
INTRODUCTION TO COST

In production, research, retail, and accounting, a cost is the value of money that has been used up to produce
something or deliver a service, and hence is not.

The empirical results on long-run costs conform the widespread existence of economies of scale due to
technical progress in firms. Elasticity of Average Cost: The elasticity of total cost The following results follow
from this: 1 If A: the elasticity of total cost is greater than, equal to or less than unity, the elasticity of average
cost is greater than, equal to or less than zero-, and 2 the elasticity of total cost exceeds the elasticity of
average cost by unity, i. The TC curve is a continuous curve which shows that with increasing output total
costs also increase. Idle Facilities Cost and Idle Capacity Cost If available facilities remain idle and some loss
incurred due to it, it is called idle facilities cost. The normal earnings of management are what an entrepreneur
could earn as a manager in some other joint stock company. Third, experience is measured by the aggregate
output produced since the firm first started to produce the product. For example the monetary expenditure on
purchase of raw material, payment of wages and salaries, payment of rent and other charges of business etc
can be termed as Money Cost. Examples of manufacturing costs include raw materials costs and charges
related to workers. At the other extremeâ€”monopolyâ€”only one firm is selling the product, and this firm
faces no competition. The polluted waters or polluted air also created as part of the process of producing the
car is an external cost borne by those who are affected by the pollution or who value unpolluted air or water.
Importance of Opportunity Cost: The concept of opportunity cost is very important in the following areas of
managerial decision making: i Decision-Making and Efficient Resource Allocation: The concept of
opportunity cost is very important for rational decision-making by the producer. Normal profit is the minimum
profit required for the existence of a firm. The traditional theory of costs assumes no technical progress while
explaining the U-shaped LAC curve. Because the manufacturer does not pay for this external cost the cost of
emitting undesirable waste into the commons , and does not include this cost in the price of the car a
Kaldor-Hicks compensation , they are said to be external to the market pricing mechanism. A cost center may
also be called a department or a sub-department. Figure 11 shows a learning curve LAC which relates the cost
of producing a given output to the total output over the entire time period. All these economies lead to
increasing returns to scale. The answers also depend on the structure of the market for the product s in
question. The Modern Theory of Costs: The modem theory of costs differs from the traditional theory of costs
with regard to the shapes of the cost curves. They increase as output increases. This theory explains that firms
behave in much the same way as consumers behave. Learning-by-doing has been observed when firms start
producing new products. If the operations are continued, these costs can be saved. Kanta will most likely
invest in shares on account of higher return on investment in shares in comparison to the bonds. The firm
installs this type of plant in order to produce the maximum rate of output over a wide range to meet any
increase in demand for its product. How has it managed to crush its competition? When the firm departs from
its normal or the load factor of the plant in order to obtain higher rates of output beyond Q2, it leads to higher
SAVC and SMC. In order to simplify the cost analysis, certain assumptions are made. At one
extremeâ€”perfect competitionâ€”many firms are all trying to sell identical products. On the contrary, future
costs refer to the costs that are reasonably expected to be incurred in some future periods. As production is
increased after this point, the average total costs rise quickly because the fall in average fixed costs is
negligible in relation to the rising average variable costs. But eventually they begin to rise due to the law of
diminishing returns. There are two diversification options the company can choose between. The firm will,
therefore, continue to produce within Q1Q2 reserve capacity of the plant, as shown in Figure 7. They relate
only to the long run. A firm or business combines inputs of labor, capital, land, and raw or finished component
materials to produce outputs. Some companies may not have adequately trained personnel and may need to
resort to outsourcing to complete a cost analysis. Importance A cost analysis provides an opportunity to judge
the efficiency of initiatives. It is the amount denoted on invoices as the price and recorded in bookkeeping
records as an expense or asset cost basis. The cost of a product cannot be perfect and it may vary for the same
product depending upon different constraints and situations of production and market.


