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Abstract 
Principles textbooks have improved in incorporating entrepreneurship in 
theory. However, they still generally lack simple demonstrations of the 
entrepreneurial input, particularly when teaching the theory of a normal rate 
of return. Many texts are unclear over the definition of a normal return and 
its constituent parts. Our paper (1) reviews the theory of the entrepreneurial 
input; (2) sorts how popular textbooks calculate a normal rate of return 
consistent with their definition of the entrepreneurial input; and (3) 
provides a simple numerical example that incorporates the entrepreneurial 
input, which can be more fully developed in intermediate texts.  
______________________________________________________ 
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I. Introduction 
Going back to the 1980s, economists have commented on how 
traditional microeconomic principles textbooks have said little about 
entrepreneurship (Kent 1989; Kent and Rushing 1999). Since then, 
most textbook authors have added information on entrepreneurs. 
However, the actual contribution of the entrepreneur in the 
calculation of profits and a normal rate of return has not generally 
made this transition.1 A significant disconnect exists between how 
textbook authors define the entrepreneur’s role and how they explain 
the actual return to entrepreneurial activity.  

Too often, economic principles students exit the course with a 
complete misunderstanding of the entrepreneur’s actual contribution 

                                                           

1 “Normal rate of return” and “normal profit” are used interchangeably in these 
texts and represent the same concept. We follow this convention in our paper. 
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and how one determines the costs necessary for an entrepreneur to 
make good decisions. Yet entrepreneurship, economic profits, and a 
normal rate of return are essential topics to understanding a market 
economy. The failure to address these topics consistently makes it 
appear that economists are merely waving their hands in presenting 
these topics in the classroom. Finally, if these topics are not 
presented adequately at the principles level, one might assume that 
they are not presented adequately at the intermediate or graduate 
level, either.  
 
II. The Role of the Entrepreneur and His Compensation 
Adam Smith identifies and discusses three components of a 
commodity’s price: labor, stock, and land. However, he points out 
that there may be confusion when the same person supplies all 
inputs:  

When those three different sorts of revenue belong to 
different persons, they are readily distinguishable; but 
when they belong to the same they are sometimes 
confounded with one another, at least in common 
language. . . . The gardener, who cultivates his own 
garden with his own hands, unites in his own person the 
three different characters, of landlord, farmer and 
labourer. His produce, therefore should pay him the rent 
of the first, the profit of the second, and the wages of the 
third. The whole, however, is commonly considered as 
the earnings of his labour. Both rent and profit are, in this 
case, confounded with wages. (Smith [1776] 1981, I.vi.19, 
23, pp. 70–71) 

Similarly, Smith addresses the issue of who manages or directs the 
production process in his analysis of the overseer: 

Common farmers seldom employ any overseer to direct 
the general operations of the farm. They generally too 
work a good deal with their own hands, as ploughman, 
harrowers, etc. What remains of the crop after paying the 
rent, . . . but pay them the wages due to them as labourers 
and overseers. Whatever remains, however, after paying 
the rent and keeping up the stock, is called profit. . . . The 
farmer, by saving these wages, must necessarily gain them. 
Wages therefore, are in this case confounded profit. 
(Smith [1776] 1981, I.vi.21, p. 70) 
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Smith acknowledges that a component of production is the effort to 
oversee the production process and that it should be rewarded as a 
component of labor. Payments can be made to a sole proprietor as 
income, which accounts for labor and entrepreneurial input.  

A more contemporary view of the entrepreneur’s contribution is 
“a decision-maker whose entire role arises out of his alertness to 
hitherto unnoticed opportunities” (Kirzner 1973, p. 39, emphasis 
original). The entrepreneur clearly brings more to the production 
process than the elements that could be supplied by others, including 
managers, resource holders, and those who provide capital. These 
missing elements of risk-bearing and profit recognition must be 
compensated as well. 

We focus on the entrepreneur’s basic role as the individual who 
organizes the inputs to produce a product through risk-bearing and 
profit recognition. The entrepreneur bears the risk of receiving 
payment for his efforts as well as a return for his entrepreneurial 
insight.2 In this sense, the entrepreneur should be seen as a factor of 
production separate from land, labor, capital, and management. He 
requires additional compensation for these entrepreneurial elements.  

