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Understanding the relationship between accounting profits and economic profits is fundamental to
grasping the true profitability and efficiency of a business. It might seem counterintuitive at first
glance—how can a company report positive accounting profits while simultaneously experiencing
negative economic profits? This discrepancy arises because accounting profits and economic profits
measure different aspects of a company's financial health. In this article, we will explore why
positive accounting profits can coincide with negative or zero economic profits, the significance of
these distinctions, and what they reveal about a firm's economic efficiency.

Distinguishing Between Accounting and Economic
Profits

What Are Accounting Profits?
Accounting profits are the net income figures reported in a company's financial statements,
calculated as total revenues minus explicit costs. These costs include:

Wages and salaries

Rent and utilities

Material costs

Depreciation

Interest expenses

Accounting profits focus solely on explicit costs—costs that involve direct cash payments—and are
the basis for tax calculations and financial reporting.

What Are Economic Profits?
Economic profits take a broader view, considering both explicit costs and implicit costs (opportunity
costs). They are calculated as:



Total revenue1.

Minus explicit costs2.

Minus implicit costs (the value of the next best alternative foregone)3.

Implicit costs include factors like the owner's time and capital, which could have been invested
elsewhere for income. Economic profit thus provides a more comprehensive measure of a firm's true
profitability and efficiency.

Why Can Positive Accounting Profits Be Accompanied
by Negative or Zero Economic Profits?

This apparent paradox stems from the fact that accounting and economic profits measure different
facets of profitability. Several factors contribute to situations where accounting profits are positive,
but economic profits are negative or zero.

1. Inclusion of Implicit Costs
When implicit costs are high—such as the owner’s time or the opportunity cost of capital—the
economic profit can be substantially lower than accounting profit.

Example: A business owner invests personal savings into the company. The interest they could
have earned elsewhere is an implicit cost.

If these implicit costs are high enough, the economic profit may turn negative despite positive
accounting profits.

2. Capital and Resource Allocation
Firms might be generating positive accounting profits by utilizing underutilized or inefficient
resources, which do not generate enough return to cover their opportunity costs.

For example, a company might have a surplus of equipment that appears profitable on paper
but could be more effectively used elsewhere.

This misallocation can lead to positive accounting profits but negative economic profits when
considering opportunity costs.



3. Market Conditions and Price Fluctuations
Firms operating in competitive markets may report positive revenues and accounting profits during
favorable periods while economic profits remain negative once opportunity costs are factored in.

During a boom, revenues might increase, but if resources could have been more profitably
employed elsewhere, economic profits might be negative.

4. Accounting Methods and Depreciation
Accounting profits can be artificially inflated or deflated based on depreciation methods and expense
recognition, which do not necessarily reflect economic realities.

Accelerated depreciation might reduce taxable income (and increase accounting profits in
some periods), but the true economic value of assets declines differently.

The Significance of Zero Economic Profit

Achieving zero economic profit is a critical concept in economics, often associated with the long-run
equilibrium for firms in perfectly competitive markets.

1. Normal Profit and Zero Economic Profit
Zero economic profit does not mean the business is failing; rather, it indicates that the firm is
earning just enough to cover all explicit and implicit costs, including a normal return on capital.

This is considered the breakeven point where no additional economic profit is being
generated.

Firms in perfect competition tend to earn zero economic profit in the long run as resources are
reallocated to the most efficient uses.

2. Implications for Business Strategy
Understanding when economic profit is zero helps managers and entrepreneurs make strategic
decisions about resource allocation and competitive positioning.



If economic profits are negative, the firm should consider exiting or restructuring.

Persistent positive accounting profits do not guarantee sustainability if economic profits are
negative.

Examples and Practical Scenarios

Scenario 1: A Small Business with Positive Accounting Profit
but Negative Economic Profit
Suppose a small retail store reports a net income of $50,000 after deducting explicit costs. However,
the owner invested $200,000 of personal savings, which could have earned 5% interest elsewhere
($10,000 annually). If the implicit cost of capital is considered, the economic profit becomes:

Economic Profit = Accounting Profit - Implicit Costs
= $50,000 - $10,000
= $40,000

In this case, economic profit is still positive, but if the implicit costs were higher, say $60,000, the
economic profit would be negative, indicating that the business is not covering the opportunity costs
of resources used.

Scenario 2: A Firm in a Competitive Market
A manufacturing firm reports an accounting profit of $100,000. Its explicit costs are $700,000, and it
operates in a market where the opportunity cost of capital and other implicit costs amount to
$120,000. The economic profit is:

Economic Profit = $100,000 - $120,000 = -$20,000

This indicates that, despite positive accounting profits, the firm is not earning enough to cover all
costs, including opportunity costs, and is experiencing economic losses.

