
COST FUNCTION



❑ Cost function is a derived function.

❑ It is derived from the production function

which captures the technology of a firm.



✓ Nominal cost is the money cost of production.

✓ It is also called .

✓ These expenses are important from the point

of view of the producer.

✓ These expenses are paid out by him to the

factors he employs or for the raw materials he

uses in production.



• Costs of production can be classified as Explicit
Costs and Implicit Costs.

• Explicit costs are also called .

• For instance, he has to pay wages to the labour he
has employed, interest on the capital that he has
borrowed and rent of land or factory or business
premises.

EXPLICIT COSTS





▪ Adam Smith regarded pains and sacrifices of labour as real

cost of production.

▪ Alfred Marshall included under it the “real cost of efforts of

various qualities” and “real cost of waiting.”

▪ Marshall called this cost as the social cost of production.

▪ Some economists define real cost as the next best alternative

sacrificed in order to obtain a commodity. It is also called

opportunity cost or displacement cost.

REAL COST



❖ It is also called

❖Opportunity cost of a commodity is the

alternative sacrificed in order to obtain it.

OPPORTUNITY COST



“The opportunity cost of anything is the

next best alternative that could be

produced instead by the same factors or by

an equivalent group of factors, costing the

same amount of money.”

Definition Given by Jeremy Bentham



Jeremy Bentham (1748 – 1832) was

an English philosopher, jurist, and

social reformer regarded as the

founder of modern utilitarianism.

Bentham defined as the

"fundamental axiom" of his

philosophy the principle that "it is

the greatest happiness of the

greatest number that is the
measure of right and wrong."



✓ Since productive resources are limited, if they are used in the

production of one commodity, they are not available for the

production of another.

✓ The commodity which is sacrificed or not produced is the real

cost of the commodity that is produced.

✓ Thus, the cost of production, in the sense of opportunity cost,

means not the efforts and sacrifices undergone, but the most

attractive alternative foregone or the next best choice

sacrificed.



❑ Selling costs are the costs of marketing,

advertisement and salesmanship.

❑ These costs are incurred to attract

customers, expand market and capture more

business and retain the existing business.

SELLING COSTS



SUNK COSTS





❑ Fixed costs are 

costs which do 

not change with 

change in output. 

Total Fixed Cost Curve



✓ Variable cost varies with
the number of output
produced.

✓ If output increases, it
increases & vice versa,

✓ If output decreases, it
decreases.

✓ At zero production, the
total variable cost is
always zero.

Variable cost curve is an inverse S – shaped curve



➢ The total 

cost (TC) curve is 

found by adding 

total fixed and total 

variable costs.

➢ The total cost 

curve is generally 

bowed upwards.

TC = TFC + TVC



FIXED COST, VARIABLE COST, AND TOTAL COST



• Average fixed cost (AFC) is the fixed costs of

production (FC) divided by the quantity (Q) of

output produced.

• Fixed costs are those costs that must be

incurred in fixed quantity regardless of the

level of output produced.

• Average fixed cost is fixed cost per unit of
output.

AVERAGE FIXED COST (AFC) 



AVERAGE VARIABLE COST 







There exists a close relationship between AC and MC.

• Both AC and MC are derived from total cost (TC). AC

refers to TC per unit of output and MC refers to addition

to TC when one more unit of output is produced.

• Both AC and MC curves are U-shaped due to the Law of

Variable Proportions.



The relationship can be summarized as under:

1) When MC is less than AC, AC falls with increase in the

output.

2) When MC is equal to AC, i.e. when MC and AC curves

intersect each other at point A, AC is constant and at its

minimum point.

3) When MC is more than AC, AC rises with increase in output.

4) Thereafter, both AC and MC rise, but MC increases at a

faster rate as compared to AC. As a result, MC curve is

steeper as compared to AC curve.


