
CHOOSING SPECIFICATION FOR AVERAGE COST FUNCTION

(Implied Total Cost Function)

1. PLOT SCATTER DIAGRAM AND COMPARE PLOTS WITH FIGURES.





                     │

2. IS SPECIFICATION FOR COST FUNCTION OBVIOUS? ── YES ── ESTIMATE ACCORDINGLY.    






│













    NO








               






│









 

 3. ESTIMATE LINEAR AND QUADRATIC AVC MODELS.        
         ┌─────────────────┐


                              
│                                                                                  │ CONSTANT AVC MODEL │

 4. IS F STATISTIC INSIGNIFICANT FOR BOTH MODELS? ── YES─│
CONSTANT MC                 │






│








         │
 LINEAR TVC                     │





    NO








         └─────────────────┘






│                                                                                  

 5. IS F STATISTIC SIGNIFICANT FOR ONE MODEL AND NOT FOR THE OTHER?





│









  │





    NO








           YES





│









  │






│





 

CHOOSE SIGNIFICANT MODEL.






│
 6. IS COEFFICIENT OF Q2 TERM SIGNIFICANTLY POSITIVE IN QUADRATIC MODEL?   






│









  │





    NO








           YES





│









  │

             ┌─────────────────────┐                   ┌─────────────────────────┐



│ CHOOSE LINEAR AVC MODEL │
         │
CHOOSE QUADRATIC AVC MODEL.  │



│          QUADRATIC TVC               │                    │                 a,c > 0,  b < 0                        │



└─────────────────────┘                    │

      CUBIC TVC                          │

                               │                                                          └─────────────────────────┘

              WHAT IS SIGN OF COEFFICIENT?
                       │                                           │

              NEGATIVE                             POSITIVE  

                       │                                           │

     DECREASING MC (SR)          INCREASING MC (SR)   

          │                                                        │

          │       LINEAR MODEL W/ DECREASING RETURNS TO SIZE (LR): DISECONOMIES OF SCALE 

          │                

      LINEAR MODEL WITH INCREASING RETURNS TO PLANT SIZE (LR): ECONOMIES OF SCALE 