Assume a sole proprietor who supplies only labor to the 
production process and rents all other inputs. He receives a return to 
his labor for managing the firm and accepts the risk of being a 
residual claimant to the firm’s profits. This return must be high 
enough to induce him to own the firm rather than work for someone 
else in the same line of business. An entrepreneur earns zero 
economic profit if he covers the opportunity cost of the resources he 
rents and if the cost of his entrepreneurial efforts represents a normal 
rate of return. If he also supplies other factors of production, there 
must be an additional payment for both the opportunity cost of 
supplying each factor and the risk of receiving payment, as well as his 
recognition of this profit opportunity. In other words, using his own 
factors of production internally carries a return and an 
entrepreneurial payment compared to renting them from another 
source. The entrepreneur will only do this if he believes (correctly or 
incorrectly) that each owned asset provides a profit opportunity in 

                                                           

2 We concede there are other roles attributed to an entrepreneur. However, 
seventeen of the textbooks we surveyed used the basic definition we just described.  
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excess of rented resources. Similar arguments would cover 
entrepreneurial activity in a partnership or corporation.3  
 
III. The Entrepreneur and a Normal Rate of Return 
The purely competitive market structure teaches that the rate of 
return earned by firms at the margin determines their free entry and 
exit. The number of firms reaches equilibrium when the last firm 
earns a normal rate of return or profit.4 Lester Thurow states, “When 
profits are above the normal level, they attract additional investment, 
either by new firms or by existing firms. New investment enters until 
profits are competed down to the same level the investment could 
earn elsewhere” (2008, p. 419). 

However, principles textbooks are often unclear in the treatment 
of a normal rate of return and how is it calculated. Some textbooks 
calculate it as the return on investor capital and conflate this with the 
return to the entrepreneur. However, suppose an entrepreneur rents 
all of the capital along with all other inputs. The opportunity cost of 
the rental rate will be counted as a cost of production similar to labor 
and other rented inputs. Where is the return to the entrepreneur to 
induce him to enter the marketplace?  

Many textbooks ignore a separate return for entrepreneurial 
activity, though they treat it as a separate factor of production. Some 
view the entrepreneur as an inactive or passive person who is merely 
responsible for paying for the inputs used in the production process. 
However, a normal rate of return must include the opportunity cost 
of all inputs into the production process, including the 
entrepreneurial factor—even if that is not easily measured. 
 
IV. A Sample of Textbooks and What They Teach 
We compiled a list of twenty-seven currently available and widely 
used texts.5 We used six criteria to differentiate the treatment of 

                                                           

3 We focus on the sole proprietorship type of firm since most textbooks assume 
this type of firm organization in presenting numerical examples of accounting and 
economic profit.  
4 Most principles textbooks prefer to use the competitive model to show how a 
firm decides to enter or exit an industry based on its expected return. Similarly, 
most do not use the term “at the margin.” This imprecision may be used to avoid 
explaining whether it is the marginal or average firm or the average of all firms with 
some turnover.  
5 This list appears at the end of this article, below the references. To determine 
what textbooks to include, we researched several sources. We canvassed our own 
faculty and included all eight texts currently being used. We also asked several 
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entrepreneurship and the calculation of a normal return (including 
entrepreneurial profit). From these categories, we built a matrix of 
outcomes and summarized the results.6 Our results show that most 
textbooks introduce the concept of the entrepreneur, with some 
notable exceptions. Most (eighteen out of twenty-seven) include a 
definition of an entrepreneur,7 and a slight majority (sixteen out of 
twenty-seven) listed entrepreneurial effort as a separate factor of 
production. The entrepreneurial duties listed included bearing risk 
and organizing, managing, and/or directing the other factors of 
production.  

