)
c) Find the break-even price and the shutdown price. What would happen if the market price was equal to $1 per unit? (0.5 marks)
d) Suppose the market price of the good in the short-run is $8 per unit. (0.5 marks)
i. Does the firm maximize its profit by producing 10 units? If no, which quantity maximizes the firm’s profit. Explain your answer fully.
ii. Given the breakeven price, do you think that the firm is earning a positive or a negative profit when the market price is equal to $8? 




Answer:-
a. The Total Fixed cost for the firm is $60
Suppose the firm in the short run produces ten units. The AVC is $2, while the ATC is $8. Using that information, one can get the Average fixed costs (AFC). AFC = ATC – AVC, in this case,$8-$2 =$6.
Therefore, to find the Total Fixed Costs (TFC) we can manipulate the formula AFC= TFC/Qnty
     TFC= AVC * Units, in this case $6* 10= $60
Notes: a) The ATC curve region is marked by point “0,8, C,10” 
b) The AVC region is the point “O,6,D,10”
c) The region between above the AVC marks the Fixed Cost.

b. (i) Variable Cost when the firm produces 30-units of output is $120. 
(ii) The Average Variable Cost when it produces 15 units is $8 per Unit
Working:
(i). supposing the firm produces 30 units of output, we have already determined that the fixed cost in the short run is $60. The Average Total Cost for 30 units is $6. Multiplying it by the number of units, the Total Costs will be $6*30= $180. 
Therefore, the Total Variable Cost = Total Costs – Total Fixed Costs, in this case $180-$60 = $120. The variable cost would be $120
(ii). For producing 15 units, we can calculate using the Variable cost. The variable cost for producing 30 units is $120. Therefore, manipulating the formula AVC= VC/Quantity, we can get the Variable Cost for producing 15 units by dividing $120/15 units= $8/unit. 

c.  (i). the breakeven price is $6, which is the point of the minimum ATC. 
(ii). the shutdown price for a firm is $2.  In a perfectly competitive market, the shutdown occurs when the price level falls below the Average Variable Cost because a firm is unable to cater for its day-to-day expenses and the opportunity costs.  
(iii). when the price is $1, the firm cannot sustain the production as it does not recover the variable cost because it is below the minimum average variable cost of $2. Any price level below the AVC is advisable to shut down because it facilitates a firm to minimize accumulation of additional routine expenses, which increases the cost of production (Shepherd, 2015). 

d. i. supposing the market price of the good is $8 per unit in the short run, the firm is making a profit. However, it is not maximizing its profits since it is still incurring high total costs. It should increase its production to lower the total costs and enjoy economies of scale (Shepherd, 2015). The quantity that maximizes profits is 30 units, where the total costs are at the lowest point. 
ii. Given the breakeven price, the firm is earning a positive profit when the market price is at $8 per unit. It is a point where maximization of production would make it beneficial for the company up to 30 units, where it will start making negative profits at the same price. 

Reference
Shepherd, R. (2015). Theory of cost and production function, Princeton, N.J: Princeton University Press

image1.png
aigislllageulldzalal

‘audi Electronic University





