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COST ANALYSIS 
CONCEPT OF COST AND REVENUE:  

 In today’s competitive scenario, the main aim of every organization is to earn maximum profit. The 

organization’s decision of maximizing profit depends on the behaviour of its costs and revenues. In general 

terms, cost refers to an amount to be paid or given up for acquiring any resource or service. 

 

 In economics, Cost can be defined as a monetary valuation of efforts, material, resources, time and utilities 

consumed, risks incurred, and opportunity forgone in the production of a good or service. An organization 

incurs a number of costs, such as opportunity costs, fixed costs, implicit costs, explicit costs, social costs, and 

replacement costs.  

 

 On the other hand, Revenue is the income earned by an organization from the sales of goods or services. It 

excludes deductions of tax, interest, and dividend paid by an organization. The level of profitability of an 

organization can be determined by analysing its costs and revenue. 

 

 Cost analysis involves the study of total costs incurred by an organization to acquire various resources, such 

as labour, raw materials, machines, land, and technology. It helps an organization to make various managerial 

decisions, including determination of price and level of current production. 
 

TYPES OF COST:  
 PRIVATE COST: The Private cost is the actual cost incurred in performing the day to day operations of the 

business, such as the cost involved in the production and consumption of the product. For a firm, all the actual 

costs incurred, both implicit (depreciation, interest, insurance, etc.) and explicit (raw materials, wage, rent, 

salaries, etc.) are private costs. For example, in case of an FMCG company, the private cost will include, the 

cost incurred in transporting finished goods from the factory to the consumer, the cost of labour engaged in 

direct production, packaging cost, advertising cost, etc.  

 

 SOCIAL COST: The Social Cost is the cost related to the working of the firm but is not explicitly borne by 

the firm instead it is the cost to be borne by the society due to the production of a commodity. The social cost 

is used in the social cost-benefit analysis of the overall impact of the operations of the business on the society 

as a whole and do not normally figure in the business decisions. These are those external costs which are 

directly related to the production and consumption of the commodity but is not paid by the producer rather 

these are the costs borne by the society and therefore is called as the social cost.  

Example of Social cost: smoking, pollution etc. Usually, the factories and mills located within the city cause 

pollution, both air and water. For example, Mathura Oil Refinery discharging its wastes into river Yamuna is 

contaminating the water thereby causing the water pollution. 

 

 MONEY COST: Money cost is also known as the nominal cost. Money cost is the cost of acquiring a product 

or service in available cash. For instance, the cost of producing 200 chairs is Rs. 10000, and then it will be 

called the money cost of producing 200 chairs. Example of money cost are Depreciation and obsolescence 

charges, Power & fuel charges, Wages and salaries etc. 

Therefore, money costs relate to money outlays by a firm on factors of production which enable the firm to 

produce and sell a product. In the words of Prof. Hanson, “The money cost of producing a certain output of a 

commodity is the sum of all the payments to the factors of production engaged in the production of that 

commodity.” 

 

 REAL COST: It is a philosophical concept which refers to all those efforts and sacrifices undergone by 

various members of the society to produce a commodity. According to Marshall, “Real costs are the exertion 

of all the different kinds of labour that are directly or indirectly involved in making it together with the 

abstinence rather than the waiting required for saving the capital used in making it, all these efforts and 

sacrifices together will be called the real cost of production of the commodity.”  

In this way, real cost means the trouble, sacrifice of factors in producing a commodity. Though, this concept 

gained momentum for some time it has been relegated to the background in modern times due to its 

impracticability. 
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 EXPLICIT COST:  

o It refers to the actual money expenditure of a firm on purchasing goods or hiring factor services and 

non-factor inputs (like raw material, electricity, fuel etc.) 

o In other words, “explicit cost are those cash payments which the firm makes to outsiders for their goods 

and services.” 

o For example—explicit cost of biscuit factory consists of flour, milk, sugar etc. purchased from outside 

and rent, electricity, wages, interest etc paid to factor of production. 

 

 IMPLICIT COST:  

o Implicit cost is the imputed or estimated value of inputs supplied by the owner of the firm himself.  

o In other words, Implicit costs are cost of self-supplied factors of production, which are generally not 

recorded in firm’s account book. 

o Implicit costs of a biscuit factory are imputed rent of owner’s own factory building, imputed wages for 

owner’s working as a manager himself, imputed interest on his money capital used in the factory. 

