
accounting profit vs economic profit
example
accounting profit vs economic profit example is a fundamental concept in
business and finance that helps distinguish between two important measures of
profitability. Understanding the difference between accounting profit and
economic profit is crucial for making informed decisions, evaluating business
performance, and assessing opportunity costs. This article delves into the
definitions, calculations, and practical examples of both accounting and
economic profits. Additionally, it explains the significance of each profit
type in various business contexts. By exploring real-world scenarios, readers
will gain clarity on how these profit measures impact financial analysis and
strategic planning. The discussion will also cover implicit and explicit
costs, which form the basis for calculating economic profit. The following
sections will provide a comprehensive overview of these concepts with
illustrative examples.

Definition and Explanation of Accounting Profit

Definition and Explanation of Economic Profit

Key Differences Between Accounting Profit and Economic Profit

Accounting Profit vs Economic Profit Example

Importance of Understanding Both Profit Measures

Definition and Explanation of Accounting Profit
Accounting profit is the net income a business earns after subtracting
explicit costs from its total revenue. Explicit costs are the direct, out-of-
pocket expenses such as wages, rent, materials, and utilities that are
clearly recorded in financial statements. Accounting profit follows standard
accounting principles and is used for tax reporting and financial analysis.
It reflects the company’s profitability based on historical costs and
transactions. This profit measure is straightforward and commonly reported in
financial reports, making it a critical indicator for investors, creditors,
and management.

Components of Accounting Profit
Accounting profit is calculated by deducting explicit costs from total
revenue. The formula can be expressed as:



Accounting Profit = Total Revenue - Explicit Costs

Explicit costs include:

Operating expenses (rent, salaries, utilities)

Cost of goods sold (raw materials, production costs)

Interest payments

Taxes

By focusing solely on explicit costs, accounting profit provides a clear
snapshot of financial performance without considering non-monetary factors.

Definition and Explanation of Economic Profit
Economic profit extends beyond accounting profit by incorporating both
explicit and implicit costs. Implicit costs represent the opportunity costs
of using resources owned by the firm, such as the owner’s time or capital
invested elsewhere. Economic profit measures the surplus after accounting for
all costs, including the potential earnings forgone by choosing one business
option over another. This profit metric is vital for assessing the true
profitability and viability of a business in a competitive environment. It
helps determine whether a firm is earning more than its next best
alternative.

Components of Economic Profit
The calculation of economic profit includes implicit costs along with
explicit costs, as shown in the formula:

Economic Profit = Total Revenue - (Explicit Costs + Implicit Costs)

Implicit costs may include:

Foregone salary if the owner works in the business instead of another
job

Foregone rent if the owner uses their property rather than leasing it
out

Opportunity cost of invested capital



By incorporating these costs, economic profit gives a more comprehensive view
of profitability and resource utilization.

Key Differences Between Accounting Profit and
Economic Profit
While accounting profit and economic profit both assess a firm's
profitability, they differ significantly in scope and application. Accounting
profit focuses on explicit costs recorded in financial documents, whereas
economic profit considers both explicit and implicit costs, capturing
opportunity costs as well. This difference affects how profitability is
interpreted and the decisions made based on these figures.

Summary of Differences

Cost Consideration: Accounting profit subtracts explicit costs; economic
profit subtracts explicit plus implicit costs.

Purpose: Accounting profit is used for financial reporting and tax
purposes; economic profit is used for strategic decision-making and
evaluating resource allocation efficiency.

Profit Magnitude: Economic profit is usually less than or equal to
accounting profit because of the additional implicit costs.

Insight: Economic profit provides insight into the true economic value
generated by the business, whereas accounting profit shows the financial
gain recorded.

Understanding these differences helps businesses recognize the broader
implications of their profitability beyond accounting statements.

Accounting Profit vs Economic Profit Example
To illustrate the distinction between accounting profit and economic profit,
consider a small business owner who runs a coffee shop. The owner’s total
revenue from sales is $200,000 annually. Explicit costs, including rent,
wages, utilities, and supplies, total $150,000. Additionally, the owner could
earn $40,000 annually working for another company, which represents an
implicit cost of foregone salary. The owner also owns the building used for
the coffee shop and could rent it out for $20,000 per year, another implicit
cost.



Calculating Accounting Profit
Using the explicit costs only, accounting profit is calculated as follows:

Total Revenue = $200,000

Explicit Costs = $150,000

Accounting Profit = $200,000 - $150,000 = $50,000

Thus, the accounting profit is $50,000, which shows the net financial gain
from operations after covering explicit expenses.

Calculating Economic Profit
Including implicit costs, economic profit calculation is:

Implicit Costs = Foregone salary ($40,000) + Foregone rent ($20,000) =
$60,000

Total Costs = Explicit Costs ($150,000) + Implicit Costs ($60,000) =
$210,000

Economic Profit = Total Revenue ($200,000) - Total Costs ($210,000) = -
$10,000

The negative economic profit of -$10,000 indicates that, after considering
opportunity costs, the business is not generating a true economic gain. The
owner might be better off pursuing alternative uses of their time and
property.

Implications of the Example
This example highlights how accounting profit and economic profit can lead to
different conclusions about a business’s success. While accounting profit
shows a positive outcome, economic profit reveals that the resources could be
more profitably employed elsewhere. This understanding aids entrepreneurs and
managers in making more informed strategic decisions.

