























































































































































































































Accounting Profit versus Economic Profit
1. accounting profit (also called bookkeeping profit) for a firm consists of
total revenue minus explicit costs, a firm's expenses)

m'lcr().
formuld accounting profit = total revenue (TR) - explicit costs

#17
2. for an accountant, the total costs do not include the implicit costs (the
opportunity cost of the owner's time, money, or the firm's resources)
3. an accountant only cares about the difference between total revenue and
explicit costs




Accounting Profit versus Economic Profit (cont)

1. economic profit is a more accurate and more used measure of the
incentive for a firm to stay in business or enter a market because it takes
into account all of the important financial factors

1cYo- ;
DB economic profit =
formu

418 total revenue (TR) - total costs (implicit and explicit)

2. assume the profits for a bakery are $40,000 a year after deducting explicit
costs like electricity and dough

3. now assume the owner of the bakery could earn $35,000 a year working at
another job and invest money and earn $3,000 per year (implicit costs =
$38,000)

4. economists would say the owner would have an economic profit of $2,000
keeping his bakery ($40,000 - $38,000), which is enough of an incentive
for the firm to stay in business versus doing something else.

5. accountants don't care about implicit costs and would say that the
accounting profit is $40,000



Accounting Profit versus Economic Profit (cont)

1. the term normal profit is an economic condition that occurs when
economic profits equal zero; the minimum level of profit needed for a
company to remain in business (long-run equilibrium or the breakeven
point when total revenue (TR) = total costs (TC)

A. if a firm's economic total revenue (TR) is $40,000 and their total costs
(TC) (explicit and implicit) equal $40,000, their economic profit and thus
their normal profit would be $0.

#19
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Accounting Profit versus Economic Profit- Questions
35. Economic profit can be calculated as accounting
profit minus which of the following?

(A) Fixed costs
(B) Implicit costs
(C) Marginal costs
(D) Explicit costs
(E) Total costs




Accounting Profit versus Economic Profit- Questions
35. Economic profit can be calculated as accounting
profit minus which of the following?

(A) Fixed costs

(.) Impl ICIt COSLS straight definition

(C) Marginal COStS licit costs
1C1 accounting profit = total revenue (TR) - exp

(D) Explicit costs "

profit = total revenue (TR) - total costs

(E) Total costs economic explicit

(implicit and



Accounting Profit versus Economic Profit- Questions

22. Shelby is an entrepreneur who has decided to
open a small advertising firm. She rents office
space at a cost of $25,000 per year, she has
employed an assistant at a salary of $30,000
per year, and she incurs annual utility and office
supply expenses of $20,000. Her best alternative
is to work elsewhere and to earn a salary of
$50,000 per year. How much annual revenue
must her firm receive so that Shelby earns zero
economic profit?

(A) $50,000
(B) $75.000
(C) $100,000
(D) $125,000
(E) $150,000




Accounting Profit versus Economic Profit- Questions

22. Shelby is an entrepreneur who has decided to
open a small advertising firm. She rents office
space at a cost of $25,000 per year, she has
employed an assistant at a salary of $30,000

per year, and she incurs annual utility and office
supply expenses of $20,000. Her best alternative

is to work elsewhere and to earn a salary of
$50,000 per year. How much annual revenue
must her firm receive so that Shelby earns zero
economic profit?

$25,000

(A) S0 licit costs  $30,000
(B) $75,000 o +$20,000

$75,000
(C) $100.,000
@ $125,000 $? (TR) - $125,000 (TC) = 50
(E) $150.000

implic,'t costs
$50,000
$75,000 explicit costs
¥

+$50,000 imp]ic]t
$125,000 Costs

tota] Costs



Accounting Profit versus Economic Profit- Questions

23. A firm produces 400 books and sells each book
for $15. If the explicit cost of producing the books
is $4.,500 and the implicit cost is $1,000, the
firm’s economic profit 1s

(A) $0
(B) $500
(C) $1.000
(D) $1,500
(E) $5.000




Accounting Profit versus Economic Profit- Questions

23. A firm produces 400 books and sells each book
for $15. If the explicit cost of producing the books
is $4.,500 and the implicit cost is $1,000, the
firm’s economic profit 1s

(A) $0
@  $500 — 400 x 515= 56,000 and 56,000 - $4,500 - $1,000= $500
(C) $1,000
(D) $1,500
(E) $5,000




Accounting Profit versus Economic Profit- Questions

24. For a perfectly competitive firm producing the
profit-maximizing quantity, the average total cost
is $10 and the average variable cost is $8. If the
market price for its product is $10, which of the
following is true for the firm?

