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Chapter 6 Production and Cost

Business firms are among the most visible features of a market economy. Some of
them are giants, like Google, that seem to reach into every corner of our lives. Others
are small local operations like a lawn service or hotdog stand. As consumers, we count
on business firms for the goods and services we buy; workers count on them to provide
jobs; and governments count on them to pay taxes. The coming chapters will look at
firms from several perspectives. This chapter looks at the way they transform inputs of
labor, capital, and natural resources into useful goods and services. Chapters 7, 8, and 9
look at how firms compete with one another in the effort to earn profits and avoid losses.
Chapter 10 looks at issues in public policy that arise when competition does not work
smoothly. By the time we have put the whole picture together, we will see just why firms
are so important to a market economy.

6.1 Costs and Profits

As we saw in Chapter 4, microeconomic models focus on objectives, constraints, and
choices. What objectives and constraints shape the choices of business firms? For most
firms, earning profits and avoiding losses are the key objectives. The main constraints on
afirm’s opportunities are its costs of production and the demand for its output. This chap-
ter will focus on profits and costs. The next chapter will introduce the demand constraint.

6.1a The Profit Motive

The idea that firms are in business to maximize profits is familiar but not without
controversy. It is open to an objection similar to that raised against the assumption of
rationality in consumer choice. It implies too narrow a view of human nature, its crit-
ics say; profit is important, but it is hardly the only thing businesses are interested in.
Managers of some firms seem to display other-regarding preferences. They spend large
amounts on supporting the arts or aiding the homeless, and they exhibit concern for their
workers, their customers, and the environment beyond any level that might increase
profits by enhancing the firm’s public image. Other firms are led by egotists who will risk
all, including profit itself, in pursuit of building a personal empire. Still others are run
by people who are content to earn a minimum profit required for survival and, if things
go well, to take Wednesday afternoons off for a game of golf or a trip to the mountains,
rather than toil away for a few extra dollars.

Economists have two answers to critics of the profit maximization assumption.
One defense of the assumption is that economists do not mean profit maximization as
a complete description of the motives of all business managers. Rather, it is a simplifica-
tion designed to give a sharper structure to theories about the way changes in costs or
demand affect decisions. Following the principle of Ockham’s razor, we should discard a
simple theory for a more complex one only when the simple theory fails to explain behav-
ior observed in the real world. In practice, theories based on profit maximization explain
a great deal of what firms do. In some special situations, we can improve the theories by
considering objectives other than profit, but we do not always need to do so.

The survivorship principle is a second defense of the profit maximization assump-
tion. Imagine that ownership of firms is at first distributed randomly among people
who are inclined to pursue the objective of profit and others who favor the objectives
of benevolence, ego satisfaction, or the easy life. Over time, the firms that maximized
profit would increase their capital and grow steadily through reinvestment or acquisi-
tion. Those that pursued other objectives would at best have fewer profits to invest in
expansion and at worst go out of business because of losses. Over time, those firms that
maximized profit would be the most likely to survive in the market.
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6.1b The Nature of Costs

Profit is the difference between revenue and costs, so we cannot get far in discussing
profits without looking at costs. As we learned in Chapter 1, economists think first and
foremost in terms of opportunity cost. There are never enough resources to satisfy
all wants, so the decision to produce any one thing implies the need to forgo using the
same resources to produce something else. The opportunity costs of production are a
fundamental constraint on a firm’s ability to maximize its profits. In this section, we will
explore several aspects of production costs and explain their relationship to one another.

Implicit and Explicit Costs

Opportunity costs of production have several components. They include whatever the
firm pays to workers, investors, owners of natural resources, and suppliers of intermedi-
ate goods—such as parts, semifinished materials, and business services. (As explained in
Chapter 4, production may also impose external costs on bystanders through pollution,
noise, or congestion, but we will wait until a later chapter to address external costs.)

We can begin by making a distinction between explicit and implicit costs. Explicit
costs take the form of payments to suppliers of intermediate goods and factors of
production. They include workers” wages, managers’ salaries, salespeople’s commis-
sions, payments to banks and other suppliers of financial services, fees for legal advice,
shipping charges, and many other things. Not all opportunity costs take the form of
explicit payments to parties outside a firm, however. Most firms also incur implicit
costs, by which we mean the opportunity costs of using resources that a firm’s owners
(or the firm itself, as a legal entity) contribute without receiving explicit payment. Firms
normally do not record implicit costs in their accounts, but that does not make those
costs any less real.

Consider, for example, owners of small firms who work together with hired employ-
ees without receiving a salary for themselves. By doing so, they give up the opportunity
to work for someone else. The correct measure of the opportunity cost of the owners’
labor would be the wage or salary they could earn
from the next-best employment opportunity.