Importance of Understanding Both Profit
Measures
Grasping the differences between accounting profit and economic profit is
essential for comprehensive financial analysis and effective business



management. Each profit measure serves a distinct purpose and offers valuable
insights. Accounting profit is critical for tracking actual monetary gains
and fulfilling legal and tax obligations. Economic profit, on the other hand,
provides a deeper understanding of resource efficiency and opportunity costs,
which are vital for long-term sustainability and growth.

Applications in Business Decision-Making

Investment Decisions: Economic profit helps evaluate if investments
generate returns exceeding opportunity costs.

Pricing Strategies: Understanding costs beyond accounting expenses
guides pricing for profitability.

Resource Allocation: Identifying implicit costs ensures optimal use of
assets and labor.

Performance Evaluation: Economic profit offers a more accurate measure
of managerial effectiveness.

Incorporating both accounting and economic perspectives enables businesses to
optimize operations and enhance competitive advantage.

Frequently Asked Questions

What is the difference between accounting profit and
economic profit?
Accounting profit is the total revenue minus explicit costs, while economic
profit considers both explicit and implicit costs, including opportunity
costs.

Can you provide a simple example to illustrate
accounting profit vs economic profit?
If a business earns $100,000 in revenue and has explicit costs of $70,000,
the accounting profit is $30,000. If the implicit costs (like foregone
salary) are $20,000, the economic profit is $10,000.

Why is economic profit usually less than accounting
profit?
Because economic profit subtracts both explicit and implicit costs, including
opportunity costs, whereas accounting profit subtracts only explicit costs.



How does opportunity cost affect economic profit in
an example?
For instance, if an entrepreneur could earn $50,000 working elsewhere but
chooses to run their own business, the $50,000 is an implicit cost and
reduces economic profit.

Is it possible for accounting profit to be positive
but economic profit to be negative?
Yes, if implicit costs are high enough to surpass accounting profit, economic
profit can be negative even when accounting profit is positive.

In what scenarios would economic profit be zero?
Economic profit is zero when total revenue equals the sum of explicit and
implicit costs, indicating the business is covering all costs including
opportunity costs.

How do accounting profit and economic profit impact
business decisions?
Accounting profit shows short-term profitability, while economic profit helps
assess if resources are used most efficiently considering opportunity costs.

Could you give a detailed example including numbers
to explain accounting vs economic profit?
A freelancer earns $80,000 in revenue, pays $30,000 in explicit costs, and
foregoes a $40,000 salary working for another company. Accounting profit is
$50,000 ($80,000-$30,000), but economic profit is $10,000 ($80,000 - $30,000
- $40,000).

Why is understanding economic profit important for
long-term business sustainability?
Because economic profit includes opportunity costs, it helps businesses
evaluate whether they are truly creating value beyond all costs, guiding
better long-term investment and operational decisions.

Additional Resources
1. Accounting Profit vs Economic Profit: Key Concepts and Applications
This book offers a clear distinction between accounting profit and economic
profit, explaining their importance in business decision-making. It includes
practical examples and case studies that help readers understand how to



evaluate profitability from both accounting and economic perspectives. The
text is ideal for students and professionals seeking to deepen their
knowledge of financial analysis.

2. Understanding Economic Profit: Beyond the Numbers
Focusing on the concept of economic profit, this book delves into opportunity
costs and how they affect business profitability. It contrasts economic
profit with accounting profit through real-world business scenarios and
financial statements. Readers will learn to assess true economic value and
make more informed strategic decisions.

3. Financial Accounting and Economic Profit: A Comparative Guide
This guide compares financial accounting principles with economic profit
calculations, highlighting their differences and relevance. It provides step-
by-step examples illustrating how to compute both types of profits and
interpret their implications for business growth. The book serves as a useful
resource for accounting students and managers.

4. Profit Analysis: Accounting vs Economic Perspectives
This text examines how profit analysis varies when viewed from accounting and
economic viewpoints. It presents detailed examples that demonstrate the
impact of implicit costs on economic profit. Additionally, the book discusses
how understanding these concepts can improve investment and operational
decisions.

5. Managerial Accounting: Evaluating Profit Beyond the Surface
Designed for managers and business students, this book explores how
managerial accounting uses both accounting profit and economic profit to
evaluate business performance. Through examples and exercises, it emphasizes
the importance of considering opportunity costs and economic rent in profit
measurement. Readers gain insights into making effective resource allocation
decisions.

6. Business Economics: Profit Concepts and Decision Making
This book integrates economic theory with accounting practices to explain
profit concepts comprehensively. It discusses accounting profit, economic
profit, and normal profit, providing examples from various industries. The
text aids readers in understanding how these profit measures influence
business strategy and market competition.

7. Advanced Accounting Profit and Economic Profit Analysis
Targeting advanced students and professionals, this book offers an in-depth
analysis of accounting and economic profit calculations. It includes complex
examples involving cost structures, depreciation, and opportunity costs. The
book also explores how these profit measures affect financial reporting and
economic valuation.

8. Corporate Finance: The Role of Economic Profit in Value Creation
This book highlights the role of economic profit in corporate finance and
value creation. It explains why economic profit is a better indicator of
company performance than accounting profit alone. Case studies demonstrate



how companies use economic profit metrics to guide investment and operational
decisions.

9. Principles of Economics and Accounting Profit
This introductory book presents the foundational principles of economics
alongside accounting profit concepts. It clarifies the differences between
accounting profit and economic profit with straightforward examples. The book
is suitable for beginners aiming to understand how profits are measured and
interpreted in economics and accounting.
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