(A) Itis sustaining a loss and should shut down.

(B) Itis earning zero economic profit and will
remain in business.

(C) Its accounting profits exceed implicit costs.

(D) It will temporarily shut down until price rises.

(E) Itis making an economic profit that will
attract other firms to the industry.



Accounting Profits versus Economic Profit- Questions

24. For a perfectly competitive firm producing the
profit-maximizing quantity, the average total cost
is $10 and the average variable cost is $8. If the
market price for its product is $10, which of the
following is true for the firm?

/nope, P=$10

(A) It is sustaining a loss and should shut down: = -

@ Itisearning zero economic profit and will — @reakeven
remain in business. i,
. . . o cannot be determined
(C) Its accounting profits exceed implicit COSLS with this info.
(D) It will temporarily shut down until price rises.
. : . o . ,P=$10 and
(E) It is making an economic profit that Willa\xrc- so tsreskeven

attract other firms to the industry. o Rl



Monopolies
1. finally, we'll talk about monopolies and how they decide what price (P) to
charge their customers and what quantity (Q) to produce/sell, because
profit is their one and only goal
A. even though monopolies are illegal, sometimes they exist for the benefit
of society, like having only one water company or one electric company
in an area




The 4 Market Structures

Perfect/Pure Competition Monopolistic Competition (imperfect)

1. profit max. and Q: P=MC and MR=MC 1. profit max. and Q: MC=MR
2. P is constant 2. P decreases, P>MC, & MR<P
3. no DWL or excess costs/capacity 3. DWL & excess costs/capacity
4. one product/many close substitutes 4. differentiated products

5. many producers 5. many producers

6. no barriers to entry/exit 6. no barriers to entry/exit

7. no market power/price taker 7. market power/price maker

8. perfectly elastic D curve 8. sloping D curve

9. no LR profit 9. no LR profit

10. example: stock market 10. example: cereal market
Oligopoly (imperfect competition) Monopoly (imperfect competition)

. profit max. determined by strategic beh. |1. profit max. and Q: MC=MR
. P decreases, P>MC, & MR<P 2. P decreases, P>MC, & MR<P

. DWL and excess costs/capacity 3. DWL and excess costs/capacity
. standardized/differentiated products 4. one product/no close substitutes
. a few big producers 5. one big producer

. barriers to entry/exit 6. barriers to entry/exit

. market power/price maker 7

. sloping D curve 8

. LR profit 9

0. example: sneaker market 1

. market power/price maker
. sloping D curve
. LR profit with economies of scales

1
2
3
4
5
6
i
8
9
1 0. example: US Steel/FPL (nat. mono.)




Monopolies (cont.)
1. a monopoly occurs when there is only one firm in a market selling a
product for which there are no close substitutes
2. monopolies create barriers to entry (when monopolies take active action
to prevent other firms from entering the market they are in)
3. monopolies have market power
A. monopolies are price-makers and not price-takers and there is no
company that can undercut a monopoly's price, and what a monopoly
does with its production levels can greatly impact its prices




Marginal Cost and Marginal Revenue

1. to maximize profit, the monopoly should produce the quantity where
marginal cost equals marginal revenue: MC = MR, which is 5

2. the marginal revenue curve becoming negative shows that as total revenue
continues to fall, at some point marginal revenue will become negative

3. where marginal revenue= 0, total revenue (TR) is at its maximum
A Monopoly: MC & MR

P

Monopoly
price (P)
10

produced maxed



Marginal Cost and Marginal Revenue (cont.)