Most businesses require some funding upfront to
get started and to buy equipment. Broadly speaking,
there are two ways to finance these startup costs:
borrowing the funds or using the savings of the firm’s
owners (or the savings of an equity investor). Both
solutions involve opportunity costs related to inter-
est. The interest payment on a small business loan is
an explicit cost: it requires that the firm actually pay
money to an outside entity, the bank. For the small
business owner who uses her own savings to finance
the business, the opportunity cost is the interest
that she could have earned by investing that money
elsewhere but that she has forgone, making the
interest an implicit cost. Thus, interest costs—Iike
many forms of opportunity costs—can be explicit
or implicit.

(Shutterstock)

Explicit costs
Opportunity costs that
take the form of explicit
payments to suppliers of
factors of production and
intermediate goods

Implicit costs
Opportunity costs of
using resources that a
firm’s owners (or the
firm itself, as a legal
entity) contribute
without receiving explicit
payment
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A small business incurs an implicit cost when its owner works
alongside employees without receiving a salary.
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Pure economic profit
The sum that remains
when we subtract both
explicit and implicit costs
from total revenue

Accounting profit
Total revenue minus
explicit costs

Normal profit

The implicit opportunity
cost of capital contributed
by the firm’s owners

Costs and Profits

The distinction between explicit and implicit costs is important for understanding the
meaning of the term profit. Economists use the term pure economic profit to mean
the difference between a firm’s total revenue and all of its opportunity costs, including
both explicit and implicit costs. It is important to distinguish pure economic profit from
two other uses of the term profit.

First, in the business world, we often use profit to mean revenue minus only explicit
costs, without considering implicit costs. Economists call that concept accounting
profit because it considers only the explicit payments that appear in the firm’s written
accounts.! The formulas for pure economic profit and accounting profit are as follows:

Pure economic profit = Revenue — Explicil costs — Implicit costs
Accounting profit = Revenue — Explicit costs

Notice that we could substitute accounting profit into the formula for pure economic
profit, like this:

Pure economic profit = Accounting profit — Implicit costs
Alternatively, we could rearrange that equation:
Accounting profit = Pure economic profit + Implicit costs

Second, pure economic profit needs to be distinguished from so-called normal
profit, a term that refers to the opportunity cost of capital contributed by the firm’s
owners. Suppose, for example, that you use $200,000 of your own savings as capital
for a new business. You could, instead, invest in securities that pay a 10 percent rate
of return, or $20,000 per year. That $20,000 would be your opportunity cost of capital.
It represents the return your funds would have earned in the best alternative use. The
same reasoning would apply if outside shareholders contributed the capital, rather than
an entrepreneur who actively participated in managing the business.

To understand why we sometimes call the opportunity cost of owners’ capital “normal
profit,” consider a firm whose implicit costs only include the implicit opportunity cost of
capital. In order for such a firm to earn zero economic profit, its accounting profit would
have to be equal to its implicit opportunity cost of capital. (Check the math using the
formulas above!) We could call that rate of accounting profit “normal” in the sense that it
is just enough to make it worthwhile for owners to invest their capital in this firm, rather
than in the next-best line of business available. Lines of business that earned more than
this (that is, a positive pure economic profit) would be “abnormally” profitable and would
swiftly attract new investors and competitors. Those that earned less would be less than
“normally” profitable and would tend to shrink as investors channeled their capital else-
where. In terms of pure economic profit, a firm that is less than normally profitable is
experiencing economic losses, even if accounting profit is slightly positive.

If a firm has other implicit costs in addition to those of owners’ capital, its accounting
profit must be sufficient to cover them, too, in order to earn zero economic profit. We can
express this idea in terms of any of the following equations:

Accounting profit = Pure economic profit + Implicit costs

= Pure economic profit + Implicit cost of capital
+ Other implicit costs

= Pure economic profit + Normal profit
+ Other implicit costs
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Notice that if pure economic profit is equal to zero, and there are no other implicit
costs, then accounting profit and normal profit will be equal. If accounting profits are less
than normal profits, what can you conclude about pure economic profit?

At several points in this chapter and the next, it will be convenient to use an imagi-
nary business as a basis for numerical examples of the concepts that we will introduce.
We will call our imaginary business Fieldcom Inc. It is a small business started by a
couple named Ralph and Andrea Martin. The Martins buy commonly available parts and
assemble them into special-purpose smartphones that are “ruggedized” so that they can
be used not only in an office or on a commuter train but also in stressful environments
like a desert oil field, a tropical mining site, or an ocean racing yacht.