Implications for Business Decision Making

Understanding the differences between accounting and economic profits influences strategic
decisions, including investment, resource allocation, and market entry or exit.



1. Investment Decisions
Investors and managers should consider economic profit to determine whether resources are used
most efficiently.

Positive accounting profits alone are insufficient; economic profits provide the full picture.1.

Negative or zero economic profits suggest re-evaluation of strategies or resource deployment.2.

2. Market Entry and Exit
In perfectly competitive markets, firms tend to exit if economic profits remain negative over time,
even if accounting profits are positive.

3. Resource Allocation Efficiency
A focus on maximizing economic profits encourages efficient use of resources and discourages
waste.

Conclusion

The relationship between accounting profits and economic profits is nuanced and essential for
understanding true business performance. While positive accounting profits indicate that a company
is generating revenue beyond explicit costs, they do not account for the opportunity costs of
resources employed. When these implicit costs are significant, economic profits can be negative or
zero, signaling that resources might be more profitably employed elsewhere. Recognizing this
distinction enables managers, investors, and policymakers to make more informed decisions,
fostering economic efficiency and sustainable business practices. Ultimately, achieving zero
economic profit signifies that the firm is earning a normal return on its resources, aligning with
long-term equilibrium conditions in competitive markets.

Frequently Asked Questions

Why can accounting profits be positive while economic profits
are negative or zero?
Accounting profits consider explicit costs only, such as wages and materials, whereas economic
profits also include implicit costs like opportunity costs. If these implicit costs are high, economic
profits can be negative or zero even when accounting profits are positive.



Under what circumstances will economic profits exactly equal
zero when accounting profits are positive?
Economic profits are zero when total revenues exactly cover both explicit and implicit costs,
meaning the firm earns just enough to compensate for all resources used, including opportunity
costs, despite showing positive accounting profits.

Can a business have positive accounting profits but zero
economic profits? What does this imply?
Yes, a business can have positive accounting profits but zero economic profits, indicating it is
earning normal profit—covering all explicit and implicit costs—but not earning additional economic
profits beyond that.

What does it mean for a firm if its accounting profits are
positive but economic profits are negative?
It means the firm is making accounting profits, but when considering opportunity costs, it is not
covering all costs and is therefore experiencing a loss in terms of economic profit, which can signal
inefficiency or poor resource allocation.

How does the concept of economic profit influence business
decision-making compared to accounting profit?
Economic profit provides a more comprehensive measure by including opportunity costs, guiding
businesses to make decisions that maximize true profitability and resource efficiency rather than
just accounting gains.

Why is understanding the difference between accounting and
economic profits important for entrepreneurs?
Understanding the difference helps entrepreneurs assess whether their resources are being used
efficiently and whether their business is truly profitable when considering all costs, including
opportunity costs, leading to better strategic decisions.

Additional Resources
When Accounting Profits Are Positive, Economic Profits Will Be Negative. Will Equal Zero. Must Be
Positive.

In the complex world of business finance, understanding the nuances between different types of
profits is essential for entrepreneurs, investors, and policymakers alike. A common misconception is
equating positive accounting profits with the overall success or viability of a business. However,
beneath the surface lies a more nuanced reality: when accounting profits are positive, economic
profits can be negative, zero, or positive, depending on various factors. This article explores the
fundamental differences between accounting and economic profits, their implications, and why a



positive accounting profit does not necessarily translate into positive economic profit.

---

Understanding the Fundamentals: Accounting Profit vs. Economic Profit

What Is Accounting Profit?

Accounting profit is the net income a company reports on its financial statements. It is calculated by
subtracting explicit costs—such as wages, rent, raw materials, and utilities—from total revenue. This
measure is straightforward and familiar to most stakeholders, as it aligns with the profit figures
reported to shareholders, tax authorities, and financial markets.

Key Features of Accounting Profit:
- Based solely on explicit costs.
- Does not consider opportunity costs.
- Used for financial reporting, taxation, and performance evaluation.

What Is Economic Profit?

Economic profit, on the other hand, provides a broader perspective by accounting for both explicit
and implicit costs. Implicit costs represent the opportunity costs of utilizing resources in their
current use instead of alternative options. For example, the owner’s time, capital invested
elsewhere, or potential earnings from alternative ventures are implicit costs.

Key Features of Economic Profit:
- Calculated as total revenue minus total costs, including explicit and implicit costs.
- Reflects the true profitability and efficiency of resource use.
- Indicates whether resources could be better employed elsewhere.

---

The Core Relationship: When Accounting Profits Are Positive, Economic Profits Can Be Negative,
Zero, or Positive

The Paradox Explained

It might seem counterintuitive that a business can show a positive accounting profit but suffer from
negative economic profit. This discrepancy arises because accounting profit ignores opportunity
costs. When a firm's explicit costs are covered, but its resources could have earned more elsewhere,
the economic profit may turn negative.

