
16  Edexcel Economics A

Content Guidance

Costs
The short and the long run
Before we can draw a cost curve, we must determine which time period we are 
considering:
■ Short run. This can be defi ned as a time period in which at least one factor 

of production (land, labour, capital or entrepreneurship) is fi xed – it cannot 
be changed even if there is a change in demand. The length of time that this 
represents will vary for different fi rms. For example, a pizza delivery fi rm could 
probably double in size within a matter of days, but an oil exploration fi rm might 
take 20 years because of the geological research and legal costs involved. The 
explanation of short-run costs is the law of diminishing returns.

■ Long run. This is defi ned as a time period in which all the factors of production 
are variable. The explanation of long-run costs is economies and diseconomies 
of scale.

Total cost
There are two types of cost:
■ Fixed costs. These costs do not change with output. Fixed costs can apply only 

when at least one factor of production (land, labour, capital and entrepreneurship) 
is fi xed. This will be the case in the short run only. For example, an out-of-town 
supermarket has a fi xed supply of available land in the short term. In the future, 
the supermarket may be able to buy more land adjacent to the site, showing that in 
the long run, all factors of production are variable. Fixed costs are also known 
as overheads.

■ Variable costs. These costs do change with output and can occur in both the 
short run and the long run. An example might be a fi rm’s raw material costs, which 
will increase as the fi rm produces more products. If a car producer makes more 
cars, it will use more steel.

Taken together, total fixed costs and total variable costs are known as total costs.

Average costs
Average fi xed cost
Average fixed cost (AFC) is calculated as follows:

fi xed costs
output

For example, if a firm’s fixed costs are £1,000 and output is 100, AFC is calculated 
as follows: 

AFC = 
£1000

100  
= £10 per unit of output

As output increases, AFC will always continue to fall because the fixed cost is being 
spread across a greater output. 

Short-run A time period 
in which at least one 
factor of production 
is fixed .

Long-run A time 
period when all factors 
of production are 
variable .

Fixed costs Costs that do 
not vary with output – 
these can occur in the 
short run only .

Variable costs Costs 
that vary with output, 
such as raw material 
consumption in 
a manufacturing 
process .

Total costs These 
will include all the 
rewards to the factors 
of production, i .e . 
wages (labour), 
rent (land), interest 
(capital), normal profit 
(entrepreneur) .

Exam tip
AFC is an ‘always 
falling curve’: that is, 
average fi xed costs can 
never rise .

9781471856853.indd   16 05/01/16   7:57 PM



Theme 3: Business behaviour and the labour market 17

Revenues, costs and profits

Average variable cost
Average variable cost (AVC) is calculated as follows:

variable costs
output

For example, if a firm’s total variable cost is £5000 and it produces 100 units, AVC is 
calculated as follows: 

AVC = 
£5,000

100  
= £50 per unit of output

The average total cost (usually abbreviated to AC) is equal to AFC + AVC, which in 
this case is £10 + £50 = £60 at an output of 100.

Average cost (AC) or average total cost (ATC) is found by adding AFC and AVC, or 
by dividing total cost by the quantity produced.

Marginal cost
Marginal cost (MC) is the change in total cost when one additional unit of output is 
produced. It is the gradient of the total cost curve, ∆TC/∆Q – the change in total cost 
divided by a one-unit change in output.

Output Total cost Marginal cost 
0 £100 –
1 £119 £19
2 £135 £16

As output increases from 0 to 1, the total cost rises by £19. This is the marginal cost.

Marginal cost always goes through the minimum point of the average variable cost 
and average total cost curves (as in Figure 4). This can be explained using some 
marginal analysis. If we can imagine that the average height of a group of people is 
6 feet and we add some people who are 5 feet tall, then the average height will fall. 
This is because the marginal height of the class, in other words the height of the 
next person added, is 5 feet, which is less than the average height. Therefore if the 
marginal unit is below the average unit, the average will fall. If the marginal height of 
the next person added was more than 6 feet, the average height would increase. The 
same applies to the cost of production. If the marginal cost is greater than the average 
cost, the average must be rising. The only time that the average is not falling or rising 
is when the marginal cost is equal to the average cost and the average has stopped 
falling and has yet to start rising.

Costs

Quantity

MC AC
AVC

AFC

Increasing
returns to a
fixed factor

Diminishing
returns to a
fixed factor

Figure 4 Short-run average costs

Average cost Average 
cost per unit of output .

Marginal cost Change 
in total costs when one 
more unit of output is 
produced .

Exam tip
You can abbreviate 
marginal cost as 
∆TC/∆Q, but never 
forget the ∆Q part . 
Many miss out the 
‘change in’ sign in the 
denominator .

Knowledge check 10
Why does MC cross AC 
at its lowest point?

Exam tip
The gap between the 
average total cost and 
the average variable 
cost gets smaller as 
output rises . AC = AFC + 
AVC . So as output rises, 
AC is nearer in value to 
AVC because average 
fi xed cost is always 
falling as output rises 
and AVC starts to rise 
because of the law of 
diminishing returns .
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