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1. Explain the difference between Accounting Profit and Economic Profit. 





2. If a firm is earning zero Economic Profit, does that mean it is not earning any Accounting Profit?




3. Explain the Zero Economic Profit Theorem.




4. What is a perfectly competitive market?





5. Explain what would happen in a market with “Cash on the Table.”




6. Explain what would happen in a market if firms were earning an economic loss.





7. How can we be certain that the Zero Economic Profit Theorem is true?













ANSWERS

1. Explain the difference between Accounting Profit and Economic Profit.  

Accounting Profit is total revenue minus explicit cost. Explicit costs are out of pocket expenses by the firm. Economic Profit is total revenue minus explicit costs and minus implicit costs. Implicit costs are based on the opportunity cost of the firm’s owners of using their own resources in the business; therefore, Economic Profit is the true measure of the profit a business. 
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2. If a firm is earning zero Economic Profit, does that mean they are not earning any Accounting Profit? 

No. It would mean that the firm is earning just enough Accounting Profit to cover their implicit costs but no more. 

3. What is a perfectly competitive market? 

The perfectly competitive market is one in which there is many sellers, each producing an identical product and where there are no barriers to entry. 


4. Explain the Zero Economic Profit Theorem. 

The Zero Economic Profit Theorem states that firms in a perfectly competitive market will earn zero economic profit in the long run. 

5. Explain what would happen in a market with “Cash on the Table.”

 New firms would enter the market, increasing supply. This would drive the price of the goods down and the process would continue until there was no longer any “Cash on the Table.” (Positive Economic Profit)


6. Explain what would happen in a market if firms were earning an economic loss.

 Some firms would leave the market, decreasing supply of the good. This would increase the market price and the process would continue until the remaining firms were at Zero Economic Profit. 

7. How can we be certain that the Zero Economic Profit Theorem is true?

 The principle of homo economicus (self interest) tells us that individual businesses will respond to profit incentives. If there is money to be made, we can be confident that new firms will enter the market, driving price down. If existing firms are losing money, we can once again be confident that rational self interest will cause them to exit the market. Over the long run, the entry and exit of firms should cause the market to end up where firms are earning Zero Economic Profit.  