1. where marginal revenue (MR) equals/intersects marginal cost (MC), a
monopoly's profit maximizing quantity produced is determined... 5

2. where the monopoly's quantity produced intersects with demand (D), the
profit maximizing and monopoly's price is determined... 10

A Monopoly: MC & MR

P
Monopoly




Marginal Cost and Marginal Revenue (cont.)

1. for a monopoly, its marginal revenue (MR) is always less than the price (P)
it charges for their products because a monopoly has to decrease the price
of their products to sell more

2. when marginal cost (MC) becomes greater than marginal revenue (MR) at
4 produced/sold, the profit maximizing quantity of 3 has been surpassed

Quantity d Price Total [Marginall Total [Marginall
Produced Revenue |Revenue | Costs | Costs
0 at $0 =3 0~ $ 0 $70~_50
1 at $150 = $150 $150 $ 80 $10
when /-2 at $125 = $250 $100 $ 85 $5
selling\3) at $100 = $300<—>$ 50  $100<S$15
4 at $ 75 = $300 $ 0 $120 $20
5 at $ 50 = $250 -$ 50 $150 $30

Total Total Profit
Revenue Costs
$ 0 - $70=-870
$150 - $ 80 = $ 70
$250 - §$ 85 = $165
$300 - $100 = $200
$300 - $120 = $180
$250 - $150 = $100



Marginal Cost and Marginal Revenue (cont.)

A non-regulated
profit maximixing
monopoly:

MC=MR
(U.S. Steel)

PRICE

_

4
P,
P,

P,

Marginal Cost

Average Total Cost

Demand

b e

QUANTITY

&
o

L

2\<3
1. Gra
2. Lab

2 T ahl.

Marginal Revenue



MC = MR for a Monopoly vs. P= MC for a Competitive Firm

1. unlike a firm in a perfectly competitive market, monopolies charge a higher
price and produce a smaller quantity and therefore have excess capacity,
are inefficient, create deadweight loss (DWL), and are not socially optimal
in their business structure

2. on a graph of a monopoly, you can determine the socially optimal (SO),
allocatively and productively efficient (APE), profit maximizing point
(PMP) and the equilibrium quantity (8) equilibrium price ($7) for a firm

A Monopoly: DWL ®

P

ovy
Monopoly ) v MC/S
price (P)
10

@ .....

L

5

Quantity

produced & TRis
maxed



MC = MR for a Monopoly vs. P=MC for a Competitive Firm- Questions

®
&
Marginal Cost

Pg B

’ Average Total Cost
P,
Py
P,
P,

Demand
0 Q, Q:\%}L 0 QUANTITY

Marginal Revenue

57. If the monopolist is unregulated. its profit-
maximizing price and output level would lead
to a deadweight loss equal to area

(A) RUV
(B) RTV
(C) RTW
(D) TUV
(E) UVW



MC = MR for a Monopoly vs. P=MC for a Competitive Firm- Questions

®
&
Marginal Cost

Pg B

’ Average Total Cost
P,
Py
P,
P,

Demand
0 Q, Q:\%}L 0 QUANTITY

Marginal Revenue

57. If the monopolist is unregulated. its profit-
maximizing price and output level would lead
to a deadweight loss equal to area

(A) RUV

RTV
(C) RTW
(D) TUV
(E) UVW



MC = MR for a Monopoly vs. P= MC for a Competitive Firm- Questions

8. Which of the following is most likely to occur if a
single-price monopolist is replaced by a perfectly
competitive market?

(A) Prices will increase.

(B) The deadweight loss will decrease.

(C) Profits will increase.

(D) Output will decrease.

(E) The firm’s cost curves will shift upward.



MC = MR for a Monopoly vs. P= MC for a Competitive Firm- Questions

8. Which of the following is most likely to occur if a
single-price monopolist is replaced by a perfectly
competitive market?

(A) Prices will TiTrease.—decrease because monopolies set a higher P
(@) The deadweight loss will decrease.