Example Scenario:

Imagine an entrepreneur owns a café that generates $200,000 in annual revenue. The explicit
costs—rent, wages, supplies—total $150,000, resulting in an accounting profit of $50,000. However,
if the owner could earn $70,000 annually working as a manager elsewhere, the implicit cost of using
their time in the café is $70,000.

Calculating Economic Profit:
- Total Revenue: $200,000



- Explicit Costs: $150,000
- Implicit Costs (owner’s alternative earnings): $70,000

Economic Profit = $200,000 - ($150,000 + $70,000) = -$20,000

In this case, despite a positive accounting profit of $50,000, the economic profit is negative,
signaling that the owner would have been better off taking the alternative job.

---

Why Does This Discrepancy Matter?

Understanding the distinction between accounting and economic profits is crucial for several
reasons:

- Resource Allocation: It guides entrepreneurs in assessing whether their current use of resources is
optimal or if they could earn more elsewhere.
- Business Viability: A positive accounting profit does not guarantee long-term sustainability if
economic profit is negative.
- Investment Decisions: Investors analyzing a company's true profitability consider economic profit
to gauge efficiency and competitive advantage.

---

When Economic Profit Is Zero: The Break-Even Point

The Concept of Normal Profit

Economic profit equals zero when total revenue just covers both explicit and implicit costs. This
situation is called earning normal profit, which is the minimum level of profit necessary for a firm to
stay in business in the long run.

Implications of Zero Economic Profit:
- The firm is covering all opportunity costs.
- There are no incentives for entrepreneurs to either enter or exit the industry.
- The business is operating efficiently relative to alternative uses of resources.

Significance in Market Dynamics

Zero economic profit often characterizes firms in perfect competition in long-run equilibrium. No
firm earns excess profits, and resources are allocated efficiently across the economy. If economic
profits are positive, new firms are incentivized to enter, increasing supply and driving profits down
to zero. Conversely, negative economic profits lead to exit, reducing supply and restoring
equilibrium.

---

The Conditions for Positive Economic Profit

Achieving Economic Profit



For a business to earn positive economic profit, it must:

- Generate revenues exceeding the sum of explicit and implicit costs.
- Have a competitive advantage—such as a unique product, brand loyalty, or cost efficiencies—that
allows it to earn supra-normal profits.

Strategies to Attain and Sustain Positive Economic Profits:
- Innovation and differentiation to reduce competitive pressure.
- Cost leadership to improve efficiency.
- Market expansion to increase revenues.
- Investment in technology or skills that improve productivity.

---

The Role of Industry Structure and Market Conditions

Perfect Competition

In perfectly competitive markets, economic profits tend to be driven toward zero in the long run, as
free entry and exit eliminate abnormal profits. Firms may report positive accounting profits
temporarily, but economic profits are usually eroded over time.

Monopoly and Oligopoly

Market structures with barriers to entry can sustain positive economic profits over extended
periods. These profits reflect market power and barriers that prevent competitors from eroding
gains.

---

Practical Implications for Stakeholders

For Entrepreneurs and Managers

- Focus not only on accounting profits but also on opportunity costs.
- Strive for strategic advantages that can translate into economic profits.
- Use economic profit as a benchmark for resource allocation decisions.

For Investors

- Evaluate a company's economic profit to assess true profitability.
- Recognize that positive accounting profit alone does not guarantee investment returns.

For Policymakers

- Understand that industries with zero economic profit indicate efficient resource allocation.
- Consider barriers to entry and market power when regulating industries.

---

Limitations and Considerations



While the concepts of accounting and economic profits are fundamental, they are subject to certain
limitations:

- Estimating Implicit Costs: Difficult to quantify opportunity costs accurately.
- Time Horizon: Short-term accounting profits may differ markedly from long-term economic
profitability.
- Market Dynamics: Rapid technological changes can alter opportunity costs and competitive
advantages.

---

Conclusion

The relationship between accounting profit and economic profit underscores the complexity of
evaluating business success. A positive accounting profit indicates that a firm is generating income
based on explicit costs, but it does not tell the full story about resource efficiency or opportunity
costs. When the implicit costs are considered, economic profits can be negative, zero, or positive,
shaping strategic decisions and market outcomes.

Understanding this distinction empowers entrepreneurs, investors, and policymakers to make more
informed choices, fostering efficient resource allocation and sustainable business practices.
Recognizing that "when accounting profits are positive, economic profits may not be" is fundamental
for interpreting financial health and competitive positioning in any industry. Ultimately, striving for
positive economic profit—where revenues exceed all costs, including opportunity costs—is the true
indicator of a business's long-term viability and efficiency.
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