
Heyne12, Chapter 7 – Profit and Loss 
 
 
1. Profit 
 a. The meaning of the term – a residual 
 b. The residual after “costs”. 
 c. Costs 
  i. Rent – the price for rental property 
  ii. Wage – the price for labor services 
  iii. Interest  
   * The price for the use of someone else’s purchasing power  
   * Time preference) 
   * Despite common parlance,  profit is not the payment to capital. 
 d. Rent, wage, and interest are  
  i. established with contacts or agreements that reduce risk. 
  ii. market prices – determined by supply and demand 
 e. Profit is a residual, it can be positive or negative.  It is unknown.  It involves risk. 
 f. If the residual were known with certainty, profit would be driven to zero (under normal   

 circumstances). 
 
2. Calculating profit 
 a. Accounting profit = total revenue – total EXPLICIT costs 
  i. Explicit costs – def: 
  ii. Example 
  iii. Guido 
 b. Economic profit = total revenue – total costs, explicit AND implicit. 
  i. Implicit costs are the opportunity costs of using resources that the entrepreneur owns and   

  commits to the business. 
  ii. foregone wages (owner using their own time), foregone interest (owner using their own money),  

  foregone rent (owner using their own capital) 
  ii. Example: 
 
3. Uncertainty, risk and profit 
 a. If payments to costs were assured, profits would cease to exist – only the opportunity cost of the 

 resources would be paid.  People would enter until any payments above opp costs disappeared. 
 b. If negative net revenues were assured, nobody would undertake that activity. 
 c. Because the future is not known, risk exists.  Positive OR negative net revenues are possible. 
 d. The owner (or entrepreneur) is the residual claimant of both gains or losses. 
 
4. Profit and behavior 
 a. Residual claimants enter the activity in pursuit of profits. 
 b. Residual claimants have an incentive to use resources efficiently  
  i. Saves resources for other uses. 
  ii. Lines at a grocery store or at a post office.  Lines are a deadweight cost and decrease Qd.  Who has  

  an incentive to care. 
  iii. Also a continuing incentive to find better, more efficient ways to do things. 
  iv. How about IVC?  
 c. What about people who make decisions, commit (others’) resources and incur no cost when they are 

 wrong – politicians and professors. 
 
5. Entrepreneurs and entrepreneurship 
 a. They secure the agreement of the people they hire.  They have the final say (and the final 

 responsibility. 



 b. The look for market mistakes and have an incentive to correct them – arbitrage. 
  (Equalizing prices across geographical areas; the diagrams.) 
 c. They innovate; new products, new methods, new organization, new combinations. 
 d. They imitate – Take others’ ideas and improve on them or use them to make the item less scarce by 

 producing imitations.  Normally, innovation is improved in this manner. 
 e. Entrepreneurial processes need: 
  i. the information that comes from markets 
  ii. money valuations of things. 
 
6. Properly functioning markets require: 
 a. Respect for property rights, contracts, fair and predictable adjudication of differences. 
 b. Open entry and open exit of participants – so that entrepreneurs are able to probe new areas and find out 

 if they are able to make an improvement. 
 c. Benefit if the judgments are correct and lose if they are not. 
 d. The problems when markets are not permitted to function. 
  i. Privatize the gains, socialize the losses. 
  ii. No profits stifles innovation  
  iii. Restricting entry creates monopolies and all the problems of monopoly. 
 e. Beware of “experts”.  (See 4c.) 
 
6. Speculation 
 a. Trading in hope of profiting from changes. 
 b. Speculation is a consequence of risk 
 c. Everyone speculates – buying extra water when there is a threat of a storm. 
 d. Commodity and futures markets 
  i. Hedgers and risk. 
  ii. Speculators and risk 
  iii. Distributes risk to people who have a comparative advantage in risk-taking. 
  iv. Futures markets and efficiency (risk reduction for some) 
  v. Smooths the flow of goods to market 
  vi. Southwest Airlines and oil prices 
 e. Equalizes prices across time 
 f. Socially beneficial or profiteering? 
 
Questions:  1, 12, 14, 20. 
 