(C) Profits will iTrcrease.« decrease because monopolies set a higher P
(D) Output will decrease —increase because monopolies produce less
(E) The firm’s cost curves will shift upward.—downward;

more
efficient




The Elastic and Inelastic Ranges (areas)

1. where marginal revenue (MR) = 0, the demand (D) curve is divided
between the elastic range (sensitive area) and the inelastic range
(insensitive area)

2. in the elastic range (PED or PES >1), consumers are sensitive to increases
in prices and will pay less of any increase in price; producers will pay more

3. in the inelastic range (PED or PES >1), consumers are insensitive to
increases in prices and will pay more of any increase in price; producers

will pay less A Monopoly: The Elastic t
and Inelastic Ranges please take OV
yo\l\’ m““lp.‘ee
P e practlc ]
chol¢ to #32

Monopoly
price (P)
10

produced maxed



The Elastic and Inelastic Ranges (areas)- Questions

t

PRICE

Demand

QUANTITY OF AUTOMOBILES

32. In the figure above, at which of the given points is
demand most elastic?

(A) X

(B) Y

(C) Z

(D) The elasticity is the same for all points.

(E) The relative elasticity cannot be determined
with the given information.



The Elastic and Inelastic Ranges (areas)- Questions

)
=
&
=9
Demand
QUANTITY OF AUTOMOBILES
. In the figure above, at which of the given points is

demand most elastic?

(A) X
(B) Y
@ Z «——D is most sensitive for anyone at the highest possible P
(D) The elasticity is the same for all points.
(E) The relative elasticity cannot be determined
with the given information.



The Elastic and Inelastic Ranges (areas)- Questions -
9. A single-price monopolist is currently producing in

the inelastic portion of its market demand curve. In
order to maximize profits, the monopolist should
change the price and output in which of the
following ways?

Price Output
(A) Increase Increase
(B) Increase Decrease
(C) Increase Not change
(D) Decrease Increase

(E) Not change Increase



The Elastic and Inelastic Ranges (areas)- Questions o
9. A single-price monopolist is currently producing in

the inelastic portion of its market demand curve. In
order to maximize profits, the monopolist should
change the price and output in which of the
following ways?

Price Output
( A ) InC reasc Incre ase +—Iincrease P, but increasing output
- counters the P increase by increasing S
(@) Increase Decrease
(C) Increase Not change ™ i e tha totsl profit masimization
(D ) De creasce InC '€ 1 SC + decreasing P and increasing output both lower profit

(E ) Not C h dn ge InC '€ 1S «—this will only further decrease P



Monopolies: Profit

1.

2,

at a production quantity of 5, the monopoly's price (P) would be $10 and
total revenue (TR), which is always a rectangle, would be $50 (5 x $10)
the average total cost curve (ATC) intersects the monopoly's quantity
produced (5) at $6, so the total costs (TC), also always a rectangle, would
be $30 (5 x $6)

. economic profit would be $20 because TR ($50) - TC ($30)= $20, which is

the difference between the area of the two rectangles
A Monopoly: Profit ©




Monopolies: Profit- Questions
41. Which of the following is necessarily true at a
monopolist’s profit-maximizing level of output?

(A) Marginal revenue is equal to marginal cost,
but greater than price.

(B) Marginal revenue is equal to marginal cost,
but less than price.

(C) Marginal revenue is equal to both marginal
cost and price.

(D) Average total cost is minimized.

(E) Average variable cost is minimized.



Monopolies: Profit- Questions
41. Which of the following is necessarily true at a
monopolist’s profit-maximizing level of output?

(A) Marginal revenue is equal to marginal cost,
. s \this is a loss
but greater than price.
(@ Marginal revenue is equal to marginal cost,
but less than price.
(C) Marginal revenue is equal to both marginal~

this is the

COS t an d p[‘] ce. a monopoly's ATC breakeven

is not minimized point

(D) Average total cost is minimizeds” T
: . . . . . this has nothing
(E) Average variable cost is minimized:™ tdowit te

question



Monopolies: Negative Profit (losses)

1. at a production quantity of 5, the monopoly's price (P) would be $8 and
total revenue (TR) would be $40 (5 x $8)

2. but, the average total cost curve (ATC) intersects the monopoly's quantity
produced (5) at $10, so the total costs (TC) would be $50 (5 x $10)