 

 ECONOMIC COST: Cost of producing a good, in economics is the sum total of all the 

o Direct expenditure (actual money expenditure of a firm on purchasing goods or hiring factor services, 

called explicit cost) 

o Indirect expenditures (imputed value of the owners estimated value of inputs provided, called implicit 

cost) 

o Certain minimum profit (refers to that amount of profit which a producer must get in the long run to 

continue to produce the given goods, called ‘normal profit’.)  

o So, the sum total of explicit cost, implicit cost and normal profit is called economic cost. 

 

 FIXED COST: 

o Fixed costs are those costs of production which do not change with a change in output. 

o These are the costs incurred on fixed factors, like rent of land and building, interest, etc. These are 

unavoidable contractual costs. 

o Fixed costs are also called overhead costs or general costs because these are common for all the units 

produced. These costs are also called supplementary costs or indirect costs. 

o The shape of Total fixed Cost is horizontal straight line (Parallel to X-Axis). They have to be incurred 

when the output is large or small or even zero. 

 

 
 

 VARIABLE COST: 

o The cost incurred on variable factors of production is known as TVC. TVC = TC – TFC 

o TVC is very much related with the production and fluctuates with the fluctuation in production. In case 

of zero level of production, TVC would also be zero. 

o For example, Wages of casual labour, payment for raw material, etc. 

o The shape of Total Variable Cost is Inverse S-shape because of Law of variable Proportion. There 

are two phases on which shape of total variable cost depends: 

o In the first phase, TVC increase at a decreasing rate which leads to lower cost of production. This is 

because of proper utilization of fixed factor by employing more units of variable factor, specialization 

and division of labour. diminishing rate, [concave shape] i.e., every additional unit of output produced 

leads 
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o In the second phase, TVC increase at an increasing rate, [convex shape] i.e., every additional unit of 

output produced leads to higher cost of production. This is because of non-optimal combination of 

variable factor with the fixed factor. 

 

 
 

 TOTAL COST: 

o During production, the expenditure incurred on various factors of production is known as total cost. 

o The thing, has to remembered, is that normal profit is also included in total cost. 

o In other words, it is a sum of total fixed cost and total variable cost.  TC = TFC + TVC 

o The shape of Total Cost is Inverse S- shaped because of law of variable Proportion. 

o TC is divided into two parts TFC and TVC such that TC = TFC + TVC. 

o TFC curve is a horizontal line parallel to the x-axis. 

o TVC is inverse S-shaped starting from the origin due to law of variable proportion. 

o TC is aggregate of TFC and TVC. TC curve is inverse S-shaped starting from the level of fixed cost. The 

reason behind it shape is the law of variable proportion 

 
 

 

 AVERAGE FIXED COST (AFC): 

o The per unit cost incurred on fixed factors of production is known as average fixed cost. 

o AFC falls as output increases because AFC. 

o The shape of AFC curve is a rectangular hyperbola as area under AFC curve (i.e. total fixed cost) 

remains same at different levels of output. 
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 AVERAGE VARAIBLE COST (AVC): 

o The per unit cost incurred on variable factors of production is known as AVC.  

o Average Variable Cost is U-shaped because of Law of Variable 

Proportion. 

o As we know the shape of AVC depends upon the shape of TVC. 

Initially, TVC increases at diminishing rate (because Total Product 

Increases at increasing Rate), that makes the AVC to fall. 

o Thereafter, TVC increases at increasing rate (because Total Product 

Increases at diminishing Rate), that makes the average variable cost to 

rise. 

o So, from inverse S-shape, TVC curve, we derive the U shape AVC 

curve. It can also be explained with the help of the following schedule 

and diagram. 

