Revenue and profit
You know that you may get a 7 in IB Economics if you study hard. But now imagine that you could also measure your efforts in terms of numbers from one to seven, just like your grades. Effort is a cost to you.
If you study with an effort of 7, and manage to get a 7 in your exams, your “profit” (result minus cost) is 0. But if you study with an effort of 5, and still manage to get a 7, your profit will be 2! Sounds interesting? Are you already in a profit-making mindset?
Revenue
Think back to the bakery we have been referring to throughout this topic. As you start selling your bread in the bakery, you will receive money from your costumers. The amount you receive in total is called total revenue.
 
Important
The total revenue (TR) is simply defined as the amount of money generated from sales. It is calculated using the formula:
Total Revenue = Price x Quantity
[image: Calculating revenues]
Average revenue (AR) then is simply total revenue divided by the number of units sold. That is, (Price x Quantity) / Quantity. Obviously, the quantity component is cancelled out and so, your average revenue is simply the price at which you decide to sell your products! Thus, the average revenue curve and the demand curve are actually the same curve.
 
Important
The marginal revenue (MR) is the revenue generated from each additional unit sold.
Example
You may sell 10 loaves of bread throughout the day for € 2 each on average (AR). In total, you will sell your bread for € 20 (TR). However, the first baguette may be sold for € 3 (MR) as it is very fresh, while the last baguette will be sold for € 1 (a different MR), because it is quite stale.
While it is important to know what these simple concepts mean, it is also vital that you know how to draw the AR and MR curves as you will make use of them in most diagrams on theory of the firm. The AR curve, as stated above, is simply the same as the demand curve. The MR curve too is very straightforward. You might have already guessed from the definition above that it seeks to illustrate the revenue generated by the "last" or marginal unit sold. In addition, you know from the law of demand that consumers demand more when the price of bread falls. In other words, the revenue generated from the "last" unit will always be less than the average revenue. This allows us to say two things about the marginal revenue curve:
· it is downward sloping
· the downward slope of the MR curve is always greater than the downward slope of the AR curve
In fact, when the AR or demand curve is linear, as it will be in the IB Economics course, the slope of the MR curve will be exactly double that of the AR curve.
The table below should help explain this relationship: when you increase production from 4 to 5 loaves of bread, your total revenue increases from € 34 to € 40, which is an increase of € 6: that is the value of the last loaf you have sold (MR). However, to find the AR, you need to divide the TR (€ 40) by the number of baguettes (5). Therefore, the AR is € 8.
	Units produced (loaves)
	Total Revenue (€)
	Marginal Revenue (€)
	Average Revenue (€)

	1
	10
	10
	10

	2
	19
	19 - 10 = 9
	19 / 2 = 9.50

	3
	27
	27 - 19 = 8
	27 / 3 = 9

	4
	34
	34 - 27 = 7
	34 / 4 = 8.50

	5
	40
	40 - 34 = 6
	40 / 5 = 8

	6
	45
	45 - 40 = 5
	45 / 6 = 7.50

	7
	49
	49 - 45 = 4
	49 / 7 = 7

	8
	52
	52 - 49 = 3
	52 / 8 = 6.50

	9
	54
	54 - 52 = 2
	54 / 9 = 6

	10
	55
	55 - 54 = 1
	55 / 10 = 5.50


Profit
[image: Generating sales]
Profit in general is defined as Revenue - Costs. Profit is what is left from the money you have generated from sales once all your costs have been paid. Economic theory is based on the assumption that all firms are "profit-maximisers", i.e. that they always strive to get the biggest profit possible.
Thus your bakery will try to maximise the difference between the money received from selling bread and the money spent to cover the costs of running the business.
There is an important distinction to bear in mind in relation to profit:
 
Important
· Normal profit: Total revenue - Accounting cost
· Abnormal profit: Total revenue - Economic cost (which includes the opportunity cost)
You will have noticed that, when dealing with profits, we are bringing together the two concepts we have studied so far: costs and revenues! Let’s plot the four curves we are now familiar with on the same diagram:
[image: Profit maximisation]
We have obtained our first market structure! We can now see where the profit maximising position is:
 
Important
Profit maximisation always occurs at the point where MC=MR.
Why is that? If the bakery produced bread at any point below Q1 (i.e. to the left of MR = MC, where MR > MC), we would get a bigger profit by selling one unit more (the revenue generated from the extra sale is greater than the cost of producing it). However, if the bakery sold at any point to the right of Q1 (where MR < MC), we would lose money. The cost of producing the extra unit is in fact greater than the income the firm gets from selling it. Only at MR = MC, producing Q1 bread, we can maximise profit.
However, whether or not a firm producing at MR = MC makes an abnormal profit depends on the position of the Average Total Cost (ATC) curve. In the diagram above, the average total cost (this includes opportunity cost) is lower than AR at the point where MR=MC. When average total costs are less than the average revenue generated from sales, the company is making an abnormal profit. For example, if the total revenue of our bakery when MC = MR is € 50 and the total cost is € 30, we will be making abnormal profit equal to € 50 – € 30 = € 20.
[image: Social businesses]
The size of the abnormal profit is the distance between the AR and ATC curves multiplied by quantity sold. That is, how much profit we make from each sale of bread multiplied by the total bread we sell. This is illustrated in the diagram above by the rectangle containing the white Economic Profit box.
Under very specific circumstances, a firm may not produce at MC = MR. Such a firm is then, by definition, not profit-maximising:
1. A firm may want to maximise its revenue rather than its profit. For example, this will be done if a firm has already gone bankrupt and will have to sell all its resources to try and pay off as much as possible of its debts. Revenue maximisation can be achieved by producing at the point where MR = 0, shown by the orange point. At any point above MR = 0, the firm could make more money by selling one more unit, but at any point below it, the firm would actually be paying consumers to accept one more unit, and hence, total revenue would decrease.
2. Another alternative would be sales maximisation, shown by the green point. This strategy could be used if the firm wants to get as many units of its possible out to consumers without making a loss. Sales maximisation is achieved when the company sells at AR = ATC, that is, it sells at the exact price it costs to produce.
3. Some firms, such as social businesses, may not be interested in profit-maximisation, but rather in socially-driven goals. They will run the business so that all costs are repaid, but they will reinvest profits in community projects for poor people or environmental mitigation.

 
What you should know
· Total revenue is the total value of a firm’s sales (P x Q). Marginal revenue is the change in total revenue which results from the sale of an additional unit. Its slope is always double that of the average revenue. AR is equal to the demand curve.
· When plotting revenue and cost curves together, we can see where profits come from. Economic profit is given by total revenue – total cost. Firms earn abnormal profits when their revenue is higher than their cost.
· Firms are profit-maximisers, hence they produce at the point where MC = MR. However, they may have other goals too, including revenue maximisation, sales maximisation and social goals.
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