3. in this case, the price is below average total cost: negative profit (losses)

3. like a competitive firm, a monopoly with negative profits will only

shutdown if the price is less than the average variable cost (AVC)
A Monopoly: Negative Profit

(Losses) ®
MC/S
oby
Monopoly - M“g‘;‘;‘;
price (Pgql ) 055 \g
- 1y ATC
il el S
TC U{;sd “! OAPE/P,MP
TR g '
\0‘ \ = ‘_,N\C:—"-“R
en® A0 H
& '
@ <M\ MR D
5  \"—MR=0
Quantity & TRis

produced



A Monopoly: Profit ©
Pk

Monopoly

P

Monopoly
pl

A Monopoly: Losses ®
MC/S

P

Monopoly | _
P ATC

produced & TR is
maxed
A Monopoly: Shutdown 2
Pk
Monopoly
P




Microeconomics Do-Now

Please do this:
1.

In the early twentieth century, limited transportation options and the lack of effective substitutes gave Single
Cinema monopoly power in a small town. Assume that Single Cinema is a profit-maximizing firm and currently
operates at a negative economic profit in the short run.

(a) Draw a correctly labeled graph for Single Cinema, and show each of the following.
(1) The profit-maximizing price and quantity of tickets, labeled as P and Q,,, respectively
(11) The area representing the negative economic profit, shaded completely

(b) Explain why Single Cinema continues to operate in the short run despite earning negative economic profit in
the short run.

(c) Would Single Cinema’s total revenue increase, decrease, or stay the same if it decides to sell one fewer
ticket than Q,,? Explain.

(d) Single Cinema hires workers in a perfectly competitive labor market with a downward-sloping demand
curve. Suppose the number of workers available in the market decreases.
(1) What will happen to the wage rate? Explain.

(1)) What will happen to the marginal revenue product of the last worker hired? Explain.



Microeconomics Do-Now

1 £ (a) 5 points:

Price

MR
S Quantity

* One point is earned for drawing a correctly labeled graph for a monopoly showing a downward sloping
demand (D) curve with the marginal revenue (MR) curve below the demand curve.

ATC

Price

Q ~ Quantity

m

= One point is earned for showing the marginal cost (MC) curve rising and passing through the minimum
of the average total cost (ATC) curve.

* One point is earned for showing the profit-maximizing quantity, Q_, where MR = MC.

* One point is earned for showing the price, P_, from the demand curve at Q_.



Microeconomics Do-Now

g ATC
£ MC

Q. N Quantity

= One point is earned for completely shading the area representing negative economic profit and showing
the ATC curve above the demand curve for all quantities.
() 1 point:

* One point is earned for stating that the price must be greater than average vanable cost, OR total revenue
must be greater than total variable cost, OR the firm’s current economic loss is less than its fixed cost,
which is equal to the firm’s loss if it shuts down.

(c) 1 point:
* One point is earned for stating that total will di and laining with one of the following
reasons.

= The monopolist is operating on the elastic portion of the demand curve.
o The quantity effect is greater than the price effect.
o The percentage change in quantity demanded is greater than the percentage change in price.
o MR is positive.
(d) 2 points:
= One point is earned for stating or graphically showing that the wage rate will increase because the
market supply of labor decreases (shifts left).
= One point is earned for stating the marginal revenue product (MRP) of the last worker hired will increase
and explaining with one of the following reasons.
o The firm is hinng fewer workers now and therefore the marginal product of the last worker hired
increases (diminishing marginal product).
o The market wage (marginal factor cost or MFC) increased and the profit-maximizing firm will
hire where MRP = MFC.

o There is an upward movement along the firm's MRP curve as wage or MFC increases (shifts up).