However, there appears to be a severe disconnect when 
determining the opportunity cost of the entrepreneurial factor of 
production while calculating the economic costs for a firm. Of the 
twenty-seven textbooks sampled, twenty-two provide numerical 
examples of how the entrepreneur’s profit is determined,8 and twenty 
define the normal rate of return as zero economic profit. In most 
cases (nineteen out of twenty-seven), these examples define the 
normal rate of return based on the input contribution of the firm’s 
owner.9 While most state that the owner of the firm is a residual 
claimant, they provide no adjustment from using his own capital 
rather than renting it out to another firm and receiving a fixed 
payment. Similarly, most treat the labor supplied by the entrepreneur 
as an economic cost and only include the opportunity cost of 
working somewhere else. They do not include a payment for taking 
risk or identifying profit opportunities. 

Most textbooks do not accurately describe or assign a cost to 
entrepreneurial activity. Less than a majority (twelve out of twenty-
seven) acknowledge entrepreneurial effort by including the cost of 
working for someone else and including an additional labor cost of 

                                                                                                                                  

major publishers, including Macmillan, Wiley, and McGraw-Hill, for lists of their 
most popular texts, both locally and nationally. Finally, we reviewed the 
CourseSmart (now called VitalSource) website for all microeconomics principles 
texts available for electronic access to instructors. 
6 A summary table of our textbook analysis is available on request. 
7 One identified entrepreneurship as an element of labor. 
8 However, fourteen of the twenty-two texts that have numerical examples do not 
include any entrepreneurial factor, while one views the payment of this factor as 
outside of the calculation of a normal return. 
9 Seven of these include all opportunity costs but fail to mention the owner, or they 
refer only to payment for the owner’s capital. Just one text mentions that it is 
possible to rent capital, like other inputs, from other owners and still be an 
entrepreneur. 
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managing or organizing another firm. Only six texts define the 
entrepreneurial costs as subjective or difficult to measure. Overall, 
the majority fail to acknowledge the risk-bearing or profit recognition 
of the entrepreneur. Most fail in providing a consistent connection 
between how they define the entrepreneur’s role and how a normal 
rate of return is calculated in order to make decisions. This obscures, 
rather than clarifies, principles students’ understanding of dynamic 
markets.  
 
VII. What Textbooks Should Teach: An Example 
One text, the twentieth edition of Microeconomics: Principles, Problems, 
and Policies by McConnell, Brue, and Flynn (2015), provides a better 
distinction of the entrepreneur’s contribution. It offers a numerical 
example that clarifies a normal return, the various roles an 
entrepreneur might assume, and an improved demonstration of 
entrepreneurial and economic profit. In chapter 9, “Economic Costs” 
(pp. 197–99), the authors describe an entrepreneur who starts his 
own T-shirt company. In the section “Accounting Profit and Normal 
Profit,” they first explain and subtract explicit costs from total 
revenue to determine accounting profit. Their example also states 
that the entrepreneur provides some funds, a location, and labor for 
the venture. In addition, they estimate a normal return to the 
entrepreneur for entrepreneurial skills (previously described) that 
might earn a fixed amount in another endeavor (summarized in table 
1). 
 
Table 1. Numerical example of the entrepreneur’s contribution 
Accounting profit     $57,000 
Foregone interest          1,000 
Foregone rent          5,000 
Foregone wages        22,000 
Foregone entrepreneurial income      5,000 

Total implicit costs     $33,000 

Economic profit      $24,000 

 
This example uses a fixed value for the foregone entrepreneurial 
income that, in reality, is hard to quantify. It does, however, 
demonstrate that the entrepreneurial element requires compensation. 
This example thus provides a stepping stone to further discussions 
on the entrepreneurial element either in those principles classes that 
wish to pursue it or to further development in intermediate 
microeconomics. 
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VIII. Concluding Remarks 
Our survey results show that even though current textbooks provide 
a much-improved explanation of the entrepreneur, there remains a 
disconnect in identifying the entrepreneurial reward for participating 
in the market process. Some texts acknowledge the costs of various 
roles an entrepreneur might fulfill, but most do not recognize the 
opportunity cost of the entrepreneurial element. The entrepreneur’s 
reward for assuming risk and profit recognition is missing when 
determining the normal rate of return to induce the entrepreneur to 
participate in the marketplace. However, at least one text, McConnell, 
Brue, and Flynn, has made strides to correct this deficiency. We hope 
that others will follow suit. 
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