
The Theory of the Firm

Unit 3: Business Economics



What links these 
businesses 
together?

What makes 
them different?



Theory of the Firm: Objectives of Firms

Learning Outcomes
By the end of the lesson:

• All of you should be able to 
identify stakeholders in 
firms and understand their 
objectives

• Most should be able to 
describe the different 
objectives firm may pursue

• Excellent if you can discuss 
what determines these 
objectives, and how they 
affect the decisions made 
by firms

Lesson Objective
In this lesson we will:

• Examine the objectives 
firms may pursue



What is a ‘stakeholder’?

What is profit?



The Objectives of Firms

• Economists usually assume that all firms have 
a single business objective – TO MAXIMISE 
PROFIT.

• However, real world firms may have other 
objectives.

• What problems might the pursuit of 
maximum profit create?



Case Study

• What's inside your Apple?

http://www.bbc.co.uk/news/business-30532463


Stakeholders and Conflict

Stakeholder Primary 
concern/interest

Conflicts with



Divorce of ownership and control
• We have discussed how, as firms grow, the 

relationship between the ownership and 
control of firms breaks down.

• J.K. Galbraith (Economist):
• Small businesses controlled by owners who will seek to profit 

maximise.

• In larger firms, where decisions are made by senior managers 
rather than the shareholders, decisions are strongly motivated 
by social status of being involved with successful company.

• As long as shareholders receive a reasonable dividend, 
managers will be left to their own devices.

http://images.google.com/imgres?imgurl=http://www.stopterrorkrigen.dk/images/Usa/john_kenneth_galbraith.jpg&imgrefurl=http://www.stopterrorkrigen.dk/emner/usa/081103_galbraith_predator_state.html&usg=__nICX0BVmfsef2cAhtODhqrYbN-0=&h=450&w=355&sz=18&hl=en&start=2&um=1&tbnid=70o4E8b8yyPbhM:&tbnh=127&tbnw=100&prev=/images?q=jk+galbraith&hl=en&safe=active&rls=com.microsoft:en-gb:IE-SearchBox&rlz=1I7ADBF&sa=N&um=1
http://images.google.com/imgres?imgurl=http://www.stopterrorkrigen.dk/images/Usa/john_kenneth_galbraith.jpg&imgrefurl=http://www.stopterrorkrigen.dk/emner/usa/081103_galbraith_predator_state.html&usg=__nICX0BVmfsef2cAhtODhqrYbN-0=&h=450&w=355&sz=18&hl=en&start=2&um=1&tbnid=70o4E8b8yyPbhM:&tbnh=127&tbnw=100&prev=/images?q=jk+galbraith&hl=en&safe=active&rls=com.microsoft:en-gb:IE-SearchBox&rlz=1I7ADBF&sa=N&um=1


The Objectives of Firms

As well, or instead of, maximising profit, firms 
may pursue the following objectives:

– Sales maximisation

– Satisficing

– Growth and expansion

– Maximising shareholder value

– Maximising management objectives*

– Social and community objectives



Profit Maximisation?

http://www.bbc.co.uk/news/10098983
http://www.bbc.co.uk/news/10098983


Satisficing

• In response to the conflicting objectives of 
shareholders, some firms may set minimum 
levels of profit or market share to be achieved.

• This may not necessarily be the maximum 
level possible, but enough to keep 
stakeholders ‘happy’.



Profit Maximisation for a Monopolist



Revenue, Cost and Profit
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