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Modern Theory of Cost

Long run cost curve is L - shaped.
Long run average variable cost is saucer - shaped

"George Stigler" in 1939 told that the short run average variable cost curve has a flat
stretch over a range of output which reflects the fact that firms build plant with some
flexibility in their productive capacity ( reserve capacity)

Short run cost curves

AFC is the cost of indirect factors ( the cost of physical and personal organization of the
firm).

AVC is the cost of direct factors such as cost of raw materials, fuel etc.

The plant will have a capacity larger than the expected average level of sales because the
businessman wants to have some reserve-capacity for various reasons like seasonal and
cyclical fluctuation etc.

Reserve capacity will give the businessman greater flexibility greater flexibility for repair of
broken down machinery without disrupting the smooth flow of production process
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