
Whoever claims that economic competition 
represents 'survival of the fittest' in the sense of the 

law of the jungle, provides the clearest possible 
evidence of his lack of knowledge of economics. 

-George Reisman 



The basic incentive for producing 

goods and services is the expectation 

of profit. 

Profit is the difference between total 

revenue and total cost. 



Personal reasons also motivate 

producers. 

Producers seek social status and 

crave recognition. 

Non-owner managers of 

corporations may be more 

interested in their own jobs, 

salaries and self-preservation than 

earning profits for stockholders. 



The profit motive encourages 

businesses to produce the goods and 

services consumers desire at prices 

they are willing to pay. 



The typical consumer believes that 

35¢ of every sales dollar goes to 

profits. 

In reality, average profit per sales 

dollar is closer to 5¢. 



Economic profit is the difference 

between total revenues and total 

economic costs. 

Economic cost is the value of all 

resources used to produce a good or 

service … opportunity cost. 

 
economic  total      total  
    profit      =       revenue    - economic 

            cost 



To determine a firm’s economic profit, all 

implicit factor costs must be subtracted 

from observed accounting profit. 

 

 
economic    accounting    implicit  

profit    =     profit  - costs 



Normal profit is the opportunity 

cost of capital – zero economic 

profit. 

Economic profit represents 

something over and above 

normal profits. 



A productive activity reaps an 

economic profit only if it earns more 

than its opportunity cost. 



Total (gross) revenues $27,000 

less explicit costs: 

Cost of merchandise sold $17,000 

Wages to cashier, stock and delivery help $2,500 

Rent and utilities $800 

Taxes $700 

Total explicit costs $21,000 

Accounting profit (revenue minus explicit costs) $6,000 

less implicit costs 

Wages of owner-manager, 300 hours @ $10 per hour $3,000 

Return on inventory investment, 10% per year on $120,000 $1,000 

Total implicit costs $4,000 

Economic profit (revenue minus all costs) $2,000 



The inducement to take on the 

added responsibilities of owning and 

operating a business is the potential 

for profit. 



The potential for profit is not a 

guarantee of profit. 

Substantial risks are attached to 

starting and operating a business. 



The opportunity for profit may be 

limited by the structure of the 

industry. 

Market structure is the number and 

relative size of firms in an industry. 



Perfect competition is a market in 

which no buyer or seller has market 

power. 

Monopoly is a firm that produces 

the entire market supply of a 

particular good or service. 



oligopoly duopoly monopoly monopolistic 

competition 

perfect 

competition 

imperfect competition 



A perfectly competitive industry has 

several distinguishing characteristics: 

Many firms – Lots of firms are 

competing for consumer purchases. 

Identical products – The products of 

the different firms are identical or 

nearly so. 

Low entry barriers – It’s relatively easy 

to get into the business. 

Many buyers 

Well informed about prices 



A perfectly competitive firm has no 

market power and has no ability to 

alter the market price of the goods 

it produces. It is a price taker. 

Market Power – the ability to alter 

the market price of a good or 

service 



The output of a perfectly competitive 

firm is so small relative to market 

supply that it has no significant effect 

on the total quantity or price in the 

market. 

It cannot influence the price of a 

good or service. 
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Total revenue (TR) is the value of a 

firm’s sales 

Total revenue = p x q 

p = price per unit  

q = quantity sold by the firm 

Marginal revenue  (MR)  

Change in total revenue resulting 

from a one-unit increase in quantity 

sold:  MR = P 



Average revenue (AR)  

Total revenue divided by the 

quantity sold — revenue per unit 

sold: 

AR = (p x q)/q = p 

For a firm, in perfect competition, 

Price = MR = AR 



  Suppose “Swanky Sweaters” is a 

price-taker at $25/sweater 



q     P       TR                     AR = TR/Q  

   MR=TR/Q 

8    $25     $200        $25 

 

9    $25     $225        $25 

 

10    $25     $250        $25 

$25 

 

$25 
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It is important to distinguish 

between the market demand 

curve and the demand curve 

confronting a particular firm. 

While the actions of a single 

competitive firm are negligible, 

the unified actions of many such 

firms are not. 



The market demand curve for a 

product is always downward-

sloping. 

The demand curve confronting a 

perfectly competitive firm is 

horizontal. 
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A competitive firm has only one 

decision to make: how much to 

produce. 

The production decision is the 

selection of the short-run rate of 

output (with existing plant and 

equipment). 



In searching for the most desirable 

rate of output, the distinction 

between total revenue and total 

profit must be kept in mind. 

Total revenue – the price of the 

good multiplied by the quantity 

sold in a given time period 

total revenue = price x quantity 



The total revenue curve of a perfectly 

competitive firm is an upward-sloping 

straight line with a slope equal to pe. 
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Price Quantity 
Total 

Revenue 

$8 1 $8 

$8 2 $16 

$8 3 $24 

$8 4 $32 

$8 5 $40 

$8 6 $48 

$8 7 $56 

$8 8 $64 

$8 9 $72 




