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Key Term Definition 
Profit The difference between total revenue and total costs (TR – TC) 
Profit Maximisation The point at which marginal revenue is equal to marginal cost (MR = MC) 
Normal Profit The minimum level of profit necessary to keep a firm in that line of business in the long run. This level of normal profit enables the firm to pay a 

reasonable salary to its workers and managers. The definition of normal profit occurs when AR=ATC (average revenue = average total cost) 
Abnormal/supernormal 
profit 

Supernormal profit is all the excess profit a firm makes above the minimum return necessary to keep a firm in business 

Accounting Profit Profit made by a business based on explicit costs incurred but excluding opportunity cost. 
Shut-down price The price below which a firm will choose to exit a market because it is not able to cover its fixed costs. 
Short Run The period when at least one factor of production is fixed in supply 
Long Run The period over which the firm is able to vary the inputs all of its factors of production 
Law of diminishing 
returns 

A law stating that if a firm increases its inputs of one factor of production (with other factors of production being fixed) the firm will eventually get 
diminishing marginal returns from the variable factor (usually due to an increase in scarcity of resources). 

Marginal Physical 
Product of labour 

The additional quantity of output produced by an additional unit of labour input. 

Variable cost A cost that varies with the level of output. 
Sunk Cost Costs incurred by a firm that cannot be recovered if the firm ceases trading. 
Economies of scale These occur for a firm when an increase in the scale of production leads to production at lower long-run average costs. 
Internal economies of 
scale 

Economies of scale that arise from the expansion of a firm 

External economies of 
scale 

Economies of scale that arise from the expansion of the industry in which the firm is operating. 

Diseconomies of scale These occur for a firm when an increase in the scale of production leads to higher long-run average costs. 
Minimum Efficient 
Scale 

The level of output at which long-run average cost stops falling as output increases. 

Total revenue The revenue received by a firm from its sales of goods or services 
Average revenue The average revenue received by a firm per unit or output 
Marginal revenue The  additional revenue received by a firm if ti sells a additional unit of output. 



Costs in the Short Run:         Costs in the Long Run: 
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This shows the relationship between the volume of production and costs 
– under the assumption that quantity of capital & other inputs is fixed.  
Therefore, to vary the amount of output the firm must vary the amount 
of labour. 

 

In the LR a firm can vary all factor inputs. Therefore, it will choose the 
level of capital appropriate for the level of output it expects to produce. 
The diagram shows a selection of SATC curves at different levels of 
output (and different levels of capital). As a result of the SATC curves the 
LRAC forms a U-shape. 



 

Economies of Scale 

Internal economies of scale: 

 

  

Economy of scale Explanation 
Purchasing Gained when larger firms buy in bulk and achieve purchasing 

discounts. 
Risk Bearing Derived by large firms who can bear business risks more 

effectively than smaller firms. For example, a large record 
company can more easily bear the risk of a ‘flop’ than a 
smaller record label. 

Marketing A large firm can spread its advertising and marketing budget 
over a large output, and it can purchase its inputs in bulk at 
negotiated discounted prices if it has sufficient negotiation 
power in the market. 

Managerial Better management and increased investment in human 
resources and the use of specialist equipment, such as 
networked computers can improve communication, raise 
productivity and thereby reduce unit costs. 

Specialisation In large scale operations workers can do more specific tasks. 
With little training they can become very proficient in their 
task, this enables greater efficiency 

Technical • Large-scale businesses can afford to invest in 
specialist capital machinery. 

• The law of increased dimensions (also known as the 
“container principle") This is linked to the cubic law 
where doubling the height and width of a tanker or 
building leads to a more than proportionate increase 
in the cubic capacity 

 
Financial Large firms can gain financial savings because they can 

usually borrow money more cheaply than small firms. This is 
because they usually have more valuable assets that can be 
used as security (collateral), and are seen to be a lower risk, 
especially in comparison with new businesses 



 
External economies of scale: 

        
 

Diseconomies of Scale: 

 
 

External economy 
of scale 

Explanation 

Transport links A better transport network servicing an industry will resulting 
in a decrease in costs for a company working within that 
industry 

Ancillary services The relocation of component suppliers and other support 
businesses close to the centre of manufacturing are also an 
external cost saving 

Skilled labour If similar firms locate in a particular region it will encourage 
skilled labour to seek work in this area. Firms will spend less 
on recruiting the skilled labour. 

Agglomeration 
economies 

This may also result from the clustering of businesses in a 
distinct geographical location e.g. software in Silicon Valley or 
investment banks in the City of London 

Diseconomy of 
scale 

Explanation 

Alienation/low 
morale 

Workers in large firms may develop a sense of alienation and loss 
of morale. If they do not consider themselves to be an integral part 
of the business, their productivity may fall leading to wastage of 
factor inputs and higher costs 

Co-ordination It can be difficult to co-ordinate complicated production processes 
across several plants in different locations and countries. Achieving 
efficient flows of information in large businesses is expensive as is 
the cost of managing supply contracts with hundreds of suppliers at 
different points of an industry’s supply chain. 

Control Monitoring the productivity and the quality of output from thousands 
of employees in big, complex corporations is imperfect and 
expensive – this links to the concept of the principal-agent problem 

Communication Larger firms often suffer poor communication because they find it 
difficult to maintain an effective flow of information between 
departments, divisions or between head office and subsidiaries. 
Time lags in the flow of information can also create problems in 
terms of the speed of response to changing market conditions 

X-inefficiency Average costs are higher than would be experienced by firms in 
more competitive markets. 

Principal-agent-
problem 

This problem is caused because the size and complexity of most 
large firms means that their owners often have to delegate decision 
making to appointed managers, which can lead to inefficiencies. 



 

Revenue 

 

    

 
 

 

 

 

 

 

 

 

Profit = 
Total revenue -

total costs

Average revenue = 
Total revenue 

divided by quantity 
sold (output)

Marginal revenue = 
Change in revenue 
divided by change 

in quantity sold 
(output)

Total revenue = 
Selling price x 
quantity sold 

(output)



Objectives 

Maximisation Objectives: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

  

 

 

 

 

 

Profit Maximisation 

 

Sales Revenue Maximisation 

 

Sales Volume Maximisation 

 

Growth Maximisation 

 

Utility Maximisation 

Oliver Williamson theory 

Managers set to maximise utility 

May achieve this through 
teamwork, managing a budget or 
prestige. 

Utility = satisfaction 

Measured in utils 

May move the company away from 
profit maximising position and result 
in x-inefficiency. 

 

 

One diagram:  

 
 

Q1 = Profit 
maximisation 
(MR=MC) 

Q2 = Revenue 
Maximisation (MR=0) 

Q3 = Marginal cost 
pricing (P=MC) – 
allocative efficiency 

Q4 = Sales 
maximisation – 
maximum sales whilst 
still making normal 
profit (AR=ATC) 



 
Non-maximising objectives: 

 

 

 

 

  

 

 

 

 

  

Factors 
affecting 

the choice 
of objective

Sector (e.g. 
public or 
private)

Ownership

Time scale

Competitors  
actions

Size of the 
firm

Management

Profit satisficing Social Welfare 
Corporate Social 

Responsibility 
(CSR) 


