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Introduction

Normal profit, accounting profit, and economic profit are related but distinct concepts used to judge
whether a firm is covering the full cost of the resources it employs. Accounting profit subtracts explicit
costs such as wages, rent, materials, interest, utilities, and depreciation from total revenue. Economic
profit goes further by subtracting implicit costs, which are the opportunity costs of resources supplied
by the owner without a direct cash payment. These may include the salary the owner could earn
elsewhere, the rent obtainable from an owner-occupied building, or the return personal capital could
earn in its next-best investment. A firm earns normal profit when revenue covers both explicit and
implicit costs, leaving zero economic profit (OpenStax, 2022). Zero economic profit does not mean
that the owner receives nothing. The owner’s time and capital are being compensated at their
opportunity cost. Positive economic profit means the current use of resources earns more than the
best alternative, while negative economic profit means those resources could generate greater value
elsewhere. This distinction is central to entry, exit, and long-run competition.

Explicit Costs and the Opportunity Cost of Owner
Resources

Explicit costs involve actual payments or legally recognized obligations to outside parties. A
restaurant pays employees, buys ingredients, rents space, pays for insurance, and services debt;
these expenses appear in accounting records and reduce accounting profit. Implicit costs do not
appear as ordinary cash outflows but still represent economic sacrifices. If the owner works full time
without paying herself a formal salary, the wage available in her best alternative job is an implicit
cost. If the owner uses a building she owns, the rent that could be earned from another tenant is an
implicit cost. If personal savings are invested in the business, the relevant implicit cost is the risk-
adjusted return available from the next-best investment. Economic analysis therefore asks what must
be given up to use a resource in its current activity. That opportunity should be realistic and
comparable in risk. Costs must also be classified only once. An expense already recorded explicitly
should not be counted again as an implicit cost merely because it has an economic interpretation
(Mankiw, 2021).

Copyright © 2026 Academic Master. | 1


https://academic-master.com/the-normal-profit-vs-an-economic-profit/

@ ’ACADEMIC

How Normal Profit Differs fromm Economic Profit

Consider a small business earning $300,000 in annual revenue while paying $230,000 in explicit
expenses. Its accounting profit is $70,000. Suppose the owner’s labor could earn $50,000 elsewhere
and the owner’s invested capital could earn $20,000 in an alternative of comparable risk. Those
forgone returns create $70,000 of implicit cost. Economic profit is therefore zero, which means the
firm earns normal profit. The owner is not operating without compensation; the $70,000 accounting
profit is just enough to cover the opportunity cost of labor and capital. If the same business earned
$25,000 more after covering those implicit costs, it would generate positive economic profit. If it fell
$25,000 short, economic profit would be negative. Normal profit is thus part of economic cost rather
than an additional amount added after all costs are covered. The concept provides a benchmark for
whether resources are earning enough to remain in the business in the long run. It does not describe
whether the firm has positive cash flow or accounting income.

Profit Maximization Requires Marginal Analysis

Normal and economic profit explain whether resources are earning adequate returns, but they do not
by themselves identify the profit-maximizing output. That decision requires marginal analysis. A firm
should compare marginal revenue, the additional revenue from selling one more unit, with marginal
cost, the additional cost of producing that unit. Profit increases while marginal revenue exceeds
marginal cost and begins to fall when marginal cost exceeds marginal revenue, so the standard
decision rule is to produce where the two are equal, subject to market structure and shutdown
conditions (OpenStax, 2022). In perfect competition, marginal revenue equals the market price
because the individual firm cannot influence price. A business may continue operating in the short run
even when economic profit is negative if revenue covers variable costs and contributes toward fixed
costs. In the long run, however, persistent negative economic profit encourages exit because all
inputs can be changed. The decision is therefore not to choose the lowest total-cost output but to
identify the quantity at which additional revenue and additional cost are balanced most profitably.

Fixed, Variable, Sunk, and Economic Costs

Accurate profit analysis depends on classifying costs according to the decision and time period
involved. Fixed costs do not change with output within a relevant short-run range, while variable costs
rise or fall with production. Rent under a fixed lease may remain constant this month, whereas
materials and transaction fees may vary with each unit produced. Over a longer period, many costs
that were once fixed can change. Sunk costs are different because they are historical expenditures
that cannot be recovered and should not determine a forward-looking decision. A firm should not
continue an unprofitable project solely because substantial money has already been spent on it.
Depreciation also requires care. Depreciation recorded in financial accounts allocates the cost of an
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asset and is generally an explicit accounting expense rather than a pure implicit cost. For economic
decision-making, the relevant question may instead concern the asset’s current resale value,
replacement cost, or alternative use. Cost categories therefore are analytical tools, not permanent
labels independent of context.

Entry, Exit, and Long-Run Competition

Economic profit helps explain how resources move across markets. Positive economic profit indicates
that a firm is earning more than the normal return required to keep labor, capital, and
entrepreneurship in their current use. When entry barriers are low, such returns attract new firms or
encourage existing firms to expand. Additional supply tends to reduce price and erode economic
profit. Negative economic profit creates the opposite pressure by encouraging contraction or exit. In
the standard model of long-run perfect competition, economic profit is driven toward zero even
though firms may continue reporting positive accounting profit and paying owners for their time and
capital (OpenStax, 2022). Positive economic profit can persist when entry is restricted by patents,
regulation, scarce resources, network effects, scale economies, specialized knowledge, or strong
brand loyalty. It can also reward temporary innovation or unusually effective management. The
concept therefore should not be interpreted morally. Positive economic profit does not automatically
prove exploitation, and zero economic profit does not mean enterprise is pointless. It is a benchmark
for comparing actual returns with opportunity costs.

Conclusion

Normal profit occurs when a firm covers both explicit and implicit costs and therefore earns zero
economic profit. Accounting profit can still be positive because financial statements subtract explicit
expenses but do not usually subtract the owner’s forgone salary, rental income, or alternative
investment return. Economic profit measures whether the current use of resources earns more or less
than those realistic alternatives. This distinction helps entrepreneurs decide whether to enter, remain
in, expand, or leave a market. It also explains why long-run competitive equilibrium can involve firms
that are financially viable even though economic profit has fallen to zero. Profit maximization is a
separate decision based on marginal revenue and marginal cost rather than simply minimizing total
cost. Fixed, variable, sunk, explicit, and implicit costs must likewise be classified according to the
relevant time horizon and choice. Used together, these concepts provide a more complete picture of
business performance than accounting profit alone because they recognize that owner-supplied time,
property, and capital all have alternative uses and therefore carry real economic costs.
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