Figure 6-1 uses Fieldcom Inc. to illustrate the concepts of pure economic profit,
accounting profit, and normal profit. The figure shows Fieldcom as having earned total
revenues of $600,000 in the past year. Explicit costs—salaries paid to employees and
materials purchased—came to $400,000. That left an accounting profit of $200,000. The
explicit costs do not include all of the firm’s opportunity costs, however. Both Andrea and
Ralph Martin gave up good jobs to start the firm. Figure 6-1 lists their combined former
income of $160,000 as an implicit cost of production. Another implicit cost is the $20,000
of forgone annual income that the Martins could have earned on $200,000 of personal
savings if they had invested it elsewhere instead of in their business. This is the firm’s
opportunity cost of capital, or the normal profit or normal return on capital required to
attract capital to this use rather than to the best alternative use. When we subtract both
explicit and implicit costs (normal profit) from revenue, the firm has a pure economic
profit of $20,000.

Figure 6-1 Accounts of Fieldcom Inc.

Total revenue $600,000
Less explicit costs:

Wages and salaries 300,000

Materials and other 100,000

Equals accounting profit $200,000
Less implicit costs:

Forgone salary, Andrea Martin 80,000

Forgone salary, Ralph Martin 80,000

Opportunity cost of capital 20,000

Equals pure economic profit $20,000

This figure shows the implicit and explicit costs of the imaginary firm, Fieldcom Inc., owned by
entrepreneurs Ralph and Andrea Martin. Total revenue minus explicit costs equals accounting
profit. Subtracting implicit costs from this quantity yields pure economic profit. Another term
for the opportunity cost of the capital and time contributed by the Martins is normal profit.
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Costs Are Subjective

A final word is in order regarding costs. Comparing the theory of consumer choice in
Chapter 5 to the theory of production costs, it may at first appear that we are moving
from an area of economics governed by the subjective valuations of personal tastes and
preferences that underlie demand to one of objective valuations governed by the hard
realities of production; but that is true only in part, if at all.

Yes, business managers and their accountants do try to record costs using consistent
methods that are as free as possible from wishful thinking and intentional bias. In that
sense, cost accounting is objective. In a deeper sense, though, the theory of cost is just
as subjective as is the theory of consumer choice. All costs are opportunity costs that
reflect the value that a firm would have earned by putting resources to their best alter-
native use—that is, on counterfactual estimates of what people would be willing to pay
for alternative products. For that reason, there can be no clear line between “objective”
determinants of cost and “subjective” determinants of demand.

Opinions can differ as to what is the best alternative. For example, just what is the
opportunity cost to the Martins of investing their $200,000 savings in their firm? Ralph
might think that the best alternative use would have been to purchase a portfolio of blue-
chip stocks paying a 5 percent rate of return. Andrea might think the best alternative
use would have been to buy shares in an aggressive hedge fund—a riskier use of their
savings, but one yielding an expected return of 15 percent. Who is to say which one
is right? Which alternative use of the $200,000 is best depends not only on subjective
estimates of the likely return from alternative investments but also on the subjective
attitude toward risk of the person making the investment. Further, it’s very possible that
owning one’s own business and being one’s own boss provides subjective psychological
benefits (or costs) that would be absent if the $200,000 were passively invested into a
stock portfolio.

The same is true of the opportunity costs of resources other than capital. For
example, an estimate of the opportunity cost of assigning a worker to one task must take
into account not only the worker’s pay but also what he or she could have contributed by
doing another task instead. A manager will not always be able to measure the worker’s
productivity objectively in both tasks, so the decision will rest on a subjective judgment.
In short, because choices are subjective, costs are subjective, too.

6.1c Profit, Rents, and Entrepreneurship

Pure economic profit, as we have defined it, is the difference between what a firm
receives for the products it sells and the opportunity cost of producing them. We first
introduced the notion of payments in excess of opportunity costs in Chapter 4, where we
called them economic rents. Pure economic profit, then, is a type of economic rent, but
the two terms are not fully interchangeable.

For one thing, economic rent is a broader notion than profit. We usually use profit when
discussing the net income of business firms, but it is possible for any factor of production to
earn rents. Consider, for example, the income of rock stars, sports professionals, and other
people with exceptional talents. The opportunity cost of pursuing their chosen line of work
may be low, in the sense that the income from their best-paying alternative occupation (say,
selling insurance or working as a lifeguard) may be far lower than what they now earn. The
amount by which their extraordinary income as a rock star, sports professional, or whatever
exceeds their income from their best alternative occupation is economic rent, but we would
not usually call it profit.

We can also make a distinction between profit seeking and rent seeking. Profit
seeking is what entrepreneurs do when they look for ways to create goods and services





