Economics 102 Vocabulary for Baumol and Blinder Chapters 7  through 11

Chapter 7

Importance of profit maximizing to economic efficiency.


The concept of profit is very important for efficient allocation of resources


1. Profit maximizing firms minimize costs of production and sale of products and services 


2. Reallocate their capital to the most profitable resources where profits arise because of the difference between price and costs.  

This assumes


1. that the government has set up and enforces the proper rules such as internalizing external costs, enforcing competition and regulating natural monopolies as well as achieving an acceptable distribution of income which does not interfere either with incentives or violate our social sense of equity e.g. making sure that wounded veterans have a reasonable standard of living.

There are two types of profits.


1. The normal rate of return, which a firm must earn to stay in business.  This is regarded as a cost and is incorporated into the average cost curve, because firms can obtain capital either from selling stock or from the bond market.  The cost of obtaining this capital has to be similar and adjusted for risk.


2. Second is what we call economic profit and it is the profit earned on producing goods and services above normal rate of return (normal profit), which is earned from a shift in demand, which causes prices and thus economic profits to rise, or from new technology or from imperfections in the market.  The key characteristic of economic profit is that the firm, producer, or supplier of the resources would be willing to supply its produce or service at a much lower price and hence economic profit.  This economic profit in firms and industries with upward sloping supply curves is often called “producers’ surplus” because it is using additional resources produced a given unit of product than the price consumers are paying.  


Actually economic profit often comes from owning or possessing unique factors of production such as owning good land on which to grow grapes, having exceptionally talented workers who are not being paid their full marginal product.  

Perfect Competition is a useful model but required rarely found conditions.


1. Perfectly homogeneous product


2. Many buyers or sellers


3. No barriers to entry 


4. Perfect knowledge

In perfect competition, producers face a horizontal demand curve because the quantity that they produce and sell has no perceptible impact on the market-clearing price.  Yet the industry as a whole faces a downward sloping demand curve and in our traditional models an upward sloping supply curve.  


The unique characteristic of the market-clearing price in perfect competition is that it reflects the social marginal cost of the last unit sold is equal to the social marginal benefit of the last unit purchased.  Just the right amount of resources are used in producing this good.  If we reduce less we have the opportunity costs (a loss to society) as measured by the higher price that consumers are willing to pay and the lower resource costs that producers would have incurred at this lower level of production.  We call this loss a dead weight loss because nobody benefits from it. If we produce more than this point, the market equilibrium quantity the resource costs are higher than our willingness to pay for the additional product.  This is also a dead weight loss to society.


Thus we see how relative prices, and the profit maximizing principle lead our producers to produce the socially optimal level of output (not taking into consideration any concerns about income distribution).  This is only true for private goods that have mutually exclusive uses.


The market fails entirely for public type resources because of the difference between the low marginal cost and price of an additional user enjoying the public good and the users actual willingness to pay for the public good