Microeconomics Do-Now

Market Firm
2
=
S
______________________ W’ T S =MFC"
|
------------- W = : S =MFC
L
L
|
D 1= MRP
Quantity q q Quantity

ol Labor of Labor



Natural Monopolies

1. natural monopolies exist when the average total cost (ATC) in a market is
declining and the possible production is more than the market needs, like a
water or electric company

2. the prices charged by many natural monopolies are regulated by the
government and are set equal to the firm's ATC (P=ATC)

A. the purpose of the regulation is to keep the price below what a monopoly
would charge and closer to the competitive price

A non-regulated
profit max1m1x1ng
monopoly:
MC=MR O
(U.S. Steel) AN

-

PRICE

Marginal Cost

Demand

PO\ i 4
- @Q\Q < (FPL)

M arginal Revenue




Natural Monopolies- Questions

15. If the goal of government regulators of a natural
monopoly is to reduce deadweight loss without
subsidizing the monopolist, government
regulators would set a price equal to

(A) average variable cost
(B) average total cost

(C) average fixed cost

(D) short-run marginal cost
(E) long-run marginal cost



Natural Monopolies- Questions

15. If the goal of government regulators of a natural
monopoly is to reduce deadweight loss without
subsidizing the monopolist, government
regulators would set a price equal to

(A) average variable COSt— oot T o0
(.) average total COSLe—this decreases P and increases Q

(C) average f1xed COSI ——this doesn't take into account variable costs
(D) short-run marginal cost

(E) long-run marginal c:ost>

monopolies set their P
above MC to earn profit



Price Discrimination
1. in some cases, monopolies charge different people different prices for the
same product in order to make more profit
A. this is called price discrimination or perfect price discrimination
1. like senior citizen discounts at movie theaters

2. to maximize their profits when they price discriminate, monopolies set their

price (P) and quantity (Q) equal to MC=D/MR/P, just like a firm in a

perfectly competitive market

3. extra profit is earned because M% 11\% now 1l:he same as D, which is an increase
0Nnopoly

Perfect Price Discrimination

P
MC/S

Price (P) and quantity (Q)
are determined
where MC = D/MR/P

Monopoly
price (P)

‘d

D/MR/P

Quantity Q
produced



Profit-Maximizing vs. Government Regulated vs. Price

Discriminating Monopolies

A non-regulated
profit maximixing

monopoly:
MC=MR
(U.S. Steel)

Marginal Cost

/

Average Total Cost

A government

regulated

Demand

]
]
i

Q;Q“‘@ QUANTITY

Marginal Revenue

natural
monopoly:

P=ATC

(FPL)



Price Discrimination- Questions
jad]

QUANTITY

25. The profit-maximizing combination of output 26. If the monopolist could engage in perfect price
25. The profi imizing bination of outp 26. If th pol Id engage in perfect p
and price for a single-price monopoly is discrimination, the monopolist’s total output and
. the price charged for the last unit of output sold
(‘\) Ql and Pl would be
(B) Q,and P,
(C) Qand P, (A) Qand B,
(D) Q, and P, (B) Q,and P,
(E) Q3 and Pz (C) Q] and P4

(D) Q, and P,
(E) Qyand P,



Price Discrimination- Questions
jad]

I |

I |

) |

I I

I |

| |

I

I |

ii |

Q Q Q QUANTITY

25. The profit-maximizing combination of output 26. If the monopolist could engage in perfect price

and price for a single-price monopoly is discrimination, the monopolist’s total output and
. the price charged for the last unit of output sold

(A) _Ql and P, i he
(B) Q,and P,
@ Q andP, (A) Qand B,
(D) Q, and P, (B) Q,and P,
(E) Q3 and Pz (C) Q] and P4

() Qand Py
(E) Qyand P,



Price Discrimination- Questions

40. A firm with market power engages in price
discrimination to

(A) earn a higher profit

(B) increase consumer surplus

(C) decrease deadweight loss

(D) make its demand more elastic
(E) make its demand more inelastic




Price Discrimination- Questions

40. A firm with market power engages in price
discrimination to

(@) carn a higher profit why would a busiss

care about increasing

(B) increase consumer surplus« e

purchasing power??

(C) decrease deadweight 10Ss——pwtaemnp sems

why would a business

(D) make its demand more elastic —mwmttomakeisermore

sensitive to P changes??

(E) make its demand more inelastic._

why would a business want to make
itself more insensitive to P changes
and its consumers more sensitive??



