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PASS Notes

Chapter 8 –The Quest for Profit and the Invisible Hand

…Adam Smith recognised that self-interest is the prime mover of economic activity, and leads to an allocation of goods and services that serves society’s interests remarkably well.

8.1 The Central Role of Economic Profit

Accounting Profit = Total Revenue – Explicit Costs
· This is the type of profit you’ll here about in the media and from the funny bald guys with suits on the investment ads, and on the boards of companies

· Included in financial statements / annual reports

Economic Profit = Total Revenue – Explicit Costs – Implicit Costs

Where… 

Explicit costs refer to the actual payments a firm makes to its factors of production and other suppliers

Implicit costs refer to all the firm’s opportunity costs of the resources supplied by the firm’s owners

Normal Profit = Accounting Profit – Economic Profit

i.e. the firm’s implicit costs, or the opportunity cost of the resources supplied by the firm’s owners

So if Total Revenue =$22,000, Explicit Costs=$10000, Implicit Costs=$11,000

Accounting Profit=

Economic Profit=

Normal Profit=

When choosing in specializing between 2 alternatives, choose the alternative that yields the higher economic profit
Wealth may not be reflected in economic profit, as higher revenue may also constitute higher opportunity costs or implicit costs, which may increase cash in hand, but leave economic profit unchanged.

8.2 The Effect of Market forces on Economic Profit

Markets in which firms earn economic profits (>0), or more than “normal profit” will lure suppliers and resources into the market from other markets – this shifts the market supply curve to the right:
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This leads to a lower equilibrium price. The process continues until economic profit = 0, thus eliminating economic profits in the market

In Markets in which firms are experiencing economic profits < 0 (i.e. economic losses), suppliers and resources will revert to other markets – this shifts the market supply curve to the left:
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…resulting in a higher equilibrium price. The process continues until economic profit  =0, thus eliminating any economic losses in the market

Thus economic profit tends to zero in the long run 

· The Invisible Hand Theory states that the actions of independent self-interested buyers and sellers will often result in the most efficient allocation of resources

…According to the theory, price has 2 functions in a market economy:

1. To Ration goods/services – distributing scarce goods to those that value them most highly

2. To Allocate goods/ services – directing resources away from over-crowded markets towards those that are underserved

See Example 8.6 p203 of Franke and Bernanke
8.3 Importance of Free Entry and Free Exit

· A Barrier to Entry is any force preventing firms entering the market. It usually results from a practical constraint (e.g. if the industry is a natural monopoly) or legal constraint (laws inhibiting entry)

· Barriers to Exit may also occur (e.g. the aeroplane industry)

The functionality of the ‘invisible hand theory’ depends on the capability of firms to freely enter and exit the market. Barriers to entry and exit prevent economic profit from gravitating to 0 in the long run.

8.4 Economic Rent v Economic Profit

Economic Rent = what is paid for a f.p – the owner’s reservation price for the f.p 

(Where f.p = factor of production)

Economic Profit = total revenue – the firm’s reservation price for the f.p required to achieve that revenue 

(i.e. TR - explicit costs – implicit costs)

Whereas economic profit = 0 in the long run in a competitive market, it has no such effect on the economic rent for inputs that can’t be replicated easily 

E.g. say you are a really good economics lecturer, like Truong Truong, or Diane Enahoro.  Every university wants you as you will raise their reputation and generate higher revenue through greater enrolments of students hoping to study under you. Naturally, money is all you care about so you’ll choose to lecture at the uni that offers you the highest wage. Whilst the economic rent paid for you by the uni (s) will always be above zero (as they’ll pay you more than the minimum salary that you would accept to lecture at the uni. If they didn’t, you’d go to a uni that did.), the economic profit of the uni that chooses you will tend to zero in the long run, because in hiring you, the uni will generate a higher total revenue, but they will have to pay you higher wages, increasing their explicit costs.

The bottom line is, economic rent cannot be zero, as in a competitive market, someone will always raise the amount that they pay for a scarce/valuable input above the owner of the resource’s reservation price, in order to lure the resource to them, as opposed to competitors.

8.5 The Effect of Cost Saving Innovations

In the short run…

A cost saving innovation results in lower production costs for the firm, but NO impact on market price, so the firm enjoys higher economic profits
In the long run…

Other firms hear about the innovation, so they enter the market, the supply curve shifts to the right, leading to a lower market price, eating away any positive economic profits enjoyed in the short run. Firms will have to adopt the technology or else face economic losses.

Competition amongst firms assumes that resulting cost- saving will be passed on to consumers in the long run

8.6 The Invisible Hand in Action

· Regulated Markets – economic profit/loss guides resources in regulated markets in the same way they do in unregulated markets. Regulation will alter the equilibrium quantity in a market, but won’t change the rule that resources flow in response to profit and loss signals
E.g. If less licences are issued to cabdrivers then there are willing cabdrivers, and these licences can then be sold, the cabdriver earns more in fares than it costs them to operate a cab, but economic profit is still =0, as the implicit cost of what could have been earned if the cabdriver sold his licence and invested the money in an interest-bearing bank account offsets the superficial, or accounting profit that he earns.

Say the cabbie earns $60,000 in fares; it costs him $40,000 to run the cab annually. What is the lowest price he should sell his licence for if the interest rate on savings accounts is 8%?
Profit =60,000 – 40,000 = 20,000

Now, 0.08 (price of the licence) = 20,000, for the annual earnings from the sale of the licence to match that of operating a cab

Thus the price of the licence is 250, 000

· Antipoverty Programs – irrigation project to double output of rice on farms – higher economic profits for farmers in the short run, but an influx of farmers into the market – higher farming land prices – no change in the income of farmers, only an increase in the income of landowners!
· Stock Market – the efficient markets hypothesis is the theory that the current price of a stock in a corporation reflects all relevant information about current and future earning prospects…basically implies that no one can achieve higher profits in the stock market by buying and selling shares based on information about a company available to the whole market in the long-run - thus the individual long run economic profit = 0 in the stock market  
8.7 Equilibrium v Social Optimum

· A market in equilibrium is one where are no unexploited opportunities (i.e. ‘no cash left on the table’)
· The market equilibrium will not be socially optimal when the costs/ benefits available to individual participants in the market differ from those experienced by society as a whole
 






� i.e. smart for one dumb for all. More on this in Ch 11 of the textbook
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