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Cost Functions and Supply

Varian: Ch.20 - 23
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Cost Minimization
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Graph of Cost Minimization
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Your employer reduces 
employment as wage goes up. 
2x

1x

Higher Cost

isocost curve

isoquant

2w
C

AB

Employer decides:
A -> B

2

1

w
w



6

Short-Run and Long-Run Costs
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Sunk Costs

• Sunk costs are fixed costs that are not 
recoverable once the production facility is 
installed.

• The cost for painting the office is a sunk 
cost, while the cost of buying the furniture 
is a fixed cost but a sunk cost.

• The cost of buying airplanes is a huge 
fixed cost for airline industry, but it is not 
sunk.
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The cost function
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Cost Curves
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Marginal costs and variable costs
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Long run and short run
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LAC is the lower envelope of SAC

y
kycSAC ),(

=

y
ycLAC )(

=

y



13

MC goes through at the point with the lowest AC
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MC goes through at the point with the lowest AC
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SMC=LMC at the tangent point of SAC to LAC
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Firm and Industry Supply

Varian: Ch. 22-23.
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The Firm Supply Decision
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The supply must be on the upward 
sloping part of the marginal cost curve
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Price must be higher than the AVC
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Profits and Producer’s Surplus
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Profits
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Producer’s Surplus
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The Industry Supply

• The Industry Supply is the horizontal sum 
of each firm supply.


