A-LEVEL ECONOMICS « EXERCISE SHEET

7.8 Differing objectives and policies
of firms
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Objective

Build the skills to answer exam questions on the differing objectives of firms 1>l

A H AR — profit, revenue and sales maximisation FJH. g%, 858 & KAk,
satisficing J# &1k, and the divorce of ownership from control Ff A5 ¥E HIA 4
& (the principal-agent problem ZE#T/CH 7] ).

You must be able to:

 describe the alternative objectives of firms
o explain the divorce of ownership from control

o analyse why firms may not maximise profit
1 Worked examples

B What firms aim for
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Qm output (Q)

Profit maximisation is the traditional aim — but not the only one

o Profit maximisation f|jj§# ffk: produce where MR = MC. Revenue max-
imisation {#if K{k: where MR = 0.

o Sales maximisation £z K fk: largest output while still making normal profit.
Satisficing % & fk: “good enough” for all stakeholders.

price, A
cost normal profit MC
(P= min ATC)
ATC
P=AR =MR
l* >
Q output (Q)

long-run PC: P=AR =MR = min ATC - normal profit

Market structure limits the objective: under perfect competition only normal profit is
possible

« Divorce of ownership from control Frg A 53 HF0 /> B: managers # owners
— the principal-agent problem Z4LAUH A8 (managers pursue their own
aims).
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Answer shapes: AO1 + AO2 + AO3 (analysis) + AO4 (a supported judgement in
context).

2 Practice

2.1 State the output condition for profit mazimisation. 1]
2.2 Define the term satisficing. 2]
2.3 Define the term divorce of ownership from control. 2]

3 Exam-style questions
3.1 A firm that aims for revenue maximisation produces where: 1]

E% A marginal revenue equals marginal cost
clp

B marginal revenue equals zero
C price equals average cost
D average cost is at its minimum

3.2 Explain how the divorce of ownership from control can lead to the principal-agent
problem. 6]
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3.3 Discuss whether firms always aim to maximise profit.
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