 

 
 

 AVERAGE TOTAL COST (ATC): 

o The per unit cost incurred on various factors of production is known as 

average cost. In other words, it is the sum total of average variable cost 

and average fixed cost.  

o Average Cost is U-Shaped because of Law of variable proportion: 

o The shape of average cost (AC) depends upon total cost (TC). 

o Initially, total cost (TC) increases at a diminishing rate (Total Product 

increases at Increasing rate), which makes its average, i.e., average cost 

(AC) to fall, then reaches its minimum point. 

o Thereafter, total cost (TC) increases at increasing rate (Total Product 

increases at diminishing rate), which makes the average cost (AC) to 

rise. This type of production behaviour shows operation of law of 

variable proportion. 
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RELATION BETWEEN AVERAGE TOTAL COST, AVERAGE VARIABLE COST AND AVERAGE FIXED 

COST: 

 Average Cost is also U-shaped because of Average Variable Cost and Average Fixed Cost.  

 In the beginning, we find that as output increases both AVC and AFC fall, therefore AC curve falls sharply.  

 When AVC has started rising and AFC is falling, AC may continue to fall if the fall in AFC is more than the 

rise in the AVC curve. 

 But with further increase in output, AC would start increasing because the rise in AVC offsets the fall in AFC. 

 Therefore, the shape of the AC curve would be U-shaped—first falling and then rising. 

 

 
 

 MARGINAL COST (MC): 

o The cost incurred on producing an additional unit of output is known as Marginal cost. 

o As we know the shape of MC depends on the shape of TVC or TC. Let us suppose it depends upon 

TVC. 

o Initially, TVC increases at a diminishing rate (Total Product increases at Increasing rate), which makes 

the gap of TVC, i.e. MC to fall. 

o Thereafter, TVC increases at an increasing rate (Total Product increases at diminishing rate) which 

makes the marginal cost to rise. 

o So, from inverse S-shape TVC curve, we derive U shape MC curve. It can be explained with the-help 

of following schedule and diagram. 
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Relationship between AC and MC 

1. The relationship between marginal cost and average cost can be shown with the help of schedule. 

The table given below shows the marginal costs, total costs and average costs at different levels of output. 

 
 When MC is less than AC, AC falls (because MC pulls AC down). It can be seen from the first three units 

of the table. 

 When MC = AC, AC is constant and at its minimum. It can be seen from the fourth unit of the table. 

 When MC is more than AC, AC rises (because MC pulls up AC). It can be seen from the fifth unit of the 

table. 

 

2. The relationship between marginal cost and average cost with the help of Diagram: 

 
 As long as MC is below AC, AC curve falls till intersection at point E. 

 When MC curve comes to fall, it falls more rapidly than AC curve and reaches its minimum point B earlier 

than the AC curve reaches its minimum point E. Therefore, MC curve is rising from B to E whereas AC 

curve is still falling from A to E. 

 When MC curve is rising, it cuts the AC curve at its minimum point E and after that point MC is above 

than AC. 

 

Relationship between TC and MC 

 When Marginal Cost falls, Total Cost increases at a diminishing rate. 

 When Marginal Cost is minimum (at point P), Total Cost is at its inflexion point (at point P1). 

 When Marginal Cost rises, Total Cost increases at an increasing rate. 
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Relationship between Average Cost, Average Variable Cost and Marginal Cost – 

 As long as MC curve is below than AVC and AC Curve, AVC and AC curve fall till their intersection at a 

point E and E1 

 When MC curve comes to fall, it falls much rapidly than AVC and AC curves and reaches its minimum point 

A earlier than AVC and AC Curve reaches their minimum point E and E1. Therefore, MC Curve is rising from 

A to E whereas AVC is still falling from B to E and similarly, MC is rising A to E1 and AC still falls from C 

to E1 

 When MC curve is rising it cuts the AVC and AC curves at their minimum point E and E1. Thereafter, AVC 

and AC curve rise because MC is above than AVC and AC curves. 

 
 

 
 

Relationship between Average Variable Cost and Marginal Cost: 

 Both AVC and MC curve are U-shaped reflecting the law of Variable proportion. 

 The minimum point of AVC curve (point b) will always occur to the right of the minimum point of MC 

curve (point a). 

 When AVC is falling, MC is below AVC. 

 When AVC is rising, MC is above AVC. 

 When AVC is neither falling nor rising, MC = AVC (point b). 

 There is a range over which AVC is falling and MC is rising. This range is between the v output levels 

Xa and Xb. 
 

 


