Economics 310

Cost curves set 2
1. Is the following statement true or false? Explain your answer. The long run average cost curve is U-shaped because of the principle of diminishing returns.

2.   Explain why decreasing returns to scale implies that long run average costs will increase.

3. Explain using an isocost/isoquant diagram why long run costs are usually lower than short run costs.

4. Is the following statement true or false? Explain your answer using isocost/isoquant diagram.

 Firm YYY located in New Jersey produces 100 widgets using labor and capital. If the price of capital increases, the firm will use less capital and more labor to produce 100 widgets in the long run. The long run cost of producing 100 widgets could decrease.

Answers to cost curves set 2
1. The statement is false. Diminishing returns applies only in the short run because at least one input is fixed. In the long run all inputs are variable.

2. Decreasing returns to scale implies that when labor and capital are both increased by the same percent, for example 10%, output will increase by less than 10%. If capital and labor are increasing by 10%, total cost will increase by 10%. Average cost is TC/Q. If TC increases by 10% and Q increases by less than 10%, average cost must increas
3. 







In the graph above if the firm is producing 5 widgets in the long run it will choose the most efficient combination of labor and capital (point A). If it wants to increase it output to 10 widgets in the long run, it will move to point b where the cost is C2. In the short run capital is fixed at 5 units. If the firm wants to produce 10 widgets its only choice is the combination of capital and labor at C, where cost is higher.    

5.  











The graph above shows that originally the firms is using the combination of labor and labor shown at point A, producing 100 widgets at a cost of $50. When the price of capital increases the isocost lines become the dotted lines. The firm is now unable to buy any of the combinations of capital and labor on the Q=100 isoquant with $50. To produce 100 widgets is now costs more than $50. The firm will move to point B, it will produce using more labor and less capital but the cost will be $75. The statement is false. 
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